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l. INTRODUCTION

By now, we have all noticed the instability in oznedit market. Defaults on
residential mortgages have climbed, prices forcttined credit products have fallen, and
banks have tightened lending standards. To cowui@e of this, the Federal Reserve
(“Fed”) has been adding “liquidity” to the crediystem, by lending banks cash (or
financial resources that act like cash) againdatmhl pledged by the banksLiquidity
injections reassure nervous banks and, it is hopeak them into making loans of their
own to consumers and businesses, jump-startingdssrde in the economy. One such
liquidity tool is the Fed'’s discount window, whidéts a bank pledge its own loans to
bank customers and securities from its portfolicekthange for a cash loan from the
Fed® Think of it as the Fed’s pawnshop for commerbianks facing short-term liquidity
problems.

During the discount window’s near-century of operma, only depository
institutions like commercial banks could use itthathe exception of some nonbank firms
that got emergency loans during the Great Depne8siBut in March 2008, Bear
Stearns, an investment bank facing a liquidityigriaccessed the discount window by
using J.P. Morgan (a depository institution thatimember of the Fed) as a financing
conduit® (J.P. Morgan then acquired B8arBear's use of Fed liquidity is significant.
Legal authority for the deal with Bear Stearns @Begaptly named since “bear” means
downward price pressure) came from a section ofFideral Reserve Act that lets a

2 Press Release, Fed. Reserve (Mar. 11, 2008),available at

http://www.federalreserve.gov/newsevents/press/maow@0080311a.htm. Most recently, the Fed did thi
by increasing the term of its securities lendingjlity from overnight to 28 days and by increasthg dollar
amount of the facility. Id. The previous week, the Fed had also increasedidiar amount of a special
auction facility and begun a series of open matlaisactions, both designed to add liquiditd. These
actions supplemented the Fed'’s recent steps ofriogvéhe discount rate and the targeted rate ferinker-
bank Federal Funds markdtl.

3 David L. Mengle,The Discount Windown INSTRUMENTS OF THEMONEY MARKET 22,26 (Timothy Q. Cook

& Robert K. LaRoche, ed., 1993) (“Appropriate usésliscount window adjustment credit include megtin
demands for funds due to unexpected withdrawatkepbsits, avoiding overdrafts in reserve accoustsed
by unexpected financial flows, and providing ligtydin case of computer failures, natural disastard
other forces beyond an institution’s control.”) (ttmg reference to table).

* Federal Reserve Act of 1913, §13(3); 12 USC 34 driginal Federal Reserve Act (Act”) provided ess:
to central bank liquidity only to member banks lué Federal Reserve and prohibited a member bask’'s1
the discount window even for the benefit of nonmembank. B. oF GOVERNORS OF THEFED. RESERVE
Svs., LENDING FUNCTIONS OF FEDERAL RESERVE BANKS: A HISTORY 118 (hereinafter EDERAL RESERVE
LENDING HISTORY). When credit contracted during the Depressiomndeess amended the Act in 1932 to
allow the central bank to provide emergency credindividuals, partnerships, and corporatioid. at 127-
129 (analyzing legislative history 1932 amendmemtvigling emergency authority). Between 1932 and
1936, the Federal Reserve used the emergency dwythorloan about $1.5 million to 123 business
enterprises, of which the largest loan was $300 @@t 130.

5 Kate Kelly et al.Fed Races to Rescue Bear Stearns in Bid to Steimdydial SystemWALL ST. J., Mar.
15, 2008, at Al.

®1d.
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majority of Fed governors extend emergency credihdividuals and firms in “unusual
and exigent circumstances,” as they had in the 4930

No isolated transaction, the Fed’s Bear deal is@faain evolving response on the
part of regulators to a new credit market thabrsihg them to rethink their paradigm for
regulating financial markets. Just two weeks dfter deal, the U.S. Department of the
Treasury proposed a new approach to financial nbar&gulation — theTreasury
Blueprint for a Modernized Financial Regulatory &iture (hereinafter Treasury
Blueprint’).® It blessed the Bear deal and endorsed acces$ tdigcount window for
financial firms other than banRsThis too is noteworthy. The reason for the atiace
over the discount window — in practice and, nowthieory — is the current credit crunch.

This Article explains what led to the crisis andeocd an analytic framework
(accessible to the nonfinancial reader) for undeding the new credit market,
particularly its novel liquidity dynamics. Like rabcredit sagas, it starts in rosier times
of easy borrowing, most recently one in which ta&abce of bargaining power shifted to
borrowers and away from lenders. They typicallykendorrowers promise to take
certain steps to protect the lender from cred#,lbsit this time lenders had waived many
of these covenant8. And after the loans were made, some corporat®Wwers could cut
their interest rate on existing loans just by agkinBorrowers with the upper hand (or so
it seemed at the time) took on loans to executcard number of mergers, acquisitions,
and restructurings of their own capital. Many bése were so called “shareholder-
friendly” transactions because they transferreduevgloften borrowed value) to firm
owners through share purchases or dividends oresHaOne thinks of dividends as a
return to owners of their firm’'s net profits, bdig time many firms borrowed to pay
dividends to their ownerS. Because borrowing to fund a dividend leaves ittme fnore

" See EDERAL RESERVELENDING HISTORY, supranote 4.
8 DEPARTMENT OF THETREASURY BLUEPRINT FOR AMODERNIZED FINANCIAL REGULATORY STRUCTURE (Mar.
92008) (hereinafter RFEASURY BLUEPRINT).

Id.
10 Jacqueline Dohertyor Banks, a $300 Billion HangoveBARRONS, August 27, 2007, at 21 (analyzing
commercial and investment bank financing of twdbrge leveraged buyouts to show how weak covenants
exposed the lenders to interest-rate risk).
11 Cynthia KoonsJust Saying No to Repricings Investors Rein in Mafkhat Funds Leveraged Buyauts
WALL St.J., Apr. 27, 2007, at C5 (referencing Reuters lmacing data that between January, February, and
March lenders had cut rates on between $16.6 t@$4ion each month but that for April only $1llwn in
loans had been repriced$ee, e.g.Serena NgBond Investor's Lament Fallout as Moody’s S&P CatiRgs
on Issues Tied to Subprime Loak¢aLL St.J., May 3, 2007, at C1 (reporting on actual or ptié credit
downgrades of $1 billion in securitizations of higield mortgage loans, including investment-grade
securities).
12 Greg Ip & Jon E. Hilsenratltjow Credit Got So Easy and Why It's TightenitpLL ST.J., Aug. 7, 2007,
at Al (“By 2006, the volume of such leveraged bugauas smashing records from the 1980s. Generous
credit markets enabled private equity firms to @gér deals and pay themselves bigger dividends.”).
13 The Dividend Recap Game: Credit Risk vs. The Alafr@uick Money STANDARD & POOR's, Aug. 7,
2006 (giving example of a one billion dollar levged dividend which returned half of the capitaléstment
of a private equity group). By one estimate, theual volume of leveraged dividends increased fumaler
five billion in 2000 to between 20 and 40 billian2004-2006.1d. Borrowing to capitalize a dividend works
to the detriment of bondholders in two ways: itreases the firm’s leverage and, at the same tiedeices its
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highly leveraged and, if it is a floating-rate lmsmng, exposed to interest-rate risk,
financiers mordantly called them “drive-by” divics*

The day of reckoning began in July 2007 as losaesub-prime mortgages
startled lenders and other investbrsNew borrowing dropped sharpfy. “Corporate
Bond Market Has Come To A Standstill,” said the W&tkeet Journal, as deals were
reduced, postponed, or canceled outrtghDeals were still being done, granted, but this
time for discounted debt that had dropped in valseconfidence recedéd. As many
wondered “whither liquidity?,” the bargaining powaturned to lenders, the new credit
market came into view, and the Fed went into actiot tulips, but periods of financial
euphorias do share certain elements, includingethéency to reflect about volatility and
loss af;[;er the fact and to revisit core assumptiaogut financial markets, hence this
Article.

The Bear deal represents nothing less than a \ketbrsn U.S. banking and
finance, a market break brought on by cumulativenges in the credit system that make
the novel liquidity dynamics of the new credit meirkome into view. As the Chairman
of the U.S. Securities and Exchange Commission asipbd about Bear, it was “a loss
of liquidity — not inadequate capital — [that] cadsBear’s demis&. Liquidity “feeds
fantasies that risk has evaporated....Just as imflaghaped psychologies a generation

asset liquidity by upstreaming value to sharehald&eeBank of AmericaThe Pros and Cons of Dividend
Recapitalization CaPITAL EYES (Sep./Oct. 2006) (“The desire to return capitathte limited partners has
been one of the primary drivers of the dividendapetrend over the last few years.”).
1t is a telling phrase: “The temptation to loadarpdebt is exacerbated by the fact that dividewaps can
be planned and carried out quickly—sometimes withimatter of days. ‘They're sometimes called “drive
bys” because they can be that opportunistic,” &tehdard & Poor's credit analyst Sucheet GupfEtie
Dividend Recap Ganf® SrANDARD & POoOR's, Aug. 7, 2007.
15 Sec. INDus. & FIN. MkTs. AssSN, Capital Markets ReviewSept. 2007) (hereinafter SIFMACapital
Markets Reviewhttp://www.sifma.org/legislative/financial_servi¢pdf/market-summary-907.pdf.

Id.
7 Anusha Shrivastav&orporate Bond Market Has Come To A Stand3MALL St.J., Aug. 7, 2007, at C2.
SeeDanielle ReedA Mortgage-Bond Power Shift — Investors Spurn CoroialeLoans Deemed to be Too
Risky WALL Srt.J., May 4, 2007, at C7 (noting how prospective gtees forced issuer to exclude underlying
loan from securitization because of the loan’s itrgdality); Michael Aneiro,Risky Debt Issuance Meets
Investor ResistangeVALL ST. J., June 23, 2007, at B5 (discussing decisionshbsetissuers to shrink
offering of high yield debt).
18 See, e.gPierre Paulderi,ehman Raises $3 Billion Fund to Purchase Buyouit[ B 00MBERG, Oct. 29,
2007,available athttp://www.bloomberg.com/apps/news?pid=2060108@&alT37LNeTPvw&refer=home
(describing how Lehman Brothers has set up a $i®mibollar Loan Opportunity Fund to buy market-
discounted leveraged loans).
19 Bevis LongstrethThe SEC After Fifty Years: An Assessment of it$ &a$ Future 83 CoLum. L. Rev.
1593,1597 (1983) (reviewing Joel Seligman’s history of theSUSecurities and Exchange Commission)
(“For [securities] legislation to pass, a crisisasdal or other dramatic event was required to @pamndow
of opportunity,” through which it was possible foe Commission or other advocates of reform to nthee
Congress to action.”).
20 Christopher Cox, Chairman, U.S. Securities anchBrge Commission, Letter to Dr. Nout Wellink,
Chairman, Basel Committee on Banking Supervisi¢idr. 20, 2008)(emphasizing the importance of
liquidity management during market downturns).
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ago, liquidity determines our behavior in a worfdsbort-term performancé” Part of
the problem is a lack of precision in speaking #ridking about liquidity”> A major
conceptual shift about liquidity, though, is nowdenway among financial regulators and
academics to make theory reflect what markets heae cleaf®

This Article explains the shift and brings it ifemgal scholarship? My specific
contribution is to point out the implications ofjliidity when it is encumbered by other
financial claims, as is the case when liquidity esmabout by borrowing. As consumers,
we are likely to see credit intermediaries like ooencial and investment banks only as
lenders, but one goal of the Article is to make ithader understand lenders as generic
firms that borrow to lend, engendering special iigy dynamics both for themselves
and for their own borrowers. Part Il starts witHiquidity account of the corporate
leverage market that introduces nonfinancial readerthe Article’s concept base: the
choices that borrowers and lenders face before atedt entering a loan, corporate
leverage waves, the credit crunch that began w2007, and the liquidity implications
of these dynamics.

To do so, | distinguish between borrower and maliauidity. A liquid
borrower is one that can meet its debt obligatesthey come due. Here, liquidity is not
the same as solvency since a borrower that is bphkan be liquid, insofar as it has cash
on hand to meet maturing liabilities. Conversalgolvent borrower can be illiquid if its
current debts exceed its cash and credit, so calguitable insolvency.” For example,
even though Bear had ample capital throughout tises deading to its discount window
borrowing and subsequent takeover by J.P. Morgseapital could stave off its liquidity
crisis®® Moving from the liquidity of a firm to that of market, a market is said to be
liquid when it can accommodate large orders to bog sell an asset without major
changes in the price at which the entire tradeeéseated.

Part Ill provides a theoretical context for undansling how borrower and market
liquidity interact. This means thinking criticaldbout the culture of “financial innovation” that
benignly frames the risk from new financing arrangats in terms of “entrepreneurial
imagination” and a “general fascination with noygf® This frame rests on the idea that

2! Robert TeitelmanTransactions5 THE DEAL, 2008, at 10.

22 Tobias Adrian & Hyung Son Shitjquidity and Leverage (Working Paper) (hereinafteiquidity and
Leverage (on file with author) (criticizing financial comamtary about “excess liquidity’ in the financial
system [and to] financial markets being ‘awash Midjuidity’, or liquidity ‘sloshing around’ [becae$ the
precise sense in which ‘liquidity’ is being usedsirch contexts is often left unspecified.”).

% The single most comprehensive example (althouighsitort on legal implications) is a recent spesiue
of Financial Stability Reviewa periodical on liquidity published by the BangieeFrance.See generally1l
FIN. STABILITY REV. (SPECIAL ISSUB) (2008) [hereinafter BNQUE DE FRANCH].

24 Frank Partnoy & David A. Skeel, JDebt as a Lever of Control: The Promise and PeoisCredit
Derivatives 75U. CIN. L. Rev. 1019,1051 (2007).

2 SeeCox, supranote 20, at 1 (“[E]ven at the time of its sale am@ay, Bear Stearns’ capital, and its
broker-dealers’ capital — exceeded supervisorydstats. Counterparty withdrawals and credit denials
resulting in a loss of liquidity — not inadequasgital — caused Bear's demise.”).

% SeeCharles R.P. Pouncyontemporary Financial Innovation: Orthodoxy andekhative 51 SMU L.
Rev. 505, 509 (1998).
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financial innovation obeys the irreversible patlpodgress associated with the natural sciences
or new technology’ This type of financial hubris most recently tdblk form of liquidity
euphoria. As a counterpoint to it, | emphasizes these liquidity dynamics reflect a
“regulatory dialectic” between market innovatiomaice theory, and official respon$&sTo

do this, | draw on the work of economist Hyman Niyn& A proponent of John Maynard
Keynes’ theories about liquidity and the finana@attor, Minsky wanted to strengthen capitalist
economies, like ours, by stabilizing the econorithough classified as a “radical” post-
Keynesian, his insights seem mild (though valuahha), frankly, hard to contest in the context
of our current credit market, a point made in a@nédNew Yorker article about MinskY. It is

a good time, then, to look back at the post-Keyareslieory that flowered during the
reconstruction of financial markets after World WlarMinsky is one of its major theorists,

one who wrote in a highly accessible style.

Trained at Harvard under economic historian Jos&ghumpeter, Minsky
observed that “It turns out that the fundamentatahility of a capitalist economy is the
tendency to explode — to enter into a boom or “euph state,” followed by a bust like
the current ond. He put firms that borrow to lend front and ceriterhis analysis,
particularly their tendency to borrow at “speculatiand “Ponzi” terms that contribute to
financial fragility because these terms assume siagable growtf? These riskier
forms of financing have been encouraged by fouromshifts occurring after Minsky

27 Not seeing how the same financial risk of loss e different instrument forms in different petois

one effect, as Pouncy points out, of thinking o&ficial innovation as a form of progress: “Our @erfice in

our understanding of financial innovation is basedthe assumption that financial innovation is Emto

the process of technological innovation. Legal $atship assumes that both processes are the netgrdt

of bursts of entrepreneurial creativityd. (citation omitted).

2 pouncy notes that attributing financial innovataplely to classical conceptions of supply and atesndo

not tell the whole story: “Legal scholarship has$ pduced critical examinations of financial inatien as

an economic process....Legal scholarship assumesbtiht processes are the natural result of bursts of
entrepreneurial creativity. It further assumes thhése processes arise in response to consumer
demand....The products generated are readily accapttddjudged good.” (citation omitted) at 508-9.

2 | egal scholarship has cited him generally for thissis about financial instability. Frank Partniyhy
Markets Crash and What Law Can Do About6i U.PitT. L. Rev. 741, 755-56 (2000) (identifying
Minsky’s financial instability thesis as a precurso Charles Kindleberger's economic history ofaficial
market crashes). Partnoy situates Minsky as aceonir economic arguments that financial marketstcra
because of “cognitive error” on the part of individ borrowers and lenders in the markéd. at 754-55
(comparing theories based on cognitive error withse based on moral hazard and information asynmetr

| focus on the liquidity implications of how Minslglassified borrowing.See infranotes 113-19, 158-89 and
accompanying text.

30 John CassidyThe Minsky MomenTHE NEw Y ORKER (Feb. 4, 2008) (“Many of Minsky’s colleagues reatgd his
‘financial-instability hypothesis,” which he firgieveloped in the nineteen-sixties, as radical ifanackpot. Today,
with the subprime crisis seemingly on the vergemnefamorphosing...Minsky’s hypothesis is well worth
revisiting.”) available athttp://www.newyorker.com/talk/comment/2008/02/@WR04taco_talk_cassidy.

31 Hyman P. MiNsky, Can “It" Happen Again?in ESSAYS ON INSTABILITY AND FINANCE 118 (1982)
[hereinafter MNsKy, Can It7.

32 Economist Nouriel Roubini has noted on his websit Minsky’s model does a good job of explaining
the 1980s savings and loans bubble and 1990s tduhieband that “the experiences of the last fewsea
suggest another Minsky Credit Cycle that has priybabw reached its peak.” Nouriel Roubidire We at

The Peak of a Minsky Credit Cycle? RGE  MONITOR, July 30, 2007,
http://www.rgemonitor.com/blog/roubini/208166.
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introduced his theory: the increased acceptandevefrage as a fact of business life,
more corporate borrowing at floating-rates, thenghoof nonbank firms as both lenders
and credit traders, and, finally, the convergerfceusiness models for different types of
financial intermediaries thanks to the operationsetondary credit markets. These
shifts have made the financial sector more fragild the implications of this fragility
deserve attention.

First, it is a mistake to always see trading ligmyidh the credit market as a proxy
for a loan’s quality or a borrower’s own liquiditwWwhen loans are changing hands in a
market, investors may take their cues about thevdoaalue from each other’s
assessments about value, rather than from theslaarderlying cash flows. That is,
investors join the herd in a “beauty contest” wh#re contestants are loans and the
judges other investof8. Second, borrowing at floating-rates, as more dirane now
doing, creates liquidity risk for borrowers, whibbrrowers, lenders and other investors
may not be able to shift or manage, even with tmgliivatives and financial insurance.
Third, nonbank lenders — like Bear — add unceraiatcredit markets (especially in a
downturn) because they move nimbly in and out dfayond the reach of regulators.
Finally, both borrower liquidity and market liquigdi may themselves be leveraged
insofar as either rests on layered borrowing wheospayment is predicated on
unsustainable increases in the value of assetsenWitie escalation stops, so too do the
liquidities of firms and markets. And then thedes and introspection begin. So it is not
only an “Age of Leveragefut, rather, one deveragediquidity in which the mutually-
reinforcing dynamics between leverage and liquidigne into view”

Part IV offers a case study of a credit instruntbat epitomizes the leverage and
liquidity dynamics of the new credit market — leaged loans. These are high-risk,
floating-rate loans arranged by banks, syndicateaugh nonbank lenders like pension,
hedge, and private equity funds, and used to fiedeneraged restructuring. Imagitie
corporate equivalent of sub-prime mortgages (bathmime residential and leveraged
loans tend to be priced off the same interest rate)suggested by the International
Monetary Fund® The growth of these loans illustrates what Minsiyss a trend in

33 See infranotes 196-283 and accompanying text.

34 Economist John Maynard Keynes coined the phra§eyries likened the stock market to a ‘beauty
contest’ where participants devoted their effords to judging the underlying concept of beauty, imstead

to ‘anticipating what average opinion expects therage opinion to be.” Kevin J. Lansingsset Price
Bubbles 3, Fed. Reserve Bank of S.F. Econ. LettdOct. 26, 2007), available at
http://www.frbsf.org/publications/economics/let@d07/el2007-32.html (internal citation omittedh duch a
contest, “speculators base their expectationstaféuasset prices not only on what they think tbe values
is, but, more importantly, on what they think thei@ge opinion about the average opinion is.” Kiowk.
Erturk,On the Minskyan Business Cydle (Levy Econ. Inst., Bard Coll., Working Paped08).

3 The phrase belongs to Wall Street Journal writeorGe Anders. BORGEANDERS MERCHANTS OFDEBT
KKR AND THE MORTGAGING OF AMERICAN BUSINESS 5 (1992) (“But in every capitalist boom, the most
frenzied period comes just before the crash .The. Age of Leverage in late 1989 and early 1990ecto a
cataclysmic halt as well.”)

% See, e.g.,INT'L MONETARY FUND, GLOBAL FINANCIAL STABILITY REPORT:]FINANCIAL MARKET
TURBULENCE CAUSES CONSEQUENCES AND PoLicies 12 (2007) [hereinafter, UND, 2007 FINANCIAL
StaBILITY RePorT (comparing higher loan-to-value ratios, negagvelmortizing loans, and cash out
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capitalism toward speculative and Ponzi borrowind &nding. The Fed admitted as
much when it linked these loans to our credit wdesSome have defended leveraged
loans from the “junk” moniket | do not, although “junk” is no slur in financét is just
the name for a high-risk, high-return asset clakie the junk bonds of the 1980s,
leveraged loans are sub-investment grade but, auflikk bonds, they are issued at a
floating rate, carry nominal forms of junior liercgirity, and can be repaid by the
borrower more easily’.

As junk bonds did in their day, leveraged loangéeélto finance many of the
recent mergers and acquisitions. These loans tnadever-the-counter secondary
markets beyond the purview of regulatory agenciesabse leveraged loans are not
“securities” under the federal securities laws. aflls fine, since there is no evil here
calling for registration requirements or substamtregulation. However, | recommend
some modest transparency requirements for thisehafart V also recommends that
financial and regulatorynodels better account for leveraged liquidftyThese liquidity
dynamics are here to stay, so the sooner reguli@oesup to them, the better.

. A LIQUIDITY ACCOUNT OFCORPORATELEVERAGE MARKETS

To set up the rest of this Article, this Part presea snapshot of how liquidity
dynamics play out in the current credit market (tleat Part explains how we got here).
These are the dynamics that led to the credit ¢ramd the Bear deal and that are leading
financial academics to rethink the business of lmapk These are also the same
dynamics behind th&reasury Blueprintand the growing debates on Capital Hill and
Main Street about what is wrong with our creditteys. Before analyzing these liquidity
dynamics, | start with how borrowers and lendei@ats interact.

refinancing features in subprime residential magegawith high debt-to-earnings ratios, covenastdiebt,
and dividend recapitalizations in the leverageah loearket).

%7 Ben S. Bernanke, Chairman, Fed. Reserve, AddretiseaEconomic Club of New York: The Recent
Financial Turmoil and its Economic and Policy Cansences (Oct. 15, 2007)available at
http://www.federalreserve.gov/newsevents/speechéme20071015a.htm (“The retreat by investors from
structured investment products [based on housimanfie] also affected business finance . . . . Denfian
leveraged loans slowed sharply, reducing crediesedor private equity firms and other borrowerskagy

to finance leveraged buyouts (LBOs).”)

38 While noting that “[o]ther terms for high-yieldush as ‘speculative-grade’ and ‘junk bond,” haweegithe
asset class some negative connotation over the,ygéhe main argument which the rating agency makes
against the moniker is that it is a big market: t‘bigh-yield has matured into a solid 20% of thera¥l
corporate bond market.” TSNDARD & POOR'S, HIGH YIELD BOND MARKET PRIMER 1 (2007).

%9 The Evolution of the U.S. Second-Lien Leverageah IMarket — 2006 Year-End Updat@TcH RATINGS,
Jan. 17, 2007, at 3.

40 My interest in liquidity began while an attorneytiae U.S. Securities and Exchange Commission (“REC
where | participated inter-agency surveillance haf tepurchase agreement market and in market wteuct
inspections of the stock exchanges, the NASD, itlgaagencies, and other industry utilities. | thregnt to
the Office of the Comptroller of the Currency’s asaerry and Market Risk Division, which regulated hiaak
trading book and oversaw bank liquidity managem@&#tween the two positions, | got to compare sgear
and banking approaches to liquidity regulationrrié®sy to understand liquidity in the context of itap
markets. As it became clear that liquidity dynasrti@d contributed to the current credit crunchrdtesthis
Article to share what | had learned in practice smexplore its theoretical implications.
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A firm may finance its activities either by borrawi or by issuing shares to
owners. In general, borrowing costs less tharingseiquity because lenders may accept
a lower return on their investment in the firm thaill shareholders, whose financial
interest in the firm is subordinated to that ofditers. Also, the firm can deduct the costs
of paying interest on debt but not dividends paidsbares, so the after-tax cost of debt
tends to be lower than that of equity. Firms berro finance operations, pay off
maturing debt, or transfer proceeds up to ownewhen borrowing to finance an
extraordinary transaction, such as acquiring a @myor rearranging the borrower’s
capital structure, these deals are “leveragedudsiiings,” insofar as they increase the
firm’s debt both in absolute terms and in propaortio the borrower’s equity capital.

Borrowing impacts a firm’sunding liquidity which is its ability to manage its
cash flow and credit such that it can service ébtbligations as they mature. Too
much borrowing can lead lenders to raise the ratéhe borrower’s loan, demand more
collateral for their credit exposure to the borrowar refuse to lend at a longer teth.
Worse still, a rating agency may notch down a heerowith too much dell¢ To
understand how borrowing affects a firm’s futureding liquidity, careful firms play
liquidity war games that consider how differentrsmgos will impact the firm’s ability to
weather adverse markéfs.

The firm may borrow from a bank or nonbank lenderaise debt capital by
issuing securities such as bonds. Based on thelrapility of default, bonds of high
credit quality are considered “investment-gradetiilavthose of lesser quality are rated
“sub-investment-grade” or, as known colloquiallyjurtk.”** Based on a similar
evaluation of a loan’s credit quality, a loan mag imvestment-grade or, like the
leveraged loans discussed later, sub-investmerdefta Junk bond financing has
received substantial attention, but, since junksoare a relatively new asset class, in this

1 Funding liquidity risk may take other forms, bhetcommon signs are rising funding costs, reqUests
collateral, a rating downgrade, decreases in cliegis, or reductions in the availability of longrtn funding.
OFFICE OF THE COMPTROLLER OF THE CURRENCY, COMPTROLLER'S HANDBOOK ON LiQuiDITY 1 (2001)
[hereinafter LouiDITY HANDBOOK], available athttp://www.occ.treas.gov/handbook/liquidity.pdf.

2t is actually a company’s unsecured senior largatdebt which gets rated up or down, not the coypa
overall. QROLYN E.C. PARIS, DRAFTING FOR CORPORATE FINANCE 29 (2007) (“Rating agencies rate
securities, not companies. If you want to usetiagao refer to a company’s creditworthiness, yeauld
refer to the rating of the company’s unsecured boslinated long-term debt.”).

3 The advice given to banks by their regulators iapphith equal force to other firms too: use a rmEncy
funding plan to anticipate both routine and extdamary needs for liquidity. IQUIDITY HANDBOOK, supra
note 41, at 37. Whether a borrower anticipates @odisions for different liquidity scenarios maeagor
waits for funding emergencies to arise, the borroaein effect, working following a contingencyrfding
plan.

44 Moody’s Investors Servicdracing the Origin of Investment GradeJan. 2004)(analyzing the history of
bond ratings).

45 Steven Bavaridntroduction: Rating Agencies and the Loan MayketTHE HANDBOOK OF LOAN
SYNDICATIONS & TRADING 521, 522-24 (Allison Taylor & Alicia Sansone ed?007) [hereinafter dan
SYNDICATIONS HANDBOOK] (analyzing the evolution of ratings for loans).
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Article | focus on thend® The rate on the loan that a borrower takes ot lmedfixed, as
in a conventional 30 year fixed-rate mortgage,tanay float with open market interest
rates. Among floating rates, the London Interb&ffering Rate (“LIBOR”) is popular,
especially in the kind of corporate borrowing calesed in this Articlé’ A floating rate
exposes the borrower to the risk that interestsratél rise, adding to the borrower’s
interest cost8® But this risk may suit the borrower if it doest eapect rates to rise; just
as the risk may suit a lender that think that ratdlsise.

A firm may borrow from a federally-regulated bankaononbank lender, like a
hedge fund or insurance company. Federal law tapamount of leverage that a bank
can assum&. Nonbank lenders need not comply with federaltingn how much the
lender can leverage itseif. Nor do nonbank lenders disclose much to regudagar they
have a leg up in the lending businéSsDespite these formal differences, both bank and
nonbank lenders are intermediaries because thegwdo lend, standing between the
ultimate lender and the ultimate borrower and brioketheir respective credit. Firms
that borrow to lend present special risks to théweseand other firms, a point elaborated
on later when considering the effect on the finahsector as a whole of how financial
firms finance themselves.

46 See, e.gEDWARD I. ALTMAN, ed., THE HIGH-YIELD DEBT MARKET: INVESTMENT PERFORMANCE AND
Econowmic IMPACT; General Accounting Officdssuers, Purchasers, and Purposes of High-Yielah-No
Investment Grade BongBeb. 1988); GeNN Y AGO, JUNK BONDY:] HOW HIGH Y IELD SECURITIES
RESTRUCTUREDAMERICA (1991).

47 Companies have an estimated $9 trillion in delgged to the LIBOR. Carrick Mollencamp et &libor's
Rise May Sock Many Borrowel/ALL St.J. Apr. 19-20, 2008, at B1 (analyzing impact ofmtling LIBOR
rates on borrower’s funding liquidity). Calculatey the British Bankers’ Association, the LIBOR is
intended to reflect the average cost of borrowmbanks in the London money markéd. at B5.

48 OFFICE OF THECOMPTROLLER OF THECURRENCY, COMPTROLLER S HANDBOOK ON INTEREST RATE 14-18
(1997) (distinguishing between different typesriérest-rate risk).

4912 C.F.R.Pt. 3.

50 For example, banks must comply with federal capitequacy rules which impose additional capitatso
which banks pass off to borrowers: “Ignoring ti@et®n costs, a bank with market-rate funding wchadde

to charge the borrower some 75-100 basis pointiatble to capital requirements, in order to jlevan
adequate return on equity to its shareholdersépl&tn A. LumpkinThe Integration of the Corporate Bond
and Commercial Loan Market§in. MKT. TRENDS Oct. 2003, at 51, 53 [hereinafter Lumpkin]. Baakso
benefit from nonmarket funding sources like thecdismt window and deposit funding at a below market
interest rate due to the federal deposit insurguagantee, so any net effect of this regulatoryitahpost
must be viewed in the context of a bank’s all-istaaf capital.

51 Private-Equity Firms Still in the MoneWALL St. J., July 3, 2007, at C1 (noting the nimblenessriviape
equity funds to develop new strategies when regrdategin investigating their market practices)
(“Similarly, don’'t underestimate private equity’sidck for making money in just about any environment
Call it feral adaptability.”)

52 For example, during the thirty year period endingl998, the share of commercial credit provided by
banks dropped from 43% to 26% while that of nonbiadrmediaries increased from 30% to 48%D. 8
GOVERNORS OF THEFED. RESERVESYS., GUIDE TO THE FLOW OF FUNDS ACCOUNTS 28 (2000). The amount of
credit provided by the nonfinancial sector stayedghly the same, ranging from 22% to 27% during thi
period. Id.

53 For example, a bank — or other lender — facesditurisk when it is called on to fund a loan. rRtbat
reason, a revolving or contingent credit commitmehich may have to be funded in the future createse
uncertainty and, hence, liquidity risk, to the lend
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Rather than holding a loan to maturity, a lendey sl it to another investor in
the secondary market. Before these secondary tsatkgeloped, banks made loans and
held them to maturity. Now, banks originate loangh an eye to disposing of them in
the secondary market, a business model for lerkfiiogvn as “originate-to-distribute&®
Selling loans liquefies a lender’'s assets by lgtttrconvert a loan into cash, with which
it can make new loans. These secondary markets tell both traders andategs about
the market perception of a firm’s credit quafityRegulators warn banks to monitor how
their debt securities trade in the secondary markéftthe bank’s debt begins to change
hands at a steeply discounted rate, this sugdeastshte bank is losing the confidence of
investors®®  For this reason, regulators have considered usigpndary market
assessments of subordinated debt issued by a lbamkonitor trends in the banks
solvency and liquidity? These markets matter to borrowers too becausefiiing
assets gives lenders more cash for fresh loangiaed them an “out,” should they no
longer want to hold the borrower's cretfit. But if no buyer wants the loan, it gets
stranglled on the lender’s balance sheet, as baskswdired beginning in the summer of
2007.

A second kind of liquidity comes into play in sadary markets:market
liquidity.®* This kind of liquidity speaks to the ease withisthone can trade an asset (in

54 See infranotes 253-59 and accompanying text.
%5 This is the same dynamic at work in the FederaleRe's attempts to inject liquidity by acting as a
“buyer.” In the case of the central bank’s opemkatoperations, it lets banks and primary dedleaysefy”
themselves by trading securities for cash.
%8 For example, when major banks and the U.S. Depattrof the Treasury were considering ways of
stabilizing the credit market, the key proposaloiwed supporting the secondary market value ofitred
products
57 LiQuiDITY HANDBOOK, supranote 41, at 7 (listing “bearish secondary marksivity” as one type of early
\S/garning sign of a bank’s liquidity risk).

Id.
%9 Secondary market prices for this subordinated, deistthought, will reflect an open market assesst of
what federal bank examiners would otherwise discbyeaeviewing the issuing bank’s financial conofiti
See Gramm-Leach-Bliley Act gaveGramm-Leach-Blil@yafcial Services Modernization Act, Pub. L. No.
106-102 §108, 113 Stat. 1338 (Nov. 12, 1999)(mandatudy on the use of subordinated debt as aotfool
banking supervision).
%0 Indeed, “[w]hen considering various financing ops, prospective issuers will receive informaticonf
their agent bank/or investment bank regarding tteing of their existing liabilities in the loanohd and
derivative markets, as well as the prevailing @riotliabilities of comparable creditd.umpkin, supranote
50, at 72.
%1 Though referring to banks, this was the case foemfinancial firms too: “...some firms had relied o
securitization...as a way to reduce assets on thenbalsheet under normal market conditions, bunduri
times of stress were forced to postpone some sisations, leading to a build up of warehoused tasse
WORKING GROUP ON LIQUIDITY, BASEL COMM. ON BANKING SUPERVISION, LIQUIDITY RISK: MANAGEMENT
AND SUPERVISORYCHALLENGES 3 (2008) [hereinafter &EL ComMm.].
52 Scholars also distinguish between two kinds ofkealiquidity risk: exogenous risks affecting theuvet
as a whole and endogamous ones which affect aplartifirm. Anil Bangia et al.Modeling Liquidity Risk,
With Implications for Traditional Market Risk Measment and Managemer, Wharton Financial
Institutions Center Working Paper 99-06 (1999).
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this case, a loan) at its expected pfiteA “fire sale” price reflects a market liquidity
discount. You can gauge market liquidity by memsguthe difference between the price
at which an asset can be sold (the “bid”) and theepat which it can be bought (the
“ask”). The narrower the bid-ask spread, the ntiopgd the market is said to I5&. The
depth of supply and demand also influences an amseket’s liquidity®® Reliable
market liquidity requires professional dealersgltke specialists on the New York Stock
Exchange) who stand ready to trade from their osaoant to manage trading volurife.

Funding and market liquidity are different, althbugpth measure imminent
value in a real-time market for, respectively,ranfand an assét. To some extent,
market liquidity for a loan reflects the borroweosgoing ability (its funding liquidity)
to make good on the loan. In the secondary mattketigh, speculation in the value of
the loan can create its own market dynamics, priadymrices for the loan that may not
always reflect the borrower’s ability to pay.

Market and funding liquidity interact in severalygathough, including in a
rarified lending market that the Bear deal brougtd the limelight: the repurchase
agreement (“repo”) markef8. In this market, a firm holding a security can mahkeney

% For example, a trader wanting to sell a large lblfcsecurities may pay a liquidity discount folise the
block at once because its size may clear all deraaride best bid price such that part of the salstrhe
executed at less attractive bids. (The price cigctepeated into a falling market until the seliguidates the
entire block.) Contra, a trader wanting to bugm@é block may pay a liquidity premium becausedisred
size of the block may clear all supply at the lodfgr price such that part of the purchase musiteeuted at
higher offer prices. A deep and liquid secondagykat is one in which there is enough buy-intebettind
the bids and sell-interest behind the offers suwt targe transactions can be executed withoutngayi
liquidity discounts or premia.
54 Market liquidity includes several aspects of hotremsaction is consummated in a market:
The dimensions of market liquidity include: marKetlepth”, or the ability to execute large
transactions without influencing prices undulygtttness”, or the gap between bid and offer prices;
“immediacy” or the speed with which transactions b& executed; and “resilience”, or the speed
with which underlying prices are restored afteisiutbance.
Andrew CrockettMarket liquidity and financial stabilityin BANQUE DE FRANCE, supranote 23, at 13-19.
% For example, the volume of secondary market t@dincorporate loans climbed from $8 billion a yéar
1991 to $100 billion a year in 2000 and then clithbgowly to over $238 billion in 2006. dan
SYNDICATION AND TRADING ASSN, http://www.loanpricing.com/analytics/pricing_se® volumel.htm.
These figures express the then market value olotes, i.e., par for loans that were not distresssdi the
discounted rate for distressed loans.
% This means that the secondary market must belardearket; in other words, there needs to be @afet
position-takers who will buy significant amounts fbeir own account and who sell out of their owack of
assets. See IMsky, Can It?, supranote 31.
57 See BsEL ComM, supranote 61, at 1 & n.7.
%8 Although not well known, repo markets serve kegkggound functions in the financial system. Faft
all, the Fed conducts monetary policy by adjustiggidity in the banking system through repo deatsijt
has in the liquidity injections mentioned earlidihe Fed, the SEC, and the U.S. Treasury surnvsihtilarket
because it can be the first place where problensgarthat can have wider implications for the fitiah
system. [BPT. OF THETREASURY, SEC. AND EXCH. COMM’N, & BD. OF GOVERNORS OF THHED. RESERVESYS.,
JOINT REPORT ON THEGOVERNMENT SECURITIESMARKET 1-5 (1992). Also, investment banks with large
securities portfolios use repo (and reverse repdsdbat are the mirror image of the transactiorgxtract
the collateral value of their securities portfolidRepurchase Market®VaLL Sr. J., Mar. 17, 2008, at C1
(finding that up to one-fifth of the securities @ntory of major firms tends to be “repoed” ouBee also
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on it (without parting with it for good) by pledgjrit as collateral for a loan. The deal
liquefies the asset for the borrower by turningeusity into cash for the term of the loan.
In truth, this is a collateral market but, due tarket convention, the loans are styled as
back-to-back purchase and sale agreements, typfoalé term of one day that gets
rolled over into a longer effective teffh.Capturing the collateral value of the security
reduces the cost to the firm of carrying the ségumiits portfolio, in effect adding to the
value of the security itself.

Depending on how badly the cash lender wants tharise (typically to avoid
failing on its duty to deliver that security in lacst sale), it will charge the cash borrower
an interest rate on the cash loan below the mastetor even a “negative interest rate,”
i.e., the lender will “pay” the borrower for makinige loan”® What is distinctive about
repo markets is that, from the point of view of temder of cash, they illustrate a
negative liquidity preference. That is, the cashdér would rather sacrifice liquidity
(cash) for the chance to hold the collateral, ge ieally the cash that collateralizes the
loan of the security: Part of what induced the Fed to lend to Bearuthothe discount
window was that, even though the firm was amplwesad, other firms had become
reluctant to do repo with the firm, alarming be@uke repo market had been more
immune to liquidity panics even than investmentgraommercial papéf.

To recapitulate: borrowing lets a firm change itjanabout the terms of its
financing, although taking on more debt may addifiag liquidity risk, especially if it is
floating-rate debt. Lenders can also change theids about whether to wait patiently
for a borrower to repay a loan or cash out the magelling it. As more nonbank lenders

Michael J. Fleming & Kenneth D. Garbadepurchase Agreements with Negative Interest RGUERENT
ISSUES INECONOMICS ANDFINANCE 1,2 (Apr. 2004) (finding that in 2003 investmeanks were financing
$2.41 trillion of fixed-income securities in th@iortfolios through repo).

% The market includes both repurchase and reverseraiease agreementsSeeStephen A. Lumpkin,
Repurchase and Reverse Repurchase AgreenieitsTRUMENTS OF THEMONEY MARKET, supranote 3,at

59. Both types of agreements involve two sequentigissta purchase by A of a security belonging to B
followed by the sale by A of the same (or a subkgjtsecurity to B. In a repurchase agreemeritirafays
cash for a security from a counterparty, who presito unwind the deal at the end of the agreement b
“buying back” the security. Entering into a repeduces the firm’s liquidity (because cash has been
exchanged for a security) but, booked as an assétenfirm’'s balance sheet, the repurchase agreeisen
viewed as a highly liquid asset because cash f@s forthcoming. The opposite happens in a reverse
repurchase agreement, which is booked as a liabilita firm. This time the reverse repo obligattes firm

to pay cash for a forthcoming buyback of a securityn a counterparty who tendered the cash in exgha
for the security on the first leg of the deal. dfinial intermediaries like these agreements bedheaseare a
flexible way to earn a profit on excess cash otwapthe collateral value of a security that is“special,”
i.e., in demand, perhaps because of uncovered sdleg of the securityld. at 68.

0 SeeFleming & Garbadesupranote 68, at 1 (generalizing about negative inteatss from the 2003 repo
market for a ten year Treasury note).

" This type of loan is the opposite of the leveratigdidity analyzed by my article, a point | takp later.
See infranotes 189-92 and accompanying text.

2 SeeCox, supranote 20, at 3 (“Notwithstanding that Bear Steawrstioued to have high quality collateral

to provide as security for borrowings, market ceuparties became less willing to enter into cottdired
funding arrangements with Bear Stearns.”)

13



Work-in-Progress* Please contact author for current version

have become active, regulators have less contml the credit market, particularly as
secondary credit markets “relate back” both tolibeower and lender choices.

These liquidity dynamics shed light on what happleteecredit market as of the
summer of 2007. Indeed, nothing highlights therattion difference between types of
liquidity better than a downturn in the credit matrkcoming after a leverage wave. Jin
and Wang identify three such periods since the 49fixing which firms borrowed
heavily for “leveraged restructuring8” Despite the similarities between the three
periods, | want to highlight the distinctivenesstloé most recent one, which involved
riskier takeover targets, larger deal sizes, mapédrcycling of cash, and more financing
from foreign investord® Traditionally, merger waves target companies witible cash
flows, often in manufacturing. This time, thougttquirors went after companies in
sectors with cyclical cash flows or companies Watge intangible assets, whose cash
flow may be even less staffe. The size of the mergers increased fooAnd cross-
border financing reached a pedk.

Lenders acted differently too during the last mengave’® This time, many
waived standard contractual protections, as sugdesy a Standard & Poor’s study of
rated secured borrowings in which almost one-thfrthe dollar value of the 500 secured
debt issues consisted of “covenant-lite” loanskitag debt covenants typically found in

™ See, e.g.Li Jin & Fiona Wang,Leveraged Buyouts: Inception, Evolution, and Futidhends 6
PERSPECTIVES3 (2002) [hereinafter Jin & Wang] (tracing levesdguyout cycles from 1980 to 2000). Flow
of funds data from the Federal Reserve supporis éissertion. B. oF GOVERNORS OF THEFED. RESERVE
Svs., GUIDE TO THE FLOow OF FUNDS ACCOUNTS 23-26 (2000) (finding debt growth in the household
government, and commercial sectors). The firstsphaf equity extraction occurred during the junkdo
boom between 1984 and 1990, during which nonfirnedrporations withdrew nearly $650 billion in
equity. Id. at 26. Flow of funds data for the period betw#&883 and 1997 suggests a similar pattern of high
debt issuance and equity extraction occurred, fiected in flow of funds datald. (This data set ends in
1997.) This second period roughly corresponds wigmall wave of leveraged buyouts beginning around
1996.1d. at 5 (noting that dollar value of leveraged bugoapproached the volumes of the early 1980s). A
similar leverage trend seems to have been undemently too, as suggested by the increase sin@e 20
the ratio of gross debt underwriting to gross gquitderwriting from a ratio of 5 to nearly 9. Datken
from the Securities Industry and Financial Mark&gsociation. Ideally, one would compare net issegor
repayment) of debt and net issuance (or extractibejjuity, but | have not been able to find corhpresive
data on net capital structure figures for more meperiods.

" Mark WhitehousePeals and Dealmakers: LBOs May Spoil the Corpoigted Party — Private-Equity
Firms Ladle Debt Onto Investment-Grade BuyoutsifgitRatings, Prices at RiskVALL ST. J., Aug. 1,
2005, (“As low-hanging fruit becomes scarce, buyantists are going after companies with shakier
finances.”).

®1d.

® Press Release, Mergerstat, M & A Wrap Up for 20Q&n. 1, 2007), available at
http://www.mergerstat.com/newsite/press/releasé3b (neporting 11,000 deal announcements overall for
2006).

" For example, in mergers and acquisitions involfingncial institutions, the percentage of deaislaing
entities outside of a single country increased frlss than 1% in 1996 to nearly 40% in 2006.
INTERNATIONAL MONETARY FUND, 2006 GOBAL FINANCIAL STABILITY REPORT99.

8 The first wave was characterized by junk bondrfaiag. Mergers in the 1990s transactions involess
debt levering, in part because consolidation infit@nce sector had increased the relative banggipower

of lenders vis-a-vis buyout groupSeelin & Wang,supranote 73, at 6
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such issue§ In these leveraged deals, the cash moved mor&kiguiom lenders
through borrowers and, then, up to the borrowevimers, leaving the borrower with
unproductive debt. This cash cycle had taken anage of seven years for private buy-
out groups in the 19868 but this time the horizon of private equity inv@stshortened,
sometimes only to montfS. This leverage wave also included borrowing todfun
dividends, euphemistically called “leveraged divids.®*

Leveraged loans played a key role in much of teigefaged restructuring,
leading bondholders to complain about the risk dordwing firms from these loarf8.
Investors in high-yield bonds of a company that#lae issued leveraged loans are likely
to recover less if the bonds default than comparighl bonds of borrowers who do not
take out leveraged loafs.

Overall, many borrowers became less liquid as staxgnmarkets for their debt
became more liquid, a dynamic obscured by liquiditpphorid®> Small wonder that
credit downgrades piled up before the July 200ditkrunch® In the first quarter of
2007, downgrades of nonfinancial companies exceaggtaded’ Banking and finance
firms did better than nonfinancial sectors, givhattthe lion’s share (80%) of all credit
rating upgrades were of banking and finance fi¥fn&ventually, though, even financial
firms became riskier, despite the surplus profitsrf fees charged to other firms for their

® sStandard & Poor'sThe Leveraging of America: Covenant-Lite Loan Stmes Diminish Recovery
Prospects (Jul. 18, 2007).
8 Steven KaplarThe Staying Power of Leveraged Buyp@s). FiN. ECoN. 287 (1991).
81 Sarah Childress & Dennis K. BermaCE'’s $32.6 Billion Buyout Reinforces a Private Egrend
WALL Sr. J., July 2, 2007, at A2 (“This deal [the buyoutaofCanadian telecommunications company] is
another in a crescendo of buyouts in which privegaity companies take on increasingly greater risks
looking for profits in a matter of months, not y&&d. Nevertheless, even re-released public comganay
remain profitable. Jerry Cao & Josh Lerneng Performance of Reverse Leveraged Buyb(iat'| Bureau
of Econ. Research, Working Paper No. 12626) (amajygeveral hundred leveraged buyouts between 1980
8aznd 2002 and finding that restructured firms wereaompromised by the additional leverage).

Id.
83 The Evolution of the U.S. Second-Lien Leverageah IMarket — 2006 Year-End Updat@TcH RATINGS,
Jan. 17, 2007, at 2 (finding that a “substantigjomig” of leverage deals involved leveraged loans)
84 Speculative Grade Balance Sheets Becoming More -Hemvy — Recovery Prospects at RifkcH
RATINGS, May 2007.
8 Serena Nglnvestors Fret Buyout-Induced Risk — Some Moneyallers Fear Surge in Leveraged Deals
Stretches Corporate Finange#/aLL St. J., July 18, 2006, at C4 (noting that in the pasiryone credit rating
agency — Fitch — had lowered its credit ratingscoedit outlooks on $53 million in corporate debt
obligations).
8 For example, the 2005 downgrades of investmentegtebt of Ford Motor Company and General Motors
added $80 billion in “fallen angel” leveraged dafigking up nearly 10% of the high-yield bond marfcet
that year SeeSTANDARD & POOR's, supranote 38, at 1.
87 U.S. Corporate Bond Market: A Review of First-Qear2007 Rating and Issuance ActiyityTcH
8I'-\;AT|NGS, May 15, 2007, at 6 (analyzing rating and issuaut®ity by industrial sector).

Id.
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leveraged deaf§. The number of issuers rated sub-investment-gaise increased
during this period®

The day of reckoning for risky borrowing startedhwiesidential mortgage loans.
Less well known, but similarly troubling, is a slari pattern in the corporate leverage
market” When new borrowing dropped in July 2007, finahdiagility came into
view*> The Securities Industry and Financial Markets o&&tion noted that the
contraction had been “more severe than many inkestoticipated” and that “investor
risk tolerance quickly has turned to risk aversith.Corporate bond issuance declined,
most notably in the high-yield sectr.(Equity underwriting shrank td6) Short term
commercial paper was volatile, which is unusualabee issuer default here is rare and
may portend weakness elsewhere in financial mafketed demand for leveraged loans
dropped”” High-yield corporate bond traded at widening disgs between July and
August?® Less debt meant fewer “shareholder-friendly” dedéeveral large deals had to
be canceled, others were delayed, and those tha t@market paid more for the debt

8 Libby Bruch, Trading Places—U.S. High-Yield Issuers Poised totnOmber Investment-Grade

Counterparts STANDARD & POOR'S.

d. (noting decline of issuers rated investment-gifacie 72% in 1992 to 51% in 2006).

1 Roubini notes the importance of nonbank firmshis process of “releveraging” by firms:
While the process of releveraging started in thaskbold sector — that is the most financially
stretched sector of the US economy — the relevegagiore recently spread to the corporate and
financial system: in the financial system the nédedge funds, private equity and speculative prop
desks led to a sharp rise in the financial systemerage. In the corporate sector given the
cheapness - until recently - of credit we obsemedassive process of switch from equity to debt
that took the form of leveraged buyouts, share balkb and privatization of formerly public
companies. This releveraging fed that equity/alsebble: as expectations of more LBOs occurred
equity valuation of many firms went higher and td@gh..Notice also that the amount of issuance of
low grade corporate bonds (below investment graaek“bonds”) had been rapidly rising in the
last few years. Nouriel Roubini, Are We at The Pefia Minsky Credit Cycle? (Jul 30, 2007)
available athttp://www.rgemonitor.com/blog/roubini/208166/,

92 The declines showed up in each of the major crditses: long-term debt issuance by federal agenci

dropped to $57.2 billion compared with a monthlgrage of $83.5 billion for the first-half of 2008suance

of “higher quality” mortgages dropped to $169.3ibil compared with a monthly average of $193.2duill

for the first-half of 2007; and the issuance ofeadmcked securities shrank to $39.0 billion coragao a

grslonthly average of $105eeSFMA, Capital Markets Revieysupranote 15, at 3-4.

Id. at 1.

9 Overall, corporate bond issuance shrank to $3#i8rbin July compared to a monthly average of $80)

billion for the first-half of 2007; in the high-yi& sector, however, the contraction was more sewasre

issuance dropped to $2.4 billion from an averag®l&f.9 billion for the first-half of 20071d.

% Equity underwriting halved from a monthly averagfe$22.2 billion for the first half of 2007 to $&.

billion. Id.

% Three prominent examples are the 1970 Penn Cemtoallem, the 1980 commercial paper involving

Chrysler, and the 1989 problem caused by FedeBpdrtment stores.

97 SeeFUND, 2007FINANCIAL STABILITY REPORT, supranote36,14 (“An estimated $300 billion of leveraged

loans was planned to come to the market in thergkhalf of this year, equivalent to around oneethuf the

total shareholder equity of the top 10 banks masblived in financing leveraged buyouts. But overall

demand for the loans... is now uncertain.”)

% SeeSFMA, Capital Markets Reviewsupranote 15, at 4. The daily trading volume of higklgibonds

increased in July to $4.23 billion from a daily eage of $3.97 billion in the second quarter of 2@&7

holders of these bonds dropped them in order tesinwn less-risky investmentsd.
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financing that had been plentiful in 2086. Lenders who had made funding
commitments for leveraged transactions in the pipesuddenly faced the prospect of
losses

Leading up to the credit crunch of 2007, some itnaest banks had decided to
cut their credit exposure to hedge fuhdsCutting their risk exposure made sense, but it
had cascading effects as market liquidity driedfampstructured credit products being
sold by these same investment balffksBy cutting off the credit of these hedge funds,
the investment banks reduced the market for them oredit products, sending bearish
signalst®® As market liquidity evaporated, so too did theding liquidity of firms begin
to suffer’® As international bank regulators put it, finamdstability “flowed” through
asset markets and into bariks. As the International Monetary Fund put it, “marke
illiquidity can quickly become funding illiquidity,and vice-versa, | would add® This
was because, the borrowing and the secondary trdehoff each other, as noted by a
Banque de France official: “...an increase in leverag the system makes it more
vulnerable to a sudden re-appraisal of risks andupbshifts in the liquidity
demand...This fragility is concealed in periods oblearia...But it comes to the forefront
again when distress erupts. As distress cascadasggththe system, liquidity providers
turn into liquidity demanders'®

To reverse or at least mitigate the cycle, the fesgonded by letting Bear and
others exercise the Bernanke liquidity put, finah@hort-hand for the idea that by
borrowing against collateral — as Bear did — therdwer has transferred risk in the
collateral to the Fetf® If the borrower defaults, then the Fed has steppi® the shoes

% Michael Aneiro Risky Debt Issuances Meet Investor ResistaieeL St.J., Jun. 23, 2007, at B5
(discussing reductions and cancellations of propasals).

100 seeDoherty,supranote 10, at 21 (analyzing commercial and investrbank financing of twelve large
leveraged buyouts to show how weak covenants eggbselenders to interest-rate risk).

101 peter R. FisheWhat happened to risk dispersioif? BANQUE DE FRANCE, supranote 23, at 29-38, 32
(“In response to the decay in prices and the sanelbus rise in volatility, a number of major finehdirms
began to reduce their credit exposures to hedgisfiprovided through their prime brokerage arms.”)
192'|d. By cutting off funding liquidity to the hedge fds, reducing credit exposure also made market
liquidity dry up: “While [reducing credit exposute hedge funds] may have been a prudent countgrpart
credit decision, it had the seemingly-unanticipatedsequence of reducing demand for the very mgetga
tlaogcked securities and structured credit instrumtbratiswere being underwritten. .1d.

104:3:

105 BasEL Comm., supranote 61, at 11 (“The loss of investor confidenta iwide range of structured
securities markets led to risks flowing on to batledance sheets.”).

106 Jaime Caruana & Laura Kodresquidity in Global Marketsin BANQUE DE FRANCE, supranote 23, at 66.
107 Arnaud BervasFinancial innovation and the liquidity frontiem BANQUE DE FRANCE, supranote 23, at
128 (internal citation omitted).

108 A put is an option which gives the holder the ti¢iut not the duty) to sell an asset for a fixeite
BARRON'S DICTIONARY OF BANKING TERMS 330-331 (1997). In this context, those who pledgactured
credit products as collateral for a loan from thexl Fare “long” the put, while the Fed is “short” that
because it stands ready to bear the risk of tHateddl by lending. This is the same kind of ptiich bank
owners exercise against the Federal Deposit Insar@orporation (“FDIC") when they walk away from an
illiquid bank, forcing the FDIC to step into thahows as owner of the bank’s assets (and obliginsured
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of the borrower, hence the metaphor that the Feghsrt a put” on liquidity®® In
effect, the Fed's remedy builds on the same inggrgdetween funding and market
liquidity that led to the problem in the first piac The loan from the Fed promotes
market liquidity by creating a miniature secondamgirket for the collateral (this time
including private structured credit products) sticht other investors are reassured that
this type of collateral has value. At the sameetihy making cash available to the
borrower, the loan shores up its own liquidity, gwimg the borrower up so that it can
stay in the game. This matters because firmskbabw from the Fed are the financial
intermediaries that play a key role in generatimgl &irculating liquidity to other
borrowers.

The Treasury, Congress, and various trade group® Heegun proposing
legislative fixes to the credit market, althougk tiope is that this round of reforms will
reflect a more nuanced understanding of marketuehthan did the last such financial
reform, Sarbanes-Oxldy’ In March, the President's Working Group on Firiahc
Markets responded to the credit conditions from 200th a comprehensive policy
statement recommending a variety of changes toitcomdlerwriting, rating, and risk
management:’ TheTreasury Blueprintame out soon thereaftéf. One factor that will
determine whether reforms work is whether they esflithe liquidity conundrum that
this market break brought to light: does marketitigy help or hurt borrower liquidity?
That is, did the secondary markets add financiabikty or did their churning make
borrowers, lenders, and financial markets moreilgag

One advocate for secondary credit markets claimisttiey mitigate the effect of
a recession by making more liquidity available wrbwers'™® The hope is that the

deposits). Moral hazard arises because the Fedhen&DIC come to own the collateral only when the
borrower can no longer bear its downside risk. ikénan ordinary equity investor, neither the Fed the
FDIC get any of the upside risk from this collateitthas been extracted by the borrowers befomy th
exercised their puts. In private markets, theewritf the put collects a premium for making the pamise.
Although Bernanke is the Fed Chairman who now bagerform on these puts, you could say that it was
Alan Greenspan who collected the premiums on vgritirem.

199 The Fed's franchise right over printing money giite literally, a “money machine”: in addition fees
charged for FedWire and other banking servicesfF#tefunds itself through seignorage, the profieag
captured by printing money. After covering its erpes and paying its shareholders a statutoryatidicthe
Fed turns over its surplus profits each year tdil® Treasury. This is another example of the thay
bargaining power shifted from lenders —in this dhseFed — to borrowers (Bear Stearns), althougiverey
less about the Fed’s own creditworthiness becassedanopoly right to print money makes it the uktim
deep pocket.

110 30sé Gabilonddsinancial Moral Panic! Sarbanes-Oxley, Financierlk®evils, and Off-Balance Sheet
Arrangement36 SETONHALL L. Rev. 781, 781-809 (2006) (analyzing populist and legjige reactions to
off-balance sheet assets and liabilities).

111 PrESIDENTS WORKING GROUP ON FINANCIAL MARKETS, Policy Statement on Financial Market
DevelopmentgMar. 2008).

112 SeeTREASURY BLUEPRINT, supranote 8.

131t is a bullish view of credit markets: the bamah market lets lenders “remove riskier loans fitbeir
balance sheets. This enables lenders to avoidctesircredit when the economy contracts. By provgda
steady stream of credit into the business secta, itlnpact of a recession may be reduced.bAN
SYNDICATION AND TRADING ASSN, THE U.S. LEVERAGED LOAN MARKET: A PRIMER 39 (2004) (hereinafter
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market liquidity would “carry over” into the firm'éunding liquidity, as it does in the
repurchase market. As noted above, though, thesiiepalso happenéd. Contra,
hyper-liquidity in the secondary market for corgeraredit products encouraged lenders
to relax underwriting standards knowing that a yeseicondary market would purchase
their corporate loans® After all, if a liquid secondary market lets adier accelerate the
expected cash flow from a loan, why should the éendait or care about the loan’s
longer-term cash flows or care about monitoring treyoing credit quality of the
borrower? This is fine as long as the secondamnket&eeps going, but if it sputters than
unwanted loans become stranded on the lender'sdmkheet. When that happens, the
loan’s value to the lender reverts back to the dhlst expected from the loan, not the
proceeds of selling the loan. For this reasolgast one commentator has noted that the
valuelltgf the “debt should not correlate with mafieptidity” but with its underlying cash
flow.

Academics and regulators are still digesting theceptual implications of these
credit events. To aid in this process, this Aetioffers a framework for making sense of
these liquidity dynamics drawing on Minsky’'s theor{ne of its advantages is that it
zeros in on the relationships between the firmisdwing, its liquidity, and the impact to
the financial sector as a whole. As describedvbelmw he thought about debt helps to
understand the relationships between borrowing,bibreower’s liquidity, and that of
secondary markets.

M. M ANEUVERING IN THE NEW CREDIT MARKET

Soon before the 2007 summer credit crunch, a Fecdabfnoted that “there is
little reason to believe we have entered a newoémermanent stability:*’ Hyman
Minsky would have chuckled, given his view thatafircial instability is a routine part of
our economy. When the economy was strong andeistteates low, Minsky said, firms
would borrow themselves (and the economy as a Wiale periods of acute financial
fragility, hence the economy’s “tendency to explét€ So he thought that economic
analysis should set out the “institutional prersijas for successful capitalisth® One

LEVERAGED LoAN PRIMER), available at
http://www.lsta.org/assets/files/Research_Data/bfilkevLoanPrimer1004.pdf.
114See supraotes 101-106 and accompanying text.
iz Seel EVERAGEDLOAN PRIMER, supranote 113, at 66.

Id.
17 Timothy Geithner, Liquidity Risk and the Globaldemmy 2, Federal Reserve Bank of Atlanta's Finéncia
Markets Conference on Credit Derivatives at Seantsl Georgia (May 15, 2007) (“[T]here is little sea to
believe we have entered a new era of permanentlitstalfFinancial innovation and global financial
integration do not offer the prospect of elimingtithe risk of asset price and credit cycles, of iam@and
panics, or of shocks that could have systemic apreeces.”), available at
http://www.ny.frb.org/newsevents/speeches/2007//505.html Geithner is the President of the Federal
Reserve Bank of New York.
118 Minsky, Can It?, supranote 31, at 118.
119 Hyman P. MinskyUncertainty and the Institutional Structure of Cafist Economies30J. ECON. ISSUES
357,357-68 (1996) (“The current crisis of performanoel @onfidence in the rich capitalist countries nzake
it necessary, once again, to think about the intgtital prerequisites for successful capitalism.”).
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of those “prerequisites” was stabilizing the ecogoamd, in particular, the financial
sector®

This view suggests “built-in” limits to expansiohrough borrowing, raising
objections from growth boosters. For example, ad Ehairman, Alan Greenspan
reassured growth skeptics that a new plateau mierity was behind the then prosperity
(leveraged, as it is turning out to have bééh)in chorus, the International Monetary
Fund (“Fund”) reported in 2006 that the high levefscorporate borrowing reflected
“capital structure arbitrage” in which under-levged firms took healthy advantage of
investor appetite for risk? By the following year, the tone had changed.2087, the
Fund found itself objecting to the “credit indisii@” of the same borrowers and lenders
that it had praised the previous y&dr. Because loss makes a market for reflection,
Minsky’s messages about financial stability mayaéetter hearing now.

Before presenting the core of Minsky's ideas allmrtowing, Section A briefly
explains how leverage cycle theory developed. @l only the Trust Indenture Act of
1935 targeted the issuance of debt, the creatioth@fNew Deal created regulatory
demand for conceptual tools to see the credit makea whole. Cyclical approaches to
leverage like Minsky's responded to that demand aod enjoy a revival of sorts.
Section B presents the substance of Minsky’'s thasrit relates to borrowing by firms.
He divided borrowing into three types based on leaeh type impacted the borrower’s

120 HymaN P. MINSKY, STABILIZING AN UNSTABLE ECONOMY 5-6 (1986) [hereinafter isTABLE ECONOMY].
Although committed to social justice, he saw soragrde of economic stability as a pre-condition dthr
other projects:
Distasteful as inequality and inefficiency may begre is no scientific law or historical evidence
that says that, to survive, an economic order mett some standard of equity and efficiency
(fairness). A capitalist economy cannot be mairgdj however, if it oscillates between threats of
an imminent collapse of asset values and employraerdtthreats of accelerating inflation and
rampant speculation, especially if the threatssaraetimes realizedd.
121 Dean FoustAlan Greenspan’s Brave New WarlBusiNessWEEk (Jul. 14, 1997) (analyzing how his
assumptions about the possibility of continuingvgtoinfluenced the Federal Open Market Committee’s
decision not to raise interest rates). The Fed@pain Market Committee minutes for that meetinteoefthe
Committee’s assumption about ongoing growth. Misus, Fed. Open Market Committee (May 20, 1997)
(“...prospects for subsequent quarters were subjestibstantial uncertainty, but the members gernyefeili
that the economy retained considerable underlyirength. In the circumstances and assuming no &sang
from current financial conditions, the individualembers saw likely prospects for expansion over the
forecast horizon at a pace close to, or a littlevab the estimated growth of the economy's long-run
potential.”).
122 The Fund distinguished these transactions fronsethaf the 1980s because this time investors also
committed equity capital: “[M]any of these leverdgeestructurings also involve a higher degree of
proprietary exposure on the part of acquirers —onéyt do they mobilize other investors’ credit resmes but
they are also taking equity stakes in the acquirets — than did the leveraged restructurings ef 1980s.”
INT’L MONETARY FUND, 2006 GOBAL FINANCIAL STABILITY REPORT29.
123 See ND, 2007FINANCIAL STABILITY REPORT, supranote 36, at p. 2 (“These risks have been exaasdbat
by signs of similar credit indiscipline in the leaged buyout (LBO) sector. Through mid-2007, thead
been a marked rise in covenant-lite loans, lessliteverthy deals, leverage, and price multiples on
acquisitions....Although aggregate corporate leveragaains relatively low, its increase over the pestr,
particularly for those entities that have beendhigject of buyouts, has heightened vulnerabiligspecially
as financial, and possibly economic, conditions fess benign.”)
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future liquidity, especially when the borrower wouliave to refinance. Firms and their
financing markets have changed substantially sidaesky developed his analytical
tools, so Section C applies borrowing classificatio analyze the major changes that
have made the finance sector more fragile. Hegplain how we got to the liquidity
dynamics set up in the previous Part.

A. Leverage and financial cycles still matter

The Great Crash created demand for models thaaiegol the economy as a
whole!** For example, a study of national money flows frt®82 would lead to the
Fed’s flow of funds accountd® These accounts include the equivalent of a naticesh
flow statement detailing who borrows, who lends] how. Another aggregate measure
that developed during this time was the set of ot Income and Product Accounts,
which are still used for in our balance-of-paymeegsorting syster't®

In this milieu, business cycle theory also devetbiieough work by economist
Arthur Burns and his student Geoffrey Modte Business cycle theory emphasized that
the economy as a whole includes long-term pattefnslative growth or contraction
punctuated by shorter-lived specific phases dunihigh the economy may expand, peak,
contract, hit a trough, or recovef. The U.S. economy has since faced no crashegof th
size of the Depression, but cycle theory still inie how we determine whether or not
we are in an economic recession. It would seetrvtbadhave entered one, although the
National Bureau of Economic Research (at this mgjticontinues to analyze data before
reaching a conclusiofi’

124 seePouncy,supranote 26, at 568. This affected both the domestit global economy. The standard
industrial classification which divides industriffmancial industries are in the four digit seri@sginning
with “6”) began as an outgrowth of the Departmeht.abor. The National Income and Product accounts
which would be used to track global balance of pawyt® also began in the 1930s. The NIPA accounts we
the precursors to what would become the Flow ofdsSwsystem.

125 The seminal study on this question was one puisiy Morris Copeland in 1952. Morris A. Copeland,
A Study of Moneyflows in the United StatedNAT'L BUREAU OF ECON. RESEARCH PUBLICATIONS OF THE
NATIONAL BUREAU OFECONOMIC RESEARCH INC. (1952).

126 Carol S. Carsorthe History of the United States National Incomeé Broduct Accounts: The
Development of an Analytical To@1 Rev. oFINCOME & WEALTH 153-181, 154 (1975) (“The generally
recognized need for economic information during@neat Depression stimulated the request that the
Department of Commerce undertake what becamersteofficial continuing series on national income i

the United States. These estimates were prepathdhei cooperation of the National Bureau of Ecoicom
Research and were published in 1934.").

127 The business cycle was the insight that some esinindicators moved in tandem. During a period of
economic expansion, output rose along with new tcoason, employment rates, and many prices;
conversely, during an economic downturn — a reoassioutput, employment and new construction dedlin
while unemployment increased. Werner H. Striglsiness Cycle Surveys: A New Quality in Economic
Statistics in ANALYZING MODERN BUSINESS CYcCLES[:] EssAYS HONORING GEOFFREY H. MOORE 69, 72
(Philip A. Klein ed., 1990).

128|d.

129 A member of the National Bureau of Economic Resfeaeconomist Martin Feldstein, recently suggested
that the U.S. economy had already entered inteesson. Ros Krasny (Reuterd)S. faces severe
recession: NBER's Feldstefiar. 14, 2008), available at
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Business cycle theory looks at the economy as aleyhmut it has obvious
applications to borrowing cycles too. Beginningli®6, W. Braddock Hickman carried
out the first major study of corporate borrowingcleg as part of the Corporate Bond
Project, a Work Projects Administration effort dfiet Federal Deposit Insurance
Corporation and the National Bureau of EconomiceResh'*® Hickman looked at bond
issuance over the prior fifty year period of higdst and found that the realized yield on
the most senior secured obligations exceeded fhlihedeast secured obligation in all but
two of the four year blocks during which the stymyiod was divided® In other words,
bond issuers had paid too much for the senior sddimancing given that lenders should
have been willing to accept a lower rate of retimnexchange for risk that was
collateralized. And the yield spread between thestnsecured bonds and the lowest
ranked unsecured securities was not as large asauld have expected:

Both results seemed counter-intuitive in that tdielynot reflect the intuition that
return should be proportional to financial riskn flact, though, they were an early
demonstration of financial diversification of ritkrough Markowitz’s portfolio theory?®
And Hickman'’s findings about returns from high-giehstruments would help Michael
Milken to promote junk bonds thirty years lat&r. Moody’s Investor Services revisited
and corroborated Hickman’s findings in 2004 whermplaxing how it distinguishes
between investment-grade and speculative bbiids.

Hickman also wondered whether corporate borrowlipded the same pattern
as the business cycle, so he plotted bond issubpcBrms against business cycle
indicators'®* Rather than following the bust and boom of thsitess cycle, net bond
issuance, it turned out, increased at the bottothefrough (when the real economy was
contracting) and decreased at the peak (as theceabmy was expandinyjy. Perhaps
retained earnings let firms fund growth at the ¢bghe peak and firms borrowed more
when earnings were lean. Or the reluctance tolomay have reflected the memory of

http://www.reuters.com/article/businessNews/idUS8B837520080314 (“The United States is in a
recession that could be ‘substantially more sevial recent ones, National Bureau of Economic &eke
President Martin Feldstein said on Friday.”).

130 Between 1953 and 1960, this project produced thodgmes. The first volume waso&PORATEBOND
FINANCING (1953). The second,0RPORATEBOND QUALITY AND INVESTOREXPERIENCE (1958), considered
different measures of bond quality. The final voly SATISTICAL MEASURES OF CORPORATE BOND
FINANCING (1960), presented the statistical data on whighptevious volume was based. Other studies
looked at trade credit. Martin H. Seid@he Quality of Trade Credif (Nat'| Bureau of Econ. Research,
Occasional Paper No. 87, 1964). The study formead @f the National Bureau of Economic Research’s
Quality of Credit Programld. at xix.

131 SeeW. BRADDOCK HICKMAN & ELIZABETH T. SIMPSON, STATISTICAL MEASURES OFCORPORATE BOND
FINANCING 340-47 (1960).

132 1d.

133 Markowitz published his article on the financianefits of diversification in 1952.

134SeeYaGo, supranote 46, at 18-19.

135 SeeMoody’s Investor Servicesupranote 44, at 4-6.

136 w. Braddock HickmanTrends and Cycles in Corporate Bond FinancE@25 (Nat'| Bureau of Econ.
Research, Occasional Paper No. 37, 1952) [hereirdind Cycleb

1371d. at 21.
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the Great Crash or a more general conservativelgmpo protect the firm’s gain from
risk.**® Hickman offered no specific explanation, but leauded that bond issuance
was counter-cyclical and could have a stabilizifiga on the business cyci&.

An increasingly prominent line of research on ficiahcycles is congruent with
Minsky’s claim that the financial sector borrowseilf into fragility and, at the same time,
qgualifies Hickman’s earlier argument that bond ficiag is countercyclical. Like
Minsky and Hickman, economists Tobias Adrian andutdysong Shin have recently
suggested that borrowing cycles do exist, but gainpe opposite directiof® That is,
leverage is “pro-cyclical” for some types of fingaldntermediaries, increasing as asset
values grow, which they do during a price buble.

Adrian and Shin compared the leverage ratios af kinds of economic units to
see whether these units borrowed more or lessr@poption to their equity) when their
asset value increas&. The four units were households, nonfinancial §iricommercial
banks, and investment bank broker-deal&rsThe units displayed different tendencies.
The leverage of households declined as asset irattmased* (Because the household
data runs only from 1963-2006, the finding doesretiect the pro-cyclical leveraging —
much of it subprime — that has destabilized manyetii households.) No discernible
relationship emerged between leverage and assefsinonfinancial firms#® Clearer
patterns emerged for both commercial and investrbanks. The leverage ratio of
commercial banks tended to remain constant aslh&nce sheets grew, suggesting that
commercial banks “target” their leverage rdffb. This should come as no surprise
because federal prudential regulation imposes égeratios on commercial banks.

Broker-dealer investment banks, however, displayestrongly positive
relationship between changes in total assets asmgels in leverageé® These firms
managed their balance sheet in ways that amplifiidnarket prices during a boom and

138 pouncy notes that risk is itself is perceiveded#htly in different risk environments, such théira may

be more conservative to protect gains but morengilio take on risks — in this case by borrowintg —

reverse a pattern of losseSeePouncysupranote 26, at 563-564.

139 part of what was new about the insight was thsudgigested that particular kinds of credit mightentneir

own dynamics:
These findings throw new light upon the familiaedny that “credit,” in a generic sense, plays a
dominant role in the business cycle. Clearly dirdiion needs to be drawn between the various
forms of credit. Many types of financing — for exale short-term and stock financing — appear to
behave in the way theory would indicate; but bandrfcing runs a contrary course to other types
and thus acts, so to speak as a stabilizing force.

See Bond Cycles, supnate 136, at 21.

140 see Liquidity and Leveragsupranote 22, at 3 (“We show that leverage is stromgbcyclical for these

intermediaries, and that the margin of adjustmenthe balance sheet is through repos and revarss (and

other collateralized borrowings.”).

4.,

14214,

14319,

144 35ee Liquidity and Leveragsupranote 22, at 5-6.

“51d. at 7.

146|d.

1471d. at 8.
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bear market prices during a bif&t.They did this in the repo market discussed adfife
These firms borrowed (increasing leverage) whiketprices rose, so their borrowing
funded investment demand that helped to keep prisiag>° In other words, this type
of firm borrowed pro-cyclically. Anecdotal evidenabout the growth of leverage at
major investment banks suggests as much. Betw@@hand 2007, the debt-to-equity
ratio of the five largest U.S. investment bank 8rincreased from 30:1 to 41:1,
increasing their ability to capture bumper retusnsexposing them to funding liquidity
risk on the downsid&*

This procyclical argument is the opposite of whatkrhan had observed about
bonds and, at the same time, is consistent wittskjils claim that financial firms have
the tendency to borrow themselves into fragilityidg periods of easy money. This
analysis is similar to Minsky’s but it offers nomanation for what causes the direction
of price trends to change. So itis a model dirmhcial cycle” without the causation
that Minsky posited: it is the escalating increabesnselves during the bull cycle that
leads to the bear raids on the way down.

The liquidity implications of the procyclical argemt support my claims about
liquidity dynamics. Expressed in terms of liquddynamics, pro-cyclical leveraging
boosts asset prices and promotes market liquigityréating investment demand, but the
extra leverage may compromise the borrower’s ligpidHerd behavior intensifies this
trend insofar as it encourages firm managers te tak more financial risk — including
through leverage — to avoid standing out from trevgiling sentiment of the momehit.
This is especially true when financial uncertaiishygreatest>™® Conversely, these firms
shed leverage as asset prices'fallinsofar as doing so uses the firm’s cash flovetoe
debt rather than to invest in assets, the valukesfe assets would tend to drop, adding to
a bear cyclé>® One example of pro-cyclical deleveraging is tlalier example of
investment banks that cut-back their credit expwstr hedge funds, in so doing
destatl)éltsizing the price for credit products beingrketed by the same investment
banks.

148 5ee Liquidity and Leveragsupranote 22, at 10-11.

“91d. at 17-18.

180yq.,

51 shawn Tully, What's Wrong with Wall Street and HawFix It, Fortune 72, 74 (Apr. 14, 2008).

152 SeePouncy, supra note 26, at 564 (“..a manager's decision will beleated based on whether it is
consistent with, or departs from, conventional sieci-making and popular sentiment, and rewarded
asymmetrically in a manner consistent with conwmrdl decision-making.”) (citation omitted).

153 As Pouncy puts it: these managers “prefer ¢teicthe risk of being wrong and losing money alwith

everyone else to what appears to be the greakeofrlseing wrong and losing money alonéd' at 465.
154|d.

155
Id.
1% See supranotes 101-103 for hedge fund example.
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Even those who concede that borrowing cycles dmutis to financial instability
might reasonably conclude that regulation has ayréeorrected” the cycl&X’ After all,
it has been years since a major crash, so it becomee plausible to think that we have
transcended financial instabilitY And meaningful cycle arguments may need
comparable information about borrowing in differg@etriods that is just not available, as
noted about high-yield issuant@, corporate debf’ and interest-rate history in
general®* Despite these points, thinking in terms of legerar financial cycles helps to
theorize about cause-and-effect relationships. pgdint in the next section is to look
more closely at how different types of borrowingeimsify the direction of these cycles.

B. Minsky: modeling leveraged liquidity

Perhaps because he had seen the effects of thed3apr first hand, Minsky
recognized that self-policing markets could prodety coordinate many of the details
of economic life but he saw the need for regulaiatgrvention tod®> Coming of age
intellectually in the 1950s, he learned economiefite the rise of deductive financial
models that assumed away how firms and marketsalctbehaved for the sake of
reaching elegant mathematical conclusions. Hisadaktdissertation at Harvard focused
on macroeconomics but it had strong elements ofaa@mnomic thought too, insofar as

157 “ps the sixties progressed, eminent economistspedally those associated with government policy

formulation — who in their own minds were disciptEfsKeynes, were announcing that endogenous bissines
cycles and domestic financial crises were a thihthe past, now that the secrets of economic pdiag
been unlocked.” MvaN P.MiNsKY, JOHN MAYNARD KEYNES 15 (1975) [hereinafter &&NES].
%8 “Thus an economic theory based upon a busineds agsociated with a financial-instability viewhaiw
the economy operates can be replaced by theoryamigquilibrium and steady-growth perspective, bsea
the relevant observations to substantiate the @jclfinancial instability view cannot be made. isTts what
took place as the forties, fifties, and sixtiesrsgheir tales of war and apparent economic suce@ssuccess
achieved with the aid of apparently monetary asddli policy.” Id. at 16.
159 As noted about these markets, “A serious probleisteeven with what should be simple measures of
volume and value — not all published measuresteresame. The “size of the market” can alternatinetan
“all outstanding” or “outstanding less defaultsgatling to indeterminacy. LENN YAGO & SUSANNE
TRIMBATH, BEYOND JUNK BONDS:] EXPANDING HIGH YIELD MARKETS vii-viii (2003) [hereinafter BYOND
JUNK BONDS].
180 Acknowledging the lack of a central data basebfond transactions, one group of researchers used th
database of a securities custodian to examine tradihg. George Chackbjquidity Risk in the Corporate
Bond Markets8 (2005) (arguing that broker or market marker asitdlity to a security is a proxy for a
bond'’s trading market liquidity).
161 At best, one gets an impressionistic sense oficetending trends: “Economists sometimes ask the
impossible: a series of yields or interest ratesrdeng periods of time derived from instruments of
substantially identical terms...The objectives of soriorms of economic analysis require just this
uniformity. In real life it often does not exiglven from year to year.” ISV\ey HOMER & RICHARD SYLLA, A
HISTORY OFINTERESTRATES 433-34 (2005) [hereinafteri$TORY OFINTEREST].
182 His is a good synthesis for those who respechfiiz markets while wanting to improve on them:
For a new era of serious reform to enjoy more ttiansitory success it should be based on the
understanding of why a decentralized market meshani the free market of the conservatives — is
an efficient way of handing the many details ofremmic life, and how the financial institutions of
capitalism, especially in the context of productfmocesses that use capital-intensive techniques,
are inherently disruptive.
UNSTABLE ECONOMY, supranote 120, at 5.
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it pointed to the special role played by finanaen§ in the economy overdfi® Indeed,
Minsky’'s doctoral thesis anticipated the insighattmot only did the firm’s liability
structure matter in terms of liquidity generallyt biiat it helped to determine that type of
assets that the firm would holtf. It was in this context that he developed therfaial
instability thesis, the idea that the financialteec- as a whole — had a tendency to
borrow itself into periods of financial fragilithat would culminate in acute episodes of
financial instability'®®

He elaborated the thesis as part of his projece-ohterpreting the work of John
Maynard Keynes on financial market8. For much of his career, Keynes had worked
within the dominant paradigm for financial and miamg policy’®” Known as the
“quantity theory of money,” the theory explainee thmount of money in circulation in
terms of “economic equilibrium®® Keynes explored this idea & Treatise on Money
his major economic work before tligeneral Theorywhich introduced his own theory
about money and became a pillar in the fi&/dTheGeneral Theonand, said MinskyA
Treatise on Moneyroke with the establishment by saying that inmegreference for
liquidity influenced the money supply and that uteety pervaded the production and
circulation of money’® Holding liquidity helped to mitigate the uncertsi of future
states of the worldf*

183 It is this general insight about the importancer@irket structure for secondary liability marketsici

later parts of this Article develop: “The bulk ofidéky’s thesis turns out to be an extended exarnoimaif
the consequences of financial liabilities on theeBtment behavior of firms.” Jan Toporowsiiethodology

and Microeconomics in the Early Work of Hyman Pndki5 (Working Paper No. 480, 2006).
164
Id.

165 Id

166 K evNES, supranote 157, at v.
187 His work in economics during the twenty-five year#or to 1935, while novel in detail, often sulijéa
controversy, and typically deviating from the contienal wisdom when discussing public policy, was,
the whole, in the discipline’s mainstream: hisicisims were within but not of standard theotg. at 2.
188 “The fundamental propositions of the quantity tyeof money are that for positions of equilibrium,
money is neutral, in the sense that relative pricemes, and output do not depend upon the guaofti
money; that the general level of prices is deteeahiby the quantity of money; and that a decengdliz
economy is fundamentally stable. Keynes’ attityskéor to The General Theorywas that these quantity-
theory propositions were basically valid, but ttre theory was vague and imprecise about the méethan
and processes by which the long-run results wereaed...”Id. at 2.
1%91d. at 10.
170 «The General Theorynarked a sharp break with this earlier positiontloa quantity theory. Keynes
attacked with great gusto and obvious relish thgiced and empirical foundations of traditional
economics...He introduced novel tools of analysighsas the consumption preference and the liquidity
preference, and employed concepts unfamiliar tongtis@am economists, such as uncertainty.EYNES,
supranote 157, a2.
171 Liquidity has special value in an uncertain wdsktause people
...recognize that predictions of both future earniagd future liabilities are unreliable. Faced with
the unknowability of the future, economic actorswimoney differently from the way they view
other goods. Money is a liquid store of value taat be used to satisfy contractual commitments if
earnings fail to meet, or liabilities exceed prédits. SeePouncy,supranote 26, at 543-544
(citation omitted).
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Keynes' peers accepted some of these ideas, whieh $tood the test of time
given that active intervention in monetary poli@dshcome to be taken for granted. The
economics establishment of Keynes’ day, howevere@ted his ideas only piecemeal,
rejecting elements deemed too radical, like thdrakmole of uncertainty, the cyclical
nature of a capitalist economy, and the importaoicéhe firm structure of financial
relations'’”> Minsky wanted to correct the omission by usingyi@s to explain the
economic instability that had emerged after théogeof post-war financial conservatism
by pointing to “cumulative changes in financialatébns and institutions over the years
following World War 11.*"® In other words, he wanted a more robust versiothe
General Theorythat emphasized the institutional structure oéficial markets. As he
put it, “[ijgnoring financial markets while tryingp explain the behavior of advanced
capitalist economies is like ignoring the Princeasting a production of Hamlet? So
Wall Street and The City (a reference to the Londapital market) figure prominently in
his work!”™ Importantly, Minsky defined financing “functiongl in terms that
transcend whether or not a firm is organized agamred depository institution or not,
making his approach especially relevant as nonktemders become active in the credit
market!”® In particular, the liability structure of thesadnce firms — how they used debt
to finance themselves — was central to his thebigspability.*””

172 «The substance of what was neglected in the deweémt of the synthesis [of Keynes into mainstream
economics] can be grouped under three headingsialeenaking under uncertainty, the cyclical chéeac
of the capitalist process; and financial relatiohan advanced capitalist economySeeKEYNES, supranote
157, at ix. Avoiding these elements made the Gardreory easier to swallow: “That is, once undatia
and the cyclical perspective were ignored, which isll order, [Keynes'] new theory could be phchge
terms of familiar constructs, first modified andethput together in a novel mannerld. at 60. The
introduction in the Banque de France’s recent ctibe of fifteen essays on liquidity highlights geevery
three issues: the role of uncertainty, liquiditgdahe structure of the finance sect@eeliquidity in a time
colleague of his notes that towards Minsky’s fidalys (he died of cancer in 1996), he proposed Wiz o
synthesis of his economic approach to neoclassaabomics. “Minsky’s reconciliation was pointingthe
fact that his brand of economics augments andftsems standard theory by stressing the need torstatel
market processes in their institutional and histdricontext.” Charles J. Whale’& Minsky Moment:
Reflections on Hyman P. Minsk}919-1996), JoFECON. IssUES249, 252 (Mar. 2008) (citation omitted).

173 Minsky, UNSTABLE EcoNoMy, supranote 120, at 5.

174 Hyman P. Minsky & Mark D. Vaugharebt and Business CycleBys. Econ., July 1990, at 23, 24
[hereinafterBusiness Cyclés Minsky noted that “in the various versions b&tneoclassical synthesis the
financial mechanism, which is central to Keynedérasts, is almost always treated in a truncatshida.”
KEYNES, supranote 157, at ix.

15 See, e.g.UNSTABLE ECONOMY, supranote 120, at 223-253.

176 As he notes, the business of banking is — effelstiv dispersed across several financial intermigdia
“The line between commercial banks...other depositorijt institutions, miscellaneous managers of epn
(like life insurance companies, pension funds aatous investment trusts), and investment banlensare
reflective of the legal environment and instituibhistory than of the economic function of thesaificial
institutions.” SeeUNSTABLE ECONOMY, supranote 120, at 223.

177 1t is the opposite of what the Miller-Modiglianipproach suggests: “We must develop economic
institutions that constrain and contrbability structures particularly of financial institutionsand of
production processes that require massive capit@stment.” Id. at 5 (emphasis added}f. Francisco
Modigliani & Merton H. Miller, The Cost of Capital, Corporate Finance, and thedrhef Investment48
Am. EcoN. Rev. 261, 268 (1958) “Any decision [by a firm] to adaqureal capital assets, as he was keen to
emphasize, bequeaths the firm with a certain ligtstructure that shapes its balance sheet fong time to
come. This liability structure is either validatea contradicted by future events, with possiblyedir
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Others have observed that financial instabilityats/involves debt speculation,
but what Minsky adds is a method for classifyingrbaing based on how it impacts the
borrower’s liquidity and how it will be impacted tyture market liquidity’® Granted,
many forces can make the financial sector morel&agut Minsky’s method diagnoses
how specific financing deals can set the stagebfith funding and market liquidity
problems later. It also has the virtue explainsegtoral trends by starting with an
example of how an individual firm finances itsetfdaextrapolating from there to suggest
sector-wide trends. (Minsky did not provide mamxteaded analyses of particular
liability markets, so the next Part is a case stfdgveraged loans?)

Taking loans as a fact (not as a modeling assumjptie noted that a borrower
pays back both the principal and interest at diffiérpoints during a loaft® Making
what is really a Coasian move, Minsky divided loanto three types: hedged,
speculative, and Ponzi, each of which producesmifft liquidity dynamics®® In a
hedged borrowing, the borrower expects the cash ftwthcoming from investment of
the loan proceeds to be enough to cover both iheipal and interest due in each of the
loan’s payment period§® That is, the borrowing is “self-liquidating” irhé old-
fashioned sense used by the Fed to identify codlbseceptable for rediscountiny. By
paying down the principal, the borrower graduadiyuces its leverage attributable to the

consequences as firms’' expected returns might neeerealized.” Korkut A. ErturkOn the Minskyan
Business Cyclé (Levy Inst. of Econ., Working Paper No. 474, @00

178 See BHN KENNETH GALBRAITH, A SHORT HISTORY OFFINANCIAL EUPHORIA 20 (1993) (“All crises have
involved debt that in one fashion or another, hasome dangerously out of scale in relation to the
underlying means of payment.'$ee also idat 76-77 (discussing the role of margin leverageadntributing

to the 1929 crash). Legal scholars have cited demerally for his thesis about financial instapjlibut the
recent events in the credit market make the spsaifi his classification of borrowing timely. FkaRartnoy,
Why Markets Crash and What Law Can Do Abou6lt U.PiTT. L. REV. 741, 755-56 (2000) (identifying
Minsky’s financial instability thesis as a precurso Charles Kindleberger's economic history ofafiicial
market crashes). Partnoy situates Minsky as aceoair economic arguments that financial marketstcra
because of “cognitive error” on the part of indived borrowers and lenders in the markéd. at 754-55
(comparing theories based on cognitive error witssé based on moral hazard and information asymmetr
179 For example, he points out that the U.S. Treamugyspeculative, rather than hedge borrower becafis
its tendency to refinance maturing principal otigas: “The Treasury with its large amount of oatsting
short-term bills is, in effect, a speculative uai, are commercial banks. In the sense the teuseid here,
any financing of long-term assets with short-terebtdmakes the borrower a speculative uniBusiness
Cycles supranote 174, at 26. Given the doubling of U.S. publebt in the last 5 years, it might be more
accurate to see the Treasury as a Ponzi borrower.

180 ynsTaBLE EcoNoMy, supranote 120, at 206-207. “Hedge financing units arelrtbankers...expect the
cash flow from operating capital assets (or frornimg financial contracts) to be more than suffitiem
meet contractual payments commitments now andeiffiuture.”

181 See infranote 363 and accompanying text.

182 YnsTABLE ECONOMY, supranote 120, at 206-207. “Hedge financing units dmirtbankers...expect the
cash flow from operating capital assets (or froonimg financial contracts) to be more than suffitiem
meet contractual payments commitments now andefuture.”

183 gelf-liquidating paper refers to “paper which sstied or drawn under such circumstances that in the
normal course of business there will automaticalthyne into existence a fund available to liquidzaehe
piece of paper, that fund being the final proceefithe transaction out of which the paper aros&ée
FEDERAL RESERVELENDING HISTORY, supranote 4, aB1 (quoting a 1918 Bulletin of the Federal Reserve)
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loan. If it is a fixed-rate loan, rising intereates do not increase the interest costs to the
borrower or jeopardize its liquidity, although tHmorrower “loses” if rates drop,
especially if the borrower has floating-rate asse®n the other side of the loan, the
lender in a hedged-borrowing has less default(aftkough, conversely to the borrower,
the value of the loan to the lender will deterierdtrates rise). Unless the lender has
negotiated a pre-payment penalty, the lender msg/Value if interest rates drop.

A loan is “speculative,” the second of Minsky's bmwing types, when the
proceeds of its investment will produce enough chsWw to pay the interest as it
becomes due but not the principal as it mattffesTo pay principal, the borrower will
have to refinance, risking higher interest rates atecline of its own creditworthiness,
risks that liquidity euphoria make seem distdnt. The speculative lender also risks
more, particularly if it has waived debt covenantnd, a speculative loan may “cost”
the lender more in terms of regulatory capitaloatdhat increases with the risk of the
loan or the borrower. To the lender, too, thesstscoan seem remote so long as the
lender anticipates off-loading the loan in the selaoy market, as has become common.
Minsky saw a floating-rate loan as “inherently ggative.”**® A borrower can hedge the
risk from a floating-rate by swapping into a fixeade, but the borrower incurs costs and
the risk that the swap counterparty will default.

The cash flow from a Ponzi borrowing, the thirdMihsky’s types, will finance
neither the interest nor the principal due on thenlas these payments become "dle.
As in the speculative loan, even on its first dag borrower expects to re-enter the
market to refinance rather than count on operatagi flow to repay the loan, a dynamic
suggested by the subprime residential mortgageehffk A Ponzi lender also faces the
risk that the loan’s value will deteriorate, mocetlsan with a speculative loan.

Thinking in terms of the three borrowing types ep$ the funding and market
liquidity both reflect the effect of leveraged lidity. First, Minsky’s classification
shows how borrowing affects a firm’s funding ligitydand exposes it to future price risk
when refinancing. Hedged borrowing has low fundiggidity risk because the firm can
pay interest and principal from its internal calshvf rather than refinancing. Speculative
borrowing exposes the firm to liquidity risk andrdes it back into the credit market.

184 UnsTABLE ECONOMY, supranote 120, at 207. “Speculative finance involes short [term] financing of
Ilggg [term] positions. Commercial banks are thetqiypical speculative financial organization.”

Id.
188 «[A] unit that borrows at floating rates is engdge a form of speculative finance, even thoughuting
interest rates it is engaging in hedge financingliNsky, UNSTABLE ECONOMY, supranote 120, at 208.
187 \Whether or note the borrower and lender makeasssimption explicit, Ponzi borrowing assumes future
borrowing to meet the contractual repayment oblget on the debt: “whereas the short-period cashs
for speculative units are such that financing cdstqot increase outstanding debt, for Ponzi fieamcits
financing costs are greater than income, so theafabe amount of the outstanding debt increasewiRaits
capitalize interest into their liability structuteld. at 207.
188 Even though subprime borrowers who had takenloatifig-rate loans with low “teaser” rates knewttha
the rates on their loans would rise eventually,piespect of refinancing at the reset debt to atiwédrate
hike would have seemed likely insofar as thesedveers also assumed that real estate prices waaddiak.
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Ponzi borrowing does the same, only more so bedéwesborrower can fund neither the
interest nor the principal due from internal caklwf That is, speculative and Ponzi
borrowings make the borrower provisionally moreuid (through inflow of cash), but
they encumber that liquidity with claims to repayrmthat exceed the expected cash flow
from the use of the loan proceeds. In this sespegculative and Ponzi financing
compromise the borrower’s future liquidi}. This is “leveraged liquidity” as it applies
to the borrower’s funding liquidity.

Second, Minsky’s classification also shows how ting influences leveraged
(market) liquidity in several ways. First, the sgdag power made possible by
speculative and Ponzi borrowing funds the borrosvedemand for return from
investment in other assets, whose prices go uppgsl in the research on pro-cyclical
financial firms. This is an example of market ldjty because the borrower’s leverage
helps to underwrite the salability of assets inrteecondary markets. Second, borrowing
on speculative and Ponzi terms is likely to encgerimvestment by the borrower of the
loan proceeds in speculative and Ponzi assets $ethey promise a higher return (think
of what happened to the savings and loans in tB8s)9 Finally, both of these effects on
market liquidity loop back to the funding liquiditgf borrowers because the assets
pursued for investment by these borrowers may benselves — as is the case with
leveraged loans and other structured credit preductthe speculative and Ponzi
borrowing of another firm.

This final point reflects the circularity producdéy the originate-to-distribute
model. Lenders originate a loan and then setl the secondary market as a credit asset.
With the proceeds of the loan, the borrower caregbtin other assets, including in the
distributed loans of other borrowers in the seconderedit market. The lender
anticipates this demand for distributed loans, tsonay be more willing to make
speculative and Ponzi loans in the first placeer€may be leverage on both sides of the
transaction: the borrower leverages when takingtbatloan and, to the extent that
borrower funds are used to buy distributed loahs, demand for these loans is also
leveraged. In this scenario, borrowing can chglethe borrower’s funding liquidity
while contributing to the liquidity of the seconglanarket for loans, hence the inverse

relationship mentioned earlier between borrowerraadket liquidity'*°

Contrast this with the opposite of leveraged ligtyidthe liquidity produced in a
repurchase agreement. In this case, market demand for a less liquidisgcinduces
investors to sacrifice liquidity by offering casls aollateral for what is, in effect, a

189 pouncy notes that on the upside of the cycle ithe is becoming less liquid as asset values aiBgis
"This period of euphoric expectations leads to éased investment, improved corporate earnings|cavet
unemployment. These conditions validate the recset of speculative finance and the maintenance of
higher debt-to-equity ratios. However, the risedebt-to-equity ratios results in less liquidityrris go to

the debt market, which is now responding to in@dademand, with higher interest ratesSeePouncy,
supranote 26, at 567 (citation omitted).

190 5ee supranotes 85-90 and accompanying text.

191 See supranotes 68-72 and accompanying text.
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securities loan (what | called a negative liquiditseference earlieff? It is a fully
hedged borrowing in Minsky’s scheme, because thedation value of the security can
cover the loan (and many repos have an extremelst $&rm, i.e., overnight, such that
risk is limited by the deal structure itself). Bag as all borrowing is of the hedged type,
there is little financial fragility and, presumapiower growth because it is as though
the borrower is on a gold standard of its own:ilt borrow only when the credit can be
backed by its assets.

It is speculative and Ponzi borrowing that introglsicisk both to the borrower
and to the sector as a whole. When a firm thatdmemsowed on speculative or Ponzi
terms faces a maturing payment of interest or jpaic the borrower must either
refinance or sell an asset to fund the paymentfin&®ing is fine so long as the
origination and credit trading markets continuesegalate, but when this is not the case,
the borrower must sell assets. If many borrowigrd themselves in this situation at the
same time, their liquidating asset sales have ffexteof a bear raid on these credit
products, driving down the trading price of thessets and making lenders skittish about
refinancing. This means that other borrowers facimaturing debt may also have to sell
assets, liquidity dynamics that potentiate eackero#md can lead to the extreme events
that show up as “fat tails” but not as foreseedbfises in most financial modéefs.
Leveraged liquidity, then, can engender finanaiagility leading to instability, even as it
seems to be contributing to stability by facilitafiexchangé®*

Expressed in terms of Minsky’s borrowing types nthe&hat began to happen in
July 2007 was that firms could no longer refinatiwdr speculative and Ponzi financing.
A report of the European Central Bank on leverdgagut financing by European banks
issued three months before the summer 2007 creditickh suggested that banks
anticipated that these financing structures wenstigtainable”:

Interestingly, some market participants [Europeamnkis] tend to admit that some
of the LBO deals currently being financed are ctimrézed by capital structures
that are known to be unsustainable in the long temmthe assumption that the
deals can be refinanced on more favourable terrtiginear futuré®

That is, these bankers knew that they were engadgirgpeculative and Ponzi
lending that would fall apart when the bubble bur3the market's validation of what
these bankers expected has led some financial cotatoes to speak of the credit
contraction as a “Minsky moment.” But just as Mipshad objected to the selective

192 Id

1931t is another example of the link between asset mmarket liquidity: “Ultimately, however, financial
innovation will be unable to generate the profigessary to service debt. Firms will attempt tb asdets to
service debt, and the asset market will becomalldd SeePouncy,supranote 26, at 568

194 Adrian and Shin’s argument that leverage is prdicgl and that market structure creates chanrfaiew
contagion are in line with Minsky's argument abboiv borrowing increases on the upside of the market
Seeliquidity and Leveragesupranote 22.

195 EUROPEANCENTRAL BANK, LARGE BANKS AND PRIVATE EQUITY-SPONSOREDLEVERAGED BUYOUTS IN THE

EU 39 (April 2007).
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incorporation of KeynesGeneral Theoryseeing “Minsky moments” asnly the acute
contractions misses Minsky’s more basic points ithe liquid moments leading up to the
contraction — specifically speculative and Ponalsigut on during stable periods — that
resolve into financial instability. The next sectilooks at why and how corporate
leverage markets have become increasingly pronéoth leveraged liquidity and
speculative and Ponzi financing.

C. Shifts toward speculative and Ponzi financing

Leveraged liquidity is more common now because rehds towards more
speculative and Ponzi financing that, as discusstolw, have changed the structure of
corporate leverage markets. Market structure msatbecause, as has been observed
about the quality of trade execution for retail @stors in equities, the market its
market structure because it is this structure destrmines the outcomes for buyers and
sellers and defines the dynamics that regulatorst mddres$’® Thinking in terms of
market structure is more common when law requirés for example in
telecommunications, anti-trust law, and the fedseslurities markeéf’ Credit markets
have a structure too, but the divide between bamk securities regulation creates a
regulatory gap. True, the SEC has a statutory atent look after the national capital
market system, but it has focused on equity marlestsn though more debt than equity
is raised in capital markets. Banking regulatoosconsider the market structure of
banking; but regulation has yet to catch up witlhrent banking practices let alone a
specialized practice area like corporate lendifigindeed, the financial sector may be
changing too rapidly to freeze in any single regariamodel***

196 | awrence E. MitchellStructure as an Independent Variable in AssessiagkSViarket Failures72 Geo.
WasH. L. Rev. 547 (2004). The equity markets which he analyzelside the physical and over-the-counter
trading mechanisms in which buyers and sellers angh equity securitied. at 560-63 (listing the major
stock exchanges, securities associations, anchaliee trading systems where equities trade). haiic
argues that focusing on market structure wouldebetveal the effect of market dispersion on coitipat
and its effects on execution quality for retail éstors. Id. at 563-568 (focusing on order routing and
execution of equity trades by retail investors).

197 Congress gave the Securities and Exchange Coromig$8EC”) authority to analyze the national
structure of capital markets in the National Markgistem Amendments of 1975, some forty years after
establishing the SEC. Dale A. OesteHias the SEC Exceeded its Congressional Mandateatilifate A
“National Market System” in Securities Trading N.Y.U.J.L. & Bus. 613, 617-29 (2005) (analyzing the
history and context of the National Market Systemehdments).SeeCorinne Bronfman, Kenneth Lehn, &
Robert A. SchwartzMarket 2000: The SEC's Market 2000 Repd® lowA J. Corpr. L. 523 (1994)
(describing the enactment of the National Markest&yn Amendments of 1975, which identified specific
aspects of market structure policy on which thenageshould concentrate). Congress and the SEQrdisa
over what the agency’s role in market structureughdoe: Congress favored a more substantive role in
promoting competition while the SEC preferred talgme and influence market structure through réagir
disclosure about firms and produdts. at 528-29.

198 Since passage of the Bank Merger Act of 1960, fadReserve member banks have held annual
conference to report on trends in U.S. bankingctiine. SeeFeD. RESERVE BANK OF CHICAGO, A BRIEF
HisTORY oOF THE CONFERENCE ON BANK STRUCTURE & COMPETITION, available at
http://chicagofed.org/news_and_conferences/conéeerand_events/2005_bank_structure_history.cfm.

199 Alastair Clark, Analytical models of financial stabilit§2-13, Cass Business School (Mar. 28, 2007)
(“...there is one further difficulty [in modeling famcial stability] — namely that the structure of financial
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| emphasize four trends that contribute to thesangbs. First, like Dr.
Strangelove with the bomb, we have gotten usedp&zidative and Ponzi forms of
borrowing, both in our personal finances and awates of firms. Second, during the
recent period of low volatility and easy moneynfi borrowed more at floating-rates,
exposing themselves to interest-rate risk. Thimhre nonbank lenders are both
originating and trading corporate credit, beyone tburview of federal financial
regulators. Finally, the business models for difif¢ types of financial intermediaries
(commercial banks, investment banks, insurance aamp) are converging with respect
to their pursuit of revenues from credit risk assdt is secondary markets for credit that
have made these convergences possible and helpgdi¢owrite speculative and Ponzi
financing?® Each of these four factors represents the kindfio&ncial innovation”
whose impact on financial stability has not beeopprly appreciated by neoclassical
explanations of financial market¥.

In his wry history of credit expansion, James Graates how U.S. borrowers
became more “leverage-friendl§?® Credit was limited in the 19and early 20
centuries, because firms were reluctant to bornovfanancial institutions were reluctant
to lend except on a fully (or over-) collateralizedsis®®® During this period, the gold
standard helped to limit credit by linking it toetlreal econom§?’* Before the Great
Crash, margin leverage greatly contributed to sipgion in securitie$” And public
utility holding companies bucked the trend of thees against leverag® Willingness

sector is changing and arguably changing faster éimy other sector in the economy.”) (comparinfedént
financial models used by central banks).

200 The factors are common in the literature on séesrand credit market structure. Equity markerditure
focuses on the identity, function, and interesténefitutions (like brokers and proprietary exchesjg how
the markets themselves are organized and conneeictoother; the depth and liquidity of securitiesrkets
when they are spread across a national systemthantble of Commission rules on, among other things
whether consumer protections for retail investaes adequate. The banking market structure litezatu
focuses on the kinds of loan assets which bankd, thaw these banks fund themselves, and, crucieihgi
the Federal Deposit Insurance Corporation’s roledaaring residual downside risk for insured degos$iow
the mix of bank assets and liabilities affectsliheidity of the institution itself.

201 seePouncy, supranote 26,at 524-538 (identifying floating-rate notes, swapagd, securitization as
financial innovations).

202 5ee generallyamEs GRANT, MONEY OF THEMIND (1992) (tracing the history of credit expansioonirthe
establishment of the Comptroller of the Currenaptigh the 1980s leverage buyout phase).

203 The process of credit expansion took about a ecgntBor a time in the 1980s, it seemed that anyone
could get a loan; that, indeed, almost nobody wdaddyiven the opportunity to refuse one. The ojpos
condition ruled around the turn of the centulg.”at 76.

2041d, at 7 (“The gold standard, which President Clevélahampioned a century ago, was a system for
coordinating the growth of money and credit witlhowth of production and population.”) Under the
standard, money was a liability of the issuer,the. Treasury or the central bank, which wouldéssaly so
much money as was backed by gold in reserve.

205 SeeGALBRAITH, supranote 178, at 76-77 (showing how margin leverageOof with margin credit rates

as high as 15 contributed to leverage before t2® teéash).

206 By establishing a holding company to hold the Bgiriterest in the base company, the enterprisédcou
multiply the number of related entities that coisisuie preferred stock and debt. The quality ofpttederred
and debt suffered. Although the Public Utility dimlg Company Act of 1935 curbed the use of holding
company leverage, overall, the New Deal began imghef credit expansion and laid the groundworktfor
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to leverage began to increase again after the mmoitation of New Deal credit
programs>’ Federal deposit insurance helped to create cemdil in lending as did
other New Deal credit allocation programs that sboted to a “democratization of
credit.”?® The public debt grew too, especially during Wonkhr 112°° Nevertheless,
immediately after World War Il, a culture of “finaial conservatism” contributed to
relatively little leveraging by firms and individisg'® This would change in the
following decades, in part as housing finance mow expanded, making home
ownership (at least in formal terms) a reality foore people. Formal homeownership
(and mortgage debt) increased from around 60%ere#nly 1990’s to more than 65% by
2000?** But these owners have extracted (and spent) mlittie equity in their homes
through refinancing and equity lines of credft. While formal homeownership has
grown, then, the average net equity in homes hasdsed™ As one journalist recently
put it — “Why do we love leverage so much thatitte?***

A second factor that has contributed to speculativé Ponzi financing is the
growth of floating-rate debt, a kind of borrowinat Minsky considereger se
speculative because it exposes the borrower tadligurisk as interest rates charfge.

corporate leverage cycle. Blair-Smith and HelfeimstA Death Sentence of New Lease on Life? A Survey of
Corporate Adjustments Under the Public Utility Holgl Company A¢t94U. Pa. L. Rev. 148 (1946).
207 As Grant puts it;
[Nt was in the Depression that the government fiffered its guarantee wholesale in lieu of the
credit of banks and individuals. The consequemdehis epochal change were slow in coming,
awaiting the time when the existing generationesfders, whom the Depression had scarred for
life, were ready to move on. In time, the socatiian of risk — in which A paid B’s debts, and
perhaps Z’'s — would help to ignite the greatestlitiexpansion in American annals.
SeeGRANT, supranote 202, at 242.
208 The phrase belongs to Arthur J. Murray, an eatiyoaate of credit expansiond. at 77.
209 Between 1940 and 1945, the federal public debi grearly six-fold from $43 billion to $260 billion.
BUREAU OF THEPUBLIC DEBT, Statistics.
219 Bysiness Cyclesupranote 174, at 24. “Due in large part to the finahstructure conservatism induced
by the Great Depression and the [price] controldMafrld War 1l, extraordinarily low ratios of privat
indebtedness to aggregate income obtained for nafclthat period...In practical terms, cash flow
commitments due to liabilities were very small tietato incomes.”
21 seeWenli Li, Moving Up: Trends in Homeownership and MortgageeiiteédnessBUsINESSREVIEW,
Federal Reserve Bank of Philadelphia, at 3 (Se€mtter 2005)available at
www.phil.frb.org/files/br/brq105wl.pdf (analyzingoime ownership and financing trends using consumer a
banking data).
212 For example, in 2003 homeowners liquidated $3llbiin equity through refinancing and equity line
of credit. SeeFederal Deposit Insurance Corporatiblouseholds Use Home Equity to Increase Cash Flow
Consumer Sector Outlook for 2QG&vailable at
http://www.fdic.gov/bank/analytical/regional/ro208g/na/2004winter_01.html (summarizing trends in
economic indicators reflecting consumer income,ltheand consumption).
233eelavier SilvaA House of Cards Refinancing The American Dre@amMos (public policy institute
which studies economic insecurity and advocatemterventions and to reduce it), January 9, 2005,
http://www.demos.org/pub409.cfm (concluding thatcimof the cash flow from refinancing and equityebn
of credit obtained between 2001 and 2003 went teIcliving expenses and pay down consumer credit)
214 Michael S. RosenwaldWwhy We Borrow Until It Hurts WASHINGTON PosT, Mar. 23, 2008, at F1
(comparing leverage by households with corporateimvestment leverage).
215 The conclusion predates the growth of interest-sataps that let borrowers convert floating-ratefixed
rates, albeit by taking on default risk to the sveapinterparty: “[A] unit that borrows at floatingtes is
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Firms must contend with interest-rate risk evennhsing fixed-rate debt, but floating-
rate debt adds complexiti. For example, it was the mismatch between varisdike
liabilities and fixed-rate assets that triggeree siavings and loan crisis of the 1980s.
These institutions found themselves locked-in tatgames and other long-term assets
paying only a fixed-rate while their liabilitiesthat kept rolling over during the term of
these fixed-rate assets — became more expensisertize as interest rates rése.In
response, these institutions took increasingly igislbets in real estate and other
investments, a strategy that ultimately led manghefn into insolvenc§™®

The rate on most firm borrowing before the 1970sléel to be fixed®® U.S.
banks had lent at floating rates abroad but ndbmestic market§* This began to
change in the 1970s, as banks lent at floating @denestically to protect themselves
from rising interest rate$? Today, the LIBOR is the most widely used floatiage for
corporate borrowing?® For example, a climb in LIBOR of 26 basis poifgsjuarter of a
percent) between April 14-18 of 2008 increasedatieual interest cost to corporate
borrowers by about $18 billigfi? To protect their own risk from drops in the LIBOR
lenders have begun to impose floors on LIBOR loatiich means that the borrower
faces only the downside risk that rates will rigg@levnot enjoying the upside risk that
LIBOR will fall.?*> It is an example of bargaining power returniodenders. Granted,
firms can “swap” out of floating-rate risk but tieesrrangements do not always work
because the firm becomes exposed to the swap cqartg’'s own credit risk, as
suggested by recent experiences with monoline bwutance.

engaged in a form of speculative finance, even ghoat ruling interest rates it is engaging in hedge
financing.” WNSTABLE ECONOMY, supranote 120, at 208.
218 For example, if interest rates decline againsixadfrate liability of the issuer, then the reabtoof
servicing that liability increase (if interest-ratése against a fixed-rate liability, that debesddinto-the-
money” for the issuer, who would have to pay mares¢écure comparable funding in the then current
market).
i; JERRYW. MARKHAM , 3 A FINANCIAL HISTORY OF THEUNITED STATES 152 (2002)
219:3:
220 |nterest rate historians Sidney Homer and Ricl8yith identify 1981 as the peak of this trend: tAeir
1981 peaks, seasoned prime long corporate bonds seding to yield 15.50%. Commercial paper yields
reached 16.66%, three-month Treasury bills solgetnl about 16.30%, and the Federal Reserve’s digco
rate was raised to 14%. The annual average gfrihee rate in 1981 was 18.87%."I9MORY OFINTEREST,
supranote 161at335.
221 HAROLD VAN B. CLEVELAND & THOMAS F. HUERTAS, CITIBANK 1812-1970 267—68 (1985) (analyzing the
history of Citibank).
222 yariable- or floating rate instruments — loanstescand mortgages — came in as another way tovitipe
market fluctuations and inflation. The interegeran instruments was linked to other key interats, such
as U.S. Government bill, note, and bond ratesh@tbndon inter-Bank Offered Rate (LIBOR), a ratado
the U.S. Federal Funds rate, in the Eurodollar etarkTo the extent that such key interest ratelviol
inflation rates, there is little difference betweeariable- or floating-rate financing and inflatiamdexing.
HISTORY OFINTEREST, supranote 161, at 433.
223 geeMollencampsupranote 47, at B1 (analyzing impact of climbing LIB@R $9 trillion in corporate
?zgrrowing and $900 billion in sub-prime residentiabt).

Id.

2251d. at B5
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A third factor tending towards the fragility of tfieance sector is the growth of
nonbank financial intermediaries as both originatnd traders of corporate credit
products. These nonbank lenders include investiamits, insurance companies,
pension funds, hedge funds, sovereign wealth fuantl$ pthers. Noting that a new
“credit paradigm” had emerged due, in part, toghgicipation of hedge funds, a credit
rating agency noted that hedge funds as lendensdatat liquidity and increase the risk of
fragility in the finance sectdf® More generally, if Adrian and Shin’s conclusitwat
investment banks engage in more pro-cyclical legiagathan do commercial banks is
right, then other nonbank lenders may do the sémecby facilitating more speculative
and Ponzi financing. Moreover, nonbank lendersenikarder to track the credit supply
and to understand the links between the financiahemy and the real economy. At a
recent monetary research conference, Fed ChairrmaraBke encouraged academics to
study nonbank lenders in the credit mafkétHis comments echo Minsky’s focus on the
role played by liability structures in increasirigancial instability??

To be sure, commercial banks still lend to higldydraged borrowers, leading to
the occasional slap on the wrist from regulatéts.During the last merger financing
wave, banks earned the ire of their regulatorsbiddge lending, purportedly on an
interim basis although the term lengthened as nhaidaidity evaporated®® As noted
earlier, though, nonbank lenders now provide moredit than do depository
institutions®®! For this reason, the Fed has begun to offerdiguisupport to nonbank
firms, not only through the discount window butcalerough new credit facilities open to
investment bank&?

226 “The growing role of hedge funds in the credit keds without question has introduced greater [fogdi
and market] liquidity in the near term. Of concerould be an ill-timed event that led to a sudderersal of
this liquidity across multiple segments of the dredarkets.” Fitch RatingstHedge Funds: The Credit
Market's New Paradign? (Jun. 5, 2007).
%27 gen S. Bernanke, The Financial Accelerator andQteslit Channel, Conference: The Credit Channel of
Monetary Policy in the Twenty-First Century (Jurtg 2007).
228 Bernanke noted that “Nonbank lenders may wellligest to the same forces” to which banks are én th
credit channelld.
229 Federal interagency guidance from 2001 found abaut one-third of all syndicated bank loans inedlv
exposures to borrowers whose leverage (as measiureagh debt-to-assets, debt-to-equity, cash flow-t
total debt or other standard financial ratios) sigantly exceeded industry norms for capital stune.
OFFICE OFTHRIFT SUPERVISION FED. DEPOSITINS. CORP, Leveraged Financing (2001). The same thing had
occurred in the late 1990s when the Federal Resenvplained to member banks underwriting standfands
corporate loans. ® oF GOVERNORS OF THEFED. RESERVESYS., Lending Standards for Commercial Loans
(1998). The following year, the Federal Reserveildaepeat its advice. B OF GOVERNORS OF THEFED.
RESERVESYS., Recent Trends in Bank Lending Standards for Coniaidroans(1999).
20 Banks on a Bridge Too FAWALL ST. J., June 28, 2007, at C1 (reporting that prospegiiwchasers of
buyout debt are objecting to the contractual ptaies in these bonds, thereby increasing the risk t
commercial bank balance sheets).
lgee supranote 52 (using Federal Reserve flow of funds toasthat nonbank lenders now provide more
credit than do depository institutions).
32The Fed added three new credit facilities aftereffects of the credit crunch beginning in 200Zanee
more serious:

The three newbies — the term auction lending tgcilhe primary-dealer credit facility, and the

term securities lending facility — total more tHaadf-a-trillion dollars, with more if needed. Much
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Hickman’s breakdown of bond issues by industry mlid include the financial
sector, so comparing across the period is diffiédltn the fifty years since his research,
however, finance has become a major sector inwits right, so much so that a research
literature examines the “financial accelerator'tteé economy* One attempt to move
beyond the banking model is the recent statemettieoPresident’'s Working Group on
Financial Markets, which addressed the role ofvame capital pools.?** The open-
ended category — “private capital pools"— sounded\a, though tardy, note by nodding
to a variety of intermediaries whose financial iipan other firms was unknown but
suspected of being materfdf. More specific than the “pool” idea is the concept
“leveraged financial intermediaries” used in thesearch on procyclical borrowing
broker-dealer§®’

Of the nonbank firms, sovereign wealth funds rajsecial questions about their
role in engendering fragility in the financial secbecause they operate behind the cloak
of sovereignty. These funds are semi-private abbols funded by countries with
budget surpluses, earned from exports of oil ahératommoditie$® These funds use

of this money is available not only to commerciahk [Fed members] but also to investment
banks, which normally aren’t allowed to borrow frone Fed.
Allan Sloan,0On the Brink of DisastefFORTUNE78, 82 (Apr. 14, 2008)(analyzing federal regulateffprts to
stabilize the credit market by adding liquidity)..
233 Railroads, public utilities, and other industnigre the three major classifications of bonds. hEaajor
group was further divided into minor groups, of w@hithe manufacturing groups in the industrial
classification were the most differentiated. Hicknfaond Cyclessupranote 136, at 153-168.
24 One line of recent research views the financiataeas a “financial accelerator” of the businegsle
“Over the 1990s, the knowledge base about financeits linkages to thee real economy grew. Firanci
factors are now understood to amplify and propaghssges in the business cycle. Decisions abgitata
structure and corporate strategy coincide into lagtcome to be known as the “financial acceleratiathe
economy as a whole...”EOND JUNK BONDS, supranote 159, at 124-125 (internal citation omitted).
235 PRESIDENT S WORKING GROUP ONFIN. MKTS., AGREEMENT AMONG PWG AND U.S. AGENCY PRINCIPALS
ON PRINCIPLES AND GUIDELINES REGARDING PRIVATE PooLS OFCAPITAL (2007). See alsd’ress Release, U.S.
Dep't of the Treasury, Common approach to privatelp of capital guidance on hedge fund issues f&xus
on systemic risk, investor protection (Feb. 22, 700 available at
http://www.ustreas.gov/press/releases/hp272.htmhe Working Group is an inter-agency body with
representatives of the U.S. Treasury, the Boar@mfernors of the Federal Reserve, the U.S. Seesisdtnd
Exchange Commission, and the U.S. Commodity Futlirasling Commission charged with examining
financial market trends with regulatory and riskplivations that cut across the narrower intereftsach
particular government agency.
2% The warning is odd because it raises basic piiesipf counterparty risk management with profesalion
investors who are already in the best position rasjg the risks of the new credit markeld. at 3-5.
Recommendations 7 and 8 address the due diligdnoespectively, creditors and investors in theselp of
capital. 1d.
B7see Liquidity and Leveragsupranote 22.See also, e.gChristian Ewerhart & Natacha Vallginancial
market liquidity and the lender of last resart BANQUE DE FRANCE, supranote 23, at 138- 140 (examining
how these entities tend to liquidate their sea@siportfolios quickly in response to unanticipatesvnturns,
thereby intensifying downward price cycles).
238 graTe STREET LEGAL ADVISORS Who Holds the Wealth of Natidhs(2005), available at
http://www.ssga.com/library/esps/Who_Holds_WealthNations_Andrew_Rozanov_8.15.05REVCCRI114
5995576.pdf. For example, here | have extractdd e oil-based sovereign wealth funds (thesetlaee
largest types) with a reported value of more tharbiflion: Abu Dhabi Investment Authority (Unitedréab
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foreign reserves in two general ways: as “statitizd funds and as “savings funds®
Stabilization funds promote financial stability tile sponsoring country, essentially by
putting revenues from major exports into a coolde o manage budget shortfalls.
Savings funds serve the “inter-generational” gdapaoling current commodity export
revenues (that are not only volatile but may béd)rfor the benefit of future citizerf&
While laudable goals, they may impact the econastability of other countrie€’ The
United States and other governments have begumdistion surveillance of these

funds?*?

These funds added “mobile capital” that intensifidtet leverage wave by
creating investment demand for financial as§8tsBecause their goal is to support a
government’s various financing needs, “The claimssovereign wealth portfolios will
typically be more equity-like?** If so, these funds might prefer riskier investmen
which promises a higher return to the lender, idiclg speculative and Ponzi lending.
For example, sovereign wealth funds have increabed aggregate investment in
Western financial firms from less than 500 millidallars in the first quarter of 2007 to
over 10 billion since the following quartéf. As a Financial Times editorial put it, the

Emirates) $250 billion; Government Petroleum FuNdr(vay) $170 billion; Kuwait Investment Authority
(Kuwait) $65 billion; Brunei Investment AuthorityBfunei) $30 billion; Alaska Permanent Reserve Fund
(U.S.) $30 billion; QOil Stabilisation Fund (Russig8 billion; Alberta Heritage (Canada) $10 billjdgforeign
Exchange Reserve Fund (Iran) $8 billion; Kazakhdtational Fund (Kazakhstan) $5 billion; Oman State
General Reserve Fund (Oman) $2 billion; and AzgabaState Oil Fund Azerbaijan) $1 billiorid. at 2.
This list does not include Saudi Arabia’s sovereigralth fund, although it is estimated to be agdas that
of the United Arab EmiratesSeeMORGAN STANLEY, How BIG CouLD SOVEREIGN WEALTH FUNDS BE BY
20157 (2007)available athttp://www.morganstanley.com/views/gef/ (estimgtiBaudi Arabia’s sovereign
wealth fund at $300 billion). The IMF’s FinanciataBility Report mentions these funds tooiNANCIAL
STABILITY REPORT, supranote 36, at 74.
29 Fred Weinberger & Bennett GoluBsset Allocation and Risk Management for Soverdigalth Funds
in SOVEREIGN WEALTH MANAGEMENT 74 (Jennifer Johnson-Calari & Malan Rietveld ed8Q7) [hereinafter
SOVEREIGNWEALTH).
2401d, at 74-75.
241 As one journalist noted: “[E]xperts are asking thtee cross-border investment is evolving into sdrimef
new that could be called cross-border nationabratraising the specter of government interferencieee
markets — only this time, in other countries’ maskeather than their own.” Steven R. Weism&oyereign
funds’ stir growing uneasdnT’L HERALD TRIB., Aug. 21, 2007, at 1 (noting the U.S. Treasurgguest to
the International Monetary Fund to increase finahsurveillance of country-funded investment paols)
g?zoting growing U.S. official interest in monitogrsovereign wealth funds).

Id. at 1.
243 New York Fed President Geithner mentioned thesd<fias one factor which had changed the strucfure o
financial markets: “The increase in size of sovgmeivealth funds, the shift in assets to hedge fand
private equity managers, and the possible redudtidtome bias among private savers have incredsed t
amount of mobile capital in search of higher reguir8eeGeithner supranote 113.
244 seeWeinberger & Golubsupranote 239, at 73.
25UBS’s Subprime Hit Deepens Credit WorriggaLL St. J., Dec. 11, 2007, at AlSeeHenny Senderbu
Dhabi Considers Apollo Stak&VALL ST. J., July 6, 2007, at C1 (discussing proposed invest of Abu
Dhabi sovereign fund in private equity fund). Lgsar a sovereign subsidiary of the Abu Dhabi Itwest
Authority established a small fund of hedge furide, Multi-Strategy Hedge Fund. Press Release, AtmbD
Investment Company, (anticipating initial funding $60 million). The Abu Dhabi Investment Authority
owns a majority interest (97% as of December 2006he Abu Dhabi Investment Company.RNST &
Y OUNG, CONSOLIDATED FINANCIAL STATEMENTS ABU DHABI INVESTMENT COMPANY 17 n. 11 (2006). The
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equity bailout of U.S. financial institutions by ®@wf these funds suggests the “virulence
of the Minsky Moment.**® And the specter of sovereign wealth liquidity magve
encouraged the Fed to bail out Bear Stearns amsl,why, avoid another bargain
purchase of a distressed U.S. financial institutfon

In effect, these funds are the sovereign versioth@fff-balance sheet (“OBS”)
items that came into focus in the domestic condter the collapse of Enrdf® In
private firms, OBS arrangements let a firm avoid ltinunt of legal prohibitions keyed to
the firm’s balance sheet figuréS. In this sense, the liquidity in sovereign capjiabls
gives government officials “switching options” witlespect to investmefit Indeed,
recession might drive many of these switching oimto-the-money as market liquidity
for assets dries up, creating investment bargain¥he key question is how they did and

will invest 22

same subsidiary also syndicates loans, deals @igforexchange and the money market, provides trade
financing, and offers securities, commodities, atiger investment servicesd. at 6.

246 George MagnusMarket insight: Tough tactics to end credit crisin. TiMES, Nov. 28, 2007, at A23.
Magnus sees the $7.5 billion equity investment gbeereign wealth fund in a U.S. bank as “yet a@moth
strong indicator of the virulence of the Minsky Memt — a credit crisis named after economist Hyman
Minsky who analyzed the causes of financial inditybi 1d.

247 The bailout also raises an important public poligiestion going forward about these funds: if publi
funds (that is what Fed liquidity is) bore lossesBear Stearns, should foreign investors likeeHesds get
the benefit of acquiring a future controlling stakehe post-bailout firm?

248 SeeGabilondo,supranote 110, at 810-19.

249 Cf. In re Explorer Pipeline Co., 781 A.2d 705 (Del. Ch. 2p(Hblding that corporation’s decision to enter
into an OBS operating lease was not subject to perstajority provision found in the corporation’s
certificate of incorporation)see Samir El-Gazzar et al.The Use of Off-Balance Sheet Financing to
Circumvent Financial Covenant Restrictiond J.Acc. AUDITING FIN. 217 (1989) (analyzing forty-three
addenda to leases which contained debt covenamsatmine how firms use OBS arrangements to modify
covenant-based restrictions).

20 George TriantisFinancial Slack Policy and the Laws of Secured $eations 29J. LEGAL Stub. 35,39
(2005) (“As a general proposition, managers arehmaore prone to take actions that increase thefiaves
(for example, perquisite consumption or empiredind) or the welfare of their shareholders (for rapée,
share repurchases or high-risk investments) if ttaae cash at their disposal.”).

%1 some funds have already started exercising thesieeimoney options: “UBS joins a growing list of
Western banks, including Bear Stearns Cos., BadrRlyC, and HSBC Holdings PLC, that have received
[governmental] capital injections from Asia and tialdle East this year. The sovereign funds ‘aally
smart and are getting to see a huge number of appties around the globe at this moment,” says/ Gu
Cornelius, a managing director in Lehman Brotheoddihg Inc.’s fixed income departmenSeeMagnus,
supranote 246, at A23. He sees the $7.5 billion eqaigstment of a sovereign wealth fund in a U.Skban
as “yet another strong indicator of the virulendettte Minsky Moment — a credit crisis named after
economist Hyman Minsky who analyzed the causemanhtial instability.” Id..

22 gee, e.g.Jennifer Johnson-CalarManaging Commodity Revenues and Windfall Profitszestment
Income Fundsin SoVEREIGN WEALTH, supra note 239, at 47 (discussing alternative assetatilon and
spending policies for sovereign wealth funds desigto produce perpetual income); Bernard LRebust
Portfolio Construction in a Sovereign Wealth Comter SOVEREIGN WEALTH, supra note 235, at 157
(analyzing the “tactical allocation of professiomabney managers within the chosen strategy buekiet;

the appropriate combination of broad asset stresefpir the sovereign wealth fund has been detednine
using”).
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One final major factor has contributed to specuéatind Ponzi financing: the
convergence of the business models of financielimédiaries that had previously
specialized in different parts of the credit markatready much has been written about
the shift in the banking model from a lend-to-m#yuto an originate-to-distribute. An
excellent recent discussion of the issue in théecarof European banks active in
leveraged buyout financing introduced the distmttbetween “capital turnover” and
“"portfolio” banks.?*® Capital turnover banks pursue fee income and tiendickly
distribute any exposure to merger deals in thers#any market$>* Portfolio banks
pursue both fees and interest income anticipated frolding debt positions in leveraged
buyouts in which they have provided financifig.Apart from deriving income
differently, capital turnover and portfolio banki§es different kinds of debt instruments
in their merger financing’®

Less is known about the other side of the convargerthe way that nonbank
lenders discussed are evolving towards a businedsinthat derives revenue from
originating and trading credit. For example, E*d@athe third largest online brokerage
firm, came close to declaring bankruptcy in Jan2f§8 because of losses in its loan
portfolio, which held mortgage-backed securifiésin the years immediately preceding,
E*Trade had come to derive as much as 58% of vismaes from its loan portfolio,
rather than from its traditional brokerage busin@&sAnd this was part of a general
trend. Between 2000-20007, several major investinanks increased the proportion of
their revenues from (risky) proprietary trading,il@hheir profit margins declined on less
risky, fee-based businesses like underwriting, &rafge, and financial advisory
services™

An important report by financial market regulatfnem the U.S., U.K., France,
Germany, and Switzerland on how financial firms aged the credit market events
since the summer of 2007 emphasized the needrfandial firms to better manage their
funding liquidity?®® Liquidity management, however, is one aspecegfitation that has
not kept up with the convergence of these businesdels. In part, this is because we
still think about the liquidity dynamics of finamtiintermediaries in terms of a fading
distinction between, on the one hand, broker-dealezstment banks regulated by the
SEC and, on the other hand, insured depositorytutiens under the jurisdiction of
federal and state banking regulat®rs. The old distinction about liquidity made sense
when banks and broker-dealers served fundamerddfgrent functions. In the past,
banks borrowed at shorter terms and lent at lomges, making longer term credit

253 SeeEUROPEANCENTRAL BANK, supranote 195, at 19-20.
254
Id.

255 Id

2561d. at 27-29.

7 Katrina Booker,The Day $2 Billion Walked Out of the Do&ORTUNE, 99, 100 (Apr. 14, 2008).
258 |d

259 shawn TullyWhat's Wrong with Wall Street and How to FixFORTUNE 72, 72-74 (Apr. 14, 2008).

260 genior Supervisors Group, Observations on Risk dgament Practices During the Recent Market
Turbulence 3, 10-12 (Mar. 6, 2008).

21 5ee umpkin, supranote 50.
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available to credit consumers and, in so doingpsixg themselves to funding liquidity
risk from mismatches in their payables and recéasfh” So bank regulators have long
been the citadel of funding liquiditj? (The liquidity gospel is also spreading to financ
firms generally thougf®®) These regulators are now facing up more seoisshow
market liquidity affects the bank’s own liquidityspecially as banks move from a “lend-
and-hold” model to one based on “originate-to-distie.**®

In contrast, transforming the maturity of creditdhaever been the function of
broker-dealers as it had been of banks. Insteattebdealers provided investment and
advisory services and, importantly, held customepagdits of securities. To protect the
value of these customer deposits, the U.S. Seesiritind Exchange Commission’s
regulatory capital rule for broker-dealers (“nepital rule”) has always taken market
liquidity into account by insisting that broker-tia hold liquid assets (with a ready
market)®®® Now, though, the SEC'’s capital rules are changimgewhat in the direction
of the banking approach to funding liquidity andital. For example, the SEC now
allows complex financial firms to use what are essfly banking models of risk
management to evaluate their regulatory capitalirements as part of the agency’'s
consolidated supervision progrdf. And other securities regulators are also gragplin
with how borrower and market liquidity interact fiveir securities firm&®

262 This dynamic is less true to the extent that bamiginate and then distribute their loan assais,tbstill
describes much of the business of banking: "Theddumental role of banks in facilitating the maturity
transformation of short-term deposits into longrtdbans makes banks inherently vulnerable to lidyid
risk, the risk that demands for repayment outstii@ capacity to raise new liabilities or liquefysets.”
BaseL ComM., supranote 61, at 2.

283 One good plain-English source on liquidity managetrin banks — although its implications extend to
any firm facing changes in its funding providers-thhe U.S. Comptroller of the Currency’s handbook f
national banks on liquidity. IQUIDITY HANDBOOK, supranote 41, al

24 |NsT. OF INT'L FIN., PRINCIPLES OFLIQUIDITY RISk MANAGEMENT (2007). |IF's committee on liquidity
risk includes treasury management officers fronyfof the largest globally active finance firms.eTlteport
addresses government officials too by encouragdiegntto think in terms of a firm's “integrated liglity
position.” Id. at 40. The report recommends that firms conduenario analysis using both firm-specific
events and market-wide events which may influehesfirm’s liquidity. Although not mentioned in tHe-
report, detecting the early warning signs of lidtyidisk is key as well. lQuiDiITy HANDBOOK, supranote
41, at6-8.

25 Taking account of capital market volatility is amer reflection of the way the banking business has
changed from a lend-and-hold business to an otigiaad-distribute business:

The market turmoil that began in mid-2007 has higtied the crucial importance of market
liquidity to the banking sector...These events emiskeds[sic] the links between funding and
market liquidity risk, the interrelationship of fdimg liquidity risk and credit risk, and the fabat
liquidity is a key determinant of the soundnesthefbanking sector.

BaseL CommM., supranote 61, at 2. Established by G-10 countries irb1¢he Basel Committee on Banking
Supervision formed the Working Group on Liquidity 2006 to “take stock of liquidity supervision” its
current member countries — Belgium, Canada, FraBeenany, Italy, Japan, Luxembourg, the Netherlands
Spain, Sweden, Switzerland, the United Kingdom, #redUnited Statesld. at 1. See alsdGeithner,supra
note 113
26 steven L. Molinari & Nelson S. KibleBroker-Dealers' Financial Responsibility under tieiform Net
Capital Rule -- A Case for Liquidity2Geo. L.J.1,18-22 (1983)(emphasizing the centrality of mandatin
broker-dealer investment in liquid assets in thecagital rule).

267 Erik Sirri, Director, Division of Market Regulatip U.S. Securities & Exchange Commissidastimony
Concerning the Consolidated Supervision of U.Suft&es Firms and Affiliated Industrial Loan
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One factor driving the convergence of these busimesdels is the growth of
secondary markets in which formally distinct typddinancial intermediaries invest in
similar credit product®® Minsky recognized that secondary markets prorfuneling
liquidity for firms because they let firms sell agset for cash, although he noted that
only a central bank could avoid “epidemics of cdafice or lack of confidence?*
(Indeed, a central bank tends to act against thédmmce cycle.) But secondary market
trading have changed the nature of credit unddngritan originating lender makes a
loan based on the borrower’s creditworthiness aticipating the resale of that loan
later, the lender may also anticipate how the lwadold be valued in the “beauty contest”

in the secondary market.

The standardizing discipline of cash flow discongtwould suggest that both the
lend-to-maturity model of a portfolio lender anck tbriginate-to-distribute model of a
capital turnover bank would result in the same @dhr a loan, whether or not it is held
to maturity or held out for sale. In fact, thougfiis may not be the case. Already, some
have noted mark-to-market pricing (to secondaryketaexpectations) when liquidity is
tight may not reflect a loan’s fundamental val{feIf so, mark-to-market pricing would
contribute to price “contagion,” reducing the valokethe loan asset on an investor’s
balance sheet and, at the same time, compromisegniestor’'s funding liquidity by
leaving it with assets of less value with whichsaiisfy its maturing obligatiorf$? But
this is only half of the picture: market pricing ynaot reflect fundamental value on the
upside of the market either, during which rapidégaating asset values lead to “upside
contagion” by inflating the book value of the intas

Granted, the secondary market for bonds is muchdesve than that of equity
securities, although it is growing since electramading platforms for debt emerged in

Corporations Senate Committee on Banking, Housing, and Urbifaira (Oct. 4, 2007) (“The [consolidated
supervision] program provides consolidated supEmit investment bank holding companies that is
designed to be broadly consistent with Federal Resgversight of bank holding companies.”).

268 TECHNICAL CoMM., INT'L ORG. oF SEC. COMM’NS, SOUND PRACTICES FOR THEMANAGEMENT OF LIQUIDITY

RISk AT SECURITIESFIRMS (2002).

29 One sees the trend toward both nonbank lenderssacondary markets in the history of the money
market, which includes credit obligations of lelsart one year. When analyzing money market rateslsr
between 1900 and 1945, Homer and Sylla’s historpiefest rates uses prime commercial paper, aafi |
rates, short-term Treasury rates, short prime cgatpobonds, banker’'s acceptances, and, after, the
establishment of the Federal Reserve System, audisevindow rate. KTORY OFINTEREST, supranote 161,

at 356-363. In order to convey the same informatiwrthe period after 1946, federal funds are agddbdrt-
term Eurodollars (to reflect the growth of concatitm in overseas concentrations of dollars), and,
importantly, the secondary market rates for nebtaiaertificates of depositd. at 387.

219 For secondary markets to be an effective detemniofsystem stability, they must transform an asge

a reliable source of cash for a unit whenever needdinsky, Can It?, supranote 31, at 149.

2t see generallfFranklin Allen & Elena CarlettiMark-to-Market Accounting and Liquidity Pricin@006)

(on file with author) (arguing that mark-to-marleetcounting does not reflect the “true value” of bassets

during periods of tight market liquidity).
272 1d.
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the 1990$”® Even before these trading platforms arose, versfoa secondary market
for corporate loans has always existed becausesbaolld sell loans to correspondent
banks and bankruptcy trustees also sold I64nBut two things had to happen before the
secondary markets for syndicated loans would t#ké’® First, in the 1990s banks
decided to divest themselves of risky corporat@doa response to pressure from their
regulators and shareholdéf8. Second, the business of banking changed fronudagt

a net interest spread on lending to an “originatdistribute” model, in which banks
went after fee income, creating loan supply aldregway?’’

Credit derivatives (one kind of secondary markedprct) have both helped and
hurt in terms of providing market liquidity. Creédierivatives let a lender reduce its
exposure to the borrower’s default by supplementingubstituting the cash flow from
the borrower with a promise from another firm tokeahe lender whole for credit
losses’® During the current credit crunch, the cost ofdirénsurance for investment-
grade debt became volatile, even intra-t8yAn investor may increase its exposure to a
loss if the investor owns related products thaivéeirom that los$® Credit derivatives
create (and are intended to create) risk-shiftihgnoels between different types of

23 The median stock trades every few minutes whiéentiedian bond trades once every two months. George
SeeChacko,supra note 160, at 8 (analyzing liquidity trends in bomdrket). Each year, the Securities
Industry Financial Markets Association surveys $it@us of these trading platforms.EcSINDUS. & FIN.
MkTs. AssN, eCommerce in the Fixed-Income Markéte 2006 Review of Electronic Trading Systér3s
(2006). No single platform covers all the follogirasset classes, but, in the aggregate, thesendradi
platforms feature asset-backed securities, comalgpaiper, credit derivatives, certificates of dépdsuro
bonds, foreign exchange forwards, futures, andaoptiinterest rate swaps, repurchase agreemesetsthm¢
counter derivatives, agency and private mortga@#dh securities, structured notes, sovereign deftd)e
loans, and exchange-traded funtt$. at 17.

27 Hugh Thomas & Zhigiang Wandntegration of Bank Syndicated Loan and Junk Boratkets J. oF
BANKING AND FIN., Feb. 2004, at 299.

275 For example, the dollar-volume of secondary trgdif these syndicated loans increased ten-fold more
than twelve-fold between 1991 to 200Id. at 302 (showing increase in secondary marketrigagiolume
from $8 billion in 1991 to $110 billion in 2001).

278 |_umpkin, supranote 50, at 2.

277 The shift to fee-based revenues coincided withsaliiation in the banking sector too: consolidation
produced “large entities more oriented toward feeeth business than to straight portfolio lendiAg.these
institutions have moved from originating loans ® Held in their portfolios to originating loans atiten
collecting fees for structuring, distributing anehgcing loan assets, the secondary market for cential
loans has grown and taken on many of the sameatkésdics of the corporate bond marKdt.at 51, 62.

28 partnoy & Steelesupranote 24, at 1022-1031.

29 Mark Whitehouse et alThe Sky Darkens for Bondholders — Backfiring BetDerivatives, Corporate
Allegiances are Among Worries Raising RigkaLL St. J., May 12, 2006, at C1 (noting that after an S&P
downgrade of some major industrials, the “averageual cost of buying protection on $10 million in
investment-grade corporate debt rose to $76,000 $31,500” before settling “nearly unchanged” bg th
market close).

280 Chairman Bernanke identifies this as a risk of plem financial activity: “What is essentially tharse
risk can appear in different forms; for examplejeistments in a CDO tranche, a bond, and a cretitulie
swap may all entail credit risk to a given obligoBen S. Bernanke, Regulation and Financial Intiova
(May 15, 2007), speech presented at the FederatrResBank of Atlanta's 2007 Financial Markets
Conference—Credit Derivatives, Sea Island, Georgia, available at
http://www.federalreserve.gov/boarddocs/speech83/20070515/default.htm.
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intermediaries, for example banks and insurancepenies’® It was thought that these
derivatives would spread credit risk beyond banks i&to other deep pockets to bear
credit losses. When these deep pockets were askpdrform, however, some of the
credit insurers had liquidity (and solvency) prabgeof their own. And risk channels can
spread contagion between markets, as suggested avhdemwngrade of one tranche of
collateralized debt obligations triggered concefmowt structured credit products
generally’® These are all examples of risk diversificatiort fieing up to what the
model predicted®®

Taken together, these four trends — acceptancevefrdge, the use of floating-
rate debt, the growing role of nonbank lenders, emahges in the business models of
financial intermediaries — have permanently chantpedbusiness of banking and the
market structure of financing. THeeasury Blueprintmentioned earlier is the first major
executive branch initiative to recognize that tlaeagligm for financial regulation needs
to be radically retooled. For any reform to beeefive though, financial market
regulators and, to a lesser extent, lawmakers mma#rstand the current credit market in
more detail than they do now. Toward that end, rtegt Part offers a case study of
leveraged loans because they are rich in lessang apeculative and Ponzi financing.

V. CASE STUDY: LEVERAGED LOANS

The growth and structure of leveraged loans and tirggination and trading
markets epitomize each of the four trends discuabede. These are floating-rate loans
that are, in large part, funded and traded by nokbenders. Leveraged loans financed
much of the “shareholder-friendly” activity discess before, including mergers and
leveraged dividend®€* How borrower, lenders, traders, and brokers canthink about
leveraged loans reflects the semantic shifts tlombec with financial euphoria. The
financial prefix “leverage” came to substitute fbe harsher sounding “sub-investment-
grade” or, worse still, “junk” before the word “lod Rather than thinking in terms of
“credit supply” and borrower “demand for credittietloans became “supply” for which

281 Although its forms differ, in a credit derivatiwentract, the “protection seller” promises the ‘pation
buyer” to transfer a cash flow to the buyer if theyer suffers a credit loss on a transaction with a
counterparty:
The recent growth of risk transfer across sectbindaries leads to increased inter-linkages
among the sectors. Credit derivatives are an exarBgcause of the nature of their core business,
banks tend to operate as net protection buyerardrs on the other hand, tend to be protection
sellers, whereas securities firms take positiormsnfra trading perspective. Intra-group risk
mitigation, a special form of cross-sectoral riskigation, is discussed below.
JoINT FORUM ON FINANCIAL CONGLOMERATES Regulatory and Market Differences: Issues and Olz@ns
25 (May 2006).
22 Henny Sender et al. Risky Strategies Take Tollmuers — Derivative Products Suffer Amid Incregsin
Concerns About Corporate DebtAW Sr. J., May 11, 2005, at C6 (noting that the effectsénondary and
derivative credit markets of S&P downgrades of thalerlying debt of several major U.S. industrials
revealed the scope and sensitivity of cross-mairkie).
23 peter R. FishekVhat happened to risk dispersiQrir? BANQUE DE FRANCE, supranote 23, at 29.
284 CLOs More Concentrated in Shareholder-Friendly @walvenant-Lite LoansHTcH RATINGS, Dec. 21,
2006, at 2.
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investment demand competed, completing the semahtit®® Much as the petro-
liquidity of the 1970s led to this type of investmelemand?® this last leverage wave led
to increasingly complex products that were furtteenoved from their underlying cash
flows?®” Like most credit sectors, this one too has cetgghsince last summer, but it
seems to have become a permanent part of the arehet. After explaining the
instrument and its liquidity implications, | recorand some modest steps to increase the
transparency of this market.

A. Instrument and market structure

In line with the prevailing originate-to-distributeodel of lending, | analyze the
market structure of leveraged loans in terms off tiegination and trading practices. |
conclude by considering the role of borrower covema These are made during
origination and go on to influence how the loadésin the secondary market.

1. Origination

Leveraged loans are secured, floating-rate loaymcélly priced off LIBOR)
that are syndicated between banks and other tyjpesid@ers. Corporate borrowers may
seek these loans for many reasons. Start-up coegpanay be unable to secure
investment-grade rating® Cyclical businesses may need capital duringaagoint in
their operationd®® Firms exiting bankruptcy or “fallen angels” —riierly investment-
grade issuers that have been notched down — maglégated here until the issuer’s
financial prospects improv&® The leveraged loan market represents about ¢theofi
the overall corporate loan market and equals aboethalf of overall bond issuanég"

85 g5ee, e.g. EVERAGED LOAN PRIMER, supranote 113passim(viewing leveraged borrowers as the “supply
side” of the leveraged loan market and investodégs as the “demand side”). Indeed, even the corafep
“structured finance” can be misleading, not onlgdese it spans several distinct asset classeslittli¢hin
common but because it obscures the fact that opeatations about traditional debt instruments avehm
more settled and, in that sense, more “structutbdh with new esoteric products that have nevenbee
seasoned through exposure to cyclical changegsamdial markets.

288 A promoter of the leveraged loan market tracesrigin to the recycling of petro-liquidity in thie 1970s

to sovereign borrowers (which culminated in thedgrBond securitization of bank exposures into sées)
and to the 1980s leveraged buyout boddh.at 16.

287 For example, collateralized debt obligations whielid “real” mortgages on the asset-side of thaiatce
sheet gave way to synthetic collateralized debigatibns which were, in effect, contracts mirroritige
performance of “real” financial assets. RGENITOR, STRUCTURED FINANCE GLOSSARY 3 (2007) (showing
how the market for securitized credit products nabfrem cash CDOs, to synthetic CDOS, to securitizet

of the asset-backed securities themselves).

2814, at 2
2894,

290 Id

21 Richard W. StewartCollateralized Loan Obligations: A Primein LOAN SYNDICATIONS HANDBOOK,
supranote 45, at 646, 658-661 ((tracing the historyttef CLO market). Between 1994 and 2005 both
corporate bond and loan issuance increased, bigrthveth in loans outpaced that of bonds: bond issea
more than doubled from $306 billion to $681 billiarile loan issuance quadrupled from $389 billion t
$1,648 billion. Allison A. Taylor & Ruth Yandzvolution of the Primary and Secondary Leveragedn_o
Markets in LOAN SYNDICATIONS HANDBOOK, supranote 45, at 21, 25.

45



Work-in-Progress* Please contact author for current version

Had the trends in the first half of 2007 continudtbughout the year, the volume of
leveraged loans would have exceeded that of higlt-yionds?>?

Like the junk bonds that financed the takeoverthef1980s, leveraged loans rest
on the assumption that lending at a subinvestmextteg(albeit at a floating rate) is fine,
so long as the rate reflects the default risk andiversified in a portfolié®® The Loan
Pricing Corporation classifies as leveraged thoaas with BB, BB/B, and B or lowét*
Others use the loan’s spread over a referencatabe time the loan is made, typically a
spread of between 125 to 275 basis points ovefeserece raté?®> Not surprisingly,
leveraged loan correlate most closely as an akset t high-yield (junk) bonds, despite
formal differences between the t#8. Most leveraged loans may be prepaid without
penalty while high-yield bonds may not be callalig the issuer at all or only
occasionally and then subject to a premfimThese loans generally have a shorter term
than high-yield bond$® These loans may also have more financial coverthain do
high-yield bond$®

The arranger of the leveraged loan gets a feetofdam 1.5 and 2.5 per cent for
putting the loan together, more than the fees @thfgr investment-grade loans, which
may have no arranger fe&8. Initially, leveraged loans included a revolvingdit line
and an amortizing term loan — so called “pro rateinches that bank investors
preferred® While banks prefer to hold pro rata tranches bamik investors have tended
to prefer junior tranches that did not amortized Hanger terms, and, often lower
security. So it has tended to be nonbank instiafdianvestors who provided the riskier
financing, a trend borne out by a finding in a 2@@deral review of syndicated lending
generally that the credit quality of syndicatedni®dneld by banks increased while that
held by nonbanks decreas&d.

292 5rANDARD & POOR'S, S&P/LSTALOAN INDEX 4 (Apr. 2007)(explaining the composition of theléx and
its role in the leveraged loan market)..
2% The corporate leveraged (or “high yield”) marketmade of several different types of credit faieiit
senior unsecured high yield bonds (43%), first-liamk debt (39%), other forms of subordinated d&b%),
senior secured high yield bonds (5%), and secamifiank debt. BNDARD & POOR'S, S&P/LSTA LOAN
INDEX 5.
294 | EvERAGEDLOAN PRIMER, supranote 113, at 11-12.
2% 1d. at 12 (comparing leveraged loan classificationBdgomberg, Standard & Poor’s, and Thompson
Financial).
294, at 10-13 .
27 Gary D. Chamber & Jolie Amie Tenhold€pnverging Markets: Leveraged Syndicated LoansHigt-
g(gigeld BondsCom. LENDING Rev., Nov./Dec. 2005, at 7.

Id.
294, at 13.
300 ympkin, supranote 50, at 6.
301 The change made these loans riskier: “Howeverednly 2002, most loans were structured without an
amortizing term loan component, and while the tgpitructure still included a revolver, it was usua
much smaller share of the overall package thanavbale been the norm in the past.” Lumpkumpranote
50, at 51, 69.
302 j0int Press Release, Bd. of Governors of the Regerve Sys., Fed. Deposit Ins. Corp., Office ef th
Comptroller of the Currency, & Office of Thrift Sepvision, Shared National Credit Data Reflect Good
Credit Quality Performance, Large Increase in Gr€dimmitment Volume, and Small Rise in Riskier Beal
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Nonbank investors became interested in leveragaasi®ecause of their high-
rates and secured stafl}$. For example, hedge funds also contributed to ahtivity,
providing as much as 13% of the credit extendetthénorigination market for leveraged
loans®®* It was nonbank demand for these loans led tatimeept of the “institutional
loan,” to refer to the funding provided by théM. Indeed, nonbank investors have
become so dominant in these loans such that “by 2802, most [leveraged] loans were
structured without an amortising loan componend arhile the typical structure still
included a revolver, it was usually a much smadleare of the overall package than
would have been the norm in the pa$t”The S&P/LSTA Leveraged Loan index tracks
only the institutional sector of the leveraged |loaarket, not the bank sector, suggesting
that nonbank lenders are, indeed, changing thetsteu of credit, much as the Fed’'s
decision to fund the Bear deal impli85.

Leveraged loans have their own trade group — ttenl®yndications & Trading
Association (“LSTA”). LSTA promotes standardizatioof loan and settlement
documentation, credit ratings for loans, CommitbeeUniform Securities Identification
Procedures (CUSIP) numbers for loans, and benchimdides®® Credit rating agencies
helped to promote these loans by rating them, éggnwith S&P in 2006%° Within a

(Sep. 25, 2006), available at
http://www.federalreserve.gov/boarddocs/press/B2665/20060925/default.htm. See generally John
Murchison, Warning Signs From Increases in Non-Performing Lopdh N.C.BANKING INST. 299 (2001)
(explaining how federal banking agencies evalugtadisated loans and noting a rise in nonperforming
loans).

303 while in 1994, banks originated 71% leveraged $omnthe primary market and nonbank intermediaries
bought only 29% of these assets, the proportionsrsed in one decade: in the primary credit maofet
2004, nonbank credit providers originated 78% ebthleveraged loans and banks accounted only $r 22
LEVERAGED LOAN PRIMER, supranote 113, at 19. However, the 2006 report ofShared National Credit
Review notes that nonbank credit providers providely 14% of syndicated loan commitmenteeBd. of
Governors of the Fed. Reserve Sys., Fed. DepasitQorp., Office of the Comptroller of the Currenéy
Office of Thrift Supervision 2006 Shared National Credit Revie®ne source of the difference is that the
Review targets both leveraged and unleveraged Ibahsnly those with a value of more than $20 iwilli
and in which three or more regulated depositoriitintgons participateSee alsd_EVERAGED LOAN PRIMER,
supranote 113, at 20 (finding that bank purchases oérayed loans decreased from 70% in 1994 to just
over 20% in 2004)

304 SeeSTANDARD & POOR s, supranote 34, at 4.

305 |d.. (“Powered by strong demand, the pool of outstagdistitutional loans grew to $400 billion at the
end of 2006 from $35 billion at year-end 1997. Aeesult, institutional loans grew to 41% of the @k
universe of institutional and high-yield bonds,$®55 billion of $953 billion, from 28% a year earliand
from 25% at the end of 2004..."). Sometimes banksclmmse an interest (i.e. extend credit) in an
institutional loan.lId. at 3.

308 | umpkin, supranote 50, at 69.

%07 The loans which make up the Index must be syreticitS. dollar-denominated term loans for amounts
of at least $50 million and a term of one year ahdse spread is at least one hundred and twergybfisis
points over the London Interbank Offering Rate BOR"). Id. at 14.

308 Steve Miller Players in the Marketn LoAN SYNDICATIONS HANDBOOK, supranote 45, at 47, 73.

309t also began to evaluate not just the likelihobissuer default (as it always had) but also toveste

the actual amount which an investor could expeattmver in the event of a default.TARDARD &

PooR's, A GUIDE TO THELOAN MARKET 31-36 (2006). To arrive at a recovery ratingdarissue, S&P
simulates the most likely default scenario Whatidguishes the recovery rating from the defaulbca
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few years, specialized recovery ratings had deweeldp supplement the projected default
rate with estimates of how much an investor wogdover in the event of defadtf.
Anticipating such ratings by several decades, Haki bond research had also
considered the effective recovery rate on defalmwis®™

Between June and August 2007, leveraged loans filweadfirst major market
liquidity crisis: origination dried up, loan prodscdraded at a discount in the secondary
market, and traders shorted loan inditésAs activity slowed in the secondary market,
these loans became stranded on the books of difginkenders, including bank&}
Surges in volume delayed trade settlement to arageeof seventeen days after the trade
date®** Banks with contractual duties to fund future lexeed loans found themselves
choosing between paying “break-up fees” to walkyaivam the deal or to honor their
commitments to originate the loatts.

2. Secondary markets

Buyers and sellers deal in previously-issued leyedlaloans in the secondary
market, sometimes at a discount over the loan’svphre based on changes in interest
rates or the borrower’'s creditworthiness. Secondaarket trading of most loans
happens right after the initial allocation of anog@s investors adjust their holdings to
reach their target), but more continuous tradingthie aftermarket takes place in
leveraged loans than in investment-grade 8fe€urrently, about half of the secondary
market activity involves trading in distressed det##fined by S&P as trading for less

is the recovery methodology’s extensive analysis@fovery factors” which require a close firm- and
market-specific analysis of the cash flow behawiban issue in the event of default. The methodplog
involves an ex ante projection of ex post recovasyociated with credit underwriting standaids at

31-32.

319 Steven BavariaStandard & Poor’'s Loan Recovery Rating/s LOAN SYNDICATIONS HANDBOOK, supra
note 45, at 526, 528-29..

311Bond Cyclessupranote 136, at 25-30.

312 SeeDoherty, supranote 10. The average spread over [30 day] Libainduthe first half of 2007 for
single B rated loans was 244 points but it incrdase431 points in August, dropping to 412 by Saqiter.
Steve Miller, Standard & Poor’s, presentation alT Aonference. The spread on double B loans had be
183 points over Libor for the first half of 20074thncreased to 343 in August, settling at 318 ept8mber.
Id.

313 The loss of secondary market liquidity had rippfeects upstream in the “pipeline”: “Arranging bank
found themselves either delaying loan placementsmaking a significant number of concessions to
investors...the credit crisis strained the banksabeé sheet capacity as they were forced to furdbéri
loans on postponed loan syndication®&velopments in the US Leveraged Loan and CLO MarkacH
RATINGS, Feb. 7, 2008, at 3 (suggesting that banks hadickldy of $200 billion in leveraged loan
commitments awaiting syndication).

314 Conversation with Allison Taylor, Director, Loagr&lication & Trading Association (Nov. 14, 2007).

818 jJustin Menzal_everaged loans loom largBusINESSWEEK, Feb. 24, 2008, at 1, 1-2 (discussing reduction
of commitments to fund leveraged loans by Credits&u and prospective charge-offs from funding
commitments by Citigroup, Goldman Sachs, Merrill ntls, and JPMorgan Chasegvailable at
http://businessweek.com/print/investor/content/@pi20080222_065212.htm.

318 _Lumpkin, supranote 50, at 73.
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than 90 cents on the dolfdf. Reporting of secondary loan transactions — atbredines

of what is common in the equity markets — still slg®t occur, with the exception of
trading in municipal debt securities. So more m®Wkn about price quotes than about
actual traded'® As in the origination market, in the secondarykeanonbank investors
are more active than banks. As this market grew, investment banks that haded
these loans as brokers for the accounts of ottegyarbto take more proprietary positions
in the loans®® The same seems to be true for hedge funds tleatadige in the credit
market exposureg’

In the secondary markets, loans went from beingasli flow” product to a
“market value” product based on investors’ pera@iof what the loans might fetch on
resale’ And price outcomes in the secondary market “eelafck” to primary
underwriting?*® for example, by influencing the spread that therdwer must pay on
new loans** Moreover, loans held by institutional investorscdme subject to the
allocation preferences determined by the overaltfglio preferences of individual
investors’® At the same time, the introduction of a leveralgeoh index and the growth
of derivative products keyed to leveraged loansemiagossible for investors to express

3171d. at 22.
318 | evERAGED LOAN PRIMER, supranote 113, at 29 (describing a collaboration bennthe LSTA and LPC
which gathers information about 4,400 dealer quotemore than 2,000 facilities on a daily basis).
319 Nonbank investors tend to trade these loans nhare hanks: “[l]nstitutional investors accounted foost
of secondary market demand during the 1990s...alth¢highly-leveraged syndicated loans] account for a
minority of the total amount of syndicated loansstanding, they account for more than 80% of seapnd
market trading. Thomas & Wansgpipranote 270, at 304.
320 Seel EVERAGEDLOAN PRIMER, supranote 113, at 21.
32! The volume of “credit-oriented” hedge fund assetseased six-fold to $300 billion in 2005, refiect
and intensifying the leverage cycleledge Funds: The Credit Market's New ParadjdfmcH RATINGS, June
5, 2007, aB. “Notably, this number excludes the multipliéieet of leverage and, therefore, understates the
real amount of credit risk taken and the impacttrading volumes. ...prime brokers reported that dredi
strategies represented one of the fastest growetissaior hedge funds, outpacing equity-oriented tiraf
strategies.”ld.
322 Also, an over-the-counter market now exists foaficial contracts designed to absorb, shift, areemxe
liquidity risk from the secondary market. Here,rked participants use credit derivatives and crdefault
swaps to reduce or increase their credit exposuparticular obligors. An originator who decideshbld on
to a loan may purchase a credit insurance prodisctan someone in the secondary market. Alsohanot
type of derivative has developed that tracks thdopmance of credit products. These are also tver-
counter products. For example, the ABS index ioaer-the-counter index tied to the performance of
specific bundle of credit positions, much as thePSBO0 index tracks the performance of a weightedamge
of major industrial concerns.
32 The cost to a borrower of issuing new loans iswrietermined not only by rating and leverage peofil
but also by trading levels relative to par of asuixr’s previous loans, and market sentiment tiedetoand
and supply...the effect has been to increase madtatilty with regard to trading and to make thécprg of
Eﬂmary market syndicated loans far more dynamantim the past.” Lumpkirsupranote 50, at 51, 70.

Id. at 10.
325 part of the increased volatility may also be duéhe growth of nonbank investors in this markéthile
bank investors may be more willing to hold a detetiing loan in order to further a relationship eatjve
with the borrower, nonbank investors concerned mareowly with the instrument’s rate of return anere
likely to purge losing positions, increasing vdigti
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“negative” positions about these produ®fs Until the introduction of the LCDS x index
in May 2007, these leveraged loans had relati@kyvolatility.>*’

In particular, investment vehicles called “collaiered loan obligations”
(“CLO") played a key role in the secondary market uying leveraged loans to
collateralize the issuance of their own securiti€&ich CLOs may have accounted for
over one-fifth of all secondary market demand fue toans?® Compared with other
forms of asset-backed securities like mortgage-dddecurities and collateralized-debt
obligations, CLOs tend to contain a more diverdeofeeceivables whose prepayment
characteristics are harder to predfétMost frequently, CLOs buy leveraged loans based
on one, two, or three month LIBO®. And CLOs seem to hold a disproportionate share
of loans with fewer covenarits used for “shareholder-friendly” activitié¥. (Although
modest, a secondary market in which interests i@ @ade has also develop&d. The
notes issued by the CLO also tend to be floating-rsstruments with a coupon equal to
a fixed basis point spread over three-month LIB&RRising interest rates, then, do not
create rate risk for the CLOs because both theigtasand liabilities tend to be prices off
the same rate. Just as there are balance sheesyaidetic collateralized debt
obligations, CLOs may also be structured arounea portfolio of loans (so called
“balance sheet” CLOs) or hold an unrelated pooketurities as collateral but issue
securities priced off of loan obligations (so calteynthetic” CLOS)**®

Repackaging leveraged loans into CLOs changesotia¢ amount of leverage
built into the product, hence increasing the produexposure to financial instability. To
begin with, the CLO is itself leveraged, typically a debt-to-equity ratio of 10:1 to
12:1%*®* The CLO uses these leveraged resources to adgqueeaged loans issued by a
borrower that is itself already levered, i.e., e textent of any debt issued by the
leveraged borrower. With these leveraged loansdisteral, the CLO then issues

326 For example, an investor who was long loans cteldge market risk by shorting the index, such that
price declines in the loans would be partially effey profit on the short position. The index aledivatives
also let investors take synthetic positions in ¢hpsoducts without going through the work neededaioy
out cash trades in the underlying.

%27 The Sharpe Index measures an asset’s returnwisits volatility. The more volatile an assete timore
return one would expect its investors to demandhe Migher the Sharp index, the greater the retorn t
volatility. Before the credit crunch of summer Z0the Sharpe index had been .92. In just one madimat
number dropped to .62, suggesting an increasquidity.

828 CLOs More Concentrated in Shareholder-Friendly abolvenant-Lite LoansHTcH RATINGS, Dec. 21,
2006, at 1.

32914, at 49.

330 Stewartsupranote 291, at 646, 669.

331 CLOs More Concentrated in Shareholder-Friendly a@wlvenant-Lite LoansHTcH RATINGS, Dec. 21,
2006, at 2-3.

332 Developments in the US Leveraged Loan and CLO M&rkiecH RATINGS, Feb. 7, 2008, at 5.

333 Stewart,supra note 291, at 646, 664-665 (estimating annual staxynmarket volume in CLOs to be
more than $10 billion).

%341d. at 646, 652.

335 Andrew JobstCollateral Loan Obligations: A PrimeB4-47 (2007) (on file with author) (distinguishing
between balance sheet and synthetic CLOS).

336 Stewartsupranote 291, at 646, 651.
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securities that may be more or less levered thamtierlying leveraged loan collateral.
For example, a senior position in a CLO representsleleveraging” with respect to
underlying collateral while a junior position mplies the leverage already built-in to the
leveraged loan¥’ And the investor who purchases a security isdnyethe CLO may
borrow (through margin or other form of credit)itwest in the security. Each of the
three different leverage “points” in the transactiothe debt burden of the leveraged loan
issuer, the borrowing of the CLO, and the margindiher) debt of the investor in the
CLO - props up the price of the ultimate investmasget, i.e., the interest held by the
investor in the CLO. That is, the leverage supptre market liquidity for the product
while, at the same time, exposing three borrowefsiiding liquidity risk: the leveraged
loan borrower, the CLO, and the leveraged invesliois easy to see, then, how a product
with so many layers of leverage can lose value idyievhen speculative and Ponzi
euphoria slows down.

3. Covenant structure

In general, a borrower’s covenant practices varthwe respective funding
market segments, which are differentiated by thgrate of private contracting: public
securities markets, the private loan market, andpetween, the private placement
market>* Higher-grade credits can use public debt markeffoat issues with skeletal
covenants that impose minimal constraints on theeiss freedom of actiofi® Investors
in these issues take comfort in the issuer's cidiilg and in secondary markets in
which to sell a positiof?® In contrast, firms with a lower credit-rating ménave
recourse only to private placement or bank loankatarin which lenders typically
demand more covenanits.

3371d. at 646, 648 (“Senior tranches deleverage the aksst, whereas junior tranches and the equitghen
leverage both the credit risk and return embeddede asset class.”).

338 william W. Bratton,Bond Covenants and Creditor Protection: Economius baw, Theory and Practice,
Substance and Procedsur. Bus. ORG. L. Rev. (forthcoming). In the bank loan segment, lendergotiate
relatively complete contracts after examining theddworthiness of the particular borrower. In fhgblic
securities segment, lenders accept less completeacts because they rely on the borrower’s “naarel

the availability of secondary markets in which teeder may exit its position should the lender’sding
preferences change. In between the bank loan fenghublic securities segments in terms of contedctu
completeness, the private placement segment invaledt contracts with some features of public debt

contracts and the possibility of a secondary mdetet through Rule 144 filingdd.
339 |d

340 Id

341 Understandably, then, the trade group for theelssemmunity — the Securities Industry and Findncia
Markets Association (“SIFMA”) has objected to ratinovenants on noninvestment grade debt. Letben fr
Mary Kuan, Vice Pres. & Asst. Gen’l CounsekcSIND. & FIN. MKTS. ASSN, to Christina Padgett, Moody's
Investors Service (November 14, 2006). BecausgetBecurities are likely to involve some paymerfaule
SIFMA notes, investors already scrutinize them mzaeefully and demand more covenant protection than
they do for investment-grade issudd. at 3. Moreover, those who buy noninvestment-gete have less
need for third-party covenant assessment becawse ténd to be professional investors in the private
placement market who rely more on their independaatysis of the default risks of the issud. at 3. The
SIFMA reaction illustrates Bratton’s observatioroaba differential use of covenants based on theeiss
credit quality. SeeBratton,supranote 338.
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The leverage boom reversed the distribution of naxés by market segment for
both investment-grade bonds and leveraged loans.indestment-grade bonds, the
frequency of covenants addressing a firm’s delnapitalization and debt-to-cash flow
increased since 2064 Also, the frequency of any covenants limitingranfs leverage
has also been at its highest levels in the pastyfears of the decade ending in 2665.
Moreover, in the public securities market — thensewgt of the three that has hitherto been
willing to lend on the basis of the least-completatracts — there has been a call for
more specificity in contracting, as reflected ienls towards the increased interest of
bondholders in event risk covenants that limit ssuer’s Ieverag%‘.4 At the same time,
as noted earlier, covenants in lower-quality bohdd become less commdi. One
effect of the volatility spike of summer 2007 aritdsfallout is that investors will become
choosier about structural protections in leverageas that were overlooked in the earlier
rush to lend and trade. This will likely be truetronly upon issuance but in the
secondary market, where seasoned leveraged laaredisvith few covenants will likely
trade at a discounit®

B. Regulatory implications

So far, no court has held that leveraged loans'saeurities” as defined in the
federal securities laws. Neither has the U.S. @&@si and Exchange Commission
attempted to regulate the origination or tradingeseraged loans. Participants in the
leveraged loan market are subject to liability uncemmon law fraud and contract law
but not the registration and disclosure requiresefitfederal securities la¥’ Were
leveraged loans classified as securities, the mastiral exemption for them from
registration would that of Rule 144A under SectigB) of the Securities Act of 193%

At present, there is no evil peculiar to the seemypanarket for leveraged loans calling
for substantive regulation. Nevertheless, someendisclosure about these loans might
reduce our growing ignorance about credit markét§.he major goal of doing so would
be to impose minimum trade reporting duties on rnerket in order to capture the
information value of this market for public purpeseThis way, regulators could capture

igCredit Quality Warning System Eroded by Disappaaf@ovenantsHTCH RATINGS, Aug. 2007, at 4.

Id.
344 Moody’s Investors Servic&®equest for Comment on Moody’s Indenture Covenesgdtch &
Assessment Framewo8eptember 2006) (analyzing bondholder demandvent-risk covenants to limit
leverage by issuing firms).
3514, at 5.
346 For example, during the summer credit slump of7266me covenant-lite loans dropped in price to 92,
which is still considered “par” trading since thengention in this market is to divide it into twiers: “par”
for everything trading at 90 to par and “distre$ged anything trading below that.
347 Tiziana M. Bason et alEffects of the Legal Characterization of Loans untike Securities Lawsn
LOAN SYNDICATIONS HANDBOOK, supranote 45, at 85, 94-95.
¥81d. at 91-94.
349 For example, in the case of Enron and relatediattny scandals, legal and regulatory attentioruatie
use of off-balance-sheet arrangements came too I@#ed it is debatable whether the ensuing regmat
program — chiefly the Sarbanes-Oxley Act — rested ao solid foundation of how off-balance sheet
arrangements fit into the larger funding markeA)secondary goal would be to promote the effontsaaly
underway towards more standardization of loan temustrading practices.
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some of the information that the leveraged loanketsrgenerate that would be relevant
to several basic questions over which financialketregulators have jurisdiction.

For example, some argue that the high yield markehich includes leveraged
loans and high-yield bonds — has particular vakiaraindicator of financial or business
cycle trends because of its particular sensitiviidy credit downturnd’ If so,
understanding origination and trading trends iretaged loans might let regulators better
anticipate changes in the real economy generaliyd leveraged loans offer a window
into the role of nonbank lenders both as origirsatur corporate credits and as market-
makers for them in secondary markets. Exposing SE€ to data from what is
essentially a capital market for credit would erdeathe agency’s knowledge base about
the current state of credit markéts.

Creating a limited-purpose self-regulatory orgatiiza (“SRO”) in order to
conduct minimum market surveillance of the levedadgean market is one way of
obtaining this data. Historically, SROs have ined only securities exchanges and other
industry “utilities,” like clearing agencies, whigbarticipated in markets for financial
instruments meeting the legal definition of a “sétgu’*? Given the scope of legal
reforms being considered in connection with treasury Blueprint though, a novel
approach to leveraged loans might be in order gilieir value as a source of knowledge
about the current credit market. The obvious ddatdi for SRO status would be the
LSTA.

V. BETTERMODELS FORLEVERAGEDLIQUIDITY

Before the rush to regulate and reform the creditket takes off, regulators and
lawmakers must reckon — if only conceptually — vifte liquidity dynamics analyzed in
this Article. Noticeably absent from thigeasury Blueprintthough, was any serious
emphasis on one of the most important drivers etsjative and Ponzi financing: that
the financial models used for investment and rdmrahad done a poor job of
suggesting the size and nature of the current tcoeditraction. As Fed chairman, even
Alan Greenspan conceded (although not in termshiiaé Street would understand) that

350 “The high yield market, and more generally the kearfor high yield financial innovations, represeat
kind of ‘canary in the coal mine’ for the economy a whole...Thus, when the high yield market stops
singing, it signals the coming credit crunch thas hhe potential to signal a recession.’EYBND JUNK
BoNDs, supranote 159, at 126-127 (noting the relative advaeganf high yield spreads to commercial paper
or the Fed Funds rate as a business cycle indjcaee id.at 249 (discussing explanatory value of high
yield spreads over commercial paper, Treasury, lailisl the Federal Funds rate).

1 The SEC already has substantive oversight ovemtirgicipal bond area through the Municipal Secesiti
Rulemaking Board. A similar proposal to createlegulatory organization for the primary deatearket
failed in 1992 when the Department of the Treasamgl the Board of Governors of the Federal Reserve
objected to the idea of SEC oversight over prinieglers, who play a key role in providing primanda
secondary market liquidity for debt issuance by Tmeasury. SeeJOINT REPORT ON THEGOVERNMENT
SECURITIES MARKET 17-20 (1992). As a compromise, the agencies dgteat market surveillance of
primary market dealers would adequately furtherrdspective interests of the agenciéd. at 22-23. For
example, previous SEC initiatives have includedappsed trade tape capturing

352 securities Exchange Act of 1934, § 3(a)(28) (dedifn 15 U.S.C.).
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financial models may not adequately take into antthe extreme events that give rise to
liquidity panics or the panics themselV&s.We have crossed the Rubicon in terms of
abandoning the gold standard (which would constieierage and leveraged liquidity),
so my point is not that leveraged liquidity candided. Quite the contrary, it is a
mainstay of financial capitalism, so it deservettdvdinancial and legal modeling.

Part of the current problem is that two competipgraaches to modeling credit
markets developed after the New Deal: heavily eicgdirmodels that generalized
inductively based on data-rich observation anaiantrast, elegant mathematical models
that generalized based on deductive assumptionsithalified markets for the sake of
the model. The two roads diverged and empiricafleteo— of which Hickman’s bond
issuance research is a prime example — becameadkdenot taken. Soon after Hickman
published his bond research in the 1950s, MertotleMiand Franco Modigliani
published an influential article on the capitalusture of firms that epitomized the
deductive finance model, signaling its future dcamice®®* The article refuted the
common-sense intuition that borrowing reduced tst of capital to the firm: as the firm
borrows more, so went the proof, the costs of listliebt and equity increase as both
creditors and shareholders demand a higher returinfesting in a firm that has become
more leveraged and, therefore, riskiér These self-regulating price adjustments would
balance each other out such that adjustments ongihtehand side of the balance sheet
(the side that reflects financing) would not affédecm value®* Hence, financing
structure was “irrelevant” because what was gommdnahe right-hand side of its balance
sheet could not — as a theoretical matter — infleethe value of the firm, which
depended on the firm’s assets.

Like any deductive model, the Modigliani-Miller (“N#”) approach works only
within the four corners of its modeling assumptiahe absence of income taxes, equal
borrowing costs to firms and individuals, efficiemarkets, and perfect markéts.

33 Alan Greenspan, Remarkislew challenges for monetary poli¢fed. Reserve Bank of Kansas City

symposium), (Jackson Hole, Wyoming, Aug. 27, 199Bhis is what began to happen during the summer of

2007 in leveraged loans and credit markets geerall
Probability distributions that are estimated laygelr exclusively, over cycles excluding periods of
panic will underestimate the probability of extrepr&ce movements because they fail to capture a
secondary peak at the extreme negative tail thiecte the probability of occurrence of a
panic....Under these circumstances, fear and disemgat by investors often result in
simultaneous declines in the values of privategaions...Consequently, the benefits of portfolio
diversification will tend to be overestimated wtbe rare panic periods are not taken into account.
Id.

34 Four years after Minsky completed his thesis, BrerMiller and Franco Modigliani published their

mathematical proof that the value of a firm is ipeledent of its financing structurseeModigliani & Miller,

supra note 177. In this way, the Miller-Modigliani hyghesis “substituted a tool of analysis for the

problem,” taking the question of balance sheetnfiirag out of mainstream economic§&eeToporowski,

supranote 163, at 9.

222 SeeModigliani & Miller, supranote 177.

Id.
357 peter H. Huang & Michael S. KnolGorporate Finance, Corporate Law and Finance The@#S. CAL.
L. Rev. 175, 177-78 (2000).
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Although it is not perfectly clear, the model aems to assume fixed-rate d&btA
footnote in the M-M article does allude to firmsiniding liquidity but it is not central to
the argument’® By assuming away the realities of how firms aliyuind themselves,
the approach helped to sideline inquiry into haal firms manage their balance sheet.
So what is most important in the liquidity accowfitcorporate leverage markets given
earlier gets assumed away. If the M-M assumptwesr® true, then finance professionals
would have “all but disappeared, taking with theorporate finance as an area of
scholarship and teaching. But the assumptions@traaturate, work is booming, and the
discipline is flourishing *°

Nevertheless, this deductive approach to corpdfiasmnce took hold in the
academy, so much so that in 1990, Merton Milleened the Nobel Prize for his work
on capital structure. In his acceptance speecherviiecalled the capital irrelevancy
hypothesis when he observing that there was no #uoh as an “overleveraged” firm
because its cost of debt and equity capital woinbly adjust to reflect its risk* That
may be the case inside the model of a single fiat,when leveraging practices could
affect the finance sector as a whole — as Minslggested about speculative and Ponzi
borrowing — then the effects of the firm’'s borrogiiaxtended more widely. In Ronald
Coase’s acceptance speech the following year miséime Nobel prize that Miller had
received, he warned against assuming away the pgonealities of firms and markets,
arguing that that “detailed knowledge of the ecoitosystem” was necessary to avoid
having “[w]hat is studied [be] a system which lieghe minds of economists but not on
earth.®®* Coase’s award suggested growing appreciation tlier value of more

358 SeeModigliani & Miller, supranote 177, at 261, 268. (“All bonds (including adgbts issued by
households for the purpose of carrying sharespssemed to yield a constant per unit of time.”selglhere

in their paper, Modigliani and Miller note that, faxct, a range of interest rates exikl. at 273 (“In existing
capital markets we find not one, but a whole faroilynterest rates varying with maturity, with ttezhnical
provisions of the loan and, what is most relevamtdresent purposes, with the financial conditiérihe
borrower.”) (internal citation omitted). In thergext of the discussion, though, these would seeiet a
range of fixed interest rates.

35914, (discussing how creditors may constrain a firmdsrbwing ability as its risk increases).

360 Hyang & Knoll,supranote 357, at 191.

361 Merton H. Miller, Leverage, The Sveriges Rikshdiize in Economic Sciences in Memory of Alfred
Nobel 1991 (Dec. 7, 1990),in 1990 Econ. Sci. 291, 298-300 (1990), available at
http://nobelprize.org/nobel_prizes/economics/late®d 990/ miller-lecture.pdf (arguing that marketcés
“self-correct” the supply and demand for leveragdagenously through interest rates).

362 Ronald H. Coase, The Institutional Structure afd®iction, The Sveriges Riksbank Prize in Economic
Sciences in Memory of Alfred Nobel 1991 (Dec. 991p Coase won the Nobel Prize for economics in
1991, the year after Merton Miller, whose work epitzes the deductive finance that underwrites firen
models. Coase’'s acceptance speech emphasizedoh¢eros about deductive modeling. To make
economics more earthly, Coas@fe Nature of the Firnstressed the “transaction costs” of organizing
production in one way or another would ultimatetyre to determine the structure of firms and, hetiee,
industrial structure of productiofd. at 4. Analyzing transaction costs figured todrtme Problem of Social
Costs this time to evaluate how they influenced thécaffy of law, itself a source of transaction coktsat

6. Thinking about these costs as an independeiabla has found its way into legal scholarshimntks
more toThe Problem of Social Coshan toThe Nature of Firm Id. Coase gave two reasons for why
scholarship received the former article more warthbn the latter: Kuhnian resistance to paradigange
and the very absence of the empirical knowledgeiainalustrial production on which his work insistéd.

at 6.
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empirically-grounded arguments about corporate reye  Hickman, Minsky, and,
certainly, this Article strive to be in that lattein.

Insofar as it is financial models that contribute g¢peculative and Ponzi
investment, closing the reality gap in these modatght limit euphoric investment or at
least better forecast the downsiffe.We already knew that these deductive models did
not reflect the “fat tail” distributions associatedth extremal events (although the
positive fat tails meant bumper profits), but thee of the omission did not become
clear until financial losses mounted. In particulmodels did not anticipate that asset
market liquidity might shrink drasticalff’ More generally, any risk management
models that uses the “mid-price” between the bid thie ask quote to estimate the price
at which a hypothetical transaction will clear mmderestimate the real liquidity risk of
a trad€’®® When markets are moving against an investor'stipos the investor may
realize less than the mid-prit&.

Another general shortcoming of the models was thhéd on historical data
about seasoned products and previous credit trénals had been less sevéte.
Structured credit products like collateralized debtloan obligations had never been
exposed to a major market downturn, so modelsdadepredict how they would behave,
as market liquidity recede® Moreover, while these econometric models did yaeal
how an adverse credit event particular to the fsay, a downgrade of the firm by a credit
rating agency, they had failed to anticipate cood# that might affect the finance sector
as a wholé®® Nor did they predict that, as the credit marketrrsened, even large
finance firms would face increased borrowing cdstsluding from each other as their
respective judg?;oents of each other's riskinessesmed), compromising their own

funding liquidity:

%83 The model is entrenched: “If you try to attacklgBk-Scholes],” says one longtime trader of abstrus
financial options, ‘you’re making a case for yowrounintelligence.” The math was too advanced; the
theorists too smart; the debate for anyone withewdegree in mathematics was bound to end badly.”
Michael Lewis,Inside Wall Street’s Black Hal®orTFoLio, Mar. 2008, at 132.
364 SeeSenior Supervisors Groupupranote 260, at 11. It is another expression offéilere to properly
reckon with foreseeable financial instability: “particular, banks had made assumptions about thet as
market liquidity of certain structured products, @B [asset-backed commercial paper] and loan bdwis t
proved to be overly optimistic....It had not beeni@pated that the liquidity of such markets would
evaporate...” BseLComMm., supranote 61, at 12.
365 “Marking to market therefore yields an underestioma of the true risk in such markets, because the
realized value upon liquidation can deviate sigaifitly from the market mid-price.” Anil Bangia €t,a
Modeling Liquidity Risk, With Implications for Tr#idnal Market Market Risk Measurement and
%I?nagemens (Wharton Fin. Insts. Ctr., Working Paper No.(33-1999).

Id.
367 SeeSenior Supervisors Grougypranote 260, at 14, 16.
%8d. at 14.

3691d. at 11.
370 |d.
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And not only do these models fail to reflect actomarkets but,”indeed, a model
can induce a markef™ It does this by contributing to a market-widefishi attitudes
towards risk and its management. As has been raitedt the Black-Scholes option
pricing model — “Black-Scholes is no longer jushadel; it has evolved into a climate of
opinion about a certain kind of financial risk? Like the M-M approach, the Black-
Scholes model rests on mathematical logic thaha&dessible to the mathematically-
uninitiated®® Black-Scholes may have contributed to the redemerage boom by
failingssg reflect how asset prices will really lzafe in an extreme downward turn in
prices:

The next generation of financial models will halie benefit of the present credit
crunch and the ensuing unwinding of positions tdtdoereflect the impact on a
borrower’s liquidity of market liquidity and, viceersa, the impact on market liquidity of
borrower liquidity in the aggregate. The Liquids&s Pricing Model (“LAPM”) is one
attempt to reflect how market liquidity would impahe price that an asset will fetéh.
Though based on the Capital Asset Pricing Model AP®1”), the LAPM uses
assumptions about corporate demand for liquidéyh@r than consumer demand as does
the CAPM) to model the liquidity preferences oftitgional borrowers and lenders more
finely.®’® This is a step in the right direction.

VI. CONCLUSION

As a bridge to understanding the new credit martkas, Article encouraged a
conceptual shift in how we think about liquidityrdymics in firms and markets. | drew
on financial history and market structure theorighlight the most important trends in
this credit market’”” | spoke in terms of leveraged liquidity to poit that when
liquidity — either in a borrower or in a markets-éveraged through borrowing (and that
way encumbered with other claims), it can engefidancial instability, even as it seems
to be doing the opposite by facilitating exchan§peculative and Ponzi borrowings give
rise to leveraged liquidity, while hedged borrowidges not. It is time to revisit the

%71 The financial model creates investment demandchvigads to investment supply: “The model created
markets,’ [hedge fund manager John] Seo says. ‘®arfollow models. So these markets spring up,thed
people in them figure out that, at least for sorhi¢, @lack-Scholes doesn’t work. For certain kénaf risk —
the risk of rare, extreme events — the model isjusitwrong. It's very wrong. But the only reasibrese
markets sprang up in the first place was the suppoghat Black-Scholes could price these thingjsly.”
M;chael Lewis,Inside Wall Street’s Black Hal®orTFoLIo, Mar. 2008, at 132

Id.
73|d. at 130.
374|d.
375 Jean TiroleLiquidity shortages: theoretical underpinninds BANQUE DE FRANCE, supranote 23, at 53,
59-60. The model is set out in mathematical fonnBi Holmstrom & Jean Tirold,APM: a liquidity-based
asset pricing modeb6 JFIN. 837 (2001).
876 SeeTirole, supranote 375, at 59-60.
877 As economist John Kenneth Galbraith noted aboainie: “[tlhere can be few fields of human endeavor
in which history counts for so little as in the Wbof finance.” SeeGALBRAITH, supranote 178, at 1-17
(arguing that collective psychological mechanismstgbute to financial crises by, inter alia, digcaging
criticism of financial speculation).
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credit paradigm, as regulators are beginning to kdd; until they reckon with these
liquidity dynamics in a more systematic fashiorgulatory models for credit will still
lag.  Historically, repurchase markets for collabzed lending gave financial
intermediaries access to both asset and borrogdity in a market that was, arguably,
safer than even investment-grade commercial pafer.see confidence recede in the
repurchase market, as it began to with Bear, isfigignt.

Let me recapitulate before concluding. First, thengh of floating-rate loans by
corporations merits attention, in part becausengisiates increase the liquidity risk of
borrowers. Borrowers can play liquidity war gamiesmanage this risk but, because
borrowers follow the herd, market-wide shifts i thppetite for borrowing are properly
regulatory concerns. Second, as nonbank firms Heeome active (and, at times,
dominant) in originating and trading corporate d@redkgulators with only commercial
banks on their mind will not see the whole pictuovereign wealth funds raise thorny
issues of their own because they act behind thakabd sovereignty, but they are only
one of the “private capital pools” about which tReesident’'s Working Group on
Financial Markets is properly focused. Third, whHeauty contests in the secondary
market turn ugly, loans of questionable quality gah stranded on the books of lenders,
turning intermediaries that normally provide ligitycto other firms (and market liquidity
in general) into liquidity cost centers in the netrkLeveraged loans are a paradigm case
of these dynamics, showing how, during financigitearia, even the semantics of credit
changes so that borrower demand becomes “loanysupmd “leveraged” takes the place
of the less sanguine “junk” moniker.

As Minsky reminded us, financial instability is &tonomic fact of life in a
capitalist economy. But financial and regulatorpdels should do a better job of
reminding borrowers and lenders about this. Leyesidiquidity is a growing feature of
modern credit markets, so it deserves attentiorssufing that borrowing leads to
financial instability may seem disconcerting, buisi a modeling assumption derived
from how credit markets actually work. And if dtag from the premise of financial
instability could raise the bottom when the finahaycle turns for the worse (as it is
doing now), then it is worth the theoretical diséorhof being accurate

* * *
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