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Enablers of Exuberance
Legal Acts and Omissions thaFacilitated the Global Financial Crisis
Jennifer S. Taub

l. Introduction

This paper explores certain legal acts and omissions that facilitated tHewemging andearcollapse of
the global finanial systemThesefiLegalE n a b Ifosteredd ¢éhe boorthat enrichedh class of financial
intermediariesvho followed a storied tradition of gamblirajvayfio t h e r  p e o p? Thesé mechaocismasp . ©
made the pain of the bust disproportionately felt byntiiddle class and poor while shielding the middlemen who
created the problem¥hese legaEnablergpermitted the growth of a shadow banking systeithout investment
limits, transparency or government oversight.the shadows grew a variety lafjhly leveragecrivate investment
pools,undercapitalized¢onduits of securitized loans asgeculation ircomplex credit derivativeg.he rationale for
allowingthis unregulatedparallel system was thathelped to create innovation apcbvideliquidity. The
conventionalwisdomwas that anyisks associated withteandsoff approach could be managedtbyh imvisible
hand® of the marketIn otherwords, instead of public policé relied uporprivate gatekeepersA legal framework
including legislation, rles and court decisions supported this systeris [Egal structurelepended upocorporate
managers, counterpartigsophisticated investabaind the market generally pseventirrational conduct!

The handsoff approach was premised upon a serielsaliefs or expectations. The first was tbatporate
managers would not sacrifice lotgrm shareholder value for shéerm gains.The second wathat rading
counterparties would monitor each other closaig discourage excessitisk. The third waghatfisophisticated
investorashad the ability to select and moandthatsuch degsionsv at ed un
affected the direct owners, not underlying investors and market intefynitl the catchkall fourth belief was that
evenif there were blips and bubblabe marketvould quickly i h e a 10 bafote £aihigfany major disruption or
harm to society.

Only after t he gl o bstauckahdthe governmeant cortadnearkly $13r{lliGn@FIC 0 )
spent almost $4 tion,” to rescue théinancial systenand the econom$did manyministerso f  fApri vate or der
admitthat these premises were faulijheywere shocked to finthat, contrary to their expectatiom®rporate
managers were willing to pursue unsustainabiertterm strategie5. Whenexecutiveghreatened shareholder
value, they greatly enriched themselves persongliis was revealediot just in elevated pay that was decoupled
from performance, but also in the behavior of executives in times of, sasie literally off playing bridge while
ther firm went undef And sophisticated investorgere outmatched by theomplexity of new instruments.

! Lecturer and Coordinator of the Business Law Program at the Isenberg School of Management, University of MassachusetBsAmhers

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

Fidelity Investments in Boston and Assistant Vice President for the Fidelity Fixed Income Fuitiust capacityshe advised senior

management within the Fidelity transfer agents, bradlegers, investment advisers and other mutual fund administrators on compliance with the

federal securitieslawg. Enabl er s oWwa&xwbierteocebor presentation at a conference en
Corporate GovernanceH | ur es: Practical Lessons from the GIlobal Financi al Cri si
Capitalism at St.Maryodés College of Cal jtaib@@samiumass.edu Oct ober of 2009. Tt
2 Louis D. BRANDEIS, OTHER PEOPLES MONEY AND HOW THE BANKERS USEIT 18(1914)(fiThe power and the growth of power of our financial
oligarchs comes from wielding.the savings and quick capital of ot her
3 ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THEWEALTH OF NATIONS (1776).

‘“Report of the President ds Nédge kundsdev&age angthed essifAsongTemdcCapial Mavbgemkne t s |

(Apr. 2009, available ahttp://www.treas.gov/press/releases/mpthedgfund.pdfEven after the collapse of LTCM, the official view as that

private markets would work to somehow regulate excessomantaha@verage. 1
handés off approackswetdht hed g e e fhasedteeohomg marketalisciplingmod risktaking is the rule and
government regulation is the exception. . . . Government regulation of markets is largely achieved by regulating fteemeidiaries that have
accessd¢ t he feder al safety net, that play a central deal er role, or theée

5 Paul VignaThe Recovery ConundryALL ST.J, Aug. 31, 2009, available at http://blogs.wsj.com/marketbeat/2009/08/3&(tbeery

conundrum/

® Mark Pittman & Bob Ivy,Financial Rescue Nears GDP as Pledges Top $12.8 TriBa0OMBERG, Mar. 31, 2009, available at
http://lwww.bloomberg.com/apps/news?pid=20601087&sid=armOzfkwtCA4

" See e.g., Testimony of Dr. Alan Greenspan, Committee of Governmensigkieand Reform (October 23, 2008) at 2.

8 Notoriously, Bear Stearns CEO James Cayne disappeared without phone or email access during a bridge tournament wkilieihas hedg

collapsed In July 2007. See James B. StewWhe,Real Cost of Bailing Out Be&tearnsWALL St. J, Mar. 26, 2008lf that were not enough, in

March of 2008, while Chairman, he and the new CEO, Alan Schwartzbetrplaying bridgeat the same tournamemts t he Bear 6s shar ec
plunged.Without a $30 billion government guarantee,Beawoul d have gone bankrupt. Meannghi | e, Cayne

1


mailto:jtaub@som.umass.edu

Enablers of Exuberance
Jennifer S. Taub

Sept. 4, 2009
DISCUSSION DRAFT

Unable tomonitor, manywere deceived and sometimes outrightndledWh en Pr esi dent Bush decl
abanclg)ned freenarket principles to save the freea r k e t °$ was evidlent thiethe market could not heal
itself.
These private gatekeepers failed for a few reasons. First,wlasan explosion of increasingly varied and
complex financial instrunmgs. Even the most intelligent, experienced individuals using complex mathematical
modelscouldaccurately price them or und&nsd their risk because there wad enougtperformancehistory,
transparency as to the amounts outstandingtamndwereincredbly interdependenindeed some estimat¢hat it
would take many days for a powerful computer to calculate the price of some collateralized debt obligBtisns.
wasaggravated by thiact that whonthe lawdeemetl 0 b e FfAsophi st i csethesaidstrumentsugh t o |
and invest in unregulated poal®renot defined byparticular skills or knowledge, but wealth alone. Second,
compensation structures at all levels encouraged short term gain ovéedongalue. Thirdiremendous personal
rewards cam to those individuals who participated in these schemes apthfers understood that it was a career
stoppetrto be contrarian during thisubble.
It should not have taken the GFCdall the hand®ff approach into questiohere was plenty of
histoiical evidencehat demonstratethe dangers of excessive leverage and speculation. Andwheraargely
effectivelegal framework available that had worked to fieitthis behavioby mutual funds This papemttempts to
identify thecause®f this cdlective amnesialt also offers a challenge to those wiesist regulatiofy building
arguments built upon thesbay premises.
Borrowing from the social sciencehis paper deenishese acts and omi ssions fAEna
helps further anothgr e r s o Adéstructves adélictive 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 créatexthatfurtheran unhealthy dependency ercessive
borrowingor leverage and speculatidregal Enables protected those who engdde these risky practices from
suffering economic and legal consequences. In addltigal Enablers denietedress fothe harm caused to the
most vulnerable victims of this credit addictiohhese Enablers depend upon the faulty premises identified above
the irrational belief in the police power of corporate managers, counterparties, sophisticated investors ahethe m
to heal itself.
There were cansiderable number dfegalEnablersot he r ecent gl obal financi al
this paper focuses upon those that contributed to the excessive leaetdageculatiom the financial system
and/or havelte potential to ignite a future boom and bust cy€iest, investoprotections were diminisheahd
systemic risk elevatedthen the exceptions from the securities laws for hedge funds andiotheri wagtneent
pools were expanded. These unregulatalgpweresupposed to be limited fsophisticated investabsn private
offerings. However, with additional loopholegeated in the 1987, these pools werable to flourish by attracting
moreinvestors hr ou g h A.0Unlikenutual forelgthédgefundswere not restricted in areas suhuse of
excessive leveragindividuals were exposed to risky investments from which they would have been protected as
direct, retail investors. Yet, because their assets gattered and then invested intotheéser i vatbg 0 pool s
Asophisticated investorso such as U.S. mutual funds, c¢
pension funds, they were expos&tie exceptions to government oversight through the securities laws were
premised upon the dhy of private gatekeepers to oversee increasingly complex instrunténsever, our
expectations of the ability of sophisticated investors to select and monitor investments proved unreasonably high.
Second, lte Commodity Futures Modernization Act of 2006tered the credit default swépi CD S 0 )
pandemic. These credit derivatiiesured and ensurdbe origination and global distribution of risky securitized
loans. Third, interpretations of and the wrong amendmerttsetU.S. Bankruptcy Codeslpedto sypportunwise
financing trendsind helped push overloaded borrowers into more éehirth, court decisions in the area of
corporate governan@nd securities fraudave created incentives for financial intermediaries to seek-trort

|l everageo that caused the firm to i mplode, yet p ediwwaparaentsyn he reapec
Manhattan for $27.4 millionof example.

9 Bush Weighs Options to Help AutomakeB®isToNCOM, Dec. 17, 2008 (Bloomberg news story), available at
http://lwww.boston.com/business/articles/2008/12/17/bush_weighs_options_to_help_automakers/

% Indeed, we have also seen what can happamwie sethealing approach is forced. When Hoover followed Secretary of the Treasury

Andrew Mell onds advice to allow for | iquidati on andonipheetreenbty pael ol polwe .fioe
He famously udiedmaneeldabdl, gl i qui dat e st oc BosLSELIGMAN THE TRaNSFORMATEDNGRE T s, | i qu i
WALL STREETS (1995) (citing Hoover6s memoirs).

1 James Crotty & Gerald Epsteifiyoiding Another Meltdowr52 CHALLENGE 1:9 (2009)
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unsustainable, ifat illusory profits and also shielded those same middlemen from liafiliggconvergencef
undercapitalized mortgage pools, credit default swapseametagechedge funds created the perfect stdfm.

After the busttheselLegal Enablers helped the midaieen to not just walk away unscathed, but wealthier
than ever, and to leave the ressotietybereft.Uncertainty about the bankruptcy treatment of complex instruments
and transnational structuresade commercial bankruptcy through Chapter 11 lessviabileu s t he A mi dd | e me
financial firmsreceived massive taxpayfunded bailouts. Meanwhil&hapter 13after the 1993 Court decision,
prevented consumers from dowizing underwater mortgages. Finally, the ability for ultimate investors to seek
redress habeen eroded through securities laws changes and legal doctrines shielding fiduciaries from liability.

This papercontends that if we wish to restore investor confidence and sustain a stable financial system, we
must stop enabling the excessive leveragbspeculation that create cycles of irrational exuberance followed by
financial panics. Specificallyt recommendshat we eliminate the loopholes that allow unregistered investment
pools broad discretion to operatethe shadowsyithout transparencyrasupervision, to engage in seléaling or
relatedparty transactions, to inaccurately value and inadequately protect assets and to take on excessive leverage
and illiquidportfolio holdings Thi s surpasses the Obama dedundadvisesst r ati ono:
under the Investment Advisers Act. In addition to the disclosure and enforcement that would affect hedge funds and
advisers under that bill, this papecommends revisiting the Isstantive protections dhe Investment Company
Act that gply to mutual fundswWhile thefederal securities laws generallgel mandated disclosure and
enforcemenas tools to regulate condudtetcountrylearned in 1929 and again in 2008 tregarding investment
pools,disclosure is not enoughuBstantive rstrictions are more effective toolspootectp o ol s of ot her peo
money.As part of this recommendation, the myth of the sophisticated investor and the private offering are
confronted.

Secondthis papesuggestshat we avoid allowing devices, liledit default swaps, initially designed to
minimize and distribute risk to be used for speculation or gambling. Tihadyises thatve change our Bankruptcy
Code to allow lierstripping under Chaptét and13, thus discouraging poor underwriting anfiaited home
valuationsand protecthe most vulnerable from the impact of the financial system abuses. Fourth, we should
remove the obstacles that shield corpoddfieers, directorsand otherdrom liability for enabling destructive
behavior.

This paperwill also address the arguments that might be offered that would resist these reforms. These
include among otherd2) that we should rniaregulate hedge funds because they did not cause thg(&FC
sophisticated investors can take care of themselveblu(Ban nature (i.e. greed) canibe successful constrained;

(4) government regulation is ineffective and undermines business gr@®)then-strippingis too expensivand
creategnoral hazard;and(6) one should not second guess the behavior of cat@directors and managers trying
to operate in the midst of a markeide correction or collapse.

I1. The Global Financial CrisisThe Credit and the Damage Done

ifl]t was the age of wisdom, it was the age of fo

A. The Perfect Storm: SubprinMortgagebacked Securities, Crediefault Swaps and Lewaged
Hedge Funds

It is widely believed that th&lobal Financial Crisibegan in mieR007 with defaults on subprime
mortgages on homes in the United States. These mortgage loans had been pooladitinedsewith theproceeds
T theprincipal and interest on these loans passed througlited and diced an p a thrdu@yh to securities holders
located in the US and beyond. The problems spread across the globe and to other invésthestso
understand the nature of the crisis some general background on mortgage securiizagiome lendingnd credit
default swaps is useful.

12 SEBASTIAN JUNGER, THE PERFECTSTORM: A TRUE STORY OFMENAGAINSTTHESEA (1997)( The ter m At he perfect st or md
by the National Weather Service to describe three separate weather conditions that converged at sea and sunk elfisffithg Meve

England Coast. The term was popularized due to the success of the eponymous book, and has come to mean the convettyercevehtsny

which create a onem-a-life time disaster).

13 CHARLES DICKENS, A TALE OF Two CITIES 1 (1859).

14 GAO ReFfT, infra note __.
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1. Background on MortgagBecuritization

The housing market generates very, very large reveftisestimated thaees associated with home sales
and mortgage originations between 2003 and 2008 totaled $2 tHli&ome of these fees are paid to real estate
brokers for putting together a willing buyer and seller. Other fees are paid to mortgage andkiersdersor
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 homeredit,the monthly payment may be closenbat 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 allowsrtfeotvner 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 (leveragé@atd).of
If the asset (her home) goes up by 10% in value t® $8®, she has achieved a 100% return on her investment or
doubled her money. In contrast, if she hadight the home for $300,000 in cash and it rose by 10%, she would only
achieve a 10% retaron her investmenSimilarly, with a 10:1 leverage ratio, if the home declined in value by 10%
she wouldose100% of her original investment. If the home declined by 20%, she would lose 200% of her
investment and, depending upon how far along she waslking mortgage payments, the principal owed on the
loan might exceed the valwé the house. If the amount she owes exceeds the value of her home, she would be
Aunder wat er . 0

On the other side of the transaction, institutions loan money to home boyarsdmber of r@sons. In a
simple examplgea lending institutonvoul d consi der the borrowerds current i
her record of paying back loans in full and on time. Based upon this credit profile (as well as the prataitihg
which the lender itself could borrow money), the institution would establish an interest rate. The interest payments
are meantin part,tocompensatethe e nd er (ficr etdhd oardogdi t ri sk associated w
of default In addition, to be extra careful, the creditor would require the borrower to glesigeoperty as
collateralo r A mo r t g a ¢° hiis the barowerdsuthe enortgagor and the creditor institution the
Aimortgagee. 0 T h e i nrsgularpayrments af principal &nd intérestefrom ticeddrrbveeic 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 remaiimoipg@ owed.Using the example from
above, upon closing the deabfnmencinghe loan), the lending institution would have a $270,000 loan on its

books. This |l oan would be considered an fAaighhet. 0 The |
default and would need to be extra careful upfront that this and other similar loans represented sound risks to take.
The I ending institution could sell this Aasseto for a |

of the fearal government sponsored enterprisesjuding Ginnie Mag Fannie Mae or Freddie MatDue to this
fisecondary mar theléndinginstitutiomabdve eoglerow recycle that money and lend to a new
borrower. In additionselling the loan elinmatesthe risk of default.

This processhanged dramatically, beginning in the early 19704t that time residential mortgages
became securitizeld Ginnie Mae created the firpublicly traded mortgagbacked security fi M B i& h9y0.It
transferred group of mortgages into a pool or conduit and sold interests in that pool to investors. An interest in the
pool was called a pasbkrough certificate and entitled the owner tiveectional, undivided sharef the mortgage
principal and interest paymen@innie 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 @kpl5 government guarantee, the others had an
implicit guarantee, owners believed they were nearly as’$@&figen the structure of these pools, the agencies only
grouped together loans of similar size and duration. As a result of these programs, fitrehcwseowners to
borrow was said to have dropped by 100 basis points (or one péfcent).

5 Crotty & Epstein, supra note __at 7, citing John Gappér,e Fat al ,Bimandiae TiMEs, OdE 4,12008.

¥This paper will refer to the entire property as the fihouseo or fihon
In addition to the agenes, the private sector also issues MBS and CMOs.

18 SeeDIv. OF INV. MGMT., U.S.SEC& EXCH. COMMO NPROTECTINGINVESTORS A HALF CENTURY OFINVESTMENT COMPANY REGULATION

5(1992).

19As  wi || be noted | ater, howeweru,r itth erad i wans i aan teéheer Il Bdré,s 1Md rhu dCeedn t fua ry
0 HALF CENTURY, suprancte _ at 78.

2L JAMES A. ROSENTHAL & JUAN M. OCAMPO, SECURITIZATION OF CREDIT: INSIDE THENEW TECHNOLOGY OFFINANCE 12, Produced by

McKinsey & Company 1988).
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Innovation followed in 1983 when a new structure known as the collateralized mortgage obligation
(ACMOO) wa sLikd &plam vanmilaeMBS, mortgage loans wegooledand certificates were issued.

However, with &CMO, the cash flows were carved.(phe pool (sometimes called a conduit) would issue different
classes of certificates called fAtranch@hesecdifitaiec h tr anch
wereconsidered debt obligatiomsr A b m atlieswords theonduit borrowdrom thebondpurchaser and must

pay back principal and interest.

Eachclass obondwould represent a different part of the cash flows emanated from the ungerlyin
mortgage loansThere were a variety of ways to slice and dice the streams of paymentbdidtype would have
a stated maturity (suds 2, 5, and 0 yearsjnd a unique coupon rate (the percent interest paid). The amount of
interest paid to Aond lolderwould increase with the relative risk of the slice of payments the ®aaphesented.

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

( A L1 B OBGR)is.the interest rate at whidanks in London borrow from other banks on an unsecured®basis.
Thusa A s lzofidenight pay LIBOR plu25 basis pointéLIBOR plus¥. of apercet) and a riskier one LIBOR
plus 250 (LIBOR plus 2.5%). When the credit quality deteriorates, these rategs@substantially.

The techniques associated with mortgage loan securitization are applied to a variety of loan classes
including corporate loans, higheld bonds (aka junk bonds), credit card receivables, auto loans, equipment leases,
airplane leasesnd 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 varioushyicald col | at erali zed debt obligations (
subset of CDOOften structures holding residential mortgages are called residential mortgage backed securities
( ARMBS0) , for the sale ofelaritythis paper will use the termDD.

CDOs were thought to minimize risk 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 t@énnie Mae conduit described above), each bond would take an even share of
these lossesThis works well if the default and prepayment rates are low. However, with riskier assets, the result
would be poorer performance. This madeifficult to sellbonds 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 krex pgeces, it was easier
to sell the safer ones to the institutional buyers.

For examploe,t rtanec hfessafaer e t hose that receive payment
mortgage loanT hese sl ices were t hoUhpkdfestd ok hewri aasy etsh enefmmo gtr ad
tranche’® Thus, slices farther along in time were riskier and needed to compenshontheoldemwith a higher
interest paymenfThe midp i e c e s we r eThdiriskeest pieca is theeequligr sometimes preferred)
tranhe. This is often co%Bdnetbldershofehiganciearendt paid ansil sl ofherssaret i o n
paid offin full. Some CDOs are set up so that tranches get paid in sequence. In otheinvamale, casethe senior
or fisaf e getpaid in fulbbeford tbesext tranche gets any principal and interest paymentter
structures, all tranches receive portions of interest payments, but principal payments are made in’3&juence.
that tranches have long maturities sometimeldofears or more, the subordinated tranches, may not get paid at all
or for a long period. Thus they are consathrery hard to trade (illiquidj® CDOs have grown so complex that
some CDOs hold tranche$ other CDOS” Each tranche of the CDO receivesating from at least one of the major
rating agencies.

While the investment grade bonds from theaadhes were easy to sell, it wader to sell the bonds
representing the mezzanine and equity portionsenQhese risky pieces wekept on the bookat the institutions
who create them. They are callech £ 0 Ai ¢ Whiesporesor®may own some of the toxic waste, they prefer to

22 For more @tails on the use of LIBOR as a reference rate, see
http://lwww.bbalibor.com/bbaljsp/polopoly.jsp;jsessionid=aGRplK67vq79?d=1621

2 THOMAS P.LEMKE, GERALD T. LINS, KATHRYN L. HOENIG & PATRICIA S.RUBE, HEDGE FUNDS AND OTHER PRIVATE FUNDS: REGULATION
AND COMPLIANCE 310(20082009).

2| EMKE at 311.

= LEMKE at 317.

% EMKE at 311.
2T LEMKE at 311.
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pass tzgat risk along by selling the equity tranche to someon&\aliethey found willing buyers the hedge
funds:

It is worth commenting on how each participant in the distribution chain benefits from this complex
structured financial arrangement. I'n addition, itdés i m
this distribution chain and whererésts.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. Thie lbars the money to the homeowner. Any
independent or kmouse broker involved also earns a fEee bank then has the risk that the borrower will default.

The bank also has the risk that the borrower willgag principal. This might be in part, ortife borrower sells the

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

bank i s the i Onmndthe matgagerbroker, iTahyeearn fees baid by the borrower. These include

points and closing cost8The Originator also earns money wheseilis the loan to a larger financial institution or a

government agency for an amount, or premisiightly greater than $270,00l large pool of mortgages worth

$100 million, the Origiator might receive $102 million, or a premium of $2 millf8he bank no longer has the

risk of loss, though the bank may stayasranother entity who buys the loan will becomefthe e r vi cer 0 of t he
mortgage loan, collecting the payments and passing &hemg the chainRegarding the risk, in other words the

original lenders:

i did not have to worry very much about the risk of
packages called Mortgaggacked Securities, which they then sold. They gdtet@ffrisk within a few
weeks, because by then these MBS'belonged to other

The second institution (private or government agency) who buys the loan on the secondary market now has
the risk of | oss. iLern 6tshe afil $pdrhseors.ed ohide i SIpdndaunt sets U
many others similaloans) to the conduit. This conduitdaienc a | | e d t Alternafively, theiSponsobdis
referred to as the Issuer, by sombe Issuer sellbondto invesbrs. The investors who purchase thksads
provide money to the Issuer. The proceeds obtiredsales are given to the Sponsor. The Issuer (conduit) is set up

to be bankruptcy proof. That i s, it I sintheevengheed t o be
Sponsor becomes insolvent.
When the Sponsor sells these filassetsd to the | ssuer

like the lending institution in the first example above who sells the loan to an agency, the Sppesado 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 artdéraitsount of assets (los
and so onyariousfinancial institutions can have. So, converting the assets to cash helps with these regulatory
requirement$? What is complicated though, is the question of whether the Sponsor truly has transferred its risk to
the conduit. Indeed, $psors often need to buy a good portion of the riskiests. So while the Sponsor may have
sold the original loans to the conduit, because it purchasas from the conduit, it in fact keeps some of the risk.

In addition, the investors who purchase bloads take ona portion of the default risfandsome take othe
prepayment risklepending upon how it is sliced and diced and which tranche thgytbaywe can trace back to
that original borrow and others like h&@he risk got distributed in varygnamounts to thbondclassesAs noted
above, the level of risk that eabbndinvesta takes on relates to where the tranfdils in the order of payments
In addition to receiving payment for the loagponsors may receive other value from thesetsiree Some CDOs
are designed to allow the sponsor to take assets off balance sheet. CDOs can also be designed to arbitrage, where the
Sponsomakes monegn the difference or spred&gtween the cash flow from the mortgages and the amount that
had to be pid out (the LIBOR plus coupon rate$)Thus, if the mortgages performed better than expected, there

3 Paul Tustain, Bear Stearns and MBS Hedge Funds: What are the Real RisksSig@dyRvEN, Jun. 22, 2007, available at
http://www.safehaven.com/articlE812.htm
» Adam B. Ashcraft & Til Schuermanbinderstanding the Securitization of Spiime Mortgage Credis, The Federal Reserve Bank of New
York Staff Report No. 318, Mar. 2008

Ashcraft & Schuermanat 5.
% Tustain, supra note __.

32 HALF CENTURY, supranote __.
3 SeeFRANK J.FABOZZI & STEVEN V. MANN, THE HANDBOOK OF FIXED INCOME SECURITIES670 (2005)
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would be extra money to distributettee equity tranche, which might be owned in part by the spo@sothe other
hand, if the mortgages underperformér tosses would be absorbiidst) by those with the riskier tranchends
in that they might not get fully paid back or paid at Bliey often receive payments for their work setting up the
conduit, issuing theonds and making necessary governmenngj>*

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 takeadinonreward therhandsomelyor doing soHowever,

the devilwasnthepra t i cal details. Letds return to that borrower

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 incentivénigestigate her credit history and gauge the likelihoodiedéult (and
prepaymentpy 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 instituwtinid have a greater incentive to monitor the
borrowerdéds performance. I n contrast, if that | oan i
Aforiginate to distributeodo model ), tHasléssihcentivd o dogithern s t
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 theirmodehisthat t ut i
pricing a particular tranche is highly complicatethd even weldesigned computer models are merely guidelines.
The riskof giventranches depended upon a variety of economic conditions in addition to the various
borr ower s Vheh Wdll Stkeét 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, indivi deswdre typicallyumavagablestdinvestdts.di t hi st or i
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 thesg condition
admitting that if they occurred, the whole market would be melting downother words, they would be able to
get lostin a crowd of poor performance and escape blametherproblem with these conduits was that they were
often undercapitalizedr leverage That is to say that the amount of money collected fvorrdholders was a small
fraction of the total assets.

s b
it uf

ono:

In early iterations of these structures, for exampl

corporate loans of $9.7 biliiothat had been on its books. Tdenduit then issue#i700 million inbondsto

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 insutes anly has $75,000 reserv&dlP 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 ri sk, JtheRiskto MeAmgrican Infesational Group, through itsaficial products group.
Well-versed in excessive, unsound debt, this group housed former traders who helped to blow up Drexel Burnham
Lambert through the creat i onr®Thisdiision aflAIE isal$o difcpiseed latertino n d
this paper.

Twenty years after that first Ginnie Mae mortgage securitizabipri991, 42% of alhomemortgage
debf® was securitized” By the end of 2008, there was more than $14 trillion in mortgage debt, of which $11 trillion
was residential mortgagé50f the total$14 trillion in mortgage debt, $7.6 trillion, or more than half was held by
shellsi mortgage pools or trusté Around $5 trillion was held by major financial institutions.

Thereafter, a important shift in the mortgage securitization marketceclHi st or i cal | vy, it
of mortgages and issuance of mortgageked securities (MBS) was dominated by loans to prime borrowers

3 Ashcraft & Schuermanat 5.
% GILLIAN TETT, FOOL6s GOLD: How THE BOLD DREAM OF ASMALL TRIBE AT J.P.MORGAN WAS CORRUPTED BYWALL STREET GREED AND
UNLEASHED A CATASTROPHEG7 (2009).
% TETT, supranote .
S TETT, supranote __ at 55.
% TETT, supranote __ at 62.
%9 Backed by 1 to 4 family residences.
40 HALF CENTURY, supranote _ at 5.
“ Board of Gov. of the Fed. Res. SyMortgage Debt Outstanding, Release Date, Mar. 2009, available at
Emzttpzllwww.federalreserve.gov/econresdata/releases/mortoutstand/mortoutstand20090331.htm
Id.
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conforming to underwriting standards ¥Ryt2006,norGSE® Gover n.
originated45% more than the GSEs and issued 15% more certificates (in alue).

2. SubprimeMortgages

A subprime mortgage loan is intended for borroweita a poor credit histor§? Oftenbrokers and
Originatoss of subprime mortgages engaged in predatory lendingipesWi t h predatory | endi ng,
woul d have been bet®Theyt ooofkf awlivtahna uatg et hoef |booachergdge r s 6 | ac k
excessive feegncouraging them to borrow more than they could hope to pay back and pushed drefjustable
rate mor t glaapewit deckRively lv payments up front that would reseshort period lateY. The
reset moment correlates with foreclosure risk. According to one study, 12 % of subprime mortgages will default as a
result of reset® Most egregiously, some borrowers who qualified for conforming loans were put into subprime
loans. Tls practice benefited the brokers and lenders as they earned high€deespondingly, this hurt the
borrowers. On average the borrowers who showddéa been of f eonverdiona ) r ¢ @ wbiditiongl@f d
fees ofmore than $5,22@/hen they were put into a subprime lo&ihere were huge incentives at the paifisale,
then, to push a borrower into a subprime loan and to push a borrow intaleidr@nd higher payments than he or
she could afford. This hurt the people on both ends of the distribution chain. Borvesverthree times more likely
to default’® And, ultimately, investors experienced huge losses. These investors included thevdiesstof these
subprime mortgagbacked securities (mainly institutional owners), as well as the investors whose money the
institutions controlThis is a microcosm of the entire financial crisis whereby those at the beginning and end of the
distributionchain suffered, but many in the middle profited during the boom and the bust.
While the Sponsor of a conduit is supposed to inves
Originatorsand mortgage brokerthey ofterdeliberated look the other wayhen faced with substantial evidence to
support wide spread fraud and predatitmaddition they hid this information from investors and rating agencies.

Al nvest ment banks that bundle and sell homes mortgag
in subprime loans to less creditworthy borrowers but did not pass much of the information to credit rating
agencies 0 investors.?od

Between 2001 and 2006, subprime mortgage origination and securitizegiacketed In 2001, $190
billion subprime loas were originated. In that year $87 billiorbionds for pools of subprime loans were issued.
This is a 46% rati® Five years later, in 200Berewas $600 billion in subprime origination and $448.6 billion in
issuance, a 75% rat?.In contrast, theravas a substantial decline in conventional mortgage origination and
issuance.

This reflected an fAexpl osi ve °YErenorgagefackethond paid e st or s
higher interest rates thaorporate bonds that had the same ratings issyi¢ite major rating agenciésThese rates
seemed commiserate with the risk that the subprime borrowers were détaulGreenspanoted, this reflected an
error i nwihU.8.dome prices stifirising, delinquency and foreclosure rates wezptoety 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 ofthe problem. Demand became so aggressive that too many securitizers and lenders believed they were able to

43 Adam B. Ashcraft & Til Schuermankinderstanding the Securitization of Spitime Mortgage Creit, The Federal Reserve Bank of New
4Y40rk Staff Report No. 318, Mar. 2008
Id.
5 Ashcraft & Schuermann, supra note __.
%6 Ashcraft & Schuermann, supra note __ at 70, Appendix 1.
" See generally, the Center for Responsible Lending website at http://wwinsésplending.org/mortgagending/
8 Ashcraft & Schuermann, supra note __ at 21, citing Christopher Cagan, Mortgage Payment Reset (2007).
“ Center for Responsible Lending, Snapshot of a Foreclosure Crisis, 15 Fast Facts, available at http://wwwelesgtingibrg/mortgage
lending/researclanalysis/snapshaif-a-foreclosurecrisis.html
%0 patrick RuckerWall Street Often Shelved Damaging Subprime ReR&tsTERS Jul. 27, 2007.
51 In comparison in that same year $1.433 trillion in conforming loans evigimated around $1.087 trillion issued, for a 76% ratio.
*2 In comparison in 2006, there were $1.04 trillion confirming originated and $904 billion issued, for an 87% ratio.
%3 Greenspan testimony supra note __-at 2

54 Ashcraft & Schuermann, supra note.
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create and sell mortgage backed securities so quickIly I
did not have the incentive evaluate the credit quality of what they were selling. Pressures on lenders to supply
more fipapero collapsed subprime ®nderwriting standards

Greenspamlso blamegurchasers of thesmnds f or fal[accéptamce df ¢raditiain g s wever, H o
investorsvker e not provided with complete and honest discl os!
warned about the perils of such |l oans in recent’® years,
In additio n , Fed staff recognized that investors in are fAtyp
invest ment strategy, conduct due diligence’ on potenti al

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

As noted in a previous section, hedge funds were will:i/
these hedge funds borrowed framrime broker and other market participgnsing the toxic wastes collateral for
these loansAs 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 fuadtdoes

lending bank, holding its higherforming 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 l#ing 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 managexsaaded based on performanae

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
openmarketo®

3. Creditdefault Swapsnd Other Credit Derivatives

Toexplainhowacredid ef ault swap functions, itdéds usefial to dr
like a home insurance policy. With an insurance policy, the buyer pays the seftéums. In exchange the seller
agrees to cover the buyeidosses if there is some bad event occurs and damages the home covered under the policy.
Similarly with a CDS, the buyer patise sellera premiumbased upon percentag®f the underlying assetypically
onagquarterybasf.l n exchange, the seller wild.l compensate the b
Aireferenc® dlylpigati oonredi't events i defallty ceergantzdtien ounder |
bankruptcy, though cdmacts vary

CDS contracts were created in the mid 19908.2000, the notional value was around $800 bilfibAt
that time, a small group of parties were involved in the CDS market and the buyers typically ucdepahate or
municipalbond (referace credit) for which they bought protectirOriginally, it was bankshat purchased CDS
as a way to transfer some of the risk of the loans (assets) on their books to a thifdifp&tg.n ks used t he
market to remove risk from their balance sheeteing reducing the regulatory capital they were required to put up
to back® hat risk.o

Selling credit insurance also is a form of leverage. For example, someone who believes that corporation
XYZ is poised for steady growth drhas a strong balance sheeighmpurchase some of its bonds, investing cash
and receiving @ annualreturn of 6%. This investment would reflect confidence that XYZ would not default
creditdefault swap provides an alternative that is cheaper in thersimorThis confident invest couldsell credit
i nsurance to a buyer, using XYZ6és bond as a quareflyer ence

%5 Greenspan testimony supra note __-at 2

% Ashcraft & Schuermann, supra note .

57 Ashcraft & Schuermann, supra note __.

%8 Tustain, supra note __

%9 Credit Default Swaps: From Protection to SpeculatieRaTTés J.BANKR. L. (Sept. 2008).
€.

o d.

e21d.

% Shadab@Guilty by Associationat 23.

% PrINSSUppranote __, at 10409
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payments from the buy@nd would not have to put any money down. The only obligation is the promise to pay if
XYX experiences a bad credit eveiithis seemed like easy money to dealé@sd insurance companiegho
underestimated the risk they were takingon.

4, The Perfect StoroSubprimeCDOs,CDSandLeveragedHedge Fund€onverge

After 2000, there were major changts the CDS market. A secondary rar developed for CDS
contracts. A single CDS contract might be soldi 1%0 times®® A seller could trade its right to premium and its
obligation to cover to someone else. Similarly, a buyer could sell its right toagevand its obligation to pay
premiums to someone else.

In addition, sellers began to fiinsureo a variety
on corporation XYX or a bond or loan of XYZ. Corporation XYX was far more transparemtrequired publicly
filed financial statements and could be monitored. In comparison, @€B&econduitswere shell entities largely
exempt from securities laws disclosures and overS§ight.

The third important change was that market participants were lapssu Buyers no longer owned the
underlying reference cred®.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
underling instrumentor even a related instrument) to the seller after the bad credit event, but couldwgettie
contract in cash. It became clear many years before the global financial crisis that the amount of insurance sold on
certain debt instrumentsy far exceeded the total value of the €l others words, this was a speculabonsrket
that did not contain risk, but createdThis was gamblingThis was insurance without reserve requirements. These
were securities without investor protectioAs. 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, Abaitgadsecurities and a
variety of other obligationthey did not own. This is the equivalent of being able to buy an insurance policy on your

o f

nei ghbor és home, or allowing millions of people to buy

insurance company would never take on that risk, ihde@hout 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 t he MB® peopleahatplrehasedinsuradce u s e

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 wWoeld dec
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 insurana@mpany 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 fitidal 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 t he r iunkhe mdurancehsellerdeats lthe risk that ther e d i t

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 stornarose when subprime CDGOBDS andleveraged hedgauhdsconverged 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
thebondholders would be protected, even conformingnertgge pool s often contained a
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 bettitigetharricane 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 ¢ruggling.St at ed mor e f or mal | y -backed segurittgwau3e& by hedgenfandst agch g e

% See Hu, infra note __.

% Janet MorrisseyCredit Default Swaps: The Next CrisiSRME, Mar. 7, 2008 (interviewing bankruptcy attorney Harvey Miller).
7 A trustee of the CD@lays a role, for example, actiag a gatekeeper only allowing eligible assets to go into the pool.

8.

% 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 expressanegati vi ew of (short sell)®the mortgage mark
In the CDSmarket AIG was like that home insurer who sold policies to people who did not own the debt
instrument (the fAcredito) being insur eeéeneratelllaBtobcastt ot her
up front. AHIi storically, bond issuers al most never go
make a fortune by selling CDSs, keeping thHe premium, a
By 2002, the notional value of CDS contracts grew to $2.19 trilli@y 2006, Alan Greenspan remarked
that fACredit default swaps are becomi ngBythe2007meak it i mpor
was somewhere around to $57.8 to $63 trilffatependingupon 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 bementioned 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.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 post2000 worldthis risk reduction devie had become &rm of gambling The primary buyersof
credit protectiorwerehedge fundsind dealers (at banks) for trading, not reducing risk and bank loan portfolios (for
reducirg risk). The primary sellers weiasurance companigsdealers and hedgerfds’ 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, sellinggand buyi
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 proteotiostitutions all over the world. When
it was downgraded by theating 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 droppgesesnided. Manhave
attributed the collapse of Bear Stearns, Lehman Brothers AahdG t o t hese Aifinanci al
destridction. o

V

iThe securitization of subprime mortgages and ot her

credit risk from their balance sheets to parties more willing or able to manage thielbrisker, the
current crisis has revealed that much of the subprime mortgage exposure and losses have been concentrated

among |l everaged financial institutiond, including b

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

iThe subpri me mess that is cutting so wide a swath
of creating collateralized debt obligations (CDOs) compounded by the enormous amount of leverage
appi ed by big”®hedge funds. o

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 t@over the claimdn the words of the New Yorktate superintendant of insurance, when underlying loans

" Houman B. ShadalGuilty by Association? Regulating Crediéfault Swapsforthcoming in th&ENTREPRENERIALBUSINESSLAW JOURNAL,

fall 2009 at 22, citing BIS, OTC Derivatives Market Activity in the Second Half of 2008 at 31, May 2009

" Adam DavidsonHow AIG Fell Apart REUTERSSept. 18, 2008.

"2 See, Stephen J. Lubbe®redit Derivatives and the Future of Chap11, Seton Hall Public Law Research Paper No. 906613, Jul 17, 2007,

referencing Caroline SalaBegrivatives, Not Bonds, Show What Pimco, FIZREF Really ThinkBLOOMBERG.COM, May 31, 2006.

3 Shadab@Guilty by Associationat 22, citing BIS, OTC Devatives Market Activity in the Second Half of 2008 at 7, May 2009.

" Shadab@Guilty by Associationat 25.

> Shadab@Guilty by Associationat 23.

®Edward Jay Epsteiwvar r en Buf fet ds Hidden Stake i, VANFriFnmRFeb2 2009. Weapons of Mass
""GAOREFOT, supranot e _ _ at 19, citing David Greenlaw, Jan Hatzius, Anil K.
from the Mortgage Meltdown, o paper for the U.S. Monetary Policy For
"8 Richard BookstabeBlowing p the Lab on Wall StreefIME, Aug. 6, 2007.
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were performing badlyfj ever ybody wanted to get paid, had a right 1to
there was no 'there' there. There wagnoney behind the commitments. And people came up short. And so that's to
a large extent what happened to Bear St e&Thes, Lehman B
institutions had sold too much credit insurance. In the end, Bear Stearhswgds 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 bailoufn estimated $50 billion of that bailout monegssed right through to AIGs CDS
courterparties? between 1524 or morefinancial institution&’, including toDeutsche Bank? Goldman Sachs,
Bank of America and Citigrou}s In other words, the taxpayers had to bailout the institutiosicontracted with
AlG. Theywere not sophisticated eagh, or the markets were not transparent or efficient enough for them to
accurately assess Al Gbs <credit Therisk Was pa¥sedalongttothey di d no't
taxpayers.

These events led to a further market decline due to thessixe use deverage 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 dqwesgne on prices. The
market price, or what buyers were willing to pay, for some assets was so low that holders refused to sell. These
Ailliquido assets were deemed Atoxicodo or Atroubled. o

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

institutions raised approximately $200 billion tapping capital from private investors and sovereign wealffi funds.
When that was not sufficient, the next choice was asset sales. Blelers reduced their assets in4figuarter 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
midst of the worst financial crisis in moreh a n 7 ¥ Since therrexession began in late December 032007
through July 2009, a net 6.7 million jobs have been®fo3the unemployment rate rose from 4.999t4%% At
least14.5 million peoplaverelooking forwork. The jobless rateeachedl5.294° in Michigan in June 2009, the
hardest hit state, compared to 7.3% when the recession Hfegan.
In 2009 alone more than 2ndillion notices of home mortgage defaults, auction or repossessian
issued™ During the second quarter of 2Q083% of US. homes, or 1 in 25ropertiesvere in foreclosure”? In

" The Bet That Blew up Wall Street: Steve Kroft on céefiault swaps and their central role in the unfolding economic c@8sS, available at
http://www.cbsnews.com/stories/2008/10/26/60minutes/main454&1ta8l

8 Serena Ng & Carrick Mollenkampop U.S., European Banks Got $50 Billion in AIG,AMhll St. J., Mar. 7. 2009.

81 Ccarol Loomis Revealed: 15 AIG Bailout Counterpartj@RTUNE, Mar. 7, 2009available at
http://money.cnn.com/2009/03/07/news/comipa/aig.fortune/index.htm

% Serena NgHedge Funds May Get AIG Cash: Some Bailout Money is Set Aside to Pay Firms that Bet Housing Market WouldACrater
Sr.J., Mar. 18, 20009.
8 Joe NoceraThe Problem with Flogging AIGN.Y. TIMES, Mar. 21, 2009.
8 GAO REPOT, supranote __ at 20.
8 U.S.G.A.O.RePST, FINANCIAL MARKETS REGULATION: FINANCIAL CRISISHIGHLIGHTS NEED TOIMPROVE OVERSIGHT OFLEVERAGE AT
FINANCIAL INSTITUTIONS AND ACRGSSSYSTEM 2, Jul. 27, 2009.
8 On December 11, the National Bureau of Econoc Research announced that the peak was Decembe
since that datBUSINESSCYCLE DATING COMMITTEE, NATIONAL BUREAU OF ECONOMIC RESEARCH DETERMINATION OF DECEMBER2007

PEAK IN ECONOMICACTIVITY, Dec. 11,2008 (Arecs si on i s defined as: fAa significant decline ir
lasting more than a few months, normally visible in production, employment, real income, and other indicators. A regassiwhdrethe
economy reachesapeadkoact i vity and ends when the economy reaches its trough. o

87 Bureau of Labor Statistics, The Employment Situatiduly 2009, Aug. 7, 2009, available at http://www.bls.gov/news.release/empsit.nr0.htm
Employment Situatiorsupranote __.

8 See Bureau of lzor 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

8 Bureau of Labor Statistics, Local Area Unemploynmttistics, available at http://www.bls.gov/lau/

% 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=E0EHNB

1 Lynn Adler, Home Foreclosures Set Another Record in JRBUTERS Aug. 13, 2009, available at
http://www.reuters.com/article/gc03/idUSTRE57C0OM620090814

92 Kathleen M. HawleylJ.S. Home Prices Tumble 6.1% on Surging ForeclosBES0MBERG.COM, Aug. 25, 2009, available at
http://www.bloomberg.com/apps/news?pid=20601087&sid=aNnP_i73Xc.4
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California, 1 in 7 homewerein a foreclosure proce$$And, in Florida, 23% or nearly 1 in 4 homes were past due
or in foreclosuré? In early 2008, 10% of homeownarse r e fiu n d e r w artgages.dn other wards,éheyr mo
owed more than their homes were woltht t he end of of 2008, the number of
million, or 20% of all properties with mortgag&By June 2009more tharB3%of all mortgaged homes in the
U.S.were under watet.

In 2008, US stock markets lost an estimated $7 trillion and in overseas equity markets $5 trillion
disappeared. In addition, $10 trillion lmmeownewralue vanished in the global housing mafR&€orresponding
with these market declisavereotherindividual, 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 2088Business and consumer bankruptcies wenethe rise. In
2008, there were more than 1.1 million bankrigstdiled, compared to approximately 851,000 in 2880f these,
96% were consumer filings. By June of 2009, 99 U.S. public companies had filed for bankKtiythile there are
typically fewer public company filings than other business or consumer filirggiven year, the assets involved
per debtor are substantially higher, between§iion and $691 billion:®?

Over 1,500 hedge fundagereliquidated by July, 2008* By mid-August there &d been 77 bank failures
in 2009 By the end of August, thetl since the recessiantotal of 109 failed had failedwashington Mutual
represented the largest bank failure in history with $307 billion in a¥3eSince the crisis began, there have been
approximately $1.55 trillion in credit losses and write dswahfinancial institution&® Moreover, with $3.5 trillion
outstanding commercial property loans outstanditgjven the poblems in that market, many remairezhcerned
about the impact of futur@efaults*®®

In 2008,Consumer spending, which typically aces for close to 70% of economic activideclined.
In the second half of 2008, college endowmentsetesedy an average of 249%° Problems hadpreadacross
manysectos of the economy.

Thecrashimpacted a middleclass already squeezed by decloristpgnating real wageSven prior to
the recession, the prosperous times were not really so prosperous. Mountains of debt shiptgedaterom
having to feel the immediate painm@duced incomeThe cost of housingnd healthcare had each inceshby70%
in just one generatiott! The cost of education was up 100% in that same timeframe. Meanwhile, wages increased
only by approximately one percefit.

State and local governmeritgedseverebudget shortfallsThis was partially due to the decliire
housing values, whichlone was estimated to casem$1 trillion in property taxes$® Forty eight states had to
address or still facgaps just a month into the 2010 fiscal year, totaling at least $165 billion. Deficits for the next
year are anticipatl to be at least $180 billid{: California independently faced a $45.5 billion shortf&llAcross

% Jen Lebron Kuhneypne in 7 homes in foreclosure proce®siLY TRANSCRIPT, Aug. 20, 2009.

% Monica HatcherFlorida Foreclosures on the Rigkliami HERALD Aug. 21, 2009.

% GERALD F. DAVIS, MANAGED BY THE MARKETS: HOW FINANCE RE-SHAPED AMERICA 231 (2009).

% Mara Der HovanesiaReport: 1 in 5 Mortgages Are UnderwatBUSINESSWEEK Mar. 3, 2009.

9”Bob TedeschiThe Depths of Mortgage Del.Y. TIMES, Aug. 28, 2009

% Heather LandyThe Stock Slump of 2008: The Wrecking Ball to WedlksH. PosT, Jan. 11, 2009.

% David HeschlerResponse to the Economy will Affect Hist@linton Herald, Aug. 17, 2009.

100 American Bankruptcy Institutéynnual Business and ndBusiress Filings by Year (1988008),available at
http://www.abiworld.org/AM/AMTemplate.cfm?Section=Home&TEMPLATE=/CM/ContentDisplay.cfm&CONTENTID=57826
01 pyplic Companies Bankruptcies to Make 2009 a Record, Paar June 2, 20009.

19220 Largest Public Bankrupy Filings 1980 PresentBANKRUPTCY DATA.COM, published by New Generation Research, Inc. (with most
recent filing the June 1, 2009 filing of General Motors).

103Sp.:—zech by SEC Commi ssioner Luis A. Agui | atheMeddendeg Sprirg20091 Regul at i on
Hedgeworld Fund Services Conference, New York, NY, June 18, 2009.
194 Eric DashBB&T Takes Over Failing Colonial BancGroul.Y. TIMES, Aug. 14, 2009.
1% Damian PalettaRaft of Deals for Failed Banks Puts U.S. on Hook for BilljgdsLL ST. J., Aug. 31, 2009.
1% \/iven Lou Chen & Carol MassaBriGLITZ SAYS U.S.FACES Afi ¥RY SLOwO RECOVERY FROM RECESSION BLOOMBERG, Aug. 5, 2009.
07 Editorial, The View from the Bottar. Y. TIMES, Aug. 16, 2009.
1% Chen & Massersupranote .
19 The \iew, supranote __.
10 Gillian Wee,University of Pennsylvania Endowment Beats Harvard with StBtkeoMBERG, Aug. 13, 2009, available at
http://www.bloomberg.com/apps/news?pid=20601109&sid=al.YKDrXJVc8
111 JaMES D. SCURLOCK, MAXED OUT: HARD TIMES, EASY CREDIT AND THE ERA OF PREDATORY LENDERS163 (2007).
2 SCURLOCK, supranote ___ at 163.
13 pavis, supranote __ at 230.
"4ris Lav & Elizabeth McNicholNew Fiscal Year Brings No Relief From Unprecedented State Budget ProBENMTER ONBUDGET AND
PoLicy PRIORITIES, Aug. 12, 2009.
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the nation, from community to community, announcements of school budget cuts ebtaies and local
governments cut back on teachBfghe arts, sports teas, closed buildingand instituted layoffspay cuts and
furloughs ™’ The damage from the U.S. mortgage market meltdown crossed borders. Exaunfplesfrom the
large institutions to the obscure communities. A tiny Norwegian village lost municipaleseafter an investment
in credit derivatives sold to them by Citigroup collapsed due to the defaults by Florida real estate sp&€ulators.
Most remarkably, all of this devastation occurred, even with the tremendous government intervention. As
of March, 209,the total financial rescue plan commitment, including the $78@rbstimulus, approache$il3
trillion, arcilzJOnd the size of the 2008 GDP of $14.2 trilltdfiThis amounts to $42,105 per person including children,
in the U.S.

C. Timeline of theCreditCrisis and Bailout

Therecent global financialcrisse ems t o move with t h&astaenteeati surr eal |
Crash of 1929 An earlyindicator of trouble aheaappeareadn February 27, 2007 when the Federal Home Loan
Mort gage Correpdodiagt iManc )AiFannounced it would stop buying
related securitie¥? In particular, Freddie Mac declared it would only buy those adjustable rate mortgages for which
the underwriters had determined the borrowers were capipbg/ing not just the initial teaser rate, but the fully
adjusted rated?® Then, in early April of 2007, a major mortgage lender filed for protection under Chapter 11 of the

Bankruptcy Codé®* I n | ate April of 2007, Steponekpressingeoncdrndboubr 6 s put
the rising home mortgage del i nqi#énhisspecal rdportt S&R intenatednt v i n
that for at | east two year s, concerns abou?Onimx under wi

7, a hedge fund offera@tiroughBear Stearns barred redemptions byestors. This hedge fund htuke
unfortunately deceptive namthe HighGrade Structured Credit Strategies Enhanced Leverage &uoohits
managers were equally dishon&st.
Merrill Lynch had grownits CDO issuance business from $4 billimn$28 billion in the first six months

of 2007. At that moment, with the full blown subprime crisis, Merrill had $41 billion in GBErities and no
willing buyers*?® 0On July 11, S&P placed moreath 600 mortgagetiacked securities on credit wattAOn July
24, major mortgage originator, Countrywide Financial Corporation made its quarterly filing with the SEC.
Countrywide was the largest issuerlwdnds on pools of subprime mortgagés 2006, it ssued more than $38
billion, or 8.6% of the total issue@hairman and CEO, Angelo Mozillo admittedthatl i f f i cul t housi ng &
mortgage market conditi®Hewewergeg kepsatedthat confimanag:e
aboutthelonger m f uture growth prospects and pr othiotghBear!| i t y. o
Stearns were liquidateBoth hedge funds were heavily invested in mortghgeked securitie™

By August of 2007, there were more signs of trouble. On Augjusmerican Home Mortgage Corporation
filed for Bankruptcy under Chapter ¥ BNP Paribas froe redemptions on three of its hedgeds™*

15| eslie Eaton, Ryan Knutson and Philip ShisiStates Shut Down to Save CashLL ST. J., Sept. 4, 2009, Al.

116 california laid off 27,000 teachers, see Eaton at al, supra note __

1171n Michigan 38,000 employees faced furloughs.

18 Davis, supranote __ at 230.

19 Mark Pittman & Bob IvyFinancial Rescue Nears GDP as Pledges Top $12.8 TrilBoOOMBERG, Mar. 31, 2009, available at
http://www.bloomberg.com/apps/news?pid=20601087&sid=armOzfkwtCA4

120 pijttman & Ivy,supranote .

121 5eIGMAN, supranote __ at 3 (citing historian John Brooks).

12 The Federal Reserve Bank of St. Louis, A Timeline of Events and Policy Actions, available at
http://timeline.stlouisfed.org/index.cfm?p=timeline

123 press Release, Freddie Mac Announces tougher subrimied standards to help reduce the risk of future borrower default: Company Also
to Develop Model Subprime Mortgages, Feb. 27, 2007.

24 Timeline, supranote __.

125 special Report: Subprime Lending: Measuring the Impeited in Testimony of Vickie A. Tillran, Exec. V.P., S&P Credit Mkt. Serv. Before
the Subcommittee on Capital Mkt s, Ins. And Govdt Sponsored Enterpri:c
126 Tjllman Testimonysupranote .

127 See generallyWiLLIAM D. COHAN, HOUSE OFCARDS: A TALE OF HUBRIS AND WRETCHEDEXCESS ONWALL STREET (2009).

128 Pearlsteinsupranote __.

129 Timeline, supranote _.

% Timeline, supranote __; see also Countrywide Financial Corporation Press Release from which the quote originates.

3 Timeline, supranote _.

%2 Timeline, supranote __.
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Mainstream newspapers covered the brewing trouble at Countrywide and other aggressive mortgage originators
stemming ot only from subprime loans, but also adjustable rate mortgatjelse 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 billio®n October 102007, the US Treasury Department and the Department of Housing and

Urban Development | aunched HOPE NOW. This was an alli a

servicers, and mortgage mar ket p a-riskborowgrsaandthslgingthdmat was
stay in their home§?

In January 2008, Bank of Americarsounceda plan to buyCountrywidefor $4 billion worth of BofA
stock:*° By Spring of 2008, it appeareahat the crisis has spread beyond subprime mortg@geblarch 5 Carlyle
Capital Corporation arounced 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.government)*” Nonetheless, the counterparties wanted an additional $37 million
cushion:*® On March 24, 2008, the Fed announeealild provide$29 billion in financing for the acquisition of the
Bear Stearns Companies by J.P. Morgan Chase.

In March, the Fea@lsoexpanded 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 securiti&8 Throughout the crisisral 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 2008Ambac and MBIAwho insuredCDOsweredowngraded by S&P. IndyMagas
closed byits regulator, the Office of Thrift Supervisiamd the FDIC tookver the bank deposits and other assets.

In July, the Fed authorimthe NY Fed to extend credit to Fannie and Freddie if nece¥8@ysh sigiedthe
Housing and EconomiRecovery Act of 2008yhich brought~annie and Freddie under the supervision of FHFA
and allows Treasury to buy their obligatidfis.

Little public attention was directed at these details, however, given the very dramatic and lengthy
primary campaigns. The news cycle fixatedtbe high stakes Democratic nomination battle between Senators

k136

Hill ary Clinton and Barack Obama. And, fresh on the sc

Governor Sarah Paliengaged the populace who worked through questions about surfaue sebstance.
Meanwhile, very substantive economic problems vpereolating
Thebreakthrouglevents occurredver a few weeks iBeptember 200&Even a public distracted by the
Presidential campaigmso u | d n 6t h #slagentibnud the imgndibgdimancial crisisOn September 7,
government sponsored mortgage purchasedssecuritizerdannieMae and FreddidMac werenationalized,
brought under governmeconservatorship by the FHEA A week later, orSeptember 1BofA announced the
acqusition of Merrill Lynch for $50 billion in stock** On that same day, Lehman Brothers Holdings Inc. filed for
protection under Chapter 11 of the Bankruptcy C88&.day later, orSeptember 16, the Fed authorized the Fed.
Reserve Bank of NY to lend to AIG up $85 billion. A large money market furidb r o kbeu ctkhboe due t o hol
of Lehman Bros. commercial paper and medium term riéteBhe Treasury agreetb provide $50 billion to
guarantee certain money market fefmds nvestments to hel

13 Timeline, supranote __.

134 Michael Liedtke, Higkrisk Mortgages Become Toxic Mess, USA Today, Aug. 11, 2007 (printing AP story).

1% press ReleaselOPE NOW Alliance Created to Help Distressed Homeowgessury, HUD, mortgage servicersdacounselors team up to
reach out, explore solutions, Oct. 10, 2007, referred to in Timelipeanote __.

%6 Timeline, supranote _.

137 press Release, Carlyle Capital Corp. Ltd. Issues Update on its Liquidity, Mar. 5, 2008.

1% |n a traditional governme-b acked repurchase (figovy repod) agreement, Party A give

with interest. Party C essentially fisell so Party Aversnemisecuiesater nment
a higher rate. With a govy repo, if Party C is unable to buy back the securities, Party A can hold onto them or seéylsmpeélceived as
high quality, low risk.

%9 Timeline,supranote __ and Fed. Res. Board Press Release, Mar. 11, 2008.

10 Timeline,supranote __

1 Timeline, supranote __

12 Timeline, supranote __

3 Timeline,supranote __ and Press ReleaBank of America Buys Merrill Lynch Creating Unique Financial Services, Faept. 15, 2008.
4 Timeline, supranote __

15 Timeline, supranote __

16 Timeline, supranote __
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On September 20, 2008¢ecretary of th@reasury Henry Paulsorprovided Congress with draft
l egislation authori zi ng"Mingexpessedchreesneabooatthe [Bvelofacanttol e d as s e |
Paulson would be given and the lack oé@mtability and oversight. Law Professor, John Macey characterized this
as the largest transfer of power to the Administration from Congress thai d e v e ' Fariexampestisee d .
Paulson proposal included that "Decisions by the Secretary pursubataothority of this Act are nemeviewable
and committed to agency discretion, and may not be reviewed by any court of law or any administrative“&gency."
On September 21, Goldman Sachs and Morgan Stanley became bank holding cdtfipadiag an eraPaulson
and Bernanke memorably testified beftite Senate Banking Committesmunding the alarm that credit was frozen.
Without an immediate $700 billion in government assistance, dire consequences would follow.

After first rejected the Paulson proposagngressvorked through the conflict and in early October,
President Bush signed the Emergency Economic Stabilization Act of(200B e i B a i autbodizedthe. Thi s
purchase 0$700 billionin troubled assetS! No soonemwas thepurchase trouble assesproved, than Secretary
Paulson toola different course. In October, Treasury announced the &256fbillion the TARP money for direct
capital infusion into U.S. financial institutioridine such institutions declared they wotadte $125 billion>?

Then in November Secretary Paulsamnounced that he no longer plannedge the TARP money to buy (illiquid
mortgagerelated) troubled assets.

Eager to make use of government financing, the already struggling automakers paid a visit tssCongre
Notoriouslyarriving on private jets, on November 18, the CEOs of the Big Three Auto companies asked Congress
for TARP money->* On December 19, the Treasury loaned GM $13.4 billion in TARP money and Chrysler $4
billion.***More auto assistance followed, includingoport during the bankruptcy reorganizations of both GM and
Chrysler.

With the goal of avoiding a fufledged Depression, in February, President Obama sitpeefimerican
Recovery and Reinvestment Act of 20@9e iStimulusPlard). The President also aoanceda plan to help
borrowers stay in their homes through either refinancing or modificatiomeagei$75 billion was directed through
the Homeowner Stability Initiativ€® The maj or banking regul aebmarg26a@henounce |
FDIC announcedherewere2 5 2 fi p r o b PeThereaftbratire IEBIC @pntinually reported an increasing
number of troubled bankH.would later report thattress test results that of the 19 largest bank holding companies
made public. Ten fAfailedo.

In total, by March of 2009thefinancial rescue plan commitments nearly$13 trillion.**® While this
was equal to arourf42,105 per person in the U3 the money was of course not directly handed to individuals.
Moreover, the public concern over these expendidus r est ed first on the $700 billi
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 overadl.tewe credit crisis was a tsunami, the
rapid responseand interventions werevehirlwind.

D. DoubleDipping: Enriching the MiddlemeBefore and After the Crash

17 Timeline, supranote __

148 Adam DavidsonBailout Seeks Broad New Powers for Treasury GMeRNING EDITION, Sept. 23, 2008, available at
http://www.npr.org/templates/story/story.php?storyld=94921462

19Davidson,supranate _

*Timeline,supranote __

®1 Timeline,supranote __

%2 Timeline, supranote __

3 Timeline, supranote __

% Timeline,supranote __

%5 Timeline, supranote __

%6 Timeline, supranote __

" Timeline, supranote __

158 Mark Pittman & Bob IvyFinancial Rescudlears GDP as Pledges Top $12.8 Trilli@1.00MBERG, Mar. 31, 2009, available at
http://www.bloomberg.com/apps/news?pid=20601087&sid=armOzfkwtCA4

%9 pittman & Ivy,supranote __.
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Some justify market bubbles and accept a¢ xtboaitsed.pa
They enbrace the belief that thei g h , Imarkete&pansiont and tlwv, lowsof collapses are felt evenly by
all segments of society. However, recent evidence does
economyexpanded, the gains from this expansion were disproportionately captured by the top stratum of®Society.
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 thgbuearly 1980s. The sharp incline came between the early 1990s from around
13% to 23%°? 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 familiesdemsteady 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’8%.

Theinverse propositionthatia f al | i ngdt &t &* idenually suspeatndeed, 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 2068, touo&ilout out
boats are not evenly distributefter the hurricanethe big yachts werloating out at sea, while the rest of the
boats and the harbor lay in ruitf§indeed, out there in the yachtstie clever bankers who arranged to receive
stok 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 Septemb%r 2009.

This was |just o ndel pepxi anrgptitedoorohhrd lfust bais gréaker enriched those who
caused the disaster. For examplagelo Mozillo*’ former CEO of Countrywide earned profitsat least $140
million in salesof Countrywide stock®® Mozillo later admitted that he was incapable of pcihesesubprime
CDOs Jay Levine, deader of thaJS arm of Royal Bank of Scotland, RBS Greenwich a rmore than $60

million during the three year'® RBSGreenwielwas atepissuemoir t ur e at
mortgageebacked securéi s, al ongsi de Lehman Brothers and Bear Stear
[RBS Greenwich] generated more than $350 milon i n profit annually for RBS.O0

well. RBS was rescued by the British Government with al$ion bailout, due in part to tens of billions in losses
from U.S. credit”°

Concerns about escalating CEO pay that is decoupled frontdomg sustainable performance was well
documented in the new$: academic literatur&’? shareholder resolutions, shiaoéder advisory services,
institutional investors and regulations, years before the GFfecific examples sha@that irrational exuberance
pays, or bubbles have berugdiries. Between 1998 and 20A]1000 executives took honaetotal$66 billion. Of tha
$23 billion was paid to those at a mere 25 firfhhis pattern was prevalent. Eveankruptcy did not deter
executivegrom cashing out. Executives earrk®l3 billion at the twentjive largest firms that filedbetweer?001-
20031"* CEOs who were fired aesigned under pressure collectively received $1 billion in 20086, if one includes the

10 ThenSenator John F. Kennedy used this phrase to describe the interdeperidea@zonomy. However, it has been more commonly
appropriated to support tricklBown economicsSee,Remarks of Senator John F. Kennedy at State Fair, Nashville, Tennessee, September 21,
1960

181 EMMANUEL SAEZ, Striking it Richer:The Evolution of Topdames in the United States

(Update with 2007 estimates), Table 1. Real Annual Income Growth by Groups20@B3ittp://elsa.berkeley.edu/~saez/s&ktopincomes
2007.pdf

162 GaEZ, supranote __, figure 2: Decomposing the Top Decile Income Share into $&rb9132007.

183 SaEZ, supranote __, figure 3: The Top .01% Income Share, 192807.

%4 Nugentsupranote __.

185 |n fact, this metaphor has a literal dimension. Many small and medium boats were abandoned and sunk when owners ceulffomiémg
payslip fees and maintenance costs. This has polluted harbors and left wreckage in the water. See DavidBstatstféty Costly to Keep Are
Littering CoastlinesN.Y.TIMES, Mar. 31, 2009.

166 Steve EderBailed-out Bankers to Get Options Windfall: StuBgUTERS Sep. 2, 2009.

57 No stranger to pay for failure, Mozillo was on the board at Home Depot when Robert Nardelli received an over $200 railime dep
payment afterthecomany és stock price declined by biomBé& Dapatnigs hNar da lxl iy,e a@utt e
Criticism, REUTERS Jan. 3, 2007.

%8 il Saporito,l s Moz i | | 06 s Ciadrtheelie? THVE, Juni 4242009 o a n s

189 Steven PearlsteiSo You Just Squandered Millions . . . Take Another Whackvda$H. POsT., Sept. 2, 2009.

0 pearlsteinsupranote __.

" Eric Dash Executive Pay; Has the Exit Sign Ever Looked So Good? What is the price of failure in corporate America k200BRes,
Apr. 8, 2007 ().

172 See generally . UCIAN BEBCHUK & JESSEFRIED, PAY WITHOUT PERFORMANCE THE UNFILLED PROMISE OFEXECUTIVE COMPENSATION
(2004).

3 priNssupranote __, at 2.
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$210 million paid to CEO Robert Nardelli for one day at Home Depot in January*2002004, some have
estimated that the top 25 managers of hedge funds earned noedl thfethe S&P 500 CEO'S®
However, even seasoned pagitchers were stunned that in the midst of@habal Financial Crisis
bonuses totalinground $20 billion were paid to employees\Wiall Street after firms had received at least half of
the $700 bilion in bailout money/® plus many billions more in liquidity support.
Quite perverselyin 2009, the gap between pay and performance widEhddician Bebchuk and Alma
Cohen analyzed nine large financial institutions that received a total of $165 ibilliéfkRP (bailout) money.
They focused on earning,s dreftohe fttoantpaeln s@mite otho (i€ Bdiovi d e
empl oyees and the shar ehol de-2096, aggrdgsteecompensatian dan at beaweenf or t |
52-62%2"® In comparison, for the first half of 2009, aggregate compensation was approximately 74% 6f° EBC.
Told in absolute (inflatiordjusted) dollars, in 2006, EB& the firms was $244 billion and aggregate
compensation, $143 billioti° In 2009, (assuming theecond half will mirror the first), ECB will be $211 billion
and compensation $156 billidf:
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 gineernment agreed to guarantee $97 billion of BofA losses
on Merrill s fAtroubled assets. o Given this dramatic t
peopleto express gratitude and humility. Yet, instead, in late December, just@tioe January 1 closing, Merrill
paid $3.6 billion in employee bonus&8This was at a failed firm, and bonuses were traditionally paidimary'®
Many months later, the SEC reached a $33 million settlementhéthr r mel bwiner BofA, yet a federalgge
challenged the agreement, refusing to bless it without further information. Judge Rakoff argued that both banks had
fieffectivel y b shareholdersappevee thecatqdisitionson December 5, but did not receive
information aboutthepinned bonuses, according to the SEC. Bof Abs
paid from somewhere other than the _____ billion government bali@utever the judge concluded tlhe $3.6
billion in bonuses were paid by thexpayersasfi mo n eno nie'§ . o
Even after the public outcry in January of 2009 over the stealth Merrill bonuses, The American
I nternational Group (AAlI GO) took similar action. Al G h;:
$170 billion in taxpayer dollars. Yt announced in March of 2009 that it was planning $165 million in borttises.
This was plannedt the time thaUS governmengffectivelyowned 80% of AIG. Of particular note was that the
bonuses were for fexecutiwvieenatt Re luGi. O st iathawrcotae tpmi
creditdefault swaps that protected investors from defaults on bonds backed in many cases by subprime
mort g¥®es. 8o s uc c ithe samé unit whasé shenanigans carfie perilously ddsenging the
worldoés financiad® system to its knees.
Some believe that the executipay issue at AIG was a red herrifigar exampleEliot Spitzer asked,
AWhy did Goldman have to get back 100 centlisncash t he dol |
infusion, and arendét they sitting on more than $100 bi l
bonuses, the larger outrage should be the use of A.l.G. funding as a second bailout for the large investment

"4 Dash,supranote __.

5 Davis,supranote __ at 207.

76 Sheryl Gay Stolberg & Stephen LabatGhb a ma Cal |'s Wal | St N&eTimesBlan2% 2089s A Shamef ul , o

7 Lucian Bebchuk & Alma CoheiGuest Contribution: Back to the Good Times on Wall Sti&eltl St. J., Jul. 31, 2009, also available as

adapted at http://blogs.law.harvard.edu/corpgov/2009/07/3 Hoable-goodtimeson-wall-street/

178 Bepchuk& Cohen,supranote .

19Bebchuk & Cohensupranote __.

180 Excluding State Street.

181 Behchuk & Cohensupranote .

82| ouise StoryJudge Attacks Merrill Prévierger BonusesN.Y. TIMES, Aug. 10, 2009.

8 Former Merrill CEO Resigns from BofMSNBC.COM, Jan. 23, 2009, available at http://www.msnbc.msn.com/id/28793175/

18 Story,supranote .

18 Story,supranote __.

18 Edmund Andrews & Peter Bakek|G Planning Huge Bonuses After $170 Billion Bai|duty. TIMES, Mar. 14, 2009.

187 Andrews & Bakersupranote .

18 Joe NoceraThe Problem with Flogging A.LGN.Y.TIMES, Mar . 21, 200 % n(yNoncoenrfai nmnaontce sa It hcaotmpfany i n
would be in bankruptcy, and contracts would have to be renegotiated.
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h o u s'®Howaler, on another level, thisxtremelyimportant asnany experts believe that there is clear

correlation between skewed compensation incentives and the unreasonable risks that led to'te crisis.
TheNew York attorney general Cuomo reported that aroundstiaders and bankers at financial firms

that received government bailout money, earned more than $1 million each it?*2@0&ddition, it surfaced in the

summer of 2009tha& i t i group planned to pay trader Asgivdyemof Hal |l a
bets in t A%BVeanwhile, HaHis paidipatéd ifie corner of the trading world that appears headed for

itsowninfamyd Specul ators | ike Hall created volatility in oi
activity. In the words of one journalish How do you hand $100 million to a guy

hit $4 '&Indped) ahdhowddes one pay $100 million to an employee of Citigroup, the institution who
receiveda $45 billiontaxpayerfundedbailout?***

1", The Crisis of Ideas

Berkshire Hathaway Vice Chairma@,h ar | e s Wéwangteersophidiicated 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. o

ProfessoJ oseph Grundfest: AAnd here | thin® whatoés in

The Qobal Financial Crisisvas not just a crisis of credit, but also a crisis of id€ae.GFC challenged
the premises upon which the legal system had permittezhidow banking system to grois noted in the
introduction, he handsoff approach was premised upon a series of beliefs or expectations. The first was that
corporate managers would not sacrifice lbagn shareholder value for shéerm gains. The sead was that
trading counterparties would monitor each other closely and discourage excessive risk. The third was that

isophisticated investorso had the ability ,andiftbegl ect an
were harmed it affcted them only, not millions of underlying savers and the market at Tdrgeatchall fourth
belief was that even if there were blips and bubbl es, |

disruption or harm to society.
When eah of these beliefs prodeuntenablea broader question aroseo e serve the financial
markets or do they serve u§ill, a great divide remains. Some would respondfihfiti n a ves aepubdiceutility
f u n c and that the role of financiersisfioe nsur e t hat mWhleothers woaldwsply thatf e | vy
finance should operate as a prafiteking busines&®
Representing the public utility position, some were calling for a temporary nationalization of the
banks!®’ Others seemed to suggegieamanent takeover. Professor Nassim Nicholas Taleb commented that the
bail outs represented the Aworst of capitalism and soci
privatized and |'8Bamensilveve DeputyChair diea CongressibnaldOversight Panel,
observed thathe statedpurpose of the originally bailout:

ifwas not to rescue Wall Street or make the world sec
Main Street depended on to allocate savintse savings of families here and around the warkb that

189 Eliot Spitzer,The Real AIG Scandal:dts Not the Bonuses. |1tds that Al GhaeE Bawdmterparties
2009, available at http://www.slate.com/id/2213942/

¥ Alan S. BlinderCr azy Compensation and the Crisis: We diveslLedtd oo MaayyBigBas Now Bec s
Opinion, WALL ST. J., May 28, 2009.

%1 segalsupranote .

2 pavid Segal$100 Million Pay Day Poses Problems for Pay Gaaly. TIMES, Aug. 1, 2009.

193 gegal,supranote .

1% David Wright & Mellody HobsonCan Obama Rein IExecutive PayABCNEWS.COM, Aug. 14, 2009, available at
http://www.abcnews.go.com/Business/MellodyHobson/story?id=8326957&page=1

1951 egal Matters with Charles T. Munge3TANFORD LAWYER, Spring 2009 (interview of Charles Munger by Joseph Grundfest, hiteeina

AMunger Interviewo).

16 TETT, supra note __.

17 paul KrugmanBanking on the BrinkN.Y.TIMES, Feb. 222009.

®sSvenja Ob6Donnel |IT&l &b a%ay s eNdtaicajrual, i z e BioevBERaaok, dan. 2%, 2009. Candt Trust T

19



Enablers of Exuberance
Jennifer S. Taub

Sept. 4, 2009
DISCUSSION DRAFT

other families could finance purchases, and so that employers could finance their operations on terms that
were affordable and faif to both |l ender and borrowe

Regulatoreechedsentimenthat the financial markets ultimately serve the people. FDIC Chhgila Bair
noted that the capital infusions were neededFdito avert
Chairman Ben Bernanke answered questions in a town hall style meegiigeadlby 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
respondedi Aii t wasnb6t to help the big firms t hthetgrasgsgetsi nt er ven
cr us h e d?4ndeednte prbmise of the bailout was egalitarian.

Politicians harnessed the power of tidisologicalcrisis. ThenSenator andPresidential candidate, Barack
Obama decl affiraldverdichon sight ybaes ofiied 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 @8 @enator Obamaidi not mention
the fact that much of the significant deregulation occurred d&ingl | Cl i nt on hsontyast,®Presderit n o f f i
George W. Bush justified his decisions to nationalize AIG, bail out the GSEs and banks with more than $700 billion.
Hesaid during an interview with -marketpilntidestosaveshefreet wor k, i
mar ket §ystem. o

Alan Greenspargnce a proponent of private ordering instead of government regulalisopinpointed
the cause of the crisis agailed 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 modelseen fitted more appropriately to historic periodstoéss, capital requirements would

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

of us who have looked to the séiterest of lending instt ut i ons t o protect sharehol
especially) are in a state of shocked disbelief. Such counterparty surveillance is a central pillar of our

financial marketsd state of balance. Ilded¥ofails, a

Stated eloquently by theo@igressional Oversight Panel i As asset prices defl ated,
had increasingly guided American financial regulation over the previous three decwdasly that private markets

and private financiagl nst i t uti ons coul d | ar ge |?Thénetion thauceunterpartieso r e g u |
can through the private markets control ri sky behavior
taxpayersod money ha scoubterganiedfautn nled Ge dc et . dn G.hes dol | ar . o
Anot her idea destined for the dust bin of history w
themselves and those for whom they act as fiduciaries. Thus, government regulation (in tfedfsciosures and
operational controls) would be unnecessary for fAprivat

and the funds ofcliegs.Re gar di ng subpri me mor t gTothemost sdphisdcateds pan r ef | ¢
investorsinte wor |l d, they wer e WYTharglihnge upon sophésiitater investorsondll bee al . 6 0
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 notew. Just after the Depression, in the late 1930s, John Maynard Keynes proclaimed that:

199 Opening Remarksfdamon A. Silvers, Deputy Chair, Congressional Oversight Panel, Hearing on Small Business Lending in Wisconsin,
Apr. 29, 2009, available at http:/cop.senate.gov/documents/statonz3@9silvers.pdf

200Nick GrabbeFDIC Chief Sheila Bair Tells UMass Cravihat Obama Plans Should Pay @hiLy 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/2@6840RE6/b
live-fed-chairmanfacespbsviewers/

202 James Feeman, Spitzer and Sarbox were Deregulation?, Wall St. J., October 31, 2008.

203Bysh Weighs Options to Help AutomakeBgsToncoM, Dec. 17, 2008 (Bloomberg news story), available at
http://lwww.boston.com/business/articles/2008/12/17/bush_weighs_optiohselp_automakers/

204 Testimony of Dr. Alan Greenspan, Committee of Government Oversight and Reform (October 23, 2008) at 2.

205 CONG. OVERSIGHTPANEL, SPECIAL REPOT ON REG. REFORM 6 (January 2009) (This report was submitted under Section 125(b)(2)leof Tit
of the Emergency Economic Stabilization Act of 2008, Pub. L. No-34B).

208 Nocerasupranote __.

207 Greenspan testimorgupranote __ at 2.
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AWhen the capital devel opadechoftheadtivitias otacasing, theyjoblse ¢ o me s
likely to be ill-done. The measure of success attained by Bfedket, 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 lai@iseapitalisni which is not srprising, if

| am rigéfg}tin thinking that the best brains of Wall Street have in fact been directed toward a different

obj t. o

Indeed, crashes and panics bring about the debate afresh. After a collapse, arguments favoring the public
utility role and deouncing 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 husiness suggests that it no longer needs to be externally contidlleds 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 amgithat it now no longer needs the dafigs paradox was explained by the head of
the Congressional Oversight Panel.

iwWe go fifty years without a financi al panic withou
say regulationisapain,t 6s expensive we dondt need it so we sta
fabric and whatés the first thing we get the S&L Cr
later . . . we get Longerm Capital Management when we le#inat 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 jus? keep pulling

These pHbsophical questions intrigue those well outside of the private s&sten Popéenedict XVIweighed in
with an encyclical entitled Caritas in Veritae (Charity in Trdtf).

fiFinance, thereford through the renewed structures and operating methodsahatto be designed after
its misuse, which wreaked such havoc on the real ecodomgw needs to go back to being an instrument
directed towards improvedealth creation and development Financiers must rediscover the genuinely
ethical foundation ofrteir activity, so as not to abuse the sophisticated instruments which can serve to
betray the interests of savérs

Most broadly, as one journalist stated, iAt stake are
restricted by rules but less peto bubbles; the other would provide less restraint but also less protection against
bubbles tfat can pop. o

V. Gatekeepers and Enablers

An unhealthy dependency upon craatid speculatiobrought about the global financial Crisis of 2008
( i GF Co0 ) evelsfof socety, lindividuals 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 gifiyheir 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 leverageithvestments seem to offer.

In particular Jarge institutional investors who invest the savings of millions of Americans have been
pressured to achieve steady returns in order to meet various mandates such pensisonfigndbich individually
neecdto makebillions in scheduled paymengnuallyto retirees. They have learned, though that following what

208 JoHN MAYNARD KEYNES, THE GENERAL THEORY OFEMPLOYMENT, INTEREST ANDMONEY (1936).

29 |nterview with Eliabeth WarrenTHE DAILY SHOw, Apr. 15, 2009, available at http://www.thedailyshow.com/watch/ai-15-
2009/elizabettwarrenpt--1

20 Encyclical Letter, Caritas in Veritae, of the Supreme Pontiff, Pope Benedict XVI to the Bishops, Priests and Deacum Vitenen
Religious, the Lay Faithful and All People of Good Will on Integral Human Development in Charity and Truth, available at
http://www.vatican.va/holy_father/benedict_xvi/encyclicals/documents/hfxibierenc_20090629_caritas-veritate_en.html

21 Gary FieldsVermont Mortgage Laws Shut the Door on Busind BoomAug. 18, 2009.
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promised to be safe, high yields, but which depended upontshorthighly speculative strategies rapidly erased

their gains. These institutional investors who hold investment for the long¢ermfau ni v e r’8amel owner s o
dependent upon the strength of the economy should consider these changes necessary for the overall performance of
their portfolios?*®

Common sense and past experience should have prevented smart, sophisticated individuals from
paticipating 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 thrglu complex financial engineering.

With the benefit of hindsight, we can now see that
concentrated and amplified the risk associated with excessive borrowing. Whether the excess was unreasonable
loantto-incomeratios for home mortgages, excessive borrovigrgquity 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 woutl have expected that in the interest of corporate profits and protecting shareholders, managers would have
avoided seHldestructive behavior. This presumption, this intellectual foundation was, unfortunately a poor one.
Greenspan i nf or nsedfuswhe haGdookgd tetkesatereSttofiending institutions to protect
sharehol derds equity (myself especially) are in a stat ¢
central pillar of our Cffiitfais,asdcaurred tinayeds, enarlebstalsilityist e of bal al
under mMi*ned. o

It is worth examining, then if private gatekeepers, suatogzorate executives, tradiegunterparties and
sophisticated investors cannot protect theirsedrests, and public gateigers(the SEC and other regulatoesk
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?$vesirtg an
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 thisctigt of enabling dependency.

A. Corporate Governance afghtekeepers

Thet er m A cgoverpamadypicallyis used to describiie power balance between the thpeienary
corporate constituencies, the managers, the board of directors and the owners of publicly traded cofporations.
Corporate governance can also refer torésponsibility of corporations to society at lafde.

1. The Separation of Ownership from Contaoid the Age of Intermediation
Thepower struggldetween owners and managerserged fronanearly 20" Century shifin ownership

inthe U.S.Inthe 1Cenur y, business ownership had been more concer
capital, a wider shareholder base had to be creBtezko this diffusion ofshare ownership, corporate managers had
control of Y @wners wete nomempusit distanti Per sons ot her than those wk

) . 218 .. . Lo

their wealtho we rFomithissemmation af gvnershiglftore tontrpl.arose the agency problem,
whereby managers could not always be trusted to act in the interests of Gueause the securities laws to protect
owners or shield managers and directors is often part of the corporate governance area’as well.

22Eor an explanati on o feedahesP. HAwEYS ANDREW TVVRILLISVS | THE RIBEDEFDYCARY CAPITALISM:
HOW INSTITUTIONAL INVESTORSCAN MAKE CORPCRATE AMERICA MORE DEMOCRATIC XV (2000) andROBERTA.G. MONKS & NELL MINOW,
CORPORATEGOVERNANCE 268-270 (1995).
Z3HAWLEY & WILLIAMS supran ot e _ . (fAlf they cané6t sell, they must careo at 21.
214 Testimony of Dr. Alan Greenspan, Committee of Governmerr&yht and Reform (October 23, 2008) at 2.
215 5ee generalllROBERTA. G. MONKS & NELL MINOW, CORPORATEGOVERNANCE (2d ed. 2001).
#8 THOMAS CLARKE, THEORIES OFCORPORATEGOVERNANCE THE PHILOSOPHICAL FOUNDATIONS OFCORPORATIONGOVERNANCE 1i 2 (2004).
27 ADOLF A. BERLE, JR. & GARDINER C. MEANS, THE MODERN CORPORATION ANDPRIVATE PROPERTY (Transaction 2d ed. 1991) (1932).
218 Id. at 4.
21%Robert Thompson & Hilary Sal§ecurities Fraud as Corporate Governance: Reflections Upon Feder&BWanD. L. R. (2003).
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In some (but not all) respectbe Berle & Means framewoikas become outdated/e are no longer in a
stage of manageriahpitalism but an Age of Intermediatiéf!. This concept will be discussed later in the section
providing a background on hedge funds.

2. Gatekeepers
Leading orporate governance expeprofessodohn Coffeanrote expansively on the role of another

fi p| a yo®madateigavernance, the gatekeeféCoffee proposesthdic or por at e governance do
nor can management be held accountable, in the absence of a system that makes gatekeepers reasonably faithful to

t he i nt er e s*®Ishisovibw,thercwrers dystem of.c@rporate governance, including honest securities

offerings, depends upon the vigilance of private individuals. Metotes thaprivate gatekeepers failed in their

duties during th@ccounting Enron, Worldcom and other accountizansals of the late 199@srly 2000s.

Coffeedescribes a gatekeeper(ayan outsider or otherwise independent; (b) functions in a monitoring
role and (c) has the power to screen out, 7r atotheror gr ad
words, agatekeeper is someone who has the ability to withhold consent and by doing so can prevent®3i acts.
the context of corporate law, a gatekeeper stands between the issuer (or corporate manager) and the investor. The
gatekeeper should blkcertain activities, such as securities offerings and other financial disclosures if they fail to
meet certain standasd. I f the gatekeeper blocks the issuerds or ma
access to investor funding is also blocked

While there are gblic gatekeepersuchasthéheSear i t i es and Exchange Commi ssi
emphasis is on the role of private gatekeepers. This viclldde auditing firms, attorney, securities analysts and
national recognized statistical ratingigjanizations (rating agencies or NRSR&8)While one might expect these
gatekeepers to act as effective watchdogs, alerting shareholders when there are copnpbéeros, Coffee noted
that duringthe accountingscandals of the late 1990s and early 20@8=se watchdogs failed to bark or were not
even in the neighborhoofli.1 f t here is no watchdog, it c&Hepositedbar k whe
that a few factors lead to the silence of gatekeepéese include conflicts of interest, tisincentives to aid and
abet fraud were diminishednd thevalue of reputational capital is not as significant as in past periods and the effect
of market bubbles.

Conflictofi nt erest i s the greatest chall engserroandtbeor di ng t
performance of gatekeepers, one problem overshadows all others: typically, the party paying the gatekeeper will be
the party that the ¢a t?2Qomlietpofinterdstsrdedoose standaads profitable.Sommei t or . ©
accounting firms earned roughly half dheir revenue for consulting services. Theneenl f-€s € lols& consul t i n
and public accounting practices encouraged questionable accounting treatments at Enron, for example. In addition,
due to legal changes, the disinceasito aid and abet fraud were diminishiedrthermore, he noted that the value
of reputational capital was not as significant as in past peffods.

Finally, he observed the effect of market bubbfe§. F] und managers tend to herd.
exigds 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 coréffamfa stock market bubble. . . . If the fund manager
beli eves t heaxukertalnec eéhi rorfattihcenamar ket i s | ikely to carry t
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 thefundht o t he funds“®managed by rival:

20gee generallydennifer S. TauAb | e but Not Wil ling: The Failure of Mut3dJaCorrFund Advi
L. (2009).

221 JoHN C. COFFEEJR., GATEKEEPERS THE PROFESSIONS ANDCORPORATEGOVERNANCE (2006).

222 COFFEE suprandte __ at 1718.

22 Reinier H. KraakmarGatekeepers: The Anatomy of a ThRdrty Enforcement Strateg@ J.L.ECON. & OG. 53 (1986).

224 COFFEE supranote __ at 2.

225 COFFEE supranote __ at 34.

226 COFFEE supranote __ at 3.

%" Gatekeepers are trusted byisve or s, in theory due to reputational capital. And, figa
violate the law. Hence, by focusing on the gatekeeper, law enforcement wisely focuses on the weakest link in the chyalire aidenta
interd ct mi sconduct, even when i tCoreezsupranbte e itbecti vely deter the princip

228 COFFEE supranote __ 32.
22 COFFEE supranote __ 32.
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Coffee found that the most successful gatekeepers
was greater than the stream of payments associated with plausible derfidliligmphasizing the importance of
impartial gatekeepers and not just legally required disclosure, Coffee noteflithatc | osur e i s fAthe cl &
corporate |l aw to conflicts of interest.o Yet the unir

information, accordingesearch done by social psychologfét€vidence 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 feelsais done all it needs to do and can aggressively pursue its self interests.

Coffee himself seems to hold out I|ittle hope for 1
irony is that the more we strengthen litigation remedies to make profaksioore accountable, the more we will
see them respond by seeking narrow hyper t*#chnical rul
He describes the paradox that: A[A]lbsent a litigat
practc es t hat their 6clientd want s; but once subjected t
narrow duties, hopelessly specific safe harbors, and abagled system that often seems devoid of meaningful
principles. In the former environmet , t hey are unaccountabl & in the latte

However, as described below, one can find a way out of this méfrasg. acknowledges that both
disclosure and gatekeepers are important but not sufficient, then, the logical recommemalaliiobe substantive
investment and operationadstrictions. 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 linkirthe enabling behavior fro codependency theory to the four legal
acts or omissions identified in this papExcessive borrowing and speculation can be considered an addiction or
dependency. Individuals, investment vehickggancial institutionsand other businessesght be sen at different
moments as credit abusers or gamblassdescribed in more detail below, this credit abuse and gambling addiction
is Aenabledd through | awg2)nakeaitpodsitile for thedbysertolawidthee havi or p
consequencedf the behavior; (3) create an atmosphere of fear; and (4) leave the abuser ungrateful and
unappreciative.

1. Enablingand Cedependency

An enabl er hel ps f udestrbcéve, addintivetbéhavior, pratectstioeralduser foma | f
suffering cosequences 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 helpsiapothers i sldstructive s e | f
behavior (as substance abuse) by jgliog excuses or by making it possible to avoid the consequences of such
behavt or. o

This usage emerged at the intersection of the @Afami
pr of e &as tihosesvho observed of the behavior of spouses, familyoererand 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 tbe publicat
of a book that sold millions of copies in the U.S. aléfieOne expert observed thiaEnablingis therapeutic jargon
that means a destructive form of helping. Any acts that help an alcoholic continue drinking, prevent the alcoholic
from suffering consguences, or in any way make it easier for an alcoholic to continue drinking are considered
enabl i ng #bGfh apvairotrisc.udl ar note is the behavior of the sub

Z0For example, he noted that it was the siselling analyst who pushed Fortune magazinetorunthe8n arti cl e that helped |
ultimate demise. This helped expose the multibillion irbaffance sheet entities. Somehow the accountants and lawyers looked the other way.

#1Daylian M. Cain, George Loewenstein & Don A. ModFég Dirt on Caning Clean: Perverse Effects of Disclosing Conflicts of InteBdst.

LEGAL STUDIES 1 (2005).

232 COFFEE supranote __ at 370.

23 CorFEE supranote __ at 371.

24 hitp:/lwww.merriarawebster.com/dictionary/enabler

235 RICHARD J. FRANCES& SHELDON IRVIN MILLER, CLINICAL TEXTBOOK OFADDICTIVE DISORDERS SECONDEDITION 514 (1998).

26 MELODY BEATTIE, CODEPENDENTNO MORE HOW TO STOPCONTROLLING OTHERS ANDSTART CARING FORY OURSELF(1986) (the term

enabling is used synonymouslgkeéem. dhis book with Arescuero and ficaret
Z7BEATTIE, supranote _ at __.
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A[ T] his victim, the piogmtefuloeourhapHewrsbevisaot apprecative ehqughios n o

the sacrifice we have made. The victim is not behaving the way he or she should. This person is not even taking our
advi c®Some .siiggest that the tertnhe fiteenramh | fi cnogde pheansd ebreceend r
empathetic connotation, given the genuine suffering experienced by those close to’dbusers.

The circumstances that bring about enabling include erratic behavior on the part of the addict which leaves
othersinastatedfear . AThe cost of <cont i ndependants endurevpersistenti n f ear i
feelings of anxiety and dread, coming to believe that anything good in their lives is in continuous and immediate
danger of ?*QFamily mambersicantinlaby try to fAprotect the user from
behavior, partly because those consequehtess of life, job, place in the community are feared to be too horrible
to endure . . .Responsibility shifts from the [addict] toward the mostgcand responsible members of the family;
the chief enabl éts and family heroes. 0

By analogy, we have createédgal Enablershat further an unhealthy dependency on excessive borrowing
or leverage and speculation. Enablers have protected those who entiesge 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 gamblin@he people we bailed out is not grateful of our help or sacriiesponsibility
shifted from those who overleveraged to the public taxpayers and invé&terfvestment consultant noted that
"AlG's financialproducts division went heavily into the business of speculation, and its gambling debts are what
taxpayersarp ayi ng of f2 ri ght now. o

2. Credit and Gambling Addiction

It is well-established that individuals can be addicted to or dependentlepéf? and gamblind**
Euphoria, exuberance or a high can result from these practices. This mood elevation can tempstadtiien
underlying troubles. However, the abusive behavior can create its own prptiiezasening both the addict and
interconnected family, friends and-emrkers.

Even for those who are not addicted to debt, but merely dependent upon it to mageyap between
income and increased expenses, excess has dire conseqGensesners have since the raief” Century advent of
universal revolving credit cartf§ suffered from this disease. Credit card issuing banks act as enéiblefs. you se't
outtohanggour sel f, the banks and credit card ¢é%ndgedni es ar e
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 intatkruptcy, because the late fees, increased interest rate payments and
other charges were extremely profitaBifewhen bankruptcy law expert, Professor Elizabeth Warren met with
Citigroup, she explained that the bank could cut its chafflesses in halif 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 foraldfoedraul t we.]
mo n €4 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 bmivewed. Excessive borrowing, then required
financial engineering to provide the comfort, or illusion that the risk of default would decrease evermas u me r s 0
level of debt to income increasddEx cessi ve, unsustainabl eursooetymthage was pr
bubblei not just home mortgages or credit cards, but leveraged buyouts of companies large and small, and hidden in

Z8BEATTIE, supranote _ at __.

9 FRANCES& MILLER, supranote__ at .

240 BRUCE CARRUTH & WARNER MENDENHALL, CO-DEPENDENCY. |SSUES INTREATMENT AND RECOVERY (1989).

241 CARRUTH & WARNER at 42.

242Ng, supra note __.

gegenerally Hi st ory of Debtors Anonymous (fAthe act of debting itself wa
http://www.debtorsanonymous.org/about/history.htm

24 see generallyGamblers Anonymous website, available at http://www.gamblersanonymgiabaut.html

245 STUART V'YSE, GOING BROKER. WHY AMERICANS CANGT HOLD ON TO THEIR MONEY 98 (2008) (The first thirgbarty credit card, Diners Club

was offered in around 1949. The first Atruly uofiAmesicamdds58).r evol vi ng cr e
246\/ysE, supranote __ at 2.

247 SCURLOCK, supranote _ at 164.

248 SCURLOCK, supranote _ at 164.
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complex capital structures and hedge funds. . . If we dismantle or outsource our real economy, cheap credit from
ourford gn trading partners will not*substitute for what w
Additionally, it isalsowell-documented that in terms of business enterprises, financial institutions and
financial systems, excessive leverage and speculation can produce tgrhjgirs, 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.?°
However, the abuse is unsustainable and ultimately results in@destifictive crash, threatening the
institutions engaged in this behavior and those interconnected counterparties, suppliers, customers, shareholders and
so on.In the context othe Global Financial Crisis, in the words of an experienced money mafiageg,v er age ki | |
People® orgot. o
Leverage is the steroid of finance. Both logic and history show the inevitable result-té\@rage in the
economy. When the collateral thatcsires 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. Accordinglhad developed lavesad empowered regulators
to control the amount of debt particular types of entities can ammaaddition, we have developetechanisms for
swiftly, systematically and fairly unwinding (and sometimes restructuring) forms that bessoheent. However,
we only applied those laws to certain parts of the financial system, and also allowed for Mzalgitfé sheet
tricks to make regulated firms look less leveraged.

i Feder al bank r egul-basedcapital andievemsgaiosmon banksramdihriftsiarsd k
supervise the capital adequacy of such firms througsiterexaminations and e$ite monitoring. Bank

holding companies are subject to similar capital requirements as banks, but thrift holding companies are

not. The Seaities and Exchange Commission uses its net capital rule to limit bdeleder leverage and

used to require certain brokdealer holding companies to report risksed capital ratios and meettain

liquidity requirementsOther important market partgants, such as hedge funds, use leverage. Hedge

funds typically are not subject to regulatory capital requirements, but market discipline, supplemented by
regul atory oversight of institutions th#&t transact

a. Denial of the Past

.AFor protecting people from the cupidi®y of others

Leverage killsPeople forgt and also choose not to remember. With little effort, one can open nearly
any book about market ctass or the Great Depression and see the affects of excessive leverage and speculation.
Moreover,prior to the Global Financial Crisispncerns were raised for more than 10 years, specifically related to
excessive leverage and private investment pétodeems implausible, given the repeated pattern of cause and effect
that we would forgetFortunately, historians remember th@tAl | maj or panics follow the s
bubble, massive leverage (borrowing to buy the rising asset), burstibiel{asset price declines rapidly), defaults
on loans, asymmetric information and uncertainty, reduced lending, declined economic activity, unemployment,
more détaults. o

Historically, high levels of borrowing to purchase overvalued assets has playednanpany previous

financial and even regional crises. In 1877, the New York Times reportedharpbreon quite similar to the present
situaton Mortgages in the West (at the time Il linois) were

29 gjlvers,supranote __.

20 Federal Reserve Chairman, William McChesney Martin, quoted in Remarks by Governor Edward M. Gramlich Béfbeettve Public
Policy Forum Series, April 22, 1999.

#1Remarks made during a panel at the Yale Governance Forum, June 11, 2009 (the author attended this conference, ho@éahadue to
House Rules, whereby neither the identity of the affiliation ofemlspr may be revealed, this quote is not attributed).

%2 GAO REPOT, supranote __ at 2.

%53 JoHN KENNETH GALBRAITH , THE GREAT CRASH 1929(1955).

%4 Historian Robert Wright, cited in tH@ECIAL REPGT ON REG. REFORM (referencing Andrea Youngyhat Economic Hisrians Think About
the MeltdownHISTORY NEWSNETWORK, Oct. 20, 2008.)
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beenlost®**Depr eci ation in real estate values | ed®Thae the #Aru
was a practice of fiobtaining by way of mortga’e more |
Foreclosure sales in Chicago wajielding between a quarter and a fifth ofavhad been the property valif&s.

Thearticlenoted that:

A[ T] he suspi c.i.onvestarrsithe eicim af dvartaluatidn ¢hat would be all but impossible
without a certain degree of collusioativeen the agent acting for the mortgagee and the lawyer or agent
acting for he mortgagor. o

The mortgagee (investors) from the East depended up
Chicago through wh o m*ndisthelprateentodayattese mergage loaastwerd 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 mortgagi@sovide a guarantée the
investos. However, given the aggregate liabilities of these operators relativertoapial, these guarantees were

not meaningful . AA capital of one million, for exampl e,
mi || f8sts .de expected, these fiagentso often became insol
seeking discharge from around $1.8 million owed to AEa:

of this State, and another a Hartford lifeirsurc e company much addicted %0 the pu

In1927many were anxious about the fAstock mar ket gambl
banks. This was thought to drain national resources from legitimate entefptiBes.Fe@ral Reservexpressed its
concerns about member banksod borr owi f*g§henPresidentiobver pur pos
took office in early March of 1929, he requested that the Fed act to reduce credit for speculativeetpardid
naot 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 fANinvest ment threu sitasbdu)sei mft Heev@rraghe. wlas a primary con
Il nvest ment &dnrthe ppreamblédto the] 3940 Act, Congress expressed concerns about the role of
fexcessive borrowing and the issuance of excessive amo.
the speculative characterokth r j uni or securitieso AAdfiBenadegeaterasy
defined by the SEC to be fAany bond, debenture, note or
evidencing #ndebtedness. 0
The 1940 Acis the law thagjoverns investment companies (including mutual funds). It will be discussed

in greater detail below. Theectionof that lawthat restricts the issue or sale shior securitie3®® was designed to
protect both the senior securities holders and the equjtynior 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 calcutaggpbketed return given the
fimul tiple classeso and % Equityaadershadtigedighotd redeesnrhieiostocksrelc ur i t i
this would diminish the equity cushion that was designed to protect the interests of senior securitie& holders.

%5 Collapse of Western Mortgages.Y. TIMES, November 11, 1877.

256
Id.

257 |d

258 |d

259 |d

260 |d

261 |d

262 |d

263 SELIGMAN, supra,note __at 7, (quoting an article by Virginia Senator €4klass.)

264 SE|IGMAN, supra,note ___ at 4.

25 Derivatives Memosupranote __ at 51 (referencing t&C,INVESTMENT TRUSTS ANDINVESTMENT COMPANIES, H.R. Doc. No. 707, 75
Cong., 3d Sess. Pt. 1 (1939); BEC,INVESTMENT TRUSTS ANDINVESTMENT COMPANIES, H.R. Doc. No. 70, 76Cong., ' Sess. Pt. 2 (1939);
the SEC,INVESTMENT TRUSTS ANDINVESTMENT COMPANIES, H.R. Doc. No. 279, 76Cong., 1st Sess. Pt. 3 (1939) [hereinaftete STMENT
TRUSTSTUDY, (Pt 1i 3, respectively).

%615 U.S.C. §804.(b)(7) and ((8).

%7 gecurities Trading Practices of Registered Investment Companies: General Statement of Policy, Investment Company Not Re&&6e
(April 18, 1979) (hereinafter, Release 10666), available at http://www.sec.gov/divisions/investment/imseitiessiecL0666.pdf

268 section 18(f) of the 1940 Act. Section 18(a) placed some restrictions on closed end funds as well.

29 Derivatives Memosupranote __ at 54, referencingvESTMENT TRUSTSTUDY PT.3,supranote __, at 1665, 16745.

20 Derivatives Memosupranote __, referencing tHeVESTMENT TRUST STUDY, supranote __.
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Excessive | everage also put the public equity holders
senioff uni or capital structure magnifié&d the | osses suffer
Leverage and the use of derivatives by investrpenls was of great concern in the early 1999sune of

1994, the Congressional Committee on Energy and Commerce requested a comprehensive study concerning mutual
fundso use of derivat i ve §°BpSeptagmeer of that yearddimbay LevithpeoduGed mmi s s i
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 quesions and answers related to the interrelationship between the use of derivatives and the limitations on the use

of leverage by investment companfésAl so i ncluded is a discussion of | iqui
der i v &%Thevesnsderividve was broadly defined for purposes of the study. It included the more traditional
concept of fAan instrument whose value is based upon, ol
security, commoddl ty al & theswiltséumeresshatdire créated by separating other
financial instruments into cofifstituent pieces, e.g. mo.

Derivatives can involve leverage as they can create an obligation or debt to a third party which is greater than the
amount @ the initial investment. This might include put options, futures and forward contracts by way of
examplée?’’
Another instrument can create the economic equivalent of leverage because its price is closely tied to certain
market fluctuations, like interesate or stock price changes. This might include a leveraged inverse floating rate
bond® I n the Commi ssionéds view, the |everage created by d
increased volatility. They became exposed to gains and losgeseh exceed the initial investment. Other
derivatives that create economic leverage had the same magnifying €ffextordingly, the Commission applied
Section 18 of the 1940 Act to those derivatives that created indebtedness leverage, includsddotunel
contracts and written optiof¥Mut ual funds are required to ficovero the
instruments. The method for covering is to hold segregated accounts of cash, U.S. Government Securities or highly
rated debt equal to thalue of the obligatiofi* (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 reportreggir cover for derivatived that crea

As a result of this study, the SEC put out a release
mutual funds and other investment companies on the use of levierggactice, anutual fund may not take on
debt of more than 33 1/3 percent of its as€8ts addition,onlyl 5% of a mut ual fundds net a
securities (or 10% for a money market fund).

Given this close attention paid to leverage ratios generallga wi t h i nvest ment pools spe

that hedge fundsiglaround any such restrictions, particularly after the collapse of-temng Capital Management.

b. Leverage Gamblingand the GFC

21 Derivatives Memosupranote __, at 56 (also the authority of the Commission to regulate short selling and purchases on margin are based
upon related concerns).

22 Memorandum from the Bision of Investment Management to Chairman Levitt, Regarding Mutual Funds and Derivative Instruments
(September 26, 1994) (referred to herein as fADerivatives Memoo) .
273 Derivatives Memosupranote __ at 51 65.

274 Derivatives Memosupranote ___ at 4% 51.

275 Derivatives Memosupranote __ at 4 (referencing tiBROUP OFTHIRTY GLOBAL DERIVATIVES STUDY GROUP, DERIVATIVES: PRACTICES

AND PRINCIPLES2 (July 1993).

278 Derivatives Memosupranote __ at 4 (referencing James K. Glassriviorigages, and Goverrents, Can Get Sliced and DigafASH.

PosT, Sept. 7, 1994, at F1.)

" Derivatives Memosupranote __ at 57.

8 Derivatives Memosupranote __ at 58.

219 Derivatives Memosupranote __ at 58.

280 Release 10666, supra note __.

1 Release 1066&upranote .

282 Derivatives Memosupranote ___ at 60.

®presidentdés Working Group -2n Hedge Funds, supra note __ at A

28



Enablers of Exuberance
Jennifer S. Taub

Sept. 4, 2009
DISCUSSION DRAFT

Well before the crisign the summer of 2003, twe@sior economists from the Bank of International
Settl ements warned that new financi al i nnoXations made
Notwithstanding concerns about leveraige2004,the SEC changed its practice of controlling the amofidéebt
brokerages could have relative to their eqéfityThis placed pressure on brokerages to increase leverage so as to
improve earningdn 2005, a former banker who had structuced e di t deri vati ves worried at
around structured finaneend questi ons whether a fistate oAnotherrati onal
banker agreedthaith e fAbuzz about credit dendsgettandintovitavithouttbed uct so was
requi si t?Indeddibdthithe lewemge @&nd cdexity of this instruments suggested that even sophisticated
investors were speculating and chasing yield without an appreciation of the risks iffi6lved.
In 2006, FDIC ChajrSheila Bair expressed concern about the relationship between leverage and
systehm ¢ ri sk, procl ai midrmagimgehaadible fapitaldéo atsets/necadasen eritically t i o
i mportant component of “®Also, Timehy Gditmer dherythe prasident ohithe Neve g i me . o
York Federal Reserve addressed the NewrYk Banker s Association expres ng
Al Clonfidence in the overall resilience of t f
that there is much we still do not know about the likely sources and consequences ctifesgrs 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 instrunteitstesheet
lever age has made this sour e of potential risk harder t
Just before the IBbal Financial Crisisthe leverage (ratio of borrowing to capital) at major regulated and
unregulated financial entities was extremely high. The greatest leverage waredmalers 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).
However, prior to the crash, the majority view at the Fed in Washington and the Treasury \fiaartbi
engineering through credit derivatives and CDOs had dispersedrisk.
There are, however, divergent opinions from experts on the role of leverdgeGi€C. According to the
GAO report:

S i C
he i n

iSome studies suggested that | everage steadily incr
deleveraging by financial institutions may have contributed to the crisis. First, the studies suggested that
deleveaging 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 possibléa@gtions 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 viewbabtfatts of

deleveraging. Some officials told us that they generally have not seen asset sales leading to downward price
spirals, but others said t*at asset sales have | ed

Nonetheless, the GAO still concludedT h e f i n a n mevealdd linttations in existimgaregulatory approaches
that restfi ct |l everage. 0

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 dié swdh bets in the billions and billions of

Z4TETT, supranote __ at 153, citing Claudio Borio & William Whité/hither Monetary and Financial Stability®aper presented to Reserve
Bank of Kansa€ity Economic Symposium, Jackson Hoke, Wyoming, Aug. 30, 2003.

Z5TETT, supranote __ at 134, referring to the SEC

Z8TETT, supranote __ at 129, referring to comments made by Terri Duhon and Cynthia McNulty at a conference in Nice in Apr. 2005.

27 TETT, supranote __ at 130.

28 Federal Deposit Insurance Corporation, Remarks by Sheila C. Bair, Chairman before the Conference on Internationahiahititjal |
CrossBorder Banking and National Regulation, Federal Reserve Bank of Chicago and thatibmet Association of Deposit Insurers (October
5, 2006), available dtttp://www.fdic.gov/news/news/speeches/archives/2006/chairman/spoct060&niataited inSPECIAL REPST ON REG.
REFORMiInfra note __ at 26.

®Tett, supra note __ citing Timothy Geithner Remar ks aketceptidme New Yor |
New York City, Apr. 5, 2006.

29 gpECIAL REFOT ON REG. REFORM, suprande __ at 24.

291TETT, supranote __ at 152.

292 GAO REFAT, supranote ___ at 2.

293 GAO REFGT, supranote __ a#9.
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dollars. Some of the most admired people in fin@niteluding Alan Greenspa@n argued that derivatives trading,
substituting for the old bucket shop, wWHlsoterwyrdseat cont |

fithe securities market function better as a gd&mbling c:
The C.O.P. declared thdt:Wi t hout ¢l ear and effective rules in place,
into unprodictive gambling, while sophisticated financial transactions, as well as more ordinary consumer credit
transactions, can gi V®ndwargorategovernaricen expeetssworaderetl wiiether wed . ©

desired fito go back atnok sa na nedr af’owth ecna shi annokss. dower e b

V. Stop Enabling Regulate Private Investment PadPool Safety

This paper recommendsat we eliminate the loopholes that allow unregistered investment pools broad
discretion to, for example, operate without transparency @rgigon, to engage in salfiealing or relategbarty
transactions, to inaccurately value and inadequately protect assets and to take on excessivanédvithiggje
portfolio securitiesInstead, a 194@ct fi | i regiené should apply to investment pomdgardless of whether they
are ostensibly offered privately to fisophisticated i nvi
savings of ordinary Americans they should be made safe. And, so long as these pools have the abiligilindividu
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. MoHigaged seurities themselves are
private investment pools, exempt from &840 Act It is welldocumented that the GFC started in the-griime
mortgage market. While it is clear that the 1940 Act could not and should not on a wholesale basis apply to these
poolsii t woul d make sense to apply s oCD@s TeeaSeairtieslaidmi t s on e
Exchange Commission briefly addressed the theretofore safe record of these securitization vehicles in its
comprehensive report on the state of the Investt@empany Act’® That being said, the focus of this section of the
paper is on another type of #fAprivated investment pool,
The debate over whether hedge funds caused the GFC reminds astarafaafrom d.S. Eliot poem,
fiStreetosw tlhiakke faoltledi ous a rgManyevhoeithédWorkiinthe hedge funds i nt ent . o
industry or are paid in some way by the hedge fund generally deny the connection and also resist réghkfion.
are open to regulation, it is very mild disclosal#igations which will not remedy the problem.
That said, hedge funds did plag important roleAs noted in the sections above, hedge funds were
willing buyers of the toxic wabacked COOs.dnadditionthey veedmgn c he of
players in the credit default swap market. The collapse of the two Bearn Stearns hedgghated a
transformation of the subprime crisis into a much larger credit problem. Moreover, given the opacity of hedge funds,
it is still difficult to diseern the magnitude of their involvement.
However,whether they were the prime cause of the crash is beside the porgigulated hedge funds
are a problem due to the harm tleeyrcause 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 investor$n terms of defining the systemic risk, many acknowledge that hedge funds are like banks,
that generate tremendonegative externalities when the fail. Yet, hedge funds are even more prone to such effects
because:

29 Munger Interview, supra note __.

2% Munger Interview, supra note __.

2% SpECIAL REPOT ON REG. REFORM, supranote __ at 2.

29" Remarks made durirg panel at the Yale Governance Forum, June 11, 2009 (the author attended this conference, however, due to Chatham
House Rules, whereby neither the identity of the affiliation of a speaker may be revealed, this quote is not attributed).

28Dy, OF INV. MGMT., U.S.SEC& EXCH. COMM& NPROTECTINGINVESTORS A HALF CENTURY OF INVESTMENT COMPANY REGULATION

(1992).

29T.S.ELioT, The Love Song of J. Alfred PrufrockPRUFROCK AND OTHEROBSERVATIONS (1917).
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Aunli ke banks, hedge funds can decide to withdraw I
benign if it occurs rarely and randomly, a coortiabawithdrawal of liquidity among an entire sector of

hedge funds could hawisastrousonsequences for the viability of the financial system if it occurs in the

wrong time and ™n the wrong sector. o

In addition, the techniques used bgsh pools weréne cause of this crisis and earlier meltdowns and
crashesRestricting a dangerous behavior makes sense regardless of who the market [Hagesssve leverage
was a chief contributor to the collapse andkmwew that hedge funds have no leverage rdgiris. We also know
that they represent over a trillion dollars in ass®¥#hile 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
barking 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 efiplaly, the industry has all but conceded that
regulation is on its way. Ehbattle 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 thdhorde r t o fiens ur e many finantial inditutiors that bse levierage aré
regulated, hedge funds are nbhe justificationisthatt mar ket di sci pl i ne, suppl ement ed
institutions that transact with them, can serveadaics t r ai n t *Mie this last senteece, thg @AOGUggests
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 afrig-Term Capital Management (discussed below) as well as

ot her s, i t 6s c laeaatgoodimihdogs. Additionadlyr puiraerbtokers slo not have complete
information about the total debt incurred by hedge funds they to whom theyeatimportantly, the entire
exemption for hedge funds depends upon the ability of I

As discussed below, this has not happened.

Finally, assuming that the market can somehow arrive at the right Idesteofge, then the bednd
suspenders approach of government oversight should not be a problem for the irthweter, as discussed in the
ficrisis of ideas0O sectbsoappabboed, byht Hmuniepaetht eat upli | edr
surveillanc® has %1 | apsed.

B. Hedge fundbackground

The term Ahedge f @imado i inswvehgls that potlsocapitad firom muinkereof
investors and invests i fHesdgefundsiated iethe UsStredconumioni @ganizech s t r u me |
at Delawardimited partnershipsThis general partner, often a limited liability compdnyi L L, &cfs Jas the hedge
fund manage?® Sometimes the general partner contracts with a third party to act as the investment adviser (or sub
adviser)tchefundThe | i mited partnership i*hSomerhedgefimdsare ergacizech si der
as LLCs with one of the LLC members acting as a managing meffibénother popular way to organize a hedge
fund i s t hrfoeuegdhe rad Ffisrsicsatmetchaseeanterests in a feeder fund and that fund invests its
assets into an wunderlying or fimastero fund. Tgpically I
taxation. Other feeder funddso invest assets into thesterfund. This should not be confused with another
variant,the fundof-hedge fund structur&Vith thisthe fundof-hedge fundorm, the investor buys shares in a hedge
fund that then invests in roughly 250 separate hedge funtfs.

300 ANDREW W. LO, HEDGEFUNDS: AN ANALYTIC PERSPECTIVE302 (2008).

%01 GAO REFOT, supranote __ at 2.

302 Testimony of Dr. Alan Greenspan, Committee of Government Oversight and Reform (October 23, 2008) at 2.

303 THOMAS P. LEMKE, GERALD T. LINS, KATHRYN L. HOENIG & PATRICIA S.RUBE, HEDGE FUNDS AND OTHER PRIVATE FUNDS: REGULATION

AND COMPLIANCE 1 (20082009).

304 LEMKE et al,supranote __ at 14 15.
5| EMKE et al,supranote __ at 15.

%8| EMKE et al,supranote __ at 18.

307 LEMKE et al,supranote __ aP55.
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Conceptuallya hedge fund iquite similar toa mutual fund. Both argpesofii nvest ment compani
meaningthey sell securities to investors, pool the proceeds of those sales and invest in other selouvigiesr,
hedge funds have escaped regulation due to the characterofthen ve st or s and the fprivatec
mutual fund is an opeanded investment company, meaning, it issues shares constantly and existing shareholders
can redeem their shares in exchange for cash on denidnial at least 7 day¥® In addition,mutual funds are
typically organized as state law business frostcorporation, not partnerships.

Records indicated that the first hedge fund was operated by Alfred Jones in 1949. This fund had a mere
$100,000 in assef8? Jones was thought to be thesfito run a balanced portfolfd? Seeking a markeateutral
portfolio, he took long positions in undervalued stocks and short poéifiatmevervalued stocks. He hoped that
events that lifted or deflated the equity markets would not damage the value sddisas 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?*fEvenidiotei ke Jone:
early 1990smanyhedge 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 broaderharket.

Since the 1950s dhgoewefvuenrd, 0 thhaes theercno nichequi t e el asti c.
mean any type of -éfferad; rragagedpools & chpital general extleingy in particular, funds
principally involved in venture capital or similar private equity investrie®*. Imother words, a hedge fund
became defined in the negaalihved hotdeete pbesieive. mucech w

concept. The term fihedge fundo refers tomsuchthisgtasaict ur e n«
well defined hedge fund ¥ Howavercagppoximately 8409 of thahedgefund i nvest |
fibusi nesso i s sa&hodstratany'®e mpl oy the 1 ong

While hedge funds employwariety ofinvestment strategiethere are soecommon 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 benchmarR'indest hedge funds use leverage. Leverage
can be achieved through a variety of modes including short selling, buyingt®scan margin, borrowing, selling
securities through repurchase agreements and investing in derivatives.

Where hedge funds differ is in strategies. By way of illustration,ghe st r at egi es -can incl u
short o approach 1 i ke t kFms. Ahedge fsind Might fdcus oh @ pargicular mdélugtryoror s h o |
sector, such as energy. Some focus on emerging market debt or equities. Some hedge funds cagjere arbitr
opportunities, such as fixddcome arbitrage, convertible bond arbitrage and egtewén arbitrage. A growing
number of hedge funds, sometimeg f er r ed t o as Avulture fundso focus on
corporations under extreme economdistress®

Almost sixty years after the first hedge fund launcladts peak, hedge fund assets were thought to be at
$1.9 trillion32° There were only about 215 hedge funds in 1968 and possibly 3,000 by the’1@\s. 16 years,

308 The fund must settle the transactinmo more than 7 daythough they typically settle T+There are also closezhded investment
companies that issue shares in a primary offering but then not after. The shares are then traded on the secondargaigrtkequgp listing
on an exchange. From a legal pexdpve, the only thing that distinguishes a hedge fund from a mutual fund or-elvdéavestment company is
that generally, neither the hedge fund itself nor its manager are registered under the federal securities laws. (Whitegistee they anare
and will be discussed below). This legal distinction also impacts the ability for hedge funds to pursue a wide varestymarihstrategies not
available to mutual funds or other registered investment comp&oiesiore details on mutual fundwstture and regulation, see Jennifer S.
Taub,Abl e but Not Willing: The Failure of Mut34JaCoRrRrE.Uusaud 3 (2009).i sers t o Advo
309 aguilar Speech, supra note __.

10 ROGERLOWENSTEIN, WHEN GENIUS FAILED: THE RISE AND FALL OF LONG-TERM CAPITAL MANAGEMENT 25 (2000).

311 A long position means buying the stock outright and holding it. A short position involves borrowing shares of stock Eng emahthen
selling them, then buying them back (hopefully at a lower pdod)returning them to the original owner. It is a way of betting that the price will
go down and capturing the difference. Naked shorting is similar, except that one does not actually borrow the stock.

S12SEC Chairman, William H. Donaldson, Testimony Conaeg the Long and Short of Hedge Funds: Effects of Strategies for Managing
Market Risk, Before the House Financial Services Subcommittee on Capital Markets, Insurance and Government Sponsaes|, Efagrpa,
2003 (hereinafter, fADonaldson Testi monyo).

313 owENSTEIN supranote _ at 25.

1Y Donaldson Testimonygupranote .

%15 Stephen J. BrowrThe Role of Hedge Funds in Financial Cri$iSANCE AND MARKETS MONITOR (Oct. 2008).

16 Brown, supranote __.

%17 LEMKE et al,supranote __ at 2.

18] EMKE et al,supra note __ at 2.

319 EMKE et al,supranote __ at 26.

20 attman & Stasburg, supra note __
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hedge funds experienced3,000% growth rat&? SEC Commissiondruis AAgui | ar noted that fAit
the industry managed around $38 billion in 1990, $625 billion in 2002, and reached $1.9 trillioarat t#fe2007,
although that amount may hastecreased to $1.3tl | i on at t*AHedge fordis werk saki o hide o
madessgg%of all US fixed income trades, which included 85% of distressed debt and 80% of certain credit derivative
trades:

Much as the managers may say tlhalgefuadhas aihaiflifé dffvd or t he
year s 36 The torchision 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 equiiyy that given the odds of failing due 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 udeverage, and many hedge funds have positive effects on the n&uket.activist
hedge funds can impve longterm shareholder valu’8® Some pressure entrenched managenémy also have
the potential to mitigate risk and perform better than the marétek 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 optionk other words, some people are good, but that does ng¢siuge should
abandon laws that prohibit socially undesirable actions like theft or violent crimes.

Many hedge fund$iave been found or suspected to have engageside trading, front running, market
timing. They alsomeet 4 of the 8 areas identifiedn t he COP Speci al Repomost on Rec
urgently in need of reform ' Theyappear to fipose systemic rifssiigd have
flexcessive Ipavder aoge,tthearfieshadow bankingnsysage, dermpsb 5l
r i sk tHadge fundsand 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 msais®? In the nine months ending on June 30, 2009 $300
billion was withdrawn by hedge fund investoiS. At a single hedge fund run by Cerberus, in August 2009,
investors withdrew $5. 5 bi lOftheserthose rumhy welhowh néhagers t he f und
Atticus Capital LP, Pequot Capital Managemamd Cantillon Capital Management closed doth.

C. Hedge Fund Ownership

In order to identify who owns hedge funds, one first needs to be clear on what is meant by

fi o wn e rVhen ap inslitutiopurchaseinterests im hedgefund it becomes the Aowner . o I
institution is not the ultimate investor whose savings or retirement benefits are at risk. The law around hedge funds
ignores this reality. I n snvest@d It geriefally doongs ®nlyrthe instititions whot 6 t h e

manage ot her peopl ebds money.rdatdliedamlingtthe sesuritigs ldwk lodphelesd i s c u s
for hedge funds, it is introduced here. It is important to keep in mind, wheinstiartional 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 expldite the U.S. more than 90 million individuals, or half of all households
own mutual fund$* 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 entitsggake 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.

%21 L owENSTEIN supranote _ at 26.

322\illiam Klunk, Actuary Domestic Policy Division, Pension Funds Investing in Hedge Funds, CRS Report to Congress, Juife 15, 200

323Aguilar Speech, supra note __.

%24JohnP.HuntHedge Fund Regul ati on: The Presi dent 6§RaNogtheiBar gut MBssiogup Commi t t
Risks Berkeley Law working paper, June 2008.

25 Brown, supranote __.

326 See, e.g. Alon Bav, Wei Jiang, Randall Thomas & Frank Partriégdge Fund Activism, Corporate Governance and Firm Performd#@&e

J.FIN. 1789 (2008).

327 SpecIAL REPOT ON REG. REFORM, supranote __ at 4.

328 Landon Thomas Jrin Newest Crisis, Hedge Funds Face Chahsy. TIMES, Sept. 21, 2008.

32 peter Lattman & Jenny Stasbu@ients Flee Cerberus, Fallen Fund TitdWALL ST. J., Aug. 29, 2009.

%_Lattman & Stasburg, supra note __ (Though they were .ostensibly #Apr]
331Ny, Co. INST., 2009INVESTMENT COMPANY FACT BOOK 15 (49th ed. 2009).
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Collectively, US mutual funds have more than $10 trillion in as&éThese assets includer example,
U.S. stocks, mortgageacked securities, municipal securities, sterin commercial paper and many other equity
and debt instruments, depending upon the particular f ul
mutual fund, andhat fund turns @und and buys common stockaufrporationXYZ, the mutual fund is the legal
owner of the common stock. Thus, the person who puts his or her money atiisttepends upon the financial
performance of that underlying corporation is notldgal 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 plangtiae owner of the mutual fund and the
mutual fund is the owner of the corporation. Thus, the
Both the plan and the mutual fund, two shell entities are owners. The entities who havelarefegawner s o ar e n
the Atrue ownerso are those with their savings at ri sk.
In the context of hedge funds, the story is similar, but a little more complicsttdte peak, hedge funds
had $1.9 trillion in assetand presently around $1.5 trillidi While this may seem small relative to the mutual fund
industryworldwide, it is worth noting thalS mutual fund assets were at that same leviHérearly 1990s. While
there are more than 18,000 hedge fund across the globe, 75% of the assets are managednagtely200 firms
each with more than $1 billion under manageni&ht.
ltisclearthafi | n r e c [hedge fupdg@wtishas been fueled in part by institutional investors, such
as endowments, foundations, i % Acuordmgtacac2006 stuaypcandictedsby and p
the Bank of New York, and Casey Quirk & Associates, it was estimated that by 2008, institutions would invest over
$300 billion in hedge fundst is not clear whether this figure represents their initial capital conimibof their
share of the total asse6f this institutional money, around 40% came from pension ftifids.
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 tsdedicated to them was 2.8
Lured by the attractive returns and presstcegchieve absolute retufiisin orderto finance the
retirements of an increasing number of retirees, some pension funds h83%0of plan assets invested in hedge
funds*° 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 fulishad to pay out over $6.5 billion per year to
retirees, necessitated a 7% ariraturn to avoid drawing down principgf’These funds represent t |
deferred wageand future retirement securitét the time, concerns were raisedfoy consul t ants and aca
[who] question whether hedge funds, with risks that are hamktsure, are appropriate for pension funds, whose
sole purpose, by law, is to pay >*bSomespggestedehtééwasi ned bene:
inappropriate for funds that have to pay retirees on a specific schedule lock up assets inrttedigpat could
suspend withdrawaf$? Notwithstanding the growing commitments to hedge funds by pension plans, ERISA did
not requre plan sponsors to reveal to beneficiaries how many hedge funds and the amount of total assets invested in
hedge fund$*

D. The Regulation Hedge Funds Slipped Through

Generally speaking, hedge funds are investment pools that slipped tosstajhNew Deal legislation
the Securities Act of 1938t h e f 1,9TBeSechritias Bctof 1934t h e A 1,3he hvedtintent &onamy
Actof1940( t h e 1 1 and the Idvestment Advisers Actof 194G h e A Ad v.insadditich thes& ct 0)

332 |d

333 Managed Fund Association, FAQ, available at http://www.managedfunds-bfeghifiserfags.asp

34M.F.A., supra note __

335 Aguilar Speech, supra note __.

336 Riva D. Atlas & MaryWilliams Walsh,Pension Officers Putting Billions into Hedge FunlsY. TIMES, Nov. 27, 2005.

37william Klunk, Actuary Domestic Policy Division, Pension Funds Investing in Hedge Funds, CRS Report to Congress, Juiie 15, 200

338 Fiona StewartPension Fundnvestment in Hedge FundSECD Working Papers on Insurance and Private Pensions (2007).

3% Atlas & Walsh, supra note .
340 Id

341
342
Id.

343 Klunk, supra note _.
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|l oopholes were | ater expanded to encourage their growt|
important to provide the histoatcontext 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, regutatimleed necessary and the loopholes should be sewn
shut.

1933 Actand associated regulatiomgmvernsthe initial offering and sale of securitigihe 1933 Act
provided some very basic protections. Essentially, it sailgée things (1) registratiomwith 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 liabilit** based upon materially false misleading statements in regisiva
statement3?®

The 1934 Act focusedpon the secondary market in securitliesvas designed to regulate the stock
exchanges, prevent market mani pul at i*8lnreqairesdpublicy pl ac e
traded firms to make ongoirdisclosure and prohibits manipulative and misleading conduct.

The 1940 Act regulatetthe offering sale and operations of investment companigslike the 1933 and
1934 Acts which focued upon truthful and complete disclosutbe 1940 Act wafar morecomprehensive. It
applied to investment companies where there had been tremendous*4blisesognized that investment
companies were very different from ordinary corporati ol
for public consumptionThe main business of investment companies was collecting savings from the public and
investing in securitiesGiven that the operators of investment companies were often the same institutions that
Aimanufacturedd and tr ad eusterspamtionsrfor selflealing,front-ronaingexcessve e t r e me |
leverage and fraud. tecognizedthatwith these poolst was not enough to mandate disclosureus the 1940 Act
imposedvery detailed investmemind operationalestrictions upon mutual fundss(a wel | -asddcl osed
investment companiesfhe Advisers Act regulatethe conduct of and fees charged by money managers or
advisers.

=1}
o

1. 1933and 1934Acts

The1933 Act codifiedthéir i ght of prospective investors to dem
which seeks their savings must provide them with such information as may be adequate for the
evaluation of inv®stment opportunities.d

iLet the sePYFPR,1983 so bewar eod

The 1929 Crashatalyzedp u bl i ¢ awar eness t hat ardprindpaactockholders of f i ce
of many corporations had been faithless in thehdisge of their fiduciary dutié&™ of loyalty and careHowever,
well before 1929, made reformers introduced federal legislation to protect investorafsorapulous
underwrites®®* or sellers of securitie$n 1900, the Unitetates Industrial Commission made suggestions that
i nvestors r ecei v dthedorganzdtianghatmiht befof nfatdraltcansefuenceoto the intelligent
i nv e ¥TheUSIO also recommendéuht 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

34 Including monetary damages and a right of recission.

345 CHERRINGTON supranote _ at 67.

#®Roosevelt Signsupranote .

%47 Seegenerally, Jennifer S. Taupb Abl e but Not Willing: The Failure of MB.Gawt Fund Adv
L. fn 997 112 (2009).

38 CHERRINGTON supranote at ix.

349 National Affairs: Cavat Venditor TIME, April 10, 1933.

30 CHERRINGTON supranote _ atl.

%1 An underwriter of a securities offering, typically guarantees to advance the issuing company money. The underwrites tireth&akisk of

selling the securities to the public. Inckange for fronting the money and taking on the risk of being left with an inventory of unsellable or slow

to sell securities, the underwriter receives a premium. Thus the amount paid by the underwriter to the issuing comphan ithéetstal

prediced value of the stock sale. Additionally, when the public offering price is too low underwriters can give favorite cusbetersf the

of fering. Customers can quickly Aflipd or sell the stock if it begir
%52 CHERRINGTON supranote _ at 38.

35



Enablers of Exuberance
Jennifer S. Taub

Sept. 4, 2009
DISCUSSION DRAFT

Commerce. Istrove toend statéby-state incorporation and tequirethe largest publicly traded corporatidios
becone federally charied.>>

Thereafter, the Commi ssioner of Corporations sought
stat eMEhi sowas thought to be one orfm tohfe ofirpgPaesideni aptailo ne voi |
Taft asked Congss to federalize corporateldvt o prevent the recurrence under th
abuses which have aPThsenFededral sTmracde cOmmmiodsidon report
sop the sale of worthless securities. o

Failed legislatio included a bill introduceldy Congressman Taylevhich required registration of
securities with the Treasury department. It also provided for liability for damages against anyone who signed the

regig ration statement. His intention was to Acompel the
has and who he is, and all about his scheme, so that any intelligent person may know that he is a swindler and is

sel |l ing c FPtOpponetsicamplairedtlyat sach disclosurewolld | ace an excessive bur
corporations and investment banks. 0 Tériythefmdnsad di d not

statementsT he bill died in committee.
Sentiment changed, thougfter the boom and budh 1920 through 1928, the listed stocks on the NYSE
doubled in value. This aligned with corporate profits which had risen by 80%. However, at theCahdrof
Coolidgebs presidency, b et we e n hdhaarket lbegan fo exhiBitza&anichr ough Al
q u a | %" $tocks then again, doubled in value in that eighteen month pétiafith 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.®*°In 1933, an expeftom the Department of Commerce who testified at House hearings, revealed that of the
$50 billion in securities sold during the pas®® thirtee
In 1932, the President thiCongress that legislation needed to be passed that shifted the paradigm that
caveat emptor was not suffici €%MHocreatathe faerd securitiesHais, sel | er
was necessary to transfopublic sentiment. The Congressidfi Pecor a Hearingso held bet we
aided that effortDuring those hearingsftentionwadrawnt o t he fAsal ary |l evels and inco
financierso appear®ng wa$ oPecohad s owmimeé wshalajesarangefnentst r av a g
[at National City] had encouraged bank officers to engaged in unsound seeliiity and unsound banking
practf ces. o
Taking advantage of the populist dissatisfactfrgsident Roosevelt sent a message to Congress
recommendindegislationto 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 upiosigsttat

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 adtts 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 arebthbring back public confidenc&*

On May 27, 1933, President Roosevelt signed the RayBletoher Securities Bifi*® Hailed as a law that
was fAidesigned to protect the investi ng®ipuadiditalg by means

353 CoFFEE supranote __at 119.

%4 CHERRINGTON supranote _ at 39.

%5 CHERRINGTON supranote _ at 41.

%6 CHERRINGTON supranote _ at 44, citing the Hearings on H.R. 188! 66ngress, L Session p. 13.
%7 SELIGMAN, supra,nate __ at 2.

%8 SELIGMAN, supra,note __ at 2.

%9 SELIGMAN, supranote __ at 1.

360 Caveat Venditqrsupra note .

%1 CHERRINGTON supranote _ at 58.

%2 SELIGMAN, supra,note __ at 2.

%3 5eLIGMAN, supra,note __ at 26.

364 Caveat Venditqrsupra note __.

365 Roosevie Signs the Securities Bil.Y. TIMES, May 27, 1933.
%% Roosevelt Signsupranote .
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fimnel come to a grfdptonmasrnygniergsdrhe. d aw, the President pr
translates some elementary ¥tandards of right and wron
Roosevelt viewed the 1933 Act as going baymnerely investor protection. Herpeived it as protecting
markets so they could serve society He announced that A[T]he merchandi sing
economic and soci aHewewéateonftoudepkapkethat Alf the
be invested in enterprise. But those who seek to draw
the facts upon which t H%Hei nsvaews ttohred sl ajwi dagsmepnutt tii sn ga sakne de.n
of the pubfThsdswamonayhods view a fAper manefddnaddidohi ti on t o
he saw the disclosures required in the 1933 Actasawagtentit he approach of economic d
taking of steps to prevent them. o
TheFederal Trade Comissioninitially had t he fApri mary duty to guard the
tricksters i r“Bedasse thetSecurkies ama Exchange @ommission took over thistenlene
1934 was enactedp avoid confusion, hereafter, the Commissioa khl be referred Thelams t he 0
required underwriters to register with tBemmissiorprior to selling stocks or bonds. Registration statements had
to be filed at least 20 days in advance to give the expert accountants on sta@nthesiontime to review the
filing. Acting as a gatekeeper, t®mmissiorcould either approve or deny the security from being offered to the
public3” The registration statement was open to public inspection. Information required in the registration statemen
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 theipr year to officers or directors in excess of $25,000 was included. Also, the as the
maximum aggregate price had to be inclutféd.
While prospective investors could be given a prospectus (or offering document), it also needed to be filed
with theCommissim. 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 tolbd five days before broadcast with tiemmissiorand were
required to contain certain basic information such as the price of the stock and the date of the stock offering.
The Commissionwas careful to caution the public that in accepting a registratidensent, it was not
endorsing the offering or even suggesting that the information contain therein was accurate of triritieed, the

formerCommissiorc hai r man, Huston Thompson, remar ked that HASpec
public i s as free t% buy them as ever. o
Private offerings were exempted at the start. A pro

criteria for distinguishi*igdabetweelhn @»dvVamt@gandf ptulbi $§ ce
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 h&%nTbheee ne xap edrcti r
engineer or accountant onéncial analyst may not be deceived by a statement of prospectus, but if the average
investor is likely to be decceiWaeyds, ta rdeefcuesiavle ofirt hset oupn i oni

included At he use of dpserdoscienifiy pheases designedprincipally to dnprasg thea n
uninfoc¥ med. o

%*"HOMER CHERRINGTON, THE INVESTOR AND THESECURITIESACT ix (1942)However by the early 1940s, it had n

acceptance. 0)

%8 Roosevelt Signsupranote __ .

%9Roosevelt Signsupranote .

*®Roosevelt Signsupranote .

"' Roosevelt Signsupranote __ .

¥2Roosevelt Signsupranote .

*Roosevelt Signsupranote .

874 Securities Rules Issued Under AdtY. TIMES, July 7, 1933.

%7 Securites Rules Issuedupranote .

878 Securities Rules Issugslipranote .

77 Securities Rules Issugslipranote .

*®Roosevelt Signsupranote __.

579 CHERRINGTON, supranote _ at 109.

380 CHERRINGTON supranote _ at 114, citing T.C. Blaisdell, Directafr Monopoly Study for the Securities and exchange Commission,
Spectatoy September 15, 1938.

381 CHERRINGTON supranote _ at 133.

%82 CHERRINGTON supranote _ at 133, citing Income Estates of America Inc. I. at 291.
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Thus the securities division of tl@®mmissiorchose to provide guidance. In a letter to the Corporation
Trust Company concerning the meCommissigs Ddt ¢dhet watr dSarmpaibf
to not more than a small, insignificant number of persons, say tfehnty € or so, woul d not appe
of feringdé within the ieanaddi bfohhefiSemar i svshsher Act not
Securities Act, had developed the policy of offering their securities to small groups of large irivesiefky

i nsurance *lotmpvaansi erseecoogni zed that Al f . . . an issuer

theinsttumat al i ti es of public distribution, it ma%¥ be suppo:
The Securities Act gave @i investors now have access to
have been available. Even withohtat , t hough, he noted that fthe institut

investment and needs but little of the help of the Securities and Exchange Commission in getting information about
i ssu8rs. o

In less than a year, pressure mounted for an ameniito the 1933 Act. Franklin Roosevelt resisted calls
to weaken the law. However, he expressed willingness to clarify points of conftisSfoh.e obj ecti ons or #
were to the provisions of the 1933 Act which held directors and officers liablei{inaurt) for misstatement&®
The President made clear that he supported | egitimate |
business away fr om PWeparéntlypbusinessnemwere bfrais that the strict ligieilis . ©
i mposed on issuers would fApenal i Z®Asa réseltnn 1934mwmsibject ui nou s |
to the law other than the issudrad a new affirmative defense. The underwriter must make a reasonable
investigation of the registraticstatement.

2. The 1940 Act

Investment companies regulated under the 1940 Act are subject to a comprehensive regulatory scheme.
Everything from offering, advertising arshles to investment strategy, operations and governance are covered in
that law andelated regulations. For exampiaytual funds managers are overseen by a board of directors or
trusteesthe majority of whom are independeBy law, this board negotiates the management contract between the
fund (a shell entity) and the manager (theunladviser 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 controlgyder the 1940 Actnutual funds arsubject todetailedinvestment
restrictions. As noted above, they are restricted in the use of lev&agefundnust limit the amount of illiqud
securities in their portfolio to no more than 15% of net assets (with money market funds limited t@ H&¥@re
alsorestricted regardinthe level of investment in financial institutions and in other investment pddiaitual
funds are usually required to diversify holdings so that at least 75% of its assets are spread across a variety of
investments,witmo si ngle such investment account®ng for more t

Most importantly, there are strict prohibitions on transactions between the mutual fund (shell) and its
affiliates (such as the manager and other related parties). $rtiteare 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 dumpsegpotes 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 mutualdsiis highly regulated due to a combination of
obligations from the 1933, 1934, 1940 Act and Advisers®*Act.

383 CHERRINGTON, supranote _ at 109, refencing the S.E.C. Letter to the Corporation Trust Company, April 27, 1934.
384 CHERRINGTON, supranote _ at 110.

385 CHERRINGTON, supranote _ at 112,

386 CHERRINGTON supranote _ at 115

%7 Roosevelt Bars Easing Stock LawY. TIMES, December 14, 1933.

388 Rooseelt Bars supranote .

%% Roosevelt Barsupranote .

3% Roosevelt Barsupranote .

1| EMKE, supra note __ at 88.

%2| EMKE, supra note .

393
LEMKE, supra note __.
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The Investment Company Act grew out of a tyear study. In 1935, the Congress directed the S.E.C. to
examine the investment trust industry andoreéghe results of this research. Recognizing additional investor
protections were necessary for investment pools, the r
congressional recognition that substantive protection beyond the disaleguirements 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 chaneling savings into the |
When President Roosevelt signed thevle st ment Company Act of 1940, he p
hopeso that it would fAenable the investment trust indu:

risk and to provide a valuable source of equity capital for deseswvadl and new business enterprises which the
invest ment banker s h#&VReosdveltsaw the indudiry ceopération fon thisdegislation as a

sign that things were improving. Al W] e hamaeketcrasine a | on
swept away the veil whichthasg etne stbharcthad thiedsdorf tolue &b
showed all too clearly the sham and #gredivisionafhi ch char a
Investment Managementath e SEC noted that the acts purpose was fAto
in the investment company industry prior to 1940. To correct these abuses, and police the conflicts of interest that
engendered them, the HAicte esaq@ll atdhrey far dmnowenle.he n
In 1928, Paul Cabot of State Streahknoted that:
fé di shonesty, inattention, inability, and greed. E
inadvisable to own it simply because there is nothing in it for ydithé profits go to the promoters and
manag®rs. o
Fund operators had engaged ingseé al i ng transactions. For example, tI
assets to buy at inflated prices securities from fund managers. They would also (over)pay affiliates du | nve st or ¢
assets. Fund operators had borrowed heavily. This resul

leverage, putting the equity investors at tremendous risk. They had been careless or misused or stolen investor assets
and inproperly valued assets. They had created complex layering of ownership structures, creating pyramids of

funds of funds. As a result, the 1940 Act Arequires t|
greatly transactions with affiliatebmits leveraging, and imposed governance requirements as a check on fund
manageilent . o

E. Hedge fund requlation, present and past

Hedge funds that are established or sold in the United States do not register under the Investment Company
Actof 1940 (te  fi 1 9 4 ¥°InAdditiol,)the shares (or interests) sold by hedge funds arequited to be
registered under the Sec @ Asdiscessed iA mdre detéil belod,h&dge(fundsare i 1 9 3 3
afforded these loopholes because they qpepsw s ed t o be antllébrenmleyd thepri vapleil ytoi cat e
Additionally, to avoid registering its shares under t h
limit sales to no more than 499 perséffs.

1. Exemption from the Regiration, Disclosure and Liability of the 1933 Act

394 HALF CENTURY, supra note __ at xvii.

3% Roosevelt Signs Trust MeasuieY. TIMES, August 24, 1940.

%% Roosevelt Signs, supraote __.

397 HALF CENTURY, supranote __ at 252.

3% John C. BogleBringing Mutuality to Mutual Funds1 ROTMAN INTA J.OF PENSIONMGMT Issue 1, 55 (2008).

%9 HALF CENTURY, supra note __ at xviii.

40 Unfortunately, sme confuse the Investment Company Act of 1940 with the Investment Advisers Act of 1940. In the industry, the former is
referred to as the fA1940 Acto and the |l atter as the fAAdvisers Acto.
401 gee Section 4(2).

402 LEMKE et al,supranote __ afl14.
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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 inve$tasssaves time, in thatelregistration
process which includes receiving and i n®madditonahtsi ng t he
loophole allows hedge funds to avoid investor law suits. For example, Section 11 of the 1933 Act gives investors the
right to suefor any statement made in the registration statement that is considered untrue or mi¢léastuogrs
and others involved in the registration of the securities can be liable.

Hedge funds are only entitled toftéar slo#essarslpt i on i f
sales are done fiprivately, o there is no need to regist
o f f e rAs notgd aboveagiving meaning to the vague language in the statue occtimefommissiomand
investmehn communitysince the outsetUnless Congress amended the law, it was up to the Commission and/or the
Courts to provide guidancn Securities & Exchange CommissiorRalston Puring® the Supreme Couttied to
provide guidance to issuers on whethertifoer i ng was fpublicd or Aprivate. o | n
an offering made tkey company employeesesulting in the sale of $2 million in treasury stdissued directly by
thecompanylvas i ndeed niftlihhdemplayees Hereaneanot shewn to have access to the kind of
information which r é%9Thedpinientalsosuggestedthbtih detidisgavhether ehe affering
was public or private, one should not reblely upon the number of potential investofsowecéved the offer.

Instead one should considée sophistication of the potential investors. The Court wrote:

Ailt may well be that offerings to a substantial nun
prevents the commission, in enforcing ttatute, 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 inquy should be on the need of

the offerees for the pr@tections afforded by regist

The Court opined that an offering where tH®eaasnoivestors
considered public.

Over time, courts have consideredaaigty 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 ofdireesftthe size of the offering, number of
shares offered and manner of the offering, and the absencsaiéref the securiti€d? So as not to leave the
determination up to chance, in the 1980s, the SEC adopted Regulation D (rules under the 1}933pthat des a fis a
harbordo for issuers. This means that if the hedge fund
court secondjuessing its decision not to register.

I n order to benefit from t hiawnotidesamldteethan d5rdaysafterthe t he he
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. Thisooticekains
the section of the 1940 Act the fund is relying upon f
be filed with the states in which the offering is made. There are additional steps under Reg. D in addition to this
postsale ntice. Drawing upon thdRalston Purinc ase, t he SEC requires that shares
investorso and u p-actredited iavestodtAs a prastiaah males, hatge funds limit sales to
Afaccredited i nvedsnvestors o .spediiic disblosatasmveswrdaie required to be made.
Whereas if any noaccredited investors are included, there may be reporting requirefffdntether words, by
virtue of wealth alone, investors are thought not to need disclosure.

403 EMKE et d, supranote __ at 77.
404 EMKE et al,supranote __at 77
405 SEC v. Ralston Purina, 346 U.S. 119 (1953).
4% Ralston Purina, supra note __ at 127.
407 Ralston Purina, supra note __ at 127.
98 Ralgon Purina, supra note ___ at 125.
409 LEMKE et al,supranote __ aff9.

“1° EMKE et al,supranote __ at 79. Note that the naocredited investors must be knowledgeable and experienced.
“I1EMKE et al,supranote __ at 85.
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An accredited investor includesitities such alarge institutions, mutual funds, employdirected pension
plans, charities, trusts and the like. A natural person can bBecaredited investorif he or she has either $1 million
in net worth, $200,000h annual income or joint income with a spouse of $300%500.

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 hasxigtireg reationship with the
seller*®*However, sellers are permitted to become acquainted with investors through cold calling and questionnaire
intake.

2. Freedom to Pursue Agaressive Investment Strategies: Through Original Private Cé&xrpapiyon:
1940 Act3(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 choiceiswoonduct itself as a fAprivateo investment
The other choice is to behave | ike fAqualified purchase]
Act. The 3(c)(7) option was added through an amendtoghtk law in 1996 and a subsequent SEC rule change.
To rely on Section 3(c)(1), the outstanding securities of the hedg&feadhave no more than 100
beneficialownersTh e fApri vat e i nvest appliasttcandssuerpvhonsglls its series¢omad i o n
more than 100 persons. This excepti@as designed fanvestment clubs another small groupsef investors A Fo r
investment companies whose shares are held by less sophisticated investors, the 100 investor limit reasonably
reflects the poinakt whi ch feder al r e g (Natet tratrwhile this exceptionrdses rotrreqguire ai s e d -
any level of sophistication, to avoid liability for a roampliant public offering, hedge funds typically do limited
access to fAaccrhedi tceadh itmkees tadrvsatntsaoget of t he fisafe harb
To avoid abuse of this 100 person | imit, there are
institutional investor of the hedge fund. These rules get complicated as they reflect a tensionthetivedge fund
operatords desire to gather up assets and the gover nmeil
intended for phlic offerings. As one example, consider Fungukchases shares of a 3(c)(1) fyreedge Fund B)
Fund Awill countas a single investoEund Amight have 30 shareholdess even 30,000 shareholdarits own,
but they will not be counted toward the 100 investor cap. Howdweund A owns more than 10% of the 3(c)(1)
fundds v ot,f*The 3Gskarenaldentli be sounted!f Fund A owned more than 10% of Hedge Fund B
and Fund A had 30,000 shareholders, then clearly, the investment would be prohibited. SEC ca-n al so il
througho Fund A even when Fund Thisddpendspdn ¢he gecific facisand1 0 % o f |
circumstances. Th8EC has found th&und A invests more than 40% of d@nassetsn Hedge Fund Bit may be
seen as having be established solely to evade the 100 ownét limit.
This counting game arises from business demadndsstry wants to pretend thatind Ais the only
Abenefi ©i ashoowmew!| d count toward the 16d&gegendBon | i mit.
small and private. However, in fact, these intermediate investing entities are oftgmejstollecting money from
the real investors. If there are,800investors in thé-und they should be counteds a practical matter, doing so
woul d block the mere fAaccredited investord from being
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 thhet®ieC doked through a
wider range oéntities.
Expanding the ability to ignore the real investors behind Furatéyrred wherPresident Clinton signed
into |law the National Securities *WWSMWKaddedahewgtorote e ment A

“2Rule 501(a).

“3EMKE et al,supranote __ at 84. Once there is a relationship, even an offerBi@t®@ pot ent i al investors was found
414 Other than short term borrowifigh p adp.e r

“SHALF CENTURY, supra note __ at xxiii.

416 LEMKE et al,supranote __ at 94. Prior to an amendment, the testwaspvar t a-ndr B bgbak wo uifthk ineestihgffuncdh ap p e n

had 10% of its assets invested in the hedge fund and held 10% of t he
47| EMKE et al,supranote __ at 103.

“18The National Securities Markets Improvement Act of 1996, Pub. L. N629041996) (NSMIA icodified 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 regi$tratien.
3(c)(7) option will be discussed beloim. addition, NSMIA changed the existing 3(c)(1) exception to registration,
by tightening up tb lookthrough provisions.
After NSMIA, ahedgefund relying upon 3(c)(1) would no longer have to lgbkough operating
companies. It would only need to lcbkh r o uFuld A0 ff iom our exampl e above is an
private investment fundrhis is a tremendous change, though it was rationalized as being acceptable. This cutting
back on the lookhrough provision was not a problem, according to the Commission, because it did not implicate
the policy concerns that the original letikough povision was intended to address. At first blush, this sounds
satisfactory, until one sees how incomplete the policy concerns are thaeaeacetl. The Commission contended
that the purpose of the logkrough provision was to avoid the situation whesed Afi may be a condui t t
created to enable a Section 3(c) (1f°Héwevedthetpolicyhave i ndir
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 #void exposing unsophisticated investors to risk for which public gatekeepers
would not review or monitot*

3. Unl imited Sales through the 3€ewd Qualified Purch

Hedge funds presently can also avdid 1940Act requirements by acting as a qualified purchaser private

investment fund. To take advantage of this exception, the hedge fund can sell its sharesvercluyy t o fAqual i fi
pur ¢ h ésdsome knowledgeable employees) d cannot mh k e fErhrgughordlemaking, the
SEC has defined the meaning of fqualified purchaser. o

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 weieccodfISMIA. In 1997, the SEC
issued a final rule designed to implement those sections of NSMIA related to private investmeff®poaise
Half Century Study,th®i vi si on pronounced that FAFor issuers whose ¢
sophistcated investors, the public offering prohibition and 100 investor limit are unnecessary constraints not
supported by suf f‘%Aactoslingly, the®ivision fecommendedthahasnewdexception be
created for fAfunds alhwsieveslex uby td.afta lairfei e | plurexhaser s

It is important to note the foundational premise for endorsement of a new exception. The Division claimed
that AThe new exception would be premised on the theor:
protections because they are able to monitor such matters as management fees, transactions with affiliates, corporate
governance, “Ahdol pvepagedo was the creation of a new de
purchaser . 0 Thathsterm gorld heigeneral, wllaveing for the Commission to refine and adjust it

through a rule. The recommended definition should incl
knowledge and experience in financial matters, amount ofsagsgmed or under management, relationship with the
i ssuer, or such other factors as the CofiHowewithimn det er mi

recommendation was not put into effect. Instead, as detailed below, wealth alonedjtiedifie
In considering the special treatment of sophisticated investors, theddivesiommended that for purposes

of this new rule to expand sales of private funds, thati
the many risks to inw&tors of committing assets to managed pools, the Division believes the ability to evaluate
unregul ated investment compani e®Thegyuares mohédght dagr @

personso might be abl e ttoe iinsvseusetr si nii whheer ep rsoupcohs epde rnseown sp |

41915 USC 8088(c)(7).

420 privately Offered Investment Companies, Final Rules, Release Nt23@7, International Series Release No. 1071, File N&OSIB, April
3, 1997 (herei n3a(fct)e(r7,) of)Fi nfanl 1R9u,| er eofner enci ng The Securities Il nvest
the Senate Comm. on Banking, Housing and Urban Affairs, 104th Cong., 2d Sess. 40 (1995) (testimony of Arthur Levith, 8B&)yma
4210n the other &nd, NSMIA did tighterup one aspect of the lodkrough rule. It eliminated steo. Thus Fund A would need to count all of
Entity BOs s h arBeoWwnedndorethan 10%of FundBAnt i t y

422 EMKE, supra note __ at 104.

2 Final Rule on 3(c)(7), suprote __.

“24HALF CENTURY, supranote __ at 104.

“HALF CENTURY, supranote __ at 104.

“2® HALF CENTURY, supranote __ at 104 105,

42" HALF CENTURY, supranote __ at 111.

42 HALF CENTURY, supranote __ at 113.
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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. o

Under the rule, an institution or a natural person coald ualified purchaser. For a natural person to
meet the definition, he or she would have to own at least $5 million in investfifeAtgamily compan§ with at
least $5 million in investments also a qualified purchaseXlso trusts where the trusteedathose 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®2 In addition, any other person such as an institution with at least $25 million in inveétitfafisswithin the
definition. So, wealth beaaea proxy for financial sophistication. Legaltyeated entitiewere alsaonsidered
Aqualified purchasers. o

In its adopting release, the SEC also addressed the question of whether participants in a retirement pla
(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
generally that the person makitige investment decision to invest in a Section 3(c)(7) Fund had to own a requisite
amount of Phowever theecCamnsissian noted that for a retirement plan where the participant does not
make the investment selectiossch as a corporate, unionpublic pension plarthe plan would be considered a
qualified purchaser of investments made by the plan trustee.

4. Freedom to Charge Performance Fees undePrinateAdvisers Exemption to the Adviser&ct

Managers of hedge funds are exempt from reggisn under the Investment Advisers Act of 184(the
fi Advi s e assheycaniqoa)ify as a private advi§&The SEC did adopt a rule requiring hedge fund managers
to count every investor in the f unthefars had fediecthan®&nt ¢ f or |
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 2008’
However, some aspects of the Advisers Act do apply to hedge fund mamagjading the antifraud
provisions?® And, many hedge fund managers register on the Advisers Actlerto meet certain standards under
theEmpl oyee Retirement | nc o meandtlusattradt pegsiorifenti assefe 1974 ( AERI
antifraud proisions prohibit actions such as fraud, deceit, transacting with a client without first informing the
fi ¢ | i, feomi-turdning, deliberate mipricing, overstating performance, taking investment opportunities that belong
to the fund, failing to seek best exgion oftransactions, failing to disclose that brokerage commissions were used
to pay brokers for referring investors, failing to disclose conflifts nt er est , using fAkickbacks
practices'>
Under the Advisers Act, performance feesgmlly are prohibited. Howevehe prohibition on
Aper f or ma esnaapplytoehedge fuhdsThus, in addition to charging2% of assets under management
(similar to an activelymanagement mutual fund arrangement), hedge fund managers chasgerinbetween 20
50% of returnd® Hedge fund managers avail themselves of this ex
investors. o

“2HALF CENTURY, supranote __ at 114.

430Final Ruk on 3(c)(7), supra note __.

431 A family company means those entities that are owned by at least two family members (including siblings, spepsesesx descendants,

estates and so on). See fn 7 of the Final Rule on 3(c)(7), supra note __.

432 5ee fn8 of the Final Rule on 3(c)(7), supra note __.

43 The $25 million could be in the institutions own account or held for the accounts of other qualified purchasers. St fRiSadbRule on
3(c)(7), supra note _ _. Tioaerthanfusteecuritieo Ihincloded sedurities,eothdr than those that iepesenta r b
controlling interests in certain types of entiti adcashequwedehtdheldhs @r eal
for investmentpupps es . 0

“*Final Rule on 3(c)(7), supra note __.

%515 U.S.C. § 804 et seq.

436 gee Section 23(b)(3).

437 SeeGoldstein v. SEC, 451 F.3d 873 (D.D.C., June 23, 2006).

“% | EMKE et al,supranote __at 27, citing a variety of S.E.C. releases, including, In revF@agital Mgmt., et al,, Investment Advisers Act

Release No. 2316, Oct. 29, 2004.

3| EMKE et al,supranote __ at 3&8.

“0| EMKE et al,supranote __at 2.

“! | EMKE et al,supranote __ at 41 42.
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Whereas registered Investment Advisers became prohibited in 1970 from charging perfdrasmtttees
to mutual funds ashother investment companies, this was not the case with hedge funds. Section 205(1)(a) of the

I nvest ment Advisers Act sets forth a general ban on t hi
particular it pr ohi btindntsadviter onrthe basisaod a& shaverof capdal gaihseaipon thevoe s
capital appreciation of the f u*f@mgressincladedthispmvisionimthe of t h
Advisers Act because of t he lescteata fncentibea for advieeessodake y pes of
i nappropriate risks in managing a ¢éfientds account in

Initially mutual funds were carved out from this prohibition and were permitted to charge performance
fees. Howeverin the1970 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 perfored#fl n t he same | egi sl ation, @
permitted. Those fees that would decrease or increase |
index, for example, were exempt from the prohibittGh.

Experts diverge on their view of hedge dutompensation. Some believe the performance fee structure
helps align managers with shareholdéfdheyb e | i eve the fAhigh water marko resul
caution in that the manager may not earn a percentage of profits until it is regelretiowever 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 ri$ksin addition even when the fund is performing well:

it he typi calincpndvizésa heohge fuedenarfageeto 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 leverageasesvhen the manager has to

exceed somevapriomafikiogho eat®nh his performance fee.:

In addition, while mutual fund advisers (fund families) have a legatindated fiduciary duty to fund
shareholder$!® hedge fund managers do not have the salfigation. The limited partnership agreement will often
limit the General Partner/ manager®s liability and fidu
Many retail investors were not financially sophisticated but instead status conécides:d ge f unds becse
a synbol of the richest and the best. Paradoxically, the princely fees that hedge fund managers charged enhanced
their allure, for who could get away Wifth such gaudy f

F. LongTermCapitalManagementHedge funds and Syshic 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. tndkedfisybeembcde fisystematic, 0 do
document . Only the words fAmarket integrityo show up, b
else in the document.

There had alreadfrowever been a number of hedge fund scantfathe early 1970s there were reports of
enormous losses through hedge funds. In October of 1971, Gubtanter i ngt on Assockikate inforr
ribbono |ist of around 35 I imited partner achddBl®nt s t haft
million, since its 1968 inceptioft’ Two of the sophisticated investors in that scheme included a Hollywood studio

42 Investment Advisers Act of 1940, 15 U.S.C. §80b.

“3HALF CENTURY, supranote __ at 237.

““HALF CENTURY, supranote __ at 242,

4515 U.S.C. § 8015(b)(2).

44¢Carl Ackermann, Richard McEnally and David Ravensgiiafe Performance of Hedge Funds: Risks, Return, and Inceri#@sor FIN.,
No. 3 (1999), 8334

“Troy ParadesDn t he Deci sion to Regulate Hedge Funds,UILHL&KR (MBLO6s Regul at or )
48 |d. fn 85 at 995.

“°SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180 (1963).

40| EMKE et al,supranote __ at 16.

451 OWENSTEIN, supra note __at 26 (2000).

452 Robert MetzMarket Place: Big Guys Lost in Hedge FuhdY. TIMES, Mar. 16, 1972.
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head and a real estate developer. Other limited partners included a General Partner of brokerage firm Oppeheimer &
Co. and a foundig partner of Donaldson, Lufkiand Jenrette, Int>

However the first backlash around hedge funds, involireate than some sophisticated ineestlosing
their own moneyln approximately one yeaktpng-Term Capital Managemeatgiant hedge fundith $125billion
in assets anplist a 4year track record capsed. WhehTCM melted downthe head of every major Wall Street
bank and the [New York] Fed organized a baif6t. TCM was not just too big to fail, relative to the entire
financial system, butalsojvt al t o the personal fortunes of many Wall
positions would be affected. They had loaned Long Term billions of dollars, and many prominent Wall Street
execut%gas had their own personal wealth tied up by Long TEhey were too entangled to give up without a
fighnt.o

At the heart of the sudden, massive failure of LTCM was levetabad capital ofround $4.8 billion, but
assets of more than $1B8lion and was said to have derivatives positions with a ndtieadae of $1.25 trillionln
a report after the event, the Presidentds Working Grouj

fiThe events in global financial markets in the summer and fall of 1998 demonstrated that excessive

leverage can greatly magnify the negative effects of any eveseri@s of events on the financial system as

a whole. The near collapse of Leiige r m Capi t al Management (ALTCMO) , a
firm, highlighted the possibility that problems at one financial institution could be transmitted to other
institutions, and potentially pose risks to the financial syst8m.

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 19@ Aetve not been
problems with the use of leverage by mutual fund or eskfunds. 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, Magttw  Fi nk, L T C Mdwould hawe beeratlieenvy ol thei mnmst fi
speculativeclosed nd funds Bf the 1920s. 0

The managers of LTCM, including former bond trader, Meriwether and two Nobel prize winning
economists, chosestrategy 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 profifs®

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®> At the time,of this varioussandalsmany recogni zed the failure of priv
Wor ki ng Group wr dasedecohomy reli@s@unrarilyroa makket discipline to constrain leverage.
But mar ket disci f%Neverthelessatime recameendat oh thewaporbwere weak and never
implemented. They were based upon disclosure alone, which did not get enacted. There was no recommendation for
actual restrictions on leverage.

LTCM6s f ai | u rthe opaditysobhedgeflintiselLadk ef drangmey led to concerns about frent
running, market timin§* and systemic risk. As Commissioner Aguitacently remarked A Thi s st ate of
what you would expect when markets are inextricably integrated and the impact of hedge funds is sigmificant,
their actions and their risks are opaque. Simply stated, regulators, legislators and the public have little credible
information as to who is*®ut there and what they are di

453 Metz, supranote __.

“** | OWENSTEIN supranote _ at viii.

455 NomI PRINS, OTHER PEOPLES MONEY: THE CORPORATEMUGGING OFAMERICA 163(2004).

““Report of the President 6s Nédge kundsdev@age angthed essoRs ofllammnCapial Mahbagemiene t s |
(Apr. 2009, available at http://www.treas.gov/press/releases/reports/hedgfund.pdf

4STMATTHEW P.FINK, THE RISE OFMUTUAL FUNDS: AN INSIDERGS VIEW 44 (2008).

458 | oWENSTEIN, supranote, at 26.

*9Klunk, supranote __.

““presidentds Working Group on Hedge Funds, supra note _ _ at viii.
51 For example, hedge fund were involved in the-teading and market timing scandals fire fund industry in 2005.
“’Speech by SEC Commissioner Luis A. Aguilar, Hedge Fund eRoedjul ati on

Fund Services Conference, New York, NY, June 18, 2009.
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Aguilar also noted the potential for insider trading in the hedge fuontiwi He dge funds who pai
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 notTdesepttential
for insider trading has been well publicized and public investors are concerned about the possible effects on market
fairness &hd integrity.o

G. Reach and Retailization of Hedge Funds

Prior to the Global Financial Crisis, some experts reconoi@é that ordinary retail investors be given
direct access to hedge furiti$Professor Houman Shadktmented 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 texidtind) af
the Qualified Purchaser to a lower standard of the Accredited Investor. These legal labels have distinct meanings. As
noted above, the Qualified Purchasdto is a natural person needs $5 million in investments. However, an
Accredited Investomeed only have a net worth of $1 million (or annual income of $200,000 or $300,000 including
a spouseds income). The SEC has confirmed that a per sol
worth %
There are a number of problems with this suggest he first is that actually, retail investors are exposed
to hedge funds already. This is through institutional inveskang entrust with their savings or deferred
compensationln addition, using wealth as a proxy for savsyneffective as willbe discussed below. If we were
more intellectually honest, we6d admit that the wealth
standard. We are really saying that if you have a lot of money, then gambling with some of it ignatdibaal act.
Thus,it is unwise to allow hedge funds to gather and deploy the savirigdigfiualsof average wealtivho 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 furlfund of hedge funds would be the example above where Fund A
invests in Hedge Fund B. Hedge Fund B coul@3€c)(7) fund as well.
Though originally for the sophisticated, they are now available to ordinary investors througsf-hedpe
fund structures. That is to say, in the words of FINRA

AiHIi storically hedge funds htevtat ireese of thd risks they goseds unr e
were only available to a limited number of wealthy, financially sophisticated investors. Now there are funds
that are registered with the SEC “nd invest in unre

Yet thegsfimemti avrategies that involve risks simila
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% contparen 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 %% some structures the furd-fund manager daenot charge a
fee outright at all, but instead is given a share of the fees collected by the underlying hedtiBéyodd these
outright fees, the fund itself has to pay fees and expenses in order to invest in the underlying hedge fund.
Accordingly thesare deducted from fund assets and affect investor r&furn.

FINRA noted in an investeeducation website:

463 pguilar speech.

64 Houman B. Shadab, Rding for Themselves: Creating a U.S. Hedge Fund Market for Retail Investors, 11 N.Y. Univ. J. Legis. & Pub. Pol. 2
(2008).

65 SEC Intepretive Release on Regulation D, 17 C.F.R. Part 231.

‘8 FINRA is theprivate,selfregulatory organization of the financigrvices indusy. It was the newly formed entity that combined the National
Association of Securities Dealeth¢ iINASDO ) wi t h t he regul at ory c ommiFiNRAregisters, requlatesadle w Yor k
educates members of the industry).

" FINRA Funds of Hedge FundsHigher Costs and Risk for Higher Potential Returns, available at

www.finra.org/Investors/ProtectY ourself/InvestorAlerts/MutualFunds/P006028

68| EMKE, infra note __ at 255.

| EMKE, infranote __ at 255.

“OFINRA, supranote __.
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fBecause they are wusual |l y o nylfinancially sophisticated amvestarsmi t ed nu
and do not advertise or publicly offer theecurities, 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 invest*ient products, such as mu

It seems tdoe incredibly ironic, that FINRA needs to explain this to potential investors in hedge funds.
someone needs to receive this explanation, how can they possible assess the complex instruments and risks their
fund would take on?

Yet, thetrade associatiofor managers of alternative investments (including hedge funddylahaged
Fund Association denies that funfthedge funds are offered to any different investor group than regular hedge
funds. They claim that even those funds that are registeredhgi®EC 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 theggpublic. In reality, persons investing in funds of
hedge funds, #ier privately or publicly offeed, must meet the same eligibility criteria as persons who are
permitted to invest in hedge funds dire¢ts.

This statement is misleading because it lmaks 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 fAaccredit ed.-d-hetlge findsitmatiqn, the offarid lsade afe madd to the public, drawing in
unlimited numbers of retail investors including through a 3(c)(7) structure.
There are two distinct types of fuid-hedge funds (often called furad-funds). One type is the
unregistered funaf- hedge funds. fie other is the registered funfthedge funds. In the most typical structure the
top fund (Fund A)nvests in between 25 and 50 underlying hedge f(ifi®ome top funds use a leverage strategy.
Other variations focus on private equity funds as an undgrigivestment as opposed to hedge funds. A majority of
these structures are not registered under the 1940 Act
fund-of-funds choose to register under the 1933 Act.The unregistered funds are contihgod $has well as off
shore.
Some benefits of investing in a fwod-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
diversiitdand i n theory can rely upon t heopfiirseénagemeiiftd n and mon
Anothengnefit is greater liquidity. Investors in the feeder fund are usually permitted to withdraw investments
monthly:.
Some disadvantages include higfess. This results from fees at both thpfund and underlying fund
levels. In addition, some feeder fund managers seek oshfiing arrangemeff® The undefined style is another
detriment. It would be difficult to align ones investment goals with anynstrategies. Also, the structure places
tremendous administrative responsibility on the underlying hedge f(tisally, leverage at multiple layers of the
fund-off und structures, known as fipyrami di ngradeeiadein ageo can
order to meet margin calls, a leverageohd Amay need to quickly sell off its investments in underlying hedge
funds?’®It is quite interesting, that the entire premise of allowing for any type ofegistered fund is that the
shareholderare sophisticated enough to select and monitor. Yet, this extra layering, first, demonstrates they are not
and second, creates ewvaore complexity for investors and evidence of abuses.

“"LFINRA, supranote __.

472 Fundof-Funds Q & A, available at http://www.managedfunds.org/funfefsindsfags.asp

43 THOMAS P.LEMKE, GERALD T. LINS, KATHRYN L. HOENIG & PATRICIA S.RUBE, HEDGE FUNDS AND OTHER PRIVATE FUNDS: REGULATION
AND COMPLIANCE 255(20082009).

474 EMKE, supranote __ at 257.

" EMKE, supranote __ at 257.

7 |EMKE, supranote __ at 257 (referencitMjORTHINGTON, ALTERNATIVE INVESTMENTS AND THESEMI-AFFLUENT INVESTOR96 (2001)
“TEMKE, supranote __ at 25258.

8| EMKE, supranote __ at 258
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H. Obama Administration Proposa. ReformRecommendation

The intelledual edifice has collapsed. Relyingupdrs o p hi st i ¢ &tceudterpanieéd®selt or s, o
preservatioff* and the market& generally to control leverage and speculation was never and is not today a sound
approach. Accordingly, allowing any pocket of theaficial system to cause systemic risk and risk to its own
investors is unwise. When that p o cé&neatketgskActoalinglygshismor e t h
paper agreethat the current legislation introduced by the Obama Administragi a goodirst step, but contends
thatthe 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 thevedofecbntrol be
appropriate. At the very leadimits onleverage (including the use of derivatives), liquidiéguirementsfair
valuationpracticesandprohibitions onself-dealing(affiliated transactionsghould be imposed.

On July 15, 2009, th®bama Administration delivered proposed legislation to Congress that would bring
hedge funds and other private pools of capital under light reguf&fidhis proposal was similar to (but not
identical to) previous legislative initiatives like the Hedge dFulvisers Registration A& and the Hedge Fund
Transparency Act® Additionally, there were many other efforts to regulate hedge funds. According to
Commi ssioner Aguil ar, At hedoeenhileiot®dutetlipg Congregsaeqiirime n at | e a
regulation of the hedge fund industry. o He included in
require hedge funds and other pools to register with the SEC.

Under the Obama bill, for the first time, advisers to these pools would biesctp register with the SEC.

Those dvisers 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

requirements. This would include reports concerning assets, leveragalaftesheet exposure concerning the

private funds they advise. The SEC would have the authority to share these reports with Federal Reserve and the
Financial Services OvsightCouncil In addition, private fund advisers would be required to make disclosures to

investors, creditors and counjearties of advised private funds. They would be subject to copflictterest and

anti-fraud prohibitions. The SEC would have exaation and enforcement authority. Advisers would be subject to
recordkeeping requirements and would be refuired to es:

In terms of drafting, this was accomplished, in part by creating a new definition vhighintestment
Advisers Act. This new ter m, Aprivate fundd would mean:

fian investment fund that

A(A) would be an investment company (as defined in
U.S.C. 80a3)), but for section 3(c)(1) or 3(c)(7) tdfe Investment Company Act of 1940 (15 U.S.C.-80a
3(c)(1)or80a3 (c) (7)) ; o

fand

A(B) deither

A(i) is organized or otherwise created under the | a
i(ii) has 10 percent or moyeUoB.i‘flereonstanding sec

The purpose of the reporting requirements are to help monitor for systemic risk. The Treasury noted that:

“®See Agui |l ar s p eGnedfthe usdenyingsprincigles leehind the iflef that hedge funds could operate with little to no regulatory
requirements was that interests in the funds were only sold in private offerings to wealthy investersEsésrs were thought to be

sufficiently fAsophisticatedo to pr ot ec-tengthhegadtiationinmorer to achievasfaraadn d t o be ¢
equitable terms. o)

480 See Greenspan, supra note .

81 See Greenspan, supra@ot .

82 5ee Bush, supra note

83 35ee U.S. Department of the Treasury PRess| ease, fFact Sheet: Administrationés Regulatory
for the Regulation of Hedge Funds D elitp:/iwew.teas.gdvipresSrelpases/tgdld.hti | | , 0 Jul y 1
“8 Introduced in January of 2009 by House of Representatives members Michael Caplvhpa(tl Michael Castle (fOE).

“% Introduced in January of 2009 by Carl Levin-{D) and Chuck Grassley @).

“® TreasuryReleasesupranote _.

87 private Fund Investment Advisers Registration Act of 2009, Title IV Registration of Advisers to Private Funds
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AThis information would help determine whether
and other private pools of capitahd 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 a8 regul ate

The stated purpose of the proposed | aw ¢®Thefacashdety was t
noted that

Aln recent years, the United Statesowleds seen ex
investment funds, including hed@ends, private equity funds, and venture capital funds. At

various points in the financial crisis,-tkveraging by such funds contributed to the strain on

financial markets.Because these funds were not required to register with regulators, the

governmat lacked the reliable, comprehensive data hecessary to monitor funds' activity and

assess potential risks in the mark&€he Administration's legislation would help protect investors

from fraud and abuse, provide increased transparency, and providéotineation necessary to

assess whether risks in the aggregate or risks in any particular fund pose a threat to our overall
financi af® stability.d

According to SEC Chair man, Mary Schapiro, President Ob:
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). Alsoth®b ama pl an did not make c| ear-sefiifgdeweraigg, andvi | I r eg
trading and reportingofneequi ty pPositions. o
As Aguilar notes in the conclusion of his hedgewor|

should alsoegister. Others have suggested that it may be appropriate to apply limited concepts from within the
Investment Company Act of 1940 to hedge fuddsvyh at s ome hav el ictaelo &de gai nfied. 00 Act
Aguilar suggesta tiering of fundsfiAs funds grow in sizglifferent 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 concepigdothik:
Investment Company Act make sense to apply to these hedgedfusds c h as | mposi n
While leverage restrictions are necessary, the tiefpgoachis of concernhowever, because it invitesore
layering, gamesmanship andinlately ignores collective risk.

F 1imits on

. Responses to Arguments Opposing Regulation

Those who oppose any additional regulation of hedge funds tend to make some or all of the following
aguments: (1) Dondt regul at e hed(@)esophigicatddsinvdsters canutake t hey
care of themselves; (3) human nature (i.e. greed) cannot be successful constrai(@®djovernment regulation is
ineffectiveand undermines business growthey shall each be addressed in turn.

a. Response to Arguménot toregulate hedge funds because they did not cause the GFC

“® Treasury Releassupranote _.
“® Treasury Releassupranote _.
““Treasury Releassupranote _.
41 Joseph Checklefbama Plan to Regulate Hedge Funds is Far From CompletadL St. J., July 19, 2009.

92 pguilar speechsupranote .
493A :
guilar speechsupranote .
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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 positioofientaken by those who work within thedge fund industr{’* and those
who are paid advisers to the industry, such as legal cotffsel.

Hedge funds operators have repeatedly worked to deny the connection between their practices and systemic
risk. They resist regulation of their advertising and strreent 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 funé empperated 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 aated, if someone sold snake oil and said it was a proper medicine for curing cancer, we should not
therefore regulating drudgsecause 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 Fandxamplefi s ev er al hi gh
profile hedge fund management firms were among the first to publicly and accurately assess the dangers inherent in
the housing finance system, mortgage % aoekceuttllasdegheur i ti es.
behavior ofsomeinvestment trusts (thewutual fund precursor) in 1929. One scholar observed that after the crash,
investment trusts bought up otherwise unmarketable securities from fund managers who neédedmaster, it
still made sense to regulate these investment pools then and as ibday.

SEC Chairman Aguilar raised these questions. iAs we
impact of hedge fund activity on the broader capital markets. For example, there are questions about whether hedge
funds may have contributed 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
resulteggg; large amounts of risk to the market thtothe use of short sales and derivatives, such as credit default
swa . 0

b. Response to Argument th&bphisticated Investors can take care of themselves

One key premise supporting the haiodisapproach to private investment pools like hedge fundsats th
only sophisticated investors may invest and that sophisticated investors can take care of th&ftBethest these
assumptions are faultne of t he greatest problems with the term fAs
sort of 1920s throwdick, a champagne swilling, aseg¢aring dandy in a Newport mansion. In fact, sophisticated
investors are often |l arge institutions who manage ot he.l
pensions of millions of AmericansSophisticated Invests are often intermediaries, sometimes fiduciaries,
channelinghe savings of others into unreasonably riskyestments they could not reach directly. The
Sophisticated Investor may be the legal owner, but is not truly an investor. An investor is samnegngs their
money at risk and realizes the gains and losses of an investment. Thus, the ultimate investor at thimegd o
chain of intermediariesecomes exposed to highly leveraged hedge funds and other potentially risky investment.

Another probém 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 tithe a large bank account, investment portfolio or even
some real estate assets. Thusginvernment determines that certain institutions and then other natural persons, by
virtue of their wealth are somehow more capable of ferreting out fraud andtprgtdnemselves. There is no other

494 35ee, e.gAn Interview with a Capitalist Pig: Jonathan Hoenig on Hedge Funds, the Economic CrigtseaRdture of Amerigad THE
OBJECTIVESTANDARD No. 2, (Summer 2009), available at http://www.theobjectivestandard.com/issuest@fter/jonathahoenig
interview.asp

4% gee Alexandra Poe, The Myth of the Unregulated Hedge Fund, 2 Bloomberg Law Rep@r{@0a9), available at
http://www.reedsmith.com/_db/_documents/The_Myth_of_the_Unregulated_Hedge_Fund.pdf

49 SpECIAL REFOT ON REG. REFORMADDITIONAL VIEWS supranote __ beginning at 54, 88 (submitted by Congressman Jeb Hensarling and
former Senator JohB. Sununu).

97 CHERRINGTON supranote _ at 7 citing the S.E.C. Investm@ntistsand Investment Companies, Part Ill, Chapter |, page 28 (1935).

98 aguilar speech, supra note __ at

% see, e. g. Agui | ar truly pophesticated ingestqisr m@ivate detle should befheld accountable to the terms that they
knowingly negotiated and i f an investment were to go bad, they should bear tt
institutional i nvest orteynesa todegrestriatet Moen certgireaotipnis thal creatmondue Ksk.

50



Enablers of Exuberance
Jennifer S. Taub

Sept. 4, 2009
DISCUSSION DRAFT

standard, such as has the person paalsélels of theCertified Financial Analysbr Chartered Alternative
Investment Analystexam. Yet at the same time, experts in hedge fund analysis readily admit that trensé&ildous
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 fisophisticatedo enough to
possess a PhD imfance and have the ability to recognize that a traditional mean variance analysis will never
distinguish between a legitimate strategy and somethin@lgteorting oubf-the-money put options strategy. The
resulting return will be mostly positive, but e the fund experiences losses, they will be extr8fitdoreover,
how can a sophisticated investor be a match to a super computer that must run for days in order to price an
instrument?®*

One might suspect that wealth was good enough for Congress anddhas3Be 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
sophisticatd 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 thengovexpanded exemptions for
private offerings of investment pools, they did so by showing tremendous reverence for the powers of sophisticated
i nvestor s, mainly institutions, but others asywell, wh
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 indi:
duped or swindled. Moreey, included in this bunch are brilliant Nobel prize winners and Treasury Department
Secretaries | ndeed, when on tliigoousiindestére theseesameagyenmdendefend themgalves
claiming that did not or could not have understoodrisies. One would hope they cannot have it both vatgsstill
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 Harvardlowment.The Harvard endowment, grew from around
$25.9 billion in 2005 to a peak of around $36.9 billion in 2008. It loss 802009. While the investments in
guestion were |l argely f#fAprivate equi t ystimguishdblafromhesigef r om a
funds. Both are uregulated, private investment p6&sThough private equity is beyond the scope of this paper,
the lesson here applies more broadly. Using wealth or capitalization teistand financialsio phi st i cat i on¢
intellectually dishonest and empirically unsupportable.

At Harvard, everthe most sophisticated of gatekeepé&osnier Treasury Secretarieawrence Summers
and Robert Rubin) could not control their own hired hands. Apparently, Jack Meyer who was theHeadrad
Management Company left under criticism regarding remuneration and strategy. Some of his managers were paid
fei-fgihgure salariesdo and both Summers and Rubin questior
Meyer left, the chief risk offier, chief operating officer and chief technology officer along with 30 portfolio
managers and traders followed. Meyers was seen to have
without f*he engine. o
Perhaps employees did not sufficiently conmicate with their peers or replacements and huge losses

resulted. For example mistakes were made with certain derivatives contracts:

AiThe swaps were put in place under former Harvard p
the university aginst 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 resul ™ was a $1 billion loss. o

5% ANDREWW. LO, HEDGE FUNDS: AN ANALYTIC PERSPECTIVE(2008).

501 .

Crotty & Epsteinsupranote __.
%02 Craig Karmin & Liz Rappaportiarvard Cuts Risks; Loses Bond Manag&t&LL St.J.,June 23, 2009, Al.
%93 Munks,supranote __.
504 Nina Munks,Rich Harvard, Poor HarvargVANITY FAIR, July 2009, available at
http://www.vanityfair.com/online/daily/2009/06/harvard.html
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The abilityof 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 fArento or p. e, ithbse who hile these follks,mepeagdy igddreshese yeayl | vy
powerful behavioral factors. The Harvard story is similar to what the U.S. faced after bailing out A.l.G.

Another sophisticated investor was Tremont Holdings, Inc. Tremont is part of théé€penFunds unit of
Massachusetts Mutual Life Insurance Co. Tremont lost over $3 billion in client assets after acting as a major
ifeedero to Bernard L. Madoff I nvestment Securities pol
were investedvia assorted feeder funds) with Madoffremont attempted to refund monieyclients by liquidating
other assefqioweverivas bl ocked by many fAgatesod and other restric
and hedge fund positiori¥. Clientshawe sued, claiminghat Tremont sbuld have known about the frauftemont
has denied the allegatiansstands to reason, then that if Tremont is liable, then it failed in its responsibilities as a
sophisticatednvestor. If Tremont is not liable, then sihows that sophisticated investors are incapable of
monitoring.

Indeed, without suchllegedlysophisticated middlemen, Madoff could not have thri’&dOne of, if
not the, largest loser in the Madoff ponzi scheme was Fairfield Greenwich Group. Lesviougly wellregarded,

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% In between posing for magazine spreads and traveling between various hdBresnwich

Palm Beah, Manhattan, Southampton and MustiGtfeMr. Noel, as a fiduciary was supposed to be keeping a
watchf ul ey e o nNodl was the dpitormenof sephistioation. élg earned a masters in Economics and a
law degree from Harvard. One of his partners-airfield Greenwich was formerlwith the SEC. The problem,
seemed to be that it became a capital introduction service for Madoff instead of a fiduciary to its clientshisideed,
entire personavas straight from central casting, the elder statesmaitaéive of honorable characters played by
Jimmy Stewart and Gregory Peck, according to a friend and industry vé&teran.

Fairfield Greenwich charged clients annual fees of one percent of assets under management, plus 20% of
capital gains on investmentscéording 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 dott®Bignificantly, as i ngl e feeder fund, the #F.
operated by Fairfield Greenwich, directed its assets exclusively in M#ddffad Fairfield Sentry be subject to the
1940 Act (or even any reasonably modest obligations for diversification), these losddsnabhave 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 fane 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 portiith Wladoff).>*? The representations made in the more than
50 page offering memorandum, wereaninglessn retrospect. e limited partnerginvestors)learnedin a short,
three paragraph letter than the $1.8 billion they had entrusted him with had beely entested in Madoff*® In
the letter, Merkin des cr’*YeeMerkihwashsienisfe lafs nao ti voincltyi nii soofp hfi
SEC standards, but alacgraduate of Columbia University and Harvard Law ScASol.

An attorney representing se 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 restrainmgstorliquidity. Investors could only withdraw annually and with 45
days notice™®

505 Jenny Strasburd) Madoff Feeder will Auction AsseWALL ST. J., Aug. 15, 2009, B3.

5% Eric Konigsberg)n Fraud Case, Middlemen in Spotlight Y. TiIMES, Dec. 16, 2008, Al; available at
http://www.nytimes.com/2008/12/17/business/17hedge.html?scp=4&sg=konigsberg%20middlemen&st=Search
%07 Konigsbergsupranote __.

508 Konigsbergsupranote .

0% Konigsbergsupranote __ (from the perspective of George L. Ball).

1%Konigsbergsupranote .

511 Konigsbergsupranote .

512 _eslie Wayne)nquiry Started of Financier Who Invested With Maghsffy. TiMES, January 15, 2009.
513 Alison Leigh CowanFirm that Trusted a Disgraced Investdt.Y. TIMES, December 15, 2008.

514 Cowan,supranote __.

515Wayne,supranote __.

516 Cowan,supranote __.
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Mer kinds own hedge fund clients were fAa | arge swa
charities and schools that invested with him are now holding worthless investments andotmgkpgain to their
constituents wh y®Hisdientmioctugey 15wmenprofit instEutio’HAmMong the sopisticated
Merkin investors was real estate developer and publisher Mortimer Zuckerman who claimed losses of $30 million
from his chaitable trust™® Additionally, institutions ofhigher 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 millipr*°

The offering memorandum which gover neacahledfrivatei nds i r
ordering or private contract is no match to substantive regulations. The standard language informed the limited
partners that i nvwestomeanntd tweate Mtshpeercaul man bfar benefits assur al
of the foregoing a7 Ipdeadaup flonter phge 2, it iaformesl théni tzaeMerkin had the right
to hand over assets to a third party manager. Indeed, the dattm al so reveal ed that he
circumstances permit, to adopt a selective approach in evaluating potential investment situations generally
concentrating on relatively fewe? transactions that he

Merkin and hislegal 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 leeeeirred. Too much oversight, inspection, controls are
part of the law that would be much more difficult dmcumvent.Another middleman was Kingate Management

which | ost $3.5 billion. I nternational dbrg$8MK dilioa)] so | os
Switzerlandés Union Bancaire Prive (%1 billion) and Au:
Another theory, that selfterest will somehow help middlemen do a better job of protecting clients is
undermined by these examples. The Noel mi | vy , apparently had fAa very substa
personal assets . . . invested wit FfEfherrthe annuhl febkangre f f al o
enough incentive to overlook the warning signs, or as noted abophisttated investors are no match to
fraudsters. They need to be stopped from damaging thei

system. Moreover, the federal securities laws were designed with this in mind, not simply aboutdrelpirestor
on an individual transactiorklowever, 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 discovemttérdtated
ownerslip (i.e. a greater than 75% owner) correlates with lower perforntance

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 amdl thrat arises in an opaque
market. Thus, it is indefensible that the same entities who wish to have adffaapproach to privatenvestment
pools based upon theoretical fisophisticated c¢amblest or so
of monitoring investments. Clearly, the reason for wis
as many assets as possible from the largely unsophisticated and have the freedom to engage in risky, highly
leveraged transactigrthat produce huge fees for the financiers and no liability at the other end for losses.

c. Response to Argument thidtiman Nature Cannot Successfully be Restrained

There is an oftepeated cynical statement that human nature, such as it encouragemdréacs
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 makethis argument have no qualms about demanding finely honed regulations to hem in the human nature of
their counterparties and customérsicluding such things as mandatory arbitration provis{arisch fight the
fiselInft er e smassiveockads aaticgettlementspankruptcy laws disfavoring consumer debtors @teese

17 Cowan,supranote __.

518\Wayne,supranote __.

51%Wayne,supranote __.

520\Wayne,supranote __.

%2 Cowan,supranote __.

522 Cowan,supranote __.

52 Konigsbergsupranote .

524 Konigsbergsupranote __.

52 Stephen Brown, William Goetzmann, Bing Liang and Christopher Schivarmjatory Disclosure and Operational Risk: Evidence from
Hedge Fund Registratip J.OF FIN., forthcoming, available dtttp://papers.ssrn.com/sol3/papers.cfm?abstract_id=918461
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same groups advocated for |l aws to restrain the human n:
bankrupt consumer debtoHowever, somehowuman nature needs to be unfetteamd free and cannot possibly
be a match t o thehgmah aatuie ofthe fimdneidheyiundérsand how rules (and the absence of
rules) can #Hect behavior, so long as it is not their own.
On a related notélan Blinder makes a good @that the incentive systems exasperate the natural
tendencies of financiers.

AfTake a typical trader at a bank, investment bank,
that these folks are generally smart young people with more thanualkappetite for both money and

risk-taking. Unfortunately, their compensation schemes exacerbate these natural tendencies by offering

them the following sort of gfor-broke incentives when they place financial bets: Heads, you become

richer than Croesusails, 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 cpm®PM will absorb almost all of the

|l osses Anyway. o

d. Response to Argument thiaegulation Undermines Business Growth and is Ineffectivieedundant

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
restoredn investment trustsThen the industry flourishe@he 1940 Act and accompanying regulations is complex,
detailed and comprehensiv@ne 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 tirtieedict, there were only $2 billion in assets under management
at U.S. funds. By the time of the study, around $1.3 trififd@nd, as of June 2009, over $10 trillidf.

Indeed, not only did the industry grow as a result of intensive operational comtatds, grew by indirect
government subsidy. With the creation and rise of the 401(k) plan, which allows employees to put dasy pre
wages into employer sponsored defined contribution plans, mutual fund assets exponentially grew. Between the late
1 9 5 and kte 1970s, assets hovered in the $40 billion dollar range cTéeyed up in the early 1980s past $200
billion. Then, rapidly shot up to more than $1 trillion in less than 10 yés#sknowledging the raceo-the-top

effects of sound regulatioMartt n Whi t man wrote in a |letter to sharehol d
regulation, the outside investor knows that money managers can be trusted. Without that trust, the industry likely
woul d not have growH® the way it had grown. 60

VI. Stop Embling End Speculation with Credit DerivativeShut down the Credit Casino

This paper recommends thagvices, likewe no longer alloveredit default swaps, initially designed to
minimize and distribute risk to be used for speculation or gamtitixgets contend that CDS led to bailouts of
Bearn Stearns and AIG as well as the demise of LehByaR005, there were $12 trillion in CDS contracts
outstanding! Presently, the notional value of the CDS market is $28 triffibAt the peak at the end of 20Gfe
notional value of CDS waanywhere between $57.8 a3 trillion.>**In May 13, Treasury proposed
amendment the CFMAto requireosbec ount er deri vatives trades to be cl ea

5% Blinder, supra note __.

52" HALF CENTURY, supra note __ at xviii.

%28 |nvestment Company Institute website.

52 Investment Company Institute, Wisenberger FinalnBervices & Lipper Analytical Services Chart, Growth of Management Investment
Company Assets 19401990 inHALF CENTURY, supra note __ at ix.

530 pguilar speech, supra note __ citingtter from Third Avenue Funds Chairman of the Board Martin J. Whitm&harheolders, at 6 (Oct.
31, 2005) available atww.thirdavenuefunds.com/ta/documents/sl/shareholderl€itsget. pdj.

SSLTETT, supranote __ at 129.

532CDS Counteiparty Concentration Has Increasdtitch, REUTERS Aug. 20, 2009.

533 Jonathan R. Laindpefusing the CrediDefault Swap BomtBARRONS Nov. 17, 2008.
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c ount e r"Pvhiletcenaas clearing andansparency are important, ending excessive speculation is critical.
The entire ovethe-counter derivatives market stands at $592 trillion. Five US banks are expected to earn $35
billion in trading derivative contract§> Therefore, the likelihood of wiring this battle against wefinded

lobbyists is slimHowever, it is still a valuable discussion.

It may not have been overt fraud, given the complexity of these instrurBests those responsible for the
sale of CDS did not understand them. In arour@22@ Goldmaris a ¢ h s ( fi Garthedimcharge pf swaps for
corporate clients called a meeting with a managing partner about credit derivatives to ask what théy were.
Grasping the growing importance of CDSlitdenvétivesanbcad@O of G
as his per®dhaly fwejectmodung -growieg phodutts ie financeatmodghdutalet e s t
1990s0 and Atheir use grew s corporate debt issuance |

The CDS market is rife with conflictsf-interest. Aparently, some now appreciate that "It is problematic
that "the dealers who make the markets should be in charge of the pricing séfVices."

Other problems arise from lack of transparency which creategeding ground for insider trading. A
former Goldnan 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 firm
emergency credit facility for Ahold, aliedly earned $15 million by trading credit derivatives prior to the public
announcement of Aholdoés earnfi@sheni ssxampmest ontleaved
preceding a news press release were at Tyson Foods and UnumProvigerdg. @edit 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 b% regulations. o

In addition, the use of credit default swaps contracts where a cogpoisthe referenced credit, can
interfere with reorganization under Chapter 11 of the Bankruptcy &b8ecording to Professor Hu and Professor
Bernard Black, this debt Adecouplingd can under mine t hi
financial system generalf{® 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, baase 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 bankBaplicBear Stearns
and AIG were CDS dealers. A large motivation for the US guwent intervention was CDS expostf&The
uncertainty of the Chapter 11 process may have played into this decision.

Some argue that Whi | e CDS may be used to manipul ate cert e
manipulation with CDS did anything otheratihhasten the collapse of financial institutions already overinvested and
overexposed to mortgagee | at e d °% eVlarket imanipudason i and of itself is a problem. The insider
trading cases involving CDfreaten investor confidence and markeegnity. In addition, CDS were there at the
outset and hel ped those financi al institutions become |

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 *f IG&i8ad, as
reflected above, there are four attributes associated derivatives, they are linked to asset price bubbles, create risk,
speculation diverts eneygand effort from productive economic activities and trading in derivatives has been linked
to fraud and insider tradirg’

534 Timeline,supranote __

53 Christine Harper, Matthew Leising and Shannomridgton, Wall Street Stealth Lobby Defends $35 Billion Derivatives Haul

BLOOMBERG.CcOM, Aug. 30, 2009.

%6 priNs supranote __, at 109

37 PrINS Supranote __, at 8.

58 prINSSupranote __, at 9.

%391 iz Rappaport, Carrick Mollenkamp & Serena,NbS. Tightensts Derivatives ViseW.S.J., July 15, 2009 at C1.

50prINSsupranote , at 111.

S prINSSupranote _, at 112.

%42 Hu, supra note __, citing Henry T.C. Hu & Bernard Bldetuity and Debt Decoupling and Empty Voting II: Importance and Extensiéfs

PENN. L. R. 625 (2008).

543 Id

544 5ee Adam DavidsonHow AIG Fell Apart REUTERSSept. 18, 2008.

54 Shadab@Guilty by Associationt 45.

546 3see, Lynn A. Stout, Testimony before the United States Senate Committee antdgridorestry and Nutrition, Jun. 4, 2009, available at

QEtJ)://ZlGAO.253.202/~usscanf/index.php?option=com_events&task=view_detaiI&agid=32&year=2009&month=6&day=4&|temid=44
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A. De-Reqgulation of Credit Derivatives

As described above, crediefault swaps were used to speculate on the performance of articul
mortgagebacked securities as well as the mortgage market gendrhailg, the EMA is a chief legal Enablefhe
law did more than stay handasdf. It actualy enabled the growth of a market.

The preamble of the CFMA hodze and anfenddhe CammadityfExchapges e a's
Act to promote legal certainty, enhance competition, and reduce systemic risk in markets for future-tirel over

counter derivati ve3¥®Thedawexplicityst at @ert patr pdispesnsptitel | super ¢
application of any State or local law that prohibits or regulates gaming or the operation of buckét“Sfides.
need for this language reinforces teality thatCDSwer e fAa form of | egalized gambl in

on financial outomes without ever having to actually buy the stocks and bonds and mortgagesd 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 itf84.
In addition, according to Professor State CFMA gavecounterparties the ability to enforce agreements
in court.In other words, this deregulated market grew with government assishaiareto that change, there was
uncertainty about the enforcelityi of these swapdi C o m ntawrudges accordingly viewed derivatives
speculation with suspicion. Under the rule against difference contracts and its sister doctrine in insurance law (the
requirement of fAinsurable IdnétedbedoOprodedi vat heedgeominr
the underlying were deemed nothi®g more than |l egally u
Stoutcontends that:

iThe CFMA not only declared financi al derivati ves e
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 lawd not some flash of genius on Wall St@ehatc r eat ed todayés $600 trillio
mar K8t . o

Stout calculatesth@ By 2008, t he noti onal 0 thaik, thesize df the outstanding betsv at i v e

as measured by the value of the things being betdupaas estimated at $6Qrillion, amounting to about $100,000

in derivative bets for ever®% man, woman, and child on |
After the CFMA, h 2002, when the topic of regulation arose, Alan Greenspan objected.

ithis market, presumed t oediprofessidnalsechagbeen largatyg@xemm mong s o
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 matkets.

Given that that premise of the sophisticated investor has crumbled, it also follows that we should examine the
Asophisticated prof essi on aWwhetberthese peofdssionals camtake datreef quest i o
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 tiaé géblec, not operate

simple to generate fees and bonuses for the gamblers therein.

58 The Commodities Futures Modernization Act, H.R. 5660, available at
http://www.cftc.gov/stellent/groups/public/@Irrulesandstatutoryauthority/documents/file/ogchr5660.pdf

549 CFMA Sec 117 Preemption.

550Kroft, supra note __

%1 Stout, supra note .

%52 Lynne A. Stout,How Deregulating Derivatives Led to Disaster, and WhyRRgulathg Them Can Prevent Anoth&loMBARD ST. 4,7
(2009)available at http://www.finreg21.com/files/finreg@hreg21/Lombard%207.pdf

53 Stout, supra note __.

%54 The Federal Reserve Board, Remarks by Chairman Alan Greenspan before the Society of Businist&damaion, U.K., Sept. 25, 2002,
available at www.federalreserve.gov/BoardDoc/Speeches/2002/2002209252/default.htm.
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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:;

ATherset raurcet ur al reasons why O6sophisti t@maydodasf i nanci
if they misunderstant the risks of the derivatives they offer. If such decisionmaking errors threaten the
survival of the dealer itself, a request for govemn t a | intervention will not be

Hu informed the Committethat notwithstanding the intricate models created by geniastitativeanalysts to
price creditderivatives certain behavioral factors interfere with accurate risk assessment.iThesel ude ficogni t i
bi asesd and an incentive system within the derivative |
cognitive bias he mentions is the #ft ehPdofessoriNassim i gnor e |
Talebdeenedt hese fAbl ac®X swanod events.

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:

it i s hard for wus, wi thout b

eing flippant, to even
would see us losing even one dollar®in any of those

In its 2006 10K (annual filingwith he SEC made in early 2007), Al G also de

obligationd under®™ Al G CDS as firemote. 0
This helps illustrate the failure of sophisticated investors to either understandaigkacts were limited
t o a var i etayt eadfd fisnovpehsitsotris alse iflustnatesdhe mativetighoee risk+ whenu t e . It

one is being compensated extremely way up front and only for winninglthetfiead of the AIG financial products

division, Joseph Cassano, pocketed $315 miffftg r owi ng Al G6s CDS eTXhsexpasuree t o $4 4
brought down the firm and required a $170 billionpayer funded bailouThe AIG example also illustratéise

problem with relying solely upon a disclosure regime to protect shareholdefsegmaliic 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 EnablingAllow Homeownes to LienrStripping with Chapter 13: Bailout underwater
homeowners

Ai[P]ick yourself up/ Dust>™®

yourself off/ Start alll o]
The Bankruptcy Code permits bankruptcy courts to modify the terms of almost all loans. This includes
secured loans, forlich the lender has some right in the collateral and unsecured which are backed by nothing more
than the borrowerés promise to repay. One type of | oan
modification of first mortgage loans on peipalresidences.
This paper also suggest tiigdnkruptcyCodebe 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 group¥? academic¥® and politicians® have continually advocated for this change to the Bankruptcy

SHenry TC.HuCr edit Default Swaps and the Financoi aHe aQriinsgi so:n fTlhnet errocl oen noefc t
Derivatves in the U.S. Economy, U.S. House Committee on Agriculture, Oct. 13, 2008, referencing Henry M&GuHderstood Derivatives

Yale L. J. (1993).
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58 Hu, citing Getchen MorgensoBe hi nd | nsurer &8s Cr i s jNY,TIMBY Sept.®?8, B0P& ALt o a Web of Risks
%%Hu, supra note __.

60 Michael Daly,Pin AIG Woes on Brooklyn Boy: Joseph Cassano Walked Away with $315 Million While Company StBggerddews,

Mar. 17, 2009.

®fPi ck Yoursel Fielddpdo by Dorothy

%62 See, e.g John Rao (National Consumer Law Center), Henry J. Sommer (National Association of Consumer Bankruptcy Attorneys), Travis

Plunkett (Consumer Federation of America), Ira Rheingold (Nationalofetson of Consumer Advocates), Ellen Harnick & Eric Stein (Center

for Responsible Lending)pint Memo for Proposed Bankruptcy Law Refopr. 27, 2007.
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Code.Courts should be permitted to reduce the principal outstanditizednan so that it is no langthan the value

of therelatedhome. This is known as liestripping. Perniting lien-stripping under Chapter =& well as Chapter 7,
would create value for both lenders and borrowers. It would also help rpdaceinderwriting and inflated home
valuations and protecting the most vulnerable from the impact of the financiinsgbtisedVhile this might make
the cost of borrowing and access to loans more diffithit,empirical evidence may suggest otherWsand if it
were the casethis is not a terrible resulEasy access to credit leaves middleclass consumers enslattegl to
fulfillment of past desires. Restrictive bankruptcy laws make the abiligeta fresh start after unexpected health
problems andob lossesvery difficult. Upfront barriers to unwise excessive lending can have good efiiedezd,
the state of Veront, with extremely strickaws on mortgage lendinganked number 48 on a listing of states with
the highest repossessimtes in the natiorr®®

A. Why Homes are Under Water

By the end of June 2009, more than 33% of all mortgaged homes in the U.S. derevater®’ This is
up from 10% at the beginning of 2008, at the beginning of the recession, and well into the subprintoaoniss.
are under watdn large part because home values were infl&eideswere inflated due to the refinancing craze
and thathe refinancing craze was propelled by the mountain of credit card debt Americans have accamdilated
the demand for mortgages to pool and securitiZeether in subprime loans or otherwise, consumers needed to treat
their homes like castegistersinoder t o have cash. And, even when they o
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 marketould object to the suggestion that prices were wrong.

Willing buyers and sellers should, in theory arrivéhat rightprice. Buyers can observe prices more readily with
internet publication of MLS listings and registry of deeds online databaseshigas & mistaken assumption,

somet hing Professor Paul Krugman wofidlnd tchael Ic atshee off k ehtocuhsi

do carefully compare pricés with the prices of other houseBhat is, they make sure that tgaart bottles of

ketchup are the same priceasgneart bottl es. As webdbve seen, however, t

whet her the overall |l evéd of housing prices makes sens:
In addition to the ketchup problem, there is also thn@ncing problem. In ther words, when a

homeowner is refinancing a | oan, while he or she is in

of the home low. In fact the incentive goes the other direction. Someone refinancing a loan who hopes tc 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, selléhoan andepeat Even those homes that are barely inhabitable received good appraisals
And, when undewriters questioned a valuatiothey were pressured into approving the I0Bme mortgage brokers
on the ground were compensated well for these pradiicewell as pushing people into unwise subprime loans).

Many homeownersised refinancing to pay off huge credit card bills, medical and dental bills or car loans
(past consumer spendin@therswent to vacations, school tuition, expenses shoppingréigpending). 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 sed 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 terribeiongonsequences.
To add to the problem, instead of cuttingtheir 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 s abWondyijustnagicallcappedad. Itaiflfoor d i t |,

%63 3ee, e.g. Eric A. Posner & Luigi Zingales, The Housing Crisis and Bankruptcy Reform: TiwecRaged Chapter 13 Approach, The
Initiative on Global Markets, Working Paper No. 32, Feb. 23, 2009.

%64 See the discussion below of the amendment introduced by Senator Durbin that was defeated by the Senate.

65 See Levitan & Goodman, infra note __.

5% Gary Fields\Vermont Mortgage Laws Shut the Door on Busind BoomAug. 18, 2009.

57 Bob TedeschiThe Depths of Mortgage DelM.Y. TIMES, Aug. 28, 2009.

%68 paul KrugmanKetchup and the Housing BubblIBl.Y.T., July 19, 2009 available at http:/krugman.blogs.nysim@m/2009/07/19/ketchup
andthe-housingbubble/

58






