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MONEY LAUNDERING IN PUERTQ RICO

THURSDAY, JULY 25, 1985

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON [NVESTIGATIONS,
CoMMITTEE ON GOVERNMENTAL AFFAIRS,
Washington, DC.

The subcommittee met at 9:40 am., in room SD-342, Dirksen
Senate Office Building, under authority of Senate Resolution 76,
section 13, dated March 2, 1983, Hon. William V. Roth, Jr. (chair-
man of the subcommittee) presiding.

Members of the subcommittee present: Senator William V. Roth,
Jr., Republican, Delaware; Senator Warren B. Rudman, Republi-
can, New Hampshire; Senator Sam Nunn, Democrat, Georgia; and
Senator Albert Gore, Democrat, Tennessee.

Members of the professional staff present: Daniel F. Rinzel, chief
counsel; Eleanore J. Hill, chief counsel to the minority; Katherine
Bidden, chief clerk; Charles Morley, chief investigator; Glenn Fry,
investigator, Paul Barbadoro, staff counsel; Sarah Presgrave, execu-
tive assistant to the chief counsel of the majority; Charles Osolin,
press secretary; Debby Kamans, Carla Martin, Colm Connelly, and
Chris McAndrews, staff assistants.

[Senators present at the convening of the hearing: Senators Roth
and Rudman.1

OPENING STATEMENT OF CHAIRMAN ROTH

Chairman Rorta. The subcommittee will please be in order.

The Permanent Subcommittee on Investigations has a longstand-
ing tradition of investigating organized crime in America. In recent
years, we have concentrated our attention on money laundering, a
rapidly spreading and widely misunderstood tool of organized
crime elements. We have had considerable success with this effort,
such as the passage of our amendments to title 31 and the Foreign
Evidence Act.

Nevertheless, it is very frustrating to find large pockets of non-
compliance with the Bank Secrecy Act in the banking industry, too
often minimal or nonexistent enforcement in the Government's
bank regulatory apparatus. The Government continues to pros-
ecute bankers, drug traffickers, and launderers. The committee has
held hearings on it, and yet here we are once again confronted
with what appears to be numerous examples of ignorance of the
law, negligent disregard and criminal noncompliance with the pro-
visions of the Bank Secrecy Act, this time in Puerto Rico.

On June 6, 1985, Federal agents raided 10 banks and bank
branches and arrested 17 persons, most of them bank officials in
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one of the largest money laundering investigations in the United
States. I want to congratulate the task force responsible for this
action. The task force is, of course, made up of the Department of
Justice, FBI, IRS, DEA, as well as others.

Upon learning about this problem, we immediately sent senior
members of our staff to Puerto Rico to evaluate the situation and
our objectives were quite specific. We wanted to determine the
nature and scope of violations in Puerto Rico; we wanted to deter-
mine what possible set of circumstances could lead to so many
bank employees violating the Bank Secrecy Act in one location;
and we hoped to determine what could be done to prevent this type
of noncompliance in the future in Puerto Rico and everywhere else.
We will hear the results of these inquiries today.

Now the suggestion has been raised that all this dirty money in
Puerto Rico is merely tax evasion money; that tax evasion is a kind
of sport wherein hundreds of rich players buy bearer certificates of
deposit under a phony name with the help of understanding bank-
ers. We are told that nothing serious is going on and that we can
rest assured that no one would accept drug money.

I would like to clear up that misconception right now. Bank em-
ployees who knowingly help people evade taxes are committing a
crime. They are corrupt. The fact is that widespread corruption of
employees in the banking industry is an open invitation to narcot-
ics money laundering. And in the case of Puerto Rico, as is all too
common elsewhere in the United States, the narcotics money laun-
derers have arrived. It is up to all of us to run them out, and I just
want to reemphasize that it is money laundering that enables the
illicit drug industry to exist, and we are not going to be satisfied in
this subcommittee until we end this kind of money laundering, for
whatever reason.

Frankly, I find it incredible to hear that so many of the bearer
certificates of deposit in Puerto Rico are held for tax evasion pur-
poses. Does this mean that some elements of the financial institu-
tions in Puerto Rico are built on a foundation of crime? Does this
mean that lying, cheating, and corruption are tacitly accepted by
certain elements of the banking community? These are very, very
troubling questions.

And once again we have the ephemeral banking regulators flit-
ting from one banking institution to another, oblivious to situations
you would have to be blind to miss.

I will be very frank, I find it very hard to wonder what these reg-
ulators were doing, were doing back in 1982, 1983, 1984 when the
FBI, the Justice Department and others were making an investiga-
tion. You know, sometimes I become concerned we pass new laws,
create a new agency and we think we solve a problem. But too
often nothing happens. :

Bearer certificates of deposit are an excellent case in point. This
may come as a surprise to the Federal Home Loan Bank Board, but
failure to keep detailed identifying records with respect to certifi-
cates of deposit is a violation of the Bank Secrecy Act. Knowingly
failing to do so is a crime. It took our investigators only a matter of
minutes in several banks to find case after case of such violations,
Some have had all the earmarks of criminal violations. Now the
Federal Home Loan Bank Board regulators didn’t catch these in-




credible violations because in most cases they apparently simply
gave the Bank Secrecy Act check sheet to their appropriate bank
officials to complete. The results were predictable.

It is instructive to note that in 1983, the Federal Home Loan
Bank Board examined 2,185 savings and loans nationwide, includ-
ing Puerto Rico, and found only two Bank Secrecy Act violations,
whereas in the same year, the FDIC found 10 of the 11 Puerto
Rican banks examined to be in some form of noncompliance with
the act. I can give you a number of other illustrations.

At this point in the record I will insert that information and also
my prepared statement.

[The information referred fo was marked exhibit No. 1 and fol-
lows. Chairman Roth’s prepared statement also follows:]




EXHIBIT

NoL 1

MEMORANDUM

Puerto Rico Money Laundering File

Colm Connolly
July 22, 1985

FHLEB Examination Data

I. Statistical Summary of FHLEB Semiannual Examination Results as regards
the Bank Secrecy Act

Date Number of Nurmber of Number of Number of Nunbayr of
Report Institutions Institutions Revorts Cases Cases
Filed Examined in violation received from referred to . referred to
with of BSA Treasury of Director Treasury
Treasury apparent {of CES)

violations
3/12/80 1,806 7 0 0 0
8/28/80 1,736 7 0 0 0
2/18/81 1,490 7 0 0 0
8/5/81 1,622 4 1 0 0
2/19/82 1,542 3 o] 0 0
9/15/82 1,531 7 1} 0 0
2/23/83 1,352 4 2 0 0
8/19/83 1,131 2 0 0 0
2/9/84 1,054 0 0 0 0
8/9/84 959 0 1 0 0
2/21/85 947 0 1 0 0
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II. Comparison of FHLBB and FDIC Examination Findings ag regards Bank
Secrecy Act violations
FHLEB
1980 1981 1982 1983 1984

# of institutions 3543 3112 3073 2483 2013
examined

# of institutions 14 11 10 6 0
in violation

% found to be in »39 .35 +33 .24 0
violation

FDIC

# of institutions 6776 6655 5787 3608 2054
examined

# of ingtitutions 497 988 1150 697 461
in violation

% found to be in 7 15 20 19 22
violation

III. Totals for 1980 - 1984

FHLBB

# of Exams 14,224

# of violations 41

% .00288
FDIC

# of Exams 24,880

# of violations 3,793
% 15
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: PREPARED STATEMENT OF CHAIRMAN ROTH

The Permanent Subcommittee on Investigations has a long-standing tradition of
investigating organized crime in America. In recent years we have concentrated our
attention on money laundering, a rapidly spreading and widely misunderstood tool
of organized criminal elements. We have had some significant successes in this
effort, such as the passage of our amendments to Title 31 and the Foreign Evidence

ct.

Nonetheless, it is still frustrating to find large pockets of noncompliance with the
Bank Secrecy Act in the banking industry, and minimal or nonexistent enorcement
in the government’s bank regulatory apparatus. The government continues to pros-
ecute bankers, drug traffickers and launderers. We and other committees hold ex-
tensive hearings on the subject. The news media is full of stories of the devastating
effect of the drug trade and money laundering—the glue that holds it together. And
yet here we are once again, confronted with what appears to be numerous examples
of ignorance of the law, negligent disregard and criminal noncompliance with the
provisions of the Bank Secrecy Act; this time in Puerto Rico.

On June 6, 1985, Federal agents raided 10 banks and bank branches and arrested
17 persons, most of them bank officers, in one of the biggest money laundering in-
vestigations in U.S. history. We immediately sent senior members of our staff to
Puerto Rico to evaluate the situation, Our objectives were quite specific: We wanted
to determine the nature and scope of violations in Puerto Rico; we wanted to deter-
mine what possible set of circumstances could lead to so many bank employees vio-
lating the Bank Secrecy Act in one location; and we hoped to determine what could
be done to prevent this type of noncompliance in the future—in Puerto Rico or any-
where else. We will hear the results of these inquiries today.

Now the suggestion has been raised that all this dirty money in Puerto Rico is
merely tax evasion money—that tax evasion is a kind of sport wherein hundreds of
rich players buy bearer certificates of deposit under phony names, with the help of
understanding bankers., We are told that nothing serious is going on and that we
can rest assured that no one would accept drug money,

I would like to clear up any misconception right now, Bank employees who know-
ingly help people evade taxes are committing a crime, They are corrupt. The fact is
that widespread corruption of employees in the banking industry is an open invita-
tion to narcotics money launderers. And in the case of Puerto Rico, as is all too
common elsewhere in the U.S,, the narcotics money launderers have arrived. It is
up to all of us to run them out.

Frankly, I find it incredible to hear it so widely ackowledged that many of the
bearer certificates of deposit in Puerto Rico are held for tax evasion purposes. Does
this mean that some elements of the financial institutions in Puerto Rico are built
on a foundation of crime? Does this mean that lying, cheating and corruption are
tacitly accepted by these elements in the banking community? These are very trou-
bling questions,

And once again we have the ephemeral bank regulators flitting from one banking
institution to another, oblivious to situations you would have to be blind to miss.
Bearer certificates of deposit are an excellent case in point. This may come as a sur-
prise to the Federal Home Loan Bank Board but failure to keep detailed identifying
records with respect to certificates of deposit is a viclation of the Bank Secrecy Act.
Knowingly failing to do so is a crime, It took our investigators a matter of minutes
in several banks to find case after case of such violations, Some had all the ear-
marks of criminal violations. The Home Loan Bank Board regulators didn't catch
these incredible violations because in most cases they apparently simply give the
Bank Secrecy Act check sheet to the appropriate bank officials to complete. The re-
sults were predictable.

It is instructive to note that in 1983 the Federal Home Loan Bank Board exam-
ined 2185 savings and loans nationwide, including Puerto Rico, and found 2 Bank
Secrecy violations, whereas in the same year, the Federal Deposit Insurance Corpo-
ration found 10 of the 11 Puerto Rico banks examined to be in some form of non-
compliance with the Act. In 1984, the Bank Board found zero violations out of 1,906
examinations nationwide. In Puerto Rico alone, the FDIC found 6 of the 7 banks
examined in noncompliance, Now this either means that the savings and loans are
models of compliance with the Act, or that the Board just is not doing its job. There
is little question in our minds that the latter is the case: The Federal Home Loan
Bank Board has consistently dropped the ball regarding enforcement of the Bank
Secrecy Act, In the entire history of the Act, since its passage in 1970, the Board has
referred a grand total of 2 financial institutions to the Treasury Department for
civil penalties, none for criminal penalties. These figures are based on the Boards’
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own summaries, extracts of which I will introduce into the record. Agpareut]y the
Board and its examiners have no idea of the significance of the Acts’ value in at-
tacking organized criminal groups. They must not read the newspapers. Unfortu-
nately, their negligence has allowed a totally intolerable situation to perpetuate
itself for years to the great detriment of the financial institutions—and the citizens
of Puerto Rico.

Now I want to make it clear that I do not believe the lack of enforcement by the
Federal Home Loan Bank Board is the exclusive responsibility of the current leader-
ship of the Board. The Board ol“iously has many other critical duties to which it
must devote its attention. The p:uolem is & long standing one and I am more inter-
egted in seeking solutions than in assessing blame,

In fact, I am pleased that our investigation indicates that most of the banks in
Puerto Rico have excellent policies, procedures and compliance records with the
Bank Secrecy Act, The ingenuity of money launderers is demonstrated by the fact
that even in the case of some of these banks, corrupt employees nonetheless man-
aged to subvert the bank’s systems. The fact remains that though there are no fool-
proof mechanisms, those banks that have strong policies and procedures are much
less likely to be penetrated by the insidious disease of money laundering.

I have said it before and I will say it again: bankers who help people launder
money are just as much a part of the drug trade as the traffickers themselves, and
it is time they were tracked down and prosecuted accordingly. I have been a strong
advocate of giving our enforcement pesonnel whatever tools they need to fight the
drug war. I was therefore pleased to cosponsor the Administration’s money launder-
ing bill recently introduced by Senator Thurmond as S. 1335. We will hear more
about this bill today from our Justice Department witness,

I can not overstate the seriousness of the money laundering issue. I have ex-
pressed my concern to each of the bank regulatory agencies, the Justice Depart-
ment, the Treasury Department and the major banking associations. I have urged
each of them to do everything within their power to insure maximum compliance
with the Bank Secrecy Act. This hearing is one more step in this process,

As a final point, I think it is important to emphasize that the issues we are deal-
ing with here—our investigation and our findings—concern money laundering and
do not address the soundness of financial institutions in Puerto Rico. No one, in the
press, the public or anywhere else should draw the conclusion that our investigation
of a particular bank or savings and loan in any way indicates that that institution
ig in financial trouble, So let me be clear on this, We are NOT talking about issues
that normally affect the soundness or liquidicy of a financial institution.

Our first witness today is Chuck Morley, the Su.committee's chief investigator.

Chairman Rora. Let me say, apparently the Board and its exam-
iners have no idea of the significance of the act’s value in attacking
organized criminal groups. They must not read the newspapers.
Unfortunately, their negligence has sllowed a totally intolerable
situation to perpetuate itself for years to the great detriment of the
financial institutions and the citizens of Puerto Rico,

I understand the Federal Home Loan Board has other responsi-
bilities, that this just didn’t develop recently. I think it is impor-
tant to know we are deeply concerned as to why this happened and
how it can be prevented in the future.

I said before, and I will say it again, bankers who help people
launder money are just as much a part of the drug trade as the
traffickers themselves. I hope that message gets out loud and clear.
It is time they were tracked down, prosecuted accordingly. I am a
strong advocate of giving our enforcement personnel whatever tools
they need to fight the drug war. I was happy to cosponsor the ad-
ministration’s money laundering bill recently introduced by the
distinguished Senator Thurmond as S. 1335. We will hear more
about this from our people today.

I want to emphasize that the issues we are dealing with here
concern money laundering, and it does not address the soundness
of financial institutions in Puerto Rico. So no one, the press, the
public or anyone else, should draw any conclusions one way or the
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other that our investigation of a particular bank or savings and
loan in any way involves their solvency.

With this, I will call upon my distinguished friend and colleague,
Senator Rudman, for any comments he may have.

OPENING STATEMENT OF SENATOR RUDMAN

Senator RuopMaN. Thank you, Mr. Chairman. I thank you, again,
for your leadership on these continuing hearings. I would only
make a brief comment that a commom thread appears to run
through everything that this committee has looked at on this sub-
ject and that is that the authorities who are initially responsible
for auditing banks and determining a whole variety of things, in-
cluding the subject we are talking about this morning, seem to do a
very poor job throughout the Federal Government. The enforce-
ment agencies—the Justice Department, the FBI, the Treasury De-
partment—once they get into the situation, they seem to be able to
find these problems without too much difficuity. As a matter of
fact, one of our staff who was in Puerto Rico on this investigation
informed me that contrary to statements made by the Federal offi-
cials involved in this particular situation, our staff was able to un-
cover evidence of the very kind of violations the chairman has
spoken of in a matter of, really, a few moments after looking at the
cash flow figures of the bank on a daily basis.

I think that is a scathing indictment, frankly, of the people who
do the work. Obviously, it is one of the reasons the chairman has
called this hearing. I look forward to hearing the testimony.

Chairman RoTH. On that point, just let me say. every time we
have a situation arise, they always say—the agenc; involved—that
they don’t have enough personnel. I just want to underscore what
Senator Rudman has just said, that it was a matter of minutes that
our investigators were able to determine some of these violations of
the law. So that is no excuse. We will not accept it as such.

At this time, we will call Charles Blau, the Associate Deputy At-
torney General of the Department of Justice. You understand, Mr.
Blau, if you will continue standing, under the rules of our subcom-
mittee, everyone is required to take the oath. Would ycu please
raise your right hand?

Do you swear the testimony you will give before the subcommit-
tee will be the truth, the whole truth and nothing but the truth, so
help you God?

Mr. Brau. I do.

Chairman RotH. I understand you will not be able to testify in
any detail regarding the Puerto Rican prosecutions because they
are currently pending.

Mr. Brau. That'’s correct, Mr. Chairman.

Chairman Rortu. However, we do appreciate your willingness to
appear here today to give us some background information regard-
ing Operation Tracer, as well as comments regarding the adminis-
tration’s money laundering bill.
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TESTIMONY OF CHARLES BLAU, ASSOCIATE DEPUTY ATTORNEY
GENERAL, DEPARTMENT OF JUSTICE

Mr. Bravu. Thank you, sir. I would like, first, to take the opportu-
nity to thank you for the opportunity to appear before this very im-
portant committee and, I think, very important subject matter.

I would also like to, if I could, introduce my written statement
into the record and merely summarize or highlight from that state-
ment.

Chairman Rota. I would appreciate you doing that. So ordered.

Mr. Brau. What I am about to discuss basically is the problem of
money laundering as we have seen it in Puerto Rico, investigating
the prosecutive steps we have taken and, finally, some other action
which the Department of Justice and, I believe, also the Depart-
ment of Treasury would ask Congress to consider in this area.

Money laundering is an easy process. It is simply the process by
which one conceals the existence of illegal source of funds and
income and disguises the source of those particular funds. Quite
frankly, it has become a very large business. How large? We're not
quite sure. The figures range anywhere from on the small side in
narcotics along from $40 billion to $150 billion annually in the
country.

The Attorney General summed up the problem recently when he
described money laundering as the life blood of the drug syndicate
and traditional organized crime. I believe this is a very true state-
ment in my own experiences in the field. Schemes to wash dirty
money are often so sophisticated that they involve an intricate web
of domestic financial institutions and foreign bank accounts, shell
corporations and other business entities in which funds are moved
by high-speed electronic means,

Perhaps even more disturbing, however is the increased willing-
ness of professional people, such as lawyers, accountants, bankers
of all levels from tellers to senior officials, become active partici-
pants in money laundering.

Turning to the question of Puerto Rico; in 1982, upon a noticea-
ble increase in the currency flowing from financial institutions in
Puerto Rico to the Federal Reserve, it was suspected that a similar
money laundering phenomenon that we discovered early in 1979 in
South Florida might be in the process of duplicating itself in
Puerto Rico.

The Federal Reserve Bank in New York, through its correspond-
ent bank, Banco de Ponce, reported "a tremendous increase in the
currency flow into Puerto Rico from 1980 through 1982. Puerto
Rico at the time had 16 commercial banks which had increased
their assets from approximately $1.6 billion to $11.74 billion for the
year ending in 1981,

The Federal Reserve cash analysis for 12 of those banks showed
that currency movements into Puerto Rico had increased signifi-
cantly in 1980 to 1982. Specifically, the annual net surplus curren-
cy flowing into the Federal Reserve from Puerto Rico had grown
from approximately $8.04 million from January of 1980 through
the end of July 1980 and $528 million from January 1, 1982
through the end of October 1982, as reflected by a summary pre-
pared by the Banco de Ponce for the Federal Reserve in New York.
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When we looked at those figures, however, the question immedi-
ately came up as to how many CTR’s had been filed on those
banks, 16 banks in question, and we ran an analysis of those banks
and we found that alinost none of them had complied with the
Bank Secrecy Act, and there was almost a total lack of CTR’s
having been filed on the cash in question.

Internal Revenue Service reviewed the reports submitted by the
correspondent banks to the Federal Reserve for the years 1980,
1981, and 1982 and these reflected the majority of the banks in
Puerto Rico were sending more currency to the Federal Reserve
than they were receiving and, second, that they also were not re-
porting this currency on any CTR's.

Based upon the information then that we had, the Department of
Justice and Treasury joined efforts in Operation Greenback Puerto
Rico, and we began to funnel and dedicate resources to Puerto Rico
to determine if we could determine the source of these moneys.

Undercover operations immediately started, primarily through a
cooperating individual who had been a DEA source of information
related to a heroin distribution ring between Puerto Rico and Chi-
cago. He made a series of introductions for us where agents were
placed in contact with bankers and also with currency dealers and
a series of financial undercover operations then began to develop.

Thus, Operation Tracer, the designated name for the Florida-Car-
%)bl;ean Organized Crime Drug Enforcement Task Force, came into

eing.

Through monitored undercover currency operations, Greenback
has identified specific individuals and institutions engaged in ongo-
ing money laundering activities in Puerto Rico. We have discovered
a loosely associated network of local financial institutions acting in
concert with illegal lottery ticket dealers which we will henceforth
call dealers.

This network provided a large range of financial services which
collectively constitute all the traditional advantages of a ‘‘tax
haven.” The dealers, if desired, will provide an apparent legitimate
source for illicit funds. The institutions will not report cash depos-
its, cash withdrawals, cash sale and redemption of bearer bank se-
curities or the exchange of one form of currency for another,

The institutions will also provide a secure and federally insured
depository for and instant access to the currency it has in posses-
sion.

These dealers are, in essence, what I would call currency specula-
tors. The commedity involved in this particular instance in Puerto
Rico involved winning tickets from the Puerto Rican lottery. These
dealers, in violation of Commonwealth law, purchased winning
tickets from legitimate winners from the Puerto Rican lottery for a
slight premium plus the value of the tickets. They then, in turn,
again in violation of local law, would sell these winning tickets for
a higher price to clients who wished to legitimize illicit income,
tllms, a money laundering scheme has been identified and is taking
place.

Normally, the dealers would take the client’s winning tickets to
the disbursement office of the lottery. The lottery will then issue,
for the amount of the tickets, a check payable to the client or to




11

any payee of the client's choosing.The client need not accompany
the dealer to the paymaster.

Our investigation also revealed transactions with these dealers,
some of them had obtained winning tickets from the lottery of
Puerto Rico without even presenting the required identification to
the lottery employees.

These winning checks are, on their face, valid lottery checks and
in subsequent tax prosecutions are prima facie proof that the payee
has, as a legitimate source of income, winnings from the lottery of
Puerto Rico.

It is virtually impossible to disprove the individuals did not, in
fact, win the lottery in Puerto Rico as no records are maintained of
the sale of lottery tickets.

In answer to your first question, I think, which is a very impor-
tant one, DEA intelligence indicates that approximately half a
dozen suspected major narcotics traffickers have at one time or an-
other claimed to have won the lottery in Puerto Rico for amounts
in excess of $100,000.

Case in point is a recent income tax prosecution which was re-
cently concluded in Miami against a known narcotics dealer by the
name of Cheo Fernandez, which involved Mr. Fernandez's defense
that he won two Puerto Rico lottery drawings on the same day of
$112,000. The defendent, however, was convicted and the jury was
not impressed with such good luck.

Information presently available demonstrates the winning lot-
tery tickets sold by dealers are widely recognized in the financial
community and are often suggested by bankers as a simple and ef-
fective way to legitimize illicit income. Dealers are likewise aware
that certain bank officials at local financial institutions in Puerto
Rico will conduct currency transactions without the filing of the
report required under the Bank Secrecy Act.

Undercover agents have been introduced to different dealers;
winning lottery tickets have been purchased from the dealers who,
in turn, introduced these undercover agents to local officers of local
financial institutions, These agents subsequently engaged in cur-
rency transactions with the officers of those institutions. Currency
transactions conducted in violation of the law have either been un-
reported violations under title 31, 5313 or falsely reported in viola-
tion of title 18, U.S, Code 1001.

I should also point out that the undercover agents that we uti-
lized in this operation were not posing as the Good Humor man.
They were there acting as narcotics dealers, and they had little
trouble dealing with the financial institutions under this setup.

As a result, the Department has returned approximately 12 in-
dictments, has charged 16 persons, and the investigation is ongo-
ing.

As you alluded to, I am precluded, however, from going into the
specifics. The information that I have given you is part of the
public record in this particular case. ,

The other disturbing part, from our standpoint, is much of the
conduct encountered in these Puerto Rican investigations, although
reprehensible from our standpoint, is not prosecutable under our
current law. When a dealer accepts substantial amounts of curren-
cy from a narcotics trafficker and gives the trafficker a winning
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lottery ticket his conduct is, unfortunately, in many instances not
punishable under title 31 of the U.S. Code.

Under the Bank Secrecy Act and its implementing regulations,
before a government can prosecute a dealer, we would have to es-
tablish that he was, one, operating as a financial institution under
the terms defined by law. More importantly and certainly more dif-
ficult to do, we would have to prove that the dealer knew about the
law, that is title 81; that his activities were covered under the law
and that he specifically knew his obligation to file the necessary
CTR’s to keep the records of his transactions.

I think what we have come to is, while we have utilized title 31
as a very important tool, we have basically missed the central
point of this whole exercise. We have punished basically the filing
or nonfiling of reports which has been extremely important in
being able to monitor currency transactions, but we need to have a
crime which actually defines what we are looking at, that is, the
crime of money laundering,

As you know, the President's Commission on Organized Crime
submitted a report some time ago called, “The Cash Connection:
Organized Crime, Financial Institutions and Money Laundering.”
And that report, I think, graphically illustrated the problem which
led us to the conclusion that legislation was needed to define a
crime called money laundering.

On June 13, the Attorney General announced that a new bill, a
bill introduced in the House as H.R. 2785 and 86, and an identical
bill in the Senate, which is S. 1835. If enacted, it would prescribe
all types of transactions concerning 1.oney derived from any illegal
source, including narcotics trafficking and would prescribe the
knowing receipt of the proceeds of any felony.

As part of the penalty for the laundering of money, the bill
would provide for the forfeiture of the money which was illegally
laundered. In addition, there would be substantial criminal and
civil fines attached to the particular offense.

The punishment for the new money laundering statute, which
we have proposed, is appropriately severe—imprisonment for 20
years, fined up to the greater of $250,000 or twice the amount of
money that was involved in the offense. The bill would also provide
for civil penalties of greater of $10,000 or the amount of money in-
volved in the transaction and the forfeiture of all funds involved in
the transaction. The civil and forfeiture provisions would be in ad-
dition to any fine imposed for criminal violation.

In short, the purpose of this bill is to make the laundering of
money derived from criminal activity an expensive proposition for
those who wish to engage in it. The bill is not directly confined to
money laundering, but like a number of the sections would be par-
ticularly useful in dealing with these who handle dirty money. It
would add a new section under 2322 of title 18 setting out two re-
lated but distinct offenses.

The first offense is knowingly receiving the proceeds of any Fed-
eral crime. The offense would be commited by a money launderer
who received the proceeds of a Federal crime. The second offense is
bringing into the United States any money or other property which
had been obtained in connection with a violation of law from a for-
eign country, prescribing narcotics trafficking for which the pun-
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ishment, would be more than 1 year. This offense was intended to
reach those foreign drug dealers, who would look to the United
States as a place in which to invest their illicit profits, and to
ensure the United States would not become a haven for such activi-
ty.
We recently had a case in Houston which was reported this last
week where we have seized approximately $4 million from a Mexi-
can drug cartel, where the drug cartel was using a Houston bank-
ing establishment for a much more attractive investment opportu-
nity than a correspondent bank in Mexico,

In addition to setting out the new offenses, our bill provides sev-
eral sections which would make it easier for the investigation of
money laundering crimes generally and the tracing of the proceeds
of the crimes. These amendments generally concern the Currency
Transaction Reporting Act of title 31 and also the Right to Finan-
cial Privacy Act.

Turning, if I could, briefly to the right of financial privacy, one
of the problems we have had throughout the years in this area is
basically the notification process that the financial institutions uti-
lize when they deal with their customers; when we come in with a
grand jury subpoena saying we want a particular record. A number
of these banks have read the Right to Financial Privacy Act as an
ability to notify immediately the customers of the existence of that
subpoena. It doesn’t take a very smart person to realize that if you
are in a bank with illicit funds and you are notified that the Feder-
al Government investigative agencies are looking down your
throat, you will simply fade into the woodwork and that is exactly
what we have had happen over and over and over again,

[At ]this point in the hearing, Senator Nunn entered the hearing
room.

Mr. Bravu. This would allow two things to happen, this change in
the bill. We would simply ask that a balance be drawn, as it was
before the act, where a bank employee or bank officer who had fi-
nancial information would have a good faith defense to a civil
action in the event he were sued by the bank customer for disclos-
ing that information.

We believe that this would not only protect the bank customer,
but certainly would help those people who wish to and would want
to provide significant criminal information to the law enforcement
community.

The other thing we would like to do is amend rule 17 of the Fed-
eral rules which would clarify the authority of U.S. District Courts
to issue orders commanding a person to whom a subpoena duces
tecum was directed not to notify for a specific time period any
other person of the existence of that subpoena. Simply, we are not
asking that they never be notified, we are just asking that it be put
off until some point in the future until the investigation has a
chance to develop.

These provisions are intended to prevent disclosure by third
party record holders, such as banks, legitimate law enforcement in-
terests and also to protect the integrity of the investigation which
is before a grand jury. Premature disclosure has potential for dis-
rupting a number of very important investigations, and we have a
number of examples of that.
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I think, basically, in essence, what we think would be the appro-
priate way to go in this particular area is, one, to define a crime
money laundering. Let's call it exactly what it is. Let's make it a
criminal offense to do it. Let’s have some substantial penalties to
make it a very tough business.

I think that, it is my impression that, organized crime, particu-
larly large-scale narcotics crime, cannot function nearly as well
without the ability to move large sums of money. This is not an
altruistic business. It is a business in every sense of the word; it is
a business of money. Until we identify the people that are moving
money and deal with them appropriately, we will not come to grips
with this problem. This is what this bill hopes to do, and we urge
your support for it. Thank you. I will answer any questions you
have at this time.

Chairman Rota. As you know, I am one of the principal sponsors
of the legislation. I strongly agree that it is critically important we
make money laundering in and of itself a crime. I think too many
people look upon it as not a very serious white-collar violation of
the law, and we have got to change that.

One of my concerns is that we make certain that all of those who
would play a part in any way can be held accountable. Of course,
one of the most difficult problems you have is those who are high
up the corporate management as to whether or not they are in-
- volved. Let me ask you this question.

Under your proposed law, if you can show that an individual
played Pontius Pilate, I guess, but knew what was going on, could
he be prosecuted under this proposed legislation?

Mr. Brau. Yes, our standard would come at him in two different
ways. Under the money laundering section and also under the
second section, which would be to knowingly receive the proceeds
of a criminal act. Why should we excuse someone who participates
in a criminal act simply because he is part of a financial institu-
tion? It makes no sense. If he is knowingly receiving proceeds of a
criminal act, he is, indeed, participating in some fashion in the ul-
timate success of that act.

In those instances, we would be able to look to him and the proof
would be whether we could show that he knew about it. That is one
we would certainly be willing to take on.

Chairman Rors. I think it is critically important that everyone
from bank presidents on down understand that if they actively or
passively permit money laundering in their banks they are just as
guilty of being involved in the drug business as the drug dealers
themselves.

Until we make them understand that and make them equally re-
sponsible, I think we are failing in our job.

Let me ask you, do you have any idea how much money is being
laundered, any guesstimates, through Puerto Rico?

Mr. Brau. Mr. Chairman, I do not have that information person-
ally. I can only say the records that I looked at in 1980 indicate
that we were seeing a very disturbing trend in much more cash
coming out of Puerto Rico than what was going in. The question
that immediately comes to any investigator is, what is the source
of the cash? Where is it coming from? How much of it is legiti-
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mate? How much of it is not legitimate? And, basically, that is the
purpose of the investigation.

Chairman RorH. Are we talking about millions. hundreds of mil-
lions or billions?

Mr. Brau. I can’t give you good figures on th.t, I think the
Treasury Department, the IRS, would be much mo e competent to
do that than L

Chairman RorH. How many financial institutions were involved
in these indictments?

Mr. Brau. Again, as much as I can speak to, we have returned, I
believe, approximately 12 indictments at the present time. We have
looked at—we searched nine branches of financial institutions
doing business in Puerto Rico as a result of——

Chairman Rora [interposing]. Do you know how many different
institutions have been involved?

Mr. Brau. No, I can’t say.

Chairman RorH. It would appear, I am not certain of this, some-
thing like 10 different financial institutions have been involved in
this matter.

Mr. Bravu. Again, I am precluded because of the nature of the on-
going investigations. I hate to get much more specific than that,

Chairman RotH. Does the evidence show that Puerto Rico was
but one more step in the laundering of illegal profits through off-
shore secrecy havens or have some people used Puerto Rico as a
substitute for going offshore?

Mr. Brau. I don’t think it’s a substitute, Mr. Chairman. Two fac-
tors came up. It was a very convenient way to launder large sums
of money using these lottery brokers; that is one. You will always
go to the point of least resistance in this area. The launderers
worldwide are always looking for opportunities like this. And this
was a golden one.

Second, the banking community, I think, was not as aggressive
as they possibly could have been in enforcing the Bank Secrecy Act
because there were very few financial records that we were able to
look at during the course of 3 years involving huge sums of money.
So when you have those two things and you have people who are
willing not to file financial reports, you have a ready-made oppor-
tunity to exchange illicit money in a scheme. You have a golden
opportunity for any illegal activity. Why wouldn’t you want to use
this opportunity?

Chairman RotH. Isn’t it a fact that this lottery ticket scheme
was pretty well known?

Mr. Brau. Oh, yes. It's been utilized by a number of narcotics or-
ganizations in New York, Chicago, Miami, so forth and so on.

Chairman RotrH. How about the practice right in Puerto Rico,
wasn'’t it pretty widespread known this was a——

Mr. Brau [interposing]. 1 think our information, at least the in-
telligence information we have been able to develop from the un-
dercover operation, would indicate that is the case. It was suggest-
ed this is the appropriate manner in which to change illicit money
to legitimate funds.

Chairman Rorn. How could the agency charged with responsibil-
ity for enforcing the law, in this case the Federal Home Loan
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Bank, be so remiss when this practice is so widespread, so well
known? How can you account for that?

Mr. BrAu. I can only say, sir, in my experience in Florida with
the Operation Greenback there many years ago, we often looked at
the same question with the bank examiners. In many instances,
they were very good sources of intelligence as to what was going on
in banks, and we received some very good leads.

In many instances, because of the overwhelming responsibility of
looking at the total soundness or financial picture of a bank, they
would not look specifically for individual criminal violations and
would simply miss them, and that’s the response that I would give
you,

Chairman Rora. Was the Federal Home Loan Bank in any way
involved in this task force that finally uncovered this widespread
problem?

Mr. Brau. No, sir, not originally. It basically was a compilation
of Justice and Treasury.

Chairman Rors. Wouldn't you say as a practical matter they, as
the first line of defense, if they were doing the job would be very
much involved in the matter?

Mr. Brau. Sir, I think it would be very difficult for me to suppose
or suggest they were or were not on top of the situation without
having the facts they had before them,

Chairman RotH. Let me say as one Senator, I find it inexplica-
ble. Here is the organization that has been charged by the Con-
gress to enforce the law in a matter as we have made very clear by
past hearings, that we hold to be a critical part of the drug enforce-
ment law, Now we find that they seem to be sitting on their hands,
for whatever reason. This is totally inexcusable and unacceptable.
It makes me wonder whether some of these agenices shouldn’t be
revoked, done away with and reorganized. I am not asking you to
comment on that, [Laughter.]

Mr. Brau. Thank you, sir, [Laughter.]

Chairman Rora. Senator Rudman.

Senator RupmaN. Mr. Chairman, thank you very much. Mr,
Blau, I appreciate your excellent testimony and your candor where
you thought it was appropriate. One part of your statement really
fascinates me and that is on page 2, at the bottom, you stated,
“Puerto Rico at that time, 1980 through 1982, had 16 commercial
banks which increased their assets from approximately $1.61 bil-
lion to $11.74 billion for the year ending March 1981.” Is that a ty-
pographical error?

Mr. Brau. No, sir, that is correct, to my knowledge. One of the
things we like to look at, and we do look at, is an investigative
technique examining cash flow. We had the same thing develop in
Florida where it went from $3 billion to $R8 billion in a very short
period of time in the late 1970’s. When you have a situation where
you have a lot of excess cash coming out of a particular Federal
Reserve District, you begin to wonder what is the source of that
cash? How many grocery stores, supermarkets, car dealerships,
condominiums, whatever the legitimate business is out there, can
generate that kind of money? The answer is not very many.

Senator RupMman. If you draw a linear comparison between the
gross national product for Puerto Rico and the growth of these
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bank assets, you would come to one of three conclusions: No. 1,
these banks suddenly became so competitive that they beat every-
body else out and all the other banks are going down the tube. Or,
No. 2, an awful lot of people sure like Puerto Rico in the winter-
time and were spending a lot of money there. Or, No. 3, there was
a lot of money coming from other sources, and that is what your
investigation at least at this point has disclosed; is that not right?

Mr. Brau. Yes, sir; I think that was the very purpose of us going
in there. We wanted to find out exactly why we saw that increase
and where this money was coming in. We felt there were not that
many legitimate sources available to justify this type of big jump
?nd gorne had to be from illegitimate sources, and that is what we
ound.

Senator Rupman. Coming back to our chairman’s question,
which you answered very tactfully. I understand you are not here
to castigate any other Federal agency, however, let me ask the
chairman'’s question a different way.

The Department of Justice employs various auditors who investi-
gate white-collar crimes of all sorts, would you think that the
normal prudent bank examiner walking into a group of banks that
went from $1.6 billion to $11.7 billion in one year should have at
least had his curiosity aroused?

Mr. Brau. I can put it this way. 1 think, on my experience, again,
in Florida and that came down to when you are looking at a lot of
$100 million plus money laundering operations and the same ques-
tions you are asking I was asking, how could we miss this? How did
this run by? But I think it is quite simple, you take one or two
bank examiners, you send them in on an audit of a bank and what
are you looking at? Your primary focus is not to find criminal vio-
lations. That is basically our focus, IRS, Justice, so [orth. Their
focus is to, one, look at the financial picture of the bank to come to
a conclusion as to its soundness and their management techniques,
their accounting procedures and all the litany of things they run
through. Some place down on the list is the CTR violations.

I am not saying that should not be higher on the list than it has
been in the past, and I think that is a question perhaps more prop-
erly addressed to them as to what priorities did they give. But cer-
tainly from my standpoint, to answer your question as directly as I
can, I think that there obviously are two roles. They are looking at
one side of the coin, and we may be looking at the other side, and I
am not sure how often they would look at it.

The other thing might be that traditionally their indoctrination
has been to determine financial soundness and things of that
nature; and their indortrination has not been, their training has
not been directed at potential money laundering, which could be a
criminal violation, and I think that is part of the mix as well.

Senator Rupman. I think your answer is very accurate. That is
precisely what we had in the Bank of Boston case; we had people in
the Comptroller’s Office who were not aware of the provisions of
the Bank Secrecy Act. Again, we have a situation here where we
passed a law and parcel out responsibility but the fact of the
matter is that obviously the regulators weren’t looking at their re-
sponsibility.
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You would have to agree with me, I would assume, Mr, Blau,
that had the priorities been different, had the examiners from this
particular agency in this situation been looking at their responsi-
bilities under the Bank Secrecy Act that it would be almost impos-
sible to miss a change in cash flow in which assets went from $1.6
to $11.7 and that's billion, not million, dollars in the space of a
little over 1 year? They would obviously have to find that if they
were looking for it, would you agree with that?

Mr. Brau. I would say it would have been a fairly obvious statis-
tic that one would have pause over.

Senator Rubpman. I think when you are through at the Justice
Department, Mr. Blau, you might try the State Department,
[Laughter.]

Mr. Brau. You know, in all fairness, though, it is important to
remember their focus is on the integrity of the institution and not
on criminal violations. That is what they refer things to us for.
Again, we have been very well satisfied in a number of instances,
at least I am personally familiar with, where we would not have
discovered huge violations. To give a case in point, the Great Amer-
tecan Bank case in Florida, for example, without FDIC coming to us
and saying this is what we think is going on, which is another
reason I think, again, we would like to have some relief in this
Right to Financial Privacy Act because we would like them to be
able to give that information to us on a much more regular basis
and also have the Treasury Department who supervises this be
able to turn suspected violations over to the FBI or to DEA without
running through an administrative hoop system that presently
exists now. .

Senator RupMaN. I think my time is up. I would simply say to
you, I agree with that. It has been my view ever since the Bank of
Boston hearing that if we were to take that one part of the law and
give it to the FBI, or the enforcement division of the Treasury De-
partment and say you are now responsible for doing the field audit
to determine if these problems exist, we would have models of com-
pliance across the country within 12 months. The enforcers do an
excellent job. The diagnosticians, not the surgeons, who are the
auditors out here just gloss over the whole situation. When we fi-
nally get a case before an appropriate Justice Department grand
jury or task force, we find banks awash with money nobody knew
about because the people who are charged with the responsibility
are not looking for it. .

I thank you very much for your testimony. I think you have iso-
lated the problem and you are right on.

Chairman Rora. Senator Nunn.

Senator NUNN. Mr. Chairman, I would like to put a brief open-
ing statement in the record.

Chairman Rots. Without objection.

OPENING STATEMENT OF SENATOR NUNN

Senator NunN. I want to congratulate you, Mr. Chairman, Sena-
tor Rudman and the majority staff for having these hearings. I
have long felt that the money end of the narcotics traffic was the
most important end for law enforcement to go after. I felt we ought
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to put more and more of our resources on that. I have, along with
others, led the way in trying to get Internal Revenue Service more
involved in going after people that are narcotics dealers who can’t
be convicted of drug trafficking, but can be convicted of tax eva-
sion. I feel that the Bank Secrecy Act and the reporting require-
ments under it should be fully utilized by all agencies of Govern-
ment, including the financial institution regulators.

I think this hearing is very timely, and I congratulate you on
putting the focus on a very important area. I think it is obvious we
are not going to stop drug traffic with any one mechanism. We are
not even going to slow it down with one mechanism. But always
the people involved at the top touch the money. They may never
touch the drugs, but they touch the money or they wouldn't be in
it,

So I think this area is enormously important, and 1 am pleased
to be a participant, I wish, Mr, Chairman, that I could be here for
the whole hearing, but we have a continuing conference in progress
on the armed services bill. We have been in marathon-type sessions
on that, and I will have to depart in a few minutes.

[Senator Nunn's prepared statement follows:]

PREPARED STATEMENT OF SENATOR NUNN

Mr. Chairman, I want to congratulate you and the Majority staff for the fine work
you have done in bringing this important issue to the attention of Congress. Money
laundering continues to be an effective meuns to conceal and even legitimize illegal-
ly obtained funds by those who profit through narcotics trafficking, illegal gam-
bling, embezzlement or any of a number of other iilicit activities.

This subcommittee is well aware of the increasing flow of illegal narcotics profits
through banking channels. During past hearings we have learned of the astronomi-
cal sums of money that are involved in narcotics trafficking as well as the surrepti-
tous methods that criminals often use to divert their profits through an obscure un-
derground economy. Money laundering through the use of offshore financial institu-
tions and businesses is an extremely valuable tool for the criminal element. Despite
the increasing focus of law enforcement on money laundering schemes, recent cases
suggest that the criminal element continues to locate new avenues and areas which
aide and abet their illegal activities. Mr, Chairman, you and your staff are to be
commended for staying on top of this issue by focusing on the problem of money
laundering in Puerto Rico as an area in need of attention and reform,

I am particularly concerned by cases where financial institutions and their em-
ployees have apparently violated those provisions of the Bank Secrecy Act which
were designed to help eliminate the use of legitimate financial institutions for illicit
money laundering purposes. I look forward to hearing testimony this morning re-
garding the effectiveness of those government agencies who are mandated to enforce
the Bank Secrecy Act and its accompanying regulations. Their role is an increasing-
ly important one. It is one thing when we hear of career criminals violating or cir-
cumventing the law. However, it is yet another matter when citizens, bank officials
and government agencies operate in a fashion which encourages and facilitates ille-
gal activities,

The Bank Secrecy Act includes provisions which require financial institutions to
report to the IRS cash transactions of $10,000 or more. The responsible government
agencies are to insure that banks and savings and loans comply with this regula-
tion. Congress passed such a law in order to eliminate the easy means in which
criminals can move their enormous illegal profits. This law and its regulations
should not receive low priority attention. The Bank Secrecy Act is potentially one of
the most effective law enforcement tools in our efforts to control organized crime
enterprises, yet the Act is only as effective as those who administer it.

Organized criminal activity thrives because it is enormously profitable. Control-
ling organized criminal activities requires a strong and combined effort by Congress,
the Executive Branch and the private sector. We cannot oblige criminals by creat-
ing avenues where there is little resistance. Drug trafficking, illegal gambling and
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other highly profitable illicit entevprises ave problems which demand the attention
of both law enforcement and the private sector,

If Congress passes bad or ineffective laws we should correct them. I expect that
today's proceedings will demonstrate how potentially effective laws, when not en-
forced, can also help create a prosperous environment for the career ¢riminal,

Senator NunN. Mr. Blau, I have one question for you that has
not already been asked. In your testimony, you talk about the ad-
ministration’s bill: “Section 7 of our bill would add a new criminal
facilitation offense to title 18,” quoting from your statement:

“It would accomplish this by adding a new subsection (¢) to 18 United States Code
to provide that ‘whoever knowingly facilitates the commission by another person of
an offense against the United States by providing nssistance that is, in fact, substan-
tial is punishable as a principal.”

My question is a rather technical one on this point. How does
this differ with the present law which already makes aiding and
abetting a criminal offense. Do we have an overlap between the
two or is this totally independent of aiding and abetting?

Mr. Brau. I think it clarifies, if you will, particularly in this
area, in the money laundering area what aiding and abetting actu-
ally is, Facilitation would come into a situation where you would
have an agent or financial institution actually facilitating the of-
fense or perhaps better, you would have a lawyer who traditionally
takes his client’s money, puts it into a trust account and then laun-
ders it for him and says, “Well, it's always, well, I never knew
what the money was, where it was from” type of thing.

If we could show a pattern of activity and the requisite knowl-
edge, as we would have to show in any criminal case, then we
might be able to show a person facilitating a criminal activity.

Senator NunN. Have you tried these kinds of cases under the
aiding and abetting statute?

Mr. Brau. We have tried a number of them under aiding and
abetting. The aiding and abetting usually is the weaker section
that we have had to deal with. We have not had great success
using aiding and abetting in this particular area. We feel that fa-
cilitation is a much better defined term in this area and would cer-
tainly, I think, give the judges a little bit more comfort when they
are sitting there making a ruling as to which way we are going to
go in this area.

Senator NuNN. You say facilitating is a better defined term. Is
that based on case law? Do we have facilitating in any other crimi-
nal statutes? In other words, what is the definition? It seems to me
a judge who wanted to define aiding and abetting in a broad sense
could do so just as easily as he could broadly define facilitating. I
am trying to understand what the difference in the two is; if it is
not based on case law, is it based on some definition, I suppose,
that you have in mind?

Mr. Brau. I think it is basically, there are definitions in a
number of cases as to when a person facilitates and, to be candid,
they are very close; the aiding and abetting and facilitating are ex-
tremely close concepts.

We feel, however, in this particular instance, in the money laun-
dering area, particularly, and I think this would apply to a number
of different areas, that the term itself would be much better de-
fined as a separate part of aiding and abetting. Aiding and abetting
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or facilitating. Subtle differences, but I think nontheless some
courts have hung us out to dry on the subtle difference.

Seuator NUNN, Are you basically amending the aiding and abet-
ting statute, or is this a new statute?

Mr. BrAu. No, it would be an amendment, sir.

Senator NunN. To the aiding and abetting?

Mr, Brau. Yes, sir, we would add a new subsection (¢) to the
aiding and abetting. The subtle difference, I suppose, some courts
say that aiding and abetting requires a desire that the scheme ac-
tually succeed. Under the facilitation definition, there would be no
such requirement,

Senator NunN. Is that going to be spelled out in the statute?

Mr. Buau. We would spell it out, I think, in the statute and also
in the legislative history behind the statute.

Senator NunN. I think it is important in the legislative uistory
at least that we have a good definition of it because it does seem to
me to be very close in concept.

Mr. Chairman, I don’t have any other questions for this witness.

While I have the floor briefly here, I want to thank you for your
announcement yesterday, which I joined you in, regarding opening
a preliminary inquiry into the Justice Department handling of the
Jackie Presser case. I don’t know that there will be any quick an-
swers on that. I think the initiatives that we have taken in terms
of beginning that inquiry are very important. We have been {ollow-
ing this area for a long time, without regard to who was in control
g{ the committee and without regard to who was in the White

ouse.

I think it is enormously important to continue this bipartisan
tradition. As you recall, between 1976 and 1980, we had some very,
very stringent and at times very critical and, hopefully, construc-
tive inquiries on the Labor Department’s performance in this area.
That was during the Democratic administration with Democrats
controlling the Senate. I think you have set a good example by ob-
serving that fine tradition in this subcommittee’s determination to
see that labor violations by both labor leaders and management are
vigorously pursued by the Government of the United States.

In this case, I think our inquiry at least preliminarily focuses on
the Justice Department and the way they have handled the case
rather than the Labor Department, but it is, I think, a very inter-
esting example of whether our governmental agencies are working
together. In this case, we will focus on whether the Justice Depart-
ment and the FBI are working together and also certainly the abil-
ity of the Labor Department, A look at what the Labor Department
is doing these days as opposed to what they were doing in the
1970’s will be very interesting,

I am profoundly concerned when an investigation drags out this
long. If Mr. Presser, indeed, should not be prosecuted then he has
been put through the ringer during an inordinately long investiga-
tion; if, on the other hand, he should be prosecuted, then it seems
to me we have some very serious questions about intergovernmen-
tal cooperation and about decisionmaking within the Justice De-
partment.
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So either way, it seems to me this is an inquiry that we should
undertake, and I'm delighted to join you in that. Again, I congratu-
late you on your leadership.

Chairman RotH. I thank the ranking minority member of the
PSI. We do have a long tradition of bipartisan action in this area of
labor racketeering. We intend to continue it. We have sent letters,
as you well know, joint letters, to the Justice Department and
other agencies to put them on notice that we will be moving full
speed ahead on this investigation.

My only interest is that we secure the facts.

If I may make one observation back on our current subject, and I -
think this will probably come out in later testimony, but while you
did mention the FDIC, to me it is interesting in the period from
1980 to 1984, the Federal Home Loan Bank Board made 14,000 ex-
aminations, 14,234, to be exact. The number of violations they
found was 41 or 0.00288 percent. Not even one-hundredth of 1 per-
cent, but smaller. Whereas, the FDIC in the saine period made
24,880 examinations. They found 38,793 violations as compared to
41, twice as many examinations but they had 3,793 in contrast to
41 for a total of 15 percent of violations of the Bank Secrecy Act.

Those are just rough figures, but it does raise some very serious
questions.

I want to thank you, Mr. Blau, for being with us today, and we
have found your information very helpful. I, again, want to con-
gratulate the Justice Department and others who ccoperated in
this effort for the fine work that they have done, and we look for-
ward to continued cooperation in the future.

[Mr. Blau’s prepared statement follows:]
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PREPARED STATEMENT OF CHARLES W. BLAU

/

Progress in Investigations of Money Laundering in Puerto Rico

Mr. Chairman and Members of the subcommittee:

I am pleased to have the opportunity to dppear before you
today to discuss the problem of money laundering in Puerto Rico.
As this Committee is fully aware, money laundering is a serious
challenge to law enforcement and a clear danger to the soundness
and integrity of our financial system and the fabric of our
society. 1In my testimony today, I will discuss the problem of
money laundering in Puerto Rico, the investigative and prosecutive
steps we have taken and suggest some further action that Congress
might take to assist our law enforcement efforts.

As the Subcommittee knows, money laundering -~ the process
by which one conceals the existence, illegal source, or illegal
application of income and then disguises the source of their
income to make it appear legitimate ~~ is big business. Just how
big nobody knows for sure, because drug rings and organized crime
families don't prepare annual reports, but the Treasury
Department has estimated that Americans spend many billions of
dollars each year to buy illegal drugs. Such sales would make
the illegal drug trade a bigger operation than most, if not all
of the Fortune 500 companies. And that is just from drug trafficking.

The Attorney General summed up the problem when he recently
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described money laundering as "the life blood of the drug syndi-
cates and traditional organized crime." Unfortunately, this
problem has grown in size and complexity. More people are
involved, there %s more money being laundered, and the schemes to
wash "dirty money" are now often so sophisticated that they
involve an intricate web of domestic and foreign bank accounts,
shell corporations, and other business entities through which
funds are moved by high speed electronic fund transfers.

Perhaps even more disturbing is the increasing willingness
of professional persons such as lawyers, accountants, and bankers
of all levels, from tellers to senior officials, to become active
participants in money laundering. While some criminal organiza-
tions still wash their own illegally generated money by such
relatively crude methods as one of their members' smuggling a
suitcase full of currency out of the country for deposit in an
offshore bank, a number of drug rings and other criminal syndi-
cates now hire professionals to launder the money produced by
their operations.

In 1982, upon a noticeable increase in the currency flowing
from financial institutions in Puerto Rico to the Federal Reserve
Bank, it was suspected that a similar money laundering phenomenon,
as discovered in early 1979, in South Florida, might be dupli-
cating itself in Puerto Rico. The Federal Reserve Bank of New
York, through its correspondent, Banco de Ponce, reported a
tremendous increase in the currency flow into Puerto Rico from

1980 through 1982. Puerto Rico at that time had 16 commercial
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banks which increased their assets from approximately 1.61
billion dollars to 11.74 billion for the year ending in March
1981, The Federal Reserve cash analysis for 12 of those banks
showed that currency movement into Puerto Rico had increased
significantly frém 1980 to 1982, Specifically, the annual net
surplus currency flowing into the Federal Reserve system in
Puerto Rico had grown from 304.8 million dollars from January 1,
1980, through the end of July of 1980, to 528 million dollars
from January 1, 1982 to the end of October 1982, as reflected by
a summary prepared by the Banco de Ponce for the Federal Reserve
Bank of New York. However, an analysis of Currency Transaction
Reports (CTRs-IRS form 4789) showed almost a total lack of
compliance with the Bank Secrecy Act.

The Internal Revenue Service reviewed the reports submitted
by the correspondent bank to the Federal Reserve for the years
1980, 1981 and 1982 and these reflected that a majority of the
banks in Puerto Rico were sending more currency to the Federal
Reserve then they were receiving from it. By comparing the
amounts of currency going to the Federal Reserve to the number of
CTRs submitted by the banks it became very clear that almost none
of the currency transactions that generated that enormous
surplus were being reported properly.

Based on this information, the Departments of Justice and
Treasury again joined efforts and Operation Greenback, Puerto
Rico became a reality in 1983, Undercover operations immediately

started with the cooperation of a confidential source, who hagd
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been intimately related to a heroin distribution operation
between Chicago, Illinois and Puerto Rico. A series of introduc-
tions were made by this confidential source, which in turn led to
a series of financial undercover transactions known as Operation
Tracer. !

Operation TRACER is a designated investigation of the
Florida-Caribbean Organized Crime Drug Enforcement Task Force.

The task force program was formulated at the direction 6f President
Reagan in 1982. The Florida-Caribbean Task Force went into

effect October 1, 1984, and is directed at criminal organizations
involving national and international drug trade. However,
Operation Greenback, from which Operation TRACER stems, has been
going on in Puerto Rico since 1983 and has focused on the launder~
ing of narcotics proceeds by and through financial institutions,

an activity which is viewed as an essential element of narcotic
trafficking.

Through monitored undercover currency transactions, Operation
Greenback has identified specific individuals and institutions
engaged in ongoing money laundering enterprises in Puerto Rico.

We have uncovered a loosely associated network of local financial
institutions acting in concert with illegal lottery ticket
dealers (henceforth identified as "dealers"). This network
provides a wide range of financial services which collectively
constitute the advantages of a traditional "tax haven." The
"dealers," if desired, will provide an apparently legitimate

source for illicit funds. The institutions will not report cash
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deposits, cash withdrawals, the cash sale and redemption of
bearer bank seéurities, or the exchange of one form of currency
for another (large bills for "street money"), etc. The institu-
tion will also provide a secure (federally insured) depository
for, and instant‘;ccess to, the currency it has processed.

The "dealers" are, inter alia, commodity speculators.

The commodity involved is "winning" tickets from the Puerto Rico
lottery. These "dealers," in violation of Commonwealth law,
purchase winning tickets from legitimate winners of the Puerto
Rico lottery, for a slight premium plus the value of the tickets.
They then in turn, again in violation of local law, sell the
winning tickets, for a higher price, to "clients" wishing to
"legitimize" illicit income.

Normally the "dealer" will take the client's "winning"
lottery tickets to the disbursement office of the lottery. The
lottery will then issue, for the amount of the tickets, a check
payable to the client or to any payee of the client's choosing.
The client need not accompany the "dealer" to the paymaster.

Our investigation has also identified transactions wherein

these "dealers" have obtained "winners" checks from the Lottery of

Puerto Rico without presenting winning tickets. That is to say,
that the "dealers" have acquired checks, directly from

lottery employees, drawn upon the account of the Lottery of
Puerto Rico, made payable to payees designated by the "dealer"
without the presentation of winning lottery tickets.

These winning checks are, on their face, valid lottery




28

checks and in subsequent tax prosecutions are prima facie proof
that the payee‘has, as a legitimate source of income, winnings
from the Lottery of Puerto Rico.

It is virtuelly impossible to disprove that an individual
did not in fact win the lottery of Puerto Rico, as no record is
maintained of the sale of lottery tickets., DEA intelligence

indicates that approximately half a dozen suspected major nar-

~cotics traffickers have, at one time or another, claimed to have

won the lottery of Puerto Rico for amounts in excess of $100,000.
An income tax prosecution recently concluded in Miami, against
suspected narcotics trafficker "Cheo" Fernandez, involved
Fernandez' claim that he won two lottery drawings on the same day
for $112,000. The defendant was nevertheless convicted.
Information presently available demonstrates that "winning®
lottery checks, sold by the "dealers," are widely recognized
throughout the banking community and are often suggested by
bankers as a simple and effective method by which to legitimize
illicit income. The "dealers" are likewise aware that certain
bank officers at local financial institutions in Puerto Rico will
conduct currency transactions without £filing the reports required
by Title 31. -
Undercover agents have been introduced to different
"dealers." '"Winning" lottery checks have been purchased
from the "dealers," who in turn introduced undercover agents
to officers at local financial institutions. Agents then subse-

quently engaged in currency transactions with officers of those
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institutions. The currency transactions conducted in violation
of the law have been either unreported in violation of Title 31
U.S.C. 5313, or falsely reported, in violation of Title 18 U.S.C.
1001.

On June 6, f§85, ten criminal complaints and one indictment
were unsealed charging 17 persons with variogs violations of
federal law relating to illegal money-laundering activities., In
connection with these charges, search warrants were executed on
one private residence and nine branches of financial institutions
doing business in Puerto Rico. Within the following two weeks,
12 indictments were returned charging the 16 persons that had
previously been charged with complaints.

In the first of what is expected to be a series of cases
related to illegal money laundering activities within the
Commonwealth of Puerto Rico, indictments were obtained against
several banking officials and some of the "dealers."

The people indicted under Operation Tracer range from the
president of a bank, two vice presidents, several branch managers
and other officials to various "dealers." They have been
charged, in most instances, with conspiracy to defraud and to
commit other offenses against the United States; with failure to
file and causing the failure to file currency transaction reports
(CTRs) on transactions exceeding $10,000 in cash or its
equivalent, as part of a pattern of illegal activity involving
transactions exceeding $100,000 within a 12~month period. They

could face, upon conviction, sentences ranging from up to 45

53-218 0 - 85 ~ 2
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years in prison, in one case, all the way down to 5 years and
fines from up to 2 1/2 million dollars to several thousands of
dollars. I am precluded from discussing further details of these
pending prosecutions.

In announciﬁg the arrests and execution of the search
warrants, however, Attorney General Edwin Meese III emphasized
that the criminal prosecutions in no way reflect upon the
solvency of the financial institutions through which currency was
allegedly laundered.

Much of the conduct encountered in the Puerto Rican
investigations, though reprehensible, is not prosecutable under
our current laws. When the "dealer" accepts substantial
amounts of currency from a narcotics trafficker and gives the
trafficker a winning lottery ticket, his conduct is not punish-
able under Title 31 United States Code. Under the Bank Secrecy
Act and its implementing regulations, before the government can
prosecute a "dealer' we would have to establish that he has been
operating as a financial institution as this term is defined in
the law. More importantly, and certainly more difficult to do,
we would have to prove that the "dealer" knew about the law, that
his activity was covered under the law and that he specifically
knew about his obligation to file the necessary CTRs and to keep
records of his transactions. The Administration's proposed money
laundering statute would make this transaction illega%.

As you know, on July 28, 1983, the President established the

Commission on Organized Crime. Among its other responsibilities,
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the Commission was chérged with reporting to the President from
time to t;me -~ with a final report to be submitted by March 1,
1986 ~- and with making recommendations concerning any legislative
changes needed to better combat organized crime and to improve

the administratidn of justice. 1In October of 1984, the Commission
issued an interim report to the President and the Attorney

General dealing specifically with money laundering. Entitled The

Cash Connection: Organized Crime, Financial Institutions, and

Money Laundering, the report graphically illustrated the problem

and set out draft legislation designed to deal with it. The
suggested legislation contained a new money laundering offense in
title 18, amendments to the Currency and Foreign Transactions
Reporting Act in title 31, and Amendments to the Right to
Financial Privacy Act located in title 12.

The Department of Justice and the Treasury Department have
thoroughly reviewed the proposals drafted by the Commission on
Organized Crime and analyzed them in light of our experiences in
investigating and prosecuting money laundering cases around the
country. While the recommendations of the Commission provided an
excellent starting point, we concluded that modifications and
refinements were needed in a number of areas, and that certain
additional provisions and offenses not discussed by the Commission
would also be of great assistance in combatting money launderers.

On June 13, 1985, the Attorney General announced that the
Departments of Justice and of the Treasury were submi{éing to

Congress a comprehensive legislative package related to money
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laundering. The bill was introduced in the House as HR. 2785 and
HR. 2786, which are identical. The Senate Bill is S. 1335. 1If
enacted, it would proscribe all types of transactions concerning
money derived from any illegal source, including narcotics
trafficking, and would proscribe the knowing receipt of the
proceeds of any felony, including violations of foreign drug
laws. As part of the penalty for the laundering of monetary
instruments, the bill would provide for the forfeiture of the
money which was illegally laundered. The bill also contains
amendments to the Bank Secrecy Act, the Right to Financial
Privacy Act, and the Federal Rules of Criminal Procedure designed
to aid financial institutions in sharing information of possible
money-laundering activities with federal banking and law enforce~
ment officials.

We have carefully drafted our bill to include not only the
person who, for example, deposits cash representing the proceeds
of an unlawful drug transaction in a bank or uses such "dirty
money"” te buy a new car, but also the bank employee or car
salesman who participated in the transaction by accepting the
money if such a person can be proved to have known or to have
acted in reckless disregard of the fact that the money involved
was derived from criminal activity. Such persons, and in
particular the employees of banks and other financial
institutions who knowingly or recklessly help criminals dispose
of the fruits of their crimes, facilitate criminal activity and

are as deserving of punishment as the drug dealer or loan shark
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who brings them their ill-gotten cash or other monetary
instruments derived from their cash.

The punishment for the new money laundering offense which we
have proposed is appropriately severe: imprisonment for up to
twenty years and “a fine of up to the greater of $250,000 or twice
the amount of money involved in the offense. Our bill also
provides for a civil penalty of up to the greater of $10,000 or
the amount involved in the transaction, and for the forfeiture of
all funds involved in the offense. The civil penalty and the
forfeiture provisions would be in addition to any fine imposed
for a criminal conviction. In short, we intend to make the
laundering of money derived from criminal activity an expensive
proposition for those who would try it.

Turning now to other provisions in the Administration's
bill, section seven of our bill would add a new ecriminal
facilitation offense to Title 18, It would accomplish this by
adding a new subsection (c¢) to 18 U.S.C. 2 to provide that
"whoever knowingly facilitates the commission by another person
of an offense against the United States by providing assistance
that is in fact substantial is punishable as a principal." This
offense would not be limited just to money laundering but would
be particularly applicable to money launderers. For example, the
new offense would be committed by one who, for a fee, took
currency that he knew was derived from a drug sale and exchanged
it for cashier's checks to return to the drug dealexr although the

person took no part in the drug sale and was indifferent as to
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the source of the money. It would also be committed by a chemist
who manufactures and sells a lawful but difficult to obtain
ingredient to a person who he knows intends to use it to produce
a controlled substance.

Section eigﬁt of our bill is also not confined strictly to
money laundering but, like section seven, would be particularly
useful in dealing with those who handle "dirty money." It
would add a new section 2322 to Title 18 setting out two related,
but distinct, offenses., The first offense is knowingly receiving
the proceeds of any federal felony. The offense would be
committed, for example, by a money launderer who received the
proceeds of any federal crime.

The second offense is bringing into the United States any
money or other property which has been obtained in connection
with the violation of any law of a foreign country proscribing
narcotics trafficking for which the punishment under the foreign
law is imprisonment for more than one year. This offense is
intended to reach those foreign drug traffickers who would look
to the United States as a place in which to invest their illegal
profits and to insure that the United States doe not become a
haven for such activity.

Section nine of our bill sets out a new chapter 202 in title
18 dealing with criminal and civil forfeitures. (It is drafted
in such a way that it is easily modifiable if at some later time
the Congress thought another title 18 offense ought to have a

forfeiture remedy). It provides for the civil forfeiture of all
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funds or monetary instruments involved in the commission of the
money laundering offense, and of the receiving proceeds offense,
if the pr&ceeds were obtained in violation of either a federal or
foreign felony provision pertaining to controlled substances.

The provisions fé; accomplishing civil forfeitures are patterned
after the civil forfeiture provisions in title 21 with which this
Subcommittee is familiar. The new chapter also provides for the
criminal forfeiture of money or other property involved in a
commission of the money laundering or receiving proceeds
offense, Criminal forfeiture would apply te any violation of the
new receiving proceeds offense, not just the receiving of money
or property derived from a drug crime.

In addition to setting out new offenses and other sanctions,
our bill contains several provisions designed to make easgier the
investigation of money laundering and the tracing of the proceeds
of crime. These amendments generally concern the Currency and
Foreign Transactions Reporting Act in title 31 and the Right to
Financial Privacy Act in title 12.

Section three would amend the Right to Financial Privacy Act
(RFPA) to define and clarify further the extent to which
financial institutions may cooperate with federal law enforcement
authorities in providing information which is relevant to crimes
by or against financial institutions, violations of the Bank
Secrecy Act in title 31, violations of the new money laundering
offense, and violations of certain serious drug crimes. The

effect of this amendment to the RFPA is to allow a bank or other
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financial institution to provide information which it has reason
to believe maywbe relevant to one of these crimes without risking
civil liability under the Act or entailing any obligation to
notify the custowgr of such cooperation which the Act requires.

Section four contains an analagous provision in that it
would amend Rule 17(c) of the Federal Rules of Criminal
Procedure to clarify the authority of the United States District
Courts to issue orders commanding a person to whom a subpoena
duces tecum is directed not to notify, for a specified period,
any other person of the existence of the subpoena. Like the
amendment to the Right to Financial Privacy Act negating the
financial institution's obligation in certain situations to
notify the customer that it has provided evidence of crime to law
enforcement authorities, this provision is intended to prevent
disclosure by third party record holders, such as banks, of
legitimate law enforcement interest in the records subpoenaed by
a grand jury. Such premature disclosure obviously has a high
potential for impairing the investigation and should not be
tolerated.

The joint efforts of the Departments of Treasury and Justice
to investigate and prosecute narcotics money laundering in Puerto
Nico is continuing. Operation Tracer is only one of the
investigations initiated by the joint task force. The congress
can greatly assist our efforts by expeditiously reviewing and
passing on our proposed money laundering bill.

Mr. Chairman, let me again express my appreciation for the

opportunity to present our views to the subcommittee on this
important area of law enforcement concern. I'll be happy to

entertain any questions the Senators might have.

[Subsequent to the hearing the following letter was received from
Juan Acosto Alicea, secretary of the treasury of Puerto Rico, and
follows as exhibit No. 2:]
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August 15, 1985

Hon. William V. Roth

Chairman

Committee on Government Affairs
United States Sepate
Washington, D.C.

Dear Senator Rotn:

1 would like to address some comments in ruference to the
presentation made by Mr. Charles W. Blau, Assoclate Deputy
Attorney General, before the Permapent Subtommittee on
Invastigations of the Committee on Government Affairs of the
United States Senate on July 25, 1985,

In Mr. B8lau‘s preseptation ha made some very ganeral
comments which we have already addressed in our letter of July
24, 1985 but which we wish to reemphasize so as to set tha
racord straight, In his dissertation as to the origins of
"Oparation Tracer", and its corollary “Operation Greepback®, a
generalization was made of the Puerto Rico banking community's
compliance with the cuTrrency transaction raporting
requirements of the Bank Secrecy Act, which 1s contradictory
with further statements made by Associate Uepubty Attoxrney
General Blau, He has stated that an analysis showed "almost a
total lack of caompliapnce with the Bank Sscrecy Act® and
proceeds to substantiate his claim with a presentation of the
charges brought against 17 individual members of the banpking
community. His very statements dlsclaim an dinstitutional
invaolvement in the "meoney laundering scheme® he referread to.
We most energetically object to any unsubstantiated claim of
wignqdoing by the puyertorrican community as it reflects to us
a »

"A  loosely assoclated network of local  financial
institutions acting in concert with 1illegal lottery ticket
daalers™ was allegedly uncovered by federal law enforcement
officers; yet no proof of said network has been submitted to
the Committes, or the community, except the arrest of 17
individual participants In various financial institutions who
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Hon. William V. Roth
August 15, 1985
Page two

allegedly violated not only federal statutes but their own
institution's internal proceduras, Thare is no way that the
fact of these charges can be related to a "network® of corrupt
practices,

We fully support and shall continue to cooperate with
federal law enforcement agencies in their endeavour to assure
compliance with federal statutes affecting the Commonwealth of
Puerto Rico; but we shall not stand idly by and, uncontested,
allov the reputation of our community to be put in question.

Cordially,

dtary of the Treasury
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Chairman Rorn. Our next witness is Charles Morley, chief inves-
tigator of the committee. Mr. Morley, raise your right hand.

Do you swear the testimony you will give before the subcommit-
tee will be the truth, the whole truth and nothing but the truth, so
help you God?

Mr. MorLey. 1 do.

Chairman Roru. Please be seated. Would you describe your posi-
tion with the subcommittee and then proceed with your testimony?

TESTIMONY OF CHARLES MORLEY, CHIEF INVESTIGATOR,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS

Mr. MorLey. I am chief investigator with the Permanent Sub-
committee on Investigations.

Mr. Chairman, during our investigation, we interviewed 42 offi-
cials representing 10 financial institutions in Puerto Rico. We also
interviewed managers and examiners of the Federal Home Loan
Bank Board and the Federal Deposit Insurance Corporation. While
in Puerto Rico, we met with the Puerto Rican secretary of treas-
ury, the U.S. attorney, and representatives of Operation Tracer.

[At this point in the hearing, Senator Nunn withdrew from the
hearing room.]

Mr., Morrey. In 7 of the 10 institutions, we examined policy and
procedural manuals, internal audit manuals, and training docu-
ments, We also reviewed the procedures used by tellers and branch
officers to process and record large cash transactions. We reviewed
the bank’s exempt list and currency transaction reports retained
by the institutions. We then obtained the assistance of two bank
examiners from the Federal Deposit Insurance Corporation and

conducted a detailed examination of cash transactions of three of

the seven institutions.

Four of the ten institutions reviewed accounted for the great ma-
jority of the excess currency returned to the Federal Reserve Bank
by Puerto Rican banks. We examined these bank’s cash transac-
tions to determine the source of their large amounts of excess cur-
rency. And with your permission, I would like to introduce that
document for the record.
| [Tl*ie information referred to was marked exhibit No. 3 and fol-

ows:
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EXHIBIT NO, 3

LARGE CURRENCY FLOWS THROUGH PUERTO RICAN BANKS

Total currency sent to the Fed by banks in 1984 $1.658 Billion
Total CTRs filed by Puerto Rican financial

institutions in 1984 $ .657 Billion
Excess Cash $1.001 Biltion

Four banks account for majority of excess:

Cash to Fed in
Excess of CTRs

filed
i 140,902 million
it2 397.097 million
i#3 180.840 million
it 162,000 million
Excess accounted for (38%) 881,000 million

We reviewed documentatlon at each of these banks that explained this excess
to our satisfaction. Virtually all the excess appears to be due to transactions with
exempt customers.
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Mr. MorLEY. Our investigation of the financial institutions in
Puerto Rico indicates that although many of them have detailed
manuals, policies, and an awareness of the Bank Secrecy Act, offi-
cers and employees were nonetheless able to launder money with
little effort.

The major contributing factors to this breakdown are the use of
bearer certificates of deposit and poor recordkeeping practices.
These factors are further aggravated by the seemingly pervasive
attitude that tax evasion is harmless; therefore, a banker who as-
sists in tax evasion is not really corrupt. Inadequate supervision by
bank managers and bank regulators further compounds the prob-
lem and allows its perpetuation.

Some specific examples will illustrate how these circumstances
combined to facilitate the laundering of money. I should perhaps
first reiterate your comment, Mr. Chairman, that the examples we
are discussing here in no way reflect on the financial stability of
these financial institutions. Nor do these examples indicate that
these are the only institutions where these circumstances exist.

We found bearer certificates of deposit to be the most trouble-
some item in our examination. As you know, bearer certificates are
owned by whomever has them in their physical possession. In
Puerto Rico, the interest earned by these certificates is supposed to
be reported to the Puerto Rican Treasury. The Bank Secrecy Act
regulations section 103.34(b) (11) requires detailed records to be
kept on all certificates of deposit, bearer or registered.

We found case after case of certificates that were issued by finan-
cial institutions without any name or other identifying information
appearing in the banks’ so-called confidential customer file. We
now know—through the undercover operations of Operation
Tracer, that in some of these cases, the names appeared in so-
called black books that were kept by certain officers in their locked
desk drawers or file drawers. In several cases, the internal audit
functions of the institutions discovered these omissions and the
banks took steps to correct them, in some cases after dismissing the
offending officers.

Another common practice we discovered consists of entering
phony names in the bearer certificate register. I might reiterate
that this is not only noncompliance with the Bank Secrecy Act, but
under certain circumstances would constitute a criminal violation.

The system employed by several of the financial institutions we
investigated consisted of the following: A customer wishing to buy
a bearer certificate, whether for cash, check or otherwise, would be
taken by an officer, generally a branch manager, to a private room.
The only records that normally emerged from that room were the
minimum necessary to prepare the certificate and to make an
entry into the register. The cash received, or the check, frequently
never went through a teller, We are not sure at this point how
these bookings got into the systems, but they apparently did or the
gooks of the banks would not have balanced for that particular

ay.

Of course, only the officer involved knows whether or not the
name entered into the register is accurate. As an illustration, we
looked at one bearer certificate register that had notations
throughout such as “fat woman,” “one hand,” “bug-eyed,” “glass-
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es,” ‘“real name is" and then they would have some other name,
“real address is” and they would have some other address.

The clerk who kept this register said these comments were on
the slip of paper that emerged from the private room. Obviously,
she could not guarantee the accuracy of the names on the register.

In tracing some of these transactions we found that one customer
had also apparently used an alias at yet another institution. The
customer had an account at one bank in an apparent alias. He
then drew a consecutive series of manager’s checks payable to
third parties in amounts under $10,000 on that bank. These checks
were then used to buy bearer certificates of deposit at the bank we
examined under the same alias. We don’t know who these third
parties were, or if, in fact, they ever existed in reality.

It is interesting to note that after the June raids, we found nu-
merous cases of name changes on the bearer certificate records of
several institutions. This indicates to us that the initial names
were false, and the institutions took steps to rectify their records
following the raids.

I would like to now turn to some specific items we found at sev-
eral institutions.

The former president, vice president, and branch manager of
Caribbean Federal Savings and Loan were all charged with crimi-
nal violations as a result of Operation Tracer. At the time of his
arrest, Raul Penagaricano, the former Caribbean Federal presi-
dent, was serving as vice chairman of the Federal Home Loan
Bank of New York, the agency responsible for enforcing Bank Se-
crecy Act compliance among savings and loans in Puerto Rico. He
has since resigned both positions.

We reviewed a large number of the daily transactions at Caribbe-
an in an effort to determine their methods of receiving and report-
ing large currency transactions. We also reviewed the examination
steps taken by the Federal Home Loan Bank Board examiners at
Caribbean. Neither review was very encouraging.

The procedure for purchasing bearer certificates at Caribbean
were under the total control of the bank officers, whether the
president, the vice president or the branch manager. Customers
wishing to purchase bearer certificates would enter a private room
with the appropriate officer and later emerge with the bearer cer-
tificate. The only documents that were issued from the room were
those sufficient to prepare the certificate and to make the entries
in the register. In light of the fact that Caribbean had filed only
one currency transaction report during the 30 months preceding
March 1985, it would appear that significant Bank Secrecy Act vio-
lations may have taken place during this period.

This situation is compounded by the fact that Caribbean did not
record specific currency transactions on the tellers’ tapes. It is,
therefore, difficult, if not impossible, to determine which specific
transactions at the bank were for currency. In fact, during our
review of Caribbean’s daily transactions, we found numerous items
missing from the records altogether. Thus, we could not trace the
true ownership or method of purchase of a significant number of
bearer certificates at Caribbean. Among these were one series to-
taling $1.7 million and a second series totaling $1.5 million, each
drawn to separate persons.
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We don’t know who those people were nor could we determine
how they were purchased.

At one point, we asked a teller to assist us in reading another
teller’s proofwork. We discovered that she couldn’t explain many of
the entries. Needless to say, if another teller couldn’t understand
the tape, there is little reason to believe that an internal auditor or
bank examiner could. I'm not sure the former matters, as Caribbe-
an had no internal auditor during this period.

Finally, we should note that Caribbean never reported bearer
certificate interest payments to the Puerto Rican Treasury Depart-
ment nor did they maintain a list of customers exempt from filing
requirements of the Bank Secrecy Act.

Again, I am speaking of prior periods. I am not speaking to the
current conditions at Caribbean.

During his March 1985 examination of Caribbean, a Federal
Home Loan Bank Board examiner requested copies of CTR’s filed
during the 30 preceding months. Caribbean produced one CTR.
Given the rapid growth rate of Caribbean’s balance sheet, the ex-
aminer suspected that more CTR’s should have been filed and, ac-
cordingly, expanded his examination. He found a large number of
apparent cash purchases of certificates of deposit during December
1984 and January 1985 in excess of $10,000 for which no CTR's
were filed. The examiner described these in his draft of the final
report.

Mr, Penagaricano, the president of Caribbean protested to Vin-
cent Cerreta, former acting regional director for the Federal Home
Loan Bank Board in New York stating that he was sure he could
document that these transactions were in fact not currency trans-
actions. Penagaricano later submitted such alleged documentation
for the months of January and February 1985. The examiner’s
comments regarding the failure to file CTR's were stricken from
his report unbeknownst to the examiner.

In addition, Frank Nelson, the bank examiner’s supervisor, felt
the examiner’s terminology regarding the president’s lack of under-
standing of the exempt qualifications was inappropriate so he took
what he termed ‘‘poetic license’’ and struck the comments from the
report. These deletions were replaced by a statement that Mr. Pen-
agaricano would ensure correction of any deficiencies in the com-
pliance area, even though Mr. Nelson had not spoken to Mr. Pena-
garicano about this matter.

With your permission, I would like to submit copies of these doc-
uments and other pertinent documents into the record.

Chairman Rora. Without objection.

[The documents referred to were marked exhibit No. 4 and
follow. Other documents attached to exhibit No. 4 may be found in
the subcommittee files.]
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3 Docket No. 7346

Net torth
ohe ratios of net worth to total assets and to savings capital at December
31, 1984 have increased to 2.0% and 2,5%, respeitively, from 0.5% and 0,7%
at the previous examination. However, these ratios remain well below the
latest available peer group averages. These low ratios are attributed to
the association’s vapid growth, and the $25,000 loss for the last quarter
of 1984, due to non-operating expenses.

Thé net worth requirement was met at December 31, 1984 and during the two
month period ended February 28, 1985.

President Penagaricano stated that the ratio of net worth to total assets
has increased steadily and he feels the net worth ratio will increase to 3%

_by Juna 30, 1985 or September 30, 1985.
N T

Currency snd Foreign Trangaction Reporting Act

- The association has prepared only one form 4789 during the 30 month period

4.

under review. However, a test check of deposit slips for the months of
December 1984 and January 1985 disclosed 32 cash deposits of $10,000 ox
more, most of which appear to have been used to open savings certificates.’

President Penagaricano stated that he will 1nvestigaté this matter to insure
compliance in the future,

Subsequent to the completion of the examination, Mr. Penagaricano submitted
supporting documentation to show that the transactions were not cash
transactions but were, in fact, transfers from maturing CD's to new CD's,

Financial Management

The association continues to invest most of its capital in £ixed rate and
term f£irst mortgage loans secured by single~family dwellings. During the
period under review the Board of Directors approved a risk management plan
which reduced the term of these loans from 30 years to 10 or 15 years.

However, the association does not offer shorter term or adjustable rate
mortgages, despite the existence of a strong asset/liability mismatch. As
shown on page 15, 84.5% of total savings capital matures in one year or
less, and 68.0% of total savings are in accounts of $50,000 and over
maturing in one year or less.

President Penagaricano stated that the bank has not been offering variable
rate mortdage loans because the Commonwealth of Puerto Rico authorizes
variable rate mortgages only in a way that makes it impossible to sell them.
He continued by stating that the bank has veduced the vemaining life of
mortgage loans to an average of 8 years,

Directors' Attendance

As shown on page 3 of this report, Director Eduardo Ferrer attended only 17
of 44 vegular Board of Directors’ meetings held during the period under
review, In additlon, Director Ferrer has been cited in previous reports of

 examination for not attending a material number of board meetings.

President Penagaricano stated that Director Eduardo Ferrer has other
business commitments which preclude his regular attendance at meetings and,
vegardless, ig a valued member of the boavd, '

Community Beinvestment Act

A review of association activity for compliance with the Community
Reinvestment Act did not disclose any material areas of concern.

The following additional pages are included in this yeport: 3, 4, 5, 6 and 15;
other standard report pages have been omitted.

rls

2.
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RARIBREAN FEPERAL SAMIMNGS BANIK

P, 0. BOX CF, CAROLINA, PUERTO RICQ 00628 « TEL. { 800 ) 762 « 6050

April 8, 1985

M, Vincent A, Cerreta

Assistant District Director Examinations
Federal Home Loan Bank Board

One World Trade Center, Ficor 88

New Yark, NY 10048

Dear Vince:

After fimishing the Audit performed by the Federal Home Loan Bank Board of Caribbean
Federal Savings Bank of Puerto Rlco, | fee! proud and satisfled for the quality of the
auditing and its rosult. Said audit ended on April 4, 1985. it was nsecuted by Mr.
Williara Otto.

inasmuch as | have always been a perfectionist, there 13 one item In the Auditing
Report which sounded strange to me and | Instructed ourbranch manager to look into
the matter, Mr, Otto Informed to me that he had made a spot check of the months
of January and February of 1985 looking for the compliance and fllling out of form
4789 of the Treasury Departrnent. Since he was leaving on Thursday morning, and
Caribboan Fodaral Savings, because of the Hally Week, was closing the doors to the
public at 12:00 that day and on Friday and Saturday for the full day, It was not until
Monday, April 8, that our Manager was Instructed to revise all deposits and transactions
for both months, Wo have found out that thero has not boen any violations at ali.

The confusion is due to the fact that when a certificate |5 cancelled at maturity and a
new one is issued, wo cancel the old one and always Issue a new certificate. On the
deposit ship of the new certiticate, wo print the amountbetng transferred In the space
provided for "“cash". Thatdoes not means that o new certificate was Issued In cash,
The ariginal certificate, maybo opened months before, was established by check,

Enclosed will find photostatic copies of all the documents that shows the above mentioned
observations,

Sincerely yours,

/’——\_ ;/Qv_.__

“—""Raul Peflagaricano

President

mtr
enclosures
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Congressional Research Service

The Library of Congress
Translation (Spanish)

Washington, D.C. 20540

Caribbean Federal Savings Bank of Puerto Rico
MEMORANDUM

TO: Managers

FROM:  Raul Penagaricano, President

DATE:  May 31, 1985

SUBJECT:  Department of Treasury Regulations regarding cash transactions

The present memorandum has as its purpose to bring to your attention
a matter, which although you have been aware of it since some time ago,
1 want to emphasize the importance of the same. 1 am referring to the
requirement by the Federal Department of the Treasury that every cash
transaction of $10,000.00 or more must be reported by us to the Interma)l
Revenue Service. lfhen I speak of apy cash transaction of $10,000.00 or
more, this means that when a customer brings such an smount to bo deposited
in a savings account, to open a savings certificate, to purchase traveler's
checks, etc., it {is required that Farm 4782 be prepared and that the same
be forwarded to the Internal Revenue Service within 15 days after the
funds are received.

We do not have to fi11 out Form 4789 if the cash transactions of
$10,000.00 or more are reasonable, 1f our customer, due to the type of
business he is in, habitually deposits money in cash. Form 4789, under
the inset "exceptions"which appears on the back, has additional informa-
tion referring to the above-mentioned item. For those persons on whom
no Form 4789 has to be Filled out, the bank has to carry a record with
their name, Social Security number and amount {nvolved. This record does
not have to be sent anywhere. It merely must be kept available for any
investigation.

There is another form that has to be complied with when there are
transactions in currency or negotiable {nstruments in amounts over
$5,000.00, and covers only vwhen there is an international transaction
in currency ar negotiable instruments, This form is 4790 and has to be
sent to the Internal Revenue Service within the first 30 days after the
?gansaction, Copies of both Form 4789 and Farm 4790 must be kept for

ve years,

Translated by Wesley Kerney- CRS - Language Services - 7/19/85 - amc
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MEMOBRAMDO

A H Gerontas
DE ; Roul Penaganiuane, Preaidente
FECHA 3t de mayo de 1085

ASUNTO: Reglas del Departamento del Tesoro sobre fransacciones on
efcctivo.

El presente memorial propende el traer o vuestro aloncidn un
asunto, que aunque es de conacimicnhto de ustedes desde hace olydn uempe,
quiero por ia presento enfatizar la importancio ded mismo, Mo refiero al
requerimiento del Dopartamento del Toqoro Fedaral, a qua tady transaccion
de $10,000.00 o mads en efeclive, debe ser informada por no8ateos al laternal
Ruevenue Service, Cuando menciono cualquier transaccién cdesde $10,000.00
o mids en efectivo, esto signitica. que cualquiar clicnte que traigh eva Gon-
tidad para depositar una cuenta de aharro, abrir un certificado de uhutro,
comprar chequas de viajero, ctc., se requiere of que se prepare la furmo
4789 y se somnata la misma a Internal Raevenue Service dentro de les 15 dias
en que se rociben los fondos,

No tenemos que llenar la forma 4789 s lus transacciones en
efectivo de $10,000.00 o mds son razonables, ya que nuestro cliente, por
costumbre, debido al tipo de negoclo a que se dedica, es cortiente que
depasita dinero en efective. lLa forma 4783 y bajo el incisn “exceptiung!
que aparece al dorso de la misma, tiene Informacion adicional teferente a
lo anteriormente aludido. Aquellas personas a las que no se les tesa la
forma 4789, el banco tiene que llevar un record con nombre, el seguro social
y la cantidad enwetta. Dicho record no tiene que enviarse a ningun lugas,
Solarente, tenerla disponible para cualquier inveshigacon,

Existe otra forma que tiene que ser cumplimmentada cuande
oxisten transaccionas en monada o instrumentos nagociables par mds de
$5,000.00 y cubre solamente cuando esisty una tirunsaccidn internacional de
monedt o instiumento nejociable, Esta forma as 1a 4790 y tene que ter
remitida al Internal Revenue Servico dentro de los primaeros 30 dius u partis
dal incidente, Tanto la forma 4789 como la 4790, ias copias do la mismas,
ticnen que guardarse por cinco afos,

mudr
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‘ﬁn INTER-OFFICE COMMUNICATION
FROM:  Edward J. 0 Connell, III DATE: June 21, 1985
U William J. Schilling SUBJECT:  Ccaribbean FSB of
Director Puerta Rico

Carolina, PR
FHLBB No. 7346

This is in response to your request that I contact Vince Cerreta regarding -
the deletion of a comment from a recently compileted report of examination

of this institution which described violations of the Currency and Foreign
Transactions Reporting Act (the Bank Secrecy Act). The report of examina-
tion has been forwarded to the Supervisory Agent, however, the report has
not yet been transmitted to the institution.

I became aware of this comment deletion through a telephone conversation
with the FHLBank of New York. Today I called Acting District Director
James J, Gorman and recommended that the report of examination be amended
to include the previously deleted commant. Also I suggested that Mr,
Gorman and Supervisory Agent Vigna call me on Monday June 24, 1985 to
further discuss this matter. Mr. Vigna was not in the office today. Also
as you know it is not unusual to add, delete or modify comments based on

. the ;eceipt of additional information or the detection of typing or tech-
nical errors,

Mr, Cerreta in a telephone conversation this afternoon explained to me the
reason for deletion of the comment regarding the CFTR Act which is summa-
iized as follows:

The pencil copy of the report of examination contained a comment citing
several instances of failure of the institution to file required 4789
forms with the IRS. Before the report of examination was processed by the
District Office Mr. Cerreta was contacted by Raul Enrique
Penagaricano-Soler, president of Caribbean Federal Savings Bank who stated
that he could not helieve there were so many failures to file the 4789

+ forms. Mr. Penagaricano-Soler apparently subsequently advised Mr. Cerreta
that he had checked the institution’s records and determined that in fact
these transactions did not involve cash, although the institution's re-
cords had mistakenly shown the transactions to be cash, and consequently
there was no requirement to file the 4789 forms with IRS and further that
there was no violation by the institution of the CFTR Act, Mr.
Penagaricano-Soler stated that the transactions actually invalved not cash
but the transfer from one CD to another. He advised Mr., Cerreta that he
had journal entries to support his statement. This information was sup-
plied to Mr. Cerreta who reviewed the material and concluded that the
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documentation supported Mr. Penagaricano-Soler's claim that thare was no
vialation of the CFTR Act. Mr, Cerreta continues to believe that the
material submitted by the institution supports its position that there was
no CFTR Act violation for failure to file 4789 forms with IRS.

My own view is that it is best to present the examiner's comment in the
report of examination, The institution as in all other situations will
have an opportunity to comment and supply whatever information it has
should it disagree with the comment.

My understanding is that Mr. Raul Enrique Penagaricano-Soler enjoyed- an
excellent reputation, His June 6, 1985 indictment on one count of con-
spiracy, two counts of failing to file, causing the failure to file, of a
currency transaction report on a currency transaction exceeding $10,000,
as part of a pattern of 11legal activity involving transactions exceeding
$100,000 within a 12-month period and three counts of failing to file, and
causing the failure to file, of a currency transaction report on a cur~
rency transaction exceeding $10,000, at a minimum raises question as to
his integrity. The Board has suspended and prohibited Mr. Penagaricano-Soler
as an officer and director of Caribbean FSB and also suspended him as a
director of the FliLBank of New York.

ED e W il

Assistant Qirector for
Regionajl/ Operations

EJ0"C:ch
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Mr, Morwey. We reviewed the documentation sent by Mr. Pena-
garicano to the Bank Board and have found it inadequate, First of
all, rather than addressing December 1984 and January 1985, it ad-
dregses January and February 1985, Likewise, it addresses only
some of the transactions noted as exceptions by the examiner,

Finally, given the total disarray of the institution’s records with
respect to currency transactions, it would be necessary to see the
actual photocopy of the check used to purchase the certificates
before we would be convinced that they were purchased by check
rather than by currency. This type of documentation was not in-
cluded in the documentation sent to Mr, Cerreta. When these ex-
ceptions were raised by our staff with Mr, Cerreta, he stated that
Mr. Penagaricano probably knew more about the Bank Secrecy Act
than Mr. Cerreta did.

In January 1985, the internal auditor at Banco Financiero de
Puerto Rico discovered that the customer confidential card file
maintained for the holders of bearer certificates of deposit had nu-
merous cards which contained no names, addresses or Social Secu-
rity numbers, The internal auditor and the audit committee board
member reported this noncompliance in a letter to the president,
Mr. Munoz. Mr. Munoz stated that he then discussed this particu-
lar violation with the executive vice president and told him to see
that it was corrected,

Our investigation of the card files involved determined that sev-
eral large depositors were personal customers of Banco Finan-
ciero’s marketing officer and that their existence was unbeknownst
to that officer's supervisor, the branch manager, or the president,
notwithstanding the fact that at least one of these customers could
probably be categorized as one of the bank’s largest depositors.

We also uncovered an unusual situation at Banco Financiero and
the Banco de Ponce involving the purchase of millions of dollars of
managers’ checks with what appear to be bad checks. We docu-
mented $1.7 million of these transactions at Banco Financiero
during the period July 23, 1984, through October 30, 1984, even
though we did not review every day during this period.

It appears that a courier delivered numerous $9,500 checks
drawn by Rodal Magazine Distributors on another bank to Banco
Financiero on a daily basis. Daily transactions ran as high as
$150,000. The courier, with the assistance of a bank officer, would
buy numerous managers’ checks, payable to third parties. These
checks were then redeposited the next day right back into the ac-
count of Rodal from which the funds were taken in the first place,
thus covering the otherwise bad checks. These transactions were
apparently given the blanket approval of Angel Alvarez, a board
member with Banco Financiero.

[A summary of these transactions follows:]



Monday
Tuesday
Thursday
Monday
Tuesday
Wednesday
Thursday
Friday
Monday
Tuesday
Wednesday
Thursday
Friday
Monday
Tuesday
Thursday
Friday
Monday
Wednesday
Tuegday
Wednesday
Thursday
Friday
Monday

Monday
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BANCO FINANCIARO

Daily Amount of Manager's Checks Purchased
by Rodal Magazines Distributors, Inc.
on Days Reviewed

7/23/84
7/24/84
7/26/84
7/30/84
7/31/84
8/1/84
8/2/84
8/3/84
8/6/84
8/7/84
8/8/84
8/9/84
8/10/84
8/13/84
8/14/85
8/16/84
8/17/84
8/20/84
8/22/84
9/4/84
9/5/84
9/6/84
9/7/84
9/10/84
10/1/84

$19,000.00
28,500.00
58,500.00
28,500.00
38,500.00
38,000.00
19,000.00
44,000.00
40,500.00
33,340.45
28,500.00
28,500.00
28,500.00
45,250.00
35,000.00
36,302.52
38,000.00
38,963.00
47,500.00
54,500.00
57,000.00
82,613.10
56,500.00
$5,500.00
150,040.50

Wednesday
Tuesday
Friday
Monday
Tuesday

Tuesday

TOTAL

10/3/84
10/9/84
10/19/84
10/22/84
10/23/84
10/30/84

$66,000.00
66,000,00
84,000.00
75,000.00
152,500.00
84,000.00

$1,658,009.57
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Mr. Morcrey. During 1 week in April 1985—this is 1 week, re-
member—Rodal purchased over $1 million in managers’ checks
from the Banco de Ponce, again using worthless checks drawn on
another bank. The Banco de Ponce immediately detected the
scheme and ended it. At this point, we do not know what the pur-
pose of these transactions was. It is clear, however, that these
transactions violated Banco Financiero’s policies and were appar-
1evxlltly conducted unbeknownst to the president of the bank, Mr,

unoz.

Mr. Chairman, as I am neither a banker nor a bank examiner, I
would hesitate to make final recommendations based upon our in-
vestigation of money laundering in Puerto Rico. However, I think
we can suggest that perhaps those experienced in these fields could
explore certain possibilities.

Our investigation of the daily teller’s transactions immediately
surfaced problems in several of the institutions we surveyed. We
determined which days to review at any given branch by reviewing
their cash transactions with their correspondent bank or the Feder-
al Reserve. This surfaced unusual cash activities at particular
branches on specific dates. Perhaps this same technique could be
used by banks and their regulators in determining compliance with
the currency-reporting requirements of the Bank Secrecy Act.

It is virtually impossible for an internal auditor to audit large
currency transactions in an institution that does not specifically
record currency transactions on the teller's tape. On the other
hand, institutions we reviewed which had on-line computer systems
or which manually prepared cash-in, cash-out tickets, left very easy
trails for internal audit to follow. Bank managers may wish to
ensure that their systems leave a clear audit trail for currency
transactions in order to further protect themselves from being vic-
timized by money launderers and their accomplices.

A significant number of the cases involved in Operation Tracer
concerned officers who had the apparent authority to act alone in
issuing bearer certificates or managers’ checks. The nature of these
instruments would seem to dictate that two responsible officers
should be involved in their issuance.

Several banks we reviewed issue certificates of deposit and man-
agers’ checks only to established customers, Managers’ checks and
certificates of deposit over specified amounts require full identifica-
tion just as would be required in cashing a third-party check. This
is an extension of the “know your customer” policy such as that
recently implemented by the Bank of Boston. This, again, seems to
be good insurance at little cost.

Several banks in Puerto Rico require daily currency analyses to
be conducted by their operations officers at the branch level. This
immediately identifies any unusual currency flows and alerts
senior management to the possibility that these may be unreport-
ed. These banks view this additional step as sound cash manage-
ment which goes hand in glove in determining the branch’s daily
cash needs, a process all banks must go through regardless.

In conclusion, it is our impression that though the Bank Secrecy
Act has been a matter of widespread attention in some quarters of
the Puerto Rican financial community, a few bankers and bank of-
ficers have caused a near calamitous situation in that community.
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The institutions involved have learned the painful lesson learned
by so many before—that a careless approach to the Bank Secrecy
Act can end in disaster. OQur investigation indicates that all these
situations could have been detected and quickly remedied with
minimal amount of cost or effort on the part of the banks and their
regulators.

Chairman Rorx. Thank you, Mr. Morley. I want to emphasize
what you say in the last paragraph. What we found to be true of
some banks and officials should not be taken as true of all finan-
cial institutions. As you say at the beginning of your conclusions,
you are neither a banker nor a bank examiner, but I take it you
don’t have to be very sophisticated in financial matters not to
wonder why—let me read your third paragraph on the first page.

Four of the ten institutions reviewed accounted for the great majority of the
excess currency returned to the Federal Reserve Bank by Puerto Rican banks, We

examined these bank cash transactions to determine the source of their large
amounts of excess cash.

I would like to go back to our prior witness who I think very
properly pointed out that the bank examiners have many things to
look at, of which bank secrecy is only one. But isn’t the fact there
were these huge sources of excess currency a loud and clear bell
that something is wrong?

Mr. MorieEy. Well, it certainly indicates that there is a great pos-
sibility that something is amiss.

Chairman RorH. At least you should investigate it.

Mr, MorrEY. I certainly agree. It is a classic indication some-
thing is going on there that is not readily explained.

Chairman RorH. You can’t say just because you had so many
other things to do that you didn’t notice this large flow of currency,
could you? Isn't that going to be perfectly obvious to any bank ex-
aminer?

Mr. MorLEY. If you had the data available, yes, it would be obvi-
ous. Now. one question that arises in our minds is, did they in fact,
have the data available? If you recall, in the Bank of Boston inves-
tigation, we discussed with the regulators the sharing of informa-
tion and the question arises whether or not the Federal Home
Loan Bank Board actually took the initiative to get these figures
from the Federal Reserve. Of course, they are readily available in
Puerto Rico and it did not take long to get these figures. They are
right there.

Chairman Rots. If you were examining these accounts and you
saw this large flow of currency, wouldn't one of the first things you
would want to do then is look at the CTR’s?

Mr. MorLEY. Yes, absolutely.

Chairman RorH. Would it raise any questions to the fact that
very few were in existence at some of these institutions?

hMr. MogrLEY. Absolutely. I would want to get an explanation for
that.

Chairman RorH. I just find it incomprehensible the lack of ade-
quacy of the review, particularly when you go on with your other
testimony, you say on page 2, in the case of bearer certificates reg-
ister how very, very little information was available. How did the}r
identify them? “Fat woman,” “one hand,” “bug-eyed,” ‘“glasses.”
The only records that normally emerged from that room was the
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minimum necessary to prepare the certificates to make an entry
into a register. Would that be some kind of alarm signal if you
were a bank examiner even if you weren’t the most sophisticated
in the world?

Mr. MorLey. Again, I would think so. Maybe, we are again
seeing surface again—as we did in the Comptroller’s Office in our
previous investigation—a lack of knowledge by senior officials.
They have not addressed the issue of how money is laundered,
what are the telltale signs; what is the Bank Secrecy Act and how
does it fit into all of this.

Chairman RorH. In your conclusion you say, “It is virtually im-
possible for an internal auditor to audit large currency transac-
tions in an institution that does not specifically record currency
transactions on the teller’s tape.”

How well trained do you have to be to dope that out?

Mr. Mortey. I had long discussions with the two FDIC examiners
with whom I was working. I have to say they were rather aghast at
the situation. They said they have never seen anything like this.
They were very concerned for any number of reasons. Again, you
look at this and you say how on earth do you balance it? Apparent-
ly—not apparently, this is what we were told by the tellers and
other people in the banks, you start with beginning cash; you have
a figure for beginning cash; you have a figure for ending cash, and
you have all these transactions over on the side; some are recorded
and some are not. Maybe they have an adding machine tape of
checks and an adding machine tape of certificates of deposit,
adding machine tape of manager’s checks, With all this, they hope
to balance it.

We asked, what if it doesn't balance? We never got an answer.
They do not have specific entries for cash. Cash is what we call in
accounting terminology a forced figure. If it is not there to back
into, I don’t know what you do. I suppose you go to cash over and
under account and hope that balances it out over a period of
months,

Chairman RorH. Like you, I am not sophisticated in intricate
banking matters. I can barely balance my own account.

Mr. MorLEY. I am sure you record cash, though, Senator.

Chairman RotH. I don’t have much cash flow, to be honest with
you. {Laughter.]

It really shocks me, at least in some of these institutions, the
lack of internal controls and records. It is not only a question of
the Bank Secrecy Act, but I really question how they can look at
the solvency and other requirements of the law.

I want to thank you very much for your testimony. Senator
Rudman?

Senator RupMAN. I just thank Mr. Morley for his usual very
good and thorough testimony and excellent presentation on short
notice. 1 don't have any questions for Mr. Morley.

Mr. MorLey. Thank you, Mr. Chairman.

[Mr. Morley’s prepared statement follows:]
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STATEMENT OF
CHARLES MORLEY

Introduction

During our investigation we Interviewed 42 officials representing 10 financial
Institutlons in Puerto Rico. We also interviewed managers and examiners of the
Federal Home Loan Bank Board and the Federal Deposit Insurance Corporation.
While in Puerto Rico we met with the Puerto Rican Secretary of Treasury, the U.S.
Attorney, and representatives of Operation Tracer.

In 7 of the 10 institutions, we examined policy and procedural manuals,
Internal audit manuals and training documents. We also reviewed the procedures
used by tellers and branch officers to process and record large cash transactlons,
the bank's exempt list and Currency Transaction Reports retained by the
Institutlons, We then obtained the assistance of two bank examiners from the
Federal Deposit Insurance Corporation and conducted a detailed examination of
cash transactions of 3 of the 7 institutions.

Four of the 10 institutions reviewed accounted for the great majority of the
excess currency returned to the Federal Reserve Bank by Puerto Rican banks. We
examined these bank's cash transactions to determine the source of their large
amounts of excess cash.

Results of Examination

Our Investigation of the financlal institutions in Puerto Rico indicates that
although many of them have detailed manuals, policies and an awareness of the
Bank Secrecy Act, officers and employces were nonetheless able to launder money
with little effort, The major contributing factors to this breakdown are the use of
bearer certificates of deposits and poor recordkeeping practices. These factors are
further aggravated by the seemingly pervasive attitude that tax evasion Is
harmless; therefore a banker who assists In tax evasion Is not_really corrupt.
Inadequate supervision by bank managers and bank regulators further compotinds
the problem and has allowed its perpetuation.

Specific Cases

Some specific examples will illustrate how these circumstances combined to
facilitate the laundering of money. I should perhaps first reiterate your comment,
Mr. Chairman, that the examples we are discussing here in no way reflect on the
financial stablility of these financlal institutions. Nor do these examples indicate
that these are the only Institutions where these circumstances exist.

We found bearer certificates of deposit to be the most troublesome item in our
examination. As you know, bearer certificates are owned by whomever has them in
their physical possession. In Puerto Rico, the interest earned by these certificates
is supposed to be reported to the Puerto Rican Treasury. The Bank Secrecy Act
regulations section 103.34(b)(11) requires detalled records to be kept on all
certificates of deposit, bearer or registered.
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We found case after case of certificates that were lssued by financlal
institutions without any name or other idenﬂ{yin{;v information appearing in the
banks so-called confidential customer files e now know -- through the
Undercover Operations of Operation Tracer, that In some of these cases, the
names appeared in so called "black books" that were kept by certain officers in
their locked desk drawers or file drawers, In several cases, the Internal audit
functions of the institutions discovered these omissions and the banks took steps to
correct them -- In some cases after dlsmissing the offending officers.

Another common practice we discovered conslsts of entering phony names in
the bearer certificate reglster. I might reiterate that this is not only non-
compliance with the Bank Secrecy Act but under certain clrcumstances would
constitute a criminal violation. The system employed by several of the financial
institutions we Investigated consisted of the following: A customer wishing to buy
a bearer certificate, whether for cash, check or otherwlse would be taken by an
officer, generally a branch manager, to a private room. The only records that
normally emerged from that room were the minimum necessary to prepare the
certificate and to make an entry Into the register, The cash received - or the
check —frequently never went through a teller, We are not sure at this point, how
these bookings got into the systems, but they apparently did or the books of the
banks would not have balanced for that particular day. Of course, only the officer
Involved knows whether or not the name entered into the register Is accurate. As
an illustration, we looked at one bearer certificate register that had notations
throughout such as "fat woman" "one hand" "bug-eyed" "glasses" "real name Is

", ete, The clerk who kept this register sald these comments were on the slip
of paper that emerged from the private room. Obviously, she could not guarantee
the accuracy of the names on the register she maintained.

In tracing some of these transactions we found that one customer had also
apparently used an allas at yet another institution. The customer had an account
at one bank In an apparent allas. He then drew a consecutive series of manager's
checks payable to third parties in amounts under $10,000 on that bank. These
checks were then used to buy bearer certificates of deposit at the bank we
examined under the same allas, We don't know who these third parties were, or If,
in fact, they actually exist.

It Is interesting to note, that after the June ralds, we found numerous cases of
name changes on the bearer certificate records of several institutions. This
indicates to us that the initlal names were false, and the institutions took steps to
rectify their records following the raids.

I would like to now turn to some specific items we found at several
Institutions.

The former President, Vice President and Branch Manager of Caribbean
Federal Savings and Loan were all charged with criminal violations as a result of
Operation Tracer., At the time of his arrest, Raul Penagaricano, the former
Caribbean Federal President, was .erving as Vice Chairman of the Federal Home
Loan Bank of New York, the agency responsible for enforcing Bank Secrecy Act
compliance among savings and loans in Puerto Rico. He has since resigned both
positions. We reviewed a large number of the daily transactlons at Caribbean in an




60

effort to determine their methods of recelving and reporting large currency
transactions. We also reviewed the examination steps taken by the Federal Home
Loan Bank Board examiners at Caribbean. Nelther review was very encouraging.

The procedure for purchasing bearer certificates at Caribbean were under the
total control of the bank officers, whether the President, the Vice President or the
branch manager. Customers wishing to purchase bearer certificates would enter a
private room with the appropriate officer and later emerge with the bearer
certificate.  The only documents that were issued from the room were those
sufficient to prepare the certificate and to make entries In the register. Adding
machine tapes reflectlng the count of the currency were destroyed.  Witnesses
recalled recurrlng instances where unidentifled customers came in with large
amounts of currency to buy bearer certificates. This currency never went through
the tellers at Caribbean and therefore no record exists of these specific
transactions beyond the Issuance of the certificates and the entries in the register.
In light of the fact that Carlbbean had filed only one Currency Transaction Report
during the 30 months preceding March 1985, it would appear that significant Bank
Secrecy Act violations may have taken place during this perlod.

This situation is compounded by the fact that Caribbean did not record
specific currency transactlons on the tellers tapes. [t s therefore difficult, if not
impossible, to determine which specific transactlons at the bank were for
currency. In fact, during our review of Caribbean's daily transactions, we found
numerous items misting from the records altogether. Thus, we could not trace the
true ownership or method of purchase of a significant number of bearer
certificates at Caribbean. Among these were one series totalling $1.7 million and
a second series totalling $1.5 million.

At one point, we asked a teller to assist us in reading another teller's proof
werk. We discovered that she couldn't explaln many of the entries. Needless to
say, if another teller couldn't understand the tape, there s little reason to believe
that an internal auditor or bank examiner could. I'm not sure the former matters
as Caribbean had no internal auditor during this period.

Finally, we should note that Caribbean never reported bearer certificate
interest payments to the Puerto Rican Treasury Department nor did they maintain
a list of customners exempt from the filing requirements of the Bank Secrecy Act,

During his March 1985 examination of Caribbean, a Federal Home Loan Bank
Board examiner requested copies of CTRs filed during the 30 preceding months.
Caribbean produced one CTR. Glven the rapid growth rate of Caribbean's balance
sheet, the examiner suspected that more CTRs should have been filed and
accordingly expanded his examination, He found a large number of apparent cash
purchases of certiticates of deposit during December 1984 and January 1935 in
excess of $10,000 for which no CTRs were filed, The examiner described these In
his draft of the final report of examination.

Mr. Penagaricano, the Presldent of Caribbean protested to Vincent Cerreta,
former Acting Reglonal Director for the Federal Home Loan Bank Board in New
York stating that he was sure he could document that these transactlons were in
fact not currency transactions. Penagaricano later submitted such alleged
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documentation for the month of January and February 1985, The examiner's
comments regarding the fallure to flle' CTRs were stricken from his report
unbeknowst to the examiner. In addition, Frank Nelson, the bank examiner's
supervisor, felt the examiner's terminology regarding the President's lack of
understanding of the exempt qualifications was Inappropriate so he took what he
termed "poetic license" and struck the comments from the report. These deletions
were replaced by a statement that Me. Penagaricano would ensure correction of
any deflciencles In the compliance area, even though Mr. Nelson had not spoken to
him,

We have reviewed the documentation sent by Mr. Penagaricano to the Bank
Board and have found it Inadequate. First of all, rather than addressing December,
1984 and January, 1985, it addresses January and February of 1985, Likewise it
addresses only some of the transactions noted as exceptions by the Examiner.
Finally, given the total disarray of the Institution's records with respect to
currency transactions, it would be necessary to see the actual photocopy of the
check used to purchase the certificates before we would be convinced that they
were purchased by check rather than by currency. This type of décumentatlon was
not Included in the documentation sent to Mr. Cerreta. When these exceptions
were ralsed by our staff with Mr. Cerreta he stated that Mr. Penagaricano
probably knew more about the Bank Secrecy Act than Mr. Cerreta did,

In Japuary of 1985, the internal auditor at Banco Financiero de Puerto Rico
discovered that the customer confldential card flle malntained for the holders of
bearer certificates of deposit had numerous cards which contained no names,
addresses, or social security numbers. The internal auditor and the audit
committee board member reporting this noncompliance in a letter to the
President, Mr. Munoz, Mr. Munoz stated that he then discussed this particular
violation with the Executive Vice President and told him to see that it was
corrected,

Our investigation of the card files involved determined that several large
depositors were personal customers of Banco Financiero's marketing officer, and
that their existence was unbeknownst to that officer's supervisor, the branch
manager or the President, notwithstanding the fact that at least one of these
customers could probably be catagorized as one of the bank's largest depositors.

We also uncovered an unusual situation at Banco Financlero and the Banco de
Ponce Involving the purchase of millions of dollars of manager's checks with what
appear to be bad checks. We documented 51.7 million of these transactlons at
Banco Financiero during the period July 23, 1934 through October 30, 1984 though
we did not review every day during this period, It appears that a courier delivered
numerous 39,500 checks drawn by Rodal Magazine Distributors on another bank to
Banco Financiero on a daily basis. Dally transactions ran as high as $150,000, The
courier {with the help of a bank officer) would buy numerous manager's checks,
payable to third parties. These checks were then redeposited the next day right
back into the account of Rodal from which the funds were taken in the first place,
thus covering the otherwise bad checks, These transactions were apparently given
the blanket approval of Angel Alvarez, a board member with Banco Financiero.

53-218 0 ~ 85 ~ 3
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Durlig one week in April 1985, Rodal purchased over $1 million In managers
checks from the Banco de Ponce, again using worthless checks drawn on another
bank. The Banco de Ponce immediately detected the scheme and ended it. At this
point we do not know the purpose of these transactions, It is clear however, that
these transactions violated Banco Financlero's policies and were apparently
conducted unbeknownst to the President of the Bank, Mr. Munoz.

Conclusion

Mr. Chairman, as I am neither a banker nor a bank examiner, | wouid hesistate
to make final recommendations based upon our Investigation of money laundering
in Puerto Rico. However, | think we can suggest that perhaps those experienced In
these fields could explore certain possibilities.

1. Our investigation of the daily teller's transactlons immediately surfaced
problems In several of the institutions we surveyed. We determined which
days to review at any given branch by reviewing thelr cash transactlons with
their correspondent bank or the Federal Reserve. This surfaced unusual cash
activities at particular branches on specific dates. Perhaps this same
technique could be used by banks and thelr regulators in determining
compliance with the currency reporting requirements of the Bank Secrecy Act.

2. It Is virtually impossible for an internal auditor to audit large currency
transactions in an Institution that does not specifically record currency
transactions on the teller's tape, On the other hand, institutions we reviewed
which had on-line computer systems or which manually prepared cash In, cash
out tickets, left very easy tralls for internal audit to follow. Bank managers
may wish to ensure that their systems leave a clear audit trall for currency
transactions in order to further protect themselves from belng victimized by
money launders and thelr accomplices.

3. A slgnificant number of the cases Involved In Operation Tracer concerned
officers who had the apparent authority to act alone in issuing bearer
certificates or managers checks. The nature of these instruments would seem
to dictate that two responsible officers should be involved in thelr Issuance.

4. Several banks we reviewed issue certificates of deposit and manager's checks
only to established customers. Manager's checks and certificates of deposit
over specified amounts require full identification just as would be required in
cashing a third party check. This Is an extension of the "know your customer"
policy such as that recently Implemented by the Bank of Boston. This again,
seems to be good insurance at little cost.

4, Several banks In Puerto Rico require daily currency analyses to be conducted
by their operatlons officers at the branch level. This immediately identifies
any unusual currency flows and alerts senlor management to the possibility
that these may be unreported. These banks view this additional step as sound
cash management which goes hand in glove in determining the branch's dally
cash needs, a process all banks must go through regardless.
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In concluslon, it Is our impression that though the Bank Secrecy Act has been a
matter of widespread attentlon in some quarters of the Puerto Rlcan financlal
community, a few bankers and bank officers have caused a near calamitous
situation in that cammunity. The instltutlons invelved have learned the palnful
lesson learned by so many before -~ that a careless approach to the Bank Secrecy
Act can end in disaster. Que Investigation Indlcates that all these situatlons cauld
have been detected and quickly remedied with minimal amount of cost or effort on
the part of the banks and thelr regulators.
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Chairman RotH. We are going to change the order and at this
time call Mr. Schilling, the Director of Office of Examinations and
Supervision, Federal Home Loan Bank Board; Vincent Cerreta, the
former Acting Director, Federal Home Loan Bank Board, New
York Resional Office; and Frank Nelson, Field Manager, Federal
Home Loan Bank Board, New York Regional Office.

Gentlemen, if you would please raise your right hand. Do you
swear the testimony you will give before this subcommittee will be
gw ;;ruth, the whole truth and nothing but the truth, so help you

0d?

Mr. ScHILLING. I do.

Mr. CerRrETA. I do.

Mr. NELsoN. I do.

Chairman RorH. Please be seated. Mr. Schilling, if you would
proceed.

TESTIMONY OF WILLIAM J. SCHILLING, DIRECTOR, OFFICE OF
EXAMINATIONS AND SUPFERVISION, FEDERAL HOME LOAN
BANK BOARD, ACCOMPANIED BY VINCENT CERRETA, FORMER
ACTING DIRECTOR, FEDERAL HOME LOAN BANK BOARD, NEW
YORK REGIONAL OFFICE, AND FRANK NELSON, FIELD MANAG-
ER, FEDERAL HOME LOAN BANK BOARD, NEW YORK REGION-
AL OFFICE

Mr. ScHiLLING. Thank you, Mr. Chairman, distinguished mem-
bers of the subcommittee. I am William J. Schilling, Director of the
Office of Examinations and Supervision of the Federal Home Loan
Bank Board.

First, may I apologize to the subcommittee for Chairman Gray,
who is unable to be here due to his prior commitment to appear
this morning before the Senate Banking Committee. Second, ap-
pearing with me here today are Frank Nelson, the Field Manager,
Federal Home Loan Bank Board from our New York Office and
Xifchent Cerreta, the former Acting Director of the New York

ice.

I am here to testify today on the Board’s efforts to carry out its
responsibility under the Bank Secrecy Act. The Board has been re-
viewing its activities in order to explore the matter further and to
take steps to strengthen its implementation of the Bank Secrecy
Act responsibilities.

In my testimony, I will talk briefly about the Board and the
Office of Examinations and Supervision. Then I will talk about our
examinations process in general, the recent limitations the Board
has faced due to serious staffing shortages, our Bank Secrecy Act
procedures, our efforts with regard to the Puerto Rican institutions
involved in Operation Tracer and our plans for strengthening our
Bank Secrecy Act activities.

The Federal Home Loan Bank Board is the regulatory agency for
all federally chartered thrift institutions. It shares with the States
regulatory authority over those State-chartered thrifts whose de-
posits are insured by the Federal Savings and Loan Insurance Cor-
poration.

The Office of Examinations and Supervision carries out the
Board’s responsibility for the examination and supervision of all in-
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stitutions chartered by the Federal Home Loan Bank Board or in-
sured by the Federal Savings and Loan Insurance Corporation.
OES is charged with determining the financial safety and sound-
ness of insured institutions, regulatory compliance and, particular-
ly, with identifying those institutions that present an increased
risk of loss to the Federal Savings and Loan Insurance Corporation.,

The heart of the OES activities is the examination process. An
examination is designed primarily to evaluate the safety and
soundness of the association in question. The examination reviews
not only financial matters, but also management capabilities and
performance,

As I am certain that you are well aware, the examination proc-
ess has become substantially more difficult in recent years. This is
due in large part to three factors: the changing nature of thrifts
themselves, the economic distress and losses suffered by virtually
all thrifts in the late 1970’s and early 1980’s and our severe staff-
ing limitations and retention problems,

In 1975, the typical thrift would have passbook accounts, time de-
posits, and certificates of deposit as its liabilities. It assets would
have principally been residential mortgages secured by first loans.
Today, liabilities include reverse repurchase obligations, equity
participation certificates of deposit, convertible subordinated debt,
money market deposit accounts, and an endless variety of other ac-
counts. Assets are similarly more complex. In fact, some States
have granted State-chartered thrifts virtually unlimited invest-
ment authority—from windmill farms, to Arabian race horses,
wildcat oil explorations, and noninvestment grade junk bonds.

This increased complexity has occurred at a time of stress and
weakness for the thrift industry. A prior witness testified as to the
increase in strengths of deposits in 16 commercial banks in Puerto
Rico. Clearly, the situation was different for the thrift industry.
While the deposits for the thrift industries from 1975 to 1985 did,
in fact, grow, you are well aware that the industry suffered severe
losses during that period of time. The industry’s net worth dropped
%%ng 6.9 percent of deposits in 1975 to 4.9 percent of deposits in

Mr. Chairman, more than 1,500 institutions that we regulate dis-
appeared through consolidation or merger during that time frame.

[At this point in the hearing, Senator Rudman withdrew from
the hearing room.]

[The letter of authority follows:]

U.S, SENATE,

CoMMITTEE ON GOVERNMENTAL AFFAIRS,
SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,
Washington, DC,
Pursuant to rule 5 of the Rules of Procedure of the Senate Permanent Subcom-
mittee on Investigations of the Committee on Governmental Affairs, permission is
hereby granted for the chairman, or any Member of the subcommittee as designated
by the chairman, to conduct open and/or executive session hearings without a
quorum of two Members for the administration of oaths and taking testimony in
connection with hearings on “Money Laundering in Puerto Rico." These hearings
are to be held on July 25, 1085,
BiLL Rorn,
Chairman.
Sam NunN,
Ranking Minority Member.
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Mr. ScHILLING. Moreover, in the 4 years from 1981 to 1985, the
FSLIC has been forced to liquidate 21 institutions, more than 1%
times the number of liquidations in the entire preceding 47 years
of the FSLIC.

These difficulties, Mr. Chairman, have taxed our examination
and supervisory abilities to and beyond the limit,

Due to the staffing and salary restrictions, the examiner work
force has not been able to keep pace with the growing demands on
examiners. Until July 6, 1985, examiners were employees of the
Federal Home Loan Bank Board and were subject to Office of Per-
sonnel Management and Office of Management and Budget restric-
tions. There were only 7560 professional staff members and 120 cler-
icals in our district offices across the entire United States.

This level of staff was and clearly is insufficient to handle the
problems facing our industry, particularly in light of the changing
nature of the industry and the literally hundreds and hundreds of
thrifts which were and still are suffering severe financial difficul-
ties.

Compounding the budgetary restrictions on staffing, was the
Bank Board’s inability to compensate adequately its examining
staff through the civil service classification policies. In fact, Bank
Board examiners were paid significantly less than their counter-
parts at the other financial federal regulatory agencies,

For fiscal year 1984, the field staff turnover rate was 16.1 percent
nationwide. In 1985, 25 percent—one quarter—of our examiners
have had less than 2 years of experience with the Bank Board. In
the 18 months just ended June 30, 1985, 189 field employees have
resigned. We have had to replace them. Unfortunately, this high
turnover rate has resulted in less experienced staff to deal with the
increasingly complex problems that we now face in a deregulated
environment,

The problems of increasing examiner workload and loss of quali-
fied examiners have been especially acute in our New York dis-
trict, the Bank Board district that is responsible for examining and
supervising institutions in the Commonwealth of Puerto Rico.

[At this point in the hearing, Senator Rudman reentered the
hearing room.]

Mr. ScHiLLING, In the New York district, FSLIC institutions grew
from $57 billion in 1981 to $89 billion in 1985; and the responsibil-
ity for examining and supervising 13 federally chartered savings
banks which are insured by the FDIC and have total assets of $37
million have been added to the New York district’s caseload.

Despite this fact, the number of examiners in that district has
dropped from 74 in 1981 to 62 in 1985. In New York, attrition has
occurred particularly among our more senior examiners. In 1983,
for example, we lost six of our more senior xaminers. In 1984, we
lost an additional three senior examiners. The critical need for a
larger and more experierced examination force was recognized
both by the congressional committee charged with oversight of fi-
nancial regulators and with the Department of Treasury itself.

In 1984, the House Committee on Government Operations noted
that the job of a bank examiner, including a savings and loan ex-
aminer, 1s becoming increasingly complex and demanding, and I
would point out to the Senators that the Treasury Department,




67

which is assigned primary responsibility under this act, has itself
recognized our weakness. In its Federal deposit insurance report in
1985, the Treasury Department highlighted the Bank Board’s criti-
cal need for additional examination and enforcement resources.
This urgent need is heightened by additional responsibilities given
to the Board by the Congress.

Over the years, the Congress has expanded the responsibility of
the Board’s examiners to include detecting violations of law which
are not directly related to the financial health of the institutions
that we examine. In fact, in addition to the basic legislation estab-
lishing the Board and its responsibilities, at least 15 statutes give
examinations and/or enforcement authority to the Board.

Our critical shortage of examiners, particularly the most experi-
enced examiners, has required the Board in recent years to employ
less frequent examinations, to limit the scope of examinations and
to concentrate attention on evaluating the safety and soundness of
insured institutions.

In 1984, pursuant to a directive by the House Committee on Gov-
ernment Operations, the Bank Board established a task force on re-
structuring to study the options for improving the process of exam-
ination and supervision, The task force recommmended o the Board
that the examiners be made a part of the Federal Home Loan
Bank system, pursuant to the provisions contained in the Federal
Home Loan Bank Act.

The Board acted promptly on that recommendation. On July 6,
1985, the Board delegated its examination functions to the Federal
Home Loan Banks. As of that date, former Bank Board examiners
are employed by the Federal Home Loan Banks. In addition to in-
creasing efficiency by bringing the examining and supervisory
functions together, this restructuring should help ease the staffing
crisis the Board has faced. Of course, the delegation of authority to
the Federal Home Loan Banks took place only very recently, and it
will take some time to build up examining staffs of the number
and caliber that the Board so desperately needs.

The Bank Secrecy Act is a law addressed in examinations. The
Treasury Department has the primary responsibility for the en-
forcement of the act but its regulations delegate to the Board the
responsibility for assuring compliance by institutions whose ac-
counts are FSLIC insured. QES has sent to each FSLIC insured in-
stitution and to all of our professional staff across the country
Treasury Department publications, the forms institutions are re-
quired to file, a number of T or technical memoranda and a
number of other communications.

We have advised the thrift industry and our professional staff of
a number of amendments to the Bank Secrecy Act regulations, in-
cluding their effect, T-53-7, dated May 23, 1985, reiterates the fun-
damental purpose of the Bank Secrecy Act and reminds institu-
tions that management should establish training programs as well
as operating procedures and compliance guidelines.

The Board’s examination procedures were developed in conjunc-
tion with the Office of Comptroller of the Currency, the Federal
Reserve Board and the Federal Deposit Insurance Corporation in
consultation with representatives of the Department of Treasury
and the Government Accounting Office.
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These Examination Objectives and Procedures—or EOP—are de-
signed to test an institution’s compliance with the regulations. Due
to the financial crisis facing the thrift industry and of our lack of
staff, the EOP’s mandatory usage was suspended in 1982. But EOP
examiner worksheets and Bank Secrecy Act checklists remain the
principal guidance to examiners with regard to full-scale compli-
ance examinations and the Bank Secrecy Act.

Whenever necessary, examiners have the responsibility to ap-
prise institution management, particularly those of newly char-
tered or insured institutions, of their responsibilities under the
Bank Secrecy Act regulations. The supervisory agents of the 12
Federal Home Loan Banks have the responsibility to take appropri-
ate supervisory action necessary to obtain institution compliance.
Reports of violations are transmitted to the Treasury Department.
These reports include the identity of the institution, a description
of the suspected violation and any corrective action.

In addition, OES may recommend to the Treasury Department
imposition of civil penalties and may make referrals for possible
i:riminal investigations regarding suspected Bank Secrecy Act vio-
ations,

At this point, I would like to briefly discuss our examinations of
the four institutions which employed individuals recently charged
with assisting in illegal money laundering activities.

Chairman Rots. I am going to ask you to summarize.

Mr. ScuiLunNg, I think I can. Caribbean Federal Savings Bank
was most recently examined as of March 1985. The examiner in-
cluded a comment in the examination report which indicated the
bank had filed only one form 4789 during the period covered by the
examination, but a test check of deposit slips for a 2-month period
disclosed 32 cash deposits which would have required a filing of
form 4789,

The comment and response were revised by the field manager.
Later the comments were deleted entirely {rom the final examina-
tion report by the Acting District Director based on information
supplied by the association president claiming that the deposits
were rollovers that did not require the filing of the forms.

These alterations in the examination reports have been referred
to our Inspector General for investigation and recommendation.
The original comments and responses are being reingerted. Per-
haps, Mr. Chairman, it would be best if I go forward to the recom-
mendations made by the agency for future activities.

It is very clear Chairman Gray takes great discomfort in what
has been revealed by Operationh Tracer and has reviewed these rec-
ommendations for the Bank Board. We are instructing the Bank
System Office of Education to design and institute in its curricu-
lum materials to adequately address money laundering, provisions
in the Bank Secrecy Act and the examining procedures to be used
to detect violations. We are going to request that immediately that
office and our General Counsel’s Office of Enforcement immediate-
ly prepare a video tape course for use by all of our professionals
across the country, We will revise the Bank Secrecy Act section of
the Bank Board's EOP as well as add a Bank Secrecy Act section to
the new proposed supervisory objectives and procedures.
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We will hold the management and board of directors of each in-
stitution responsible for maintaining fully documented internal
controls and policies to ensure accurate, timely, and complete re-
porting.

We propose to require each institution to have its internal audi-
tor during normal audit procedures periodically review and test
compliance.

We will add requirements for the outside independent auditors to
review and test compliance with the institution’s system of internal
controls and reporting. The results of that review will be reported
to the Federal Home Loan Bank Board. We propose to require that
every institution require a member of management to act as com-
pliance officer and work with examiners regarding matters of the
Bank Secrecy Act.

We will create a task force of senior OES accounting personnel
whose purpose will be to consult the auditing standards executive
committee of the American Institute of Certified Public Account-
ants in order to strengthen existing auditing standards.

We are considering instructing institutions to perform back-
ground checks on entities which claim to be exempt from filing
under BSA compliance guidelines.

We also are considering instructing institutions to provide exam-
iners with complete lists of currency transaction report filings and
exemption lists prior to the examination.

We will expand our coordination efforts with the Treasury De-
partment in the enforcement of the Bank Secrecy Act.

I have directed the Deputy Director of OES to issue a directive to
all field personnel: where significant Bank Secrecy Act violations
are discovered, an immediate interim report will be forwarded to
supervision and the Treasury Department. If we do not have ade-
quate personnel at the time to pursue the investigation, we will re-
quest the assistance of the Treasury Department. Thank you, Mr.
Chairman.

Chairman Rors. Mr. Schilling, as I indicated some time ago, I
am really not satisfied with the explanations. Senator Rudman and
I have sat here many a day, in this area and others. You can
almost count on—without exceptions—the excuse or rationalization
is we don’t have enough personnel. I can’t tell you how many times
the Pentagon has come up here when we tallb(l about private con-
tractors. The whole problem is always that they don’t have enough
people. Frankly, many times the problem is they have too many
people. So I don’t accept that.

I am not saying you don’t need additional people at this time or
in the past, but I don’t think that is an explanation of the unsatis-
factory record we see here before us. And this goes way back. It is
not something new.

Just let me go back to the record entered by the prior witness,
Mr. Morley. It points out even as far back as 1980, in 1980 your
institution examined 3,548 savings and loans and only found 14 vio-
lations, or less than 1 percent, 0.3%. That same year, FDIC, 6,776;
497 violations, or T percent. Year in and year out, this is not just
something that happened with deregulation under this administra-
tion. It predates it, and I would point out only two cases, the Feder-
al Home Loan Bank Board has referred only two cases to Treasury
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since the passage of the Bank Secrecy Act. A small fraction of 1
percent of your examinations from 1980 to 1984 found violations, as
I said, compared to the 15 percent of FDIC.

How can you explain this tremendous descrepancy?

Mr. ScHiLLING. I think it is clear our procedures are that every
time the Bank Secrecy Act is violated, and as I indicated up to
1982, this was part of the EOP, all of those violations are provided
on a regular basis to the Treasury Department.

During this period of time in the history of the thrift institu-
tions, clearly the institutions that we regulate were not largely en-
gaged in the substantial cash-type transactions, although it did
occur, that would be occasioned by commercial banks, nor do we
have the foreign currency transactions that are occasioned by the
commercial banks. It would simply, in my opinion, be less of that
activity in the thrift——

Chairman RotH [interposing]. I would emphagsize in that period
of time, you only referred two cases.

Mr. ScHiLLiNG. Mr. Chairman, a correction. I think we made two
recommendations for civil penalties. I believe that is correct. I
think we did repori, the other figure you cited were instances
where we discovered some violation of the act. I believe that is cor-
rect.

Chairman RorH. That is still less than 1 percent and certainly
what other agencies have found make that look very suspect.

Let me ask you this question, What did your agency do when
they suddenly discovered, or maybe they didn’t discover, this tre-
mendous flow of currency in Puerto Rico?

Mr. ScHILLING. The flow of currency that both you and Senator
Rudman referred to is flow of currency, I believe, in the commer-
cial banks. I do not know that that was the case. At this time in
Puerto Rico, the savings and loan industry was in pretty dire
straits. What was referred to there was flow of funds into commer-
cial banking operations for which we do not examine or regulate.

Chairman Ror#. How did you handle form 919? How were they
filled out in the examinations?

Mr. ScHILLING. The form 919 is supposed to be filled out by the
examiners, It had come to my attention on a number of occasions it
is provided to management to be filled out and then the examiner
verit‘i(clas the data. That is an incorrect procedure and will be cor-
rected.

Chairman RorH. My understanding is it was turned over and
there was very little effort made to find out whether it was correct.
How could this situation arise and you not discover it?

Mr. ScHILLING. In reviewing the circumstances of this operation
and reviewing the procedure, I and my senior staff have looked
into the procedure. We have an advance package which we have
turned over to the institution and the institution is required in ad-
vance of the examination to prepare a substantial amount of infor-
mation for us, Form 919 should not be done by the management of
the bank; will not be done by the management of the bank.

Chairman RorH. But to me that is a perfect example of the inad-
equacy of the examination. That is not caused by lack of adequate
personnel; that is a problem of inadequate training and inadequate
auditing of what people are doing.
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Let me go to the testimony of Mr. Morley. He states this:

During this March 1985 examination of the Caribbean, a Federal Home Loan
Bank Board examiner requested copies of CTR'’s filed during the 30 preceding
months. Caribbean produced one CTR. Given the rapid growth rate of Caribbean’s
balance sheet, the examiner suspected more CTRs should have been filed and, ac-
cordingly, expanded his examination. He found a large number of apparent cash
purchases of certificates of deposit during December 1984 and 1985 in excess of
$10,000 for which no CTRs are filed. The examiner described these in his draft of
the final report of examination.

And that was reported, I believe, in the draft. Now, subsequently,
Mr. Penagaricano, the president of Caribbean, protested to Vincent
Cerreta—I believe Mr. Cerreta is here—former Acting Regional Di-
rector for the Federal Home Loan Bank Board in New York stating
that he was sure that they could document that these transactions
were, in fact, not currency transactions,

The president of Caribbean later submitted such alleged docu-
mentation for the month of January and February. The examiner
comment regarding the failure to file CTR’s was stricken from this
record unbeknownst to the examiner.

How did this happen?

Mr. ScHiLLING, The examination report goes through a series of
management reviews before it is formally turned over to supervi-
sion to be issued to the institution with a supervisory letter. It is
reviewed by the examiner's and immediate superior and then his
superior for accuracy, correctness. It is not a common practice for
an examination report to be changed, but if additional facts come
to light, it is within the professional discretion of the superior offi-
cer to change it.

I would point out that that is one situation that we are moving
to change and have moved to change beginning late last year. Our
new policies will require that before a change can be made, we
have to go back to the examiner in question before any substantive
change can be made. We are adopting the same procedurse used by
the Federal Reserve from, I believe, the Boston district.

Chairman Rota. We have Mr. Nelson here, I believe, don’t we?

Mr. NeLson. Yes.

Chairman Roru. You were the bank examiner’s supervisor. Mr.
Morley has testified that the examiner's terminology regarding the
bank’s lack of understanding of exempt qualifications was inappro-
priate so he, meuning you, took what you term poetic license and
struck the comments from the report; is that correct?

Mr. NELSON. Yes, Senator, but in this instance, I was also the ex-
aminer as well in a very real sense, as well as supervisor of the
examiner because [ was at Caribbean Federal. I was basically re-
sponsible for the drafting of this comment.

Chairman Rorn. Did you ever talk to Mr. Penagaricano?

Mr. NELsoN. No; I did not.

Chairman RotH. Then how could you add the statement that Mr,
Penagaricano would ensure correction of any deficiency in the com-
pliance area even though you have not spoken to him?

Mr. Nerson. Senator, I have a problem with this. Do you mind if
I took this chronologically?

Chairman Roru., What is that?
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Mr. NewsoN. I have difficulty explaining that unless I take you
through chronologically.

Chairman RoTH. Yes; please go through it chronologically.

[At ]this point in the hearing, Senator Gore entered the hearing
room,

Mr. NELson. I was at the association; I asked the examiner in
charge about the filings, He said they only had one. I advised him
let’s get the tickets. I went through basically advising him how to
procead in this area, We drafted a comment., The next day 1 left.

Now my next situation looking at this is reviewing it back in
New York. I see that the managing officer's comment is not re-
sponsive to the comment and would tend to make a third party be-
lieve perhaps there wasn't a violation. I made an addition to the
comment to strengthen it, but now I have a problem where I have
somebody responding to a comment that he hasn’t seen. Now we
advised mangaging officers in all instances that comments are sub-
ject to editing and that their official response is the response to the
supervisory letter. This is my reason for the editing.

Chairman Roru., Well, let me ask you this, Rather than merely
striking the statement, why didn’t you say that the statement was
erroneous?

Mr. NELSoN. I should have, Senator, That would have been better
judgment.

Chairman RoTH. As you said, you never talked to the president
of Caribbean. Did the president of Caribbean have a position with
the regional office?

Mr. ScHiLiNG. The president of Caribbean was the vice chair-
man of the Federal Home Loan Bank of New York. I think it is
important for the committee to understand the structure.

The Federal Home Loan Bank of New York is our credit facility
and is a membership organization. Part of its board of directors are
public interest directors appointed by the bank board. The remain-
der of the directors are elected by the industry. In New York, the
vice chairmanship rotates among the elected members in New
York, New Jersey, and Puerto Rico based upon asset strength.

The bank side of the New York Bank is not involved in the su-
pervisory side of the New York Bank, nor at that time was it in
any way involved with the examination function,

Chairman Roru. Let me go back. Who did the president of Carib-
bean contact on this matter?

Mr. CErRRETA. He contacted me, Mr. Chairman.

Chairman RorH. What did he tell you?

Mr. CerriTA. He called me after the examination was completed
and said that he had gone over the comments with the examiner in
charge and after the examination was completed, he went back to
the, I think, it was the branch office—I am not sure—he went back
to find out how there could be so many missing, so many cash
transactions without form 4739, And he discovered that they were
not cash transactions; they were rollovers of certificates of deposit.
So I told him, you send documentation to support that up to me
and Idwould review it and see whether the comment should be re-
moved.

Chairman Ror. As I recall, this documentation that was used to
justify these are not for the corrvect 2 months?
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Mr. Cerrera, The comments specified December 1984 and Janu-
ary 1985, I believe, What he sent me was January 1985 and Febru-
ary 1985, I compared all of the January transactions with what we
had in our workpapers and they were rollovers of certificates of de-
posit and not cash transactions.

Chairman Rorn. But for the wrong period,

; er. CerRETA. For the period of January, January compared per-
ectly.

Chairman Rota. What about the other month?

Mr, CerrEra. I couldn’t compare the other month——

Chairman Roru [interposing]. Did you go back and ask him?

Mr. CerreTA. No, I didn't go back any further because 1 month
chgé:ked out perfectly, and I felt he was justified in what he had
said,

Mr. ScaiLLiNg. I would point out, Mr, Chairman, clearly this pro-
cedure will not be permissible under operations of the Bank Board.
It was an error in professional——

Chairman Rorn [interposing]. I assume it won’t happen again,
but how could it have happened in the first place? I mean, here
you have your own examiners, a man of position of responsibility
accepting an explanation of a man who has a conflict of interest.
He was president of the Caribbean Bank and he was also, what,
vice chairman of the regional board. What kind of instructions do
you give to your Board with respect to their—do you have a
number of people from banks, or savings and loans on the Board?

Mr. ScHiLLING. Bach bank has a board of directors which is com-
prised both of industry members and of public interest members. It
is my understanding the public interest membets are appointed by
the Bank Board. The industry members are the result of an elec-
tion. But, again, that Board, while it participates in the operation
of the bank as a bank does not participate in and is not a part of
the supervisory side of the bank, That is the Federal Home Loan
Bank Board in Washington.

Chairman Roru. Let me ask Mr. Cerreta, before deleting the
Bank Secrecy Act comments from the report, did you discuss your
intentions with either the examiner that wrote the examination
report or the field manager who had previously reviewed and ap-
proved the draft report?

Mr. Cerrera. No, I did not.

Chairman Rora. Why not?

My, CeErrRETA. I didn’t think I had to. It's my position; I am re-
sponsible for the quality of that report and I prepared it in such a
fashion that I believe it was accurate and that the examiner would
see the results of my findings, of my work when he reviewed the
report.

Chairman RorH. Did your decision to delete the comments on the
Bank Secrecy Act have anything to do with the fact the president
of Carribean was also the vice president——

Mr, CerreTA [interposing). Mr. Chairman, no.

Chairman Rora. How long have you known him?

Mr. CerreTA. I would say maybe 15 years.

Chairman RorH. Have you ever previously deleted a bank exam-
iner's comment at the request of a bank president?

My, CerrgTA. I did not remove it at his request.
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Chairman Rorn. Have you ever deleted a bank examiner’s com-
ment at the request of a bank president?

Mr. CerrETA. Not at the request of a bank president.

‘ Q)hairman Roru. Of an official of the institution you are examin-
ing?

Mr. CerrETA. No, Mr. Chairman. When I remove a comment, it
is because I have made a decision it should not be there.

Chairman Rotn. But you did remove——

Senator Gore [interposing]. Mr. Chairman, I don’t want to inter-
rupt. I just wanted to ask if this letter, this “Dear Vince” letter of
April 18 is part of the record? I think it should be if it is not.

Chairman RorH. Yes, it is.

Senator Gorg. Thank you.

Chairman RortH. But let me ask you again, you did remove or X-
oug these comments after contact with the president of the Caribbe-
an’

Mr. CERRETA. Yes, sir; that's right.

Chairman RorH, Can you point to any similar situation of that
occurring before?

Mr. CerrETA. Of removing comments?

Chairman Roru. Yes, or X'ing them out or modifying them,

Mr. CERRETA, That happens quite often.

Chairman RotH. At the request of the institution?

Mr. CErrETA, No, after my review of the facts or the comment as
it stands. I may decide that the comment is not worthy of being in
a report.

Chairman RotH. How often has a bank official called you in your
service to ask the removal——

Mr, CerrETA [interposing]. Nobody has ever asked me to remove
a comment. They have questioned——

Chairman Rorn [interposing]. How about requesting you to
modify it?

Mr. CERRETA. They didn’t ask me to modify it either,

Chairman RorH. Did he say it was incorrect?

Mr. CerrETA. He stated that the comment was incorrect; that the
information was not correct, and I told him to submit the documen-
tation to support that.

Chairman Rorn. But in other cases, have you changed a com-
ment after discussion with a bank official?

Mr. CerrETA. I'm not sure. I may have in the case of one or two
associations, but I can’t recall.

Chairman Rora. When were those other occasions?

Mr. CErRRrETA. Oh, I can’t remember. It would go over several
years.

Chairman Rotn. Senator Rudman.

Senator RupMAN. Mr. Cerreta, you say you have known Mr. Pen-
agaricano for how long?

Mr. CErRrRETA, Must be 15 years.

Senator Rupman. In what capacity have you known him?

Mr. CeERRETA. I first met him, I believe he was working as a book-
keeper or an auditor--I'm not sure—at United Federal in Puerto
Rico. I was an examiner at the time.

Senator RupmAN. Have you known him sociaily?

Mr. CErrETA. No, never socially.
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Senator RupmaN. Never been out with him socially?

Mur. CerrETA. Never,

Se?nator Rupman. Never visited him in Puerto Rico in any other
way

Mur. CerrETA. Never,

Senator Rupman. Our investigators tell us that the documents
that you used to make your decision to delete comments, those doc-
uments consisted essentially of deposit slips and applications for
certificates of deposit; is that correct?

Mr. CERRETA. No.

Senator Rupman. What else was there? What did you have in
front of you?

Mr. CeErrera, What was submitted to me were the deposit slips
which matched the deposit slips we had in our workpapers and
withdrawal slips removing the money from the certificate of depos-
it to deposit into the new certificate.

Senator Rubman. But, in fact, you did not have the certificates
of deposit in front of you or copies of them, did you?

Mr. CerreTA. I had just the withdrawal slips.

Senator RupmaN. And you did not have any checks that were in-
volved, if there were, in that transaction, did you?

Mr, Cerrera, If there were checks, they were not there; no.

[At this point in the hearing, Senator Gore withdrew from the
hearing room.]

Senator Rupman. Exactly, you said there were no checks and
then you corrected yourself because you are an examiner, you said
if there were no checks, so the fact of the matter is anybody who
wanted to phony up this documentation, I don’t know if they did or
didn't, you did not look behind the basic documents furnished to
you which were not what is called in the audit world “primary doc-
uments,” they were secondary documents.

Mr, CErRETA. I agree.

Senator Rubpman. Isn't that correct?

Mzr, CerrETA, Yes; I agree,

Senator RupmMAN. And based on that, you take this whole report
which says, “The association prepared only one form 4789 during
the 30-month period under review. However, a test check of the de-
posit slips in the months of December 1984 and January 1985 dis-
close 32 cash deposits of $10,000 or more, most of which appear to
have been used to open savings certificates,” and you strike that
whole comment out based on documentation furnished to you by a
bank officer of a secondary nature; is that correct?

Mr. CerrerA. That's correct.

Se)nator RupmaN. Do you think that is good procedure, Mr. Cer-
reta’

Mur. CerreTA. I had no reason to question Mr. Penagaricano’s fur-
nishing of that information,

Senator Rupman. Well, aren’t you supposed to question devi-
aYtiolr{\§ from standard practice? Isn't that what your job was in New

ork”

i Mr. CErRRETA. As far as I was concerned, there was no deviation
ere.

Senator RupMAN. Because he said there wasn't.

Mr. CERRETA. That'’s true.
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Senator Rupman. Well, I think we have probably taken this as
far as we can. It is my understanding an investigation at the in-
spector general’s level is underway in your department on this
issue,

Mr. ScriLLiNG. It is not in my department. It is independent of
my department, It is the inspector general of the agency who is in-
vestigating the entire matter.

Senator RupmanN, Mr. Chairman, I believe the committee will be
interested in a copy of that report when it is concluded.

Chairman Roru. Yes, we will request that.

Senator RunmaAN, Mr. Schilling, I want to go into your testimony
for a moment. On page 12, you say,

On the day following the Attorney General’s announcement of the Puerto Rico
indictments, the chairman divected the Board'’s office of inspector general to expedi-
tiously investigate the performance of the Board's examination and supervision ap-
paratus with respeet to Bank Scerecy Act violations on the part of the thrilt institu.
tions involved. The inspector general contracted with Price Waterhouse to conduct
the evaluation. An interim report of that independent public accounting firm sup-
ports our conclugion that we have attempted to ensure compliance with the Bank
Seerecy Act to the extent of our resources. Although, recognizing that the Board is
unable to uncover all possible violations—il I had written it, I would have said
"any”--ull possible violations of the Bank Seerecy Act without a major commitment
of its resources, the report finds that the Board's actions were generally appropriate
given the other problems it faces and responsibilitics it must meet,

That is your statement.

[At this point in the hearing, Senator Roth withdrew from the
hearing room.]

Senator RupmaN. Before I get to the Price Waterhouse state-
ment on which that is based, do you happen to know whether Price
Waterhouse is a regular consultant to your agency?

Mr, ScHILLING. | am sure we have utilized them on prior occa-
sions. I believe they were utilized in the Empire——

Senator RupMAN [interposing]. Are they used on a regular basis
by your agency?

Mr. ScHiLLING. I can’t answer that.

Senator RupMaN. Do you know what the cost of this contract
they have been hired to write this report is? Do you know how
much that is going to cost your agency?

Mr. ScHiLLING. No, sir; I do not,

Senator RubmAN. Have no idea?

Mr. ScHiLLING. That office is completely independent from me,

Senator RubMan. I would like that furnished for the record, the
contract for Price Waterhouse,

I read your conclusion on page 12, and I would like you to ex-
plain to me, if you will, baged on Price Waterhouse—let me read
you the significant parts of what they say.

The nature of the examination procedures generally carvied out with respect to
currency transactions could not reasonably be expected to provide assurance of com-
pliance with the act and efforts significantly greater than those currently taken
would be necessary to achieve such assurance,

Then they say in the next paragraph—I am not taking these out
of context; I am reading the concluding sentence of each of these
paragraphs.
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The examination procedures are not suificient, however, to establish that an asso.
ciation is in substantial compliance with the reporting provisions of the act nor to
detect intentional violations.

Then they go on to say,

Examination files frequently contain insufficient documentation of work per-
formed and related findings to support conclusions regarding the nature and ade-
quacy of procedures which control the veporting of currency transgactions,

And then they go on to say something we all agree with, “Com-
pliance with the act has been a low priority issue to most examina-
tions.” And then after those five declarations, they write this and if
you can explain it to me, after a lot of talk about how preliminary
the work is and it's going to take some time to gain assurance ev-
erybody is in compliance, they say this:

Consequently, at this stage in our investigation, we tend to believe that the level
of effort expended in reviewing compliance with the act was generally appropriate
under the circumstances.

Now that concluding sentence, and I am sure you have read this
report more closely than I have—I read it this morning—totally
baffles me because they make five findings that you weren’t doing
your job and then they say what you were doing was appropriate
under the circumstances. Can you explain that to me?

Mr, ScuiLLING. I think, Senator, if you look at my entire state-
ment with regard to the responsibilities of the agency overall, par-
ticularly with regard to safety and soundness of a very distressed
industry and the cases and caseloads we were handling, 1 think
that is the grounds for busing that conclusion.

We have knowledge that we need to do more and have outlined
to the committee steps we intend to take to do more. And it is our
intention to do more. However, during this period of time, given
the straits that the thrift industry has been in, which I am sure
you are well aware of, our resources have been diverted to protect-
ing the safety and soundness of the industry.

We diverted resources to Ohio; we diverted resources to Mary-
land; we have been forced to liquidate more institutions than we
have ever had to handle in the past.

Senator RubpmAN. You heard our investigators say, Mr. Schilling,
it took them a matter of minutes. Granted, they were only there
for that purpose, but a matter of minutes to immediately deter-
mine there were serious problems with CTR reporting.

[AL ]this point in the hearing, Senator Roth reentered the hearing
room,

Senator RubmAN. I am not going to disagree that the savings and
loan industry has had a lot of problems, and that your agency has
a lot of work to do. I think that is a valid comment, But I would
really appreciate a little candor occasionally from some Federal of-
ficials coming before us.

Would I be putting words in your mouth if I were to say that on
reflection as the supervisor of this office that given all your prob-
lems that you could have done a somewhat better job than you did
under the circumstances?

Mr, ScuiLuiNg, I believe we could have done a better job, One of
the things I have directed as a result of this situation is that re-
souces should not be an excuse. If we find violations, that matter
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will be immediately referred to the Department of Treasury. And
we will consult with them as to whether they can provide the re-
sources, we can provide the resources or some other agency can do
it, and we will take that step, Senator; we will.

Senator Ruobman, Well, Mr. Schilling, I am glad to hear that.
The problem, of course, is that we generally find the regulators
asleep at the switch. Then they come in and testify everything is
going to be fine. Of course, you can understand the frustration of
this committee. We pass laws and expect enforcement and then
find they are not being enforced. I certainly hope your agency will
do whatever it needs to do quickly, although I certainly have my
suspicion that if we have a hearing on this subject next year, you
will be back in here saying we just didn’t have enough people.
Thank you, Mr. Chairman,

Chairman RorH. Thank you, Senator Rudman. Mr. Rinzel.

Mr. RinzeL. Mr. Nelson, is it fair to say you viewed the Caribbe-
an matter as a serious matter involving a potentially serious viola-
tion of the Bank Secrecy Act?

Mr. NeLsoN. Yes; I would say so.

Mr. RinzeL. Did you recommend to your superiors that the case
be referred to the Treasury Department for civil or criminal pros-
ecution?

Mr. NELsoN. I believe that is handled by the supervisory agent.

Mr. RinzeL. T take it the answer is you did not?

Mr. NEeLsoN. I did not.

Mr. RinzeL. Did you recommend to the supervisory agent or to
Mr. Cerreta that the supervisory agent transfer the matter or rec-
omwmend civil or criminal penalties to the Treasury Department?

Mr. NeLson. I did not.

Mr. RiNzEL. Why not?

Mr. NeLsoN. My understanding is that this decision is made on a
higher level based on the report comments.

Mr. RinzEL. But you retrioved some of the comments that would
provide information to the supervisory agent as to what the prob-
lem was in the Caribbean.

Mr. Nerson. I altered the response; that is correct.

Mr. ScHILLING, Mr. Rinzel?

Mr. RinzEL. How is the supervisory agent supposed to have the
necessary information that would lead him to make such a recom-
mendation?

Mpr. NELsoN. In this case, it may not have happened.

Mr. RinzeL. You did insert a statement in the report to the effect
that th)e bank president would take corrective action; that's correct,
isn't it?

Mr. NeLson. Yes, I did.

Mr. RinzEL. And you never had any conversation with the bank
pres{}dent, and he never made that statement to you; isn’t that cor-
rect?

Mr. NELsonN. That’s correct,

Mr. RinzEL. And he never made the statement to Mr. Otto, the
examiner either?

Mr. NELSON. I'm not certain about that,

Mr. RinzEL. But you have nu knowledge that he did and you did
not at the time that you attributed that comment within the report
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to the bank president, Mr. Penagaricano; you have no knowledge to
this day that he ever said anything like that to anyone?

Mr. NeLsoN. That’s correct.

[At this point in the hearing, Senator Rudman withdrew from
the hearing room.]

Mr. RinzeL. Why did you put that statement in the report?

Mr. NewsoN. Again, 1 have to go through chronologically. My
problem was——

Mr. RiNzeL [interposing]. We have heard that before. I don’t
think you need to go through it chronologically. The question is
why you invented a statement that you attributed to a bank offi-
cial to the effect he was going to correct the problem when he
never made the statement?

Mr. NewLsoN. Because when I adjusted the comment, I had him
responding to something which he hadn’t seen——

Mr. RinzeL [interposing]. Did you assume he would say some-
thing like that if asked; is that right?

Mr. NeLsoN. In other words, I didn’t want to give him any credit
for not making violations but at the least everybody tells us we will
correct the violations. In fact, I did call it a violation in my own
terminology, which he was disputing.

Mr. RinzEL. Based on Mr. Cerreta’s testimony, the bank presi-
dent insisted there wasn't any violation, so why would he go about
correcting it?

Mr, NELSON, [——

Mr, CERRETA [interposing]. Can I respond to that?

Mr. RinzeL. Surely.

Mr. CerreTA. He did contact me after the examination was com-
pleted. He may have at the time it was reviewed felt differently
that there were violations that had to be corrected. I am not sure.

Mzr, RinzeL. Well, he gave a phony explanation of what the law
ﬁequilﬁd to the bank examiner at the time of the examination; did

e not?

Mr. CerrETA. Yes; that's right.

Mr. Rinzen. Didn't that concern you, Mr, Cerveta, as the acting
regional director that one of your institution presidents and the
vice chairman of the Federal Home Loan Bank of New York didn’t
understand what the law was in this area? In fact, he exhibited a
gross lack of knowledge of what the law was?

Mr. CerrETA. Mr. Rinzel, as | had indicated in New York, when
a comment has been revised, I don't oftet: read the part that has
been stricken out so I can't say that I even read his response at
that time.

Mr. RINzEL. So you are going to lay that off on Mr. Nelson; is
that right?

Mr. CerrETA. U'm just saying [ didn’t read that comment in its
original form.

Mr. RinzeL, Did you consult with Mr. Nelson before making fur-
ther additions and deletions in the draft report?

Mr. Cerrera. No, I did not.

Mr. Rinzen, Why was that?

Mr. CeErrETA. Because I didn't feel that I had to,

Mr. RinzeL. Do you think it would have been wise for you to talk
to the field manager who was actually in the bank and to the bank
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examiner who actually conducted the examination before making
significant changes in their report?

Mr. CerreTA. No, I didn't think so because I had more informa-
tion now than they had.

Mr. RinzEL. Apparently, you had less information than they had.

Mr. CeErreTA. No, I had more. I had the withdrawal slips that
they did not have.

Mr, RinzeL. Mr, Nelson, do you think it would have been wise to
havde ?been consulted before the further additional changes were
made?

Mr. NrLsoN. In this circumstance, I do.

Mr. RinzeL, And if you had been aware that Mr. Cerreta was
going to make these changes, would you have raised any concerns
with him?

Mr. NELSON. In this circumstance, yes.

Mr. RinzeL. Are you aware that Mr. Otto, the examiner in Carib-
bean, asked to see Caribbean’s exempt list and they were unable to
provide one to him?

Mr, NELsonN. No, I am not.

Mr, RinzEL. But, on the other hand, the form 919 that the bank
officials filled out indicated they had an exempt list and this did
not show up on any of Mr. Otto’s comments or workpapers on the
matter?

Mr, Newson. I asked Mr. Otto for his concerns in this area, and
he advised me there was only one transaction report filled out. At
that point, I focused to determine where the transactions had oc-
curred that should have triggered—it certainly seemed like there
should be more forms filled out. At that point, he advised me this
was his concern in that area, and I focused our efforts on trying to
uncover some indications that more currency transaction reports
should have been filed.

Mr. Rinzen. Does this whole scenario indicate to you and to the
subcommittee the kind of general lack of attention that is paid by
bank examiners of the Federal Home Loan Bank Board to the en-
forcement of the Bank Secrecy Act? You come across what are ap-
parently serious violations; you do a limited check on them; you re-
moved some of the comments; your supervisor removes the rest of
the comments and nobody higher up in the organization ever finds
out that there is even a problem until somebody gets arrested a
couple of weeks after the examination.

Mr. NeLson, Senator, this was not a good performance.

Mr. RinzeL. I have no further question, Mr. Chairman.

Chairman RotH. I have no further questions. Thank you, gentle-
men,

[Mr. Schilling’s prepared statement, with some attachments, fol-
lows. Other attachments to the prepared statement of Mr. Schilling
may be found in the subcommittee files.]
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Mr, Chairman and distinguished members of the Subcommittee, [ am
William J, Schilling, Director of the Office of Examinations and Supervision of

the Federal lome Loan Bank Board,

I am here to testify today on the Board's efforts to carry out its
responsibilities under the Bank Secrecy Act. Operation Tracer, the federal
money=-Taundering probe in Puerte Rico, recently led to the f{ndictment of
officials in institutions that the Board regulates. The Board has been
reviewing its activities in order to explore the matter further and to take

steps to strengthen its implementation of Bank Secrecy Act responsibilities,

In my testimony, I will talk briefly about the Board and the O0ffice of
Examinations and Supervision., Then I will talk about our examination process
in general, our Bank Secrecy Act procedures, recent limitations the Board has
faced due to serious staffing shortages, our efforts with regard to the Puerto
Rican institutions involved in this case, and our plans for strengthening our

Bank Secrecy Act activities,

The Federal Home Loan Bank Board

The Federal Home Loan Bank Board is an independent agency of the federal
government. It is the regulatory agency for all federally chartered thrift
institutions and is responsible for the enforcement of the Federal Home Loan
Bank Act of 1933, the Home Owners' Loan Act of 1934, and the National Housing
Act. It shares with the states regulatory authority over thosy state chartered
thrifts whose deposits are insured by the Federal Savings and’ Loan Insurance

Corporation,
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The Office of Examination§ and  Supervision carries out the Board's
responsibility for the examination and supervision of all institutions
chartered by the Federal Home Loan Bank Board or insurcd by the Federal Savings
and Loan Insurance Corporation, OES is chargad with determining the financial
safety and soundness of insured dinstitutions, vegulatery compliance, and,
particularly, for identifying those {nstitutions that present an increased risk
of loss to the FSLIC.

Examinations

The heart of QES ackivities is the examination process. An examination is
designed primarily to evaluate the safety and soundness of the association,
The examination reyiews not only financial matters, but also management

capabilities and performance,

The examination process 1s substantially more difficult today than in earlier
years because of the increasingly complex array of assets and liabilities held
by thrifts, In 1975, the typical thrift would have passbook accounts, time
deposits and certificates of deposit as its 1liabilities, Its assets would
principally have been residential mortgages secured by first liens, Today,
1{abilit{es can 1include reverse repurchase obligations {reverse "REPQs"),
equity participation certificates of deposit, convertibie subordinated debt,
money market deposit accounts and an endless varieby of other accounts. Assets
are similarly more complex. In fact, some states have granted state-chartered
thrifts virtually unlimited {nvestment and autherity <~ from windmill farms, to
Arabian raceharses, wildcat oil explorations and noninvestment grade ("junk™)

bonds.
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ivis increased complexity has occurred at a time of stress and weakness for the
Lhrifl industry. The deposits of the thrift industry grew from $278 billion in
19/% to $801 bil1lion in 1985, but the industry's net worth dropped from 6.9
percent of deposits in 1975 to 4.9 percent in 1985, More than 1500
institutions have disappeared through consolidation and merger since 1975,
Moreover, in the four years from 1981 to 1985 the FSLIC has liquidated 21
institutions, 1.6 times the number of liguidations in ithe entire 47 preceding
years of FSLIC. These difficulties have taxed our examination and supervisory
capabilities to the limit,

In addition, in recent years, the Congress has expanded the responsibilities of
the Board, and consequently those of its examiners, for detecting violations of
laws, many of which are not directly related to the financial health of the
institutions we examine. For example, examiners now check for compliance with
the requirement that lenders provide home buyers with advance disclosure of
real estate costs (the Real Estate Settlement Procedures Act). Examiners must
check the accuracy of complex disclosures to borrowars with regard to the
annual percentage rates of their loans (the Truth In Lending Act). They must
check for compliance with statutes that prohibit lenders from discriminating
against borrowers because of their race, religion, or sex (the Fair llousing Act
and the Equal Credit Opportunity Act). And they must examine for the
protection of the rights of customers who use automated teller machines (the
Electronic Fund Transfer Act). Further, examiners check for compliasze with
the Fair Credit 8i1ling Act, the Fair Debt Collection Act, and the Community
Reinvestment Act. In fact, {i addition to the basic legislation establishing
the Board and its responsibilities, at lzast 15 statutes (Exhibit 1) give

examination and/or enforcement responsibilities to the Board.



85

The Bank Secrecy Act

The Bank Secrecy Act (BSA), which is designed to provide a paper trail of
activities of money launderers serving white collar and organized crime, is
also a law addressed in Board examinations., The Treasury Oepartment has the
primary responsibitity for the enforcement of the Act but 1ts regulations
delegate to the Board the responsibility for assuring compliance by
institutions whose accounts are FSLIC-insured. In July 1972, OES sent to each
FSLIC-insurad institution and our professional staff across the country a
Treasury Oepartment publication (Exhibit 2}, which fncludes the BSA statute,
regulations, and the forms that institutions are required to file under certain
circumstances (e.g., currency transactions in excess of $10,000), Subsequently,
by the issuances of "T", or technical, memoranda (4T 83 through #T §3-7,
Exhibit 3) and other communications to our staff and the industry (Exhibit 4),
we have advised the thrift {industry and our professional staff of a number of
amendments to the BSA regulations including the effect of and an explanation of
the amendments, Our mest recent "T" memorandum, #7 53-7, dated May 23, 198S%,
reiterates the fundamental purpose of the BSA and reminds institutfons that
management should establish B8SA training programs as well as operating

procedures and compliance guidelines.

The Board's examination procedures were developed in conjunction with the
Office of Comptroller of the Currency, the Federal Reserve Board, and the
Federal Deposit Insurance Corporation and in consultation with representatives
of the Treasury ODepartment and the Government Accounting Office, These

Examination Objectives and Procedures (EOP) are designed to test institution's
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compliance with the B8SA regulations and are divided into minfmum scope and
expanded scope procedures, The EOP's mandatory usage was suspended in 1982,
but the EOP, Examiner Worksheets, and Bank Secrecy Act check Tist remained the
principal guidance to field examiners with regard to full scale compliance
examinations and the Bank Secrecy Act, (The procedures, Worksheet and check
st are attached as Exhibit 5,) For example, the New York District advised
its staff of its responsibility to continue to meet examination, objectives

(Exhibit 6).

Whenever necessary, examiners have the responsibility to apprise institution
management, particularly those of newly chartered or insured institutions, of
their responsibitities under the BSA regulatfons. The Board's Supervisory
Agents at the twelve Federal Home Loan Banks have the responsibility te take
appropriate supervisory action necessary to obtain institution compliance with

their requirements (SP-31, Exhibit 7).

Reports of any suspected violations are transmitted twice a year to the
Treasury Department. Included in the Board's report to Treasury is the identity
of the institution where a suspected violation occurred, a description of the
suspected violation and corrective action promised or already taken by the

institution,

The BSA statute and regulations authorize the Treasury Department to assess a
savings institution and any partner, director, officer or employee thereof a
civil penalty for any violation of the BSA. The statute and regulations also
provide for the imposition of a criminal penalty by the United States District

Courts. OES may recommend to the Treasury Department .the imposition of civil

.
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penalties and may make referrals for possible criminal investigation regarding
suspected BSA violations, The Treasury Oepartment has provided us with
quidelines for making such recommendations and referrals (Appended to $P-31,

Exhibit 7).

Resource Limitations

Oue to staffing and salary restrictions, the size of the Board's examiner
workforce has not been able to keep pace with the growing demands on examiners,
Until July 6, 1985, examiners were employees of the Federal Home Loan Bank
Board subject to Office of Personnel Management and O0ffice of Management and
Budget (OMB) restrictions, There were 750 professional staff members and 120
clericals in our District Offices, which were responsible for all examinations,
This level of staff was and is clearly insufficient to handie the current

problems facing the industry, which consists of over 3,000 institutions.

Compounding the non-self-imposed budgetary restrictions on staffing was the
Bank Board's inability to compensate adequately its examination staff due to
civil service classification policies, In fact, Bank Board examiners were paid
significantly less than their counterparts at the other federal financial
regulatory agencies, More specifically, the Bank Board's average examiner
salary was approximately $25,000, which was $6,000 less than that of the 0ffice
of the Comptroller of the Currency, $8,000 less than the Federal Deposit
Insurance Corporation and $13,000 less than the Federal Reserve Board, We
believe that this fact contributes to the high turnover in the recent past

among Bank Board experienced examiners,

-
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For Fiscal year 1984, the field staff turnover rate was 16,1 percent
nationwide, In 1985, 25 percent of our examiners had less than two years
uxperience with the agency, [In the 18 months ended June 30, 1985, 189 field
unployees resigned, Unfortunately, this high turnover rate has resulted in a
tess experienced staff to deal with the increasingly complex problems which we

naw face in a deregulated environment,

The problems of increasing examiner workload and loss of qualified examiners
have been especfally acute in our New York District, the Bank Board District
that 1is responsible for examining and supervising dinstitutions i{n the
Commonwealth of Puerto Rico. In the New York District, there has heen a §7
percent increase In the total amount of assets of FSLIC-insured institutions
since 1981 (from $56.9 billfon in 1981 to $89.1 billion in 1985), In addition,
since 1981, the Board's New York District has taken on the responsibility of
examining and supervising 13 federally chartered savings banks which are
insured by the Federal Deposit Insurance Corporation and have total assets of
$37.3 billion, Despite this, there has beep a 16 percent decrease in the
number of examiners (from 74 in 1981 to 62 in 1985). Thus, in 1981 in our New
York District, we had one examiner for every $768 millfon in assets to be
examined, In 1986, we had only one examiner for every $1.4 billion in assets

to be examined,

In New York, attrition has occurred particularly among our more senfor and
qualified examiners., In 1983, for example, we lost six of our most senior field

examiners and in 1984, we lost three additional senior examiners,
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The c¢ritical need for a larger and more experienced examination™ force was
recognized by both the Congressional committee charged with oversight of the
Financial regulators and by the Department of the Treasury. In its report on
Criminal Misconduct and Insider Abuse, H.R. Rep, No, 98-1137, 98th Cong., 2d
Ses, 51 (19B4) the House Commitiee on Government Operations ("the Barnard
Committee") noted that the job of & bank examiner has become increasingly
complex and demanding. In addition, the Barnard Committee noted that the
supervisary agencies -~ espectally the Federal Home Lean Bank Board, which is
constrained by the staffing, administrative and budgetary requirements of the
0ffice of Management and Budget and other Executive branch agencies -- suffer
from high turnover from low pay scales, difficult working conditions, personnel

cuthacks and increased workloads.

The Treasury Department, in its Federal Depesit Insurance Report (January,
1985), alsa highlighted the Bank Board's critical need for additiona)
examination and enforcement resources, The report echoed the Barpard
Committee's concern by stating that "... Developing a large cadre of trained,
capahile, and experienced examiners, 1iquidators, and supervisory personnel is a
slow process, constrained in part by the jobs' mobility requirement, government
pay scales relative to private industry, and pressures to reduce the size of
the federa) workforce."” Moreover, the report continued, *,,, given the current
conditions of the .., thrift [industry], substantial demands on the [agency's]
staff should continue for some time ...." The Treasury Oepartment specifically
recommended suthorizing the Board to augment examination, supervision, and

enforcement staff on 4 priority basis,
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This critical shortage of examiners, particularly the mast experienced
oxaminers, required the Doard to employ less frequent examinations, to Jimit
the scope of many examinations, and te concentrate its primary attention on

evaluating the safety and soundness of insured institutions.

Pursuant to a directive from the House Committee on Government Operations to
examine the problems inherent in the “"split" 1in authority between the field
examiners of OES and the supervisory staff of the Federal Home Loan Banks, the
Bank Board establfshed a Task Force on Examination-Supervision Restructuring to
study options for improving the process of examination and supervision
coordination and communication, The Task Force recommended to the Board that
field examiners be made a part of the Federal Home Loan Bank System, pursuant
to provisions contained in the Federal Home Leoan Bank Act and the Garn-St

Germain Act.

The Board acted promptly on that recommendation and on July 6, 1985, the Board
delegated its field examination functions to the Federal Home Loan Banks., As of
that date, the former Board examiners are employed by the Federal Home Loan
Aanks, [n addition to increasing efficiency by hringing the examination and
supervisory functions together, this restructuring should help ease the
staffing crisis the Board has faced., Of course, the delegation of authority to
the Federal Home Loan Banks took place only very recently, and it will take
them some time before they can build up examining staffs of the number and
caliber that the Board has so badly needed,

Even though the Board has been faced with problems of understaffing, turnover,

and a responsibility to oversee the administration of a broad range of federal
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laws, the Board has been committed to carrying out its Bank Secrecy Act
responsibilities. It has attempted to ensure compliance with the Bank Secrecy

Act to the extent of its resources.

The Board's Bank Secrecy Act Activities in Puerte Rico

At this point, T would 1like to briefly discuss our examination activities
regarding the four fastitutions regulated by the Bank Board whibh employed
individuals recently charged with assisting in 11legal money Tlaundering

activities,

Caribbean federal Savings Bank

This institution was most recently examined as of March 11, 1985, The examiner
included a comment in the examination report which indicated that the bank had
filed only one Form 4789 during the examination review period. He further
indicated that a test check of deposit slips for a two month period disclosed
32 cash deposits which would have raquired the filing of Forms 4789, but for

which forms were not filed,

The examiner's comment was deleted from the examination report by the Acting
District Director based on information supplied by an association officer
purporting to explain that the deposits were roll-overs that did not require the
filing of Forms 4789, After this officer was indicted, it was determined that
no reliance should be placed on his prior explanation, and the comment was

restored to the final examination report.




Western Federal Savings Bank

This institution was last examined as of January 3, 1984, A number of BSA

violations were noted and reported by the examiner. The examiner also reported

that the institution had failed to respond to correspondence from the Treasury
Department concerning violations of the Act. However, the examination review
did not include the period during which the alleged illegal money laundering
activities are said to have occurred, The portion of the examination report

discussing the violations was forwarded to the Department of the Treasury.

First Federal Savings Bank

This institution was last examined as of October 1983, as a result of critical
financial problems. Therefore, the examination was limited to financial issues
and did not cover the Bank Secrecy Act., The last full examination was made as
of May 17, 1982, No violations of the Bank Secrecy Act were noted in that

examination.

Bayamon Federal Savings and Loan Association

Examiners noted deficiencies, along with the association's steps toward
corrective action, with regard to Bank Secrecy Act compliance 1in the
examinations of September 3, 1982, and September 9, 1983, The institution was
last examined as of April 29, 1988, MNo violations of the Bank Secrecy Act were

noted by the examiners,
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As a result of the facts made available following Operation Tracer, the Board
has taken certain actions. First, the Board issued suspension and prohibition
orders for all seven employees of the Puerto co institutions who were

indicted in connection with Operation Tracer.

Second, on the day following the Attorney General's announcement of the Puerto
Rico indictments, the Chairman directed the Board's 0ffice of Inspector General
to expeditiously investigate the performance of the Board's examination and
supervision apparatus with respect to Bank Secrecy Act violations on the part
of the thrift dnstitutions involved (Exhibit 8). The Inspector General
contracted with Price Waterhouse to conduct the evaluation, An interim report
(Exhibit 8) of that independent public accounting firm supports our conclusion
that we have attempted to ensure compliance with the Bank Secrecy Act to the
extent of our resources. Although, recognizing that the Board 1is unable to
uncover all possible violations of the Bank Secrecy Act without a major
commitment of its resources, the report finds that the Board's actions were
generally appropriate given the other problems it faces and responsibilities it

must meet.

Steps for Future Improvement

{ do not want to mislead you into erroneous expectations as to the Board's
capabilities with regard to the Bank Secrecy Act. Therefore, I beiieve that it
is important to stress that the Board is not 2 criminal investigation agency.
However, the fact that examiners cannot and should not be expected to collect
all the evidence necessary for criminal investigations does not obviate the
need for the Office of Examinations and Supervision te édopt a stronger program

of examination and supervision under the éénk Secrecy Act. MWe believe that

53-218 0 - 85 - &4
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stronger actions can and should have a deterrent effect on those who might be
tempted to use the thrifts we regulate for money-laundering operations. More
strenuous efforts on our part would make it more difficult for money laundering
to be accomplished through the thrifts we regulate, and we are firmly committed

to undertaking the actions necessary to strengthen our program. ’

We expect Price Waterhouse to recommend actions for us to take to improve our
regulatory process and ensure that these problems will not recur in the future.
In addition, we have reviewed our existing policies and procedures and are in
the process of significantly revising them in order to ensure more vigorous
compliance by institutions., Regardless of the recommendations Price Waterhouse

makes, we are taking specific actions in the following areas:

Examiner Training

We are instructing the Bank System Office of Education to design, and institute
in its curriculum, materials to address the specific issue of money laundering.
These materials will focus on the provisions of the Bank Secrecy Act and the
subsequent examining procedures used to detect violations. We will also request
the Bank System Office of Education and the Office of General Counsel's
Enforcement Division to prepare a videotaped refresher course for use by
supervisory and examinations staff throughout all twelve Federal Home Loan Bank

Districts.
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Examination and Supervisory Procedures

The Bank Board's Examination Objectives and Procedures manval is currently
being updated, and we plan to revise our section on the Bank Secrecy Act.
Realistically it would be impossible for the examination staff to check even
one percent of the hillions and biilions of deposit and withdrawal stips and
teller tapes necessary to verify the information presented to them by the
insured institutions, However, the new EQP seciion on the Bank Secrecy Act
will require examiners to review a random sample of cash deposits for
compliance with that Act, We anticipate that the steps the Board has taken to
lessen our problems of understaffing and employee turnover will give us the
resources to permit more probing examination for compliance with the Bank
Secrecy Act. A section on the Bank Secrecy Act will also be placed in the
Supervisory Objectives and Procedures manual, which s currently under

development.

Internal Control Requirement

We propose to require institutions to maintain a fully documented system of
internal controls and policies detailing specific responsibiiities and
procedures to ensure accurate, timely and complete reporting under the
"laundered money" statutes, This requirement would be the direct

responsibility of the management and board of directors of each institution.
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Internal System Review

We propose to require each institution to have its internal auditor, on a
periodic basis, and in conjunction with its normal audit procedures, review and
test compliance of the institution's system of controls and reporting

procedures under the BSA statutes and report the findings to the board of

directors.,

Annual Audit Yerification

We will add requirements to Bulletin PA-7a (Institution's Audit Requirement)
instructing the independent auditors to review the institution's system of
internal controls and policies relating to "laundered money" reporting and test
compliance with such controls and policies. The results of such a review and
test of compliance would be reported to the Federal Home Loan Bank Board in the
form of a spectal report as prescribed by Statement of Auditing Standards No.
14 (as amended) Special Reports,

Institution Compliance Officers

We propose to require that every institution appoint a member of management to
act as a compliance officer and work with examiners regarding matters relating

to the Bank Secrecy Act.
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Consultation with the American Institute of Certified Public Accountants

We will create a task force comprised of senior QES accounting personnel whose
pdrpose it will be to consult with the Auditing Standards Executive Committee
of the American Institute of Certified Public Accountants in order to
strengthen existing auditing standards and formulate new procedures for future

application. N

Exemption List Checks

We are considering instructing institutions to perform background checks on

entities which are exempt from filing under BSA compliance guidelines.

Advance Information

PALA S il AN LA AR UL A

We are considering fnstructing institutions to provide examiners with complete
1ists of Currency Transaction Report filings and exemption lists prior to the

examination.

Interagency Cooparation

We will expand our coordination efforts with Treasury Department officials in
order to increase the flow of dinformation going to financial regutatory
agencies, such as the Federal Home Loan Bank Board, regarding the exchange of

{nformation on actions taken and investigations performed pursuant to the Bank
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Secrecy Act,  [n addition, we will direct our Principal Supervisory Agent in
pach Federal Home Loan Rank District to coordinate with the appropriate Federal
Reserve Board District(s) in order to monitor significant net cash flows that

might indicate the need for examiner or Supervisory Agent follow-up,

1 hope that the facts [ have presented today clarify our concerns as well as

our firm commitment to carry out our responsibilities under the Bank Secrecy

Act.
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Exhibit 1

Statutes, in Addition to the Federal Home Loan Bank Act, the Home Owners' Loan
éﬁtéaand the Natfonal Housing Act, that are Administered or Enforced by the

LAW U.5.C. REGS, PURPOSE
Bank Protection Act 12 U.5.C. 12 C.F.R. Requires federal
1881-1884 563a.1 financial reguidtory

agenc¢ies to promulgate
rules establishing
minimum standards for
installation,
maintenance, and
operation of security
devices.

Real Estate 12 U.S.C. 24 C,F.R. Proyides for adyance
Saettlement 2601-17 3500 disclosure of
Procedures settlement costs to
Act heme buyers and
sellers; 1imits the
amount home buyers are
required to place in
* escrow accounts for
payment of real estate
taxes and insurance.

Home 12 U.8.C. 12 C.F.R. Requires regulated
Mortgage 2801~-11 203 depository institutions
Disclosure which make

Act ’ . “federally-related"

' mortgage loans to
compile and make
available for public
inspection data on the
number and total dollar
amount of mortgage
loan originated or
purchased by each
institution,

Community 12 4.5.C. 12 C.F.R. Requires each fadeéral

Retnvestment . 2901~05 563e financial superyisory

Act agency to use its
authority when
examining financial
institutions, to
encourage such
institutions to meet
the credit needs of the
local communities in
which they are
chartered consistent
with save and sound
operations.
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LAY U.5.C. REGS.
Depository 12 U.S.C. 12 CFR
Institution 3201-08 563f
Management
Interlocks
Act
Dspository codified
Institutions throughout
Deregulation Title 12
and Monetary
Control Act
of 1980
Federal 15 U,s.C.

Trade 572

Commission

Act

Securities 15 4.s.C. 12 C.F.R.
and Exchange 781(1) 552, 563b
Act of 1934 563d, 549

PURPOSE

Prohibits a management
official of a
depesitory institution
from serving as a
management official of
another non-affiliated
depository institution
under specified
circumstances,

Establishes the
Depository Institutions
Deregulation Committee
to prescribe rules for
the orderly phase-out
and ultimate
elimination of interest
rate 1imitations,
Extended federal
override of state
usuary ceilings

on certain mortgage and
other loans.

Authorized NoW
Accounts, Gave FSLIC
authority to vary
reserve requirements
between 3% and 6%.

Directs federa)
financial regulatory
agencies to establ{sh a
separate division of
consumer affairs to
resolve complaints of
deceptive or unfair
practices.

Delegates the
administration and
enforcement of specific
sections of the '34 Act
pertaining to the
registration of
securities by {nsured
institutions to the
federal financia)
regulatory agencies.



LAY

u.Ss.C.
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REGS.

PURPOSE

Truth in
Lending
Act

Fair Credit
B81171{ng Act

Fair Credit
Reporting
Act

Equal
Credit
Opportunity
Act

15 U.S.C.
1607

15 U.S.C.
1666-66]

15 U.S8.C,
1681

15 U.S.C.
1691~91e

12 C.F.R.
226

12 C.F.R.
202

Requires creditors to
clearly state the terms
and conditions of
finance charges

in credit sales, Toans,
open=t ! ¢redit plans
and cradit advertising
to enhance consumer
understanding of
available credit terms,

Sets forth specific
requirements a creditor
must fulfill when
written notice is
recelved from an
abligor disputing some
or all of an account
balance.

Requires that consumer
reporting agencies
adopt reasonable
procedures to provide
fair and equitable
reporting of consumer
information to ensure
confidentiality,
accuracy, relevancy and
proper utilization of
such {nformation.

Prohibits
dgiscrimination in
lendfng on the basis of
sex, marital status,
race, religion,
national origin, age,
receipt of inceme

from public assistance
programs or because the
applicant has good
faith exercised any
right under the
Consumer Credit
Protection Act.




LAW U.s.C.
Fair Debt 15 U.S.C.
Collection 1692
Practices
Act
Electronic 15 U.S.C..
Fund Transfer 1693-93r
Act
Fair Housing 42 U.S.C.
Act  3601-31 |
Flood 42 U.S.C.
Oisaster 4012a
Protection
Ac
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REGS.

PURPOSE

12 C.F.R.
205

24 C.F.R.
105

12 C.F.R.
528, 531

12 C.F.R.
523.29

Limits the manner and
type of information
which can be disclosed
about a consumer,
Prohibits harassment or
abuse, false or
misleading statements
and other unfair
practices.

Establishes the rights,
1iabilities and
responsibilities of
participants in
electronic fund
transfer systems.
Designed to protect
individual consumer
engaging In electronic
transfers.

Prohibits
discrimination based on
race, color, religion,
sex and national erigin
in the sale or rental
of housing, financing
of housing, or the
provision of housing
brokerage services.

Prohibits federally
regulated lending
institutions from
making, increasing,
extending, or renewing
any Toan secured by
improved real estate or
a mobile home Tocated
or to be located in a
floed hazard area of

a community
participating 1n the
National Flood
Insurance Program
unless the property
securing the Toan is
covered by flood
insurance.
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FEDERAL HOME LOAN BANK BOARD
INTERIM REPORT

EVALUATION OF REGULATORY ACTIONS AND
PROCEDURKS IN CONNECTION WITH POSSIRBLE
VIOLATIONS OF THE CURRENCY AND FOREIGN

TRANSACTION REPORTING ACT BY FOUR
SAVINGS INSTITUTIONS IN PUERTO RICQ

oo
aterhiouse

.
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1801 K STREET. NW.
I'lCL WASHINGTON, DG 20006

aterhouse ASHINGTON

July 22, 1985

Mr. Paul M. Glhbons
Ingpector General

budorn] Houme TLaoan Bank Board
1700 G Stroeer, NWW
Wnshtngcon, n.C. 20552

Dear Mr., Gibbons:

We are in the process of conducting an evaluacion of
regulactory aztions and procedures wich respect to Currency and
Fureign Transacclon Reporting Act ("che Act") vielations on che
pore wl four savings Lnscicuclons 1o Puerco Rico:  Bayawmon Federal
Savinpa and Lann Assoctation, Caribbcan Foedevral Savings Dank, Flrsc
Federal Savings Bank and Western Federal Savings Bank.

To dace, we have reviewed documents rvrelaced to the Act which
have been ldencified from relevanc examinacion files by FHLBB scaff
mamhers in New York, We have also incerviewed all available
examiners-in-charge and assisctant examiners who conducted work
relaced cu che Ace LIn che two most recent examinacions of che four
subjece inscitucions. (Our inquiry has punerally been limlted to
the two wmost recent examinatlions due co record recention practlces
of the examlnacion division, which discards all but che cwo most
recent examlnacion files.) We have begun our review of OES corre-
spondence Clles and wudit vepores and Laternal control memoranda
issued by independent accountancs for the four associations since
January 1, 1980, Pursuant to your request, we hdave developed the
fullowing preliminary observaclons:
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Phe  nnture ol  the  examinatlon procsdures  penerally

carrled out with respect to currency trangactlions could
notroasanahTy be expecred ta provide assurance of cam-

pllance with “the Avk, aud elfvrets alpnl Cldanely pgreater
thaa “thase ™ e Fent Ty awle v Caken waltld he nocarnnry _To
avhifvve such ausurance,

The exmnbnation proveduces omployed have beoen cowprised

prineipally of inquiry of asscclation personnel and
veview of eoples of Curvuney Transaction Repartu (IRS
Form 4789) on [ile. Such procodures arve sulficlunt te
determine that an awaveness on the part of assoclation
managemont of the Act's provisions exiats, that proce-
dures designed to achieve compliance have been develop~
ad, and that Currency Transactlion Reports are prepared
Lor some transactlons. The examination procedures are
not sufficlent, however, to establish that an assoecla-
tion is {in substantial compliance with the reporting
provisions of the Ack, nor to detect intentional
violations.

The effectiveness of an assoclation's policies and
procedures in achleving the goals for which they were
designed can anly be established by couductlapg detatled
testy to determine that the policles and procedures
have buen properly implemented and are functioning as
designed, Tests necessary to establish such circum-
stances have ganerally not haen a part of examination
ELLTHUN

Examinatlon CEiles frequently contaln itnsufflclent docu-
anentation of T workK T porformed” ong. rotlatud EFLndLlups €O
support conclusions rexarding the nature and adequacy of
procedurcs  which  control  the reportinpg oOf currency

transactlions.

While checklists and exawmlnation programs were generally
present and completed in the examination files we have
reviewed, explanatory comments ‘r‘egarding the nature of
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ansoclaclon polleles, procvedurvs and cowpliance cllorts
wore not evident in the Eiles. The absence of such
vxplanatory docoment ot fon wnites n o retrospective nuness-
ment ol the adequaey of the procedures Lo place to asture
comp Liauce with the Ack, and ol the exawlners' ctlorts
and eonelustonn, Lnponylble,

Conpliance with Act has bhoeun a low priority issue in most
uxamlnat Long,

Within the context of the Bank DBoard's overall regu-
latovy rospongibilicy, currency transactiony & and
compllancuy wlth the Act have generally been rolatively
winor considerations in moast examlnatlons. Agsat
quality, net worth and operating wesults have, appro-
priastely, been the principal concerns during a peried
when  the viebilicy of wuany assoclations has  buen
questionable and axpwlnntion stall rosourcos have heon
Cully utilized in responding to major issues of safety
and soundness.

Despite the existence of examination and supervisory
problems of urgent concevn, inquiries with respect to
procadures for compliance with curvency reporting
vogulatlons were unlforwly made in routine cexamloa-
tionn. Tn addition, Gurreacy Transaction Reports (IRS
lorwm 4789) on file wure reviewed and deficient Reports
which had bhevn Lorwardued to QES by Treasury olllelals
were followed-up to determine that covrvectlons had been
madde by the ansoclat long.

We have formed a preliminary conclusion that the lavel
of emphasis placed on compllance with the Act was
appropriate under the cilrcumstances.
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Our wurk 1s In & prellmipary stage at chis cime, and
subatancial parclons of our work plan have yetr to be undercaken.
Conseguontly, che results of future work way have uignificane
Tmpnct  un khe prelimbnary obsvevations presenced  above. Te Ly
elear at chis ctime, however, that to gailn assurance thac an
asawciation 4s in  compliance with che Currency and Tovaelgn
Transaccion Reporclng Act would require an expendicure of effort by
the oxaminacion scatf far in excess of that currvencly applied in a
raguting examinaction. However, we questlon whather any realistic
luvel of effort could be relied upon te decect inscances of inten~
tional noun-reportlng whoere the parvciclpation of asgoclatlen wanage=~
ment i3 invelved. Consequencly, st this stage in our {avestiga-
tiun, we tend co belleve chat the level of effort expended in
reviewing compliovce wich the Act was generally appropriate under
the clrcumstances.

Youry very truly,

7’ /N /%&;&ﬁw¢%w i
Q«wﬂa .

/.
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1700 G Snest, NW.
Washinglon, 0.C. 20552

¥ Fedarai Home Loan flenk System
Fedoral Home Loan Bank Board M Federal Hame Loan Motigaya Corpatalion
- Federal Savings and Loan Insuiance Cotparation

EDWIN J, GRAY

CHAIRMAN J UNt
Lo

To: Paul Gibbons
Inspector GCeneral

From: Chairman Cr oy

Re: Puerto Rico S&@L

I would like you ta expediLiously investigate the performance of
Lhe Bank Board's examination and supervision apparatus in
connection with the Federal investigation of narcotics money
laundering through a number of savings institutions in Puerto
Rica {sco0 attached press releaso),

In the course of your investiyation, please determine the role
of examiners in this case in findlny violations of the currency
toporting requirements,

Qe Ann Falrbanks
Norm Raiden
nitl Schilling
I3 yeo Cukry

At tachment
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Chairman RotH. Our next panel will be Ant:nioc Munoz, ~hair-
man and CEO of the Banco Financiero de Puerto Rico and Jose
Il?umont, chief executive officer of Caribbean Federal Savings &

oan.

Gentlemen, if you will please raise your right hand. Do you
swear the testimony you will give before the subcommittee will be
gled;ruth, the whole truth and nothing Lut the truth, so help you

0d?

Mr. Munoz. I do.

Mr. Dumont. I do.

Chairman RotH. And I would ask the interpreter to raise your
right hand,

Do you swear and faithfully and accurately translate the testiro-
ny you shall hear?

Ms. King. I do.

Chairman Rora. Mr. Munoz, we would ask you to begin your tes-
timony, We ask you to summarize and your full statement will be
included in the record as if read.

TESTIMONY OF ANTONIO J. MUNOZ, CHAIRMAN AND CHIEF EX.
ECUTIVE OFFICER, BANCO FINANCIERO DE PUERTO RICO AS
GIVEN THROUGH AN INTERPRETER, IRENE KING; AND JOSE
DUMONT, CHIEF EXECUTIVE OFFICER, CARIBBEAN FEDERAL
SAVINGS BANK

Mr. Munoz. Upon your request, I would like to speak in Spanish
because it is very important for me to speak in Spanish, because of
the importance of this event, and I believe my contribution can be
much greater if I do so in my native language.

In my statement, I have stated, I have given the story of the
banks. I have mentioned the size of the bank, the services which
the bank provides to the members of the community, the policies
and controls which we have in the bank, and we comply with the
laws of the bank.

We have also included our revisions in the policy that took place
after the events in Puerto Rico, and we have taken steps to train
further all the people who work in our bark.

In order to comply with the cooperation which you are soliciting
from me, I am available to answer any of the questions which you
may have as far as my contribution can be in this respect.

Chairman Rora. Mr. Dumont, will you please proceed?

Mr. DumMonT. Good morning, Mr. Chairman. I would like to re-
quest that I be allowed to read my written statement. It is only 6
pages. Perhaps it will be better.

Let me first provide you with some background information
about the institution of which I became president and chief execu-
tive officer on June 18, 1985.

Caribbean Federal Savings Bank of Puerto Rico commenced oper-
ations in 1974 as a Federal mutual savings and loan association,
and converted to a federally chartered mutual savings bank in
1984. Its main office is located in Carolina, a city in the eastern
part of the San Juan metropolitan area. It has two branches, one
located in Trujillo Alto, also on the east side of the San Juan met-
ropolitan area, and one in Humacao, the city in the eastern part of
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the island. We will soon open our third branch in the middle of the
San Juan metropolitan area, in Hato Rey.

During its 11 years of operations, Caribbean Federal has grown
to some $66 million in assets as of May 31, 1985. Our assets consist
primarily of first and second lien mortgage loans provided to over
1,400 homeowners. Our bank has funded its resources with savings
deposits from customers and advances from the Federal Home
Loan Bank of New York. As of May 31, 1985, its deposits consisted
of $6.4 million in regular savings accounts; $800,000 in NOW ac-
counts, $20.4 million in nonnegotiable savings certificates and $25.7
million in negotiable certificates of deposit, Advances as of that
date amounted to $9 million. Net worth stood at $2.1 million, or 3.2
percent of assets.

When I was invited to attend these hearings, I was requested to
address two subjects: what difficulties have arisen since the June 6,
1985 arrests of the three of these officers—president, vice president
comptroller and Carolina branch manager; and how did I find
fhings at Caribbean Federal when I became president a few weeks
ater,

When I arrived at Caribbean Federal, I found a group of 8 direc-
tors, headed by its chairman, and up to then, acting president and
a group of 33 officers and employees who were working hard to
keep the operations normal in the midst of adverse publicity, a
downward trend in deposits and a managerial vacuum created by
the abrupt loss of its top management.

Since I became president, management has addressed itself to es-
tablishing internal and accounting controls, a written operations
procedures manual and a program for the continuing professional
development of its personnel, Specifically, we have begun drafting
a comprehensive compliance system; we have requested our outside
auditors to perform a compliance audit and we have taken meas-
ures to restore public confidence in the bank, whose image had
been damaged by the recent events.

As to compliance with the Currency and Foreign Transactions
Reporting Act, it has been initially dealt with by the issuance of
detailed written instructions to all branch personnel explaining its
requirements and assigning specific responsibility for compliance to
our branch managers who are, in turn, subject to management
oversight.

In addition, personal meetings have been held with all branch
managers to discuss the subject and clarify any remaining ques-
tions. We also had all branch managers and assistant branch man-
agers attend a CFTR compliance seminar recently held under the
sponsorship of the Puerto Rico League of Savings Institutions.

We would like to point out that thrift institutions generally have
operational systems whereby, because of the formerly limited
nature of their savings and mortgage loan operations, the teller
still acts as the branch bookkeeper and performs the proof and
transit tasks of the bank. Daily he or she credits the general ledger
cash account for the amount of the beginning of day working fund
and debits said cash account for the amount of the end of the day
working fund. Under this system, the teller's proof, however, only
shows the net amount of the day’s cash movement, not the specific
cash-in and cash-out transactions.
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We at Caribbean Federal have now acquired the necessary com-
puter software and are changing our present operational system to
the one used by most commercial banks. Under the new system,
the proof, transit, and bookkeeping functions will be moved from
the tellers’ windows to a separate department. This change will not
only improve the service to our customers by reducing the window
time of a transaction, but will provide an audit trail through sepa-
rate cash-in and cash-out tickets for each cash transaction, thereby
enabling the branch officers, the Federal examiners and the exter-
g%lT 1:%uditors to better monitor the bank’s compliance with the

In addition to the above, the recent events required us immedi-
ately to address a liquidity problem created by unusually high
withdrawals and the need to improve and expand the bank’s oper-
ations in order to maximize profits and maintain our sound finan-
cial condition.

The liquidity problem has been solved with the support of the
Federal Home Loan Bank of New York, which has expressed to us
its intention to provide in the form of advances the funds necessary
to meet possible withdrawals by depositors. We anticipate the re-
payment of any advances with funds to be generated from new sav-
}ngs instruments to be offered by Caribbean Federal in the near
uture.

While we are presently profitable and have maintained an ade-
quate net worth, we are in the process of preparing a business plan
to improve our financial results even further. We are confident
that our goals will be met by improving our operations, providing
adequate training to our personnel and expanding our services.

Since the recent unfortunate events, we have experienced a de-
crease of approximately 15 percent in our total deposits. This is un-
derstandable in view of the dramatic loss of the bank’s top manage-
ment, affecting the depositors’ confidence in the institution not-
withstanding its healthy financial condition. Part of my task is to
assure the public of the bank's sound financial condition despite
the allegations of misconduct on the part of the former officers.

Puerto Ricans, like American citizens everywhere, overwhelm-
ingly are decent, law-abiding people who are united in their opposi-
tion to drug trafficking. Not only the banking sector, but all sectors
of our community are fully committed to contribute in any way we
can to the observance and enforcement of the laws and regulations
that help to stop the traffic in drugs in Puerto Rico, the rest of the
United States and the world, It is ‘'my personal conviction that if
there is any corrupting influence of drug money on our financial
institutions, it is only one part of the pervasive social and moral
illness that drug trafficking represents, which must be attacked in
a comprehensive manner.

In closing, I would like to thank the committee for the opportuni-
ty to express my views, I pray the Lord guides each of you in carry-
ing on your work so that our generation and future generations of
Americans may be freed from the deadly snare of illegal drugs. Mr,
Chairman, I will answer any questions,

Chairman Rors. Mr, Munoz, we have heard that your bank has
very detailed operating procedures and a strong internal audit
system. Yet you are still faced with the arrest of two officers of
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your bank and with subsequent revelations discussed by Mr.
Mot ley, could you please explain to us what happened and why
your system did not work?

Mr. Munoz. Well, what really happened was these were separate
acts by individuals who did not follow the bank's procedures and
policies. Obviously, these were individual activities, individuals did
not comply with the bank’s policies to the full extent.

However, this was part of the specialized department which took
in new deposits and new receipts. The person in charge of these ac-
tivities had only been with us for approximately 3 weeks when he
committed these actions, so there was really no time for us to put
into effect our internal supervisory capacities.

Chairman RotH. In June 1988, you enacted internal controls over
compliance to prevent recurring violations. Can you tell us what
you did then and how what you are saying now differs?

Mr. Munoz. No, they do not differ. In fact, the things we did
after June 6 was we called a board meeting with the executive
members of the board to revise policies of the bank and also to im-
plement and to put in training of our personnel and also to follow
up on our supervisions and our policies. We have been doing this
since the bank was established, and we have been improving these
steps every year since then. In fact, all these inspections carried
out by the FDIC have OK'd all the inspections they carried out; in
fact, all the policies and situations we have carried out.

Chairman RorH. How is it possible your marketing director can
sell hundreds of thousands of bearer certificates to individuals
without your knowledge? Some of these individuals were among
the biggest depositors in your bank; is that not true?

Mr. Munoz. Well, it is possible that some client that really didn't
have much to do with the bank would come into the bank and have
dealings with a special department, such as new accounts depart-
ment. He had nothing to do with, say, public relations or the credit
department. New accounts would be opened. These clients perhaps
were associated with the bank for a period of 1 month, 60 days and
I wouldn't know about them because they would not establish a
fixed relationship with the bank. These people would become cli-
ents of the bank because of the attraction of the interest rates,

I don't really know what the full connection would be there, but
the department which would attract these pecple would take care
of these clients and basically it was a relationship in terms of CD’s.

Chairman RorH. I would like to have your comments as to the
reasons for the popularity of bearer certificates in Puerto Rico.

Mr. Muwoz. The bearer certificates of deposit in Puerto Rico are
attrz}lctive because of the negotiability of these instruments, pri-
marily.

Chairman RotH, Many people think it is for purposes of evading
taxes. Would you agree that that is a significant factor?

Mr. Munoz. No, I don’t believe that is the main reason. Most of
the depositors are properly identified. We have their social security
numbers; we provide this information to the Department of Treas-
ury. I don't see how they could avoid not paying taxes if we do give
this information to the Department of Treasury. I would suspect
the Department of Treasury would carry out their jobs as they are
supposed to do.
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Chairman RorH, Does your bank file the appropriate veports
with the Puerto Rican Treasury Department reporting each cus-
tomer’s interest received on bearer certilicates?

Mr. Munoz. Yes, Mr. Chairman, our bank provides these reports
to the Department of Treasury by account numbers, with social se-
curity numbers, according to the law,

Chairman RorH. You would say those reports are full and com-
plete year by year?

Mr. MunNoz, Yes, there could, however, be change or some type of
grror which would only be considered an error, not something
which was done intentionally in order to avoid taxes.

Chairman Rorsa. Mr. Dumont——

Mr. Dumont [interposing]. Yes, Mr. Chairman?

Chairman RorH. Have you personally read the currency report-
ing and recordkeeping regulations contained in title 31, specifically
part 103 of title 31?

Mr. DumonT. I have not had the opportunity to read the entire
regulation, but through several compliance officers, 1 have become
quite familiar with it,

Chairman Rora. If I came into your institution today with
$100,000 in cash to buy a bearer certificate of deposit would you
please tell me what you would do. Who would I deal with at the
bank, what records would be kept and where?

Mr, Dumont. Mr, Chairman, the first thing to do is determine
whether you are a regular customer or not. Let's assume you are
not. We would try to, we will identify the customer to have positive
identification from him, obtain name, address, social security
number and LD. We would then try to determine the source of the
funds. If we find they come from illegal sources, we would see an
agent. A copy of the CD will be kept by the institution to be filed.
The corresponding form 4789 would be filed with the IRS and your
name, address, social security LD. number would be entered into
our log which includes the CD number, amount, all this informa-
tion, name, address, social security LD. of the purchaser, the dates
gf maturity. What I do is actually pay on the dates that interest is

ue.

As to the cash-—maybe I should expand. As to the cash portion
under the present system, the teller would have to record that cash
amount in cash transactions in excess of $10,000. The branch offi-
cer will decide whether a form 4789 hasg to be filed. If it is not
within the exempt list of our customers, at the present time in Car-
ibbean Federal, that would go for all transactions since we have no
exempt list of customers,

I understand that the Federal agents that searched the premises
of Caribbean on June 6 took whatever record there was, if any.
Since then, we have given no exception to anyone, Right now, there
is no exception in Caribbean.

Chairman RorH. Obviously, there are some legitimate reasons for
bearer certificates of deposit. Are they used primarily as a means
to evade Puerto Rican taxes, or is that a principal reason for them?

Mr. Dumont, That I don’t know, Mr. Chairman, CD’s, like my
colleague said, are negotiable instruments which require no en-
dorsement. They are pledged as collateral.
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I don’t know why people would think about using a CD for evad-
ing taxes,

Chairman Rorn. We have heard testimony that Caribbean pays
much of its bearer certificate interest in cash and did not report
these payments to Treasury. Do you still pay this interest in cash?

Mr. DumonT. Excuse me?

Chairman Rori. Do you still pay this interest in cash?

Mr. Dumonr. Yes, we do.

Chairman Rora. You still do?

My, DumonT. Yes, sir, we do,

Chairman Roru. How do you plan to deal with the interest re-
porting delinquencies? Is this something you can do after the fact
or is that information lost?

Mr. DumontT. No; when we pay the interest, we take the informa-
tion from where the interest is paid. Should it be determined, it is
not very clear to us right now, that we have to give that informa-
tion to Treasury—if it be determined that we do have to do it—we
will have the information available. All types of financial institu-
tions must submit to Treasury to whom interest was paid on all
types of savings instruments, including certificates of deposit.

Chairman Rota, Mr. Rinzel?

Mr. Rinzen, Thank you, Mr. Chairman. I would like to direct a
question both to Mr. Munoz and Mr, Dumont. Each of you have
said that you think liquidity is the primary reason why people are
interested in purchasing bearer CD’s, but isn’t it true that very few
of these bearer CD’s are cashed in prior to maturity and doesn’t
that indicate that liquidity isn’t the main interest?

Mr. Dumont. Negotiable certificates of deposit when issued are
not subject to cancellation prior to maturity. The only way you
could know where it was would be comparing the names of whoev-
er it was issued against seeing who collected at the time.

Mr. RinzeL. I didn’t mean to say turn in; I meant to say sold.
The person who cashes in the certificate is the same person who
purchased it, isn't it, in the vast majority of cases?

Mr, Dumont. I don’t have the answer to that question, Mr.
Rinzel,

Mr. RINzEL., Mr. Munoz?

Mr. Munoz. CD’s are negotiable, but some of them are negotiable
before their maturity date. Usually the person who gets the inter-
est is the person who negotiated.

Mr. RinzeL. I recently saw an article in the San Juan Star which
quoted the Governor of Puerto Rico as saying that everybody in
Puerto Rico knows that these bearer certificates have been used to
evade taxes and that the tax rate is too high and that is why
people use it.

Are each of you saying something different now? Do you disagree
with what the Governor says?

Mr. Dumont. Sir, on my part, I am not disagreeing with the Gov-
ernor. What I am saying is I don’t have any evidence to compare
with his or disagree whether such is the case.

Mr. RinzeL, Mr. Munoz?

Mr. Munoz. I persenally know as far as commercial banks are
concerned, I'm not talking about savings banks but commercial
banks are regulated by the Department of Treasury. There are 16



commercial banks in Puerto Rico and each one of them offers infor-
mation to the Department of Treasury as far as tar payments are
concerned,

So, in other words, commercial banks really can’t avoid tax pay-
ment because the information is given to the Department of Treas-
ury under those regulations.

Mr. Rinzer, We heard testimony from Mr. Morley about the lack
of accurate records in various institutions that he looked at in
Puerto Rico regarding the purchasers of bearer CD's, Isn’t that a
dirvect invitation to money launderers when they realize that such
a system exists and is easily used? Isn’t that a direct invitation to
money launderers to use the bearer CD route to launder their drug
money? :

Mr. Munoz. Well, I don't think there—I don't think they use
Bearer certificates of deposit in this manner because these transac-
tions are registered and most of them are carried by checks, It is
easy to identify transaction order, be it by check or by cash, If it is
a cash transaction, form 919 has to be filled out and submitted and
if it is by check, then the check is very easy to trace. Because of
the rules that govern bearer certificates of deposit, 1 really can’t
see how these instruments will be easy to use as instruments in
laundering money.

Mr. RinzeL, Simply by using phony names and addresses and
social security numbers and identifying the purchasers as “bug-
eyed" or “one arm” or “red haired” instead with their true names
and addresses and social security number,

Mr. MuNoz. Well, I still believe that it's hard but I'm not saying
it cannot happen. Policies and instructions and the supervisory pro-
cedures of our bank demand all of these things. Regulations are ad-
hered to and everything has to be correct if it is submitted to us,
this information has to be correct.

In our bank, we usually know the clients that we deal with, and
we believe we can identify any type of illegal operations. We know
the client.

Mr. Rinzer. Mr. Chairman, I don’t have any further questions,
Thank you.

Chairman RorH. Gentlemen, that is all the questions. I will say
that I am disappointed with the lack of candor. I think until there
is a better understanding in recognition of the problem, it is going
to be very difficult to correct. T can assure you that we are deeply
concerned because we think that the evidence shows that in some
institutions, the controls are inadequate, and I feel very, very
strongly that money laundering operations are what make illicit
drug operations possible, We are not going to be satisfied until all
{'inancial institutions, including your own, comply strictly with the
aw.

Thank you, gentlemen. That is all.

Mr. Dumont. Thank you, Mr. Chairman.

[Mr. Munoz's prepared statement follows:]
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Prepared Statement of Antonio Mufioz

Chairman of the Board and Chief Executive
officer of Banco Financlero de Puerto Rico

Pursuant to your invitation to appear in writing before the
Permanent Subcommittee on Investigations of the Committee on
Governmental Affairs of the Senate of the United States of
Anerica, presided by the Honorable Senator William V. Roth, Jx.,
and in order to provide said subcommittee with information
regarding Banco Financiero de Puerto Rico's (hereinafter the
“Bank") internal procedure for financial record keeping of
currency transactions, as required by the Bank Secrecy act, we
hereby inlorm you as follows:

Before going into the subject of this statement we consider
it appropriate to present some background information about the
Bank.

The Bank was organized in the City of Ponce, Puerto Rico as
4 savings and loin bank in the year 1975. From its establishment
the Bank faced difficulties growing as a savings bank on account
of constantly fluctuating and volacile interest rates, an econo-
mic condition that affected sdvings and loan institutions all
over the United States. ¥urther hardship was brought upon by thx
fact thac in accordance with its charter the Bank was limited
primarily to granting long-term mortgage loans, a type of

investment which became a scarce commodity during those years.
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Consequently, in 1980 the Stockholders and the Board of
Directors of the Bank approved a resolution to convert the Bank
into a commercial oae. After a thorough investigation of the
Bank, approval of such a conversion was obtained from the Federal
Deposit Insurance Curporation (FDIC), the Federal Reserve Bank of
New York and the Department of the Treasury of the Commonwealth
of Puerto Rico and the change into a commercial bank became
effective on November 27, 1981.

Until then the Bank conducted all of its business from its
main office in the City of Ponce and as of December 3lst., 1980
1ts stockholder's equity amounted to $1,460,909. At the same
time that the conversion was approved, the previously cited
regulatory authorities, which retained supervisory responsibility
over the Bank, authorized the opening of two branch offices, one
to be located in the Hato Rey financial district, and the other
in the City of Ponce, where the main office is located.

As part of this expansion the Bank had to increase its
paid-in capital requirements by $1,600,000. The investment was
made and both new branches were in operation by the middle of the
yaar 1982.

The Bank is small, even though as of December 31, 1984 the
Bank had a stockholder's equity of $8,897,968. In anticipation
of further growth and because of the need to assure the efficient
operation of its activities back in 1980, it recruited new
executives and employzes. Parct of this group includes Mr. Samuel

zayas, who became and since then has served as Vice-President in
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charge of operationg and Mr. Pedro J. Suau, as Vice-President in
charge o©of +the San Juan ared, presently in charge of the
administration of credit. Both executives provided the Bank with
the management knowledge and expertise that the recent expansion
demanded.

Neadless to say, the size of a bank ig an important element
in almost any considerazion. It certainly is in terms of growth
potential and ability to compate, and it can be affirmed that the
Banking Industry is a highly competitive one and size in itself
can give some of its members a ¢lear competitive advantage.

Be thgt ag it may, the ability to undersvand and rigorously
apply the requirements of the law in most instances should not be
related to the size of an anstitution. At Banco Financiero de
puerto Ricw, and concerning the matter at hand, that is the
application of the Bank Secrecy Act, we 4o not see size as a
relevant issue, since we are convinced that as an institution, we
have observed the correct procedures in the past, and will
continue to de so in the Future.

However, before going any further we mUsSt express our
concern regurdiné the manner in which the law enforcement
authorities executed the raid of commercial banks on June 6 of
this year in bPuerto Rico. The harm done to Puerto Rico's
financial image and to small banks such as ours is not
commensurate with the acts attributed to individuals within the
banking industry in Puerto Rico. While we are convinced and have

been convinced of the need to comply with the Bank Secrecy Act as
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a tool for tho prosecution of 'major crimes, we must point out

that in the case of commercial banky which are members of the

Puerto Rico Bankers Assoclation and insured by the FDIC, and
supervised by the Treasury Departmant of the Commonwealth of
Puerto Rico, it would have been most helpful to ascertain first,
whether banks under their jurisdiction had been in compiiance
before the raid und the disproportionally damaging publicity that
accompanied the rald took place.

In reading about the apparent lack of communication and
coordination that appears to exist batween the regulatory and the
law enforcement authorities, one cannot avoid concluding that the
initial effort should have been to corxrect this lack of
communication and coordination. Then and only after it could be
concluded that banks in general in Puerto Rico or any othexr place
within the jurisdiction of the law enforcement authorities, as
lngritutions, had bewun deliberately indifferent to the legal
mandate of complying with the Act, then and in such an event a
raid 4s the one blatantly effected in Puerto Rico can ba qjug-
tified.

Such is not the case, either with regards to our Bank or the
kanking industry in Puerto Rico. We, as an industry are fully
aware and diligently complying with the Act and we hope that at

the conclusion of these hearings, the Sub-committee and ~——ew--
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eventually the Senate of the United States of America will be
convinced of this.

The Bank, as previously sgtated, in 1981 changed from a
savings bank to a commercial bank, and at the same time grew from
one main office in the City Pounce and a branch in the town of
Juana Dfaz, to an additional branch in the City of Ponce, another
in Hato Rey, which is the business and financial district of San
Juan, Capital of Puerto Rico, and most recently one in the town
of Guénica, which it acquired from the Royal Bank of Canada.

From the beginmning of its operations as a commercial bank,
the Bank adopted a compliance manual, a copy of which is attached
herewith, ag part of this statement.

Please note that one of the purposes of said manual is to
agsist the Bank's staff in complying with "statutory and regu-
latory overview and operational procedures”,

fo effect the above purpose, the Bank has placed a Senior
Vice President in charge of its operation division, which has the
responsibility to train and supervise the managers and operation
officers of evach branch. As often as wvery three months seminars
are held to assure the efficient application of the "compliance
manual” and acguaint the personnel of the-Bank with changes in
rules and procedures, if any.

Said Senior Vice President responds directly to the Presi-
dent and Chief Executive Officer of the Bank, who in turn res-
ponds directly to the Board of Daxectors in all compliance

matters.,
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The manual provides that all senior officers, a group which
now consists of three Senior Vice Presidents and the President
and Chief Bxecutive Officer, are included and form a part of the
Bank's compliance task force.

In addition to the compliance task force and the individual
compliance officers, the Bank has an dinternal audit division,
which consists of three auditors which work under the direction
of a CPA who is not an employee of the Bank, but is a member of
the Board of Directors. Yearly, the Bank is audited by an
external CPA firm, the Commonwealth's Treasury Department and the
FDIC. In this respect 1t must be noted that the FDIC 1s the only
regulatory agency which c¢onducts separate compliance examina-
tions.—l/

As can be readily noted, the manual is complete regarding
compliance with the applicable federal laws and specifically with
regaxds to f£inancial record keeping ("currency transactions"), In
accordance therewith the personnel customarily involved in these
transactions to wit: the teller and the branch operation officer
have bean gpecifically instructed to proceed as follows:

1. The teller is required to 1dcntify'the currency trans-

action or multiple transactions of more than $10,000 in any one

27 phe FDIC, during its yearly audit has Eound that the
Bank is in compliance with the Bank Secrecy Act both in regards
to filing the CIR's and adhering to the Treasury Department
regulations for exempt customers.
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day as provided in the compliance manual, unless such “person”
effecting the transaction is an exempt customer of the Bank.,
Bach teller has immediate access to a list of the exempt custo-
mers of the Bank.

2. Once the non exewmpt transaction has been identified,
the teller will refer the matter to the branch's operation
officer, who will then have the responsibility to prepare and
file thu Currency Transuction Report, (hereinafter referred to as
the CTR).

3. The operations officer will then mail the original of
the report to the IRS. A copy is retained at the branch and a
second copy is sent to the main office which serves as central
clearing house for the Bank. Both copies must bear the tellex's.
identification stamp. This latter step, gives the teller the
additional responsibility of knowing if the currency transaction
ruport has bean duly completed,

4. With ruspect to the filing of the "Report of Interna-
tional Transportation of Currency or Monetary Instruments", the
procedure established by the Bank requires that all transfers be
made through the main office, where the Telex system is located.
The report is prepared by the operations officer of the branch
following the same procedures establishad for CTR's explained
above. Howevar, in view of the size of the Bank and the fact

that its business is almost exclusively conducted with respect to
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local transactions, the number of international currency
transactions is eXtremely limived,

In the case of a4 sale of a manager's check the compliance
manual (page II-9-8) provides that all manager's checks must be
approved by an officer and shall contain two signatures, one of
which must be that of an officer of the Bank. f%The procedure
established by the Bank requires that a teller receive the
application for the check and the £funds, then prepare the
managec's check, which is never issued to bearer or in blank, and
deliver it to an officer for approval and signature.

It 15 the caller's duty to follow in this case, the same
procedure explained above for deposits.

As a result of the recent events (June 6th., 1985) which
resulted in the indictment of employees of various banks in the
Commonwealth of Puerto Rice for failure to £ile the CTR's in
cases involving trahsactions that exceeded $10,000, the Bank has
taken the following measures to further strengthen its operation
procoedure:

1. ALl the pertinent pursonnel was convened at a meeting
held on Juna 10, 1985 at the main office to review the proce-v
dures, examine the causes for the failure, and suggest new
courses of action.

2. The Senior Vice President for Operations and the Senior
Vice President for Credit Administration of the Bank shoxtly

thercafter, attended a meeting of all senior executives of
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commercial banks called by The Puerto Rico Bankers Association to
digcuss and review the currency procedures, eto.

As a result of the above it has been concluded:

(A) That the personnel of the Bank has been duly informed
and were duly informed of the need to file the currency trans-
action report, wherever applicable. ‘

(B) That in spite of the above, some individuals have pre-
sumably violated this procedure.

(C) That an awareness has developed, calling for more
scrutiny between and amonyg all the personnel involved in these
transactions. They have bueen asked to and are apt to be more
watchful of the legal need to comply with the procedure. This is
expected to bring about more control, for example:

1, Tellers, in addition to previously f£fixing their
identification stamp on the second copy of the currency report,
have established a follow-up procedure, wherein they will assure
thumselves that the currency report hag been filed in those cases
identified by them to be non exempt.

2. Personnel required to countersign manager's checks
have been asked to be more watchful of these transactions and to
rely on their own knowleage of the transactions, as oppdsed to
total reliance in the person initiating and approving the prepa-
ration of the manager's check.

3. The list of exempt transactions, which is reviewed
every six months, has been carefully examined and found to be

correct.
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4. The Bank had begun, over a year ago, a public
ralations campaign promoting better relations with its customers.
This is expected, among other things, to bettaer acquaint the
Bank's personnel with its clients and prevent cobscure or anony-
mous persons from using the Bank for unlawful or devions pur-
poses. In this respect it must be noted, that of the five
branches only one is located in a city with large population
movements and is therefore liable of being more exposed to the
problen.

I would like to finish my remarks by restating our full
support to the efforts of this Committee in the prevention of the
use by criminals of established £financial institutions for the
benefit of their rlegal activities. I also share Chairman Roth's
concern that drug abuge is one of the most serious problems
facing this country and that banks have a responsibility to
assist in the battle of law enforguenjent.

Regpectfully submitted this 22pd day of July, 1985,

Q””j—
Antbnic J. Muflo

53-218 0 - 85 ~ 5



126

Chairman Rors. At this time, I would like to call forward Mr.
Ledesma and Mr. Mier, please. Please raise your right hand.

Do you swear the testimony you will give before this subcommit-
tee will be the truth, the whole truth and nothing but the truth, so
help you God?

Mr. Lepesma., I do.

Mr. Migg. I do.

Chairman RorH. Gentlemen, we appreciate you being here. Your
full statements will be included in the record as if read. I would
appreciate if you could summarize it. Mr. Ledesma?

TESTIMONY OF HECTOR LEDESMA, PRESIDENT, PUERTO RICO
BANKERS ASSOCIATION AND CHIEF EXECUTIVE OFFICER,
BANCO POPULAR DE PUERTO RICO, AND MARIANO J. MIER,
PRESIDENT, PUERTO RICO SAVINGS & LOAN ASSOCIATION AND
PRESIDENT, FIRST FEDERAL SAVINGS BANK

Mr. Lepesma, Thank you, Mr. Chairman. For the record, my
name is Hector Ledesma. I am president of the Puerto Bankers As-
sociation. I am also president of Banco Popular de Puerto Rico.

We really appreciate the opportunity to come before you on this
very important issue. I would like to give you a very short overview
of banking in Puerto Rico, the composition of the banking industry
and in my testimony, I will be referring mostly to the commercial
bank end of the business.

We have some of the most important banks in the world, some of
the leading banks in the United States, in Canada, in Spain, as
well as substantial local banks that have evolved as the economy of
Puerto Rico has evolved from the local side.

One of the areas that I would like to clarify in the statements
made previously by Mr. Blau, he quoted some data relative to bank
deposits which apparently contains a typographical error because
the information that I have here, which is published by the Gov-
ernment Development Bank for Puerto Rico shows the banking de-
posit growth in Puerto Rico, and just to give you a ballpark figure,
in 1980, the deposits in the commercial banks were $8.6 billion; in
1982, $10.9 billion; in 1983, $12 billion and in 1984, and I am quot-
ing as of December 31, about $18 billion.

So as you can see, there has been a steady growth.

At this time, I would also like to offer as additional evidence the
statement that I read at the Ways and Means hearings held on
July 11, 1985, which will give you a great deal of information about
the composition of these deposits.

Very briefly, I have to clarify this area because when you look at
figures sometimes it is good to analyze the facts behind the figures.
In 1976, the Internal Revenue Coae, section 931 that dealt with the
exemption of profits generated by U.S. companies and possessions
was changed, Before that time, most deposits were outside the
banking system in Puerto Rico or the banking system in the
United States, for that matter, They were mostly in the Eurodollar
market. When the law was changed in 1976, many of the earnings
of these companies were brought back to Puerto Rico so the in-
creases that you see in the deposits in the banking sector account
for the return of those profits.




Just to give you another figure that is easy to remember, as of
right now, from 40 to 44 percent of banking deposits in Puerto Rico
belong to these 9306 companies. So that shows you clearly these are
substantial amounts which have increased the deposits in the
banking system.

This may clarify this matter, and I would like to submit also the
economic indicators published by the Government Development
Bank that can give the committee additional information,

Going back to the testimony, we operate through substantially a
branch system. There are over 300 branches in Puerto Rico. Most
of the branches are in some of the large metropolitan areas, but we
also have branches throughout the Island. In the case of the com-
mercial banks, we also have trust companies that do not have a sig-
nificant number of branches and they are really part of our asso-
ciation, but the bulk of the deposits are in the U.S. banks, in the
Canadian banks and in the Puerto Rican banks,

The banks doing business in Puerto Rico have a tradition and
not only a tradition, it is a policy to comply not only with Federval
but with local banking regulations. We are examined by a handful
of Federal organizations,

In the case of the commercial banks, we are supervised by the
Federal Deposit Insurance Corporation, the Office of the Comptrol-
ler of the Currency, the Board of Governors of the Federal Reserve
Bank, We are also supervised closely by the Secretary of the Treas-
ury of the Commonwealth of Puerto Rico. We also have, and espe-
cially most of the large banks have, outside auditing firms, such as
the ones that were mentioned here previously, that also go over
our figures and certify the correctness of our financial statement.

I would like to devote a little time to the efforts that we have
made in the banking system to comply with all compliance laws
and there are a multitude of Federal laws that require compliance,
but specifically the Bank Secrecy Act. The banking industry has
made every effort to comply with this regulation. As a matter of
fact, before the Secrecy Act was enacted, since 1950, our own
Puerto Rican laws require a great deal of disclosure that is now
being required by the Bank Secrecy Act, especially, Mr. Chairman,
you were referring to the payment of interest on deposits.

Our laws are very specific in connection with the obligation of
banks to report to the local Treasury Department payment of in-
terest, over $100 per customer. This information is then forwarded
to the Treasury Department on a yearly basis.

Also, the retention of records is very important. Our local law
goes much further. We have to retain most records from 10 to 15
years. The title 2, which we are addressing today, has received a
great deal of attention and, as a matter of fact, we have been hold-
ing seminars, very frequently, on all the implications of complying
with this very difficult regulation because it is lengthy, Of course,
when you summarize the very important points, I think that it is
much easier to give that information to your personnel rather than
just give them a copy ol the law,

In our bank, we have summarized the law, and we issue bulleting
that informs them changes that are being made, requirements that
are being added or deleted and internal policies of our bank con-
cerning the reporting of all these transactions,
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In the Puerto Rico Bankers Association, we have also adhered to
compliance regulations. As a matter of fact, one of the first meet-
ings that the Operation Greenback staff held in Puerto Rico in
1982 was with our bankers association.

Ou December 1, 1982, we had a meeting and they told us what
the problems were and they gave us an idea as to the action that
they would be taking in the future. So communication at that time
wasfvery good. Most banks followed with meetings with their own
staffs.

For example, in our bank, we met on a local holiday, on the 11th
of January 1983, we pulled back key personnel from the branches
and we have 112 branches, We had the managers, the assistant
managers and others to discuss the law. We had people from Treas-
ury, from Customs, from the FBI giving us very clear information
as to what they were looking for.

So from that point on, we emphasized the compliance in the area
of Bank Secrecy, but really we had this mechanism in place at all
times.

I have here with me our compliance officer, Ms, Margarita Her-
rera. We have given our staff a very thorough training. As you
know, the American Bankers Association offers a compliance
school for bankers and I would suggest, Mr. Chairman, that one of
the areas that you should really pursue is also dealing with trade
organizations, such as the American Bankers, because I know, I
participate in many of their meetings, and they are trying to do a
job, but my feeling is that you have to go to the top at each bank.
Compliance starts at the top. It cannot start at the teller's level be-
cause this is a burdensome process; this requires a great deal of pa-
perwork and unless a CEQO or president of the bank makes it very
clear that we will not do any business unless we comply with each
law, whatever happens from that point is going to be very difficult
to administer,

Personally, from the very first time that we started to deal with
compliance, I personally attended all the seminars. I went out, I
saw people and then we hired competent people in the bank. Today
we have 12 persons in our compliance area. This is outside of our
general internal auditing stafl that also goes through all the docu-
ments that have to be filed. So the internal auditing procedure
must be coupled together with the compliance effort because to me
this is your best source of information to detect whether or not you
are in compliance.

I would like to submit for the record the compliance training pro-
gram that we have at the bank. Again, I have to give a great deal
of credit to Ms, Herrera who is here. She approached this from a
practical viewpoint. She is a lawyer; she read the law. After read-
ing the law, she prepared a set of guidelines. As a matter of fact,
she also prepared samples of each of the documents that had to be
filed offering 15 or 20 alternatives that could come up so that our
personnel in the front line if in doubt, could also refer to some of
these forms that were properly filled out. I can write memoran-
dums and do other things. However, I also have to be sure that
compliance is effective.

She goes out and whenever our auditing department examines a
branch, she will get back whatever comments they have regarding



129

compliance, and she will see that whatever deviations, if any, and I
can tell you that we are human, we may find one or two things
that are not done, are corrected right away.

So to me, the success of compliance starts at the top with aware-
ness from your board of directors, your senior officers, your people
in the front line, and the tellers because the tellers are the main
linkage with our depositors and although they really have to be
friendly with the depositors, they also have to be firm in asking the
proper information,

We also went as far as having quizzes, tests, because you can be
imparting a great deal of information and you don’t know if the
information is being analyzed and is being understood. Ms. Herrera
devised many, many of the simple tests to challenge people, to see
if they really understood the regulation. Maybe this is why in our
particular case we have been examined by the FDIC in the last §
years and they have found very few deviations, if any.

This is one area, by the way, which I think I would like to give
credit to FDIC. FDIC separated their yearly compliance inspections
from those in the area of credit policy, management of funds, and
so forth. So the compliance examiner comes at a different time
than the other general examination that is conducted throughout
the bank.

To me this has been very effective because you have a very small
group of very knowledgeable people that can come and pinpoint
the areas that you need to examine very thoroughly. So maybe sep-
arating the two examinations is a procedure that should be consid-
ered because compliance is not a subject that is easy to police.

We also went as far as issuing a monthly compliance bulletin,
and I have reports that I would like to submit where we go
through specific transactions. We also analyze the paperwork we
are receiving to see if it has been properly filed. But we went one
step further. When these forms 4789 are filled out at the branch,
they could be remitted directly to the federal agency in the United
States. In our bank, we centralize the forms, the 478Y9. They come
to our compliance officer, Our compliance officer will go though
them and forward them directly to the Federal agency. I would like
to clarify for the record that in our bank, we are filing an average
of 250 to 300 forms weekly, contravy to some of the low figures that
I have heard today in other testimonies in the past.

So the volume of business-—and this is outside of the exemptions
which, by the way, we review the list twice a year or as frequently
as needed, So from the point of view of direct contact, in our bank
and I would say in a general statement, in other commercial banks
in Puetl-)to Rico, compliance has been not a part-time job but a full-
time job,

I would like just to make a closing statement, Mr. Chairman, be-
cause I think we are going further than just a banking industry.
Whenever banks do something wrong, whenever some information
comes up it gets the front lines, not only of the newspapers, which
by the way have treated this matter in a very professional way, but
also by television and other media that not only stays within
Puerto Rico but goes much further outside of Puerto Rico.

I believe that the actions that were taken in the past several
months have not only damaged the reputation of the banking
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system that has served Puerto Rico very well, but has also tainted
the overall image that Puerto Rico may have in the mainland.

Right now we are dealing with Congress i1 many vital areas—
such as section 936 that greatly influences industrial development
in Puerto Rico and the role we are going to play in the develop-
ment of the Caribbean area—that could bhe tarnished, if I could use
that word. I know this is not your intention because I can see that
you are calling us not merely to get information from us, but to
establish a much better communication between the regulators, the
legislators and the business people.

I urge you, Mr. Chairman, and I place the resources of the entire
banking community in Puerto Rico at your disposal to speed up
this investigation. The statements that I heard this morning, par-
ticularly from Mr. Charles Blau, are too general. I would like to see
if there are some specific violations. I realize investigations are
taking place and maybe there is information that has not been
given, but there are a series of statements here that if read out of
context or even if read within the context could be very misleading.

On the other hand, I have to give credit to your staff, and I am
not just trying to be nice. Mr. Morley arrived in Puerto Rico and
within 2 weeks, he had done more work in going to the substance
of this problem than maybe other people that have devoted more
time. I have clarified the bank deposits. I would like now to touch
very briefly on the cash depots.

Cash depots are a function of the Federal Reserve System. A
daily statement is sent to the Federal Reserve of New York which
handles the local depot through a bank in Puerto Rico, Banco de
Ponce. These increases mentioned by Mr. Blau have not gone up in
just 1 or 2 years, but have gone up gradually, are operations that
banks in Puerto Rico are conducting.

Again, I urge you if there are any doubts in that area, inasmuch
as we are talking about fairly large amounts, that you ask specifi-
cally to the banks, because we have done that already and they can
attest to the flow of money that is coming into Puerto Rico, mostly
from branch operations uf large branches or affiliated banks in the
Caribbean area,

So, again, 300 million figure that was mentioned as increase in
the cash depot figures, again, could throw a red flag and people
could say: “Gee, that is a lot of drug money that is coming in
there.” I think it’s our responsibility as responsible people to give
you the information that you need. Please ask us for more informa-
tion if so needed. We will be very happy to give it to you. Thank
you very much, Mr, Chairman,

Chairman RotHa. Thank you. I want to say publicly here the two
gentler2n who have been before me have been leaders in trying to
correct the situation and make sure that there is compliance. 1
want that to be known. One of the problems when you investigate
a serious problem is that those that do wrong make the headlines
and those that do well are forgotten. But I think it is important
that it be understood and I would hope that the press would report
it, that much of the banking industry in Puerto Rico is complying
and trying to live within the law. That is important. I think the
leadership you two gentlemen are showing is extraordinarily im-
portant. I think maybe we should have you take over the Federal
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Home Loan Bank Board [laughter] at least insofar as training them
and enforcement of the law.

And, Mr. Mier, I want to thank you, too, and invite you now to
proceed with whatever remarks you care to make.

Mr. Mier. Thank you, Mr. Chairman. My name is Mariano Mier,
I am president and chief executive officer of First Federal Savings
Bank of Puerto Rico. In addition, I am president of the Puerto Rico
League of Savings Institutions, and it is in this capacity that I
appear before you today.

The savings and loan industry on the island consists of 12 insti-
tutions, operating under the provisions of the Homeowner’s Loan
Act of 1933. They have combined assets totalling $4.5 billion, of
which 48.8 percent or $2.2 billion are concentrated in two institu-
tBions——First Federal Savings Bank and Caguas Federal Savings

ank.

We are regulated and supervised by the same regulators and su-
pervisors—in our case the Federal Home Loan Bank and the Fed-
eral Savings and Loan Insurance Corporation—as are our fellow
thrifters in Florida, Georgia, Delaware, or Alaska. :

Therefore, we are prone to face the same challenges that the fi-
nancial community faces throughout the United States.

We, thus, benefit from the same benefits that the mainland fi- -
nancial community enjoys and are affected by the same problems
they endure.

Nonetheless, the events of last June 6, have significantly altered
the image of an industry that until that date had not been suspect
of wrongdoing, least of all of collaboration with organized crime.

On that unmemorable date, Federal law enforcement agents ar-
rested in Puerto Rico 14 financial institution employees, including
a bank president, on charges of conspiring to illegally launder
money, most of which allegedly is derived from drug-related activi-
ties.

The disclosure of these actions, undertaken by an army of more
than 200 agents, took everyone by surprise and have shamed the
honest, law-abiding Puerto Rican business community.

Even though I was aware of the undercover investigation that
was underway and had been, as head of the island’s oldest and
largest thrift institution, in close collaboration with regulators and
law enforcement officials, the first I heard of the June 6 raid was
from the late Bryce Curry, president of the Federal Home Loan
Bank of New York, who called my office minutes after our largest
branch was intervened by Federal agents.

My initial reaction was one of shock at the magnitude of the op-
eration which included, not only savings and loan institutions but
also commercial banks.

I was also surprised that agents had raided our largest branch
for 1, personally, have been the most persistent and obsessive
watchdog of compliance with all the laws and regulations which
apply to our industry.

My initial surprise at the unexpected raid of our Plaza Las
Americas branch changed drastically during the rest of the after-
?}claon a? more information became available regarding the scope of

e actions,
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First of all, the only reason Federal agents had entered our
premises was to secure documents dealing with transactions that
had been carried out in one account by a former employee of our
institution, who was asked to resign more than a year prior to the
events of June 6 as a result of his failure to adhere to our compli-
ance and internal audit procedures,

In the spring of 1984, he was placed on probation due to some
ope(alrational deficiencies discovered in the course of an internal
audit.

Subsequent to that action, the employee called our compliance
office to give his reasons for the late submittal of a currency trans-
action form. At the same time, the employee communicated to our
senior vice president in charge of operations to inform him about a
currency transaction that he claimed, and I quote, “was suspi-
cious.”

Our operations director proceeded to meet with special agent
Rafael Rivera of the U.S. Customs Service who informed our officer
that the employee’s assertions were false, that he was under sur-
veillance and would be arrested.

Under the circumstances, in order not to compromise the Federal
investigation underway, we asked for the employee’s immediate
resignation based on his prior operational deficiencies.

Almost a year later he was arrested by Federal agents and
charged with violating the Bank Secrecy Act.

On June 6, as my concerns for the prestige and well-being of my
own institution subsided, preoccupation for the effects of the day's
actions not only on our thrift industry, but on our entire financial
community, as well as on Puerto Rico, began to mount.

I felt no satisfaction from the knowledge that my institution,
First Federal Savings Bank, had survived the ordeal untarnished.
I, after all, had been entrusted, just 2 months before, with the pres-
idency of the Puerto Rico League of Savings Institutions, and had
far greater responsibilities than those of my institution. I now was
custodian of the trust, the welfare and well-being not just for First
Federal Savings Bank, but for the entire industry.

The scandal, which was prominently displayed by both the local
and national media, was unprecedented in Puerto Rico’s history.
Until that day, the only precedents we had were those of similar
violations found in a host of financial institutions in the mainland
United States.

In my new position as president of the Puerto Rico League of
Savings Institutions, a post almost as new as my initiation as a
thrifter, for prior to December 1982 I had been a commercial
banker for almost all my professional life, it was of paramount im-
portance to leave aside competitive considerations and address the
problem from the vantage point of how to stop whatever erosion in
the people’s confidence in our industry had resulted from the ar-
rests.

On June 13, after chairing a board meeting of our league, in a
prepared statement released to the local media, I reaffirmed, as I
had done following the arrests of June 6, our full cooperation with
the continuing Federal investigation and welcomed the opportunity
to get rid of any unscrupulous member of our financial community
found in violation of the law and/or the regulations.
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At the same time, I offered my fellow thrifters the services of our
own compliance officer at First Federal Savings Bank, who person-
ally headed an in-depth compliance seminar for all member institu-
tions last June 22,

As T cannot be fully conversant about the compliance procedures
that have been followed or that are now being followed by all the
thrift institutions on the island and since my participation in this
industry is of recent vintage, I beg that you allow me to share with
you the experiences that I have had at First Federal.

It was obvious from the beginning that the institution, with total
assets of $1.2 billion and 22 branch offices, was in dire need of a
complete overhaul, not only of its systems, but also of its adminis-
trative culture. Changes were made. New faces brought in. Systems
were updated. As a result, the bank has turned around dramatical-
ly, showing net profits for the last 30 months and is well on its way
to recovery. Yet, the overhaul we began in 1983 continues.

One area to which I personally devoted special attention, for it is
an area that I feel should be addressed to by the chief executive
officer, was the matter of compliance with all the laws and regula-
tions,

A compliance officer with extensive commercial compliance
banking experience was hired. A compliance office was created and
has subsequently been revamped and expanded. All compliance
procgdures, manuals and trainings were examined and restruc-
tured.

Our records show that the institution’s compliance guidelines for
currency transactions promulgated in 1972 had been first revised,
10 years later, in 1982,

We reviewed the guidelines and issued a revised operations
manual in August 1983. This new set of guidelines was subsequent-
ly expanded and is constantly under review.

The Secretary of the Treasury requires that any and all deposits,
withdrawals, exchanges of currency, or other payments or transfers
which involves a transaction in currency of more than $10,000 be
reported to the Internal Revenue Service by filing form 4789
within 15 days of the transaction.

At PFirst Federal, we file our form 4789 reports each week.

In addition, all branch transactions requiring the filing of form
4789 must be submitted to our central compliance office within 3
days of the date of the transaction for auditing and review, so as to
double check close adherence with the intent and spirit of the law.

The Federal regulations, nonetheless, establish an exemption to
this rule in cases that basically involve retail establishments which
handle large sums of currency. While some of our clients fall under
this classification, their exempt status petition filed by our branch
managers is revised by our central compliance office and, if found
unjustified, is immediately overruled and forced to conform to the
standard currency reporting obligations.

In addition, branchwide exempt lists are revised by our compli-
ance officer every semester.

In March of this year, we also started a branch-by-branch record
of any and all telephone conversations or consultations made with
our central compliance office regarding the filing of form 4789.
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As an additional contrel, the audit division has been entrusted
with the branch-by-branch audit of form 4789, which is conducted
during the review of teller transactions,

The audit division is charged, also, with the responsibility of con-
stantly examining the working funds of each branch operation in
order to determine, at any given time, whether an unusual amount
of cash is requested or reported by each audited unit.

Violations of these operational guidelines are not only frowned
upon but acted upon immediately as can be confirmed by our per-
sonnel records.

Another important aspect of our compliance efforts involves the
continuous training of our personnel, from senior executives to
branch managers to tellers. Since April 1984, we have held six dif-
ferent compliance seminars for our bank’s employees. In addition,
new recruits have to go through a cash transaction compliance
seminar that is not elective but compulsory for all employees re-
gardless of position or experience.

Another problem we are in the process of correcting is the ab-
sence of adequate software in the bank’s electronic data system
that will enable us to track down and profile cash transactions. All
deposits and withdrawals, without exception, appear as cash trans-
actions whether or not they are cash based.

In order to correct this situation and allow us to have a better
centralized control of transactions, a new mainframe computer and
software have been purchased to replace our old thrift operations
software. This new system, which will be partially operational by
the end of this year and fully operational by 1986, will provide a
true portrayal of transactions and augment our enforcement and
compliance capabilities,

No system is perfect or infallible. That is why we all have the
responsibility to be vigilant at all times and, least of all, to fall into
complacency or neglect.

Less than 2 weeks ago, on July 12, I was elected to my first full
term as president of the Puerto Rico League of Savings Institutions
and in my acceptance speech stressed the need for stronger compli-
ance with the laws and regulations of our industry.

I would like to quote to you briefly from those remarks:

“Bryce Curry was a true friend of Puerto Rico and the Puerto
Ricans. Because of him, we can proclaim the rehabilitation of an
industry that without his help would have gone under. We will
definitely miss Bryce,

Yet, we cannot misgs those who violated our trust and confidence
and embarked on personal adventures foreign to the best interests
of our industry.

That is right now our biggest task: To lock inward, not in an un-
productive and narcissistic fashion, but with a sense of commit-
ment towards the utmost care in strengthening our compliance and
respect for the industry’s standards and regulations.

There cannot be any deviation from the norm. This task, con-
trary to what some might profess, is not a task for regulators, it is
a task for all of us in this room.

I am personally committed, as I have always been, to the uphold-
ing of the law and the regulations of our industry.
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This is not a time for laxity. This is not a time for “Ay bendito.”
This is a time for all the honest and hard-working men and women
in our industry to come to the forefront in defense of honesty and
excellence,

Let me warn those for whom laxity and “Ay bendito” are para-
mount that there is no room for them in this industry.

As president of the Puerto Rico League of Savings Institutions, I
am personally committed to the maintenance of the highest stand-
ards of honesty, decency, and compliance in our industry.

I have personally instructed First Federal’s operations director,
as well as our compliance officer, to begin work in conjunction with
their counterparts in all our member institutions on a series of in-
dustrywide seminars and workshops to address solely the issue of
compliance, which we expect to hold on a continuing basis for the
benefit of each and every individual institution.

The seminars will not only allow more uniform guidance in com-
pliance but also serve as the basis for an industrywide compliance
and operations manual.

The sum total of all of these efforts is to provide our member in-
stitutions with the necessary tools and expertise to be ever so vigi-
lant, ever so prepared so as to insure that events like the ones wit-
nessed last June 6 will never occur again. Thank you.

Chairman Rora. Thank you, I want to, again, congratulate you
for the leadership you are providing in this critical area. I must say
I strongly approve and support the seminars you are having. It
seems to me that is the most important way of reaching all finan-
cial institutions within your bailiwick. I would hope that that
would be a continuing process because we find too often people
become concerned for 1 year or 2 and then get diverted to other
matters, and then, again, we find the same problems springing up.

As you know, we had hearings earlier this year which involved
financial institutions in Boston which made considerable headlines
in the media, and I thought would bring a message home loud and
clear to all financial institutions wherever they may be.

Do you think the message is getting across today? What can we
do to make people understand, 1 guess including the Government
agencies, that we are dead serious about this matter?

Mr. Migr. I think the message is coming very clearly across.

Mr. LEDESMA. May I disagree a little bit?

Chairman RorH. Sure.

Mr. LEpesMA. I think it is a matter of awareness. What was done
in Puerto Rico has obviously created awareness. However, there
are less painful ways of creating awareness, and this is going di-
rectly to the people that make the decisions. I think that the bank-
ing trade organizations in the United States have a great responsi-
bility toward correcting some of these problems.

Within their programs, they have all types of training offered.
We should go back and evaluate those trainings—for example, the
compliance school is turning out compliance officers. Every year
there is a graduating class. From the technical side of the business,
the programming side, I think there has to be a greater involve-
ment on the part of the technicians to understand that complying
with this law is of paramount importance. For example, in our
bank, we have already set up an information tally that at the end
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of the day we know all transactions at each branch over $10,000.
The manager cannot be expected to know everything that goes on,
especially in a very large branch, but by going through a summary
of the transactions and with automation the way it is, is an easier
task. I'm a very basic person. I started in the bank as a messenger
38 years ago, and some of the problems is that sometimes you have
to go to the very basic areas.

First, do we understand the law? Can the law be simplified to be
more effective? No. 2, is the operations area of the bank in harmo-
ny with the compliance area? If the two work together, we will
have a much better system.

If there is lack of communication between the compliance and
the people running the bank, you are bound to get into some trou-
ble areas.

So I concur with Mr. Mier in general terms. The message has
gotten across, but there would be less painful and damaging ways
to do it on an ongoing basis, and we offer our wholehearted support
to continue that involvement, to work with you as long as we have
to, whenever you are dealing with revisions or changes in the law
because I think that we have shown to you here today that we
want to comply with the law, that we will not do business in our
banks that is not in compliance with the law.

Chairman Rots. I might say, as a matter of fact, after our earli-
er hearings, we wrote a number of major institutions, including the
ABA. I will have to also say that I am not so sure that a letter
always has the desired effect. But in any event, I am concerned
that even today with all the publicity given not only in Puerto Rico
but, as I mentioned, banks in Massachusetts and elsewhere, wheth-
er or not it is being taken seriously by all the financial institutions.

Of course, under our law, as you know, and I think you really
have no choice, every institution is responsible itself for complying.
It can’t wait until it is put on notice. I think that is fundamental to
our legal system and has to be understood by our institutions.

I want to, again, say that I appreciate what you two have been
doing and the leadership that you are showing. I thought your one
suggestion earlier about FDIC where they separated the enforce-
ment, regulatory from the solvency from the other problems makes
a great deal of sense, and we certainly shall consider that as well
as both of you gentlemen’s recommendations.

You may have heard me ask about bearer certificates. Is it true
that a principal reason for them has been tax avoidance?

Mr. Migr. Senator, I believe that is the impression that most of
the people in Puerto Rico have, as the Governor mentioned. The
Secretary of the Treasury in Puerto Rico 2 weeks ago in our con-
vention also mentioned he believed that most of the bearer certifi-
cates were used for tax evasion.

Chairman RorH. Is there any good reason for continuing bearer
certificates? Would that help end the problem?

Mr, Migr. If I may comment, Mr. Senator, the bearer certificate
of deposit was created as a negotiable form for the secondary
market in order for the banking system to obtain funds from the
market. I think it serves a very good function in that area, Maybe
some changes could be made, but I think as a legal negotiable in-
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strument, it serves a very important purpose for the banks to be
able to obtain funds and money.

Chairman RotH, Would you care to comment?

Mr. LEpEsMA. If I may just add a few comments. I think this was
an evolution of the market, as such. However, again, just to go
back to basics, there is no problem with a bearer certificate with
the right information, the disclosure and the reporting to the Gov-
ernment., To me the most important thing is to be sure that when-
ever these instruments are generated, you have all the facts. The
law is very clear as to deviations from that policy.

So to me, the only explanation is that whenever the information
is not correctly stated, it is either a problem of lack of knowledge
as to how to go about doing this, but let’s remember that most of
these large amounts are handled by people that have experience.

No. 2, T think that the reporting in the case of Puerto Rico
should give the Government enough information to follow up on
the amount of interest that has been paid. So I would not really be
in favor of doing away with an instrument that has its role, but
really the enforcement of the regulations that go together with the
issuance of that instrument is really what has to be tightened up.

Chairman RorH. That may be correct, but what concerns me is
the enforcement of those regulations, recent events have shown,
are extraordinarily difficult. I suppose they do at least invite abuse
and misuge. The problem I have is Congress is constantly setting
up new regulatory agencies, as you look down the last 30, 40 years,
only to find that somewhere down the way, time and again the reg-
ulations are not being adequately enforced and failing in their mis-
sion.

I have to say you are right in the sense if you can enforce the
regdulations, fine. But you almost sometimes have to have an army
to do so.

I must say what I particularly respected in the comments of both
of you is the fact that the enforcement internally has to come from
the top down, Tt is the chief executive, whatever this title may be,
that sets the tone for the banking or financial or any institution. It
always bothers me and T understand even with strong enforcement
procedures that there will be violations, people will not comply,
and those things occasionally will go undetected for a period of
time. But what has concerned me in a number of the cases here, as
I said before, the people are sort of playing Pontius Pilate; they are
standing above and pretending it doesn’t exist. And that cannot be
tolerated.

I have no further questions.

Mr. LepesMA. Mr. Chairman, I have one correction to make in
our written statement. We made a slight mistake about the founda-
tion of our bank. We stated that we were founded in 1983 and it
should be 1893.

Chairman Rord. That makes some difference. {Laughter.)

Mr. Migr. Mr. Chairman, I ask my full report be included as part
of the record.

Mr. LEpesma, Yes.

Chairman RorH. Yes.

Mr. Lepesma. And we will be supplying additional information
regarding some of the areas that I think needs some clarification.
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Chairman RoTH. Any further suggestions you gentlemen might
have from time to time, we will be glad to accept.

[The prepared statements of Messrs. Ledesma, with an attach-
ment, and Mier, with an attachment, follow. Other attachments
submitted for the record may be found in the subcommittee files.]
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Mr. Chairman, Members of the Subcommittee, my name is
Hector Ledesma, and 1 am the President of the Puerte Rice
Bankers Association and President of Banco Popular de Puerto

Rico.

I appreciate the opportunity to appear before this
Subcommittee. In my statement, I will briefly describe the
composition of the banking industry in Puerto Rico, the
regulatory requirements that affect the banking industyry theve,
and our efforts to comply with all applicable statutes and

regqulations.

Before discussing the compliance by the members of our
asscciation with the Bank Secrecy Act and its related

requlations, I would like to provide the Subcommittee with scme
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background on the commercial banking industry in Puerto Rico.
This industry includes some of the most important banks in the
world, Several of the largest banks in the United States are
included among its members., Canada is represented by two of
1ts most prominent banks and three large Spanish banking
concerns own locally chartered institutions. Four of these
local banks are large enough to have been listed among the
three hndred largest commercial banks by assets in the United
States as of December 31, 1983, (Banco Popular, 96; Banco de
Ponhce, 171; Banco Central Corp., 221; Banc¢o de Santander,

271). (For details, see Table I),

The eighteen commercial banks in Puerto Rico operate a
total of 298 banking units throughout Puerto Rico. Five of
these eighteen commércial banks are national banks including,
Citibank (since 1917), The Chase Manhattan Bank (since 1934),
Bank of America (since 1978), Continental Illinois (since 1980)
and First National Bank of Boston (since 1982)., These banks
operate 36 units with total assets of $7.558 billion as of
April 30, 1985. 1In addition, the two Canadian banks in Puerto
Rico, The Royal Bank of Canada {since 1¥07) and the Bank of
Nova Ssotia (since 1910), operate gix banking units and had
total assets of $797.6 million as of April 30, 1985, The
Canadian banks also each own a locally chartered commercial

bank (The Royal Bank de Puerto Rico, Inc. and Scotiabank de
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Puerto Rico) that together operate an additional 25 banking
units with $851.3 million in assets. (For detalls, see Table

I).

The remaining nine commercial banks ave locally
chartered commercial banks, including Banco Popular de Puerto
Rico, Banco de Ponce, Rolg Commercial Bank, Banco Financiero,
Banceo de Caguas, Banco Cooperativo, Banhco Central Corp., Banco
de Santander and Banco Commercial de Mayaguez. These banks
operate 234 banking units with total assets of 57,957 billion
as of April 30, 1985.

In addition to these commercial banks, there arve
several trust companies with banking powers opeiating in Puerto
Rico each of which has & single branch: Espanola de Finanzas
Trust Comparny, Las Americas Trust Company and Universal Trust
Company, which together had total assets of $40.2 million as of
April 30, 1985. Altogether, ac of April 30, 1985, the banking
industry in Puerto Rico had $17.205 billion in total assets.

These kanks doing business in Puerto Rico have to
comply with both federal and lccal banking regulations. They
are regularly examined by regulatory agencies of both
governments and any violations or deficiencies discovered in

bank operations are corrected with due diligence.




142

Specifically, the banking industry in Puerto Rico is
supervised by the following regulatory agencies: the Federal
Deposit Insurance Corporation, the Office of the Comptroller of
the Currency and the Board of Governors of the Federal Reserve
System. The banks are also supervised by the Secretary of the
Treasury of the Commonwealth of Puerto Rico, and with regards
to certain c¢redit transactions, by the Secratary of the
Department of Consumer Affairs, The Secretary of the Treasury
of Puerto Rico examines all locally chartered banks, trust
companies and the Canadian kanks. The Federal Deposit
Insurance Corporation examines all the locally insured banks,
other than Banco Cooperativo, which is not insured by the
FDIC. The Office of the Comptroller of the Currency examines
branches of the national banks organized in Puerto Rico and the
Federal Reserve Board System examines the state member banks.
Furthermore, the Sccretary of the Department of Consumer
Affairs regulates all the banks in matters pertaining to credit

card and installment sales.

Now, I would like to address the main reason for my
appearance today which ic to illustrate compliance efforts by
the members of our Association and in particular by Banco
Popular de Puerto Rico with the provisions of the Bank Secrecy

Act and its related regulations. The Act was designed to
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facilitate government investigations of bank customers through

well kept records regarding certain finahecial transactions.

The banking industry in Puerto Rico has made every
effort to comply fully with all regulations including the Bank
Secrecy Act. Title I of the Act deals with the retention of
records by federally insured banks and federally insurad
savings and loan associations. We are aware that these records
which are required to be filed and maintained are very useful
in ongoing investigations and prosecutions involving areas such
as organized crime, narcotics, tax evasion and public
corruption. Since 1950, in compliance with Section 34 of the
Banking Law of Puerto Rico, the banks have been maintaining
records similar to the ones requived by Title I, This Section
requires that such records must be retained for a period of 10
years, which is even longer than the six-year retention
requirement under Title I (Financial Recordkeeping) of the Bank
Secrecy Act. Following the enactment of the Bank Secrecy Act,
banks in Puerto Rico only needed to add the identification of
"individuals' making transactions reportable under Title Il of
the Act, in order to comply with the additional recordkeeping

requirementr prescribed by Title I. -

Title Il (Reports of Currency and Foreign

Transactions) of the Bank Secrecy Act regulates records and
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reports on monetary instrument transactions., This Title
requires that an entirely new set of internal centrols and
records be kept by "financial institutions" as this term is

broadly defined by the Act.

On July 23, 1874, the Governor of the Commonwealth of
'Puerto Rico signed into law Act No. 131 titled "Act to Regulate
Transfers of Funds ko Foreign Countries." This law requires
that a ¢omplete set of records be kept of every transfer of
funds by a banking institution to or from a foreign country
which exceeds $5,000.00. The law requires that the records
include the name, address, taxpayer or social security number
of every person involved in the operation, the
interrelationships of all those involved in the transactions,
the legal capacity of any person that intervenes in the
transaction and a complete description of the transaction
itself., Banks in Puerto Rico report those transactions to the
Secretary of the Treasury of the Commonwealth of Puerto Rico on
a form similar to the currency transaction report of the

Internal Revenue Service (Form 4789).

Let me give you an overview of compliance efforts by
members of the Puerto Rico Bankers Association. The complex
network of laws and regulations affecting the banking industry

has made it necessary for banks to formalize the procedures and
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practices in order to satisfy these regquirements. Prior to
1978, the federal regulatory agencies included a report of
compliance with the Bank Secrecy Act as part of their overall
examination report. However, since 1978, they have prepared a
separate compliance examination report which, among other
things, includes compliance with the Bank Secrecy Act. These
changes demostrated that the agencies placed a higher priority
on the regulatory functions relating to the statutes and
regulations that they supervised. In response, the members of
the Puerto Rico Bankers Association have instituted a number of

neyw policies and procedures.

We are well aware that establishmént of an overall
policy and procedure program is the best gafeguard to ensuve
against violations of these laws. The wide scope of these
requirements make it necessary that both bank directors and
senior management have an undevstanding of this area and that
their invelvement in ensuring compliance is essential, The
success of a compliance program in any banking institution
depends greatly on the priority that it receives from both the

Board of Directors and genior manadgement.

In Puerto Rico, commercial banks of all sizes have
appointed Compliance Officers who are responsible for

aestablishing and maintaining individual compliance programs.
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Some larger institutions have full time Compliance Officers
while other smaller institutions have part time Compliance

Officers.

A major part of the{compliance program by banks in
Puerto Rico is dedicated to the training of bank personnel.
New employees receive orientation on compliance matters as a
integral part of their training. In addition, continuing
compliance education for bank personnel is also provided

through seminars.

Eurthermore, internal audit procedures, similar to
those used in the examination procedures of federal agencies
are used to monitor compliance and detect any potential
weaknesses or violations. The findings of these audits are
reported to the Board of Directors and often include suggested
corrective action. Part of the responsibilities of a bank's
Compliance Qfficer is te verify that any exceptions noted have
been corrected, This procedure is also followed with respect
to the compliance examination reports filed by the appropriate
federal agencies. Finally, the Compliance Officer also
consults legal counsel regarding any legal issues which may

arise in connection with compliance.
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In orxder to give the Subcommittee a better
understanding of these compliance procedures in Puerto Rico, I
would like to use the example of our procedures in the Bance
Popular de Puerto Rico, the bank of which I am President. Our
bank, which was established in 1983, comprises 114 branches in
Puerto Rico, three in the U.S, Virgin Islands, seven in New
York, one in Los Angeles, and one in Chicagoe., BRecause of the
size of our bank, an attorney was appointed as a full time
General Compliance Officer, This officer attended the National
Compliance School at the University of Oklahoma in March 1980
and the National Compliance School at the same university in
October 1983. Both of these schools are sponsored by the
American Bankers Association. The Compliance Office is
presently staffed by eleven employees and they are recognized
throughout the Bank as the authority on compliance matters.
Bank personnel at all levels are encouraged to contact this

office and know that thev will receive full assistance,.

The compliance program which was established provides
the framework of the bank's procedures and serves as a
reference guide for all bank personnel. Since the beginning, I
personally have been committed to this program and it has
received my full endorsement and cooperation. Compliance
manuals were prepared for branches, departments and the

Auditing Division. The Auditing Division Policy and Procedures
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Manual includes check-lists which are used during the
compliance examination process. These manuals are constantly

updated to include any changes or new regulations,

We have also assigned compliance liaisons in various
areas of the bank including all departments and branches., Our
branches in Puerto Rico are grouped by District Offices. There
are actually eleven such offices with anywhere between eight to
13 branches assigned to each one., At each District Office, one
person is assigned as compliance liaison who is responsible for
all compliance matters. At the branch level, the assistant

managers assume this same responsibility.

The operating instructions pertaining to regulatory
requirements are reviewed by the General Compliance Officer
before final editing and distribution to all the corresponding
bank areas. These written instructions and policies are also
kept in binders for ready reference by bank personnel., Since
the effective date of the Bank Secrecy Act, specific
instructions have been prepared and have also been revised
frequently to implement operational controls, as well as
regulatory changes. We have available for your review the
instructions regarding this regulation which have been

distributed in Banco Popular since 1972.
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The training of bank employees of Banco Popular in
compliance matters has always been an important aspect of the
Compliance Program at our institution. This training is given
at all levels and includes all pertinent laws and regulations.
The requirements of the Bank Secrecy Act are included as part
of the new tellers training program and is also extended to all
other branch employees. An update of current requirements, as
well as refreshers of long-standing requirements, are also
included as part of this ongoing training. Such traini;g helps

to assure that bank policies are being followed as reguired,

Various training tools are also used including models
of the currency transaction reports (CIR) and full training on
the correct manner for completing them. As part of this
training, the bank uses the Supplemental Ingtructions for
Completing Form 4789 supplied to us by the U.S, Department of
Treasury. The issuance of a monthly Compliance Bulletin by the
Compliance Office began in January, 1982 covering all the
regulations, although special emphasis is given to the Bank
Secrecy Act. The December 1983 issue of this bulletin is a
Spanish translation of the U.S. Department of the Treasury
Supplemental Instruction mentioned above. Other issues include
tepics such as how to prepare the exempt customers lists and
the recent fines to U.S. banks for violations of the Bank

Secrecy Act,
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The reporting of currency transactions is

operationally handled in the following matter:

1. The Officer that processes the transaction is
responsible for preparing the CTR, If a teller
directly receives the currency transaction, he must
refer the customer to the branch operations officer

who is then responsible for the preparation of the CTR.

2. Reports (CTR) prepared by other officers are also

turned in to the branch operations officer.

3. At the end of the business day, a computer
printout of all currency transactions exceeding
$10,000 is prapared and the branch operations officerh
uses it to verify that a CTR has been prepared for
each of these transactions, unless a customer is on

the exempt customers list.

4. An original and two copies of each report are then
sent te the General Compliance Officer on the same day

of the transaction.
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5, At the Compliance Office, the original form is
then mailed to the Internal Revenue Service at Ogden,
Utah and one copy is returned to the branch stamped by

the Compliance Office,

6., During the internal audit examinations, the
examiners verify that all the CTRs on file at the
branch have been stamped as received by the Compliance

Office.

in many instances, transactions have been reported
which appearea suspicious in nature even when the amount
involved did not exceed $10,000, Transactions under $10,000
which are spread over a few days have also been reported in
cases where the Officer perceives that such transactions could
be a pattern used to circumvent the reporting reguirements. In
these cases, the reporting Officer encloses an explanatory
memorandum setting forth the ressons for the basis of his

suspicion.

Qur exempt customers lists are revised by the branch
managers twice a year for each semester ending June 30 and
December 31. This is done in order to add new accounts,
eliminate closed accounts, etc. Between revision periocds

addendums to the original list may be prepared as the need
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arises. These lists are sent to the General Compliance Officer
for approval, together with a memorandum indicating when the
account was established, the type of business, the average
balances for one month and gix months, and a brief explanhation
as to why the customer is being placed on the list. This means
that managers must make a background check before placing a
customer on this list, Once verified and approved by the
General Compliance Officer, a copy is returned to the branch
for its records, All the original lists are kept in a
centralized file for a period of five years, as reguired by

regulations.

Any request to the U,S. Department of the Treasury for
a special exemption must be processed by the Compliance
Office. The approval letters received from this Department are
also kept on file at this office. I want to mention that we
have always received the utmost cooperation of the U.S.
Department of the Treasury in connection with this regulation
whenever additional information or clarification has been

necessary.

Since 1979 Banco Popular has been examined on
compliance by the Federal Deposit Insurance Corporation on five
occasions. The Bank Secrecy Act related to three of these
examinations., Mo substantive violations were found in any of

these examinations.
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The banking industry in Puerto Rico has always
assigned a high priority to matters related to compliance with
the applicable laws and regulations. In addition, since 1982,
the industry has continued to intensify its efforts to comply
with Title 31. This effort has become so pronounced that
compliance has become a field in itself although it is cestly
and involves a great amocunt of work on the part of the banking
institutions., As I explained above, special emphasis has been
given to the requivements of the Bank Secrecy Act since it
became effective during the 1970's. The recent events
regarding violations to this Act hy various banks in the United
States has provoked an even higher degree of awareness in

Puerto Rico.

The Bankers Association of Puerteo Rico has always
fully supported efforts by federal agencies to anforce all
applicable statutes and regulations., Mr. Chairman, I assure
you that this assoclation will redouble these efforts in the

future.

1 trust that this brief summary of the compliance
efforts of the members of the Puerto Rico Bankers Association
in general and Banco Popular de Puerto Rico in particular

demonstrates the concern given to problem by our industry, We
have in the past, and will continue in the future, to recoghize

the critical importance of ensuring compliance with all banking

regulations.
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TABLE I

SELECTED DATA ON THE BANKING INDUSTRY OF PUERTO RICO
AS OF APRIL 30, 1985
DOLLAR FIGURES IN MILLIONS

Total Total Total Number of
Assets Deposits Loans (1) Units (2)
P..rto Rico Chartered Banks (3)
Puerto Rican Ownership
Banco Popular de P, R, $3289.3 $2817.9 $1334.9(2) 114
Banco de Ponce 1715.9 1410.3 756.8(4) 42
Banco de Santander-P.R, 1078.5 990.3 408.8(5) 23
Banco Central Corp. 1029.5 768.6 303.5(6) 22
Royal Bank de P, R., Inc, 427.6 357.1 195.7(9) 17
Scotiabank de P. R. 423,17 356.8 159,2(10) 8
Banco Comercial de Mayague:z 360.8 289.0 103.3(11) 9
Roig Commercial Bank 297.8 185.6 121.9(12) 11
Banco Financiero® 150.7 110.1 84.3(15) 6
Bance de Caguas 35.4 31.1 17.9(18) 3
Sub-Total 8809,2 73716.8 3486.3 255
National Bank's Branches
Citibank 3912.4 3641.4 1984.0(1) 21
“ase Manhattan Bank 2611,6 2550.1 1728.1(3) 11
wank of America 694.4 624.0 246.8(7) i
First National Bank of Boston 229.4 232.2 153.5(13) 2
Continental Illinois 110.3 74.0 62.3(16) 1
Sub-Total 75583 11217 4174,7 36
Canadian Chartered Banks
Royal Bank of Canada §73.5 5158.1 339.5(8) 5
Bank of Nova Scotia 224,1 158.1 85.2(14) 1
Sub-Total 797.6 673.2 4247 6
Trust Companies (4)
Las Americas Trust Co, 36.0 31.4 23,9(17) 1
Espafiola de Finanzas Trust Co. 2.4 .7 1.0{19) 1
Universal Trust Co. 1.8 0 1.3(20) 1
Sub-Total 40,2 321 26,2 3
TOTAL 17,205.3 15,143.8 8,111.9 300

(1) Ranking by total assets
(2) As of June 30, 1985, includes all authorized branches.
(3) No data was available for Banco Cooperative.

(4) With commercial banking nowers.
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Mr. Chairman, Members
of the subcommittee, my name is
Mariano J. Mier. I am
President and Chief Executive
Officer of First Federal
Savings Bank of Puerto Rico.

In addition, I am president of
the Puerto Rico League of
Savings Institutions, and it is
in this capacity that I appear
before you today.

The savings and loan
industry on the island consists
of twelve institutions,
operating under the provisions
of the Home Owners' Loan Act of
1933, They have combined
asgets totaling 4.5 billion
dollars, of which 48.8 per cent
or 2.2 billion dollars are
concentrated in two
institutions~-First Federal

Savings Bank and Caguas Federal
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Savings Bank.

In the past few years
the industry has been seriously
affected by the same factors
that created havoc on the
mainland--rampant inflation,
record high interest costs for
liabilities, and fixed,
long~term, low return assets.

As a result of
deregulation, the curtailment
of inflation and the changes
that such an environment
wrought on our institutions,
the industry has been able to
significantly alter its failing
health.

In 1984, after many
years of depressed results, the
thrift industry in Puerto Rico
was able to show a combined net
profit of 16.3 million dollars,
a performance that, based on

partial results to date, will
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be far surpagsed ii 1985.

The changes that
deregulation and new powers
have brought about in our
industry, altering traditional
conduct patterns and injecting
new and better ways of managing
our business, have definitely
left an imprint in our
institutions.

We no longer depend
solely, even though it still
represents the bulk of our
business, on the construction
and housing industries--to
which we still devote more than
fifty per cent of our total
combined assets.

As a result of
deregulation, we are now more
active in pursuing assets that
have traditionally been
associated with other financial
institutions. 1In this pursuit

we have changed the profile of
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our business by devoting our
resources to a more diversified
asset structure and marketing
style that has made our
industry virtually
indistinguishable Erom our
commercial banking cousins.

All these changes are
not only evident in our
ledgers. The human profile of
the industry is also rapidly
changing with more and more
commercial bankers finding
themselves in new roles as
thrift executives.

In short, today, the
savings and loan establishment,
largely due to Congressional
actions, only vaguely resembles
the industry that was created,
more than half a century ago,
in order to enable the citizens
of America to finance their
homes.

The same holds true
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in Puerto Rico, an island that
is separated from the mainland
United States by thousands of
miles of ocean, but that is
bridged by similar customs,
mores, and rules of conduct.

The same problems and
opportunities that financial
institutions face on the
mainland are faced by our local
financiers. We are no
different from our mainland
counterparts.

We are reqgulated and
supervised by the same
regulators and supervisors—--in
our case the Federal Home Loan
Bank and the Eederaf‘Savings
and Loan Insurance
Corporation—-as are our fellow
thrifters in Florida, Georgia,
Delaware, or Alaska.

Therefore, we are
prone to face the same

challenges that the financial

53-218 0 - 85 - 7
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community faces throughout the
United States.

We, thus, benefit
from the same benefits that the
mainland E£inancial community
enjoys and are affected by the
same problems they endure.

Nonetheless, the
events of last June 6th, have
significantly altered the image
of an industry that until that
date had not been suspect of
wrongdoing, least of all of
collaboration with organized
crime.

On that unmemorable
date Federal law enforcement
agents arrested in Puerto Rico
fourteen financial institution
employees, including a bank
president, on charges of
conspiring to illegally launder
money, most of which allegedly
is derived from drug-related

activities.
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The disclosure of
these actions, undertaken by an
army of more than 200 agents,
took everyone by surprise and
have shamed the honest, law
abiding Puerto Rican business
community.

Even though I was
aware of the undercover
investigation that was underway
and had been, as head of the
island's oldest and largest
thrift institution, in close
collahoration with regulators
and law enforcement officials,
the first I heard of the June
gth raid was from the late
Bryce Curry, president of the
Federal Home Loan Bank of New
York, who called my office
minutes after our largest
branch was intervened by
Federal agents.

My initial reaction

was one of shock at the
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magnitude of the operation
which included, not only
savings and loan institutions
but also commercial banks.

I was also surprised
that agents had raided our
largest branch for I,
personally, have been the most
persistent and obsessive
watchdog of compliance with all
the laws and regulations which
apply to our industry.

My initial surprise
at the unexpected raid of our
Plaza Las Amé@ricas branch
changed drastically during the
rest of the afternoon as more
information became available
regarding the scope of the
actions.

First of all, the
only reason Federal agents had
entered our premises was to
secure documents dealing with

transactions that had been
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carried out in one account by a
former employee of our
institution, who was asked to
resign more than a year prior
to the events of June 6th as a
result of his failure to adhere
to our compliance and internal
audit procedures.

In the Spring of 1984
this employee was placed on
probation due to some
operational deficiencies
discovered in the course of an
internal audit.

Subsequent to that
action the employee called our
compliance office to give his
reasons for the late submittal
of a currency transaction form.
At the same time, the employee
communicated to our Senior Vice
President in charge of
Operations to inform him about
a currency transaction that he

claimed, and I quote, "was
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suspicious."

Our operations
director proceeded to meet with
Special Agent Rafael Rivera of
the United States Customs
Service who informed our
officer that the employee's
assertions were false, that he
was under surveillance and
would be arrested.

Under the
circumstances, in order not to
compromise the Federal
investigation underway, we
asked for the employee's
immediate resignation based on
his prior operational
deficiencies.

Almost a year later
he was arrested by Federal
agents and charged with
violating the Bank Secrecy Act.

On June 6th, as my
concerns for the prestige and

well being of my own
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institution subsided,
preoccupation for the effects
of the day's actions not only
on our thrift industry, but on
our entire financial community,
as well as on Puerto Rico,
began to mount,

I felt saddened and
shamed. I felt betrayed by
those who had harbored
clandestine motives, foreign to
the laws and regulations, as
well as to the best interests
of our industry, and in doing
so had dragged with them the
trust and reputation of scores
of honest and decent men and
women that daily labour with
great dedication and devotion
for the good and well-being of
our industry and of the people
oL Puerto Rico.

I felt no
satisfaction from the knowledge

that my institution, First
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Federal Savings Bank, had
survived the ordeal
untarnished. I, after all, had
been entrusted, just two munths
before, with the presidency of
the Puerto Rico League oF
Savings Institutions, and had
far greater responsibilities
than those of my institution.

I now was custodian of the
trust, the welfare and
well-being not just for First
Federal Savings Bank, but for
the entire industry.

The scandal, which
was prominently displayed by
both the local and national
media, was unprecedented in
Puerto Rico's history. Until
that day the only precedents we
had were those of similar
violations found in a host of
financial institutions in the
mainland United States.

In my new position as
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president of the Puerto Rico
League of Savings Institutions,
a post almost as new as my
initiation as a thrifter, for
prior to December 1982 I had
been a commercial banker for
almost all my professional
life, it was of paramount
importance to leave aside
competitive considerations and
address the problem f£rom the
vantage point 65 how to stop
whatever erosion in the
people's confidence in ouyr
industry had resulted from the
arrests.

on June 13th, after
chairing a board meetin; of our
League, in a prepared statement
released to the local media, 1
reaffirmed, as I had done
following the arrests of June
6th, our Ffull cooperation with
the continuing Eederal

investigation and welcomed the
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opportunity to get rid of any
unscrupulous member of our
financial community found in
violation of the law and/or the
ragulations,

At the same time, I
oblfered my fellow thrifters the
services of our own compliance
offlcer at First Federal
Savings Bank, who personally
headed an in-depth compliance
seminar for all member
institutions last June 22nd.

As I cannot be fully
conversant about the compliance
procedures that have been
followed or that are now being
followed by all the thrift
institutions on the island and
since my participation in this
industry is of recent vintage I
beg that you allow me to share
with you the experiences that I
have had at First Federal

Savings Bank with matters of
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compliance., After spending
almost my entire professional
career in commercial banking I
joined First Federal Savings
Bank in December of 1982.

At that time, the
bank had amassed a net combined
loss in excess of 58 wmillion
dollars in just three years,
forcing the Federal Home Loan
Bank to intervene and save the
bank by injecting much nceded
capital into the hence referred
to "Phoenix" institution.

It was obvious from
the beginning that the
institution, with total assets
of 1.2 billion dollars and 22
branch offices, was in dire
need of a complete overhaul,
not only of its systems, but
also of its administrative
cultura. Changes were made.
New faces were brought in.

Systems were updated. As a
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result, the bank has turned
around dramatically, showing
net profits for the last thirty
months and is well on its way
to recovery. Yet the overhaul
we bagan in 1983 continues.

One area to which I
personally devoted special
attention, Ffor it is an area
that I feel should be addressed
to by the chief executive
wEficer, was the matter of
compliance with all the laws
and regulations.

A compliance officeor
with extensive commercial
compliance banking experience
was hired.

A compliance office
was created and has
subsequently been revamped and
expanded. All compliance
procedures, manuals and
trainings were oxamined and

restructured.
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Our records show that
the institutlon’s compliance
guidelines for currency
transactions promulgated in
1972 (see Exhibit A, herein
attached} had been first
revised, ten years later, in
1982 {see Exhibit B, herein
attached).

We reviewed the
guidelines and issued a revised
operations manual in August of
1983. This now set of
guidelines was subsequently
expanded and revised in October
of 1984 {see Exhibit C, herein
attached) and is constantly
under review.

The Secretary of the
Treasury requires that any and
all deposits, withdrawals,
exchanges of currency, or other
payments or transfers which
involves a transaction in

currency of more than ten
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thousand dollars be reported to
the Internal Revenue Service by
filing Form 4789 within fifteen
days of the tranmsaction.

At First Federal we
file our Form 4789 reports each
week .

In addition, all
branch transactions requiring
the £iling of Form 4789 must be
submitted to our central
compliance office within three
days of the date of the
transaction for auditing and
review, so as to double check
close adherence with the intent
and the spirit of the law.

The Federal
regulations, nonetheless,
establish an exemption to this
rule in cases that basically
involve retail establishments
which handle large sums of
currency« While some of ous

clients fall under this
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classification, their exempt
status petition filed by our
branch managers is revised by
our Central Compliance Office
and, if found unjustified, is
immediately overuled and forced
to conform to the standard
currency reporting obligations.

In addition, branch
wide exempt lists are revised
by our compliance officer every
semester.,

In March of this
year we also started a branch
by branch record of any and all
telephone conversations or
consultations made with our
Central Compliance Office
regarding the filing of Form
4789.

As an additional
control, the Audit Division has
been entrusted with the branch
by branch audit of Form 4789,

which is conducted during the
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review of teller transactions.

The Audit Division is
charged, also, with the
responsibility of constantly
examining the working funds of
each branch operation in order
to determine, at any given
time; whether an unusual amount
of cash is requested or
reported by each audited unit.

Violations of these
operational guidelines are not
only frowned upon but acted
upon immediately as can be
confirmed by our personnel
records.

Another important
aspect of our compliance (see
Exhibit D, herein attached)
efforts involves the continuous
training of our persounnel,
from senior executives to
branch managers to tellers.

Since April of 1984

we have held six different
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compliance seminars for our
bank's enployees. In addition,
new recruits have to go through
a cash transaction compliance
seminar that is not elective
but compulsory for all
employees regardless of
position or experience.

Another problem we
are in the process of
correcting is the absence of
adequate software in the bank's
electronic data system that
will enable us to track down
and profile cash transactions.
All deposits and withdrawals,
without exception, appedr as
cash transactions whether or
not they are cash based.

In order to correct
this situation and allow us to
have a better centralized
control of transactions a new
mainframe computer and software

have been purchased to replace
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our old thrift operations
software. This new system,
which will be partially
operational by the end of this
year and fully operational by
1986, will provide a true
portrayal of transactions and
augment our enforcement and
compliance capabilities.

No system is perfect
or infallible. That is why we
all have the responsibility to
be vigilant at all timns and
least of all to fall into
complacency or neglect.

Less than two weeks
ago, on the 12th of July, I was
elected to my first Ffull term
as president of the Puerto Rico
League of Savings Institutions
and in my acceptance speech
stressed the need for stronger
compliance with the laws and
regulations of our industry.

I would like to gquote
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to you brieEly Erom those
remarks:

"Bryce Curry was a
true friend of Puerto Rico and
the Puerto Ricans. Because of
him we can proclaim the
rehabilitation of an industry
that without his help would
have gone under.

We will definitely
miss Bryce.

Yet, we cannot miss
those who violated our trust
and confidence and embarked on
personal adventures foreign to
the best interests of our
industry.

That is right now our
biggest task: to look inward,
not in an unproductive and
narcissistic fashion, but with
a sense of commitment towards
the utmost care in

strengthening our compliance
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and respect for the industry's
standards and regulations.

There cannot be any
deviation from the norm. This
task, contrary to what some
might profess, is not a task
for regulators, it is a task
for all of us in this room.

I am personally
committed, as I have always
been, to the upholding of the
Law and the regulations of our
industry.

This is not a time
for laxity. This is not a time
for "Ay bendito". This is a
time for zll the honest and
hard working men and women in
our industry to come to the
forefront in defense of honesty
and excellence.

Let me warn those for
whom laxity and "Ay bendito"
are paramount that there is no
vz -m for them in this

industry". End quote.
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As president of the
Puerto Rico League of Savings
Institutions I am personally
committed to the maintenance of
the highest standards of
honesty, decency and compliance
in our industry.

I have personally
instructed First Federal's
operations director, as well
as, our compliance officer to
begin work in conjunction with
their counterparts in all our
member institutions on a series
of industry wide seminars and
workshops to address solely the
issue of compliance, which we
expect to hold on a continuing
basis for the benefit of each
and every individual
institution.

The seminars will not
only allow more uniform
guidance in compliance but also

serve as the basis for an
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industry wide compliance and
operations manual.

The sum total of all
of these efforts is to provide
our member institutions with
the necessary tools and
expertise to be ever so
vigilant, ever so prepared so
as to insure that events like
the ones witnessed last June
6th will never occur again.

Thank you very much.

gh
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FIRST FEDERAL SAVINGS BANR

Internal Controls to Insure Compliance
with the Bank Secrecy Act Regulations
31 CFR103,11 et. seq,

I. Introduction

To insure compliance with the U.S. Treasury
Depavtment's Record Reeping and Reporting requirements, First
Federal Savings Bank of Puerto Rico has undertaken the

following:

a) Centralize in the Compliance OfZficer all the

responsibility for complying with the regulations;

b) Develop an on~going intensive training program for

First Federal's employees at all levels;

c) Audit systematically by the Internal Audit

Division to verify compliance with the law, and;

* d) Cooperate fully with Federal authorities

investigating any financial recordkeeping problems.
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II. Centralization of the compliance function within the
Institution

Two and a half years ago First Federal established the
Compliance Office. During the¢ coutrse of these years the Cffice
has been expanded from two persons to four composed of the
following: a Compliance Officer who 13 an attorney-at-law, a
Compliance Technician who is alse an attorney-at-law, an Equal
Employment Opportunity Officer who also serves as a Complianhce

Technician and a secretary.

First Federal is intent on satisfying all Financial
Recordkeeping reguirements. In 1983 the Compliance Office
prepared a detailed Operations Manual which has been twice
updated and expanded. Prior to 1983, there axisted only
gJenesral instructions to which only two revisions were made in

an eleven year petriod.

Essentially our Manual requires that for any cash
transactions of $10,C00.00 or more, a form (4789) must be
submitted to the Compliance Office within three labor days. In
addition, our branch personnel have been constantly instructed
to also submit a form (4789) for any transaction which, in
their opinion, appears strange regardless of whether oy not it
is a cash transaction or a cash transaction of less than

$10,000.00. For example: a customer wants to withdraw a sum of
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money over $10,000.00 but wants to do it in small checks
payable to different persons. Our policy requires that a CTR

be filed even though no cash transaction as been effectuated.

Once the form is filed with the Compliance Cffice a
record is made setting forth the name of the branch, date
received, date of the transaction, customer's name, customer's
social security number, amount of the transaction, whether the
form is correctly prepared or not, if not correct, when was the
form returned to the branch, date when the branch returned the
corrected form and the date that the form was sent to the IRS.
When the form arrives at the Compliance Office, it is
thoroughly reviewed by one of the staff members, If not
correct, the form 13 sent back to the branch with a two day
deadline for preparing a correct one. Every Friday a letter is
prepared and sent to the IRS enclesing the forms processed
during the week, There is ample cocrdination between the
Compliance Office and the Audit and Branch Administration
Divisions, Any deviation from this policy and precedure
requires that the Branch Manager submit a written report
explaining said deviation. The Compliance Office then decides
1f it should follow through with an investigation. An example
of this would be i1if a branch employee submits a form within a
10 day period and not the three day one as reguired. This in
itself is a deviation of internal procedures. For the first

and second violation a telephone call is made to the branch,
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If the violations persist, then a full report is made to the
Branch Administration Division and the Audit Division. 1If the
violation is of a more serious matter, for example, negligence
in filing the form, a full report is made to the Audit Division
and a report is submitted to the top management. Sanctions may
range from a severe reprimand to dismissal. First Federal has

been very strict in enforcing this policy.

First Federal's procedures for maintaining the exempt
customers list are very stringent. The detailed instructions
provide clear guidelines as to who may and who shall not be
exempted. A form has been prepared for this purpose. Each
branch manager has to submit a copy of that branch's exempt
customer list to the Compliance Office where it is reviewed
promptly. Whenever there is a doubt regarding the eligibility
of any person, a written report is required from the manager in
order to justify the exemption. The Compliance Office then
determines the validity of the justification. The Office has
full authority to overrule any branch manager with regard to
any exemption given. All exempt lists must be reviewed every

six months.

The Compliance Office maintains a complete file for
each branch and since March, 1985, a record is kept per branch
of every incoming or outgoing telephone call regarding a

compliance matter. The Office also serves as a back-up center
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for every branch and resolves doubts or provides answers to
questions regarding form 4789. A record is kept of every

consultation made, whether in writing or by phone.

Since February 1985, a monthly report is prepared
specifying the number of CTR forms prepared by each branch.
This report is sent to the Branch Administration Division and

to the Audit Division.

All of the above enables us to determine whether a
particular problem exists within a given branch and the

corrective measures that may be required.

III. Training Program

First Federal, recognizing the importance of this law,
has developed an intensive training program for all staff

levels of our bank.

During 1983 and 1984, one training session per year
was provided to all our branch managers. These training
sessions were given by the U.S, Customs Service and IRS
agents. In June and October 1984, training sessions were given
by the Compliance Office to all our head tellers and other
branch personnel. Starting in April 1985, and each month

thereafter through ueptember, training sessions have been and
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will be given to all our branch personnel. We have
specifically incorporated into the training program of all our
new tellers the requirements of Form 4789 and of other forms
and requirements provided ' in the Bank Secrecy Act. Kindly note
that all of this was done before Operation Tracer was begun in
Puerto Rico. Additional training will be given during the

coming years.
IV, Audit Division

The Audit Division has included as a part of its
branch audits, the review of form 4789. During the review of
the tellers transactions (spot checks), the deposit slips,
withdrawals slips, checks and money order requests are
examined. Also the tapes that are prepared by the tellers are
checked to see if there was any cash transaction over
$10,000.00 registered. If such a transaction is found, either
a corresponding CTR must have been prepared and submitted or
the specific customer must appear within the exempt list. The
branch file on CTR's is compared with the equivalent file at

the Compliance Office.

Depending on the violations found, the Bank then
determines the action to take. As was stated before, this
action ranges from a severe reprimand to dismissal plus a

possible notification to Federal authorities.
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A constant examination is done over the working funds
of each branch in order to determine whether an unusual amount
of cash is requested or reported by the biancih. This is used
as a way to detect possible problems. Once a branch reports
receiving or requesting an unusual amount of cash, a check is
made to see if the corresponding CTR's are filed or whether

there was any justifiable reason for the report or request.

V. Cooperation with Federal Authorities

Fivrst Federal has extensively cooperatad with the
Federal autheorities in regards to CTR monitoring. Whenever our
internal audit procedures have revealed a serious violation,
Federal authorities have been promptly notified. An example of
this, was a case involving one of our former branch managers in
operation Tracer. He had reported information regarding the
transactions involved. When we contacted Federal authorities,
we learned that the real story was different. But the fact
remains that we acted promptly based on the information
available to us. Because of additional operational problems,

we asked for the manager's resignation.

First Federal has been, is and will be committed to
full compliance with Federal laws and requlations. We are now

taking steps to further ensure an even more strict compliance.
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We are constantly reviewing our Operations Manual, preparing
more in-depth training programs, and reviewing our intexnal
audit procedures. Furthermore, # current revamping of our
Electronic Data Processing System will permit‘us to receive
information on any transaction that triggers CRT regquirements

on a dally basis,

First Federal has already provided support for the
Puerto Rico Savings Institutions League in the form of a CTR
seminar. Additional training seminars for its members will be
recommended. The formation of a Compliance Committes will he
suggested to the League that would not only create awareness
regarding compliance, but would issue guidelines for all
institutions. Training would be coordinated with the Federal

authorities.

Chairman RorH. The subcommittee is in recess.
[Whereupon, at 1:21 p.m., the subcommittee adjourned.]
[Present at time of adjournment: Senator Roth.]
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