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NEW REQUIREMENTS FOR AN EFFECTIVE COMPLIANCE
AND ETHICS PROGRAM

On April 7, 2010, the United States Sentencing Com-
mission unanimously voted to modify the Federal
Sentencing Guidelines’ standards for an effective
corporate compliance and ethics program. In addi-
tion to their formal purpose (establishing a range of
penalties for convicted corporations), the guidelines
have become an important measuring stick used
by federal prosecutors and regulators in assessing
whether a company should be charged with a crime
at the conclusion of a federal criminal investigation
or be subject to civil enforcement action. These have
also become, in civil cases, a standard by which to
measure a company’s and board’s efforts to prevent
fraud. The most recent amendments clarify the steps
necessary, in the eyes of the Sentencing Commis-
sion, for a corporation to effectively remediate crimi-
nal conduct. The amendments also enhance and
amplify the reporting obligations for the company’s

compliance officer. The amendments will take effect
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on November 1, 2010. Corporations, particularly pub-
lic companies, should be mindful of the guidelines
and should review their compliance policies and pro-
grams, and their efforts to remediate wrongful con-

duct, in light of these amendments.

Under the Federal Sentencing Guidelines, an effec-
tive compliance and ethics program is one intended
“to achieve reasonable prevention and detection
of criminal conduct.”" Maintaining an effective pro-
gram—one that is both documented and is perva-
sive inside the corporation—can help a company
avoid prosecution, advocate for a nonprosecution or
deferred prosecution agreement, or mitigate the pen-
alty imposed. As noted above, it also has benefits in

civil and administrative litigation.

1 U.S. Sentencing Commission, Guidelines Manual,
Ch. 8, Pt. B2 (2008), at 1.
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STANDARDS FOR AN EFFECTIVE COMPLIANCE
AND ETHICS PROGRAM

The guidelines encourage companies, when fashioning their
program, to be mindful of “applicable industry practice or
the standards called for by any applicable governmental
regulation.”® Under the guidelines, in order to have an “effec-

tive” program, the company must, at a minimum:

+ establish standards and procedures to prevent and

detect criminal conduct;

+ ensure that the governing authority (most often, the board
of directors) and all high-level personnel exercise reason-
able oversight with respect to the implementation and
effectiveness of the program, as well as assign overall

responsibility for the program to high-level personnel;

+ exclude from positions of substantial authority any individ-
ual that the company knows, or should know, is engaged

in illegal or unethical activities;

+ conduct training on and disseminate information about

the program’s standards and procedures;

+ monitor, audit, and evaluate the program, as well as
provide a mechanism for anonymous or confidential

reporting;

+ promote and enforce the program through appropriate

incentives and disciplinary measures; and,

+ respond appropriately to criminal conduct that is detected

and act to prevent further similar conduct.®

The recent amendments stress that “responding appropri-
ately” includes taking steps to provide restitution or remedi-
ate harm if there is an identifiable victim or victims, as well
as self-reporting, cooperating with authorities, or undertak-
ing other remediation. These are important steps in the civil
arena also. The amendments also add that to prevent further
criminal conduct after learning of misconduct, the company
should take steps to assess risk and enhance the compli-

ance and ethics program.

INVOLVEMENT OF “HIGH-LEVEL PERSONNEL”

There is another important change. In the past, some com-
panies have been denied credit for maintaining an effec-
tive compliance program because one or more members
of “high-level personnel,” including a director, officer, or
“individual in charge of a major business or functional unit,”
participated in, condoned, or were willfully ignorant of the
offense. The Commission voted to permit companies to
receive credit, despite the participation of such high-level
personnel in wrongful conduct, by establishing and main-
taining the following four mandatory criteria as part of the

company’s compliance program:

+ The head of the compliance program must report directly
to the board of directors or an appropriate subgroup,

such as the audit committee;

+ The compliance program uncovered the problem before

discovery outside the company was reasonably likely;

+ The company promptly reported the problem to the gov-

ernment; and,

+ No person with responsibility in the compliance program
participated in, condoned, or was willfully ignorant of the

criminal conduct.

The guidelines contemplate that the head of compliance
must have the express authority to communicate personally
and promptly with the board or an appropriate subgroup of
the board (such as the company’s audit committee) on any
matter involving criminal, or potentially criminal, conduct,
and he or she must report on the implementation and effec-

tiveness of the compliance program at least annually.

PRIVATE LITIGATION

As noted, an effective compliance and ethics program also
assists companies in avoiding or mitigating liability in private
litigation. In derivative cases, it is powerful evidence demon-
strating that the board of directors has met the “duty of care”

standard. For example, in Caremark,* the Delaware Court of

4 In re Caremark International Inc., 698 A. 2d 959 (Del. Ch.
1996).



Chancery stated; “[A] director’s obligation includes a duty
to attempt in good faith to assure that a corporate informa-
tion and reporting system, which the board concludes is
adequate, exists, and [...] failure to do so under some circum-
stances may [...] render a director liable for losses caused by

non-compliance with applicable legal standards.”

No compliance program is perfect; none can be expected
to detect all violations. Corporations and boards of directors
must exercise “a good faith judgment that the corporation’s
information and reporting system is in concept and design
adequate to assure the board that appropriate information
will come to its attention in a timely manner.”® The duty of
care is satisfied in part by a showing that “adequate infor-
mation flows to the board.”” A key for board protection is a
sophisticated and dependable head of compliance with

adequate resources and board access.

RECOMMENDATIONS

Before these changes take effect on November 7, 2010,
companies should evaluate the effectiveness and structure
of their compliance and ethics programs. Companies that
are currently reviewing or handling evidence of misconduct,
in light of the guidelines, also must address remediation and

future effectiveness.

Otherwise, the company’s program should take into account
the size of the company, industry practices, the risks atten-
dant to the company’s business, and any wrongful or crimi-
nal conduct uncovered since the adoption of the program.
When allegations of wrongdoing for which the company and
members of management can be held responsible arise,
the person responsible for the company’s compliance pro-
gram should promptly report the conduct to the appropriate
corporate leadership group or subgroup. That group should

evaluate the involvement of any high-level personnel and

5 Id.at970.

should address with the compliance chief the proper reme-
dial steps including, under the right circumstances and in
consultation with counsel, the merits of self-reporting. In all
of these cases, careful deliberation and regular assessment

of the company’s compliance efforts are recommended.
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