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U.S. and EU CLOs:
Market Trends and Recent
Regulatory Developments

Schulte Roth & Zabel LLP

Introduction

Rising inflation, supply chain issues, war in Ukraine and
concerns about a possible economic recession made 2022 a
turbulent year for collateralized loan obligations (“CLOs”)
in the United States and Europe. New issuance was approx-
imately $112 billion in the United States and €24.5 billion in
Europe. Although CLO managers are hopeful of increased
investor demand in 2023, the CLLO market will be challenged
by ongoing uncertainty around the global economy, marked by
high inflation and higher interest rates, and regulatory develop-
ments. This chapter discusses current market trends and legal
and regulatory developments that are affecting the CLO market.

U.S. CLOs Continue to Transition from LIBOR
to SOFR; U.S. Congress Enacts the Adjustable
Interest Rate (LIBOR) Act

Financial markets continued their transition from LIBOR
(formerly known as the London Interbank Offered Rate, and
referred to herein as “LIBOR”) to alternative reference rates.
The United Kingdom’s Financial Conduct Authority (“FCA”)
announced in 2017 that it would not sustain LIBOR after 2021.
This deadline was extended to June 30, 2023 for U.S. dollar
LIBOR (“USD LIBOR”) settings other than one week and
two months. The Federal Reserve Bank of New York has been
publishing the Secured Overnight Financing Rate (“SOFR”),
which is the alternate rate favored by the Alternative Reference
Rates Committee (“ARRC”) convened by the Federal Reserve
Board and the Federal Reserve Bank of New York. In response
to the anticipated cessation and/or non-representativeness of
USD LIBOR, and statements made in 2021 by U.S. banking
regulators, the FCA, ICE Benchmark Administration (“IBA”),
the administrator of LIBOR, and the ARRC, including the
ARRC’s announcement in July 2021 of its formal recommen-
dation of forward-looking SOFR term rates produced by the
CME Group (“CME Term SOFR”), the CLO market began to
see transactions that were scheduled to close towards the end of
2021, or that priced in 2021 with a closing date scheduled in early
2022, being priced with reference rates based on SOFR or CME
Term SOFR. Because LIBOR is an unsecured rate and SOFR
is a secured rate, the earliest transactions that used SOFR as a
reference rate were priced to include a credit spread adjustment
(“CSA”) in addition to any applicable pricing spreads to express
the amount of the total spread that accounted for the perceived
difference between LIBOR and SOFR reference rates. It is of
note that the CSA priced into these transactions was in many
cases not the fixed spread adjustment calculated and announced
by the International Swaps and Derivatives Association, Inc.
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(“ISDA”) and recommended by the ARRC for cash products
(other than consumer products). For example, for notes that
pay quarterly, the CSA priced into these CLO transactions was
typically in the range of 10 to 15 basis points, whereas the ISDA
spread adjustment for a U.S. dollar three-month tenor is 26.161
basis points. Relatively quickly, the CLLO market began to price
SOEFR transactions without presenting the CSA separately from
the applicable pricing spread, as presumably any applicable
CSA was factored into the pricing spread. This pricing trend
continued for the CLO market for the remainder of 2022 and
into 2023.

In 2023, CLO issuers that pay interest based on a USD LIBOR-
based reference rate will have to transition to a replacement refer-
ence rate, and in most cases a replacement will be required to
be identified by June 30, 2023. For CLO transactions that were
newly issued in 2022, the reference rate is typically CME Term
SOFR, so those transactions should not be affected.

However, many CLO transactions that were issued in the
period after the FCA made its announcement in 2017 either did
not have fallback language, or included language that, in many
cases, required certain holders in the capital structure to agree
on a replacement rate. The ARRC published proposed fall-
back language for securitizations in mid-2019, and many CLOs
that priced from late 2019 to the end of 2021, including CLO
transactions that refinanced/reset during that period, adopted
the proposed ARRC fallback language (often at the insistence
of debt investors). The ARRC announced in March 2021 that
carlier statements by the FCA and IBA constituted a “bench-
mark transition event” under the ARRC’s recommended fall-
back terms for new issuances of LIBOR-based floating rate
securities and securitizations. Therefore, for legacy CLOs that
used the ARRC’s recommended fallback terms, a “benchmark
transition event” occurred with respect to LIBOR in March
2021, but a “benchmark replacement date” had not yet occurred.
The benchmark replacement date is expected to be the first
London banking day after June 30, 2023, and therefore the tran-
sition from a USD LIBOR rate to an alternative reference rate
for these CLO issuers’ securities will become effective on or
after June 30, 2023.

For CLOs that did not incorporate ARRC fallback language
and included terms that required certain parties to agree upon a
replacement rate, the issue of how and when a new rate may be
implemented requires an analysis of the contract language. For
some CLO indentures, it may not be practical for the applicable
parties to agree. Moreover, some indentures refer to replace-
ment rates or fixed spread adjustments recommended by organ-
izations that have not recommended a specific replacement rate
or spread adjustment. Therefore, many CLO indentures are
likely to fall into the category of contracts with fallback terms
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that do not clearly define a replacement or that do not provide
a practicable means of determining a benchmark, ultimately
requiring an alternative means of establishing a replacement rate.

In March 2022, the United States Congress enacted the Adjust-
able Interest Rate (LIBOR) Act (“LIBOR Act”). The purpose
of the LIBOR Act is, among other things, to set forth rules to
address transitions from USD LIBOR-based rates following the
cessation of USD LIBOR in contracts subject to U.S. law that
lack clearly defined or practicable replacement benchmarks. The
Boatd of Governors of the Federal Reserve (“Board”) was tasked
by Congress to draft rules to implement the LIBOR Act. The final
rule (“Final Fed Rule”)! became effective on February 27, 2023.

The LIBOR Act defines a LIBOR contract broadly to include
any obligation or asset that uses the overnight, one-month,
three-month, six-month or 12-month tenors of USD LIBOR as
a benchmark, and defines fallback provisions to mean the terms
ina LIBOR contract for determining a benchmark replacement,
including terms relating to the date on which the benchmark
replacement becomes effective.?

The LIBOR Act distinguishes among different categories of
LIBOR contracts.?

If a contract contains fallback provisions identifying a specific
benchmark replacement that is not based in any way on any USD
LIBOR values (except to account for the difference between
LIBOR and the benchmark replacement), and does not require
any person (other than a benchmark administrator) to conduct a
poll, survey or inquiries for quotes concerning interbank lending
or deposit rates,' then these LIBOR contracts are expected to
transition as provided by their fallback provisions.” The LIBOR
Act and the Final Fed Rule do not address these contracts.

If a LIBOR contract (i) contains no fallback provisions, or
(i) has fallback provisions that do not identify a determining
person and that; (A) identify a benchmark that is based in any
way on USD LIBOR values (except to account for the differ-
ences between LIBOR and the benchmark replacement), such as
“last published LIBOR”; or (B) requite that a person (other than
a benchmark administrator) conduct a poll, survey or inquiries
for quotes or information concerning interbank lending or
deposit rates, then the LIBOR Act provides that the bench-
mark replacement on the LIBOR replacement date will be the
Board-selected benchmark replacement (which is required to
be based on SOFR and include the tenor spread adjustments
required under the LIBOR Act). References to USD LIBOR
in these LIBOR contracts will, by operation of law, be replaced
by the Board-selected benchmark replacement on the LIBOR
replacement date.® The LIBOR Act provides a seties of statu-
tory protections, including that no person shall be subject to any
claim or cause of action in law or equity or request for equitable
relief, or have liability for damages, arising out of the use of the
Board-selected benchmark replacement as a benchmark replace-
ment for the LIBOR contracts.”

The final category of LIBOR contracts are those that contain
fallback provisions authorizing a determining person to deter-
mine a benchmark replacement. How the LIBOR Act applies to
these contracts depends on the determination, if any, made by the
determining person. Where a determining person does not select
a benchmark replacement by the LIBOR replacement date or the
latest date for selecting a benchmark replacement according to the
terms of the LIBOR contract (whichever is earlier), the LIBOR
Act provides that the benchmark replacement for such LIBOR
contract will be, by operation of law, the Board-selected bench-
mark replacement on and after the LIBOR replacement date. If the
determining person selects the Board-selected benchmark replace-
ment as the benchmark replacement, then under the LIBOR Act
that selection shall be (i) irrevocable, (ii) made by the earlier of
the LIBOR replacement date and the latest date for selecting a
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benchmark replacement under the terms of the LIBOR contract,
and (iii) used in any determinations of the benchmark under or
with respect to the LIBOR contract occurring on and after the
LIBOR replacement date.?

Although the LIBOR Act does not require a determining person
to select the Board-selected benchmark replacement as the bench-
mark replacement for a LIBOR contract, the LIBOR Act provides
a series of statutory protections for any determining person who
does so, including that a determining person shall generally not be
subject to any claim or cause of action in law or equity or request
for equitable relief, or have liability for damages, arising out of the
selection of the Board-selected benchmark replacement as a bench-
mark replacement.” The Final Fed Rule clarified that the term
“determining person” refers to a person with the sole authority,
right or obligation, including on a temporary basis, to determine
the benchmark replacement, rather than a group, irrespective of
whether the person’s authority, right or obligation is based on a
contingency specified in the LIBOR contract or by its governing
law (so the determining person qualifies as a determining person
even before LIBOR becomes unavailable or unrepresentative).””

In addition, where the Board-selected benchmark replace-
ment becomes the benchmark replacement for a LIBOR
contract (either by operation of law or through the selection of
a determining person), the LIBOR Act allows for benchmark
replacement conforming changes as further detailed in the Final
Fed Rule, whether determined by the Board or a calculating
person, to become an integral part of the LIBOR contract and
the determination, implementation and performance of bench-
mark replacement conforming changes are subject to statutory
protections under the LIBOR Act.

The Board-selected benchmark replacement for cash transac-
tions such as CL.Os that reference one-, three-, six- or 12-month
LIBOR is CME Term SOFR plus the applicable tenor spread
adjustments specified in the LIBOR Act (and in the Final Fed
Rule)."! For CLO transactions, which tend to pay interest on
either a2 one-month or three-month basis, the most relevant
tenor spread adjustments included as part of the Board-selected
benchmark replacements are (i) for one-month LIBOR, 0.11448
petcent, and (ii) for three-month LIBOR, 0.26161 percent."”

On April 3,2023, the FCA announced that it would requite the
IBA to publish a “synthetic” LIBOR for one-month, three-month
and six-month tenors for a limited period after June 30, 2023 until
September 30, 2024. The FCA indicated that this is intended as a
temporary measure to assist with the transition of legacy contracts
and is not permitted for use in new contracts on and after July
1, 2023. The synthetic rate will be CME Term SOFR plus the
ISDA spread adjustments for the relevant tenors. The LIBOR
Act does address synthetic LIBOR by, among other things, indi-
cating that it is not the Board-selected benchmark replacement
and, therefore, although it may be an equivalent rate for the appli-
cable tenors, the selection of synthetic LIBOR as a replacement
rate would not receive the same safe harbor protections as the
selection of the Board-selected benchmark replacements.

In addition to LIBOR contracts that have a non-LIBOR based
fallback, the LIBOR Act is not applicable to LIBOR contracts
that the parties have agreed in writing shall not be subject to the
LIBOR Act and is not applicable to a LIBOR contract where
a determining person does not elect to use the Board-selected
benchmark replacement as permitted in the Final Fed Rule.

Accordingly, for CLOs currently paying interest based on
USD LIBOR, there is an expectation that by June 30, 2023, most
such CLOs will either: (i) transition to fallback rates as speci-
fied in their underlying indentures where the applicable fallback
provisions specify a benchmark replacement not based on USD
LIBOR (or, in certain circumstances where the documentation
allows for certain parties to agree to a replacement rate, and such
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parties do agree upon the replacement rate, then as agreed by the
applicable parties); or (ii) transition to Board-selected benchmark
replacement rates as provided under the Final Fed Rule, whether
by operation of law or as selected by a sole determining person.

Proposed Private Fund Rules

On February 9, 2022, the Securities and FExchange Commis-
sion (“SEC”) proposed certain rules and amendments under the
Investment Advisers Act of 1940, as amended (“Advisers Act”) to
enhance the regulation of private fund advisers (“Proposed Private
Fund Rules”) that, if adopted in their current form, would affect
investment advisers, including managers of CLOs, by, among
other things: (i) requiring such investment advisers to comply with
additional reporting and compliance obligations; (ii) prohibiting
certain business practices; (iii) prohibiting certain types of pref-
erential treatment offered by such investment advisers to certain
(but not all) investors in a CLO, including, among other things, the
provision of information regarding portfolio holdings of the CLO
or of a substantially similar pool of assets; and (iv) prohibiting other
forms of preferential treatment for certain (but not all) investors
without providing sufficiently detailed written disclosures about
such preferential treatment to prospective and current investors.
Section 202(2)(29) of the Advisers Act defines the term “private
fund” as an issuer that would be an investment company under the
Investment Company Act but for the exemption provided under
Sections 3(c)(1) or 3(c)(7) thereunder. Because CLOs overwhelm-
ingly rely on Section 3(c)(7) of the Investment Company Act, most
CLOs will be considered a “private fund” within the meaning of
the Proposed Private Fund Rules, and the CLO managers would
be required to comply with the enhanced obligations under the
Proposed Private Fund Rules. The costs of complying with certain
of the reporting and compliance obligations under the Proposed
Private Fund Rules could be substantial, and it is unclear if the
costs of preparing such reports would be borne by the CLO issuer
or the CLO manager. If the CLO issuer is responsible for such
expenses, it would reduce amounts available for distribution to the
holders of the CLO securities and would have an impact on the
returns to the equity investors. In addition, if the CLO manager
was prohibited from discussing the underlying portfolio of loans
with investors, or if certain types of side letters were prohibited
absent highly specific disclosure, it could result in a reduction of
the quality and quantity of information provided to holders of the
CLO securities, and could have a negative effect on a CLO manag-
er’s ability to manage CLO transactions.

There is no “grandfathering” under the Proposed Private Fund
Rules, and therefore the CLO manager would also be obligated
to comply with the Proposed Private Fund Rules with respect to
existing CLO transactions within one year after the effective date
of the final rule. Atthe time of writing, itis unclear if the Proposed
Private Fund Rules will be adopted in the form proposed, or at all,
and if adopted in any form, when such Proposed Private Fund
Rules would take effect. The comment period for the Proposed
Private Fund Rules closed in June 2022, and the SEC is currently
considering comments received, including comments relating to
the effect on CLO transactions and possible allowances proposed
for CLO transactions. It is unclear if the SEC will consider
amendments to the Proposed Private Fund Rules to reduce the
potential impact on CLO managers and/or CLO transactions.

SEC’s New Marketing Rule

On and after November 4, 2022, all investment advisers regis-
tered with the SEC must comply with Rule 206(4)-1 (“Marketing
Rule”) under the Advisers Act in connection with marketing
advisory services to investors, including the marketing of CLOs.
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The SEC adopted a two-prong definition of “advertisement”
to regulate the advertising and marketing practices of invest-
ment advisers to private fund investors, which includes CLOs.
The first prong covers any direct or indirect communication an
investment adviser makes itself to more than one person (or to
one or more persons if the communication includes hypothetical
performance). The second prong covers third-party communi-
cations, any “endorsement” or any “testimonial” for which an
investment adviser provides compensation, directly or indirectly.

Any direct communication made by the CLO manager to a
prospective CLO investor soliciting their investment in a CLO
constitutes “advertising” under the Marketing Rule. In addi-
tion, solicitation activities of a CLO placement agent, if the CLO
placement agent is engaged by the SEC-registered CLO manager
to market a CLO, will also constitute “advertising” under the
Marketing Rule. An “endorsement” is any statement by a person
other than a current client or investor in a CLO managed by the
CLO manager that: (i) indicates approval, support or recommen-
dation of the CLO manager or describes that person’s experi-
ence with the CLO manager; (ii) directly or indirectly solicits any
current or prospective investor to be an investor in a CLO advised
by the CLO manager; or (iii) refers any current or prospective
investor to be an investor in a CLLO advised by the CLO manager.

While the first prong of the definition of advertisement explic-
itly excludes one-on-one communications and extemporaneous,
live, oral communications, the second prong of the definition does
not exclude oral or one-on-one communications. Therefore, any
form of statement by a placement agent to a prospective investor
(whether oral or written) may be an endorsement if the statement
is considered a solicitation ot referral to invest in a CLO ot indi-
cates approval, support or recommendation of the CLO manager.

The Marketing Rule does exclude from both prongs of the defi-
nition of advertisement “any information contained in a statu-
tory or regulatory notice filing or other required communication,
provided that such information is reasonably designed to satisfy
the requirements of such notice, filing or other required commu-
nication.” Therefore, an offering memorandum that only includes:
(i) the material terms, objectives and risks of the CLOj; and (ii)
information mandated by statute and regulation, should not be
treated as an advertisement. However, if the offering memo-
randum contains information related to the performance of the
CLO, the offering memorandum may constitute an endorsement.

The Marketing Rule’s definition of advertisement only includes
endorsements for which compensation was paid by the CLO
manager, directly or indirectly. A typical CLO engagement letter
will in almost all cases provide for compensation to be paid to the
CLO placement agent for an endorsement by the CLO placement
agent under the Marketing Rule.

Based on the foregoing, the typical marketing of CLOs is
required to comply with the Marketing Rule. The Marketing Rule
specifies required disclosure for advertisements that are or include
endorsements. A CLO manager must disclose, or must reasonably
believe that the person giving the endorsement is disclosing the
following at the time the endorsement is disseminated, clearly and
prominently: (i) that the endorsement was given by a person other
than a current investor; (ii) that compensation was provided for the
endorsement; and (iii) a brief statement of any material conflicts of
interest on the part of the person giving the endorsement resulting
from the CLO manager’s relationship with such person.

The Marketing Rule prohibits a CLO manager from directly
or indirectly compensating a person for an endorsement if the
CLO manager knows, or in the exercise of reasonable care
should know, such person is an “ineligible person” at the time
the endorsement is disseminated. If the CLO placement agent is
an SEC-registered broker-dealer this prohibition does not apply,
unless the broker-dealer is subject to “statutory disqualification.”
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The Marketing Rule requires a CLO manager to exercise over-
sight over any person compensated to provide an endorsement.
The CLO manager must have a reasonable basis for believing
that the endorsement complies with the requirements of the
Marketing Rule and a written agreement with any person giving
an endorsement that describes the scope of the agreed-upon
activities and the terms of the compensation for those activities.
CLO managers and CLO placement agents have worked
together to ensure that CLO marketing activities satisfy the
requirements of the Marketing Rule. CLO managers have
implemented policies and procedures that are designed to
prevent violating the Marketing Rule. The CLO market has
taken a broad view on what types of communications constitute
“endorsements.” CLO managers and CLO placement agents are
ensuring that existing and new engagement letters contain provi-
sions that provide the CLLO manager with sufficient oversight of
any communications by the CLO placement agent with prospec-
tive CLO investors and that the required disclosures will be
provided to prospective investors. In addition, CLO managers
are obtaining assurances that the CLO placement agent is not an
ineligible person and is not subject to statutory disqualification.

SEC’s Proposed Revisions to Custody Rule

The SEC has proposed revisions to the Custody Rule. If the
rule is adopted as proposed, it would impose significant costs
and burdens on CLO managers and would completely alter the
relationship with CLO custodians. CLO custodians would be
required to accept significantly more liability and be subject to
strict rules. The proposed rule might require the CLLO manager
to engage an independent accountant to review every trade and
report discrepancies to the SEC in close to real time. CLO
managers would have to maintain client assets with a “qualified
custodian.” The qualified custodian must have “possession and
control” of the assets of the CLLO and would be required to partic-
ipate in any change of beneficial ownership of the assets of the
CLO. The CLO manager would be required to enter into a written
agreement with the custodian and obtain reasonable assurances
concerning nine enumerated provisions that address safeguarding
of the assets of the CLO, including a requirement that the qual-
ified custodian indemnify the CLO for losses resulting from the
custodian’s own negligence. Currently, CLOs have a gross negli-
gence standard for custodians. The proposed rule would require
CLO managers to engage an auditor to verify the assets of the
CLO by undertaking an annual surprise examination.

Comments to the proposed rule are due on or before May 8,
2023.

Uptiering

In late 2022, provisions were added to new issuance CLO docu-
mentation to permit investment in uptier financing. In an
“uptiering” transaction, certain existing lenders to the borrower
provide the same borrower with a new senior facility, which
ranks senior to the existing facility. The new facility frequently
consists of an exchange of at least a portion of the debt under
the existing facility for debt under the new facility, with an addi-
tional loan of new money.

CLO documentation has previously addressed liability
management transactions in various ways, including through
the concepts of Collateral Enhancement Obligations, Bank-
ruptcy Exchanges, Corporate Rescue Loans, Restructured Obli-
gations and Loss Mitigation Obligations. Some in the market
have queried whether the introduction of a new concept of
“Uptier Priming Debt” really adds anything new that was not
already sufficiently covered by pre-existing concepts.
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Uptier Priming Debt is defined as a CLO providing to a
borrower new money financing that is senior to the original debt,
or exchanging the borrower’s existing debt for new senior debt.
The CLO will treat the new asset as a performing asset if it satisfies
the eligibility criteria (subject to certain carve-outs, for example, for
rating and maturity date requirements) and concentration limits.

As the “Uptier Priming Debt” concept overlaps somewhat
with other distressed debt concepts used in CLOs, care should
be taken to the treatment and demarcation of this debt within
the CLO documentation as it potentially falls within more than
one definition with different resulting consequences.

SEC Securitization Conflicts of Interest
Proposal

In January 2023, the SEC issued proposed Rule 192, “Prohibi-
tion Against Conflicts of Interest in Certain Securitizations,” to
prohibit conflict of interest transactions in connection with the
issuance of asset-backed securities.”” Rule 192 is a re-proposal
and revision to a rule that was first proposed by the SEC in 2011
(and did not advance after the comment period), in accordance
with Section 27B of the Securities Act of 1933, which was added
by the Dodd-Frank Act in response to certain of the more prob-
lematic transactions that occurred in the lead up to the 2007—
2008 global financial crises. In particular, the statute is intended
to prevent a participant assembling an asset-backed security
offering from profiting from the securities’ failure.

The new rule would prohibit specified participants in a securiti-
zation, as well as their affiliates and subsidiaries, from engaging
directly or indirectly in certain conflicted transactions, subject
to certain specified exceptions. The release accompanying the
proposed rule poses many questions for comment." The broad
reach of the rule has raised concern in the CLLO market.

The prohibition

The rule prohibits a “secutitization participant,” directly or indi-
rectly, from engaging in any transaction that would involve or result
in any “material conflict of interest” between the securitization
participant and an investor in the asset-backed security. The prohi-
bition applies for a petiod commencing on the date the participant
has reached, or taken substantial steps to reach, an agreement to
become a securitization participant with respect to an asset-backed
security, and ending on the date that is one year after the date of
the first closing of the sale of such asset-backed security.

A “material conflict of interest” is identified in the proposed
rule as a “conflicted transaction,” which is defined as any of
three categories of transactions, if “there is a substantial like-
lihood that a reasonable investor would consider the transac-
tion important to the investor’s investment decision, including a
decision whether to retain the asset-backed security.” The three
specified categories ate: (i) a short sale of the asset-backed secu-
rity; (ii) the purchase of a credit default swap (“CDS”) or other
credit derivative if the securitization participant may receive
payments upon the occurrence of specified credit events relating
to the asset-backed security; and (iii) the purchase or sale of any
financial instrument (other than the relevant asset-backed secu-
rity) or entry into a transaction through which the securitization
participant would benefit from the actual, anticipated or poten-
tial (A) adverse performance of the undetlying asset pool, (B)
loss of principal, monetary default, or early amortization event
on the asset-backed security, or (C) a decline in the market value
of the asset-backed security. Clause (iii) amounts to a catch-all
clause, which may bring many types of related transactions
under the scope of the rule. This, together with the “indirect”
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application of the prohibition, and the rather vague “reasonable
investor” standard, has raised concerns that it will be costly to
administer the rule.

The last provision of the proposed rule is an “anti-circum-
vention clause.” It provides that if a securitization participant
engages in a transaction that circumvents the prohibition on
engaging in any material conflict of interest, the transaction will
be deemed to violate the rule. This is an additional “catch-all”
provision. Notably, the wording of the rule is not based on intent
or reasonable expectation, but arguably only the effect. Further,
disclosure or consent by investors is not an exception.

Securitization participants

The rule defines “securitization participants” as an underwriter,
placement agent, initial purchaser, or sponsor of an asset-backed
security, or an affiliate or subsidiary. The rule further defines
these categories. An arranger, placement agent or initial purchaser
under a typical CLO transaction will clearly be covered by the rule.

The rule defines a “sponsor” in two ways. First, a sponsor is
any person who organizes and initiates an asset-backed securi-
ties transaction by selling or transferring assets, directly or indi-
rectly, to the entity that issues the asset-backed security. This is
consistent with the definition of “sponsor” under Regulation AB
(which applies to the SEC’s risk retention rule). However, the rule
also defines a sponsor as any person that has a contractual right to,
or does in fact, direct or cause the direction of the structure, design
or assembly of an asset-backed security or the composition of the
pool of assets. This would encompass the collateral manager and,
where applicable, the sponsoring fund for a CLO, which goes
further than the Regulation AB definition of sponsor.”

As noted, securitization participants also include any affil-
iate or subsidiary of the other specified categories. This is the
clause that will likely be most concerning for arrangers and
sponsors of CLOs — especially large organizations that may
have different divisions — that operate independently and may
be involved in various trading activities. The release accom-
panying the proposed rule notes that the SEC did not include
the use of information barriers as an exception for affiliates and
subsidiaries. On the other hand, the release asks for comment
whether an exception utilizing information barriers could be
implemented in a way consistent with the statute.

The proposed rule does provide certain specified carve-outs from
“securitization participants,” including a person that “performs
only administrative, legal, due diligence, custodial, or ministerial
acts.” The SEC’s release states it expects accountants, attorneys
and credit rating agencies, as well as trustees and other contrac-
tual service providers, to typically fall within this exclusion.'
The proposed rule also provides three exceptions to its prohi-
bition on conflicted transactions, but each subject to condi-
tions. Firstly, risk-mitigating hedging activities are permitted,
but only if designed to mitigate specific identifiable risks. The
hedging must be recalibrated on an ongoing basis to make sure
the participant will not benefit from an adverse event, and must
be subject to a compliance program. The second exception is
for purchases and sales of securities pursuant to commitments
to provide liquidity for the securities. The third exception is for
bona fide market-making activities in either the applicable asset-
backed securities or the underlying assets. This exception only
applies if the participant routinely engages in this activity and
stands ready to quote, purchase or sell the assets. Further, the
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participant’s market-making activities must be designed to not
exceed, on an ongoing basis, the reasonably expected near-term
demands of clients, customers and counterparties. There is a
prohibition on compensation that would incentivize conflicted
transactions. The participant must be licensed and a compliance
program must be implemented.

Conclusion

The SEC in its release acknowledged that markets have evolved
since the enactment of Section 27B under Dodd-Frank and
does not cite new instances of abuse. Nevertheless, the SEC
states that it believes securitizations remain susceptible to abuse
through conflicted transactions.”” The proposal is certain to
garner comment from CLO and other industry participants that
are concerned about the broad scope of the rule if implemented
in its current form.

ESMA Template Reporting

To the consternation of the securitization market, the European
Commission (“Commission”), on October 10, 2022, provided
the European Parliament with a report on the functioning of
the EU Securitization Regulation. In this report, the Commis-
sion concluded that EU institutional investors in non-EU secu-
ritizations (z.e., transactions that involve no EU originator, CLLO
manager or issuer) are not meeting their verification obligations
if the reporting requirements stipulated by the Securitization
Regulation, notably the use of European Securities and Markets
Authority (“ESMA”) templates, are not complied with.

Previously a grey area, the market practice that developed had
been not to use the ESMA templates and to disclose this in the
offering documents, with the onus placed upon investors then
to decide whether or not they may invest in a transaction.

Since the publication of the Commission’s report, EU inves-
tors are largely requiring the documentation to include a commit-
ment for reporting to be provided in the format prescribed by
the ESMA templates as a condition to them investing in such
transactions. Non-EU securitization issuers and originators
seem to have accepted this in many transactions, although it is
also likely that the requirement may have dissuaded some issuers
and originators from targeting the EU investor base.

In addition, the Securitization Regulation prescribes certain
disclosures to be made prior to pricing. This includes the provi-
sion of transaction documentation to investors. In Europe, this
has been done in draft form with such documentation stated to
be subject to amendment and finalization prior to closing. Since
the Commission’s report, EU investors have also sought similar
pre-pricing disclosures for non-EU transactions.

For pre-October 2022 transactions, there is a question as to
whether there will be any grandfathering. As this circumstance is
notachange inlaw, but rather the Commission providing its inter-
pretation of the existing law, the Commission may view grand-
fathering as inappropriate. In effect, this likely means that EU
investors will not be able to acquire new positions in non-com-
pliant pre-October 2022 securitizations, impacting liquidity in
those positions. However, for any EU investors who already held
positions in non-compliant pre-October 2022 securitizations, it
is unlikely that they will face any immediate sanctions as they will
have acquired the positions in good faith and based on what was
then a reasonable interpretation of the Securitization Regulation.
As it is not in the EU’s interests to compel a fire sale that would
result in losses to EU financial institutions, we believe regulators
will be accommodating when it comes to timing and require-
ments for exiting any non-compliant positions.
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Furthermore, the Commission has invited ESMA to revisit its
existing disclosure templates, including considering removal of
fields that are unnecessary or technically difficult to complete, and
aligning the templates more closely to investors’ needs. As part of
this, ESMA should consider whether loan-by-loan information is
useful and proportionate to investors’ needs for all securitizations.
The Commission also invited ESMA to propose a more simplified
form of reporting template for private securitizations (.e., those
for which there is no Prospectus Regulation Prospectus), which
currently is the status of most non-EU securitizations.

Any future simplification by ESMA of the reporting templates
would only have prospective effect. The Commission did not
suggest that EU investors may wait for ESMA to produce new
streamlined templates before implementing the reporting for
non-EU transactions.

However, industry bodies have raised concerns with Euro-
pean Supervisory Authorities (“ESAs”), including ESMA,
that this puts EU investors in a very difficult position. A clear
response is expected eventually, and there is the possibility that
a temporary and targeted forbearance may be provided by regu-
lators to EU investors. However, no forbearance should be
presumed until there is a formal response from the ESAs.

U.K. and EU Divergence

We expect the European Union and the United Kingdom to
further diverge in their regulation of securitizations. Since Brexit,
the European Union has amended the Securitization Regulation
to address non-performing exposures and synthetic securitiza-
tions and has also published a final draft technical standards on
the risk retention requirements for securitizations, without any
corresponding changes being made to the U.K. legislation.

In the United Kingdom, the Securitization (Amendment)
(EU Exit) Regulations 2019 has made clear that non-U.K.
investment firms can act as sponsor risk retainers, whereas in
the EU legislation it is unclear whether a non-EU investment
firm qualifies. In addition, with reference to the above discus-
sion on ESMA templates, the U.K. legislation explicitly provides
that U.K. investors may invest in non-U.K. securitizations that
do not report on U.K. reporting templates, as long as they make
available information that is substantially the same as that which
would have been made available for U.K. securitizations. In
December 2022, the U.K. government announced proposals (the
Edinburgh Reforms) to reform the U.K. framework for securiti-
zation. This will revoke the EU law surrounding the regula-
tion of securitization, which was retained following Brexit, and
replace it with new domestic laws. Legislation would set out
the scope and core elements of the regulatory framework for
securitization, empowering the U.K. regulators, the FCA and
Prudential Regulation Authority to introduce the more detailed
rules around the regulation of securitization, which these regu-
lators will enforce. In particular, reforms will focus on:

[ certain risk retention provisions, for example in relation
to (i) transferring the risk retention manager, and (ii) risk
retention in securitizations of non-performing exposures;

] the definitions of public and private securitization, as well
as the disclosure requirements for certain securitizations,
to ensure they are appropriate;

] due diligence requirements for institutional investors
when investing in non-U.K. securitizations, to provide
greater clarity on what is required; and

ICLG.com

[ the definition of institutional investor as it relates to
certain unauthorized non-U.K. alternative investment
fund managers who are currently in scope of due diligence
requirements, so that these requirements do not act as a
disincentive to firms from seeking investors in the United
Kingdom, and to address extraterritorial supervision and
enforcement problems.

In addition, we understand that there is an intent to introduce

a regime to recognize equivalent simple, transparent and stand-

ardized (“STS”) securitizations issued by entities established

outside the United Kingdom.

Conclusion

The CLO market took some headwinds in 2022 and financing
conditions are expected to remain tight and volatile in 2023;
however, the underlying condition of the CLO market remains
robust.  Although structures will continue to evolve due to
market, legal and regulatory developments, CL.Os continue to be
a product that has weathered storms and demonstrated resilience.
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