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U.S. REGULATORS PROPOSE NEW COMPLEX TRANSACTION GUIDELINES
EXECUTIVE SUMMARY
This Proposed Statement focuses on complex structured finance transactions designed to achieve the specific legal, tax or accounting objectives of a particular customer in a novel or complex manner, that often elevate an institution’s exposure to various forms of legal or reputational risk (“elevated risk CSFTs”).  The Agencies focus on structured finance transactions which appear to have been used to alter the appearance of or misrepresent certain business organizations’ financial statements, or have been structured with the purpose of evading the payment of taxes.  The Proposed Statement also describes the types of internal controls and risk management policies and procedures.

The regulators have:

· Focused the statement more clearly on those CSFTs that may present heightened legal or reputational risks to a participating institution;

· Clarified that the statement does not apply to familiar well established structured finance transactions, such as standard public mortgage-backed securities transactions, public securitizations of retail credit cards, asset-backed commercial paper conduit transactions, and hedging transactions involving “plain vanilla” derivatives and collateralized loan obligations, for this reason, will not affect or apply to the vast majority of small financial institutions;

· Modified the examples of CSFTs that may warrant additional scrutiny by an institution to focus on transactions that are more likely to present elevated levels of legal or reputational risk to an institution (e.g., transactions that raise concerns that the client will report or disclose the transaction in its public filings or financial statements in a manner that is materially misleading);

· Clarified that the due diligence conducted by a financial institution for an elevated risk CSFT should focus on those issues identified by the institution as potentially creating heightened levels of legal or reputational risk for the institution;

· Recognized that the role a financial institution plays in a CSFT may affect both the amount of information it has concerning the transaction and the level of legal or reputational risks presented by the transaction to the institution;

· Streamlined and modified the documentation and general control portions of the statement to focus on the proper goals of an institution’s policies and procedures in these areas; and

· Provided that a financial institution operating in foreign jurisdictions may tailor its policies and procedures as appropriate to account for, and comply with, the applicable laws, regulations and standards of those foreign jurisdictions.

In short, the statement is much more general in its language and has fewer explicit prescriptions compounded with the earlier proposed interagency statement.  There is no definition of a CSFT as there was in the earlier proposal.  Therefore, just because a transaction involves special purpose entities, derivatives, various jurisdictions, various professionals, large financial rewards, etc. does not mean it should be constituted an elevated risk CSFT.  The Agencies have also stressed the importance of the board and senior management of a financial institution establishing a culture of compliance or “tone at the top”.  There are fewer specific recommendations regarding:  documentation, definition of CSFTs, transaction approval and internal processes/policies and procedures, new product policies, disclosures to customers and accounting and disclosure by customers, red flags, and independent monitoring, analysis and compliance.

The level and amount of due diligence (which might include specialized advice by consultants) conducted by financial institution for an elevated risk CSFT should be commensurate with the transaction’s potential risk to the institution.  After evaluating an elevated risk CSFT, a financial institution should take appropriate steps to manage and address these legal or reputational risks.

Thus, for example, an institution that is actively involved in structuring and offering CSFTs that may create heightened legal or reputational risk for the institution should have a more formalized and detailed control framework than an institution that participates in these types of transactions less frequently.

IDENTIFICATION AND REVIEW OF ELEVATED RISK
COMPLEX STRUCTURED FINANCE TRANSACTIONS

Financial institutions engaging in CSFTs should maintain formal, firm-wide policies and procedures to identify, evaluate, assess, document, and control credit, market, operational, legal and reputational risks associated with CSFT, including:

· Establishing a clear framework for the review and approval of individual CSFTs; 

· Setting forth the responsibilities of the personnel involved in the origination, structuring, trading, review, approval, documentation, verification, and execution of CSFTs.

· Incorporating the review of new CSFTs into their existing new product policies; and

· Considering factors whether the CSFT contains structural or pricing variations from existing products, whether the product is targeted at a new class of customers, whether it is designed to address a new need of customers, whether it raises significant new legal, compliance or regulatory issues, and whether it or the manner in which it would be offered would materially deviate from standard market practices.

Complex structured finance products should receive the approval of all relevant control areas that are independent of the profit center.

A financial institution should scrutinize transactions which:

· Lack economic substance or business purpose;

· Are designed or used primarily for questionable accounting, regulatory, or tax objectives, particularly when the transactions are executed at year end or at the end of a reporting period for the customer;

· Raise concerns that the client will report or disclose the transaction in its public filings or financial statements in a manner that is materially misleading or inconsistent with the substance of the transaction or applicable regulatory or accounting requirements;

· Involve circular transfers of risk (either between the financial institution and the customer or between the customer and other related parties) that lack economic substance or business purpose;

· Involve oral or undocumented agreements that, when taken into account, would have a material impact on the regulatory, tax, or accounting treatment of the related transaction, or the client’s disclosure obligations;

· Have material economic terms that are inconsistent with market norms (e.g., deep “in the money” options or historic rate rollovers); or

· Provide the financial institution with compensation that appears substantially disproportionate to the services provided or investment made by the financial institution or to the credit, market or operational risk assumed by the institution.

Financial institutions that structure or market, act as an advisor to a customer regarding, or play a substantial role in a transaction may have more information concerning the customer’s business purpose and any special accounting, tax or financial disclosure issues raised by the transaction than institutions that play a more limited role.  A financial institution may have additional responsibilities under the federal securities laws, the Internal Revenue Code, state fiduciary laws or other laws or regulations and, thus, may have greater legal and reputational risk exposure with respect to an elevated risk CSFT than a financial institution that acts only as a counterparty for the transaction.

Due Diligence, Approval and Documentation Process for Elevated Risk CSFTs
A financial institution should implement policies and procedures to conduct a heightened level of due diligence for elevated risk CSFTs to allow personnel to understand, evaluate, manage and address the potential legal or reputational risks.

A CSFT is identified as an elevated risk CSFT, a financial institution should conduct the level and amount of due diligence for an elevated risk CSFT that is commensurate with the level of risks identified.

A financial institution should carefully consider whether it would be appropriate to rely on opinions or analyses prepared by or for the customer concerning any significant accounting, tax or legal issues associated with an elevated risk CSFT.

A financial institution’s policies and procedures should provide that CSFTs identified as having elevated legal or reputational risk are reviewed and approved by appropriate levels of control and management personnel who should receive all necessary or appropriate information.  The designated approval process for such CSFTs should include representatives from the relevant business line(s) and/or client management, as well as from appropriate control areas that are independent of the business line(s) involved in the transaction.

A financial institution should implement methods for the careful generation, collection and retention of documents associated with elevated risk CSFTs to monitor and manage the legal, reputational, operational, market, and credit risks associated with the transaction and therefore:

· Document the material terms of the transaction;

· Enforce the material obligations of the counterparties;

· Confirm that customers have received any required disclosures concerning the transaction; and

· Verify that the institution’s policies and procedures are being followed and allow the internal audit function to monitor compliance with those policies and procedures.

Financial institutions should conduct periodic independent reviews of their CSFT activities to verify that their policies and controls relating to elevated risk CSFTs are being implemented effectively and that elevated risk CSFTs are accurately identified and receive proper approvals. Such monitoring may include more frequent assessments of the risk arising from elevated risk CSFTs, both individually and within the context of the overall customer relationship, and the results of this monitoring should be provided to an appropriate level of management in the financial institution.

FINANCIAL INSTITUTIONS’ CONTINUING RESPONSIBILITIES
Training.  An institution should identify relevant personnel who may need specialized training regarding CSFTs to be able to effectively perform their oversight and review responsibilities. 

Audit.  The internal audit department of any financial institution is integral to its defense against fraud, unauthorized risk taking and damage to the financial institution’s reputation.  The internal audit department of a financial institution should regularly audit the financial institution’s adherence to its own control procedures relating to elevated risk CSFTs.

Reporting.  A financial institution’s policies and procedures should provide for the appropriate levels of management and the board of directors to receive sufficient information and reports concerning the institution’s elevated risk CSFTs to perform their oversight functions.

U.S. practice conducted through McDermott Will & Emery LLP.
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