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I. Introduction 

 

This paper explores certain legal acts and omissions that facilitated the over-leveraging and near collapse of 

the global financial system. These ñLegal Enablersò fostered the boom that enriched a class of financial 

intermediaries who followed a storied tradition of gambling away ñother peopleôs money.ò
2
 These mechanisms also 

made the pain of the bust disproportionately felt by the middle class and poor while shielding the middlemen who 

created the problems. These legal Enablers permitted the growth of a shadow banking system, without investment 

limits, transparency or government oversight.  In the shadows grew a variety of highly leveraged private investment 

pools, undercapitalized conduits of securitized loans and speculation in complex credit derivatives. The rationale for 

allowing this unregulated, parallel system was that it helped to create innovation and provide liquidity. The 

conventional wisdom was that any risks associated with a hands-off approach could be managed by the ñinvisible 

handò
3
 of the market. In other words, instead of public police, it relied upon private gatekeepers.  A legal framework 

including legislation, rules and court decisions supported this system. This legal structure depended upon corporate 

managers, counterparties, ñsophisticated investorsò and the market generally to prevent irrational conduct.
 4
   

The hands-off approach was premised upon a series of beliefs or expectations. The first was that corporate 

managers would not sacrifice long-term shareholder value for short-term gains.  The second was that trading 

counterparties would monitor each other closely and discourage excessive risk.  The third was that ñsophisticated 

investorsò had the ability to select and monitor ñprivateò unregulated investment options and that such decisions 

affected the direct owners, not underlying investors and market integrity. And, the catch-all fourth belief was that 

even if there were blips and bubbles, the market would quickly ñheal itselfò before causing any major disruption or 

harm to society.  

Only after the global financial crisis (ñGFCò) struck and the government committed nearly $13 trillion and 

spent almost $4 trillion,
5
 to rescue the financial system and the economy,

6
 did many ministers of ñprivate orderingò 

admit that these premises were faulty. They were shocked to find that, contrary to their expectations, corporate 

managers were willing to pursue unsustainable short-term strategies.
7
  When executives threatened shareholder 

value, they greatly enriched themselves personally. This was revealed not just in elevated pay that was decoupled 

from performance, but also in the behavior of executives in times of crisis, some literally off playing bridge while 

their firm went under.
8
  And sophisticated investors were out-matched by the complexity of new instruments. 

                                                           
1 Lecturer and Coordinator of the Business Law Program at the Isenberg School of Management, University of Massachusetts Amherst. B.A. 

English 1989 Yale College; J.D. 1993 Harvard Law School. Prior to joining academia in 2004, the author was an Associate General Counsel for 

Fidelity Investments in Boston and Assistant Vice President for the Fidelity Fixed Income Funds.  In that capacity, she advised senior 
management within the Fidelity transfer agents, broker-dealers, investment advisers and other mutual fund administrators on compliance with the 

federal securities laws. ñEnablers of Exuberanceò  was written for presentation at a conference entitled, ñInstitutional Investors, Risk/Return and 

Corporate Governance Failures: Practical Lessons from the Global Financial Crisis,ò held at the Elfenworks Center for the Study of Fiduciary 
Capitalism at St.Maryôs College of California in October of 2009. The author can be reached a jtaub@som.umass.edu  
2 LOUIS D. BRANDEIS, OTHER PEOPLEôS MONEY AND HOW THE BANKERS USE IT  18 (1914) (ñThe power and the growth of power of our financial 

oligarchs comes from wielding the savings and quick capital of others.ò). 
3 ADAM SMITH , AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF NATIONS (1776). 
4 Report of the Presidentôs Working Group on Financial Markets, Hedge Funds, Leverage and the Lessons of Long-Term Capital Management, 

(Apr. 2009), available at http://www.treas.gov/press/releases/reports/hedgfund.pdf. Even after the collapse of LTCM, the official view as that 
private markets would work to somehow regulate excessive leverage. The Presidentôs Working Group on Hedge Funds in deciding to maintain a 

handôs off approach with hedge funds, expressed the view that ñin our market-based economy, market discipline of risk taking is the rule and 

government regulation is the exception. . . . Government regulation of markets is largely achieved by regulating financial intermediaries that have 
access to the federal safety net, that play a central dealer role, or that raise funds from the general public.ò 
5 Paul Vigna, The Recovery Conundrum, WALL ST. J, Aug. 31, 2009, available at http://blogs.wsj.com/marketbeat/2009/08/31/the-recovery-

conundrum/ 
6 Mark Pittman & Bob Ivy, Financial Rescue Nears GDP as Pledges Top $12.8 Trillion, BLOOMBERG, Mar. 31, 2009, available at 

http://www.bloomberg.com/apps/news?pid=20601087&sid=armOzfkwtCA4 
7 See, e.g., Testimony of Dr. Alan Greenspan, Committee of Government Oversight and Reform (October 23, 2008) at 2. 
8 Notoriously, Bear Stearns CEO James Cayne disappeared without phone or email access during a bridge tournament while two hedge funds 

collapsed In July 2007. See James B. Stewart, The Real Cost of Bailing Out Bear Stearns, WALL ST. J., Mar. 26, 2008. If that were not enough, in 

March of 2008, while Chairman, he and the new CEO, Alan Schwartz were both playing bridge at the same tournament as the Bearôs shares 
plunged. Without a $30 billion government guarantee, Bear would have gone bankrupt. Meanwhile, Cayne, was responsible for the ñhigh-risk 
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Unable to monitor, many were deceived and sometimes outright swindled. When President Bush declared ñIôve 

abandoned free-market principles to save the free-market system,ò
9
 it was evident that the market could not heal 

itself.
10

  

These private gatekeepers failed for a few reasons. First, there was an explosion of increasingly varied and 

complex financial instruments. Even the most intelligent, experienced individuals using complex mathematical 

models could accurately price them or understand their risk because there was not enough performance history, 

transparency as to the amounts outstanding and they were incredibly interdependent. Indeed some estimated that it 

would take many days for a powerful computer to calculate the price of some collateralized debt obligations.
11

 This 

was aggravated by the fact that whom the law deemed to be ñsophisticatedò enough to purchase these instruments 

and invest in unregulated pools were not defined by particular skills or knowledge, but wealth alone. Second, 

compensation structures at all levels encouraged short term gain over long-term value. Third, tremendous personal 

rewards came to those individuals who participated in these schemes and the players understood that it was a career 

stopper to be contrarian during this bubble.  

It should not have taken the GFC to call the hands-off approach into question. There was plenty of 

historical evidence that demonstrated the dangers of excessive leverage and speculation. And, there was a largely 

effective legal framework available that had worked to rein in this behavior by mutual funds.  This paper attempts to 

identify the causes of this collective amnesia. It also offers a challenge to those who resist regulation by building 

arguments built upon these shaky premises.   

Borrowing from the social sciences, this paper deems these acts and omissions ñEnablers.ò An enabler 

helps further another personôs self-destructive, addictive behavior, protects the abuser from suffering consequences 

and denies both the abuse and the harm caused to others. The enabler takes these actions due to his or her own 

dependency upon the abuser. By analogy, we created laws that further an unhealthy dependency on excessive 

borrowing or leverage and speculation. Legal Enablers protected those who engaged in these risky practices from 

suffering economic and legal consequences. In addition, Legal Enablers denied redress for the harm caused to the 

most vulnerable victims of this credit addiction.  These Enablers depend upon the faulty premises identified above ï 

the irrational belief in the police power of corporate managers, counterparties, sophisticated investors and the market 

to heal itself.   

There were a considerable number of Legal Enablers of the recent global financial crisis (ñGFCò), however 

this paper focuses upon those that contributed to the excessive leverage and speculation in the financial system 

and/or have the potential to ignite a future boom and bust cycle. First, investor protections were diminished and 

systemic risk elevated when the exceptions from the securities laws for hedge funds and other ñprivateò investment 

pools were expanded. These unregulated pools were supposed to be limited to ñsophisticated investorsò in private 

offerings. However, with additional loopholes created in the 1996-7, these pools were able to flourish by attracting 

more investors through ñretailization.ò Unlike mutual funds, hedge funds were not restricted in areas such as use of 

excessive leverage. Individuals were exposed to risky investments from which they would have been protected as 

direct, retail investors. Yet, because their assets were gathered and then invested into these ñprivateò pools by 

ñsophisticated investorsò such as U.S. mutual funds, corporate pension funds, public pension funds and union 

pension funds, they were exposed. The exceptions to government oversight through the securities laws were 

premised upon the ability of private gatekeepers to oversee increasingly complex instruments. However, our 

expectations of the ability of sophisticated investors to select and monitor investments proved unreasonably high. 

Second, the Commodity Futures Modernization Act of 2000 fostered the credit default swap (ñCDSò) 

pandemic. These credit derivatives insured and ensured the origination and global distribution of risky securitized 

loans. Third, interpretations of and the wrong amendments to the U.S. Bankruptcy Code helped to support unwise 

financing trends and helped push overloaded borrowers into more debt. Fourth, court decisions in the area of 

corporate governance and securities fraud have created incentives for financial intermediaries to seek short-term, 

                                                                                                                                                                                           
leverageò that caused the firm to implode, yet personally, he reaped millions. In the midst of the credit crisis, he purchased two apartments in 

Manhattan for $27.4 million, for example.  
9 Bush Weighs Options to Help Automakers, BOSTON.COM, Dec. 17, 2008 (Bloomberg news story), available at  

http://www.boston.com/business/articles/2008/12/17/bush_weighs_options_to_help_automakers/ 
10 Indeed, we have also seen what can happen when the self-healing approach is forced. When Hoover followed Secretary of the Treasury 

Andrew Mellonôs advice to allow for liquidation and thereby allow ñenterprising peopleò to ñpick up the wreck from the less competent people.ò 

He famously demanded: ñLiquidate labor, liquidate stocks, liquidate farmers, liquidate real estate.ò JOEL SELIGMAN , THE TRANSFORMATION OF 

WALL STREET 5 (1995) (citing Hooverôs memoirs). 
11 James Crotty & Gerald Epstein, Avoiding Another Meltdown, 52 CHALLENGE 1:9 (2009).  
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unsustainable, if not illusory profits and also shielded those same middlemen from liability. The convergence of 

undercapitalized mortgage pools, credit default swaps and leveraged hedge funds created the perfect storm.
12

 

After the bust, these Legal Enablers helped the middlemen to not just walk away unscathed, but wealthier 

than ever, and to leave the rest of society bereft. Uncertainty about the bankruptcy treatment of complex instruments 

and transnational structures made commercial bankruptcy through Chapter 11 less viable, thus the ñmiddlemenò 

financial firms received massive taxpayer-funded bailouts. Meanwhile, Chapter 13 after the 1993 Court decision, 

prevented consumers from down-sizing underwater mortgages. Finally, the ability for ultimate investors to seek 

redress has been eroded through securities laws changes and legal doctrines shielding fiduciaries from liability.  

This paper contends that if we wish to restore investor confidence and sustain a stable financial system, we 

must stop enabling the excessive leverage and speculation that create cycles of irrational exuberance followed by 

financial panics. Specifically, it recommends that we eliminate the loopholes that allow unregistered investment 

pools broad discretion to operate in the shadows, without transparency or supervision, to engage in self-dealing or 

related-party transactions, to inaccurately value and inadequately protect assets and to take on excessive leverage 

and illiquid portfolio holdings. This surpasses the Obama Administrationôs proposal to bring hedge fund advisers 

under the Investment Advisers Act.  In addition to the disclosure and enforcement that would affect hedge funds and 

advisers under that bill, this paper recommends revisiting the substantive protections of the Investment Company 

Act that apply to mutual funds. While the federal securities laws generally used mandated disclosure and 

enforcement as tools to regulate conduct, the country learned in 1929 and again in 2008 that regarding investment 

pools, disclosure is not enough. Substantive restrictions are more effective tools to protect pools of other peopleôs 

money. As part of this recommendation, the myth of the sophisticated investor and the private offering are 

confronted.  

Second, this paper suggests that we avoid allowing devices, like credit default swaps, initially designed to 

minimize and distribute risk to be used for speculation or gambling. Third, it advises that we change our Bankruptcy 

Code to allow lien-stripping under Chapter 7 and 13, thus discouraging poor underwriting and inflated home 

valuations and protect the most vulnerable from the impact of the financial system abuses. Fourth, we should 

remove the obstacles that shield corporate officers, directors and others from liability for enabling destructive 

behavior.  

This paper will also address the arguments that might be offered that would resist these reforms. These 

include, among others: (1) that we should not regulate hedge funds because they did not cause the GFC; (2) 

sophisticated investors can take care of themselves; (3) human nature (i.e. greed) cannot be successful constrained; 

(4) government regulation is ineffective and undermines business growth;  (5) lien-stripping is too expensive and 

creates moral hazard;  and (6) one should not second guess the behavior of corporate directors and managers trying 

to operate in the midst of a market-wide correction or collapse. 

 

II. The Global Financial Crisis: The Credit and the Damage Done 

ñ[I]t was the age of wisdom, it was the age of foolishnessò.
13

 

 

A. The Perfect Storm: Subprime Mortgage-backed Securities, Credit-default Swaps and Leveraged 

Hedge Funds 

 

 It is widely believed that the Global Financial Crisis began in mid-2007 with defaults on subprime 

mortgages on homes in the United States. These mortgage loans had been pooled and securitized ï with the proceeds 

ï the principal and interest on these loans passed through or sliced and diced and ñpaidò through to securities holders 

located in the US and beyond.  The problems spread across the globe and to other investments.
14

  Thus, to 

understand the nature of the crisis some general background on mortgage securitization, subprime lending and credit 

default swaps is useful. 

 

                                                           
12

 SEBASTIAN JUNGER, THE PERFECT STORM:  A TRUE STORY OF MEN AGAINST THE SEA (1997) (The term ñthe perfect stormò was used in 1991 

by the National Weather Service  to describe three separate weather conditions that  converged at sea and sunk a fishing vessel off the New 

England Coast. The term was popularized due to the success of the eponymous book, and has come to mean the convergence of any three events 

which create a once-in-a-life time disaster). 
13 CHARLES DICKENS, A TALE OF TWO CITIES 1 (1859). 
14 GAO REPôT, infra  note __. 
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1. Background on Mortgage Securitization 

The housing market generates very, very large revenues. It is estimated that fees associated with home sales 

and mortgage originations between 2003 and 2008 totaled $2 trillion.
15

 Some of these fees are paid to real estate 

brokers for putting together a willing buyer and seller. Other fees are paid to mortgage brokers and lenders for 

helping the buyer obtain the capital necessary to purchase a home or refinance an existing mortgage. 

People buy homes on credit for a number of reasons. The cost of homes exceeds the amount of savings 

most people have. In addition, when buying the home on credit, the monthly payment may be close to what a rental 

payment would cost. Many hope that the home will appreciate in value over time and can be sold later for retirement 

or to purchase another, larger home.  In addition, buying on credit allows the homeowner to leverage. For example, 

consider a home selling for $300,000. Assume the purchaser borrows $270,000 and puts down 10% of the purchase 

price (or $30,000) of her own savings. She has a ratio of asset value to equity investment (leverage ratio) of 10 to 1. 

If the asset (her home) goes up by 10% in value to $330,000, she has achieved a 100% return on her investment or 

doubled her money. In contrast, if she had bought the home for $300,000 in cash and it rose by 10%, she would only 

achieve a 10% return on her investment. Similarly, with a 10:1 leverage ratio, if the home declined in value by 10% 

she would lose 100% of her original investment. If the home declined by 20%, she would lose 200% of her 

investment and, depending upon how far along she was in making mortgage payments, the principal owed on the 

loan might exceed the value of the house. If the amount she owes exceeds the value of her home, she would be 

ñunderwater.ò   

On the other side of the transaction, institutions loan money to home buyers for a number of reasons. In a 

simple example, a lending institution would consider the borrowerôs current income relative to her debt burdens, and 

her record of paying back loans in full and on time. Based upon this credit profile (as well as the prevailing rate at 

which the lender itself could borrow money), the institution would establish an interest rate. The interest payments 

are meant, in part, to compensate the lender (ñcreditorò) for the credit risk associated with the borrowerôs likelihood 

of default. In addition, to be extra careful, the creditor would require the borrower to pledge the property as 

collateral or ñmortgageò the house.
16

 Thus the borrower is the mortgagor and the creditor institution the 

ñmortgagee.ò  The institution would then collect regular payments of principal and interest from the borrower. If the 

borrower defaulted, the creditor could eventually repossess the home and sell it, and in some states also sue the 

borrower for any loss in value between the sale price and the remaining principal owed. Using the example from 

above, upon closing the deal (commencing the loan), the lending institution would have a $270,000 loan on its 

books.  This loan would be considered an ñasset.ò The institution then would carry the risk that this loan might 

default and would need to be extra careful upfront that this and other similar loans represented sound risks to take.  

The lending institution could sell this ñassetò for a little more than the principal amount to a third party, such as one 

of the federal government sponsored enterprises, including Ginnie Mae, Fannie Mae or Freddie Mac.
17

 Due to this 

ñsecondary marketò in mortgages, the lending institution above, could now recycle that money and lend to a new 

borrower. In addition, selling the loan eliminates the risk of default.  

This process changed dramatically, beginning in the early 1970s.
18

  At that time residential mortgages 

became securitized.
19

 Ginnie Mae created the first publicly traded mortgage-backed security (ñMBSò) in 1970. It 

transferred a group of mortgages into a pool or conduit and sold interests in that pool to investors. An interest in the 

pool was called a pass-through certificate and entitled the owner to a fractional, undivided share of the mortgage 

principal and interest payments. Ginnie Mae provided a guarantee to the certificate owners. Thereafter Fannie Mae 

and Freddie Mac also launched programs to securitize mortgages, however in those programs, the agencies issued 

the certificates. While the Ginnie Mae certificates had the explicit US government guarantee, the others had an 

implicit guarantee, owners believed they were nearly as safe.
20

 Given the structure of these pools, the agencies only 

grouped together loans of similar size and duration. As a result of these programs, the cost for homeowners to 

borrow was said to have dropped by 100 basis points (or one percent).
21

  

                                                           
15  Crotty & Epstein, supra note __ at 7, citing John Gapper, The Fatal Bankerôs Fall, FINANCIAL TIMES, Oct. 1, 2008. 
16 This paper will refer to the entire property as the ñhouseò or ñhomeò for the sake of simplicity. 
17 In addition to the agencies, the private sector also issues MBS and CMOs. 
18

 See, DIV . OF INV. MGMT., U.S. SEC &  EXCH. COMMôN, PROTECTING INVESTORS: A HALF CENTURY OF INVESTMENT COMPANY REGULATION 

5 (1992).  
19 As will be noted later, however, there was an earlier, ñcrudeò form of securitization in the late 19th Century and in the 1920ôs-30ôs. 
20

 HALF CENTURY, supra note _ at 7-8. 
21 JAMES A. ROSENTHAL &  JUAN M. OCAMPO, SECURITIZATION OF CREDIT: INSIDE THE NEW TECHNOLOGY OF FINANCE 12, Produced by 
McKinsey & Company 1988). 
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Innovation followed in 1983 when a new structure known as the collateralized mortgage obligation 

(ñCMOò) was developed.  Like a plain vanilla MBS, mortgage loans were pooled and certificates were issued. 

However, with a CMO, the cash flows were carved up. The pool (sometimes called a conduit) would issue different 

classes of certificates called ñtranches.ò Each tranche represented a different payment stream.  These certificates 

were considered debt obligations or ñbonds.ò In other words the conduit borrows from the bond purchaser and must 

pay back principal and interest.   

Each class of bond would represent a different part of the cash flows emanated from the underlying 

mortgage loans. There were a variety of ways to slice and dice the streams of payments. Each bond type would have 

a stated maturity (such as 2, 5, and 10 years) and a unique coupon rate (the percent interest paid). The amount of 

interest paid to a bond holder would increase with the relative risk of the slice of payments the tranche represented. 

The interest rates paid could be fixed or variable, with the variable rate link to the London Interbank Offered Rate 

(ñLIBORò). LIBOR is the interest rate at which banks in London borrow from other banks on an unsecured basis.
22

 

Thus a ñsaferò bond might pay LIBOR plus 25 basis points (LIBOR plus ¼ of a percent) and a riskier one LIBOR 

plus 250 (LIBOR plus 2.5%). When the credit quality deteriorates, these rates increase substantially. 

The techniques associated with mortgage loan securitization are applied to a variety of loan classes 

including corporate loans, high-yield bonds (aka junk bonds), credit card receivables, auto loans, equipment leases, 

airplane leases and the like. The common theme is that some business or institution lends money to a borrower, 

creating an obligation. This obligation is pooled with other similar obligations into a conduit and the conduit issues 

bonds to investors. These are variously called collateralized debt obligations (ñCDOsò), with CMOs being just one 

subset of CDO. Often structures holding residential mortgages are called residential mortgage backed securities 

(ñRMBSò), however for the sake of clarity, this paper will use the term CDO. 

CDOs were thought to minimize risk. In a giant pool of mortgages, some are bound to default (or repay 

early). These acts reduce the amount or principal earned by the pool (and the amount of interest earned). With a 

plain vanilla structure (such as the Ginnie Mae conduit described above), each bond would take an even share of 

these losses.  This works well if the default and prepayment rates are low. However, with riskier assets, the result 

would be poorer performance. This made it difficult to sell bonds on pools of subprime mortgages (or other risky 

assets). The credit rating agencies would give these poor ratings and the big spenders, institutional buyers with 

billions at their disposal would pre prohibited from buying them. So, by slicing away the riskier pieces, it was easier 

to sell the safer ones to the institutional buyers. 

For example, the ñsaferò tranches are those that receive payments made by homeowners early in the 

mortgage loan. These slices were thought to be ñinvestment grade.ò The safest is known as the ñmost seniorò 

tranche.
23

 Thus, slices farther along in time were riskier and needed to compensate the bond holder with a higher 

interest payment. The mid-pieces were ñmezzanine.ò The riskiest piece is the equity (or sometimes preferred) 

tranche. This is often called the ñfirst loss position.ò
24

  Bond holders of this tranche are not paid until all others are 

paid off in full . Some CDOs are set up so that tranches get paid in sequence. In other words, in some cases the senior 

or ñsafestò tranches get paid in full before the next tranche gets any principal and interest payments. In other 

structures, all tranches receive portions of interest payments, but principal payments are made in sequence.
25

 Given 

that tranches have long maturities sometimes of 10 years or more, the subordinated tranches, may not get paid at all 

or for a long period. Thus they are considered very hard to trade (illiquid).
26

 CDOs have grown so complex that 

some CDOs hold tranches of other CDOs.
27

 Each tranche of the CDO receives a rating from at least one of the major 

rating agencies.  

While the investment grade bonds from these tranches were easy to sell, it was harder to sell the bonds 

representing the mezzanine and equity portions.  Often these risky pieces were kept on the books at the institutions 

who create them. They are called the ñtoxic waste.ò While sponsors may own some of the toxic waste, they prefer to 

                                                           
22 For more details on the use of LIBOR as a reference rate, see 
http://www.bbalibor.com/bba/jsp/polopoly.jsp;jsessionid=aGRplK67vq79?d=1621 
23 THOMAS P. LEMKE, GERALD T. LINS, KATHRYN L. HOENIG &  PATRICIA S. RUBE, HEDGE FUNDS AND OTHER PRIVATE FUNDS:  REGULATION 

AND COMPLIANCE 310 (2008-2009). 
24 LEMKE at 311. 
25

 LEMKE at 317. 
26 LEMKE at 311. 
27 LEMKE at 311. 
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pass that risk along by selling the equity tranche to someone else. And, they found willing buyers ï the hedge 

funds.
28

 

It is worth commenting on how each participant in the distribution chain benefits from this complex 

structured financial arrangement. In addition, itôs important to understand how the initial risk of default moves along 

this distribution chain and where it rests. Using the example above, and simplifying the facts for the purpose of this 

illustration, the homeowner borrows $270,000 to purchase a $300,000 home. The homeowner may work directly 

with a lending institution or an independent mortgage broker. The bank loans the money to the homeowner. Any 

independent or in-house broker involved also earns a fee. The bank then has the risk that the borrower will default. 

The bank also has the risk that the borrower will pre-pay principal. This might be in part, or, if the borrower sells the 

home, in full. This means the lender losses out on the lucrative interest payments over the life of the mortgage. This 

bank is the ñOriginator.ò The bank and the mortgage broker, if any, earn fees paid by the borrower. These include 

points and closing costs.
29

 The Originator also earns money when it sells the loan to a larger financial institution or a 

government agency for an amount, or premium, slightly greater than $270,000. In large pool of mortgages worth 

$100 million, the Originator might receive $102 million, or a premium of $2 million.
30

 The bank no longer has the 

risk of loss, though the bank may stay on or another entity who buys the loan will become the ñservicerò of the 

mortgage loan, collecting the payments and passing them along the chain.  Regarding the risk, in other words the 

original lenders:  

ñ did not have to worry very much about the risk of default, because they rolled these mortgages into 

packages called Mortgage-Backed Securities, which they then sold. They got to be off-risk within a few 

weeks, because by then these MBS belonged to other financial organizations.ò
31

 

The second institution (private or government agency) who buys the loan on the secondary market now has 

the risk of loss. Letôs call the second institution the ñSponsor.ò The Sponsor sets up a conduit and sells the loan (and 

many others similar loans) to the conduit. This conduit is often called the ñIssuer.ò Alternatively, the Sponsor is 

referred to as the Issuer, by some. The Issuer sells bond to investors. The investors who purchase these bonds 

provide money to the Issuer. The proceeds of the bond sales are given to the Sponsor. The Issuer (conduit) is set up 

to be bankruptcy proof. That is, it is designed to be out of the reach of the Sponsorôs creditors in the event the 

Sponsor becomes insolvent.  

When the Sponsor sells these ñassetsò to the Issuer, it can sometimes take those assets off its books. Just 

like the lending institution in the first example above who sells the loan to an agency, the Sponsor hopes to be freed 

up to lend to more borrowers (or to purchase more loans).  Beyond a matter of preference, this relates to regulations 

regarding capital adequacy and leverage at financial institutions. In short, there are limits the amount of assets (loans 

and so on) various financial institutions can have. So, converting the assets to cash helps with these regulatory 

requirements.
32

 What is complicated though, is the question of whether the Sponsor truly has transferred its risk to 

the conduit. Indeed, Sponsors often need to buy a good portion of the riskiest bonds. So while the Sponsor may have 

sold the original loans to the conduit, because it purchases bonds from the conduit, it in fact keeps some of the risk. 

In addition, the investors who purchase the bonds take on a portion of the default risk (and some take on the 

prepayment risk depending upon how it is sliced and diced and which tranche they buy), that we can trace back to 

that original borrow and others like her. The risk got distributed in varying amounts to the bond classes. As noted 

above, the level of risk that each bond investor takes on relates to where the tranche falls in the order of payments. 

In addition to receiving payment for the loans, sponsors may receive other value from these structures. Some CDOs 

are designed to allow the sponsor to take assets off balance sheet. CDOs can also be designed to arbitrage, where the 

Sponsor makes money on the difference or spread between the cash flow from the mortgages and the amount that 

had to be paid out (the LIBOR plus coupon rates).
33

 Thus, if the mortgages performed better than expected, there 

                                                           
28

 Paul Tustain, Bear Stearns and MBS Hedge Funds: What are the Real Risks Today? SAFE HAVEN, Jun. 22, 2007, available at 

http://www.safehaven.com/article-7812.htm 
29

 Adam B. Ashcraft & Til Schuermann, Understanding the Securitization of Sub-prime Mortgage Credit 5,  The Federal Reserve Bank of New 

York Staff Report No. 318, Mar. 2008 
30

 Ashcraft & Schuermann at 5. 
31 Tustain, supra note __. 
32 HALF CENTURY, supra note __. 
33 See FRANK J. FABOZZI &  STEVEN V. MANN, THE HANDBOOK OF FIXED INCOME SECURITIES 670 (2005) 
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would be extra money to distribute to the equity tranche, which might be owned in part by the sponsor. On the other 

hand, if the mortgages underperformed, the losses would be absorbed (first) by those with the riskier tranche bonds 

in that they might not get fully paid back or paid at all. They often receive payments for their work setting up the 

conduit, issuing the bonds and making necessary government filings.
34

 

In theory, this was a brilliant innovation. It helped direct capital to homeowners; it helped to channel the 

risk of default and allocate it to those who could best take it on and reward them handsomely for doing so. However, 

the devil was in the practical details. Letôs return to that borrower from the example above. If a bank was keeping 

that loan on the books, and not selling it into the secondary market at all, the underwriting institution who originated 

the loan would have a greater incentive to investigate her credit history and gauge the likelihood of default (and 

prepayment) by considering how much total debt she would have relative to her income, the employment conditions 

in the area and a variety of other factors. In addition, the institution would have a greater incentive to monitor the 

borrowerôs performance. In contrast, if that loan is being originated for the purpose of sale to another entity, (the 

ñoriginate to distributeò model), that lending institution, is laying off the risk and thus has less incentive to do either. 

As it is said, responsibility follows risk.  Thus lenders can cut corners and offer loans to borrowers who would not 

have qualified if they were risking their institutionôs health. Another problem with this securitization model is that 

pricing a particular tranche is highly complicated.  And even well-designed computer models are merely guidelines.  

The risk of given tranches depended upon a variety of economic conditions in addition to the various 

borrowersô behaviors. When Wall Street decided to use mortgages for credit derivatives, it was not as easy to predict 

default rates. While complex mathematical formulas are used, surprisingly, very important inputs are unavailable. 

For example, individual borrowersô credit histories were typically unavailable to investors.
35

  

People working with these computer models did not have enough history and did not take seriously the 

small percentage chances of a major catastrophe. In fact, many bankers scoffed at considering these conditions, 

admitting that if they occurred, the whole market would be melting down
36

. In other words, they would be able to 

get lost in a crowd of poor performance and escape blame. Another problem with these conduits was that they were 

often undercapitalized or leverage. That is to say that the amount of money collected from bond holders was a small 

fraction of the total assets.  

In early iterations of these structures, for example, J.P. Morgan created a shell and ñsoldò it around 300 

corporate loans of $9.7 billion that had been on its books. The conduit then issued $700 million in bonds to 

investors. This represented less than 8% of the risk. This was described as equivalent to a homeowner purchasing an 

insurance policy to cover a $1 million home from an insurer who only has $75,000 reserved.
37

 JP Morgan would 

have to cover the losses above and beyond the $700 million unless it could take this off its books. In order to remove 

this risk, J.P. Morgan ñsoldò the risk to the American International Group, through its financial products group. 

Well-versed in excessive, unsound debt, this group housed former traders who helped to blow up Drexel Burnham 

Lambert through the creation and sale of ñjunk bondsò in the 1980s.
38

 This division of AIG is also discussed later in 

this paper. 

Twenty years after that first Ginnie Mae mortgage securitization, by 1991, 42% of all home mortgage 

debt
39

 was securitized.
40

 By the end of 2008, there was more than $14 trillion in mortgage debt, of which $11 trillion 

was residential mortgages.
41

 Of the total $14 trillion in mortgage debt, $7.6 trillion, or more than half was held by 

shells ï mortgage pools or trusts.
42

 Around $5 trillion was held by major financial institutions. 

Thereafter, an important shift in the mortgage securitization market occurred. Historically, ñthe origination 

of mortgages and issuance of mortgage-backed securities (MBS) was dominated by loans to prime borrowers 

                                                           
34

 Ashcraft & Schuermann at 5. 
35 GILLIAN TETT, FOOLôS GOLD: HOW THE BOLD DREAM OF A SMALL TRIBE AT J.P. MORGAN WAS CORRUPTED BY WALL STREET GREED AND 

UNLEASHED A CATASTROPHE 67 (2009). 
36 TETT, supra note __. 
37 TETT, supra note __ at 55. 
38 TETT, supra note __ at 62. 
39 Backed by 1 to 4 family residences. 
40 HALF CENTURY, supra note _ at 5. 
41 Board of Gov. of the Fed. Res. Syst., Mortgage Debt Outstanding, Release Date, Mar. 2009, available at 

http://www.federalreserve.gov/econresdata/releases/mortoutstand/mortoutstand20090331.htm 
42 Id. 
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conforming to underwriting standards set by the Government Sponsored Agencies (GSEs).ò
43

 By 2006, non-GSEs 

originated 45% more than the GSEs and issued 15% more certificates (in value).
44

 

 

2. Subprime Mortgages 

 

A subprime mortgage loan is intended for borrowers with a poor credit history.
45

  Often brokers and 

Originators of subprime mortgages engaged in predatory lending practices. With predatory lending, ñthe borrower 

would have been better off without the loan.ò
46

 They took advantage of borrowersô lack of experience, charging 

excessive fees, encouraging them to borrow more than they could hope to pay back and pushed them into adjustable 

rate mortgage (ñARMò) loans with deceptively low payments up front that would reset a short period later.
47

 The 

reset moment correlates with foreclosure risk. According to one study, 12 % of subprime mortgages will default as a 

result of reset.
48

 Most egregiously, some borrowers who qualified for conforming loans were put into subprime 

loans. This practice benefited the brokers and lenders as they earned higher fees. Correspondingly, this hurt the 

borrowers. On average the borrowers who should have been offered a regular (ñconventionalò) loan, paid additional 

fees of more than $5,222 when they were put into a subprime loan. There were huge incentives at the point-of-sale, 

then, to push a borrower into a subprime loan and to push a borrow into more debt and higher payments than he or 

she could afford. This hurt the people on both ends of the distribution chain. Borrowers were three times more likely 

to default.
49

 And, ultimately, investors experienced huge losses. These investors included the direct owners of these 

subprime mortgage-backed securities (mainly institutional owners), as well as the investors whose money the 

institutions control. This is a microcosm of the entire financial crisis whereby those at the beginning and end of the 

distribution chain suffered, but many in the middle profited during the boom and the bust. 

While the Sponsor of a conduit is supposed to investigate (or ñdue diligenceò on) the practices of 

Originators and mortgage brokers, they often deliberated look the other way when faced with substantial evidence to 

support wide spread fraud and predation.  In addition they hid this information from investors and rating agencies. 

  

ñInvestment banks that bundle and sell home mortgages often commissioned reports showing growing risks 

in subprime loans to less creditworthy borrowers but did not pass much of the information to credit rating 

agencies or investors.ò
 50

 

 

Between 2001 and 2006, subprime mortgage origination and securitization skyrocketed.  In 2001, $190 

billion subprime loans were originated. In that year $87 billion in bonds for pools of subprime loans were issued. 

This is a 46% ratio.
51

 Five years later, in 2006 there was $600 billion in subprime origination and $448.6 billion in 

issuance, a 75% ratio.
52

  In contrast, there was a substantial decline in conventional mortgage origination and 

issuance. 

This reflected an ñexplosive demand from investors around the world.ò
53

  The mortgage-backed bonds paid 

higher interest rates than corporate bonds that had the same ratings issued by the major rating agencies.
54

 These rates 

seemed commiserate with the risk that the subprime borrowers were default. Alan Greenspan noted, this reflected an 

error in judgment, ñwith U.S. home prices still rising, delinquency and foreclosure rates were deceptively modest. 

Losses were minimal. . . .  The consequent surge in global demand for U.S. subprime securities by banks, hedge, and 

pension funds supported by unrealistically positive rating designations by credit agencies was, in my judgment, the 

core of the problem. Demand became so aggressive that too many securitizers and lenders believed they were able to 

                                                           
43 Adam B. Ashcraft & Til Schuermann, Understanding the Securitization of Sub-prime Mortgage Credit, The Federal Reserve Bank of New 

York Staff Report No. 318, Mar. 2008 
44 Id. 
45 Ashcraft & Schuermann, supra note __. 
46 Ashcraft & Schuermann, supra note __ at 70, Appendix 1. 
47 See generally, the Center for Responsible Lending website at http://www.responsiblelending.org/mortgage-lending/ 
48 Ashcraft & Schuermann, supra note __ at 21, citing Christopher Cagan, Mortgage Payment Reset (2007). 
49 Center for Responsible Lending, Snapshot of a Foreclosure Crisis, 15 Fast Facts, available at http://www.responsiblelending.org/mortgage-

lending/research-analysis/snapshot-of-a-foreclosure-crisis.html 
50 Patrick Rucker, Wall Street Often Shelved Damaging Subprime Reports, REUTERS, Jul. 27, 2007. 
51 In comparison in that same year $1.433 trillion in conforming loans were originated around $1.087 trillion issued, for a 76% ratio. 
52 In comparison in 2006, there were $1.04 trillion confirming originated and $904 billion issued, for an 87% ratio. 
53 Greenspan testimony supra note __ at 2-3. 
54 Ashcraft & Schuermann, supra note __. 
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create and sell mortgage backed securities so quickly that they never put their shareholdersô capital at risk and hence 

did not have the incentive to evaluate the credit quality of what they were selling. Pressures on lenders to supply 

more ñpaperò collapsed subprime underwriting standards from 2005 forward. 
55

   

Greenspan also blamed purchasers of these bonds for ñ[u]ncritical acceptance of credit ratings.ò However, 

investors were not provided with complete and honest disclosure. ñWhile subprime mortgage security prospectuses 

warned about the perils of such loans in recent years, they did not enumerate the findings of due diligence reports.ò
56

 

In addition, Fed staff recognized that investors in are ñtypically not financially sophisticated enough to formulate an 

investment strategy, conduct due diligence on potential investments, and find the best price for trades.ò
57

 

A large contributor to the rapid origination and sale of subprime mortgage backed bonds were hedge funds. 

As noted in a previous section, hedge funds were willing to buy the equity tranche or the ñtoxic waste.ò  Many of 

these hedge funds borrowed from a prime broker and other market participants using the toxic waste as collateral for 

these loans. As one commentator noticed in the summer of 2007 as two Bear Stearns hedge funds were imploding:  

Next, and this is what hedge funds are all about, it will leverage its risk, too. The hedge fund goes out to a 

lending bank, holding its high-performing but illiquid toxic waste in its hand, and it asks to borrow money 

using the waste as collateral. The bank has access, whether directly or indirectly, to cheap money  . . . and 

so it has the prospect of lending for spectacular profits. Now the MBS wheel is fully in motion. The hedge 

fund loses no time in marking up the value of its equity CDOs on the basis of rising house prices. There is 

an overwhelming pressure to do so, since the hedge fund's managers are rewarded based on performance - a 

figure which is far too easy to manipulate if your investments are illiquid and hard to value in the absence 

of an open market price. . . .The toxic waste gets marked up without the waste itself getting tested on an 

open market.ò
58

 

 

3. Credit-default Swaps and Other Credit Derivatives 

 

To explain how a credit-default swap functions, itôs useful to draw a loose analogy. A credit default swap is 

like a home insurance policy.  With an insurance policy, the buyer pays the seller premiums. In exchange the seller 

agrees to cover the buyerôs losses if there is some bad event occurs and damages the home covered under the policy. 

Similarly with a CDS, the buyer pays the seller a premium based upon a percentage of the underlying asset, typically 

on a quarterly basis.
59

 In exchange, the seller will compensate the buyer if there is a bad ñcredit eventò involving a 

ñreference obligation.ò Typical credit events include the underlying borrowerôs default, reorganization or 

bankruptcy, though contracts vary.   

CDS contracts were created in the mid 1990s.
60

 In 2000, the notional value was around $800 billion.
61

 At 

that time, a small group of parties were involved in the CDS market and the buyers typically under the corporate or 

municipal bond (reference credit) for which they bought protection.
62

 Originally, it was banks that purchased CDS 

as a way to transfer some of the risk of the loans (assets) on their books to a third party.
63

 ñBanks used the CDS 

market to remove risk from their balance sheet, thereby reducing the regulatory capital they were required to put up 

to back that risk.ò
64

 

Selling credit insurance also is a form of leverage. For example, someone who believes that corporation 

XYZ is poised for steady growth and has a strong balance sheet, might purchase some of its bonds, investing cash 

and receiving an annual return of 6%.  This investment would reflect confidence that XYZ would not default A 

credit-default swap provides an alternative that is cheaper in the short-run. This confident investor could sell credit 

insurance to a buyer, using XYZôs bond as a reference credit. The investor acting as a seller would receive quarterly 

                                                           
55 Greenspan testimony supra note __ at 2-3. 
56 Ashcraft & Schuermann, supra note __. 
57 Ashcraft & Schuermann, supra note __. 
58 Tustain, supra note __ 
59 Credit Default Swaps: From Protection to Speculation, PRATTôS J. BANKR. L. (Sept. 2008). 
60 Id. 
61 Id. 
62 Id. 
63 Shadab, Guilty by Association? at 23. 
64 PRINS suppra note __, at 108-109 
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payments from the buyer and would not have to put any money down. The only obligation is the promise to pay if 

XYX experiences a bad credit event. This seemed like easy money to dealers (and insurance companies) who 

underestimated the risk they were taking on.
65

 

 

4. The Perfect Storm: Subprime CDOs, CDS and Leveraged Hedge Funds Converge 

 

After 2000, there were major changes to the CDS market. A secondary market developed for CDS 

contracts. A single CDS contract might be sold 15 ï 20 times.
66

  A seller could trade its right to premium and its 

obligation to cover to someone else. Similarly, a buyer could sell its right to coverage and its obligation to pay 

premiums to someone else.  

In addition, sellers began to ñinsureò a variety of conduits. This was very different from writing protection 

on corporation XYX or a bond or loan of XYZ. Corporation XYX was far more transparent with required publicly 

filed financial statements and could be monitored. In comparison, these CDO conduits were shell entities largely 

exempt from securities laws disclosures and oversight.
67

  

The third important change was that market participants were speculators. Buyers no longer owned the 

underlying reference credit.
68

 Indeed, there was a whole mechanism under the standard industry agreements 

governing CDS that allowed for cash settlements. That is to say, the buyer did not need to deliver the actual 

underlying instrument (or even a related instrument) to the seller after the bad credit event, but could settle out the 

contract in cash. It became clear many years before the global financial crisis that the amount of insurance sold on 

certain debt instruments by far exceeded the total value of the debt.
69

 In others words, this was a speculatorsô market 

that did not contain risk, but created it. This was gambling. This was insurance without reserve requirements. These 

were securities without investor protections. As described below, in 2000 these CDS contracts were exempted from 

laws covering insurance, gambling and securities sales. 

Speculation arose because buyers were able to buy insurance on bonds, mortgage-backed-securities and a 

variety of other obligations they did not own. This is the equivalent of being able to buy an insurance policy on your 

neighborôs home, or allowing millions of people to buy insurance on a few homes located near the shore. A smart 

insurance company would never take on that risk, indeed, without an insurable interest, the policy would not be sold. 

But by analogy, this was the situation with CDS. There were more bets place on a single home than the value of the 

house. Using our home from the MBS example, letôs use the $300,000 home. If 100 people had purchased insurance 

on the home for its full value, the notional value of the insurance would be $30 million. If the weather report showed 

no signs of hurricane for the upcoming season, the premiums for buying insurance on that home would decline. 

However, if two hurricanes headed in its direction, the premiums to buy a new CDS contract would go up. And, 

existing contracts would gain value. The holder of the existing contract might choose to sell for a profit. Meanwhile, 

if that same insurance company sold contracts on many homes in the same area, there might be concern that the firm 

would not be able to settle the claims. Because, if the hurricane came, the insurance seller would need to pay out $30 

million.  If the 100 people had a lot of political power, they might arrange for the government to bailout the home 

insurance seller so that they will be sure to get their $30 million payment if the storm hit. In other words, the 

insurance buyers bear the risk of the sellerôs credit worthiness. In turn the insurance seller bears the risk that the 

buyer will stop making premium payments. To manage these risks, sellers may have to post collateral if their credit 

rating declines, and buyers might have to make large payments up front.  

The perfect storm arose when subprime CDOs, CDS and leveraged hedge funds converged. Many on Wall 

Street were well aware that there were a lot of risky loans in the mortgage pools. So, to provide some assurance that 

the bond holders would be protected, even conforming mortgage pools often contained a ñcredit enhancement.ò This 

might be bond insurance or some extra collateral inside the structure. However, there was a demand for additional 

protection, so giant market in CDS grew. Buying a CDS contract was a way of betting that the hurricane would level 

the homes. The market was about speculation on hurricanes (or in the real world, home owners defaulting). A 

market built upon the hope that people would fall behind, pay extra fees and possible be foreclosed upon, homeless 

and struggling. Stated more formally, ñbuying CDS on mortgage-backed securities was used by hedge funds and 

                                                           
65 See Hu, infra note __. 
66 Janet Morrissey, Credit Default Swaps: The Next Crisis? TIME, Mar. 7, 2008 (interviewing bankruptcy attorney Harvey Miller). 
67 A trustee of the CDO plays a role, for example, acting as a gatekeeper only allowing eligible assets to go into the pool. 
68 Id. 
69 See, e.g. Practicing Law Institute,  
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other asset managers for a variety of purposes, including in strategies to profit from the relative mispricing of such 

securities and to express a negative view of (short sell) the mortgage market as a whole.ò
70

  

In the CDS market, AIG was like that home insurer who sold policies to people who did not own the debt 

instrument (the ñcreditò) being insured. AIG and other sellers grew this business because it generated a lot of cash 

up front. ñHistorically, bond issuers almost never go bankrupt. So, many banks and hedge funds figured they could 

make a fortune by selling CDSs, keeping the premium, and almost never having to pay out anything.ò
71

  

By 2002, the notional value of CDS contracts grew to $2.19 trillion. By 2006, Alan Greenspan remarked 

that ñCredit default swaps are becoming the most important instrument Iôve seen in decades.ò
72

 By the 2007 peak, it 

was somewhere around to $57.8 to $63 trillion
73

 depending upon the source consulted. This rapid expansion is tied 

to a Legal Enabler discussed below, the passage of the Commodities Futures Modernization Act in 2000 which 

deregulated CDS and helped solidify legal rights of buyers and sellers of CDS.   

It should be mentioned that the notional value can be deceptive in that some players are both buyers and 

sellers of a CDS contract on the same reference credit. For example a dealer might sell credit insurance to client A 

and buy credit insurance from client B.
74

  If this were the house, then, if the hurricane came, the dealer would owe 

client A $300,000 and would receive $300,000 from client B. These contracts cancel out and thus at the outset can 

be netted by the dealer. 

In the post-2000 world this risk reduction device had become a form of gambling. The primary buyers of 

credit protection were hedge funds and dealers (at banks) for trading, not reducing risk and bank loan portfolios (for 

reducing risk). The primary sellers were insurance companies, dealers and hedge funds.
75

 In other words insurance 

companies like AIG were mostly on the sell side, collecting huge premiums up front, hoping the reference credits 

would not have bad credit events. Some others were more careful to be on both sides of trades, selling and buying 

insurance. AIG was a significant insurer of collateralized mortgage obligations. Before its collapse, AIG had 

outstanding around $440 billion of CDS where it was the seller of protection to institutions all over the world. When 

it was downgraded by the rating agencies, the buyers of insurance demanded it put up more collateral on its 

contracts.  AIG began to sell assets to cover these obligations and its stock dropped as it descended. Many have 

attributed the collapse of Bear Stearns, Lehman Brothers and AIG to these ñfinancial weapons of mass 

destruction.ò
76

 

 

ñThe securitization of subprime mortgages and other loans can enable banks and securities firms to transfer 

credit risk from their balance sheets to parties more willing or able to manage that risk. However, the 

current crisis has revealed that much of the subprime mortgage exposure and losses have been concentrated 

among leveraged financial institutions, including banks, securities firms, and hedge funds.ò
77

 

 

Early into the crisis a former hedge fund manager and risk manager spotted the contagion: 

 

ñThe subprime mess that is cutting so wide a swath through financial markets can be traced to the alchemy 

of creating collateralized debt obligations (CDOs) compounded by the enormous amount of leverage 

applied by big hedge funds.ò
78

 

 

The perfect storm arose when, using our earlier analogy, when the hurricane hit the shore and began 

washing away houses, the 100 buyers of insurance wanted to get paid. But, the insurance seller did not have reserves 

set aside to cover the claims. In the words of the New York state superintendant of insurance, when underlying loans 

                                                           
70 Houman B. Shadab, Guilty by Association? Regulating Credit-default Swaps, forthcoming in the ENTREPRENERIAL BUSINESS LAW JOURNAL, 

fall  2009 at 22,  citing BIS, OTC Derivatives Market Activity in the Second Half of 2008 at 31, May 2009 
71 Adam Davidson, How AIG Fell Apart, REUTERS Sept. 18, 2008. 
72 See, Stephen J. Lubben, Credit Derivatives and the Future of Chapter 11, Seton Hall Public Law Research Paper No. 906613, Jul 17, 2007, 

referencing Caroline Salas, Derivatives, Not Bonds, Show What Pimco, TIAA-CREF Really Think, BLOOMBERG.COM, May 31, 2006.   
73 Shadab, Guilty by Association? at 22,  citing BIS, OTC Derivatives Market Activity in the Second Half of 2008 at 7, May 2009. 
74 Shadab, Guilty by Association? at 25. 
75 Shadab, Guilty by Association? at 23. 
76 Edward Jay Epstein, Warren Buffetôs Hidden Stake in Financial Weapons of Mass Destruction, VANITY FAIR, Feb. 2, 2009. 
77 GAO REPôT, supra note __ at 19, citing David Greenlaw, Jan Hatzius, Anil K. Kashyap, and Hyun Song Shin, ñLeveraged Losses: Lessons 

from the Mortgage Meltdown,ò paper for the U.S. Monetary Policy Forum (2008).   
78 Richard Bookstaber, Blowing up the Lab on Wall Street, TIME, Aug. 6, 2007. 
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were performing badly, ñeverybody wanted to get paid, had a right to get paid on those credit default swaps. And 

there was no 'there' there. There was no money behind the commitments. And people came up short. And so that's to 

a large extent what happened to Bear Stearns, Lehman Brothers, and the holding company of AIG.ò
79

 These 

institutions had sold too much credit insurance. In the end, Bear Stearns was bought by JPMorgan with a $30 billion 

government assistance. Lehman was not saved, but filed for bankruptcy and AIG received over $170 billion in 

taxpayer funded bailout. An estimated $50 billion of that bailout money passed right through to AIGs CDS 

counterparties,
80

 between 15- 24 or more financial institutions
81

, including to Deutsche Bank, 
82

 Goldman Sachs, 

Bank of America and Citigroup.
83

 In other words, the taxpayers had to bailout the institutions that contracted with 

AIG. They were not sophisticated enough, or the markets were not transparent or efficient enough for them to 

accurately assess AIGôs credit risk. Yet, they did not internalize that error. The risk was passed along to the 

taxpayers. 

These events led to a further market decline due to the excessive use of leverage  to purchase or gain 

exposure to assets. When one class of assets deteriorated in value, leverage ratios increased, creating a need to either 

raise more capital or to sell off other assets as well. These fire sales can put a downward pressure on prices. The 

market price, or what buyers were willing to pay, for some assets was so low that holders refused to sell. These 

ñilliquidò assets were deemed ñtoxicò or ñtroubled.ò 

 The GAO affirmed this in its July 2009 study. There was an attempt to raise new capital. Financial 

institutions raised approximately $200 billion tapping capital from private investors and sovereign wealth funds.
84

 

When that was not sufficient, the next choice was asset sales. Broker-dealers reduced their assets in the 4
th
 quarter of 

2008 by $785 billion and banks reduced credit by approximately $84 billion. 

   

B. The Damage Done  

 Looking back from the vantage point of summer 2009, it is easy to conclude that we are still ñin the 

midst of the worst financial crisis in more than 75 years.ò
85

 Since the recession began in late December of 2007
86

 

through July 2009, a net 6.7 million jobs have been lost.
87

  The unemployment rate rose from 4.9% to 9.4%.
88

 At 

least 14.5 million people were looking for work.  The jobless rate reached 15.2%
89

 in Michigan in June 2009, the 

hardest hit state, compared to 7.3% when the recession began.
90

   

 In 2009 alone more than 2.3 million notices of home mortgage defaults, auction or repossession were 

issued.
91

  During the second quarter of 2009, 4.3% of U.S. homes, or 1 in 25 properties were in foreclosure. 
92

 In 

                                                           
79 The Bet That Blew up Wall Street: Steve Kroft on credit-default swaps and their central role in the unfolding economic crisis, CBS, available at 

http://www.cbsnews.com/stories/2008/10/26/60minutes/main4546199.shtml 
80

 Serena Ng & Carrick Mollenkamp, Top U.S., European Banks Got $50 Billion in AIG Aid, Wall St. J., Mar. 7. 2009. 
81 Carol Loomis, Revealed: 15 AIG Bailout Counterparties, FORTUNE, Mar. 7, 2009, available at 

http://money.cnn.com/2009/03/07/news/companies/aig.fortune/index.htm 
82

 Serena Ng, Hedge Funds May Get AIG Cash: Some Bailout Money is Set Aside to Pay Firms that Bet Housing Market Would Crater, WALL 

ST. J., Mar. 18, 2009. 
83 Joe Nocera, The Problem with Flogging AIG, N.Y. TIMES, Mar. 21, 2009. 
84 GAO REPôT, supra note __ at 20. 
85 U.S. G.A.O. REPôT, FINANCIAL MARKETS REGULATION: FINANCIAL CRISIS HIGHLIGHTS NEED TO IMPROVE OVERSIGHT OF LEVERAGE AT 

FINANCIAL INSTITUTIONS AND ACROSS SYSTEM 2, Jul. 27, 2009. 
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since that date. BUSINESS CYCLE DATING COMMITTEE, NATIONAL BUREAU OF ECONOMIC RESEARCH, DETERMINATION OF DECEMBER 2007 

PEAK IN ECONOMIC ACTIVITY , Dec. 11, 2008 (A recession is defined as: ña significant decline in economic activity spread across the economy, 
lasting more than a few months, normally visible in production, employment, real income, and other indicators. A recession begins when the 

economy reaches a peak of activity and ends when the economy reaches its trough.ò) 
87 Bureau of Labor Statistics, The Employment Situation ï July 2009, Aug. 7, 2009, available at http://www.bls.gov/news.release/empsit.nr0.htm 
Employment Situation, supra note __. 
88 See Bureau of Labor Statistics, Labor Force Statistics from the Current Population Survey, Aug. 17, 2009, available at 

http://data.bls.gov/PDQ/servlet/SurveyOutputServlet?data_tool=latest_numbers&series_id=LNS14000000 
89 Bureau of Labor Statistics, Local Area Unemployment Statistics, available at http://www.bls.gov/lau/ 
90 Bureau of Labor Statistics, Local Area Employment Statistics, Michigan, extracted August 17, 2009, available at 

http://data.bls.gov/PDQ/servlet/SurveyOutputServlet?data_tool=latest_numbers&series_id=LASST26000003 
91 Lynn Adler, Home Foreclosures Set Another Record in July, REUTERS, Aug. 13, 2009, available at 

http://www.reuters.com/article/gc03/idUSTRE57C0M620090814 
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California, 1 in 7 homes were in a foreclosure process.
93

 And, in Florida, 23% or nearly 1 in 4 homes were past due 

or in foreclosure.
94

 In early 2008, 10% of homeowners were ñunderwaterò on their mortgages. In other words, they 

owed more than their homes were worth.
95

 At the end of of 2008, the number of ñunderwaterò mortgages rose to 8.3 

million, or 20% of all properties with mortgages.
96

 By June 2009, more than 33% of all mortgaged homes in the 

U.S. were under water.
97

 

 In 2008, US stock markets lost an estimated $7 trillion and in overseas equity markets $5 trillion 

disappeared. In addition, $10 trillion in homeowner value vanished in the global housing market.
98

 Corresponding 

with these market declines were other individual, personal losses. The net worth of U.S. households slid from $64.4 

trillion in mid-2007 to $51.5 trillion by the end of 2008.
99

 Business and consumer bankruptcies were on the rise.  In 

2008, there were more than 1.1 million bankruptcies filed, compared to approximately 851,000 in 2007.
100

 Of these, 

96% were consumer filings.  By June of 2009, 99 U.S. public companies had filed for bankruptcy.
101

 While there are 

typically fewer public company filings than other business or consumer filings in a given year, the assets involved 

per debtor are substantially higher, between $20 billion and $691 billion.
102

   

 Over 1,500 hedge funds were liquidated by July, 2009,
103

 By mid-August there had been 77 bank failures 

in 2009.
104

 By the end of August, the total since the recession a total of 109 failed had failed.  Washington Mutual 

represented the largest bank failure in history with $307 billion in assets.
105

  Since the crisis began, there have been 

approximately $1.55 trillion in credit losses and write downs at financial institutions.
106

 Moreover, with $3.5 trillion 

outstanding commercial property loans outstanding
107

 given the problems in that market, many remained concerned 

about the impact of future defaults.
108

 

 In 2008, Consumer spending, which typically accounts for close to 70% of economic activity
109

 declined.  

In the second half of 2008, college endowments decreased by an average of 24%.
110

 Problems had spread across 

many sectors of the economy.  

 The crash impacted a middleclass already squeezed by declining or stagnating real wages. Even prior to 

the recession, the prosperous times were not really so prosperous. Mountains of debt shielded the populace from 

having to feel the immediate pain of reduced income. The cost of housing and healthcare had each increased by 70% 

in just one generation.
111

 The cost of education was up 100% in that same timeframe. Meanwhile, wages increased 

only by approximately one percent.
112

 

  State and local governments faced severe budget shortfalls. This was partially due to the decline in 

housing values, which alone was estimated to cost them $1 trillion in property taxes.
113

 Forty eight states had to 

address or still face gaps, just a month into the 2010 fiscal year, totaling at least $165 billion. Deficits for the next 

year are anticipated to be at least $180 billion.
114

 California independently faced a $45.5 billion shortfall.
115

 Across 
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the nation, from community to community, announcements of school budget cuts abound. States and local 

governments cut back on teachers,
116

 the arts, sports teams, closed buildings and instituted layoffs, pay cuts and 

furloughs.
117

 The damage from the U.S. mortgage market meltdown crossed borders. Examples surface from the 

large institutions to the obscure communities. A tiny Norwegian village lost municipal services after an investment 

in credit derivatives sold to them by Citigroup collapsed due to the defaults by Florida real estate speculators.
118

 

 Most remarkably, all of this devastation occurred, even with the tremendous government intervention. As  

of  March, 2009, the total financial rescue plan commitment, including the $787 billion stimulus, approached $13 

trillion, around the size of the 2008 GDP of $14.2 trillion.
119

 This amounts to $42,105 per person including children, 

in the U.S.
120

   

 

C. Timeline of the Credit Crisis and Bailout 

 

 The recent global financial crisis seems to move with the same ñsurrealistic slownessò
121

 as the Great 

Crash of 1929.  An early indicator of trouble ahead appeared on February 27, 2007 when the Federal Home Loan 

Mortgage Corporation (ñFreddie Macò) announced it would stop buying certain risky subprime mortgages and 

related securities.
122

 In particular, Freddie Mac declared it would only buy those adjustable rate mortgages for which 

the underwriters had determined the borrowers were capable of paying not just the initial teaser rate, but the fully 

adjusted rated.
123

 Then, in early April of 2007, a major mortgage lender filed for protection under Chapter 11 of the 

Bankruptcy Code.
124

  In late April of 2007, Standard and Poorôs put out a special report expressing concern about 

the rising home mortgage delinquencies for ñrecent vintageò subprime loans.
125

 In this special report, S&P intimated 

that for at least two years, concerns about lax underwriting standards had been a ñtopic of speculation.ò
126

 On June 

7, a hedge fund offered through Bear Stearns barred redemptions by investors. This hedge fund had the 

unfortunately deceptive name, the High-Grade Structured Credit Strategies Enhanced Leverage Fund, and its 

managers were equally dishonest.
127

 

 Merrill Lynch had grown its CDO issuance business from $4 billion to $28 billion in the first six months 

of 2007.  At that moment, with the full blown subprime crisis, Merrill had $41 billion in CDO securities and no 

willing buyers.
128

 On July 11, S&P placed more than 600 mortgaged-backed securities on credit watch.
129

 On July 

24, major mortgage originator, Countrywide Financial Corporation made its quarterly filing with the SEC. 

Countrywide was the largest issuer of  bonds on pools of subprime mortgages. In 2006, it issued more than $38 

billion, or 8.6% of the total issued. Chairman and CEO, Angelo Mozillo admitted that ñdifficult housing and 

mortgage market conditionsò were expected to continue.
130

 However, he said that   ñmanagement remains optimistic 

about the long-term future growth prospects and profitability.ò On July 31, two hedge funds operated through Bear 

Stearns were liquidated. Both hedge funds were heavily invested in mortgage-backed securities.
131

 

By August of 2007, there were more signs of trouble. On August 6, American Home Mortgage Corporation 

filed for Bankruptcy under Chapter 11.
132

 BNP Paribas froze redemptions on three of its hedge funds.
133
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Mainstream newspapers covered the brewing trouble at Countrywide and other aggressive mortgage originators 

stemming not only from subprime loans, but also adjustable rate mortgages.
134

 The collective shareholder value lost 

by the stock declines at Washington Mutual, IndyMac Bancorp Inc. and Countrywide between the end of 2006 was 

estimated to be $24 billion. On October 10, 2007, the US Treasury Department and the Department of Housing and 

Urban Development launched HOPE NOW. This was an alliance of ñcredit and homeownersô counselors, mortgage 

servicers, and mortgage market participantsò that was tasked at reaching out to at-risk borrowers and helping them 

stay in their homes.
135

 

In January 2008, Bank of America announced a plan to buy Countrywide for $4 billion worth of BofA 

stock.
136

 By Spring of 2008, it appeared that the crisis has spread beyond subprime mortgages. On March 5, Carlyle 

Capital Corporation announced that it was unable to meet additional collateral requirements of its repo 

counterparties. In this instance, the underlying was AAA rated debt issued by Fannie Mae and Freddie Mac (with 

implicit guarantee of the U.S. government).
137

 Nonetheless, the counterparties wanted an additional $37 million 

cushion.
138

 On March 24, 2008, the Fed announced would provide $29 billion in financing for the acquisition of the 

Bear Stearns Companies by J.P. Morgan Chase. 

 In March, the Fed also expanded its liquidity program, the Term Securities Lending Facility, to provide 

$200 billion in liquidity (in the form of US Treasury securities) in exchange for 28 days, instead of overnight, for 

mortgage related securities.
139

 Throughout the crisis and bailout, the Fed continued to expand the liquidity program, 

by accepting a wider range of assets from a variety of counterparties and for longer terms.  

 By summer of 2008, Ambac and MBIA who insured CDOs were downgraded by S&P. IndyMac was 

closed by its regulator, the Office of Thrift Supervision and the FDIC took over the bank deposits and other assets. 

In July, the Fed authorized the NY Fed to extend credit to Fannie and Freddie if necessary.
140

 Bush signed the 

Housing and Economic Recovery Act of 2008, which brought Fannie and Freddie under the supervision of FHFA 

and allows Treasury to buy their obligations.
141

  

 Little public attention was directed at these details, however, given the very dramatic and lengthy 

primary campaigns. The news cycle fixated on the high stakes Democratic nomination battle between Senators 

Hillary Clinton and Barack Obama. And, fresh on the scene, John McCainôs Vice Presidential running mate, 

Governor Sarah Palin engaged the populace who worked through questions about surface versus substance. 

Meanwhile, very substantive economic problems were percolating.  

 The breakthrough events occurred over a few weeks in September 2008. Even a public distracted by the 

Presidential campaigns couldnôt help but to turn its attention to the impending financial crisis. On September 7, 

government sponsored mortgage purchasers and securitizers, Fannie Mae and Freddie Mac were nationalized, 

brought under government conservatorship by the FHFA.
142

 A week later, on September 15, BofA announced the 

acquisition of Merrill Lynch for $50 billion in stock.
143

 On that same day, Lehman Brothers Holdings Inc. filed for 

protection under Chapter 11 of the Bankruptcy Code.
144

 A day later, on September 16, the Fed authorized the Fed. 

Reserve Bank of NY to lend to AIG up to $85 billion. A large money market fund ñbroke the buckò due to holding 

of Lehman Bros. commercial paper and medium term notes.
145

  The Treasury agreed to provide $50 billion to 

guarantee certain money market fund investments to help prevent a ñrunò on the funds.
146
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 On September 20, 2008, Secretary of the Treasury, Henry Paulson, provided Congress with draft 

legislation authorizing the purchase of ñtroubled assets.ò
147

 Many expressed concern about the level of control 

Paulson would be given and the lack of accountability and oversight. Law Professor, John Macey characterized this 

as the largest transfer of power to the Administration from Congress that heôd ever witnessed.
148

 For example, the 

Paulson proposal included that "Decisions by the Secretary pursuant to the authority of this Act are non-reviewable 

and committed to agency discretion, and may not be reviewed by any court of law or any administrative agency."
149

 

On September 21, Goldman Sachs and Morgan Stanley became bank holding companies
150

 ending an era. Paulson 

and Bernanke memorably testified before the Senate Banking Committee, sounding the alarm that credit was frozen. 

Without an immediate $700 billion in government assistance, dire consequences would follow.  

 After first rejected the Paulson proposal, Congress worked through the conflict and in early October, 

President Bush signed the Emergency Economic Stabilization Act of 2008 (the ñBailoutò). This authorized the 

purchase of $700 billion in troubled assets.
151

 No sooner was the purchase trouble assets approved, than Secretary 

Paulson took a different course. In October, Treasury announced the use of $250 billion the TARP money for direct 

capital infusion into U.S. financial institutions. Nine such institutions declared they would take $125 billion.
152

 

Then, in November, Secretary Paulson announced that he no longer planned to use the TARP money to buy (illiquid 

mortgage-related)  troubled assets.
153

  

 Eager to make use of government financing, the already struggling automakers paid a visit to Congress. 

Notoriously arriving on private jets, on November 18, the CEOs of the Big Three Auto companies asked Congress 

for TARP money.
154

 On December 19, the Treasury loaned GM $13.4 billion in TARP money and Chrysler $4 

billion.
155

 More auto assistance followed, including support during the bankruptcy reorganizations of both GM and 

Chrysler. 

 With the goal of avoiding a full-fledged Depression, in February, President Obama signed the American 

Recovery and Reinvestment Act of 2009 (the ñStimulus Planò). The President also announced a plan to help 

borrowers stay in their homes through either refinancing or modification. A meager $75 billion was directed through 

the Homeowner Stability Initiative.
156

   The major banking regulators announce ñstress testsò. On February 26, the 

FDIC announced there were 252 ñproblem  banks.ò
157

 Thereafter, the FDIC continually reported an increasing 

number of troubled banks. It would later report that stress test results that of the 19 largest bank holding companies 

made public. Ten ñfailedò.  

 In total, by March of 2009, the financial rescue plan commitment was nearly $13 trillion.
158

 While this 

was equal to around $42,105 per person in the U.S,
159

  the money was of course not directly handed to individuals. 

Moreover, the public concern over these expenditures rested first on the $700 billion ñtroubled assetò bailout from 

the fall of 2008. Then, attention switched to the $787 billion economic stimulus program from the winter of 2009. 

However, even taken together, these are a small portion of the overall rescue. If the credit crisis was a tsunami, the 

rapid responses and interventions were a whirlwind. 

 

D. Double-Dipping: Enriching the Middlemen Before and After the Crash 

 

                                                           
147 Timeline, supra note __ 
148 Adam Davidson, Bailout Seeks Broad New Powers for Treasury Chief, MORNING EDITION, Sept. 23, 2008, available at 

http://www.npr.org/templates/story/story.php?storyId=94921462 
149 Davidson, supra note _ 
150 Timeline, supra note __ 
151 Timeline, supra note __ 
152 Timeline, supra note __ 
153 Timeline, supra note __ 
154 Timeline, supra note __ 
155 Timeline, supra note __ 
156 Timeline, supra note __ 
157 Timeline, supra note __ 
158 Mark Pittman & Bob Ivy, Financial Rescue Nears GDP as Pledges Top $12.8 Trillion, BLOOMBERG, Mar. 31, 2009, available at 

http://www.bloomberg.com/apps/news?pid=20601087&sid=armOzfkwtCA4 
159 Pittman & Ivy, supra note __. 



Enablers of Exuberance 

Jennifer S. Taub 

Sept. 4, 2009 

DISCUSSION DRAFT  

 

17 

 

Some justify market bubbles and accept excessive pay by suggesting that a ñrising tide lifts all boatsò.
160

 

They embrace the belief that the high, highôs of market expansions and the low, lows of collapses are felt evenly by 

all segments of society. However, recent evidence does not support this notion. During the ñboomò period, while the 

economy expanded, the gains from this expansion were disproportionately captured by the top stratum of society.
 161

  

Families with incomes of more than $398,900, or the top 1% collected around 23% of all income in 2007. This was 

up from around 10% in the 1950s through early 1980s. The sharp incline came between the early 1990s from around 

13% to 23%.
162

  Approximately 14,588 families, those earning more than $11.5 million, or the top .01% earned a 

more disproportionate share of the total income. These top families earned a steady 1 to 1.5% of the income in the 

1940s through the 1980s. The huge jump came between the early 1990s when the top .01% earned 2%. Then by 

2007, this small slice of the population earned 6%.
163

 

The inverse proposition that, ña falling tide will strand all boatsò
164

  is equally suspect. Indeed, as the 

Berkshire Hathaway Chairman noted, some firms are more prepared to be buffeted by a storm than others. And, as 

we have seen with the governmental interventions, beginning in 2008 and through mid 2009, buckets to bailout out 

boats are not evenly distributed. After the hurricane, the big yachts were floating out at sea, while the rest of the 

boats and the harbor lay in ruins.
165

 Indeed, out there in the yachts sit the clever bankers who arranged to receive 

stock option grants when the stock of the corporations who employed them had plummeted. By receiving options at 

the bottom, ten such executives had already seen a gain of $90 million by early September 2009.
166

 

This was just one example of ñdouble-dipping.ò The entire boom and bust has greater enriched those who 

caused the disaster. For example, Angelo Mozillo,
167

 former CEO of Countrywide earned profits of at least $140 

million in sales of Countrywide stock.
168

  Mozillo later admitted that he was incapable of pricing these subprime 

CDOs. Jay Levine, a leader of the US arm of Royal Bank of Scotland, RBS Greenwich ñearned more than $60 

million during the three years before his departure at the end of 2007.ò 
169

  RBS Greenwich was a top issuer of 

mortgaged-backed securities, alongside Lehman Brothers and Bear Stearns. ñAt the height of the mortgage frenzy, 

[RBS Greenwich] generated more than $350 million in profit annually for RBS.ò  The shareholders did not do so 

well. RBS was rescued by the British Government with a $30 billion bailout, due in part to tens of billions in losses 

from U.S. credit.
170

 

Concerns about escalating CEO pay that is decoupled from long-term, sustainable performance was well 

documented in the news,
171

 academic literature,
172

 shareholder resolutions, shareholder advisory services, 

institutional investors and regulations, years before the GFC.  Specific examples showed that irrational exuberance 

pays, or bubbles have beneficiaries. Between 1998 and 2001, 1,000 executives took home a total $66 billion. Of that 

$23 billion was paid to those at a mere 25 firms. This pattern was prevalent. Even bankruptcy did not deter 

executives from cashing out. Executives earned $3.3 billion at the twenty-five largest firms that filed between 2001-

2003.
173

 CEOs who were fired or resigned under pressure collectively received $1 billion in 2006, if one includes the 
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$210 million paid to CEO Robert Nardelli for one day at Home Depot in January 2007.
174

 In 2004, some have 

estimated that the top 25 managers of hedge funds earned more than all of the S&P 500 CEOs.
175

 

However, even seasoned pay-watchers were stunned that in the midst of the Global Financial Crisis, 

bonuses totaling around $20 billion were paid to employees on Wall Street after firms had received at least half of 

the $700 billion in bailout money
176

 plus many billions more in liquidity support.  

Quite perversely, in 2009, the gap between pay and performance widened.
177

  Lucian Bebchuk and Alma 

Cohen analyzed  nine large financial institutions that received  a total of $165 billion in TARP (bailout) money.  

They focused on earnings before compensation (ñEBCò), or the ñtotal pie to be divided between . . . the firmôs 

employees and the shareholders.ò They found that for the years 2003-2006, aggregate compensation ran at between 

52-62%.
178

  In comparison, for the first half of 2009, aggregate compensation was approximately 74% of  EBC.
179

 

Told in absolute (inflation adjusted) dollars, in 2006, EBC at the firms was $244 billion and aggregate 

compensation, $143 billion.
180

 In 2009, (assuming the second half will mirror the first), ECB will be $211 billion 

and compensation $156 billion.
181

 

For example, Merrill Lynch lost $27 billion in 2008.  The US government gave BofA an extra $20 billion 

to help acquire, and thus rescue Merrill. In addition, the government agreed to guarantee $97 billion of BofA losses 

on Merrillôs ñtroubled assets.ò  Given this dramatic tax payer subsidized rescue, one might expect a reasonable 

people to express gratitude and humility. Yet, instead, in late December, just prior to the January 1 closing, Merrill 

paid $3.6 billion in employee bonuses.
182

 This was at a failed firm, and bonuses were traditionally paid in January.
183

  

Many months later, the SEC reached a $33 million settlement with Merrillôs new owner BofA, yet a federal judge 

challenged the agreement, refusing to bless it without further information. Judge Rakoff argued that both banks had 

ñeffectively lied to shareholders.ò
184

  Shareholders approved the acquisition on December 5, but did not receive 

information about the planned bonuses, according to the SEC.  BofAôs attorney attempted to claim the money was 

paid from somewhere other than the ____ billion government bailout. However the judge concluded that the $3.6 

billion in bonuses were paid by the taxpayers, as ñmoney is money.ò
185

 

Even after the public outcry in January of 2009 over the stealth Merrill bonuses, The American 

International Group (ñAIGò) took similar action. AIG had been at the epicenter of the quake and received more than 

$170 billion in taxpayer dollars. Yet, it announced in March of 2009 that it was planning $165 million in bonuses.
186

 

This was planned at the time that US government effectively owned 80% of AIG.  Of particular note was that the 

bonuses were for  ñexecutives at A.I.G.ôs financial products division, the unit that wrote trillions of dollarsô worth of 

credit-default swaps that protected investors from defaults on bonds backed in many cases by subprime 

mortgages.ò
187

 Put so succinctly, this was ñthe same unit whose shenanigans came perilously close to bringing the 

worldôs financial system to its knees.ò
188

  

Some believe that the executive pay issue at AIG was a red herring. For example, Eliot Spitzer asked, 

ñWhy did Goldman have to get back 100 cents on the dollar? Didnôt we already give Goldman a $25 billion cash 

infusion, and arenôt they sitting on more than $100 billion in cash. . . there is a legitimate sense of outrage over the 

bonuses, the larger outrage should be the use of A.I.G. funding as a second bailout for the large investment 
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houses.ò
189

 However, on another level, this extremely important as many experts believe that there is clear 

correlation between skewed compensation incentives and the unreasonable risks that led to the crisis.
190

  

The New York attorney general Cuomo reported that around 5,000 traders and bankers at financial firms 

that received government bailout money, earned more than $1 million each in 2008.
191

 In addition, it surfaced in the 

summer of 2009 that Citigroup planned to pay trader Andrew Hall a $100 million bonus for an ñaggressive year of 

bets in the oil market.ò
192

 Meanwhile, Hall is participated in ña corner of the trading world that appears headed for 

its own infamy.ò Speculators like Hall created volatility in oil prices. Thus regulators are attempting to stop this 

activity. In the words of one journalist, ñHow do you hand $100 million to a guy who may have profited because gas 

hit $4 a gallon?ò
193

 Indeed, and how does one pay $100 million to an employee of Citigroup, the institution who 

received a $45 billion taxpayer-funded bailout?
194

  

 

III.  The Crisis of Ideas 

 

Berkshire Hathaway Vice Chairman, Charles Munger: ñWe want the sophisticated investor to protect 

himself, but we also want a system that identifies crooks and comes down like the wrath of God on 

them. We need both.ò 

 

Professor Joseph Grundfest: ñAnd here I think whatôs intriguing is we have a failure of both.ò
195

 

 

 The Global Financial Crisis was not just a crisis of credit, but also a crisis of ideas. The GFC challenged 

the premises upon which the legal system had permitted the shadow banking system to grow. As noted in the 

introduction, the hands-off approach was premised upon a series of beliefs or expectations. The first was that 

corporate managers would not sacrifice long-term shareholder value for short-term gains.  The second was that 

trading counterparties would monitor each other closely and discourage excessive risk.  The third was that 

ñsophisticated investorsò had the ability to select and monitor ñprivateò unregulated investment options, and if they 

were harmed it affected them only, not millions of underlying savers and the market at large. The catch-all fourth 

belief was that even if there were blips and bubbles, the market would quickly ñheal itselfò before causing any major 

disruption or harm to society.   

 When each of these beliefs proved untenable, a broader question arose: Do we serve the financial 

markets or do they serve us?  Still, a great divide remains. Some would respond that ñfinance serves a public utility 

functionò and that the role of financiers is to ñensure that money flows safely.ò While others would reply that 

finance should operate as a profit-seeking business.
 196

   

 Representing the public utility position, some were calling for a temporary nationalization of the 

banks.
197

 Others seemed to suggest a permanent takeover. Professor Nassim Nicholas Taleb commented that the 

bailouts represented the ñworst of capitalism and socialismò, in that we had ña situation in which profits were 

privatized and losses were socialized.ò
198

 Damon Silvers, Deputy Chair of the Congressional Oversight Panel, 

observed that the stated purpose of the originally bailout: 

 

 ñwas not to rescue Wall Street or make the world safe for derivatives traders. It was to stabilize the system 

Main Street depended on to allocate savings ï the savings of families here and around the world ï so that 
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other families could finance purchases, and so that employers could finance their operations on terms that 

were affordable and fair to both lender and borrower.ò
 199

 

 

Regulators echoed sentiment that the financial markets ultimately serve the people. FDIC Chair Sheila Bair 

noted that the capital infusions were needed ñto avert a more pronounced breakdown of the credit system."
200

 Fed 

Chairman Ben Bernanke answered questions in a town hall style meeting televised by public television. Asked by an 

audience member why the Fed did not let the large firms fall and make room for small business to thrive. Bernanke 

responded, ññit wasnôt to help the big firms that we intervened . . .When the elephant falls down, all the grass gets 

crushed as well.ò
201

 Indeed the promise of the bailout was egalitarian. 

Politicians harnessed the power of this ideological crisis. Then Senator and Presidential candidate, Barack 

Obama declared this the ña final verdict on eight years of failed economic policies promoted by George Bush, 

supported by Senator McCain, a theory that basically says that we can shred regulations and consumer protections 

and give more and more to the most, and somehow prosperity will trickle down.ò
202

 Senator Obama did not mention 

the fact that much of the significant deregulation occurred during Bill Clintonôs years in office. In contrast, President 

George W. Bush justified his decisions to nationalize AIG, bail out the GSEs and banks with more than $700 billion. 

He said during an interview with a cable news network, ñIôve abandoned free-market principles to save the free-

market system.ò
203

 

Alan Greenspan, once a proponent of private ordering instead of government regulation, also pinpointed 

the cause of the crisis as a failed ideological construct: 

The whole intellectual edifice, however, collapsed in the summer of last year because the data inputted into 

the risk management models generally covered only the past two decades, a period of euphoria. Had 

instead the models been fitted more appropriately to historic periods of stress, capital requirements would 

have been much higher and the financial world would be in far better shape today, in my judgment. . . those 

of us who have looked to the self-interest of lending institutions to protect shareholderôs equity (myself 

especially) are in a state of shocked disbelief. Such counterparty surveillance is a central pillar of our 

financial marketsô state of balance. If it fails, as occurred this year, market stability is undermined.ò
204

 

 

Stated eloquently by the Congressional Oversight Panel, ñAs asset prices deflated, so too did the theory that 

had increasingly guided American financial regulation over the previous three decades ï namely that private markets 

and private financial institutions could largely be trusted to regulated themselves.ò
205

The notion that counterparties 

can through the private markets control risky behavior was belied by the fact that ñtens of billions of dollars of 

taxpayersô money has been funneled to A.I.G.ôs counterparties ð at 100 cents on the dollar.ò
206

 

 Another idea destined for the dust bin of history was that ñsophisticated investorsò had the ability to protect 

themselves and those for whom they act as fiduciaries. Thus, government regulation (in the form of disclosures and 

operational controls) would be unnecessary for ñprivateò investment pools to which they directed their own funds 

and the funds of clients. Regarding subprime mortgages, Greenspan reflected that ñTo the most sophisticated 

investors in the world, they were wrongly viewed as a ósteal.ôò
207

 The reliance upon sophisticated investors will be 

covered in greater detail below. 

 It must be noted, however, that this ideological tension between the role of the markets and the financial 

system is not new. Just after the Depression, in the late 1930s, John Maynard Keynes proclaimed that: 

 

                                                           
199 Opening Remarks of Damon A. Silvers, Deputy Chair, Congressional Oversight Panel, Hearing on Small Business Lending in Wisconsin, 

Apr. 29, 2009, available at http://cop.senate.gov/documents/statement-042909-silvers.pdf 
200 Nick Grabbe, FDIC Chief Sheila Bair Tells UMass Crowd that Obama Plans Should Pay Off, DAILY HAMPSHIRE GAZETTE, Mar. 28, 2009. 
201 Bernanke Live: Fed Chairman Faces PBS Viewers, W.S.J. Jul. 26, 2009, available at http://blogs.wsj.com/economics/2009/07/26/bernanke-

live-fed-chairman-faces-pbs-viewers/ 
202 James Freeman, Spitzer and Sarbox were Deregulation?, Wall St. J., October 31, 2008. 
203 Bush Weighs Options to Help Automakers, BOSTON.COM, Dec. 17, 2008 (Bloomberg news story), available at  

http://www.boston.com/business/articles/2008/12/17/bush_weighs_options_to_help_automakers/ 
204  Testimony of Dr. Alan Greenspan, Committee of Government Oversight and Reform (October 23, 2008) at 2. 
205 CONG. OVERSIGHT PANEL, SPECIAL REPôT ON REG. REFORM  6  (January 2009) (This report was submitted under Section 125(b)(2)  of Title I 

of the Emergency Economic Stabilization Act of 2008, Pub. L. No. 110-343). 
206 Nocera, supra note __. 
207 Greenspan testimony supra note __ at 2-3. 



Enablers of Exuberance 

Jennifer S. Taub 

Sept. 4, 2009 

DISCUSSION DRAFT  

 

21 

 

ñWhen the capital development of a country becomes a by-product of the activities of a casino, the job is 

likely to be ill-done. The measure of success attained by Wall Street, regarded as an institution of which the 

proper social purpose is to direct new investment into the most profitable channels in terms of future yield, 

cannot be claimed as one of the outstanding triumphs of laissez-faire capitalism ï which is not surprising, if 

I am right in thinking that the best brains of Wall Street have in fact been directed toward a different 

object.ò
208

  

 

Indeed, crashes and panics bring about the debate afresh. After a collapse, arguments favoring the public 

utility role and denouncing excessive speculation arise. And, with the help of public outcry and business 

cooperation, tighter regulation of the risky behavior ensues.  

 The paradox seems to be, however, that when regulation is successful, the public becomes complacent 

and business suggests that it no longer needs to be externally controlled. This is a very odd argument, though it has 

been successful, when pronounced by a charismatic leader. By analogy, the idea seems to be that after building a 

system of dams, the river argues that it now no longer needs the dams. This paradox was explained by the head of 

the Congressional Oversight Panel.  

 

ñWe go fifty years without a financial panic without a crisis. No banks failing . . . Then what happens is we 

say regulation is a pain, itôs expensive we donôt need it so we start pulling the threads out of the regulatory 

fabric and whatôs the first thing we get the S&L Crisis. Seven hundred financial institutions fail. Ten years 

later . . . we get Long-Term Capital Management when we learn that when something collapses one place 

in the world it collapses everywhere else. Early 2000s we get Enron which tells us the books are dirty. And 

what is our repeated response, we just keep pulling the threads out of the regulatory fabric.ò
209

 

 

These philosophical questions intrigue those well outside of the private sector. Even Pope Benedict XVI weighed in 

with an encyclical entitled Caritas in Veritae (Charity in Truth).
210

  

 

ñFinance, therefore ð through the renewed structures and operating methods that have to be designed after 

its misuse, which wreaked such havoc on the real economy ð now needs to go back to being an instrument 

directed towards improved wealth creation and development. . . Financiers must rediscover the genuinely 

ethical foundation of their activity, so as not to abuse the sophisticated instruments which can serve to 

betray the interests of savers.ò 

 

Most broadly, as one journalist stated, ñAt stake are competing visions of the U.S. economy: One would be 

restricted by rules but less prone to bubbles; the other would provide less restraint but also less protection against 

bubbles that can pop.ò
211

 

 

IV.  Gatekeepers and Enablers 

 An unhealthy dependency upon credit and speculation brought about the global financial Crisis of 2008 

(ñGFCò). At all levels of society, individuals and businesses borrowed with unrealistic expectations of future 

prosperity. Many believed they had the ability to fully pay back principal and interest. Others expected home and 

other values to rise, so they might sell and pay off their loans, in the event that their income could not keep up with 

debt service and other expenses. Still others did not have the capacity to think much at all beyond the easy money 

that credit or leveraged-investments seem to offer.  

 In particular, large institutional investors who invest the savings of millions of Americans have been 

pressured to achieve steady returns in order to meet various mandates such pension funds, some which individually 

needed to make billions in scheduled payments annually to retirees. They have learned, though that following what 
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promised to be safe, high yields, but which depended upon short-term highly speculative strategies rapidly erased 

their gains. These institutional investors who hold investment for the long term as ñuniversal ownersò
212

 are 

dependent upon the strength of the economy should consider these changes necessary for the overall performance of 

their portfolios.
213

  

 Common sense and past experience should have prevented smart, sophisticated individuals from 

participating in this credit bubble. However, as with the internet bubble, when experts claimed fundamentals like 

price to earnings rations no longer mattered, with the credit bubble, experts encouraged us to believe that credit risk 

had been contained through complex financial engineering. 

 With the benefit of hindsight, we can now see that credit ñinsuranceò did not dilute, but instead 

concentrated and amplified the risk associated with excessive borrowing. Whether the excess was unreasonable 

loan-to-income ratios for home mortgages, excessive borrowing-to-equity ratios, or a form of economic leverage 

through derivatives, it led to the same crisis.  

 As also noted above, in remarks to Congress, Alan Greenspan marveled after the September crisis that 

one would have expected that in the interest of corporate profits and protecting shareholders, managers would have 

avoided self-destructive behavior. This presumption, this intellectual foundation was, unfortunately a poor one. 

Greenspan informed the Congress, ñthose of us who have looked to the self-interest of lending institutions to protect 

shareholderôs equity (myself especially) are in a state of shocked disbelief. Such counterparty surveillance is a 

central pillar of our financial marketsô state of balance. If it fails, as occurred this year, market stability is 

undermined.ò
214

 

It is worth examining, then if private gatekeepers, such as corporate executives, trading counterparties and 

sophisticated investors cannot protect their self-interests, and public gatekeepers (the SEC and other regulators) are 

also often conflicted, underfunded, without necessary mandate or expertise, then what mechanism can be put in 

place to stand between issuers and investors? How might we protect investors and the markets? Prior to answering 

those questions, this section will examine out some of the gatekeeper theory upon which Greenspan based his 

comments, offer up a different framework to understand this crisis, that of enabling dependency. 

 

A. Corporate Governance and Gatekeepers 

 

The term ñcorporate governanceò typically is used to describe the power balance between the three primary 

corporate constituencies, the managers, the board of directors and the owners of publicly traded corporations.
215

 

Corporate governance can also refer to the responsibility of corporations to society at large.
216

  

 

1. The Separation of Ownership from Control and the Age of Intermediation 

The power struggle between owners and managers emerged from an early 20
th
 Century shift in ownership 

in the U.S. In the 19
th
 Century, business ownership had been more concentrated. With industryôs need to raise more 

capital, a wider shareholder base had to be created. Due to this diffusion of share ownership, corporate managers had 

control of ownersô capital.
217

  Owners were numerous and distant. ñPersons other than those who [had] ventured 

their wealthò were directing industry.
218

 From this separation of ownership from control arose the agency problem, 

whereby managers could not always be trusted to act in the interests of owners. The use the securities laws to protect 

owners or shield managers and directors is often part of the corporate governance area as well.
219
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In some (but not all) respects, the Berle & Means framework has become outdated. We are no longer in a 

stage of managerial capitalism but an Age of Intermediation.
220

 This concept will be discussed later in the section 

providing a background on hedge funds. 

 

2. Gatekeepers 

Leading corporate governance expert, Professor John Coffee wrote expansively on the role of another 

ñplayerò in corporate governance, the gatekeeper.
 221

 Coffee proposes that  ñcorporate governance does not work, 

nor can management be held accountable, in the absence of a system that makes gatekeepers reasonably faithful to 

the interests of investors.ò
222

 In his view, the current system of corporate governance, including honest securities 

offerings, depends upon the vigilance of private individuals. Yet, he notes that private gatekeepers failed in their 

duties during the accounting Enron, Worldcom and other accounting scandals of the late 1990s-early 2000s. 

Coffee describes a gatekeeper as (a) an outsider or otherwise independent; (b) functions in a monitoring 

role and (c) has the power to screen out, rate or grade anotherôs ñcompliance with standards or procedures.ò In other 

words, a gatekeeper is someone who has the ability to withhold consent and by doing so can prevent bad acts. 
223

 In 

the context of corporate law, a gatekeeper stands between the issuer (or corporate manager) and the investor. The 

gatekeeper should block certain activities, such as securities offerings and other financial disclosures if they fail to 

meet certain standards. If the gatekeeper blocks the issuerôs or managerôs ability to make these disclosures, then 

access to investor funding is also blocked.  

While there are public gatekeepers such as the the Securities and Exchange Commission, Coffeeôs 

emphasis is on the role of private gatekeepers. This would include auditing firms, attorney, securities analysts and 

national recognized statistical ratings organizations (rating agencies or NRSROs).
224

 While one might expect these 

gatekeepers to act as effective watchdogs, alerting shareholders when there are compliance problems, Coffee noted 

that during the accounting scandals of the late 1990s and early 2000s, these watchdogs failed to bark or were not 

even in the neighborhood. ñIf there is no watchdog, it cannot bark when the thief comes in the night.ò
225

 He posited 

that a few factors lead to the silence of gatekeepers. These include conflicts of interest, the disincentives to aid and 

abet fraud were diminished, and the value of reputational capital is not as significant as in past periods and the effect 

of market bubbles. 

Conflict-of-interest is the greatest challenge according to Coffee. ñAlthough many problems surround the 

performance of gatekeepers, one problem overshadows all others: typically, the party paying the gatekeeper will be 

the party that the gatekeeper is expected to monitor.ò
226

 Conflicts of interest made loose standards profitable. Some 

accounting firms earned roughly half of their revenue for consulting services. The need to ñcross-sellò consulting 

and public accounting practices encouraged questionable accounting treatments at Enron, for example. In addition, 

due to legal changes, the disincentives to aid and abet fraud were diminished. Furthermore, he noted that the value 

of reputational capital was not as significant as in past periods.
227 

Finally, he observed the effect of market bubbles. ñ[F]und managers tend to herd.  In part this tendency 

exists because fund managers and analysts find it more damaging to their careers to be individually wrong than 

collectively wrong.  In part also, such a tendency is a corollary
228

 of a stock market bubble. . . . If the fund manager 

believes that the óirrational exuberanceô of the market is likely to carry the stock price of Enron up another 20 

percent, then the fund manager who sells Enron will underperform the market and appear less successful than his 

competitors. As a result, capital will flow out of the fund into the funds managed by rivals.ò
229
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 Coffee found that the most successful gatekeepers seemed to be those whose incentive to find the ñtruthò 

was greater than the stream of payments associated with plausible deniability.
230

In emphasizing the importance of 

impartial gatekeepers and not just legally required disclosure, Coffee noted that disclosure is ñthe classic answer of 

corporate law to conflicts of interest.ò  Yet the unintended consequences affect the discloser and the recipients of 

information, according research done by social psychologists.
231

 Evidence suggests that when investors receive risk 

disclosure they believe this indicates a sort of honesty and fair play and then their guard is down. Similarly, when an 

issuer makes the disclosure, it now feels it has done all it needs to do and can aggressively pursue its self interests. 

 Coffee himself seems to hold out little hope for making private gatekeepers more accountable: ñThe sad 

irony is that the more we strengthen litigation remedies to make professionals more accountable, the more we will 

see them respond by seeking narrow hyper technical rules that protect them from exercising judgment.ò
232

 

 He describes the paradox that: ñ[A]bsent a litigation threat, professionals acquiesce in dubious and risky 

practices that their óclientô wants; but once subjected to an adequate litigation threat, professionals insist upon 

narrow duties, hopelessly specific safe harbors, and a rule-based system that often seems devoid of meaningful 

principles. In the former environment, they are unaccountable; in the latter, they become useless.ò
233

 

However, as described below, one can find a way out of this morass. If one acknowledges that both 

disclosure and gatekeepers are important but not sufficient, then, the logical recommendation would be substantive 

investment and operational restrictions. Not only is this recommendation sensible, but it was also codified in the 

1940 Act regulating mutual funds. 

B. Enabling Exuberance 

A helpful framework emerges by linking the enabling behavior from co-dependency theory to the four legal 

acts or omissions identified in this paper. Excessive borrowing and speculation can be considered an addiction or 

dependency. Individuals, investment vehicles, financial institutions and other businesses might be seen at different 

moments as credit abusers or gamblers. As described in more detail below, this credit abuse and gambling addiction 

is ñenabledò through laws that (1) help the behavior persist; (2) makes it possible for the abuser to avoid the 

consequences of the behavior; (3) create an atmosphere of fear; and (4) leave the abuser ungrateful and 

unappreciative.   

 

1. Enabling and Co-dependency 

 

An enabler helps further another personôs self-destructive, addictive behavior, protects the abuser from 

suffering consequences and denies both the abuse and the harm caused to others. The enabler takes these actions due 

to his or her own dependency upon the abuser. In other words, an enabler helps another ñpersist in self-destructive 

behavior (as substance abuse) by providing excuses or by making it possible to avoid the consequences of such 

behavior.ò
234

  

This usage emerged at the intersection of the ñfamily therapy and chemical dependency treatment 

professionsò
235

 as those who observed of the behavior of spouses, family members and others close to those 

suffering from alcoholism and other substance abuse. The term used to describe the relationship between the close 

friend or relation and the substance abuser, codependence was popularized in the mid 1980s through the publication 

of a book that sold millions of copies in the U.S. alone.
236

  One expert observed that ñEnabling is therapeutic jargon 

that means a destructive form of helping. Any acts that help an alcoholic continue drinking, prevent the alcoholic 

from suffering consequences, or in any way make it easier for an alcoholic to continue drinking are considered 

enabling behaviors.ò
237

 Of particular note is the behavior of the substance abuser after a ñrescueò by an enabler. 
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ñ[T]his victim, the poor person weôve rescued, is not grateful for our help. He or she is not appreciative enough of 

the sacrifice we have made. The victim is not behaving the way he or she should.  This person is not even taking our 

advice. . . ñ
238

 Some suggest that the term  ñenablingò has been replaced by the term ñcodependenceò given more 

empathetic connotation, given the genuine suffering experienced by those close to abusers.
239

 

The circumstances that bring about enabling include erratic behavior on the part of the addict which leaves 

others in a state of fear. ñThe cost of continually living in fear is high. Many co-dependants endure persistent 

feelings of anxiety and dread, coming to believe that anything good in their lives is in continuous and immediate 

danger of destruction.ò
 240

 Family members continually try to ñprotect the user from the consequences of his or her 

behavior, partly because those consequences ï loss of life, job, place in the community are feared to be too horrible 

to endure . . .Responsibility shifts from the [addict] toward the most caring and responsible members of the family; 

the chief enablers and family heroes.ò
241

 

By analogy, we have created Legal Enablers that further an unhealthy dependency on excessive borrowing 

or leverage and speculation. Enablers have protected those who engage in these risky practices from suffering 

economic and legal consequences. In addition, Enablers deny redress for the harm caused to the most vulnerable 

victims of this credit and gambling. The people we bailed out is not grateful of our help or sacrifice. Responsibility 

shifted from those who overleveraged to the public taxpayers and investors. One investment consultant noted that 

"AIG's financial-products division went heavily into the business of speculation, and its gambling debts are what 

taxpayers are paying off right now.ò
242

  

 

2. Credit and Gambling Addiction 

 

It is well-established that individuals can be addicted to or dependent upon debt
243

 and gambling.
244

 

Euphoria, exuberance or a high can result from these practices. This mood elevation can temporarily mask other 

underlying troubles. However, the abusive behavior can create its own problems, threatening both the addict and 

interconnected family, friends and co-workers.  

Even for those who are not addicted to debt, but merely dependent upon it to make up the gap between 

income and increased expenses, excess has dire consequences. Consumers have since the mid-20
th
 Century advent of 

universal revolving credit cards
245

 suffered from this disease. Credit card issuing banks act as enablers. ñIf you set 

out to hang yourself, the banks and credit card companies are more than willing to give you the rope.ò
246

 Indeed, 

credit card issuers were willing to extend credit to riskier and riskier borrowers, even when they knew these 

borrowers were likely to default or go into bankruptcy, because the late fees, increased interest rate payments and 

other charges were extremely profitable.
247

 When bankruptcy law expert, Professor Elizabeth Warren met with 

Citigroup, she explained that the bank could cut its charge-off losses in half if it would cease lending to people who 

clearly could not afford to pay them back. A Citigroup executive dismissed her suggestion, revealing that those 

unqualified borrowers who were destined for default were ñthe heart of our profits. Thatôs where we make all of our 

money.ò
248

 In this way credit card issuers were dependent upon consumer credit dependence. 

 Indeed, the entire economy was heavily dependent upon excessive consumer spending. Spending 

requires money, but with declining real wages money had to be borrowed. Excessive borrowing, then required 

financial engineering to provide the comfort, or illusion that the risk of default would decrease even as consumersô 

level of debt to income increased. ñExcessive, unsustainable leverage was present throughout our society in the 

bubble ï not just home mortgages or credit cards, but leveraged buyouts of companies large and small, and hidden in 
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complex capital structures and hedge funds.  . . If we dismantle or outsource our real economy, cheap credit from 

our foreign trading partners will not substitute for what we have lost for long.ò
249

 

 Additionally, it is also well-documented that in terms of business enterprises, financial institutions and 

financial systems, excessive leverage and speculation can produce temporary highs, also masking underlying 

troubles.  It is significant that language around credit access evokes alcohol abuse. As former Fed Chairman, 

William McChesney Martin is often quoted as saying, "You have to take away the punch bowl when the party is 

warming up."
250

 

However, the abuse is unsustainable and ultimately results in a self-destructive crash, threatening the 

institutions engaged in this behavior and those interconnected counterparties, suppliers, customers, shareholders and 

so on. In the context of the Global Financial Crisis, in the words of an experienced money manager, ñLeverage kills. 

People forgot.ò
251

 

Leverage is the steroid of finance.  Both logic and history show the inevitable result of over-leverage in the 

economy. When the collateral that secures loans declines, a rapid acceleration of defaults and widespread loss 

occurs.  Yet, borrowing is an important means for businesses (and individual) to finance operations and expansion 

and to allocate resources to promising enterprises. Accordingly, we had developed laws and empowered regulators 

to control the amount of debt particular types of entities can amass. In addition, we have developed mechanisms for 

swiftly, systematically and fairly unwinding (and sometimes restructuring) forms that become insolvent. However, 

we only applied those laws to certain parts of the financial system, and also allowed for many off-balance sheet 

tricks to make regulated firms look less leveraged. 

 

ñ Federal bank regulators impose minimum risk-based capital and leverage ratios on banks and thrifts and 

supervise the capital adequacy of such firms through on-site examinations and off-site monitoring. Bank 

holding companies are subject to similar capital requirements as banks, but thrift holding companies are 

not. The Securities and Exchange Commission uses its net capital rule to limit broker-dealer leverage and 

used to require certain broker-dealer holding companies to report risk-based capital ratios and meet certain 

liquidity requirements. Other important market participants, such as hedge funds, use leverage. Hedge 

funds typically are not subject to regulatory capital requirements, but market discipline, supplemented by 

regulatory oversight of institutions that transact with them, can serve to constrain their leverage.ò
252

 

  

a. Denial of the Past 

 

. ñFor protecting people from the cupidity of others and their own, history is highly utilitarian.ò
253

 

 

 Leverage kills. People forget and also choose not to remember. With little effort, one can open nearly 

any book about market crashes or the Great Depression and see the affects of excessive leverage and speculation. 

Moreover, prior to the Global Financial Crisis, concerns were raised for more than 10 years, specifically related to 

excessive leverage and private investment pools. It seems implausible, given the repeated pattern of cause and effect 

that we would forget. Fortunately, historians remember that: ñAll major panics follow the same basic outline:  asset 

bubble, massive leverage (borrowing to buy the rising asset), bursting bubble (asset price declines rapidly), defaults 

on loans, asymmetric information and uncertainty, reduced lending, declined economic activity, unemployment, 

more defaults.ò
254

 

Historically, high levels of borrowing to purchase overvalued assets has played a part in many previous 

financial and even regional crises. In 1877, the New York Times reported a phenomenon quite similar to the present 

situation. Mortgages in the West (at the time Illinois) were collapsing. Millions of dollars of ñEastern moneyò had 
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been lost.
255

 Depreciation in real estate values led to the ñruinous impairment of securities based upon it.ò
256

 There 

was a practice of  ñobtaining by way of mortgage more than the mortgaged property ought really to be valued at.ò
257

 

Foreclosure sales in Chicago were yielding between a quarter and a fifth of what had been the property values.
258

 

The article noted that: 

ñ[T]he suspicion arises that the . . .  investor is the victim of overvaluation that would be all but impossible 

without a certain degree of collusion between the agent acting for the mortgagee and the lawyer or agent 

acting for the mortgagor.ò
259

  

The mortgagee (investors) from the East depended upon the ñintegrity and sagacity of the persons in 

Chicago through whom the loan was negotiated.ò
260

 As is the practice today, these mortgage loans were sold. At the 

time, some were sold even without any guarantees by the seller that the interest or principal would be paid. 

Companies arose in New York and Boston which would sell these mortgages and provide a guarantee to the 

investors. However, given the aggregate liabilities of these operators relative to their capital, these guarantees were 

not meaningful. ñA capital of one million, for example, cannot be regarded as a perfectly valid guarantee of ten 

millions.ò
261

As to be expected, these ñagentsò often became insolvent. One such agent went to bankruptcy court 

seeking discharge from around $1.8 million owed to ñEastern investors, some of the heaviest being shrewd citizens 

of this State, and another a Hartford life insurance company much addicted to the pursuit of Western securities.ò
262

 

 In 1927, many were anxious about the ñstock market gamblersò being supplied with loans from member 

banks. This was thought to drain national resources from legitimate enterprises.
263

 The Federal Reserve expressed its 

concerns about member banksô borrowing ñfor the purpose of making speculative loans.ò
264

 When President Hoover 

took office in early March of 1929, he requested that the Fed act to reduce credit for speculative loans. Yet, he did 

not act forcefully when they failed to act. 

Excessive borrowing was again a topic in the 1930s while examining the role of investment pools (known 

as ñinvestment trustsò) in the Crash. The ñabuse of leverage was a primary concern that led to enactment of the 

Investment Company Act.ò
265

 In the [preamble to the] 1940 Act, Congress expressed concerns about the role of 

ñexcessive borrowing and the issuance of excessive amounts of senior securitiesò in that this would ñincrease unduly 

the speculative character of their junior securitiesò and ñinadequate assets or reserves.ò
266

 A ñsenior securityò is 

defined by the SEC to be ñany bond, debenture, note or similar obligation or instrument constituting a security and 

evidencing indebtedness.ò
267

 

The 1940 Act is the law that governs investment companies (including mutual funds). It will be discussed 

in greater detail below. The section of that law that restricts the issue or sale of  senior securities,
268

 was designed to 

protect both the senior securities holders and the equity or junior securities. The former was abused in that the 

sponsors often owned a small equity, voting stake in the firm and then borrowed extraordinary amounts by issuing 

senior debt securities. It was a challenge for senior security holders to calculate their expected return given the 

ñmultiple classesò and ñpyramidingò of senior securities.
269

 Equity holders had the right to redeem their stock and 

this would diminish the equity cushion that was designed to protect the interests of senior securities holders.
270
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Excessive leverage also put the public equity holders of funds at risk as it created volatility. ñ[t]he leverage of the 

senior-junior capital structure magnified the losses suffered by common stockholders.ò
271

 

Leverage and the use of derivatives by investment pools was of great concern in the early 1990s. In June of 

1994, the Congressional Committee on Energy and Commerce requested a comprehensive study concerning mutual 

fundsô use of derivatives be performed by the Commission.
 272

 By September of that year, Chairman Levitt produced 

a lengthy memo from the Division of Investment Management. The memo sent out to examine whether the laws and 

regulations governing the use of derivatives by mutual funds were adequate. Included within this study are a series 

of questions and answers related to the interrelationship between the use of derivatives and the limitations on the use 

of leverage by investment companies.
273

 Also included is a discussion of liquidity problems associated with ñexotic 

derivatives.ò
274

 The term derivative was broadly defined for purposes of the study. It included the more traditional 

concept of ñan instrument whose value is based upon, or derived from some underlying index, reference rate . . . 

security, commodity, or other asset.ò
 275

 It also included ñthose instruments that are created by separating other 

financial instruments into constituent pieces, e.g. mortgage derivatives.ò
276

 

Derivatives can involve leverage as they can create an obligation or debt to a third party which is greater than the 

amount of the initial investment. This might include put options, futures and forward contracts by way of 

example.
277

  

Another instrument can create the economic equivalent of leverage because its price is closely tied to certain 

market fluctuations, like interest rate or stock price changes. This might include a leveraged inverse floating rate 

bond.
278

 In the Commissionôs view, the leverage created by derivatives subjects the fund and its shareholders to 

increased volatility. They became exposed to gains and losses that well exceed the initial investment. Other 

derivatives that create economic leverage had the same magnifying effect.
279

 Accordingly, the Commission applied 

Section 18 of the 1940 Act to those derivatives that created indebtedness leverage, including futures, forward 

contracts and written options.
280

 Mutual funds are required to ñcoverò the debt obligations created by these 

instruments. The method for covering is to hold segregated accounts of cash, U.S. Government Securities or highly 

rated debt equal to the value of the obligation
281

 (but not the full notional amount). As an alternative, of course, 

holding the underlying instrument of other offsetting instrument would also suffice.  It is worth noting that the 

Commission had not at the time of the report required cover for derivatives that create ñeconomic leverage.ò
282

 

As a result of this study, the SEC put out a release known as ñten triple sixò providing guidelines and limits by 

mutual funds and other investment companies on the use of leverage. In practice, a mutual fund may not take on 

debt of more than 33 1/3 percent of its assets.
283

 In addition, only 15% of a mutual fundôs net assets can be in illiquid 

securities (or 10% for a money market fund). 

Given this close attention paid to leverage ratios generally, and with investment pools specifically, itôs a marvel 

that hedge funds slip around any such restrictions, particularly after the collapse of Long-term Capital Management. 

b. Leverage, Gambling and the GFC 
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 Well before the crisis, in the summer of 2003, two senior economists from the Bank of International 

Settlements warned that new financial innovations made us ñmore vulnerable to boom and bust cycles.ò
284

 

Notwithstanding concerns about leverage, in 2004, the SEC changed its practice of controlling the amount of debt 

brokerages could have relative to their equity.
285

 This placed pressure on brokerages to increase leverage so as to 

improve earnings. In 2005, a former banker who had structured credit derivatives worried about the ñeuphoriaò 

around structured finance and questions whether a ñstate of irrational exuberanceò might be developing.  Another 

banker agreed that the ñbuzz about credit derivative productsò was the ñhedge funds getting into it without the 

requisite abilities.ò
286

 Indeed both the leverage and complexity of this instruments suggested that even sophisticated 

investors were speculating and chasing yield without an appreciation of the risks involved.
287

 

 In 2006, FDIC Chair, Sheila Bair expressed concern about the relationship between leverage and 

systemic risk, proclaiming that ñthe leverage ratioða simple tangible capital to assets measureðis a critically 

important component of our regulatory capital regime.ò
288

 Also, Timothy Geithner, then the president of the New 

York Federal Reserve addressed the New York Bankersô Association expressing concern about leverage: 

 ñ[C]onfidence in the overall resilience of the financial system needs to be tempered by the realization 

that there is much we still do not know about the likely sources and consequences of future stress to the system . . 

.[and]. . . The proliferation of new forms of derivatives and structured financial products has changed the nature of 

leverage in the financial system. The addition of leverage imbedded in financial instruments to balance-sheet 

leverage has made this source of potential risk harder to assess.ò
289

 

Just before the Global Financial Crisis, the leverage (ratio of borrowing to capital) at major regulated and 

unregulated financial entities was extremely high. The greatest leverage were broker-dealers and hedge funds at 27 

to 1. Next in line were the mortgage Government Sponsored Enterprises such as Fannie Mae and Freddie Mac with 

23.5 to 1.5. At the other end of the spectrum were commercial banks (9.8 to 1) and savings banks (8.7 to 1).
290

  

However, prior to the crash, the majority view at the Fed in Washington and the Treasury was that financial 

engineering through credit derivatives and CDOs had dispersed risk.
291

 

There are, however, divergent opinions from experts on the role of leverage in the GFC. According to the 

GAO report: 

ñSome studies suggested that leverage steadily increased in the financial sector before the crisis, and 

deleveraging by financial institutions may have contributed to the crisis. First, the studies suggested that 

deleveraging by selling financial assets could cause prices to spiral downward during times of market 

stress. Second, the studies suggested that deleveraging by restricting new lending could slow economic 

growth. However, other theories also provide possible explanations for the sharp price declines observed in 

certain assets. As the crisis is complex, no single theory is likely to fully explain what occurred or rule out 

other explanations. Regulators and market participants we interviewed had mixed views about the effects of 

deleveraging. Some officials told us that they generally have not seen asset sales leading to downward price 

spirals, but others said that asset sales have led to such spirals.ò
292

 

Nonetheless, the GAO still concluded ñThe financial crisis has revealed limitations in existing regulatory approaches 

that restrict leverage.ò
293

 

 Derivatives trading, with no central clearing, brought back the bucket shop, because you could make bets 

without having any interest in the basic security, and people did make such bets in the billions and billions of 
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dollars. Some of the most admired people in financeðincluding Alan Greenspanð argued that derivatives trading, 

substituting for the old bucket shop, was a great contribution to modern economic civilization.ò 
294

 In other words, 

ñthe securities market function better as a gambling casino with vast profits for the people who were croupiers.ò
295

 

The C.O.P. declared that: ñWithout clear and effective rules in place, productive financial activity can degenerate 

into unproductive gambling, while sophisticated financial transactions, as well as more ordinary consumer credit 

transactions, can give way to swindles and fraud.ò
296

 And, corporate governance  experts wondered whether we 

desired ñto go back to an era when banks were banks and not casinos.ò
297

 

   

 

 

V. Stop Enabling : Regulate Private Investment Pools: Pool Safety 

This paper recommends that we eliminate the loopholes that allow unregistered investment pools broad 

discretion to, for example, operate without transparency or supervision, to engage in self-dealing or related-party 

transactions, to inaccurately value and inadequately protect assets and to take on excessive leverage and illiquid 

portfolio securities. Instead, a 1940-Act ñliteò regime should apply to investment pools regardless of whether they 

are ostensibly offered privately to ñsophisticated investors.ò So long as these pools have control over the retirement 

savings of ordinary Americans they should be made safe. And, so long as these pools have the ability individually or 

collectively to create systemic risk, they should also be subject to substantive 1940 Act regulations.  

 

A. Role of Private Investment Pools in the Global Financial Crisis 

 

 Private investment pools played a central role in the GFC. Mortgage-backed securities themselves are 

private investment pools, exempt from the 1940 Act. It is well-documented that the GFC started in the sub-prime 

mortgage market. While it is clear that the 1940 Act could not and should not on a wholesale basis apply to these 

pools, it would make sense to apply some safer limits on ñeconomic leverageò for CDOs. The Securities and 

Exchange Commission briefly addressed the theretofore safe record of these securitization vehicles in its 

comprehensive report on the state of the Investment Company Act.
298

 That being said, the focus of this section of the 

paper is on another type of ñprivateò investment pool, the hedge fund.  

 The debate over whether hedge funds caused the GFC reminds one of a stanza from a T.S. Eliot poem, 

ñStreets that follow like a tedious argument/Of insidious intent.ò
299

 Many who either work in the hedge fund 

industry or are paid in some way by the hedge fund generally deny the connection and also resist regulation. If they 

are open to regulation, it is very mild disclosure obligations which will not remedy the problem.  

 That said, hedge funds did play an important role. As noted in the sections above, hedge funds were 

willing buyers of the toxic waste ñequityò tranche of subprime mortgage-backed CDOs. In addition, they were big 

players in the credit default swap market. The collapse of the two Bearn Stearns hedge funds signaled a 

transformation of the subprime crisis into a much larger credit problem. Moreover, given the opacity of hedge funds, 

it is still difficult to discern the magnitude of their involvement.  

 However, whether they were the prime cause of the crash is beside the point.  Unregulated hedge funds 

are a problem due to the harm they can cause to investors and the markets because they cannot withstand market 

turmoil. Even if they were not the sole or primary contributor to the GFC, they help to magnify the damage done and 

harm their own investors. In terms of defining the systemic risk, many acknowledge that hedge funds are like banks, 

that generate tremendous negative externalities when the fail. Yet, hedge funds are even more prone to such effects 

because: 
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ñunlike banks, hedge funds can decide to withdraw liquidity at a momentôs notice, and while this may be 

benign if it occurs rarely and randomly, a coordinated withdrawal of liquidity among an entire sector of 

hedge funds could have disastrous consequences for the viability of the financial system if it occurs in the 

wrong time and in the wrong sector.ò
300

 

 

In addition, the techniques used by these pools were the cause of this crisis and earlier meltdowns and 

crashes. Restricting a dangerous behavior makes sense regardless of who the market player is. Excessive leverage 

was a chief contributor to the collapse and we know that hedge funds have no leverage restrictions. We also know 

that they represent over a trillion dollars in assets.  While some declare that because regulated banks and investment 

houses were bigger contributors to the GFC, hedge funds deserve to maintain a special place in the shadows of the 

banking system. This simply does not follow. The need to regulate hedge funds arose prior to the GFC. Moreover, it 

relates to the techniques that hedge funds are permitted to employ. Finally, the industry has all but conceded that 

regulation is on its way. The battle grounds now are around whether that regulation will be more than a minor 

registration and disclosure requirement under the Investment Advisers Act of 1940, or something with real value to 

protect investors and the market. 

The GAO noted that in order to ñensure financial stability,ò many financial institutions that use leverage are 

regulated, hedge funds are not. The justification is that ñmarket discipline, supplemented by regulatory oversight of 

institutions that transact with them, can serve to constrain their leverage.ò
301

In this last sentence, the GAO suggests 

that leverage can be constrained by institutions like counterparties who trade with them, prime brokers who lend to 

them and by the market generally.  

Many disagree. Given the meltdowns of Long-Term Capital Management (discussed below) as well as 

others, itôs clear that counterparties are not good watchdogs. Additionally, prime brokers do not have complete 

information about the total debt incurred by hedge funds they to whom they lend. Most importantly, the entire 

exemption for hedge funds depends upon the ability of ñsophisticated investorsò to select and monitor investments. 

As discussed below, this has not happened. 

Finally, assuming that the market can somehow arrive at the right level of leverage, then the belt-and-

suspenders approach of government oversight should not be a problem for the industry. However, as discussed in the 

ñcrisis of ideasò section above, this intellectual edifice supported by the ñcentral pillarò of ñcounterparty 

surveillanceò has collapsed.
302

 

 

 

B. Hedge fund background  

 

The term ñhedge fundò is used to describe ñan investment vehicle that pools capital from a number of 

investors and invests in securities and other instruments.ò
303

 Hedge funds based in the U.S. are commonly organized 

at Delaware limited partnerships. This general partner, often a limited liability company (ñLLCò), acts as the hedge 

fund manager.
304

 Sometimes the general partner contracts with a third party to act as the investment adviser (or sub-

adviser) to the fund. The limited partnership interests are considered ñsecurities.ò
305

 Some hedge funds are organized 

as LLCs, with one of the LLC members acting as a managing member.
306

 Another popular way to organize a hedge 

fund is through a ñmaster-feederò structure.  Investors purchase interests in a feeder fund and that fund invests its 

assets into an underlying or ñmasterò fund. Typically the underlying fund is located outside the U.S. to minimize 

taxation. Other feeder funds also invest assets into the master fund.  This should not be confused with another 

variant, the fund-of-hedge fund structure. With this the fund-of-hedge fund form, the investor buys shares in a hedge 

fund that then invests in roughly 25 ï 50 separate hedge funds.
307
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Conceptually, a hedge fund is quite similar to a mutual fund. Both are types of ñinvestment companies,ò 

meaning they sell securities to investors, pool the proceeds of those sales and invest in other securities. However, 

hedge funds have escaped regulation due to the character of their investors and the ñprivateò way they are sold. A 

mutual fund is an open-ended investment company, meaning, it issues shares constantly and existing shareholders 

can redeem their shares in exchange for cash on demand within at least 7 days.
308

 In addition, mutual funds are 

typically organized as state law business trusts or corporation, not partnerships. 

Records indicated that the first hedge fund was operated by Alfred Jones in 1949.  This fund had a mere 

$100,000 in assets.
309

 Jones was thought to be the first to run a balanced portfolio.
310

 Seeking a market-neutral 

portfolio, he took long positions in undervalued stocks and short positions
311

 in overvalued stocks. He hoped that 

events that lifted or deflated the equity markets would not damage the value of his assets as his short and long 

positions would respond inversely. At that time and into the early 1950s, the hedge fund concept was fairly limited. 

The term was used to describe an equity fund like Jonesô that engaged in basic hedging practices.
312

 Even into the 

early 1990s, many hedge fund investors sought a conservative absolute return that would not necessarily mimic the 

market overall, but would also not decline in concert during poor performance of the broader market.
313

  

Since the 1950s however, the term ñhedge fundò has become quite elastic. Increasingly, it was used to 

mean any type of ñunregistered, privately-offered, managed pools of capital, general excluding, in particular, funds 

principally involved in venture capital or similar private equity investments.ò
314

  In other words, a hedge fund 

became defined in the negative, not the positive. It was a ñcatch-all.ò Indeed, there is much confusion today over this 

concept. The term ñhedge fundò refers to a structure not an investment style. In short, ñthere is no such thing as a 

well defined hedge fund strategy or approach to investing.ò
315

 However, approximately 30-40% of the hedge fund 

ñbusinessò is said to employ the long-short strategy.
316

 

While hedge funds employ a variety of investment strategies, there are some common characteristics. Most 

hedge funds generally seek absolute returns, in that they are often designed to generate profits in all market 

conditions as opposed to being measured relative to a benchmark index.
317

 Most hedge funds use leverage. Leverage 

can be achieved through a variety of modes including short selling, buying securities on margin, borrowing, selling 

securities through repurchase agreements and investing in derivatives.
318

  

Where hedge funds differ is in strategies. By way of illustration, these strategies can include the ñlong-

shortò approach like the Jones fund, long only, or short-bias. A hedge fund might focus on a particular industry or 

sector, such as energy. Some focus on emerging market debt or equities. Some hedge funds capture arbitrage 

opportunities, such as fixed-income arbitrage, convertible bond arbitrage and event-driven arbitrage. A growing 

number of hedge funds, sometimes referred to as ñvulture fundsò focus on purchasing the debt or equity of 

corporations under extreme economic distress.
319

 

Almost sixty years after the first hedge fund launched, at its peak, hedge fund assets were thought to be at 

$1.9 trillion.
320

 There were only about 215 hedge funds in 1968 and possibly 3,000 by the 1990s.
321

 Over 16 years, 
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hedge funds experienced a 3,000% growth rate.
322

 SEC Commissioner Luis A. Aguilar noted that ñit is believed that 

the industry managed around $38 billion in 1990, $625 billion in 2002, and reached $1.9 trillion at the end of 2007, 

although that amount may have decreased to $1.3 trillion at the end of 2008.ò
323

 Hedge funds were said to have 

made 30%of all US fixed income trades, which included 85% of distressed debt and 80% of certain credit derivative 

trades.
324

 

Much as the managers may say they are in it for the long haul, ñthe typical hedge fund has a half life of five 

years or less.ò
325

 The conclusion some draw from this observation is that managers have only one shot to get it right 

and will not be excessive risk takers. However, it is equally likely that given the odds of failing due to events beyond 

their control, managers will take all kinds of risk. Or, one might conclude, regardless of how hard they try or the 

risks they take, the 2 and 20 payment and high water mark structure encourages making fast money.  

Not all hedge funds use leverage, and many hedge funds have positive effects on the market. Some activist 

hedge funds can improve long-term shareholder value.
326

  Some pressure entrenched management. They also have 

the potential to mitigate risk and perform better than the market index during bear markets. However, one does not 

need to overlook the benefits of some hedge funds to recognize the dangers others have, do and can cause due to 

their unlimited investment options. In other words, some people are good, but that does not suggest we should 

abandon laws that prohibit socially undesirable actions like theft or violent crimes. 

Many hedge funds have been found or suspected to have engaged in insider trading, front running, market 

timing. They also meet 4 of the 8 areas identified in the COP Special Report on Regulatory Reform as ñmost 

urgently in need of reform.ò
 327

 They appear to ñpose systemic risk,ò have the ability and practice of using 

ñexcessive leverage,ò are a part of the ñshadow banking system,ò employ pay structures that encourage ñexcessive 

risk taking,ò Hedge funds and systemic risk will be discussed in more detail below. 

Many hedge funds will not survive the crisis. Hedge funds were already, on average down by 5% by the 

time the Bush Administration began the bailout proposals.
328

 In the nine months ending on June 30, 2009 $300 

billion was withdrawn by hedge fund investors. 
329

  At a single hedge fund run by Cerberus, in August 2009, 

investors withdrew $5.5 billion around 71% of the fundôs assets. Of these those run by well-known managers 

Atticus Capital LP, Pequot Capital Management and Cantillon Capital Management closed down.
330

  

   

 

C. Hedge Fund Ownership 

 In order to identify who owns hedge funds, one first needs to be clear on what is meant by 

ñownership.ò When an institution purchases interests in a hedge fund, it becomes the ñowner.ò However, the 

institution is not the ultimate investor whose savings or retirement benefits are at risk. The law around hedge funds 

ignores this reality. Instead, it does not ñcountò the ultimate investors. It generally counts only the institutions who 

manage other peopleôs money. While this will be discussed in greater detail regarding the securities laws loopholes 

for hedge funds, it is introduced here. It is important to keep in mind, whenever institutional owners are mentioned 

that there are millions of people not counted behind those institutions. 

This is easy to illustrate by first using a familiar example, the mutual fund.  Thereafter, the more complex 

example, the hedge fund can be explained. In the U.S. more than 90 million individuals, or half of all households 

own mutual funds.
331

 They may be direct retail investors in the funds. Or, they may be indirect investors, such as 

through their 401k plan. Mutual funds are essentially shell entities that take money from investors and direct it to the 

capital markets by buying up securities. They constantly offer shares to the public and redeem them on demand.  
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Collectively, US mutual funds have more than $10 trillion in assets.
332

 These assets include, for example, 

U.S. stocks, mortgage-backed securities, municipal securities, short-term commercial paper and many other equity 

and debt instruments, depending upon the particular fundôs investment mandate.  When a person buys shares in a 

mutual fund, and that fund turns around and buys common stock of corporation XYZ, the mutual fund is the legal 

owner of the common stock. Thus, the person who puts his or her money at risk, who depends upon the financial 

performance of that underlying corporation is not the legal owner.  The fund is a middleman or intermediary. Taking 

this a step further, if a person participates in a 401k plan and selects a mutual fund for investment, when that mutual 

fund buys common stock of corporation XYZ, it is the retirement plan that is the owner of the mutual fund and the 

mutual fund is the owner of the corporation. Thus, the ultimate investor is not a legal ñownerò of either investment. 

Both the plan and the mutual fund, two shell entities are owners.  The entities who have are legal ñownersò are not 

the ñtrue ownersò are those with their savings at risk. 

In the context of hedge funds, the story is similar, but a little more complicated. At the peak, hedge funds 

had $1.9 trillion in assets and presently around $1.5 trillion.
333

 While this may seem small relative to the mutual fund 

industry worldwide, it is worth noting that US mutual fund assets were at that same level in the early 1990s. While 

there are more than 18,000 hedge fund across the globe, 75% of the assets are managed by approximately 200 firms, 

each with more than $1 billion under management.
334

 

It is clear that ñIn recent years, [hedge fund] growth has been fueled in part by institutional investors, such 

as endowments, foundations, insurance companies, and pension plans.ò
335

 According to a 2005 study conducted by 

the Bank of New York, and Casey Quirk & Associates, it was estimated that by 2008, institutions would invest over 

$300 billion in hedge funds. It is not clear whether this figure represents their initial capital contribution of their 

share of the total assets. Of this institutional money, around 40% came from pension funds.
336

   

A 2006 report to Congress reported that almost a quarter of all pension funds were invested in hedge funds. 

The average amount of pension fund assets dedicated to them was 2.1%.
337

 

Lured by the attractive returns and pressured to achieve absolute returns
338

 in order to finance the 

retirements of an increasing number of retirees, some pension funds had 20 ï 39% of plan assets invested in hedge 

funds.
339

 Given the challenges of its underfunded pension liability, it is not surprising that, General Motors was one 

of the first corporations to invest its pension plan in hedge funds. GM had to pay out over $6.5 billion per year to 

retirees, necessitated a 7% annual return to avoid drawing down principal.
340

 These funds represent the employeesô 

deferred wages and future retirement security. At the time, concerns were raised by ñ consultants and academics 

[who] question whether hedge funds, with risks that are hard to measure, are appropriate for pension funds, whose 

sole purpose, by law, is to pay out predetermined benefits to retired workers.ò
341

 Some suggested that it was 

inappropriate for funds that have to pay retirees on a specific schedule lock up assets in hedge funds that could 

suspend withdrawals.
342

  Notwithstanding the growing commitments to hedge funds by pension plans, ERISA did 

not require plan sponsors to reveal to beneficiaries how many hedge funds and the amount of total assets invested in 

hedge funds.
343

 

 

 

D. The Regulation Hedge Funds Slipped Through 

 

Generally speaking, hedge funds are investment pools that slipped through certain New Deal legislation: 

the Securities Act of 1933 (the ñ1933 Actò), The Securities Act of 1934 (the ñ1934 Actò), the Investment Company 

Act of 1940 (the ñ1940 Actò) and the Investment Advisers Act of 1940 (the ñAdviserôs Actò). In addition these 
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loopholes were later expanded to encourage their growth. Prior to explaining how the loopholes operate, itôs 

important to provide the historical context for these laws as well as their content. In other words, revisiting the 

reasons for the laws and the premises upon which hedge funds escaped them is useful. From there it is possible to 

make the case that if those premises have eroded, regulation is indeed necessary and the loopholes should be sewn 

shut. 

1933 Act and associated regulations, governs the initial offering and sale of securities. The 1933 Act 

provided some very basic protections. Essentially, it sought three things (1) registration: with the government of all 

securities, (2) disclosure: control over the content and manner of disclosing an offering of securities and (3) liability: 

creation of criminal and civil liability
344

 based upon materially false or misleading statements in registration 

statements.
345

 

The 1934 Act focused upon the secondary market in securities. It was designed to regulate the stock 

exchanges, prevent market manipulation and to place ñcurbs on excessive speculations.ò
346

 It requires publicly-

traded firms to make ongoing disclosure and prohibits manipulative and misleading conduct.  

The 1940 Act regulated the offering, sale and operations of investment companies.   Unlike the 1933 and 

1934 Acts which focused upon truthful and complete disclosure, the 1940 Act was far more comprehensive. It 

applied to investment companies where there had been tremendous abuses.
347

  It recognized that investment 

companies were very different from ordinary corporations (ñoperating companiesò) that made a product or service 

for public consumption. The main business of investment companies was collecting savings from the public and 

investing in securities. Given that the operators of investment companies were often the same institutions that 

ñmanufacturedò and traded securities, there were tremendous temptations for self-dealing, front-running, excessive 

leverage and fraud. It recognized that with these pools, it was not enough to mandate disclosure. Thus the 1940 Act 

imposed very detailed investment and operational restrictions upon mutual funds (as well as ñclosed-endò 

investment companies). The Advisers Act regulated the conduct of and fees charged by money managers or 

advisers.  

 

1. 1933 and 1934 Acts 

 

The 1933 Act codified the ñright of prospective investors to demand that any business organization 

which seeks their savings must provide them with such information as may be adequate for the 

evaluation of investment opportunities.ò
348

 

 

ñLet the seller also bewareò
349

 FDR, 1933 

 

The 1929 Crash catalyzed public awareness that ñpromoters, officers, directors and principal stockholders 

of many corporations had been faithless in the discharge of their fiduciary dutiesò
350

 of loyalty and care. However, 

well before 1929, made reformers introduced federal legislation to protect investors from unscrupulous 

underwriters
351

 or sellers of securities. In 1900, the United States Industrial Commission made suggestions that 

investors receive disclosure of ñdetails of the organization that might be of material consequence to the intelligent 

investor.ò
352

 The USIC also recommended that prospectus liability attach for failure to disclose the facts or for 

making untrue statements. In 1903, a Bureau of Corporations was established within the fledgling Department of 
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Commerce. It strove to end state-by-state incorporation and to require the largest publicly traded corporations to 

become federally chartered.
353

 

Thereafter, the Commissioner of Corporations sought to prohibit ñmisleading or dishonest financial 

statementsò
354

 This was thought to be one of the ñprincipal evils of the corporate form of organization.ò President 

Taft asked Congress to federalize corporate law ñto prevent the recurrence under the national auspices of those 

abuses which have arisen under state control.ò
355

 The Federal Trade Commission reported in 1920 many efforts ñto 

stop the sale of worthless securities.ò 

Failed legislation included a bill introduced by Congressman Taylor which required registration of 

securities with the Treasury department. It also provided for liability for damages against anyone who signed the 

registration statement. His intention was to ñcompel the stock shark faker to make a truthful statement of what he 

has and who he is, and all about his scheme, so that any intelligent person may know that he is a swindler and is 

selling clear blue sky.ò
356

 Opponents complained that such disclosure would ñplace an excessive burden on honest 

corporations and investment banks.ò They also did not want to hire outside accountants to verify the financial 

statements. The bill died in committee. 

Sentiment changed, though after the boom and bust. In 1920 through 1928, the listed stocks on the NYSE 

doubled in value. This aligned with corporate profits which had risen by 80%. However, at the end of Calvin 

Coolidgeôs presidency, between March of 1928 through August of 1929, ñthe market began to exhibit a manic 

quality.ò
357

 Stocks then again, doubled in value in that eighteen month period.
358

 With the Great Crash, between 

September 1, 1929 and July 1, 1932, listed stocks on the NYSE lost 83% of their value, going from $90 to $16 

billion.
359

 In 1933, an expert from the Department of Commerce who testified at House hearings, revealed that of the 

$50 billion in securities sold during the past thirteen years, half or $25 billion were ñundesirable or worthless.ò
360

  

In 1932, the President told Congress that legislation needed to be passed that shifted the paradigm that 

caveat emptor was not sufficient but ñthat the seller should also beware.ò
361

To create the federal securities laws, it 

was necessary to transform public sentiment. The Congressional ñPecora Hearingsò held between 1932 and 1934 

aided that effort. During those hearings, attention was drawn to the ñsalary levels and income tax returns of the 

financiersò appearing before the committee.
362

 It was Pecoraôs view that ñextravagant incentive salary arrangements 

[at National City] had encouraged bank officers to engaged in unsound security-selling and unsound banking 

practices.ò
363

 

Taking advantage of the populist dissatisfaction, President Roosevelt sent a message to Congress 

recommending legislation to regulate the offering of securities: 

 

"The public in the past has sustained severe losses through practices neither ethical nor honest on the part 

of many persons and corporations selling securities. . . . There is . . .  an obligation upon us to insist that 

every issue of new securities to be sold in interstate commerce shall be accompanied by full publicity and 

information, and that no essentially important element attending the issue shall be concealed from the 

buying public. This proposal adds to the ancient rule of caveat emptor ['Let the buyer beware'] the further 

doctrine: 'Let the seller also beware' [caveat venditor]. It puts the burden of telling the whole truth on the 

seller. It should give impetus to honest dealing in securities and thereby bring back public confidence."
364

 

 

On May 27, 1933, President Roosevelt signed the Rayburn-Fletcher Securities Bill.
365

 Hailed as a law that 

was ñdesigned to protect the investing public by means of publicity concerning stock issues,ò
366

 it was initially 
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ñunwelcome to a great many persons.ò
367

 Upon signing the law, the President proclaimed that ñthis measure at last 

translates some elementary standards of right and wrong into law.ò
368

 

Roosevelt viewed the 1933 Act as going beyond merely investor protection. He perceived it as protecting 

markets so they could serve society. He announced that ñ[T]he merchandising of securities is really traffic in the 

economic and social welfare of our people.ò
369

 He went on to declare that ñIf the country is to flourish, capital must 

be invested in enterprise. But those who seek to draw upon other peopleôs money must be wholly candid regarding 

the facts upon which the investorôs judgment is asked.ò
370

 He saw the law as putting an end to ñprivate exploitation 

of the publicôs money.ò
371

 This was in his view a ñpermanent addition to our regulatory legislation.ò
372

In addition, 

he saw the disclosures required in the 1933 Act as a way to prevent ñthe approach of economic depressions and the 

taking of steps to prevent them.ò
373

  

The Federal Trade Commission initially had the ñprimary duty to guard the investing public against 

tricksters in the stock market.ò
374

 Because the Securities and Exchange Commission took over this role after the 

1934 was enacted,, to avoid confusion, hereafter, the Commission shall be referred to as the ñCommission.ò The law 

required underwriters to register with the Commission prior to selling stocks or bonds. Registration statements had 

to be filed at least 20 days in advance to give the expert accountants on staff at the Commission time to review the 

filing. Acting as a gatekeeper, the Commission could either approve or deny the security from being offered to the 

public.
375

 The registration statement was open to public inspection. Information required in the registration statement 

included the name of the issuer, it officers, identity of principal stockholders and other important information. For 

example, the names and addresses of persons holding 10% of any class of stock of the issuer had to be disclosed. 

Payments made in the prior year to officers or directors in excess of $25,000 was included. Also, the as the 

maximum aggregate price had to be included.
376

 

While prospective investors could be given a prospectus (or offering document), it also needed to be filed 

with the Commission. The prospectus did not need to contain all of the information included within the registration 

statement, however, it could not omit any material information that would make other claims in the document 

misleading. Even radio advertisements had to be filed five days before broadcast with the Commission and were 

required to contain certain basic information such as the price of the stock and the date of the stock offering. 

The Commission was careful to caution the public that in accepting a registration statement, it was not 

endorsing the offering or even suggesting that the information contain therein was accurate or truthful.
377

 Indeed, the 

former Commission chairman, Huston Thompson, remarked that ñSpeculative securities may still be offered and the 

public is as free to buy them as ever.ò
378

  

Private offerings were exempted at the start. A problem arose however because the law did not ñestablish 

criteria for distinguishing between private and public offers.ò
379

 Many took advantage of this exemption. ñThe 

volume has been large and because it has been impossible to differentiate sharply between public and private sales, 

it may be that in some instances there has been a ócircumvention of the spirit of the securities law.ôò
380

  ñThe expert 

engineer or accountant or financial analyst may not be deceived by a statement of prospectus, but if the average 

investor is likely to be deceived, a refusal or stop order is appropriate.ò
381
Ways to deceive ñthe uninitiated investorsò 

included ñthe use of ómeaningless high sounding and pseudoscientific phrases designed principally to impress the 

uninformed.ò
382
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Thus the securities division of the Commission chose to provide guidance. In a letter to the Corporation 

Trust Company concerning the meaning of the words ñpublic offering,ò the Commission stated that ñan offer made 

to not more than a small, insignificant number of persons, say twenty-five or so, would not appear to be a ópublic 

offeringô within the meaning of the Securities Act.ò
383

 In addition, ñsome issuers, not wishing to comply with the 

Securities Act, had developed the policy of offering their securities to small groups of large investors ï chiefly 

insurance companies.ò 
384

 It was recognized that ñIf  . . . an issuer goes directly to large investors, without utilizing 

the instrumentalities of public distribution, it may be supposed that the intent is to effect [sic] a private sale.ò
385

 

The Securities Act gave ñ investors now have access to information about certain issuersò that might not otherwise 

have been available. Even without that, though, he noted that ñthe institutional investor is skilled in the art of 

investment and needs but little of the help of the Securities and Exchange Commission in getting information about 

issuers.ò
386

 

In less than a year, pressure mounted for an amendment to the 1933 Act. Franklin Roosevelt resisted calls 

to weaken the law. However, he expressed willingness to clarify points of confusion.
387

 The objections or ñprotestsò 

were to the provisions of the 1933 Act which held directors and officers liable (in civil court) for misstatements.
388

 

The President made clear that he supported legitimate business and did not want ambiguity in the law to ñfrighten 

business away from the flotation of securities.ò
389

 Apparently, businessmen were afraid that the strict liability 

imposed on issuers would ñpenalize them almost ruinously for honest mistakes.ò
390

As a result, in 1934, those subject 

to the law, other than the issuer, had a new affirmative defense.  The underwriter must make a reasonable 

investigation of the registration statement.  

  
 

2. The 1940 Act 

 

Investment companies regulated under the 1940 Act are subject to a comprehensive regulatory scheme. 

Everything from offering, advertising and sales to investment strategy, operations and governance are covered in 

that law and related regulations. For example, mutual funds managers are overseen by a board of directors or 

trustees, the majority of whom are independent. By law, this board negotiates the management contract between the 

fund (a shell entity) and the manager (the mutual adviser such as Fidelity, Vanguard, T. Rowe Price). The board also 

is required to establish and review certain policies, including overseeing the use of leverage and derivatives.  

In addition to governance controls, under the 1940 Act, mutual funds are subject to detailed investment 

restrictions. As noted above, they are restricted in the use of leverage. Each fund must limit the amount of illiquid 

securities in their portfolio to no more than 15% of net assets (with money market funds limited to 10%). They are 

also restricted regarding the level of investment in financial institutions and in other investment pools.
391

 Mutual 

funds are usually required to diversify holdings so that at least 75% of its assets are spread across a variety of 

investments, with no single such investment accounting for more than 5% of the fundôs total assets.
392

  

Most importantly, there are strict prohibitions on transactions between the mutual fund (shell) and its 

affiliates (such as the manager and other related parties). Similarly, there are prohibitions on transactions between 

funds managed by the same adviser. A concern underlying these prohibitions are favoring the adviser over the 

mutual fund investors and allocated better trades to a favored fund, or conversely dumping poor securities into a 

disfavored fund. Exemptions to these affiliated transactions prohibition typically must be granted upon application 

to the SEC. Mutual funds must value their shares on a daily basis. 

In addition, the advertising and marketing of mutual funds is highly regulated due to a combination of 

obligations from the 1933, 1934, 1940 Act and Advisers Act.
393

 

                                                           
383 CHERRINGTON, supra note _ at 109, referencing the S.E.C. Letter to the Corporation Trust Company, April 27, 1934. 
384 CHERRINGTON, supra note _ at 110. 
385 CHERRINGTON, supra note _ at 112. 
386 CHERRINGTON, supra note _ at 115 
387 Roosevelt Bars Easing Stock Law, N.Y. TIMES, December 14, 1933. 
388 Roosevelt Bars, supra note __. 
389 Roosevelt Bars, supra note __. 
390 Roosevelt Bars, supra note __. 
391 LEMKE, supra note __ at 88. 
392 LEMKE, supra note __. 
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The Investment Company Act grew out of a two-year study. In 1935, the Congress directed the S.E.C. to 

examine the investment trust industry and report the results of this research. Recognizing additional investor 

protections were necessary for investment pools, the resulting legislation ñThe Investment Company Act reflects a 

congressional recognition that substantive protection beyond the disclosure requirements of the Securities Act of 

1933 and the Securities and Exchange Act of 1934 were needed because of the unique character of investment 

companies and the role in channeling savings into the national economy.ò
394

 

When President Roosevelt signed the Investment Company Act of 1940, he proclaimed that he had ñgreat 

hopesò that it would ñenable the investment trust industry to fulfill its basic purpose to diversify the small investorsô 

risk and to provide a valuable source of equity capital for deserving small and new business enterprises which the 

investment bankers have been unable to finance.ò
395

  Roosevelt saw the industry cooperation on this legislation as a 

sign that things were improving. ñ[W]e have come a long way from the bleak days of 1929 when the market crash 

swept away the veil which up to then had hidden the óbehind-the-scenesô activities of our high financiers and 

showed all too clearly the sham and deceit which characterized so many of their actions.ò
396

 The Division of 

Investment Management at the SEC noted that the acts purpose was ñto eliminate the pervasive abuses that occurred 

in the investment company industry prior to 1940.  To correct these abuses, and police the conflicts of interest that 

engendered them, the Act establishes a ñcomprehensive regulatory framework.ò
397

  

In 1928, Paul Cabot of State Street bank noted that:  

 

ñé dishonesty, inattention, inability, and greed. Even if a fund is honestly and ably run, it may be 

inadvisable to own it simply because there is nothing in it for you. All the profits go to the promoters and 

managers.ò
398

 

 

Fund operators had engaged in self-dealing transactions. For example, they would use fund investorsô 

assets to buy at inflated prices securities from fund managers. They would also (over)pay affiliates out of investorôs 

assets. Fund operators had borrowed heavily. This resulted in the creation of ñsenior securitiesò and in excessive 

leverage, putting the equity investors at tremendous risk. They had been careless or misused or stolen investor assets 

and improperly valued assets. They had created complex layering of ownership structures, creating pyramids of 

funds of funds.  As a result, the 1940 Act ñrequires the safekeeping and proper valuation of fund assets, restricts 

greatly transactions with affiliates, limits leveraging, and imposed governance requirements as a check on fund 

management.ò
399

  

 

 

E. Hedge fund regulation, present and past 

 

Hedge funds that are established or sold in the United States do not register under the Investment Company 

Act of 1940 (the ñ1940 Actò).
400

 In addition, the shares (or interests) sold by hedge funds are not required to be 

registered under the Securities Act of 1933 (the ñ1933 Actò)
401

. As discussed in more detail below, hedge funds are 

afforded these loopholes because they are supposed to be offered ñprivatelyòand/or only to ñsophisticated investors.ò 

Additionally, to avoid registering its shares under the Securities Act of 1934 (the ñ1934 Actò), hedge funds often 

limit sales to no more than 499 persons.
402

  

 

1. Exemption from the Registration, Disclosure and Liability of the 1933 Act 

 

                                                           
394 HALF CENTURY, supra note __ at xvii. 
395 Roosevelt Signs Trust Measure, N.Y. TIMES, August 24, 1940. 
396 Roosevelt Signs, supra  note __. 
397 HALF CENTURY, supra note __ at 252. 
398 John C. Bogle, Bringing Mutuality to Mutual Funds,  1 ROTMAN INTôL J. OF PENSION MGMT  Issue 1, 55 (2008). 
399 HALF CENTURY, supra note __ at xviii. 
400 Unfortunately, some confuse the Investment Company Act of 1940 with the Investment Advisers Act of 1940. In the industry, the former is 

referred to as the ñ1940 Actò and the latter as the ñAdvisers Actò. 
401 See Section 4(2). 
402

 LEMKE et al, supra note __ at 114. 
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The 1933 Act exception allows the hedge fund to sell shares without filing the offering documents with the 

SEC and without providing more comprehensive disclosure to investors. This saves time, in that the registration 

process which includes receiving and incorporating the agencyôs comments, takes many months.
403

 In addition, this 

loophole allows hedge funds to avoid investor law suits. For example, Section 11 of the 1933 Act gives investors the 

right to sue for any statement made in the registration statement that is considered untrue or misleading.
404

  Issuers 

and others involved in the registration of the securities can be liable. 

Hedge funds are only entitled to this exception if they do not make a ñpublic offering.ò If all offers and 

sales are done ñprivately,ò there is no need to register. The law itself is unclear on the meaning of a ñpublic 

offering.ò As noted above, giving meaning to the vague language in the statue occupied the Commission and 

investment community since the outset. Unless Congress amended the law, it was up to the Commission and/or the 

Courts to provide guidance. In Securities & Exchange Commission v. Ralston Purina,
405

 the Supreme Court tried to 

provide guidance to issuers on whether an offering was ñpublicò or ñprivate.ò In that case, the Court determined that 

an offering made to key company employees, resulting in the sale of $2 million in treasury stock (issued directly by 

the company) was indeed ñpublicò because ñ[t]he employees here were not shown to have access to the kind of 

information which registration would disclose.ò
406

  The opinion also suggested that in deciding whether the offering 

was public or private, one should not rely solely upon the number of potential investors who received the offer. 

Instead, one should consider the sophistication of the potential investors. The Court wrote: 

 
ñIt may well be that offerings to a substantial number of persons would rarely be exempt. Indeed, nothing 

prevents the commission, in enforcing the statute, from using some kind of numerical test in deciding when 

to investigate particular exemption claims. But there is no warrant for superimposing a quantity limit on 

private offerings as a matter of statutory interpretation. . . . The focus of inquiry should be on the need of 

the offerees for the protections afforded by registration.ò
407

 

 

The Court opined that an offering where the investors were ñshown to be able to fend for themselvesò
408

 was not 

considered public. 

Over time, courts have considered a variety of factors in determining whether the offer was public (and 

thus subject to registration) or private. These have included the number of offerees, the relationship between the 

issuer and offerees and among the offerrees, the sophistication of the offerees, the size of the offering, number of 

shares offered and manner of the offering, and the absence of re-sale of the securities.
409

  So as not to leave the 

determination up to chance, in the 1980s, the SEC adopted Regulation D (rules under the 1933) that provides a ñsafe 

harborò for issuers. This means that if the hedge fund complies with Regulation D, it will not have to worry about a 

court second-guessing its decision not to register.  

In order to benefit from this ñsafe harbor,ò the hedge fund must file a notice no later than 15 days after the 

first sale of securities. The notice includes very basic information concerning the fund such as the promoter or 

manager, the assets involved, the minimum investment level, and the number of investors. The notice also contains 

the section of the 1940 Act the fund is relying upon for its ñmutual fundò exemption. A duplicate may also need to 

be filed with the states in which the offering is made. There are additional steps under Reg. D in addition to this 

post-sale notice. Drawing upon the Ralston Purina case, the SEC requires that shares can be sold only to ñaccredited 

investorsò and up to no more than 35 non-accredited investors.
410

 As a practical matter, hedge funds limit sales to 

ñaccredited investorsò. With accredited investors, no specific disclosures to investors are required to be made. 

Whereas if any non-accredited investors are included, there may be reporting requirements.
411

 In other words, by 

virtue of wealth alone, investors are thought not to need disclosure. 

                                                           
403 LEMKE et al, supra note __ at 77. 
404 LEMKE et al, supra note __ at 77 
405 SEC v. Ralston Purina, 346 U.S. 119 (1953). 
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 Ralston Purina, supra note __ at 127. 
407 Ralston Purina, supra note __ at 127. 
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 Ralston Purina, supra note __ at 125. 
409
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An accredited investor includes entities such as large institutions, mutual funds, employer-directed pension 

plans, charities, trusts and the like. A natural person can be an ñaccredited investorò if he or she has either $1 million 

in net worth, $200,000 in annual income or joint income with a spouse of $300,000.
412

  

In order to take advantage of the safe harbor, there can be no general solicitation or advertising. 

Theoretically, the offer can only be made to a prospective investor who has a pre-existing relationship with the 

seller.
413

 However, sellers are permitted to become acquainted with investors through cold calling and questionnaire 

intake.  

 

2. Freedom to Pursue Aggressive Investment Strategies: Through Original Private Company Exception: 

1940 Act 3(c)(1) 

 

The 1940 Act exclusion gives hedge fund managers tremendous freedom to pursue aggressive investment 

strategies. In order to avoid this comprehensive regulation of its operations, typically a hedge fund will try to fit one 

of two formats. One choice is to conduct itself as a ñprivateò investment fund under Section 3(c)(1) of the 1940 Act. 

The other choice is to behave like ñqualified purchaserò private investment fund under Section 3(c)(7) of the 1940 

Act. The 3(c)(7) option was added through an amendment to the law in 1996 and a subsequent SEC rule change.  

To rely on Section 3(c)(1), the outstanding securities of the hedge fund
414

 can have no more than 100  

beneficial owners. The ñprivate investment companyò exception applies to an issuer who sells its securities to no 

more than 100 persons.  This exception was designed for investment clubs and other small groups of investors. ñFor 

investment companies whose shares are held by less sophisticated investors, the 100 investor limit reasonably 

reflects the point at which federal regulatory concerns are raised.ò
415

 (Note that while this exception does not require 

any level of sophistication, to avoid liability for a non-compliant public offering, hedge funds typically do limited 

access to ñaccredited investorsò so they can take advantage of the ñsafe harbor.ò) 

To avoid abuse of this 100 person limit, there are rules for attributing or counting investors ñbehindò a 

institutional investor of the hedge fund. These rules get complicated as they reflect a tension between the hedge fund 

operatorôs desire to gather up assets and the governmentôs desire to avoid bypassing the investor protections 

intended for public offerings. As one example, consider Fund A purchases shares of a 3(c)(1) fund (Hedge Fund B). 

Fund A will count as a single investor. Fund A might have 30 shareholders or even 30,000 shareholders of its own, 

but they will not be counted toward the 100 investor cap. However, if Fund A owns more than 10% of the 3(c)(1) 

fundôs voting securities,.
416

 The 30 shareholders, will be counted. If Fund A owned more than 10% of Hedge Fund B 

and Fund A had 30,000 shareholders, then clearly, the investment would be prohibited. The SEC can also ñlook-

throughò Fund A even when Fund A has less than 10% of Hedge Fund B.  This depends upon the specific facts and 

circumstances. The SEC has found that Fund A invests more than 40% of its own assets in Hedge Fund B, it may be 

seen as having be established solely to evade the 100 owner limit.
417

 

This counting game arises from business demands. Industry wants to pretend that Fund A is the only 

ñbeneficial ownerò who should count toward the 100 person limit. This enables the fiction that Hedge Fund B is 

small and private. However, in fact, these intermediate investing entities are often just shells, collecting money from 

the real investors. If there are 30,000 investors in the Fund, they should be counted. As a practical matter, doing so 

would block the mere ñaccredited investorò from being exposed to hedge funds by virtue of investing into a mutual 

fund that then turns around and invests in hedge funds. 

 It is worth noting that in 1996, the ability to pretend that a shell was really just one owner was expanded. 

The above paragraph describes the current state of the law, however, prior to that time, the SEC looked through a 

wider range of entities.  

Expanding the ability to ignore the real investors behind Fund A, occurred when President Clinton signed 

into law the National Securities Markets Improvement Act of 1996 (ñNSMIAò).
418

  NSMIA added a new section to 

                                                           
412 Rule 501(a). 
413 LEMKE et al, supra note __ at 84. Once there is a relationship, even an offering to 330 potential investors was found to be ñprivate.ò 
414 Other than short term borrowing ï ñpaperò. 
415 HALF CENTURY, supra note __ at xxiii. 
416

 LEMKE et al, supra note __ at 96-7. Prior to an amendment, the test was two-part and ñlook-throughò would only happen if the investing fund 

had 10% of its assets invested in the hedge fund and held 10% of the hedge fundôs voting securities. 
417 LEMKE et al, supra note __ at 103. 
418 The National Securities Markets Improvement Act of 1996, Pub. L. No. 104-290 (1996) (NSMIA is codified in various sections of the United 
States Code). 
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the Investment Company Act, providing a new alternative for private investment pools to avoid registration.
419

 This 

3(c)(7) option will be discussed below. In addition, NSMIA changed the existing 3(c)(1) exception to registration, 

by tightening up the look-through provisions.  

After NSMIA, a hedge fund relying upon 3(c)(1) would no longer have to look-through operating 

companies. It would only need to look-through if ñFund Aò from our example above is an investment company or a 

private investment fund. This is a tremendous change, though it was rationalized as being acceptable. This cutting 

back on the look-through provision was not a problem, according to the Commission, because it did not implicate 

the policy concerns that the original look-through provision was intended to address. At first blush, this sounds 

satisfactory, until one sees how incomplete the policy concerns are that are referenced. The Commission contended 

that the purpose of the look-through provision was to avoid the situation where Fund A  ñmay be a conduit that was 

created to enable a Section 3(c)(1) Fund to have indirectly more than 100 investors.ò
420

 However, the policy 

concerns run deeper than that. The reason no more than 100 investors were initial intended under the 1940 Act was 

to avoid a public offering and to avoid exposing unsophisticated investors to risk for which public gatekeepers 

would not review or monitor.
421

 

 

3. Unlimited Sales through the ñNewò Qualified Purchaser Exception: 3(c)(7)  

 

Hedge funds presently can also avoid the 1940 Act requirements by acting as a qualified purchaser private 

investment fund. To take advantage of this exception, the hedge fund can sell its shares exclusively to ñqualified 

purchasersò (and some knowledgeable employees) and cannot make a ñpublic offering.ò
422

  Through rulemaking, the 

SEC has defined the meaning of ñqualified purchaser.ò 

The 3(c)(7) exemption was an outgrowth of the Half Century study mentioned above. The 

recommendations from that study regarding this new hedge fund option were codified in NSMIA. In 1997, the SEC 

issued a final rule designed to implement those sections of NSMIA related to private investment pools.
 423

  In the 

Half Century Study, the Division pronounced that ñFor issuers whose securities are owned exclusively by 

sophisticated investors, the public offering prohibition and 100 investor limit are unnecessary constraints not 

supported by sufficient policy concerns.ò
424

 Accordingly, the Division recommended that a new exception be 

created for ñfunds whose securities are held exclusively by óqualified purchasers.ôò
425

  

It is important to note the foundational premise for endorsement of a new exception. The Division claimed 

that ñThe new exception would be premised on the theory that óqualified purchasersô do not need the Actôs 

protections because they are able to monitor such matters as management fees, transactions with affiliates, corporate 

governance, and leverage.ò
426

 Also proposed was the creation of a new definition in the 1940 Act for ñqualified 

purchaser.ò The suggestion was that the term would be general, allowing for the Commission to refine and adjust it 

through a rule. The recommended definition should include ñsuch factors as financial sophistication, net worth, 

knowledge and experience in financial matters, amount of assets owned or under management, relationship with the 

issuer, or such other factors as the Commission determines to be within the intent of the section.ò
427

 However, this 

recommendation was not put into effect. Instead, as detailed below, wealth alone qualified them. 

In considering the special treatment of sophisticated investors, the Division recommended that for purposes 

of this new rule to expand sales of private funds, that a higher standard than accredited investor was needed. ñGiven 

the many risks to investors of committing assets to managed pools, the Division believes the ability to evaluate 

unregulated investment companies requires a high degree of sophistication.ò
428

 They also noted that ñnatural 

personsò might be able to invest in the proposed new private issuers ñwhere such persons possess a high degree of 

                                                           
419 15 USC 80a-3(c)(7). 
420 Privately Offered Investment Companies, Final Rules, Release No. IC-22597, International Series Release No. 1071, File No. S7-30-96, April 

3, 1997 (hereinafter, ñFinal Rule on 3(c)(7)ò), fn 19, referencing  The Securities  Investment Promotion Act of 1996: Hearing on S.1815 before 
the Senate Comm. on Banking, Housing and Urban Affairs, 104th Cong., 2d Sess. 40  (1995) (testimony of Arthur Levitt, Chairman,SEC). 
421 On the other hand, NSMIA did tighten-up one aspect of the look-through rule. It eliminated step-two. Thus Fund A would need to count all of 

Entity Bôs shareholders once Entity B owned more than 10% of Fund A. 
422 LEMKE, supra note __ at 104. 
423 Final Rule on 3(c)(7), supra note __ . 
424 HALF CENTURY, supra note __ at 104. 
425 HALF CENTURY, supra note __ at 104. 
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financial sophistication, they would be fully capable of evaluating and assuming the risks associated with the new 

section 3(c)(7) pools.ò
429

 

  Under the rule, an institution or a natural person could be a qualified purchaser. For a natural person to 

meet the definition, he or she would have to own at least $5 million in investments.
430

  A family company
431

 with at 

least $5 million in investments is also a qualified purchaser. Also trusts where the trustee and those who contributed 

to the trust are all qualified purchasers, so long as the trust was not created for the purpose of investing in the 3(c)(7) 

fund
432

. In addition, any other person such as an institution with at least $25 million in investments
433

 falls within the 

definition. So, wealth became a proxy for financial sophistication. Legally-created entities were also considered 

ñqualified purchasers.ò  

 In its adopting release, the SEC also addressed the question of whether participants in a retirement plan 

(like a 401k) could direct investments into 3(c)(7) funds where the retirement plan had more than $25 million, but 

where the individual participant would not on his own qualify. According to the SEC, ñCongress determined 

generally that the person making the investment decision to invest in a Section 3(c)(7) Fund had to own a requisite 

amount of investments.ò
434

 However, the Commission noted that for a retirement plan where the participant does not 

make the investment selections, such as a corporate, union or public pension plan, the plan would be considered a 

qualified purchaser of investments made by the plan trustee. 

 

4. Freedom to Charge Performance Fees under the Private Advisers  Exemption to the Advisers Act 

 

Managers of hedge funds are exempt from registration under the Investment Advisers Act of 1940
435

  (the 

ñAdvisers Actò), as they can qualify as a private adviser.
436

 The SEC did adopt a rule requiring hedge fund managers 

to count every investor in the fund as a ñclientò for purposes of determining whether the fund had fewer than 15 

clients. The rule went into effect in February of 2006. However, it was struck down by the U.S. Court of appeals for 

the D.C. Circuit in June of 2006.
 437

 

However, some aspects of the Advisers Act do apply to hedge fund managers, including the antifraud 

provisions.
438

  And, many hedge fund managers register on the Advisers Act in order to meet certain standards under 

the Employee Retirement Income Security Act of 1974 (ñERISAò) and thus attract pension fund assets. The 

antifraud provisions prohibit actions such as fraud, deceit, transacting with a client without first informing the 

ñclientò, front-running, deliberate mis-pricing, overstating performance, taking investment opportunities that belong 

to the fund, failing to seek best execution of transactions, failing to disclose that brokerage commissions were used 

to pay brokers for referring investors, failing to disclose conflicts-of-interest,  using ñkickbacksò and other similar 

practices.
439

 

Under the Advisers Act, performance fees generally are prohibited. However, the prohibition on 

ñperformanceò fees does not apply to hedge funds. Thus, in addition to charging 1-2% of assets under management 

(similar to an actively-management mutual fund arrangement), hedge fund managers charge investors between 20-

50% of returns.
440

  Hedge fund managers avail themselves of this exception by advising only ñsophisticated 

investors.ò
441

  

                                                           
429 HALF CENTURY, supra note __ at 114. 
430 Final Rule on 3(c)(7), supra note __ . 
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Whereas registered Investment Advisers became prohibited in 1970 from charging performance-based fees 

to mutual funds and other investment companies, this was not the case with hedge funds. Section 205(1)(a) of the 

Investment Advisers Act sets forth a general ban on the adviser receiving a share of oneôs clients profits. In 

particular it prohibits ñcompensation to the investment adviser on the basis of a share of capital gains upon the or 

capital appreciation of the funds or any portion of the funds of the client.ò
442

 Congress included this provision in the 

Advisers Act because of the belief that these types of ñperformance fees created incentives for advisers to take 

inappropriate risks in managing a clientôs account in order to increase advisory fees.ò
443

 

Initially  mutual funds were carved out from this prohibition and were permitted to charge performance 

fees. However, in the 1970 amendments to the 1940 Act, Congress brought them under the umbrella. This was a 

response to the discovery that many funds that charged performance based fees awarded bonuses when the fund 

performed well but did not impose a penalty for poor performance.
444

 In the same legislation, ñfulcrum feesò were 

permitted. Those fees that would decrease or increase based upon a fundôs performance relative to  benchmark 

index, for example, were exempt from the prohibition.
445

 

Experts diverge on their view of hedge fund compensation. Some believe the performance fee structure 

helps align managers with shareholders.
446

 They believe the ñhigh water markò results in the appropriate level of 

caution in that the manager may not earn a percentage of profits until it is reached again. However other experts 

claim the opposite. Nothing that especially when the manager is below the high water mark, there is a strong 

incentive to take unreasonable risks.
447

 In addition even when the fund is performing well: 

ñthe typical performance fee incentivizes a hedge fund manager to take on greater risk and leverage since 

the manager does not bear the full downside risk of his investment decisions but is rewarded handsomely if 

the fund performs well. The incentive to take on risk and leverage increases when the manager has to 

exceed some prior ñhigh-water markò to earn his performance fee.ò
448

 

 

In addition, while mutual fund advisers (fund families) have a legally-mandated fiduciary duty to fund 

shareholders,
449

 hedge fund managers do not have the same obligation. The limited partnership agreement will often 

limit the General Partner/managerôs liability and fiduciary duties to shareholders.
450

  

Many retail investors were not financially sophisticated but instead status conscious: ñHedge funds became 

a symbol of the richest and the best.  Paradoxically, the princely fees that hedge fund managers charged enhanced 

their allure, for who could get away with such gaudy fees except the exceptionally talented?ò
451

 

 

 

F. Long-Term Capital Management: Hedge funds and Systemic Risk 

 

Systemic risk was not the focus of the analysis when the Division of Investment Management issued its 

report in 1992, when Congress amended NSMIA in 1996, nor when the SEC implemented NSMIA through 

rulemaking in 1997. Indeed, the words ñsystemic risk, ñsystemic,ò ñsystematic,ò do not even appear in the 

document. Only the words ñmarket integrityò show up, but in the cover letter from Richard Breeden, yet nowhere 

else in the document.  
There had already, however been a number of hedge fund scandals. In the early 1970s there were reports of 

enormous losses through hedge funds. In October of 1971, Guarante-Harrington Associate informed its ñblue-

ribbonò list of around 35 limited partner clients  that it had lost nearly all of their money, which had reached $10 

million, since its 1968 inception.
452

 Two of the sophisticated investors in that scheme included a Hollywood studio 
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head and a real estate developer. Other limited partners included a General Partner of brokerage firm Oppeheimer & 

Co. and a founding partner of Donaldson, Lufkin and Jenrette, Inc.
453

 

However, the first backlash around hedge funds, involved more than some sophisticated investors losing 

their own money. In approximately one year, Long-Term Capital Management a giant hedge fund with $125 billion 

in assets and just a 4-year track record collapsed. When LTCM melted down, the head of every major Wall Street 

bank and the [New York] Fed organized a bailout.
454

 LTCM was not just too big to fail, relative to the entire 

financial system, but also, vital to the personal fortunes of many Wall Street executives ñbecause their own trading 

positions would be affected. They had loaned Long Term billions of dollars, and many prominent Wall Street 

executives had their own personal wealth tied up by Long Term. They were too entangled to give up without a 

fight.ò 
455

 

At the heart of the sudden, massive failure of LTCM was leverage. It had capital of around $4.8 billion, but 

assets of more than $125 billion and was said to have derivatives positions with a notional value of $1.25 trillion. In 

a report after the event, the Presidentôs Working Group noted: 

ñThe events in global financial markets in the summer and fall of 1998 demonstrated that excessive 

leverage can greatly magnify the negative effects of any event or series of events on the financial system as 

a whole. The near collapse of Long-Term Capital Management (ñLTCMò), a private sector investment 

firm, highlighted the possibility that problems at one financial institution could be transmitted to other 

institutions, and potentially pose risks to the financial system.
456

  

 

Had hedge funds been subject to any leverage restrictions, even not as draconian as mutual funds, the 

damage would not have been as severe. Due to the leverage restrictions under the 1940 Act, there have not been 

problems with the use of leverage by mutual fund or close-end funds.  Moreover, the level of leverage at LTCM was 

far greater than the magnitude that the 1940 Act was designed to prevent.  In the words of the former president of 

the Investment Company Institute, Matthew Fink, LTCMôs leverage ratio ñwould have been the envy of the most 

speculative closed-end funds of the 1920s.ò
457

 

The managers of LTCM, including former bond trader, Meriwether and two Nobel prize winning 

economists, chose a strategy somewhat similar to their forbearer. But, they were like Jones on steroids. Given that 

they were trying to capture small fluctuations in bond spreads, the leverage of 20 to 30 times the investment capital, 

was the way to magnify profits.
458

  

This was not an isolated event. There were several more hedge fund scandals, including in 2006, when 

Amaranth Advisors lost $6.4 billion of its $9 billion in assets as a result of aggressive speculation in the natural gas 

markets.
459

 At the time, of this various scandals, many recognized the failure of private ordering. The Presidentôs 

Working Group wrote that ñOur market-based economy relies primarily on market discipline to constrain leverage. 

But market discipline can break down.ò
460

 Nevertheless, the recommendations in the report were weak and never 

implemented. They were based upon disclosure alone, which did not get enacted. There was no recommendation for 

actual restrictions on leverage.  

LTCMôs failure also reflected the opacity of hedge funds. Lack of transparency led to concerns about front-

running, market timing
461

 and systemic risk.  As Commissioner Aguilar recently remarked, ñThis state of affairs is 

what you would expect when markets are inextricably integrated and the impact of hedge funds is significant, but 

their actions and their risks are opaque. Simply stated, regulators, legislators and the public have little credible 

information as to who is out there and what they are doing.ò
462
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Aguilar also noted the potential for insider trading in the hedge fund world. ñHedge funds who participate 
in private placements, talk with trading desks, and maintain connections with the street are, in many cases, in a 

position to obtain inside information and to use it in a way that traditional surveillance may not detect. This potential 

for insider trading has been well publicized and public investors are concerned about the possible effects on market 

fairness and integrity.ò
463

 

G. Reach and Retailization of Hedge Funds 

 

Prior to the Global Financial Crisis, some experts recommended that ordinary retail investors be given 

direct access to hedge funds.
464

 Professor Houman Shadab lamented that only 8.5% of U.S. households had access to 

hedge funds because they were not wealthy enough to qualify. He recommended lowering the existing standard of 

the Qualified Purchaser to a lower standard of the Accredited Investor. These legal labels have distinct meanings. As 

noted above, the Qualified Purchaser who is a natural person needs $5 million in investments. However, an 

Accredited Investor, need only have a net worth of $1 million (or annual income of $200,000 or $300,000 including 

a spouseôs income). The SEC has confirmed that a personal residence can count toward the $1 million in net 

worth.
465

 

There are a number of problems with this suggestion. The first is that actually, retail investors are exposed 

to hedge funds already. This is through institutional investors they entrust with their savings or deferred 

compensation.  In addition, using wealth as a proxy for savvy is ineffective, as will be discussed below. If we were 

more intellectually honest, weôd admit that the wealth test is really about having a cushion, similar to a ñsuitabilityò 

standard. We are really saying that if you have a lot of money, then gambling with some of it is not an irrational act. 

Thus, it is unwise to allow hedge funds to gather and deploy the savings of individuals of average wealth who are 

already exposed to hedge funds indirectly. At least the indirect investment can be screened by institutional investors.  

Moreover, there should be great concern about that 8.5%. In addition to these group, there are also those 

who have access through fund of hedge funds.  A fund of hedge funds would be the example above where Fund A 

invests in Hedge Fund B. Hedge Fund B could be a 3(c)(7) fund as well. 

Though originally for the sophisticated, they are now available to ordinary investors through fund-of-hedge 

fund structures. That is to say, in the words of FINRA
466

: 

 

ñHistorically hedge funds have been offered as unregistered securities that, because of the risks they posed, 

were only available to a limited number of wealthy, financially sophisticated investors. Now there are funds 

that are registered with the SEC and invest in unregistered private hedge funds.ò 
467

  

 

Yet they ñuse investment strategies that involve risks similar to those of traditional hedge funds.ò These 

fund-of-hedge fund structures are more costly to investors than traditional mutual funds. Direct fees and expenses 

(the expense ratio) is usually around 2.15% compared to an average of 1.36%. In addition, FINRA noted that 

managers of a fund of funds receives an addition 10% of annual gain above an 8% benchmark. Other experts 

observe that the performance fee is 5% or 10%.
468

 In some structures the fund-of-fund manager does not charge a 

fee outright at all, but instead is given a share of the fees collected by the underlying hedge fund.
469

Beyond these 

outright fees, the fund itself has to pay fees and expenses in order to invest in the underlying hedge fund. 

Accordingly these are deducted from fund assets and affect investor return.
470

  

 

FINRA noted in an investor-education website: 
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ñBecause they are usually only open to a limited numbers of wealthy, financially sophisticated investors 

and do not advertise or publicly offer their securities, private hedge funds are not required to register with 

the SEC. As a result, unregistered private hedge funds do not provide many of the investor protections that 

apply to registered investment products, such as mutual funds.ò 
471

 

 

It seems to be incredibly ironic, that FINRA needs to explain this to potential investors in hedge funds. If 

someone needs to receive this explanation, how can they possible assess the complex instruments and risks their 

fund would take on?  

Yet, the trade association for managers of alternative investments (including hedge funds), the Managed 

Fund Association denies that fund-of-hedge funds are offered to any different investor group than regular hedge 

funds. They claim that even those funds that are registered with the SEC are only open to the same level of 

sophisticated investors as are the underlying funds.  

 

Accordingly, it is inaccurate to suggest that funds of funds are contributing to a "retailization" of hedge 

funds by providing access to hedge funds to the general public. In reality, persons investing in funds of 

hedge funds, either privately or publicly offered, must meet the same eligibility criteria as persons who are 

permitted to invest in hedge funds directly.
472

 

 

This statement is misleading because it overlooks the fact that the only (private) hedge funds that can be 

offered directly to investor, are those that are limited to just 100 investors and given the private offering rules who 

are ñaccredited.ò Whereas, in the fund-of-hedge fund situation, the offer and sale are made to the public, drawing in 

unlimited numbers of retail investors including through a 3(c)(7) structure. 

There are two distinct types of fund-of-hedge funds (often called fund-of-funds). One type is the 

unregistered fund-of- hedge funds. The other is the registered fund-of-hedge funds. In the most typical structure the 

top fund (Fund A) invests in between 25 and 50 underlying hedge funds.
473

 Some top funds use a leverage strategy. 

Other variations focus on private equity funds as an underlying investment as opposed to hedge funds. A majority of 

these structures are not registered under the 1940 Act. However ña growing numberò decide to register. And, some 

fund-of-funds choose to register under the 1933 Act.The unregistered funds are common in the US as well as off 

shore.  

Some benefits of investing in a fund-of-funds as compared to direct investment in the underlying fund 

follow.  The minimum investment is much lower at $25,000 to $100,000 instead of $1 million. The investor is more 

diversified and in theory can rely upon the ñselection and monitoring expertiseò of the top fund management.
474

 

Another benefit is greater liquidity. Investors in the feeder fund are usually permitted to withdraw investments 

monthly.
475

 

Some disadvantages include higher fees. This results from fees at both the top fund and underlying fund 

levels. In addition, some feeder fund managers seek out fee-sharing arrangement.
476

 The undefined style is another 

detriment. It would be difficult to align ones investment goals with so many strategies. Also, the structure places 

tremendous administrative responsibility on the underlying hedge funds.
477

 Finally, leverage at multiple layers of the 

fund-of-fund structures, known as ñpyramiding leverageò can amplify problems with excessive leverage. And, in 

order to meet margin calls, a leveraged Fund A may need to quickly sell off its investments in underlying hedge 

funds.
478

 It is quite interesting, that the entire premise of allowing for any type of non-registered fund is that the 

shareholders are sophisticated enough to select and monitor. Yet, this extra layering, first, demonstrates they are not 

and second, creates even more complexity for investors and evidence of abuses. 
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H. Obama Administration Proposal vs. Reform Recommendation 

 

The intellectual edifice has collapsed. Relying upon ñsophisticated investors,ò
479

 counterparties,
480

 self-

preservation
481

 and the markets
482

 generally to control leverage and speculation was never and is not today a sound 

approach. Accordingly, allowing any pocket of the financial system to cause systemic risk and risk to its own 

investors is unwise. When that pocket contains more than $1.9 trillion in assets, itôs a market risk.  Accordingly, this 

paper agrees that the current legislation introduced by the Obama Administration is a good first step, but contends 

that the SEC needs the authority to subject all investment pools, including hedge funds to the substantive operational 

controls fund under the 1940 Act. Not all of these restrictions are necessary. Nor would the same level of control be 

appropriate. At the very least, limits on leverage (including the use of derivatives), liquidity requirements, fair 

valuation practices and prohibitions on self-dealing (affiliated transactions) should be imposed.  

On July 15, 2009, the Obama Administration delivered proposed legislation to Congress that would bring 

hedge funds and other private pools of capital under light regulation.
483

 This proposal was similar to (but not 

identical to) previous legislative initiatives like the Hedge Fund Advisers Registration Act
484

 and the Hedge Fund 

Transparency Act.
485

 Additionally, there were many other efforts to regulate hedge funds. According to 

Commissioner Aguilar, ñthere recently have been at least a half-dozen bills introduced in Congress requiring 

regulation of the hedge fund industry.ò He included in his list a bill introduced by Senator Jack Reed that would 

require hedge funds and other pools to register with the SEC. 

Under the Obama bill, for the first time, advisers to these pools would be required to register with the SEC. 

Those advisers with more than $30 million in assets would have to register. In addition, according to the Treasury 

department fact sheet, registered private fund advisers would be subject to detailed, confidential reporting reporting 

requirements. This would include reports concerning assets, leverage, off-balance-sheet exposure concerning the 

private funds they advise. The SEC would have the authority to share these reports with Federal Reserve and the 

Financial Services Oversight Council. In addition, private fund advisers would be required to make disclosures to 

investors, creditors and counter-parties of advised private funds. They would be subject to conflict-of-interest and 

anti-fraud prohibitions. The SEC would have examination and enforcement authority. Advisers would be subject to 

recordkeeping requirements and would be required to establish a ñcomprehensive compliance program.ò
486

 

In terms of drafting, this was accomplished, in part by creating a new definition within the Investment 

Advisers Act. This new term, ñprivate fundò would mean: 

ñ an investment fund thatð  

 

ñ(A) would be an investment company (as defined in section 3 of the Investment Company Act of 1940 (15 

U.S.C. 80a-3)), but for section 3(c)(1) or 3(c)(7) of the Investment Company Act of 1940 (15 U.S.C. 80a-

3(c)(1) or 80a-3(c)(7));ò 

ñand  

ñ(B) eitherð  

ñ(i) is organized or otherwise created under the laws of the United States or of a State; or  

ñ(ii) has 10 percent or more of its outstanding securities owned by U.S. persons.ò
487

 

 

The purpose of the reporting requirements are to help monitor for systemic risk. The Treasury noted that:  
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ñThis information would help determine whether systemic risk is building up among hedge funds 

and other private pools of capital, and could be used if any of the funds or fund families are so 

large, highly leveraged, and interconnected that they pose a threat to our overall financial stability 

and should therefore be supervised and regulated as Tier 1 Financial Holding Companies.ò
488

 

 

 

The stated purpose of the proposed law generally was to ñprotect investors from fraud and abuse.ò
489

 The fact sheet 

noted that  

 

ñIn recent years, the United States has seen explosive growth in a variety of privately-owned 

investment funds, including hedge funds, private equity funds, and venture capital funds. At 

various points in the financial crisis, de-leveraging by such funds contributed to the strain on 

financial markets.  Because these funds were not required to register with regulators, the 

government lacked the reliable, comprehensive data necessary to monitor funds' activity and 

assess potential risks in the market.  The Administration's legislation would help protect investors 

from fraud and abuse, provide increased transparency, and provide the information necessary to 

assess whether risks in the aggregate or risks in any particular fund pose a threat to our overall 

financial stability.ò
490

 

 

According to SEC Chairman, Mary Schapiro, President Obamaôs financial regulation overhaul plan which was 85 

pages was not specific enough regarding hedge fund regulation. Only 260 words were used to address the topic. She 

noted that additional legislation might be needed to require registration (certainly after the recent court decision this 

is obvious). Also the Obama plan did not make clear ñhow it will regulate hedge funds' short-selling, leverage, and 

trading and reporting of non-equity positions.ò
491

 

As Aguilar notes in the conclusion of his hedgeworld speech, ñSome have suggested that hedge funds 

should also register. Others have suggested that it may be appropriate to apply limited concepts from within the 

Investment Company Act of 1940 to hedge funds ð what some have called a ñ40 Act-liteò regime.ò
492

 

Aguilar suggests a tiering of funds. ñAs funds grow in size, different standards may be appropriate. For 

funds that could significantly affect the market, it may be appropriate to require more than recordkeeping. For 

example, it may be appropriate to think through whether some of the risk limitation concepts built into the 

Investment Company Act make sense to apply to these hedge funds ð such as imposing limits on leverage.ò
493

 

While leverage restrictions are necessary, the tiering approach is of concern, however, because it invites more 

layering, gamesmanship and ultimately ignores collective risk. 

 

I. Responses to Arguments Opposing Regulation 

 

Those who oppose any additional regulation of hedge funds tend to make some or all of the following 

arguments: (1) Donôt regulate hedge funds because they did not cause the GFC; (2) sophisticated investors can take 

care of themselves; (3) human nature (i.e. greed) cannot be successful constrained; and (4) government regulation is 

ineffective and undermines business growth. They shall each be addressed in turn. 

 

a. Response to Argument not to regulate hedge funds because they did not cause the GFC 
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 The most common defense to proposed regulation is that hedge funds did not cause this crisis. It should 

come as no surprise that this position is often taken by those who work within the hedge fund industry
494

 and those 

who are paid advisers to the industry, such as legal counsel.
495

  

Hedge funds operators have repeatedly worked to deny the connection between their practices and systemic 

risk. They resist regulation of their advertising and investment practices. Even in the face of damning evidence that 

tighter oversight would both help prevent systemic risk and outright fraud, they arrive at sometimes comical 

justifications. For example, when many Bernard Madoff admitted that the hedge fund empire he operated resulted in 

$50 billion in investor losses, hedge fund operators distanced themselves. They publicly reasoned that since what 

Madoff never actually invested the money as promised, what he held out to be a hedge fund was not a hedge fund. 

Thus, regulating hedge funds is unnecessary. This does not pass the straight face taste. It is like saying that before 

the FDA was created, if someone sold snake oil and said it was a proper medicine for curing cancer, we should not 

therefore regulating drugs because the snake oil was not a drug at all. And, besides, the honest drug purveyors would 

be caught up in a mess of unnecessary regulation.  

In this context, some also point to the positive actions of some hedge funds. For example, ñseveral high 

profile hedge fund management firms were among the first to publicly and accurately assess the dangers inherent in 

the housing finance system, mortgage backed securities, and Fannie Mae and Freddie Mac.ò
496

 One could laud the  

behavior of some investment trusts (the mutual fund precursor) in 1929. One scholar observed that after the crash, 

investment trusts bought up otherwise unmarketable securities from fund managers who needed cash.
497

 However, it 

still made sense to regulate these investment pools then and as it does today. 

SEC Chairman Aguilar raised these questions. ñAs we all know, there has been much speculation about the 

impact of hedge fund activity on the broader capital markets. For example, there are questions about whether hedge 

funds may have contributed to the market turmoil and how hedge funds may have contributed to the demise of Bear 

Stearns, Lehman Brothers and others. Additionally, it is also not clear whether the lack of oversight of the industry 

resulted in large amounts of risk to the market through the use of short sales and derivatives, such as credit default 

swaps.ò
498

 

 

b. Response to Argument that Sophisticated Investors can take care of themselves  

 One key premise supporting the hands-off approach to private investment pools like hedge funds is that  

only sophisticated investors may invest and that sophisticated investors can take care of themselves.
499

 Both of these 

assumptions are faulty. One of the greatest problems with the term ñsophisticated investorò is that it evokes some 

sort of 1920s throwback, a champagne swilling, ascot-wearing dandy in a Newport mansion. In fact, sophisticated 

investors are often large institutions who manage others peopleôs money, namely the savings and retirement 

pensions of millions of Americans.  Sophisticated Investors are often intermediaries, sometimes fiduciaries, 

channeling the savings of others into unreasonably risky investments they could not reach directly. The 

Sophisticated Investor may be the legal owner, but is not truly an investor. An investor is someone who puts their 

money at risk and realizes the gains and losses of an investment. Thus, the ultimate investor at the end of a long 

chain of intermediaries becomes exposed to highly leveraged hedge funds and other potentially risky investment. 

 Another problem with the term is that it implies a high level of financial savvy, when in fact the only 

criteria is wealth.  Thus, an individual who is considered sophisticated enough to delve into shadow market 

investments does not need to have any qualifications other than a large bank account, investment portfolio or even 

some real estate assets. Thus, the government determines that certain institutions and then other natural persons, by 

virtue of their wealth are somehow more capable of ferreting out fraud and protecting themselves. There is no other 
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standard, such as has the person passed all levels of the  Certified Financial Analyst or Chartered Alternative 

Investment Analyst  exam. Yet at the same time, experts in hedge fund analysis readily admit that tremendous skill 

and savvy is required to separate the sound strategies from the weak ones. Research in this area invites the question 

as to whether in order to be ñsophisticatedò enough to invest in hedge funds one must be a forensic accountant, 

possess a PhD in finance and have the ability to recognize that a traditional mean variance analysis will never 

distinguish between a legitimate strategy and something like a shorting out-of-the-money put options strategy. The 

resulting return will be mostly positive, but when the fund experiences losses, they will be extreme.
500

 Moreover, 

how can a sophisticated investor be a match to a super computer that must run for days in order to price an 

instrument?
501

 

 One might suspect that wealth was good enough for Congress and the SEC, as the thought was that 

wealthier people had more of a cushion from losses, so gambling with their money would not result in as much 

widespread social upheaval. However, the Congress and the Commission relied upon the expectation that these 

sophisticated investors would have the acumen to select and monitor investments.  

 Missing also from any of the sophisticated investor type definitions is an tribute to systemic risk. Only 

recently has this been taken up as a topic with any seriousness. When the government expanded exemptions for 

private offerings of investment pools, they did so by showing tremendous reverence for the powers of sophisticated 

investors, mainly institutions, but others as well, who did not need the governmentôs paternalism. The SEC study 

that exhaustively discusses private pools does not cover systemic risk in the recommendation to expand the 

opportunities for private investor pools. 

 The most important way to refute this argument that sophisticated investors can police the market and 

take care of themselves is the great weight of recent history. Since and including the collapse of LTCM, the news 

pages are filled with stories of institutions and individuals who meet the legal definitions of ñsophisticationò being 

duped or swindled. Moreover, included in this bunch are brilliant Nobel prize winners and Treasury Department 

Secretaries. Indeed, when on the ñdefenseò against angry litigious investors, these same geniuses defend themselves 

claiming that did not or could not have understood the risks. One would hope they cannot have it both ways ï to still 

claim  that no regulation is necessary because sophisticated investors can police and protect and then also say they 

were unable to police and protect. 

 Examples include the case of the Harvard endowment. The Harvard endowment, grew from around 

$25.9 billion in 2005 to a peak of around $36.9 billion in 2008. It loss 30% in 2009. While the investments in 

question were largely ñprivate equity,ò that is from a securities law prospective largely indistinguishable from hedge 

funds.  Both are uregulated, private investment pools. 
502

 Though private equity is beyond the scope of this paper, 

the lesson here applies more broadly. Using wealth or capitalization to stand-in for ñfinancial sophisticationò is 

intellectually dishonest and empirically unsupportable. 

At Harvard, even the most sophisticated of gatekeepers (former Treasury Secretaries Lawrence Summers 

and Robert Rubin) could not control their own hired hands. Apparently, Jack Meyer who was the head of Harvard 

Management Company left under criticism regarding remuneration and strategy. Some of his managers were paid 

ñeight-figure salariesò and both Summers and Rubin questioned Meyers aggressive strategies. However, when 

Meyer left, the chief risk officer, chief operating officer and chief technology officer along with 30 portfolio 

managers and traders followed. Meyers was seen to have damaged the institution which was now ñlike a Ferrari 

without the engine.ò
503

  

Perhaps employees did not sufficiently communicate with their peers or replacements and huge losses 

resulted. For example mistakes were made with certain derivatives contracts: 

 

ñThe swaps were put in place under former Harvard president Larry Summers in the early 2000s to protect 

the university against rising interest rates on all the money it had borrowed. Instead, interest rates plunged. 

Yet for reasons no one can seem to explain, the university simply forgot to (or chose not to) cancel its 

swaps. The result was a $1 billion loss.ò
504
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The ability of genius money managers to hold institutions captive is a pattern in this crisis. They have 

control over the human capital, specialized knowledge of the particular trades and investment arrangements. They 

use this ñrentò or positional advantage disloyally. Yet, those who hire these folks, repeatedly ignore these very 

powerful behavioral factors. The Harvard story is similar to what the U.S. faced after bailing out A.I.G.  

Another sophisticated investor was Tremont Holdings, Inc. Tremont is part of the OpenheimerFunds unit of 

Massachusetts Mutual Life Insurance Co. Tremont lost over $3 billion in client assets after acting as a major 

ñfeederò to Bernard L. Madoff Investment Securities ponzi scheme. Apparently, at least half of Tremontôs assets 

were invested (via assorted feeder funds) with Madoff.  Tremont attempted to refund money to clients by liquidating 

other assets, however it was blocked by many ñgatesò and other restrictions on withdrawals from both private equity 

and hedge fund positions.
505

 Clients have sued, claiming that Tremont should have known about the fraud. Tremont 

has denied the allegations. It stands to reason, then that if Tremont is liable, then it failed in its responsibilities as a 

sophisticated investor. If Tremont is not liable, then, it shows that sophisticated investors are incapable of 

monitoring.  

 Indeed, without such allegedly sophisticated middlemen, Madoff could not have thrived.
506

  One of, if 

not the, largest loser in the Madoff ponzi scheme was Fairfield Greenwich Group. Led by previously well-regarded, 

Walter Noel, Fairfield Greenwich lost over $7.5 billion, more than half of the $14.1 billion in assets it held in 

February of 2008.
507

 In between posing for magazine spreads and traveling between various homes in Greenwich, 

Palm Beach, Manhattan, Southampton and Mustique,
508

 Mr. Noel, as a fiduciary was supposed to be keeping a 

watchful eye on his clientsô money. Noel was the epitome of sophistication. He earned a masters in Economics and a 

law degree from Harvard. One of his partners at Fairfield Greenwich was formerly with the SEC. The problem, 

seemed to be that it became a capital introduction service for Madoff instead of a fiduciary to its clients. Indeed, his 

entire persona was straight from central casting, the elder statesman, evocative of honorable characters played by 

Jimmy Stewart and Gregory Peck, according to a friend and industry veteran.
509

   

 Fairfield Greenwich charged clients annual fees of one percent of assets under management, plus 20% of 

capital gains on investments. According to one estimate, on the Madoff investment alone, this would have provided 

Fairfield Greenwich with $70 million annually plus an additional $140 million for any year the Madoff funds 

reported a 10% gain (which was regularly done).
510

 Significantly, a single feeder fund, the ñFairfield Sentry Fundò 

operated by Fairfield Greenwich, directed its assets exclusively in Madoff.
511

  Had Fairfield Sentry be subject to the 

1940 Act (or even any reasonably modest obligations for diversification), these losses would not have been as 

substantial. (Unless, of course, Fairfield Greenwich selected only ponzi schemes in which to invest). 

 Given how poorly these sophisticated middlemen selected and monitored investments, it is surprisingly 

how much their clients paid for the privilege of hiring them. Through the Ascot Partners fund, J. Ezra Merkin earned 

1.5% of assets under management. This amounted to around $40 million per year for his three funds, Ascot, Ariel 

and Gabriel (which either invested all or a good portion with Madoff).
512

 The representations made in the more than 

50 page offering memorandum, were meaningless in retrospect. The limited partners (investors) learned in a short, 

three paragraph letter than the $1.8 billion they had entrusted him with had been entirely invested in Madoff.
513

 In 

the letter, Merkin described himself as a ñvictim of fraudò.
514

 Yet Merkin was himself not only ñsophisticatedò by an 

SEC standards, but also a graduate of Columbia University and Harvard Law School.
515

 

 An attorney representing some limited partners noted that the offering document which included a 

variety of investment strategies did not contemplate placing all of the eggs in one basket, as it were. In addition to 

the high fees, there were gates restraining investor liquidity. Investors could only withdraw annually and with 45 

days notice.
516
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 Merkinôs own hedge fund clients were ña large swath of sophisticated New Yorkers As a result, many 

charities and schools that invested with him are now holding worthless investments and trying to explain to their 

constituents why the money was lost.ò
517

 His clients included 15 nonprofit institutions.
518

 Among the sophisticated 

Merkin investors wase real estate developer and publisher Mortimer Zuckerman who claimed losses of $30 million 

from his charitable trust.
519

 Additionally, institutions of higher learning, presumably bastions of sophistication also 

suffered under Merkin. Yeshiva University ($100 million) New York University ($24 million), New York Law 

School ($3 million), Bard College ($3 million).
520

 

 The offering memorandum which governed Merkinôs investment mandate, reveals why so-called private 

ordering or private contract is no match to substantive regulations. The standard language informed the limited 

partners that investments were ñspeculative,ò and that ñthere can be no assurance that any of the hoped-for benefits 

of the foregoing approach will be realized.ò
521

 Indeed, up front on page 2, it informed them that Merkin had the right 

to hand over assets to a third party manager. Indeed, the document also revealed that  he planned ñto the extent 

circumstances permit, to adopt a selective approach in evaluating potential investment situations generally 

concentrating on relatively fewer transactions that he can follow more closely.ò
522

 

 Merkin and his legal counsel may well have believed that the offering memorandum gave him enough 

leeway to invest all assets in Madoff. Moreover, if both Merkin and Madoff had been subject to some of (or lighter 

versions of) the 1940 Act requirements, this could not have occurred. Too much oversight, inspection, controls are 

part of the law that would be much more difficult to circumvent. Another middleman was Kingate Management 

which lost $3.5 billion. International banks also lost billions, including Spainôs Bank Santander ($3.1 billion), 

Switzerlandôs Union Bancaire Prive ($1 billion) and Austriaôs Bank Medici ($2.1 billion).
523  

 Another theory, that self-interest will somehow help middlemen do a better job of protecting clients is 

undermined by these examples. The Noel family, apparently had ña very substantial part of each family memberôs 

personal assets . . . invested with Bernard Madoff alongside those of our investors.ò
524

 Either the annual fees were 

enough incentive to overlook the warning signs, or as noted above, sophisticated investors are no match to 

fraudsters. They need to be stopped from damaging their own ñsophisticatedò clients and threatening our financial 

system. Moreover, the federal securities laws were designed with this in mind, not simply about helping an investor 

on an individual transaction.  However, evidence suggest that having skin in the game does not lead to better returns. 

In a recent study of the very temporary required hedge fund filings in 2006, the authors discovered that concentrated 

ownership (i.e. a greater than 75% owner) correlates with lower performance.
525

 

 In conclusion, sophisticated investors can neither take care of themselves nor the investors who entrust 

them with their money. They have proven to be no match to the complexity and fraud that arises in an opaque 

market. Thus, it is indefensible that the same entities who wish to have a hands-off approach to private investment 

pools based upon theoretical ñsophisticated investorsò also, when subject to litigation claim that they were incapable 

of monitoring investments. Clearly, the reason for wishing to uphold the ñsophisticated investorò notion is to attract 

as many assets as possible from the largely unsophisticated and have the freedom to engage in risky, highly 

leveraged transactions that produce huge fees for the financiers and no liability at the other end for losses. 

  

c. Response to Argument that Human Nature Cannot Successfully be Restrained 

 There is an oft-repeated cynical statement that human nature, such as it encourages greed and thus 

regulations are futile and ineffective. This is of course belied by the empirical evidence (shown in the COP report, as 

one example) that financial regulation can be effective over a long period of time. Moreover, the same types of folks 

who make this argument have no qualms about demanding finely honed regulations to hem in the human nature of 

their counterparties and customers ï including such things as mandatory arbitration provisions (which fight the 

ñself-interestò behind massive class action settlements) bankruptcy laws disfavoring consumer debtors etc.  These 
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same groups advocated for laws to restrain the human nature of the consumer advocate, plaintiffôs lawyer or 

bankrupt consumer debtor.  However, somehow human nature needs to be unfettered and free and cannot possibly 

be a match to regulation when itôs the human nature of the financier. They understand how rules (and the absence of 

rules) can affect behavior, so long as it is not their own. 

 On a related note, Alan Blinder makes a good case that the incentive systems exasperate the natural 

tendencies of financiers.  

ñTake a typical trader at a bank, investment bank, hedge fund or whatever. Darwinian selection ensures us 

that these folks are generally smart young people with more than the usual appetite for both money and 

risk-taking. Unfortunately, their compensation schemes exacerbate these natural tendencies by offering 

them the following sort of go-for-broke incentives when they place financial bets: Heads, you become 

richer than Croesus; tails, you get no bonus, receive instead about four times the national average salary, 

and may (or may not) have to look for a new job. These bright young people are no dummies. Faced with 

such skewed incentives, they place lots of big bets. If tails come up, OPM will absorb almost all of the 

losses anyway.ò
526

 

 

d. Response to Argument that Regulation Undermines Business Growth and is Ineffective or Redundant 

 

 History disproves the contention that government regulation undermines business growth. In the mutual 

fund case the opposite was true. Only with government oversight and substantive controls was investor confidence 

restored in investment trusts. Then the industry flourished. The 1940 Act and accompanying regulations is complex, 

detailed and comprehensive. One would expect it could be the poster child of how excessive regulation killed an 

industry. Indeed, that is what was initially predicted. However, the opposite has occurred. One of the most regulated 

industries has become a success story. At the time of the Act, there were only $2 billion in assets under management 

at U.S. funds. By the time of the study, around $1.3 trillion.
527

 And, as of June 2009, over $10 trillion.
528

 

Indeed, not only did the industry grow as a result of intensive operational controls, it also grew by indirect 

government subsidy. With the creation and rise of the 401(k) plan, which allows employees to put away pre-tax 

wages into employer sponsored defined contribution plans, mutual fund assets exponentially grew. Between the late 

1950ôs and late 1970s, assets hovered in the $40 billion dollar range. They creeped up in the early 1980s past $200 

billion. Then, rapidly shot up to more than $1 trillion in less than 10 years.
529

 Acknowledging the race-to-the-top 

effects of sound regulation, Martin Whitman wrote in a letter to shareholders that ñBecause of the existence of strict 

regulation, the outside investor knows that money managers can be trusted. Without that trust, the industry likely 

would not have grown the way it had grown.ôò
530

  

 

VI.  Stop Enabling: End Speculation with Credit Derivatives: Shut down the Credit Casino 

 

This paper recommends that devices, like we no longer allow credit default swaps, initially designed to 

minimize and distribute risk to be used for speculation or gambling. Experts contend that CDS led to bailouts of 

Bearn Stearns and AIG as well as the demise of Lehman. By 2005, there were $12 trillion in CDS contracts 

outstanding.
531

 Presently, the notional value of the CDS market is $28 trillion.
532

 At the peak at the end of 2007, the 

notional value of CDS was anywhere between $57.8 and $63 trillion.
533

 In May 13, Treasury proposed to 

amendment the CFMA to require over-the-counter derivatives trades to be cleared through ñregulated central 
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counterparties.ò
534

 While central clearing and transparency are important, ending excessive speculation is critical. 

The entire over-the-counter derivatives market stands at $592 trillion. Five US banks are expected to earn $35 

billion in trading derivative contracts.
535

 Therefore, the likelihood of winning this battle against well-funded 

lobbyists is slim. However, it is still a valuable discussion. 

It may not have been overt fraud, given the complexity of these instruments. Even those responsible for the 

sale of CDS did not understand them. In around 2002, a Goldman Sachs (ñGoldmanò) partner in charge of swaps for 

corporate clients called a meeting with a managing partner about credit derivatives to ask what they were.
536

 

Grasping the growing importance of CDS, while CEO of Goldman, Henry Paulson ñtook credit derivatives on board 

as his personal project.ò
537

 They ñwere amoung the hottest and fastest-growing products in finance throughout the 

1990sò and ñtheir use grew as corporate debt issuance ballooned.ò
538

 

The CDS market is rife with conflicts-of-interest. Apparently, some now appreciate that "It is problematic 

that "the dealers who make the markets should be in charge of the pricing services."
539

  

Other problems arise from lack of transparency which creates a breeding ground for insider trading. A 

former Goldman Sachs managing director noted that banks who are planning to underwrite a new debt issuance for a 

corporation have been known to trade in that same firmôs credit default swaps. For example, a bank involved in an 

emergency credit facility for Ahold, allegedly earned $15 million by trading credit derivatives prior to the public 

announcement of Aholdôs earnings misstatement and credit facility.
540

 ñOther examples of heavy trading volumes 

preceding a news press release were at Tyson Foods and UnumProvident. Buying credit protection by trading on 

inside information is a way for banks to steal from investors without access to that information, and the practice is 

unhampered by regulations.ò
541

 

In addition, the use of credit default swaps contracts where a corporation is the referenced credit, can 

interfere with reorganization under Chapter 11 of the Bankruptcy Code.
542

 According to Professor Hu and Professor 

Bernard Black, this debt ñdecouplingò can undermine the welfare of individual corporations and threaten the 

financial system generally.
543

 One example would be if a hedge fund is a direct creditor of company XYX as it owns 

some of its bonds. That hedge fund may also have bought credit protection (CDS) on company XYZ. The hedge 

fund is betting that XYZ fails. Yet, because it has rights as a direct creditor through its bond holding, it can interfere 

with a reorganization process designed to help XYZ survive and push the firm into bankruptcy. Both Bear Stearns 

and AIG were CDS dealers. A large motivation for the US government intervention was CDS exposure.
544

 The 

uncertainty of the Chapter 11 process may have played into this decision. 

Some argue that ñWhile CDS may be used to manipulate certain markets, it is highly unlikely that 

manipulation with CDS did anything other than hasten the collapse of financial institutions already overinvested and 

overexposed to mortgage-related securities.ò
545

  Market manipulation in and of itself is a problem. The insider 

trading cases involving CDS threaten investor confidence and market integrity. In addition, CDS were there at the 

outset and helped those financial institutions become ñoverinvestedò and ñoverexposedò to begin with. 

Professor Lynn A. Stout, an expert on the theory and history of derivatives regulation, concludes that these 

negative attributes are not balanced out by any empirical evidence of the societal benefits of CDS.
546

 Instead, as 

reflected above, there are four attributes associated derivatives, they are linked to asset price bubbles, create risk, 

speculation diverts energy and effort from productive economic activities and trading in derivatives has been linked 

to fraud and insider trading.
547
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A. De-Regulation of Credit Derivatives 

 

As described above, credit-default swaps were used to speculate on the performance of particular 

mortgage-backed securities as well as the mortgage market generally. Thus, the CFMA is a chief legal Enabler. The 

law did more than stay hands-off. It actually enabled the growth of a market.  
The preamble of the CFMA identifies its purpose as ñTo reauthorize and amend the Commodity Exchange 

Act to promote legal certainty, enhance competition, and reduce systemic risk in markets for future and over-the-

counter derivatives, and for other purposes.ò
548

  The law explicitly states that ñit shall supersede and preempt the 

application of any State or local law that prohibits or regulates gaming or the operation of bucket shops.ò
549

 The 

need for this language reinforces the reality that CDS were ña form of legalized gambling that allows you to wager 

on financial outcomes without ever having to actually buy the stocks and bonds and mortgages. It would have been 

illegal during most of the 20th century under the gaming laws, but in 2000, Congress gave Wall Street an exemption 

and it has turned out to be a very bad idea.ò
550

 

In addition, according to Professor Stout, the CFMA gave counterparties the ability to enforce agreements 

in court. In other words, this deregulated market grew with government assistance. Prior to that change, there was 

uncertainty about the enforceability of these swaps. ñCommon-law judges accordingly viewed derivatives 

speculation with suspicion. Under the rule against difference contracts and its sister doctrine in insurance law (the 

requirement of ñinsurable interestò), derivative contracts that couldnôt be proved to hedge an economic interest in 

the underlying were deemed nothing more than legally unenforceable wagers.ò
551

 

Stout contends that: 

 

 ñThe CFMA not only declared financial derivatives exempt from CFTC or SEC oversight, it also declared 

all financial derivatives legally enforceable. The CFMA thus eliminated, in one fell swoop, a legal 

constraint on derivatives speculation that dated back not just decades, but centuries. It was this change in 

the lawðnot some flash of genius on Wall Streetðthat created todayôs $600 trillion financial derivatives 

market.ò
552

 

Stout calculates that ñBy 2008, the notional value of the derivatives marketðthat is, the size of the outstanding bets 

as measured by the value of the things being bet uponðwas estimated at $600 trillion, amounting to about $100,000 

in derivative bets for every man, woman, and child on the planet.ò
553

 

After the CFMA, in 2002, when the topic of regulation arose, Alan Greenspan objected.: 

 

ñthis market, presumed to involve dealings among sophisticated professionals, has been largely exempt 

from government regulation. In part this exemption reflects the view that professionals do not require the 

investor protections commonly afforded to markets in which retail investors participate. . . forced 

disclosure of proprietary information can undercut innovations in financial markets.
554

 

Given that that premise of the sophisticated investor has crumbled, it also follows that we should examine the 

ñsophisticated professional.ò In addition, the question cannot be whether these professionals can take care of 

themselves. They act on behalf of institutions whose value they threaten when the operate in their own personal self-

interest. Moreover, they participate in the larger capital markets which should serve the general public, not operate 

simple to generate fees and bonuses for the gamblers therein. 
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 This supposition is supported by the recent Congressional testimony of Professor Henry Hu. Professor Hu 

informed the U.S. House Committee on Agriculture that: 

ñThere are structural reasons why ósophisticatedô financial institutions may misunderstand ï or may act as 

if they misunderstand ï the risks of the derivatives they offer. If such decisionmaking errors threaten the 

survival of the dealer itself, a request for governmental intervention will not be far behind.ò
555

 

Hu informed the Committee that notwithstanding the intricate models created by genius quantitative analysts to 

price credit derivatives, certain behavioral factors interfere with accurate risk assessment. These include ñcognitive 

biasesò and an incentive system within the derivative trading units of institutions that discourages raising flags. The 

cognitive bias he mentions is the ñtendency to ignore low probability catastrophic events.ò
556

 Professor Nassim 

Taleb deemed these ñblack swanò events.
557

 

 Hu provided an excellent example of this cognitive bias. In August of 2007, well into the subprime 

mortgage crisis (see timeline section below), the head of the AIG financial products division (responsible for CDS 

sales) said the following: 

 

ñIt is hard for us, without being flippant, to even see a scenario within any kind of realm of reason that 

would see us losing even one dollar in any of those [credit default swap] transactions.ò
558

 

 

In its 2006 10K (annual filing with the SEC made in early 2007), AIG also described the ñlikelihood of any payment 

obligationò under AIG CDS as ñremote.ò
559

 

 This helps illustrate the failure of sophisticated investors to either understand risk. Contracts were limited 

to a variety of ñsophisticatedò investors defined in the statute.  It also illustrates the motive to ignore risk -- when 

one is being compensated extremely way up front and only for winning bets. The head of the AIG financial products 

division, Joseph Cassano, pocketed $315 million
560

 growing AIGôs CDS exposure to $440 billion. This exposure 

brought down the firm and required a $170 billion tax-payer funded bailout. The AIG example also illustrates the 

problem with relying solely upon a disclosure regime to protect shareholders and the public from risky activities. If 

the disclosure proves inaccurate or incomplete, the damage is already done. Additionally, if the problems are 

widespread, as noted below, the vast majority of architects escape liability.   

 

VII.  Stop Enabling: Allow Homeowners to Lien-Stripping with Chapter 13: Bailout underwater 

homeowners 

 

ñ[P]ick yourself up/Dust yourself off/Start all over again.ò
 561

   

 

The Bankruptcy Code permits bankruptcy courts to modify the terms of almost all loans. This includes 

secured loans, for which the lender has some right in the collateral and unsecured which are backed by nothing more 

than the borrowerôs promise to repay. One type of loan is treated differently, however. The law prevents the 

modification of first mortgage loans on principal residences.  

This paper also suggest that Bankruptcy Code be amended to allow courts to help underwater homeowners. 

Courts should be able to treat a home mortgage the same way as a car loan, credit card debt or any other loan. 

Consumer groups,
562

 academics
563

 and politicians
564

 have continually advocated for this change to the Bankruptcy 
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Code. Courts should be permitted to reduce the principal outstanding on the loan so that it is no larger than the value 

of the related home. This is known as lien-stripping. Permitting lien-stripping under Chapter 13 as well as Chapter 7, 

would create value for both lenders and borrowers. It would also help reduce poor underwriting and inflated home 

valuations and protecting the most vulnerable from the impact of the financial system abuses. While this might make 

the cost of borrowing and access to loans more difficult, the empirical evidence may suggest otherwise
565

 and if it 

were the case, this is not a terrible result. Easy access to credit leaves middleclass consumers enslaved to the 

fulfillment of past desires. Restrictive bankruptcy laws make the ability to get a fresh start after unexpected health 

problems and job losses very difficult. Upfront barriers to unwise excessive lending can have good effects. Indeed, 

the state of Vermont, with extremely strict laws on mortgage lending, ranked number 48 on a listing of states with 

the highest repossession rates in the nation.
566

 

  

A. Why Homes are Under Water 

 

 By the end of June 2009, more than 33% of all mortgaged homes in the U.S. were under water.
567

 This is 

up from 10% at the beginning of 2008, at the beginning of the recession, and well into the subprime crisis. Homes 

are under water in large part because home values were inflated. Prices were inflated due to the refinancing craze 

and that the refinancing craze was propelled by the mountain of credit card debt Americans have accumulated and 

the demand for mortgages to pool and securitize. Whether in subprime loans or otherwise, consumers needed to treat 

their homes like cash-registers in order to have cash. And, even when they overspent on ñunnecessaryò items, this 

fueled the economy. An economy dependent upon consumer spending  suffers, or experiences a paradox of thrift 

when people begin to save. 

While some who believe in efficient markets would object to the suggestion that prices were wrong. 

Willing buyers and sellers should, in theory arrive at the right price. Buyers can observe prices more readily with 

internet publication of MLS listings and registry of deeds online databases. Yet, this is a mistaken assumption, 

something Professor Paul Krugman would call the ñketchup problem.ò  He notes that ñIn the case of housing, buyers 

do carefully compare prices ð with the prices of other houses. That is, they make sure that two-quart bottles of 

ketchup are the same price as one-quart bottles. As weôve seen, however, they donôt do a very good job of checking 

whether the overall level of housing prices makes sense.ò
568

  

In addition to the ketchup problem, there is also the re-financing problem. In other words, when a 

homeowner is refinancing a loan, while he or she is in the role of the ñbuyer,ò there is no incentive to keep the value 

of the home low. In fact the incentive goes the other direction. Someone refinancing a loan who hopes to take cash-

out, is looking for an inflated home value. In theory bank or mortgage originator should, in order to protect its 

interest, seek an honest appraisal. However, because loans were originated and sold, the incentive was to close the 

deal, collect a fee, sell the loan and repeat. Even those homes that are barely inhabitable received good appraisals 

And, when underwriters questioned a valuation, they were pressured into approving the loan. The mortgage brokers 

on the ground were compensated well for these practices (as well as pushing people into unwise subprime loans).  

Many homeowners used refinancing to pay off huge credit card bills, medical and dental bills or car loans 

(past consumer spending). Others went to vacations, school tuition, expenses shopping (future spending). Not 

necessarily the best move, some people did not have the income available to pay the monthly minimums on huge 

credit card balances. Instead of finding a way to come up with a reasonable payment plan or resort to personal 

bankruptcy, they used the cash from their refi to pay off these debts. This had the effect of spreading debts over a 

longer period of time and making them look smaller from monthly basis, but has terrible long-term consequences. 

To add to the problem, instead of cutting up their credit cards, these same people charged away, living a lifestyle 

larger than they could afford based upon their wages alone. This is perfectly rational in some way, though, as 

everyone was doing it. Why say ñnoò I canôt afford it, if you really can. Money just magically appeared. It did not 
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