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WHAT HAPPENED

On August 24, 2023, the Second Circuit prevented turmoil in the commercial lending market, ruling

in Kirschner v. JP Morgan Chase Bank, N.A. (JPM), et al. that syndicated secured term loan notes

were not securities for state-law purposes, applying the Supreme Court’s test in Reves v. Ernst &

Young.  Key factors included:

▪ The loans were offered only to sophisticated institutional entities

▪ Restrictions on assignment and certifications by lenders in loan documents

▪ Expectations of parties in the commercial loan market

▪ The secured nature of the loans and the existence of federal banking regulations

Although the status quo was preserved, the court’s reasoning points towards a few opportunities to

mitigate risk further in commercial loan documentation, as discussed below.

The commercial lending market had anxiously awaited the Second Circuit’s decision, fearing

the significant disruptions that would have resulted from an adverse ruling.  The plaintiff may, of

course, appeal the decision to the Supreme Court.  However, given the current majority’s aversion to

extending the “administrative state” beyond even historic practice, and the absence of a

disagreement among circuits, the Court may not be interested in considering the issue.

DEEPER DIVE

Background

The case arose out a $1.775 billion term loan to Millennium Health LLC, Inc., a California-based

urine drug testing company. The borrower intended to use the proceeds to repay amounts under an

earlier credit agreement, distribute cash to shareholders, redeem outstanding warrants, debentures
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and stock options, and pay certain expenses. The borrower’s obligations under the credit agreement

were secured by a perfected security interest in its tangible and intangible assets.

The lead banks prepared a confidential information memorandum (CIM) in order to syndicate term

loans to other lenders, including both private and public-side investors, some of which were “parent

lenders” that sub-allocated their allocations of term loans to investors in their respective funds.

The credit agreement facilitated the creation of a secondary market for the notes, subject to certain

restrictions, including:

▪ A prohibition on assignment to natural persons

▪ The requirement that the borrower and JPM, as administrative agent, consent to assignments,

subject to certain exceptions

▪ The requirement that the amount assigned exceed $1 million, with certain exceptions

Several months after the April 2014 closing, a jury determined Millennium had violated federal anti-

kickback statutes and awarded the plaintiff $2.8 million in compensatory damages and $12 million

in punitive damages.  The Eleventh Circuit later vacated the verdict.

Later that year, the DOJ notified Millennium that it would intervene in qui tam litigation involving its

billing practices. In 2015, Millennium completed a global settlement with DOJ for $256 million.

Shortly thereafter, it filed for Chapter 11 bankruptcy relief.

On August 1, 2017, the plaintiff – on behalf of lenders who purchased notes and have claims in

bankruptcy  –  filed suit in New York state court for violations of state securities laws, negligent

misrepresentation, breach of fiduciary duty, breach of contract, and breach of the implied

contractual duty of good faith and fair dealing. Following removal to federal court, the district court

granted defendants’ motion to dismiss in May 2020, concluding that plaintiff failed to plead facts

plausibly suggesting that the notes are “securities” under the Supreme Court’s test in Reves v. Ernst

& Young. Plaintiff appealed in October 2021.

In May 2023, the Second Circuit asked the SEC to provide its views.  However, in July, the General

Counsel declined, explaining that despite “its diligent efforts to respond to the Court’s order and

provide the Commission’s views, the staff is unfortunately not in a position to file a brief on behalf

of the Commission.”

The court’s ruling

As a threshold matter, the Second Circuit concluded the district court properly determined it had

jurisdiction over the case pursuant to the 1919 Edge Act, which promotes the establishment of

international banking and financial companies.  Among other things, the court found that JPM itself

engaged in the requisite international or foreign banking as part of the transaction, as it directly
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assigned  interests in the term loan to foreign lenders as part of the syndication.  The court deemed

irrelevant that JPM did not itself solicit the foreign lenders.

Although the plaintiff brought claims under the securities laws of four states, the court and the

parties agreed to apply the Supreme Court’s test in Reves. Under Reves, courts apply a “family

resemblance” test to determine whether a “note” is a “security.” The test “begin[s] with a

presumption that every note is a security.” It then directs courts to examine four factors, each of

which bears on whether the note was issued in an investment context (and is thus a security) or in a

consumer or commercial context (and is thus not a security).

The Second Circuit found that only the first of the four factors supported the plaintiff’s claims and

that the notes “bear a strong resemblance” to those that are not securities, i.e., loans issued by

banks for commercial purposes.  The court addressed each factor separately:

▪ Motivations of the parties. The first factor involves determining whether the motivations of the

parties are investment (suggesting a security) or commercial or consumer (suggesting a non-

security).  On this factor, the court found they weigh in favor of concluding that the notes were

securities because, although Millennium’s motivation appeared to be “commercial,” the lenders’

motivations were “investment” in that, like most all lenders, they expected to profit from their

purchase of syndicated notes.

▪ Plan of distribution. The second factor involves determining whether the notes were offered

and sold to a broad segment of the public, such that there would be common trading for

speculation or investment. The court noted that the notes were offered and allocated only to

sophisticated institutional entities. In addition, it found that the terms of the notes and

syndication contained restrictions on assignment, as discussed above, that made them

unavailable to the general public. In this regard, they resembled the restrictions in the court’s

prior decision in Banco Espanol de Credito v. Security Pacific National Bank, 973 F.2d 51 (2d

Cir. 1992). According to the court, that the notes were distributed to more than 400 investors –

not merely eleven as in Banco Espanol --  “did not render them available ‘to a broad segment of

the public’” in the circumstances presented in this case.

▪ The public’s reasonable expectations. The third factor involves examining the reasonable

expectations of the investing public. In this case, the court found this factor does not indicate

that the notes are securities because the lenders were sophisticated and experienced

institutional entities with ample notice that the notes were loans and not investments in a

business enterprise.

It noted that they certified that they had “independently and without reliance upon any Agent

or any Lender, and based on such documents and information as [they] ha[ve] deemed

appropriate, made [their] own appraisal of and investigation into the business, operations,

property, financial and other condition and creditworthiness of [Millennium] and made [their]
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own decision to make [their] Loans hereunder.” It viewed this as “substantively identical” to the

certifications made in Banco Espanol that were “central to our determination that the buyers

there could not have reasonably perceived the loan participations as securities.” It dismissed

“isolated references” to “investors” in the loan documents as insufficient to create

a “reasonable” expectation that the notes were securities.  The court cautioned that “[i]t is

possible that a court faced with a different transaction could find that the reasonable

investing public perceived an instrument labelled a ‘syndicated term loan’ to be a ‘security.’”

▪ Other risk-reducing factors. The fourth factor involves considering whether another factor, such

as the existence of another regulatory regime, significantly reduces the risk of the instrument

so that Securities Act protection is unnecessary. The court concluded that such protection is

not necessary because:

▪ The notes were secured by a perfected first priority security interest in all of the borrower’s

tangible and intangible assets.

▪ Federal banking regulators had issued specific policy guidelines addressing syndicated term

loans. The court acknowledged that the guidance is focused on minimizing risks to banks,

but noted that it also aims to protect consumers.

TAKEAWAYS

The Second Circuit decision largely preserves the status quo, and avoided "devestating effects on

the leveraged loan market".  However, in light of the court’s reasoning, consideration should be given

to:

▪ Limiting the syndication of loans only to sophisticated institutional entities.

▪ Reviewing restrictions on assignment (including borrower and administrative agent consent

rights with respect thereto), and considering whether higher investment thresholds would be

appropriate.

▪ Reducing or eliminating references to “investors” in loan documents, instead, maintaining

consistent references to buyers as “lenders” – subject to feedback from non-bank investors

who may favor alternative labels, such as ”creditors.”

▪ Avoiding references to “purchasing” notes in loan documents, instead making consistent

references to the “making” or “funding” of loans.

▪ Maintaining Banco Espanol-like certifications to disclaim reliance on the banks and make

independent credit analyses; conforming language throughout the documentation, including

the CIM and ancillary agreements.
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▪ Revising any “private placement” representations or other provisions to conform to the

characterization of the transaction as commercial in nature, not as investment.
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