Summary of the November 1, 2004 Meeting Regarding the Proposed Interagency
Statement on Sound Practices Concerning Complex Structured Finance Activities

On November 1, 2004, representatives and members of the Bond Market
Association, the International Swaps and Derivatives Association, Inc. and the Securities
Industry Association (the “Associations’’) met with staff of the Board of Governors of the
Federal Reserve System, the Office of the Comptroller of the Currency and the Securities
and Exchange Commission at the Associations’ request to discuss the proposed
Interagency Statement on Sound Practices Concerning Complex Structured Finance
Activities (“Proposed Statement™). (A list of attendees is below.) At the meeting
industry representatives submitted a redlined version of the Proposed Statement reflecting
the changes that the Associations’ representatives believe should be made to the Proposed
Statement to address the concerns raised by commenters. A copy is attached. At the
meeting the Associations’ representatives and staff of the Agencies discussed the changes
to the Proposed Statement recommended by the Assoctations.
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DEPARTMENT OF THE TREASURY
Office of the Comptroller of the Currency
[Docket Na, 04-12]

Office of Thrift Supervision [No. 2004-27]
FEDERAY, RESERVE SYSTEM

{Docket No. OP--1189)

FEDERAL DEPOSIT INSURANCE
CORPORATION

SECURITIES AND EXCHANGE
COMMISSION

[Release No, 34-49695; File No. S$7-22-04]

Interagency Statement on Sound Practices
Concerning Complex Structured Finance
q l. -I.

AGENCIES: Office of the Comptroller of
the Cunrency, Treasury {OCC); Office of
Thrift Supervision, Treasury (OTS); Board
of Governors of the Fedefal Reserve System
(Board); Federal Deposit Insurance
Corporation (FDIC); and Securitics and
Exchange Commission (SEC).

ACTION: Notice of interagency staternent
with reqmest for public comment.

SUMMARY: The OCC, OTS, Board, FDIC,
and SEC (collectively, the Agencies) are
Tequesting poblic comment on a proposed
interagency stabement conceming the
complex structured finance activities of
financial institntions (national and state
banks; bank holding companies; federal and
state savings essociations; savings and loan
holding companies; and SEC registered
broker-dealers and invesiment advisors)
supervised by the Agencies. As recent
events have highlighied, a financial
institation may assume substantial
reputational and legal risk if the institution
enters into a complex structured finance
transaction with 2 customer and the customer
uges the transaction to circumvent regulatory
or financial reporting requirements, evade
tax liabilifies, or fisrther other tHegal-or
improper-behavior in violation of

i igati The

proposed interagency statement (Statement)
deseribes the types of internal controls and
tisk management procedures that the
Agencies believe are particularly effective in
assisting financial institutions to identify and

addrcssthereputatlonal fegal, and other
risks associated with complex stroctured
finames transactions. The Statement, among
other things, provides that financial
institgtions should Kave effective policies
and procedures in placeo identify. those -
complex stroctured finance iransactions that
may involve heighiened repidtational and
legal rigk, to ensure-thatsubjert these
transactions +eeeivety enbanced soratiny by
mmmmmﬂmmm

DATES Commmtsregardmg the Statement
should be received on or before Jane 18,
2004, Comments regarding the information
collections contained in the Statement
should be received on or before Joly 19,
2004,

ADDRESSES:

OCC: You may submit conmnents,
identified by Docket mumber 0412 by ay
of the following methods:

E-mail address: http://
WWW._regs.comments@oce.ireds.gov.

Fax: (202) $74-4448, :

Mail: Office of the Comptvoller of the
Cutrency, 250 E Sireet, SW., Public
Reference Room, Mail Stop 1-5,
Washington, DC 20219,

Hand Delivery/Courier: 250 E Street,
SW., Atin: Public Reference Room, -
MaﬂStop 1-5, Washingtem, DC 20219. You
mEY review the conuments received by the
OCC and other related materials by any of
the following methods:

Viewing Commenis Personally: You
may personally inspect and photocopy
comments received at the 0CC’s Public
Reference Room, 250 E Sireet, SW.,
Washington, DC You can make an

appointment to comments by calling
(202) 8745043,

Viewing Commenis Electronically: You
may request copics of comments received
for a particular docket via email or CD-ROM
by contacting the OCC’s Public Reference
Room at http./Awww, fola-pai@oce.ireas.gov,

OFS: You may submit comments,
identified by No. 2004-27, by any of the
following methods:

* Federal eRulemaking Poral: http://
www.regulations.gov. Follow the
instructions for submitting copments.

o E-mail:
regs.comments @ots.treas.gov. Please
inchide No. 2004-27 in the subjoct line of

the message, and include your name and
telephone number in the message.

o Fax: (202) 906-6518.

» Mail: Repulation Comments, Chief
Comsel’s Office; Office of Thrift
Supervision, 1700 G Sixreet, NW.,
Washington, DC 20552, Attmﬁon. Ne.
2004-27.

» Hand Delivery/Courier: Guard’s
Desk, Bast Lobby Entrance, 1700 G Street,
NW., from 9 a.m. to 4 p.m. on business days,
Atlnnnon Regulation Comments, Chief
Counsel’s Office, Attention: No. 2004-27.

Instructions: Al submissions received
st include the agency name and document:
number. All comments received will be
posted without change to
hitp:/fwww.ols. treas.gov/
pagehtml.cfm?catNumber=67d&an=1,
including any personal information
provided.

Docket: For access to the docket to read
documents or comments

received, gotohttp A www.ots.ireas.gov
pagehiml.cfm?catNumber=67&an=1. In
addition, you may inspect commetifs at the
Public Reading Room, 1700 G Street, NW.,
by appoirdmient. To make an appointment
for access, call (202) 906—5922,3&1:13110-
mail to public.info@ots.treas. gov, or send a
facsimile frapsmission to (202) 906 7755,
(Prior notice identifying the materials you
will be requesting will assist us in serving
you.) We schedule eppointments on business
days between 10-am. and 4 pro. In most
cases, appointments will be available the
next business day following the date we
receive arequest.

Board: You may submit comments,
identified by Docket No. OP-1189, by any
of the following methods:

» Board’s Web Site: hitp://
www.federglreserve gov. Follow the
instructions for submitling cormments at
hitp/Awww federalreserve.gov/ .
generalinfo/foia/ProposedRegs.cfim,

s Federal eRulemaldng Portal: hetp//
www.regulations gov. Follow the
instructions for submitting comments.

s E-mail:
regs.comments@federalreserve.gov. Include
docket number in the subject line of the
message.

o Fax: (202) 4523819 or 202) 452~
3102,

o Mail: Jepnifer J. Johnson, Secretary,
Board of Governors of the Federal Reserve
System, 20th Street and Constitution
Avenue, NW., Washingion, DC 20551.


http://
http://www.regs.comments@bcc.treas.gov
http://www.foia-pa@occ.treas.gov
http://
http://www.regulations.gov
mailto:regs.comments@ots.treas.gov
treas.gov/
http://www.ots.treas.gov/
mailto:topublic.info@ots.treas.gov
http://
http://www.federalreserve.gov
http://www.federalreserve.gov/
http://www.regulations.gov
mailto:regs.comments@federalreserve.gov
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All public comments arc available from
the Board’s Web site at husp:/
ww fedsra!mem.gov/gemmfinjb/fow?mp
osedRegs.cfin as subimitied, except as
pecessary for techriical reasons.
Accordingly, your comments will not be .
edited to remove aity identifying or contact
information. Public comiments aiso may be
viewed electronically or in paper form in
Room MP-500 of the Board’s Martin
Building (C and 20th Streats, NW.) between
- 9am and Spm. on weekdays.

FDIC: Written comments should be
addresseéd to Robert B, Feldman, Executive
Secretary, Afténtion: CommmﬁstES
Federal Deposit Insurance Corporation, 550
17th Strest, NW., Washington, DC 20429.
Comments inay be hand delivered to the
guard station af the rear of the 550 17th
Street Building (focated on F Strect), on
business days between 7:00 am. and 5:00
pm (Faxnimber: (202) 898-3838; Internet
address: commenis@fidic.gov). Comments
may be inspected and photocopied in the
FDIC Public Information Center, Room 106,
801 17th Street, NW., Washington, DC,
between 9 am. and 4: 30 p-m. on business
days.

SEC: Comments may be submitted by
any of the following methods:

Electronic comments:

» Use the Commisgion’s Internet
comment form (htip./Awww.sec.gov/
rules/policy), ot '

¢ Send an e-mail to
rulecomments@sec.gov. Please inclnde File
MNumber $7-22-04 on the subject line; or

o Use the Federal cRulémaking Portal
(hitp:/rwww.regulations.gov). Follow the
instractions for submitting comments.

Paper comments:

¢ Send paper conuments in triplicate to
Jouathan G. Katz, Secretary, Securities and
Exchange Commission, 450 Fifth Strect,
NW., Washington, DC 205430609,

All submissions shonld refer to Fils
Number $7-22-04. This file number should
be included on the subject line if e-mail is
used. To help us process and review your
comments more efficiently, please use anly
one method. The Commission will post all
comments on the Commission’s Internet
Web site (htp-/Awww.sec.gov/rules/policy),
Comments are also availabie for public
inspection and copying in the Commission’s
Public Reference Room, 450 Fifth Street,
NW., Washington, DC 20549. All
comments raceived will be posted without
change; we do not edit personal identifying

Oct 30 Deaft

information from submissions. You should
submit only information that you wish to
make avmlnble publicly.

FOR FURTHER INFORMATION
CONTACT:

OCC: Kathiyn E; Dick, Depitty
Comptroller, (202) B74-4660, Risk
Evaluation, Grace E: Dailey, Députy
Comptroller, (202) 874-4610, Large Bank
Supervision, Eilen Broadman, Director,
(202 874—52 10, Securities and Corporate
Practices: ion; Office of the Compiroller
of the Crirrency, 250E: Strees, SW.,
Washington, DC 20219,

O7S: John C. Pnoe, 3& Dmmcr
Supervision Pchcy, Examinstions and
Supervision Policy, (202) 906-5745; Dabb:e
Merkle, Project Manager; Credit Risk,
Supervision Policy, (202) 906~ 5688 Davad
A Permut, Senior Aitorpey, Business
Transactions Division, {202) 9067505,
Office of Thrift Supervision, 17OOGStreet,
NW., Washington, DC 20552,

Board: Michasl G, Martinson, Senior
Adviser (202-452~3640), Wali H, Miles,
Agsistant Director (202) 452—5264 OF
Sabeth 1. Siddique; Manager (202) 452
3861, Division ofBankmg Supervision and
Regulation; or Kicran J. Fallon,; Managing
Senior Commsel (202) 4525270, Legal
Divigion, Boaid of Governors of the Federal
Regerve System, 20th Street and
Constitution Avenue, NW., Washington, DC
20551. Users of Teboommwwon Device
for Deaf’ (TTD) only, call {202) 2634869,

FDIC: William A. Stark, Associatc
Director, Capital Markeis Branch, (202)
8986972, Jason C. Cave, Chief, Policy
Section, Capital Markets Brench, (202) 898
3548, Division of Supervision and Consumer
Protection; or Mark G. Flanigan, Counscl,
Supervision and Legislation Branch, Legal
Division, (202) 898-7426, Federal Deposit
Insurance Corporation, 550 17th Street,
NW., Washington, DC 20429.

SEC: Mary Aun Gadziala, Associate
Directos, or Juanita Bishop, Supervisory
Accountant at (202) 942-7400, Office of
Compliance Inspections and Examinations,
or Cathering McGuire, Chief Counsel, Linda
Stamp Sundberg, Attomey Feltow, or
Randall W. Roy, Special Coumsel, at (202)
942-0073, Division of Market Regulation,
Securities and Exchange Commission, 450
Fifth Street, NW., Washington, DC 20549
1001,

S

SUPPLEMENTARY INFORMATION:
L Background

- Financial markets have grown tapidly
over the pisst decade and innovations in
financial instruments have facilitated the
structuring of cazh flows and the allocation
of risk among borrowers and investors in
more efficient ways. This innovation hasled
to the developiaent of a wide array of

stctured finance products, inclnding:
-’ﬁnmmaldmahv&sfmmarkctandmdlt

nsk,asset-bwkedsecmhesmthmstummd
cesh flow features, and specialized finaircitl
oondmlsﬂmtmmagcpooisofpmchnsed
asgels. -

Nmmalandsmbanks,bankholdms
compm,andSEC-regzsmdbrokcr-
dealers and investment advisers have played
#n active and important tolé in the
develppment of stroctured finance products
and mevkets. ‘o this regard, financial
institutions often play an important role in
structuring, arranging or participating in
complex structured finance transactions for
ﬂxmrow;lusemdtofwihtatctheneedsof
custcmers.

Asﬁnmcaa!mtem:edmms,ﬁnmai
ingtitutions play a critical role in-ensirving
the integrity of fiaancial markets and
maintaining the trust and public confidence
esserdial o the proper functioning of the
capital markets. In the vast majority of
cases, structured finance products and the
rol¢ played by financial mstitutions with
regpect to these products have served the
Iegitinate business of customers.
This has allowed structured finance products
to becomtc an essential part of U3, and
internationai capital markets.

The more complex variations of
struchured finance products, however, have
placed pressure on the interpretations of
accounting and tax roles, and, in turn, kave
given rise to significant coneerns about the
kgahty&nd—apﬁfeﬁfmeaess-ofm

individual transacti
accounting or fax rules Importantly, a
limited number of complex struchmed
finauce fransactions appear to have been
used to alter the appearance of 2 customer’s
public financial statements in ways that are
netconsisteriwith-the-econende
reatitydo not faivly present the inpact of
the transactions pn the financial condition
of the customer or to-irappropriately
reduce a customer’s tax Labilitics_in a

. . . i
the most extreme cases, strochwred finance
trausactions appear to have been used in
frandulent schemes to misrepresent the


http://
�www.federalre3erve.gov/generalinJb/foia/Prop
mailto:comments@fdic.gov
http://www.sec.gov/
mailto:rulecomments@sec.gov
http://www.regulations.gov
http://www.sec.gov/rules/policy
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financial condmon of pubhc compames or.
evade taxes, -

Financial institutions must cnndnd their

operations in compliance with spplicable law-

and regulations, and institnticns that do not
may be subject to enforcement actions by the
Agencies and lawsuits by private parties. As
recent events have highlighted, financial
institutions may face substantial legal* risk

finance transactions that are used by
cnstomers to circumvent regulatory or
financial reporting requitements, evade tax
habnhhes,mthrﬁeroﬂmﬂiagaler

: Taportantly,
repmnuonalnsksmaymsewmwhmthe
iransactions involved are stractured o
technically comply with exigting laws and
regulations.

The events associated with Enron Corp.
demonstrate the potential for the abusive use
of complex strectured finance transactions,
as well as the substantial legal and
repuiational risks that finamcial nstitutions
face when they pasticipate in complex
smmadﬁnancemacuomthatm

the OCC Federal Reserve System, and the
SEC took strong and coordinated <ivil and
adurinistrative enforcement actions against
certain financial instittions that participated
in complex structured finance transactions
with Buron Corp. that appeared to have been
designed or used fo shield the company’s
true financial health from the public. '

' See Exchan,chRdm No. 4&230 {July 28,
2003), Written Agreement by and between Citibank, N.A
and the Office of the Comyptroller of the Currency, No.
2005-77 (July 28, 2003) (pertsining to transactions
entered into by Citibapk, NLA. with Enron Corp.), and

Wiritten Agr t by and baty Citigroup, Inc. apd

Oct 30 Drafk

These actions invotved significant financial
penalties on the institbtions and required the
institutions to take several measures o
sumgﬁm&wmknmaganmm
for conplex structured finance activitics.

of the U.S. Senate Committee on

Gwmmﬂmaasweﬂasmmsmns

lawmntsbypnvnte Litigants.
ThaAgenmshzvebnga:pected

fingincial institutions to develop and maintain

robust control infrastructures enabling them
fully to identify, eviluate and confrol all
dimensions of risk associated with their
business activities. In the area of complex .
stouctured finance téansactions, it is critical
Mﬁnmcmlmmamshuvecffewvensk

_ ofseva'albanhngandswmhesﬁlmdmt
are significant participanis in the markes for
complex struchired finance products. These
reviews were designed o evaluate the
other internal controls and processes used by

these institutions to identify and manage the
Tegal, reputational, and other risks associaied
with complex structured finance
iransactions. These assessments indicated
that many financial institutions have already
taken meaningful steps to improve their
conirol infrastructures relating to complex
stractured finance products in light of the
control wealmesses evidenced by recent
evenis. The Agencies also have focused
attention on the complex structured finance

the Federal Reserve Bank of New Yok, duted Juby 28,
2003 {pertaining to transactions involving Citigroup Inc.
and its subsidiacies and Enron Corp. mad Dynegy Inc.);
SEC Litigation Release No. 18252 (July 28, 2003) and
Writien Agreement by and among 3.P. Morgan Chese &

Ca., the Federa) RmrwBank of New York, and the New

& Co. and its subsidinties snd Enron Cotp.).

[

33 .
2 Qea F. I o I, :
Enron Transactions Funded and Facilitated by U5

Financial Institutions, Repott Peepared by the Permapent

Subcomm. on Investigetions, Comm. on Governments}
Affuirs, United States Senate, 8. Rpt. 107-82 (2003).

it

awd Slapshoi: Four

activities of ﬁnancml institations in the
normal cotirse of our supervisory process.
1. Proposed Statement on Sound
Practices Concerning the Complex
Structured ance Acttvntws of Finantial
Institutions’ -

In arder to }'}E}P-é‘ﬂBH'F"‘ﬂiﬂM

. ﬁnanmaimsﬂh:hms%emm md

adequate confrol

infrastractures for complex structured
finance transactions, the Agenciés have
developed, and:are secking public comment
end of this notice.’ The Statement describes
a number of internal comirols and risk
management procedures that the Agencies
believe are particularly useful in assisting
" financial institutions té-ensure-thatin
copducting their complex structured
financial activities are-eonductod-in
accordance with applicable law and that
instintions effectively manage the foll range
of risks asgociated with these activities,
mcludmglegal andreputaumalnsks

'I‘heStatemcntreﬂecis&le“lessons
Jearned”® fmmraoentcvmlx, as well as whet
theAgmesbehmmbesomdpmcumm
this areabaséd on supetvisory reviews and
experiente. Financial institations should
consider the Statement in developing and
evaluating the fustitution’s risk controls for
compiex strachured finance activities. The
following provides a brief overview of the
key aspects of the Statement.

As a general matter, the Statement
mdlmﬂmtﬁnanmalmshmﬁa‘mg
i “! 1 miintain a
comprehensive set of formal, firm-wide
policies and procedures that provide for the
identification, documentation, evaluation,
and control of the full range of creddit,
market, operational, legal, and reputational
risks that may be associated with these
transactions. These policies and procedures
should be reasonably designed to ensure
thatenable the financial mstitution to
consistently and appropriately
Managesmanage iis corplex structured
finance activitics on both a per fransaction
and relationship basis, with all corporate
customets (inchuding pablicly and privately
owned corporate entities— geveruient
entides—and-ndividuals) and in all

* For institutions supervised by the Board, the OCC, the

0TS, and the FDIC the stetement will represent
supervisory guidance. For institutions registered with the
SEC, the statement will represent & policy statement



« Provide for the gm‘ahﬁn, collechm

Jjurisdictions where the (inancial institution

operales, amd retention of ap tocumentation
Thnboardofdneﬂmsofaﬁnanclal felmstoa!lcomplms&mredﬁmmc

institution has ultimats résponsibility for - fransactions; .

establishing the institition’s risk tolerances . tﬁ%emawm

. Pm‘vldeforpa'mdm independent
reviews of the institution’s commplex

mmﬂmmmmmmemufem
that the instifution’s policies and controls are
beitig implemented effsctively and to
ﬂmmf;rpotmnnlcomphmm, _
. bammmm
mdttoavemgeost‘ttwmstmmmsmmplex

«  As described further in the
Statement, an institution’s policies and
procedures should define what constitutes a
complex struciured finance transaction smd
should, among other things—

o Define the process that financial
institution petsonucl mml:ﬁollowm obwn

transaction mngmltm the
wmaneged-by-the dnstitution; sustomterfiling- moterialby wisieading -
o  Easure-that-financtal-institution Mﬁw
statFappropriately-reviewsand applicable law the financial institution
3 Sia should decline to participate in the

transaction: or condition its perticipation
upon the-eustomer-makinexpress-and
securate-diselosuresregarding the
Antwre-and-Hranciabimpast ofthe
pansavtion-on-the-eustotrer-sfioanetal
eeﬁém—m—la{re—arhei Siepririe-esiire

ﬁnauclal msbwtxm émw&mm{-« HH
an-HHppropHate raractea-that po sach
infation will

The Statement includes examples of
characteristics that may indicaie that a

4
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transacum oF series of imnsachans mvolvm
elevatqd levels of legal arraputanonal nsk

Dje
. '._.‘.-.: s byme The
exaraples mch.udedmlheStatcmmtaremt
exclusive and institutions may differ in the
sets of characteristics they usé in identifying
transactions that may involve heighiened

mmmmsuratewﬁhﬂ:elesaland

activities should be tailored to, and
appropriate in light of, the institution’s size
and the nature, scope, and risk of its complex
stractived finance activities.

TheAgmmsreqnestoommmtonall
aspects of the Statement and will revise the
Statement as appropriate after a review of
public comments.
I, Paperwork Reduction Act

‘The Board, the FDIC, the OTS, and the
OCC have determined that the Staiement,
whlchw;llreprescntsupcrnscmygmdance
for institutions by the Board, the
FDIC, the OTS, and the OCC, contains
collections of information for purposes of
the Paperwork Reduction Act of 1995 (44
US.C. Ch, 35). The OCC, the FDIC, the
OTS, andBoardreqtmstpubhc comiment on
allaspwtsofthecollectlonsofmformanm
contained in the Statement. Also, the QCC,
FDIC, OTS, and Board request comment on
whether institutions involved in complex
structured finance transactions currently are
in compliance with the Statement and the
information collections therein.

The OCC, FDIC, OTS, and Board also
invite comment on:
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(1) Whether the collections of
information contained in the Statement are
necessary for the proper performance of each
agency’s functions, including whether the
mformation has practical utility; -

(2) The accuracy of each agency’s
estimate of the burden of the proposed
informaticn collections;

(3) Ways to enhance the quality, utility,
and clarity of the information to be collected;

% Waysmmlmmmﬂmbmdmofﬂw
information collections on respondents,
including the use of automated collection
wchmquesorodwfomsofmfmmatlm
technology, and

{5) Bsmwscsfcapmlorstm-upeosts
and costs of operation, maintenance, and
purchases of services to provide information

Respondents/record keepers are not
required to respond to these collections of
information unless the Board, the FDIC, the
OTS, and OCC display a cmrently valid
OfﬁceomegmmtmﬂBtﬂget(OMB)
control mumher, TthOC,FDIC and OTS
currently are 1 of thess.
mﬂnmﬂmooﬂeohmsﬁmom and the
Boardlsprocessmgﬂmco]lechonundunts
delogsited authority.

The OCC, FDIC, OTS, and Boand -
cstimates of the total anmal burden of the
collections of information contained in the
Statement on the financial mstitations they
supervise follow.

OCC: The collection of information
requirements contained in the Statement wikk

be submitted to the OMB in accordance with
the Paperwork Reduction Act of 1995 (44
U.5.C. Ch. 35). The OCC will use any
comments received to evaluate the
collections and verify its burden estimates.
The OCC belioves that only the largest
national banks and U.S. branches of foreign
banks are involved in these activitics.
Further, as a matter of usual and customary
business practice and in light of recent
events, involved institutions already have
installed policies and procedures similar to
those envisioned in the Statement. However,
institutions will have to verify and update
their policies and procedures periodically to
ensuregn that they are adequate and current,

Comments on the collections of
nformation should be sent to John Ference
or Camille Dizon, Office of the Comptrofler
of the Cutrency, 250 E Street, SW., Mail
Stop 84, Attention: Docket Number 04-12
(1557—-CSFA), Washington, DC 20219, You
may also send conments by electronic mail
to camille.dixon@oce.treas.gov. You should
also send a copy of your comments to OMB

Oct 30 Draft

Desk Oﬁioer Mark Menchlk, Oﬁioe of
Information and Affairs, Office
of Management and Budget, Paperwork
Reduction Project (1557-CSFA),
Washington, DC 20503. Alternatively, you
may e-mail your comments fo .
mmenchik@onib. eopgav, orﬁxthemto
{202) 395-6974.

The potential r § are the largest
naumalbanksamlUS bmndmsoffumgn
banks.

Ertmmd numberofm;wnde:w 21

E.'Eﬂ_hﬁr__l?d average annual burden hours
per respondent: [100 hours }

Estimared mmlmmafbmdm J2. 100
burden hours.

FDIC: T‘heoollmd'mﬁmnﬁon .
reguireménts contained in the Statement will
be submittod to the OMB in accordance with
the k Reduction Act of 1995 (44
US.C. Ch 35). The FDIC will use any
comments received to evaluate fhe
collections and verify its bunden estimates.
mmmmmmmmm

similar to thoge envisioed in the Statement.
However, institutions wilt have to verify and
periodically to-easurego that they arc
adequate and current.
Commients on the collections of

inﬁ:utmahmshouldbesmtlo']‘homas
Nixm,l.ega]Dmmum,Fedual

Insurance Corporation, 550 lTﬂ:StreetNW
Wagbingtan, DC 20429, Copmmignts may be
hand-delivercd to the guard station af the
rear of the 17th Street Building (located on F
Street), on business days between 7 am. and
Jpm Comments should also be subaitted
to the OMB desk officer for the FDIC: Mark
Menchik, Office of Informtation and
Regulatory Affairs, Office of Management
and Budget, New Executive Office Building,
Waghington, DC 20503, Alternatively, you
may email your commenis to
mmenchiki@omb.eop.gov, or fax them to
(202) 395-6974.

The potential respondents are the
largest state nonmember banks.

Estimated number of respondents:
5.

Estimated average annual burden hours

per respondent: [0 hours |

Estimated total annual burden: }00]
burden hours.

I

" OFS: The collection of information
requiréments cootainied in the Statement will
be submitted to OMB in accordance withthe
Paperwork Reduction Act of 1995 (44
U.S:C. Ch. 35). OTS will use any corments
received-to evalnate the collections and
vertfy its burden estimates. The OTS
assumﬂmatcnlyﬂwlmgestsm
associgtions and savings and loan holding
companies could be involved in these
activities. Furtheér; ag a matter of ustial and
customary business practice and in tght of
vecent events, involved institutions afrcady
have instafled policies and procsdures
similar 1o those envisioned in the Statement.
Homvu,msamﬁmwﬂlhwehovmfymd
update their policies and procedures
pmodmnlb*te—eﬂsufeggthatﬂnym
adeqlmtoandcm o
collo_ct_imbytiﬂeof.thbmmsal.w
Information Coltection Camments, Chief
Commnsel’s Office, Office of Thrift
Supervizion, 1700 G Strect, NW.,
‘Washingiom, DC 20552 sexid a facsimile
!rmsmmto&&)%ﬁls of sénd an

post.
mdwc_mthoOTSInﬁanetSﬂnathtq:/
Avww.oes. treas.gov. Tn addition, interested
pexsons may mspect conuments at the Public
Reading Room, 1700 G Strect, NW., by
appointment. To make an eppointment, call
(202) 906 5922, send an e-mail to
Ppublicinfo@ots.treas.gov, or send a facsimile
transmission §o (202) 906~ 7755. You
should &lso send a copy of your comments to
OMB Desk Officer, Mark Menchik, Office
of lnformation and Regulatory Affairs,
OﬁiceomeagemennmdBndget,

Reduction Project (1550-NEW),
Waﬂhmgton,DC20503 Alernatively, you
may e-mail your commezts to
mmenchik@omb.eop.gov, or fax them to
(202) 395-6974.

The potential respondents are the largest
savings associations and savings and loan,
holding companies.

Estimated number of respondents: 5.

Estimated average anrual burden hours
per respondent: [100] hours,

Estimated total armual burden: [500]
burden hours.

Board: In accordance with section 3506
of the Paperwork Reduction Act of 1995 (44
U.S.C. Ch 35; 5 CFR 1320, appendix A.1),
the Board reviewed the Statement under the
authority delegated to the Board by the
OMB. The Board believes that only the


mailto:tocamille.dixon@occ.treas.gov
mailto:mmenchik@omb.eop.gov
mailto:mmenchik@omb.eop.gov
treas.gov
Avww.ots.treas.gov
mailto:publ1cinfb@ots.treas.gov
mailto:mmenchik@omb.eop.gov
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largeﬂstatememberbanks,bankholdmg
companies, and U.S. branches and agencies
offa’elgnbanksaremmlvedmoamplex
structured finance activities. Further, 8s a
mamafusualandmtcmnrybusmess
mcﬁcoandmhghtofrecmtwenm,

mfmmaﬁmshoﬂdbesenttoMichelle
Long; Acting Federal Reserve Board
Clearance Officer; Division of Reseaich md
Statigtics, Mail Stop 41, Board of Governors
of the Federa! Reserve System, Washington,
DC 20551. You should aleo gend a copy of
your commnerits to OMB Desk Officer, Mark
Menchik, Office of Information and
Regulatory Affsirs, Office of Management
and Budget, Paperwork Reduction Project
(1557-<To Be Determined), Washington,
DC 20503, Alﬁmunvely ymmaye—mml
your comnents to eopgov,
or fax themn to (202) 395-6974.

The poteitial respoindents are the largest
state membér banks, bank holding
companics; md 1.3, branches and agencies
of foreign banks.

Estimated mumber of respondents: 20.

Estimated average annual burden hours
per respondent: EI00 hours ]

Estimated total annual burden: [2.000]
hours.

The proposed Statement follows.
Interagency Statement on Sound Practices
Coucerning Complex Structured Finance
Activits

L. Introduction

Financial markets have grown rapidly
over the past decade and innovations in
financial ingtruments have facilitated the
structuring of cash flows and allocation of
risk among creditors, borrowers and
investors in more efficient ways. Financial
derivatives for market and credit risk, asset-
backed securiiies with customized cash flow
features, specialized financial conduits that
manage pools of purchased assets, along
with other suctured transactions have
usually served the legitimate business
purposes of the customers of financial
institutions and are an essential part of U.S,

Financial institations have played an
active and important role in the development
of structored finance products and markets.

Ot 30 Draft

Su'nctmedﬁnancctmmamaﬂen

_ employed t6 manage risk'oc for other

legitimate business purposes, such as = . -
diversifying risks, allocating cosh flows, md
reducing cost of capital.” The more emnplex
variations of selected struchmred finance
transsctions have, however, plawd pressure
on the interpretations of accounting and tax
rules, and this has given rise to significant
concomns abomﬂn nsks assomaﬁed wﬂh

Walmbllccompaﬂymmpmtmg&lseor
misieading financial statements.

Kinanelal-institutions-areitea-unigue
posttion-given-theirrole-w-structuring:
arranging-or-partieipating-in-complex
struetured-Fnancetransectionsfortheis
awnuse-and-to-faetlitate-the needs-of
%hef&eﬂstemers.—-\%maﬁnqml
institution provides advice on, arranges or
substantial rele: in a complex structured
fingnce trangaction, it assumes the usual
mmket,crecht,andopmttmnlmks-&ﬂdhg

N reputafional and legal risk to the
mmatmreﬁd-uaeheiitefs—ﬂnﬁg

mm Cons:dmng lhe mlwrent
complexity of many structured finance

with these transactions, it is eritical that
financial institutions have effective risk
management and internal copirols relating to
these products to-siistre-ermphiasecin
argder to comply with the law and to
effectively monitor and control the risks
associated with these transactions. Financial

6

' mst:tuﬁonsmayummgagemoomplex

stiuctured financé transactions in violation of
the law and institutioms that viclate the law
_maybesubjwtmmﬁmcmentmmand

BGcausamanyoflhccoreelementsofm
effective control infrastructure are the same
regardless of the business line involved, this
gmdanoedrmhoavﬂyonomlsand
procedures that ewe-agened
pmvmlyhavcfoundtobeeﬂ‘wtm:m
managing ing risks ang identifies
waysmwhmh!hesemuolsmd
can effectively be applied to the institution’s
complex structured finance activitios.
Financial instititions should considér this
guidancs in developing, or evaluating

* ‘Thuso institutions arc national banks in the case of the
Offics of the Comptrollar of the Currency; federal and
state savings asaociations and savings and loan holiding
companics in the casc of the Office of Thrift Supervision;
state nrember banks and bank holding companies in the
case of the Federal Rescrve Board: state nonmember
banis in the cage of the Faderat Deposit Insurance
investment advisers in tho case of the Secunities and
Exchangs Commission. The U.S. branches and agencies
of foreign banks supervised by the Federsl Reserve
Board, the Office of the Compiroller, and the Federal
Deposit Insurance Corporation also ars constderead o be
fizancial institutions for porposes of this geidance,


mailto:mmenchik@omb.eop.gov

Sﬁuwredﬁnmoeuansacmﬂs '
encompass abroad atray of piroducts with
varying levels of complexity. This guidance
addresses complex struchired finance
transactions, which usually share scveral
common characteristics. First, they typically
result in a final product that is often non-
standard and strectured to meet the specific
ﬁmcmlolaeetwesofam Second,

mhﬁnhmmdmayhavemﬁmfm or
high returns in refation to the market and
credit riska associated with the transaction,
Third, they may be associated with the
creation or use of one or more speciat
purpese entities (SPEs) designed to address
the economic, legal, tax or accounting
objectives of the customer and/or the
combination of cash and derivative products.
Finally, and perhaps most importantly, they
may, expose the financial

s it coriain caces,
institution to elevated levels of market,
credit, operational, legal or reputational
risks. These criteria are not exclusive and
mstitutions shouid supplement or modify
these criteria as appropriate to reflect the
institution’s business activities and changes
in the Mkwlmchm%

Oct 30 Drafi

mutesubstanhalmputaumdnskforﬂm
mstitution. Reputational risk poses & major
threat to financial institutions bécsuse the
nature of their business requires iaintaining
the confidence of customers, creditors and
the general marketplace. Importantly,

eomplax structurod Finsree transnetion may
viclate-the Fedoral seeyrtios laves—and-the
bases-farsushrpotentiol Habiluv—see-Letier
el Marker-RegulationSecuitiasand
Eschango-Commission: to-Richard
Spillenkothen-and-Deuplas W Roader-dated
Bucembar{ 2003 taraitable-at-fith—
HWMHMWF#M&:’%

- repntaumalnsksmayanseevm'whmms

fransactions involyed are sixuchured to -
wchmcallyoomplymﬂamshnglawsand

&ansacums,umnotmndedwmnta
full exposgition of the risks asgociated with
these transactions. Financial institutions are
eacouraged to refer to other supervisory
mfmmauanp:repuredbyﬁ:e

lII. Gmdelmes for Incorporating
Structured Finance Transactions Into
Procedures,

Existing Managenent
Countrols and Systems
Role of Board and Management

The board of directors (the Board} of a
fimancial institution is elected by and
accountable 1o shareholders, and is the focal
point of the corporate governance system.
Effective oversight by the boards of directors
of public institutions is fundamental to
preserving the integrity of capital markets,
The board of directors, in its oversight role,
is ultimately responsible for the financial
well being of the mstiuions thes overscy, as
well as ensuring that the risks associated
with the firm’s business activities, including
those activities associated with the offering
and delivery of complex structured finance
transactions, are appropriately identified,
evaluated and controlled by management.
The Board should establish the financial


http://wviw.fKc.tmtK
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institution’s thrasholdtolerance for the risks
associated with complex stroctured finance
productsﬂﬂé—eﬁaweh‘rhm—a-wﬁwmmh

Mmkwntolﬁmwmk%a—pl—aeam
gmdeﬂ:eachmsofﬂmﬁnanmlmshﬂﬂms

The Beaféshemd
ensure -%h&%—'ih&ﬁnancxal institution- ba+ a7s
risk control framework for complex
structored finance transactions that
ineludesshould include comprehensive
policies that address the elements described
below.

_Using goidance provided by the Board,
senior management shonld implement a risk
control framework for complex structured
finance transactions that inchndes

comprehensive policies, defined roles and
responsibilities and approval authorities,

management committee that is designed o
ensuregy thet all of the relevant control
accounting policy, legal, and financial
comirol, are mvolved in the oversight of
mple*swa&ifedﬁn&aee

goal of such s seatior-lovel risk control
committee is 6o ensuee-tha{-thes&eempie*

mde basls ’I‘h:s senior manngement
committee regularly reviews irends in new
products and complex struchwred transaction
activity, including overall risk expostres
from such transactions, and typically
provides final approval of the most
complicated or coniroversial complex.
stractured finance transactions. The
agenciesAgencies believe that such a
senior-level commitice can serve as an
important part of an effective control

Cet 30 Drafi

mﬁ‘astruc?fc for complex summred finance

'I‘thoardandscmormamgmmalso
should send a strong mesasge 10 others in the
financial institution about the importance of
integrity, compliance with the law, and
overall good business ethics, which may be
implemented through a Code of Professional
management should sirive 10 create a firm-
wide cotporate culture that is sensitive to
cthical issucs as well as the potential risks to
the financial institution. The financial
institytion’s cultyre and procediures should
mmgepamdbclevatceﬂncal

Additionally . the Board and semior
management should

ﬁnﬁemmm

m&%mwﬁamm

considerations when cxeculing compley
struclured linance transactions. JQuery:
what is expected heve?}
Policies and Procedures

Finangial instihtions offering complex
structured finance transactions shoald
maintain a comprehensive set of formal,

“ 2 Financie! institutions should ansuce-{ligmcte
ﬁemﬂmmhﬁﬂ“ﬁeﬂ%@ﬁx
o 1 sr . Far-4
mthmymformuonslbammmwhym
imsgtitution to manage potential conflicts of interest,
insider trading or other concarns.

B The agouciesAgencies nots that the Sarbanes-
Cxley Act of 20602 requires companies lisied on & natfonal

firm-wide policies and procedures that
provids for the identification,
documentation, evaluation, and control of
the full range of credit, market, operationsl,
legal, and reputational risks that may be
associated with these transactions. These
policics should start with the financial
institution’s definition of whet constitutesa
complex structured finance transaction and
be designad to ensure-thatenable the
financial instiution to appropriately
manugesmanage its complex stroctred
finance activities on both an individual
transaction and a relationship basis, with s
w(‘mmdmgmm

gevemmem-eatiﬂee-aﬂéiﬂd#iduﬂis) and
in all jurisdictions where the financial
institulion operates.™ These policies may b
developed specifically for complex
structured finance transactions or included in
the set of broader policies governing the
institution generally.

To be most effective, the ingtitution’s
policics and prooedum; relating to complex
specifically set fcﬂh the particular
mpmsibi]mes of the personpei involved in
the origination, simchuring, trading, review,
approval, documentiaion. verification, and
execution of these transactions.

Aecotdmgiy,ﬂmscpohcmsand .

monitoring of complex structared finance
transactions. Policies for relevant personnel
should describe responsibilitics lor working
wilh relationship managers. advising and
counseling customers, disclosing
informalion o customers, and providing
rclevant information o controt arcas.

ThemMMOnspohmsshouldeﬁsufe
mmmmm

mmgﬂm market, ntedxt, and
operational risk associated with individeal

complex structured transactions-are
appropritel-idenitisd-azeregated: and
wnnaged. A financial institution should, at

secumities excchange o infer-dealer quotafion systemn of a
nationsi securities association to gstablish procedures that
enable smployees to mbmit concems regarding
questicuebls accounting or auditing matters ona
confidential, anonymous basis. fee 15 US.C. 78j-1{m).

8

*2 In the caso of US. brancheos and agencies of foreign
banks, thess policies shondd be coordinated with the
group-wide policies developed in accordancs with the
rples of the foreign bank’s home supervisor.
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a minimm, also have procedures, controls
and gystems for complex structured finance
activities that address the following: (1)
Transaction approval, (2) new product
approval, (3) reputational and legal risk, (4)
&nd disclosure by the customer,
(5) documentation, (6) reporting, (7)
indepeadent monitoring, anatysis and
complisnce with internal policies, (8) audit,
and (D) training.
Transaction Approval.

The policies and procedures of a
financiat institztion should define the
process that persontet must follow to obtain
approval for a complex structured finance
ansaction, Policies for approving complex
structured finance transacions should clearly
articulate the roles and responsibilities of
both transactors (e.g. personnel from
origination, sEucturing, execution, sales and
trading arcas) and independent control staff
{e.g. personnel from risk management.

accutinting policy, tegal. and financial

control} in nnalymg, approving, and
docunenting ps tmnsaw_ons. Policies

mﬁewmnmmngp«mm

experience and stature in the financial
imstitution to ensureprgvide proper
consideration of elernenis or factors that may
expose the instittion to higher levels of
credit, market, operational, legal-or
reputational risk  While acknowledging its
ultimate responsibility for the approval of
eomplcxmmedﬁnanocumcﬁons,ﬂm
erpanizat 's policies also

should cle&tiy«eui‘-hne%haﬂmggg

reviev-piid -vpine-antransactionsand
whert-third-party, tax and accounting &+
toc-professienslsshould be
engaidexperts to consult on transactions
: v :
New Product Policies

Complex siructured finance transactions
also should be incorporated into a financial
institution’s new product policies. In this
regard, a financial institution’s policies
should include a definition of what

Oct 30 Draft

constitutes a ‘‘new’” complex structured
finance product and should establish a
control process for the approval of each new
product. In determining whether or not a
complex struchired finance trangaction is
“new,” a financial instiution should
comsxderavmetyoffam—mehéme,

mysmmalvmaumﬁmemlmg
products, whether the product is targeted af &
rew class of costomers; pricing varistions
from existing products, whether the product
raises additional or new legal, compliance or
regulatory issues, and devistions from
standard matkot practices. ‘'When in doubt as
to whether a comiplex structimed finance.
tmammrequvmgﬂ:rwgbthenew

pmduﬂpohcwsfnroomplmst:mmd
finance activities should address the roles
and responsibilities of all relevant partics,
including the frout office, credit risk. market
risk. operations, accounting. legal,
compliance, audit and senjor line
managemend. In addition, it is imperative
that the institution’s policies require that new
products receive the approval of all relevant
control arcay that are i of the
profit center before the product is offered 1o
cusiomess.

A financial institution algo should have
in place controls that are yeasnnahly
comaplex. stractured finance producis-are—in
faet:-subjeeted to the instintion’s
established approval process. Moreover,
subsequent to the new prodact apptoval, the
financial institution should mowitor new
complex structured finance products fo

transaction-and-new-produet-approval
preeesses—&ﬂd-aﬁeemek-ﬁnd

and-preventing the financial- msmuhea
&em—pamerpa%mgm—mappfepﬁm-e

Pelishsshouid-amarethar the
ersienamwiderstandsthe dskand-raiem
profile-oi-thetrametiat A financial
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procedures-should eetablish-eriterin-or

parbenlarshuetured-finance teatsaction
will-necessitare-a-comprehensire
relationshipwith-aeustomaer
Rolieiesshould-easareHai-comples
shruetred- RN ARSIt AT
reviesyed-og-a-constaest-basticbythe

Oct 30 Drafl

and—where-appropriste-by-trdependent
outside-apusal—b-generai- the
finanetabinsttoton-slegal-deparunen
showdrevien-—eomples-struetured
Bntaee-transactionsas-partobe
approval-process—esal-persennelway
be-assigned-ro-business-units-or-areay
where-semplexstrueiured-ransachans
ofiginate-to-enstire-the-leual
departments-tn-abrerme-throughan
finaneiakinstittions-may-assien specifie
legal personnelto-eacheamplex
strpeturedfinance-transactien:
Independent-moniterng by-arisk
cBH%FBHEFBHp-BFeBmph&HeHﬂH—SHGl{Id

counterprity s-obheationsare reduced
te-fesaliy-enforceable- contracts:
Finaneia-tnstitutions-should-ensure-that
abv-lecal-reviews-are-conducied-by
Qﬂﬂhﬁemwse%mmtﬁﬂha
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» Transactions that requiro an cquity
capltalcommﬁmentﬁ'om&eﬁmnmal

. Trmaamm'thhtmm monsl.slmt

& afe#ﬂi-ﬂ-akmtms-ebﬁw
conseqrences of g-transaction-are
partienlarly-imperant-when-the
wansaetion is-desipned-to achieve o
eustemer-s-financial reporting oF
canplex las-ebjectives:- Pohiciesshould
elearly-define-the types-of cireumsianees
where-theap;weva! eHr-aameHem oF

obhgmsoroﬁmehchnglrmspmncy

. Trmsachmsmthummlwoﬁtscw
losses or transactions that give rise to
conipentsation that appears digproportionate
laolhesmcespmvxdutef toﬂ:ensk

. Tmswuonsﬂutmseemns
about how the cliest will report or disclose
the transaction (¢.g., devivatives with a
fimding component, restructuring trades with
mark to matket losses);

+  Transactions with vansually short
time horizons or potentially circular transfers

of risk (either between the financial

customer and other related parties);
differ in the sets of characteristics they s Transactions with oral or
identify, the goals should remain the samo—  undocumestied agrecments, which, if ; \
to identify the transactions that require documented, could have material legal, of the-institutions-relationship-with-the
additional scrutiny at inception and to reputational, financial accounting, financial  yqiomer and has-evaluated-and
WMW disclosure, or tax implications, = decumanted-the-customers business
such Hei isk CSFLg £ * Transactions that cross mltiple ebjectives-for-entering into-the
mmcwthatmcommensmntewnhthelcgal geographic or regulatory jurisdictions, transaction. the seonomic substanes of

and reputations) siks withthe = making processing and oversight difficul, H%e%mﬂsaeﬁen—ﬂﬂé-éheﬁeteﬂ&ai Jegal

Eles of characteristics e b
congidered in determining whether or not a
transaction or seties of transactions might

" ThisHom-isnorintonded 1orncinde
eashbional son-heding-comtor etieis
prev iched to-Haarerr-inshtidons-ut-the-doan

nced addftional scrwtiny inchude: prodesy where: 4or caatuple-tho-parentofa m&ggng! Mm the ﬁmmcml institution;
« Transactions with questionable ﬁ;ﬁ;ﬁ:ﬁ;ﬁﬂw " eﬁm;g%—&. » EnsureThere ig o thorough review
economic substance or business purpose or m ottt P“Hﬁ*ﬂ*—t‘ﬂ‘ﬁ"‘*ﬁl—‘e and cvahuation of whather credit exceplions.
designed primarily to expleiachieye accounting issues. rating agenay disclosuies.
guestionable accounting, regulatory ox tax lav suits against Ehi customer. of o_lhcr
sidelinesphiectives (particularly when factors expose Ihe linanoal institution Lo

unwaranted legal or reputadional rishs.

executed at year end or at the end of a
Teporting period);

Oct 30 Draft
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¢ Developand implement
eftectiveEffective internal communication
procedres to-ensureare developed and
implemented s that all finanéial institution
personnel responsible for transaction
approval and monitoring receive, and
document in a timely manner, complete
aﬂd—aeeuaﬁ%mm
about the transaction, the custother’s
purpose(s) for entering inip the particular
rangaction, and the materiality of the -
trmsacﬂonto&xecustmner

. Fnsﬁrew&'et fime is
allowedforadetmled,ﬂn“alghmucwof
themacﬁmbyﬂxerdcvantpasomcl,

o . Engure-that-compleComplex

s:muhnedﬁmekmldmﬂedas
having heightened rigks reccive a thorough
rmewbymutmanagmfman

|
m;’ol!czes should outling

rasponsibitities of the sales foree, front
oflice. credit and other risk control persornnet
i conneetion with the manasement of the
legal and reputational risks assoctaled with
complex struclured [nanee transactlions. In
addilion. a (inancial institution’s policies and
procedwes should establish eriteria or
processes [or determining whetber concerig
rebated Lo a particular struclned linance
rasaciion wilh necessitale o comprehensne

Oct 30 Draft

evaluation of the instiwtion's entire
relaticnship with a cusiomer

Poticics shoutd require thal comples
structueed finance transactions be rey iewod
on & consisten! basis by the Bnancial
inslitution’s legal depariment and, where
appropriate. by independent otside counsel.
In gencral. the (nancial institution’s legol
department should review complen
structured finance transactions as part ol the
approval process.  Legal personael may be
assiuned Lo business units or arcas where
comples structured transactions originalce 1o
ensure the legal deparimeni’s involvemant
Lhroughow the ransaction’s development, or
financial institulions may assign specific
lesal personnel to cach complex structured
finange Lransaclion. Indcperdent monitoring
by a risk conlrol group or compliance unit
should ensure tha all complex siructured

transaclions receive appropriate fegal review .

tncluding review by outside counsel where
appropriale.

Areas [or legal review include financial
institution permissibility, disclosure by ihe
cuslomer. regulatory capital requirements.
the enforceability of amyv netling and
collateral agrecments associated with the
ransaclion, suitabiiily or appropriatencss
2SSESSMEN(S, CUSLOMET ASSUTANCES, Hsurances
considerations and Lax fssues. Because
Iransactions may involve multiple
courterparlics localed in different
Jurisdictions. the Dnancial institution should
establish review and documentiation
procedures that are designied to ensure thai
each counterparty has the authority 1w enler
inln the transaction aud Lhat ¢ach
counterparly s obligations are reduced 1o
lsgalty enforceable contracts. Financial
inslitstions should easurs that ary lepal
revigws are conducted by qualified in-house
or ouiside counsel and ot these
professionals are provided the
docomentation and other information needed
Lo properly cvaluate the transaciion.

Careful evaluations of the consequences of 8
transaction are particularly imporiant when
the transaction is designed to achicve &
customer’s financial reporting or complex
tax objectives.]
Aceourting and Disclosure by Customers
As noted above, complex structured
finance transactions designed primarily to
achieve [inancial reporting or compiex tax
objectives may require greater scratiny due
to possible legal and reputationat risk
implications, For transactionyidentiiad
as-taveb-ing elevared-risksHeightened
Rigk CSFTs, the financial institution’s

12

-Independent
appmvalpmm (d:smmsedhelow)shoru!d

procodures should essure-thatrequire siaff
approving the transactions to cbtain and
document cemplete-and-aceurate
inforaiation-abani-thecustomer’s
proposed-secounif gtk ol the
rransaeHion-tinaneial disclbsnves
selating-to-the transdetion: ¢ welbasde
em!emer-xrﬂbjeeﬂ'res-taremeﬁn& Hils

rating agency disclosure, or other
information associated with the transaction
that may raise legal or reputational risks for
Fhe financiab-instiruton-s-pelicies
also-shorla-addross-when third party
pecounting-profossionals-should be
engaged-to-reviev—transastions:
Meoreover—there-may-becirowmstanees
whese{-he-fmeneml-msmu{wn-eﬁhe
; it
d&reeﬂ%w-ﬂ-h—%he—eu-s{-em 5
mdepeﬂdm&mim&wdmmlhe
eransaction-— of the

actions may include declining to participate
i the transaction or conditioning its
pearticipation upon the customer wmaking
expressand-aecurate-disclosares
t&ﬂ&?dfﬂﬂ-t-hﬁ-ﬂﬁi‘%ﬁﬂé—ﬁ%ﬂtﬁl

mﬂud_m_mg Tho ultimate

objective is to take steps to <hstve
thatpretect the financial institution dees
Rotparieipate-tan-napprepastefrom
parficipating in a transaction that presents


istn.be
file:///vltere4he-tififtHeiftl-i

should consider seelm;a reprcsematlbﬁs and

warranties from the customer stating the
purpose of the transaction, how the customer
will account for the iransaction, and that the
customer will acgount for the tranisaction in
accordance with applicable accounting
standards, consistently applied."24

The financial institution also should

dwelop procedurés to addressithe a-euhm,
ion, and vise of institution and clhient-

sponsored SPEs.- When a siructured
transaction requires thicestablishment of
such an entity, the financial mstitution
shouid implement an SPE approval process
thai permins 1hé risk control sroups to
evaluale the accounting, legal. and tax
issucs. Effeclive review may protect the
financial institution against accoanting,
{egal. tax, and reputational risks. Financial
institutions shoed also monitor the use ol
SPEs by providing periodic updales io
exccutive manpgement and maintaining a
database of all SPEs created to [acilitnle
structured finance transactions.

Documentation Standards

The docummtnhm that finanoial
mstitations tse to'support oomplex
stmctured finanee transactions is often
highly customized and negotiated. Carctul
eeneration. collection and retention of
documents associated with complex
structured (inznce transactions are important
control mechanisms in minimizing legal and
credit risks, as well ag reducing umwarranied
exposures to the financial institution’s
repuialion. Poticies and procedures should
ensure that Lransaction documentstion is
appropriately detailed and transparcnt for
review by all controf or approval functions.

-When in doubt. financial inslilutions shoutd
err on the side of conservalism and relain
docwments associated with transaclion duc
diligence. approval and moniloring,
Financial institutions should maintain
comprehensive-doawmmentation-tor all
watsactions approved.-as-well-as
the-firal siages-ol approval-ordueto
reqa rﬁmu-addml‘ﬂ% -&eﬂhlﬂﬁm

Y O sonirse, finansial institutions also should
ehstiteconfirm that the institution’s own eceounting for
tyanssctions complies with applicable accountiag
standards, consistently applied.
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T dwuzﬂematton pol«::cs of
ﬁnancm] institution should seek to ensure
that all counterparty. obfigations are reduced
to legally enforceable wrilten contracts. This
would include the use of form sheels..
confirmations, masler agresments. netting
agreements. and collalcral agreements or
comparable documents. An mstitulion.
should have systems in place to frack the
status of documentalion on a deal-by -deal
basiz to cusure thal counterparlics execuls
and relwm all necessary contraciual
documents. The responsibilits for dralling
iransaclion docaments, of selecting
approprisic tlemplates, should be assigned to
personnel who can identifv legal issues (e.g..
enforcing collateral or nelting agreements in
forcign jurisdictions). and have been given
guidance on when Lo escalate Issucs
involving the dralting process to higher level
legal stall or managemenl. Financial
instifutions that engage in a significant
number of complex structwred finance
ransactons may find il beneficial 1o
cstablish a specialized documentiation unit,

The financial institution”s docementation
standards also shmld clwﬂy asgign -

¢ Oeneration. distribuiion and ratenlion
of documients associalod with individual
transaclions. In addilion 1o standard leaal
documients. such documentasion should
include. as appropriate;

—Dreal summary, including a list of deal
lerms

. & RICTESME gl ER i
Tig e . .
Of course, financial institations must contine to
comply with all applicable laws and regulstions
goverring the making and keeping of cocards and veports,
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—~A&nalvsis or opinions (both formal and
mformal}. prepared interaally or by third
jparties. regardiag kegal considerations, 1ay
and accounting treatntents, miarket yviabiliy
and regulatory caphial requirements for am
and all parties :
—~—Marketing materiats and other key
documents provided to the customer

—inlerral and external correspondence.
including eleetronic conminunications,

“regarding Lransaction dc& elopment and duc

diligence

—Teansacion and credil approvals
{including any documentalion of actions
laken 1o miligate initial concerns, such as
providing additional clicnt disclosurcs or
changing deat slructures}

—Minutes of critical moctings with the
clieni

—Disclosures provided to the customer
(including side lciters or other documents
addressing terms or conditions of the
lransactions). incloding disclosures of al}
conflicts of inierest and descriptions of the
terms of the complex slruclurcd linance
transactions

—Acknowledgements recencd frotn the
cuslomer concerning Lhe accounting, tax, or
reguiaiory implications associated with the
trassaction

« (encration, distribulion and retenlion
of documents such as minules of meclings of
commiltees and control groups prepared in
suflicient detaif to indicate issues raised.
approval or rejection of a transaction.
rationale or factors considered in approving
of rejecting a transaction and contingencies
or ilems to be resolved pending finaf
approval. 1L may be practical 1o assign a
specific coordinator or central location (or
the maintenaaice of commiltec and conirol
group minutes.

»  CGeneration, distribution and retention
ol mformation demonstraiing final resolution
of ilers stifl pending al tima of Lransaciion
approsal.

«  Geoesation. distribution and retention
of key documents associated with ongoing
communications with ithe customer.

+  Generatton, distribubion and relention
of kev documents showing the linancial
instilution’s monitonng of exposures and
periodic assessment of reputational and ogal
risk considerptions
Reporting

Regardiess of the approval structure, the
finapeial institwtion should define the
complex stroctured finance transaction
reporting requirements appropriate for
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varions levels of management and the Board.
Finaneial institutions should develop and
ensure thatproyide for reports
suamarizing pending and contamplated
complex struciured finance transactions
areto be disseminated to appropriate levels
of management for their review and further
distribution. At a minimom, the financial
institntion should establish an independent
nskﬁmnhonthatpmpawsapmodm

Independthomtormg,Am.lysxs,and
Compliznce With Internal Policies

The events of recent years evidence the
need for a strong compliance fimetion in
those financial institutions engaged in
cowplex structared finance transactions,
Financial institotions should develop and
enforce procedures to conduct periodic
independent reviews of complex structured
finance business activity to ersuregonfirm
that policies and controls are being
implemented cffectively and to identify
complex structured transactions that may
have been exccuted without proper approvals
or which may indicate problematic trends.
These reviews should cover all the processes
itrvolved in creating, analyzing, offering and
marketing complex strsctured finance
products. Procedures shiouid identify
dspamncntsandpemomelrespomiblefor

The establishment of an mdq:endent
monitoring and analysis program often
requires considerable work, as unique
reports often need to be set up for
specialized products. Elevated monitoring
should be directed to those trausactions or
refationships that the financial institution has
identified as presenting heightened legal or
seputational risks, based on the factors and
considerations discussed above under
“Reputational and Legat Risks,”” or where
the transaction or patternsgenies of
transactions pose groater credit or market
risk. Such monitoring may include more
fiequent assessments of customer
and elevation of findings to a higher level of
management in the financial nstitution.

Oct 30 Draft

Compliance functions often are
crganized along product lines, and this
structure may prove challenging when
offering complex structimed fmance
Praciices thal may assist financial
eslilutions i cstablishing proactive
compliance Munctions clude, bul are nol
limiicd so:

»  Assigning onsile compliance officers
for cach traded product or busingss line and
establishing a process for communtcation
across product Jings. tegal entities, or regions

» Developing comprehensine
compliance programs thal address
responsibilitics for nsk assessment.
identtfving and managing conflicts of
mnterest, and require polics implementation.
iratiring, moniloring and lcsting

+ Establishing clear policies that
govern produet and transaction approval.
require the pre-approval of higher risk
transaclions. and define standards for
marketing malerials

» Conducling periodic reviews of
derivatives and complex strucfured
iransactior docwmentation and policy
compliance

» Reviewing Irading aclivity o identify
ofl market (rades, svathetic funding
fransactions, vnusually profitable (rades and
customer retationships and trades that
prescal reputationsl concerns

= Conducling a periodic asscssment of
the supervision of sales and trading
personnel and policy compliance.

Aundit

The internal audit departwent of any
financial instifution iz integral fo iis defense
against fraud, unauthorized risk taking and
damage to the financial institution’s
reputation. These are all areas of concern
with respect to complex sirchured finance
activities. The complexity and relative
profitability of these activities may add to
the difficulty of analysis and incresse the
incentives for risk taking. For these reasons,
the infernal andit department in conducting
its review of complex stuctured finance
activitics should andit the financial
institution’s adherence to its own cortrol
procedures, and further assess the adequacy
of its policies and procedures given the
nature of its complex siructured finance
business.

Effective internial audit coverage of
complex structured finance transactions
requires a comprehensive independent audit
program that is staffed with personnel that
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have the necessary skills and experience to
identify and report on compliance with
in¢lude an undergtanding of the rature and
tisks of struchred iransactions, as well asa
detailed understanding of the institution’s
policies and procediwes. Infernal audit
should validate that all business lines and
individual desks are complying with the
financisl institition’s standards for complex
structired finanice transactions and
appropriately identify any exceptions. This
vahdahmshouldmcludetrmsammtmg
that confirms policy compliance, the
existence of proper approvals, the adequacy
of documnentation, and the integrity of
management reporting.  Internal andit showld
have well-articulsted procedures for when i
expand the scope of audit activities. Furtha,
interna! audit should have procedures for
reporting audit findings directly to the
financial institution’s audit commaittee and
senior management of the audited area.

Intersial audit should implement
follow-up procedures to ensureganfirg that
audit findings have been resolved and the
business unit or department has implemented
andit recomimendations in a timely manner.

In addition, the contplexity of the
structured finance activitiss may cause
finaucinl institations to retain outside
consultants, accountants, or lawyers to
review the structured product area. The
retention of such independent expestise may
be a prudent method to fully gragp and
coatrol the overall risk resulting from such

tvitics. For e, financial institut
ragy employ external snditors to test the
stroctured transactions approval process and
ensteeyerify compliance with its policies

and procedures. :

The resulting reports and memoranda
can provide valuable insight to the financial
institution in improving its risk controls and
oversight,

Traiai

Appropriate training on the financial
institmtion’s policies and procedures for
handling complex structured finance
transactions is critical. At the inception of a
compiex structured finance transaction,
financial institution personnel should be
aware of the required approval process
needed for transaction implementation. The
financial institution should retain
documentation to support the initdal and
ongoing training of personnel involved in
complex structured finance transactions.

Summary
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Financial instituticns play & critical role
in-ettserbe the integrity of our financial
matke{s. The ability of financial instibutions
to fulfill this role and operate in a prudent
manaer depends on a foundation buili upon
frust and public confidence and cormplisnce

Oct 30 Deati

with all applicable legal requivements. The  comphiancepre effective in enabling
regulatory agencies expect financial Institutions to comply with the law and
institutions involved in structared finance control the risks associated with complex
transactions to build and implemeni structured finance transactions,

enhanced risk management and intemal

conirols systems that effectivel-ausure

73



