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	 On March 26, 2012, the Board of Governors of the Federal Reserve System, 
the Office of the Comptroller of the Currency and the Federal Deposit Insurance 
Commission (the “Agencies”) released proposed guidelines on leveraged finance, 
emphasizing that these guidelines encompass exposure to a leveraged obligor’s entire 
capital structure, from secured leveraged loans to mezzanine debt and high yield bonds 
(the “Proposed Guidelines”).1  The Proposed Guidelines update earlier guidelines 
adopted by the Agencies on the subject in 2001.2

	 As might be expected, and as in the case of similar guidelines issued by the 
Agencies about other types of lending, the Proposed Guidelines encourage bank lenders 
to make sound credit decisions, thoroughly document those decisions, establish internal 
credit and concentration limits and actively monitor their borrowers’ performance.  The 
Proposed Guidelines are nonetheless notable in the following respects. 
 
Impetus for Proposed Guidelines

	 The Agencies refer to several developments that appear to have prompted the 
release.  These are (i) the “tremendous growth in the volume of leveraged credit,”  
(ii) the frequent inclusion of features that reduce lenders’ ability to act early against 
poorly performing borrowers, including the absence of meaningful maintenance 
covenants in loan agreements and the inclusion of payment-in-kind toggle features in 
junior capital instruments, (iii) failures in management information systems (“MIS”) 
to produce timely and accurate aggregated exposures to leveraged loans and other debt 
instruments and (iv) the fact that capital structures and repayment prospects for some 
transactions have been “aggressive in light of the overall risk of the credit.” 
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Definition of Leveraged Finance

	 The Proposed Guidelines repeat the suggestion of the earlier 2001 guidelines that institutions adopt a 
definition of leveraged finance that applies across functions and activities.  Unlike the 2001 guidelines, however, the 
Proposed Guidelines identify criteria that the Agencies expect to be included in the definition.  These criteria include 
specific ratios that would qualify a transaction as a leveraged finance transaction:  total debt/EBITA in excess of 4:1 
and senior debt/EBITA in excess of 3:1, in both cases calculated without netting cash against debt balances. The 
Proposed Guidelines note that examiners will expect this definition to also include exposure to financial vehicles that 
engage in leveraged finance activities, even if the vehicle is not itself leveraged. 
 
Credit Policies and Underwriting Standards  

	 The Agencies provide a new level of detail on the components of credit policies and underwriting standards 
that they expect institutions to adopt after consideration and approval by institutions’ boards of directors.  Also, 
in contrast to the 2001 guidelines, the Proposed Guidelines suggest specific numerical underwriting standards be 
adopted, such as a requirement that base cash-flow projections demonstrate the borrower’s ability to fully amortize 
senior secured debt or repay at least 50 percent of total debt over a five- to seven-year period.  Similarly, the Agencies 
noted that a total debt/EBITA ratio after planned asset sales in excess of 6:1 “raises concerns for most industries.”  
The Agencies also addressed lenders’ reliance upon enterprise values and other intangibles when assessing credit 
risk and expected performance, stating that such valuations should be conducted at origination and periodically 
over the life of the loan and should be performed or validated by persons independent of the origination function.  
Underwriting standards will also be expected to address a number of other concerns, including the scope of due 
diligence, covenant protections, permitted collateral dilution from asset sales and other collateral provisions. 
 
Distribution

	 The Proposed Guidelines demonstrate the Agencies’ view that banks are expected to be gatekeepers, noting 
several times that the Proposed Guidelines are to apply whether a loan is originated to hold or to distribute.  
In particular, the Agencies state that lenders “should be mindful of reputational risks associated with poorly 
underwritten transactions, which may find their way into a wide variety of investment instruments and exacerbate 
systemic risks within the general economy.”  The Proposed Guidelines call for institutions to “have strong risk 
management and controls over transactions in the pipeline,” written procedures for “defining and managing 
distribution fails and ‘hung’ deals” and “clear expectations,” approved by the bank’s board of directors, for the 
disposition of pipeline transactions that have not been sold according to their original distribution plan. 
 
MIS Requirements

	 The Proposed Guidelines set out the Agencies’ expectations about the level of monitoring, reporting and 
analysis that an institution should be prepared to adopt and the 15 subjects that should be covered in “accurate and 
timely” reports to management and the board.  Notably, these subjects include exposure and performance by deal 
sponsor, and exposures to a borrower/counterparty booked in other business units, including indirect synthetic 
exposures and positions held in available for sale or traded portfolios or through structured investment vehicles 
owned or sponsored by the originating institution or its subsidiaries or affiliates. 
 
Deal Sponsors

	 In contrast to the 2001 guidelines, the Proposed Guidelines single out the need for institutions to evaluate 
the qualifications of financial sponsors and to “implement a process to regularly monitor performance.”  The 
Agencies acknowledge that a financial sponsor may be a source of financial support to a borrower and that such 
support may be taken into account in assigning an internal risk-rating to the loan.  The Agencies go on to note, 
however, that  “absent a documented commitment of continued support,” a sponsor’s potential contributions “may 
not mitigate examiner criticism.”



3

Other Regulatory Considerations

	 The Proposed Guidelines mention three other subjects of regulatory concern, suggesting the likelihood 
of increased scrutiny of these topics on examination: (i) Reg W and other conflict of interest concerns that could 
arise in leveraged finance transactions, including the distribution of loans to affiliates, (ii) the need to comply with 
securities laws if the leveraged debt instrument constitutes a “security” under federal securities laws and (iii) anti-
tying concerns raised by the number of types of debt and bank products involved in leveraged finance transactions. 

	 Comments are requested on the Proposed Guidelines by June 8, 2012.  Although they may be adjusted in 
several respects when issued in final form, the Proposed Guidelines suggest the need for lenders to be prepared for 
an unprecedented level of attention to be paid by the Agencies and their examiners to leveraged finance transactions 
and exposures. 
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