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Overview

Loan market participants face myriad regulatory proposals
and new rules
Safeguarding Proposed Rulemaking
Conflicts of Interest in Securitizations Proposed Rulemaking
Private Fund Adviser Final Rules
Liquidity Risk Management Proposed Amendments

What does increased regulation mean for loan market
stakeholders?

ESG trends




The SEC’s Custody (aka “Safeguarding”) Rule

The SEC proposed a sweeping new “Safeguarding Rule” to replace the existing
Custody Rule

The Safeguarding Rule impacts all registered investment advisers (“RIAs”) and
poses a big challenge to RIAs with respect to loan assets.

Rlﬁs having discretion over clients’ cash or assets are deemed to have “custody”
and:

The adviser must maintain client assets with a “qualified custodian”
The qualified custodian must have “possession and control” of the client assets

The adviser must engage an auditor to undertake an annual surprise
examination of each fund

The adviser must enter into written aEreements with the qualified custodians
that include several safeguards that the adviser must “reasonably believe”

have been implemented and custodians must provide written “reasonable
assurances”

It is very unlikely that custodians will agree to give these assurances




The SEC’s Custody (aka “Safeguarding”) Rule (Cont.)

The Safeguarding Rule impacts all registered investment advisers (“RIAs”) and
poses a big challenge to RIAs with respect to loan assets.

Under the proposal, RIAs have “custody” over a client’s loan assets, but the current
loan settlement process does include a “qualified custodian” (as proposed)

If the RIA does not have “custody”, the RIA must engage an independent
accountant to verify each purchase, sale or transfer within one business day

LSTA’s Response: The Safeguarding Rule should recognize that the loan
settlement process protects clients from misappropriation — the objective of
the rulemaking - and that RIAs of loans should be exempted from the third-

party verification requirement




Prohibiting Conflicts of Interest in Securitizations
Proposed Rule

This rulemaking was originally proposed in 2011 and reproposed in 2023 to
implement Section 621 of Dodd-Frank to prevent the sale or sponsoring of ABS

designed to fail

Prohibits a “securitization participant” from directly or indirectly engaging in any
transaction that would result in a material “conflict of interest” between the

securitization participant and an investor
Limited exceptions (as defined in the proposal) for
risk-mitigating hedging activities
bona fide market-making activities
liquidity commitments

For one year after the closing of the sale of CLO notes, the CLO manager or CLO
arranger cannot have any cash or synthetic short position in the CLO notes OR
purchase or sell any instrument that could benefit from loss or decline in value of

the notes or the adverse performance of the asset pool.




Prohibiting Conflicts of Interest in Securitizations
Proposed Rule (Cont.)

Applies to all subsidiaries and affiliates of a CLO manager or arranger, both
domestic and foreign, and conflicts cannot be solved by information walls.

Parties cannot rely on “disclosure and consent” from investors, the classic
approach for managing conflicts

Underlying collateral (the loans) are actively traded and some trading activity
might be perceived as taking adverse positions in the “asset pool”.

Banks routinely sell loans into CLO warehouses, which might be construed as an
adverse position to the asset pool.

Trades in bank loan ETFs (in which there can be a short interest) and CLO ETFs are
not stru%tured as a bet against CLOs, but not clearly carved out of rulemaking as
proposed.

LSTA Response: Submitted two comment letters (with a final one in
development) emphasizing that CLOs are structured to succeed with embedded
protections against conflicts of interest and is clearly supporting SIFMA’s
efforts to offer a workable counterproposal for ABS.




The SEC’s Recently Adopted Private Fund Adviser Rules

Introduces requirements on fund reporting and disclosure and imposes certain restrictions on
adviser activities which will materially impact adviser-investor relationships

Applies to any fund formed in reliance on the 3(c)(1) and (7) exemptions in the Investment
Company Act (“private funds”)
Importantly, asset securitization funds are excluded from all but one of the rules
All registered advisers must at least annually review and document compliance reviews
in writing
All private credit funds are in scope (not open-end loan funds, loan ETFs or BDCs)

This rulemaking is part of the SEC’s pioneering effort to regulate private funds and relies on
guestionable statutory authority (Section 211(h))
LSTA and group of trade associations has sued the SEC over the PFA Rules

Section 211(h) is inappropriately relied on by SEC to propose other intrusive rules
(Outsourcing; Predictive Data Analytics)




The SEC’s Recently Adopted Private Fund Adviser Rules
(Cont.)

The PFA Rules require:
Preparation and delivery of quarterly statements (“Quarterly Statement Rule”)
Annual financial statement audits (“Audit Rule”)
Restrictions on:

entering into specified arrangements, including certain fee arrangements, unless certain conditions are met
(“Restricted Activities Rule”)

engaging in adviser-led secondary transactions unless they obtain a fairness or valuation opinion (“Adviser-led
Secondaries Rule”)

entering into tailored arrangements with investors regarding redemption and portfolio rights unless those
same arrangements are offered to all other investors

entering into any other tailored arrangements unless all other investors receive written notice (together, the
“Preferential Treatment Rule”).

Grandfathering for “legacy funds” is limited to the Restricted Activities Rule and Preferential
Treatment Rule; further limited practically




The SEC’s Liquidity Risk Management Proposed
Amendments

The SEC proposed revised Liquidity Risk Management Rules (LRM Rules”)
are part of its broader Swingpricing proposal

Designed to address the mismatch between the receipt of cash by funds from settlement and the
payment of redemptions

Would eliminate the “less liquid” classification of assets on which open-end
loan funds and loan ETFs rely

Adopted in the initial rulemaking in 2016 as a result of LSTA advocacy
As proposed, syndicated term loans would now be classified as “illiquid”

Open-end funds can only hold 15% illiquid assets, so existing open-end loan
funds and ETFs would no longer meet the statutory requirements

Despite loans’ extended settlement times, loan funds have never missed a
redemption, even in March 2020




The LSTA’s Response to the LRM Rule

The LSTA has proposed a required 10% “HLIM” (Highly Liquid Investment
Minimum) for open end loan funds and ETFs

The highest monthly redemption ever was only 13%

This proposal is made against a backdrop of robust liquidity tools
available to open-end funds

Liquidity lines are readily available and inexpensive
Standardizing contractual expedited settlement arrangements

Neither are to be required in final rulemaking, rather that SEC
recognizes them as legitimate liquidity tools




Expedited Settlement Arrangements (ESAs) as an Enhanced Tool
in the Liquidity Toolbox

LSTA has worked with the LSTA Board and the LRM Working Group to
develop a standard contractual ESA
Would be only available to open-end loan funds in order to meet redemptions

ESA is documented through ESA Agreement and pre-agreed Master Participation
Agreement entered into by dealer and adviser on behalf of in-scope funds

Leverages the ability to settle loan trades as participations to ensure that
loans traded subject to such an arrangement will be converted to cash by
T+3

Builds on current informal market practice

Defined universe of easy to settle loan trades
Recognizes the operational burden of participations
Settlement on electronic platforms mandatory




Lender Diversity and Secondary Market Liquidity Impacts
Borrowing Costs and Credit Availability

Institutional Lender Types and Market ¢ CLOs have a 70% market share in institutional loans —
Shares what if CLO demand shrinks, e.g., many CLOs existing

80.0% Lo their reinvestment periods
20.0% * The adoption of the LRM rule may trigger immediate

Loan Funds (mutual funds & redemptions

__60.0% ETFs) * Forced selling lowers secondary prices
= 50.0% * When secondary prices fall, secondary margins increase
k) - o . . . .
£ * Clearing margins on new issue loans increase (or loan
£ 40.0% . . — buyers would instead invest in secondary)
G Lot et el Treanee * |f the loan market suffers a disruption — if CLOs unable
L 30.0% , .
STt can’t buy or loan mutual funds must sell — this will impact
» KR .
20.0% : the cost of capital
* Conversely, if the secondary market remains liquid and
9 .
10.0% supply and demand are balanced, this supports lower cost
0.0% of capital for new loans
Qé\'), %\'p Qé\y Qé\ﬁo Q?‘o Qé(/\ Qé\gb %\9 @Q & Qé,g, * As we have demonstrated, regulatory pressures abound
R A A S A S A A A A A S for lenders which may impact borrowing costs

Source: Refinitiv, Morningstar/LSTA Loan Index




A Liquid, Robust Loan Market Supports Credit Availability
and Lower Borrowing Costs

Inclusion of appropriate transfer provisions in credit agreements that support

liguidity is an advantage to lenders and borrowers
Examples:
No notice or consent on participations
Participations are safety valve for loan trade settlement
Pre-approve dealers

Dealers often do not hold loans in inventory so they are not “Lenders” and transfers to
them must be approved by borrower

If dealers were preapproved, trades to dealers could settle quicker and by assignment
Make “Disqualified Institutions” (“DQ”) lists available to all lenders

Trading is hampered when lenders do not have access to the DQ list
LSTA’s Model Credit Agreement Provisions provide for 3 business days’ deemed consent
by borrower

10 business days is common and 15 business days also seen




ESG Considerations are Increasingly Important — and Fraught

2023 saw a marked increase in the

politicization of “ESG” in the U.S.

At the same time, advisers and their investors E SG mﬂ
face new regulations in the E.U. and the U.K.

designed to promote ESG INTEGRATED DISCLOSURE PROJECT
SEC has proposed new rules around climate

disclosure for public companies and ESG
disclosure for funds and RIAs

Investors are making more sophisticated and
insistent demands for information on portfolio
investments

Improving the quality and comparability of
ESG information on borrowers should be a
market priority




Q&A

Questions?
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