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I. The Federal Reserve’s Multi-faceted Response to the Credit
Crisis

The Federal Reserve’s response to the current credit crunch
signals operational and ideological changes in policymaking. The
Federal Reserve has four duties: (1) conducting monetary policy; (2)
regulating banking to ensure “safety and soundness” and protect
consumer credit rights; (3) stabilizing the financial markets; and (4)
providing financial services, such as operating the payments system.*
Until recently, the agency had adhered to traditional monetary policy
tools and “safety and soundness” regulation, while it had placed less
weight on consumer credit protection.? The 2007 credit crisis,
however, prompted the Federal Reserve to unveil unprecedented
monetary policy tools and to emphasize consumer credit protection
initiatives. Through this combined approach, the Federal Reserve
seeks not only to alleviate the apparent symptoms but also to address
the underlying causes of the credit crunch so that investors may
redeposit their trust in the financial markets.

A. Background on the Source and Scope of the Credit
Crunch

Economists define a bank “credit crunch” as a significant
decline in the supply of bank loans.? Interactions between adverse
macroeconomic forces and speculative transactions in the subprime
mortgage market led to the 2007 bank credit crunch.® Starting in

! THE FEDERAL RESERVE SYSTEM: PURPOSES & FUNCTIONS 1 (9th ed.
2005), http://www.federalreserve.gov/pf/pdf/ipf _1.pdf.

? See Monetary Policy and the State of the Economy: Hearing Before the H.
Comm. on Fin. Servs., 109th Cong. 1 (2005) (statement of Alan Greenspan,
Chairman, Bd. of Governors of the Fed. Reserve Sys.). http://financial
services.house.gov/media/pdf/072005ag.pdf; see also Heidi Mandanis
Schooner, The Role of Central Banks in Bank Supervision in the United
States and the United Kingdom, 28 BROOK. J. INT’L L. 411, 427 (2003).

® See Ben S. Bernanke et al., The Credit Crunch, 1991 (no. 2) Brookings
Papers on Economic Activity, 205, 207 (1991) (defining “bank credit
crunch” as “a significant leftward shift in supply curve for bank loans,
holding constant both the safe real interest rate and the quality of potential
borrowers™).

* Monetary Policy and the State of the Economy: Hearing Before the H.
Comm. on Fin. Servs., 110th Cong. 2 (2008) (statement of Ben S. Bernanke,
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2006, after several years of excessive growth, the domestic housing
market began to contract.” As home prices fell, many homeowners
with poor credit histories found themselves unexpectedly stuck with
subprime mortgages, which they had borrowed on the assumption
that rising home prices and income would enable them to afford
those loans.® On the other side, speculative homeowners could no
longer “flip” their homes as planned (i.e., buying and quickly
reselling for a profit).” Furthermore, those with subprime adjustable-
rate mortgages (“ARMSs”) could no longer refinance and thus, faced
reset interest rates much higher than the attractive introductory rates
that they could afford.® The combination of falling home prices and
excessively risky mortgages led to high default and foreclosure rates
in 2007.°

At the same time, banks were originating loans, bundling
them, and selling shares in those bundles as mortgage-backed
securities to investors all over the world.’> Banks used this
securitization process to engage in off-the-balance-sheet lending,
which allowed them to avoid regulatory capital requirements.** The
subprime failure rendered lenders wildly uncertain of the true risk
levels of subprime-backed securities and other derivative
instruments.*? Consequently, the value of such securities collapsed.™

Chairman, Bd. of Governors of the Fed. Reserve Sys.), http://www.house.
gov/appsllist/hearing/financialsvcs_dem/022708_mpr_house.pdf.

Id.
® Ruth Simon, Rising Rates to Worsen Subprime Mess—Interest Payments
Set to Grow on $362 Billion in Mortgages in 2008, WALL ST. J., Nov. 24,
2007, at Al.
1d.
®1d.
° Ben S. Bernanke, Chairman, Bd. of Governors of the Fed. Reserve Sys.,
Fostering Sustainable Homeownership, Speech At the National Community
Reinvestment Coalition Annual Meeting (Mar. 14, 2008), available at
http://www.federalreserve.gov/newsevents/speech/bernanke20080314a.htm
(stating that at the end of 2007, more than 20% of the roughly 3.6 million
outstanding subprime ARMs “were seriously delinquent . . . about four
times higher than it was in mid-2005” and that “more than one-half of the
foreclosure starts in 2007 were . . . subprime”).
19 David Wessel, Crisis Tests Fed Chairman’s Toolbox, WALL ST. J., Aug.
23, 2007, at A2.
11 1d. (“Banks still make lots of loans and mortgages, but they don’t hold
them on their books . . . ."”).
21d.
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Although the subprime mortgage market was largely a U.S.
phenomenon, it generated global panic through the widespread use of
securitization.** The collapse of subprime-backed securities forced
banks to absorb large losses and to anticipate further fallout.’® To
protect their balance sheets, banks became highly risk-averse,
offering to each other and to firms and households less credit on
stricter terms.’® The heightened risk aversion spread from money
markets “to almost every corner of the credit markets.”!’ The
ensuing credit crisis has restrained economic growth, stirred
recession fears, and aggravated global financial turmoil.*®

B. Easing Illiquidity with Unprecedented Monetary
Policy Tools

The Federal Reserve responded to the subprime crisis and
the credit crunch by introducing unprecedented monetary policy tools
to increase short-term capital flow. The Federal Reserve has
recognized that it must actively pursue both monetary policy and
consumer credit protection in order to stabilize investor expectations
and restore public trust in the financial markets.

1. Background on Traditional Monetary Policy
Tools

'3 John H. Makin, Recession 20082, WALL ST. J., Sep. 8, 2007, at A13.

4 Natasha Brereton, Global Economy: Governments Are Urged to Make
Lenders Bear Some Risk on Securitized Loans, WALL ST. J., Nov. 13, 2007,
at A16.

> The Near-Term Outlook for the U.S. Economy: Hearing Before the H.
Comm. on the Budget, 110th Cong. 2 (2008) (statement of Ben S. Bernanke,
Chairman, Bd. of Governors of the Fed. Reserve Sys.), http://www.house.
gov/budget_democrats/hearings/Bernanke%20Testimony.pdf; Simon, supra
note 6 (reporting that interest rates are expected to reset on $362 billion
worth of subprime ARMs in 2008).

16 Chairman Bernanke’s Testimony on Economic Outlook, supra note 15.

7 Kate Kelly et al., Fed Races to Rescue Bear Stearns in Bid to Steady
Financial System—Storied Firm Sees Stock Plunge 47%; J.P. Morgan Steps
In, WALL ST. J., Mar. 15, 2008, at Al.

18 Chairman Bernanke’s Testimony on Economic Outlook, supra note 15.;
see also Carrick Mollenkamp & Mark Whitehouse, Banks Fear a Deepening
of Turmoil, WALL ST. J., Mar. 17, 2008, at Al.
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The Federal Reserve Act of 1913 expressly mandates that the
Federal Reserve’s monetary policy “shall maintain long run growth
of the monetary and credit aggregates . . . so as to promote
effectively the goals of maximum employment, stable prices, and
moderate long-term interest rates.”® To meet this mandate, the
Federal Reserve’s Federal Open Market Committee (“FOMC”) sets
and announces a target federal funds rate that it believes will
“promote financial conditions consistent with achieving maximum
employment, stable prices, and moderate long-term interest rates.”?
For example, the FOMC can lower its target rate to induce banks to
make more credit available to borrowers if doing so will promote the
mandate.?* The actual federal funds rate is the market interest rate at
which banks make overnight loans to each other from their reserve
accounts at their respective Federal Reserve Banks.” To keep the
actual federal funds rate close to the target rate, the Federal Reserve
has traditionally used three monetary policy tools: (1) conducting
open market operations; (2) imposing reserve requirements; and (3)
extending credit through its discount window facility.”® For example,
the Federal Reserve can cause the actual federal funds rate to fall by
doing any or all of the following: purchasing U.S. Treasury securities
on the open market from banks, lowering reserve requirements for
banks, or lowering the discount rate (i.e., the rate of borrowing
directly from the Federal Reserve as the lender of last resort).?
However, the discount window, until recently, has been “tainted” and
largely avoided because using it has been viewed historically to

19 Federal Reserve Act of 1913 § 2A, 12 U.S.C. § 225a (2000).

? THE FEDERAL RESERVE SYSTEM: PURPOSES & FUNCTIONS, supra note 1,
at 16.

21 1d. Lowering the target rate causes the actual federal funds rate and other
short-term market interest rates to fall. Short-term rates tend to fall quicker
than bank deposit rates. Thus, bank deposits temporarily become more
attractive, inducing people to deposit more money, ultimately making more
credit available to borrowers.

22 Bd. of Governors of the Fed. Reserve Sys. Frequently Asked Questions
Monetary Policy, http://federalreserve.gov/generalinfo/fag/fagmpo.htm#3
(last visited Mar. 6, 2008) (“[T]he [actual federal funds] rate may vary from
depository institution to depository institution and from day to day. The
target federal funds rate is set by the Federal Open Market Committee
(FOMC).”).

“® THE FEDERAL RESERVE SYSTEM: PURPOSES & FUNCTIONS, supra note 1,
at 35.

#d.
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signal that the borrower was in financial distress.”® In sum, these
three traditional monetary policy tools have allowed the Federal
Reserve to control the market federal funds rate in order to achieve
its statute-mandated goals.

2. New Tools to Provide Liquidity and Stability

In the wake of the subprime failure, traditional monetary
policy tools by themselves proved insufficient to assuage acute credit
strains.”® Thus, the Federal Reserve made additional moves to
improve credit liquidity and promote financial market stability.

a. Innovative Liquidity Tools

To enhance liquidity in short-term funding markets, the
Federal Reserve introduced several new initiatives: stigma-free
discount window, Term Auction Facility, Primary Dealer Credit
Facility, and Term Securities Lending Facility.?’

i. Advertising a Stigma-free
Discount Window

In mid-August 2007, the Federal Reserve negotiated with the
four largest U.S. banks for them to borrow from the discount
window.”® The Federal Reserve reduced the spread between the

% Greg Ip, Discount Rate is Also on the Fed’s Table, WALL ST. J., Sep. 18,
2007, at A2.

% See Wessel, supra note 10 (“Mr. Bernanke and his monetary mechanics
are stuck using 1913-era tools designed for a bank-centric financial system
to repair a 2007-era market-centric financial system.”).

2 Bd. of Governors of the Fed. Reserve Sys. The Discount Rate,
http://www.federalreserve.gov/monetarypolicy/discountrate.htm (last visited
Mar. 31, 2008); Bd. of Governors of the Fed. Reserve Sys. Term Auction
Facility, http://www.federalreserve.gov/monetarypolicy/taf.htm (last visited
Mar. 31, 2008); Bd. of Governors of the Fed. Reserve Sys. Primary Dealer
Credit Facility, http://www.federalreserve.gov/monetarypolicy/pdcf.htm
(last visited Mar. 31, 2008); Bd. of Governors of the Fed. Reserve Sys.
Term  Securities Lending Facility, http://www.federalreserve.gov/
monetarypolicy/tsIf.htm (last visited Mar. 31, 2008).

%8 Robin Sidel et al., Banks Step Up to Fed’s Window—Four Biggest U.S.
Lenders Borrow $2 Billion in Bid to Lift Market Confidence, WALL ST. J.,
Aug. 23, 2007, at A3.
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discount rate and the target federal funds rate from 100 basis points
to 50 basis points and extended the duration of the loans from one
day to thirty days, making discount-window borrowing less
expensive and more flexible than before.” A few days later, in a
non-traditional conference call with bank executives, the Federal
Reserve persuaded Citigroup Inc.,, Bank of America Corp.,
JPMorgan Chase & Co. and Wachovia Corp. to borrow a total of $2
billion from the discount window.*® The banks also made an
extraordinary gesture by publicly announcing their discount window
transactions.®> In return, the Federal Reserve narrowly and
temporarily permitted the investment-banking units of those banks to
use their discount-window funds to purchase certain securities.*” The
Federal Reserve sought to erase the traditional stigma of borrowing
from the discount window so that banks could feel comfortable about
borrowing and lending the money to creditworthy borrowers facing
financing difficulties.*

Markets, however, responded with mixed results because
investors had difficulty changing their negative perceptions of
discount-window use.** By mid-March 2008, the Federal Reserve
reduced its target federal funds rate to 2.25% (compared with 5.25%
in August 2007) and the discount rate to 2.5% (compared with 6.25%
in July 2007), thus reducing the gap between the two rates to 25 basis
points.* Some economists criticized the timing and focus of the rate

%% See Press Release, Bd. of Governors of the Fed. Reserve Sys., Approval
of the Discount Rate Requests (Aug. 17, 2007), http://www.
federalreserve.gov/newsevents/press/monetary/20070817c.htm.

% Sidel, supra note 28 (“Citigroup Inc., Bank of America Corp., J.P.
Morgan Chase & Co. and Wachovia Corp.—the nation’s largest banks as
measured by total assets—said they each borrowed $500 million from the
so-called discount window.”).

Hd.

%1d.

% 1d.

% 1d. (suggesting that “some investors worried that the decision of several
big banks to use the discount window might be a sign that one of them, or
another major bank, was in trouble”; reporting that J.P Morgan Chase shares
experienced a small decline while Citigroup, Bank of America, and
Wachovia shares “finished slightly higher”).

® Press Release, Bd. of Governors of the Fed. Reserve Sys., FOMC
Statement and Board Approval of Discount Rate Requests of the Federal
Reserve Banks of Boston, New York, and San Francisco (Mar. 18, 2008),
http://www.federalreserve.gov/newsevents/press/monetary/20080318a.htm.
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cuts as being “too little too late . . . and . . . lax on supervision and
regulation.”® Other economists suggested that although cutting the
target rate may encourage lending among banks, it may not be
enough to overcome the great degree of risk-aversion among some
lenders and borrowers.®” Furthermore, many economists estimated
that the effects of the rate cuts may take six to twelve months to fully
unfold.® Thus, an accurate evaluation of the Federal Reserve’s rate
cuts will require more time.

ii. Term Auction Facility

The Federal Reserve introduced the Term Auction Facility
(“TAF”) as another channel of liquidity. Launched in mid-December
2007, the TAF is a temporary program by which the Federal Reserve
auctions term funds to depository institutions.* These term funds are
direct advances from the Federal Reserve, having 28-day maturity
and fixed interest rate determined by a centralized, single-price
auction.”’ The TAF can provide credit to more depository institutions
based on more types of collateral than open market operations can.**
Banks may also view participation in TAF auctions more favorably
than borrowing at the discount window, which is still met with
reluctance, as explained supra.*?

To encourage broad utilization of the TAF, the Federal
Reserve established relatively simple rules. Any depository
institution is eligible to participate if it is financially sound and
eligible to borrow at the discount window.*® Use of TAF funds is

% Phil 1zzo, Economists Raise the Odds of a Recession to 49%: Bernanke’s
Ratings Slip, Despite Effort to Reignite Growth, WALL ST. J., Feb. 7, 2008,
at A4 (quoting Allen Sinai, an economist for Decision Economics).

87 Justin Lahart, Credit Crunch: With Central Bank on the Move, Some
Answers on What It Means, WALL ST. J., Jan. 24, 2008, at A13.

% 1d. (“That means that the Fed’s actions won’t stop a recession if a
downturn is getting under way. But the rate cuts should help reduce the
length and depth of any downturn.”).

¥ Bd. of Governors of the Fed. Reserve Sys. Term Auction Facility
Questions and Answers, http://www.federalreserve.gov/monetarypolicy/
ngfaq.htm (last visited Mar. 6, 2008).

g

%2 Sudeep Reddy, Fed Auction’s Biggest Interest Comes From Wall Street
Area, WALL ST. J., Dec. 28, 2007, at A2.

* TAF Q&As, supra note 39.
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unrestricted, but the loans must be fully collateralized by any of the
broad range of collateral that is accepted in other Federal Reserve
lending programs.*

The auction process itself is also straightforward. The
Federal Reserve announces the total amount of funds it plans to
allocate (e.g., $30 billion).* An eligible depository institution may
submit its bid (i.e., offer to borrow a specified amount at a specified
interest rate).*® After the bidding period closes, the Federal Reserve
allocates the funds using a “single-price auction format”: it orders the
bids according to the offered interest rate (from highest to lowest)
and fills the loan amount of the bidder offering the highest interest
rate; then, it fills the next highest bid, proceeding down the list, until
it entirely allocates the total offering amount or fills the last bidder’s
amount, whichever occurs first.” All accepted bidders will pay the
lowest accepted interest rate (i.e., the “stop-out rate”).*® Furthermore,
submission of a bid constitutes a commitment so that a winning
participant must accept its award.*°

From December 2007 through March 2008, the Federal
Reserve completed eight auctions, awarding a total of $260 billion.*
It plans to conduct biweekly TAF auctions at least well into the
second half of 2008." Ben S. Bernanke, Chairman of the Federal
Reserve, testified that “TAF is [intended] to reduce the incentive for
banks to hoard cash and increase their willingness to provide credit
to households and firms.”*> The TAF seems to have had some

“1d.
“1d.
“1d.
“I1d.
“8 |d. For example, suppose the Federal Reserve announces it will auction a
total of $30 billion. If A, B, and C bid $20 billion each and offer interest rates
of 3%, 4%, and 5%, respectively, then the preference ordering is C, B, A. C
gets its full $20 billion; there is only $10 billion left, so B gets only $10
billion even though it requested $20 billion; A does not win any award. The
igop-out rate is B’s 4%. C and B will each repay their 28-day loans at 4%.

Id.
® TAF, supra note 27 (announcing the auction results).
! Press Release, Bd. of Governors of the Fed. Reserve Sys., Federal
Reserve Announces Two Initiatives to Address Heightened Liquidity
Pressures in Term Funding Markets (Mar. 7, 2008), http://www.federal
reserve.gov/newsevents/press/monetary/20080307a.htm.
%2 Chairman Bernanke’s Testimony on the Economic Outlook, supra note
15.
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positive effects, evidenced by sharply declining rates on three-month
loans since December 2007.%® In sum, the TAF operates as an
additional liquidity source, intended to improve credit circulation.

iii. Primary Dealer Credit Facility

Another new lending facility is the Primary Dealer Credit
Facility (“PDCF”), effective March 16, 2008, which provides
primary dealers with overnight loans.> The interest rate is the same
as the primary credit rate of the discount window at the Federal
Reserve Bank of New York (“FRBNY”).*® Permissible collateral for
these loans includes “all collateral eligible for pledge in open market
operations, plus investment grade corporate securities, municipal
securities,  mortgage-backed  securities, and  asset-backed
securities.”®® Only primary dealers of the FRBNY may borrow (via
their clearing banks) from the PDCF.*" Clearing banks act as
intermediaries, verifying the sufficiency of a dealer’s collateral and
crediting the FRBNY’s loan to the dealer’s account.”® The amount of
a loan may not exceed the amount of “margin-adjusted eligible
collateral” that the dealer pledges.®® Goldman Sachs, Morgan
Stanley, and Lehman Brothers Holdings borrowed from the PDCF in
its first week of operation.®

iv. Term Securities Lending Facility

Finally, the Term Securities Lending Facility (“TSLF”),
effective March 20, 2008, is a 28-day facility by which the FRBNY
auctions general Treasury collateral (e.g., T-bills, notes, bonds, and
inflation-indexed securities) to its primary dealers in exchange for
other program-eligible collateral (e.g., certain mortgage-backed

*% ahart, supra note 37.

> Fed. Reserve Bank of N.Y., Primary Dealer Credit Facility Program
Terms & Conditions, http://www.newyorkfed.org/markets/pdcf_terms.html
(last visited Mar. 31, 2008).

>d.

*d.

*"d.

% 1d.

* Id.; Serena Ng & Susanne Craig, Stepping Up to the Fed’s Window,
WALL ST. J., Mar. 20, 2008, at C1.

% Emily Barrett, Short-Term Treasury Yields Touch 50-Year Lows, WALL
ST.J., Mar. 21, 2008, at C2.
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securities).®* Only primary dealers may bid in the weekly single-
priced auction and may borrow up to 20% of the par value of the
offered collateral.®? The TSLF does not impact reserve levels, unlike
the TAF and PDCF.%® The Federal Reserve planned to offer $75
billion in the first TSLF auction held in late March 2008 and
ultimately, it seeks to lend up to $200 billion of Treasury securities.®
Some industry experts, however, doubt that such policy measures
will fix the credit contraction.®® Instead, they remained concerned
about the underlying problem of thin capital cushions and more
volatile and riskier balance sheets of non-bank financial
institutions. %

The new lending facilities provided temporary relief to
strained credit markets.®” Prior to the openings of the programs,
dealers demanded excessively high amounts of Treasury securities
(“Treasurys”) such that Treasurys prices soared and yields fell to 50-
year lows (bond price and yield move in opposite directions).®®
Dealers wanted to hold Treasurys so badly that they arranged
repurchase agreements (“repos”) at negative interest rates.® After the

¢! Fed. Reserve Bank of N.Y., Term Securities Lending Facility: Frequently
Asked Questions, http://www.newyorkfed.org/markets/tslf fag.html (last
visited Apr. 2, 2008).

%2 4.

%1d.

% Press Release, Fed. Reserve Bank of N.Y., New York Fed Announces
Modifications to Terms & Conditions of Term Securities Lending Facility
(Mar. 20, 2007), http://www.newyorkfed.org/newsevents/news/markets/
2008/rp080320.html.

% David Roche, Recession is Inevitable, WALL ST. J., Mar. 14, 2008, at
Al9.

®d,

% Min Zeng, Tepid Auction A Positive Sign?—Treasurys Swap May Ease
Worries Over Credit Crunch, WALL ST. J., Mar. 28, 2008, at C2.

% |d.; Barrett, supra note 60.

% Barrett, supra note 60 (“[D]ealers were in such desperate need of
Treasurys, they were starting to bid negative repo rates just to get their
hands on paper.”); see Michael J. Fleming & Kenneth D. Garbade,
Repurchase Agreements with Negative Interest Rates, 10 (no. 5) CURRENT
ISSUES in ECON. & FIN. 1, 1-2 (2004), http://www.newyorkfed.org/
research/current_issues/ci10-5.pdf (explaining that a repo “is a sale of
securities coupled with an agreement to repurchase the same securities on a
later date and is broadly similar to a collateralized loan” and that “a lender
may be willing to pay interest if the securities offered as collateral on a loan
allow it to meet a delivery obligation™).
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Federal Reserve announced the results of its first Treasurys auction,
prices in the Treasurys market fell and yields rose.” However,
demand for the auctioned funds was substantially lower than
expected, indicating that something more than a lack of cash was
causing the credit crunch.” In sum, the new facilities provided more
than enough additional funds, but they did not address the deeper
problem afflicting market participants—that of fear.”

b. Unprecedented Bailout of an Investment
Bank, Bear Stearns

Despite the Federal Reserve’s efforts to increase liquidity
through its new lending facilities, fear continued to dominate the
markets and produced an inconceivable casualty when Bear Stearns
Cos. (“Bear”), the fifth largest investment bank, abruptly teetered on
the brink of bankruptcy in March 2008.” More than a week before
Bear’s near collapse, U.S. fixed-income traders, who received
information that European banks had stopped trading with Bear,
began to withdraw their own cash from Bear lest their money be lost
in a potential bankruptcy.” Throughout the week, Bear’s
counterparties accelerated a “run” on Bear: securities firms began to
demand cash in lieu of collateral while hedge fund clients withdrew
cash from their accounts at Bear.” Alan Schwartz, CEO of Bear,
contacted James Dimon, CEO of JPMorgan Chase & Co.
(*JPMorgan”), the second largest U.S. bank in stock-market value, to
request emergency financing.” JPMorgan in turn contacted the
Federal Reserve about the situation.”’

The Federal Reserve faced a difficult choice between two
problematic alternatives: bail out Bear or let it collapse.” Bailing out

70 Zeng, supra note 67.

1d.

"2 Deborah Lynn Blumberg, Fed Auction Can’t Help Investors’ Confidence,
WALL ST. J., Mar. 24, 2008, at C9 (“But while market participants expect
[the Fed’s first Treasury swap auction] to help alleviate some of the
immediate strains . . . the Fed’s efforts won’t help resolve the underlying
problem: a lack of confidence among market participants.”).

% Kelly et al., supra note 17.

"1d.

1d.

1d.

1d.

1d.
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Bear would arguably set a precedent that encourages moral hazard
(i.e., the bailout would encourage other firms to engage in similarly
risky behavior).” Furthermore, a bailout would damage market
transparency by denying the public an important opportunity to learn
about the internal problems that caused Bear’s failure and to demand
increased accountability of corporate insiders.®® However, the
Federal Reserve was even more worried that Bear’s collapse could
irreparably jeopardize the entire financial system.®! As an 85-year-
old financial institution that had survived the Depression, Bear had
maintained a reputation for astute risk management, but its large
mortgage business and comparatively less diverse portfolio damaged
its recent image in the wake of the subprime-mortgage crisis.®” If a
giant like Bear fell without a cushion underneath, the markets might
become paralyzed.?® Given the severity of the credit crisis, the
complicated interdependencies among financial institutions, and
Bear’s strong reputation in the financial community, the Federal
Reserve and the Department of Treasury decided that they would risk
fueling moral hazard rather than expose the entire financial system to
unknown and far riskier consequences.84 Thus, after it had deter-
mined that Bear was unable to obtain financing on its own, the
Federal Reserve made a difficult decision to rescue Bear. In an
unprecedented move, the Federal Reserve offered to lend at the
discount window to Bear Stearns through JPMorgan.®

Choosing JPMorgan as the intermediary lender was logical.
As a commercial bank, JPMorgan was already subject to regulation
by the Federal Reserve and had access to the discount window.® As
Bear’s clearing agent, JPMorgan was also familiar with Bear’s

1d.

8 Nicole Gelinas, The Bear Precedent, WALL ST. J., Mar. 19, 2008, at A17
(arguing that “[a] spectacular bankruptcy would shine a bright light on this
mess” by requiring Bear’s counterparties and creditors to publicly explain
their positions and Bear’s lawyers to meticulously review internal
documents, thus, “making the full autopsy public”).

8 Kelly et al., supra note 17.

14,

%1d.

8 Id. (suggesting that if Bear were to suddenly collapse and default on
extensive “repo” loans, such loans would become less available to other
securities dealers, and “the pledged securities behind those loans [w]ould be
Eciisumped in a fire sale, deepening the plunge in securities prices™).

*la
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collateral.’” The Federal Reserve, Bear, and JPMorgan reached a
deal during the final weeks of March 2008. Bear, which had been
worth $20 billion in January 2007, initially agreed that JPMorgan
would buy it in a fire-sale at $2 per share (about $236 million total);
but JPMorgan later raised the bid to $10 per share (about $1.2 billion
total) after Bear’s shareholders and employees expressed
overwhelming outrage at the initial offer.?® JPMorgan immediately
acquired 39.5% control of Bear by buying 95 million new Bear
shares at the deal price.89 In return, the Federal Reserve lent Bear
$29 billion at the discount rate and took as collateral a portfolio of
Bear’s risky assets valued at $30 billion.® JPMorgan agreed to
absorb the first $1 billion of any losses to the portfolio.”* The Federal
Reserve agreed to guarantee the remaining $29 billion and will
receive any realized gains from the portfolio.*> The Federal Reserve
hired BlackRock Financial Management, Inc. to manage the portfolio
“to minimize disruption to financial markets and maximize recovery
value.”®

In order to lend to Bear at the discount window, the Federal
Reserve had to exercise its authority under a rarely-used 1932
amendment, Federal Reserve Act § 13-3:

1.

% Robin Sidel & Kate Kelly, J.P. Morgan Quintuples Bid to Seal Bear Deal,
WALL. ST. J., Mar. 25, 2008, at Al; Robin Sidel et al., J.P. Morgan Buys
Bear in Fire Sale, As Fed Widens Credit to Avert Crisis—Ailing Firm Sold
For Just $2 a Share In U.S.-Backed Deal, WALL. ST. J., Mar. 17, 2008, at
Al (“Bear Stearns . . . was worth $20 billion in January 2007.”).

% Sidel & Kelly, supra note 88.

% press Release, Fed. Reserve Bank of N.Y., Statement on Financing
Arrangement of JPMorgan Chase’s Acquisition of Bear Stearns (Mar. 24,
2008),
http://www.ny.frb.org/newsevents/news/markets/2008/rp080324.html. The
New York Fed formed a limited liability company to take control of the
portfolio; Greg Ip & Greg Hitt, Credit Crisis: Market Bounces: Mortgage
Securities Back Fed Loan to Bear Stearns, WALL ST. J., Apr. 2, 2008, at C2
(reporting that the assets consist primarily of “mortgage-backed securities
and related hedge investments™).

°! Press Release, supra note 90.

%2 1d.; Sidel & Kelly, supra note 88 (“The Fed . . . originally had stepped in
to fund $30 billion of potential Bear Stearns losses.”).

% Press Release, supra note 90.
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In unusual and exigent circumstances, the Federal
Reserve Board . . . by the affirmative vote of not less
than five members, may authorize any Federal reserve
bank . . . to discount for any individual, partnership, or
corporation, notes, drafts, and bills of exchange . . .
Provided, [t]hat . . . the Federal reserve bank shall
[first] obtain evidence that such individual, partner-
ship, or corporation is unable to secure adequate credit
accommodations from other banking institutions.*

In other words, the Federal Reserve may lend to non-banks at the
discount window only in extraordinary circumstances (the last time it
used this clause was during the Depression).* Furthermore, with two
board seats vacant and one board member out of the country, the
Federal Reserve had to invoke another special provision that allowed
the four available board members to approve the loan.*® Making the
discount window available to an investment bank was a controversial
move, but the market seemed to respond somewhat positively to the
final deal. The Dow Jones Industrial Average rose 1.5% to its highest
close in March.”” However, the deal’s real success might have been
more limited than it appeared since positive home-sales data
provided a concurrent reason for the market-wide rally.®

In sum, a combination of novel monetary policy tools and lending
strategies helped increase credit liquidity, but with fairly limited
results. If the Federal Reserve wants to improve long-run public
confidence in the economy, it must uproot the underlying fear in the
markets by strengthening consumer credit protection.

% Federal Reserve Act of 1913 § 13-3, 12 U.S.C. § 343 (2008).

% Greg Ip, Bear on the Brink: Desperate Fed Dusts Off Remedy From the
Depression to Save Bear—Opening the Discount Window For a Nonbank
Requires Special Votes at Central Bank, WALL ST. J, Mar. 15, 2008, at A9.
% Federal Reserve Act of 1913 § 11(r)(2), 12 U.S.C. § 248(r)(2) (2008);
Kelly et al., supra note 17.

" peter A. McKay, Dow Jumps 187.32 as Clouds Lift a Bit—Investors
Take Cheer in Home-Sales Data, Higher Offer for Bear, WALL ST. J., Mar.
25, 2008, at C1.

%1d.
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c. Reducing Consumer Vulnerability with
Regulatory Leadership and Collaboration

Consumer vulnerability in the subprime market continues to
be both a major cause and effect of the strain on the financial
markets.” Such vulnerability existed where lenders lured
unsophisticated homeowners into high-rate and/or poorly
documented subprime ARMs without disclosing the full risks of
those transactions.'® At the heart of the problem was the fact that
most subprime lending institutions were not subject to federal
banking regulation.'®* Opportunistic borrowers, who were willing to
misrepresent their income and assets and/or their intention to occupy
the properties, sought to borrow more than their circumstances
allowed, and thus aggravated the situation.’®” In response, the
Federal Reserve recently intensified its consumer protection efforts
in the mortgage industry.*®

The Federal Reserve has at least two reasons to emphasize
consumer credit protection. First, better consumer protection in
financial transactions bolsters the quality of the capital markets,
which is essential for economic stability. In his July 2007
congressional testimony, Chairman Bernanke stated, “In addition to
its dual mandate to promote maximum employment and price
stability, the Federal Reserve has an important responsibility to help
protect consumers in financial services transactions.”*® In contrast,

% The State of the United States Economy and Financial Markets: Hearing
Before the S. Comm. on Banking, Housing, and Urban Affairs, 110th Cong. 2
(2008) (statement of Ben S. Bernanke, Chairman, Bd. of Governors of the Fed.
Reserve), http://banking.senate.gov/_files/BernankeSenateBanking 21408.pdf.
100 Accelerating Loan Modifications, Improving Foreclosure Prevention and
Enhancing Enforcement: Hearing Before the H. Comm. on Fin. Servs.,
110th Cong. 1 (2007) (statement of Randall S. Kroszner, Governor, Bd. of
Governors of the Fed. Reserve Sys.), http://www.house.gov/apps/
list/hearing/financialsvcs_dem/htkroszner - fed120607.pdf.

191 1d. (“For instance, in 2006, over 45 percent of high-cost first mortgages
were originated by independent mortgage companies.”).

192 Ruth Simon & Michael Corkery, Speculators May Have Accelerated
Housing Downturn—Rising Number of Defaults Also Could Complicate
Effort to Help Homeowners, WALL ST. J., Feb. 6, 2008, at B8.

193 Governor Kroszner’s Testimony on Accelerating Loan Modifications,
supra note 100.

104 Monetary Policy and the State of the Economy: Hearing Before the H.
Comm. on Fin. Servs., 110th Cong. 1 (Jul. 2007) (statement of Ben S.
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in his February 2007 congressional testimony, he mentioned nothing
about consumer protection.'® The change in the Federal Reserve’s
rhetoric indicated a substantive policy change. Second, better
consumer protection may render monetary policymaking easier by
reducing the magnitude of the credit crunch and thus, facilitating
clearer interpretations of economic indicators.'% In sum, the Federal
Reserve has recognized that effective monetary policy depends on
robust capital markets, which ultimately require effective consumer
protection and education.™”’

The Federal Reserve is leading consumer protection efforts
in three areas: (1) coordinated enforcement of consumer protection
laws; (2) loss mitigation efforts; and (3) consumer protection
regulations.'® First, in light of the diversification of the mortgage
industry, the Federal Reserve’s enforcement coordination with other
regulators, especially state bank regulators, is increasingly
important.’®® In July 2007, the Federal Reserve, the Office of Thrift
Supervision (“OTS”), the Federal Trade Commission (“FTC”), and
state agencies represented by the Conference of State Bank
Supervisors (“CSBS”) and the American Association of Residential
Mortgage Regulators (“AARMR”) launched an innovative pilot
project to evaluate the consumer-compliance procedures of selected
non-depository lenders with significant subprime mortgage opera-
tions.*° The agencies selected a sample of such entities throughout

Bernanke, Chairman, Bd. of Governors of the Fed. Reserve Sys.),
http://www.house.gov/apps/list/hearing/financialsvcs_dem/htbernanke0718

07.pdf.

15 The State of the Economy, the State of the Labor Market, and the
Conduct of Monetary Policy: Hearing Before the H. Comm. on Fin. Servs.,
110th Cong. 1 (Feb. 2007) (statement of Ben S. Bernanke, Chairman, Bd. of
Governors of the Fed. Reserve Sys.), http://lwww.house.gov/apps/list/
hearing/financialsvcs_dem/htbernanke021507.pdf.

1% Bernanke et al., supra note 3, at 206.

197 Randall S. Kroszner, Governor, Bd. of Governors of the Fed. Reserve
Sys., Speech At the Am. Securitization Forum 2008 Conf.: Protecting
Homeowners and Sustaining Home Ownership (Feb. 4, 2008), available at
http://www.federalreserve.gov/newsevents/speech/kroszner20080204a.htm.

198" Governor Kroszner’s Testimony on Accelerating Loan Modifications,
supra note 100.

109 |d

119 Joint Press Release, Bd. of Governors of the Fed. Reserve Sys. et al.,
Federal and State Agencies Announce Pilot Project to Improve Supervision
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several jurisdictions and conducted reviews, shared information, and
collaborated to develop methods to improve the effectiveness of such
reviews.'*! The reviews, which began in the final quarter of 2007,
examined underwriting standards, risk-management strategies, and
compliance with consumer protection laws and regulations.*** This
coordinated approach provides the advantages of consistency and
breadth.**® As of the end of March 2008, the agencies have not yet
issued reports on the reviews.

In September 2007, the Federal Reserve also issued a joint
statement with other financial regulatory agencies regarding
appropriate loss mitigation strategies.'™* Servicers (i.e., both
federally regulated institutions and state-supervised entities that
service mortgage loans) are encouraged to identify high-risk
borrowers (e.g., those with impending interest rate resets), to contact
them and assess their ability to repay their loans, to determine
whether default is “reasonably foreseeable,” and to consider
strategies for helping them avoid losing their homes.'* Servicers
should use loss mitigation techniques that allow the borrower to meet
his obligations “in a sustained manner over the long term” and
should refer borrowers to qualified homeownership counseling
services."® By working directly with consumer and community
affairs groups and by formally encouraging lenders to cooperate in

of Subprime Mortgage Lenders (Jul. 17, 2007), http://www.federal
[clelserve.gov/newsevents/press/bcreg/20070717a.htm.

e

113 |d

114 See Joint Statement on Loss Mitigation Strategies for Servicers of
Residential Mortgages 1, Fed. Deposit Ins. Corp. et al. (Sep. 4, 2007),
http://www.federalreserve.gov/newsevents/press/bcreg/bcreg20070904al. pdf.
5 1d. at 1 (defining “servicers” to include both federally regulated
institutions and state-supervised entities that service mortgage loans); 1d. at
1, n.2 (explaining that a default is “reasonably foreseeable” when a lender
has contacted the borrower, assessed his ability to pay, and has a reasonable
basis to conclude that he will be unable to continue to make the mortgage
payments in the foreseeable future).

118'1d. (providing examples of loss mitigation: loan modifications, deferral
of payments, extension of loan maturities, conversion of adjustable-rate into
fixed-rate or fully indexed, fully amortizing adjustable-rate mortgages,
capitalization of delinquent amounts, or any combination; providing
examples of homeownership counseling services: those administered by the
Federal Housing Administration).
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loss mitigation, the Federal Reserve seeks to preserve homeowner-
ship and avoid foreclosures.*"’

External pressure also helped accelerate the Federal
Reserve’s consumer protection efforts. Congressman Barney Frank,
Chairman of the House Financial Services Committee, had
threatened that if the Federal Reserve did not increase its consumer
protection efforts by fall 2007, he would propose legislation to
transfer that authority to other regulators.™® In December 2007, the
Federal Reserve responded by proposing and asking for public
comment on changes to Regulation Z, which implements the Home
Ownership and Equity Protection Act (“HOEPA”) and the Truth in
Lending Act (“TILA”).}® HOEPA introduced new disclosure
requirements and limitations on specified high-rate mortgages and
also granted the Federal Reserve power to prohibit certain practices
relating to mortgage transactions.”® TILA required a uniform
disclosure system, protected borrowers against misleading credit
practices, and “impose[d] limits on home equity lines of credit and
certain closed-end home mortgages,” among other things.*** The
purpose of the TILA was “to ensure that credit terms are disclosed in
a meaningful way so consumers can compare credit terms more
readily and knowledgeably.”?

The recent proposals to amend Regulation Z focused on
three objectives: (1) to prevent unfairness, deception, and abuse in
lending practices; (2) to improve mortgage advertising; and (3) to
give consumers early disclosures about the risks in their loan
transactions.*”® Creditors would have to consider more fully a

17 Governor Kroszner’s Testimony on Accelerating Loan Modifications,
supra note 100.

118 Damian Paletta & Benton lves-Halperin, Project Set To Monitor
Lenders, WALL ST. J., Jul. 18, 2007, at A4.

119 Governor Kroszner’s Testimony on Accelerating Loan Modifications,
supra note 100; see also Press Release, Bd. of Governors of the Fed.
Reserve Sys., Request for Comment on Changes to Regulation Z to Protect
Consumers from Unfair or Deceptive Home Mortgage Lending and
Advertising Practices (Dec. 18, 2007), http://www.federalreserve.gov/
newsevents/press/bcreg/20071218a.htm (highlighting key protections).

20 d. at 2.

hd. at 4.

122 |d

2 Truth in Lending; Proposed Rule, 73 Fed. Reg. 1672, 1673 (proposed
Jan. 9, 2008) (to be codified at 12 C.F.R. pt. 226).
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borrower’s ability to repay from non-collateral sources,'®* increase

transparency in loan advertising,’* and provide consumers with
earlier transaction-specific disclosures to facilitate their mortgage
shopping opportunities.*”® The proposal expressly prohibits certain
types of bad faith conduct such as encouraging misstated appraisals
in connection with a mortgage loan, “pyramiding” late fees, creating
an impression that the mortgage broker or lender is the consumer’s
fiduciary, and selectively providing attractive information in a
foreign language while providing mandatory disclosures only in
English.*?’ In 2008, the Federal Reserve will conduct one-on-one
interviews with consumers to test the current TILA mortgage
disclosures as well as its new Regulation Z proposals in order to
identify further improvements in rulemaking.*?

C. Policy Projections
a. Looking into 2008

The Federal Reserve has a challenging agenda for 2008.
Dampening of public expectations may continue to contribute to a
weak economic forecast.?® To implement effective monetary policy,
the Federal Reserve must secure the public’s confidence in the
integrity and stability of the markets. In light of the subprime crisis,
the Federal Reserve must actively collaborate with other government
supervisory agencies and industry participants to protect and educate
consumers about the risks of their credit transactions, particularly in
connection with homeownership. Robust markets require sound
transactions, which are possible only if consumers are well-informed
about the costs and benefits of their particular transactions.

The Federal Reserve has taken on a more active and multi-
dimensional role in protecting consumers in financial transactions.

124 Id

125 1d. (proposing to require loan ads to contain “accurate and balanced
information, in a clear and conspicuous manner, about rates, monthly
payments, and other loan features™).

126 |d

127 |d

128 |d

129 See Kelly Evans & Joellen Perry, Recession Fears Intensify: Service-
Sector Index Hits Six-Year Low; Further Rate Cuts Seen as Dow Drops
2.9%, WALL ST. J., Feb. 6, 2008, at Al.
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As the primary rule-writing authority for many consumer protection
laws, the Federal Reserve is adopting two fundamental approaches to
consumer protection: one focuses on disclosure, and the other
involves curbing “abusive and unfair practices.”**® The Federal
Reserve acknowledges the need for increased collaboration with
other federal and state agencies in order to keep pace with the
breadth and depth of the financial services markets. As Federal
Reserve Governor Randall S. Kroszner observed, “The increased
fragmentation of the mortgage process . . . [has] resulted in the
oversight of mortgage lending extending beyond the federal banking
agencies, and this underscores the importance of collaborating with
the state banking agencies and other organizations.”*?

b. Looking beyond 2008

The subprime failure and resulting credit crunch have shed
light on a host of systemic problems such as distorted incentives,
mismatched coordination, insufficient accountability, opaqueness,
and unchecked greed. Investors, consumers, financial intermediaries,
and government regulators all experienced a rude awakening as to
the extensive vulnerabilities in the capital markets. Federal regulators
have considered the possibility of broadly reforming the substance
and structure of U.S. financial regulation.

The U.S. Treasury Department recently proposed to expand
the Federal Reserve’s financial regulatory powers, but the proposal
would also reduce the Federal Reserve’s bank supervision powers.
On March 31, 2008, the Treasury Department released its Blueprint
for a Modernized Financial Regulatory Structure (“Blueprint”),
which recommended a comprehensive reform of the U.S. financial
regulatory structure, including changes to the Federal Reserve’s
powers and responsibilities.’*? According to the Blueprint, the
Federal Reserve would continue the central bank functions of

130 Randall S. Kroszner, Governor, Bd. of Governors of the Fed. Reserve
Sys., Markets, Financial Institutions, and Consumers: The Roles of the
Federal Reserve, Speech At the Nat’l Bankers Ass’n 80th Ann. Convention,
Durham, N.C. (Oct. 11, 2007), available at http://www.federalreserve.gov/
?Selwsevents/speech/kroszner20071011a.htm.
Id.

132 press Release, U.S. Dept. of the Treasury, Treasury Releases Blueprint
for Stronger Regulatory Structure (Mar. 31, 2008), http://www.ustreas.gov/
press/releases/hp896.htm.
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implementing monetary policy and providing liquidity. It would
maintain the exclusive responsibility of drafting “regulations for
national mortgage lending laws.”*** The Federal Reserve would also
become the regulator of market stability.”** It would have broad
regulatory powers over three types of federally chartered institutions:
federal insurance institutions (“FlIs”), federal insured depository
institutions (“FIDIs”), and federal financial services providers
(“FFSPs”)."® Under the proposed objectives-based system, however,
the Federal Reserve would have to share regulatory authority with
two new agencies, the Prudential Financial Regulatory Agency
(“PFRA™) and the Conduct of Business Regulatory Agency
(“CBRA”)."® Furthermore, the Blueprint proposes to consolidate
bank regulation in the Office of the Comptroller of the Currency
(“OCC™), causing Federal Reserve officials to worry that they might
lose bank-supervision powers, which have been useful tools of crisis
management.**” Initial reactions to the Blueprint were skeptical, and
it is likely to encounter strong resistance from the industry and in
Congress.*®

For now, the Federal Reserve must focus on adeptly using its
existing statutory authority to steady the morale of market
participants. Looking forward, the Federal Reserve must continue to
synchronize its monetary policy and consumer credit protection
efforts in order to convince investors that capital allocation via
financial markets is efficient and sustainable.

Y. Nancy Ni**

133 U.S. DEPT. OF THE TREASURY, BLUEPRINT FOR A MODERNIZED FIN. REG.
STRUCTURE 7 (2008), http://www.treas.gov/press/releases/reports/Blueprint.
pdf.

134 1d. at 15.

35 |d. at 14-15.

138 |d. at 14-16 (describing the proposed new roles that the Federal Reserve
would have).

B71d. at 8; Greg Ip, Fed’s ‘Supercop’ Role May Give It Headaches, WALL
ST.J., Mar. 31, 2008, at Al.

138 Kara Scannell, Treasury’s Blueprint—The Details: Handicapping the
High Points—Some of the Big ldeas Behind the Overhaul and Their
Probable Fate, WALL ST. J., Mar. 31, 2008, at A16.

139 Student, Boston University School of Law (J.D. 2009).
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1. Unwinding the Deals that Fell Victim to the Credit Crunch

The 2007 financial crisis marked the end of an era of
seemingly limitless credit and relatively lenient lending practices by
the banking industry. The upheaval of the lending industry has
resulted in a decrease in capital and liquidity. In the years leading up
to the subprime crisis, investment banks had financed massive deals
and then unloaded the debt to secondary markets. But given the
increasing number of defaulting borrowers, the willingness of the
banking industry to take on further debt has waned. With the
subprime mortgage crisis keeping buyers out of the debt market,
banks are facing the prospect of shouldering any credit that they lend
to fund mergers and acquisitions. As a result, investment banks and
financial institutions are seeking to renegotiate the deals they
originally committed to last spring. Major deals have either fallen
through and been scrapped completely or the original pricing has
changed as a result of difficulty obtaining financing. Renegotiations
have also led to executive shuffles, refinancing agreements, and
litigation. The “credit crunch” led to approximately $754 billion in
acquisition offers being withdrawn in 2007, the highest value of
pulled bids since 2000.

This article will survey five major deals that were drastically
changed or foregone as a result of the uncertainty and turmoil in the
credit markets. The discussion will consider the respective terms of
the original deals as well as their revisions. It will also dissect the
reasons behind the failure or restructuring of each deal, and will
provide analysis on how future deals and the market for such deals
may be affected in the long run.

A. Beginning the Crisis: Home Depot

One of the first major deals affected as a result of the credit
crunch was Home Depot’s planned sale of its HD Supply unit. In
June, 2007, Home Depot announced the sale of HD Supply, its
wholesale distribution business, to Bain Capital, the Carlyle Group,
and Clayton, Dubilier & Rice, for $10.33 billion.? While the initial

! Dana Cimilluca, 2007: Top Year for Pulled Deals, WALL ST. J., Nov. 2,
2007, at C3.

2 Dennis K. Berman and Henny Sender, Home Depot Talks on Unit Get
Hostile—Equity Groups Work to Set Deal; Banks Challenge Terms, WALL
ST.J., Aug. 24, 2007, at A10.
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terms of the agreement appeared profitable to Home Depot, the credit
crunch, as well as the decline in the home improvements market
provided the buyers group with incentives to demand renegotiations
or threaten to walk away from the deal.® In the summer of 2007 it
appeared that a collapse of the Home Depot deal was imminent.
First, the buyers’ group threatened to back away from the purchase,
claiming that the decline in the housing market was a material
adverse change that altered the terms of the deal.* Home Depot,
which was in need of the proceeds from the sale of HD Supply to
finance a planned stock buyback, subsequently reduced the purchase
price to $8.5 billion.> Even with this concession, the buyers group
remained hesitant and the three banks involved in the deal’s
financing, Lehman Brothers, JPMorgan Chase and Merrill Lynch,
demanded their own concessions.® Home Depot agreed to maintain
12.5% of HD Supply and agreed to provide $1 billion in debt
financing in the form of a senior secured loan to obtain the banks’
approval of the deal.” Though the buyout agreement had a $309
million break-up fee, the buyers group did not appear exceedingly
concerned that it would be forced to pay this amount for threatening
to renege on the deal .

Several key Wall Street executives were instrumental in
salvaging the buyout during its final negotiations, including
JPMorgan’s Chief Executive Officers James Dimon and Steve Black,
as well as senior banker James B. Lee.® Lehman Brothers CEO
Richard Fuld was also deeply involved in these late summer
discussions.* Additionally, Home Depot’s chief executive, Frank
Blake, and CFO, Carol Tomé, traveled to New York to discuss the

*1d.
* Andrew Ross Sorkin and Michael J. de la Merced, Home Depot Sells Unit,
With Price Cut, N.Y. TIMES, Aug. 29, 2007, at C9.
> Andrew Ross Sorkin and Michael J. de la Merced, Redone Deal Not
Thought Contagious, N.Y. TIMES, Aug. 28, 2007, at C1.
® Andrew Ross Sorkin and Michael J. de la Merced, Home Depot Unit Sees
Price Plunge in Tight Market, N.Y. TIMES, Aug. 27, 2007, at Al.
" Sorkin, supra note 4.
8 Sorkin, supra note 5.
° Henny Sender, Dennis K. Berman, and Robin Sidel, Home Depot Hit as
Credit Crunch Squeezes Deals, FINANCIAL NEwS ONLINE US, Aug. 27,
2007, available at http://www.financialnews-us.com/index.cfm?page=
tlJOshome&contentid=2448626120&uid=4908-8802—672617—900649.

Id.
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formalities of the sale.™ The closing date was initially targeted for
August 17, 2007, but the buyers’ and financing banks’ new demands
extended the closing by two weeks.* Finally, the $8.5 billion deal
closed in late August, 2007.

Home Depot appears to have steadied after the HD Supply
sale, but there have been some shifts in the corporation since the
deal’s conclusion. In June, 2007, Home Depot announced its plan to
use the sale proceeds from the HD Supply deal to finance its
repurchase of 550 million shares of Home Depot stock.* Even after
the HD Supply deal closed on less favorable terms than initially
agreed upon, Home Depot executives confirmed that the stock
buyback would proceed as planned.”® The buyback is estimated at
approximately $22.5 billion, with $7.9 billion coming from the HD
Supply sale.’® The entire buyback was to be completed in 2007, yet
Home Depot executives recently announced that they are stalling the
second phase of the planned share repurchase until the credit markets
improve.'’

Also in the news for Home Depot, the company announced
that its chief operating officer, Joseph DeAngelo, was resigning.*®
Joseph DeAngelo oversaw the wholesale distribution business and,
though stepping down from his role as COO, will still work with HD
Supply.’® While Home Depot appears minimally affected by HD
Supply sale’s reduced price, the deal’s renegotiation triggered
concerns that other pending takeovers would fall victim to the credit
crunch.? As the Wall Street Journal quoted one trader saying, “If

11

Id.
12 2" Update: Home Depot to Get $8.5B for 87.5% of HD Supply, Dow
JONES NEWS SERVICE, Aug. 28, 2007.
Bd.
Y Ann Zimmerman, Home Depot’s Deal Renovation Won’t Derail Big
Stock Buyback, WALL ST.J., Aug. 29, 2007, at C3.
4.
16 2nd Update: Home Depot to Get $8.5B for 87.5% of HD Supply, supra
note 12.
Y Mary Ellen Lloyd, Home Depot Gives Gloomy Outlook, WALL ST. J., Feb.
27,2008, at B5.
'8 The Associated Press, Home Depot Inc.: Chief Operating Officer Leaves
After Unit’s Sale, WALL ST. J., Sept. 1, 2007, at A4.
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2 peter A. McKay and Robin Sidel, Stocks Decline on Concern That
Takeovers Will Fall Off, WALL ST.J., Aug. 28, 2007, at C1.
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they can [renegotiate] this one, they can do it to some others. It’s a
slippery slope.”*

B. Material Adverse Circumstances Clause: Harman
International Industries, Inc.

One of the first major deals to collapse as a result of the lack
of available capital was the $8 billion takeover bid for Harman
International Industries Inc. (“Harman”), an audio equipment
manager. The deal was led by Kohlberg, Kravis Roberts & Co.
(*KKR”) and Goldman Sachs Group, Inc. In late 2006, Harman was
in the process of replacing its company leadership,” and KKR then
offered Harman $8 billion for the company, a price substantially
higher than its market value.?® Even as the credit crunch loomed,
KKR released a statement in June 2007 that it was poised to carry out
the Harman purchase.” In September 2007, however, KKR
announced it no longer sought to move forward on the deal, alleging
that it found unacceptable financial conditions within the company.”
KKR and Goldman argued that these conditions amounted to a
material adverse change, thus allowing the cancellation of the deal.”®
The Harman stock plunged 24% after news of KKR and Goldman
backing out of the buyout.”” As in the Home Depot deal, several
major banks were closely watching the acquisition: Credit Suisse
Group, Goldman Sachs, Lehman Brothers, and Bank of America, had
collectively agreed to provide over $5 billion in debt financing to the
buyout.?®

Litigation over the failed Harman deal appeared inevitable,
as there was an express clause in the agreement that the buyers could
not back out for events “generally affecting the consumer or

2.
22 carol J. Loomis, An Old Hand in a Strange New World, FORTUNE, Jan.
24, 2008, available at http://money.cnn.com/2008/01/21/news/companies/
harmon_kardon.fortune/index.htm.
23

Id.
#1d.
% Dana Cimilluca and Dennis K. Berman, KKR, Goldman Cancel $8 Billion
Harman Deal—Stereo Firm’s Prospects Are Said to be Worse; Legal Battle
May Erupt, WALL ST. J., Sept. 22, 2007, at A3.
26
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% Dana Cimilluca, Winners, Losers In Harman Fiasco—Blackstone,
Schwarzman Get New Sword to Wield, WALL ST. J., Sept. 24, 2007, at C6.
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professional audio, automotive audio, information, entertainment or
infotainment industries, or the economy or the financial, credit or
securities markets.”® Though KKR was attempting to utilize the
MAC clause in the agreement, these conditions are incredibly
difficult to prove and litigation would have likely favored awarding
Harman the contract’s $225 million breakup fee.®® In October 2007,
Harman and KKR avoided litigation by reaching a compromise with
KKR agreeing to purchase a $400 million stake in the company.®
While the final agreement was not as profitable to Harman as the
buyout would have been, the $400 million still represents a
substantial KKR investment in the company.®

Overall, the Harman deal demonstrates the willingness of
buyers in this struggling credit market to utilize the MAC clause, a
clause which had previously been untested, even in deals concluded
in the aftermath of the September 11th terrorist attacks.*® Even
though this deal was completed without litigation or a complete
back-out on the part of the purchaser, deal participants will certainly
pay more attention to and negotiate harder over the terms of the
MAC clause in the future.

C. Rise of Termination Fees: United Rentals, Inc.

One of the first of the post-credit crunch buyout failures to
reach the courts was Cerberus Capital Management LP’s proposed
purchase of United Rentals Inc., a construction equipment rental
company. In July 2007, Cerberus and United agreed to a $4.1 billion
buyout to be closed in November.* According to United Rentals, the
buyout also included another $2 billion in assumed debt, making the
entire deal worth approximately $7 billion.* Even though the deal

# Dennis K. Berman and Dana Cimilluca, Harman’s Suitors Sour on
Buyout—Will New Discovery Prompt KKR, Goldman to Pull Out of $8
Billion Agreement?, WALL ST.J., Sept. 21, 2007, at A3.
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%! Dennis K. Berman, Harman Takeover Canceled, Fight Avoided, WALL
ST.J., Oct. 22, 2007, at A2.
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% Dana Cimilluca, Cerberus Seeks to Exit United Rental Deal—Latest
Casualty of Credit Crunch May Land in Court, WALL ST. J., Nov. 15, 2007,
at AS.

* The Associated Press, Cerberus Backs Out of Agreement to Buy United
Rentals, N.Y. TIMES, Nov. 15, 2007, at C6.
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was agreed to after concerns about the credit market arose, Cerberus
attempted to renegotiate the terms as early as August 2007.% In
November 2007, Cerberus informed United Rentals that it was not
prepared to go forward with the purchase, and United Rentals
brought suit.*” Cerberus chief executive Stephen Feinberg testified
that the downturn of the markets led the firm’s banks to shy away
from funding the deal.®® Prior to backing out, Cerberus and its banks
had been utilizing high-yield notes to finance the buyout and the
deterioration of the high-yield financing market may have also
contributed to the termination of the agreement.*

Unlike other collapsed buyouts, Cerberus did not attempt to
utilize the MAC clause in the contract and instead offered to pay the
agreement’s $100 million termination fee.” In its suit, United
Rentals alleged that Cerberus could not terminate the deal without
declaring a material adverse change.* The Delaware court ruled in
Cerberus’ favor that it could walk away from the deal by paying the
$100 million.** The court found that the Cerberus attorneys had
negotiated the termination fee with the intent that paying it would get
Cerberus out of its buyout commitment, so Cerberus did not need to
demonstrate a material adverse change.*® The collapse of the United
Rentals deal brought about a new concern for both buyers and sellers,
as the Delaware court appeared to have based its decision on the
communication between the two parties during the agreement’s
negotiation.** As the credit crunch makes firms appear willing to
back out of their buyout commitments, the lesson learned from the
United Rentals litigation is to be wary of ambiguous drafting and to
pay more attention to the meaning and implications of the MAC
clause during negotiations.*

% Cimilluca, supra note 34.
¥ Matthew Karnitschnig, Court Lets Cerberus Cancel United Rentals Deal,
WALL ST. J., Dec. 22, 2007, at A4.
38
Id.
* Cimilluca, supra note 34.
“ Michael J. de la Merced, Equity Firm is Sued Over Withdrawal from
Deal, N.Y. TiMES, Nov. 20, 2007, at C5.
41
Id.
2 Michael J. de la Merced, United Rentals Loses Bid to Make Suitor
Complete Buyout, N.Y. TIMES, Dec. 22, 2007, at C4.
43
Id.
* Michael J. de la Merced, United Rentals Will Not Appeal Ruling, N.Y.
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D. Refinancing: Sallie Mae

The largest casualty of the credit crunch to date was the
proposed $25 billion takeover of Sallie Mae. In April 2007, J.C.
Flowers & Co, Freidman, Fleischer & Lowe, JPMorgan Chase Bank,
and Bank of America proposed a $25.3 billion buyout offer of the
student loan company.®® The deal looked profitable when it was
negotiated, but it took a turn after the summer credit crunch and
Congress’s passing of the College Cost Reduction and Access Act,
which cut subsidies to student lenders and reduced Sallie Mae’s
profit margin.*’ Further, investors JPMorgan and Bank of America
were eager to rid themselves of their preexisting buyout
commitments as the nation’s credit crunch worsened.”® In
September, 2007, J.C. Flowers invoked the MAC clause in the
buyout plan to renegotiate the deal.”® In October 2007, J.C. Flowers
attempted to negotiate a twenty percent reduction in the buyout price,
reducing its bid to fifty dollars per share.®® Salle Mae refused to
accept this lower purchase price and walked away from the deal in
December.*

The upheaval surrounding the collapsed Sallie Mae buyout
led to changes in Sallie Mae’s leadership. On January 7, 2008, Sallie
Mae appointed Anthony P. Terracciano to succeed Albert L. Lord as
Chairman, though Mr. Lord remains chief executive.”? Mr.
Terracciano has experience in both selling troubled companies and
finding them capital.”® The Wall Street Journal suggested that the
new chairman offered a contrast to Lord’s brash demeanor that might

% Jim McTague, Will Sallie be Left at the Altar?, BARRON’S, Sept. 3, 2007,
at41.
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increase Sallie Mae’s credit rating and investor confidence.* In late
January 2008, Sallie Mae and J.C. Flowers struck a deal ending the
pending litigation between the parties and JPMorgan, Bank of
America, Barclays PLC, and Deutsche Bank AG are providing a $30
billion credit line to Sallie Mae, effectively allowing J.C. Flowers to
walk away from the $900 million breakup fee.® Though the $900
million breakup fee would have been a substantial gain for Sallie
Mae, the company’s spokesman, Tom Joyce, dubbed the loan
commitments a “vote of confidence” in the company. According to
Chairman Anthony Terracciano, the company remains open to the
possibility of being acquired.”” The Harman and Sallie Mae
settlements both suggest that buyers groups wishing to back out of
buyouts but eager to avoid excessive litigation costs will present
creative refinancing and investment offers to their once targeted
prospects.

E. Ongoing Dispute: Alliance Data Systems

Blackstone Group agreed to buy Alliance Data Systems
(ADS), a credit card processing company, in May 2007. In late
January 2008, Blackstone Group stated that it was unable to
complete its $6.4 billion buyout of ADS, citing objections from
federal banking regulators.®® The comptroller’s office allegedly had
strict capital and liquidity requirements that it expected Blackstone to
guarantee, and the Comptroller’s approval was required because the
World Financial Network National Bank handles Alliance Data’s
credit card services, which thus subjects Blackstone to national
banking laws.*® Blackstone alleged that the requirements imposed by
the Office of the Comptroller of the Currency were “unprecedented
and unacceptable.”® ADS brought suit in the Delaware Chancery
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Court to enforce the deal or the $170 million breakup fee.®* In the
aftermath of Blackstone’s attempts to walk out on the deal, ADS
shares plummeted thirty-five percent to $42.48 per share, a far cry
from the $81.75 per share value agreed to in the buyout.®

In February 2008, ADS dropped its lawsuit against
Blackstone citing that the companies are attempting to work out a
settlement.® ADS shares rose to $55.02 per share after this
announcement.®* However, ADS is free to bring another lawsuit if
the companies fail to reach an agreement.®® Carl Icahn, a billionaire
shareholder in ADS, announced in a regulatory filing that he reserves
the right to discuss the proposed takeover with ADS management.®
The Wall Street Journal speculates that Mr. Icahn will become an
active negotiator in the Blackstone/ADS deal and that he will work
with ADS’ investment bankers, Bank of America Securities and
Lehman Brothers.®” Additionally, in late March, 2008, the OCC
clarified a contentious point in the bargain.®® The OCC is now
allowing ADS to offer $400 million of collateral should the credit-
card bank fall into financial difficulty, thus requiring Blackstone to
step in only if ADS is unable to secure the $400 million.®
Blackstone had previously argued that the OCC refused to limit its
liability;”® Therefore, this new cap on exposure might move the deal
towards completion.™

F. Future Deals and Analysis

One of the biggest buyouts scheduled to close in 2008 is the
$19 billion acquisition of Clear Channel Communications by
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TIMES, Feb. 9, 2008, at C3.
%2 Cimilluca, supra note 58.
% Andrew Edwards, Alliance Data Drops Suit as Blackstone Deal Revives,
éNALL St.J., Feb. 9, 2008, at B5.
4

Id.
% Merced, supra note 61.
% Heidi Moore, Blackstone-ADS: Icahn’s Intervention—Billionaire Jumps
Into a Wobbly Proposed Deal, WALL ST. J., Feb. 13, 2008, at C3.
67

Id.
% Heidi Moore, Alliance Data: Less Stickk—A Regulator Eases
Blackstone’s Path; Other Issues Loom, WALL ST.J., Mar. 21, 2008, at C3.
69

Id.
1d.
d.



2008 DEVELOPMENTS IN BANKING LAW 270

Thomas H. Lee Partners and Bain Capital.”® If the buyers back out of
the deal, there is a $600 million breakup fee in the agreement.” The
Clear Channel acquisition is already in jeopardy as a result of an
inability to obtain financing.” At the end of March 2008, Clear
Channel sued the group of banks and securities firms funding the
buyout, a group that includes Citigroup, Morgan Stanley, Credit
Suisse Group, The Royal Bank of Scotland, Deutsche Bank AG, and
Wachovia.” Clear Channel alleged breach of contract, fraud, and
that the banks “improperly interfere[ed]” with the merger
agreement.’® The direction of the Clear Channel deal and its resulting
litigation will likely be watched by all of Wall Street. Clear Channel
is yet another example of how the events of the past six months leave
little security in purchase values set and deals formed in early
2007.”" Before the credit crunch, company leaders were able to
obtain maximum values for their companies.’ It was also considered
a truism that investment banks and other financial institutions would
be unwilling to bear the reputational consequences of backing out of
buyout deals.”® However, things have changed, and it is likely that, in
the upcoming months, corporations may have to accept reduced deal
values if they wish to proceed with such buyouts.?® As seen in the
Home Depot, Harman, and Salle Mae deals, companies are
increasingly vulnerable because of the lack of available financing,
and, coupled with the investment banks’ willingness now to back out
of deals, some companies may be willing to accept altered deal terms
in order to forego lengthy litigation, and to gain from an expedited
jolt of financing.®

2 Karen Donovan, As Some Buyouts Falter, New Tactics Aim to Lock in
I%eals, N.Y. TIMES, Jan. 4, 2008, at C6.

Id.
™ Michael J. de la Merced and Andrew Ross Sorkin, Clear Channel and
Balky Suitor Talk, N.Y. TIMES, Feb. 23, 2008, at C8.
™ Matthew Karnitschnig and Peter Lattman, Buyout Firms Sue Lenders
%ver Busted Deal for Clear Channel, WALL ST. J., Mar. 27, 2008, at C1.

Id.
" Thomas Heath, Private Equity’s Loss of Leverage: Credit Crunch Puts
the Brakes on Buyout Blitz, Forces Firms to Change Directions, WASH.
PosT, Jan. 2, 2008, at D8.
"8 Donovan, supra note 72.
1d.
8 Heath, supra note 77.
8 See Id.; Donovan, supra note 72. See also Berman, supra note 31;
Dowell, supra note 55; Sorkin, supra note 4.



2008 DEVELOPMENTS IN BANKING LAW 271

A striking change from this credit crunch appears to be the
willingness of deal participants to go back on their agreed-upon
buyouts obligations. As firms grasp at material adverse change
clauses in their purchase agreements, it is likely that there will be a
judicial ruling in the foreseeable future clarifying these previously
unaddressed clauses.?® Even if firms appear unlikely to prevail on the
MAC challenges, it is speculated that the threat of this litigation is
enough to get the selling company to renegotiate.®® The reputational
consequences of firms backing away from these agreements have yet
to be tested. Nevertheless, it is suggested that seller companies
implement stricter contractual provisions given the newly established
precedent for breaking multi-million and billion dollar deals.®
Though buyout contracts already appear to be fairly airtight, one
should expect the contract language to intensify and leave even less
maneuverability.®® Sellers are going to seek stronger financing
guarantees and higher breakup fees.®® These breakup fees are likely
to become massive, especially since the United Rentals decision
appears to give firms the go-ahead to abandon deals so long as they
can pay the termination fees.®” On the buyers’ side, it is likely that
firms will begin approaching deals with more cash and less debt in
order to avoid pressure from lenders to renegotiate the deals’ terms.®
Buyers and sellers are now coming to the bargaining table not only
trying to negotiate the best deal, but also trying to plan for potential
cancellation in the most favorable manner.
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8 See Donovan, supra note 72; Loomis, supra note 22. See also Claire
Smith, Bidders Consider Get-Out Clauses to Offer Lower Price, FINANCIAL
NEwS ONLINE US, Sept. 27, 2007, available at http://www.financialnews-
us.com/index.cfm?page=ushome&contentid=2448806520&uid=3308-9902-
722723-455306.

8 Andrew Ross Sorkin, If Buyout Firms Are So Smart, Why Are They So
Wrong?, N.Y. TIMES, Nov. 18, 2007, §3, at 8.

8 Dennis K. Berman, The Game: Reputation is Everything, Until it Costs—
Deal Makers to Breakers as Street Hits Straits; Adopt Hoo-Hoo Model?,
WALL ST.J., Oct. 23, 2007, at C1.

8 Merced, supra note 42.

8 See Sorkin, supra note 83.

8 |d. See also Merced, supra note 42.

# Heath, supra note 77.

% Student, Boston University School of Law (J.D. 2009).



2008 DEVELOPMENTS IN BANKING LAW 272

I11. Ratings Agency Accountability

Market commentators disagree on the precise level of blame
the credit rating agencies deserve for the subprime mortgage crisis.
Almost all the commentators agree, however, that the credit rating
agencies played a significant role in creating this crisis." By giving
undeservedly high credit ratings (“AAA”) to many structured
products with underlying subprime mortgages, these rating agencies
undoubtedly increased investor confidence and helped generate
demand for these subprime-backed securities.? The subsequent high
default rates on these subprime loans, however, suggest that these
credit ratings were faulty.

Soon after the scope of the subprime crises became apparent,
government agencies and regulators began questioning the rating
agencies’ role in facilitating the securitization and selling of
subprime mortgages. SEC examiners, state attorneys general,® and an
interagency committee, (the President’s Working Group on Financial
Markets) led by Treasury Secretary Henry Paulson are currently
investigating the extent of the credit rating agencies’ responsibility in
contributing to the subprime crisis.* Though the results of these
investigations have not yet been completed, analysts, lawmakers, and
others will be watching closely.

This paper will first put forth several theories of what the
credit rating agencies’ role was in contributing to the subprime crisis.
It will then describe the agencies’ reactions and responses to this
crisis. The article will continue to explain the current regulatory
framework, to which the credit rating agencies are subject, and the
various avenues of potential regulation being proposed to prevent a
similar crisis in the future.

! Ben Heath, For Rating Agencies, Now ‘the Trust is Gone', The Advocate,
Dec 28, 2007.
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A. The Role of Rating Agencies in the Subprime
Mortgage Crisis

Market commentators have put forth several theories as to
how the credit ratings provided by the major reporting agencies like
Moody’s Investor Services and Standard’s & Poor’s, were inaccurate
in assessing the true risk of the rated assets. Common to all these
theories is the discovery that various pressures existed in the market
that created in the credit rating agencies “an inherent tendency for
optimism.”® These pressures also caused the rating agencies to be
especially tardy in downgrading their ratings.®

One prominent theory is that credit rating agencies have a
conflict of interest due to their compensation structure.” Typically,
the owner of a security being rated, not the investors that purchase
these securities, will pay the credit rating agency that provides the
rating.® Therefore, the agencies’ impartiality is possibly strained—if
they give the security a low rating, they are likely to lose the business
of that client. This conflict is particularly problematic with regard to
structured products.” When rating traditional corporate bonds, there
is less fear that each issuer has any substantial influence over the
rating agency, because these issuers number in the thousands, and
each individual issuer is less material to the rating agencies’
revenue.™ Structured products, however, work very differently in
several respects. There are only a few investment banks that
assemble and structure the bulk of products that the credit rating
agencies rate.** Losing the business of these investment banks would
result in large revenue losses for the rating agency, especially
considering that structured finance business accounts for most of the
agencies’ total revenue.*? It is, therefore, no surprise that the
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evidence shows that ratings on structured products are more likely to
be inflated than the ratings on corporate debt.*?

Others claim that the rating agencies are not to blame.
Rather, the fault lies primarily with the loan originators and mortgage
brokers who generated the defaulting subprime loans.'* Typically, a
mortgage broker receives the loan recipient’s financial and credit
information and passes it on to the loan originators, who provide the
actual mortgage.” The loan originator works with an investment
bank to securitize the mortgage, usually pooled together with other
such mortgages and an array of other financial products to lower the
risk that a single mortgage will default. The investment banks send
these completed products, together with the respective mortgage
information, to the credit rating agencies.™® The credit rating agencies
then rate the security based on this information."” However, the
credit rating agencies are not equipped to verify the veracity of the
mortgage information, which is the job of the loan originators and
mortgage brokers.’® Rather, the task of the credit rating agency is to
build models that, based on such information, can accurately predict
the default rates of the structured products.*®

Others in the financial sector, in addition to the agencies
themselves,”® have adopted the argument that credit rating agencies
are not principally to blame for faulty ratings. Congressman Barney
Frank, for example, stated that the credit rating agencies had no idea
that there were so many bad loans underlying the securities they were
rating.”* This suggests that it is possible that the credit rating
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agencies were not falsifying statistics or blindly rating securities due
to any actual conflicts of interest. However, even under this more
optimistic interpretation of events, the credit rating agencies’
response was delayed. They waited until July 2007 to lower the
ratings on many mortgage-backed securities, long after the market
for suzlgprime loans collapsed, and tremendous default risk became
Clear.

Complicating things further is that historically, credit rating
agencies have been notorious for their tardy downgrades of non-
performing debt.?® The reason is that credit rating agencies risk
offending their clients, the powerful investment banks, and the
institutional investors.”* Moreover, downgrading a debt security
typically causes its market value to fall. When issuers are at the brink
of default, this decline in price may actually end up facilitating the
default, causing even more damage to the issuer and investors as a
whole.” Thus, the market circumstances incentivize delaying the
downgrading of securities.

The highly concentrated nature of the credit rating industry also
may inhibit accurate ratings.?® Only a handful of credit rating
agencies provide the majority of the market ratings.?” One reason for
this concentration is that the SEC has, in the past, discouraged new
entrants.”® Also, it is difficult for a new entrant to build a good
reputation on which investors are willing to rely.?® The Credit Rating
Agency Reform Act of 2006, discussed below, should change this by
encouraging new entrants and making the industry more
competitive.*

?2 Jesse Westbrook and David Scheer, SEC May Propose New Rules for
Credit-Rating Companies, BLOOMBERG, Feb. 8, 2008, available at
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B. Credit Rating Agency Reaction to the Subprime
Crisis

The credit rating agencies have reacted in a variety of ways, from
blaming the loan originators to proposing major changes in their
rating methodology. The agencies claim that they were deceived by
the parties responsible for compiling the loans that made up the
structured products,® including the loan originators and broker-
dealers who solicited the information.** However, despite not being
willing to internalize all the blame for the subprime collapse, the
credit rating agencies have announced their intention to overhaul
aspects of their credit ratings procedures. Standard & Poor’s (S&P)
announced it would hire an ombudsman to help deal with conflict of
interest concerns and will demand disclosure of collateral in
structured products.®® Also, it plans to be more informed about the
processes the loan originators use to determine the accuracy of their
data. 3 In terms of its predictive models, S&P announced it would
begin to highlight additional factors not traditionally covered, such as
liquidity, volatility, correlation and recovery.*® Deven Sharma,
President of S&P, said that these steps would “enhance
independence, strengthen the ratings process and increase
transparency.”

Moody’s similarly announced plans to change elements of its
rating system. Moody’s is considering a new rating system that uses
numbers instead of the traditional letters and would also add “sf” to
signal a rating of structured products.*” Moody’s also proposed new
measures that would allow investors to choose the underlying
assumptions and data with which to calculate the resulting value of
the structured product.® Investors will be able to compare these
values with those recommended by Moody’s.* With these measures,
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Moody’s aims to help investors price securities in different possible
scenarios, which illustrates the wide a range of values structured-
finance securities can have.*

Fitch also indicated its willingness to overhaul its rating
procedures for complex structured products.** In February of 2008, it
issued a statement saying that it was weighing its options for how to
rate corporate collateralized debt obligations (CDOs).* Fitch stated
that the goal of any change would be to add “an important level of
transparency” to the ratings of these complex products.*

Despite the agencies themselves attempting to be proactive in
fostering changes in their procedures, not all have reacted positively
to such announcements. New York Attorney General Andrew
Cuomo called the efforts mere “public relations window dressing”
and not indicative of systemic reform.** Others claim that the rating
agencies’ true motivation is to avoid governmental oversight and
regulation.” Most market commentators doubt that these attempts
will be completely successful in preventing all future federal
regulation.*® Nonetheless, there will be new changes in the ratings
process and it will become apparent in the coming years whether
these changes will represent any apparent improvements for
investors.

C. Current Rating Agency Regulation

Under the current legal scheme, credit rating agencies are
regulated by the SEC only if they desire to qualify as a Nationally
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Recognized Statistical Rating Organization (NRSRO). Alternatively,
they can choose to adopt the optional Code of Conduct issued by the
International Organization of Securities Commissions (I0SCO).

a. SEC Regulation of NRSROs

NRSROs are credit rating agencies, on which the SEC
permits other financial institutions to rely for various regulatory
purposes.*’ For example, SEC rule 15c3-1 requires brokers and
dealers to have a certain amount of capital.*® Securities that have an
‘investment grade’ rating from an NRSRO can count toward this
capital requirement.*

Before 2006, the SEC had little direct regulatory authority
over credit rating agencies.*® The commission staff would identify a
credit rating agency as an NRSRO through a “no action letter.”* The
letter stated that the commission would not recommend enforcement
action against broker dealers that relied on that credit rating agency’s
rating for purposes of complying with the SES’s net capital rules.*
Because the SEC’s main concern was for new “fly-by-night” rating
agencies, its staff would designate as an NRSRO only well
established agencies, upon which investors ordinarily relied.>
Incidentally, this made the rating market highly concentrated, as new
entrants, who had not yet had the chance to acquire broad market
reliance on their ratings, were consistently denied NRSRO status.>

This approach had two major criticisms. First, the no action
letter approach lacked transparency, as it was a discretionary com-
mission staff decision, and it led to the above mentioned anti
competitive results.>® Second, the credit rating agencies are essential
to the financial markets, and their lack of supervision can have
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significant adverse effects, as evinced by the Enron and WorldCom
scandals.®® In 2006, Congress responded to these concerns by
passing the Credit Rating Agency Reform Act.>” The Act gave the
SEC new authority to directly regulate credit rating agencies and to
set up clear procedures for qualifying as an NRSRO.® Specifically,
the 2006 Act (1) “defines the term NRSRO; (2) provides authority
for the Commission to implement registration, recordkeeping,
financial reporting, and oversight rules with respect to NRSROs, and;
(3) directs the Commission to issue final implementing rules.”> , It
is important to note, however, that the Act does not authorize the
SEC to regulate the substance of the ratings or the methodologies the
credit rating agencies use to determine their ratings.”® Rather, the
SEC’s responsibility is to promote competition, manage potential
conflicts of interest, and ensure accurate disclosure.®*

Pursuant to the 2006 Act, the SEC has issued a draft of new
rules called the Oversight of Credit Rating Agencies Registered as
Nationally Recognized Statistical Rating Organizations (2007).
These rules are aimed at improving the quality of credit ratings and
include the following:®

e Rule 17g-1-Requiring a credit rating agency seeking to
register as an NRSRO to register with the SEC and, if
approved, provide updated information and an annual
certification on Form NRSRO:®

e Rule 17g-2-Requiring an NRSRO to make and retain certain
business records;

e Rule 17g-3—Requiring NRSROs to annually furnish the SEC
with certain financial reports, including audited financial
statements;

e Rule 17g-4-Requiring NRSROs to adopt policies and
procedures governing the use of material nonpublic
information obtained in connection with credit rating;

%d. at 8.
" Pub.L. No. 109-291, §3850, Stat. 1327, 1327 (2006).
%1d. at 1332.
% NRSRO Regulation, supra note55, at 152.
60 See Hearing, supra note 5 (statement of Chairman Cox)
61
Id.
62 Rachel McTague, SEC Unanimously Adopts Rules To Implement Credit
Rating Agency Law, BNA BANKING DAILY, May 24, 2007.
% NRSRO Regulation, supra note 55, at 11 (applies through rule 17g-6).
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e Rule 17g-5-Requiring NRSROs to disclose and manage their
conflicts of interest. Such conflicts include being paid by
issuers of the securities, which the NRSROs are rating; and

o Rule 17g-6—-Prohibiting an NRSRO from engaging in unfair,
coercive, or abusive practices.

These rules, although not released in response to the subprime
mortgage crisis, will have a significant impact on the credit rating
industry.

b. 10SCO Optional Requirements

The International Organization of Securities Commissions
(10SCO) brings together the regulators of the world’s securities and
futures markets. In 2004, 10SCO issued a Code of Conduct,
addressing the credit rating agencies potential conflicts of interest.
The Code recommends that the agencies publish their ratings
methodologies, their methods of addressing conflicts of interest, and
their nondisclosure policies regarding material nonpublic informa-
tion.GSSGMost of the major credit rating agencies have adopted this
Code.

D. Potential Future Regulation

Government officials and regulators have had mixed reactions to
the credit rating agency issue. Several Attorneys General have
launched investigations and lawsuits against credit rating agencies.
Already mentioned is Andrew Cuomo’s investigation into whether
the rating agencies requested or had information that revealed the
risk in the underlying mortgages that were backing many of the
securitized assets scattered throughout the market.®” His office has
not yet filed any lawsuits but promised to actively pursue its

% Code of Conduct Fundamental for Credit Rating Agencies, International
Organization of Securities Commissions (Dec. 2004), available at
fr315ttp://www.iosco.org/ library/pubdocs/pdf/IOSCOPD180.pdf.

Id. at 4.
% Media Release, IOSCO Reports Good Progress in Adoption of Code of
Conduct, (Feb. 14, 2007), available at http://www.iosco.org/news/pdf/
IOSCONEWS100.pdf.
%7 Creswell and Bajaj, supra note 3.
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investigation.®® Similarly, Attorney General Richard Blumenthal of
Connecticut issued subpoenas to S&P, Moody’s and Fitch as part of
an antitrust investigation, and his office is examining whether the
credit ratings on subprime mortgage backed securities were honest
and accurate.”

At the federal level, Charles Schumer, New York Senator and
Chairman of the Congress Joint Economic Committee promised that
his committee will hold hearings on the credit rating agencies this
year.”® He has also suggested changing the rating agencies’
compensation structure so that the agencies are paid by subscribing
investors using the ratings, rather than by the entities whose
securities are being rated.”* Some commentators, however, advise
against this for two reasons.”” First, under a subscription-based
compensation structure the agencies rarely break even.”® Second,
such a structure would allow subscribers to pass along this rating
information to their *“free riding” friends and associates, thus
threatening the agencies’ customer base and revenues.™

In September 2007, the Senate Banking Committee held a
hearing on the role of the credit rating agencies in the subprime
crisis.” SEC Commissioner Christopher Cox, representatives of S&P
and Moody’s, and leading securities regulation scholars attended the
hearing.”® Commissioner Cox stressed to the committee that the SEC
is not authorized to *“second guess the quality of the [agencies’]
ratings.”’’ He also stated that the SEC has not yet formed a complete
view of the rating agencies’ role in the crisis, and thus it was too

% Aaron Lucchetti, Rating the Rating Overhaul: New York State Official
Calls Voluntary Moves 'Window Dressing’, WALL ST. J., Feb. 8, 2008 at C2.
% Paul Menchaca, Rating Agencies Remain Targets of Blame, ASSET
SECURITIZATION REPORT, Nov.12, 2007.

" Senior Lawmaker Vows Mortgage Broker Crackdown, Reuters (Feb. 6,
2008) available at http://www.reuters.com/article/Regulation08/
idUSN0629444420080206.

™ Labaton, supra note 4 (quoting Sen. Schumer as saying “[w]e need to find
ways to prevent this crisis from happening again.”).

Z Hearing, supra note 5 (statement of John Coffee).

g

" 1d.

®1d. (listing the following attendees: SEC Chairman Christopher Cox,
Professor John Coffee, Professor Lawrence White, Michael Kanef of
Moody’s Financial Services, & Vickie Tillman of Standard & Poor’s).

" Hearing, supra note 5 (statement of Christopher Cox).
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early to ask Congress for additional SEC authority to regulate the
substance of the ratings.”

Columbia University Law Professor John Coffee also testified at
the Senate hearing.” He began by describing the structure of the
ratings industry as pressuring the agencies into producing overly
optimistic ratings.®® He then proposed that the government counter
this by placing pressure on the rating agencies to be honest and
accurate.®* He first recommended that the SEC calculate the five-
year default rates on different classes of financial products for each
rating agency and publically disclose this data on one centralized
website.? This would make the rating agencies’ track record
accessible to all investors, thus allowing investors to compare the
initial rating with the eventual performance of the security.* This
would also allow investors to assess the reliability of a particular
agency’s rating of a security. Theoretically, this proposal would
increase the agencies’ diligence and ensure the accuracy of their
ratings, as they would strive to maintain their good reputation
(perhaps the rating agencies most valuable asset).*

In February 2008, Commissioner Cox stated that part of the
Commission’s agenda for 2008 is to draft new rules pursuant to the
Credit Rating Agency Reform Act.*® These rules will include new
disclosure procedures for the rating agencies.®® Chief among these
disclosure measures would be, as John Coffee suggested, a
requirement that agencies publicize their past ratings so that investors
can compare the ratings to the securities’ actual performance.®” Cox
believes that this increased information will “highlight successful
past performances and punish rating agencies for poor and unreliable
information.”®

At the September 26 hearings, John Coffee also recommended
that NRSROs should lose their NRSRO status if they do not maintain

" d.
1d.
04,
d.
%1d.
%1d.
8 JOHN C. COFFEE JR., GATEKEEPERS 285 (Oxford University Press 2007).
8 Ron Orol, Cox Discusses 2008 agenda, DAILY DEAL, Feb. 11, 2008.
86
Id.
1d.
% 1d.
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a certain level of accuracy.® The reason is that if an NRSRO rating
simply provided the market with (credit) information regarding a
security then inaccurate information would cause the NRSRO to lose
clients.® However, under the current structure, an NRSRO rating
provides more than just information on a security. Because many
regulated institutional investors are only allowed to purchase
investment-grade securities, the NRSROs are also giving these
investors “governmentally-delegated” permission to buy these rated
securities.”* Consequently, even if their ratings are inaccurate, their
services will still be in demand because it allows the issuer to sell its
securities to regulated investors.”” To remedy this problem, Coffee
suggests revoking an agency’s NRSRO status if its ratings are
inaccurate.

Under John Coffee’s recommendation, the SEC would need to
define a maximum default rate for each letter grade rating and would
then measure the rating agencies’ compliance with this standard.*® If
an agency’s default rate exceeds that limit, it would lose its NRSRO
standing for that security. However, during the hearing,
Commissioner Cox expressed doubt whether the SEC had the
authority to revoke NRSRO status for inaccurate ratings.**

At the same hearing, a few senators contemplated enacting
mandatory waiting periods for those working at a credit rating
agency before they work for a client, be it an issuer or an investment
bank.” This would provide less incentive for producing overly
optimistic ratings, since doing so would not be rewarded with a
lucrative job offer with the client.®® Michael Kanef, managing
director at Moody’s, expressed willingness to comply with such

¥ Hearing, supra note 5 (statement of John Coffee) (calling this proposal
the “best response” to the problem of insufficient market penalization of
inaccurate rating performance).
g,
.
% 1d. (calling this a “[market] power no other [financial services lynchpin]
possesses.”).
%1d.
° 1d. Hearing, supra note 5 (statement of Christopher Cox) (responding to a
question by Senator Shelby: “[I]f you're asking me whether we would use
our authority [to revoke NRSRO status] given the current statute, | think it
would be very difficult™).
% Associated Press, Credit Rating Agencies Defend Track Record, Sept. 26,
36007, available at http://www.msnbc.msn.com/id/20992048/.

Id.
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waiting periods, while Vickie Tillman, representing S&P, was more
reluctant.”’

A final regulatory response is an effort, led by the IOSCO, and of
international regulators, including the SEC, in considering
modifications on their Code of Conduct for credit rating agencies.*®
These new recommendations would tighten and improve the ratings
of structured products.®® Specifically, it would require disclosure of
the assumptions underlying ratings for structured products and
prohibit the rating agencies from giving advice on how to structure
products the agency also rates.™ Because the 10SCO has no
authority to enforce any of these rules, these rules can only be
effective if the rating agencies choose to adopt them.

E. Conclusion

At this stage of the subprime crisis, it is clear that at least some
regulatory response to the subprime mortgage crisis will focus on the
credit rating agencies. Currently, most commentators are blaming the
loan originators and mortgage brokers, and these seem most likely to
bear the brunt of the regulatory response. However, the credit rating
agencies clearly erred in providing defaulting products with AAA
ratings. In its new draft of rules (pursuant to the 2006 Act), the SEC
will likely institutionalize reputational damage by requiring agencies
to make their track records public. Additionally, the SEC may pass
rules requiring the rating agencies to adopt policies and procedures
for managing any potential conflicts of interests. These changes
should move the credit rating agencies closer to providing accurate
and reliable ratings.

Mendy Piekarski'™

°" Hearing, supra note 5 (in response to Senator Reid’s question).
% Media Release, 10SCO Addresses Subprime Crisis, (Feb. 6, 2008),
available at http://www.iosco.org/news/pdf/IOSCONEWS113.pdf.
99
Id.
100 |d
1% Student, Boston University School of Law (J.D. 2009).
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IV. Valuing Opaque Assets in an llliquid Market

Financial sector participants rely on a dynamic securities
market, bolstered by facilitative data analysis, available asset
information, and active buyers and sellers to set market prices.
Entities such as investment banks value their own portfolios based on
these prices. If a market mechanism falters, uncertainty in asset value
causes a market freeze-up. This scenario is occurring in the US
economy, as large investment banks are holding onto asset-backed
collateralized debt obligations (“ABS CDOs™). These assets possess
opaque price information and a small trading market, thus leading to
reduced liquidity and valuation accuracy. When nationwide home
prices dropped and the market saw higher than predicted default rates
on subprime mortgages, the assets and investment instruments
backed by these mortgages fell in value. Investment banks, otherwise
financially sound, felt the effects of this drop on their own asset
portfolios. The current “credit crisis” both stems in part from and
contributes to this liquidity freeze. This article examines the causes,
effects and possible legal ramifications of difficult-to-valuate asset
portfolios for investment banks and the U.S. financial markets.

A. Definitions

Investment banks create and sell asset-backed securities
(“ABSs”)* as a means of raising capital. These instruments give
investors a claim to cash flows derived from the bundled rated assets
that back the security. The backing assets can take any form,
including bundled assets secured by residential mortgages
(mortgage-backed securities, or MBS).> Once these assets are
bundled together into sellable forms, banks often use instruments
called collateralized debt obligations (CDOs) to separate out the
securities by tranches and to pool together tranches with similar risk
characteristics.® Rating agencies label the individual tranches by risk,

117 C.F.R. § 229.1101(c)(1) (2007).

% The assets backing the securities are distinct from the securities held by
investment banks. The issues of valuation and liquidity discussed
throughout are refer to the securities on bank balance sheets which are
backed by mortgages and other assets.

*Randall S. Kroszner, Governor, Fed. Reserve Bank, Remarks to the 2007
Credit Markets Symposium at the Charlotte Branch of the Federal Reserve
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and the securities pay out revenues correlating to the risk and payoff
preference of each investor.*

In addition to using CDOs to raise capital, investment banks
also invest in mortgage-backed assets. These banks use structured
investment vehicles (SIVs) ° to hold these mortgage-backed assets
off their balance sheets, and use them to generate capital by issuing
commercial paper.® Banks use SIVs as investment tools to speculate
that the long term rates of return on the investments will perform
above the rates it pays to its creditors in the short term.

B. Causes of the Asset Valuation Problem
a. Securitization

The root causes of the asset valuation problem are simple in
theory but formidable when aggregated. The valuation issue concerns
a wide array of securities back by a myriad of assets, and
securitization by investment banks only exacerbates the problem. In
many cases investment banks use mortgages to back the ABS CDOs
it creates, and the inherent value of the CDOs depends largely on the
value of the underlying mortgages. Turning to the current market
crisis, the housing market remained robust from 2001 to 2007, and
prices stayed constant or increased through that time.” The downturn
came, however, when home prices began to decline in the third

Bank of Richmond, Charlotte, N.C. (Mar. 22, 2007), available at 2007 WL
1303869.

* Alan Greenspan, Chairman, Fed. Reserve Bank, Risk Transfer and
Financial Stability, Remarks to Federal Reserve Bank of Chicago, 41st
conference on Bank Structures, Chicago, Ill. (May 5, 2005), available at
2005 WL 1078446 (F.R.B.).

> Risk-Based Capital Guidelines, 69 Fed. Reg 44908, 44909, n. 1 (June 28,
2004) (defining SIVs as “entities that earn a spread by issuing commercial
paper and medium-term notes and using the proceeds to purchase highly-
rated debt securities”).

°1d.

" See S & P/Case-Shiller Home Price Indices, Nov. 27, 2007, available at
http://www2.standardandpoors.com/
portal/site/sp/en/us/page.topic/indices_csmahp/0,0,0,0,0,0,0,0,0,1,1,0,0,0,0,0
.html [hereinafter Home Price Indices].
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quarter of 2007,® lowering the value of the secured mortgages
forming a part of the MBSs.’

The market effects indicate that investment bankers did not
prepare for the fall in housing prices during the securitization process
or evaluation of the MBSs,® and the market decline substantially
affected those holding on to the assets.** Also responsible for this
valuation error are the major credit rating agencies who incorrectly
rated groups of the underlying mortgages during the securitization
process, giving them very high ratings when their risk profile should
have dictated otherwise.> As a consequence, the housing market
downturn has forced many investment banks and other entities to
cease any trading of assets with unstable prices.*® These asset owners
likely feel more comfortable holding onto the assets while the market
settles, rather than sell them at artificially low prices during fire drill
sales. In hindsight, one can debate whether the optimism exemplified
in the pricing and selling of these instruments stemmed from a good-
faith believe in the continuing growth of the housing market or
whether there was some failure of due diligence by investment
bankers and analysts. The upshot is clear: these assets declined in
value throughout 2007 and continue to do so.

Factoring heavily into the asset-valuation problem too is the
fact that the securitization processes made these securitized assets
difficult to understand, analyze, or value. Before securitization,
investment bankers selected and grouped the underlying mortgages
based on estimates of the risk of default and the desire to group

®1d.

° See “Slower Asset Growth Is Centered in Real Estate,” FED. DEPOSIT INS.
CoRp., FDIC QUARTERLY BANKING PROFILE 3-4 (1st Quarter, 2007).

9 See Greg Ip, Mark Whitehouse and Aaron Lucchetti, U.S. Mortgage
Crisis Rivals S & L Meltdown, WALL ST. J.,, Dec. 10, 2007, at Al
(examining market effects in both the financial and consumer market
sectors).

1 See Steve Schifferes, Carnage on Wall Street as Good Loans Go Bad,
BBC News, Nov. 13, 2007, http://news.bbc.co.uk/1/hi/business/
7086909.stm.

12 Stephen Labaton, S.E.C. Inquiry Looks for Conflicts in Credit Rating
N.Y. TIMES, Sept. 27, 2007.

3 Jody Shenn, CDO Market Is Almost Frozen, JP Morgan, Merrill Say,
BLooMBERG NEws, Feb. 5, 2008, available at http://www.bloomberg.com/
apps/news?pid=20601087&sid=aCk0Qr1f2Eew.
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similar sources of revenue together to suit investor preferences.
Valuation processes would normally give discriminating investors a
supposedly accurate estimate of future cash flows based on risk
profile.”> However, currently, securitizing the assets (many of them
subprime mortgages), and placing them in world capital markets,
adds to the intricate nature of the instruments and thus makes it more
difficult to properly value them. Inaccurate credit ratings and overly
complicated risk evaluation models have created instability in these
securities’ prices, which has stymied potential post-issuance
transactions and cast an illiquid shadow over the entire ABS market
as a result.'®

With so many independent variables affecting them, asset-
valuation has become suspect. Investment banks invested in the
CDOs they originally created (through SIVs); but other buyers have
proceeded with caution because they could not themselves accurately
determine a fair value for the assets.” In addition to uncertainty in
valuation, subsequent events (the housing market downturn, high
default rates and general economic slowdown) have chilled the
growth of a liquid market for the securities.”® A large and active

14 See Ben Bernanke, Chairman, Fed. Reserve Bank, Financial Markets, the
Economic Outlook, and Monetary Policy, remarks given at the Women in
Housing and Finance and Exchequer Joint Luncheon, Washington, D.C.
(Jan. 10, 2008), available at www.federalreserve.gov/newsevents/speech/
bernanke20080110a.htm [hereinafter Bernanke speech] (stating that the
process of grouping and securitizing mortgages involved divisions of
“portions, or tranches, of varying seniority and credit quality . . . which
g:sould be matched to the needs of ultimate investors.”).

Id.
18 1d. (discussing investors who “rel[ied] heavily on the evaluations of these
products by credit-rating agencies” and the effects of inaccurate ratings on
investor behavior).
7 1d. (explaining the various reasons investors were reluctant to hold onto
ABSs issued by banks, forcing the banks to use SIVs that issued
commercial paper to hold the assets); see also Manmohan Singh and
Mustafa Saiyid, IMF Survey: Credit Market Turmoil Makes Valuation Key,
International Monetary Fund (Jan. 15, 2008), available at http://
imf.org/external/pubs/ft/survey/ so/2008 /res0115a.htm [hereinafter IMF
Survey] (“[The complexity of the cash flow seniority scheme] according to
deal-specific rules made it difficult and time-consuming for many investors
to model these securities independently.”).
18 See Center for Audit Quality, “Measurements for Fair Value in Illiquid
(or Less Liquid) Markets,” at 1(included in Center for Audit Quality, CAQ
Issues White Papers on Illiquidity in the Markets (CAQ Alert #2007-51)
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trading market no longer exists for these state-of-the-art ABS CDOs,
and the assets have remained in place as their value is now suspect
and they are viewed as more risky investments. On an individual
company basis, the fact that a small number of major financial
players hold a large amount of these assets on their balance sheets
means that they are feeling the sting even more as the liquidity crisis
continues.*® Furthermore, the major banks holding onto these assets
in some instances are not properly diversified, which effectively
increases the magnitude of the liquidity disturbance on their cash
flow and operations. %

b. Defaulting Mortgages

At the consumer level, mortgage payments increased
substantially for some borrowers holding adjustable-rate mortgages,
or ARMs.?! ARMs often use a low “teaser rate” for an introductory
period, which then increases to a rate set to some external indicator
plus a “margin.”? Consequently, some borrowers could not afford

(Oct. 3, 2007)) [hereinafter CAQ Alert] (“As a result of the uncertainty in
the market place arising from current conditions, investors and lenders have
largely retreated from investments in assets backed by subprime mortgages,
creating a co-called “liquidity crisis.””).

19 See Carrick Mollenkamp and David Reilly, Why Citi Struggles to Tally
Losses, WALL ST.J., Nov. 5, 2007, at C1.

20 For an example of such a scenario playing out in the hedge fund context
and the ramifications for Wall Street, see infra notes 48 to 50 and
accompanying text.

2l See Dr. Faten Sobry and Dr. Thomas Schopflocher (Practising Law
Institute), The Subprime Meltdown: A Primer, 1633 PLI/Corp 89, 98-99
(June 21, 2007) [hereinafter 2007 PLI Primer]. This situation is exacerbated
if the value of the securing asset (the house) drops.

%2 Declining home value and rising payments can combine such that a
borrower owes more on a mortgage than the value of the home itself. This
situation is commonly called being “upside-down” and can lead to a set of
perverse incentives for borrowers. Most apparent would be the incentive to
default of the payments and lose only the value of the home in foreclosure
while keeping the current and future income that would otherwise be devoted
to mortgage payments. Anecdotal evidence exists, but no complete statistical
data exists as of this time regarding the number of borrowers who face or have
faced this choice due to the recent market downturn. For a basic discussion of
the issue, see Bob Irvy, Subprime Borrowers to Lose Homes at Record Pace
as Rates Rise, BLOOMBERG NEews (Sept. 19, 2007), available at
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these higher mortgage obligations after their interest rates re-set to a
higher rate. 2 As homeowners have been defaulting at higher levels,
lenders are feeling the sting of loan default and are consequently
reining in their lending policies in order to limit risk exposure.?
Consumers currently find it difficult to acquire loans to maintain
current debt obligations and to bolster short-term spending and debt-
servicing needs, thereby increasing default rates.?

Borrowers in the financial markets also face lenders’
reticence. Some hedge funds and SIVs find themselves without the
capital to make planned market investments due to scarce available
credit. *® With a capital structure that relies on commercial paper
issuances, SIVs in particular need inexpensive credit to profit from
the spread between short- and long-term CDOs. SIV fund managers
find themselves unable to cover positions if one “side” of the spread
fails due to a failure of the asset (the mortgage) backing the security,
and no other channels of liquidity exist.?’ Investment banks and
others therefore have not been able to finance the purchase of CDOs,
and the paucity of arms-length transactions has prevented an accurate
“market price” for the assets from materializing.”® Liquidity
problems due to market failure represent a classic “positive feedback
loop” from which all roads lead to asset valuation difficulties.

http://mww.bloomberg.com/apps/news?pid=20601103&sid=akOEPec30TR4

&refer=us.

2% See 2007 PLI Primer, supra note 21, at 99-100.

2 Sudeep Reddy, Lenders to Home Buyers to Tighten Further, WALL ST. J.,
Nov. 7, 2007, at A2.

%% See CAQ Alert, supra note 18, at 1 (“Lenders that are still making loans
have significantly tightened their underwriting standards, making it more
difficult for existing borrowers to refinance.”).

% gee generally The Effects of the Credit Crunch on SIVs and Hedge Funds,
WHITE AND CASE LLP NEws: TALKING. . ., (Dec. 18, 2007) available at
https://www.whitecase.com/talking_12182007/].

%7 See statement by Stephen Phillips, Partner, White and Case LLP, id.
(observing that for SIVs, “the short-term asset-backed commercial paper
market effectively seized up, cutting off their incoming cash flow supply,
and secondly, many were forced to sell assets to maintain their leverage
within pre-set levels when the net asset value of the portfolios declined.”)
This forced sale of assets would likely be more difficult in an illiquid
market.

% Shenn, supra note 13
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c. Lack of Dependable Pricing Models

The lack of a dependable pricing model most materially
affects the liquidity and pricing of assets. Asset owners use three
different methods of valuation based upon the nature of the asset
being examined: mark-to-market, mark-to-matrix, and mark-to-
model. A mark-to-market scheme requires a large market for
“actively traded, identical assets” and the ability to acquire pricing
information quickly.”  Mark-to-matrix schemes use pricing
information created by analyzing similar assets in large markets to
price “less actively traded assets,” including some ABSs.*® Mark-to-
model valuation reduces to the best estimation of value by the holder
based on its own analytical methodology.* This model applies to
non-liquid assets such as certain tranches of CDOs.* The mark-to-
model method has been referred to derogatively as “mark to myth,”*
because it provides the least definitive measure of value for market
transactions. This is not to say that the value derived is always wrong
or the result of fraud. The problem lies in the inability to have
independent auditing of the valuation method, coupled with the high
degree of managerial discretion imputed to the selection of the
models used.** To a lesser extent, the “mark-to-matrix” method faces
similar valuation difficulties. The use of the marking to model leads
to distrust by potential buyers in the value assigned to assets which
impedes market transactions.

d. Effects on the Market

The summer of 2007 saw the burden that these complex and
difficult-to-mark assets placed on investment banks materialize. In
response to investor concerns that balance sheets were not accurately
portraying the wvalue of companies, the Financial Accounting

2 IMF Survey, supra note 17
30

Id.
d.
2.
% Susan Pulliam, Randall Smith and Michael Siconolfi, U.S. Investors Face
an Age of Murky Pricing, WALL ST. J., Oct. 12, 2007, at Al (quoting
Warren Buffet).
% See Jim Chanos, Short-Lived Lessons—From an Enron Short, WALL ST.
J., May 30, 2006, at A14 (discussing the role mark-to-model valuation had
in the corporate looting of Enron by its management).
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Standards Board (FASB) established three separate “levels” of assets
for valuation purposes based on the liquidity of markets in which
they trade.®> MBS CDOs fall under Level 3 through the use of
“mark- to-model” valuation procedures.®® Level 3 status indicates
three things: (1) the price inputs are unobservable; (2) management
assumptions drive the valuation process; and (3) no liquid market
exists with which to valuate the asset.” Banks now must state in
their financial reports that certain assets cannot be priced on a broad,
fluid market and no other reliable pricing method exists.*

In compliance with FASB regulations, asset owners began
shifting assets from Level 2 to Level 3 in their financial reports and
SEC filings, indicating a lack of information and a liquid market in
which to trade and valuate.®® Some analysts see this as a less

% FAIR VALUE MEASUREMENTS, Statement of Fin. Accounting Standards
157, p. 25-30 (Fin. Accounting Standards Bd., Sept. 2006), available at
http://fasb.org/pdf/fas157.pdf. This FASB statement establishes three tiers
of assets for accounting purposes and SEC reporting. Level 1 assets use
pricing inputs that are “quoted prices (unadjusted) in active markets for
identical assets or liabilities that the reporting entity has the ability to access
at the measurement date.” Level 2 assets use “inputs other than quoted
prices included in Level 1 that are observable for the asset. . ., either directly
or indirectly through corroboration with observed market data. . . .”

% See David Reilly, Marking Down Wall Street, WALL. ST. J., Sept. 14,
2007, at C1 (discussing the potential effects the new accounting rules would
have on major investment back balance sheets due to the large number of
“mark to model” assets they carried at the time).

%" See FAIR VALUE MEASUREMENTS, supra note 35.

*d. Some banks use unfamiliar and possibly inaccurate indexes such as
ABX to track CDO values with mixed results. ABX is an index used to
measure the cost of insuring subprime mortgage bond through credit default
swaps, presumably giving some indication of the value of the bond as an
asset. See generally Who's Profiting from the Subprime Bust, BUSINESS
WEEK ONLINE, Mar. 8, 2007, available at 2007 WLNR 4382010. USB
recently started recognizing ABX’s values as an indicator of value after
previously stating that its use was limited and its accuracy was suspect. See
Serena Ng, Carrick Mollenkamp, and Scott Patterson, A Subprime Gauge, in
Many Ways?, WALL. ST.J., Dec. 12, 2007, at C1.

% See Morgan Stanley, Annual Report (Form 10-K), at 123-24 (2008) (“The
Company reclassified certain Corporate and other debt and Net derivative
contracts from Level 2 to Level 3 because certain significant inputs for the
fair value measurement became unobservable. These reclassifications
included transfers in the fourth quarter primarily related to the continued
market and liquidity deterioration in the mortgage markets. The most
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troublesome way to accomplish an asset write-down that indicates
the same thing: the owner incorrectly estimated of the assets’ values,
and investors should be cognizant of a weaker asset portfolio.*
Investment banks have colored their rhetoric to market analysts and
investors by speaking of future opportunities and lessons learned
from the past year. Specifically, fourth quarter earnings reports from
2007 acknowledge the disappointment in the need for write-downs of
assets but look toward 2008 as having less risk exposure. **

Asset valuation issues affected balance sheets and investor
returns substantially. In addition to moving assets from Level 2 to
Level 3, investment banks recognized large asset write-downs,*
which received a huge amount of publicity in the financial media.*
Citigroup took a $17.4 billion write-down in the final quarter of

material transfers into Level 3 were in commercial whole loans, residuals
from residential securitizations, and interest-only commercial mortgage and
agency bonds as well as commercial and residential credit default swaps.”).
See also John Glover, Banks Face $100 Billion of Write-downs on Level 3
Rule, BLOOMBERG NEws, Nov. 7, 2007, available at http://www.
bloomberg.com/apps/news?pid=20601087&sid=ap42s_XrP58Q&refer=home
(predicting $100 billion in revaluation under FASB new rules to level 3
status and conflating this process with an asset write-down).

“0 See Glover, id.

* See Citibank Report, supra note 44 (quoting Vikram Pandit, Chief
Executive Officer; “Our financial results this quarter are clearly
unacceptable. . . .[However,] [w]e have a unique franchise that is well
positioned in growing markets with tremendous capabilities to serve clients
around the world.”).

2 An asset write-down follows recognition that the asset ‘s value is
impaired in some manner. In financial accounting terms, a write-down, or
reduction, of an asset’s value on the balance sheet must be matched by a
decrease in liabilities or owner’s equity. The mechanics of the accounting
procedure includes the recognition of an expense on the firm’s income
statement in the amount of the write-down. This reduces retained earnings
on the balance sheet that follows the income statement period. As retained
earnings are a species of “owner’s equity,” the balance sheet stays in
balance with the firm’s (and therefore investors’) value being reduced. See
PETER EASTON, JOHN WILD, ROBERT HALSEY, AND MARY LEA MACNALLY,
FINANCIAL ACCOUNTING FOR MBAS, 8 6:31-33 (Cambridge Business
Publishers 3" ed. 2008).

** For a sampling of recent media coverage, see Mollenkamp and Reilly,
supra note 19; Pulliam et al., supra note 33; Reilly, supra note 36.
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2007* and adjusted the asset portfolios of itself and its seven SIVs,
taking on some $49 billion in assets onto its own books.* Merrill
Lynch and Morgan Stanley posted record write-downs of $11.5
billion*® and $9.4 billion*’, respectively. In August of 2007, Bear
Stearns announced the closing of two hedge funds trading heavily in
mortgaged-backed CDOs, which sent pangs through the market.*®
The first quarter of 2008 saw the stakes rise significantly as Bear
Stearns collapsed from a solvent investment bank to fire-sale fodder.
Wall Street’s fifth largest investment bank experienced a classic
“run” on its cash reserves due to fears of its inability to back the
obligations attached to its ABS CDOs and fears that it was heading
towards bankruptcy. *° The Federal Reserve, acting to a prevent a
precipitous domino effect causing bank failures elsewhere, financed
a short-term loan to the bank which eventually became the funding
for a purchase of Bear Stearns by J.P. Morgan Chase & Co.*

C. The Future

Several regulatory and legal issues will need attention in the
coming months. The role of the federal government and the Federal

* CITIGROUP, 2007 FOURTH QUARTER AND YEAR-END REPORT (Jan. 15,
2008) [hereinafter Citigroup Report].

** Robin Sidel, David Reilly and David Enrich, Citigroup Alters Course,
Bails Out Affiliated Funds, WALL. ST. J, Dec. 14, 2007, at Al.

% MERRILL LYNCH, 2007 SUMMARY ANNURAL REPORT, (Jan. 17, 2008)
[hereinafter Merrill Report].

* MORGAN STANLEY, 2007 FOURTH QUARTER AND YEAR-END REPORT
(Dec. 19, 2007) [hereinafter Morgan Report].

“8 Kate Kelly, Liam Pleven & James R. Hagerty, Bear Stearns Hit Again By
Investors Fleeing Mortgage Sector, WALL. ST. J., Aug. 1, 2007 at. Al; see
also Press Release, Bear Stearns, “Bear Stearns Provides Update on BSAM
Structured Credit Strategies Funds,” June 26, 2007, available at
http://www.bearstearns.com/sitewide/our_firm/
press_releases/content.htm?d=06_26_2007.

“ See Greg Ip, J.P. Morgan Buys Bear in Fire Sale, As Fed Widens Credit
to Avert Crisis, WALL. ST.J, Mar. 17 2008, at A1.

% The Federal Reserve’s loans to J.P. Morgan were in fact secured “solely
by difficult-to-value assets inherited from Bear Stearns.” Id. The low price
given for Bear Stearns (initially $2 a share) can be contributed to the
inability to valuate the securing assets which were being purchased in the
deal. The deal also injected liquidity into the asset market due even if at low
value levels. Id.
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Reserve Bank has yet to be been fully outlined beyond the Fed’s
facilitation of open market transactions and regulation of interest
rates.”> The SECs role is equally being defined as it serves an
investigatory function by delving into the processes used by
investment banks to value their assets. In recent developments, UBS
faces investigation for firing a hedge fund manager for reducing the
value of assets in opposition to its own estimates,®* and Merrill
Lynch faces a similar SEC investigation.® The FBI and the U.S.
District Attorney in New York opened investigations against Merrill
Lynch and UBS in connection with the same allegations the SEC is
pursuing. >*

Courts also may be forced to deal with fallout from the
process leading up to, and the execution of, the securitization and
investment of these CDOs.> Whether any of these lawsuits will stem
directly from the asset valuation problem remains to be seen.
Plaintiffs have already claimed that the underwriters and ratings
agencies committed fraud in the formation of difficult-to-value
assets.” Other claims have been brought against the various actors

* See Bernanke speech, supra note 14 (discussing the monetary policies
maneuvers taken by the Federal Reserve, including lowering the discount
rate, but also warning that “. . .in light of recent changes in the outlook for
and the risks to growth, additional policy easing may well be necessary” to
encourage the growth of liquid markets). If banks can borrow money
cheaply from the Federal Reserve through the discount window, any “credit
crunch” may be mitigated and access to ready finds would not serve as a
barrier to asset liquidity.

%2 See Kara Scannell, Anita Raghanavan and Amir Efrati, The Subprime
Cleanup Intensifies, WALL ST. J. Feb 2, 2008 at B1 (citing authorities as
“investigating whether USB AG misled investors by booking inflated prices
of mortgage bonds it held despite knowledge that the valuations had
dropped . .. .”); Pulliam et al., supra note 33.

% Amir Efrati, Susan Pulliam, Kara Scannell and Craig Karmin,
Prosecutors Widen Probe Into Subprime, WALL ST. J., Feb. 8, 2008, at C1
(discussing that among the regulators’ goals is to find determine if the
Merrill Lynch “booked inflated prices of mortgage bonds it held despite
knowledge that the valuations had dropped . . ..”).

> Evan Perez and Kara Scannell, FBI Launches Subprime Probe, WALL ST.
J. Jan 30th 2008 (discussing Merrill Lynch); see also Scannel et al., supra
note 52 (discussing USB).

% See 2007 PLI Primer, supra note 55, at 92.

*® In re First Alliance Mortg. Co., 471 F.3d 977 (9th Cir. 2006)
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up and down the asset-formation chain. ** However, the lack of an
accurate valuation measure, through market mechanics or other
means, may not in itself suffice for claims of fraud or breach. Had
the investment banks colluded with or coerced the rating agencies to
intentionally make the instruments difficult to comprehend and rated
the instruments above their actual risk profile, a completely different
list of regulatory and legal issues comes to the surface. However,
proving this is a difficult task indeed, and plaintiffs likely face an
uphill battle in prevailing on fraud claims.

D. Conclusion

Prior to the subprime crisis and credit crunch, U.S. capital
markets seem to have taken accurate asset pricing and liquidity for
granted. The two concepts, though, are intertwined, for the failure of
one begets the failure of the other. The happenings in the In ABS
CDOS has made it apparent that accurate asset-pricing and liquidity
are of paramount importance to sound investment environment and a
stable market. The subprime crisis has precipitated a world of worry
about proper asset-valuation, and one of the biggest problems the
market has faced has been the apathy of banks and asset-holders
simply not knowing exactly they owned. The growing uncertainty in
the market caused banks to exercise caution in lending money, and
they subsequently sat on their hard-to-value, hard-to-sell assets,
waiting for some indication of value to materialize. In the meantime,
the market freeze-up that has accompanied the subprime crisis will
continue to provide challenges for financial institutions, regulators,
and economists, as they all search for ways to provide more certainty
and transparency to asset-valuation in the future.

William Collins®®

> See generally 2007 PLI Primer, supra note 55 (discussing the services
and possible legal fault various entity types had in the Abs formation
process).

>8 Student, Boston University School of Law (J.D. 2009).
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V. The Credit Crunch: Causes and Impact

The effects of the subprime mortgage collapse have not been
confined to the housing sector, and have instead been felt throughout
the global economy. Because many subprime mortgages were
securitized and sold many times over, the risk of foreclosure associ-
ated with these mortgages likewise was distributed widely through-
out the market.! All debt instruments that contain subprime loans are
now viewed with great suspicion, which is problematic because
financial institutions, as well as corporations, often offer these debt
instruments as collateral to obtain credit.” Currently, banks and other
investors are reluctant to accept as collateral any asset that contains
subprime mortgages since the futures of many of these mortgages are
in jeopardy.® This skepticism is warranted, since many of the
subprime mortgages contain adjustable rates, and each upward
adjustment to the interest rate has the potential to produce a flood of
defaults. The result is a reduction in the availability of credit.* The
consequence is that there is less available credit for financing
purposes.

Money center banks and large financial institutions have
experienced an additional set of problems related to the subprime
mortgage fallout. These institutions hold a large number of subprime
mortgages on their balance sheets, but the secondary market for these
assets has largely vanished.> As the value of subprime mortgages
declined, banks started to report large losses, and their share prices
dropped to reflect these developments.® Additionally, as capital
eroded, banks naturally had to be cautious with their lending
activity.” According to Federal Reserve Chairman Ben Bernanke:
“The combination of larger balance sheets and unexpected losses
prompted banks to become protective of their liquidity and balance
sheet capacity and thus to become less willing to provide funding to

! Ben Bernanke, Chairman, Board of Governors of Federal Reserve,
Address at the Women in Housing and Finance and Exchequer Club Joint
Luncheon (Jan. 10, 2008), available at http://www.federalreserve.gov/
gewsevents/speech/bernanke20080110a.htm.

Id.

*1d.

“1d.

°1d.

°1d.

1d.



2008 DEVELOPMENTS IN BANKING LAW 298

other market participants, including other banks.”® Banks have also
raised credit standards for firms and households that are seeking
loans.® This may be due in part to the decreased creditworthiness of
borrowers as the economy slows down.

Furthermore, companies have experienced difficulty
obtaining credit throu