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AGENCIES: Office of the Comptroller of the Curreney, Treasury (‘;OCC”); Board of Goverﬁors
of the Federal Reserye System (“Board” or “Federal Reserve”); and the Federal Deposit
Insurahce Corporation (“FDIC”). | |
ACTION: Proposed joint guidance with request' for public comment. V
SUMMARY: The OCC, Beard, a_ind the FDIC (coliectively, the Agencies) request comment en |
.propesed guidance on leveraged lending (proposed guidance). The'proposed guidance outlines
i gh-level principles felafed to.safe e.lndv sound leveraged lending activities, including
_ underWriting considerations, assessing and docum_eﬁting entefprise value, risk management '
.exp‘ectat.ions for credits awaiting distﬁbutioﬁ, stress testing expectations ahd portfolio
management, and risk management expectations. This proposed guidance would apply to all
Federal’Reéerve-s_upervised, FDIC-_superVised, and OCC-supervised ﬁnanciel institutions
substantively engaged in 1e§eraged lending activities. The number of community banking
organizations with substantial exposure to leveraged lending is very small; therefore the
Agencies genefally expect that community banking organizations largely‘ would be‘unaffected by
this guidance.

DATES: Comments must be submitted en or before June 8, 2012.



ADDRESSES:

OCC:

Please use the title “Proposed Leveraged Lending Guidance” to facilitate the organization and

distribution of the comments. You may submit comments by any of the following methods:
e E-mail: regs.comments@ocﬁc.treas;gov.

o Mail: Office of the Comptroller of the Currency, 250 E Street, S.W., Mail Stop 2-3,

Washington, DC 20219.
o Fax: (202) 874-5274.
. Hand Delivery/Courier: 250 E Streét, S.W., Mail Stop 2-3, Washington, DC 20219.

Instructions: You muét include “OCC” as the agency name aﬁd_“Docket Number OCC-
201 1-0028” in ydur cémrﬁent_. In geﬁeral, 0oCC Wili_ enter all. comments received ir_fco the docket
and:publish them 6n the Regula_tioris. gov Web sité without change, including any business or
persoﬂal mfomation that ydu provide such as name and address information, e-mail addrésses,
~ or phone nufnbers. Comments recei\}ed;' including attachments and other supporting materials,
are partlof thg public recbfd and sﬁbj ect to public disclosure. Do not enclose any infofm_at_ion m
your comment or supporting materials that you consider coﬁﬁdential or inappropxia{te forp-ublic» ,

disclosure.

You may review comments and other related materials that pertain to this notice by any

of the following methods: -

‘e Viewing Comments Personally: You may personally inspect and photocopy comments

- at the OCC, 250 E Street, S.W., Washington, DC. For security reasons, the OCC requires

that visitors make an appointfnent to inspéct comments. You may do so by calling (202)
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874-4700.. Upon arrival, visitors will be required to present valid government-issued
photo identification and to submit to security screening in order to inspect and photocopy

comments.

e Docket: You may also view or request available background documents and project

~ summaries using the methods described above.

Board:
When sub1nitting comments, please consider submitting your comments by e-mail or fax because
paper mail in the Washington, DC, area and at the Board may be subject to delay. You may

submit comments, identified by Docket No. OP — 1439, by any of the follewing methods:

e Agency Web Site: http.//www.federalreserve.gov. Follow the instructions for submittirlg .

| co‘mmenfs at httn://Www.federalreserQe.,qov/ generalinfo/foia/ProposedRegs.cfm.

o Federal eRulemaking Portal: http://www.regulations.gov. Follow the instrubtion_s for

submitting comments.

o E-mail:A regs.comments@federalreserve.gev. Irlelude docket number in the sﬁBj ec’r line
of the meseage -~ |
.' . FAX: (202) 452-3819 or (202) 452- 3102
° Mall J enmfer J J ohnson Secretary, Board of Governors of the Federal Reserve System,
' 20th Street and Constitution Avenue, N.W. Washlngton DC 20551
All public comments are evailable from the Board’s website at

hﬁp://www.federalreserve.,q,ov/ generalinfo/foia/PronosedRegs.cﬁn as submitted, unless modified

_fer technical reasons. Accordingly, your comments will not be edited to remove any identifying

or contact information. Public comments may also be viewed electronically or in paper form in



Room MP-500 of the Board’s Martin Building {ZOth and C Sﬁeet, N.W., Washington, DC
2055 1)  between 9:00 a.m. and 5:00 p.m. on weékdéys.
FDIC: You may submit comments by any of the following methods:
. Agenc‘yAWeb site: 11ttp://www.FDIC. gov/regulations/laws/federal/propose.html. Follow

the instructions for submitting comments.

‘o Federal eRulemaking Portal: http://www.regulations.gov. Follow the instructions for -
submitting comments.

. E-mail; comments@FDIC.gov. Include “Leveraged Lending Guidance” in the subject |

line of the message. Comments received will be posted without change to

v http://m.FDIC. gov/regulgtions/laws/federal/propOSe.htmi, including any personal
infoﬁnétion provided. |
. Méil: Robert E. Feldman, Executive Secrétary, Attention: Cominents/Legal ESS, Federali
Depdsit Inéuranée Corporation, 550 17th ‘St'réet, N.W., Washington, DC 2042b9. .
+ Hand Delivery/Courier: Guard station at the rear of .the 550 17th Street Building i
| (locatéd on F Street), on business days between 7:00 a.m. and 5:00 p.m. (EDT).
FOR FURTHER INFORMATION CONTACT: -
OCC: Louise Francis, Commercial Crédit Technical Expert, 202-874-5170, 250 E Street, S W.,.
Washington, DC 20219. | |
Board: Lawrence A. Rufrano, Senior Financial Analyst? (202) 452-2808, Mary Aiken,
Manager, Risk Policy, (202) 452-2904, or Beﬁj amin W. M.cDonough, Senior Counsel, (202)
-452-2036, Legal Division, Board of Governors of the Federal Reserve Systefn, 20th and C

Streets, N.W., Washington, D.C. 20551.



FDIC: William R. Baxter, Senior Examination Specialist, 202-898-8514, Wbaxter@fdic.,éov,

550 17th Street, N.W., Washington, DC 20429.

v SUPPLEMENTARY INFORMATION:
I. Background
A‘11‘ ﬁnancial ir_1s’citutions1 should have the capacity to .properly evaluate and monitor

underwritten credit risks, to understand the effect of changes in borrowers™ enterprise values
upon credit portfolio quality, and to assesé the .sensitivity of future credit losses to changes in
enterprise values. Furtheif, in underwriﬁng such credits, instituﬁons need to ensure that
borrowers are able to repay credit as due ‘and at the same time that borrowers have éapital \
étrﬁchnes, including their bank borrowings and other debt, that support the borrower’s cor_itinued
opérationé through economic cyéleé (tﬁat 1s, ‘ha\'/e'a sustainable capitél structure). Institutions"
should also be able to demonstrate that they understénd their risks and the potential impact of - |
stressful events and circumstances on borrowers’ ﬁnancial condition. The Agencies héﬁfe |
previously p_rovicied guidance .to ﬁnaﬁcial institutiéns for their in_volverﬁent in leveraged lending.
The recent ﬁha_ncial crisis further_und’érscorgd the need for banking organizations to employ
sound undefwﬁting, to ensure that the riéks in leveraged 1énding actiﬁtiés are appropriately
incdrp_oratéd inithe Allowance for Loan and Lease Losses an_'dvcapital adequacy analy_ses, to
monitor the sustaiﬁabﬂity of their borrowers’ capital structures, and to incofporate stresé testing
into their risk management of both levéraged portfolios and distribﬁtion pipelines,l as bgnkiﬁg |

organizations unprepared for stressful events and circumstances can suffer acute threats to their

. For purposes of this guidance, the term “financial institution” means national banks, federal savings associations,
and Federal branches and agencies supervised by the OCC; state member banks, bank holding companies, and all
other institutions for which the Federal Reserve is the primary federal supervisor; and state nonmember insured
banks and other institutions supervised by the FDIC. '



financial condition and viability. The proposed guidance is intended to be consistent with

industry practices while building upon the receﬁtly proposed guidance on Stress Tes’tingA.2

IL Prineipal Elements of the Proposed Guidance

In April 2001, the Agencies (and Office of Thrift Supervision) issued guida‘nce3
regarding sound practices for leveraged finance* éctivities (2001 Guidance). The 2001 Guidance
éddreSsed expectations for the eontent of credit policies, the need for well-defined underwriting’
 standards, the imbortancé of defining an institution’s risk appetit'e.for leveraged trahsactions, and
the importance of stress testing exposures and portfoliosv.

Since the issuance of that guidance, the Agencies have observed tremendous growth in

the volume of leveraged credit and in the participaﬁon of non-regulated investors. As the market

has grown, debt agreements have frequently included features that provided relatively limited -

lender protection, i‘ﬁcluding' the absence of.meaningful mvainter_lance ce{lenants in loan

agreemehts~ and the inclusion of payment-in-kind (PIK)—te ggle feafures in junior capital

| | insfrumenfs (i.e;, a feature where the borrewer has the-option to p'ciy interest in cash or in-kind,
- which incfeases the principal owed), bofh of which Jessen lenders’ fecourse in the event that al

borrower’s performance does not meet proj ections. Furthe:, the capitel structures and.

repayment iﬁrespe,cts for sotne transactions, Whether' originated to hold or distribute, have at

times been aggressive in light of the overall risk of the credit.

2 «Annual Stress Test, » Notice of Proposed Rulemaking, 77 FR 3408 (January 24, 2012)
3 SR 01-9, “Interagency Guidance on Leveraged Financing,” April 17, 2001, OCC Bulletin 2001- 8, FDIC Press
Release PR-28-2001. :

-* For the purpose of this gnidance, references to leveraged finance or leveraged transactions encompass the entire
debt structure of a leveraged obligor (including senior loans and letters of credit, mezzanine tranches, senior and
subordinated bonds). References to leveraged lending and leveraged loan transactions and credit agreements refer to
the senior loan and letter of credit tranches held by both bank and non-bank investors.
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| Absent meaningful limits and to suppor’r bﬁrgeoning demand from institutional investors,
| the pipeline of aggressively priced and structured commitments has growrl rapidly. Further,
management information systems (MIS) at some institlrtions have proven less than eatisfactory in
accurately aggregating exposures on a timely basis, and many institutions have found themselves
l'rolding large pipelines of Iri gher-risk commitments at a time when buyer demand for risky assets
diminished signiﬁcantlyv.r
In light of these changes, trle Agencies have decided to replace the 2001 Guidance with

new l'eVereged finance g;iidanee (preposed guidance). The r)roﬁosed guidance describes -
expectations for the sound risk management of leveraged ﬁnance acﬁvities, including the

importance of institutions developing and maintaining;

. - Transactions that are etructured to reflect a sound business premise, an appropriate capitall
structure, an& reasonable-cash flow and balance sheetb leverage. Cembined with suppertable |
perforrnarlce riroj ections, these considerations should cleérly support a borrower’s capacity to
repay and de-lever to a sﬁstainable_level‘ over a reasonaBle period, whether underwritten to hold

or distribute.

.- A definition of leveraged finance that facilitates consistent applieation across all business
lines.
« - Well-defined underwriting standards that, among other things, define acceptable leverage

* levels and describe amortization expectations for senior and subordinate debt. -
. A credit limit and concentration framework that is consistent with the institution’s risk

appetite.



.. Sound MIS that enable managemeht to identify, aggregate, and monitor levefaged
_exposures and comply Wiﬂ’l policy across all busIness lines.
. Strong pipeline managemenf policies and procedures that, among other things, provide
for real-ﬁme information on exposures and limits, and exceptions to the timing of expected
distributions and approved hold levels. |
| The proposed guidance replaces existing leveraged finance gu'i‘danceA and forms- the basis
of the Agenéies’ supervisory focus and review of supervised financial institutions, including, as
applicable, sﬁbsidiaries and affiliates involved in leveraged lending. In implementing the
: “guidance, the Agencies will consider the size and risk. profile of an inétitlition’s 1éveraged
portfolio relative to its_ assets, earnings, liquidity, and .cépitall. Altlﬁoﬁgh some sections of this
| proposal are intended to apply to aIl 1‘evéragéd ler’iding tranéactibﬁs (e.g., undervﬁiting), ﬁhe vast
inajoritY of commurﬁty banks should not be affected by thls guidance as they _haVe no expo_éure
“to leveraged credits. The limited nurhber of community and smaller institutions that are involved
in leveraged lending 'activities should discuss w1th their primary régulétor implementation 6f
cost:-effectiVe controls appropriafe for the cdmple);ity of their exposures and activitiéé.
III Administrativé Law Matters
A. Paperwbrk Reduction Ac.t_v'/llnalysz;s
In éccordance with the Paperwork Reducﬁon IAct (PRA) of 1995 (44 U.S.C. 3506; 5 CFR
Part 1320, Appendi;é A 1)? the Agencies reviewed the propoéed guidance. The Ageﬁcies may not -
conduct or sponsbr, and an organization isnot fequired to respond to, an ihfonhatioﬁ collectioﬁ |
unless the information collecﬁon displays a currently valid OMB control number. The Agencies
have determined that certain aspects of the proposed guidance may constitute a collection of

information. ‘In particular, these aspects are the provisions that state a banki_ng organization



should (i) have underwriting policies for leveraged lending, including stress testing procedures

for leveraged credits; (ii) have risk managemenf policies, including stress testing procedures for

pipeline exposures; and (iii) have policies and procedures for incorporating the results of

leveraged credit and pipeline stress tests into the firm’s overall stress testing framework. The

frequency of information collection is estimated to be annual. Respondents are banking

organizations with leveraged lending activities as defined in the guidance.

use.

Report Title: Guidance on Leveraged Lending.

' Freqitency of Response: Annual,

Affected Public: Banking Organizations with Leveraged Lending.

OCcC:

| OMB Control No.: To be assigned by OMB.

Estimated number of respondents: 25.

Estimated average time per respondent: 1,350.4 hours to build; 1,705.6 hours for ongoing

use.

Estimated total annual burden hours: 33,760‘ hours to bliﬂ_d, 42,640 hours for _ongoing

Board:

Agency information collection number: FR 4203.

 OMB Control No.: To be assigned by OMB.

Estimated number of respondents: 41. |
Estimated average time per respondent: 1,064.4 hours to build, 754.4 hours for ongoing

use.



Estimated total annual burden hours: 43,640 hours_ to build; 30,930 hours fdf ongoing
use. |
FDIC:
OMB Control No.: To be assigned by OMB.
Estimated number of respondents: 9.
| Estimated avérage time per respondent. 986.7 hours to Build; 529.3 héurs for ongoing
use.

Estimated total annual burden hours: 8,880 hours to build, 4,764 hours for ongoing use.

The estimated time per réspondent is an average that varies by agency because of
differences in the composition of the institutions under each agency’s supervision (e.g., size

distribution of institutions) and volume of leveraged lending activities.

The Agencies invite comments on the following:
@) Whethef the proposed collection'.of information is néceésary for the proper
performance of the regulatory fuhction; including whether the information has practical utility;
(2) The accuracy of the.estimates of the burden of the .proposed vinfom'lation collection,
ihcluding the cost of compliance;
(3) Ways to enhance the quality, utility, and clarity of the infénnation té be coliected; and :
(4) Ways to minimizé the burden of infonnétion céllection on respondents, including |

. through the use of automated collection techniques or other forms of informatioh technology.
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Additionally, please send a copy of yoﬁ comments fegarding these proposéd informétion
~collections by mail to: Desk Ofﬁcer, U.S. Office of Management and Budget, 725 17 Street,
N.W., #10235, Washington, DC 20503, or by féx to (202) 395-6974. | |

These information collections are authorized pursuant to the following statutory A
authorities: |
OCC: National Bank Acf, (12U8.C. 1 et seq.; 12 U.S.C. 161) and the International
Banking Act (12 U.S.C. 3101 etseq)

Board; Sections 11(a), 11(i), 25',.and 25A of the Federal Reserve Act (12 U.S.C. 248(a),
248(i), 602, and 611), section 5 of the Bank‘Holding Company Act (12 U.S.C. 1844), and section
,7(°) of the Internatlonal Banking Act (12 U.S.C. 3105(0))

FDIC Federal Deposit Insurance Act (12 U.S. C 1811 et seq. ) and the International
‘Banking Act (12 U.S.C. 3101 et seq.).

| The agencies expec;,t to review the policies and précedﬁres for stress festing as part of

their supervisory processes. To the extent they collect ihformatioﬁ_ dﬁring an examination of a
banking 0rgahizatibn, 'cbr_lﬁdential treatment may be afforded to the récords undé'r_ exemption 8

of the Freedom of Information Act (FOIA), 5 U.S.C. 552(b)(8).'_

B. Regulatory Flexibility Act Analysis
While the guidance is not being adopted as a rule, the Agencies have considered the |
potentiall impact of the proposed guidance on small banking organizations using the

consid_erations» that would apply if the Regulatory Flexibility Act (5 U.S.C. 603(b)) were

11



épplicable. For the reason discussed in the Supialementary Information abdve, the Agencies are
issuing the proposed guidaﬁce to emphasize _the' importance of properly underwriting leveraged
lending transactions and incorporating those exposures into stress and capifal tests fbr institutions
with significant exposures to these credits. | Based on its analysis and for the reasons stated -
below, the Agencies bbelieve that the proposed guidénce will not have a sigﬁiﬁéant economic
impact on a substantial number of small entities. Nevertheless, the Agencies are seeking
comment on whether the’préposed gqidance would impoée undue burdens on, or have
unintended consequeﬁces for, small organizaﬁons., |

'Under regulations issued by the Small Business Administration (SBA), a smaﬁ banking
organization is defined asa banking organization with total assets of $175. million or less. See

13 CFR 121.201. The guidance being proposed by: the Agencies is integded for‘banking'
organizations supervised by the Agencies with substantial exposures to le_veraged lending
éctivities, including national banks, federal savingé‘ associaﬁohs, state nonmember banks, state
'~ member banké, bank holding companies, and U.S‘.,bl_?anches and Agencies of foreign banking -

' 6fganizations. Given the éheer size of 1éyeraged lénding traﬁsactions, most of which exceed $50
millioﬁ, and the Agencies’ observations tha’; 1e§efaged loans tend to be held primarily by large or
global bahking institutions with total assets that are well above $175 million, the effects of this | |
guidancé upon smaller institutions are expected to be negligible. Banking ofganizations thét are

: suiject to the proposed guidance .th.erefore substantially exceed the $175 million total asset

threshold at which abanking organization is considered a small banking organization under SBA

regulations.
In light of the foregoing, the Agencies believe that the piroposed guidance, if adopted in

final form, would not have a signiﬁcan’t economic impact on a substantial number of small

12



entities. As noted above, the Agencies specifically seek comment on whether the proposed
guidance would impose undue burdens on, or have unintended consequences for, small -
organizations and whether there are ways such potential burdens or consequences could be

addressed in a manner consistent with the guidance.
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IV. Proposed Guidance
~ The text of the proposed guidance is as follows:

- PURPOSE -

In‘Apri1_2001, the Agencies (Ofﬁce of the Compfroller of the Currency, Board of Governors of
the Federal Reserve System, Federal Deposit Insurance Corporatien, and Office of Thnft
Supervision) issued guidance5 regarding sound practices for leveraged ﬁnan.ce6 activities (2001
Guidance). The 2001 Guidance addressed expectations for the content of credit policies, the

need for well-defined underwriﬁng standards, the importance of defining an institution’s risk

appetite for leveraged transactions, and the importance of stress testing exposures and portfolios. -

Since the issuance of that guidance, tne Agencies have obseﬁzed tremendous growth in the
Velnine of leveraged credit and in the participation of non-regulated investors. As the market has
* grown, debt agreements have frequently included features that proVided relatively 1imited lender
protection, including the absence of meaningful maintenance covenants in loan agreements and -
the inclusion ef payment-in-kind (PIK)-toggle features in junior capital instruments, both of |
‘which lessened lenders’ recourse in the event of a borrower’s subpar perf,ormance.. Furfher, the
capital structures and repayment prospects for some transactions, ‘Whether originated to hold or

distribute, have at times been aggressive. .

3 SR 01-9, “Interagency Guidance on Leveraged Fmancmg,” Apnl 17 2001, OCC Bulletin 2001-8, FDIC Press
Release PR-28-2001.

S For the purpose of this guidance, references to leveraged finance or leveraged transactions encompass the entire
debt structure of a leveraged obligor (including senior loans and letters of credit, mezzanine tranches, senior and

subordinated bonds). References to leveraged lending and leveraged loan transactions and credlt agreements refer to

the senior loan and letter of credit tranches held by both bank and non-bank investors.
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Absent meaningful limits and to support burgeoning demand from institutional investors, the
pipeline of aggressively priced and structﬁredcbnn_rﬁtments has grown rapidly. Further,
management ihformafion systems (MIS) at some institutions have proven less than satisfactory in
accurately aggregating exposures on a timely ba‘sis, and many institﬁtidns have fbund themselves
hdlding largé pipelines of higher-risk commitments at a time When buyer demand for risky assets

diminished signi-ﬁcantly. )

In light of these changes, the Agencies have decided to replace the 2001 Guidance with new )
leveraged finance guidance (2012 Guidance). The 2012 Guidance descﬁbes expectations for the
sound risk management of leveraged finance activities, including the irhportance for institutions

to develop and maintain:

. Transactions that are structured to reflect a sound business premise, an appropriate capital -
structure, and reasonable cash flow and balance sheet leverage. Combined with supportable
performaﬁce projections, these should clearly support a borrower’s capacity to repay and de-

lever to a sustainable level over a reasonable period, whether underwritten to hold or distribute.

. A definition of leveraged finance that facilitates consistent application across all business o
lines.
. Well—déﬁned underwriting standards that, among other things, define acceptable '1everage

levels and describe amortization expectat_ions for senior and subordinate debt.
. A credit limit and concentration framework that is consistent with the institution’s risk

appetite.
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. Sound MIS thgt enable management' to identify, aggregate, and monitor leveraged
exposures and éomply with policy across all business lines.

*  Strong pipeline management polic.ies and prdcedures that, among other things, provide
for real-time information on exposures and limits, and exceptions to the timing of expected

distributions and approved hold levels.
APPLICABILITY

This issuance réplaces existing leveraged ﬁnarll.cc_e guidance and forms the basis of the Agencies’
supervisory focus and review of sﬁpervised financial institutions, including subsidiaries and
affiliates. Implementation of th_is guidance should be C(v)nsistentwith the size and risk profile of
an institution’s leveraged portfoiio relative to its asséts, earnings, liquidity, and capital. |

- Although some sections of this guidance should apply to all leveraged traﬁsactiqné (e.g.,
‘underwriting), the vast majority of community banks should not be affected by this guidance as
they have no exposure to léveraged credits. The liﬁlifed n'umber-of community and smaller
institutions that have leveraged lending acﬁvities ‘_should discuss with their primary regulator
implémentaﬁon of cost-effective controls appropriate for the complexity of their exposures and

activities.
RISK MANAGEMENT FRAMEWORK

Given the high risk profile of leveraged exposures, institutions engaged in leveraged financing _ |

should adopt a risk management framework that has an intensive and frequent review and
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monitoting process. The framework should haxte as its foundation written risk objectives, risk
acceptance criteria, and risk controls. The lack of rohust risk management processes and
controls in institutions with signiﬁcant leveraged finance activities .could‘ contribute to a finding
that the institution is engaged in an unsafe and unsound banking practice. This guidance outlines

minimum regulatdry expectations and covers the following topics:

. ‘Definition of Leveraged Finance
o General Policy Expectations
. Underwriting Standards
. ' Valuati.on Standards
. | Pipeline Management
. A Reporting and Analytics
e  RatingLeveraged Loans~
e | t)ther Key Risk Management Components:
o  Credit Anal;tsis
. | Problem Credits
. D.eal Svponsor_sv
. Cretlit Review
. Conflicts of Interest
. Anti-tying
o Reputettion Risk
.  Securities Laws

o - Compliance

17



DEFINITION OF LEVERAGED FINANCE

Institutions’ pohc1es should include criteria to deﬁne 1everaged finance. Numerous deﬁmtions
of leveraged finance exist throuc,hout the ﬁnanc1al services industry and commonly contain some

| combination of the following:

. Proceeds are used for buyouts, acquisitions, or capital diétributions.

. | Transacﬁdns where the borrower’s Total Debt/EBITDA (earnings before interest, taxes,
depreciation, and amortization) or ‘Senior‘Debt/EBiTDA exceed 4.0X EBITDA or 3.0X
EBITDA, respectively, or other' defined levels appropriate to the industry or sector.’

. _ Borrower that is 1eco gnized in the debt markets as a highly leveraged firm, which is
characterized by ahi gh debt-to-net-worth ratio.

I Transactions where the borrower’s.post-ﬁnancing leveiage, When measured by its -

' bleverage ratios, debt-to-assets, debt-to-net-worth, debt-to-cash flow, or other sirnilar standardé
cominon to‘ particular 'industries or sectore, significantly exceeds industry norms or historical

le_vels.g'

Institutionsengaging in this type of activity should define leveraged finance within their policies

in a manner sufficiently detailed to ensure consistent application across all business lines.

7 Cash should not be netted agamst debt for puxposes of this calculation. = .

8 Higher quality borrowers not initially designated as part of the leveraged portfolio, but which otherw1se meet the
institution’s definition, should be added to the portfolio if their financial performance and prospects deteriorate (i.e.,
fallen angels).
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Examiners should expect the bank’s definition to describe clearly the purposes and financial
characteristics common to these transactions, and this definition should include the bank’s
exposure to financial vehicles, whether or not leveraged, that engage in leveraged finance

activities.

GENERAL POLICY EXPECTATIONS

An institution’s credit policies and procedures for leveraged finance should address the following

items:

. Marragement should identify the institution’s risk appetite, which should include clearly

defined amounts of leveraged finance that the institution 1s willing to underwrite (pipeline limits)
and leveraged loans it is Wilhng to retain (i.e., transaction ahd ‘aggregate hold levels). The
des1gnated nsk appetite should be supported by an analysis of the poten‘ual effect on earnings, |
capital, hqu1d1ty, and other risks that result from these posmons and should be approved by the
board of d1rectors. | | |

. . A limit framework that includes limits or guldehnes for smgle obligors and transactlons
aggregate hold portfoho aggregate p1pe11ne exposure, and industry and geographic
concentrations. The limit framework should 1dent1fy the related approval authorities and -
exception tracking provisions. In addition to notional pipeline limits, underwriting limit

. frameworks that assess stress losses, flex terms, economic capital usage, and earnings at risk or
' otherwise provide a more nuanced view of potential risk are expected from institations With

significant leveraged finance exposure.
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. Ensuring that the risks of leveraged lending activities are appropriately reflected in an
institution’s Allowance for Loan and Lease Losses and capital adequacy analyses.
. Credit and underwriting approval authorities, including the procedures for approving and

documenting changes to approved transaction structures and terms.

. Appropriate oversight by senior management, including adequate and ﬁmely reporting to
the board. ‘
| . The expected ﬂsk—adjusted returns for leveraged vtranséctions.

. | Minimmﬁ underwriting standards (see Underwriting Standards below).

. The degree to which underwriting practices may differ bétWeen primary loan origination

“and secondary loan acquisition. -

UNDERWRITING STANDARDS

An institution’s underwriting standards should be clear, written, measurable, and accurately
reflect the institution’s risk appétite-_for leveraged finance transactions. Institutions should have
clear underWﬁting limits regarding leveraged transactions, including the size that the institution.

- will arrange both individually and in the aggregate for distribution. Originating institutions

should be mindful of reputational risks associated with poorly underwritten transactions, which

may find their way into a wide variety of investment instruments and exacerbate systemic risks

within the general economy. Ata minimlim, underwriting standards should consider:

. Whether the business premise for each transaction is sound and its capital structure is

. sustainable regardless of whether the transaction is underwritten for the institution’s own
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portfolio or with the intent to distribute.A The entirety of a borrower’s capital structure should
reflect the aipplication of sound financial analysis and underwriting principles.
- A borrower’s c‘apacity to repay and its ability to de—lever to a sustainable level over a
reasonable period. As a general guide, base case cash-flow proj ections should show the ability
over a ﬁve-to;seven-year period to fully amortize senior secured debt or repéy at least 50 percent
of total deht. Projections should also include one or more reelistic downside scenario's that
reflect the key risks identified in the transaction.
. Expectations for the depth and breadth of due diligence on -lever_aged transactions. This.
should include standards fcr evaluat_ihg various types of collateral, and it shoh_ld clearly define -
credit risk managemehf’s rolein such due diligence.
. Standards for evaluating expected nsk—adjusted returns The standards should include
identification of expected distribution strateg1es including alternatlve strategies for fundlng and
dlsp_osmg of positions dunng market d1srupt10ns, and the potential fcr losses during such
periods. ) | |
o Degfee of reliance on enterprise value and ofher intangible assets for loan repayment,
along with acceptable Valuatich methodologies, ahd guidelines for ’ghe frequency of periodic
reviews of those values.
. Expectatlons for the degree of support prov1ded by the sponsor (if any), taking into
coh51derat10h their financial capacity, the extent of their capltal contnbutlon at inception, and
‘other mcﬁvating factors.
. Whether credit agreement terms allow for the material djlution, sale or exchange of

- collateral or cash flow-producing assets without lender approval.
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«  Credit agreement covenant protections, including financial performance (such as debt to
cash ﬂow; interest coverage or fixed charge éoverage), reporting requirements, and compliance’
monitoring. Génerally, a leverage'level after pianned asset sales (i.e., debt that must be serviced
from operating cash flow) in excess of 6x fér Total Debt/EBITDA raises concerns for most
industries.

«  Collateral requirements in credit agreements that spécify acceptable collateral and risk-
appropriate measures and controls, including acceptable collateral types, loaﬁ-to-value
guidelinés, and appropriate coll.ater'al valuaﬁon methodologies. Standards for asset-based loans
should also outline expectations for the use of collateral controls (e.g., inspections, independent
- valuations, and lockbox), other tyf)es of collateral and account mainténance agreemenfs, and
periodic reporting requirements. .

. | Whether 10511agreem’ents provide‘ for distribution of ongoing financial and dthef relevant

credit information to all participants/investors.

.Nothing in_the preceding standards should be considered to discourage providing financing to
borrox&ers eﬂgaged.in workout negoﬁations, or as part of a pre-packaged financing under the

_ bankruptcy code. Neifher are they meant to discourage well-structured staﬁdalone asset-based-
credit facilities to borroweré with strong lender rrionitoring and controls, for which banks should

~ consider separate underwriting and risk rating guidance.

VALUATION STANDARDS
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Lenders often rely upon enterprise value and other intangibles when (1) evaluating the feasibility

of a loan fequést, (2) determining the debt reduction potential of planned asset sales, (3)
assessing a borrower’s ability to access the capital markets, and (4) estimating the strength of a
secondary source of repayment. Lenders may also view enterprise value as a useful benchmark
for assessing a sponsor’s économic incentive to iorovide financial sup?ort. Given the specialized
knowledge needed for the development 6_f a credible enterprise valuation and the importance of
enterprise valuations in the underwriting and ongoing risk assessment processes, enterprise.
valﬁations should be performed or validated by ‘qualiﬁed persons independent of the origination

function.

Conventional appraisal theory provides thfee approachés for Valuing closely held businesses —
asset, inéoine, and market. Asset approach methods COnsider an entérprise’s underlyiﬁg aséets in
terms of its net gbing-éoncem or liquidation value. Income approach methods ¢ons‘ider an’
eﬁterprise’é ongoing cash flows or earnings and apply appropriate capitalizatioﬁ or discounting
-t_echhiques.‘ Market apjp_roach methods derive value mﬁlti_ples from ébmparable company dafa or
sales tran'sactions.. Althoﬁgh Value estimates should reconcile results from the use of all three
-appfoaches, the income approach is generally coﬁsidéred the most cdmmon and reliable method.
There are t§vo common methods to the income approach.l The “capitélized cash flow” method
determines the value of a corﬁpany as the present -Value.:‘of all fhe fﬁture cééh flows that the
business can generate in perpetuity. An appropriate cash flow is determined and then divided by
a risk—adjﬁsted capitalization 1fate, most commonly the weighted average cost of capit‘al.. This '
method is miost appropriate when cash ﬂows are predicfable and stable. The “discountéd cash

flow” method is a multiple-period valuation model that converts a future series of cash flows into
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current i/alue by discounting thoee cash flows et a rate of .return (discount rate) that reflects .the
risk inherent therein and matches the cash flow. This method is most appropriate Wﬂen future
' caSh flows are cyclical or variable between pefiods. ‘Both methods involve numerous
assumptions, and supporting documentation should therefore fully explain the evaiuater’s :

reasoning and conclusions. .

When an obligor is experiencing a financial downturn or facing adverse market condiﬁons, a

v 1ender sheuld reflect those adverse conditions in its asSumptions for key variables sﬁch as cash
flow, earnings, and saies muItiples when assessing enterprise value ae a poteﬁtial source of
repayment. Changes in the value of a firm’s assets should be tested under a range of stress
scenarios, irieiuding business conditions_ more adverse than the base case scenario. Stress testing
of enterprise values and their underlyieg éssﬁ_mptions should be con&ucted and documented both
at ori'giﬂa'tion of the transaction and periodically thereafter, incorporating the actual performance
of the borrower and any adjustment_s to projections. The institution should perform its own
discounted. cash ﬂoﬁv analysis to \}alidafe' the enterprise value implied by proxy ﬁleasmeé such as

* multiples of cash flow, earnings, or sales.

Valuations derived with even the most rigorous valuation proceduree are imprecise and

' _ult.irvnately may not be realized. Therefore, institutions relying en enterprise value or illiquid and
hard-to'-value collateral should have policies that provide for appropﬁate loan-to-value ratioe,
disceunt rates, and collateral margins. Based on the nature of an institﬁtion’s leveraged lending
activities, establishing limits for the proportion of individual transactions ahd the total portfolio

that are supported by enterprise value may be appropriate. Whatever the methedole 2y,
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assumptions underlying enterprise valuations should be clearly documented, well supported, and
understood by institutions’ appropriate decision-makers and risk oversight units. Examiners
should ensure that the valuation approach is appropriate for the company’s industry and

condition.

PIPELINE MANAGEMENT

Market disruptions caﬁ substanﬁélly impede the ability of an underwriter to consurhmate
syndicationé or cherwise sell down exposures, which may result in material losses. -

| Accordinglyz institutions should have strong risk management and controls over transactions in
the pipeh'né, inclﬁding amounts to be held énd those to be distribu’téd. An insﬁtution should be
able to differentiate transactions acdording to tenor, investor class (e g;, prd-rata, institutional),
structure, and key borrowér characteristics (e.g., indus_try). In additioﬁ, an institution should

develop and maintain:

. A .cléarly :articulated aﬁd docﬁment'ed. appetite for underwriting nsk that _cohsiders the
potentiai effecfs on earnings, capital, liquiaity, and other risks that result from these positions. |

. Written procédures for defining and:ma.naging distribution fails and ;‘hl}ng” deals, which
arevidentiﬁed by an inability to' sell down the exposﬁre within a reasonable period (generally 90
days from cl'dsin_g).‘ The ihstitutién"s board shbuld establish clear expectations for fhe dispositioﬁ
of pipeline transactions that have not been sold according to their original distribution plan.

Such transactions that are subsequenﬂy reclassiﬁgd as hold-to-maturity shquld also be included

in reports to management and the board of directors.
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. Guidelines for cohducting periodic sfcress tests on pipeline e)eposures to quantify the
potential imbaot of changing economic/market conditions on asset quality, earnings, liqﬁidity,
and capitel. |
. Controls to monitor performance of the pipeline against original expectations, and regular
reports of variances to management, including the amount and timing of syndication/distributien
van'ances, and reporting if disfribution wae achieved through a recourse sale.
. Reports that include individﬁal and aggregate, transaetioﬁ information that accurately
portrays. nsk and concentrations in the pipeline. |
- Limits on agg.regéte pipeline eommitments and peﬁodic testing of such exposures under
differeht market scenarios.
. Limits on the amount of loans that an institution is willing to retain on its own books (i.e.,
‘borrower/ ceunterparty and agg‘egate held levels),vand_ linﬁte on the underwriting risk that will be
undertaken.for ‘a;mount's ihtended for distribution. |
o Policies and 'p.rocedu'res that identify acceptable aecbuntirig methodolegies and eontrels
‘ 1in both ﬁmct_ionai as well as dysfunetional_rﬁarkets, ahd that direct proﬁ;pt recognition of losses |
in ecc'or'dance with generally accepted accounting 'principles;
. Policies and procedures addressing the use of hedging to reduce pipeline and hold
exposures. Policies should address acceptable typeé of hedges and the teﬁns lcons.idered
- necessary for providing hedge _ci‘edit (netting) for exposure measﬁrement.
; - Plans and proVisions addreseing cenﬁngent liquidity and compliance with Regulation_W
(12 CFR 223) when market illiquidity or credit conditions change, interrupting normal

distribution channels.
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REPORTING AND ANALYTICS

The Agencies expect financial institutions to diligefltly monitor higher risk credité, including
leveraged loans. An inétitﬁtion’s management should receive comprehensive reports about the
chafactcﬁstics and trends in such exposures at least quarterly, and suﬁmaﬁes should be provided
to the board of directors. Policies should identify the fields to bé populated and captured by an
institution’s MIS, which should yield accurat¢ and timely reporting_ to management and the board
that may include: |

. Individual and portfolio exposﬁres within and across all business lines‘ and legal vehicles,
including the pipeline.

. ‘Risk rating distribution and migration analysis, including maintenance of a iist of 'th_ose
borrowers th'have been removed from the leveraged portfolio due to changes in their financial

characteristics andoneral_‘l risk profile.

- Industry mix and maturity profile.
. Metrics derived from probabilities of default and loss given default.
. Portfolio performance méasures, including nbncompliance with covenants, restructurings,

delinquencies, non-performing amounts and charge-offs.
.. Amount of impaired assets and the nature of impairment (i.e., permanent, temporafy),
and the amount of the Allowance for Loan and Lease Losses attributable to leveraged lending.

. The aggregate level of policy exceptions and the performance of that portfolio.

. Exposure by collateral type, including unsecured transactions and those where enterprisé ,

value is a source of repayment for leveraged loans. Reporting should also consider the
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implications of defaults that trigger pari passﬁ treatment for all lenders and thus dilute secondary

~ support from collateral value.

. Secondary market pricing data and trading volume'when available.

. Exposure and porformance by deal sponsor. | ~

*  Gross and net exposures, ﬁedge countorpafty concentrations, and policy exceptions.

. Actual versus projected distﬂbution of the syndioated pipeline; witﬁ regular reports of

excess levels over the hold targets for syndication inventory. Pipeline deﬁniﬁons should clearly
identify the type of exposure (e.g., committed eXposures that have not been accepted by the
borrow.er,.commitments accepted but not closed, and funded and unﬁmded commitments that
have closed but have not been distributed).

. Guidelines for conducting periodic portfolio stress tests (including pipeline exposures) orb '
sensitivity analyses to quantify the poteritial impact of changing economic/market conditions on
asset quality, earnings, liquidity, and capital. The sophistication of stress-testing practices and
sonsitivity analysis should be consistent with the size, complexity, and risk characteristics of the
leveraged loan portfolio. The leveraged portfolio also should bo included in any enterprise-wide
stress tests. |

. Total and segment leveraged finance exposures, including subordinated debt and equity
holdings, alongside establiohed limits. Reports should provide a de;céiled and comprehensive
view of globa1 exposure, including situations Where institutions havei:nd‘ir'ect exposure to an
obligor or are holding a previously sold posiﬁon as collateral or as a reference assetin a
c»lerivative.A

. Borrower/ oounterparty leveraged finance reporting should considor exposures booked in

other business units throughout the institution, including indirect exposure such as default swaps
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and total return sWaps naming the distributed paper as a covered or reference asset or collateral
exposure through repo transactions. Additionally, the institution should consider positions held
in available for sale or traded portfolios or through structured investment vehicles owned or

sponsored by the originating institution or its subsidiaries or affiliates.

RISK RATING LEVERAGED LOAN S

The Agencies have previously issued guidance on rating credit exposures and bredit rating
 systems, which applies to all credit t_ransactions, including thos_e in the leveraged lending

category.-9

- Risk rating léveraged loans invoives the use of realistic repayment assumptions to detérmine the
borrower’s ability to de—levér to a sustainable' levei Within a reasonable period of time. Ifthe .
projected capacity_ to pay down deBt from cash flow is nominal, .With reﬁnéncing'the only viable
. optfon, the cfedit ‘Wﬂl usually be criticizéd even if it has been recéntl_y underwritten. In cases
‘where leveraged loan fransactions have no reasonable or fealistic prbspects to de-levér, a
substandard classification is likely. Furthermore, -When .assessing debt se_rvice capécity,
e?ctehsiéns and restructures should be écrutinizéd to ensure t_hat they are not merely_masking'

Y

repayment capacity problems.

If the primary source of repayment becomes inadequate it would geﬁerally be inappropriate to

consider enterprise value as a secondary source unless that value is well supported. Evidence of

? FRB SR 98-25 “Sound Credit Risk Management and the Use of Internal Credit Risk Ratings at Large Banking
Organizations;” OCC Handbooks “Rating Credit Risk” and “Leveraged Lending;” FDIC Risk Management Manual -
of Examination Policies, “Loan Appraisal and Classification.” :
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weil-supiaorted value may include binding purchase and sale agfeements with qualified third
parties orvthrough valuations that fully consider the effect of the bOrroWer’s'distressed
circumstances and potential changés in business and market cénditions. For such bbrrov&ers,
when a portion of the loan may not be protected by pledged assets or a well-supported énterprise
value, examiners generally will rate that portion doubtful or loss and place the loan on

nonaccrual.

OTHER KEY RISK MANAGEMENT COMPONENTS

Credit Analysis:

Effective under‘writing and management of leveraged finance risk is highly dependent on the
quality of analysis emp_loyed. during the'approval process as well as ongoing monitoring.
Policies should address the need for a comprehensive assessment of financial, business, industry,

and management risks including, but not limited to, whether:

«  Cashflow analyseé rely on o‘verly‘ optimistic or unsubstantiated projections of sales,
mafgins, and merger and acquisition synergies.: |

. Liqﬁidity analyses include perfor_mance metfics apI.)ropriate' for the .bo;'rower’s industry,
predictability of the borrower’s cash flow, measﬁrement of the borrower’s operating cash needs, |
and ability to meet debt maturities. |

. Projections exhibit an adequate margin for unanticipated merger—related integration costs.

. Projections are stress tested for several downside scenarios, including a covenant breach.
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. Transactions are reviewed at least quarférly to determine variance from plan, the risk
implications thereof, and the; accuracy of risk r;iting's and accrual status. From inception, the

- credit file should contain a chronological rationale for and analysis of all substantive changes to
the borrowér’s operating plan and variance from expected financial performance. |

. | Enterprise and collateral valuations are derived or validated independently of the

origination function, are timely, and consider potential value erosion.

. Collgteral liquidation and asset sale estifnatés are conservative.

. Pdtential cbllateral shortfalls are identified and factored into risk rating and accrual
decisions.. ‘

. Contingency plans anticipate chaﬁging qonditions in debt or equity markets when

exposures rely on refinancing or the issuance of new equity.

. The borrower is adequately protected from interest rate and foreign exchange risk.

Problem Credit M_anagement '

~ Financial msﬁmtioﬁs should formulate individuél action plans whén Working with borrowers that
are experiencing diminished operating cash ﬂow.s, depreciated collateral values, or other
significant variance to plan. Weak initial underwriting of transaétions,coupled with poor
structure and.limited covenants, may _maké problem credit discussions and eventual

restructurings more difficult for lenders as well as result in less favorable outcomes.

Institutions should formulate credit policies that define expectations for the management of

‘adversely rated and other high-risk borrowers whose performance departs significantly from
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planned cash flows, asset sales, coliateral values, or other important targets. These policies .
should stress the need for Workout plans that contain quantifiable objectives and measureable |
time frames. Actions may include working with the borrower for an orderly resolution while
preserving the instittition’s interests,‘ sale of the credit in the secondary market, or liquidation.
Problem credits should be reviewed regularly for risk rating aceuracy, accrual status, recognition

of impairment through speciﬁc allocations, and charge-offs.

Deal Sponsors.

Institutions should develop guidelines for evaluating the qualifications of financial sponsors and
implement a process to regularly rnonitor performance. Deal snonsors may provide valuable
support to borrowers such as strategic planning, management, and other tangible and intangible
beneﬁts Sponsors may also prov1de a source of financial support for a borrower that fails to |
ach1eve proj jections. Institutions generally rate borrowers based on their analy31s of the
vbo'rrowers’ stancialone financial condition. Hovvever; lending institutions may consider support
from a sponsor in assi gning an internal risk rating when the institution can documentthe
sponsor’s history of demonstrated support as well as the economic incentive, 'capacity, and stated
intent to continne'to sur)p_ort the transaction. However, even with documented capacity and a
history of support, a sponsor’s potential contributions may not mitigate examiner criticism absent
. a documented commitment of contmued support An evaluation of a sponsor’s ﬁnan01al support

should include the followmg

e Sponsor’s historical performance in supporting its investments, financially and otherwise.
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. Sponsor’s economic incentive to support, including the nature and amount of capital

contributed at inception.

. Documentation of degree of support (e.g., guarantee, comfort letter, verbal assurance).
. Consideration of the sponsor’s contractual investment limitations.
. To the extent feasible, a periodic review of the sponsor’s financial statements and trends,

“and an analysis of its liquidity, including the ability to fund multiple deals.

. Consideration of the sponsor’s dividend and capital contribution practices.

« - Likelihood of supporting the borrower compared to other deals in the sponsor’s portfolio..
. Guidelines for evaluating the qualifications of financial sponsors and a process to

regularly monitor performance.

Credit Review

Institutions should have a strong and independent credit review function with a demonetrated
ab1l1ty to 1dent1fy portfoho risks and documented authonty to escalate inappropriate nsks and
other ﬁndmgs to senior management Due to the elevated risk 1nherent in leveraged finance, and
depending on the relative size of an institution’s leveraged finance business, it may be prudent -
fer thevinstitution’s credit review function to examine the leveraged portfolio more frequently
~ﬂ’l&1’l other segments, go into greater depth, and be more selective in identifying personnel to
assess the underlying transactions. Portfolio reviews should generally be COnducled at least

' annually. For many institutions, the riék characteri_stics' of the leveraged portfolio, such as high
reliance on enterprise value, concentrations, adverse risk. rating trends, or portfolio performance,

may dictate more frequent reviews. -
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Institutions should staff their internal credit review function appropriately and ensure thﬁt it has
sufficient resources to ensure timely; independent, and accurate assessments of leveraged finance
- transactions. Reviews should evaluate the level of risk and risk rating integrity, vaiuatién
methodologies, and the qﬁality of risk management. Internal éredit reviews also should
encompass areview of the institution’s 1everaged finance praqtices, policies and lpr()cedures' to

ensure that they are consistent with regulatory guidance.

Conflicts of Interest

Institutions should develop appropriaté policies to address and pre{fent potential conflicts of
interest. For example, a lender inay be reluctant to use an aggr_essivé collection strategy with a
problem borrower beéau_se of the potential impact on the value of the lender’s equity interest. A
lender may receive pressure to provide financial or othér privileged client information that could
beneﬁt an afﬁliafed eqﬁity investor. Such conflicts alﬁso Ihay occur where the uﬁderwriting bank
~ serves as financial advisor to the seller énd simultaneoiisly offers financing to multiple buyers
(i-e., stapled ﬁnanéing). Similarly, there may be conflicting interesfs between the ciifferent lines
of business §r b¢tWeen the institution and its affiliates. These and other situations may arise that
create conflicts of inte;est betwéen the insﬁtutiori and its customers. Policies should cleaﬂy |
define po»tentiafconf‘licts of interest, iden’cify éppropriate risk management controls and
procedures, enable employees‘ to repoﬁ potential conflicts of interest to management for action

without fear of retribution, and ensure compliance with applicable law. Further, management
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should establish reéponsibility for training employees on how to avoid conflicts of interest, as

well as provide for reporting, tracking, and resolution of any conflicts of interest that occur.

Anti-tving Regulations

Because leveraged finance transactions often involve a number ef types of _debt and several ba'r]k
products, institutions should ensure fhat their policies incorporate safeguards to prevent
violations of antl-tymg regulations. Section 106(b) of the BHC Act Amendments of 1970
prohibifs certain ferrns of product tying by banks and their affiliates. The intent behind section
106(b) is to prevent institutions from using their market power over certain products to obtain an

unfair competitive advantage in other products.

Reputational Risk

Leveraged finance transactions are often syndicated through the bank and institutional markets.

An institution’s apparent failure to meet its legal or fiduciary responsibilities in underwriting and

.distributing transactions can damage its reputation and impair its ability to compete. Similarly, -

institutions distributing transactions that over time have significantly higher default or loss rates

and p'erforménce issues may also see their reputation damaged in the markets.

Securities Laws
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Equity interests and certain debt instruments'used in leveraged finance transactions may
constitute “securities” for the purpbses of federal securities laws. When seéuﬁties are involved,
institutions should ensure comﬁliance with applicablé sécurities laws, including disclosure and
other regqlatory requiremenfs. Institutions should also establish procedures to appropriately
manage the internal dissemination of material nonpublic information about transactions in which

- it plays arole.

Compliance Function

The legal and regulatory issues raised by leveraged transactions are numerous and complex. To

“ensure that potential conflicts are avoided and laws and regulations are adhered to, an
independent compliance function should periodically review an institution’s leveraged' finance
activity. Additional information is available in the Agencies’ existing guidance on co_mpliancé

‘with laws and regulations.

CONCLUSION
Leveraged finance is an iniportant type of financing for the economy, and the banking industry

plays an integral role in making credit available and syndicating that credit to investors.

Institutions should ensure they do not heighten risks by originating péorly underwritten deals

that find their way into a wide variety of investment instruments. Therefore, it is important this
financing be provided to creditworthy borrowers in a safe and sound manner that is consistent

with this guidance.
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