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HOT TOPICS FOR CREDIT FUND MANAGERS

FUND STRUCTURING FOR INSURANCE 
COMPANY INVESTORS: RATED NOTE  
FEEDER FUNDS

Credit fund managers typically organize their funds in a 
manner designed to address the tax or other structuring 
needs of particular types of investors. This is often 
achieved by offering one or more “feeder funds” through 
which investors may invest indirectly in the main fund. A 
new type of product that has become increasingly popular 
with insurance company investors is a rated note feeder 
fund (a “note feeder”).

The primary difference between a note feeder and a tradi‑
tional feeder fund is that a note feeder issues debt (in the 
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form of notes) in addition to, or instead of, equity (in the 
form of limited partner or membership interests), whereas 
most feeders issue only equity interests.1 Insurance com‑
panies are required to hold large pools of assets in order 
to be able to pay claims and other future liabilities. Reg‑
ulators impose on insurance companies risk‑based capital 
requirements pursuant to which investments in rated debt 
instruments typically receive more favorable regulatory 
treatment than investments directly in equity. Very gener‑
ally, the repayment protections that exist in a debt structure 
provide regulators comfort that debt is a safer investment 
than equity for insurance companies to invest premiums in 
until they need to pay out claims. Involving rating agencies 
to review the structure and cash flows of, and provide a 
rating on, that debt adds a further level of comfort.

STRUCTURAL CONSIDERATIONS
FEEDER FUND VS. PARALLEL FUND. A note feeder is 
a single feeder fund in an overall larger fund structure 
where, typically, most investors hold only equity inter‑
ests. Managing the main fund’s investments in a manner 
designed to achieve or maintain a certain minimum rating 
from a rating agency (the process for which is discussed 
below) can be problematic vis‑à‑vis the manager’s fidu‑
ciary duties to equity‑only investors. Non‑insurance 
investors in the fund are typically not subject to the same 
risk‑based capital requirements as insurance companies 
and therefore have little or no interest in the fund main‑
taining a rating. For this reason, in lieu of creating a note 
feeder, a manager may create a parallel fund for insurance 
companies, which allows it to manage both funds to the 
needs of each type of investor. Creating a parallel fund, 
however, is generally more costly and time consuming 
than creating a note feeder. As a result, many managers 
prefer to use note feeders and will disclaim in the feeder 
documents any responsibility for maintaining a particular 
credit rating for the note feeder’s debt.

DEBT-TO-EQUITY RATIO. The debt‑to‑equity ratio, along 
with other investment terms like the interest rate and repay‑

ment terms of the notes and the nature of the underlying 
investments in the main fund, factors into how a rating 
agency will rate the notes. As noted above, debt receives 
more favorable treatment under risk‑based capital require‑
ments, so insurance companies typically prefer that their 
investment in a credit fund be comprised of a much larger 
portion of debt than equity (e.g., 90% debt/10% equity 
or 80% debt/20% equity).2 However, rating agencies typi‑
cally require that a certain “cushion” of equity be available 
to absorb any losses on the underlying investments before 
payments on the rated debt will be affected. As a result, 
for investment portfolios that are seen as being riskier than 
average, the applicable rating agency may require a higher 
proportion of equity than described above.

INTEREST ON THE NOTES. Unlike traditional notes, which 
typically include strict payment terms, notes issued by a 
note feeder generally have more flexibility on payments 
in order to work within the overall fund structure. It can 
surprise investors to learn, for example, that there often 
are no regular cash pay interest payments. Interest is often 
paid in kind until the fund manager decides to distribute 
proceeds from the main fund to investors, or if income 
distributions from the main fund are insufficient to make 
cash interest payments on the notes.

PRINCIPAL REPAYMENT AND MATURITY DATE. Principal 
repayment terms, likewise, are often bespoke to the par‑
ticular needs of the fund manager and its relationship with 
investors. In certain structures, repayments are made in the 
exact same debt‑to‑equity ratio as the investor’s initial com‑
mitment. Some structures have separate investment periods 
and repayment periods, where repayment of the notes does 
not begin until after the end of the investment period. Still 
other structures have even more flexibility, where all pro‑
ceeds from the main fund are applied to the equity interests 
until maturity of the notes. There is also often flexibility in 
extending or shortening the initial maturity of the notes, 
which allows their maturity date to align with extensions 
or reductions of the term of the main fund.

2

1. Most note feeders issue a single class of debt and a class of equity. However, certain note feeders are structured with two or more classes of debt (senior and subordinated), with the equity interests carrying little 
economic value. The approach taken depends on investor preferences.   2. For note feeders with two classes of debt, the analogous breakdown would be 80%-90% senior notes and 10%-20% subordinated notes.
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TAX ASPECTS. Another consideration when structur‑
ing the terms of the feeder notes is whether they will be 
treated as debt or equity for U.S. federal income tax pur‑
poses. Although the notes are intended to constitute debt 
for purposes of an insurance company’s regulatory capital 
requirements, they may nonetheless be treated as equity 
for U.S. tax purposes. While the characterization of an 
instrument as debt or equity for such purposes is often not 
entirely clear, a reporting position must be adopted based 
on a review of all relevant facts and circumstances, includ‑
ing payment priorities, debt‑to‑equity ratio of the issuer, 
term of the instrument and ability of the issuer to make 
payments in kind. Treatment of a feeder note as debt versus 
equity for tax purposes can have a number of different 
impacts on a holder of the notes as well as holders of the 
limited partner or membership interests in the feeder. For 
example, deduction limitations may apply to interest that 
accrues on the notes where they are treated as debt for U.S. 
federal income tax purposes that would not apply if the 
notes are treated as equity. For non‑U.S. investors holding 
notes, the rules for determining the timing and amount of 
interest income inclusions can vary significantly depending 
on the status of the notes as debt or equity.

RATINGS PROCESS
Each of the structural considerations described above will 
factor into the rating of a note feeder’s debt issued by a 
rating agency. To initiate the ratings process, the fund 
manager should approach the applicable rating agency or 
agencies with a term sheet describing the proposed terms of 
the notes and the overall fund structure. The agencies will 
typically request a sample portfolio of investments for the 
main fund and any predecessor funds, and will ask ques‑
tions about the repayment terms of the notes and the pro‑
tections available to the noteholders. Some fund managers 
will create multiple tranches of notes, understanding that 
some of the notes will receive a higher rating than others 
(with subordinated notes potentially not being rated at all).

The ratings process is often an iterative one, with the 
applicable rating agency reviewing and providing com‑
ments on multiple drafts of the note documents, and 

for managers setting up their first note feeder, the entire 
process may take two months or longer. At the end of the 
process, the agencies issue a closing rating. Some investors 
will request that the fund manager commit to maintaining 
a particular minimum rating or to annually updating the 
rating. As noted above, a manager should be careful not 
to honor any such requests if they would conflict with the 
manager’s fiduciary duties to the fund and its investors as 
a whole. Managers should also ensure that the expenses 
associated with the ratings process, such as rating agency 
and counsel fees, are borne solely by the investors in the 
note feeder and not by the other investors in the fund.

OPERATIONAL CONSIDERATIONS
DOCUMENTATION. The documents for a note feeder are 
not significantly different than those for any “standard” 
feeder fund and typically include standard documents 
such as an operating agreement, a subscription agree‑
ment, and an offering memorandum or supplement. The 
operating agreement and subscription agreement resem‑
ble those for any standard feeder fund, but with targeted 
changes to reflect the note structure. The offering mem‑
orandum of the main fund is typically provided to note 
feeder investors along with a separate supplement that 
contains risk and conflict disclosure targeted to the note 
feeder, such as the risk of the ratings not being main‑
tained during the life of the product.

ROPES & GRAY has developed a library 

of resources relating to note feeders, 

including the following model documents 

for a rated note feeder fund:

n    Limited Partnership Agreement

n    Note Purchase Agreement

n    Private Placement Memorandum

n    Subscription Agreement
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The one document unique to the note feeder is a note 
purchase agreement pursuant to which the notes are 
issued. A typical note purchase agreement includes the 
mechanics for the issuance to the investors of notes and 
for the funding of advances under the notes (which are 
the functional equivalent of capital calls on an equity 
commitment). It also contains representations, warran‑
ties, covenants and events of default that are typical for 
debt structures.  

CREDIT FACILITIES. Managers face an additional challenge 
implementing a note feeder if there is a subscription 
facility in place for the main fund. Subscription facility 
lenders are used to dealing with feeder funds, but given 
that note feeders are a relatively new product, managers 
should be prepared to explain the debt structure to the 
lender early on in the process to ensure that any note 
commitment will be counted toward the borrowing 
base under the facility. Lenders’ primary concern is 
whether they will be able to step into the shoes of the 
note feeder’s general partner/managing member and call 
on both the debt and the equity commitments of the 
investors, including in the event that the note feeder files 
for bankruptcy.

RISK RETENTION REGULATIONS. Since note feeders have 
certain similarities to structured products like collat‑
eralized loan obligations (“CLOs”), managers should 
consult with counsel to confirm whether their note 
feeders could be subject to the U.S. risk retention rules, 
which under certain circumstances could require an 
affiliate of the note feeder to hold 5% of its securities. 
While most note feeders are structured in such a way 
that the U.S. risk retention rules do not apply, the rules 
are sufficiently nuanced such that legal advice is recom‑
mended in order to avoid any surprises on this front. 
If European or Japanese insurance companies plan to 
invest in the feeder, counsel should also be consulted 
to confirm whether the EU or Japanese risk retention 
regulations could be applicable.

EVOLVING INSURANCE REGULATORY LANDSCAPE
While note feeders currently address the risk‑based capital 
needs of insurance company investors, insurance regulators 
are actively looking at these structures. For example, earlier 
this year, a working group of the National Association of 
Insurance Commissioners (“NAIC”) released for public 
comment a proposal to define whether a particular investment 
is a “bond” eligible to be considered as debt for purposes of 
applicable risk‑based capital requirements.3 Among other 
things, the proposal describes an interest in a private equity 
fund “whereby each investor is required to make 75% of its 
investment in the form of an unsecured debt investment and 
25% in the form of an equity interest” as an example of an 
investment that, despite its legal form, would not meet the pro‑
posed “bond” definition. Fund managers can develop—and 
have developed—products designed to address the concerns 
set forth in the NAIC working group’s proposal, notwith‑
standing that the proposal has not been adopted as of the date 
of this article. Because regulators may in the future take the 
position that, in certain forms, notes issued by a note feeder 
do not provide an economic interest sufficiently different from 
equity, managers implementing a note feeder should incor‑
porate in the fund documents the flexibility to revise terms 
or collapse the structure if the regulatory landscape changes.

—By Patricia Lynch, Jason Kolman,  
Jay Milkes and Chelsea Childs
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FOR MORE INFORMATION related to rated 

note feeder funds, please refer to the following 

Ropes & Gray thought leadership piece:

n  Rated Note Feeder Structures (Podcast), June 7, 2021 

– Jason Kolman, Patricia Lynch

3. NAIC Statutory Accounting Principles (E) Working Group, Proposed Bond Definition (May 20, 2021), available at https://content.naic.org/sites/default/files/inline-files/Draft%20Bond%20Definition%20-%205-20-
21%20Exposure_0.docx.

https://www.ropesgray.com/en/newsroom/podcasts/2021/June/Podcast-Rated-Note-Feeder-Structures?NK=rated%20note
https://content.naic.org/sites/default/files/inline-files/Draft%20Bond%20Definition%20-%205-20-21%20Exposure_0.docx
https://content.naic.org/sites/default/files/inline-files/Draft%20Bond%20Definition%20-%205-20-21%20Exposure_0.docx
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with the reference rate used by swaps and hedges made 
up of those same loans. However, in the process of creat‑
ing a concept loan agreement using SOFR Compounded 
in Arrears, it became clear to the ARRC that an arrears 
calculation would be more challenging for loans due to 
intra‑period fluctuations in principal. The next version 
of fallback language for loans, which was published by 
the ARRC in June 2020, switched SOFR Compounded 
in Arrears to Daily Simple SOFR. The obvious question 
that this created was how much “daylight” there would 
be between the interest calculations of loans and that of 
swaps and hedges made up of those loans. There was no 
quick or clear answer to this question. Daily Simple SOFR 
also left borrowers without the ability to lock in an inter‑
est rate at the beginning of each interest period.

On March 5, 2021, there was a coordinated series of 
announcements made by the Federal Reserve, the Finan‑
cial Conduct Authority (the administration that regulates 
LIBOR in the United Kingdom) and other regulatory bodies 
confirming the impending cessation of LIBOR and clarify‑
ing its timing. The announcements bifurcated the timing of 
LIBOR cessation to allow legacy contracts an additional 18 
months to phase out USD LIBOR. The announcements also 
stressed, however, the importance of moving away from 
LIBOR as soon as possible, and stated that by the middle 
of 2021 (and in any event by December 31, 2021), all con‑
tracts, existing and new, should either be written using a 

TRENDS IN SUBSCRIPTION FACILITIES

Subscription facilities are an important tool for sponsors to 
manage the liquidity of their private credit funds, either on 
a permanent basis or for the purpose of bridging the period 
until sponsors can build a portfolio to support an asset‑
backed credit line. Although subscription facility terms have 
largely remained constant over the past decade, including 
during the COVID‑19 pandemic, several interesting develop‑
ments have nonetheless occurred in this space over the past 
year. In this article, we examine a few of these developments. 

LIBOR TRANSITION
The global transition away from LIBOR took a major step 
forward at the end of July when the Federal Reserve Board’s 
Alternative Reference Rates Committee (the “ARRC”) 
endorsed a forward‑looking term version of the Secured 
Overnight Funding Rate (“SOFR”) for parties to use in 
place of LIBOR. Since 2018, when the ARRC established 
SOFR as the presumptive replacement rate for LIBOR, 
market participants in various asset classes have struggled 
to find the best version of SOFR for their respective prod‑
ucts while simultaneously trying to reconcile the use of 
different versions of SOFR in assets that are separate but 
connected. Loan market participants, especially borrow‑
ers, were focused on replacing LIBOR with another term 
rate that would allow them to lock in a known‑in‑advance 
interest rate for a set interest period. As an overnight rate, 
SOFR was not yet available as a forward‑looking indicative 
term rate, which was problematic for the loan markets. 

The derivatives market, on the other hand, handily 
adopted SOFR Compounded in Arrears to replace LIBOR. 
SOFR Compounded in Arrears is a version of SOFR that 
is calculated only after an interest period has ended. In the 
original ARRC‑suggested LIBOR replacement language 
(termed “fallback language”) published in April 2019, 
loans were also expected to use SOFR Compounded in 
Arrears in the absence of a forward‑looking term rate. It 
was important to align the reference rate used by loans 

Going forward, loan market par ticipants 
should now have the option of a forward-
look ing Term SOFR rate that operates quite 
similarly to the way LIBOR does now, which 
should greatly ease the loan market’s  
transition off of LIBOR. 
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reference rate other than LIBOR or include the “hardwired” 
version of the ARRC’s fallback language. The hardwired 
language provides for contracts to switch from LIBOR to a 
new reference rate without a lengthy consent process, with 
a number of possible options for the replacement rate being 
listed in order of preference and Term SOFR being at the 
top of that list. When one of a number of triggering events 
occurs, the parties to the contract are expected to select the 
first replacement rate in the list that is available.1

At that point in time, different segments of the loan 
market had progressed in the move away from LIBOR 
to various degrees. While no loans had been written 
on SOFR, many agreements did include hardwired lan‑
guage, albeit in various formulations. After the March 5 
announcement, many loan market participants became 
more vocal about the need for a forward‑looking term 
rate to replace LIBOR. Bloomberg and others published 
forward‑looking “credit sensitive rates” that parties 
could use, and the Loan Syndicated Trading Association 
(“LSTA”) published a rider to the ARRC’s hardwired lan‑
guage providing for incorporation of those credit sensitive 
rates as an alternative to LIBOR. Regulators, however, 
publicly criticized the credit sensitive rates as having 
similar vulnerabilities to LIBOR, since they include a sub‑
jective measure as part of their calculation. At the same 

time, an independent derivatives marketplace called the 
CME Group launched its version of a forward‑looking 
version of SOFR (“Term SOFR”). Faced with the prospect 
of the loan markets adopting those credit sensitive rates 
en masse, the ARRC redoubled its efforts to endorse Term 
SOFR. On July 26, 2021, the regulators launched “SOFR 
First,” which is an initiative for switching trading conven‑
tions in the inter‑dealer derivative markets from LIBOR to 
SOFR for USD linear interest rate swaps, cross currency 
swaps, non‑linear derivatives and exchange‑traded deriv‑
atives. The impact of that successful initiative has been 
to reduce market reliance on LIBOR and expand the use 
of SOFR. Since the calculation of Term SOFR is based 
on SOFR futures trading, the increase in SOFR volume 
has also had the effect of reinforcing Term SOFR. Two 
days after the beginning of the SOFR First initiative, the 
ARRC formally recommended use of Term SOFR for 
loans. Term SOFR was also approved for use in end‑us‑
er‑facing derivatives intended to hedge cash products that 
use Term SOFR, in order to help address the “daylight” 
issue described above, and derivative market participants 
are currently discussing how to amend the standard doc‑
umentation used for hedging. The LSTA has since distrib‑
uted a concept credit agreement reflecting the adoption of 
Term SOFR, which the loan market is considering. Going 
forward, loan market participants should now have the 
option of a forward‑looking Term SOFR rate that oper‑
ates quite similarly to the way LIBOR does now, which 
should greatly ease the loan market’s transition off of 
LIBOR. The timing and details of that transition can be 
expected to unfold quickly in the coming months. 

ESG-LINKED SUBSCRIPTION FACILITIES
The past year has also seen an uptick in the inclusion 
of environmental, social and governance (ESG)‑linked 
features in debt instruments, including in subscription 
facilities obtained by private investment funds. Notably, 
in the United States, KKR obtained a use‑of‑proceeds 
subscription facility for its Global Impact Fund in June 
2020; The Carlyle Group obtained a $4.1 billion ESG‑

6

The past year has also seen an uptick 
in the inclusion of environmental, social and 
governance (ESG)-linked features in debt 
instruments, including in subscription facilities 
obtained by private investment funds.  

1. The March 5 announcement also set the cessation date for non-USD LIBOR to December 31, 2021. As a consequence, we have recently seen multicurrency loans being issued based on alternative rates, such as 
Euribor or SONIA. 
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linked subscription facility in February that tied the 
interest rate to board diversity goals; and in March, 
Ropes & Gray attorneys advised AlpInvest on what we 
believe is the first ESG‑linked subscription facility for a 
fund‑of‑funds borrower. 

While “green loans,” whose use of proceeds is tied to envi‑
ronmentally friendly purposes, are familiar in investment 
grade corporate loans, sustainability‑linked loans (“SLLs”) 
provide a new ESG‑friendly structure that is accessible to a 
wider array of borrowers. Unlike green loans, the proceeds 
under an SLL can be used for any purpose agreed among 
the borrowers and lenders. Instead, the interest margin is 
adjusted up or down based on the borrower’s achievement 
of or failure to identify sustainability performance targets, 
or “SPTs.” These are measured by reference to one or 
(usually) multiple pre‑selected key performance indicators, 
or “KPIs.” Each SPT is tied to a certain number of basis 
points, and the interest rate margin is adjusted upward or 
downward accordingly depending on whether that SPT is 
met whenever it is tested, which is usually on an annual 
basis. While SLLs result in additional reporting on the 
part of the borrower, ESG‑related provisions generally do 
not create any additional default risk; the only penalty for 
failing to meet an SPT, or for failing to deliver any related 
reporting, is an upward pricing adjustment. 

SPTs and KPIs are selected by the borrower and a sustain‑
ability coordinator, which is usually a member of the lender 
group with ESG‑related expertise. Many frameworks cur‑
rently exist to guide the selection of SPTs and KPIs, includ‑
ing the Sustainability Linked Loan Principles promulgated 
by the Loan Syndication and Trading Association, the 
United Nations Principles for Responsible Investment, and 
more topic‑specific standards, such as the Task Force on 
Climate‑Related Financial Disclosures, to name a few. As a 
result, while the market is eventually expected to converge 
around a widely adopted framework, there is currently 
no market standard used in selecting these targets and 
metrics. Instead, they are often tailored to the particular 
borrower, taking into account the ambition of a proposed 
SPT, the borrower’s ESG‑related goals and its industry. 

Common SPTs include reducing greenhouse gas emissions, 
reducing workplace injuries and increasing board diver‑
sity, though they may also be more bespoke, as in the case 
of bonds issued by a manufacturer of wood‑based prod‑
ucts involved in increasing its use of recycled wood. 

The escalating number of sustainability‑linked loans 
reflects the growing importance of ESG to market par‑
ticipants of all kinds, not least private investment funds 
and their investors. For example, in 2019, the Institu‑
tional Limited Partners Association (“ILPA”) included 
an entire section related to ESG policies and reporting 
in its ILPA Principles 3.0, which, among other things, 
suggests that GPs should provide investors with disclo‑
sures relating to ESG factors and maintain and periodi‑
cally update an ESG policy. Beyond that, many LPs now 
require LPA provisions or side letters encouraging or 
requiring funds to consider ESG factors in their invest‑
ments. SLLs provide a new way for funds to respond 
to those investor demands and potentially benefit from 
lower pricing while doing so.

FRAUD IN SUBSCRIPTION FACILITIES
Earlier this year, two well‑known banks filed separate 
lawsuits against the founder and CEO of JES Global 
Capital, alleging that they had provided approximately 
$150 million under subscription facilities on the basis of 
forged subscription documents and other records relat‑
ing to the formation of a private investment fund. Those 

The escalating number of 
sustainability-linked loans reflects the 
growing importance of ESG to market 
par ticipants of all kinds, not least private 
investment funds and their investors.
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banks have since received judgments of nearly $135 
million against the founder, who has also been indicted 
on criminal charges and could face decades behind bars. 

Ropes & Gray finance attorneys recently reached out to 
several banks that frequently provide subscription facilities 
to our clients to discuss how the banks are responding to 
the case. Based on those conversations, while the case may 
have caused some alarm among lenders, it appears unlikely 
that the terms of subscription facilities will become more 
onerous or less attractive because of the JES Global case.

While lenders across the board have mentioned an increased 
focus on investor diligence, they generally reported making 
a distinction between large fund managers with long track 
records of successfully raising and managing funds and 
small managers raising a first‑time fund or those with a 
narrow investor base. The former group, mainly upper‑mid‑
dle‑market and large‑cap fund managers who generally 
have longstanding relationships with banks, should not see 
any major change in the process of obtaining and negotiat‑
ing subscription facilities as a result of the JES Global case. 

On the other hand, smaller managers, particularly those 
without a history of obtaining subscription facilities or 
established relationships in the industry, may face some 
additional headwinds when they want to obtain these facil‑
ities for the first time. Banks considering lending to these 
new entrants may require more diligence than they normally 
would, including investor letters from the anchor or other 
significant investors. In those cases, banks may want the 
letter sent directly by the investor to the bank, rather than 
by the manager or its counsel, to minimize the risk of fraud. 
Lenders may also want to speak to investors directly to 
confirm their commitments, and some place a high value on 
in‑person diligence and will want to meet the new manager 
in person at the manager’s main office to look for any red 
flags. Another measure available to lenders is to require that 
the fund’s bank accounts into which capital contributions 
are funded be maintained with the lender rather than a 
third‑party bank. This creates an additional point of contact 
between the fund and the bank, increasing the chance that 

the bank will be able to spot any discrepancies or failures by 
investors to fund their capital contributions.

Overall, good client selection remains the best safeguard for 
lenders. Fortunately, that means that even if new entrants 
might need to jump through a few additional hoops during the 
diligence process, the JES Global case is unlikely to change the 
basic commercial nature of subscription facilities or their avail‑
ability, particularly with respect to well‑established players.

—By Patricia Lynch, Patricia Teixeira,  
Jill Kalish Levy and Courtney Mitchell
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FOR MORE INFORMATION on  

subscription facilities related to credit 

funds, please refer to the following  

Ropes & Gray thought leadership pieces:

n   Fraud in the Subscription Facility Market: Lenders’ 

Response (Podcast), August 11, 2021  

– Steven Rutkovsky and Patricia Teixeira

n  LIBOR Update: Term SOFR Now Available (Alert), 

August 10, 2021

n  LIBOR Cessation Update (Podcast), May 6, 2021 – 

Alyson Gal, Milap Patel and Jill Kalish Levy  

n   Fraud in the Subscription Facility Market: Will 

Anything Change? (Podcast), April 13, 2021  

– Patricia Lynch and Patricia Teixeira

n   LIBOR Transition Update: Publication of Most LIBOR 

Settings to Cease by End of 2021 (Alert),  

March 10, 2021 

n   Transitioning from LIBOR to SOFR (Alert),  

October 5, 2020  

https://www.ropesgray.com/en/newsroom/podcasts/2021/August/Podcast-Fraud-Subscription-Facility-Market-Lenders-Response
https://www.ropesgray.com/en/newsroom/podcasts/2021/August/Podcast-Fraud-Subscription-Facility-Market-Lenders-Response
https://www.ropesgray.com/en/newsroom/alerts/2021/August/LIBOR-Update-Term-SOFR-Now-Available
https://www.ropesgray.com/en/newsroom/podcasts/2021/May/Podcast-LIBOR-Cessation-Update
https://www.ropesgray.com/en/newsroom/podcasts/2021/April/Podcast-Fraud-Subscription-Facility-Market-Will-Anything-Change
https://www.ropesgray.com/en/newsroom/podcasts/2021/April/Podcast-Fraud-Subscription-Facility-Market-Will-Anything-Change
https://www.ropesgray.com/en/newsroom/alerts/2021/March/LIBOR-Transition-Update-Publication-of-Most-LIBOR-Settings-to-Cease-by-End-of-2021
https://www.ropesgray.com/en/newsroom/alerts/2021/March/LIBOR-Transition-Update-Publication-of-Most-LIBOR-Settings-to-Cease-by-End-of-2021
https://www.ropesgray.com/en/newsroom/alerts/2020/10/Transitioning-from-LIBOR-to-SOFR
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value (“NAV”) or the BDC obtains shareholder approval 
to issue shares at less than NAV. Because they are listed 
on an exchange, there are no state securities law (“blue 
sky”) requirements to consider. One potential drawback 
of listed BDCs is that the IPO process can be costly and 
time consuming relative to private placements. Listed 
BDCs must also hold annual shareholder meetings and 
must comply with the applicable listing standards of the 
exchange on which their shares are traded. In addition, 
because listed BDCs often trade at a discount to their 
NAV, it may be difficult to raise equity capital when 
needed or desired.

NON-TRADED BDCS. Shares are registered for public 
sale with the SEC on Form N‑2, but are not listed on 
an exchange. Non‑traded BDCs typically offer liquidity 
through periodic (often quarterly) tender offers at NAV 
for up to a certain percentage (often 5%) of the BDC’s 
outstanding shares. An advantage of non‑traded BDCs 
relative to listed BDCs is that non‑traded BDCs do not 

experience the same volatility in the price of their shares 
and do not trade at a discount to NAV. A disadvantage 
to shareholders of non‑traded BDCs is that they offer less 
liquidity than listed BDCs and may not be able to raise 
capital as readily. In addition, private BDCs must comply 
with blue sky requirements of every state, which can be 
costly and time consuming.

CONSIDERATIONS FOR BDC STRUCTURES

Many credit fund managers find business development 
companies (“BDCs”) an attractive vehicle through which 
to offer their investment strategies on a private placement 
basis or, if publicly offered, to retail investors. BDCs were 
created in 1980 to facilitate private equity‑ or venture 
capital‑style investing in compliance with the Investment 
Company Act of 1940 (the “Investment Company Act”). 
The goal of BDC regulation is to encourage the flow of 
capital to small and mid‑sized U.S. businesses, subject 
to the investor protections of the Investment Company 
Act. BDCs are required to invest 70% of their assets1 in 
debt (secured or unsecured, and of any priority) or equity 
securities of “eligible portfolio companies”—generally 
U.S.‑based operating companies whose securities are 
either privately held or that have less than $250 million 
in market capitalization. The regulation of BDCs gives 
rise to a number of considerations that managers should 
understand before launching their first BDC.

TYPES OF BDCS
A manager considering launching a BDC must decide 
which type of BDC best suits its goals in light of its dis‑
tribution plans and how it intends to provide liquidity to 
investors. The list below provides a brief overview of the 
different types of BDCs and the principal distribution and 
liquidity considerations for each.

LISTED BDCS. Shares are registered for public sale with 
the Securities and Exchange Commission (“SEC”) on 
Form N‑2 in an initial public offering (“IPO”) and pub‑
licly traded on an exchange thereafter. Listed BDCs 
have an indefinite lifespan and offer immediate liquidity 
through transactions on the exchange without chang‑
ing the capitalization of the BDC. Listed BDCs are 
also able to raise additional capital, including through 
at‑the‑market offerings and overnight offerings, pro‑
vided that shares are offered at or above their net asset 

9

A manager considering launching  
a BDC must decide which type of BDC best 
suits its goals in light of its dis tribution 
plans and how it intends to provide liquidity 
to investors. 

1. Including, among other things, cash government securities and high-quality debt securities maturing within one year.
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 PRIVATE BDCS. A class of equity securities is registered with 
the SEC on Form 10, and the BDC sells its securities in private 
placements, rather than in public offerings, often only to insti‑
tutional investors. In many cases, the BDC structure is used 
instead of a typical limited partnership structure because of 
the tax advantages associated with “regulated investment 
company” status under the Internal Revenue Code. Unlike 
listed and non‑traded BDCs, private BDCs typically use the 
same type of offering documents as traditional private funds, 
including a private placement memorandum and subscription 
agreement. Also like traditional private funds, private BDCs 
have the ability to call capital from investors as investment 
opportunities arise. The registration process using Form 10 is 
often shorter than the process using Form N‑2, as registration 
statements on Form 10 become automatically effective 60 days 
after filing. Private BDCs are available only to investors that 
meet the accreditation and sophistication requirements typical 
of a private fund, and therefore are not intended to provide 
broad access to the retail investor market. Private BDCs typi‑
cally offer no liquidity (although some conduct periodic tender 
offers) and have a short lifespan relative to listed and non‑
traded BDCs (typically 5–7 years). As long as a private BDC is 
offered only to accredited investors, the blue sky requirements 
are limited to filing Form D with the SEC and the states.

PRIVATE-TO-PUBLIC BDCS. Private‑to‑public BDCs initially 
offer shares in private placements, like private BDCs, with the 
stated goal of the BDC conducting an IPO in the future (typi‑
cally within 5–7 years) or otherwise liquidating. This structure 
offers the advantage of a private BDC in that the registration 
and offering process is typically shorter and simpler than for 
listed BDCs, but the future IPO offers an attractive liquidity 
event and broad access to the retail investor market in the 
future. It may, however, create uncertainty and potential con‑
flicts of interest around the future decision to conduct an IPO.

BDC REGULATIONS
A BDC is a closed‑end investment company that has elected 
to be regulated as a BDC pursuant to Section 54 of the 

Investment Company Act.2 Even if a BDC’s shares are not 
publicly offered or listed on an exchange, the BDC is subject 
to provisions of the Investment Company Act and its shares 
must also be registered under Section 12 of the Securities 
Exchange Act of 1934 (the “Exchange Act”). As such, BDCs 
are subject to the following requirements, among others:

n  An independent board, requiring periodic board meet‑
ings (typically at least quarterly), preparation of board 
meeting minutes and at least annual disclosure regarding 
factors the board considered in approving the continu‑
ance of the BDC’s management agreement (which must 
be approved annually and is subject to termination on 
not more than 60 days’ notice) and compensation to 
independent directors;

n  An audit committee that satisfies the requirements of 
Rule 10A‑3 under the Exchange Act;3

n  A chief compliance officer who maintains compliance poli‑
cies and procedures (including a code of ethics) and reports 
directly to the board, including conducting an annual 
review and report on the BDC’s compliance program;

n  Public filings, including on Forms 10‑Q, 10‑K and 8‑K, 
proxy statements and disclosure of portfolio holdings; 

2. Section 54 generally provides that a closed-end investment company may elect to be subject to those sections of the Investment Company Act that apply to BDCs (Sections 55 through 65) by filing a notification 
with the SEC.   3. Among other requirements, Rule 10A-3 sets forth standards for the independence of audit committee members and requires the audit committee to establish procedures addressing the receipt 
and treatment of “whistleblower” complaints.

Unlike listed and non-traded BDCs, 
private BDCs typically use the same type  
of offer ing documents as traditional private 
funds, including a private placement 
memorandum and subscription agree ment. 
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n  Compliance with Section 16 of the Exchange Act by the 
BDC’s directors and officers (i.e., reporting of purchases 
and sales of BDC equity securities and disgorgement of 
short‑swing profits to the BDC); and

n  SEC review of the BDC’s registration statement.

LEVERAGE RESTRICTIONS
BDCs must also comply with the Investment Company 
Act’s limitations on the use of leverage. As applied to 
BDCs, Section 18 of the Investment Company Act gen‑
erally makes it unlawful for a BDC to “issue any class of 
senior security” (i.e., incur indebtedness having priority 
over any other class of security as to distribution of assets 
or payment of dividends) unless it has “asset coverage” 
(i.e., a ratio of total assets to senior securities) of at least 
150% (not more than a 2‑to‑1 ratio of senior securities 
to net assets).4 The BDC must disclose its asset coverage 
ratio in public filings.

AFFILIATED TRANSACTIONS LIMITATIONS
The Investment Company Act also limits the ability of 
“affiliated persons”5 of a BDC, and affiliated persons of 
such persons, from engaging in certain transactions with 
the investment company. Section 57 of the Investment 
Company Act distinguishes between “close affiliates”—
with whom certain transactions are prohibited absent 
exemptive relief from the SEC—and “remote affiliates”—
with whom transactions are permitted subject to approval 
of the BDC’s board of directors.6 Together, Section 57(a) 
and Rule 17d‑1 under the Investment Company Act gen‑
erally prohibit close affiliates of a BDC from participating 
in any “joint enterprise,” including participating in co‑in‑
vestment transactions in portfolio companies, with the 
BDC (or a company controlled by such BDC) absent an 
SEC exemptive order. Most credit fund managers advis‑

ing a BDC seek exemptive relief from the SEC to permit 
co‑investment transactions. While such relief is relatively 
routine, it can take several months to obtain, and longer 
for applicants that require novel relief.

CONCLUSION
In determining whether a BDC might be an attractive 
vehicle, credit managers should consider expected costs 
and timelines; their target investor base; the needs and 
expectations of those investors; and the manager’s ability 
and willingness to comply with the governance, registra‑
tion and public disclosure requirements discussed above.

—By Mike Doherty, Brian McCabe,  
Paul Tropp and Chelsea Childs

4. The Small Business Credit Availability Act, enacted in March 2018, amended Section 61(a) of the Investment Company Act and changed the minimum asset coverage requirement for a BDC from 200% to 150%, 
effectively doubling the amount of leverage that a BDC may employ. The 150% asset coverage ratio is subject to the BDC’s compliance with certain conditions set forth in Section 61 of the Investment Company Act, 
including board or shareholder approval (which could be the initial shareholder) of the asset coverage ratio. If the BDC does not comply with such conditions, it must maintain an asset coverage of at least 200% 
(or a 1-to-1 ratio of total assets to senior securities).   5. Under the Investment Company Act, an “affiliated person” of another person means (a) any person directly or indirectly owning, controlling or holding with 
power to vote 5% or more of the outstanding voting securities of such other person; (b) any person 5% or more of whose outstanding voting securities are directly or indirectly owned, controlled or held with power to 
vote by such other person; (c) any person directly or indirectly controlling, controlled by or under common control with such other person; (d) any officer, director, partner, copartner or employee of such other person; 
(e) if such other person is an investment company, any investment adviser thereof or any member of an advisory board thereof; and (f) if such other person is an unincorporated investment company not having a 
board of directors, the depositor thereof.   6. Persons described in Section 57(b) of the Investment Company Act are “close affiliates,” and persons described in Section 57(e) are “remote affiliates.”

FOR MORE INFORMATION related to BDCs, 

please refer to the following Ropes & Gray 

thought leadership pieces:

n  Ropes & Gray’s Investment Management Update 

April – May 2021 (Alert), June 9, 2021  

n  Ropes & Gray’s Investment Management Update 

October–November 2020 (Alert),  

December 11, 2020

n  BDCs and New Fund of Funds Arrangements (Alert), 

October 23, 2020

https://www.ropesgray.com/en/newsroom/alerts/2021/June/Ropes-Grays-Investment-Management-Update-April-May-2021
https://www.ropesgray.com/en/newsroom/alerts/2021/June/Ropes-Grays-Investment-Management-Update-April-May-2021
https://www.ropesgray.com/en/newsroom/alerts/2020/12/Ropes-Grays-Investment-Management-Update-October-November-2020
https://www.ropesgray.com/en/newsroom/alerts/2020/12/Ropes-Grays-Investment-Management-Update-October-November-2020
https://www.ropesgray.com/en/newsroom/alerts/2020/10/BDCs-and-New-Fund-of-Funds-Arrangements


12HOT TOPICS FOR CREDIT FUND MANAGERS

HOT TOPICS FOR CREDIT FUND MANAGERS

DEVELOPMENTS IN EUROPEAN RESTRUC-
TURING REGIMES: HOW DOES EUROPE 
SHAPE UP AGAINST THE UNITED STATES?

In the United States, and in the restructurings of many 
large international businesses, Chapter 11 is a popular tool 
to facilitate a court‑supervised restructuring. However, in 
Europe, there is no one‑size‑fits‑all restructuring regime. 
Each European country has different restructuring pro‑
cesses. Historically,1 the United Kingdom has been the 
most significant jurisdiction for restructurings in Europe 
given the preeminence of the English restructuring pro‑
cesses, notably the scheme of arrangement, and because 
many European financing documents are governed by 
English law (where not governed by U.S. law). Recent legal 
reforms have introduced significant changes to the Euro‑
pean restructuring landscape, notably important updates 
to the English restructuring toolkit and the adoption of 
new or amended restructuring mechanisms in the EU.

RESTRUCTURING TRENDS IN THE UNITED KINGDOM
In June 2020, the Corporate Insolvency and Governance 
Act (“CIGA”) was introduced, bringing in three new 
pre‑insolvency tools (summarized below). CIGA had 
been expected by the U.K. restructuring community for a 
number of years, but the global pandemic led to the accel‑
eration of the parliamentary approval process, resulting 
in these tools becoming available sooner than anticipated. 
CIGA introduced a number of changes aimed at ensur‑
ing England & Wales remains a preeminent restructuring 
hub, while providing companies struggling to survive the 
pandemic with some much‑needed flexibility. 

The first new tool is the introduction of a stand‑alone mor‑
atorium, which aims to facilitate the rescue of a business as 
a going concern and/or a restructuring by providing a dis‑
tressed but viable company with breathing space from credi‑
tor action. It is a free‑standing process, overseen by a licensed 

insolvency practitioner, that results in an initial 20‑busi‑
ness‑day standstill on certain creditor actions (extendable up 
to a year, subject to certain creditor and court consents). The 
moratorium has not yet been widely used, in part likely due 
to significant exceptions to its use. In particular, the mor‑
atorium is not available for companies that are party to a 
capital markets arrangement.2 This is a major difference as 
compared with Chapter 11, where the moratorium imposed 
by the automatic stay is indefinite and broad in scope.

The second change is an expansion of the prohibition 
on the exercise of ipso facto clauses, with such clauses 
otherwise permitting a supplier to terminate a contract 
upon the insolvency of the relevant counterparty. New 
provisions in CIGA broaden the scope of the prohibition 
beyond essential supplies (i.e., electricity, gas, water, com‑
munications and IT services) to include all contracts for 
the supply of goods and services, with the objective of 
ensuring continuity of supplies for distressed businesses 
and facilitating continuity of operations.

The third and most significant change is the introduc‑
tion of a new pre‑insolvency tool known as the Part 26A 
restructuring plan. This is very similar to the existing 
scheme of arrangement, which is a company law tool 
that allows a company to impose an arrangement or com‑

Recent legal reforms have introduced 
significant changes to the European 
restructuring land scape, notably important 
updates to the English restruc turing toolkit 
and the adoption of new or amended 
restructuring mechanisms in the EU. 

1. For more on how European restructuring regimes have operated historically, please listen to our podcast on this topic: https://www.ropesgray.com/en/newsroom/podcasts/2021/March/Podcast-Recent-Develop-
ments-in-European-Restructuring-Regimes   2. For example, the moratorium is not available to companies with bond debt in excess of a de minimis threshold of £10m.

https://www.ropesgray.com/en/newsroom/podcasts/2021/March/Podcast-Recent-Developments-in-European-Restructuring-Regimes
https://www.ropesgray.com/en/newsroom/podcasts/2021/March/Podcast-Recent-Developments-in-European-Restructuring-Regimes
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promise on its shareholders or its creditors (or a class of 
them), subject to approval by a requisite majority and 
the English court. The consent threshold for a scheme of 
arrangement is 75% by value and greater than 50% of 
those voting, within each class. Non‑English companies 
can access both the scheme of arrangement and Part 26A 
restructuring plan processes by demonstrating “sufficient 
connection” with the jurisdiction. This can be achieved 
in a number of ways, most commonly by compromising 
English law debt (or amending the governing law of debt 
to English law), the accession of an English co‑borrower 
or co‑issuer, or moving the “center of main interests” of 
a company to England. The requirements to implement 
a Part 26A restructuring plan are similar to a scheme of 
arrangement, subject to three key differences:

1. Consent is required by only 75% by value. 

2.  Dissenting classes may be crammed down by the other 
classes, provided that: 

a.  if the restructuring plan were sanctioned, no member 
of the dissenting class would be any worse off than 
they would be in the likely alternative scenario should 
the plan not proceed (usually an English insolvency 
process such as administration or liquidation); and 

b.  one class voting to support the plan would either (a) 
receive a payment under the Part 26A restructuring 
plan or (b) have a genuine economic interest in the 
context of the likely alternative scenario should the 
plan not proceed.

3.  A company must be likely to experience financial diffi‑
culties, but not be insolvent.

The Part 26A restructuring plan has proved to be a 
popular restructuring tool since being introduced last 
year. Early examples of its use include Virgin Atlantic3 
and Pizza Express,4 both implemented in 2020, and  

DeepOcean5 and Hurricane Energy,6 both commenced in 
2021. The DeepOcean plan provides the first example of 
cross‑class cram‑down being sanctioned by the court. In 
DeepOcean, the plan encompassed three group subsidiar‑
ies and was proposed to facilitate the restructuring and 
solvent wind down of the subsidiaries in order to provide 
a better return to creditors than an insolvency. One class 

of creditors of one subsidiary, DeepOcean Subsea Cables 
Ltd., voted 64.6% in support of the plan, which is below 
the 75% threshold required. All other creditor classes 
voted in favor of the plan. Mr. Justice Trower approved 
the plan and the cram‑down of the sole dissenting class on 
the basis that “no member of the dissenting class would 
be any worse off” and indeed that “each of them would 
clearly be better off”7 than in an insolvency of the Deep‑
Ocean group. Case law is continuing to evolve, with Hur‑
ricane Energy recently becoming the first (and as at the 
time of writing, the only) Part 26A restructuring plan not 
to be approved by the English court. In Hurricane Energy, 
the company proposed a plan for the bondholders to take 
control of the company through a debt‑to‑equity swap, 
which would have resulted in the bondholders receiving 
95%, and the existing shareholders 5%, of the post‑re‑
structuring equity. The company used a restructuring 
plan in the hope of utilizing the cram‑down mechanics on 
the existing shareholders. The shareholders opposed the 

It is clear that the Part 26A restructuring 
plan is already proving popular with 
companies both in the United Kingdom  
and elsewhere as a means to restructure. 

3. Re Virgin Atlantic Airways Ltd [2020] EWHC 2376 (Ch).   4. Re PizzaExpress Financing 2 plc [2020] EWHC 2873 (Ch).   5. Re DeepOcean 1 UK Ltd and others [2021] EWHC 138 (Ch).    
6. Re Hurricane Energy plc [2021] EWHC 1418 (Ch), para 125/126.   7. Re DeepOcean 1 UK Ltd and others [2021] EWHC 138 (Ch).   
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plan, including through a formal challenge presented in 
court by one key institutional investor. The court agreed 
with the objecting shareholder, determining that there 
was a reasonable prospect of the company being able to 
continue to trade and to repay its bond debt in due course 
and, therefore, that there was a reasonable likelihood 
for shareholders to achieve a greater return than the 5% 
equity distribution provided under the plan. This finding 
was enough to “refute the contention that the sharehold-
ers will be no better off under the relevant alternative than 
under the Plan.”8 

While the Hurricane Energy decision reflects the uncer‑
tainty in implementing a restructuring despite the objec‑
tion of a class of stakeholders, it is clear that the Part 
26A restructuring plan is already proving popular with 
companies both in the United Kingdom and elsewhere 
as a means to restructure. We expect this popularity to 
continue to grow over the months and years ahead, espe‑
cially as outcomes should become more predictable as the 
English court and restructuring practitioners gain famil‑
iarity with what remains a relatively new process.

RESTRUCTURING TRENDS IN EUROPE
On January 1, 2021, the Netherlands and Germany intro‑
duced their new pre‑insolvency tools, popularly referred 
to as the “Dutch Scheme” and “German Scheme,” respec‑
tively. Each is a “debtor‑in‑possession” process with light‑
touch court oversight. The Dutch and German schemes 
are both flexible tools that allow the company to amend 
the rights of all creditors and shareholders. Both pro‑
cesses have cherry‑picked aspects of Chapter 11 and the 
English scheme of arrangement. They are broadly similar 
in how they operate to the new Part 26A restructuring 
plan, but with (a) lighter touch court involvement and (b) 
the option of a temporary moratorium. Unlike the Part 
26A restructuring plan, the Dutch and German schemes 
have also applied the absolute priority rule to cram‑down 
mechanics, albeit that the absolute priority rule is in a 
more relaxed form than is typically seen in the U.S. bank‑
ruptcy proceedings. 

ROPES & GRAY has a dedicated credit funds  
team drawn from multiple practices and  
industry groups.  

As part of our credit funds service offerings, we 

provide a number of knowledge management tools 

to address fund managers’ questions and concerns 

regarding topics such as fund structuring, formation, 

transactions, and regulatory and compliance 

issues. We have developed and continue to develop 

proprietary databases of fund terms that give us 

unparalleled access to market and industry insights 

at a granular level.

OUR PODCAST SERIES has addressed 

topics on recent issues relating to credit 

funds, such as Treaty Structures, 1940 

Act Interval Funds, Withholding Tax of European 

Investments, LIBOR Transition and more. To access 

our credit funds podcasts, please visit ropesgray.

com/credit-funds-podcasts.

WE PUBLISH in-depth surveys of 100 senior-level 

credit fund managers on their concerns and outlook 

for the credit sector. We conduct these surveys in 

partnership with the financial publication Debtwire.

WE BOAST a database of more than 3,500 private 

funds.

WE HAVE FORMS, models and precedents across the 

credit fund universe, from rated note structures to 

treaty funds to risk retention vehicles and everything 

in between.

WE OFFER a CLE training program focused on credit 

fund issues.

8. Re Hurricane Energy plc [2021] EWHC 1418 (Ch), para 125/126.

http://ropesgray.com/credit-funds-podcasts.
http://ropesgray.com/credit-funds-podcasts.
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The Dutch and German schemes are amongst the first 
of similar tools or reforms that will be introduced by 
each EU member state. The EU introduced a directive 
in 20199 aimed at reducing the likelihood of formal 
insolvency proceedings across the EU. As a result, each 
EU member state is introducing or amending their own 
pre‑insolvency tools in accordance with the directive 
(i.e., flexible debtor‑in‑possession processes with light‑
touch court involvement and cross‑class cram‑down 
mechanics10). Once introduced, restructurings across 
Europe will, for the first time, have a common minimum 
standard. However, there will still be differences across 
jurisdictions, and the popularity of each jurisdiction’s 
restructuring tools remains to be seen.

—By Matt Czyzyk, Alyson Gal, Matt Roose, Natalie 
Raine and Natalie Blanc

FOR FURTHER INFORMATION on business 

restructuring related to credit funds, 

please refer to the following Ropes & Gray 

thought leadership pieces:

n  Recent Developments in European Restructuring 

Regimes (Podcast), March 26, 2021 – Matt Czyzyk, 

Alyson Gal and Natalie Raine

n    COVID-19: Credit Funds: Fundraising and 

Restructuring in the Pandemic Environment: U.S. v. 

Europe (Podcast), August 20, 2020 – Tom Alabaster, 

Matt Czyzyk, Jason Kolman and Matt Roose

9. Directive (EU) 2019/1023 on preventive restructuring frameworks, on discharge of debt and disqualifications, and on procedures concerning restructuring, insolvency and discharge of debt.   10. Article 34 
(Transposition) of the Directive (EU) 2019/1023 requires that Member States adopt and publish the laws, regulations and administrative provisions necessary to comply with the Directive by 17 July 2021, with a 
maximum extension of one year for Member States that encounter particular difficulties in implementing the Directive.    11. Absolute priority rule governs order of payment. Senior classes must be paid in full ahead 
of junior classes and/or shareholders.   12. Dutch Twist: may depart from Absolute Priority Rule provided that (a) at least one in the money class accepts the plan; (b) there are reasonable grounds for deviation, and 
the plan is fair and reasonable and not detrimental to rejecting class; and (c) the rejecting class that would have been in the money on liquidation offered cash-out (secured creditors and/or creditors providing new 
money are not eligible for the cash-out option).   13. Ipso facto clauses are provisions in an agreement that permit its termination due to the bankruptcy, insolvency or financial condition of a party. 

CHAPTER 11
PART 26A 
RESTRUCTURING PLAN DUTCH SCHEME GERMAN SCHEME

Basis for jurisdiction Asset in the United States Sufficient connection COMI (public); sufficient 
connection (non-public)

COMI

Debtor-in-possession Yes Yes Yes Yes

Court involvement Heavy Medium Light Light (level optional)

Cross-class cram-down Yes Yes Yes Yes

Absolute priority rule11 Yes No Yes (Dutch twist)12 Relaxed

Moratorium Yes Limited Yes Yes (max. 8 months)

Threshold for 
commencement: (likely 
to) experience financial 
difficulties

No Yes Yes Yes (imminent illiquidity, i.e., 
overwhelming risk of becoming 
illiquid within 24 months)

Effect of process on 
contracts

May reject contracts; 
prohibition on enforcing ipso 
facto clause13 

CIGA has introduced a 
prohibition on enforcing 
ipso facto clauses in supply 
contracts

May amend or terminate 
contracts; prohibition on 
enforcing ipso facto clauses

Prohibition on enforcing ipso 
facto clauses

Cross-border recognition No; foreign subsidiaries 
of a company typically file 
concurrent proceedings

Private International Law / 
U.S. Chapter 15

Insolvency Regulation (public); 
Private International Law / 
U.S. Chapter 15 (non-public)

Insolvency Regulation (public); 
Private International Law / 
U.S. Chapter 15 (non-public)

https://www.ropesgray.com/en/newsroom/podcasts/2021/March/Podcast-Recent-Developments-in-European-Restructuring-Regimes
https://www.ropesgray.com/en/newsroom/podcasts/2021/March/Podcast-Recent-Developments-in-European-Restructuring-Regimes
https://www.ropesgray.com/en/newsroom/podcasts/2020/August/Podcast-COVID-19-Credit-Funds-Fundraising-and-Restructuring-Pandemic-Environment-US-v-Europe
https://www.ropesgray.com/en/newsroom/podcasts/2020/August/Podcast-COVID-19-Credit-Funds-Fundraising-and-Restructuring-Pandemic-Environment-US-v-Europe
https://www.ropesgray.com/en/newsroom/podcasts/2020/August/Podcast-COVID-19-Credit-Funds-Fundraising-and-Restructuring-Pandemic-Environment-US-v-Europe
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TRADING LOANS WHILE IN POSSESSION OF 
POTENTIAL MNPI: A SURVEY OF PRACTICES

Market practices concerning the trading of bank loans while 
in possession of potential material non‑public information 
(“MNPI”) can be highly variable. This diversity of practice 
is likely a reflection of the uncertain legal landscape regard‑
ing the classification of bank loans, including whether they 
should be treated as “securities” for purposes of the federal 
securities laws, the willingness of certain parties to accept 
more risk and the underlying nature of how a firm came 
to trade in bank loans. While the SEC has never brought a 
case for insider trading in bank loans, there is no question 
that the SEC has taken an increasingly broad view of what 
qualifies as a security. And although no court has ever held 
that syndicated term loans are securities, this remains an 
actively litigated issue among private litigants seeking to 
impose securities law‑based liability on parties. Addition‑
ally, we find in our practice that it is common to receive 
questions from clients regarding the need to consider trade 
restrictions for bank loans related to potential MNPI.

Given this environment, Ropes & Gray conducted a 
survey of representative fund clients regarding practices in 
loan trading. The goal was to ascertain when fund manag‑
ers permit trading in bank loans, and under what circum‑
stances they permit trading while in possession of MNPI, 
so that we can help clients understand current market 
practices and assess where they fall on the risk spectrum. 

Generally, the survey results demonstrate that outside of 
the Loan Syndication and Trading Association (“LSTA”) 
process, most firms do not rely on the notion that bank 
loans are not securities (i.e., by and large, they act as if 
bank loans might be considered securities outside of 
trading under the LSTA procedures).1

As you might expect, most firms restrict trading in other 
assets after they “check private” through the LSTA process, 

because participation in such a process contemplates the 
receipt of MNPI about an issuer. And almost all firms halt 
trading in bank loans when they come into possession of 
potential MNPI under an implicit or explicit non‑disclo‑
sure agreement (“NDA”) about an issuer outside of the 
LSTA process. What the survey reflects is a difference in 
whether this halt is automatic upon signing of an NDA 
or based on an evaluation of the facts and circumstances. 

The diversity in approaches may reflect the degree to 
which the fund manager has historically focused on private 
transactions versus public transactions. The results suggest 
that private equity‑oriented firms are more risk tolerant 
when determining whether to restrict trading in other 
issuer assets upon checking private in the LSTA process or 
whether to permit trading in bank loans after signing an 
NDA outside of the LSTA process, whereas other types of 
firms are more risk averse. The results also demonstrate 
that large firms take a more conservative approach com‑
pared to small or mid‑sized firms. This is likely because 
these firms have a broader platform, which carries with 
it additional risk and the need for additional procedures.

I. BACKGROUND 
 
Scope of Survey
Ropes & Gray’s survey focused on trading in three types 
of bank loans: bank loan assignments, bank loan par‑
ticipations, and derivatives of bank loan assignments or 

Outside of the Loan Syndication  
and Trading Association (“LSTA”)  
process, most firms do not rely on the 
notion that bank loans are not securities. 

1. The Loan Market Association (“LMA”) establishes market practice for the primary and secondary syndicated loan markets in Europe, the Middle East and Africa. Like the LSTA, the LMA provides standard 
documentation for trading in bank loans and market guidelines.
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participations. Clients tend to trade more often in loan 
participations and loan derivatives than in loan assign‑
ments. Clients also generally rely on the LSTA procedures.

The Legal Landscape
Under section 2 (1) of the 1933 Act, “unless the context 
otherwise requires,” a “security” is any “note, stock . . . 
bond, debenture, evidence of indebtedness . . . investment 
contract . . . or any certificate of interest or participation 
in . . . any of the foregoing.”2 

In Reves v. Ernst & Young, the Supreme Court adopted a 
“family resemblance” test to assess whether a note should 
be treated as a “security.”3 Under the “family resem‑
blance” test, a note is presumptively a security unless the 
litigant can rebut this presumption by showing that a note 
bears a strong resemblance to an instrument on a judi‑
cially created list of exceptions or can convince the court 
to add a new instrument to the list. 

In 1992, two years after Reves, the Second Circuit held 
in Banco Espanol de Credito v. Security Pacific National 
Bank that certain loan participations did not qualify as 
securities under the Reves “family resemblance” test.4 
Notably, the SEC submitted an amicus brief arguing that 
the loan participations were securities.5 While the SEC 
recognized that “traditional loan participations have gen‑
erally been held not to be securities,”6 it argued that the 
loan participations at issue were distinguishable from tra‑
ditional loan participations in part because participants 
had no opportunity to obtain confidential information 
regarding the borrower’s creditworthiness.7 

The plaintiffs petitioned for a rehearing, which was sup‑
ported by the SEC. Although the Second Circuit denied 
the petition, it emphasized that its holding was limited 

“to the loan participations as marketed in this case” and 
cautioned 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.”8 

Just last year, the U.S. District Court for the Southern Dis‑
trict of New York held that certain syndicated term loans 
were not securities under the Reves test.9 The court held 
that some aspects of the Reves analysis weighed in favor of 
finding that the loans were not securities, while others—in 
particular, the parties’ motivations—were inconclusive.10 

II. SURVEY METHODOLOGY 

Ropes & Gray lawyers interviewed 24 fund manager 
clients, varying in the amounts and types of assets under 
management, regarding their compliance policies and 
procedures with respect to trading in bank loans. In each 
interview, Ropes sought background information about 
each client and presented three hypothetical loan trading 
scenarios that would demonstrate how the client would 
trade bank loans depending on the types of confidential 
information it possessed. 

In an effort to capture a comprehensive snapshot of the 
market, survey participants included fund managers 
whose complexity and assets under management pre‑
sented different trading risks. Eight of the clients inter‑
viewed held less than $20 billion in regulatory assets 
under management (“RAUM”), 11 held between $20 
and $100 billion in RAUM, and five held more than 
$100 billion in RAUM. Six clients were credit/fixed 
income oriented, three were hedge fund oriented, four 
were private equity oriented, and 11 others were consid‑
ered multistrategy.

2. 15 U.S.C. § 77b(1). Although the statutory definition of a security under the 1933 Act differs slightly from the statutory definition of a security under the 1934 Act, the two definitions are functionally 
equivalent. See United Hous. Found., Inc. v. Forman, 421 U.S. 837, 847 n.12 (1975) (definitions are synonymous for the acts’ coverage); Tcherepnin v. Knight, 389 U.S. 332, 336, 342 (1967) (definitions 
virtually identical).    3. 494 U.S. 56, 63-65 (1990).    4. 973 F.2d 51, 55 (2d Cir. 1992).    5. Brief of the Securities and Exchange Commission, Amicus Curiae, Banco Espanol, 973 F.2d 51 (Nos. 91-7563, 
91-7571), 1992 WL 12667357, at *15.    6. Id. at *14.    7. Id. at *4, 15, 43. The SEC observed that in traditional loan participations, which are not securities, “participants generally have the opportunity to 
engage in one-to-one negotiation with the lead lender and in some cases with the borrower, the ability to inspect all documents available to the lead lender, and the time to do their own detailed inspection of 
the borrower.” Id. at *43.    8. Banco Espanol, 973 F.2d at 56.    9. Kirschner as Tr. of Millennium Lender Claim Tr. v. JPMorgan Chase Bank, N.A., No. 17 CIV. 6334 (PGG), 2020 WL 2614765, at *10 (S.D.N.Y. May 
22, 2020).    10. Id. at *7-10.
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III. RESULTS 

Scenario 1: “Checking Private” and Trading in Bank 
Loans of a Public Company (or a Private Company with 
Publicly Traded Debt) Through the LSTA/LMA Process 

MAJORITY PRACTICE: When a fund manager “checks private” 
and trades in the bank loans of a public company (or a private 
company with publicly traded debt) through the LSTA/LMA 
process, it then automatically restricts trading in other assets 
of the company.11 Approximately 70% of clients who “check 
private” and receive confidential information about a company 
through the LSTA/LMA process automatically restrict trading 
of all other assets of the issuer. Two respondents—one small 
firm and one mid‑sized firm—noted that while the bonds and 
equities of the issuer would generally get added to the restricted 
list, trading in these securities would be permitted if the trader 
received approval from a senior legal or compliance official at 
the firm, such as the chief compliance officer. 

Those firms that automatically place issuers on the 
restricted list range in size from small to medium to large. 
All of the large firms surveyed automatically place the 
issuer’s assets on the restricted list. Slightly more than half 
of all the mid‑sized and small firms automatically place 
the issuer’s assets on the restricted list. 

Among credit‑oriented firms, approximately 80% auto‑
matically place the issuer’s assets on the restricted list. 
Among hedge fund‑oriented firms, two‑thirds automati‑
cally place the issuer’s assets on the restricted list, while 
only half of the private equity‑oriented firms do so. 
Approximately 70% of the multistrategy firms automati‑
cally place the issuer’s assets on the restricted list.   

MINORITY PRACTICE: When a fund manager “checks private” 
and trades in the bank loans of a public company (or a private 
company with publicly traded debt) through the LSTA/LMA 
process, it conducts a case-by-case analysis before deciding 
whether to restrict trading in other assets of the company. 

A minority of firms (approximately 20%) take a case‑by‑
case approach to trading in other assets when they “check 
private.” Some firms mentioned that they would discuss a 
potential trade with counsel, compare the trade against analo‑
gous trades they had made in the past, or consider the amount 
of debt or equity the firm holds in the issuing company. 

Others indicated that the firm would conduct an analysis as 
to whether the information they are receiving via the LSTA 
process is actually MNPI. One firm reported that it would 
only restrict trading in an issuer’s other assets if it determined 
that the information it held was very clearly MNPI.

All of the firms that indicated that they used a case‑by‑
case approach were small to medium‑sized firms; no firm 
with assets in excess of $100 billion reported that they 
used a case‑by‑case approach. Of the credit‑oriented 
firms, approximately 20% take a case‑by‑case approach, 
while no hedge fund‑oriented firms do. Of the private 
equity‑oriented firms, half take a case‑by‑case approach, 
while approximately 30% of the multistrategy firms do.

MINORITY PRACTICE: One hedge fund reported that it did 
not automatically restrict trading in the issuer’s other 
assets when it “checks private.” Instead, this firm would 
add the issuers to a gray list, where trading in the issuer 
may still be permitted in certain circumstances. Then, it 

11. LSTA/LMA guidance suggests that loan market participants should have appropriate internal policies and procedures in place to prevent trading in securities while in possession of MNPI that may be con-
tained in information obtained pursuant to the “check private” process. These procedures include information barriers, trading restrictions (such as restricted or watch lists) or other information control tools.

Approximately 70% of clients who 
“check private” and receive confiden tial 
information about a company through the 
LSTA/LMA process automatically restrict 
trading of all other assets of the issuer. 
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would evaluate whether it has MNPI and, if so, it would 
put the issuer on the restricted list. It will not permit 
trading in bonds or equity without an extensive process. 
This firm reported that it does not consider bank loans 
to be securities as a matter of law and therefore does not 
find that there is a material risk of insider trading when in 
possession of confidential information. 

When trading in bank loans, firms are generally cau-
tious when checking private. The responses to Scenario 1 
demonstrate that firms are generally cautious when they 
“check private” and generally do not rely entirely on the 
presumption that bank loans are not securities. Large 

firms are more likely than small or mid‑sized firms to take 
a conservative approach to trading in an issuing compa‑
ny’s securities. Private equity firms were the least likely 
to automatically place the issuer’s assets on the restricted 
list, while credit‑oriented firms were the most likely.

Scenario 2: “Checking Private” and Trading While in Pos-
session of Confidential Information Obtained Outside of 
the LSTA/LMA Process

MAJORITY PRACTICE: When a fund manager is in possession 
of confidential information obtained outside of the LSTA/
LMA process—for example, information received through an 
NDA or through participation on a creditors’ committee—it 
then conducts a case-by-case analysis to determine whether to 
restrict trading in bank loans. A majority of firms— approxi‑

mately 70%—consider trading restrictions on bank loans on 
a case‑by‑case basis, depending on many of the same factors 
as noted in Scenario 1. If these firms determine that they have 
MNPI, then they restrict trading in the bank loans, with some 
firms doing this automatically upon signing of an NDA. The 
firms who consider the facts and circumstances ranged in size 
from small to large. Approximately 40% of the large firms take 
a case‑by‑case approach, while approximately 80% of mid‑
sized firms and 75% of small firms do. Two‑thirds of credit‑ori‑
ented firms take a case‑by‑case approach, while all of the hedge 
fund‑ and private equity‑oriented firms do. Approximately half 
of all multistrategy firms use a case‑by‑case approach. 

Firms often cited the following factors when determining 
whether to permit trading in bank loans (we note that 
several of these factors relate to counterparty risk versus 
potential insider trading concerns):

n  Potential information asymmetry: Many firms consider 
whether there is an information asymmetry between them 
and the counterparty. If the other trading party knew the 
information as well, then the firms were more likely to 
authorize trading in the issuer. The firms generally con‑
templated trades of this sort as being among sophisticated 
parties. Illustrating this point, one firm quipped: “We’re 
not going to sell it to a grandmother in tennis shoes.”

n  “Big boy” letters: Some firms reported that they had or would 
use a big boy letter when trading with other large institutions. 

n  Nature of information: A handful of firms based their 
analysis entirely on the nature of the information received, 
and would not restrict trading in bank loans if they deter‑
mined they did not actually possess MNPI—for example, 
if the information they had received became stale.

n  “Blow-out event”: A few firms noted that they periodi‑
cally received unscheduled disclosures from other lenders 
and would consider making similar disclosures to the 
syndicate to create a form of cleansing event. Although 
this would not impact the risk of an enforcement action, 
this process does minimize counterparty risk.

Large firms are more likely than  
small or mid-sized firms to take a  
conservative approach to trading in  
an issuing compa ny’s securities. 
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n  Creditors’ committee: One firm’s analysis for this sce‑
nario turned on whether the firm participated on a cred‑
itors’ committee. If the firm participated on a creditors’ 
committee, then it would not trade in the issuer’s bank 
loans without a big boy letter. But if it did not partici‑
pate on the issuer’s creditors’ committee, then it would 
continue to trade in the issuer’s bank loans.

MINORITY PRACTICE: When a fund manager is in posses-
sion of confidential information obtained outside of the 
LSTA/LMA process—for example, information received 
through an NDA or through participation on a creditors’ 
committee—it automatically restricts trading in bank 
loans. Still, a substantial minority of firms (25%) auto‑
matically decide not to trade bank loans in Scenario 2. 
The firms that would automatically restrict ranged in size 
from small to large. Of the large firms, approximately 
40% automatically restrict trading in bank loans, com‑
pared to approximately 20% of mid‑sized firms and 25% 
of small firms. Of the credit‑oriented firms, one‑third 
automatically restrict, while none of the hedge fund‑ or 
private equity‑oriented firms do. Of the multistrategy 
firms, approximately 40% automatically restrict.

These firms take a more conservative approach and seek 
to minimize regulatory and counterparty risk when they 
receive information outside of the LSTA/LMA process. 
Despite the uncertainty of whether the SEC would try 
to classify bank loans as securities, these firms prefer to 
avoid the risk of an insider trading investigation related to 
loan trading. Again, firms of varying sizes took this more 
conservative approach.

MINORITY PRACTICE: One large multistrategy firm said that 
if it received information from the issuer outside of the LSTA 
process that the issuer wanted to restructure, for example, then 
the firm would identify the individuals who cover the issuer on 
the public side and put them behind a temporary information 
barrier. This allows the public side to continue to trade.

Overall, large firms are slightly more likely to automat‑
ically restrict trading in bank loans. Private equity‑ and 

hedge fund‑oriented firms are generally less likely than 
credit‑oriented or multistrategy firms to automatically 
restrict trading in bank loans. The results indicate that 
firms are generally more willing to trade when in posses‑
sion of confidential information that the trading counter‑
party also possesses or when the information is not MNPI, 
but many still perceive this scenario as too risky to permit 
loan trading.

None of the firms had a bright‑line rule permitting contin‑
ued trading in bank loans. Even the most aggressive firm 
would only allow trading in loans after conducting a case‑
by‑case analysis.

Scenario 3: Trading in Bank Loans Issued by a Portfolio 
Company

MAJORITY PRACTICE: A majority of firms permit trading in 
bank loans issued by a portfolio company under certain 
circumstances. The majority of firms—approximately 
87%—permitted trading in bank loans issued by a firm 
portfolio company, subject to certain considerations that 
included the following:

n  Board member: Some firms permit trading in the bank 
loans issued by one of their portfolio companies gener‑
ally, but will put the issuer on the restricted list auto‑
matically if the firm has a board seat or board nominee.

Firms are generally more willing to 
trade when in posses sion of confidential 
information that the trading coun terparty 
also possesses or when the information is 
not MNPI. 
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n  Size of the stake: Some firms indicated that whether 
they would permit trading in the bank loans of a port‑
folio company depended on how much of the portfolio 
company they owned.

n  Nature of information: Some firms will permit trading 
in the bank loans if they determine that the information 
they have is not material.

n  Walls: Some firms indicated that they would implement 
a temporary information barrier between the debt and 
equity teams in order to permit trading in the bank loans.

n  Open windows and Ares analysis: A few firms noted that 
they would only trade in bank loans issued by a portfolio 
company during open windows and after an Ares‑MNPI 
analysis. One firm has a checklist based on Ares where it 
documents and considers the nature of the information 
received and whether the issuer has an open trading window 
period, as confirmed by the issuer’s general counsel.

n  Public or private portfolio company: Most firms indi‑
cated that their analysis would not change depending on 
whether the portfolio company was public or private. 
But one firm stated that it would be less cautious for a 
private company with publicly traded debt.

MINORITY PRACTICE: A minority of firms have a bright-
line prohibition against trading in bank loans issued by 
a portfolio company. Approximately 13% of the firms 
to which this scenario applied did not permit trading in 
bank loans issued by their portfolio companies. These 
firms ranged in size. With respect to asset type, these 
firms were either credit oriented or multistrategy. None 
of the private equity‑oriented firms have a bright‑line 
prohibition against trading in bank loans issued by a 
portfolio company.

CONCLUSION 
The right approach to trading in bank loans is a highly 
fact‑specific analysis. Please contact your Ropes & Gray 
team to discuss further.

—By Dan O’Connor, Matt McGinnis, Dan Ward,  
Jeremiah Williams, Annie Hancock,  

Stephanie Dowd and Ross MacPherson

FOR MORE INFORMATION on regulatory 

and enforcement issues related to credit 

funds, please refer to the following Ropes 

& Gray thought leadership pieces:

n  COVID-19: Credit Funds: Valuation Risks and Other 

Compliance Considerations in a Pandemic Market 

Environment (Podcast), August 10, 2020 

n  SEC Issues Risk Alert: Compliance Issues for 

Investment Advisers Managing Private Funds – 

What You Need to Know (Podcast), July 22, 2020 

– Jason Brown and Dan O’Connor  

n  Ropes & Gray’s Investment Management Update 

April–May 2020 (Article),  June 11, 2020

https://www.ropesgray.com/en/newsroom/podcasts/2020/August/Podcast-COVID-19-Credit-Funds-Valuation-Risks-Other-Compliance-Considerations-Pandemic-Market
https://www.ropesgray.com/en/newsroom/podcasts/2020/August/Podcast-COVID-19-Credit-Funds-Valuation-Risks-Other-Compliance-Considerations-Pandemic-Market
https://www.ropesgray.com/en/newsroom/podcasts/2020/August/Podcast-COVID-19-Credit-Funds-Valuation-Risks-Other-Compliance-Considerations-Pandemic-Market
https://www.ropesgray.com/en/newsroom/podcasts/2020/July/Podcast-SEC-Issues-Risk-Alert-Compliance-Issues-for-Investment-Advisers-Managing-Private-Funds
https://www.ropesgray.com/en/newsroom/podcasts/2020/July/Podcast-SEC-Issues-Risk-Alert-Compliance-Issues-for-Investment-Advisers-Managing-Private-Funds
https://www.ropesgray.com/en/newsroom/podcasts/2020/July/Podcast-SEC-Issues-Risk-Alert-Compliance-Issues-for-Investment-Advisers-Managing-Private-Funds
https://www.ropesgray.com/en/newsroom/alerts/2020/06/Ropes-Grays-Investment-Management-Update-April-May-2020
https://www.ropesgray.com/en/newsroom/alerts/2020/06/Ropes-Grays-Investment-Management-Update-April-May-2020
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ABOUT ROPES & GRAY’S CREDIT FUNDS PRACTICE

Ropes & Gray offers cutting‑edge advice encompassing 
all aspects of the formation and operation of credit funds, 
including stressed/distressed, special situations, senior 
opportunities, structured finance, real estate debt and 
direct lending funds. Our experience across the funds 
spectrum and in a wide variety of lending and financ‑
ing transactions allows us to craft tailored solutions for 
credit fund managers across all parts of their business life 
cycle. Our work covers fund formation and management 
company matters; fund operations and regulatory com‑
pliance; ERISA advice to U.S. and non‑U.S. managers on 
complex structuring, prohibited transaction and other 
ERISA matters; credit fund borrower financing transac‑
tions; fund investments and debt transactions; distressed, 
special situations and restructuring matters, including 
debt‑for‑control transactions; and litigation and enforce‑
ment matters.

ABOUT ROPES & GRAY

Ropes & Gray is a preeminent global law firm 

with approximately 1,400 lawyers and legal 

professionals serving clients in major centers of 

business, finance, technology and government. 

The firm has offices in New York, Boston, 

Washington, D.C., Chicago, San Francisco, Silicon 

Valley, London, Hong Kong, Shanghai, Tokyo and 

Seoul, and has consistently been recognized for 

its leading practices in many areas, including 

asset management, private equity, M&A, 

finance, real estate, tax, antitrust, life sciences, 

health care, intellectual property, litigation & 

enforcement, data, and business restructuring. 

To learn more about our offerings,  

visit www.ropesgray.com. 

http://www.ropesgray.com
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