
small, firms should anticipate exchanges assessing their

own hefty fines for these types of violations.

ENDNOTES:

1The 2019 data comes from FINRA’s monthly disci-
plinary reports, its Disciplinary Actions Online database,
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2The number of disciplinary actions listed above is
taken from FINRA’s Disciplinary Actions Online database
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when FINRA formally reports “New Disciplinary Actions
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found on its Online database.

3This data comes from FINRA’s monthly disciplinary
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Online database. FINRA has not yet released its Annual
Report or updated its “Statistics” webpage for 2019. “The
Percentage Change” is calculated using the number of ac-
tions listed on FINRA’s Disciplinary Actions Online
database.

5Because cases may involve more than one alleged
violation (e.g., exchange-traded funds/products and suit-
ability), a case may be included in more than one cate-
gory in this analysis.

6AWC No. 2016051105201 (Oct. 23, 2019).

7AWC No. 2015046652401 (Oct. 17, 2019).

8See, e.g., AWC No. 2016047569601 (Sept. 26,
2019); AWC No. 2016052300602 (Mar. 7, 2019).

9Secs. Exchange Act, Rel. No. 86497 (July 26, 2019).

10AWC No. 2016050874301 (Oct. 2, 2019).

11AWC No. 2016050948101 (Dec. 30, 2019).

12ALI-CLE, Life Insurance Company Products 2019:
Featuring Current SEC, FINRA, Insurance, Tax, and
ERISA Regulatory and Compliance Issues (Nov. 7, 2019),
available at www.my.ali-cle.org.

13AWC No. 2015044526701 (Nov. 6, 2019); AWC

No. 2018058041101 (Nov. 6, 2019).
14U.S. Securities and Exchange Commission, Divi-

sion of Enforcement, 2019 Annual Report (Nov. 6, 2019),
available at https://www.sec.gov/files/enforcement-annu
al-report-2019.pdf.

15AWC No. 2012034734501 (Dec. 23, 2019).

ESG AND THE LEVERAGED

LOAN MARKET

By Neil Caddy, Stewart A. Kagan and Donna

Mussio

Neil Caddy is a partner in the London office of Fried,

Frank, Harris, Shriver & Jacobson LLP. Stewart Kagan

is a partner, and Donna Mussio is a special counsel, in

Fried Frank’s New York office.

Contact: neil.caddy@friedfrank.com or

stewart.kagan@friedfrank.com or

donna.mussio@friedfrank.com.

Investor attention to environmental, social, and gover-

nance (“ESG”) considerations has increased steadily in

recent years. The leveraged loan market has largely

escaped this expanding ESG focus, but leveraged loan

investors increasingly are incorporating ESG factors into

their credit investment analyses.

In early February 2020, the Loan Syndications and

Trading Association (“LSTA”), a trade association repre-

senting the $1.2 trillion leveraged loan market in the U.S.,

released its inaugural ESG Diligence Questionnaire to fa-

cilitate enhanced sharing of ESG information on the part

of corporate borrowers. On the other side of the Atlantic,

the European Leveraged Finance Alliance (“ELFA”) is in

the process of developing a standard set of material ESG

disclosure topics on which borrowers and issuers can be

expected to report publicly. Given the growing recogni-

tion that ESG issues can pose material risks to credit

investments, corporate borrowers in the leveraged loan

market should expect this trend to continue and be ready

to provide lenders with more detailed ESG information

going forward.

ESG and the Leveraged Loan Landscape

The last decade has seen the launching of a multitude

of sustainable finance initiatives designed to encourage

the integration of ESG factors into investment decisions
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and corporate behavior. A short list of some of these

global initiatives includes the U.N. Global Compact, the

U.N. Sustainable Development Goals, the European

Commission Action Plan for Financing Sustainable

Growth, the Equator Principles, the Sustainability Frame-

work of the International Finance Corporation, and the

Network of Central Banks and Regulators for Greening

the Financial System. Significantly, there are now over

2,200 signatories to the U.N. Principles for Responsible

Investment (“PRI”), an initiative comprised of asset own-

ers, investment managers, and service providers (includ-

ing credit ratings agencies) agreeing to six voluntary

principles to incorporate ESG criteria into their decision-

making and investment practices. In 2016, PRI launched

a credit risk and ratings initiative, which is supported by

signatories with nearly $30 trillion of assets under man-

agement related to fixed income. As part of the initiative,

PRI has published a number of guides regarding how

investors can consider ESG issues when assessing fixed

income instruments and their issuers.1 More recently, in

September 2019, over 130 banks launched the U.N.

Principles for Responsible Banking to provide a global

framework for a sustainable banking system and to ac-

celerate the banking industry’s contribution to achieving

the goals of the Paris Climate Agreement and the U.N.

Sustainable Development Goals.

In tandem with the proliferation in global sustainable

finance initiatives, there has been substantial growth in

the sustainable finance market, including green, social

and sustainability-linked bonds and loans, as well as

funds with ESG mandates. The LSTA, Loan Market As-

sociation, and Asia Pacific Loan Market Association have

also collaborated to launch the Green Loan Principles and

Sustainability Linked Loan Principles designed to pro-

mote consistency and best practices across green and

sustainable loan products, therefore building investor

confidence in such vehicles. In 2019, sustainable debt is-

sued globally was approximately $465 billion (up from

$261 billion in 2018).2 The first green bond was issued in

2007; by 2019, the global market for green bonds was

$271 billion (up from $182 billion in 2018). The first

sustainability-linked loan was issued in 2017; by 2019,

the global market for sustainability-linked loans was $122

billion.

Until recently, the growth in fixed income products

with an ESG orientation has largely been confined to the

investment grade market, as opposed to the leveraged

loan market, which involves higher levels of debt, lower

credit ratings and higher spreads, and often involves the

financing of mergers and acquisitions and leveraged

buyouts by private equity sponsors. In addition, unlike in

the investment grade space, ratings based pricing is

relatively uncommon in leveraged loans. Europe’s first

sustainability-linked leveraged loan (a margin ratchet

based on an ESG rating as part of Masmovil’s $1.7 bil-

lion debt package) did not occur until May 2019. The

slow uptake of ESG in the leveraged loan market may

result, in part, from the lack of ESG data on leveraged

borrowers, which tend to be privately-owned middle mar-

ket companies. Historically, these companies have faced

less pressure to collect and report ESG metrics, and may

not have received the attention of ESG raters, such as

MSCI.

The lack of ESG data for many leveraged borrowers

has presented a challenge for credit investors conducting

an ESG investment analysis in the leveraged finance

market. An ESG investor survey conducted by ELFA in

November 2019 found that while 72% of European in-

vestor respondents already address ESG considerations in

their investment processes on at least half of their fixed

income assets, 49% of investors believe there is insuf-

ficient data available on ESG factors for high-yield issu-

ers and leveraged loan borrowers, particularly small-cap

and privately owned companies not covered by external

data vendors. Many of these credit investors are them-

selves the subject of pressure from their LPs to report on

ESG issues associated with their portfolios. To fill the

data gap, many credit investors attempt to conduct their

own proprietary research or send bespoke ESG question-

naires to companies, potentially adding substantial work

for both the credit investors and borrowers. Credit inves-

tors who use ESG criteria in their investment analyses are

beginning to push for more standardized ESG disclosure.

Credit rating agencies have begun to take note of credit

investors’ demands for more ESG information. Ap-

proximately 20 credit ratings agencies (including

Moody’s Corporation and S&P Global Ratings) are
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signatories to a statement supporting PRI’s credit risk and

ratings initiative designed to enhance the systematic and

transparent consideration of ESG factors in the assess-

ment of creditworthiness. Moreover, in the past year both

Moody’s3 and S&P Global4 have acquired ESG-data

companies in an effort to improve their abilities to provide

ESG data to market participants.

LSTA ESG Diligence Questionnaire

Given that the need for ESG information about bor-

rowers is on the rise, the LSTA launched the ESG Dili-

gence Questionnaire at the request of, and in collabora-

tion with, its buy-side members in an attempt to

standardize and streamline ESG disclosure in the lever-

aged loan market. In developing the questionnaire, the

LSTA was mindful that (i) the questionnaire should be

applicable to borrowers in any industry, (ii) many bor-

rowers are just beginning their ESG journey, and (iii) the

initial version of the questionnaire should be manageable

in scope. With these considerations in mind, the ESG Dil-

igence Questionnaire poses eight basic questions,

including:

1. Do you have a formal ESG policy? If yes, please

provide. If not, what are the intentions or concepts

with respect to ESG that you have identified as rel-

evant to your company?

2. Who has oversight of ESG issues at your company

and what is the level of board oversight?

3. Is ESG a factor in management performance evalu-

ation or compensation?

4. Do you participate in any ESG frameworks, such as

the Global Reporting Initiative and the Sustain-

ability Accounting Standards Board (“SASB”)

standards? If yes, please provide reports and scores.

5. How is your company addressing, tracking and

measuring ESG issues? Please describe business is-

sues relating to ESG, using the SASB Materiality

Map5 as a reference point for guidance on finan-

cially material business risks and opportunities by

sector.

6. What is your company’s approach to board, man-

agement and workforce composition, including the

percentage of independent directors and female di-

rectors?

7. If you would like, provide additional information

on your company’s overall approach to ESG.

8. Provide the percentage of revenue derived from

certain activities, such as businesses involving

alcohol, tobacco, cannabis, gambling, thermal coal,

controversial military weapons, guns, GMOs and

private prisons.

The ESG Diligence Questionnaire, which is voluntary,

is designed to be completed by the borrower during the

diligence phase of the loan origination process and to be

posted in the public side data room for review by pro-

spective lenders. The LSTA also suggests that the com-

pleted questionnaire can be included in the Confidential

Offering Memorandum.

ELFA Development of ESG Standard

ELFA, a trade association formed in 2019 for investors

in the European leveraged finance market, has prioritized

ESG data disclosure as one of its goals for 2020, and is in

the process of developing a standard set of material ESG

disclosure topics for use in leveraged loans. ELFA is

engaging with issuers, private equity sponsors, deal ar-

rangers and other stakeholders in a collaborative approach

to develop practical standards. ELFA’s engagement has

been included in the UN PRI’s initiative of ESG in credit

risk and ratings. The Loan Market Association, a syndi-

cated loan market association in EMEA, has joined ELFA

in the initiative, and the associations are planning to orga-

nize a roundtable with the PRI in London, with a

follow-up session including credit ratings agencies later

in the year.

Conclusion

At this early stage, it is unclear whether the LSTA ESG

Diligence Questionnaire, the ESG disclosure standards

being developed by ELFA or another more widely ap-

plicable ESG disclosure framework6 will emerge as the

primary ESG framework adopted by the leveraged loan
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market. Nonetheless, borrowers should expect the clamor

for increased and standardized disclosure to continue. In

particular, private equity sponsors should consider the

need for an ESG component to their target diligence pro-

cess in order to be prepared to provide ESG information

that may be required by their lenders in connection with

their acquisition financing efforts.

ENDNOTES:

1See, e.g., PRI Spotlight on Responsible Investment
in Private Debt (2019); PRI Fixed Income Investor Guide
(2014); PRI Corporate Bonds: Spotlight on ESG Risks
(2013).

2Veronika Henze, “Sustainable Debt Sees Record Is-
suance at $465Bn in 2019, Up 78% from 2018,”
Bloomberg NEF (Jan. 8, 2020).

3In 2019, Moody’s announced purchases of majority
stakes in Vigeo Eiris, a provider of ESG research, data
and assessment, and Four Twenty Seven, Inc., a
California-based provider of climate risk data, and a
minority stake in SynTao Green Finance, a China-based
ESG data provider.

4S&P Global acquired RobecoSAM’s ESG ratings
business in January 2020.

5The SASB Materiality Map is available at https://ma
teriality.sasb.org/.

6For example, at the 2020 World Economic Forum in
Davos, the International Business Council, which repre-
sents approximately 120 global companies and their
CEOs, released a draft framework for ESG reporting
aligned with the U.N. Sustainable Development Goals
and supported by the Big Four Accounting Firms.
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The EU Directive on Administrative Cooperation in

the field of taxation (“DAC6”) is not just a tax issue.

Firms treating it as such are liable to underestimate the

business-wide collaboration required to become

compliant.

DAC6 is a regime that, in simple terms, requires

intermediaries, or individual or corporate taxpayers, to

disclose to their tax authorities any cross-border arrange-

ments or structures that exhibit certain features which

governments are concerned might indicate tax is being

avoided or evaded. In reality, the regime is broader and

has the capacity to affect any business that operates in

multiple jurisdictions.

Intermediaries, particularly those in the financial ser-

vices sector, are expected to bear the brunt of this regime.

The author’s work with clients has shown that, until

recently, one in three firms (31%) had not yet begun to

make appropriate impact assessments or to create an

internal governance framework to meet the obligations.

This is a worrying reflection of the UK’s general ill-

preparedness for DAC6 ahead of the vital deadline of July

1, 2020.

There are two prominent challenges contributing to

this. First, the regime itself is complex, divergent across

jurisdictions and lacking in definitive guidance as to how

it should be applied. Secondly, firms are failing to incor-

porate multiple business functions or to create a joined-up

approach to tackling it.

Jurisdictional Divergence

Even as the July deadline approaches—some three

months away—there is still no real consensus among

European countries as to how these regulations are to be

administered, leaving much to the interpretation of indi-

vidual firms.

This difficulty has been exemplified by Poland’s at-

tempt to implement the regime. The requirement to begin

reporting in Poland from January 1, 2019, some 18

months earlier than most other jurisdictions, caught many

firms off-guard. Although, few foresaw that the EU would

then challenge the Polish reading of the rules, leading to

businesses now needing to reassess and, in many cases

refile, their Polish disclosures this year.
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