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1. Executive summary  

The Leveraged Loan (LL) and Collateralized Loan Obligation (CLO) markets have 
historically had low default rates and performed well during the Global Financial 
Crisis (GFC). However, the structure of LLs and the LL market itself have evolved 
markedly since the GFC and globally both LL and CLO markets have experienced 
significant growth driven by an expanding economy and the low interest rate 
environment which characterised the post-GFC period until early 2022. 

The LL market has experienced an evolution in both the characteristics of the 
borrowers and in the investor base. The former has partially shifted from traditional 
industrial sectors towards technology and healthcare, and on average, the credit 
quality of corporate borrowers has deteriorated. Meanwhile, the investor base has 
shifted from banks to non-banks (especially CLOs) and has diversified across a 
large number of CLO managers. These changes in the market participants 
combined with a prolonged borrower-friendly environment have led to significant 
developments in market practices including the rise in covenant-lite LLs, increasing 
complexity of LL documentation and the use of EBITDA1 adjustments which are 
often shown to be overly optimistic.2  

IOSCO has been following the evolution of the LL and CLO markets and examining 
the impact of fewer and looser covenants on investor protections, whether there is 
adequate transparency in the LL and CLO markets and whether potential conduct-
related issues have arisen as a result of recent market developments. IOSCO’s 
analysis is based on extensive engagement with market participants, credit rating 
agencies (CRAs), academics and legal professionals, as well as a review of relevant 
research and literature. It also draws on input from a survey of IOSCO members as 
well as public surveys of industry participants. IOSCO identified some vulnerabilities 
in the LL and CLO markets which may be exacerbated by the behavior of certain 
participants and market practices. 

This report: 

• Provides an overview of the LL and CLO markets and their evolution since 
the GFC; 

• Explains why the vulnerabilities identified in the LL and CLO markets could 
impact IOSCO’s objectives of (i) protecting investors, (ii) ensuring that 
markets are fair, efficient and transparent, and (iii) reducing systemic risk; 

• Describes in detail twelve good practices grouped into five themes: (i) 
Origination and refinancing based on a sound business premise; (ii) EBITDA 
and loan documentation transparency; (iii) Strengthening alignment of 
interest from loan origination to end investors; (iv) Addressing interests of 

 
1  Earnings before interest, taxes, depreciation and amortization. 

2  S&P (2023), “Leveraged Finance: Fifth Annual Study Of EBITDA Addbacks Finds Management Continues To 
Regularly Miss Projections”. 
 

https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
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different market participants throughout the intermediation chain; and (v) 
Disclosure of information on an ongoing basis.  

This report lists a set of good practices. While the good practices do not comprise 
either standards or recommendations as per IOSCO’s taxonomy, they are designed 
to support market participants in their decision making when operating in the LL 
and CLO markets. 

Theme A Origination and refinancing based on sound business premise 
 

Measure 1 Debt repayment capacity assessment  
Leveraged loans offered to the market in new originations, debt 
refinancings and debt restructurings should be underpinned by 
sound business and financial risk assumptions. Borrowers should 
be able to demonstrate sufficient debt repayment capacity. An 
adequate debt repayment capacity is considered the ability to 
repay 100% of senior drawn debt or 50% of total drawn debt over 
the medium term.  For example, some regulatory agencies and 
other market practitioners measure the debt repayment capacity 
over a 5 to 7 year period. Where this is not evident, a credible 
explanation should be provided. It is also considered good 
practice to disclose debt repayment capacity in supporting 
documentation at the time of debt offering and refinancing. A 
robust assessment of cash flows including stress testing should 
inform debt repayment capacity assessments. 
 

Measure 2 Dividend Recapitalisations  
Dividend recapitalisations should be considered with reference to 
the level of remaining equity support, degree of leverage and debt 
repayment capacity. Lenders should apply additional scrutiny to 
the use of incremental debt to fund dividend recapitalisations 
where borrowers are highly leveraged. 
 
 

Measure 3 Enterprise Values 
The calculation of EVs which support the capitalisation structures 
of LBOs should be based on a well-constructed financial model. 
Borrowers / Sponsors are encouraged to clearly disclose the key 
assumptions underpinning the financial model / basis of EV. It is 
good practice that any EV model (DCF or otherwise) is reviewed 
and validated by a function independent of the origination unit.   
 
The basis for EV under-pinned by multi-year forecasted cashflows 
from a DCF model typically result in a more robust estimation. If 
an alternative approach is applied, such as comparable multiples 
of EBITDA derived from other LBO transactions, the assumptions 
should be clearly outlined. It is good practice that DCF valuations 
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which are heavily influenced by terminal values extrapolated from 
final year forecasted cashflows be credible and challenged.  

Theme B EBITDA and loan documentation transparency 
 

Measure 4 EBITDA complexity and opacity 
EBITDA definitions should avoid unnecessary complexity. Pro-
forma EBITDA adjustments based on future synergies, earnings 
and asset disposals should be made on a reasonable basis and 
borrowers are encouraged to provide clear justifications of these 
adjustments to investors / lenders. Borrowers are encouraged to 
subject forecasted cost savings and synergies to credible time 
horizons and caps.  
 
Underwriting entities are encouraged to subject all EBITDA 
adjustments to independent review by an appropriate second line 
control function as part of the underwriting process with periodic 
back-testing thereafter. 
 

Measure 5 Transparency on covenant limitations  
It is good practice for material covenants and associated terms 
contained in term sheets and loan documentation to be written 
and presented in a clear, concise and effective manner that can 
be readily understood by the contracting parties, including under 
what circumstances covenants can be triggered.   
 
Where relevant, industry participants are encouraged to consider 
best practice guidance for transparency when drafting key 
marketing materials (e.g., term sheets). Existing best practice 
guidance encourage clearer disclosures on material covenants 
that could impact a borrower’s credit risk and impact lender 
protections. It is also good practice to disclose the calculation of 
marketed leverage ratio to assist lenders in their credit risk 
assessment. Borrowers /sponsors are also encouraged to provide 
clear disclosures of the quantity of incremental debt (i.e., on day 
one / at issue) and associated baskets that can be raised as well 
as the ability to move assets beyond the reach of the lender 
group.  
 

Theme C Strengthening alignment of interest from loan origination to 
end investors 

Measure 6 Transparency and fairness during underwriting and syndication 

Underwriting entities are encouraged to: 

• Provide sufficient and clear information to investors early 
in the syndication process with the aim of achieving a fair 
and efficient market in which investors have sufficient time 



 

4 
 

and a fair opportunity to negotiate and to make well-
informed investment decisions.  

• Review the full loan documentation thoroughly before 
signing the commitment letter and engage in negotiation 
so that they are satisfied that the risk posed by a failed 
syndication is within their risk appetite.  

• Provide an anonymised feedback summary on investors’ 
documentation points to all investors in a transparent way. 

Measure 7  Alignment of interest between underwriting entities and 
investors 
Underwriting entities are encouraged to demonstrate how they 
have aligned their interests with LL investors. Implementation of 
robust risk management of leveraged lending activities, including 
robust legal negotiation of the loan terms, can strengthen 
alignment of interests as well as prevent the build-up of systemic 
risks. Underwriting entities are encouraged to obtain independent 
and impartial legal advice which represents their interests and 
strengthens their ability to negotiate loan terms and influence 
market evolution. 
 

Theme D Addressing interests of different market participants 
throughout the intermediation chain 

Measure 8  Reducing restrictions on transferability of loans 
Transferability of loans within a pool of potential investors should 
be as broad as possible to support a liquid secondary market. It is 
considered good practice that where lists of approved and 
disqualified lenders are used, they should be created based on 
clear and documented principles and rationale for the purpose of 
including or excluding particular types of investors.  
 
It is expected that investors be provided with transparency early 
in the syndication process on transferability restrictions and how 
these might evolve during the life of the loan.  
 
It is expected that investors are provided with sufficient clarity on 
the precise definition of an event of default, which will cause 
limitations on transferability to no longer apply. 
 

Measure 9 Managing conflicts of interest where Private Equity sponsors 
also act as lenders 
Conflicts of interest which can arise from a group’s investments in 
different parts of a borrower’s capital structure, should be 
appropriately identified and managed. It is expected that 
participants in a syndication and LL investors be properly 
informed of the instances where a group is acquiring the debt of 
a borrower while also acting as the borrower’s sponsor or holding 
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other classes of debt of that borrower. This disclosure should 
indicate whether the sponsor affiliated lender falls within the 
disenfranchisement provisions (if applicable). The use of a 
sponsor disenfranchisement clause or similar clause is 
encouraged in such cases. 
 

Measure 10 Managing conflicts of interest in management of CLOs 
Potential conflicts of interest in the management of CLOs should 
be appropriately identified and managed.   
 
It is expected that policies governing the purchase of distressed 
assets, cross-sales and trading / valuation of CCC/Caa rated 
loans and the related policies be clearly set out in a CLO 
documentation to enable investors to make an informed 
investment decision. It is considered good practice that trustee 
reports regularly disclose the trading activity and valuation of 
assets (where relevant) of a CLO to enhance transparency to 
investors. 
 
It is considered good practice that investors are provided with 
sufficient opportunity to conduct due diligence on the valuation 
methodology and results produced by the CLO manager and 
assess the strategy and rationale for management of assets when 
performance tests are at risk of being breached. 
 

Theme E Disclosure of information on an ongoing basis 
 

Measure 11 Disclosure in CLOs 
CLO investors should be provided with all materially relevant 
information on the valuation, credit quality and performance of the 
portfolio of a CLO, consistent with jurisdictional regulatory 
requirements. It is expected that such data is made available on a 
regular basis (e.g., monthly) to CLO investors in order for them to 
make an informed judgement of their investment decisions and 
portfolio risk management. Likewise it is expected that potential 
CLO investors be provided access to such information upon 
request. 
 

Measure 12 Disclosure on underlying loans 
Borrowers are encouraged to provide their investors on a timely 
basis with their latest financial information and status, for example, 
the audited financial statements, periodic management financial 
information and financial forecast and budget in relation to their 
business plan. Borrowers are also encouraged to inform their 
investors within a reasonable timeframe of the occurrence of any 
events that may invalidate any assumptions originally applied in 
the EBITDA addbacks (including any activities that are outside the 
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normal course of business) and potential implications and impact 
on the projected EBITDA. Where relevant, borrowers / sponsors 
are encouraged to provide their investors on a regular basis (e.g., 
quarterly) with clear disclosures of the quantity of incremental 
debt and associated baskets that can be raised as well as the 
underlying calculations. 
 

2. Introduction 

2.1 Mandate from IOSCO Board 

2.1.1 Original mandate 
IOSCO has been monitoring the growth in the closely inter-connected LL and CLO 
markets and their marked evolution over the years since the Global Financial Crisis 
(GFC).3 In March 2020 the IOSCO Board mandated a review of potential conduct-
related issues in the LL and CLO markets and any impacts on IOSCO’s objectives 
of (i) protecting investors, (ii) ensuring that markets are fair, efficient and 
transparent, and (iii) reducing systemic risk.  
 
To conduct this assessment, IOSCO’s Committee 3 on Regulation of Market 
Intermediaries and Committee 5 on Investment Management delegated the work to 
a working group (WG) composed of market expert representatives from both 
Committees. 
 
The purpose of the mandate was to review intermediation chains and origination 
practices in LL and CLO markets, including the transmission of risk along the 
intermediation chain from LL origination to sale of CLOs. Specific areas identified 
for further analysis included the impact of fewer and looser covenants on investor 
protections, whether there is adequate transparency in the LL and CLO markets 
and whether potential conduct-related issues have arisen because of recent market 
developments.  
 
2.1.2 Phase 1 – Exploratory Analysis 
The WG undertook an exploratory analysis in 2021 and presented an internal report 
to the IOSCO board in March 2022 based on surveys to IOSCO members and LL 
and CLO industry participants, industry roundtables and academic research.  
 
This report highlighted a number of possible vulnerabilities in both the LL and CLO 
markets which could impact IOSCO’s objectives. Among these were the potentially 
increased risk of default in the LL sector due to the large and growing proportion 
of lower-rated borrowers, a situation which could be exacerbated by the recent 
changes in monetary policy in key LL and CLO market jurisdictions. The report also 
highlighted a potentially increased risk of loss given default that may stem from a 
shift in loan contract terms in favour of the borrowers over the last decade (through 
so-called covenant-lite loans).  
 

 
3   The Global Financial Crisis of 2007 – 2008. 
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The report also suggested that these vulnerabilities may be exacerbated by the 
behaviour of certain participants and market practices. In particular, the potentially 
aggressive use of EBITDA adjustments and permissive contract clauses may provide 
private equity (PE) sponsors and corporate borrowers with increased flexibility in 
periods of stress that may work to the detriment of LL investors. Further to this, the 
potential misalignment of interests between bank lenders and LL investors raises 
further concerns, especially if it results in an imbalance in negotiating powers 
between borrowers and lenders. Finally, it was highlighted that certain CLO 
managers may have an incentive to manage their CLOs to maximise return on equity 
rather than protect debt investors in periods of stress. 
 
2.1.3 Phase 2 – Development of a Consultation Report on Good Practices 
Based on the report from the Phase 1 exploratory analysis, in June 2022 the IOSCO 
Board approved a second mandate for the WG to develop a public consultation 
report on “good practices” for market participants to consider implementing in the 
LL and CLO markets which would seek to mitigate some of the vulnerabilities 
identified. 
 
Examples of areas to be addressed at the outset of Phase 2 were the accurate use 
of EBITDA add-backs and other contractual terms of LL agreements, conflicts of 
interest management across market participants throughout the intermediation 
chain, greater and clearer disclosure of certain key financial terms in the LL 
contracts, and improvements in on-going disclosure to investors of financial 
information on corporate borrowers. 
 
The WG complemented the Phase 1 exploratory analysis with a second outreach 
programme which included (i) review of existing regulatory guidance for leveraged 
finance markets and engagement with the responsible regulators, (ii) engagement 
with trade bodies on existing guides for LL term sheet completeness, and (iii) further 
industry roundtables with representation from banks, CRAs, CLO managers, CLO 
investors, academia and law firms. This second round of industry roundtables 
provided a valuable opportunity to gain feedback about potential good practices. 
 
This report is the output from this second part of the WG’s mandate from the IOSCO 
Board. 

2.2 Markets Overview of LL and CLO markets 

2.2.1 LL markets 
Broadly speaking, LLs are loans to highly indebted, non-investment grade, non-
financial corporate issuers. LLs are commonly used to fund mergers and 
acquisitions (M&A), for capital distributions and/or dividend recapitalization, to 
refinance prior loans, or to fund general corporate purposes. LLs also commonly 
finance leveraged buyouts (LBOs), which may involve one or more financial firms 
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that sponsor the loan. LLs usually carry a floating rate of interest and, in contrast to 
high yield bonds, are secured by the borrower’s assets.4  

LLs are typically structured as a debt package that includes a revolving loan with 
traditional financial covenants (revolving credit facility or RCF) and a longer term, 
bullet repayment loan referred to as “Term Loan B” (TLB).5 In some cases a short-
term amortising loan often referred to as “Term Loan A” (TLA) is also part of the 
debt package, but this became less common in recent years. Typically, bank lenders 
keep the RCF and TLA loans on their balance sheet and distribute part or all of the 
TLB to institutional investors including CLOs, insurance companies and other banks.   

Broadly syndicated loans (BSL) have historically tended to be the most common 
type of LL, but in the past few years LL funding has increasingly come from private 
credit.6 BSL are typically underwritten by banks but widely distributed across various 
institutional investors, while private credit investors, such as credit-focused private 
or public funds, make loans directly to a borrower without any intermediation from 
banks.  

There is no agreed upon standardised definition for a LL, and this leads to differing 
estimates and characteristics of the market even within the same jurisdictions. 
Based on the methodology used by the FSB, the global LL market estimated size 
was $4.7 trillion at the end of 2023.7  
 
2.2.2 CLO markets 
CLOs are a type of securitisation in which a portfolio of LL assets is typically bought 
by a bankruptcy remote special purpose vehicle (SPV) that finances the portfolio 
by the issuance of financial instruments in the form of bonds. These financial 
instruments are ‘tranched’, which means that they carry different levels of risk and 
return to suit the appetite of different investors. Cash received from interest and 
principal payments on the underlying LLs is paid to investors in order of priority 
(senior investors first, then mezzanine and any cash left to the equity). The order of 
payment and allocation of cash received are determined by what is commonly 
known as a “waterfall”.   
 
CLOs are managed by an investment management firm (typically called the CLO 
manager). CLO managers select the LLs to be included in the portfolio and can 
actively manage the loan portfolio during the reinvestment period. CLO structures 
are subject to contractual rules described in the CLO documentation, which ensure 
minimum credit quality of the portfolio. CLO structures also include performance 
tests which, if breached, divert cash to the most senior noteholders. 

 
4   In contrast to high-yield bonds, leveraged loans are usually secured with a first lien against the 

corporates’ assets and are characterized by a floating interest rate. Because most high-yield bonds are 
unsecured, they are subordinated to leveraged loans within the borrower’s capital structure. 

5   Frederick Tung (2021), “Do Lenders Still Monitor - Leveraged Lending and the Search for Covenants”. 

6   KPMG Corporate Finance, “Credit Markets Update Q4 2023”.  

7   Based on Bloomberg data and applying the FSB’s approach taken in this 2019 publication: “FSB report assesses 
vulnerabilities of leveraged loans and CLOs”. The $4.7 trillion estimate includes institutional loans (Term Loan Bs), 
Term Loan As and Revolving Credit Facilities, but excludes private debt as per the FSB’s top of the range estimate. 
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Within the last few years, CLOs have been increasingly allocated within institutional 
investment portfolios by asset/portfolio managers. This is due to CLOs offering 
higher returns than similarly rated corporate bonds and other structured products, 
in addition to their resilience through multiple market cycles.8  The amount 
outstanding of CLOs globally at the end of 2023 stood at around $1.2 trillion.9  

CLOs are the largest purchasers of broadly-syndicated LLs. CLOs purchased nearly 
70% of all institutional LLs that were syndicated in the US market in 2023.10  
 
The issuance of a LL as well as the structuring, distribution and management of a 
CLO involve many different market participants, including PE sponsors, bank 
lenders / bank arrangers, CLO managers, CLO investors and CRAs. 
 

2.3 Market Developments 

2.3.1 Growth in the LL and CLO markets 
At around $4.7 trillion outstanding, the current size of the global LL market is close 
to record high levels. Since the GFC, the US LL market has grown almost 130%, 
twice the rate of GDP in the same period11 and similar growth has been observed in 
Europe. Other regions have smaller but growing LL markets.12 The global CLO 
market has grown in parallel with the LL market, and the total amount of outstanding 
CLOs globally has more than doubled since 2010. The growth of the LL market has 
predominantly been driven by an expanding economy since the GFC and the low 
interest rate environment which prevailed until 2022.13  
 
These market conditions have driven activity on two different fronts. Firstly, low 
interest rates have encouraged institutional investors to chase higher yields, 
causing an increased demand for riskier investment products, and thus enabling 
companies to become further leveraged. Secondly, accommodative monetary 
policies have increased liquidity available in the financial system, allowing PE firms 
to increase their M&A activity and demand for LLs. LLs and CLOs are particularly 
attractive as floating rate instruments in a rising interest rate environment.   
 
2021 was a record year for new LL and CLO issuance,14 but higher borrowing costs 
and increased recessionary risks to the economy since early 2022 have driven a 
significant reduction in volumes since.15 
 

 
8   As of July 2023 there has been a cumulative 59 defaults across the over 17800 CLO tranches rated by S&P since 

2010. Source: S&P Global Ratings Credit Research & Insights. 

9   Based on data from BoA Global Research. 

10   Guggenheim Investments, S&P LCD & Bank of America data.  

11   S&P Global Market Intelligence, “Leveraged loan market continues to shatter records amid hunt for yield”. 

12   Bloomberg Markets (2022), “Asia’s Fledgling Leveraged Loan Market is Doing Just Fine”. 

13   Reuters (2021), “What’s Market: 2021 Mid-Year Trend in Large Cap & Middle Market Loans”.  

14   KPMG Corporate Finance, “Credit Markets Update Q4 2021”.  

15  KPMG Corporate Finance, “Credit Markets Update Q4 2023”.  
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2.3.2 Evolution of the type of LL borrowers 
LL borrowers have increased in numbers while decreasing in size, and the average 
credit quality of corporate borrowers has deteriorated with the number in the B/B- 
rated categories exceeding those in the BB-rated category.16 Since 2008 the share 
of the US LL index rated BB has declined from 49% to 22% (by market value), while 
the share rated B has doubled from approx. 30% to over 61% today (by market 
value).17 Moreover, the sectors to which these corporate borrowers belong has 
shifted over time, from traditional industrial sectors to technology, software and 
healthcare, providing higher returns but lower tangible collateral.  
 
2.3.3 Evolution of the LL investor base 
Post GFC, and in part due to prudential constraints on their balance sheets and 
tighter risk management/allocation of their capital, banks have moved towards a 
business model where they underwrite the LLs and distribute them almost entirely 
to other institutional investors, only keeping the less risky and less capital-intensive 
RCF and short-term amortising loans (TLA) on their balance sheets. Some market 
participants have argued, during industry roundtables with IOSCO, that this may 
have lowered the alignment of interests between banks and non-bank-investors in 
contract term negotiations.  
 
Stepping into their place, CLOs have grown to be the largest investor group in the 
broadly-syndicated LL market. At the same time, direct lending by credit funds has 
also grown rapidly, providing financing to borrowers seeking quick execution. The 
rise of institutional investors has led to greater demand for non-amortising bullet 
loans (TLB) which allow funds to be fully invested at relatively high yields for longer. 
 
Overall, the growth and diversification of the investor base seems to have improved 
the liquidity of the LL secondary market while decreasing the individual bargaining 
power of investors in the terms of the LL. 
 
2.3.4 LLs emulating High Yield Bonds 
LL borrowers, especially those backed by a PE sponsor,18 have taken advantage of 
robust demand for LLs and an accommodative credit environment to issue loans 
that are increasingly structured like high yield debt. This is not just in terms of the 
characteristics of the loan itself (weaker covenants, bullet maturity and lower 
collateral backing) but the structures have also evolved from LLs being typically 
supported by a debt cushion (often in the form of a concomitant issuance of high 
yield debt ranking subordinated to the lenders of the LL) to loan-only issuances.  
 

 
16   S&P Global Ratings, “How Weakening Debt Structures and Loan Terms Diluted First-Lien Credit Quality”. 

17  LCD, a part of Pitchbook: Morningstar LSTA US Leveraged Loan Index. 

18  Moody’s – convergence of bonds and loans sets the stage for worse recoveries in the next downturn, 16 August 
2018.  The trend cited in this Moody’s research from 2018 was confirmed in the IOSCO roundtables as being still 
current.   

https://www.moodys.com/research/Moodys-Convergence-of-loan-and-high-yield-bond-markets-sets--PR_387880
https://www.moodys.com/research/Moodys-Convergence-of-loan-and-high-yield-bond-markets-sets--PR_387880
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2.3.5 Erosion of lender protections and the rise in covenant-lite LLs 
Strong investor demand has also resulted in the terms of the loans moving markedly 
in favour of borrowers. This is evident through the increased issuance of covenant-
lite loans, which now make up 90% of LL market share up from 1% in 2000.19 
Covenant-lite loans are loan agreements that often do not contain any financial 
covenants or contain much weaker financial covenants that are put in place to 
protect lenders.20 Although each LL is structured differently, covenant-lite loans 
generally offer few financial covenant protections, including relaxing constraints on 
certain financial ratios and imposing fewer restrictions on the borrower’s ability to: 
transfer collateral beyond the reach of the lender, use asset sale proceeds to pay 
down second lien debt ahead of first lien debt, and/or to issue new pari-passu debt 
secured on the same collateral as the existing LL investors, thereby potentially 
diluting investors’ rights to the collateral.21  
 
In favour of covenant-lite loans, some market participants noted that they offer the 
corporate borrower flexibility to manage extreme financial stress situations, like the 
one seen during the COVID-19 pandemic. It may indeed be costly and time-
consuming to agree to waivers of covenant breaches across a large number of 
investors in a stress situation, which could arguably increase the likelihood of 
pushing corporate borrowers into insolvency. 
  
However, the removal of lender protections has the effect of potentially lowering 
the amount of assets available to secure the lenders in the event of a default and is 
likely to result in lower recovery rates. 
 
There are several explanations for the rise of covenant-lite issuance including the 
imbalance between the supply and demand for LLs, pushing terms in favour of the 
borrowers. Such imbalance is in part driven by the strong demand by CLOs and 
other institutional investors in search of yield in a low interest rate environment. The 
diversification of the investor base makes the negotiation of covenants more 
difficult and may also have played a part in the increase of covenant-lite loans. But 
research22 indicates that the most important factor explaining the dominance of 
covenant-lite loans is the shift in the LL investor base from banks to institutional 
investors including CLOs, credit-focused private and public funds, hedge funds, and 
securities firms, and to a lesser degree, insurance companies and pension funds. 
The investor base for LLs today looks more akin to the investor base for high-yield 
bonds, which typically have few covenants. 

 
19  S&P Global Market Intelligence. “Covenant-lite deals exceed 90% of leveraged loan issuance, setting new high”. 

20 Shohini Kundu (2021), “The Anatomy of Collateralized Loan Obligations: On the Origins of Covenants and Contract 
Design”. 

21  See Bo Becker & Victoria Ivashina (2016), “Covenant-Light Contracts and Creditor Coordination.”- “Contrary to 
what their name might suggest, covenant-lite loans do not have fewer covenants. What differentiates these loans 
and makes them riskier is weaker covenant enforcement. A covenant-lite contract (equivalently, a contract with 
incurrence provisions) requires the firm to comply with its financial covenants only if a firm pursues (incurs) an active 
event, such as issuance of additional financing, sale of assets, or merger. In contrast, a “cov-heavy” contract (a 
contract with maintenance provisions) requires the issuer to maintain its compliance with contractual financial 
covenants at all points in time.”  

22  Bo Becker and Victoria Ivashina (2016), “Covenant-Light Contracts and Creditor Coordination”. 

https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/covenant-lite-deals-exceed-90-of-leveraged-loan-issuance-setting-new-high-66935148
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2756926
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2.3.6 Complexity of LL documentation 
The LL market is highly idiosyncratic and loan documentation is usually tailored for 
each transaction with varying degrees of investor protection. Covenant packages 
and leverage/EBITDA calculations (including addbacks) are typically disclosed in 
the loan documentation. However, loan documents are increasingly complex and 
lengthy, and relatedly, issues have been identified with respect to the clarity of 
drafting.  
 
Market participants have reported that more flexible terms are negotiated by 
corporate borrowers’ sponsors on stronger credits but may be used as precedent 
for other borrowers thereafter.  
There is also a lack of standardisation of loan documents, with large variations 
reported to exist between each deal, making comparison challenging for investors. 
Equally, this makes it harder for lenders to identify new or relevant clauses which 
may further erode their protections. 
 
2.3.7 Higher Leverage Raised to Fund Buyout Valuations 
The long run average purchase price to EBITDA multiples have risen from 8-10x to 
a peak of 11-12x in 2022.23 This was partly fuelled by lower interest rates and 
significant market demand.  To fund these higher buyout multiples, more debt has 
been raised at greater than 6x total debt to EBITDA, i.e., beyond a leverage multiple 
which is already considered to represent a highly leveraged transaction (6x). For 
the reasons outlined under separate points, the inherent leverage and financial risk 
are even higher due to the sometimes aggressive assumptions under-pinning 
EBITDA and the flexibility to raise more debt due to covenant-lite transactions.  A 
rising interest rate environment is likely to result in a correction in these buyout 
valuations. In the past two years, there has been media coverage of significant 
corrections in certain PE valuations, particularly in the venture capital segment of 
the industry. 

 
2.3.8 Increased use of EBITDA adjustments 
Alongside looser covenants, there is evidence that headline debt-to-EBITDA may 
be understated. The rationale for M&A and PE buyouts often includes synergies or 
operational improvements, and it is standard practice to recognise these as 
adjustments (add-backs) to EBITDA, which is used to measure compliance with 
incurrence covenants. These add-backs, however, are uncertain, both in magnitude 
and timing, and may overstate EBITDA and thus understate debt-to-EBITDA 
leverage multiples. There is also evidence that incurrence covenants have become 
less restrictive to borrowers and allow for greater flexibility on the inclusion of add-
backs. Market estimates indicate that incurrence covenants in current24 deals are 
subject to EBITDA adjustments of 15-30%. S&P found that most borrowers in the 

 
23   Purchase price multiples for US LBOs peaked at 11.9x in 2022 before declining to 10.8x in 2023. Before the GFC 

purchase price multiples peaked at 9.7x in 2007, according to data from LCD, a part of Pitchbook. 

24   Discussion of “current” levels is based on year-end 2018 data. 
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US leveraged finance markets missed EBITDA and deleveraging projections.25 Thus, 
actual levels of debt-to-EBITDA ratios may be higher than covenants would 
otherwise imply. Indeed, S&P found that for deals originated from 2015-2019, 
borrowers have under-projected leverage by an average of 2.2x EBITDA in the first 
year and 2.9x EBITDA in the second year.26 
 
2.3.9 Sharp increase in borrowing costs since 2022 
Interest rates have increased sharply in many jurisdictions throughout 2022 and the 
first half of 2023 as many major central banks responded to high inflation. The 
average yield to maturity on US leveraged loans has more than doubled from 4.2% 
at the end of 2021 to over 10% by the end of 2023.27  
 
While interest rates were low there may have been an assumption that TLB bullet 
loans could be easily refinanced when approaching maturity, but more recently 
lower-rated borrowers have struggled to refinance at the new higher borrowing 
costs28. Borrowers rated B- and lower are likely to show the most refinancing 
vulnerability. However, for now, many borrowers have taken advantage of favourable 
market conditions, driven by robust secondary market demand, to refinance in Q4 
2023 and early 2024, to push out the key maturity walls to 2027 & 2028. 29 
 
Where refinancing is challenging some borrowers may be able to execute ‘amend-
and-extend’ transactions allowing them to push out part of their loan maturities 
through an amendment, rather than a full-out refinancing. However, some of the 
weakest borrowers may not be able to execute an ‘amend-and-extend’ and 
ultimately fall into financial distress and enter a restructuring of their debt.30 31 
 
3. Good practices for the consideration of market participants 

3.1 Theme A – Origination and refinancing based on a sound business premise 

Credit risk in the LL market has increased over the last decade, marked by a shift 
towards lower rated and more highly leveraged borrowers. This has been supported 
by benign financing conditions, a decreased focus on borrowers’ cash generation 
and debt repayment capacity and an increased reliance on borrowers’ ability to 
refinance based on growth of EV and EBITDA. In some cases, increased leverage is 
used to fund dividends or to repay PE sponsors. These developments pose an 
increased systemic risk to the LL market, particularly in the event of a prolonged 
period of tougher financing conditions. 

 
25   S&P (2023), “Leveraged Finance: Fifth Annual Study Of EBITDA Addbacks Finds Management Continues To 

Regularly Miss Projections”. 

26   Ibid. 

27   LCD, a part of Pitchbook. 

28  Bloomberg markets (2023),  “Watch out, the debt maturity wall is near”. 
29  There are approximately $740 billion in LLs due to mature in the US over 2027-2028 according to data from LCD, 

a part of Pitchbook. 

30  White & Case (2023), “Ready for Restructuring”. 

31   Moody’s Investors Service (November 2022), “Rising rates, refinancing needs will hit lower-rated companies 
hardest”. 

https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.whitecase.com/insight-our-thinking/european-leveraged-finance-2023-ready-restructuring
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3.1.1 Measure 1 - Debt repayment capacity 
The LL market, as part of the wider leveraged finance (LF) market, plays a key role 
in supporting acquisition finance and LBOs by the PE industry. The LF market has a 
good track record in terms of average default rates over the long term and even 
during the GFC demonstrated a degree of stability compared to other asset classes.  
However, in recent years, the LF market has evolved towards lower-rated borrowers, 
higher leverage and less protection for lenders, which combined with the significant 
growth of the sector, has raised concerns among regulators and has become the 
focus of IOSCO and other regulatory bodies32.   
 
Over the past decade, the LF market has become less focused on the fundamentals 
of demonstrable debt repayment capacity and on forward looking cashflows that 
can robustly under-pin an EV. During the same period, the investor base for LLs has 
shifted from banks to non-bank institutional investors (including CLO managers).33 
Meanwhile the LF market overall, and the LL market in particular, has transitioned 
to debt structures that rely almost entirely on interest only, bullet loans and / or 
bond instruments that do not amortise but often rely on being refinanced in the 
medium to long term.34 The rationale for a debt refinancing is that it will be 
supported by an expansion in the EV of the business and a rise in EBITDA, which 
implies “de-leveraging” or expansion in the value of the equity, without debt 
reduction. While borrowing costs remained very low, borrowers often effected 
refinancings with a higher leveraged debt structure after 3 to 5 years to either 
facilitate a further acquisition and/or to fund a dividend payout and/or to repay 
money to their PE sponsors. 

Assessing debt repayment capacity of a borrower is important not only for newly 
originated loans, but also in refinancing transactions of existing debt structures. In 
some cases, debt refinancings known as “amend-and-extends”, might more 
accurately be described as debt restructurings since amendments are made which 
suggest the borrower may have insufficient operating cash flow available to service 
and repay the debt. For example, some “amend-and-extend” refinancings include a 
combination of fresh equity injected by the PE sponsor in exchange for a conversion 
of cash interest to “payment in kind” (PIK)35 and an extension of maturity.  

Following IOSCO’s roundtable engagement with market participants, the following 
concerns have been raised:  

 
32  FSB (2019), “Vulnerabilities associated with leveraged loans and collateralised loan obligations”. 

33   FSB (2019),  “Vulnerabilities associated with leveraged loans and collateralised loan obligations”. 

34   Ashurst (2018), “High yield bonds and leveraged loans: a convergence of terms”. 

35   Payment In Kind (PIK) structures are debt where interest is “rolled-up” into the debt and is repaid at refinancing or 
maturity.  Such structures provide borrowers with more financial flexibility.  They are generally subordinated to senior 
secured / senior unsecured debt e.g., second lien, mezzanine, and are charged at a higher margin.  But sometimes 
an “Amend and Extend” will seek to refinance and extend an existing senior secured / unsecured debt cash interest 
loan structure into a new debt structure and maturity where the cash interest is replaced with a “partial” or “full” PIK 
interest rate structure to provide further financial flexibility.   Hence, sometimes these “Amend and Extends” are in 
reality distressed restructures.  

https://www.fsb.org/2019/12/vulnerabilities-associated-with-leveraged-loans-and-collateralised-loan-obligations/
https://www.fsb.org/2019/12/vulnerabilities-associated-with-leveraged-loans-and-collateralised-loan-obligations/
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• In recent years, low interest rates and demand from investors looking for 
relatively higher yield has continued to support LBOs with greater than 5-6x 
leverage. Given the higher interest rate environment since last year, there is 
a risk that some highly leveraged borrowers will be left with insufficient 
cashflow to sustainably repay their debt obligations. 

• EBITDA is normally “proforma”36 with adjustments and has limitations due to 
complex definitions and occasionally aggressive assumptions around 
synergies and cost deductions (see Theme B) emphasising the importance 
of focusing on cash flow available for debt service (CFADS).   

• The market has grown to accept debt service cover being measured by 
EBITDA to interest cover, but EBITDA does not repay debt and may mask the 
real degree of financial risk. CFADS (where capex, tax and other key 
deductions are made to EBITDA) to interest / debt service cover is 
considered by many market practitioners as a more realistic assessment of 
financial risk. It is also used to assess debt service coverage ratios and loan 
life coverage ratios.37 

• The reduction in the use of amortising terms loans can result in borrowers 
being less focused on debt repayment which could potentially lead to less 
financial discipline. 

• Credit rating downgrades began to exceed upgrades in the US leveraged 
finance markets since May 2022. One CRA noted that cash flow deficits are 
the most significant concern for borrowers rated B and lower.38 

• As market conditions have tightened, there has been an increase in the use 
of preferred equity and PIK notes to support companies whose cash flows 
are under pressure.39 

• The type of borrowers accessing the LL market has evolved and now includes 
companies with less predictable cashflow. 

 
Proposed Good Practices  

Measure 1 Debt repayment capacity assessment  
Leveraged loans offered to the market in new originations, debt 
refinancings and debt restructurings should be underpinned by 
sound business and financial risk assumptions. Borrowers should 
be able to demonstrate sufficient debt repayment capacity. An 
adequate debt repayment capacity is considered the ability to 

 
36  Pro-forma adjusted EBITDA is a non-GAAP financial measure. It means EBITDA of the company adjusted to strip 

out the effects of non-recurring, unusual or irregular gains or losses, or to include projected future synergies or 
revenue gains associated with significant transactions that have occurred or are expected to occur, but which are 
not reflected in historical financial statements. For example, it can represent the combination of businesses that 
have been purchased or a stripping out of the effects of non-recurring or unusual expenses, as some companies 
recently did in respect of some COVID-19 related costs.  Often it is supported by financial due diligence 
assumptions. Measures such as pro-forma EBITDA may have names and meanings that differ from those provided 
here. 

37   Debt service coverage ratio measures a company’s available cash flow to pay current debt obligations while loan 
life coverage ratio is used to estimate the ability of a borrowing company to repay an outstanding loan by dividing 
the net present value of the money available for debt repayment by the amount of outstanding debt. 

38   S&P Global Ratings, “US BSL CLO and Leveraged Finance Quarterly: Navigating the Rough ‘CCCs’ Q1 2023”. 

39   Pitchbook (2023), “Private credit borrowers turn to structured capital, PIK with debt costs on the rise”. 

https://www.investopedia.com/terms/c/cashflow.asp
https://www.investopedia.com/terms/r/repayment.asp
https://www.spglobal.com/_assets/documents/ratings/research/101572430.pdf
https://pitchbook.com/news/articles/private-credit-borrowers-turn-to-structured-capital-pik-with-debt-costs-on-the-rise
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repay 100% of senior drawn debt or 50% of total drawn debt over 
the medium term. For example, some regulatory agencies and 
other market practitioners measure the debt repayment capacity 
over a 5 to 7 year period. Where this is not evident, a credible 
explanation should be provided. It is also considered good 
practice to disclose debt repayment capacity in supporting 
documentation at the time of debt offering and refinancing. A 
robust assessment of cash flows including stress testing should 
inform debt repayment capacity assessments. 
 

 
Existing regulatory guidance identifies debt repayment capacity as a critical element 
of the underwriting process.40 The Board of Governors of the Federal Reserve 
System (FRB), Office of the Comptroller of the Currency (OCC), Federal Deposit 
Insurance Corporation (FDIC) and European Central Bank (ECB) have issued 
leveraged lending guidance, in their respective jurisdictions which identifies a debt 
repayment test of 5-7 years.41 In the US, the FRB, OCC and FDIC issued their 
Interagency Guidance on Leveraged Lending in 2013 (“US Interagency Guidance”). 
The guidance identifies the ability to fully amortize senior secured debt or the ability 
to repay at least 50% of total debt over a 5-7 year period as representing an 
adequate repayment capacity.42 The ECB’s 2017 Guidance on Leveraged 
Transactions (ECB guidance) also identified the ability to fully amortise senior 
secured debt or repay at least 50% of total debt over a period of 5-7 years as an 
adequate repayment capacity.43 
 
This type of debt repayment capacity assessment is employed by underwriting 
entities as a common risk management tool, where transactions are considered to 
be highly leveraged. For instance, where gross leverage of a transaction (i.e., based 
on total committed debt to EBITDA) exceeds 6 times, then key risk mitigations based 
on the strength and predictability of cash flow are often assessed. Many investors 
believe a further key risk analysis is to assess the capacity of a business to repay 
100% of the senior debt or 50% of the total debt over a 7 year period.44  
 
Many loan investors build their own base case cash flow model to assess debt 
repayment capacity and deleveraging over a 7 year or longer period. In addition, 
varying cash flow modelling scenarios and sensitivities are applied (i.e., interest rate 
increases, incremental debt raised, revenue and profit sensitivities). When a debt 
investor does not have access to the cash flow model, they have to make an 

 
40  Debt repayment capacity guidance is set out as part of the US Interagency guidance on leveraged lending (2013) 

and the ECB’s Guidance on Leveraged Transactions (2017). 

41   The ability to fully amortize senior secured debt and repay at least 50% of total debt over a 5–7-year period is 
identified as an adequate repayment capacity in both the US Interagency guidance and the ECB’s Guidance on 
Leveraged Transactions.  

42   Board of Governors of the Federal Reserve System, Federal Deposit Insurance & Corporation Office of the 
Comptroller of the Currency (2013), “Interagency Guidance on Leveraged Lending”. 

43   ECB (2017), “Guidance on Leveraged Transactions”. 

44   Based on observations of IOSCO members during supervisory reviews of LL lenders/investors. 
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estimate of future cash flow by examining historic cash flow statements and then 
estimating base, upside and downside scenarios to assess debt repayment 
capacity. 
 
While it may be important to assess debt repayment capacity on the basis of total 
committed debt when there are credit issues and liquidity strains, assessing debt 
repayment capacity on the basis of total drawn debt taking into account the likely 
drawdown of committed facilities (e.g., revolvers, etc.) is deemed by many market 
participants as good practice. 
 
As such, it is considered good practice to clearly disclose the borrower’s ability to 
repay its drawn debt based on projected free cash-flows available to service debt 
after cash interest has been paid.45 Given the increasing prevalence of bullet loan 
structures and limited / no amortising loans, the following may be explicitly 
disclosed in supporting documentation provided by borrowers / sponsors (e.g., 
financial models): 

Total Drawn Debt Repayment Test 

• By year 7, the percentage of total drawn debt that can be repaid from 
base case free cash flows projections after interest. 

• By year 7, the percentage of total drawn senior debt that can be repaid 
from base case free cash flows projections after interest. 

 
It is considered good practice for base case free cash flow projections to be 
supported by analysis of historic cash flow statements; forward looking adjustments 
which are credible and justifiable and multi-year forecasts including their 
assumptions that can then be stress tested under different scenarios. Leveraged 
finance is often underpinned by a forward looking estimate of deleveraging46 by 
maturity date which will then support a debt refinance at that date or an earlier date. 
Some market participants only focus on funded debt and not gross drawn and 
undrawn debt, but it is important to assess the potential for committed debt to be 
drawn and incremental debt to be raised. A sale of assets can also be assessed in 
addition to cash flow forecasting, but if an asset is sold it is considered good 
practice to assess the impact on future cash flow generating capacity. 
 
To support this cash flow analysis, it is considered good practice for borrowers to 
disclose average daily usage of RCFs, as part of its on-going cash flow reporting. 
This will give a more realistic view of debt repayment capacity by avoiding potential 
situations whereby RCFs are repaid prior to quarterly point in time reporting.  
 

 
45   Free Cash flow projections should capture refinancing risk and not assume favourable refinancing conditions going 

forward. Facilities with balloon payment features such as bullet loans, should be considered to be fully due on the 
maturity date.   

46   Deleveraging can mean actual de-leveraging i.e., debt repaid, or implied based on an estimate of future debt as a 
multiple of EBITDA e.g., leverage has improved from 6x in 2023 to 4x at maturity in 2028.  The problem with only 
looking at leverage using EBITDA is that there may not be sufficient cash flow to sustainably repay debt, which is 
why the debt repayment test at origination and ongoing during the life of the deal is essential. 
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The importance of being transparent on debt repayment capacity is that it clearly 
puts the focus on cash generative capacity rather than EBITDA which is typically 
subject to multiple add-backs and adjustments that often prove to be overly 
optimistic.47   
3.1.2 Measure 2 – Dividend recapitalisations 
In recent years, numerous refinancing transactions with high leverage were 
completed to allow for dividend payment or capital distribution.48 This is to take 
advantage of value generated by the business, for example from an increase in 
underlying cashflows arising from business growth, synergies achieved or cost 
savings. But market stakeholders have raised concerns that in some cases these 
synergies and cost savings do not materialise49 (See Theme B), and higher EV to 
EBITDA multiples may have been fuelled by lower interest rates and easy financing 
conditions.  
 
PE sponsors and borrowers have in some cases sought flexibility to make dividend 
payments ahead of senior loan holders’ repayment using dedicated incremental 
debt baskets. There have also been some cases where litigation has been brought 
by lenders who are contesting the legality of such a transfer as well as disputing the 
appropriateness of EBITDA add-backs used to size the debt capacity under 
covenant baskets. 
 
Proposed Good Practices 

Measure 2 Dividend Recapitalisations  
Dividend recapitalisations should be considered with reference to 
the level of remaining equity support, degree of leverage and debt 
repayment capacity. Lenders should apply additional scrutiny to 
the use of incremental debt to fund dividend recapitalisations 
where borrowers are highly leveraged.  

 
Underwriting entities should apply additional scrutiny to dividend recapitalisations 
where equity is less than 40%50 of the total capital structure, total committed 
leverage is greater than 6x and /or where adequate debt repayment cannot be 
demonstrated as outlined under Measure 1. Additional scrutiny in such cases may 
include assessment and approval by a function independent of the origination 
function.  

 
47   S&P (2023), “Leveraged Finance: Fifth Annual Study Of EBITDA Addbacks Finds Management Continues To 

Regularly Miss Projections”.  

48   In particular, in 2021 there was $82bn of loans issued in the US broadly syndicated loan market to fund dividend 
recaps. Over 45% of these deals were completed by borrowers levered over 6x, according to data from LCD, a part 
of Pitchbook.  

49   S&P (2023), “Leveraged Finance: Fifth Annual Study Of EBITDA Addbacks Finds Management Continues To 
Regularly Miss Projections”. 

50  Equity contribution in US LBOs has ranged between 30% and 47% over the period from 2005 to 2020. From 2005 
to 2007 lower equity contribution of 30% to 32% was typical, but since 2008 equity contribution has generally 
been higher and ranged between 37% and 51%. In LBOs since 2015 the average equity contribution has ranged 
between 42% and 47%. In both 2019 and 2020 the average equity contribution was 47%.  
Source: S&P Global (2021), “As LBOs surged in Q4’20, US purchase price multiples hit new heights”. 

https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/as-lbos-surged-in-q4-20-us-purchase-price-multiples-hit-new-heights-62227223
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3.1.3 Measure 3 – Enterprise Values 
Buyout multiples, typically represented as Enterprise Value (EV)51 as a multiple of 
EBITDA, have trended upwards in recent years with purchase multiples peaking at 
average levels of 11-12x in 2022 (compared to the long run average of 8-10x) for 
both the large corporate and middle market leveraged loan sectors.52 Higher buyout 
multiples have been supported by higher levels of debt above 5-6x53 (excluding 
additional leverage from incremental debt capacity), lower interest rates and easy 
financing conditions.  
 
Valuation through use of EVs is an established practice which provides benchmark 
multiples to compare buyouts in similar industries. But EVs need to be supported by 
a credible forward-looking financial cash flow model. The ability of a business to 
service the interest and sustainably repay debt is a critical consideration. Some 
roundtable participants identified insufficient cash flow and debt service capacity 
as an area of concern for the most highly leveraged borrowers, given increased 
borrowing costs and general market conditions since 2022. An argument could be 
made that some market participants have relied on an assumption that the EV can 
cover debt based on a forward-looking EV / EBITDA multiple, when a detailed cash 
flow model might show a lack of debt repayment capacity. Even so, discounted cash 
flow (DCF) models may also be subject to optimistic assumptions, for example 
including a terminal value using the perpetual growth methodology based on 
inappropriate forecasts of final year unlevered free cash flows or discounting with 
an inappropriate weighted average cost of capital.  
 
Proposed Good Practices 

Measure 3 Enterprise Values 
The calculation of EVs which support the capitalisation structures 
of LBOs should be based on a well-constructed financial model. 
Borrowers / Sponsors are encouraged to clearly disclose the key 
assumptions underpinning the financial model / basis of EV. It is 
good practice that any EV model (DCF or otherwise) is reviewed 
and validated by a function independent of the origination unit.   
 
The basis for EV under-pinned by multi-year forecasted cashflows 
from a DCF model typically result in a more robust estimation. If 
an alternative approach is applied, such as comparable multiples 
of EBITDA derived from other LBO transactions, the assumptions 
should be clearly outlined. It is good practice that DCF valuations 

 
51  Enterprise Value (EV) measures a company’s total valuation which should equal a valuation of equity (private or 

public) plus total short- and long-term debt minus cash and cash equivalents.  Adjustments may have to be made 
to account for other liabilities including unfunded pension liabilities or minority interest holdings in companies.  EV 
is often represented as a multiple of EBITDA to summarise the purchase price for a business e.g., 10 times purchase 
multiple, and the degree of debt and equity used to finance the business is a key measure of financial risk. 

52  According to data from LCD, a part of Pitchbook.  

53   Ibid. 
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which are heavily influenced by terminal values extrapolated from 
final year forecasted cashflows be credible and challenged.  

 
EV is a widely used metric for valuing a company and as a proxy for determining 
debt sustainability in leveraged finance transactions. Borrowers / Sponsors are 
encouraged to disclose the EV calculation and key assumptions for all originations, 
debt refinancings, “amend-and-extends” and raising of incremental debt. Regarding 
EV calculations, the following are considered good practices: 

• Market participants should review and challenge the EV calculation 
methodology (i.e., Discounted Cash Flows / Income Method, Asset Valuation, 
Market Based, etc.).54  
 

• Borrowers / Sponsors are encouraged to disclose key underlying 
assumptions, including any adjustments to EBITDA and calculations of total 
debt, if not the same as used for the debt sustainability or leverage multiple 
calculations. This should include the rationale for the use of the particular EV 
calculation methodology. 
 

• For EV calculations based on DCF models, market participants are 
encouraged to scrutinise the unlevered free cash flow forecasts for the initial 
years and the final year, which forms the basis of the terminal value under the 
perpetual growth methodology. Appropriate discount and growth rates 
should be applied to the assessment of perpetuity cashflows. If the debt 
repayment test cannot be met and other indictors of default are evident, then 
a terminal value based on an assumption of perpetual growth may not be 
relevant and instead a limited multiple of final year cash flow may be more 
appropriate. It may also be appropriate to include no multiple of final year 
cash flow (year 5/6/7) in the assessment of EV where no confidence can be 
instilled in the long term cash generative capacity of the business. 
 

• Underwriting entities are encouraged to prepare a weighted average upside, 
base and downside calculation of EVs compared to the relevant debt 
structure to measure a potential credit loss, assuming the borrower is 
deemed to be a going concern. This analysis may highlight that in some cases 
a right-sizing of debt may be required based on the debt repayment capacity 
of the borrower and a realistic assessment of future debt servicing costs.   
 

• US Interagency and ECB guidance state that EVs should be calculated or 
validated by a team independent of the loan origination team55 

3.2 Theme B – EBITDA and loan documentation transparency 

 
54   EVs are commonly calculated using a number of different methodologies including the discounted cash flow method 

which calculates value based on future unlevered free cash flows or market-based approaches which rely on prices 
of comparable enterprises. 

55  Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation, Office of the 
Comptroller of the Currency: “Interagency Guidance on Leveraged Lending”, March 21, 2013 & ECB (2017), 
“Guidance on Leveraged Transactions”. 
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Increased use of EBITDA adjustments coupled with the opacity and complexity of 
loan documentation may be undermining investors’ ability to assess credit risk in 
LLs. It has been widely acknowledged by market participants, in industry 
roundtables with IOSCO, that EBITDA marketed by borrowers may significantly 
underestimate leverage at deal inception due to inappropriate EBITDA adjustments. 
This issue may be exacerbated by the increasing complexity of loan documentation, 
which has made it more difficult for investors to assess lender protections (see 
Measure 5). These developments could potentially undermine the principle of fair, 
efficient and transparent markets and expose the market to increased systemic risk.  
 
3.2.1 Measure 4 – EBITDA complexity and opacity  
EBITDA is a gross proxy for cash flows and is commonly used to assess the ability 
of the borrower to service its debt. However, EBITDA is generally not subject to strict 
accountancy rules and commonly accepted definitions and as such is more 
exposed to the potential for inappropriate adjustments.  
 
There have been growing concerns among market stakeholders that EBITDA 
projections marketed at deal inception may have disguised the inherent credit risk 
of borrowers in the LL market. As previously noted, the significant growth in 
reported leverage multiples, while concerning, also likely underestimate total 
leverage as marketed EBITDA is often based on overly optimistic assumptions.  
 
EBITDA is a concept that can be defined in numerous ways and is often based on a 
diverse and esoteric range of add-backs or adjustments defined by borrowers. 
These adjustments are intended to strip out the effects of non-recurring, unusual 
or irregular gains or losses but also to include projected future synergies associated 
with M&A activity and LBOs. While these add-backs can account for up to a third of 
EBITDA borrower projections in larger M&A and LBO deals,56 they generally prove 
to be overly optimistic, as evidenced below.  
 
Since 2018, S&P conducted annual studies on the accuracy of US speculative grade 
borrowers’ EBITDA projections. The studies have tracked EBITDA performance for 
deals originated from 2015-2019 and found that 66% and 61% of borrowers missed 
EBITDA projections by at least 25% in year 1 and year 2 post inception, 
respectively.57 In addition, borrowers failed to meet deleveraging projections. For 
deals originated from 2015-2017, 75% of borrowers missed debt projections, while 
for deals originated in 2018 and 2019, 67% of borrowers missed debt reduction 
projections.58 This underperformance has significant implications for leverage 
multiples. S&P found that for deals originated from 2015-2019, borrowers have 

 
56   S&P (2023) Leveraged Finance, “Fifth Annual Study Of EBITDA Addbacks Finds Management Continues To 

Regularly Miss Projections”.  

57   Ibid. The study compared marketing EBITDA at deal inception versus actual reported EBITDA in year 1 and year 2 
post inception.  

58  Ibid: S&P explain that the improvement in the 2018 and 2019 vintage was a result of companies hoarding cash 
during the COVID-19 pandemic. This had an effect of reducing net debt which was used as the basis of S&P’s debt 
definition.  

https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
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under projected leverage by an average of 2.2 times EBITDA in the first year and 2.9 
times EBITDA in the second year.59  
 
EBITDA and leverage misses are often caused by the inaccuracies associated with 
synergy and cost saving projections, which account for approximately a third of total 
add-backs.60 However, these items are considered among the most difficult add-
backs to accurately predict. In addition, S&P found a positive correlation between 
the magnitude of EBITDA add-backs and the size of management projection misses. 
It was found that for deals with the largest projected leverage misses, add-backs 
were approximately double those of the best performing deals.61 This longitudinal 
study indicated that marketing EBITDA is an inaccurate proxy for future profitability 
and cash flows, which at deal inception can significantly disguise a borrowers’ credit 
risk.  
 
These findings were echoed by feedback received from industry stakeholders as 
part of roundtable discussions. Marketed EBITDA was considered to be an 
inaccurate indicator of future revenues and cash flows. While private side LL 
investors relied on their own EBITDA projections based on financial data provided 
by the borrower, there was agreement that additional transparency would support 
the development of more informed and accurate forecasts and increased market 
efficiency.62  
  

 
59   Ibid. 

60   Ibid. 

61  Ibid. 

62   Loan markets rely on both public and private buy-side participants. Investors participating on the private side 
receive additional financial information from the borrower including management projections during the syndication 
process. Separate marketing materials are prepared for public side investors which exclude management 
projections. Private side investors also receive enhanced on-going reporting including monthly or quarterly financial 
reporting, financial projections, covenant compliance reports and plans for acquisitions and disposals. Such 
information is subject to confidentiality agreements.  
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Proposed good practices 

Measure 4 – EBITDA complexity and opacity 
EBITDA definitions should avoid unnecessary complexity. Pro-forma EBITDA 
adjustments based on future synergies, earnings and asset disposals should be 
made on a reasonable basis and borrowers are encouraged to provide clear 
justifications of these adjustments to investors / lenders. Borrowers are 
encouraged to subject forecasted cost savings and synergies to credible time 
horizons and caps.  
 
Underwriting entities are encouraged to subject all EBITDA adjustments to 
independent review by an appropriate second line control function as part of the 
underwriting process with periodic back-testing thereafter. 
 

 
EBITDA calculations 

Existing regulatory guidance emphasises the importance of closely scrutinising 
EBITDA calculations and associated adjustments. For instance, the ECB Guidance 
states that any enhancements to EBITDA should be duly justified and reviewed by 
a function independent of the front office function.  
 
These principles are commonly observed in bank underwriting policies, which 
generally include provisions for assessing EBITDA and associated pro-forma 
adjustments. These include requirements for pro-forma EBITDA adjustments to be 
scrutinised by the leveraged finance syndication desk with independent review by 
risk management. Other good practices observed include establishing time 
horizons for EBITDA calculations such as the most recent 12-months (TTL63 or 
LTM64) and requiring additional scrutiny to be applied to add-backs associated with 
cost-savings and synergies that are forecast to occur beyond 12-months. 

Bank underwriting standards also generally include provisions to remove 
adjustments based on assets sales / disposals where these sales / disposals are 
not legally contracted or not due to occur within a reasonable timeframe (i.e., 12-
months). 

Many lenders also include provisions whereby borrowers can be designated as a 
weak credit where a certain percentage of EBITDA (i.e., 20%) is based on synergies 
and cost saving not yet realised or other inappropriate add-backs based on cash 
costs.  

In this regard, the following practices are encouraged in relation to EBITDA 
calculation methodologies: 
 

• Where pro forma EBITDA is based on asset sales or disposals, these should 
be based on legal contracts or similar arrangements that provide reasonable 

 
63   Trailing twelve months. 

64   Last twelve months. 
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assurances on asset values and be forecast to occur in reasonable or 
credible timeframe (i.e., within the next 12-months). 

• Pro-forma EBITDA based on future synergies or future earnings should be 
based on reasonable assumptions and borrowers are encouraged to disclose 
these key assumptions to investors.   

• Where projected synergies and cost savings are included in pro-forma 
EBITDA, it is considered good practice that these be subject to clearly 
defined and prudent caps set as a percentage of trailing EBITDA (i.e., last four 
quarters summed or trailing 12-months summed, as sourced from the 
borrower’s financial statements / earnings results). Historically add-backs for 
synergies and cost savings were capped at between 5% and 25% of 
EBITDA.65 While appropriate caps should be set in the context of each deal, 
caps above this range are not considered prudent and for many deals 
prudent caps may be set at lower levels. In all cases, caps should be 
supported by appropriate assumptions.   

• Inclusion of add-backs associated with restructuring costs should be treated 
in a prudent manner and the borrower should be able to demonstrate that 
these restructuring costs do not relate to a company’s normal operations, 
strategy, or industry and regulatory environment. It is good practice that 
restructuring costs which could be reasonably expected to be included in 
operational costs (i.e., those needed to restructure operations to remain 
competitive) are not included in add-backs.  

• Borrowers are encouraged not to include cost saving or synergies forecast 
to occur beyond 24-months in pro-forma EBITDA marketed at deal 
inception.66 

• It is considered good practice that underwriting entities subject any cost 
saving or synergies forecast to occur beyond 12-months to enhanced 
scrutiny.  

• Any pro-forma adjustments included in EBITDA to produce an updated 
normalised EBITDA should be closely scrutinised. It is considered good 
practice that enhancements to EBITDA be reviewed by a function 
independent of the front office function (e.g., risk function) of the 
underwriting banks.   
 

EBITDA Disclosures 

Adequate disclosure of EBITDA definitions and assumptions is a critical factor in 
ensuring investors have sufficient information to make informed investment 
decisions. In this regard, trade bodies, the European Leveraged Finance Association 
(ELFA) and the Loan Market Association (LMA) published a best practice guide for 

 
65  Historically loan or bond documentation would cap EBITDA add-backs / adjustments between 5%-25% of the 

previous 12-months EBITDA. However, according to research from Fitch, among others, there has been a trend 
towards eliminating EBITDA add-back caps from loan documentation.  
Source: Fitch (2021), “Coronavirus-Related EBITDA Addbacks Enhance Flexibility (Adjustments Increase Covenant 
Cushion, Add Extra Financial Flexibility for Issuers)”.  

66  It is common practice for loan documents to include cut-offs of 12-24 months for add-backs to be realised. Add-
backs forecast beyond this threshold are not included. White & Case (2019) ‘Synergising synergies’ 
https://www.whitecase.com/insight-alert/synergising-synergies 

https://www.fitchratings.com/research/corporate-finance/coronavirus-related-ebitda-addbacksenhance-flexibility-adjustments-increase-covenant-cushion-add-extra-financial-flexibility-for-issuers-18-11-2021
https://www.fitchratings.com/research/corporate-finance/coronavirus-related-ebitda-addbacksenhance-flexibility-adjustments-increase-covenant-cushion-add-extra-financial-flexibility-for-issuers-18-11-2021
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loan term sheet completeness in 2022, hereafter referred to as the ELFA/LMA best 
practice guide.67 The guide calls for clear disclosures on EBITDA including: (i) full 
definitions of consolidated EBITDA and Consolidated Net Income, (ii) full details of 
any add backs, run rate adjustments or similar as well as cap levels, (iii) presentation 
of add backs / run rate adjustments in the borrower Base Case Model and (iv) 
clarification of whether EBITDA has been adjusted for IFRS 16 and its impact on 
consolidated indebtedness.68  
 
Loan market participants are encouraged to use existing industry best practice 
guides where available. In addition, the following practices are encouraged in 
relation to EBITDA disclosures: 

• Borrowers are encouraged to disclose full details of any add-backs, run-rate 
adjustments, or similar, with cap levels as part of a financial calculations 
covenant and in the loan term-sheets. EBITDA definitions should avoid 
unnecessary complexity.  

• Borrowers are encouraged to provide detailed reconciliations from net-
income  (based on the applicable accountancy framework) to marketed 
EBITDA. 

• Borrowers are encouraged to provide regular reports (e.g., quarterly) to 
lenders on EBITDA and adjustments, using a methodology and itemisation 
consistent with that used for issuance. This will support the tracking of 
performance against EBITDA marketed at origination.  

3.2.2 Measure 5 - Transparency on covenant limitations  
Covenant Limitations and Loan Documentation Transparency 

Over the past decade there has been a steady reduction in the credit protections 
available in loan documentation as leveraged loans increasingly adopted features 
typical of the high yield bond market. As a result, there has been a move away from 
more standardised loan documentation based on the LMA style documentation and 
terms towards covenant-lite structures associated with the high yield bond market. 
Traditionally term loans were amortizing facilities that included financial 
maintenance covenants, designed to ensure that the debtor maintained agreed 
financial ratios. However, in recent years the covenants have been gradually 
replaced with incurrence covenants associated with high yield bonds, which provide 
borrowers with greater flexibility. For instance, covenant-lite facilities have grown 
from approximately 32% of the US LSTA Leveraged Loan Index in 2013 to almost 
90% of the index by the end of 2023.69 The change has been even more profound 
in Europe where covenant-lite facilities have grown from approximately 6% of the 
European Leveraged Loan Index in 2013, to almost 97% of the index by the end of 
2023.70 

 
67   European Leveraged Finance Association and the Loan Market Association (2022), “Best Practice Guide for Term 

Sheet Completeness”. 

68   European Leveraged Finance Association and the Loan Market Association (2022), “Best Practice Guide for Term 
Sheet Completeness”. 

69  According to data from LCD, a part of Pitchbook.   

70  According to data from LCD, a part of Pitchbook.   
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As previously discussed, macro-economic factors have played a significant role in 
this transition. The prolonged period of low interest rates and the resulting search 
for yield increased risk appetites and drove supply-demand imbalances that have 
contributed to more borrower friendly terms. This has been coupled with the change 
in the LL investor base, from banks to institutional investors, the associated move 
from a lend-to-hold to an originate-to-sell origination model and the rising influence 
of PE sponsors.71  
 
This change has seen the proliferation of terms that offer borrowers significant 
additional flexibility to raise incremental debt; make significant adjustments to pro-
forma EBITDA; reduce the collateral available to lenders through the exclusion of 
key subsidiaries’ assets from the reach of lenders as well as to allow for greater 
flexibility on restricted payments. In addition, loan documents now allow for greater 
flexibility for borrowers in the event of default. In some cases, grace periods have 
been extended for missed interest payments to 30 calendar days, while covenant 
breaches have been extended to 60 days.72  
 
Incremental debt 
Incurrence terms generally allow issuers to incur incremental debt subject to a 
financial ratio test plus free and clear baskets (incremental debt facilities that do 
not require compliance with pro-forma financial ratio) that often allow for additional 
debt based on a full turn of the borrower’s EBITDA.73 Traditionally debt covenants 
restricted debt incurrence to 2x Fixed Cost Coverage Ratio (FCCR) plus some 
additional baskets such as RCFs and limited general permitted debt baskets.74 As 
part of industry engagement, IOSCO found that in some cases incremental debt 
could be raised at up to 9x total debt to EBITDA. 
 
Concerns associated with borrowers’ ability to raise incremental debt are 
exacerbated by additional flexibilities now afforded to borrowers when calculating 
pro-forma EBITDA. Term loans place only limited restrictions on the inclusion of 
EBITDA add-backs that strip out the effects of unusual, irregular or non-recurring 
items as well as adjustments that account for projected synergies and savings75. 
Research suggests that these pro-forma adjustments are often missed, this can 
lead to uncertainty regarding leverage ratios and debt sustainability.76 This can be 
further compounded when incremental debt is raised based on pro-forma 
compliance with a financial ratio, generally a leverage ratio. An inappropriately 

 
71   Ashurst (2018), “High yield bonds and leveraged loans: a convergence of terms”.  

72  Ibid. 

73   Ibid. 

74   Ibid. FCCR is a measure of a company’s ability to meet fixed charges out of cash flows generated. It is expressed 
as a ratio of cash flows to fixed charges (i.e., interest and principal costs, leases / rent, capital expenses, etc.). 

75  Ibid. 

76   S&P (2023), “Leveraged Finance: Fifth Annual Study Of EBITDA Addbacks Finds Management Continues To 
Regularly Miss Projections”.  

https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
https://www.spglobal.com/ratings/en/research/articles/230216-leveraged-finance-fifth-annual-study-of-ebitda-addbacks-finds-management-continues-to-regularly-miss-project-12643170
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elevated EBITDA figure may ensure compliance with the ratio, while disguising true 
leverage multiples and credit risk.77  
 
Asset stripping 
The flexibilities associated with the current covenant-lite structures have gained 
industry and media attention in the wake of a series of high profile cases, which 
have illustrated the potential weaknesses in the credit protections available to 
investors. In particular, liability management techniques such as “trap doors” and 
“up-tiering” have gained widespread attention as a result of the potential significant 
structural subordination imposed on senior lenders. There has been some 
prominent cases of “trap door” or “asset stripping” manoeuvres where borrowers 
were able to move key assets outside the guarantor group to an unrestricted non-
guarantor subsidiary, resulting in a structural subordination of the restricted group 
lenders. Similarly, “up-tiering” or “priming” are manoeuvres that can result in material 
contractual subordination for existing senior lenders, when super-senior debt is 
raised without the consent of many of the senior lenders.  
 
Document opacity 
The risks highlighted above have been further exacerbated by a lack of 
transparency in the loan documents and key marketing materials such as term 
sheets, which further undermines the efficient functioning of the market. In 
particular, investors have pointed out that term sheets lack sufficient 
standardisation in terms of content and sufficiency of disclosures in respect of 
material terms investors rely on to make investment decisions.78 
 
According to research carried out by trade bodies ELFA and LMA, not only is there 
a lack of detail on disclosed terms but in some cases some material terms are 
omitted and subsequently included in the loan documentation. ELFA and the LMA 
have confirmed that these practices are impacting investors’ ability to appropriately 
assess risk during the syndication process and are undermining the proper 
functioning of the loan market.79 Much of these concerns were echoed by industry 
participants as part of IOSCO’s industry engagement. LL and CLO investors were 
supportive of increased transparency in respect of key loan terms including debt 
incurrence covenants and associated financial ratio tests, permitted debt baskets 
as well as covenant terms that enable liability management manoeuvres such as 
“priming” or “asset stripping”.  

The material dilution in lender protections coupled with increased leverage at 
origination are likely to have an impact on future recovery rates and result in 
increased systemic risk. A 2020 study by S&P, found that recovery rates were 
materially lower for US covenant-lite loan facilities compared to non-covenant-lite 

 
77   Ibid. S&P research has shown widespread underperformance against marketing EBITDA, across the US speculative 

grade market. This has resulted in leverage multiples being on average almost 3 turns greater than forecasted when 
the deal was marketed.   

78  European Leveraged Finance Association and the Loan Market Association (2022), “Best Practice Guide for Term 
Sheet Completeness”. 

79  Ibid. 
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facilities emerging from bankruptcy between 2014 and 2020. The average and 
median recovery rates for covenant-lite US leveraged loans were 11% and 34% 
lower than non-covenant-lite facilities, respectively.80  
 
Furthermore, the lack of transparency on key terms of covenant-lite loan facilities 
may be undermining investors’ ability to assess the inherent credit risk associated 
with the loans, which in turn undermines investors’ ability to accurately price credit 
risk.  
 

Proposed good practices 

Measure 5: Transparency on covenant limitations  
It is good practice for material covenants and associated terms contained in term 
sheets and loan documentation to be written and presented in a clear, concise 
and effective manner that can be readily understood by the contracting parties, 
including under what circumstances covenants can be triggered.   
 
Where relevant, industry participants are encouraged to consider best practice 
guidance for transparency when drafting key marketing materials (e.g., term 
sheets). Existing best practice guidance encourage clearer disclosures on 
material covenants that could impact a borrower’s credit risk and impact lender 
protections. It is also good practice to disclose the calculation of marketed 
leverage ratio to assist lenders in their credit risk assessment. Borrowers 
/sponsors are also encouraged to provide clear disclosures of the quantity of 
incremental debt (i.e., on day one / at issue) and associated baskets that can be 
raised as well as the ability to move assets beyond the reach of the lender group.  
  

 
Transparency on key loan provisions is considered critical in ensuring that investors 
have the necessary information to effectively analyse the risk associated with a 
transaction and its material covenants. Given loan term sheets are provided early in 
the syndication process, additional clarity on terms strengthens investors’ ability to 
challenge those that materially weaken lender protections. 
 
In recent years there have been industry led initiatives aimed at increasing 
transparency in the LL syndication process, resulting in the development of the 
ELFA/LMA best practice guide.81 The guide calls for clearer disclosures on material 
covenants and terms such as: (i) debt incurrence, (ii) incremental facilities, (iii) clear 
definitions of key financial ratios components including potential exclusions of 
certain debt baskets, (iv) the ability of non-guarantor subsidiaries to incur debt, (v) 
asset sales and transfer covenants, (vi) restricted payments and (vii) EBITDA margin 
ratchets and associated reporting. 
 

 
80   The research captured 67 credits which exited chapter 11 bankruptcy between 2014 and H1 2020. It found the 

average recovery rate was 78.5% for non-covenant-lite loans compared to 67.5% for covenant-lite loans. Median 
recovery rates for non-covenant-lite loans was 98.7% compared with 64.8% for covenant-lite loans. Source: S&P 
Global Ratings (2020), “Settling for less: Covenant-lite loans have lower recoveries, higher event and pricing risk”.  

81   Ibid. 

https://www.spglobal.com/ratings/en/research/articles/201013-settling-for-less-covenant-lite-loans-have-lower-recoveries-higher-event-and-pricing-risks-11687612


 

29 
 

In this regard, it is good practice that material covenant and associated terms 
contained in term sheets and loan documentation are written and presented in a 
clear, concise and effective manner that can be readily understood by the 
contracting parties, including under what circumstances covenants can be 
triggered. 
 
In addition, the following practices are encouraged in relation to disclosures in loan 
documentation and marketing materials: 
 

• Where available and applicable to a jurisdiction, industry participants are 
encouraged to consider the relevant best practice guidelines, for example 
the ELFA/LMA best practice guide. 

• Material covenant terms should be clearly disclosed in term sheets. As a 
good practice the following disclosures could be considered:  

o The quantity of incremental debt that can be raised on day one / at 
issue. 

o Calculation of debt baskets including relevant caps. 
o Definition of restricted payments and retained cash. Restricted 

payment disclosures should capture any flexibilities afforded to the 
borrower to use available debt bucket capacity for restricted 
payments. 

o Debt incurrence provisions and calculation of associated financial 
covenants including the leverage ratio. 

o Existence of ‘trap door’ or ‘asset stripping’ clauses. 
o Existence of ‘up-tiering’ or ‘priming’ clauses. 

• It is considered good practice that material terms of the debt incurrence 
covenant, including but not limited to the following, be clearly disclosed: 

o Existence of clauses allowing the borrower to use available restricted 
payment capacity to incur incremental debt. Where these clauses 
exist, borrowers are encouraged to disclose the ratio at which this debt 
can be incurred.  

o Existence of clauses allowing the borrower to incur additional debt 
based on equity contributions. Where these clauses exist, borrowers 
are encouraged to disclose the ratio at which this debt can be 
incurred. 

• Borrowers are encouraged to disclose clauses imposing a cap on overall 
non-guarantor debt incurrence.  

• Where a ratio debt basket is based on a leverage ratio, it is considered a 
prudent approach to calculate the leverage ratio on both a steady state 
EBITDA and base case pro-forma EBITDA.  

• In respect of incremental debt capacity disclosures, borrowers / sponsors 
are encouraged to disclose available capacity under various debt baskets as 
well as the underlying calculations on a regular basis (e.g., quarterly) (see 
Measure 12).  

• Enhanced transparency on key covenants could also be supported by an 
FAQ style document that highlights the existence of key covenants and 
comprehensively explains them.  
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3.3 Theme C – Strengthening alignment of interest from loan origination to end 
investors 

As the LL investor base has shifted from banks towards non-banks, there has 
arguably been a concurrent shift towards an ‘originate-to-distribute’ model and a 
weakening of the alignment of interests between the intermediary banks and the LL 
lender syndicate. It is good practice for banks to be able to demonstrate that they 
have aligned their interest with end investors for example through robust risk 
management and reference to independent and impartial legal advice.  
 
3.3.1 Measure 6 – Transparency and fairness during underwriting and syndication 

Background on the syndication process 

A borrower or potential acquirer in an LBO solicits bids from potential arranging 
banks and awards a mandate to the preferred syndicate. Negotiation between the 
borrower and the banks on terms, fees and pricing feed into this decision.  
 
The arranging banks sign the commitment letter, in advance of any investor 
engagement, from which point they are committed to underwriting the debt on the 
agreed terms and become exposed to the risk of failed syndication, i.e., market 
conditions in which they struggle to sell the loans into the market. It is therefore in 
their interests for the book-building, pricing and final allocation to be completed 
quickly to minimise their exposure to underwriting risk. 

The arranging banks prepare the information memorandum (IM) or lender 
presentation describing the terms of the transaction. This typically includes an 
executive summary, investment considerations, a list of terms and conditions (i.e., a 
preliminary term sheet), an industry overview, and a financial model. For investors 
who wish to have the option to invest in public securities of the same issuer, if any, 
a public version of the IM is produced which strips out private information such as 
the financial model and financial projections. 

CRAs receive transaction information early on, generally ahead of investors, to 
provide their rating to the transaction. They generally receive the term sheet in 
advance of the ‘bank meeting’82 with investors and receive the full loan 
documentation around 10 days in advance of the rating committee meeting. 

While the IM is being prepared, the syndicate will look for informal feedback from 
potential investors on their appetite to invest and the price at which they are willing 
to invest in the loan. This could be through a pre-launch (‘early bird’) marketing 
phase in which some larger potential investors are asked to provide feedback on 
the structure, pricing and potentially some of the terms of the deal. Taking into 
account the feedback received, the syndicate will formally market the deal to 
potential investors. This usually begins with a ‘bank meeting’ or ‘management 
meeting’ at which the borrower (and sponsor, if any) present the transaction to 

 
82   The syndication process proper begins with a “bank meeting”, “management meeting” or “lender presentation” at 

which the borrower (and sponsor, if applicable) present the transaction to potential lenders. 
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potential investors. Usually, the potential investors receive the term sheet 2 to 4 
days following the ’bank meeting’. 

Allocation and final pricing of the loan is determined through a ‘book-building’ 
process which allows for pricing of the loan to increase or decrease depending on 
investor demand. A loan will be launched to market at a target spread or range of 
spreads referred to as ‘price talk’. Investors can then make commitments to invest 
in certain amounts at a certain spread; these commitments can be made contingent 
on changes being made to certain documentation points but at the risk of receiving 
no allocation if the deal is over-subscribed by investors who accept the original 
terms as they understand them. At the end of the process the arrangers will 
determine the final allocation and pricing based on the amounts committed and 
associated spread levels as well as the level of over- or under- subscription.  

Draft full loan documentation is typically shared with investors close to the deal 
close. Once the loan is closed, the final terms are then documented in detailed 
credit and security agreements which are distributed to the investors. Between the 
‘bank meeting’ and deal close, the syndication process typically lasts around 2 
weeks. 
 
Timing of term sheet 
There is variability in the timing at which investors receive a term sheet and in the 
level of detail provided in that term sheet. When the term sheet is received later in 
the syndication timeline or lacks sufficient detail, investors’ opportunity to make a 
well-informed investment decision is sometimes squeezed into an unmanageable 
timeframe. For example, investors are sometimes waiting as long as four days after 
the ‘bank meeting’ to view an initial term sheet. 
 
Negotiation power and documentation points 
The final loan agreement should reflect a negotiation on price and terms between 
the borrower and the ultimate investors in the loan, mediated by the bank syndicate. 
Through industry outreach, IOSCO learned that investors find it difficult to know 
whether other investors share common concerns about the introduction of specific 
terms and conditions which are more borrower-friendly or erode their protections. 
Investors further explained that because loans are syndicated to a broad range of 
investors, each individual investor has a small marginal power of negotiation. Rules 
against market collusion and the risk of a breach limit the ability for investors to 
discuss their opposition to certain terms or to negotiate jointly. IOSCO was also 
informed that there was a lack of transparency on how investor opposition to certain 
terms is considered by the bank syndicate where common concerns emerge.  

Some market participants indicated to IOSCO that the bank syndicate is in a better 
position to negotiate the terms with the borrower before the syndication process 
even begins, because by the time syndication starts the banks have already signed 
off on the terms and agreed to the underwriting risk associated with those.  

On occasion, there have been reports of LBO transactions where investors have 
achieved changes in terms by pushing back against the flexibility given to the 
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borrower where particularly egregious terms have been introduced allowing the 
borrower to raise extra debt and to shift assets beyond the reach of lenders. 
However, such instances have been rare. 

Supply and demand and the wider macroeconomic backdrop feed into the 
negotiation and pricing considerations. During the long period of very low interest 
rates which prevailed until 2022 there was strong demand for investments with a 
relatively high yield and this demand contributed to the ease with which more 
borrower-friendly terms could be introduced. However, this dynamic changed in 
2022 when central banks started to increase interest rates sharply to tackle high 
inflation, credit spreads widened, and underwriting banks dealt with several high 
profile ‘hung’ transactions staying on their balance sheets. 
 
Timing and complexity of full documentation 
Before the syndication commences, banks sign the commitment letter based on a 
term sheet and full suite of documentation. IOSCO received feedback during 
industry roundtables indicating that banks typically have 24-36 hours in which to 
provide comments and 5 or 6 days overall to review these documents which may 
run to 1000 or 2000 pages. This contrasts with the longer time period of 
approximately 6 weeks which used to be typical twenty years ago and which allowed 
for a more thorough analysis of the underwriting risk and a greater opportunity for 
negotiation between the banks and the borrower. 
 
Full loan documentation is typically shared with investors close to the deal close, 
sometimes only 24 hours prior to commitments being due. This short time window 
as well as the length and complexity of the loan documentation means that in 
practice investors may not have adequate time to read the full documentation but 
rely instead on the term sheet circulated earlier. Some investors employ third party 
legal (covenant review) services to review the full documentation and provide 
feedback.  
 
Prevention of using third party  
Roundtable participants noted examples in US markets where sponsors inserted 
clauses into documentation to prohibit sharing documents with third parties (e.g., 
covenant review services) even when those third parties would be bound by strict non-
disclosure agreements.  
 
Proposed good practices 
 
Measure 6 – Transparency and fairness during underwriting and syndication  

 Underwriting entities are encouraged to: 

• Provide sufficient and clear information to investors early in the 
syndication process with the aim of achieving a fair and efficient market 
in which investors have sufficient time and a fair opportunity to negotiate 
and to make well-informed investment decisions.  
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• Review the full loan documentation thoroughly before signing the 
commitment letter and engage in negotiation so that they are satisfied 
that the risk posed by a failed syndication is within their risk appetite.  

• Provide an anonymised feedback summary on investors’ documentation 
points to all investors in a transparent way. 

 
 
Timing of term sheet 
The underwriting entity is encouraged to allow a reasonable amount of time for 
potential investors to review term sheets early in the syndication and as it evolves 
during the syndication process. Potential investors should be provided with a 
comprehensive draft term sheet and the information memorandum (lender 
presentation) in advance of the ‘bank meeting’ (e.g., 48 hours) where possible. The 
underwriting entity is encouraged to promptly provide redline updated versions of 
the term sheet to investors and allow adequate time (e.g., at least 24 hours) for them 
to review the proposed changes. Where possible, sufficient review time (2-3 working 
days) should be provided for review of add-on deals. 
 
Investors should not be asked to make ‘soft’ or ‘hard’ commitments based on an 
incomplete term sheet. Nor should term sheets use subjective language such as 
“customary for this type of transaction” or “standard market” or “based on standard 
precent” which may be open to misuse. 
 
Negotiation power and documentation points 
Underwriting entities should review the full loan documentation thoroughly before 
signing the commitment letter and engage in negotiation so that they are satisfied 
that the risk posed by a failed syndication is within their risk appetite.  
 
Responsible underwriting banks are encouraged to address investors’ 
documentation points fairly and transparently during book-building, particularly 
where there are shared concerns among several investors. The lead underwriting 
entity is encouraged to keep a record of all feedback provided by investors to the 
syndicate on covenant terms and to distribute an anonymised feedback summary 
to investors along with the full loan documentation. This feedback summary should 
highlight points that were raised by multiple investors. Transparency on these lines 
could help the investor base to form a stronger negotiation position. While the 
feedback summary should not involve sharing information on pricing, underwriting 
banks should consider their compliance with relevant competition law in their 
jurisdiction. 
 

Timing and complexity of full documentation 
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Underwriting entities are expected to build in a reasonable amount of time (e.g., 2 
weeks83) for review by a function independent of the first line (i.e., risk management 
function) of loan documentation prior to signing the commitment letter. 
 
Investors are expected to be given a reasonable amount of time (e.g., 5 working 
days84) to review and consider the full loan documentation due to its long and 
complex nature. 
 
Borrowers, underwriting banks and their legal counsel are encouraged to work 
towards simpler and more standardised covenants and loan documents.   
 
Use of third party services 
Investors should not be prevented from employing third party legal services to 
support them in reviewing and understanding loan documentation provided there 
are arrangements in place to protect private and confidential information about the 
borrower. 
 
3.3.2 Measure 7 - Alignment of interests between underwriting entities and 

investors 
 
Shift from ‘Originate-to-retain’ to ‘Originate-to-distribute’ 
Prior to the GFC, banks tended to retain on their balance sheet the credit exposure 
to the LLs they originated. However, post GFC, and in part due to prudential 
constraints on their balance sheets and tighter risk management/allocation of their 
capital, banks have moved towards a business model where they underwrite the LLs 
and aim to distribute them almost entirely to other institutional investors, only 
keeping the less capital-intensive revolving credit facility and short-term amortising 
loans on their balance sheets, where applicable. Despite recognising the initial 
underwriting commitment, some market participants have argued that this may have 
lowered the alignment of interests between banks and non-bank-investors which 
may have resulted in a lack of incentive to negotiate more lender-friendly loan 
terms. Furthermore, institutional investors raised concerns that banks’ interest may 
be more aligned with the PE sponsor on the grounds that they generate fees from 
a finite cohort of PE sponsors.  
 
It is important to note that banks typically underwrite the entire LL, on a firm 
commitment basis, and therefore are exposed to the risk of not being able to 
distribute it to other institutional investors or to distribute it at a lower price. It is 
however perhaps arguable whether the risk of hung transactions has been a strong 
incentive in aligning interests between banks and investors during the period of low 
interest rates and high demand for LLs which prevailed for a long period until early 
2022. While this risk was a possibility in the years leading up to 2022 when interest 
rates were very low, there may have been a sense of complacency around the 
possibility of interest rates rising given the prolonged period during which central 

 
83   Timing based on feedback from IOSCO’s roundtable engagement with industry participants. 

84   Ibid. 
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banks pursued low interest rate policies. CLOs were in high demand due to their 
relatively high yield and seemingly strong track record. That being said, some 
underwriting banks which had arranged transactions in benign conditions found 
themselves with hung debt and have since realised losses on the sale of loans at 
discounted prices. 
 
Risk retention 
‘Alignment of interests’ has a specific meaning in the context of securitisation 
markets including the CLO market. In the wake of the GFC which was caused in part 
by high risk ‘originate to distribute’ residential mortgages packaged into RMBS85, 
some jurisdictions introduced risk retention obligations whereby originators or 
sponsors are required to retain a 5% exposure to the credit risk of the securitisation 
or underlying loans for the life of the securitisation. This is designed to ensure that 
they are exposed to the performance of the loans alongside the securitisation 
investors, thereby aligning the interests of the originators or sponsors with the 
securitisation investors. 
 
The way in which this risk retention requirement has been implemented varies 
depending on jurisdiction. In the EU and UK, securitisation regulations impose a 5% 
risk retention requirement on original lenders or on CLO managers. In practice, 
typically the CLO manager or a so-called ‘third party originator’ fulfils the role of the 
risk retention holder rather than the original lenders. In the US, following the GFC, 
regulators adopted risk retention requirements that applied to CLOs and other 
asset-backed securities. The risk retention rule in the US as applied to open-market 
CLOs86 was, however, successfully challenged in court, and since April 2018 open-
market CLOs (which form the majority of CLOs) no longer have to comply with US 
risk retention requirements87. 
 
Alignment of interest may also be achieved through other means including 
management fees linked to the performance of the portfolio. 
 
Designated counsel 
Designated counsel is a practice, prevalent mostly in the European market, where 
the PE sponsor selects the law firm on behalf of the bank lenders. The law firm is 
selected often even before the lenders are themselves selected by the PE sponsor. 
In the European market the sponsor typically pays the legal fees on behalf of the 
banks. This contrasts with the US market where the banks in the syndicate choose 
their own legal counsel, pay their own legal fees and are usually represented by 
separate law firms or at least separate legal teams from the same firm. 
 
One of the justifications for the designated counsel approach is that it allows the 
PE sponsor to rely on law firms that are familiar with their LL structure and 

 
85   Residential mortgage-backed securities. 

86  In contrast to balance sheet CLOs that securitise loans already held by a single institution or its affiliates in portfolio, 
open-market CLOs securitise assets purchased on the secondary market, in accordance with investment guidelines. 

87  Loan Syndications & Trading Ass'n v. SEC, 882 F.3d 220 (D.C. Cir. 2018). 
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documentation, thereby facilitating a faster and smoother syndication. Through 
industry roundtables, IOSCO heard concerns from some market participants that 
this practice limits their choice of legal counsel and may not serve to ensure that 
the advice they receive is independent. Further concerns were raised that conflicts 
of interest may arise whereby lawyers representing the banks might be reluctant to 
push back against sponsor lawyers due to the risk they could be excluded from the 
market for lender-side work. 
 
In 2022 it was reported that some lenders in the direct lending portion of the market 
have started to appoint their own ‘shadow’ legal counsel alongside the counsel 
designated by the sponsor because they had concerns about the independence of 
the designated representation. However such an approach is unlikely to work for LL 
investors in the BSL market due to the inability of LL investors to jointly appoint 
‘shadow’ legal counsel. 
 
Proposed good practices 
  
Measure 7 – Alignment of interest between underwriting entities and investors 
Underwriting entities are encouraged to demonstrate how they have aligned their 
interests with LL investors. Implementation of robust risk management of 
leveraged lending activities, including robust legal negotiation of the loan terms, 
can strengthen alignment of interests as well as prevent the build-up of systemic 
risks. Underwriting entities are encouraged to obtain independent and impartial 
legal advice which represents their interests and strengthens their ability to 
negotiate loan terms and influence market evolution. 
 

 
Risk management within banks 
Both US interagency guidance88 and ECB guidance89 include key elements which 
banks need to incorporate into the management of risks arising from their leveraged 
lending activities. Adopting robust risk management around leveraged lending helps 
to align interests between banks and investors as well as preventing a build-up of 
systemic risks in the economy. 
 
According to the existing US interagency guidance and ECB guidance, some of the 
key elements which underpin robust risk management in leveraged lending include: 

• A clear and consistent definition of leveraged lending. 
• A sound governance structure which enables senior management to have a 

comprehensive and consistent oversight of all leveraged lending. 
• Sound management information systems which allow accurate and timely 

aggregation of leveraged loan exposures. 
• Well-defined risk appetite and strategy for leveraged lending which is subject 

to regular review. 

 
88   Board of Governors of the Federal Reserve System, Federal Deposit Insurance & Corporation Office of the 

Comptroller of the Currency (2013), “Interagency Guidance on Leveraged Lending”. 

89  ECB (2017), “Guidance on Leveraged Transactions”. 
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• Well-defined underwriting standards which are applied uniformly whether the 
loans are underwritten to hold or to distribute. 

• Review and approval of all transactions by an independent risk function to 
ensure transactions are in line with risk appetite. Sufficient time should be 
permitted for this review (minimum 2 weeks). 

• A stress-testing approach which captures the impact of market disruption on 
transactions in the pipeline as well as policies and procedures for defining 
and managing ‘hung’ transactions. 

• Dedicated procedures and confidentiality requirements to ensure that 
potential conflicts of interest are identified and managed and that private 
information is kept confidential. 

 
Risk retention 
Market participants (as originators, sponsors or original lenders) are encouraged to 
make adequate disclosures in relation to the retention of credit risk exposures 
(whether this has been done either voluntarily or to comply with risk retention 
requirements where applicable), to allow investors to assess the alignment of 
interest and whether the method chosen actually aligns interests as intended. This 
should include disclosure of the risk retention methodology used (e.g. retention of 
the first loss tranche).  
 
Independence of legal advice 
Underwriting entities are encouraged to obtain independent and impartial legal 
advice which represents their interests and strengthens their ability to negotiate 
loan terms. In doing so, they will be in a better position to shape the risks they could 
be exposed to in the event of failed syndications or a market downturn, and also 
strengthen their alignment of interest with the ultimate LL investors who will be 
exposed to the credit risk of the loans for the long term. 
 

3.4 Theme D – Addressing interests of different market participants throughout 
the intermediation chain 

A long and complex intermediation chain, coupled with a complex design and 
distribution process for securitised assets, create potential for heightened conflicts 
of interest in LL and CLO markets. Furthermore, market participants raised concerns 
during industry roundtables about current market practice in LL transfer provisions 
which could be seen as harmful to secondary market liquidity. It is important that 
market participants identify, disclose and manage conflicts of interest which can 
arise from their activities in these markets, for example PE groups investing in equity 
and debt (or in different classes of debt) of the same borrower or CLO managers 
holding certain tranches of a CLO. Market participants should also make efforts to 
support LL secondary market liquidity by reducing transferability restrictions. 
 
3.4.1 Measure 8 - Reducing restrictions on transferability of loans 

Transfer provisions in LLs 
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Prior to the GFC, leveraged loans were typically originated as ‘lend to hold’ 
investments retained by the underwriting banks with limited occasion to transfer the 
loans. In the period following the GFC, when banks began to distribute more loans 
to a non-bank investor base, some standard transfer provisions emerged.  
 
In the European market, borrower consent to a transfer is generally required subject 
to a set of exceptions. Borrowers are not permitted to withhold consent 
unreasonably and consent is deemed given after a certain number of business days. 
Transfers between affiliates, existing lenders and related funds is a common 
exception where borrower consent is not required. European loans typically include 
an agreed list (or approved list) of lenders that can buy the loans without borrower 
consent. Often the borrower can update the agreed list throughout the life of the 
loan and remove a certain number of names per year. A further exception where 
borrower consent to a transfer is not usually required is if the transfer is made while 
an event of default is continuing.   
 
The US and Asian LL markets differ in that they usually rely on a disqualified lender 
list, which expressly sets out those institutions that cannot become lenders even 
during an event of a default. As a general rule, borrower consent is required, unless 
an event of default is occurring, and borrower consent is deemed given after a 
certain number of business days.  
 
Agreed and disqualified lender lists impinge on not only the lenders who can 
participate in the primary loan market, but also the pool of lenders who might 
acquire loans in the secondary market. 
 
In contrast with the LL transfer provisions, the only restrictive transfer provision 
which generally applies in the HY bond market relates to the transfer of the bond to 
an investor who holds a net short position, i.e., a short position in a credit derivative 
exceeding any long position held in the bond. 
 
Impact on liquidity 
During engagement with industry participants, IOSCO heard that the use of agreed 
lists may restrict the ability of investors to find liquidity when they need it, especially 
in a period of market stress. Some market participants expressed a view that the 
use of agreed lists amounts to market collusion and could not see a justification for 
the practice. There were also concerns that this practice is sometimes used to 
coerce investors into accepting borrower-friendly loan terms at the risk of being 
taken off agreed lists on future transactions.  
 
The types of lenders that may be omitted or removed from the agreed list or 
included in the disqualified lender list include industry competitors90 or distressed 

 
90  Sponsors are keen to ensure a competitor sponsor is not able to acquire debt in its investee company, to avoid the 

risk that the competitor may gain a potentially valuable insight into the terms of the borrower’s debt and the 
company’s performance. 
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debt91 funds (including those who might pursue loan-to-own92 strategies). Although 
understandable from a competition and business perspective, these restrictions are 
sometimes expressed in overly expansive definitions which further limit the pool of 
potential lenders. 
 
During IOSCO’s engagement with industry participants, some participants indicated 
that it is often the case that the agreed list is not available at the launch of the 
syndication which means that investors may lack transparency and the opportunity 
to negotiate on transferability of the loans. 
 
In more recent years the borrower-friendly market dynamic has led to borrowers 
seeking to take and retain even greater control over the composition of the lenders 
by introducing further restrictions on loan transferability, particularly in the 
European market, such as: 

• Limitations on transfers staying in place even in an event of default or only 
falling away upon certain specified material events of default, namely non-
payment and insolvency defaults;  

• Restrictions on a new lender and its affiliates from holding more than a certain 
amount (e.g., 10%) of the total commitments, to prevent a single lender from 
acquiring a blocking minority; 

• No overall cap on the number of names that can be removed from the agreed 
list during the life of the loan and no requirement to attempt to insert 
replacement names; 

• Blanket carve-outs to any entity on the agreed list that is a distressed debt 
fund, loan-to-own investor or industry competitor;  

• Requirements for lenders to notify a borrower prior to any transfer, even if 
the transferee is on the agreed list; and, 

• Requirement for the borrower to act reasonably on any consent request for 
transfer is often no longer included and when it is, the period for deemed 
consent is longer (e.g., 10 instead of 5 business days). 
 

While such restrictions are favourable to the borrower, they may detract further from 
liquidity in the secondary market for LLs. 
 
Measure 8 – Reducing restrictions on transferability of loans 
Transferability of loans within a pool of potential investors should be as broad as 
possible to support a liquid secondary market. It is considered good practice that 
where lists of approved and disqualified lenders are used, they should be created 

 
91   Distressed debt investors aim to identify debt securities trading at a larger discount than is justified given the 

potential for a turnaround. The investor acquires a stake in the debt to gain influence in the reorganisation of the 
borrower. Distressed debt investors have the potential to generate strong returns via short-term price recovery or 
through “loan-to-own” strategies. 

92   Loan-to-own strategies are used by lenders seeking to take control of a borrower by converting debt obligations 
into an equity stake in a post-restructured entity. Typically, the intention is to de-lever the company in question, 
strengthen its financial resilience and realise value in a subsequent sale of its equity. A loan-to-own transaction 
usually occurs when a borrower company is, or is expected to be, highly leveraged, experiencing financial distress, 
or is considering undergoing a refinancing or filing for bankruptcy. 
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based on clear and documented principles and rationale for the purpose of 
including or excluding particular types of investors.  
 
It is expected that investors be provided with transparency early in the 
syndication process on transferability restrictions and how these might evolve 
during the life of the loan.  
 
It is expected that investors are provided with sufficient clarity on the precise 
definition of an event of default, which will cause limitations on transferability to 
no longer apply. 
 

 
Supporting a liquid secondary market 
The LL market has evolved from its origins and exhibits more liquidity in a secondary 
market than in the past. Given these developments, some of the current restrictions 
on loan transferability no longer appear congruent with IOSCO’s objectives of 
reducing systemic risk, protecting investors and ensuring that markets are fair, 
efficient and transparent.  
 
As a general principle, it is good practice that the potential pool of investors who 
are able to participate in the secondary markets for LLs be as broad as possible to 
support market liquidity and efficiency. This principle also has a bearing on 
transparency of loan pricing since prices can only be observed when transactions 
actually occur.  
 
It is suggested that borrower consent and lists of approved or disqualified lenders 
only be used in a limited context to exclude particular types of investors based on 
clear and documented principles and rationale. As such it is considered good 
practice that any such lists are created and updated based on a defined set of 
criteria supported by a documented rationale. An effort needs to be made to avoid 
overly expansive definitions which limit the investor pool unnecessarily.  
 
Underwriting entities and borrowers are encouraged to provide investors with 
transparency early in the syndication on transferability restrictions, including the 
precise definition of an event of default which will cause limitations on transferability 
to fall away (e.g., the agreed list). Underwriting entities and borrowers are 
encouraged to provide investors with any agreed list or disqualified lender list at an 
early stage of the syndication, and at least annually thereafter if there is a possibility 
of the list changing.  
 
The removal of names from the initial agreed list is discouraged. However, where 
names are removed it is considered good practice that these be subject to an 
annual cap (e.g., 3 per annum). Such removals should refer to those same clear and 
documented principles and rationale used to prepare the initial list and be notified 
to investors. Where names have been removed, borrowers are encouraged to add 
replacement names to the agreed list to support secondary market liquidity. Where 
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agreed lists are used, it is suggested to eliminate restrictions during an event of 
default.  
 
Where a period for borrower deemed consent exists, it is considered good practice 
that this period be as short as reasonably possible. A period of 3 business days is 
considered adequate. 
 
3.4.2 Measure 9 - Managing conflicts of interest where PE sponsors also act as 

lenders 
Several PE  groups have expanded into the business of private debt investing either 
by setting up funds to provide direct lending to highly leveraged borrowers or by 
managing CLOs or other types of investment vehicles focusing on LLs. Such 
activities have grown substantially over the past few years.  
 
Where PE groups are invested in different parts of the borrower’s capital structure, 
there are potential conflicts of interest which could arise through the exercise of 
voting rights against the interests of other lenders or through leakage of 
confidential information within the group. In practice the sponsor lender’s interests 
may be more likely to be aligned with the borrower’s than a third-party lender’s 
would be. 
 
The LMA leveraged facilities agreement includes a “sponsor disenfranchisement” 
clause. This provision is designed to allow a “sponsor affiliate” to acquire the debt, 
but to prevent it from then being classed as a lender for the purpose of voting on 
amendments and waivers, attending lender meetings or receiving information sent 
to lenders.  
 
Through IOSCO’s engagement with market participants, IOSCO received feedback 
indicating that when such situations arose in the past, the potential conflict of 
interest was managed using the “sponsor disenfranchisement” clause, but that this 
is no longer widespread practice in recent years and this protection for lenders has 
been eroded away as part of the general trend towards more borrower-friendly 
terms. However, consultation responses from a number of respondents indicated 
that such clauses are still typically used in LL documentation, subject to carve-outs 
for independent debt funds which are separately managed.   
Some market participants noted the potential benefits of sponsors having the ability 
to purchase debt and reduce the borrower’s leverage, for example at times when 
loans were trading at discounted levels in secondary markets.  
 
Proposed good practices 
Measure 9 – Managing conflicts of interest where PE sponsors also act as 
lenders 
Conflicts of interest which can arise from a group’s investments in different parts 
of a borrower’s capital structure, should be appropriately identified and managed. 
It is expected that participants in a syndication and LL investors be properly 
informed of the instances where a group is acquiring the debt of a borrower while 
also acting as the borrower’s sponsor or holding other classes of debt of that 
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borrower. This disclosure should indicate whether the sponsor affiliated lender 
falls within the disenfranchisement provisions (if applicable). The use of a sponsor 
disenfranchisement clause or similar clause is encouraged in such cases. 
 

 
PE groups should identify the conflicts of interest arising from different arms of their 
group investing in different parts of a borrower’s capital structure including the 
equity and various classes of debt which may have been issued by the borrower. 
Arrangements to manage those conflicts of interest appropriately should be put in 
place.  
 
Conflicts of interest should be clearly disclosed to LL market participants as well as 
to the investors of funds managed by those PE groups. If instances arise where a 
PE group is investing in debt and equity of the same borrower or in different classes 
of debt of the same borrower, appropriate disclosures should be made. Such an 
instance might arise, for example, if a CLO manager which is part of a PE group is 
purchasing the debt of a borrower where the same PE group is the sponsor to that 
borrower or owns a different class of debt issued by that borrower. Disclosures 
should indicate whether the sponsor affiliated lender falls within the 
disenfranchisement provisions (if applicable). 
 
The use of the sponsor disenfranchisement clause is encouraged to better manage 
the potential conflicts of interest arising when PE groups hold both the debt and 
equity of a borrower. Where no such clause is applied, third party lenders need to 
carefully consider the associated risks which will depend on the proportion of total 
debt commitments held by the sponsor group, or which could be held by the 
sponsor group in the future. 
 
3.4.3 Measure 10 - Managing conflicts of interest in management of CLOs 
CLO managers, acting on behalf of the CLO, arrange the purchase of LLs from 
originating banks and sell the CLO tranches to a range of investors. Depending on 
the jurisdiction, CLO managers may be regulated firms or not. For example, in the 
EU/UK, some of the CLO managers have a MiFID II authorisation.  
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Alignment of interest 
CLO managers are bound by a standard of care93 requiring them to manage the 
CLO with reasonable care and in good faith in the best interests of all the investors. 
They therefore must consider how they can balance the competing incentives and 
interests of the multiple investors in each of the tranches of risk, including the equity 
tranche.   
 
Post-GFC reforms have imposed a level of risk retention in some jurisdictions – 
whereby the original lender or CLO manager is obligated to retain a net economic 
interest in the transaction - to better align its interests with those of the investors. 
Often this results in the CLO manager retaining exposure to the equity tranche, 
aligning their interest more with those of the equity holders than the debt holders.  
 
Separately, the fee structure is also a mechanism to better align interests between 
the CLO manager and the investors. CLO managers typically earn three types of 
management fees: (i) senior management fees paid near the top of the waterfall, (ii) 
subordinated management fees paid near the bottom of the waterfall, and (iii) 
performance fees94 which are only paid if the equity tranche reaches a specified 
internal rate of return threshold. This fee structure is intended to incentivise the 
manager to manage the portfolio in a way that maximises the performance of the 
transaction.   
 
Managing in favour of equity holders 
Conflicts between equity and debt holders are not new in CLOs. The discussion 
existed prior to the GFC, particularly as to how CLO managers managed the 
conflicting interests, specifically, whether CLO managers managed the CLO so as 
to favour the equity holder by facilitating cash being paid down to the equity 
tranche and in subordinated fees.    
 
CLO structures include performance tests and metrics (such as the 
overcollateralization (O/C), interest coverage (I/C) tests and CCC/Caa bucket 
threshold)95 which, when breached, divert cash received from the underlying LLs to 
the senior debt holders instead of being paid through the waterfall to the equity 
holders.  
 
Equity holders have a keen interest for the O/C tests to be maintained above the 
threshold, thereby allowing to maximise their return. O/C tests are measured using 
the notional amount of a loan even if it trades below par. It could be therefore in the 
interest of the equity holders for distressed assets to be bought at a price below 
par and yet valued at par against the O/C test. As CLO managers typically hold part 

 
93   The standard of care is typically defined in the collateral management agreement entered into between the CLO 

and the collateral manager. 

94   Performance or incentive fees are more typical in the US CLO market but not widely used in the European CLO 
market. 

95   Overcollateralization test (O/C) - being the par value of the loan portfolio divided by the principal amount of the 
outstanding CLO tranches. Interest coverage ratio (I/C) - being the income generated by the loan portfolio divided 
by the interest due on the outstanding CLO debt tranches. CCC/Caa bucket threshold – being the percentage of 
the CLO portfolio that can be rated CCC/Caa or below. 
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of the equity, they may be incentivised to manage the LL portfolio using their ability 
to buy distressed assets to help pass O/C tests. However, it is acknowledged that 
this risk is reduced by the limits to the percentage of CCC/Caa or lower rated assets 
that can be held by the CLO. When these so-called CCC/Caa buckets are 
exceeded, the excess CCC/Caa rated assets are valued on a mark-to-market basis, 
which in turn erodes the O/C test. 
 
IOSCO received feedback during industry roundtables indicating that market 
volatility sparked by the COVID-19 pandemic in 2020 highlighted the management 
style of CLO managers and allowed investors to differentiate among managers and 
identify those who managed the CLO to the benefit of all investors and those which 
seemed to have a bias in favour of the equity holders.  
 
Valuation 
The price at which a LL is valued either for purposes of the O/C tests (where 
relevant noting that in most circumstances as explained above LL are valued at par 
for purposes of the O/C tests) or when sold is key to the performance of the CLO. 
IOSCO received feedback during industry roundtables indicating that CLO 
investors do not typically check every valuation and/or sale of a LL but rather focus 
on making sure, as part of their initial due diligence, that the CLO manager has 
policies and procedures in place, including for cross sales, i.e., sales between two 
CLOs (or funds) managed by the same CLO manager. 
In addition, prices of LLs are normally published by third party vendors allowing 
investors to check for clear outliers. Investors also can ask questions to the CLO 
managers, particularly on cross sales. 
 
Valuation of CCC/Caa assets is particularly key to the performance of O/C tests 
when the CCC/Caa bucket threshold is breached, which may happen in times of 
stress. It is particularly challenging to value a CCC/Caa asset in a market stress 
because it is highly dependent on the liquidity of the asset at that point. Although 
the valuation of an asset by a CLO manager is disclosed in the investor report, how 
the CLO manager arrived at this valuation is not required to be disclosed.   
 

Proposed good practices 
Measure 10 – Managing conflicts of interest in management of CLOs  
Potential conflicts of interest in the management of CLOs should be appropriately 
identified and managed.   
 
It is expected that policies governing the purchase of distressed assets, cross-
sales and trading / valuation of CCC/Caa rated loans and the related policies be 
clearly set out in a CLO documentation to enable investors to make an informed 
investment decision. It is considered good practice that trustee reports regularly 
disclose the trading activity and valuation of assets (where relevant) of a CLO to 
enhance transparency to investors. 
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It is considered good practice that investors are provided with sufficient 
opportunity to conduct due diligence on the valuation methodology and results 
produced by the CLO manager and assess the strategy and rationale for 
management of assets when performance tests are at risk of being breached. 
 

 
Alignment of interest 
CLO managers should identify and appropriately manage potential conflicts of 
interest as part of their duty to manage a CLO in accordance with the standard of 
care set out in the collateral management agreement, as well as their fiduciary 
responsibilities. In doing so they should consider the alignment of their own 
incentives with investors as a whole or with particular categories of investors and 
potential conflicts of interest this may cause. For example, if the CLO manager itself 
is an investor in some CLO tranches, either voluntarily or because of the applicable 
risk retention requirement, this might pose a conflict of interest which should not 
supersede its standard of care. 
 
The structure of CLO management and performance fees play an important role in 
incentivising the strategy of the CLO manager and should be designed to create an 
effective alignment of interest which incentivises the CLO manager to act in the 
best interest of the CLO investors as a whole. 
 
Transparency on trading activity in distressed assets or CCC/Caa-rated assets 
The purchase of distressed assets is typically constrained by the CLO structure to 
protect CLO note holders. Hence, investors’ understanding and negotiation of the 
terms of the CLO structure is important to understand/limit the flexibility of CLO 
managers to hold and/or buy distressed obligations.  
 
In particular, CLO managers are encouraged to disclose to investors how they 
manage the CLO’s exposure to CCC/Caa-rated loans in relation to the CCC/Caa-
bucket test and the rationale for trading activity in CCC/Caa-rated loans and how 
this activity serves the best interests of all CLO investors.  
 
Additionally, it is expected that the CLO manager disclose to investors policies 
governing its ability to engage in cross-sales of investments between the CLOs it 
manages and rationale for doing so. Existing good practice is to include information 
on individual purchases and sales in regular trustee reports, including the 
purchase/sales prices and reasons for sale (if applicable) and highlighting any 
purchases/sales involving an affiliate (i.e., cross-sales). In another existing good 
practice, many CLO managers also explain in response to due diligence 
questionnaires,96 the policy they follow regarding cross trades and how they 
demonstrate adherence. 
 
Transparency on valuation 

 
96   It is typical for CLO investors to send due diligence questionnaires (DDQs) to CLO managers to gather information 

to feed into their due diligence assessment prior to investing. 
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It is good practice for CLO managers to have appropriate policies and procedures 
embedded in their operations which equips them to determine appropriate 
valuations of the individual assets in the CLO, where such valuation is necessary97. 
Details of the valuation methodology should be made known to investors upon 
request. It is expected that these policies and procedures include specific 
approaches for the valuation of defaulted assets, illiquid assets and the assets in 
excess of the CCC/Caa bucket which must be carried at the mark-to-market value.  
 
A good practice observed in trustee reports is including a market value report 
showing the current market value of assets alongside the original purchase price 
for all holdings as well as a valuation report on the CCC/Caa assets showing their 
current market value. 
 
Investors should have the opportunity to perform their own due diligence upon 
initial investment and on an ongoing basis including (i) familiarizing themselves with 
the valuation policies of the CLO manager, (ii) using other pricing services to 
perform independent checks and identify any outliers in pricing, and (iii) 
understanding and questioning the valuation approach and outcomes for defaulted 
and illiquid assets where there is little or no trading activity. 
 

3.5 Theme E -  Disclosure of information on an ongoing basis 

Market participants expressed concerns, through industry roundtables with IOSCO, 
that deficiencies in transparency at LL deal inception may be exacerbated by 
insufficient on-going disclosure of key financial and management information to 
investors. In some cases, investors noted that critical information supporting key 
assumptions such as evolution of EBITDA and leverage ratios was not disclosed in 
a timely manner. Ongoing disclosure of such information to the lender syndicate is 
important in ensuring that investors have sufficient information to make informed 
investment decisions. Equally, ongoing disclosure to CLO investors via regular 
trustee reports is important for the same reason. 
 
3.5.1 Measure 11 - Disclosure in CLOs 
CLO investors normally have access to information about the composition of the 
portfolio and the underlying LLs. They do not, however, have detailed information 
about the credit and structure of each underlying LL nor do they see the credit 
agreement for each loan. This is because, being exposed to a statistical risk rather 
than an idiosyncratic risk (except for the equity holder), they may not need to review 
the underlying loan documents themselves. Instead, they rely on the ratings of the 
individual loans, the structural protection of the CLO, and on the due diligence 
process, credit analysis and portfolio management carried out by the CLO manager. 
Although some CLO investors in the roundtables looked at the information of the 
underlying LLs such as the prices, ratings, liquidity and industries to assess tail risk, 

 
97  Typically the underlying LLs are valued at par with a number of key exceptions including for assets rated CCC or 

lower where these exceed a certain percentage threshold of the portfolio known as the CCC bucket or where assets 
are considered in default, among others.  
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for most CLO investors the most important investment consideration is not whether 
the loan agreements include financial covenants but whether the businesses are 
viable. However, there was awareness of the risks posed by deficiencies in the loan 
documents that allow practices such as collateral stripping. In this regard, CLO 
investors rely exclusively on the CLO managers to pay close attention to the 
relevant clauses.  
 
The emphasis on the management style and skills of the CLO managers has 
increased recently and particularly through the COVID-19 crisis. Market participants 
in the roundtables reported that COVID-19 had provided CLO investors with more 
channels and opportunities to interact with CLO managers. CLO investors could 
conduct virtual due diligence meetings with their managers to make instant queries, 
check and monitor the portfolio more closely, allowing more in depth understanding 
of their portfolio. Calls with CLO managers are the most common means for CLO 
investors to gather information. CLO managers were informally differentiated based 
on their responsiveness and preparation in meetings.  
 
Measure 11 - Disclosure in CLOs  

CLO investors should be provided with all materially relevant information on the 
valuation, credit quality and performance of the portfolio of a CLO, consistent with 
jurisdictional regulatory requirements. It is expected that such data is made 
available on a regular basis (e.g., monthly) to CLO investors in order for them to 
make an informed judgement of their investment decisions and portfolio risk 
management. Likewise it is expected that potential CLO investors be provided 
access to such information upon request. 

  
In the EU and the UK, the securitisation regulation implemented in 2019 requires 
detailed disclosure to CLO investors about the portfolio and on-going performance, 
as well as CLO manager actions. This requirement applies whether the CLO is done 
through a public offering or is a private transaction.   
 
To enable CLO investors to make an informed investment decision and continue to 
assess their investments, information on valuation, credit quality and performance 
of the loan portfolio in the CLO should be accessible by CLO investors on a regular 
basis. Also, it is encouraged to provide regular updates to investors on the following 
information in relation to the underlying loans:  

• Prices and transaction data 
• Leverage ratios 
• Debt service coverage ratio and debt repayment capacity test 

 
While the presentation of the above information may take different formats, it is 
expected that CLO managers present the above information in a manner that can 
facilitate the assessment by CLO investors and for their ease of understanding. In 
this regard, CLO managers are encouraged to assist the Trustees in compiling 
monthly trustee reports that clearly disclose signs of credit deterioration in the loan 
portfolio. For their part, the Trustees should ensure that these reports are accurate 
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and provided in a timely manner to best support the CLO investors and where 
appropriate potential investors.  
 
In addition, it is considered good practice to provide investors with timely updates 
on key performance tests and asset concentration limits, which are key structural 
protection features in CLOs. In making available the information to investors and 
potential investors, it is suggested to provide the following: 
 

• The latest overcollateralization (O/C) ratio (being the par value of the loan 
portfolio divided by the principal amount of the outstanding CLO tranches), 
interest coverage (I/C) ratio (being the income generated by the loan 
portfolio divided by the interest due on the outstanding CLO debt tranches), 
and CCC/Caa concentration ratio (being the value of loan rated as 
CCC/Caa or below divided by the value of the loan portfolio). 

• The underlying loan portfolio may be presented to the CLO investors in a 
manner that can help investors to understand whether the loan portfolio is in 
compliance with its limits as specified in the CLO documents (e.g., the 
percentage of second lien, covenant-lite, single issuer, industry, etc.). 

Information on portfolio turnover, credit selection, portfolio liquidity etc. could also 
be included to facilitate CLO investors in understanding and evaluating the 
performance of a CLO manager. 
 

3.5.2 Measure 12 - Disclosure on underlying loans 
Leveraged lending is a highly idiosyncratic market and loan documentation is 
usually tailored for each transaction with varying degrees of investor protection. 
Covenant packages and leverage/EBITDA calculations (including addbacks) are 
typically disclosed in the loan and supporting documentation but subject to 
interpretations and judgements. 
 
During industry roundtables, LL investors reported that the amount and quality of 
information about the financial position of borrowers and their financial strategy is 
deteriorating, particularly with respect to on-going performance, and that access to 
the management of the company is limited. As a result, as part of their due diligence 
and credit analysis, investors are increasingly reliant on third party documentation 
review providers and on CRAs, who rate the borrowers of BSLs. From an on-going 
due diligence perspective, in particular, BSL LL investors have an increased reliance 
on the ratings of CRAs, who generally meet the management before the initial rating 
and periodically thereafter. Investors have also highlighted key deficiencies in the 
financial information reported by borrowers on an on-going basis and the need for 
enhanced transparency on changes to pro-forma EBITDA and incremental debt 
capacity, in particular.  
 
Measure 12 - Disclosure on underlying loans 
Borrowers are encouraged to provide investors on a timely basis with their latest 
financial information and status, for example, the audited financial statements, 
periodic management financial information and financial forecast and budget in 
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relation to their business plan. Borrowers are also encouraged to inform their 
investors within a reasonable timeframe of the occurrence of any events that may 
invalidate any assumptions originally applied in the EBITDA addbacks (including 
any activities that are outside the normal course of business) and potential 
implications and impact on the projected EBITDA. Where relevant, borrowers / 
sponsors are encouraged to provide investors on a regular basis (e.g., quarterly) 
with clear disclosures of the quantity of incremental debt and associated baskets 
that can be raised as well as the underlying calculations. 

 
While LL investors in the roundtables mentioned that they have access to financial 
information of the borrowers, some investors expressed concern that because of 
the very private nature of the LL market, it is challenging to obtain information on 
the on-going performance of the credit (for example, how the leverage ratio has 
evolved over time). 
 
In this case, it is suggested that: 

• Borrowers inform their lenders within a reasonable timeframe of occurrence 
of any events that may invalidate any assumptions originally applied in the 
EBITDA addbacks. The borrowers are also encouraged to indicate the likely 
impact of such event(s) on the projected EBITDA and their ability to pay 
interest and repay debt.  

• In cases where the actual EBITDA may deviate significantly from the 
projected figures, borrowers inform their lenders as soon as practicable of 
the impact on the projected EBITDA and whether any material deviation from 
the projected EBITDA is expected.  Such cases may occur when borrowers 
engage in activities outside their ordinary course of business that may have 
a financial impact on the projected figures.  

• Borrowers provide updates on the debt repayment capacity assessment and 
whether there is any deviation from what was disclosed at origination. 

• Borrowers / sponsors provide their investors on a regular basis (e.g., 
quarterly) with clear disclosures of available capacity under various debt 
baskets as well as the underlying calculations. 

• Borrowers provide regular reports (e.g., quarterly) to lenders on EBITDA and 
adjustments, using a methodology and itemisation consistent with that used 
for issuance. This will support the tracking of performance against EBITDA 
marketed at origination.  

Some LL investors reported that the amount and quality of information about the 
financial position of borrowers is deteriorating, particularly with respect to business 
of the company, financial strategy and on-going performance, and that access to 
the management of the company is limited. 
 
The following practices are encouraged in relation to disclosures: 

• Borrowers establish appropriate practices and communication channels with 
their lenders to provide regular updates on their financial position and an 
explanation of any material deviation from the projected EBITDA, if applicable. 
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• Whenever audited financial information is available, borrowers disseminate 
the same to their lenders to keep them abreast of their latest financial 
positions and conditions.  

• Borrowers share their budgeting information with the lenders with 
explanation on how such budgeting information may be understood in 
conjunction with the projected EBITDA, subject to applicable laws, 
regulations and rules in the disclosure of such information. 

• Borrowers provide their forward-looking estimates upon each loan issuance 
and on a regular basis (e.g., annually), such as company’s forecast 
assumptions in relation to prices, volumes or any other metrics that build up 
sales, and comprehensive breakdown of cost lines beyond cost of goods sold 
cost line and operating expenses cost line, where relevant. 

• Borrowers supplement non-financial information upon request, if applicable. 
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4. Conclusion 

These good practices are intended to guide market participants in their decision 
making when operating in the LL and CLO markets, as well as to encourage the 
development of these markets and the behaviour of market participants in ways 
which support the fulfilment of IOSCO’s objectives. 
The Report does not comprise either standards or recommendations as per 
IOSCO’s taxonomy.  

Appendix: Feedback Statement 

On 14 September 2023, IOSCO consulted on a set of 12 good practices. The 
feedback period closed on 15 December 2023, with a total of 10 responses 
received. Eight responses came from Trade Associations, one from a Regulatory 
Authority and one from a Natural person.  

The IOSCO Board is grateful for the responses and took them into consideration 
when preparing the Final Report on Leveraged Loans and CLOs Good Practices for 
Consideration (Final Report). The rest of this section summarizes the replies 
received on the consultation questions. 

Good Practices for Consideration 

Measure 1 - Debt repayment capacity assessment (Consultation Text) 

 
Leveraged loans offered to the market in both new originations, debt 
refinancings and debt restructurings should be underpinned by sound business 
and financial risk assumptions. Borrowers should be able to demonstrate 
sufficient debt repayment capacity. An adequate debt repayment capacity is 
considered the ability to repay 100% of senior debt or 50% of total debt over 
the medium term. For example, some regulatory agencies and other market 
practitioners measure the debt repayment capacity test over a 5 to 7 year 
period. Where this is not evident, a credible explanation should be provided. It is 
also considered good practice to disclose debt repayment capacity in term 
sheets and supporting documentation at the time of debt offering and 
refinancing. A robust assessment of cash flows including stress testing should 
inform debt repayment capacity assessments. 

Question 1, 2 & 3  

1. Would a consistent debt sustainability disclosure within the term sheet based 
on the borrowers’ base case cash flow modelled projections assist investors 
during the negotiation and investor assessment phase? Should this debt 
repayment capacity test disclosure be based on 2 measures: both total 
committed and total funded debt? 

2. Should there be a further debt repayment capacity test based on permissible 
incremental debt and if so, should incremental cash flow generated from the 
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incremental debt (if applicable as some incremental debt is used to pay out a 
dividend) also be included? 

3. To what extent should debt repayment capacity be linked to a financial 
covenant in a loan document and how should this be constructed? Does a 
debt service ratio covenant need to be reintroduced into loan documentation 
or adapted to measure debt repayment capacity test? 

 
Summary of Feedback  

The majority of respondents were of the view that the proposed disclosure of the 
debt repayment capacity test was unnecessary as lenders have sufficient 
information in borrowers’ cash flow projections, provided prior to lending. Several 
respondents also noted that given leveraged loans typically had a bullet payment 
structure, the ability to demonstrate amortisation or de-leveraging was not a 
priority for lenders. While some respondents agreed that transactions that do not 
demonstrate sufficient cash flows to repay debt should receive additional 
scrutiny, a standardised approach would not be appropriate as it would not 
capture industry-based differences across borrowers. Some respondents also 
questioned the need for a test based on total committed debt.  

Other concerns raised by respondents included: the potential for disclosures to 
place additional burdens on underwriters; including this type of financial 
information in term sheets may prevent public investors receiving them; and that 
such repayment capacity assessments may not be appropriate for certain loan 
types (e.g., asset reliant loans).  

Two trade associations proposed enhancements to the Measure, including (i) 
model based disclosures that set out the key assumptions underpinning cash 
flows (ii) additional cash flow related disclosures including average usage of 
revolvers, terms of finance leases and amounts of factoring.  

Regarding question 2, there was a common view that it would be difficult to 
provide an accurate disclosure on this metric due to flexibilities built into loan 
documents and the significant uncertainty that would be associated with any 
assumptions underlying such a disclosure (e.g., additional EBITDA generated by 
future acquisitions and terms of any future debt). In particular, there was a 
concern that the assumptions used to inform any disclosure would be too 
arbitrary to be of use for lenders. Other potential obstacles highlighted included 
the need to show average usage of revolving credit facilities. It was suggested 
that it was more important for lenders to focus on the amount of incremental 
capacity approved in the documentation and any conditionality around drawings.  

Regarding question 3, the majority of respondents did not support this proposal. 
Respondents were of the view that the inclusion of such a covenant was a 
commercial term that should not be mandated by regulators. Some respondents 
suggested that the inclusion of this covenant in loans with bullet structures would 
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be viewed as an attempt to introduce an amortisation requirement. Several 
respondents agreed that this could have an adverse effect on the leveraged loan 
market. 

IOSCO’s Response  

To address some of the issues raised, IOSCO has made some minor amendments 
to the Measure and some broader changes to supporting text. The Measure has 
been amended to clarify that debt repayment capacity disclosures should be in 
supporting documentation rather than the term sheets (e.g., financial model / 
cash flow projections). This will ensure that separate term sheets do not need to 
be prepared for investors wishing to stay public. The Measure has also been 
updated to clarify that the debt repayment capacity assessment should be based 
on drawn debt.  

IOSCO agrees with proposals for enhanced disclosures on the average usage of 
revolving credit facilities. IOSCO agrees that this will give a more realistic view of 
debt repayment capacity by avoiding potential situations whereby RCFs are 
repaid prior to quarterly point in time reporting. The supporting text of the 
Measure has been updated to reflect this practice 

IOSCO also wishes to clarify that the definition of leveraged loans for the scope 
of this exercise is based on the primary regulatory guidance which includes both 
syndicated and bi-lateral loans that are deemed leveraged i.e., > 4x and financial 
sponsor backed. In terms of Measure 1, while IOSCO notes that such practices 
may not be suitable for all transactions, the majority of the Measure’s provisions 
should be applicable for the majority of leverage loan categories.    

 

Measure 2 - Dividend Recapitalisations (Consultation Text) 

Dividend recapitalisations should be considered with reference to the level of 
remaining equity support, degree of leverage and debt repayment capacity. The 
use of incremental debt to affect a dividend recapitalisation should be limited. In 
addition, borrowers are encouraged to clearly disclose dividend distribution 
policy and strategy. 

Question 4 & 5 

4. Should limitations be placed on the ability to effect debt-financed dividend 
recapitalisations e.g., based on minimum equity, total leverage, debt repayment 
test? 

5. Should dividend recapitalisations only be permitted based on an initial 
origination or full debt refinancing (and not be permitted using incremental 
facilities in which all existing loan investors may not wish to participate)? 
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Summary of Feedback  

IOSCO notes that the majority of respondents were not in favour of this Measure, 
as it was considered a commercial matter that the parties to the transaction are 
best placed to negotiate.  

In respect of question 4, the majority of respondents were of the view that 
limitations should not be placed on ability to effect debt-financed dividend 
recapitalisations as such commercial terms are best negotiated by the 
contracting parties. While some respondents noted that dividend 
recapitalisations were a particular area of focus for lenders, an approach should 
not be prescribed as it would not be appropriate for all transactions. There was a 
common view that participants in the leveraged loan market were sophisticated 
institutional investors and that measures that restrict the proceeds of loans were 
unwarranted. As an alternative, two trade associations suggested that dividend 
recapitalisations should be shown based on pro-forma financials, which would 
allow lenders to subsequently compare historical versus actual activity. This would 
increase borrower accountability in this scenario.  

Regarding question 5, the majority of respondents disagreed with this proposal. 
Respondents were of the view that there should not be a restriction on certain 
types of incremental facilities and instead lenders should focus on the borrower’s 
capacity for additional incurrence. One trade body agreed that dividend 
recapitalisations are better suited to initial origination or full debt refinancing, it is 
matter that is best suited for negotiation among the contracting parties. 

IOSCO’s response  

IOSCO recognises respondents’ views regarding the appropriateness of the use 
of leveraged loan proceeds to fund dividend recapitalisations. In particular, 
IOSCO notes the prevailing sentiment that as a commercial term lenders and 
borrowers are best placed to negotiate this term. In response, IOSCO has 
amended the Measure to remove references which recommend limiting the use 
of incremental debt to fund dividend recapitalisations. However, IOSCO is 
cognisant of the potential risks associated with the use of incremental debt to 
affect dividend recapitalisation where the borrower is highly leveraged. As such, 
IOSCO has updated the Measure to recommend that lenders should apply 
additional scrutiny to use of incremental debt to fund dividend recapitalisations 
where borrowers are highly leveraged.    

 

Measure 3 - Enterprise Values (EVs) (Consultation Text) 
The calculation of EVs which support the capitalisation structures of LBOs should 
be based on a well-constructed financial model. Underwriting entities are 
encouraged to clearly disclose the key assumptions underpinning the financial 
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model. It is good practice that any EV model (DCF3 or otherwise) is reviewed and 
validated by a function independent of the origination unit. 

Where possible, the basis for EV should be under-pinned by multi-year 
forecasted cashflows and not based only on comparable multiples of EBITDA 
derived from other LBO transactions. It is good practice that DCF valuations 
which are heavily influenced by terminal values extrapolated from final year 
forecasted cashflows be credible and challenged. 

Question 6, 7 & 8 

6. Would a clearer disclosure of the arranging banks’ calculation of the 
borrower’s EV, including high level methodology (i.e., Discounted Cash Flows / 
Income Method, Asset Valuation, Market Based etc.) and key underlying 
assumptions (i.e., EBITDA adjustment and total debt) assist investors to make 
more informed decisions? 

7. Should EV to EBITDA multiples be highlighted in term sheets and on which 
basis of EBITDA i.e., proforma, adjusted, historic or forward looking? 

8. Do you agree that the basis for EVs should be under-pinned by multi-year 
forecast cashflows and not simply based only on multiples of EBITDA 
comparable in other acquisitions or buyouts? 

Summary of Feedback  

Respondents were generally supportive of the majority of the principles set out in 
Measure 3. However, there were differing views among respondents on the 
disclosure and risk management principles set out in the Measure.  

Regarding question 6, there were mixed views among respondents. A number of 
trade bodies disagreed with the proposal that arranger banks disclose the EV 
calculations as it could expose the arranger banks to potential liability. These 
respondents were also of the view that the benefit of such disclosures would be 
limited as lenders in the syndicate are sophisticated market participants.  
However, several other respondents agreed that a disclosure of the assumptions 
underpinning the calculation of borrower’s EV could assist the wider lending 
syndicate.  

Regarding question 7, there were differing views among respondents on the 
desirability of disclosing EV to EBITDA multiples, including the basis of the EBITDA 
calculation, in term sheets. Some trade associations were of the view that there 
was already sufficient financial information shared by borrowers and these 
additional disclosures would be of limited added-benefit. However, other trade 
bodies noted that such disclosures were important for transparency and that all 
permutations (proforma, adjusted, historic or forward looking) of EV to EBITDA 
multiples should be disclosed for transparency.  

In respect of question 8, some respondents were concerned that the Measure 
attempted to standardise EV methodologies and that it was necessary for market 
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participants to have flexibility to use different EV methodologies based on specific 
deal criteria or market participants preferences. One respondent noted that 
disclosure of rationale behind the attribution of a certain EV might be of greater 
use. 

Two trade bodies disagreed with provisions that calls for arranger / underwriting 
banks seek validation of EVs by functions independent of the entity’s originating 
function, stating that this practice is not currently undertaken and would be 
difficult to operationalise.  

 

IOSCO’s response  

IOSCO notes the general support for many of the principles and acknowledges 
respondents concerns in respect of the arrangers or underwriters disclosing EV 
calculations and assumptions. However, IOSCO is cognisant of the potential 
benefits of increased transparency around EV calculations. As a result, the 
guidance has been amended to place an emphasis on borrowers / sponsors 
disclosing the assumptions underpinning EV calculations and the rationale for a 
particular calculation methodology.  

In respect of EV calculations based on DCF, IOSCO remains of the view that EV 
calculations based on DCFs typically results in a more robust estimation. However, 
IOSCO recognises the importance of lenders having flexibility in calculation 
methodologies. The guidance has been updated to reflect this position and to 
recommend where alternative models are used the assumptions should be clearly 
outlined.  

In terms of respondents’ feedback on the validation of underwriting entities EV 
calculations by functions independent of the originating unit, IOSCO has not 
made any changes to the guidance. IOSCO notes that this principle is contained 
in existing regulatory guidance issued by European and US banking regulators. 

 

Measure 4  - EBITDA complexity and opacity (Consultation Text) 
 
EBITDA definitions should avoid unnecessary complexity. Pro-forma EBITDA 
adjustments based on future synergies, earnings and asset disposals should be 
made on a reasonable basis and borrowers are encouraged to provide clear 
justifications of these adjustments to investors. Borrowers are encouraged to 
subject forecasted cost savings and synergies to prudent time horizons and 
caps. 

Underwriting entities are encouraged to subject all EBITDA adjustments to 
independent review by an appropriate second line control function as part of the 
underwriting process with periodic back-testing thereafter. 
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Question 9  

9. What key disclosures would assist market participants to come to a more 
accurate view of pro-forma EBITDA and projected leverage (e.g., what key 
assumptions should be disclosed in relation to pro-forma adjustments, should 
there be a disclosure of a more prudent pro-forma adjusted EBITDA with the 
exclusion of synergies and costs savings)? 

 
Summary of Feedback  

IOSCO notes the majority of respondents are supportive of the disclosure and 
calculation principles set out in Measure 4. There was agreement among a number 
of respondents that additional transparency around EBITDA definitions and 
adjustments were important for the functioning of the market. These respondents 
also agreed with the principle that adjustments should be made on a reasonable 
basis. References to existing industry best practices guidance on term sheet 
disclosure, which provides detailed guidance on EBITDA disclosures, were also 
welcomed. 

Two trade bodies also recommended on-going quarterly reporting from 
borrowers on EBITDA and the performance / realisation of adjustments / add-
backs.  In particular, one trade body called for borrowers to disclose covenant 
EBITDA on a quarterly basis to assist lenders assessing the potential for future 
covenant capacity usage.   

There were differing views on the disclosure of more prudent versions of EBITDA 
that excluded synergies and cost savings. Some respondents felt that such 
disclosures could cause additional confusion, while others were of the view that 
these are unnecessary if additional transparency is provided on EBITDA 
definitions. Alternatively, one trade body suggested that disclosures could show 
cases including and excluding synergies and cost savings. This would provide 
additional clarity on assumptions that low, base or optimistic case for synergies / 
cost savings are being used.  

Another trade body suggested that the practices should encourage the 
disclosure of EBITDA on a fully itemised basis. This same respondent 
recommended that such information should be reported to lenders on an on-
going basis (i.e., quarterly). Although in response to Measure 5, one respondent 
highlighted cases where reconciliations from net-income to EBITDA were not 
provided, which undermines a lender’s ability to determine the appropriateness 
of the adjusted EBITDA figure.  

 

IOSCO’s response  
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IOSCO notes the general support for the transparency principles. IOSCO 
acknowledges that existing industry best practice guidance addresses many of 
these issues, however, IOSCO remains of the view that the use of such best 
practices can be supported by the principles set out in Measure 4. The Measure 
may also support markets where the existing industry best practices are not 
widely used.  

Regarding the disclosure of a more prudent version of pro-forma EBITDA, IOSCO 
acknowledges that such disclosures could result in additional confusion. It was 
also noted that the need for such a disclosure might be unnecessary given other 
practices aimed at enhancing EBITDA transparency. IOSCO has amended the 
good practices to remove references to the disclosure of a more prudent pro-
forma EBITDA.  

IOSCO also recognises the benefit of borrowers providing a reconciliation from 
accounting operating profit to marketed EBITDA, to assist lenders in assessing 
the appropriateness of EBITDA adjustments. The Measure’s supporting text has 
been updated to incorporate this good practice.  

In terms of proposals for on-going (i.e., quarterly) reporting of marketed EBITDA 
(i.e., adjusted or proforma EBITDA) IOSCO is of the view that this proposal would 
support market transparency and enhance lenders’ ability to regularly review their 
credit risk analysis. IOSCO has updated the supporting text of the Measure to 
recommend that the borrower provide on-going reporting based on the 
methodology used to calculate the marketed EBITDA.   

Question 10 & 11 

10. Is a 25% cap based trailing EBITDA or previous year EBITDA an appropriate 
cap for add-backs based on cost savings and synergies? It was noted that 
historically it was common practice for caps to be set at between 10%-15% 

11. Is 24-months an appropriate threshold for the exclusion of add-backs based 
on cost savings and synergies? It was noted that it is a common practice for 
deals to include 12-24 months thresholds. 

Summary of Feedback  

The majority of respondents are supportive of the calculation principles set out in 
Measure 4. These respondents also agreed with the principle that adjustments 
should be made on a reasonable basis.  

The majority of respondents also supported the 25% cap based trailing EBITDA 
or previous year EBITDA as an appropriate cap for add-backs based on cost 
savings and synergies. There was also support for the 24-month horizon threshold 
for the exclusion of add-backs based on cost savings and synergies. It was noted 
by a number of respondents that such thresholds were generally accepted by the 
market.  
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However, a number of respondents expressed concerns around the application 
of prescriptive measures on the calculation of EBITDA and were of the view that 
EBITDA definitions should not be standardised. These respondents were of the 
view that EBITDA definitions were commercial and should be negotiated between 
the borrower and lender parties.  

One respondent requested clarity on the whether the caps referred to larger 
syndicated loans, which the trade body understood was the focus of the good 
practices. The trade body was of the view that such caps may not be suitable mid-
market loans. 

IOSCO’s response  

IOSCO notes that there is general support for the calculation principles set out 
under Measure 4. IOSCO also acknowledges the majority of respondents support 
the proposed caps. However, some respondents questioned whether there was a 
need to include caps in the good practices given they are commonly accepted 
by the market and current supply / demand conditions are sufficient to ensure 
appropriate caps are included in deals. Nevertheless, IOSCO is of the view that 
such caps are prudent thresholds that should be considered when loans are 
being brought to market. As such, IOSCO does not propose to amend this aspect 
of Measure 4.  

Regarding the scope of the Measure, IOSCO recognises that aspects of the 
guidance, particularly those relating to transparency and transferability, are 
specifically targeted at the broadly syndicated market. However, IOSCO remains 
of the view that the majority of the principles set out in Measure 4, particularly 
those relating to EBITDA definitions and adjustments, are applicable to most 
leveraged loan categories.  

Lastly, IOSCO recognises concerns raised by respondents who cautioned against 
the standardisation of EBITDA definitions. For the sake of absolute clarity, the 
Measure does not aim to standardise EBITDA definitions but instead aims to 
encourage (i) good underwriting practices in relation to EBITDA calculations and 
(ii) greater transparency on EBITDA adjustments and their justification. This 
Measure does not prescribe standardised definitions of EBITDA and instead 
proposes good practices to be considered by borrowers and lenders when 
defining EBITDA. 

 

Measure 5 - Transparency on covenants’ limitations (Consultation Text) 
 
It is good practice for material covenants and associated terms contained in 
term sheets and loan documentation to be written and presented in a clear, 
concise and effective manner that can be readily understood by the contracting 
parties, including under what circumstances covenants can be triggered. 
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Where relevant, industry participants are encouraged to consider best practice 
guidance for transparency when drafting key marketing materials (e.g., term 
sheets). It is good practice for borrowers and underwriting entities to provide 
marketing materials that clearly disclose key terms that could materially impact 
a borrower’s credit risk, including terms that could result in subordination, 
structural or otherwise, of lenders. In this regard, it is considered good practice 
to provide clear disclosures of the quantity of incremental debt and associated 
baskets that can be raised and the ability to move assets beyond the reach of 
the lender group. 

Detailed disclosures of key risks including documentation risk, through a risk 
factors disclosure, could be provided in a loan document. 
 
Question 12 & 13  

12. Would a disclosure of the calculation of the marketed leverage ratio assist 
investors in analysing borrower credit risk?  

13. Do you agree with the Measure 5 good practice, and what are the other key 
term-sheet disclosures that would enhance investor analysis of borrower 
credit risk? 

 
Summary of Feedback  

The majority of respondents supported the key principles of Measure 5, in 
particular the need to ensure legal terms are drafted in a clear and 
understandable manner. Several respondents also acknowledged the need for 
improved transparency in loan marketing materials such as term sheets. 

A number of trade bodies also welcomed references in the Measure that 
encourage the use of existing industry best practice guidance on term sheet 
disclosures and noted that these best practices were commonly used. Some 
respondents were of the view that this existing industry best practice guidance 
on term sheet disclosures was sufficient, however, there was some concern that 
adherence to these best practices were inconsistent.  

One respondent raised concerns that the implementation of prescriptive 
requirements around the calculation of debt and covenant capacity would 
increase liability risk and the burden of risk analysis and disclosure given such 
calculations are subject to future unknown events.  

In respect of question 12, several respondents agreed that granular disclosures 
of marketed leverage ratio assist credit risk analysis but noted that this is 
commonly provided. However, one trade body highlighted instances of borrowers 
only disclosing compliance certificates with no leverage calculations attached 
and other cases where leverage calculations are included but are difficult to 
reconcile back to the marketed leverage. The same respondent also highlighted 
instances where reconciliations from accounting operating profit to EBITDA were 
not provided.   
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A number of respondents noted that risk factor disclosures akin to those of the 
bond market would be undesirable for the broadly syndicated leveraged loan 
market, which is a private market and its participants were exclusively 
sophisticated institutional investors. It was therefore unnecessary to apply risk 
factor disclosure associated with public securities markets. It was also noted that 
such disclosures would amount to an unnecessary burden for underwriting 
entities and create an unrealistic expectation that the lender syndicate could rely 
on underwriters’ due diligence, when contractually the syndicate disclaim such a 
reliance when they enter the loan agreements. There was also a concern that such 
disclosures would expose underwriting entities to significant potential liabilities / 
legal risk.  

While some respondents agreed with the documentation concerns raised in 
IOSCO’s report, they noted that these were a factor of the supply / demand 
dynamics in a low interest rate environment and that a reversion to a more 
historically normal interest rate environment meant that market dynamics will be 
sufficient to address many of these concerns.  

There was also concern expressed by some respondents that aspects of the 
Measure implied an increased standardisation of loan terms, which it was felt may 
have an unintended consequence of restricting credit to certain sectors. 
However, one respondent expressed a preference for convergence to 
standardised definitions for key terms to enhance understanding and credit 
analysis. Consistent definitions of indebtedness and secured indebtedness for 
the purposes of the leverage ratio and secured leverage ratio were seen as 
desirable.  

One trade body suggested that the practices could be enhanced by including 
quarterly borrower disclosures on available capacity under various debt baskets 
as well as the underlying calculations.  This respondent also recommended that 
borrowers disclose covenant EBITDA on a quarterly basis (in a granular manner) 
so lenders can calculate potential covenant capacity usage.  

Although included in a response to Measure 6 (question 16) one trade body 
recommended additional disclosures that would assist lenders assessing the 
flexibilities embedded in covenants.  

 

These included: 

• borrowers / sponsors providing illustrative calculations under covenant 
provisions to assist lenders understanding the impact of the flexibility 
embedded in the covenants 

• underwriters distribute FAQ style documents comprehensively explaining 
key covenant terms and related risks 

  

IOSCO’s response  
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IOSCO notes that the majority of respondents supported the principles set out in 
Measure 5. IOSCO also acknowledges that several respondents expressed 
concerns on certain aspects of the proposals. As an overarching comment IOSCO 
wishes to clarify that these good practices do not comprise either standards or 
recommendations as per IOSCO’s taxonomy and are designed to support market 
participants in their decision making when operating in the leveraged loan 
markets. In addition, while there is existing industry best practice guidance that 
addresses some of the issues highlighted in the Measure, these best practices 
can be supported by the principles set out in Measure 5. The Measure may also 
support markets where the existing industry best practices are not used 
consistently.  

IOSCO recognises concerns relating to risk factor disclosures. In particular, that 
such disclosures may expose underwriting entities to additional legal risk and that 
the Measure is not considered necessary given the non-public nature of the 
leveraged loan market. Given these concerns, IOSCO has amended Measure 5 to 
remove this element.  

IOSCO also notes concerns expressed on term-sheet disclosures relating to the 
quantity of incremental debt that can be raised. Although respondents had 
concerns regarding the future uncertainty surrounding such disclosures, IOSCO 
wishes to clarify that this provision relates to day-one capacity or capacity at 
issue, which should not be overly burdensome to calculate. IOSCO has provided 
clarity in the Measure and supporting text that this disclosure relates to day-one 
capacity (i.e., capacity at issue).  

One respondent suggested that underwriters distribute an FAQ type document 
comprehensively explaining key covenant terms and related risks, as an 
alternative to a risk factors disclosure. IOSCO has incorporated an FAQ style 
document in the good practice guidance as a method to increase transparency 
and understanding of key covenant terms. IOSCO has not recommended that this 
FAQ document address the risks related to these covenant terms, as such an 
approach could raise some of the same legal risk concerns as the proposed risk 
factors disclosure. Similarly, proposals that borrowers / sponsors provide 
illustrative calculations under covenant provisions may also carry similar legal 
risks.  

On the inclusion of granular disclosures relating to marketed leverage ratio, 
several respondents agreed that this assists credit risk analysis and noted it is 
commonly provided to lenders. IOSCO has amended the Measure and supporting 
text to recommend this disclosure.  

In respect of suggestions that provisions for on-going disclosures on debt 
capacity (e.g., quarterly) be included, IOSCO agrees that such proposals 
represent good practices and have amended the supporting text to recommend 
borrowers / sponsors consider on-going disclosures.  



 

63 
 

Measure 6 - Transparency and fairness during underwriting and syndication 
(Consultation Text) 
 
Underwriting entities are encouraged to: 

• provide sufficient and clear information to investors early in the 
syndication process with the aim of achieving a fair and efficient market in 
which investors have sufficient time and a fair opportunity to negotiate 
and to make well-informed investment decisions. 

• review the full loan documentation thoroughly before signing the 
commitment letter and engage in negotiation so that they are satisfied 
that the risk posed by a failed syndication is within their risk appetite. 

• provide anonymised feedback on investors’ documentation points to all 
investors in a transparent way highlight to investors new flexibilities built 
into loan documentation as well as those which have previously faced 
opposition from the investor base 

 
Question 14 & 15 

14. Do you agree with the proposed good practices outlined in Measure 6 
regarding circulation of a comprehensive term sheet no less than 48 hours 
before the ‘bank meeting’? 

15. Do you agree with the proposed good practices regarding time for 
underwriting entities (minimum 2 weeks) and investors (minimum 5 days) to 
review the full loan documentation? 

 
Summary of Feedback  

The majority of respondents  agree that timely provision of full information and 
documentation is a goal that the market should aim to achieve. However, there 
are mixed views on how this should be achieved, and several respondents 
cautioned against the introduction of binding timelines, due to the deal-specific 
nature of documentation and timing as well as the absence of binding timelines 
in other regulated markets.  

One respondent suggests that it may be appropriate to specify that it is good 
practice for syndicate banks to attempt to disclose to end investors as much 
information as received when underwriting a transaction, but state that imposing 
an obligation on the arranger to monitor a timeline is not the right way to approach 
the issue.  

One respondent states that IOSCO’s recommendation of a minimum time period 
should balance considerations of the underwriters and lenders involved, adding 
that where material changes are made to the term sheet, lenders should be given 
at least 24 hours to review them. Where possible, sufficient review time (2-3 days) 
should be provided for add-on deals, additionally arguing that due to their 
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complex nature, lenders should be given sufficient time (five working days) to 
review Senior Facilities Arrangements as after they are posted. With respect to 
lenders, this respondent recommends clarifying the period of review for the full 
loan documentation to five working days due to the long and complex nature of 
this documentation. 

Several respondents  disagree with the proposals on timings, with one stating that 
circulation of a comprehensive term sheet 48 hours prior to the meeting should 
not be a practice recommendation as it could interfere with marketing by 
conflicting with the purposes of the ‘bank meeting’. Another respondent states 
that the existing syndication process currently works well as it allows investors to 
allocate resourcing to the creditworthiness assessment which is what matters 
most to the potential lenders.  

Although in response to Measure 7 rather than Measure 6, one respondent  
suggested that lenders should not be asked to make “soft” or “hard” commitments 
based on an incomplete term sheet. This respondent also suggested that 
subjective language should be avoided in term sheets such as “customary for this 
type of transaction” or “standard market” or “based on standard precedent” which 
may be open to misuse. 

IOSCO’s response  

IOSCO acknowledges respondents’ concerns that the proposed timings for 
sharing and reviewing term sheet and full loan documentation may not be 
achievable in all circumstances. IOSCO wishes to clarify that it is not proposing 
binding timelines but is suggesting timings which are considered good practice 
and should generally be applied where possible. Accordingly, IOSCO has updated 
the supporting text of Measure 6 to show that the suggested timings are examples 
of good practice rather than absolute minimum timings and has indicated that 
such timings be applied “where possible”.  

IOSCO also recognises respondents’ feedback on the need to strike a balance 
between the needs of underwriters and investors in terms of review time for 
documentation and has expanded the supporting text of Measure 6 to include 
the suggestion that sufficient review time be provided for review of add-on deals 
(e.g., 2-3 working days). Furthermore, IOSCO clarified that it is good practice that 
investors be given 5 working days (rather than 5 calendar days) to review the full 
loan documentation given its long and complex nature. 

In the supporting text of Measure 6, IOSCO has also adopted some further good 
practices suggested by respondents by saying that investors should not be asked 
to make ‘soft’ or ‘hard’ commitments based on an incomplete term sheet and that 
term sheets should avoid subjective language.  
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Question 16 

16. What other good practices have been or could be put in place to provide 
transparency and fairness to investors during underwriting and syndication? 

 
Summary of Feedback  

Several respondents refer to their Question 14 response here. Among 
respondents who specifically addressed this question there was an equal split 
between those agreeing  and disagreeing with the need for further good practices 
in this area.  

On the proposal that arrangers provide anonymised feedback on lenders’ 
documentation points under Measure 6, two respondents  note that this could 
bring risk for the arranger, exposing them to potential liability and anti-
competition claims. One respondent  states that the proposed measure is one 
expected of an advisor (e.g., a legal advisor or otherwise), and that the arranger is 
not an advisor.  

Another respondent  disagrees with a regulatory approach which would shift the 
burden of understanding key loan documentation points away from investors and 
onto arrangers to summarise and explain credit risks to investors, noting that this 
would be highly unusual in sophisticated financial markets. This industry 
association states that opacity of marketing materials and abbreviated timelines 
for investment decisions are rarely raised as problem areas by its members. 
Similarly, another respondent  believes it is not practical for investors to rely on 
underwriting entities to flag particular terms to support their risk assessment 
process. They also believe that regulators should avoid interposing themselves 
between commercial interests of professional market participants. 

Among the respondents who agreed with a need for additional good practices to 
provide transparency and fairness to investors, one respondent  suggested that 
lead bookrunners should keep a record of all comments and feedback provided 
by lenders to the syndicate on covenant terms, and that this record should be 
distributed to lenders along with the long-form documentation. They further 
suggested that the arranger should provide the percentage feedback (on an 
anonymised basis) to all lenders on the covenant changes requested. 

IOSCO’s response  

IOSCO acknowledges the concerns raised regarding the proposal that arrangers 
provide anonymised feedback on investors’ documentation points and that doing 
so could bring risks to the arranger, exposing them to potential liability and anti-
competition claims. IOSCO also recognises that arrangers should not be put in a 
position of advising and explaining risks to investors, but rather providing 
transparent information.  
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In response, IOSCO has amended Measure 6 and the supporting text to remove 
references which recommended that underwriting entities “highlight to investors 
new flexibilities built into loan documentation as well as those which have 
previously faced opposition from the investor base”. This recommendation may 
involve judgement which is too subjective in nature and could expose 
underwriting entities to legal risk. 

However, IOSCO also recognises a need in the BSL LL market for more 
transparency on how and whether investors’ documentation points are 
considered during the underwriting and syndication process. IOSCO believes that 
a feedback summary of investors’ documentation points (on an anonymised 
basis) would be beneficial to enhance transparency and strengthen the 
negotiation position of the fragmented investor base in the BSL market. 
Accordingly, IOSCO has retained the essence of this proposal in Measure 6 but 
amended it to say that the feedback should be in summary format.  In addition, 
amendments have been made to the supporting text of Measure 6 which draw 
from respondents’ comments to further clarify the good practice. IOSCO 
proposes that the lead underwriting entity be encouraged to keep a record of 
investors’ feedback on covenant terms and to distribute an anonymised feedback 
summary to investors along with the full loan documentation. This feedback 
summary would be expected to highlight points that were raised by multiple 
investors.  

IOSCO intends that providing summarised anonymised feedback of points raised 
by multiple investors would not pose the same potential legal risk to arrangers as 
a more detailed form of feedback would. IOSCO notes that what is proposed 
should not involve sharing information on pricing, however it remains the 
responsibility of the lead underwriting entity to ensure compliance with relevant 
competition law in their jurisdiction when preparing and distributing such a 
feedback summary. 

 

Measure 7 – Alignment of interest between underwriting entities and investors 
(Consultation Text) 
 

Underwriting entities are encouraged to demonstrate how they have aligned 
their interests with LL investors, through risk retention or other means. 
Implementation of robust risk management of leveraged lending activities can 
strengthen alignment of interests as well as prevent the build- up of systemic 
risks. Underwriting entities and LL investors are encouraged to obtain 
independent and impartial legal advice which represents their interests and 
strengthens their ability to negotiate loan terms and influence market 
evolution. 
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Question 17, 18 & 19  

17. Do the considerations as set out above accurately reflect the key issues 
regarding alignment of interests between the underwriting banks and 
investors? 

18. Do you agree with the measures proposed to help strengthen the alignment 
of interest between underwriting entities and investors? 

19. What other good practices have been or could be put in place to strengthen 
risk management of leveraged lending activities by underwriting entities? 

 

 
Summary of Feedback  

In response to Question 17, there was an equal split between respondents who 
agreed  or disagreed  with the considerations set out in this section.  

Among those in agreement, it was noted that the issues are more problematic for 
the BSL market (many lenders) than for the private debt market (small ‘club’ of 
lenders). One respondent noted that the supply/demand dynamic in the LL 
market was impacting the relative negotiating power of market participants. 

Among those who disagreed, respondents thought that the development of 
additional good practices were not warranted by the considerations set out by 
IOSCO. References were made to current market practices and existing guidance 
on leveraged lending being sufficient, however that if additional measures were 
required then the best vehicle for them would be revised versions of guidance on 
leveraged lending. One respondent noted a lack of clarity on what is being 
proposed above and beyond existing regulatory requirements and current market 
practices. 

Regarding the proposed Measure itself, although some respondents agreed, 
several respondents disagreed with the need for any such alignment of interest 
and particularly opposed risk retention in the LL market as a means to achieve 
this. Several responses observed that the risk of failed syndication is the ultimate 
risk retention and should ensure that a loan offering will be of sufficient credit 
quality and with sufficiently attractive loan terms to appeal to investors. It was also 
mentioned that risk retention might increase costs for borrowers because 
underwriters would seek to recover their higher capital costs of remaining as an 
ongoing lender in the loans. Finally, respondents pointed out that underwriters 
already tend to hold material participation in revolving facilities. 

In response to Question 19, one respondent observed that enhanced disclosure 
during the underwriting process and subsequent collation of statistics would help 
to make underwriting entities accountable. 

IOSCO’s response  
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IOSCO recognises that some jurisdictions already have guidance on leveraged 
lending but seeks to set out in this Report complementary good practices for the 
consideration of an international audience. 

In response to concerns about using risk retention as a means of alignment of 
interests in the LL market and the likely impact on borrowing costs for borrowers, 
IOSCO has amended the wording of Measure 7 to remove the reference to risk 
retention although there remain good practices around disclosure of risk 
retention (if applicable) in the supporting text of Measure 7.  

IOSCO has sought to clarify the proposed Measure further, by amending the 
wording to put an emphasis on a robust legal negotiation of loan terms as part of 
robust risk management by underwriting entities.  

IOSCO acknowledges respondents’ suggestion of enhanced disclosure during 
the underwriting process and collation of statistics. IOSCO notes that Measure 6 
encourages underwriting entities to provide an anonymised feedback summary 
on investors’ documentation points to investors which is intended to enhance 
transparency and fairness during the syndication process and can also serve to 
align interests between underwriting entities and LL investors. 

Question 20 

20. Do the considerations as set out above accurately reflect the key issues 
regarding the practice of designated counsel being chosen by the sponsor? 

 
Summary of Feedback  

Where the designated counsel approach is used, several respondents agreed 
that it has led to the development of unwelcome market practices in some cases. 
Some respondents elaborated further that it has dampened what was previously 
a healthy negotiation of underlying deal documentation (including covenant 
terms), in particular in the BSL market. It was alleged that designated counsel 
could have an incentive to minimise comments on documentation drafted by the 
sponsor’s counsel in order that they can win mandates on future transactions. It 
was hypothesised that this, in turn, would raise questions about independence of 
designated counsel and their compliance with their professional duties. The 
observed outcome has been a deterioration of terms for lenders. 

Several respondents do not consider it appropriate for IOSCO to give more 
detailed guidance beyond stating that underwriters and lenders could obtain 
independent and impartial legal advice if they choose. They pointed to regulation 
of the legal profession in most jurisdictions including conduct rules covering 
conflicts of interest and suggested that concerns around independence of legal 
advisors should be dealt with through regulation of legal advice in relevant 
jurisdictions. One respondent observed that the overarching professional and 
legal duty of counsel will be upheld regardless of whether or not the engagement 
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arose through a proposed designation. Another believes that the deterioration of 
loan terms over the past decade is more a function of a market supply/demand 
imbalance favouring borrowers rather than a result of choice of counsel for the 
arrangers.  

However, one respondent noted that BSL investors are not able to collectively 
appoint a single ‘shadow counsel’, which meant that the Measure as drafted would 
not strengthen the position of LL investors in the BSL market. One respondent 
expressed concerns that BSL investors could be disadvantaged or blacklisted by 
borrowers/underwriters for seeking to ensure their interests are better protected. 
It was suggested that Measure 7 could be improved by specifying that 
underwriting entities should demonstrate the independence of their counsel, 
which they should appoint from their own panel of advisers, as was standard 
practice prior to the widespread adoption of the designated counsel approach. 

Some respondents suggested that an appropriate conflict management measure 
be put in place during the screening process for designated counsel or that 
borrowers should propose a list of counsel for the arrangers to choose from. 

One respondent noted that designated counsel is not just confined to LLs but is 
used in a large number of secured and unsecured financings across different 
markets. 

Some respondents noted the increased use of additional counsel by private 
credit investors in LL markets where designated counsel is market practice. 

IOSCO’s response  

Although IOSCO acknowledges that an imbalance in supply and demand in the 
LL market appears to have been a driver of more borrower-friendly terms, several 
respondents agreed that the practice of sponsor designated counsel may have 
dampened the negotiation of terms particularly in the BSL market. Accordingly, 
IOSCO continues to encourage market participants, especially underwriting 
entities in the BSL market, to obtain independent and impartial legal advice. 
However, IOSCO recognises that the legal profession is subject to regulation in 
many jurisdictions and does not intend to give detailed guidance in this area.  

In recognition of feedback that LL investors in the BSL market are unable to jointly 
obtain independent legal advice in order to strengthen their negotiation power, 
IOSCO has amended the wording of Measure 7 and the supporting text to put the 
emphasis on underwriting entities (rather than LL investors) obtaining 
independent and impartial legal advice. IOSCO is of the view that underwriting 
entities in the BSL market could be in a stronger position to negotiate loan terms 
than the fragmented LL investor base. 

 

Measure 8 - Reducing restrictions on transferability of loans (Consultation Text) 
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Transferability of loans within a pool of potential investors should be as broad 
as possible to support a liquid secondary market. It is considered good 
practice that where lists of approved and disqualified lenders are used, they 
should only be created based on clear and documented reasons. It is 
expected that investors be provided with transparency early in the 
syndication process on transferability restrictions and how these might evolve 
during the life of the loan. In particular, it is expected that investors are 
provided with sufficient clarity on the precise definition of an event of default, 
which will cause limitations on transferability to no longer apply 

 

Question 21 &22  

21. Do the considerations as set out above accurately reflect the issues 
surrounding transfer provisions in the LL market? 

22. Do you agree with the proposed good practice to ease restrictions on the 
transferability of LLs to support liquidity in the secondary market? Is there a 
justification for transferability to be more limited in the LL market as compared 
to the HY bond market? 

 
Summary of Feedback  

Respondents were split in their views about reducing restrictions on transferability 
of loans however the majority were generally supportive of efforts to improve 
liquidity, efficiency and transparency in the secondary LL market (to an extent) 
and agreed with most of the proposals described in Measure 8.  

Several respondents noted that it is not necessary or desirable for transfer 
provisions of LLs to be brought into alignment with those used in HY bond markets 
considering the distinct structures and participants in those markets. In their view, 
attempts to do so could potentially result in a change in the regulatory 
characterisation of LLs with significant implications for application of securities 
regulation, licensing requirements and market documentation and an overall 
negative impact on the market. Some of these respondents noted that the good 
practices as proposed in Measure 8 should not have this effect and these still 
gained general support so long as key distinctions between LL and HY bond 
markets are recognised and preserved. 

Several respondents pointed to the underlying reasons behind the transfer 
restrictions such as the sensitivity about sharing private non-public information 
with the LL syndicate resulting in sponsors wanting to maintain control over 
changes in the syndicate particularly in relation to distressed borrowers.  

Two respondents opposed the proposed Measure stating that there is no need 
for any regulatory intervention in this area. One respondent observed that it is not 
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appropriate for the borrower to be compelled to publicise criteria for being on an 
approved list, as this could increase the risk of antagonism from parties not 
included. Another respondent highlighted that at present there are a range of 
practices in the market on this topic and expressed the view that restrictions on 
transferability are a commercial matter for individual market participants to 
negotiate.  

With reference to the US market where disqualified lender lists are prevalent, one 
respondent observed that while theoretically it seems reasonable that lists be 
prepared based on “clear and documented reasons”, they questioned whether a 
borrower or sponsor would ever be comfortable with a detailed disclosure of the 
circumstances that led to the placement of a lender on a disqualified lender list. 

Regarding provision of transparency at a set point in time, one respondent argued 
that it may be challenging to comply with the provision of an agreed list of lenders 
in the term sheet, as these lists are often finalised later in the syndication process. 

One respondent highlighted several specific ways in which they find LL transfer 
provisions overly restrictive opining that: 

• Consent for transfer is not justified and that maintenance by the agent of 
the lender of record (LoR) should be sufficient. A deemed consent period 
should be no longer than 3 business days or documents should state that 
it is assumed from the time of trade. 

• All restrictions should fall away on an event of default, and there should be 
no borrower consent required for non-voting sub-participants. 

• Smaller (or no) minimum transfer amounts (e.g., 100k transfer increments) 
and minimal transfer fees would enhance liquidity generally and reduce 
friction costs when allocating bids to multiple funds. 

• Lists should be circulated annually as guidance, and the ability to remove 
institutions should be capped to three names a year.  

• Lender KYC should be standardised and expedited to avoid delays in 
settlements. 

Finally, one respondent noted that the Asian LL market typically uses disqualified 
lender lists like in the US. 

 

IOSCO’s response  

IOSCO acknowledges that transfer provisions and liquidity for the LL market 
should not seek alignment with the HY bond market but should be tailored to the 
LL market and seek to enhance the functioning of that specific market. 

IOSCO recognises the underlying reasons for the use of borrower consent and 
lists of approved and disqualified lenders. For this reason, IOSCO has amended 
the supporting text of the Measure so that it no longer says use of these lists is 
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discouraged. Instead, IOSCO proposes that these practices should be based on 
clear and documented principles and rationale for excluding types of investors. 

IOSCO disagrees with the view of some respondents that it is not appropriate for 
the borrower to provide clear and documented reasons for inclusion or exclusion 
of particular types of lenders on agreed or disqualified lender lists. IOSCO notes 
the majority of respondents’ support for this Measure and concerns raised that 
use of these lists reduces liquidity and can be used to coerce LL investors into 
accepting borrower-friendly loan terms. However, IOSCO has clarified the 
Measure and supporting text to emphasise that there should be clear and 
documented principles and rationale for inclusion or exclusion of particular types 
of investors (rather than for specific individual investors).  

IOSCO acknowledges that it may not be possible to provide approved or 
disqualified lender lists in the term sheet as proposed. In response, IOSCO 
amended the supporting text of the Measure to say these lists should be shared 
at an early stage of the syndication. 

IOSCO appreciates respondents’ suggestions on specific ways to enhance 
liquidity in the LL market but has not amended the Measure or supporting text to 
include those which were not mentioned in the Consultation Report.  

IOSCO added to the supporting text of Measure 8 to reflect that the Asian LL 
market typically uses disqualified lender lists like the US market. 
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Measure 9 - Managing conflicts of interest where PE sponsors also act as 
lenders (Consultation Text) 
 
Conflicts of interest which can arise from a group’s investments in different parts 
of a borrower’s capital structure, should be appropriately identified and 
managed. It is expected that participants in a syndication and LL investors be 
properly informed of the instances where a group is acquiring the debt of a 
borrower while also acting as the borrower’s sponsor or holding other classes of 
debt of that borrower. In such cases, the use of a sponsor disenfranchisement 
clause or similar clause is encouraged. 

Questions 23 &24 

23. Do you agree with the proposed good practice to mitigate conflicts of interest 
which may arise from PE groups investing in the debt and equity of the same 
borrower? 

24. What other good practices have been or could be put in place to help manage 
conflicts of interest arising for the reason described here? 

 
Summary of Feedback  

Respondents were generally in agreement with the proposed good practice 
outlined in Measure 9. Several respondents noted the adequacy of existing 
practices typically used to identify and manage conflicts of interest in these 
situations, including: 

• Separation of PE and private credit functions into distinct business lines 
sometimes housed within separate, albeit affiliated, legal entities; 

• Information barriers and controls between equity and credit business lines; 

• Conflicts management processes including formal allocation policies, portfolio 
oversight and risk management committees; 

• Consideration by advisory committees of actual or potential conflicts of 
interest; 

• Acting in accordance with the fiduciary duty owed to investors in separate 
strategies; 

• Disclosure in pre-contractual information made available to investors before 
subscribing to a fund;  

• Use of sponsor disenfranchisement clauses; and, 

• Thresholds to credit holdings, for example if a credit fund supports a PE deal 
involving the same sponsor, the percentage of the credit held is not so large 
as to give the fund veto rights. 

 

One respondent noted existing regulations in some jurisdictions, for example 
AIFMD and MIFID in the European Union and UK, which have their origin in the 
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fiduciary duties owed by managers to investors and which already include 
requirements on identification and management of conflicts of interest. 

On Measure 9 and specifically the use of sponsor disenfranchisement clauses, 
some respondents noted that LL documentation typically continues to include 
provisions to restrict voting rights for lenders who are affiliated with shareholders 
of a borrower, subject to carve-outs for independent debt funds which are 
separately managed.  

A few respondents observed that while disenfranchisement provisions are a tool 
for managing conflicts of interest, they should not be made mandatory given 
existing financial regulation in some jurisdictions, regulation of the legal 
profession and existing good market practices. Another respondent had an 
opposing view and indicated that all LLs should include sponsor 
disenfranchisement provisions applicable to investments by the sponsor arm in 
the debt of the borrower.  

On Measure 9 and disclosure, one respondent proposed that lenders should be 
properly informed of instances where the sponsor arm of a group is acquiring the 
debt of a borrower and whether or not the purchasing vehicle falls within the 
disenfranchisement provisions.  

One respondent observed that Measure 9 seemed to be calling for a new type of 
lender protection beyond the customary “affiliate transactions” covenant which 
would limit the permitted counterparties for each basket and covenant. Such a 
proposal was not supported by this respondent since they believe that a borrower 
should be free to source debt from any party (including one of its owners) if a 
debt basket is available to use. 

IOSCO’s response  

IOSCO acknowledges that there may often be existing market practices in use 
which aim to identify and manage conflicts of interest in the circumstances 
described. IOSCO also acknowledges existing regulations in some jurisdictions 
requiring investment managers to identify and manage conflicts of interest. The 
good practices outlined in Measure 9 are complementary to jurisdiction-specific 
regulation and can serve as a model for developing markets. 

In response to feedback on the prevalence of ‘sponsor disenfranchisement’ 
clauses, IOSCO has amended the supporting text for Measure 9 to observe that 
consultation responses indicated that such clauses are still typically used in LL 
documentation, subject to carve-outs for independent debt funds which are 
separately managed. 

IOSCO wishes to clarify that the Measure encourages the use of sponsor 
disenfranchisement clauses as good practice in the majority of LL transactions 
but is not proposing a mandatory requirement.  Accordingly, IOSCO has not made 
changes to the Measure regarding the proposal that the use of sponsor 
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disenfranchisement clauses be encouraged. IOSCO also wishes to clarify that the 
proposals under Measure 9 are not intended to restrict permitted counterparties 
for each debt basket or covenant exception, but more generally to encourage 
appropriate disclosures and disenfranchisement provisions. 

In response to feedback, IOSCO has amended Measure 9 and the supporting text 
regarding disclosure of instances where the sponsor arm of a group is acquiring 
the debt of a borrower to say that the disclosure should indicate whether or not 
the sponsor affiliated lender is within the disenfranchisement provisions. 

 

Measure 10 – Managing conflicts of interest in management of CLOs 
(Consultation Text) 
 

Potential conflicts of interest in the management of CLOs should be 
appropriately identified and managed. 

It is expected that policies governing the purchase of distressed assets, 
cross-sales and trading / valuation of CCC/Caa rated loans and the related 
policies be clearly set out in a CLO indenture to enable investors to make an 
informed investment decision. It is considered good practice that trustee 
reports regularly disclose the trading activity and valuation of assets of a CLO 
to enhance transparency to investors. 

 

It is considered good practice that investors are provided with sufficient 
opportunity to conduct due diligence on the valuation methodology and 
results produced by the CLO manager and assess the strategy and rationale 
for management of assets when performance tests are at risk of being 
breached. 
Questions 25 &26 

25. Have the considerations above captured the key considerations regarding 
potential conflicts of interest which may arise between the CLO manager and 
the CLO investors? 

26. Do you agree with the proposed good practices? What other good practices 
have been or could be put in place to help manage such conflicts of interest? 

 
Summary of Feedback  

The majority of respondents agreed with the key considerations outlined in regard 
to potential conflicts of interest and generally agreed with the principles set out 
in Measure 10. Most respondents observed that CLO managers in Europe and the 
US are already subject to rules on management of conflicts of interest and that 
market practices for this purpose are generally well-established and already 
sufficient in their view. The existing risk retention requirement on CLOs in Europe 



 

76 
 

was also highlighted as a means of reducing conflicts of interest as well as the 
structure of fees to the CLO manager.  

Expanding on good market practices in this area several respondents remarked 
on:  

• Disclosure in the Offering Circular of conflicts of interest as well as 
policies/restrictions including those which govern the purchase of 
distressed assets, cross-sales and trading/valuation of CCC/Caa rated 
loans; 

• Disclosure in the Offering Circular of the carrying value and/or designation 
of each asset type (e.g., discounted obligations, defaulted obligations), 
where applicable; 

• Regular (monthly) trustee reports reporting on various financial tests, 
holdings, trading activity including cross trades, valuation information, etc.; 

• Disclosure of granular loan-level data in Europe as required by regulation. 
  

Regarding CCC/Caa rated assets, some respondents noted that constraints and 
transparency already exist in CLOs and they would caution against prescriptive 
limitations which might make CLOs vulnerable to more aggressive market 
participants. They noted existing restrictions on reinvestment where CCC/Caa 
rated assets form more than 7.5% of the portfolio and also highlighted existing 
disclosure on each CCC/Caa rated asset and the carrying value thereof. 

Regarding valuation methodologies, two respondents observed that IOSCO’s 
focus on this topic was unwarranted because internal valuation of assets seldom 
occurs and only applies to defaulted and illiquid assets with the majority of assets 
(including CCC-rated) being publicly priced. Another respondent noted that 
valuation methodologies used by CLO managers may be highly sensitive and that 
it would not be appropriate for CLO managers to be compelled to disclose these. 

One respondent noted a degree of overlap between Measures 10 and 11 when 
disclosure and transparency measures are important in mitigating conflicts of 
interest.  

IOSCO’s response  

IOSCO notes that there is general support for the principles described in Measure 
10. IOSCO acknowledges that regulations exist in certain jurisdictions with mature 
CLO markets which address the identification and management of conflicts of 
interest which can arise in the management of CLOs. IOSCO also recognises that 
there may often be existing market practices to address such conflicts. The good 
practices outlined in Measure 10 are complementary to jurisdiction-specific 
regulation and can serve as a model for developing markets. 
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IOSCO accepts that under normal conditions internal valuation of assets by CLO 
managers is relatively rare and chiefly applies to defaulted and illiquid assets. 
Nevertheless, where internal valuations are produced, IOSCO believes that CLO 
investors should have an opportunity to conduct due diligence on the valuation 
methodology and results produced.  

IOSCO does not believe that the good practices outlined in Measure 10 amount 
to prescriptive limitations on CCC/Caa rated assets. It is not IOSCO’s intention 
to prescribe any limit on CCC/Caa assets which is a matter for the parties to 
agree on in relation to any specific structure.   

Therefore, no amendments have been made to Measure 10 in response to 
feedback. 

 

 

Measure 11 - Disclosure in CLOs (Consultation Text) 
 

CLO investors should be provided with all materially relevant information on 
the valuation, credit quality and performance of the portfolio of a CLO, 
consistent with jurisdictional regulatory requirements. It is expected that such 
data is made available on a regular basis (e.g., monthly) to CLO investors in 
order for them to make an informed judgement of their investment decisions 
and that potential CLO investors be provided access to such information 
upon request. 

 
Question 27 

27. Have the above factors captured the necessary information that are important 
considerations to investors for their CLO investment decision and evaluation 
of CLO managers’ performance? 

 
Summary of Feedback  

Many respondents pointed that CLOs are highly regulated in Europe and the US. 
There was general agreement that existing disclosure requirements in CLOs are 
sufficient in most jurisdictions and provided sufficient transparency to the CLO 
investors in order for them to make informed investment decisions. For example, 
CLO investors receive monthly trustee reports which typically provide detailed 
information that cover the proposed disclosure requirements in CLOs as set out 
in the Consultation Report and each individual CLO is audited on an annual basis. 
Furthermore, CLO investors could schedule meetings with CLO managers upon 
request in order to go through information such as individual credits / underlying 
loans.  
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One respondent was of the view that Measure 10 and Measure 11 had 
considerable overlap in relation to the consideration of transparency and 
disclosure of information to investors.  

Although in response to question 29, another respondent expressed concerns 
about potentially breaching lender confidentiality commitments and requested 
that IOSCO clarify that the proposed good practices would not involve a breach 
of such obligations.  

 

IOSCO’s response  

IOSCO appreciates respondents’ comments that the proposed disclosure 
requirements are generally addressed under existing disclosure frameworks and 
regulations on CLO in most jurisdictions. That said, where there is no overlapping 
with the existing disclosure framework, Measure 11 encourages the Trustee, with 
the support of the CLO manager, to provide CLO investors with all materially 
relevant information on the CLOs on an ongoing basis to support investors 
making informed investment decisions. IOSCO considers it important to adopt 
this relevant good practice in the CLO market. The Report already emphasises 
that all good practices do not comprise either standards or recommendations as 
per IOSCO’s taxonomy, they are designed to support market participants in their 
decision marking when operating in the CLO markets. As result, IOSCO has kept 
the measure mostly unchanged but emphasised in the accompanying text that it 
is already in place in many jurisdictions. 

In relation to the comment that Measure 10 and Measure 11 overlap, we consider 
that while both measures highlight the importance of transparency and disclosure 
of information to investors, each measure mitigates different vulnerabilities, as 
Measure 10 addresses the potential conflicts of interest in the management of 
CLOs and Measure 11 ensures CLO investors have sufficient information to make 
informed investment decisions. As such there has been no change made to the 
Measure or supporting text to address this comment.  

Regarding concerns raised on lender confidentiality commitments, IOSCO wishes 
to clarify that lenders and borrowers should be cautious about sharing sensitive 
or proprietary information and ensure that appropriate confidentiality agreements 
are in place and that disclosures are made in accordance with such agreements. 

Question 28 

28. What additional good practices in disclosure can be put in place to help 
investors better understand and evaluate their CLO investments? 

 
Summary of Feedback  
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Overall, respondents observed that existing disclosure requirements in most 
jurisdictions are generally aligned with Measure 11. 

  

IOSCO’s response  

IOSCO welcomes respondents’ feedback that Measure 11 is sufficient and 
generally aligned with the existing disclosure requirements in most jurisdictions. 

 

Measure 12 - Disclosure on underlying loans (Consultation Text) 
 

Borrowers are encouraged to provide their investors on a timely basis with 
their latest financial information and status, for example, the audited financial 
statements, periodic management financial information and financial forecast 
and budget in relation to its business plan.  Borrowers are also encouraged 
to inform their investors within a reasonable timeframe of occurrence of any 
events that may invalidate any assumptions originally applied in the EBITDA 
addbacks (including any activities that are outside the normal course of 
business) and potential implications and impact on the projected EBITDA. 
Question 29    

29. Have the above practices captured the necessary information that are 
important considerations for investors to evaluate the on-going financial 
performance of LL borrowers? 

 

Summary of Feedback  

The majority of respondents supported this measure, stating that the proposed 
information was useful for evaluating the ongoing financial performance of LL 
borrowers. One respondent also suggested that the market will benefit from 
financial metrics being reported in a consistent manner. Having said that, some 
respondents pointed out that existing market practices are sufficient, and the 
proposed information are within the discretion of LL investors when assessing 
whether to invest in a particular loan or the LL market generally. There is also 
periodic reporting and engagement between LL borrowers and LL investors 
regarding the ongoing performance of the company and its capacity to meet debt 
obligations. 

Several respondents pointed out that the LL market is an unregulated market and, 
there are no binding rules requiring LL borrowers in LL transactions to disclose 
the proposed information. LL investors are comprised of sophisticated financial 
institutions that are responsible for conducting their own due diligence, 
requesting relevant information and making their own credit analysis and 
commercial decisions. As such, they considered the market participants are 
already fully aware of the proposed good practice.  



 

80 
 

One respondent also observed that CRAs are subject to a code of conduct and 
generally provide information that is very reliable, thus LL investors, primarily CLO 
managers, increased reliance on CRAs purely reflects the reality of the market 
rather than any bad behaviour or dereliction of duty on the part of any market 
stakeholder.  

There was concern raised over whether the proposed measure may reduce the 
flexibility to LL borrowers and sponsors in determining the terms of a LL deal.  

In addition, one respondent also suggested IOSCO to consider good practices in 
relation to the timing for disclose of financial information on LL borrowers and in 
connection with disclosure of any non-financial information prepared by LL 
borrowers. 

IOSCO’s response  

IOSCO welcomes most respondents’ support to Measure 12 and good practices 
examples provided in the Report. 

Regarding respondent’s concern on whether the proposed measure may reduce 
the flexibility for borrowers and sponsors to determine the terms of a LL deal, 
IOSCO clarified that while providing comprehensive and transparent financial 
information to investors, borrowers could enhance their credibility and build trust 
with potential investors. Such increased credibility could be a positive in 
negotiations rather than limiting flexibility.  

IOSCO continues to take the view that borrowers should provide relevant financial 
information on a timely basis, i.e., within a reasonable timeframe. New text has 
been added to reflect that, LL borrowers are encouraged to provide relevant non-
financial information, as requested by their investors for better understanding of 
their companies. 

Question 30  

30. What additional good practices in disclosure can be put in place to help 
investors better understand the financial position and status of LL borrowers? 

 

 

 
Summary of Feedback  

There was general agreement that the proposed disclosure requirements in 
Measure 12 are sufficient. 

Few respondents expressed concerns in their feedback to Measures 4 and 5, that 
LL borrowers mostly provide financial information and financial metrics (in 
particular EBITDA adjustments) at the initial offering but it is not mandatory for 
them to provide the same on an on-going basis. It was also observed that there 
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was often an overly long period for delivery of financials to LL investors after deal 
closing. Thus, such financials were suggested to be available to LL investors 
shortly after deal closing and after quarter end for their portfolios assessments  

A respondent suggested in its feedback to Measure 5, that disclosures of the 
quantity of incremental debt capacity available under various debt baskets and 
the underlying calculations should be provided to investors on an on-going basis 
(e.g., quarterly).  

A respondent suggested that the following information should be provided by LL 
borrowers to allow investors to better understand the risk they will be exposed to:  

• forward looking estimates upon each loan issuance and annually, including 
company’s forecast assumptions in relation to prices, volumes or any other 
metrics that build up sales (depending on the business); and 

• comprehensive breakdown of cost lines beyond cost of goods sold cost 
line and operating expenses cost line. 

 
IOSCO’s response  

IOSCO welcomes respondent’s additional suggested good practices to help 
investors better understand the risks they will be exposed to and has added the 
above useful examples in the Report. 

Regarding respondents’ feedback on emphasising the on-going disclosure of 
financial information and metrics (including EBITDA adjustments), IOSCO clarifies 
that Measure 12 would already encourage borrowers to provide their investors on 
a timely basis with their latest financial information and status and inform their 
investors within a reasonable timeframe of occurrence of any events that may 
invalidate any assumptions originally applied in the EBITDA addbacks (including 
any activities that are outside the normal course of business) and potential 
implications and impact on the projected EBITDA. 

In respect of suggestions that the good practices include provisions for the on-
going disclosures on debt capacity (e.g., quarterly), IOSCO agrees that such 
proposals represent good practices and have amended the supporting text to 
recommend borrowers / sponsors consider on-going disclosures. 
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