Regulatory Notice

Complex Products

Heightened Supervision of Complex Products

Executive Summary

This Notice provides guidance to firms about the supervision of complex
products, which may include a security or investment strategy with novel,
complicated or intricate derivative-like features, such as structured notes,
inverse or leveraged exchange-traded funds, hedge funds and securitized
products, such as asset-backed securities. These features may make it difficult
for a retail investor to understand the essential characteristics of the product
and its risks.

The Notice identifies characteristics that may render a product “complex”

for purposes of determining whether the product should be subject to
heightened supervisory and compliance procedures and provides examples of
heightened procedures that may be appropriate.

Questions concerning this Notice should be directed to Tom Selman, Executive
Vice President, Regulatory Policy, at (202) 728-6977.

Background

FINRA often has reminded firms of their obligation to assess the potential
risks associated with products that raise specific investor protection concerns.
In 2003, FINRA issued two Notices addressing the sale of hedge funds and
non-conventional instruments to retail investors.* In 2005, FINRA issued
Notice to Members 05-26 (NASD Recommends Best Practices for Reviewing
New Products), which recommends best practices for reviewing new products
and describes some of the processes that firms use to assess products
proposed for sale. Similarly, FINRA has issued Notices about equity-indexed
annuities,? structured products,® leveraged and inverse exchange-traded
funds,* principal protected notes,” reverse convertibles® and commodity
futures-linked securities.” These Notices discuss the risks raised by each of
these products, including the possibility that the product will not perform

as many investors anticipate, or that it might be inappropriately sold on the
basis of enhanced yield, principal protection or the tracking of an index or a
reference asset. The Notices advise firms to adopt procedures for vetting the
products and supervising the sale and marketing of the products to retail
investors.
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A consistent theme in these Notices is that the complexity of a product often necessitates
more scrutiny and supervision by a firm. For example, Notice to Members 05-26 encourages
firms to consider, during the vetting process, the complexity of a new product, whether
the complexity would impair investor understanding of the product, and how complexity
would affect the marketing and sale of the product. The Notice also encourages firms to
consider whether less complex products could achieve the same objectives for investors.
The Notice states that post-approval follow-up and review may be particularly important
for complex products.® FINRA also has brought a number of enforcement actions involving
complex products charging inadequate supervision, unsuitable recommendations and
misleading sales practices.’

In 2010, FINRA issued Requlatory Notice 10-22, which discusses the obligations of broker-
dealers that sell Regulation D offerings. The Notice reminds firms that FINRA’s suitability
rule requires that a broker-dealer conduct a reasonable investigation concerning any
security that the broker-dealer recommends.*® The Notice also explains that a broker-
dealer has a duty to conduct a reasonable investigation about the security and the issuer’s
representations about it. The duty stems from the broker-dealer’s “special relationship”

to the customer, and from the fact that in recommending the security, the broker-dealer
represents to the customer “that a reasonable investigation has been made and that [its]
recommendation rests on the conclusions based on such investigation.”** Failure to comply
with this duty can constitute a violation of the antifraud provisions of the federal securities
laws and FINRA Rule 2010, requiring adherence to just and equitable principles of trade,
and FINRA Rule 2020, prohibiting manipulative and fraudulent devices.

The Securities and Exchange Commission (SEC) also has expressed concern about complex
products? and has devoted more resources to the issues presented by complex products.*?
In recent years, the SEC has brought a number of enforcement cases involving complex
products, addressing conduct such as the misrepresentation of complex investments

as appropriate for retail investors seeking safe investments, fraud in collateralized debt
obligation marketing materials, and misrepresentations about the extent to which an
investment exposes the owner to the subprime real estate market.*

European and Asian regulators also have issued policy statements about the sale of
complex products by financial firms within their jurisdictions. For example, the Danish
Financial Supervisory Authority requires that all investment products sold to Danish retail
investors carry one of three labels (green, yellow or red) indicating the risk of losing the
initial investment amount and the difficulty in understanding that product.* The French
Autorité des marchés financiers (AMF) has reminded firms of their marketing and disclosure
obligations to investors when dealing with complex products and has established criteria to
identify highly complex products.*® The Financial Services Authority in the United Kingdom
(FSA) recently published its new regulatory approach to product intervention, stating that

it will place heightened focus on the design, development and management of products.*’
In addition, the FSA published for comment guidance to product providers regarding the
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sale of structured products.’® The Financial Services and Markets Authority in Belgium

has temporarily banned on a “voluntary” basis the distribution of any new “unnecessarily
complex structured products” to retail investors.? The Securities and Futures Commission
(SFC) in Hong Kong has adopted a package of measures to strengthen the regulatory
regime governing the sale of unlisted structured products and other investments. The
regime requires, for example, the issuance of “key fact statements” that summarize the
essential features and risks of investment products and a “cooling off” or “unwind” period
for investors in certain unlisted structured products.?°

Discussion

The fact that a product is “complex” indicates that it presents an additional risk to retail
investors because its complexity adds a further dimension to the investment decision
process beyond the fundamentals of market forces. This may be the case even though the
complexity of some products may arise from features that seek to reduce the probability
of investment losses in particular situations. Regulators have expressed concern about
complex products because the intricacy of these products can impair the ability of
registered representatives or their customers to understand how the product will perform
in a variety of time periods and market environments, and can lead to inappropriate
recommendations and sales.

Although this Notice provides guidance about the characteristics of many complex
products, it does not define a “complex product” or provide an exhaustive list of features
that might render a product “complex.” Moreover, some relatively simple products may
also present significant risks to investors that warrant heightened scrutiny or supervision.
Each firm is responsible for determining which products require enhanced compliance and
supervisory procedures.

A. Characteristics of Complex Products

Any product with multiple features that affect its investment returns differently under
various scenarios is potentially complex. This is particularly true if it would be unreasonable
to expect an average retail investor to discern the existence of these features and to
understand the basic manner in which these features interact to produce an investment
return.

Examples of complex products include the following:

> Asset-backed securities that are secured by a pool of collateral such as mortgages,
payments from consumer credit cards or future royalty payments on popular
music, may be difficult for retail investors to understand. With these securities, the
creditworthiness of the underlying borrowers or the existence of prepayment risks,
though critical to the evaluation of the product, may not be readily apparent to retail
investors. Similarly, unlisted REITs may present liquidity and valuation issues for a retail
investor.?*
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» Products that include an embedded derivative component that may be difficult to
understand, such as those:

» in which repayment of principal or payment of yield depends upon a reference
asset, when information about the performance of the reference asset is not
readily available to investors. An example is structured notes with an embedded
derivative for which the reference asset is a constant maturity swap rate.

> that provide for different stated returns throughout the lifetime of the product.
For example, “steepener” notes typically offer a relatively high teaser coupon rate
for the first year, after which they offer variable rates determined by the steepness
of a yield curve. Similarly, some firms have offered structured notes with payoffs
contingent on whether one or more reference asset performs within a certain
range.

» under which the investor might incur a capital loss as a result of the fall in the
value of the reference asset without being able to participate in an increase in its
value. So-called “reverse convertible notes” may fall into this category.

» inwhich a change in the performance of the reference asset can have a
disproportionate impact on the repayment of capital or on the payment of return.
For example, “knock in” or “knock out” features associated with reverse convertible
notes, in which a drop in the value of the reference asset to a pre-defined level, can
affect determination of an investor’s gains or losses.

» Products with contingencies in gains or losses, particularly those that depend upon
multiple mechanisms, such as the simultaneous occurrence of several conditions
across different asset classes. An example is range accrual notes for which the return
of principal can depend upon the value of two or more reference assets on certain
pre-defined dates.

» Structured notes with “worst-of” features, which provide payoffs that depend upon the
worst performing reference index in a pre-specified group. These notes can limit the
return of principal at maturity if either the reference index falls by a stated percentage
(e.g., 30 percent) or if any of the reference indices decline in value since the date of
issue.

» Investments tied to the performance of markets that may not be well understood by
many investors. For example, some exchange-traded products offer retail investors
exposure to stock market volatility. Some of these products also provide inverse or
leveraged exposure. The investable form of volatility may be in the form of futures
on the CBOE Volatility Index (VIX) that reflect the market’s expectation of volatility.
Some investors may not understand that the product’s return may not be based on VIX
fluctuations actually experienced on a given day, but on the market’s expectation of
future volatility.
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»  Products with principal protection that is conditional or partial, or that can be
withdrawn by the product sponsor upon the occurrence of certain events. Notes that
can lose their principal protection based upon a stated event represent an example of a
product with this feature.

» Product structures that can lead to performance that is significantly different from
what an investor may expect, such as products with leveraged returns that are reset
daily. Leveraged or inverse exchange-traded funds exemplify this feature. Many
leveraged and inverse ETFs “reset” daily, meaning that they are designed to achieve
their stated leverage or inverse objectives on a daily basis. Their performance over
longer periods of time can differ significantly from what might be expected based on
their daily leverage or inverse factor.

> Products with complicated limits or formulas for the calculation of investor gains.
For example, some structured notes have a payout structure that tracks the upside
performance of a reference asset one-for-four, but if the reference asset’s performance
exceeds a specified threshold the payoff is reduced to a much lower, pre-set level,
regardless of how it performs afterward.

The list above is not exhaustive. Moreover, many products that do not possess the
characteristics described may nevertheless require heightened compliance and supervisory
procedures due to the risks they present. However, the general characteristics should assist
firms in establishing policies and procedures to identify products that are sufficiently
complex to warrant enhanced oversight.

The fundamental point for firms is that if a product has similar features of complexity, such
as embedded derivative-like features or a structure that produces different performance
expectations according to price movements of other financial products or indices, then
firms should err on the side of applying their procedures for enhanced oversight to the
product.

B. Heightened Supervision

The following discussion of supervisory and compliance procedures may help firms assess
the adequacy of controls with respect to complex products.

Approval of the Sale of Complex Products

Under FINRA’s suitability rule, a firm or registered representative must perform a
reasonable basis suitability determination before recommending a transaction or
investment strategy involving a security.?? A reasonable basis suitability determination is
necessary to ensure that a transaction or investment strategy is suitable for at least some
investors (as opposed to the customer-specific suitability determination, which is made
on an investor-by-investor basis). To discharge the reasonable basis suitability obligation,
a firm or registered representative must perform reasonable diligence to understand the
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nature of the transaction or investment strategy, as well as the potential risks and rewards.
In general, what constitutes reasonable diligence will vary depending on, among other
things, the complexity of and risks associated with the security or investment strategy and
the familiarity of the firm or the registered representative with the security or investment
strategy.?*

Reasonable diligence must provide the firm or registered representative “with an
understanding of the potential risks and rewards associated with the recommended
security or strategy.”>* This understanding should be informed by an analysis of likely
product performance in a wide range of normal and extreme market actions. The lack of
such an understanding when making the recommendation could violate the suitability
rule.?> Firms should have formal written procedures to ensure that their registered
representatives do not recommend a complex product to a retail investor before it has been
thoroughly vetted. Those procedures should ensure that the right questions are answered
before a complex product is recommended to retail investors.

These questions should include the following:

» For whom is this product intended? Is the product proposed for limited or general retail
distribution, and, if limited, how will it be controlled?

» Conversely, to whom should this product not be offered?

» What is the product’s investment objective and is that investment objective reasonable
in relation to the product’s characteristics? How does the product add to or improve
the firm’s current offerings? Can less complex products achieve the objectives of the
product?

» What assumptions underlie the product, and how sound are they? How is the product
expected to perform in a wide variety of market or economic scenarios? What market
or performance factors determine the investor’s return? Under what scenarios would
principal protection, enhanced yield, or other presumed benefits not occur?

» What are the risks for investors? If the product was designed mainly to generate yield,
does the yield justify the risks to principal?

» How will the firm and registered representatives be compensated for offering the
product? Will the offering of the product create any conflicts of interest between the
customer and any part of the firm or its affiliates? If so, how will those conflicts be
addressed?

» Does the product present any novel legal, tax, market, investment or credit risks?
» Does the product’s complexity impair understanding and transparency of the product?

» How does this complexity affect suitability considerations or the training requirements
associated with the product?

» How liquid is the product? Is there an active secondary market for the product?2¢
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Post-Approval Review

A well-designed system of internal controls should include a process to periodically
reassess complex products a firm offers to determine whether their performance and risk
profile remain consistent with the manner in which the firm is selling them. While a firm’s
procedures for approving specific complex products will help to ensure that the solicitation
of investors is properly supervised, firms also should consider developing procedures to
monitor how the products performed after the firm approved them. Every product presents
risks that may cause the product to perform differently than anticipated, particularly when
market conditions have changed. Some firms require that complex products be formally
reviewed for a specific period of time so that the firm can assess their performance and
determine whether product limitations are being met and whether market conditions
have altered the risks associated with each product. Firms also should conduct periodic
reviews to ensure that only associated persons who are authorized to recommend complex
products to retail customers are doing so.

Training of Registered Representatives

Registered representatives who recommend complex products must understand the
features and risks associated with those products. For example, a registered representative
who recommends a collateralized mortgage obligation should understand the various
features of the instrument, including the prepayment, credit and liquidity risks

associated with the collateral and the particular tranche being recommended. Registered
representatives who recommend structured products with embedded options and
derivatives should possess a sophisticated understanding of the payoff structure, any limit
on upside potential and the risks to investors that the payoff structure presents.

Ideally, the registered representative should be competent to develop a payoff diagram of
a structured product to facilitate his or her analysis of its embedded features and recognize
that such a product typically can be decomposed into bond and derivative parts. For
example, if a structured product promises a 100 percent return of capital at maturity plus
150 percent of any rise in an underlying index over the investment period, the registered
representative should have a sufficiently sophisticated understanding of finance to
appreciate that this product is similar to a bond that matures with 100 percent return

of capital and an embedded call with 150 percent participation and a strike price of 100
percent.

Knowledge of the payoff structure is not equivalent to an understanding of the

risks associated with a complex product. The registered representative also should
understand such features as the characteristics of the reference asset, including its
historic performance and volatility and its correlation with specific asset classes, any
interrelationship between multiple reference assets, the likelihood that the complex
product may be called by the issuer, and the extent and limitations of any principal
protection. The registered representative should be adequately trained to understand not
only the manner in which a complex product is expected to perform in normal market
conditions, but the risks associated with the product.

Regulatory Notice 7



January 2012

Consideration of a Customer’s Financial Sophistication

FINRA’s suitability rule requires that a firm or registered representative determine that a
recommendation to purchase a security is suitable for the particular customer involved.
The rule requires that firms and their registered representatives consider, among other
factors, a customer’s “investment experience” and “risk tolerance” when recommending
a securities transaction or investment strategy to the customer.?” In recommending
complex products, firms are encouraged to adopt the approach mandated for options
trading accounts, which requires that a registered representative have “a reasonable basis
for believing, at the time of making the recommendation, that the customer has such
knowledge and experience in financial matters that he may reasonably be expected to be
capable of evaluating the risks of the recommended transaction, and is financially able to
bear the risks of the recommended position in the” complex product.?®

Some firms make approval of complex products contingent upon specific limitations or
conditions, such as investment concentration limitations or limitations on the type of
investors to whom the product may be sold. Some firms prequalify retail investors through
specialized investor qualification agreements that may explain the product features

and risk in plain English, and often include an attestation that the customer has read

the materials provided, understands the risks and wants to invest in the product. The
agreement cannot mitigate the responsibility of the firm and the registered representative
to conduct a thorough, customer-specific suitability analysis.

Some complex products provide various forms of principal protection. Firms should take
reasonable steps to ensure that registered representatives who recommend these products
understand the limitations of this protection and the fact that the protection will not alone
ensure that the product is suitable for all customers. For example, the existence of the
principal protection may not render the product a “conservative investment” for an elderly
retail investor for whom safety is an important consideration.

Firms also should consider prohibiting their sales force from recommending the purchase
of some complex products to retail investors whose accounts have not been approved for
options trading, particularly the recommendation of complex products with embedded
options or derivatives. Firms should consider requiring some level of supervision by a
specially qualified supervisor of these recommended transactions.

Firms that permit the recommendation of complex products to retail investors whose
accounts have not been approved for options trading should develop other comparable
procedures designed to ensure that their sales force does not solicit retail customers for
whom complex products are unsuitable. These firms should be prepared to demonstrate
the basis for allowing their sales force to recommend complex products to retail investors
with accounts not approved for options trading. Of course, approving an account for the
purchase of complex products is not a substitute for a thorough suitability analysis.

8 Regulatory Notice



January 2012 ‘ 12- 03

Discussions with the Customer

The registered representative who intends to recommend a complex product should
discuss with the retail customer the features of the product, how it is expected to perform
under different market conditions, the risks and the possible benefits, and the costs of

the product. The registered representative also should discuss the scenarios in which

the product may perform poorly. The registered representative should do so in a manner
reasonably likely to facilitate the customer’s understanding. The registered representative
should consider whether, after this discussion, the retail customer seems to understand the
basic features of the product, such as the fundamental payout structure and the nature of
underlying collateral or a reference index or asset.

Consideration of Whether Less Complex or Costly Products Could Achieve
the Same Objectives for the Customer

Registered representatives should consider whether less complex or costly products could
achieve the same objectives for their customers. For example, registered representatives
should compare a structured product with embedded options to the same strategy through
multiple financial instruments on the open market, even with any possible advantages of
purchasing a single product.

Conclusion

The decision to recommend complex products to retail investors is one that a firm should
make only after the firm has implemented heightened supervisory and compliance
procedures. Firms should rigorously monitor the extent to which these procedures address
the various investor protection concerns raised by the recommendation of complex
products to retail investors. Firms also should monitor the sale of these productsin a
manner that is reasonably designed to ensure that each product is recommended only to a
customer who understands the essential features of the product and for whom the product
is suitable.
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