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he Sarbanes-Oxley Act of 2002
(“Sarbanes-Oxley”) has redesigned
federal regulation with respect to
public company corporate governance
and reporting obligations, tightened
the standards of
accountability for
directors and officers,
securities analysts,
auditors and legal
counsel, and designat-
ed certain securities
violations to be crimes.
Although Sarbanes-
Oxley generally limits
its scope of applicabil-
ity to public companies —
corporate issuers of securities 
regulated under the Securities
Exchange Act of 1934 (the “Securities
Exchange Act”) — the indirect and
long-term effects of Sarbanes-Oxley
reforms will also impact private
companies and not-for-profit 

companies, particularly in the area 
of corporate governance.  

The enhanced accountability
standards that Sarbanes-Oxley estab-
lished for public companies have

effectively raised the bar
for corporate governance
and business practices of
companies that are not
publicly traded.
Potential investors,
lenders, venture capital-
ists and key business
partners will increasing-
ly insist on compliance
with certain aspects of
Sarbanes-Oxley

standards as a prerequisite to initiat-
ing or continuing relationships with
both public and non-public compa-
nies. Shareholders, the public and
courts will likely hold boards of
directors and their committees to
higher standards of performance.
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Therefore, it is paramount that
companies establish best practices in
response to the new environment
created under Sarbanes-Oxley.
Furthermore, state and industry
governing bodies have begun to
propose regulations that will require
companies that are not publicly
traded to step up and tighten their
corporate governance practices. As a
result, it is advisable for community
banks to not only take action to
enhance their own corporate gover-
nance and business practices, but also
to require compliance with at least
certain aspects of Sarbanes-Oxley by
both existing and prospective clients.  

Proposed State Legislation 

Recently proposed legislation is
intended to prevent incidents of
corporate financial fraud at companies
that are not publicly traded. For
example, as a part of the Corporate
Fraud Prevention Initiative of 2003,
New York State Attorney General
Eliot Spitzer introduced a draft bill in
February 2003, which would extend
certain provisions of Sarbanes-Oxley

to auditors of companies that are 
not publicly listed. This proposed
legislation is one of six proposed
bills, which also address New York
statutes in the areas of: (1) fraud
related to not-for-profit corporations,
(2) securities fraud penalties, 
(3) corporate bribery, (4) whistle-
blower protections, and (5) evidence
tampering and obstruction of justice.
The proposed legislation is targeted
at New York State registered not-for-
profit companies having at least
$250,000 in annual revenues. It is
intended to protect investors, donors
and honest corporations and to restore
public and investor confidence in the
integrity of the not-for-profit sector.

FDIC Guidelines

The provisions of Sarbanes-Oxley
are directly applicable to institutions
(including banks, thrifts, and their
holding companies) that have a class
of securities registered under Section
12 of the Securities Exchange Act or
are otherwise required to file periodic
reports, including 10-Ks and 10-Qs
under Section 15(d) of the Securities
Exchange Act as well as insured insti-
tutions that have total assets of $500
million or more. On March 5, 2003,
the FDIC released guidance regarding
the effect that Sarbanes-Oxley is
expected to have on FDIC-supervised
banks having total assets of less than
$500 million (in addition to issuing
guidelines with respect to insured
depository institutions having $500

million or more in total assets). Many
of the Sarbanes-Oxley requirements
are already addressed in existing bank
regulations and policy statements.
However, most financial institutions
will need to make at least minor
changes to comply with the standards
provided under the FDIC guidelines.    

The FDIC guidelines, with
respect to the applicability of select-
ed provisions of Sarbanes-Oxley to
FDIC-supervised banks with less than 
$500 million in assets, recommend:

• Use of independent internal and
external auditors whenever cost-effec-
tive and where the same external
auditor performs both external and
internal audit functions. The audit
committee should document both its
preapproval of the internal audit
outsourcing to its external auditor 
and that it has considered the
independence issues associated 
with this arrangement; 
• Use of audit partner rotation and
“time out” periods when a bank
engages an accounting firm that is
not a small firm (i.e., a firm with ten
or more auditors) to perform its 
external audit functions;
• Communication in the engagement
letter with the auditor regarding: 

‘Shareholders, the public
and courts will likely 
hold boards of directors
and their committees to

higher standards 
of performance.’
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BANKS AND INSURANCE REFERRALS:
OPPORTUNITIES AND LIMITATIONS

C ommunity banks are working hard 
to find ways to provide a broader
range of products and services to
their customers. The objective is to
make themselves more attractive to
current and prospective customers,
diversify their sources of revenue and
potentially grow the top line.

A clear diversification trend
includes offering insurance or insur-
ance-related products and services,
either through the bank or its 
affiliates or through a third party
with whom the bank has a referral
relationship. When, for example, a
customer walks through a bank’s
doors and applies for a mortgage 
or car loan, she may also need
homeowners’ or automobile 
insurance. Can the bank assist that
customer with those insurance needs?
The answer generally depends on the
banking and insurance laws of the
state in which the bank is located.

For example, legislation passed 
in 2000 to make New York law
conform with the financial reform
enacted on the federal level by the
Gramm-Leach-Bliley Act eased many
of the restrictions that previously
precluded certain state banking/
insurance activities. However, a bank
can’t simply begin to provide insur-
ance, discuss specific insurance policy
terms with customers, or solicit
customers to obtain insurance from a
particular insurer, insurance agency
or broker, without doing its
homework first. In states such as

New York, virtually all insurance-
related activities require, among other
things, the appropriate licensing from
the State Insurance Department.
Moreover, in many cases, very subtle
distinctions exist between permissible
and non-permissible activities. So it is
extremely important to understand
the restrictions applicable to insur-
ance activities undertaken by banks.
Properly structuring the transaction
to ensure that it does not violate any
applicable laws and regulations is, 
of course, essential.

Some of New York’s new rules
concerning banks engaging in 
insurance referral activities were
highlighted in a June 2001 New
York State Insurance Department
General Counsel Opinion. A New
York State chartered bank asked the
Department if a licensed insurance
agency (which might be a subsidiary
of the bank) could rent space from the
bank and pay compensation in the
form of lease payments or “referral
fees” based on the amount of business
generated from the bank’s referrals to

the agency. The agency would employ
licensed insurance agents who might
also be employees of the bank. In
previous opinions, the New York
Insurance Department said that an
insurance agency could lease space
from a non-insurance licensed entity
(such as a bank or a department store)
and the lease payments could be
calculated based upon the level of
sales the agency made there.
However, rent could not be based
upon sales resulting from referrals
which would themselves constitute
improper solicitations since “the bank
would effectively be functioning as an
agent of the insurer.” The rental
payments would then, at least in part,
“represent the improper payment of
commissions to an unlicensed person”
(e.g., the bank and/or its personnel).
However, the New York Insurance
Department pointed out that amend-
ments made in 2000 to the New
York Insurance Law in light of the
Gramm-Leach-Bliley Act now permit
individuals and entities not licensed
as insurance agents or brokers to
make referrals and to receive compen-
sation for them as long as two condi-
tions are met. First, there can be no
discussion of specific insurance policy
terms or conditions. Second, any
compensation paid cannot be based
upon the actual purchase of insurance
by the referred party. In the above
scenario, while the bank could refer
its customers to the agency and
charge rent based upon the overall
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number of referrals it made, basing the
rent on the amount of business which

actually resulted from the referrals 

would be impermissible, even under 
the “new” rules.

A word of caution: The amend-
ments to the New York Insurance Law
discussed above regarding referrals are
scheduled to expire on September 10th
of this year. Earlier this year, the New
York Insurance Department was asked
whether, after September 10th, the
exceptions created by those amend-
ments would nonetheless continue to
apply under a regulation or another
statutory section. The Department
replied that those exceptions will
expire unless they are extended by 
the New York State Legislature.

At present, no legislation is
pending with respect to these excep-
tions. What does this mean for New
York entities currently engaging in
referral arrangements encompassed by
those exceptions? Although the New
York Insurance Department did not
specifically answer that question, it
indicated that the current laws will
revert back to their prior versions
on September 10th (again, unless the
Legislature takes the appropriate action
in the meantime). This suggests that a
referral of the kind discussed above 
will be prohibited in New York after
September 10th because it will result 
in a non-licensed person or entity 
(e.g., the bank or its personnel) acting
as an insurance agent (by soliciting
customers) and receiving compensation

without the proper licensing.
For now, banks doing business in

New York have a limited opportunity
to profit from insurance referrals that:
(1) do not include a discussion of 
specific insurance policy terms and
conditions, and (2) do not result in
compensation based upon the actual
purchase of insurance by the referred
party. Keep in mind, however, that
“tie-in” arrangements, where a 
bank makes the extension of a loan
contingent upon the customer 
obtaining insurance from a particular
company, agency or agent, are 
generally prohibited.

This leaves many potential
banking/insurance arrangements for 
a community bank. However, as
demonstrated by the state of the law 
in New York, when considering these
arrangements, numerous issues must 
be considered. The fact that subtle
distinctions sometimes exist between
permissible and non-permissible 
activities cannot be overemphasized,
especially when a state’s insurance law
applies to activities that a bank wants
to undertake. In the end, it is very
important to keep in mind that any
proposed banking/insurance activity
must be evaluated independently and
should only be done in consultation
with legal counsel. If you have any
questions in this regard, contact James
J. Tanous, Esq. at 716.843.3905 or by
e-mail at jtanous@jaeckle.com or Joann
S. Lipinski, Esq. at 716.843.3944 or by
e-mail at jlipinski@rochester.rr.com. ✒
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BANKS AND INSURANCE REFERRALS
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A ccording to the National Delinquency
Survey released in March 2003 by the
Mortgage Bankers Association of
America, mortgage foreclosures
reached a record high level in the
fourth quarter of 2002. Although some
encouragement can be taken from the
survey’s finding that loan delinquencies
actually declined during the same
period, industry experts are concerned
that high levels of unemployment, the
call-up of reservists for the war in Iraq,
and the increasing popularity of home
equity loans may result in an even
greater number of mortgage foreclo-
sures in the future.  

Efficient handling of the files by
bank officers and workout specialists is
even more important in times like these
when the volume of foreclosures is
exceptionally high. We have identified
certain policies and procedures that can
be adopted by banks to promote
efficient and cost effective handling of
troubled loans that are being referred to
counsel for foreclosure.

For example, developing a
standard form of transmittal memoran-
dum, which includes the information
needed by the bank’s counsel to
commence foreclosure, and including a
checklist of loan documents and other
materials to be forwarded with the
transmittal memorandum can be
extremely useful. Loan officers and
their counsel are usually very diligent
at the loan origination stage about
requiring borrowers to provide surveys,
title insurance policies, judgment
affidavits, and various other materials

required in connection with the under-
writing and origination of mortgage
loans. It is surprising, however, to see
how few of those important items are
made available to the bank’s counsel
when they are needed most — when
the bank is foreclosing or otherwise
seeking to collect the indebtedness.
The need to locate individuals for
service and to investigate title and
other issues can add considerable time
and expense to the foreclosure process.
By developing a standard transmittal
memorandum and a checklist of these
important materials, bank officers can
significantly reduce the delay and the
legal expense related to foreclosure.

Bank officers should include the
following in their transmittal
memorandum and checklist:

• Full names, addresses (former and
current), and Social Security numbers
of all borrowers and guarantors;
• Borrowers’ and guarantors’ places of
employment;
• Principal balance, annual interest
rate, per diem rate of interest, date next
due, date last paid, and late charges.
• Loan history, and list of any expenses
incurred by the bank in connection
with the delinquency;

• Demand letters and acceleration notices
which have been sent by the bank;
• Promissory notes, guarantee agree-
ments, mortgages, security agreements,
assignments of rent, UCC financing
statements, environmental indemnifi-
cation agreements, and any other loan
documents;
• Financial statements, operating state-
ments, income tax returns, and other
financial information regarding the
borrower and any guarantors;
• Title insurance policies, surveys, and
title searches;
• Real property tax searches, tax 
delinquency notices, and notices of 
tax foreclosures;
• Copies of any leases affecting the
mortgage premises, and any available
information regarding the status and
condition of the mortgage premises; 
• Appraisal reports (with respect to both
real and personal property collateral);
• Environmental studies and reports.

During this period in which fore-
closure volume is at an all-time high,
banks should be especially diligent in
their handling of the delinquent loans.
By developing standard procedures and
checklists for transmittal of the infor-
mation described above to the bank’s
counsel, banks can save on the time and
resources required for the transmittal
and foreclosure processes, reducing costs
and improving processing times. 

To find out more about these issues,
please contact Vincent O. Hanley, Esq.
at 716.843.3847 or by e-mail at
vhanley@jaeckle.com  ✒

COST EFFECTIVELY ADDRESSING THE HIGH VOLUME 
OF MORTGAGE FORECLOSURES



(1) all critical accounting policies used
by the auditor; (2) alternative account-
ing treatments that the accounting
firm has discussed with the bank’s
management and the potential ramifi-
cations of using those alternatives, as
well as the treatment preferred by the
accounting firm; (3) other written
communication the accounting firm
has provided to the bank’s manage-
ment such as a management letter or
schedule of unadjusted differences —
to provide for effective communication
between the external auditor and the
bank’s audit committee;
• Compliance with the Sarbanes-Oxley
conflicts of interest requirement, which
prohibits the bank’s use of an account-
ing firm if the bank’s chief executive
officer, controller, chief financial officer,
chief accounting officer or equivalent
officer was employed by the account-
ing firm during the one-year period
before the beginning of the audit;
• Establishment of procedures 
for the audit committee’s processing 
of complaints and employee 
submissions regarding questionable
accounting, internal accounting
control or audit matters, and 
procedures for the timely investiga-
tion of complaints received and 
the retention, for a reasonable time
period, of documentation regarding
the complaint and its subsequent
resolution;
• Execution of a declaration by an
officer of the bank that the Reports of
Condition and Income filed by the

bank are true to the best of the officer’s
knowledge and belief and a declaration
by two additional bank directors that
they have examined the report and
attest to its correctness.  
• No officer or director or anyone acting
under their direction may mislead,
coerce, manipulate, or fraudulently
influence an external auditor preparing
an audit report for the purpose of
rendering it materially misleading;
• Disclosure of all material correcting
adjustments identified by external
auditors and, where the bank issues
audited financial statements, disclosure
of material off-balance sheet transac-
tions to ensure that examiners and
other users of the financial statements
are aware of them and can include
them in their evaluation of the 
condition and risk profile of the bank;
• Compliance with Federal Reserve
Regulation O in lending to directors
and executive officers;
• Consideration of the costs and
benefits of supplementing the audit
with an internal control assessment 
by management and the bank’s
independent public accountant’s 
attestation of this assessment; and
• Adoption of a code of ethics for senior
financial officers and periodic disclosure
of the existence of the code of ethics, 
or lack thereof, to shareholders.

Conclusion
Sarbanes-Oxley created “best

practices” that private and not-for-profit
companies should follow, regardless of

whether the activities are currently
required under applicable laws. Key
business partners will more closely
scrutinize corporate governance
practices and will increasingly demand
compliance with Sarbanes-Oxley
requirements. In order to comply with
these enhanced standards, community
banks should carefully review their
existing practices, and where necessary,
take action to: (1) establish a compe-
tent and reliable board of primarily
independent directors; (2) establish an
Office of the Chairman of the Board;
(3) establish an effective and working
audit committee, nominating or 
corporate governance committee, and
compensation committee; (4) establish
an effective board compensation policy;
(5) establish procedures for succession
of the board of directors; (6) establish
requirements for board of directors’
continuing education; (7) establish
corporate governance standards that are
designed to enhance shareholder value;
(8) establish formal disclosure controls
and policies and procedures to ensure
that public disclosures are accurate and
complete; (9) provide for independence
among internal auditors and external
auditors whenever determined to be
cost-effective; and (10) establish a code
of conduct and business ethics. 

To find out more about these issues,
please contact Deborah K. Pawlowski
at 716.843.3908 or dpawlowski
@keiadvisors.com or Patricia A.
Kelleher, Esq. at 716.843.3945 or
pkelleher@jaeckle.com. ✒
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