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Bank-Debt Trading: Custody
0f Nonpublic Information Is Vexing

he year to come will

undoubtedly be one of

severe economic challeng-

es. But for the survivors of

2008’s financial hurricane,
2009 could also be a year of unprec-
edented opportunity.

Bank debt and bonds of good-
quality companies are trading at
historic lows and are becoming part
of the staple trading diet of those
institutions who remain, either to
participate in the enhanced returns
available in otherwise flat to down
markets, or to establish positions
that will one day convert into the
equity of the underlying assets. The
rules and customs of the distressed
debt market are somewhat differ-
ent from those that govern equity
and other securities trading, and
it is important to be careful with
information to avoid a problem.
Increased activity in the market
will no doubt be accompanied by
increased regulatory focus and
litigation.

Insider Trading

* When do federal securities
rules apply to debt trading?

In order for the prohibition
against insider trading under the
federal securities laws to apply, the
instruments being traded must be
“securities.” Bonds are generally
considered “securities” covered
by the antifraud provisions of the
U.S. securities laws. Interests in
bank debt, however, typically have
been considered not to constitute
“securities” for purposes of the
securities laws.! Because of this,
the consensus has been that Rule
10b-5 (restricting insider trading)
does not apply to trading in such
interests.

However, the assumption that
bank debt programs do not qualify
as “securities” is not universally
held. There are some, including
former Securities and Exchange
Commission (SEC) Chairman
Harvey Pitt, who believe that as
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more nonbanks trade in the bank’

debt market, bank debt could be
considered a security.?

There has been a lack of recent
case law directly discussing these
issues, and, in the last 10 years,
the documentation and process
governing the trading of bank
debt has tended to converge with

that for bonds that are traditional

securities. )
Therefore, some take the most-
conservative approach, assuming

There are some, includ-
ing former SEC Chairman
Harvey Pitt, who believe
that as more non-banks
trade in the bank debt
market, bank debt could
be considered a security.

that the law may change at any
time, and treat trading in bank
debt as they would treat trading
in securities.

Even if bank debt is itself not a
“security” and the most-conserva-
tive approach is not taken, the use
of information available us a result
of holding bank debt may give rise
to insider trading concerns with
respect to other securities (such
as common stock and bonds). For
instance, unlawful insider trading
may occur if an investor obtains
nonpublic information as a result
of being a bank lender or holder
of bond or trade claims, and then
trades in debt or equity “securi-
ties” (either alone or alongside
bank debt).

The key issue in such trading is
not the purpose of the trade but

rather the possession of material

nonpublic information which could

result in a Rule 10b-5 violation. As
such, even if bank debt is not itself
considered a “security,” it is impor-
tant to monitor whether nonpublic
information is obtained as a holder
of bank debt and to understand
how any such information impacts
trading activities. .

In addition, even if bank debt
is not a “security,” common law
theories of wrongdoing nonethe-
less remain. Trading with a sophis-
ticated counterparty through the
use of a so-called “big boy” letter
may help to shield the insider from
common law fraud liability. How-
ever, “big boy” letters may present
problems of their own.

MNPI

s With what information do
investors have to be most care-
ful?

Insider trading liability arises
from purchasing or selling a secu-
rity based on material nonpublic
information (MNPI) about a com-
pany.

Under the U.S. securities laws,
information is treated as material
if there is a substantial likelihood
that, considering all of the sur-
rounding facts and circumstanc-
es, a reasonable person would
consider that information impor-
tant to an investment decision.
Information need not be market
moving in order to be material.
Insider information can include,
but is not limited to, information
regarding negotiations leading to
financial restructuring, potential
mergers and acquisitions or other
significant transactions, the mak-
ing of arrangements preparatory
to an exchange or tender offer,
projections or other information
about business performance that
has not yet been publicly released,
and extraordinary borrowings or
liquidity problems, to cite just a
few examples.

Although the law of insider
trading is not static, it is gener-
ally understood that the law pro-
hibits:

(1) trading by a company’s

insider (or atemporary insider,

such as an investment banker
or lawyer) on the basis of MNP|
about the company
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as such insider would be
breaching a duty to disclose
or abstain;

(2) trading by an “outsider” on
the basis of MNPI in violation
of a duty to keep it confiden-
tial or when the information
was otherwise misappropri-
ated from any source;

(3) disclosing such MNPI to
others in breach of a duty
(tipping); or

(4) trading on the basis of
MNPI that one knows, or
should have known, was
acquired (directly or indi-

information, generally choosing
between the “public side” ability to
trade or the “private side” access
to information. Both “public side”
and “private side” information is
generally provided subject to
express confidentiality require-
ments, and the biggest difference
between “public side” and “private
side” information is the quality of
the information received.

Thus, information on the
“private side” is usually recog-
nized by the issuer as contain-
ing or potentially containing
material nonpublic information.
(Note: This does not mean that

The issue in bank-debt trading is not the purpose of the
trade but the possession of material nonpublic information
which could result in a Rule 10b-5 violation. As such, even if

"

bank debt is not itself considered a “security,” it is important
to monitor whether nonpublic information is obtained as a

holder of bank debt.

rectly) through a breach of

an insider’s duty, a breach of

a confidence, or some other

breach of duty or misappro-

priation.

The rules governing insider
trading are complex and subtle.
Any employees or consultants
of the investor should notify the
investor’s legal department if they
think there is even a potential issue
of MNPI or any kind of breach of
duty. Both compliance and reputa-
tional risk may be at stake.

Potential Safeguards

* How can investors better
protect themselves?

Information Restrictions. One
way that an investor can man-
age information risk is to either
restrict the way it moves across
the organization or, alternatively,
decide not to receive it in the
first place. For instance, to avoid
potential consequences of trading
debt with nonpublic information,
one strategy is to avoid any access
to material nonpublic information
until the investor has accumulat-
ed all of the claims or interests it
needs to execute its strategy.

“Public Side” and “Private Side.”
In addition, generally with respect
to bank debt where nonpublic
information is frequently made
available to syndicate members
(“syndicate” level information),
the syndicate is managed so that
an investor may opt to receive
“public side” or “private side”

“public side” information is always
free from material nonpublic infor-
mation.)

To avoid issues with respect
to the informational advantage
of being on the “private side,”
the investor may opt not to take
any “private side” information and
therefore avoid the restrictions on
trading that would thereby arise.
Alternatively, if the investor choos-
es the “private side,” the investor
should trade only with counter-
parties with the same type of
access to information (even if the
counterparty elects not to receive
the information itself), should be
prepared to accept restrictions
against trading in securities of the
same issuer, and should consider
(depending on the sensitivity of
the information that the “private
side” lender possesses) requir-
ing counterparties to enter into
“big boy” letters. Additionally, if
“private side” investors are part
of a “steering committee” of bank
lenders who receive more sensi-
tive information than, or who are
actively involved in negotiating a
restructuring that has not yet been
disclosed to, the broader “private
side” group, such investors should
consider even more stringent lim-
its on trading in the bank debt,
such as only trading with other
“steering committee” members, or
not trading at all, while the infor-
mation disparity exists.

Some investors who recognize
that they will be trading in bonds
or other securities may opt not to
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receive even “public side” informa-
tion, in order to avoid any conceiv-
able issues that may arise from the
receipt of such information. For
example, it is at least theoretically
possible that an issuer might inad-
vertently place material nonpublic
information on the “public side”
of a dataroom site instead of the
“private side,” or that the issuer
might propose a loan modification

or waiver that is not generally
known to the investing public, has
not been filed with the SEC, and
could be material in the particular
circumstances, and that the inves-
tor might thereby risk becoming,
in this perhaps rare circumstance,
“inadvertently” restricted by vir-
tue of signing up for even “public
side” information.

In dealing with the public side/
private side choice, it is obvious-
ly important to limit clearly the
authority to accept confidentiality
restrictions and sign confidenti-
ality agreements, lest employees
and officers informally agree (or
be accused of agreeing) to confi-
dentiality arrangements. By lim-
iting authority in this way, the
investor will be better prepared

to make these choices and will
be in a better position to adopt
effective compliance measures to
control and monitor access to and
avoid misuse of material nonpub-
lic information.

Portfolio Companies. Informa-
tion access is also important in
the context of debt of a portfolio
company where the investor may
be an affiliate and/or may have
representatives on the portfolio
company’s board or access to
special information—for example,
under a “venture capital operating
company” (VCOC) management
rights letter.

To help avoid allegations about
the use of information, the inves-
tor should consider purchasing
debt securities of a portfolio
company only during a custom-
ary window period, such as for a
short period after the announce-
ment of quarterly results, and
should avoid purchases during
sensitive periods (such as near
the quarter-end until earnings are
announced, or when the portfolio
company is seriously pursuing a
significant transaction).

Window periods are not a pana-
cea, however, and it will still be
necessary before each trade to
confirm that the investor is not
otherwise in possession of mate-
rial nonpublic information. Invest-
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ing in the distressed debt of one’s
portfolio company potentially rais-
es other noninformational risks,
and so should be undertaken only
after careful study.

Trading Walls

Another way to avoid the mis-
use of information is to employ
some form of trading wall around
the information within the inves-
tor’s firm. “Trading walls” (or “eth-

ical walls”) have been approved
in a number of bankruptcy cases.
While trading walls may work for
some institutions, for small insti-
tutions, a trading wall may not
provide a robust defense because
(1) trading walls are difficult to
implement in small organiza-
tions that are more dependent
on individuals to serve a variety
of functions, and (2) there could
be skepticism about whether the
trading wall was respected in a
small organization.

Both within and outside of the
bankruptcy context, it is gen-
erally expected that adequate
trading walls will consist of cer-
tain minimum elements, includ-
ing: (1) review of employee and
proprietary trading; (2) memori-
alization and documentation of
firm procedures; (3) substantive
supervision of interdepartmen-
tal communication by the firm'’s
compliance department; and (4)
procedures concerning propri-
etary trading when the firm is in
possession of material nonpublic
information.

Trading walls should also
include policies and procedures
designed to limit the flow of mate-
rial nonpublic information to
those employees with a need to
know, including by way of actual
physical separation of personnel
working on opposite sides of the
wall and restrictions on access to
sensitive records or documents.
Employees should also receive
regular training on the relevant
laws and regulations governing
use of material nonpublic infor-
mation and the firm’s own poli-
cies and procedures in this regard.
Of course no single trading wall
policy is right for every firm, and
firms should tailor policies and
procedures to fit their particular
businesses and needs.

‘Big Boy' Letters

In a big boy letter, the coun-
terparty acknowledges that it is
a sophisticated market actor; that
the insider may possess material
nonpublic information; that it
will not sue the insider in con-

nection with the transaction; and
that it is relying only on its own
research and analysis in entering
the transaction. There is sparse
case law addressing the efficacy
of this type of agreement between
private parties. Particularly in
view of the general law disfavor-
ing any advance waiver of fraud
claims, the effectiveness of big
boy letters in shielding insiders
from liability cannot be assured.
However, many standard form
bank debt trading documents
contain big boy language.

Much has been written about
the use of big boy letters. Inves-
tors should seek expert advice
before entering into big boy
letters, and should weigh care-
fully whether the situation is an
appropriate one. At least in the
context of “securities” (but not
in the context of standard-form
bank debt trading documenta-
tion), transactions involving big
boy letters have been the subject
of significant investigation by the
SEC in recent years.

Depending on the circumstanc-
es, use of a big boy letter may
magnify the SEC’s concerns with
respect to particular transactions
involving insiders. Particularly
in the context of debt that may
be “securities,” consideration
should be given when a big boy
letter is employed as to whether
the fetter itseif evidences that the
parties consider there to be some
potential information abuse in the
trade.

If a prospective trade is likely
to raise questions if scrutinized
by the SEC, there may be addi-
tional steps that could be taken in
advance to enhance the likelihood
that the trade will pass muster.
This is a case-by-case question
that turns on the particular facts
with respect to such matters as
the nature of the trade, the type
of nonpublic information that is
involved, the source of the infor-
mation and the conditions under
which it was obtained, and the
relative positions of the trading
partners. SEC officials have made

clear in public comments that

they do not view big boy letters
as problematic in all contexts; if
handled properly, these letters
continue to serve a useful pur-
pose in some transactions.
There is an argument that big
boy letters should help shield
insider purchasers and sellers
from liability to their counterpar-
ties for common law fraud. Judicial

analysis of “big boy” nonrellance °

agreements may be context-depen-
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dent, however, with courts more
likely to approve of those agree-
ments indicating a greater level
of specificity and pre-agreement
exchange of information.? In addi-
tion, courts have indicated that
big boy letters and other waivers
of reliance may not be sufficient
to defeat common law fraud liabil-
ity in all circumstances, including,
for example, when the waiver or
disclaimer involves “facts...pecu-
liarly within the knowledge of the
party invoking it.”

With respect to federal securi-
ties fraud, to the extent that big
boy letters are viewed as purport-
ing to waive Rule 10b-5’s antifraud
requirements, they may run afoul
of §29(a). Even if a big boy letter
insulates a seller from a common
law or federal securities fraud
claim by a counterparty who
signs the big boy letter, future
purchasers of the debt instru-
ment, who were not parties to the
initial big boy letter, may attempt
to make fraud claims against the
original seller or against the origi-
nal counterparty to the big boy
letters.
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