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THE CASE FOR A UNIFORM DEFINITION
OF A LEVERAGED LOAN

ZACHARY L. PECHTER®

ABSTRACT

Over the past twenty years, leveraged loans and high yield bonds have converged into simi-
lar instruments, sparking a debate as to whether leveraged loans should be regulated as securi-
ties like high yield bonds. This Note recognizes problems with the current regulatory framework
for leveraged loans and shows that leveraged loans are not securities and should not be regulat-
ed as such. Instead of regulating leveraged loans as securities, which would Iikely be more cost-
Iy than beneficial and contrary to the SEC’s mission statement, the SEC should promulgate a
uniform definition of a leveraged loan. This solution would alleviate problems such as regulato-
ry arbitrage and the opaqueness of the market while avoiding the costs associated with securi-
ties regulation. This Note concludes by offering a definition of a leveraged loan to provide a
model for the SEC if it decides to adopt this solution.
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I. INTRODUCTION

“The ‘leveraged loan’ time bomb just exploded.”! In the summer of
2015, business-focused media outlets began publishing articles about the
risks posed by the largely unregulated market for leveraged loans—
syndicated loans to companies with high debt-to-equity ratios.? One ex-
ample of a leveraged loan gone wrong is particularly salient. In 2014,

* J.D., Florida State University College of Law, 2016. This Note is dedicated to my late
grandfather, Maurice “Mike” Vanderwoude. Thank you for inspiring me to work hard to con-
tribute to my field. T love you very much. Also, thank you to Melanie Kalmanson and Professor
Jay Kesten for advising me through the research and writing process. I could not have done it
without you. Lastly, thank you to Dean Don Weidner for making my experience in law school so
enjoyable and enriching. Happy retirement.

1. Wolf Richter, The Leveraged Loan’ Time Bomb Just Exploded, BUS. INSIDER (July 19, 2015,
9:03 AM), http://www.businessinsider.com/the-leveraged-loan-time-bomb-just-exploded-2015-7.

2. See, e.g, Elisabeth de Fontenay, Do the Securities Laws Matter? The Rise of the
Leveraged Loan Market, 39 J. CORP. L. 725, 727 (2014) (defining the term “leveraged loan”);
Richter, supra note 1 (discussing the lack of SEC regulation for leveraged loans despite the
fact that they are commonly traded in a similar manner to securities); see also Steven C. Mil-
ler, STANDARD & POOR’S, A Syndicated Loan Primer, in A GUIDE TO THE LOAN MARKET 7, 7
(2011), https://www.ledcomps.com/d/pdf/LoanMarketguide.pdf [hereinafter STANDARD &
PoOOR’S] (defining “leveraged borrowers” as “issuers whose credit ratings are speculative
grade and who are paying spreads (premiums above LIBOR or another base rate) sufficient to
attract the interest of nonbank term loan investors, typically LIBOR+200 or higher”).
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JPMorgan syndicated a leveraged loan for Millennium Health.? This pro-
cess involves a highly leveraged company (in this case, Millennium) rais-
ing money on the debt market. A large financial institution, such as an
investment bank, syndicates the loan by bringing together a group of in-
stitutional investors to finance the loan. Then, the syndicate of investors
sells the loan on the debt markets, which, for leveraged loans, consists of
banks, financial companies, and other institutional investors.* At the
time of Millennium’s leveraged loan, both Millennium and JPMorgan
knew that Millennium was the subject of an ongoing federal investiga-
tion that placed the company at risk of serious financial repercussions.’
However, they decided this information was immaterial and did not pass
it on to institutional buyers, such as Oppenheimer Funds, Fidelity In-
vestments, and Franklin Resources.® When Millennium agreed to settle
the federal claims for $250 million, an amount Millennium could not pay,
the value of its loan plummeted to forty-five cents on the dollar and
eventually down to forty-one cents on the dollar.” Some in the media pre-
dict that situations like this have the potential to affect retail investors,
such as those with 401(k) or pension plans and those invested in mutual
funds.® This Note will examine whether the current regulatory system is
sufficient to protect investors from a potential downturn in
the leveraged loan market and whether any regulatory changes
should be made.

The Securities and Exchange Commission (SEC) does not regulate
most loans, leaving transactions like this largely unregulated.” One po-
tential reason the SEC generally does not regulate loans is that bad
loans historically affect banks and institutional investors who can take
care of themselves.'® Banks and institutional investors have political

3. Richter, supra note 1.

4. STANDARD & POOR’S, supra note 2, at 8; Steven Miller, What 1s a Leveraged Loan?,
STANDARD & POOR’'S FINANCIAL SERVICES LLC (2016), http://www.leveragedloan.com/primexr/
#!whatisaleveragedloan.

5. Richter, supra note 1.

6. Id

7. Id

8. See, e.g, Dave Michaels, Loans Look Like Securities Yet Escape Oversight From SEC,
BLOOMBERG BuS. (Dec. 17, 2014, 7:29 PM), http://www.bloomberg.com/news/articles/2014-12-
18/loans-look-like-securities-yet-escape-oversight-from-sec (“About a third of new loans last year
were bought by mutual funds, up from 15 percent in 2012 . . . .”); Richter, supra note 1; Yves
Smith, An Accident Waiting to Happen: The $1 Trillion Leveraged lLoan Market, NAKED
CAPITALISM (Sept. 19, 2014), http://www.nakedcapitalism.com/2014/09/accident-waiting-happen-
1-trillion-leveraged-loan-market.html.

9. The SEC decides whether to regulate loans on a case-by-case basis. See discussion infra
Part TV.

10. Michaels, supra note 8 (‘Federal law assumes big-money institutions can fend for them-
selves when it comes to dealing with investment banks selling the latest complex product.”).
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clout, a high level of sophistication, teams of lawyers on the payroll,
and seemingly unlimited resources. But those calling for the SEC to reg-
ulate leveraged loans worry that the development of a robust unregulat-
ed market for leveraged loans puts individual investors at risk.'? After
Oppenheimer Funds, Fidelity Investments, and Franklin Resources
bought Millennium’s leveraged loan, they put parts of it into mutual
funds owned by retail investors.!® Supporters of regulating leveraged
loans argue that the bank and institutional investors have less incentive
to monitor debtors like Millennium either before or during the term of
the leveraged loan.!* This reduced incentive to monitor occurs because
the banks are not keeping the debt on their books.'® Each investor in the
original syndicate is selling its portion of the loan to investors on the
debt market.'® Thus, if the value of the loan decreases or the debtor de-
faults on the loan, the initial syndicate of investors does not suffer finan-
cially (or does not suffer as much as those holding the loans).!” Without
mandatory disclosures or proper monitoring, situations like that of Mil-
lennium are much more likely to occur and take the market by surprise.’®
Now that the leveraged loan market is nearing $1 trillion, a spike in the
default rate for leveraged loans could seriously harm investors.

The argument outlined above is flawed because secondary market
purchasers have strong incentives to investigate and monitor the debtor.
Leveraged loans are, by definition, risky investments and defaults will
happen, but that risk is reflected in the price of the loan. However, ar-
guments calling for the regulation of leveraged loans as securities lead to
an interesting observation: The modern leveraged loan does not look like
the prototypical loan of twenty years ago.?’ In fact, its characteristics and
provisions are strikingly similar to those of a high-yield bond, which is

11. For a description of corporations’ roles in politics, see generally Jay Kesten, Sharehold-
er Political Primacy, 10 VA. L. & Bus. REv. 161 (2016).

12. Michaels, supra note 8.

13. Richter, supra note 1.

14. Smith, supra note 8 (“[A] run [on the leveraged loan market] would almost certainly be
the result of a fall in market value of the loans, . . . [a problem] the banks have no incentive to
prevent, and there’s not [a] regulator to be found who is willing to make them shape up.”).

15. Richter, supra note 1 (“These ‘leveraged loans,” issued by junk-rated over-leveraged
companies, form an $800 billion market. They're too risky for banks to keep on their books. So
they sell them directly or as Collateralized Loan Obligations (CLOs) to institutional investors.”).

16. Id

17. See id.

18. See Kristen Haunss, TRLPC: Private U.S. Leveraged Loan Market Pulls the Shutters
Down, FiscaL TiMES (Oct. 14, 2015), http://www.thefiscaltimes.com/latestnews/2015/10/
14/TRLPC-Private-US-leveraged-loan-market-pulls-shutters-down (“Industry bodies and banks
have started to limit the release of U.S. leveraged loan data, which is decreasing market trans-
parency, even as regulators increase oversight of the asset class and stress the importance of
adequate disclosures to individual investors.”).

19. Smith, supra note 8.

20. de Fontenay, supranote 2, at 747 tbl.2.
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regulated as a security.?! Bank loans are traditionally issued by a single
bank, are secured, have low liquidity, involve intensive borrower moni-
toring, and carry tight covenants.?? On the other hand, traditional public
bonds have dispersed investors, are unsecured, have high liquidity, have
limited borrower monitoring, and carry loose covenants.?? But modern
leveraged loans and high-yield bonds both involve dispersed investors
(mostly non-bank institutional investors), high liquidity, limited monitor-
ing of the borrower, and an intermediate level of covenants.?* Additional-
ly, an increasing number of leveraged loans are unsecured and an in-
creasing number of high-yield bonds are secured.? Loans and bonds were
once distinct categories of debt, but they have converged over time in the
form of leveraged loans and high-yield bonds.

Of course, differences still exist between leveraged loans and high-
yield bonds. For example, leveraged loans are usually secured while
high-yield bonds are usually unsecured; high-yield bonds are still gener-
ally more liquid than leveraged loans; and leveraged loans are sold al-
most exclusively to institutional investors, while high-yield bonds are
often bought by smaller investors.? The question becomes whether the
similarities between these two instruments justify the regulation of lev-
eraged loans as securities. The SEC must also decide whether regulating
leveraged loans as securities will serve the SEC’s three-prong mission to
(1) “protect investors,” (2) “maintain fair, orderly, and efficient markets,”
and (3) “facilitate capital formation.”?

The SEC should not regulate leveraged loans as securities because the
similarities between leveraged loans and high-yield bonds do not justify
gimilar regulation, and such regulation would not advance the SEC’s
mission. Despite the convergence of leveraged loans and high-yield
bonds, their differences remain important. Additionally, regulating lev-
eraged loans as securities would not advance any of the three prongs in
the SEC’s mission. First, institutional investors in the leveraged loan
market do not need the protection of securities regulations, and down-
stream retail investors are sufficiently protected by other regulations.
Second, securities regulation would have little effect because most, if not
all, leveraged loans would be exempt from registration requirements. Fi-

21. Id

22. Id at 736.

23. Id at 737.

24, Id at 747 tbl.2.

25. Id For more information on the differences and similarities between leveraged loans
and high-yield bonds, see generally Gary D. Chamblee & Jolie Amie Tenholder, Converging
Markets: Leveraged Syndicated Loans and High-Yield Bonds, 20 COM. LENDING REV. 7 (2005).

26. de Fontenay, supranote 2, at 747 tbl.2.

27. Sec. & Exch. Comm’n, The Role of the SEC, INVESTOR.GOV, http:/investor.gov/
introduction-markets/role-sec (last visited Oct. 1, 2016).
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nally, capital formation through leveraged loans is flourishing without
securities regulations.

But the SEC should provide a uniform definition of a leveraged loan.
The current framework for regulating leveraged loans is plagued by gaps
and inconsistencies between regulations,? which creates problems that
include regulators’ inability to track leveraged loans,® a lack of trans-
parency in the market,® and the opportunity for regulatory arbitrage.?* A
uniform definition of a leveraged loan would alleviate all three of these
problems by coordinating the various market participants and regulators
in determining when a loan is leveraged. This would create consistency
in the reporting of these transactions, allow regulators to accurately
track leveraged loans as they are traded on the market, and help remove
the opportunity for regulatory arbitrage. In summary, this Note argues
that the SEC should not regulate leveraged loans as securities, but
should facilitate the current regulatory regime by providing a uniform
definition of a leveraged loan.

Part II of this Note provides background on leveraged loans, high-
yield bonds, and the markets for these two instruments. Part 111 de-
scribes the current framework under which leveraged loans are regulat-
ed. It will show the gaps and inconsistencies in the current regime. Part
1V describes and analyzes the legal framework for regulating notes (such
as those evidencing leveraged loans) as securities. It focuses on the foun-
dational case of Keves v. Ernst & Young,** which set forth the family re-
semblance test, and Banco FEspanol de Credito v. Security Pacific Na-
tional Bank,* in which the Second Circuit ruled that the loan participa-
tions at issue were not securities. This Part of the Note will show the
similarities between the modern leveraged loan and the loan participa-
tions at issue in Banco Espanol. Part V details why regulating leveraged
loans as securities would not advance the SEC’s missions of “protect[ing]
investors,” “maintain[ing] fair, orderly, and efficient markets,” and “facil-

28. Sung Eun (Summer) Kim, Managing Regulatory Blindspots: A Case Study of Lever-
aged Loans, 32 YALE J. ON REG. 89, 104-10 (2015).

29. The Shared National Credit Program, an interagency effort to categorize and analyze
syndicated loans, has had limited success in tracking these instruments as they are traded on the
secondary market. See Shared National Credits (SNCs), OFF. OF THE COMPTROLLER OF THE
CURRENCY, http://www.occ.treas.gov/topics/credit/commercial-credit/shared-national-credits. html
(last visited Oct. 1, 2016); Kim, supra note 28, at 108 (“Programs such as the Shared National
Credit program have been partially successful in tracking the trends in non-bank involvement
in large complex credit transactions, but cover only those transactions that involve at least
three or more supervised institutions.”).

30. Haunss, supra note 18.

31. Kim, supranote 28, at 103 fig.2., 105.

32. 494 U.S. 56 (1990).

33. 973 F.2d 51 (2d Cir. 1992).
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itate[ing] capital formation.”® Finally, Part VI concludes this Note and
suggests a uniform definition for a leveraged loan.

II. LEVERAGED LLOANS VS. HIGH-YIELD BONDS

In the 1980s, loans and bonds were clearly distinct instruments. Most
bank loans at the time involved a single bank lending money to a small
or mid-sized company.? The bank would keep that loan on its books,
spend considerable resources monitoring the company, and use tight cov-
enants to ensure the company would be able to repay its debt.?® There
was no real secondary market for trading loans, so liquidity was almost
non-existent.?” Leveraged loans were becoming a popular method of fi-
nancing leveraged buyouts,® but they were still distinct from bonds.
Leveraged loans were secured by the target company's assets, involved
tight covenants and extensive monitoring, and were largely illiquid due
to the lack of a secondary market for loans.®

Bonds, on the other hand, are usually issued by large companies with
established track records.* Retail investors buy corporate bonds despite
the loose covenants and the fact that they are typically unsecured.*
Bonds are highly liquid instruments that trade on robust markets among
all kinds of investors.* In the 1980s, high-yield bonds (issued by compa-
nies with a higher risk of defaulting on their obligations), became a popu-
lar means of financing leveraged buyouts.*® For a long time, bonds and

34. Sec. & Exch. Comm’n, The Role of the SEC, INVESTOR.GOV, http:/investor.gov/
introduction-markets/role-sec (last visited Oct. 1, 2016).

35. de Fontenay, supranote 2, at 736.

36. STANDARD & POOR’S, supra note 2, at 15 (“In the old days . . . . [lJoans sat on the books
of banks and stayed there.”); see also de Fontenay, supra note 2, at 736.

37. de Fontenay, supra note 2, at 736-37 (“The originating bank will end up holding [the
loan] until maturity, simply because no other party will value it as much as the bank does: po-
tential third-party purchasers, lacking the bank’s private information about the borrower, will
discount the value of the loan accordingly. . . . The senior secured bank loan ‘market’ was almost
by definition perfectly illiquid and monopolized by banks.” (footnote omitted)).

38. “Aleveraged buy-out occurs when a group of investors, usually including members of a
company’s management team, buy the company under financial arrangements that include
little equity and significant new debt.” Metro. Life Ins. Co. v. RJR Nabisco, Inc., 716 F. Supp.
1504, 1505 n.1 (S.D.N.Y. 1989). See Jonathan Olsen, Note, Note on Leveraged Buyouts, TUCK
ScH. Bus. DARTMOUTH, CTR. FOR PRIV. EQUITY & ENTREPRENEURSHIP, at 1,
http:/pages.stern.nyu.edu/~igiddy/LBO_Note.pdf (‘LBO activity accelerated throughout the
1980s, starting from a basis of four deals with an aggregate value of $1.7 billion in 1980 and
reaching its peak in 1988, when 410 buyouts were completed with an aggregate value of $188
billion.” (endnote omitted)).

39. de Fontenay, supranote 2, at 736.

40. Id at 737.

41. Id But see id. at 728 (‘Retail investors have always been absent from the corporate
loan market, and recently have all but disappeared from the corporate bond market.”).

42. Id at 737.

43. Robert A. Taggart, Jr., The Growth of the ‘Junk” Bond Market and Its Role in Financ-
ing Takeovers, in MERGERS & ACQUISITIONS, 5, 8-11 (Alan J. Auerbach ed., 1987),
http:/www.nber.org/chapters/c5819.pdf; Olsen, supra note 38, at 1.
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loans remained on opposite sides of the spectrum of debt instruments;
however, in the last fifteen years, high-yield bonds and leveraged loans
have become more flexible and converged into very similar instruments.*

The convergence of high-yield bonds and leveraged loans started in
1999 with the repeal of the Glass-Steagall Act.* Glass-Steagall prohibited
commercial banks from engaging in investment banking activities, which
include underwriting and securities trading;’ its repeal created competi-
tion among commercial banks, investment banks, and financial services
companies.?” Consumers and businesses had more options for debt financ-
ing, which forced commercial banks into new lines of business to maintain
profits in a more competitive environment.*® Additionally, bank regulators
encouraged portfolio diversification.*” Banks could not originate a large
enough number of loans to diversify their portfolios, so they needed a
mechanism by which they could hold small portions of a large number of
loans originated by other banks and financial institutions.”

Loan syndication and the resulting creation of a secondary market for
loans solved this problem. The loan syndication process involves a lead
bank, called the arranger or the agent, which gathers a group of institu-
tional investors to jointly originate a loan. The introduction of non-bank
institutional investors into the loan originating business, coupled with
regulatory encouragement to trade these loans, created a secondary
market for leveraged loans. Banks and other investors diversified their
portfolios by selling syndicated loans—in whole or in part—to other
banks and investors. Thus, banks pivoted from an originate-and-hold
model, in which they would fund, monitor, and hold the loan, to an origi-
nate-to-distribute model, in which they would find investors for the loan
and administer the credit relationship.® This change makes the loan

44. Chamblee & Tenholder, supra note 25, at 7-9; de Fontenay, supra note 2, at 737-38.

45. The Glass-Steagall Act was the popular name for the Banking Act of 1933. Pub. L. No.
66-73D, 48 Stat. 162 (1933) (codified as amended in scattered sections of 12 U.S.C.). It was re-
pealed in 1999 by the Gramm-Leach-Bliley Act. Pub. L. No. 106-102, 113 Stat. 1338 (1999) (cod-
ified in scattered sections of 12, 15, 16, 18 U.S.C.).

46. THOMAS LEE HAZEN, PRINCIPLES OF SECURITIES REGULATION § 141, at 400 (3d ed.
2009) (‘[T]he Gramm-Leach-Bliley Act . . . abolished former barriers between various financial
institutions . . . .”); de Fontenay, supra note 2, at 739 (‘But with the gradual paring back of
Glass-Steagall and its final repeal in 1999 (with the passage of the Gramm-Leach-Bliley Act),
the neat divide between commercial and investment banking crumbled, and serious incursions
were made across both sides of the aisle.” (footnote omitted)).

47. de Fontenay, supra note 2, at 739 (‘On the lending side, investment banks began compet-
ing with bank loans by offering companies new options for debt financing, such as issuing short-
term commercial paper.” (footnote omitted)); Charles K. Whitehead, The Evolution of Debt: Cove-
nants, the Credit Market, and Corporate Governance, 34 J. CORP. L. 641, 654-55 (2009).

48. de Fontenay, supranote 2, at 739; Whitehead, supra note 47, at 654-55.

49. See BASEL COMM. ON BANKING SUPERVISION, BANK FOR INT'L SETTLEMENTS,
INTERNATIONAL CONVERGENCE OF CAPITAL MEASUREMENT AND CAPITAL STANDARDS: A REVISED
FRAMEWORK 96 (2004), http://www.bis.org/publ/bcbs107.pdf.

50. See de Fontenay, supra note 2, at 740; Whitehead, supra note 47, at 657-58.

51. de Fontenay, supranote 2, at 740.
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market look more like the bond market: highly liquid, lightly monitored
debt instruments that are held and traded by dispersed, predominantly
non-bank investors.5?

High-yield bonds and leveraged loans have converged along four main
dimensions: the demographics of their investors, the liquidity of their
markets, the features of their contractual covenants, and prices of the
instruments. Investors in the leveraged loan market are all institutional
investors, including commercial banks, investment banks, insurance
companies, mutual funds, and other financial services firms.?® These in-
stitutional investors also make up the vast majority of the high-yield
bond market. However, retail investors also play a role in the high-yield
bond market, which cannot be said of the leveraged loan market.** This
is an important distinction because the SEC focuses on protecting retail
investors, not institutional investors. There is no need for the SEC to
regulate leveraged loans as securities, at least in part, because institu-
tional investors do not need the protection of federal securities laws.5®

Regulators like the SEC also consider the liquidity of an instrument
when deciding whether and how to regulate.® The bond market, includ-
ing high-yield bonds, is well known for being robust and highly liquid.
But in recent years, the leveraged loan market has taken off as well. In
fact, the S&P/LSTA Index reported the value of leveraged loans out-
standing at $724 billion in April 2014;>” Bloomberg reported that figure at
$830 billion.?® At this point, there is no reason to make a distinction be-
tween the two instruments based on their markets or other measures of
Liquidity. However, similar markets do not alone justify similar regulation.

The covenants used in leveraged loan and high-yield bond contracts
have also started converging. Leveraged loans usually have maintenance
covenants, meaning the debtor must meet certain criteria (e.g., leverage
ratios or limits on interest coverage) regardless of any corporate action
taken.? High-yield bonds, on the other hand, usually have incurrence-
based covenants, meaning the debtor must meet the criteria in the cove-
nant by taking certain corporate actions (e.g., mergers and acquisitions,

52, Seeid

53. STANDARD & POOR’S, supra note 2, at 8-10.
54. de Fontenay, supranote 2, at 747.

55. Michaels, supra note 8.

56. See Haunss, supra note 18.

57. Steve Miller, May 2014: US Leveraged Loan Market Analysis, FORBES (May 19, 2014, 1:08
PM), http://www.forbes.com/sites/spleverage/2014/05/19may-2014-us-leveraged-loan-market-analysis/.

58. Christine Idzelis, Leveraged Loans: Swearing Off Junk, BLOOMBERG QUICKTAKE (Apr.
13, 2015, 12:12 PM), http://www.bloombergview.com/quicktake/leveraged-loans.

59. Sandra Nathanson, Comparing Leveraged Loans & High Yield Bonds: Debt Terms,
Subsection of Comparing Leveraged Loans & High Yield Bonds: A Guide [hereinafter A Guide),
MKT. REALIST (Feb. 14, 2014, 4:00 PM), http://marketrealist.com/2014/02/investors-guide-us-
leveraged-financial-market/ (follow “Part 5” hyperlink).
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incurring new debt, or paying a dividend).®° Thus, corporate bonds are
typically covenant-lite debt instruments relative to leveraged loans. Lev-
eraged loans have recently begun trending toward looser covenants as
well. Just over one-third of leveraged loans currently outstanding are
now covenant-lite.?! Still, the vast majority of leveraged loans have tight-
er covenants than the prototypical high-yield bond. So even the modern
iterations of these two instruments are generally structured differently
when it comes to covenants.

Over the last five-to-ten years, market prices and yields have been
very similar for high-yield bonds and leveraged loans. In fact, Sankaty
Advisors published a primer on leveraged loans showing that yields on
the two instruments have tracked one another almost exactly since
2007.%2 Hugh Thomas and Zhiqiang Wang found a similar phenomenon
back in 2004, noting that the prices of leveraged loans and high-yield
bonds move together.%® However, the methodology of the pricing for these
two instruments remains distinct. Leveraged loans pay a floating rate
based on some benchmark (often LIBOR plus a certain number of basis
points); high-yield bonds pay a fixed rate based on the bond’s coupon.®
Despite the similarities between leveraged loans and high-yield bonds,
their differences are important in determining whether the SEC should
regulate leveraged loans similarly to high-yield bonds. The similarities
do not justify similar regulation. Instead, we must look to the current
regulatory framework for leveraged loans to determine whether a change
is warranted.

ITI. THE REGULATORY FRAMEWORK FOR LEVERAGED LLOANS

Loans have a piecemeal regulatory framework with gaps and incon-
sistencies between the various regulations. The multiplicity of regulators
in the financial industry creates a system in which the form of the origi-
nating entity affects which regulations apply.®® The list of federal finan-
cial industry regulators includes the Securities and Exchange Commis-
sion (SEC), the Office of the Comptroller of the Currency (OCC), the Fed-
eral Deposit Insurance Corporation (FDIC), and the Federal Reserve

60. Nathanson, Comparing Leveraged Loans and High Yield Bonds: Investor Base, in A
Gluide, supra note 59 (follow “Part 6” hyperlink).

61. de Fontenay, supranote 2, at 745.

62. Leveraged Loans: A Primer, SANKATY ADVISORS, BAIN CAPITAL CREDIT (Dec. 2012),
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who signed MPAs and were given ample notice that the loan participa-
tions were not investments in a business enterprise.'*!

Lastly, analyzing the fourth factor, the court noted that “the Office of
the Comptroller of the Currency hald] issued specific policy guidelines
addressing the sale of loan participations,”'% making the application of
federal securities laws unnecessary.!*6

While the Second Circuit found that all four factors weighed against
considering the loan participations securities, there is some debate as to
whether the majority opinion correctly applied the family resemblance
test.'*” This leaves some uncertainty about how a future court might ap-
ply this precedent to a case involving leveraged loans. Furthermore, the
court specifically recognized that “even if an underlying instrument is
not a security, the manner in which participations in that instrument are
used, pooled, or marketed might establish that such participations are
securities.” ® This statement emphasizes that the family resemblance
test requires each instrument to be analyzed on a case-by-case basis.

C. Applying Banco Espanol in the Context of Leveraged Loans

The Banco Fspanol court analyzed the four factors in the family re-
semblance test but did not directly compare the loan participations with
any of the instruments on the list of non-security notes.'* Thus, it is pos-
sible to treat the loan participations at issue in that case as an addition
to the list set out in Reves. !>

The Second Circuit defines loan participation as “[t]he practice of sell-
ing loans [from banks] to other institutions.” ! Leveraged loans are
“loans made to companies with high levels of debt on their balance
sheets.”'5? At the time Banco Espanol was decided, leveraged loans, like
most other loans, could not be considered securities.'® In fact, many lev-
eraged loans could properly be described as notes evidencing character
loans to bank customers.' Even notes evidencing loan participations
were drafted in such a way as to differentiate them from bonds—the pro-

144. Id.
145. Id.
146. 1Id.

147. See id. at 56-60 (Oakes, J., dissenting); see also de Fontenay, supra note 2, at 749-51
(characterizing the Banco Espanol majority opinion as “puzzling” and “misleading” and noting
that “there is a strong case to be made that Banco Espanolwas wrongly decided”).

148. Banco Espanol, 973 F.2d at 56.
149. See id. at 55-56.

150. See supra Section IV.A.

151. Banco Espanol, 973 F.2d at 53.
152. Kim, supra note 28, at 90.

153. See supra Part IT (noting that the convergence of leveraged loans and high-yield bonds
did not begin until 1999).

154. See supra Part 11.
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totypical debt securities.'®® The bank’s sale of the loans (in the form of
loan participations) did not change the nature of the instrument. Each
purchaser took on the role of the bank, understanding the credit risk of
holding the loan participation with the hope of collecting interest pay-
ments.® Leveraged loans did not begin converging with high-yield bonds
until a true secondary market developed in 1999, seven years after the
Banco Espanol decision and eleven years after the issuance of the loan
participations involved in that case.'’

Twenty-five years after Banco Espanol, leveraged loans look very dif-
ferent. Leveraged loans are sometimes referred to as syndicated loans
because they are not originated by a single bank. Rather, a bank takes
the role of lead arranger, finding a syndicate of investors (often institu-
tional investors, such as pension funds, mutual funds, hedge funds, in-
surance companies, finance companies, and foreign institutions) to fund
the leveraged loan.!*® These investors then originate the leveraged loan,
often with the goal of selling it on the secondary market, which has be-
come surprisingly robust,!>

Thus, leveraged loans no longer resemble prototypical loans. The
question is whether leveraged loans bear a family resemblance to the
loan participations at issue in Banco Espanol The parties involved in the
loan participation agreements were motivated by commercial objec-
tives, 1% while the motivations of the parties in a leveraged lending
transaction are not uniform across the market.’! As noted above, some
borrowers use the funds from a leveraged loan for general use in the
business and others use the funds for a specific transaction, like a lever-
aged buyout, which may or may not be considered an investment.'? The
motivations of the lenders are not uniform either, as some hope to profit
from trading leveraged loans on the secondary market while others pre-
fer to hold the loans to collect a fixed stream of income.'®® This factor
could cut either way, depending on the details of the leveraged loan
at issue.

The distribution plan for the loan participations was a single sale to
parties who understood the credit risk inherent in the transaction and
who agreed not to resell the loan participations without the originator’s
consent.'®* Leveraged loans, on the other hand, are highly liquid instru-

155. See supra Section 1V.B.

156. See Banco Espanol, 973 F.2d at 53.
157. See supra Part 11.

158. de Fontenay, supranote 2, at 740-41.
159. Id

160. Banco Espanol, 973 F.2d at 55.
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162. See supra Section IV.A.

163. See supra Section IV.A.

164. PBanco Espanol, 973 F.2d at 53.
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ments with a robust secondary market;'®® there are generally no resale
restrictions.'® But all of the parties involved in the primary and second-
ary markets are sophisticated institutional investors who understand the
risks involved in originating, buying, or selling leveraged loans.'¢" Still,
this factor probably does not point toward a family resemblance between
the loan participations at issue in Banco Espanol and leveraged loans.

Regarding the reasonable perceptions of the investing public, inves-
tors in the loan participations were sophisticated parties who were on
notice that the loan participations were not investments in a business
enterprise.'® Similarly, the investing public for a leveraged loan includes
only sophisticated institutional investors®® who are aware that leveraged
loans are not considered to be or regulated as securities. This factor
weighs in favor of finding a family resemblance between the loan partici-
pations and leveraged loans.

Analyzing the fourth factor of the family resemblance test—the pres-
ence of an alternative regulatory scheme protecting investors—the Sec-
ond Circuit stated that “the Office of the Comptroller of the Currency
hald] issued specific policy guidelines addressing the sale of loan partici-
pations,” ' making the application of federal securities laws unneces-
sary.'” An even more extensive alternate regulatory scheme exists for
leveraged loans. The OCC has issued policy guidelines for leveraged
lending; the National Credit Program has been set up to track leveraged
loans; several regulatory agencies have joined together to issue inter-
agency guidelines on leveraged lending; and downstream investors are
protected by banking regulations, the Investment Company Act, and the
Investment Advisers Act.'™ This factor weighs in favor of finding a fami-
ly resemblance between the loan participations and leveraged loans.

While an analysis of the four factors of the family resemblance test do
not uniformly point to a clear conclusion, a court might determine that a
leveraged loan bears a family resemblance to the leveraged loans at issue
in Banco Espanol However, the totality of the analysis under both Keves
and Banco FEspanol more clearly demonstrates that leveraged loans
should not be regulated as securities.

165. de Fontenay, supranote 2, at 743-44.

166. Id at 743 (noting that “[many] leveraged loans are specifically designed to be traded”).
167. See STANDARD & POOR’S, supra note 2, at 10.

168. Banco Espanol, 973 F.2d at 55.
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170. Banco Espanol, 973 F.2d at 55.

171. Id
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V. THE SEC’S MISSION

Regulating leveraged loans as securities would not advance the SEC’s
three-prong mission to protect investors; facilitate capital formation; and
maintain fair, orderly, and efficient markets.!” First, investors in the
leveraged loan market are sufficiently protected by the current regulato-
ry framework. In the SEC’s mission statement, the word “investors” like-
ly refers to retail investors because banks and institutional investors can
take care of themselves.'™ Banks and institutional investors are very so-
phisticated, and they have political clout, teams of lawyers on the pay-
roll, and seemingly unlimited resources. If the SEC were to regulate lev-
eraged loans as securities, it would likely do so to protect downstream
retail investors who participate only indirectly in the leveraged loan
market. But current regulations already exist to protect retail investors
who invest through mutual funds, pension funds, and other financial
services firms.'™ Those institutions are subject to the Investment Com-
pany Act or the Investment Advisers Act, which mandate registration
and disclosures, impose fiduciary duties on the board of directors, and
provide causes of action for fraud (in addition to common law fraud
claims), among other protections.'™ Furthermore, if leveraged loans were
regulated as securities, they would be issued as private placements,
which are exempt from the registration requirements of the Securities
Act. Securities issued in private placements are still subject to anti-fraud
provisions, but anti-fraud protections are already available to retail in-
vestors through the Investment Company Act and the Investment Advis-
ers Act.!” Regulating leveraged loans as securities would be redundant
and inefficient.

Regulating leveraged loans as securities would hamper, rather than
facilitate, capital formation. Securities regulations impose costs on regu-
lated entities that make it more expensive to raise capital.'™ Thus, regu-
lations should not be imposed unless the benefits of regulation outweigh
the costs. Elizabeth de Fontenay used leveraged loans and high-yield
bonds as a case study to determine whether securities laws are effec-
tive.'” She concluded that “[i]f leveraged loans, which continue to be
treated as non-securities, can surpass high-yield bonds in depth and li-

173. The Role of the SEC, supra note 27.

174. Michaels, supra note 8.

175. See supra notes 85-87 and accompanying text.
176. See supra notes 85-87 and accompanying text.
177. See supra Part II1.

178. Dhammika Dharmapala &Vikramaditya S. Khanna, The Costs and Benefits of Manda-
tory Securities Regulation: Evidence from Market Reactions to the JOBS Act of 2012, 1 J.1..,
FIN. & AcCT. 139, 140 (2016), http://www.nowpublishers.com/article/Details/LFA-0004 (follow
“Download Free Copy” link) (noting the compliance costs associated with securities regulations
and analyzing whether the benefits of such regulations outweigh the costs).

179. de Fontenay, supra note 2, at 757-68.
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quidity, mandatory disclosure is not the optimal mechanism for invest-
ment information that it purports to be.”'® In the case of leveraged loans,
imposing securities regulations would not provide significant benefits
but would cause redundancies and inefficiencies, as noted above.!®! Thus,
the SEC should not regulate leveraged loans as securities because it
would needlessly hamper capital formation.

Regulating leveraged loans as securities would not help maintain fair,
orderly, and efficient markets either. The leveraged loan market would
become less efficient with the imposition of costs associated with securi-
ties regulations. Furthermore, the investor protections and disclosures
required by the securities regulations are already in place in the form of
banking regulations, the Investment Company Act, and the Investment
Advisers Act.'® Thus, regulating leveraged loans as securities would not
advance any of the three prongs in the SEC’s mission statement. Howev-
er, the SEC can improve the regulatory framework without treating lev-
eraged loans like high-yield bonds. A uniform definition of a leveraged
loan would alleviate some of the problems plaguing the market much
more efficiently than securities regulations.

Promulgating a uniform definition of a leveraged loan would provide
some transparency to the market and help lessen regulatory arbitrage.'®
It would provide the information regulators need to properly track lever-
aged loans as they are originated and then traded on the secondary mar-
ket. This would increase transparency in the leveraged loan market by
improving the accuracy and consistency of data regarding issuances of
leveraged loans, trading data, market movements, and other useful in-
formation. Furthermore, agency guidelines on leveraged lending would
become more meaningful and have more impact, because all parties in-
volved in the leveraged loan markets (originators, buyers and sellers,
downstream retail investors, and regulators) would know when the
guidelines apply and when they do not. This would alleviate the issue of
regulatory arbitrage, because a loan would be considered leveraged (or
not) regardless of which regulator you ask or which entity currently
holds the instrument.

In summary, regulating leveraged loans as securities would not ad-
vance any of the three prongs in the SEC’s mission statement. Instead,
the SEC should provide a uniform definition of a leveraged loan because
it is the most efficient and effective way to address some of the salient
problems with the regulatory framework for the leveraged loan market.

180. /d at 768.

181. See supra Part I11.

182. See supra Part 111.
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VI. CONCLUSION

While arguments calling for the regulation of leveraged loans as securi-
ties are flawed, they give rise to increased scrutiny of the regulatory
framework currently in place. Critics point to the framework’s weaknesses
arising from the multiplicity of regulators. The market lacks transparen-
cy;® regulators are unable to track leveraged loans as they are traded on
the market,'® and institutional investors are able to take advantage of
various regulators’ inconsistent categorizations of these instruments. %
This Note proposes that, rather than regulating leveraged loans as securi-
ties, the SEC should facilitate consistency and transparency in the market
by promulgating a uniform definition of a leveraged loan.

While the definition suggested in the OCC’s handbook is a good start,
it is not uniformly applied, and it is overly narrow.'®” Instead, this author
proposes that the SEC might use the following definition:

A leveraged loan is a loan that is syndicated among three or more
banks, investment companies, insurance companies, or other financial
firms to a borrower whose credit rating is speculative grade, as deter-
mined by either one of the following criteria: (1) a credit rating of BB+
or lower from Standard & Poor’s, a credit rating of Baa or lower from
Moody’s, or a credit rating of BB or lower from Fitch Ratings; or (2) if the
borrower is not rated by Standard & Poor’s, Moody’s, or Fitch Ratings,
the loan has an interest rate of LIBOR +150 basis points or higher. 1%

This definition does not share the shortcomings of the OCC’s suggest-
ed definition. First, it includes leveraged loans of all sizes, not just those
of $20 million or more. Second, it encompasses loans originated by a
combination of the various institutional investors involved in the lever-
aged lending market, not just banks. Third, it would be uniformly ap-
plied, not just suggested. This definition might not be a panacea for the
leveraged loan market,'® but it would bring much needed uniformity to
leveraged lending regulators, decrease opportunities for regulatory arbi-
trage, and improve transparency in the leveraged loan market. For these
reasons, the SEC should promulgate this definition of a leveraged loan
and all leveraged lending regulators should adopt it.
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