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and concise opinion. Under Reves, there is a presumption that a note is a
security, though this presumption can be rebutted if the note bears a strong
“family resemblance” to notes that are not characterized as securities.

THE “FAMILY RESEMBLANCE” REVES TEST

There are four factors of the “family resemblance” test weighed by courts to
determine whether a note was issued in an investment context (and would be
considered a security) or in a consumer or commercial context (when it would
not be considered a security).

Motivations That Would Prompt a Reasonable Seller and Buyer to Enter
into the Transaction

A court must determine whether the motivations of the seller and buyer are
investment or commercial/consumer. The Second Circuit stated that a buyer’s
motivation is investment if it expects a profit from its investment (specifically
highlighting that profit may be through variable or fixed-rate interest), while a
seller’s motivation is investment if it intends to raise capital for general business
enterprise use or to finance significant investments (specifically highlighting
that the seller’s motivation is commercial if the loan is exchanged for “the
purchase and sale of a minor asset or consumer good, to correct for the seller’s
cash-flow difficulties, or to advance some other commercial or consumer
purpose”).

While the Second Circuit reasoned that Millennium had commercial
motivation due to its intent to use the syndicated loan to pay off a then-existing
credit facility, the court also noted that the lenders’ motivation was investment-
driven due to the scheduled interest payments under the syndicated loan.
Because of the mixed motivations of the parties, the Second Circuit intimated
that, at the early stage of the Kirschner case, the first factor leaned in favor of
the Millenium loans resembling securities.

Plan of Distribution of the Instrument

The court must look to the distribution plan of the instrument to determine
whether it was offered and sold to a broad segment of the public. The Second
Circuit highlighted that the lead arrangers offered the Millennium loan solely
to institutional investors who would receive an allocation of the loan only after
submitting a legally binding offer. The Second Circuit found that the loan
syndication process was not a broad, unrestricted sale to the general public.

The Second Circuit also found unpersuasive Kirschner’s argument that the
existence of a secondary market for the Millennium loan demonstrated an
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offering to the general public. In particular, the court referenced credit
agreement transfer restrictions, such as minimum transfer requirements, agent
and borrower consent, and restricting transfer of the loans only to current
lenders or affiliates of lenders. It further noted that such assignment restrictions
were similar to those in the 1992 Second Circuit case Banco Espanol de Credito
v. Security Pacific National BankKirschner, which concluded that loan partici-
pations were not securities because of the restrictions preventing participations
from being sold to the general public.

The Second Circuit held these transfer restrictions coupled with the
syndication procedure for Millenium “rendered [the loans] unavailable to the
general public.” Therefore, the second factor weighed in favor of the Millen-
nium loans not being securities.

Reasonable Expectations of the Investing Public

This factor requires a court to examine the public’s expectations for the notes.
If the public was given sufficient notice that the notes were loans and not an
investment in a business, then the loans are not securities. The Second Circuit
highlighted that before purchasing the Millennium loan, the lenders certified
that they were sophisticated and experienced in credit matters similar to the
Millennium transaction and that they independently and without reliance on
any agent or lender made their own determination whether to extend its
portion of the Millennium loan. That certification was substantively identical
to the certification made by the Banco Espanol participation purchasers, which
was central to determining whether those buyers would have perceived the
participations as securities.

Additionally, the Second Circuit rejected Kirschner’s argument that the use
of the term “investors” sporadically throughout the Millennium loan docu-
ments fostered a reasonable expectation among the lenders that they were
investing in securities. Consequently, the Second Circuit found that the pleaded
facts did not support the argument that the lenders reasonably believed the
Millennium loans were securities.

Whether Some Factors Significantly Decrease the Instrument’s Risk
Rendering the Application of the Securities Act Unnecessary

The final factor requires the court to evaluate whether there is another
regulatory scheme that substantially reduces the risk that the sale of the
instrument will cause harm to the public, rendering application of the Securities
Act unnecessary. Here, the Second Circuit found that there were other sufficient
risk-reducing factors weighing against the loans qualifying as securities.
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More precisely, the court pointed to the fact that the loans in Kirshner were
secured by perfected security interests in all the borrower’s tangible and
intangible assets, reducing the risks associated with the notes.

Furthermore, the Second Circuit stated that the Office of the Comptroller of
the Currency, the Board of Governors of the Federal Reserve System, and the
Federal Deposit Insurance Corporation issued specific policy guidelines ad-
dressing syndicated term loans. The Second Circuit recognized that these
guidelines were meant to reduce the risk to banks and, in doing so, also sought
to reduce risk to consumers and investors. Taking into account the reduction of
risk by way of the security interest and the regulatory guidelines, the court
found the application of the Securities Acts unnecessary. Therefore, the pleaded
facts did not support the claim that the Millennium loans were securities.

KEY TAKEAWAYS

Despite the Second Circuit ruling that the first factor weighed in favor of
Kirschner, the remaining three factors were held to be in favor of the defendants
and, consequently, the Kirshner decision was affirmed by the Second Circuit.
That decision has been lauded as a major win for leveraged loan market
participants because it validates the long-standing approach that syndicated
loans are not securities. One item of note is that although the Second Circuit
requested the position of the Securities and Exchange Commission, the SEC
declined to submit a brief on the Kirshner question.

Had the Kirshner decision gone the other way, requiring market participants
to comply with cumbersome securities laws requirements would have caused a
monumental shift in loan issuance and trading. Characterizing loans as
securities would severely impact secondary trading liquidity due to the
enhanced transfer restrictions necessitated by securities laws, in addition to
trading potentially requiring the use of registered broker-dealers. It is not
uncommon for syndicated lenders to receive nonpublic information about a
borrower, though if loans were deemed securities, then lenders may run into
issues with remaining “public” in order to potentially still trade in that
borrower’s securities.

Additionally, applying securities laws to loans would require substantially
more extensive due diligence on borrowers due to heightened disclosure
requirements under securities laws. For borrowers, securities registration
requirements would result in considerable additional time and costs and
diminish the borrowers’ control over the composition of the lender group and
to whom material nonpublic must be disclosed.
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Kirshner also highlighted the importance in properly drafting loan documen-
tation to avoid loans potentially being characterized as securities. When issuing
a syndicated loan, market participants should consider:

• Limiting the potential lender universe to sophisticated investors;

• Including clearly defined assignment provisions and consent require-
ments in loan documents, such as minimum transfer requirements and
a definition of an eligible assignee;

• Adding language to the issuance documents reflecting the understand-
ing that the notes being issued are loans and not investments in a
business, while making it clear that the issuance is not considered a
securities offering;

• Ensuring the loans are secured by collateral whenever possible; and

• Continuing to request bank regulators to issue and update guidance
aimed at protecting consumers in the syndicated loan market.

PRATT’S JOURNAL OF BANKRUPTCY LAW

118


