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Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook booklet,
“Conflicts of Interest,” is prepared for use by OCC examiners in connection with their
examination and supervision of national banks and federal savings associations (FSA),
collectively referred to as banks. Each bank is different and may present specific issues.
Accordingly, examiners should apply the guidance in this booklet consistent with each
bank’s individual circumstances. When it is necessary to distinguish between them, national
banks and FSAs are referred to separately.

This booklet explains the risks inherent in such conflicts and provides a framework for
managing those risks. This booklet expands on the “Asset Management” booklet of the
Comptroller’s Handbook. This booklet also provides expanded examination procedures,
which supplement the core assessment standards in the “Large Bank Supervision” and
“Community Bank Supervision” booklets of the Comptroller’s Handbook. Examiners should
use these expanded examination procedures when specific products, services, or risks
warrant review beyond the core assessment.

Overview

Banks that provide asset management services for clients may be required to manage or
avoid various actual or potential conflicts of interest. Conflicts of interest arise whenever a
bank engages in self-dealing and in any situation where a bank’s ability to act in the best
interests of its account beneficiaries or clients is impaired. Self-dealing occurs when a bank,
as fiduciary, engages in a transaction with itself or related parties and interests. Conflicts of
interest may also arise when a bank benefits from undisclosed compensation or receives
unreasonable compensation, or when a bank or a bank employee engages in unethical
conduct. Certain circumstances may require a bank to manage conflicting interests between
accounts or among the beneficiaries of a particular account.

Bank management must be aware of and comply with laws and regulations applicable to the
types of asset management services the bank offers, including restrictions specific to
conflicts of interests. As a sound banking practice, a bank must deal with customers fairly
and must require ethical behavior from bank officers, directors, and employees. Bank
fiduciaries have a heightened responsibility to avoid impermissible conflicts of interest and to
ensure that they are acting in the best interests of fiduciary accounts. Bank fiduciaries have a
duty of loyalty to account beneficiaries that has its roots in the common law for trusts. The
duty of loyalty has long been considered the most fundamental duty owed by a fiduciary to
the beneficiaries of a fiduciary account. The duty of loyalty is the duty of a trustee “to
administer the trust solely in the interest of the beneficiaries ... [and to not engage] in
transactions that involve self-dealing or that otherwise involve or create a conflict between
the trustee’s fiduciary duties and personal interests ... [and] to deal fairly and to
communicate to the beneficiary all material facts the trustee knows or should know in
connection with the matter.”* These underlying principles are the foundation for

! Restatement (Third) of Trusts section 78.
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12 CFR 9.12, “Self-Dealing and Conflicts of Interest,” governing the fiduciary activities of
national banks; 12 CFR 150.330-150.400, “Restrictions on Self-Dealing,” governing the
fiduciary activities of FSAs; and applicable state fiduciary and trust laws.

This booklet provides guidance to examiners for evaluating the risk management systems
banks have in place to avoid impermissible self-dealing and conflicts of interest and to
properly manage the risks associated with permissible self-dealing and conflicts of interest
that may result from banks’ fiduciary activities.? This booklet also provides guidance for
evaluating banks’ management of conflicts of interest in the context of securities transactions
that banks effect for customers as fiduciaries, agents, or custodians.® This booklet provides a
broad overview of the types of conflicts of interest that may occur in banks’ asset
management activities, the risks associated with such conflicts of interest, and OCC
expectations for banks’ management of these risks. This booklet’s appendixes contain in-
depth discussions of certain transactions and business arrangements that may result in self-
dealing or other conflicts of interest.

Banks that offer asset management services often provide trust and investment services to
retirement plan accounts. In addition to being subject to applicable OCC regulations, banks
that offer such services must comply with the Employee Retirement Income Security Act of
1974 (ERISA), which governs most retirement plans. In general, ERISA transactions that
involve self-dealing or conflicts of interest are “prohibited transactions”; ERISA, however,
also contains prohibited transaction exemptions (PTE). Additional PTEs, both individual and
class exemptions, have been granted by the U.S. Department of Labor’s (DOL) Employee
Benefits Security Administration (EBSA). Both individual and class exemptions usually
contain a series of conditions that an entity must meet to avoid a prohibited transaction.
Prohibited transactions that do not meet the specific requirements of an applicable PTE are
potential violations of ERISA or EBSA regulations. Potential material violations may require
referral by the OCC to the DOL.*

Banks may also provide trustee, custodial, and investment services to individual retirement
accounts (IRA)—personal retirement accounts created or organized for the exclusive benefit
of individuals. IRAs must be in the form of a trust or custodial account, and must satisfy all
of the requirements outlined in the Internal Revenue Code® (IRC) and related Internal
Revenue Service (IRS) regulations. Although the IRS has jurisdiction over IRAs, the DOL

2 As defined in 12 CFR 9.12 and 12 CFR 150.330-150.400.

3 These transactions are subject to OCC regulations 12 CFR 12 or 12 CFR 151, “Recordkeeping and
Confirmation Requirements for Securities Transactions,” applicable to national banks and FSAs, respectively,
and to applicable U.S. Securities and Exchange Commission (SEC) laws and regulations.

4 The federal banking agencies (including the OCC) and the DOL entered into an interagency sharing agreement
in 1980, amended in 2006. This agreement provides for notification to the DOL by a banking agency when the
agency, as part of the bank examination process, identifies certain suspected violations of ERISA. See OCC
Bulletin 2006-24, “Interagency Agreement on ERISA Referrals: Information Sharing Between the FFIEC
Agencies and the DOL.”

526 USC 408, “Individual Retirement Accounts.”
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has the authority to issue interpretations that involve prohibited IRA transactions including
those involving self-dealing and other conflicts of interest.

Refer to the “Retirement Plan Products and Services” booklet of the Comptroller’s
Handbook for further guidance related to self-dealing and other conflicts of interest
prohibitions, restrictions, and applicable PTEs for IRAs and retirement plan accounts subject
to ERISA.

For specific guidance on conflicts of interest relating to collective investment funds (CIF),
refer to the “Collective Investment Funds” booklet of the Comptroller’s Handbook.

For specific guidance on conflicts of interest relating to retail nondeposit investment
products, refer to the “Retail Nondeposit Investment Products” booklet of the Comptroller’s
Handbook.

Types of Conflicts of Interest

Conflicts of interest are present whenever the interests of a bank, its affiliates, or inside
parties differ from the interests of the beneficiaries of an account managed by the bank, or
when the interests of one or more fiduciary accounts or beneficiaries are in conflict. Some
conflicts of interests are prohibited under all circumstances, while others are permitted
subject to certain conditions and proper oversight by bank management. The potential for
conflicts of interest may result from a number of activities conducted by a bank that provides
fiduciary and other asset management services. Examples include the following situations:

e A bank, its affiliate, an officer or director of the bank or its affiliate, or any individual
having an interest that might affect the bank’s exercise of its best judgment engages in a
transaction with a fiduciary account.

e A bank exercising investment discretion places fiduciary funds in an obligation of the
bank or an affiliate of the bank.

e A bank exercising investment discretion places fiduciary assets in a proprietary
(affiliated) investment product.

e A bank exercising investment discretion allocates fiduciary brokerage business to an
affiliated broker-dealer.

e A bank exercising investment discretion delegates investment discretion to organizations
from which the bank receives direct or indirect financial benefit.

e A bank exercising investment discretion invests fiduciary assets in investment products
sponsored by, or allocates fiduciary brokerage business to, organizations from which the
bank receives direct or indirect financial benefit.

e A bank does not deal fairly with customers or collects fees that are either not disclosed or
not authorized by applicable law or are unreasonable.

e A bank’s employee compensation plan contains provisions that may give employees an
incentive to act other than in the best interest of fiduciary clients.

e A bank or its officer, director, or employee engages in unethical behavior.

e A bank is a creditor or an issuer of a security for which the bank is indenture trustee.

Comptroller's Handbook 3 Conflicts of Interest



Version 1.0 Introduction > Overview

Bank regulations set forth requirements related to fiduciary and related activities that might
involve conflicts of interest. For example, 12 CFR 9.12 and 12 CFR 150.330-150.400,
applicable to national banks and FSAs, respectively, specify certain investments and
transactions that are not generally permissible for bank fiduciaries that exercise investment
discretion. 12 CFR 9.5, “Policies and Procedures,” and 12 CFR 150.14 require that national
banks and FSAs, respectively, adopt and follow policies and procedures adequate to maintain
their fiduciary activities in compliance with applicable law,® including, where appropriate

e Dbrokerage placement practices (12 CFR 9.5(a) and 12 CFR 150.140(a)).

e methods for ensuring that fiduciary officers and employees do not use material inside
information in connection with any decision or recommendation to sell any security
(12 CFR 9.5(b) and 12 CFR 150.140(b)).

e methods for preventing self-dealing and conflicts of interest (12 CFR 9.5(c) and
12 CFR 150.140(c)).

The common objective of these required policies is to prevent banks and related parties from
engaging in impermissible conflicts of interest.

12 CFR 12.7 and 12 CFR 151.140, “Securities Trading Policies and Procedures,” also require
that national banks and FSAs, respectively, adopt certain securities trading policies and
procedures, including several relating to potential conflicts of interests between accounts or
between bank employees and accounts.

12 CFR 9.18(b)(8), “Collective Investment Funds—Self-Dealing and Conflicts of Interest,”
sets forth additional requirements with which banks and FSAs’ that administer CIFs must
comply.

In addition to banking laws and regulations, banks may be subject to various federal laws,
regulations, and applicable interpretations issued by other federal regulatory agencies; to
applicable state laws and regulations; and to self-regulatory organization rules that pertain to
the permissibility and management of conflicts of interest. Depending on the nature of a
bank’s asset management activities, these may include the rules and regulations of the U.S.
Securities and Exchange Commission (SEC), the U.S. Commodity Futures Trading
Commission, the EBSA, the Consumer Financial Protection Bureau, the IRS, and the
Financial Industry Regulatory Authority (FINRA). Banks that act as indenture trustee are
subject to the Trust Indenture Act of 1939 (TIA), as amended, and other laws and SEC
regulations applicable to the corporate trust business, including specific provisions relating to
conflicts of interest.

& Applicable law is defined in 12 CFR 9.2(b) and 12 CFR 150.60 for national banks and FSAs, respectively, as
the law of a state or other jurisdiction governing a bank’s fiduciary relationships, any applicable federal law, the
terms of the governing instrument (e.g., trust agreement, last will and testament, or agency agreement), or any
court order pertaining to the relationship. The laws of “other jurisdictions” include foreign laws.

712 CFR 150.260(b) requires FSAs that establish and administer CIFs to comply with 12 CFR 9.18.
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This booklet’s “Introduction” section provides a brief overview of the types of conflicts of
interest bank fiduciaries are likely to encounter. Appendixes A—H of this booklet provide
more in-depth discussions of commonly encountered conflicts of interest and applicable
laws, regulations, and OCC guidance. The appendixes also address specific situations and
lines of business, such as indenture trusteeships, and cover the following areas:

e Appendix A, “Use of Material Nonpublic Information”

e Appendix B, “Transactions Between Fiduciary Accounts and Related Parties and
Interests™

e Appendix C, “Brokerage Allocation and Securities Trading”

e Appendix D, “Soft Dollars and Brokerage Commission Arrangements”

e Appendix E, “Use of Mutual Funds as Fiduciary Investments”

e Appendix F, “Mutual Funds and Collective Investment Funds—Late Trading and Market
Timing”

e Appendix G, “Unique Situations Posing Potential Conflicts of Interest”

e Appendix H, “Reasonable Compensation”

Self-Dealing Between Related Parties and Interests and
Fiduciary Accounts

Transactions between related parties and interests of a bank fiduciary and its fiduciary
accounts represent self-dealing and are prohibited except under very limited circumstances.
The term “related parties and interests” is used in this booklet when referring to persons and
organizations covered by the self-dealing restrictions contained in 12 CFR 9.12 and

12 CFR 150.330, applicable to national banks and FSAs, respectively. Related parties and
interests include the bank or any of the bank’s directors, officers, or employees; affiliates® of
the bank or any of the affiliates’ directors, officers, or employees; and any individual or
organization with whom or which there exists an interest that might affect the exercise of a
bank fiduciary’s best judgment. Except under limited circumstances, the following are not
permitted in fiduciary accounts for which a bank has investment discretion:

e Investing in stocks or obligations of companies owned or controlled by related parties
and interests.

e Investing in assets of, or acquired from, related parties and interests.
e Lending, selling, or otherwise transferring assets to related parties and interests.

In addition, 12 USC 92a(h) and 12 USC 1464(n)(7) prohibit national banks and FSAs,
respectively, from lending funds held in trust® to any officer, director, or employee. Penalties
against the individuals making or receiving such loans may include fines, imprisonment, and

8 For purposes of a bank’s fiduciary activities, 12 CFR 9.2(a) and 12 CFR 150.60 provide that the term
“affiliate” is defined at 12 USC 221a(b). Bank subsidiaries, such as registered investment advisors or broker-
dealers, in which the bank has more than a 50 percent ownership interest fall within this definition of affiliate.

912 CFR 9.12(b)(2) and 12 CFR 150.350(b)(2) provide an exception to national banks and FSAs, respectively,
for loans from employee benefit plans that meet the statutory exemption in section 408 of ERISA.
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removal from banking. The bank may also be subject to OCC administrative sanctions,
including civil money penalties.

Consistent with the requirements of 12 CFR 9.5(c) and 12 CFR 150.140(c), national banks
and FSAs, respectively, must adopt and follow policies and procedures to ensure that
dealings between related parties and interests and fiduciary accounts are identified,
monitored, and appropriately restricted. Appropriate internal controls and risk management
practices must be in place to enable management to identify in advance transactions that
would pose a conflict of interest, and prevent those that would not comply with laws,
regulations, or internal policies.

Some conflicts of interest are permissible if authorized by applicable law. Banks should have
appropriate risk management processes in place that include an initial analysis to ensure that
such activities are both properly authorized and consistent with the bank’s fiduciary
obligations. These processes should include ongoing monitoring to ensure that the bank
identifies, analyzes, and appropriately reacts to relevant changes in circumstances. Conflicts
of interest pose compliance and reputation risks even when properly authorized. As a result,
banks often adopt policies and procedures that either prohibit or limit potential conflicts of
interest. A bank’s risk management processes should require that exceptions to bank policy
or exceptions that are in excess of the bank’s risk appetite are identified and escalated to a
designated committee of the board of directors responsible for fiduciary oversight or a
designated senior manager for resolution or approval.

For further guidance, refer to this booklet’s appendix B, “Transactions Between Fiduciary
Accounts and Related Parties and Interests.”

Dealings With Affiliated Service Providers and Allocation of Brokerage
Services to Affiliates

Delegation of Fiduciary Activities to Affiliates

Unless prohibited by applicable law, a bank is permitted to use its affiliates” qualified
personnel and facilities to perform services related to the exercise of its fiduciary powers.°
These activities include investment management, asset custody, farm and property
management, and tax preparation. Such delegated activities remain subject to oversight by
the bank’s board of directors. Service arrangements between a bank and its affiliates for these
delegated activities should be documented under written agreements and subject to effective
ongoing oversight in accordance with OCC guidance on service provider oversight.** The
level of oversight must be sufficient to ensure that the bank is properly fulfilling its fiduciary
responsibilities. Compensation to affiliates for services they provide must be based on market

1012 CFR 9.4(b), “Administration of Fiduciary Powers—Use of Other Personnel,” and 12 CFR 150.160,
“Fiduciary Personnel and Facilities,” for national banks and FSAS, respectively.

11 See OCC Bulletin 2013-29, “Third-Party Relationships: Risk Management Guidance.”
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terms in accordance with the Board of Governors of the Federal Reserve System’s (FRB)
Regulation W.*2

Bank fiduciaries are not permitted to receive financial benefit from related parties and
interests in exchange for delegating fiduciary activities or purchasing products to support the
servicing of fiduciary accounts unless

e the financial benefit is authorized by applicable law,
e the financial benefit is disclosed in accordance with applicable law, and
e the decision to delegate to such parties is based on the best interests of the account.

Purchase of Services From Related Parties and Interests on Behalf of
Fiduciary Accounts

Banks that purchase services from, or engage in business transactions with, related parties
and interests on behalf of fiduciary accounts are engaging in self-dealing and have a conflict
of interest. Such conflicts of interest are permissible only if

explicitly authorized by applicable law,

properly disclosed in accordance with applicable law,

fees charged for the services are reasonable, and

service provider selection is based on the best interest of the account.

Examples of service providers a fiduciary might engage on behalf of a fiduciary account
include insurance agents, real estate brokers, and appraisers.

Allocation of Brokerage Business to Affiliated Broker-Dealers

Bank fiduciaries may allocate brokerage business to affiliated broker-dealers, including
broker-dealers that are bank subsidiaries, if not prohibited by applicable law. Unless the use
of the affiliated broker-dealer is explicitly authorized under applicable law, however, the
brokerage services must be provided on a not-for-profit basis. In either case, a bank is
required to obtain “best execution”*? for its fiduciary clients. Refer to this booklet’s appendix
C, “Brokerage Allocation and Securities Trading.”

Under certain circumstances, bank fiduciaries may enter into soft dollar arrangements with
broker-dealers, including affiliates, to purchase research and brokerage services with
commissions generated from trades in accounts for which the bank has investment discretion.
Such arrangements must comply with securities laws and with SEC and OCC guidance. For
further guidance, refer to this booklet’s appendix B, “Transactions Between Fiduciary

1212 CFR 223, “Transactions Between Member Banks and Their Affiliates.”

13 “Best execution” refers to the execution of transactions for clients in such a manner that the clients’ total cost
or proceeds are the most favorable under the circumstances.
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Accounts and Related Parties and Interests,” and appendix D, “Soft Dollars and Brokerage
Commission Arrangements.”

Specific limitations and requirements apply to retirement plans subject to ERISA with
respect to the allocation of brokerage business to affiliated broker-dealers and to soft dollar
arrangements. Refer to the “Retirement Plan Products and Services” booklet of the
Comptroller’s Handbook.

Investment in Proprietary Products

Fiduciaries with investment discretion are required to make decisions concerning the
investment of fiduciary assets based exclusively on the best interests of the fiduciary account.
The use of investment products offered or sponsored by a bank fiduciary or an affiliate for
which the bank or affiliate receives compensation represents a conflict of interest because the
revenue generated by such products may affect the fiduciary’s best judgment when deciding
how to invest fiduciary funds.

Bank fiduciaries with investment discretion should have processes in place to

o identify potential conflicts of interest related to proprietary investment products,

e ensure that the use of proprietary investment products is authorized by applicable law and
disclosed in accordance with applicable law, and

e ensure that such products are prudent investments for each account consistent with
applicable law.

For further guidance, refer to this booklet’s appendix B, “Transactions Between Fiduciary
Accounts and Related Parties and Interests,” and appendix E, “Use of Mutual Funds as
Fiduciary Investments.”

Dealings With Third Parties That Result in Financial Benefits to
Related Parties and Interests

Based on the principles of 12 CFR 9.12(a) and 12 CFR 150.330, applicable to national banks
and FSAs, respectively, and the laws of most states, a bank is generally not permitted to
accept any financial benefits directly or indirectly conditioned on the investment of
discretionary assets in a particular investment. Such arrangements could affect the bank’s
exercise of its best judgment. These include arrangements in which a bank fiduciary receives
either direct or indirect compensation from parties to whom the bank has delegated fiduciary
activities, such as investment management; invested discretionary fiduciary funds; or
allocated fiduciary brokerage business. Such arrangements are permitted only if

e authorized by applicable law,

e disclosed in accordance with applicable law and consistent with safe and sound banking
practices, and

e subject to appropriate initial and ongoing due diligence and oversight.
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The resulting investments must be appropriate for each account and consistent with
applicable law.

These principles apply to various arrangements including the following:

e Business referral arrangements under which a bank fiduciary agrees formally or
informally to delegate fiduciary activities to the referring party or organization, or to
invest fiduciary funds in the referring party’s or organization’s investment products.

e Rebates or discounts on other services (such as accounting or investment services)
provided to the bank by an investment management firm to which the bank has delegated
a fiduciary activity or with which the bank has invested fiduciary funds.

e Brokerage and research services provided by broker-dealers with whom the bank has
placed discretionary trades.*

e Payments for order flow received from exchanges, trading networks, or market makers.

e Securities Exchange Act of 1934 Rule 12b-1 and shareholder servicing fees paid by
registered investment companies (mutual funds).™

e Seminars and travel expenses for bank personnel in connection with programs offered or
sponsored by investment fund sponsors.

e Computer goods and services.*®

If a bank receives financial benefits—including goods and services from any service provider
other than those purchased from the service provider—the benefits must be authorized by
applicable law and must not be provided in exchange for using that provider. Banks that
provide services to retirement plans subject to ERISA should refer to the “Compensation
Issues” section of the Comptroller’s Handbook booklet “Retirement Plan Products and
Services” for further guidance.

Before entering into such arrangements, the arrangements should be reviewed by legal
counsel and approved by the committee of the board of directors responsible for fiduciary
oversight. These arrangements should be reviewed periodically to ensure that they are
properly authorized under applicable law, disclosed in accordance with applicable law, and
do not impair the bank’s ability to properly exercise its fiduciary duties.

Service arrangements between banks and third parties should be documented under written
agreements and subject to effective ongoing oversight in accordance with OCC guidance on

14 For further guidance on the receipt of financial benefits based on the allocation of fiduciary brokerage
business, refer to this booklet’s appendix D, “Soft Dollars and Brokerage Commission Arrangements.”

15 For further guidance on the receipt of 12b-1 or shareholder servicing fees from mutual funds, refer to this
booklet’s appendix E, “Use of Mutual Funds as Fiduciary Investments.”

16 The OCC has permitted banks, under limited circumstances, to use automated order systems provided to the
banks at no cost by a mutual fund or its distributor to communicate purchase and sell orders to the mutual fund
company. In such cases, the provision of this system at no cost cannot be based on the amount of fiduciary
assets invested in a fund or fund family. A bank fiduciary is expected to keep appropriate records to
demonstrate that, on a continuing basis, it exercises its investment discretion without regard to the provision of
the automated system.
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service provider oversight.l” Arrangements under which the bank delegates fiduciary
activities to third parties are also subject to these requirements. In addition, the oversight of
the service provider should be sufficient to ensure that the bank is properly fulfilling its
fiduciary responsibilities with respect to delegated fiduciary activities.

Authorization of Otherwise Impermissible Activities

Under 12 CFR 9.12 and 12 CFR 150.330-150.400 for national banks and FSAs, respectively,
several activities that are normally considered self-dealing or conflicts of interest are
permissible if expressly authorized by applicable law. Applicable law is defined®® as the law
of a state or other jurisdiction governing a bank’s fiduciary relationships, any applicable
federal law, the terms of the governing instrument (e.g., trust agreement, last will and
testament, or agency agreement), or any court order pertaining to the relationship. The laws
of “other jurisdictions” include foreign laws.

Mere authorization of a conflict of interest by applicable law does not make a particular
decision by a fiduciary appropriate, prudent, or in the best interest of the fiduciary account. A
bank fiduciary must ensure that investments for fiduciary accounts comply with

12 CFR 9.11, “Investment of Fiduciary Funds” or 12 CFR 150.260(a), “How may | invest
funds of a fiduciary account?” that require that such investments are made in a manner
consistent with applicable law (e.g., the applicable state prudent investor statute).

Federal, State, and Other Jurisdictions

Applicable federal, state, local, and foreign statutes, regulations, and interpretations may
authorize transactions that would otherwise be prohibited conflicts of interest. When
applicable statutes specifically authorize a bank fiduciary to engage in an otherwise
impermissible conflict of interest, such as retaining shares of its own stock or other direct
obligations that an account has received from the grantor, settlor, or testator, a fiduciary may
rely on such statutes as authority to retain those assets, provided the assets would otherwise
be a proper fiduciary investment consistent with applicable law. Some state statutes or
regulations that generally authorize retention of securities owned by the testator at his or her
death may not adequately protect a bank fiduciary from litigation in situations where the
bank retains its own stock, or other assets for which there is a conflict of interest.
Accordingly, banks should not rely on such general retention statutes as authorization to
retain assets that would represent an otherwise impermissible conflict of interest, unless the
courts of the state in which the trust is established have expressly held that state law
authorizes retention of such assets.

Governing Instrument

Specific provisions of a governing instrument may authorize a bank fiduciary to engage in
what would otherwise be an impermissible conflict of interest. Broad general 