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EMERGING THREATS TO STABILITY:
CONSIDERING THE SYSTEMIC RISK
OF LEVERAGED LENDING

Tuesday, June 4, 2019

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CONSUMER PROTECTION
AND FINANCIAL INSTITUTIONS,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:48 p.m., in room
2128, Rayburn House Office Building, Hon. Gregory W. Meeks
[chairman of the subcommittee] presiding.

Members present: Representatives Meeks, Scott, Foster, Lawson,
Porter, Ocasio-Cortez; Luetkemeyer, Lucas, Posey, Barr, Tipton,
Williams, Loudermilk, Budd, Kustoff, and Riggleman.

Also present: Representatives Himes and Garcia of Illinois.

Chairman MEEKS. The Subcommittee on Consumer Protection
and Financial Institutions will come to order.

Without objection, the Chair is authorized to declare a recess of
the subcommittee at any time.

Also, without objection, members of the full Financial Services
Committee who are not members of this subcommittee are author-
ized to participate in today’s hearing.

Today’s hearing is entitled, “Emerging Threats to Stability: Con-
sidering the Systemic Risk of Leveraged Lending.”

I now recognize myself for 4 minutes to give an opening state-
ment.

Ranking Member Luetkemeyer and members of the sub-
committee, welcome to this hearing on, “Emerging Threats to Sta-
bility: Considering the Systemic Risk of Leveraged Lending.” This
important hearing offers us an opportunity to consider the central
role that FSOC and the Office of Financial Research must play to
allow us to monitor, quantify, and map emerging systemic risks
and designate systemically risky institutions.

I have been very concerned about the rapid rise of leveraged
loans and covenant-lite loans in recent years. The Fed, the IMF,
and many others have referred to these loans as recession ampli-
fiers, and I believe we must consider the possibility that they may
prove systemic.

When the Federal crisis hit in 2008, one of the central drivers
of panic was that the public lost faith in the regulators’ ability to
anticipate the next financial institution to fail and to contain the
spreading crisis. Among the many important reforms enacted into
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law in the Dodd-Frank Wall Street Reform Act was the establish-
ment of the Financial Stability Oversight Council (FSOC) and the
Office of Financial Research (OFR).

FSOC got to the root of one of the obvious problems with our pre-
crisis regulatory framework—namely, that regulators operating in
silos cannot effectively monitor for system-wide risks or easily im-
ple;{nent coordinated response strategies to contain the spread of
risks.

Similarly, the capacity to designate non-bank financial institu-
tions that pose systemic risks to the system and regulate them ac-
cordingly is essential.

Also central to managing risk was the establishment of the OFR,
which is tasked with monitoring risk in the system wherever the
risk might originate or lie, quantify the risk, map the interconnect-
edness of the risk, and inform FSOC in its monitoring of systemic
risk. OFR is not bound solely to the banking system and can gather
data on financial institutions regardless of their regulator or struc-
ture. This is essential as markets evolve.

For these reasons, I frankly do not understand the Administra-
tion’s efforts to dilute the role of FSOC and the OFR and to gut
budgets and staff. We should all aspire to a regulatory framework
that protects the stability of the system as a whole, that is fully
informed on existing and emerging systemic risk, and is ready to
contain any new risk so that we protect taxpayers and Main Street.
Failing institutions must be allowed to fail without threatening the
system as a whole or bringing down Main Street.

I look forward to the testimony of our witnesses today and to
constructive discussion about emerging systemic risk. It is impor-
tant that we discuss the risk that leveraged lending poses to the
system and whether the regulatory framework we put in place fol-
lowing the last financial crisis is adequate or should be further up-
dated to ensure that we never again live through a crisis that
threatens our financial system and capital markets as a whole and
inflicts the level of financial hardship that we witnessed in 2008.

I will add, in closing, that I am encouraged to see that our work,
and this hearing specifically, are already having an impact, as
Treasury Secretary Mnuchin called an emergency FSOC meeting
over the weekend to discuss leveraged loans and exploding cor-
porate credit.

Specifically, according to this article by Bradley—which I will
enter into the record—a secret meeting of FSOC was held over the
weekend as regulators became increasingly concerned about the
threat that overly leveraged companies will pose to the financial
system and to the economy in what looks increasingly like an accel-
erated slowdown of the American economy.

I call on FSOC to make public the minutes of the meeting and
any presentation by staff, including on the risk they see to the sys-
tem and their analysis of comments to their proposal to make it
harder for FSOC to designate non-bank financial institutions as
systemically significant.

I now turn to the ranking member of the subcommittee, Mr.
Luetkemeyer, for his opening statement.

Mr. LUETKEMEYER. Thank you, Mr. Chairman. And thank you for
holding a hearing on this important topic.
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Today’s hearing is entitled, “Emerging Threats to Stability: Con-
sidering the Systemic Risk of Leveraged Lending.”

The keyword for today’s discussion should be “systemic.” While
it is no secret that leveraged lending contains a certain amount of
risk, all lending products do. These hearings should focus on
whether leveraged lending risk poses a systemic threat to our fi-
nancial system.

Recently, I have taken note of industry stakeholders and regu-
lators who raise concerns regarding the amount of risk in the lever-
aged lending sector. Many of my colleagues echoed those concerns
at a hearing with prudential regulators last month.

As we assess potential concerns about leveraged lending, it is im-
portant to take a look at the numbers. The growth rate of lever-
aged lending in 2018 was 20 percent. On its own, that number may
sound high. However, while comparing it to historical growth of le-
veraged lending since 1997, which is 15 percent, the rise can be an
association with a strong economy. As we have heard from Fed
Vice Chairman of Supervision Randy Quarles, the recent growth in
leveraged lending is largely on par with the economic growth of
this country.

The total amount of outstanding leveraged loans is estimated be-
tween $1 trillion and $1.5 trillion. While this is another large num-
ber, the total amount of outstanding business credit is currently
$15.2 trillion, making leveraged lending a small portion of risk in
business lending.

Furthermore, leveraged lending’s 4 percent of the total fixed-in-
come markets pales in comparison to mortgage-related loans at 22
percent. Not only does leveraged lending encompass a small portion
of overall fixed-income markets, but the systemic significance of le-
veraged lending is lessened when you consider that banks hold less
than 8 percent of outstanding leveraged loans, according to the
Federal Financial Stability Report from May of this year.

So, in other words, you take $1.1 trillion to $1.5 trillion worth
of exposure, 8 percent of which the banks coming up with roughly
$100 billion—these are all back-of-the-envelope figures here, but
roughly $100 billion worth of exposure. The Fed’s Financial Sta-
bility Report recently said that a 2-percent loss ratio is an approxi-
mate loss ratio in normal economic times as we have now, which
is $2 billion. I'm not sure that the expected loss ratio of $2 billion
is systemic to our economy. Even at 10 percent, which was what
happened in 2008, you are looking at $10 billion. So, again, I am
not sure $10 billion is a systemic risk to our economy, but, obvi-
ously, we are here today to discuss a lot of that as well.

This evidence suggests little systemic risk to our financial mar-
kets. However, bank regulators should and are still closely moni-
toring the marketplace and assessing the risk associated with le-
veraged lending. The OCC recently stated they remain attentive to
heightened risks in the leveraged lending market. And FDIC
Chairwoman McWilliams stated in written testimony before this
committee that the FDIC is monitoring the market because a sig-
nificant rise in leveraged loan defaults could have broader economic
impacts.

I support the regulators’ commitment to oversight of the risk as-
sociated with leveraged lending. In addition to close attention to all
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financial markets, regulators should continue their oversight and
supervision of banks to ensure proper risk management and capital
reserves are in place to appropriately protect against leveraged
lending risk as well as all loan risk on their books.

I look forward to the discussion on the risk associated with lever-
aged lending and how it affects our financial system.

With that, Mr. Chairman, I yield back the balance of my time.

Chairman MEEKS. Thank you.

I now yield 45 seconds to the gentleman from Georgia, Mr. Scott.

Mr. ScorT. Thank you very much, Chairman Meeks.

This is a very important hearing. I am very concerned about the
size of the leveraged loan market and the quality of the loans, par-
ticularly with regard to the recent increase in what we refer to as
covenant loans.

The participation of banks, in contrast to non-bank entities, is
very important. And the potential challenge that highly indebted
corporations would face in the event of a slowing down of the econ-
omy.

All of this boils down to a discussion of risk, who holds it, and
who can withstand it.

Thank you, Mr. Chairman, and I look forward to this hearing.

Chairman MEEKS. Today, we welcome the testimony, first, of Mr.
Gerding, who is a professor of law and Wolf-Nichol fellow at the
University of Colorado Law School. Mr. Gerding joined the Univer-
sity of Colorado Law School in 2011. He teaches banking law, con-
tracts, securities regulations, corporations, deals, and corporate fi-
nance.

His research interests include: securities; banking law; the regu-
lation of financial markets, products, and institutions; payment
systems; and corporate governance. He is the author of a book enti-
tled, “Law Bubbles and Financial Regulation,” which was published
in 2014.

His research also focuses on the application of technology to fi-
nancial regulation, including analyzing the use of technologies such
as risk models in governing financial markets.

Second, Mr. Vasisht joined The Volcker Alliance in April 2014
and serves as the director of financial regulation initiatives. In this
role, he oversees all aspects of the Alliance’s work on financial reg-
ulatory matters.

Prior to joining the Alliance, he served as executive deputy su-
perintendent of the New York State Department of Financial Serv-
ices, heading the agency’s banking division. He has also served as
the senior deputy superintendent of insurance, first assistant coun-
sel, and assistant counsel to three Governors of New York, and as-
sistant attorney general in the Investment Protection Bureau of the
New York State Attorney General’s Office.

Third, Ms. Ivashina is the Lovett-Learned Chaired Professor of
Finance at Harvard Business School, and she is also the faculty
chair of the Global Initiative for the Middle East and North Africa
region.

She is a research associate at the National Bureau of Economic
Research, a research fellow at the Center for Economic Policy Re-
search, and a visiting scholar at the Federal Reserve Bank of Bos-
ton and the European Central Bank.
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Her research spans multiple areas of financial intermediation,
including corporate credit markets, leveraged loan markets, global
banking operations, asset allocation by pension funds and insur-
ance companies, and value creation by private equity. She is the
author of, “Patient Capital: The Challenges and Promises of Long-
Term Investing”, and “Private Equity: A Casebook.”

And last but not least, we have Mr. Nini. He is the assistant pro-
fessor of finance at the LeBow College of Business at Drexel Uni-
versity. He teaches classes on financial institutions and markets
and conducts research in a variety of areas related to corporate fi-
nance and capital markets. His research has been supported by
various grants and published in the top finance journals.

In addition to his position at Drexel, he is also a fellow at the
Wharton Financial Institutions Center, and a visiting scholar at
the Federal Reserve Bank of Philadelphia. Before joining Drexel,
he was an economist at the Federal Reserve Board in Washington,
D.C.

Witnesses are reminded that your oral testimony will be limited
to 5 minutes. And, without objection, your written statements will
be made a part of the record.

Mr. Gerding, you are now recognized for 5 minutes to give your
oral presentation.

STATEMENT OF ERIK F. GERDING, PROFESSOR OF LAW AND
WOLF-NICHOL FELLOW, UNIVERSITY OF COLORADO LAW
SCHOOL

Mr. GERDING. Thank you, Chairman Meeks, Ranking Member
Luetkemeyer, and members of the subcommittee, for the oppor-
tunity to testify about emerging risks to financial stability from le-
veraged loans and CLO markets.

Financial stability is not merely a technical topic. Promoting fi-
nancial stability is essential to ending the squeeze on working fam-
ilies and escaping America’s cycle of debt. The cycle begins with ex-
cessive borrowing. Excessive borrowing, even by corporations as in
the leveraged loan market, impacts working families because it is
fed into the financial machine.

Excessive debt makes our financial system unstable. Financial
market disruptions accelerate economic disruptions, from reces-
sions to full-blown financial crises. Economic disruptions have a
huge and disparate impact on working families. Further behind in
the wake of a crisis, working families must borrow more, and the
cycle continues to spin. To end this cycle, promoting financial sta-
bility is crucial.

A huge portion of leveraged loans are securitized or used to cre-
ate complex financial products called collateralized loan obligations,
or CLOs. CLOs are close cousins of the mortgage-related
collateralized debt obligations, CDOs, that were central to the glob-
al financial crisis a decade ago. Leveraged loans and CLOs form a
pipeline or system. Disruptions at either end of the pipeline can
gascade and affect the other market, like a spring or crisis accor-

ion.

The pressing question then becomes: How different is the CLO
market from the earlier CDO market? There are important dif-
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ferences. Pre-crisis CDOs were backed by residential mortgages,
while CLOs are backed by corporate debt.

But there are also troubling similarities between the two mar-
kets. First, underwriting standards in the leveraged loan market
appear to be deteriorating as covenant-lite loans have become prev-
alent. This mirrors the decline in underwriting standards in resi-
dential mortgage markets 14 years ago.

Second, many CLO securities created from leveraged loans trade
on opaque markets or do not appear to trade at all. In my current
research, I am surveying the CLO market, spending hours on in-
tensive interviews with market participants to learn who buys
these securities, for what purpose, and whether these investors
worry about market disruptions.

Several of my preliminary findings ought to trouble you. The
most senior investment-grade classes of CLO securities are typi-
cally purchased by regulated banks, insurance companies, and pen-
sion funds. This creates a transmission line between potential dis-
ruptions in the CLO market that could damage the broader econ-
omy.

Banking and shadow banking markets are not separate but are
highly connected. Many senior investment-grade CLO securities ap-
pear not to actively trade. Those that do trade typically trade on
primitive, opaque markets with little transparent pricing. Why
does this matter? Asset-backed securities are supposed to be liquid
and tradable. Liquidity would allow regulated institutions to easily
exit the market. Theoretical liquidity underpins favorable regu-
latory treatment of these products, including the ability of banks
and other firms to purchase these investments in the first place,
as well as favorable capital rules. If liquidity evaporates or was
never there in the first place, the assumptions that these products
are safe for banks and insurance companies are questionable.

A lack of transparent pricing means that investors and regu-
lators cannot rely on market prices to police risk adequately. Regu-
lators must therefore work much harder to police the risk of CLO
and leveraged lending markets for threats to financial institutions
and financial stability.

I am not confident that regulators have or share among them-
selves the high-quality information that they need, which is why I
support the three bills that the subcommittee is considering today.
We cannot wait until we need to man the lifeboats to fully fund the
iceberg control. We also need to ensure that regulators are sharing
data with the OFR and with each other.

Thank you very much.

[The prepared statement of Mr. Gerding can be found on page 34
of the appendix.]

Chairman MEEKS. Thank you.

Mr. Vasisht?

STATEMENT OF GAURAV VASISHT, SENIOR VICE PRESIDENT
AND DIRECTOR OF FINANCIAL REGULATION INITIATIVES,
THE VOLCKER ALLIANCE

Mr. VasisHT. Chairman Meeks, Ranking Member Luetkemeyer,
members of the subcommittee, it is an honor and a privilege to tes-
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tify at this hearing to consider the systemic implications of lever-
aged lending.

Leveraged loans are a key component of business debt. They pro-
vide credit to companies with high levels of debt or speculative
credit ratings. In recent years, because of their explosive growth
and rapidly eroding underwriting standards, leveraged loans have
increased vulnerability in the financial system. In an economic
downturn, this vulnerability has the potential to disrupt the avail-
ability of credit and reduce economic output. To address this weak-
ness, regulators should take the necessary steps to better under-
stand and mitigate the risks of this complex market.

Usually arranged by a syndicate or group of banks, leveraged
loans are made to private equity firms or corporations mostly to
fund a merger or acquisition, pay dividends, or effectuate share
buy-backs.

Once made, the loans are sold to investors. The largest buyers
are collateralized loan obligations, which pool the loans and sell the
securities based on their cash flow to investors globally. Although
data is limited, CLO investors include foreign and domestic banks
as well as non-bank financial institutions such as insurance compa-
nies, asset managers, and hedge funds.

In recent years, as overall business debt in the United States has
skyrocketed, so too has the size of the leveraged lending market.
Fueled by a combination of low interest rates, high investor risk
tolerance, and low financing costs, leveraged loans have grown to
a total of approximately $1.2 trillion, roughly equivalent to the size
of the subprime mortgage market at its peak.

As the leveraged lending market has swelled in size, its under-
writing standards have rapidly deteriorated. So-called covenant-lite
loans, which lack basic protections for lenders and investors, now
account for nearly 80 percent of new issuances. Moreover, most of
the recent growth in lending has been concentrated in the riskiest
borrowers.

Late in the credit cycle, as investor risk tolerance and asset
prices peak, the leveraged lending market could amplify losses. In
an inevitable economic downturn, as investors pull back and the
price of speculative debt declines, highly leveraged firms will have
difficulty obtaining financing and repaying their loans. As default
rates spike and prices fall, firms will shrink their economic output
and cut jobs.

In such a scenario, the stability of the financial system would de-
pend on the ability of banks and investors to absorb losses. Fortu-
nately, large banks have more capital and liquidity than they did
before the financial crisis, but deregulatory efforts underway since
2017, including regulators’ retreat from the 2013 leveraged lending
guidelines, undermine confidence.

What’s more, significant data gaps on CLO investors and the
lack of a comprehensive analysis of CLO funding structures ren-
ders a full assessment of potential losses challenging and highly
speculative.

What is clear, however, is that in the event of a downturn or of
sharp asset price declines, the impact on the real economy will be
consequential even if it doesn’t lead to a collapse of the financial
system and a repeat of 2008.
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For this reason, it is important for policymakers to act now.

First, regulators must better understand the leveraged lending
market. Put simply, regulators cannot effectively regulate some-
thing they do not understand. But given the number of market par-
ticipants and regulators involved, it is challenging to gather and
analyze all the data. I recommend that the Office of Financial Re-
search fill any data gaps and produce a comprehensive analysis on
the risks of the leveraged lending market.

Second, regulators must safeguard the banking system. Since
banks operate at the core of the leveraged lending market, it is im-
portant that they remain resilient. I propose that regulators rein-
state the substance of the 2013 leveraged lending guidance and re-
quire the Nation’s systemic banks to build their capital by raising
countercyclical capital buffers and strengthening the stress-testing
process.

Third, regulators should address risks outside the regulatory pe-
rimeter. This means that the Financial Stability Oversight Council,
which was created by Dodd-Frank, should withdraw its guidance,
which would tie it up in knots and will end its ability to designate
non-banks.

Thank you, and I look forward to answering your questions.

[The prepared statement of Mr. Vasisht can be found on page 81
of the appendix.]

Chairman MEEKS. Thank you.

Ms. Ivashina?

STATEMENT OF VICTORIA IVASHINA, LOVETT-LEARNED
CHAIRED PROFESSOR OF FINANCE, HARVARD BUSINESS
SCHOOL

Ms. IVASHINA. Thank you, Chairman Meeks.

To talk about the systemic risk in the leveraged loan market, we
need to talk about two things: first, whether there is risk in the
first place; and second, will this risk be propagated through the in-
stitutions that are holding it.

Let me start with whether we have signs of concentration of hid-
den risk in the system. There is an important parallel to the weak-
ness that characterized the subprime mortgage crisis, and that is
lack of visibility into the quality of collateral backing securitized
products. The source of opacity today is different than it was in
2008, but it is key to understand that the quality of the loans is
dictated not solely by the fundamentals of the company but also by
the credit agreement that defines the terms of the loan. These
agreements are long and complex, and there are substantial vari-
ations in contracting terms that we observe.

In a study with my colleague, we see that loans typically are
characterized by a wide net of negative covenants that span six dif-
ferent categories. However, we also find that each individual of
these negative covenants provisions are commonly eroded by what
is known in the industry as baskets and carve-outs. Moreover, we
find the prevalence of these baskets and carve-outs is much larger
for the highly leveraged loans and those loans that are backing le-
veraged buyouts.
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Note that what I am talking about here is very different from the
covenant-liteness. This is another element of erosion of credit
agreements.

With this in mind, the question becomes whether institutional in-
vestors and CLO managers, in particular, have the resources and
have the right incentives to do proper due diligence on the loans
that sit in their portfolios.

Tension surrounding some of the recent restructurings—that in-
cludes the restructuring of J.Crew in 2017—indicates that at least
some of these elements, contractual elements that I mentioned are
misunderstood by the creditors.

Beyond increasing contractual complexity, we see other elements
that would be consistent with an increase in hidden risk. The re-
cent rise in corporate leverage was driven by growth in the first
lien senior secure debt. This is what leveraged loans are. In 2007,
this layer of debt was capping at 3.7 times EBITDA. Today, that
number is 4.5. Evidently, the recovery rate on the 4.5 leverage is
much lower than the 3.7.

What I am saying is that the use of historical recovery rates for
purposes of volume risk today in the segment would be misleading.
And, again, the question becomes whether creditors that dominate
this market are understanding that risk.

The second parallel to the subprime mortgage crisis is the cen-
tral role of securitization. To be clear, securitization is a useful tool
that ultimately helps to bring the borrowing cost down. However,
in any securitized structure, creditors holding investment-grade—
and for CLOs, that would be close to 90 percent—do not conduct
due diligence, and are not expected to conduct due diligence on the
underlying portfolio.

Instead, these investors rely on accuracy of credit rating, contrac-
tual alignment of incentive between junior and senior tranches,
and other market mechanisms. Unfortunately, we have seen this
mechanism fail before. To have confidence in this market, we need
to understand who is holding equity in CLO structures and wheth-
er this agent has the right incentives to screen and monitor the un-
derlying risk.

Another point that is relevant for systemic risk is, who are the
investment-grade investors in CLOs? Do they have stable funding?
Are they leveraged?

We are not completely in the dark on this question. We know
that U.S. banks do not have major direct exposure to CLOs. Other
large institutions that typically buy investment-grade fixed-income
are foreign banks and pension life insurers. All of these institutions
have been known to reach for yield. So an educated guess is that
these are the institutions behind the rise in CLOs.

We also know that pensions and life insurers are not leveraged,
they have stable funding, and are generally able to withstand tem-
porary market fluctuations. And at least pension funds are not fi-
nancially interconnected institutions.

It is these elements that lead market observers and myself to
conclude that, currently, leveraged loans do not present elevated
risk to the stability of the financial system.

That is not to say that the prospect that U.S. pension funds are
exposed to hundreds of billions of tranches in CLO structures is not
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something that should merit a concern on its own, especially since
the U.S. State pension fund system has been known to be in a very
vulnerable financial position.

There is an alternative scenario with several hundreds of billions
of dollars of CLO tranches sitting in foreign banks. That, of course,
Woulddhave consequences of its own that should not be easily dis-
missed.

Finally, what I would like to comment is what is likely to happen
if the CLO market would freeze. And, in my view, there are several
ingredients that indicate that if the market would go through an
adjustment, that market would freeze.

The first point is that the corporate sector is likely to face a lot
of pressure. And the point that is often misunderstood is that most
of the contracts actually have financial covenants. The covenant
liteness merely makes the enforcement of the covenants conditional
on a set of events, which includes acquisitions and raising new fi-
nancing. But, in an economic downturn, a company with a cov-
enant-lite loan might avoid the default. Yet, it cannot do much
more than that. It will be frozen.

Second, if the leveraged loan market shuts down, there is a dan-
ger of refinancing. And there has already been an incident of this
nature in 2008. However, in 2008, the shutdown of the CLO mar-
ket was caused by market dislocation—

Chairman MEEKS. We are out of time.

Ms. IVASHINA. —and it is unlikely that it would be this time.

Chairman MEEKS. Thank you.

Ms. IvASHINA. Thank you.

[The prepared statement of Ms. Ivashina can be found on page
57 of the appendix.]

Chairman MEEKS. Mr. Nini?

STATEMENT OF GREGORY NINI, ASSISTANT PROFESSOR OF
FINANCE, LEBOW COLLEGE OF BUSINESS, DREXEL UNIVER-
SITY

Mr. NINI. Chairman Meeks, Ranking Member Luetkemeyer,
members of the subcommittee, thanks so much for the invitation to
participate in today’s hearing.

Let me start by saying how heartened I am that the sub-
committee is having a hearing on the relatively arcane topic of le-
veraged loans. Even among business school lunchrooms, leveraged
loans have only recently become a topic of discussion.

It is my hope today to provide some educational background on
the topic and to offer some thoughts on whether I think leveraged
loans creates some unique risks to financial stability.

Interest in leveraged lending has increased in recent years be-
cause the market has grown so rapidly. Having roughly doubled in
size over the last decade, the total amount of outstanding leveraged
loans is now comparable to the amount of outstanding high-yield
bonds, which is a different product that also provides credit to lots
of large firms in the United States.

I think it is important to consider growth in leveraged lending
in the context of growth of overall corporate credit. For example,
over the last decade, net new corporate credit has risen by about
$4 trillion, but the leveraged loan market has contributed at most
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one-fifth of that increase. Moreover, some of my research suggests
that a lot of the growth in leveraged loans reflects from switching
away from one type of credit and into leveraged loans.

Of course, it is quite natural that corporate borrowing has been
so strong in recent years. A healthy economy creates demand for
borrowing, and low interest rates support the supply of credit. De-
spite this, many measures of corporate credit risk—for example,
the ability of firms to repay their outstanding debt—currently ap-
pear quite benign.

Nevertheless, risk is inherent to all financial markets, and if a
slowdown in the economy were to happen, the amount of corporate
defaults would increase, these defaults would be concentrated in
borrowers with leverage, and investors in leveraged loans would
certainly suffer financial losses.

Whether leveraged loans create systemic risk is a different ques-
tion. In the remainder of my time, I wanted to discuss two possible
sources of systemic risk that I think are unique to the leveraged
loan market. In each case, I find little evidence to be worried.

First, there is concern that the terms of leveraged loans seem
particularly advantageous for borrowers and that this may reflect
aggressive risk-taking by some lenders.

One particular concern is the creation and surge of so-called cov-
enant-lite loans. In research I have conducted with two colleagues,
we find that nearly every firm that has a covenant-lite loan has an-
other loan that still has traditional financial covenants.

Leveraged loans come in two parts: one part is a covenant-lite
term loan funded by institutional investors; and one part is a line
of credit funded by banks that still has traditional financial cov-
enants. The second part is often overlooked in popular discussions
of the leveraged loan market.

Other measures of conditions in the leveraged loan market also
do not currently suggest excessive risk-taking. During 2018, the av-
erage interest rate spread on leveraged loans was only slightly
below its historical average. And spreads have risen this year so
that the pricing of leveraged loans currently does not suggest that
loans are particularly cheap.

A second unique feature of the leveraged loan market is the
emergence of CLOs as important investors. Economic research has
highlighted that the financial structure of lenders is a potential
source of systemic risk, and I do believe it is important that we un-
derstand how CLOs work.

In my opinion, CLOs have none of the hallmarks of financial
intermediaries that could create systemic risk. Although CLOs do
borrow money to invest in loans, the amount of leverage appears
small relative to the underlying risk. Indeed, the most senior inves-
tors in CLOs were spared losses even during the height of the fi-
nancial crisis.

Moreover, CLOs borrow using long-term debt, so there is vir-
tually no risk of a bank run on a CLO. In my opinion, it is difficult
to envision a scenario in which many CLOs would be forced to lig-
uidate large portions of their portfolios in a short period of time.

One realistic concern is that the creation of new CLOs could
come to a halt during a period of economic stress. This, in fact,
happened during the financial crisis, which meant that many bor-
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rowers were unable to issue new leveraged loans. However, since
the borrowers in this market tend to be large firms with broad ac-
cess to capital markets, they largely substituted to alternative
sources of credit. I have studied this period and find no evidence
that borrowers that had an institutional leveraged loan suffered
any additional adverse consequences.

To sum up, I think developments in the leveraged loan market
should be monitored in the context of overall growth of corporate
credit. Although I don’t find the level of credit alarming at the mo-
ment, I am happy to see regulators and policymakers actively dis-
cussing the topic.

Second, I view some of the specific changes in the leveraged loan
market, particularly growth in covenant-lite loans and CLOs, as
primarily reflecting secular changes in the institutional segment of
the market rather than a cyclical loosening of credit terms or a sig-
nificant buildup of systemic risk.

Thank you again for the invitation to share my thoughts with
you, and thanks for proactively monitoring concerns over financial
stability. I am happy to answer any questions you may have.

[The prepared statement of Mr. Nini can be found on page 71 of
the appendix.]

Chairman MEEKS. Thank you very much.

And I thank all of the panelists for your excellent testimony.

I now recognize myself for 5 minutes for questions.

And I will start with you, Mr. Gerding. For me, I don’t ever want
to be put back into a position as I was in 2008 when Secretary
Paulson came and talked about systemic risk and the whole world
was falling down. And part of what we wanted to do when we did
the Dodd-Frank Wall Street Reform Act was to try to put in place
with reference to the regulators so that they could look not only at
mortgages but also non-financial institutions.

My question to you is—what we had in mind with FSOC and
OFR is that they would be a regulatory agency to try to get it to-
gether. Do you believe that FSOC and OFR have the adequate au-
thority to quantify and map the risk that leveraged loans may pose
to the financial system as a whole?

Mr. GERDING. I think that they have a number of important
tools. I am worried that there are a couple of factors that are un-
dermining their power.

One is the subject of one of the bills which your subcommittee
is considering, which is giving OFR independent funding, giving
the Director of the OFR the power to have independent funding for
its agency to set a minimum level. And I understand that the bill
would also ensure that the funding of OFR does not go below that
particular level.

That is critical because OFR is in danger of being hollowed out,
either by decisions by the Secretary of the Treasury to reduce its
funding or by staffing losses. I think that is important, to ensure
that there is a minimum level of funding for the OFR.

The OFR, for me, is one of the most underappreciated accom-
plishments of the Dodd-Frank Act. It essentially created an early-
warning system for systemic risk and for financial crises. So I
think making sure that that early-warning system functions is cru-
cial.
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One thing that I think is a huge weakness in our regulatory re-
gime is not necessarily OFR or FSOC but the incentives and the
actual data-sharing among Federal financial regulators. I hope that
this subcommittee pays close attention to whether other Federal fi-
nancial regulators are giving OFR and FSOC the critical data that
they need to monitor not just banks but non-bank sources of sys-
temic risk.

Chairman MEEKS. Thank you very much.

Ms. Ivashina, could you briefly speak to the importance of qual-
ity data to quantify the risk imposed by the system, by leveraged
loans, and the limitations in the data currently available?

Ms. IVASHINA. Absolutely.

So, as already mentioned, the window into the leveraged loan
market that we have is through banking. However, we know that
banking is not holding much of those CLO tranches. And most of
the institutions that we can think of that would be holding the
CLO tranches actually would focus on what is known as shadow
banking.

So, first, this data is not collected by regulators. Second is that—
this is something I have been trying to pursue for several months
with my colleagues. We have been trying to find the private data
sets that would address these issues, that would give us insight
into what is the role of hedge funds, what is the role of U.S. State
pension funds in this segment, and this is something that simply
does not exist.

Chairman MEEKS. Thank you.

And, Mr. Vasisht, can we dismiss outright the systemic risks
that leveraged loans may pose to the system? Or would you say
that we could go from merely a recession amplified to a system-
ically disruptive system? What are your thoughts?

Mr. VaSISHT. No, I don’t think that we can dismiss that, in large
measure because of how opaque leveraged lending is and how
opaque CLOs are.

We don’t fully understand or, actually, fully appreciate the role
that banks play in this market. They underwrite the loans. They
sell the loans to CLOs. They then invest in the CLOs. And they
hedge their risk in terms of holding the loans as well as being in-
vestors in those CLOs.

One common narrative that I have heard is that banks don’t
really have much risk and they are not exposed to it. Banks are
exposed to it. And the reason I bring it up is because recessions
caused by instability in the banking system last longer and are
deeper than other recessions.

One thing that really does need to be explored is how exposed
the banks are. It may be that they are not too exposed and we
don’t have anything to worry about. But, at this stage, given the
opacity of the market, I am not comfortable making that statement.

Chairman MEEKS. Thank you.

I now yield to the distinguished gentleman from Missouri, the
ranking member, Mr. Luetkemeyer, for 5 minutes.

Mr. LUETKEMEYER. Thank you, Mr. Chairman.

I don’t know really where to start here. Let me talk with Mr.
Nini, I think, from the standpoint that I am concerned—we have
a situation where we are talking about loans that are being made.
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And with every loan, there is risk. And that is what banks do. They
make loans and assess risk and whether they want to do it or not.
That is the nature of their business. That is their business model.

And they make their loans and—you made a comment a minute
ago that was really intriguing from the standpoint—you said, even
if there is a downturn and we no longer are able to do this, to make
leveraged loans, that those entities would probably go to another
market. They would probably go to the equities market to get the
cash they need to be able to continue to—it would be a different
source of funding, but these loans probably would not be nec-
essarily as risky because they probably wouldn’t go under quite as
quickly as, say, a mortgage loan, which people really don’t have
anyplace else to go. If you have a home mortgage and suddenly you
lose a job, you wind up with something upside-down in your loan
portfolio.

Could you elaborate on that just a little bit? I am trying to get
a grasp on how the—and the systemic part of that, then. If there
is really not much risk from the standpoint that they really prob-
ably don’t have as much risk in a leveraged loan because there is
ability to continue to shore up the business entity, there is not as
much risk there, in my thought process. Am I wrong on that, or
is that about right?

Mr. NINI. Your sentiment is very much right.

The borrowers in the leveraged loan market are some of the larg-
est in the United States. Many are publicly traded firms. Many
have access to the corporate bond market. And all will have a line
of credit, an existing line of credit, with a bank.

In the financial crisis, 2009-2010, there were virtually no new
CLOs created. They are the biggest buyers of leveraged loans. And
so that put a pretty big damper on at least the institutional part
of the leveraged loan market. These firms that had existing lever-
aged loans had trouble refinancing them or getting a new one.

I examine them and compare them to other firms that did not
have institutional leveraged loans, and I find no adverse con-
sequences in terms of investment, stock prices, employment. And
the reason is because they were able to use these other sources of
credit, either borrowing in the corporate bond market, borrowing
from a bank. These are big firms, again, and so they are able to
substitute across fairly easily.

I think it is a risk to consider about, a freeze-up of markets. But
this one in particular, because of the nature of the borrowers, at
least during the financial crisis, it didn’t seem to prove too prob-
lematic.

Mr. LUETKEMEYER. The loss ratios, those seem to bear out a sys-
temic risk. There is obviously a risk there, and our economy would
take a hit. But, systemically, to throw it into a downturn or a tail-
spin even further, it doesn’t seem like there is enough there to ac-
tually cause that to happen.

Mr. NinI. It is important to remember that loans are one of the
safest investments that exist in capital markets. They do carry
risk, of course, and banks are good at assessing that. But as Pro-
fessor Ivashina said, they are often the most senior part of a firm’s
capital structure. Default rates, historically, on leveraged loans
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have been only about 3 percent. And in the event of a default, the
losses happen to be quite small.

Mr. LUETKEMEYER. Okay.

Mr. Vasisht, you have talked a couple of different times and said
that the regulators don’t understand how to look at leveraged loans
and you need OFR to do that. And you were talking about the mar-
kets, and you didn’t really feel the regulators could do their job.

I am kind of concerned about that comment, number one. And,
number two, if that is true, that the regulators don’t have enough
background to understand what they are actually looking at,
should we regulate to solve the problem or should we legislate to
solve the problem?

Ms. IVASHINA. So—

Mr. LUETKEMEYER. No, I am talking to Mr. Vasisht.

Ms. IvASHINA. Oh, sorry.

Mr. VASISHT. I think—

Mr. LUETKEMEYER. Maybe I misunderstood you.

Mr. VASISHT. Yes, I think a little bit. What I was saying was, you
can’t regulate something that you don’t fully understand. And that
is a comment not on the regulators but more on the lack of data
in this market.

If you don’t fully have a picture of what is going on in the mar-
ket—so, for instance, we don’t know fully who the investors in
CLOs are. We know that. There are some things we know, and one
of the things that we know is that we don’t fully know who the in-
vestors are in the CLOs—

Mr. LUETKEMEYER. I apologize. My time is about up here, but 1
want to get to—the heart of the question is, okay, to solve the prob-
lem you are talking about here, do we legislate to solve this prob-
lem, or do the regulators go in and regulate and propose rules on
how they can better analyze and regulate those loans?

Mr. VASISHT. In this instance, I think the issue can be resolved
with the Office of Financial Research and the powers that it was
given under Dodd-Frank. The only issue is, does it have the desire,
the incentive, and the funding to actually do that?

Mr. LUETKEMEYER. Okay. Thank you.

Chairman MEEKS. The gentleman’s time has expired.

I now recognize the gentleman from Georgia, Mr. Scott, for 5
minutes.

Mr. ScotrT. Thank you very much, Mr. Chairman.

I think we are putting our hands right on the issue here, because
I think the most important thing in this hearing is understanding
that this is about risk.

And, Mr. Vasisht, as you pointed out, it is not just about risk but
understanding who is taking this risk and making sure we have
the data available to be able to understand it.

And with that in mind, Fed Chair Powell, to give us some under-
standing of this, he said that right now there is $90 million of this
CLO business. But he also said that only—$700 billion, I am sorry,
in a total market of the CLOs. But only $90 billion of that roughly
$700 billion are held by the largest banks. So that comes out to
being about 13 percent of all of the CLOs.

The question, it seems to me, is, does this mean that our major
domestic financial institutions are being protected from the
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harshest impacts in the event of a financial shutdown? But it also
follows that these other non-bank participants in this market, be
it mutual funds, pension funds, or insurance companies, may feel
the pinch in the downturn.

So the question is, to each of you, what do we know about the
portion of the CLO market that is taken up by these non-bank enti-
ties? What do we know about them? We know that 13 percent are
handled by our banks, our largest banks. What about this remain-
ing 87 percent? What do we know about these non-bank entities?

Can we start with you on that, Ms. Ivashina?

Ms. IvASHINA. This is precisely the question. So we have inside
of the banks, we take them out, and the bulk of CLO tranches is
still left out. I would make that point that you are raising a little
bit more complex one, because part of this is investment-grade,
which is the bulk, but the layer of the equity, which is definitely
not sitting in banks, will be also very important to gain insight.

We don’t know much. This is why the system is known as—why
this is generally described as shadow banking. And, in particular,
one question to put out there: How much of that is sitting in U.S.
State pension funds? That would be an important question.

Mr. ScoTT. Yes. And my issue is, how can we make sure that
these people who rely on their pensions, on their retirement funds,
are adequately protected? Not just the banks, but these are people
there who are suffering.

Let me give you an example. We have many union members
right now who are pensioners. Do we know if they are in this posi-
tion because the money is not there? Particularly, the Teamsters.
The Teamsters pension is basically gone. We are having to adjust
to that. To what degree were they in this leveraged loan market?
How can we make sure that Main Street, the people who are de-
pending upon this, are protected?

Mr. Vasisht, you made an interesting point, because I think you
are driving home what I am after here. Do you think we have
enough information on these participants who are non-banks, who
are in real deep in this market? Are they adequate to be able to
handle the risk?

Mr. VASISHT. Yes, I think that there is not sufficient information
at this stage to fully understand the non-banks. I can tell you that
the non-banks that invest in CLOs include insurance companies,
pension funds, mutual funds, hedge funds, and others. But it would
be good to better understand what the exposures are and whether
the investors themselves, those investors, have runnable funding
structures. So not the—

Mr. ScoTT. Let me just end—

Chairman MEEKS. The gentleman’s time has expired.

Mr. ScoTT. Mr. Chairman, is it possible that I could get just one
little question? I just wanted to know if the panelists were aware
of the information that Fed Chair Powell said, that only 13 percent
are covered by the major banks.

Chairman MEEKS. Just answer yes or no, if you are aware.

Mr. NINT. Yes.

Ms. IVASHINA. Yes.

Mr. VASISHT. Yes.

Mr. GERDING. I think banks own 45 percent of leveraged loans—
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Chairman MEEKS. The gentleman’s time has expired.

Mr. ScorT. Thank you very much, Mr. Chairman, for your gen-
erosity.

Chairman MEEKS. I now recognize the gentleman from Kentucky,
Mr. Barr, for 5 minutes.

Mr. BARR. Thank you, Mr. Chairman.

Professor Gerding, in your testimony, you identify CLOs as “close
cousins” of mortgage-related CDOs that were at the heart of the
global financial crisis.

From 1993 to 2018, do you know how many principal impair-
ments were recorded for the 9,181 tranches issued by U.S. CLOs
over those 26 years?

Mr. GERDING. I don’t have that data.

Mr. BARR. I can tell you what the answer is. It is 53—53 impair-
ments out of 9,181, or .58 percent. And that includes defaults dur-
ing the period of the worst financial crisis since the Great Depres-
sion.

Mr. Vasisht, you have attempted to conflate CLOs with other
very different asset classes that were actually at the heart of the
2008 financial crisis, namely, subprime residential mortgage-
backed securities, credit default swaps, and other squared struc-
tures like collateralized debt obligations (CDOs).

Do you know how many triple-A- or double-A-rated CLO
tranches have defaulted over the last 26 years?

Mr. VASISHT. I don’t have that data.

Mr. BARR. The answer is zero, not a single default, including dur-
ing the worst financial crisis since the Great Depression.

And the reason why CLO debt securities had performed so well—
and, by the way, your concern about bank investment in CLOs,
they only invest in triple-A and double-A tranches. The reason why
CLO debt securities have performed so well historically, even in
times of economic distress, is very simple: CLOs bear absolutely no
resemblance to the toxic CDOs that preceded the financial crisis.
In fact, CLOs performed very well during the crisis.

And this is because CLOs are straightforward, long-term-only in-
vestment funds, professionally managed by SEC-registered invest-
ment advisors that typically hold 90 percent of their assets in sen-
ior secured commercial industrial loans. These are not residential
mortgage-backed securities, subprime, no-doc loans. These are first-
lien, senior secured industrial and commercial loans in well-known
American companies with high levels of collateral.

Mr. Nini, can you discuss the diversification of CLOs and the
alignment of interest between CLO managers and CLO investors
that differentiate CLOs from CDOs?

Mr. NiNI. Sure. The leveraged loan market spans a wide set of
firms across many, many different industries and locations. This
provides lots of ability for CLOs to invest in a very broadly diversi-
fied set of loans. And they all do. They all have rules that require
them to do so, and they hold very well-diversified portfolios.

The managers of the CLOs, who are charged with selecting those
loans, have compensation which looks very much like an equity ex-
posure in the CLO. This puts them on the hook for risk if things
go bad; their compensation falls.

Mr. BARR. Right.
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Mr. NINI. The obvious intention of this is to give them incentives
to do a good job.

Mr. BARR. Right. In fact, CLOs are actively managed, and there
is a perfect alignment of interest between the CLO manager and
the CLO investors, because the CLO manager is paid only after the
note holders are paid.

Finally, let me just make this point. And, by the way, there is
diversification. Typically, no more than 3 percent of their portfolios
in the loans are in any single borrower and no more than 15 per-
cent in any single industry sector. That is fundamentally different
than mortgage-backed securities, where there was no visibility,
number one, but, number two, they were all concentrated in a sin-
gle residential real estate market.

Finally—this is an important point—because CLOs are long-run,
non-mark-to-market investors, they are term structures. And that
means they represent locked-up money that can withstand and, in
fact, provide liquidity in stressed market environments. So, in a
downturn, CLOs actually stabilize the market by acting as a buyer
when the rest of the market is looking to sell.

It is problematic that nobody understands this, it seems, in this
room, except for Mr. Nini. CLOs are long-term capital. They are
not subject to short-term redemptions or outflows. And, in this re-
gard, CLOs provide a vital source of liquidity in a downturn. This
is exactly the kind of structure that policymakers should want.

So, I don’t get it. These are high-performing. They are liquidity
providers in a downturn. They represent the long-term, non-mark-
to-market investors. And why does this matter? Because 72 percent
of all American companies are non-investment-grade. Leveraged
loans provide $1.7 trillion in financing to American companies, and
most of the commercial credit in the market comes from non-banks.

Because Dodd-Frank regulation is limiting the amount of lever-
aged loans a bank can take on, the capacity of non-banks to fill the
liquidity gap becomes that much more important. If non-bank lend-
ers become constrained, then guess what? Funding costs will go up.
If funding costs go up, bankruptcies happen. If bankruptcies hap-
pen, there are less jobs, there are lower wages. That is not good
for financial stability. Over-regulation of CLOs would be an impedi-
ment to financial stability.

And my time has expired. I have more questions, but my time
has expired, and I yield back.

Chairman MEEKS. The gentleman from Illinois, Mr. Foster, is
now recognized for 5 minutes.

Mr. FOSTER. Thank you, Mr. Chairman.

And thank you to our witnesses. I think you are probably seeing
pretty clearly the difference between Members who were actually
here in this committee during the financial crisis and those who
heard a rather different, after-the-fact rewrite of it.

Many previously safe financial products became unsafe during
that crisis, and very few people had a clear idea. It remains one
of the unsolved problems of the financial crisis. For example, how
will we rate these things? How will we avoid the “issuer pays” con-
flict that is intrinsic and is on the relatively short list of problems
that we didn’t solve?
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Now, in the last few years, Treasury has downsized the Office of
Financial Research, which should remain one of the key ways that
we keep our eye on emerging risks. This obviously limits the Of-
fice’s ability to gather and analyze financial market data, like the
leveraged lending market and others.

Specifically, President Obama’s Fiscal Year 2017 budget provided
for an OFR with a staff of 255. President Trump’s Fiscal Year 2020
budget estimates 145 employees. This represents a staff budget re-
duction of more than 43 percent.

Professor Vasisht has commented on the fact that we just don’t
have the data we need in many of the markets, like CLOs and di-
rect leveraged loans.

And so my first, I think, simple question is: Do you agree that
the Office of Financial Research needs to be well-funded to fulfill
its purpose to collect and analyze information about opaque mar-
kets such as leveraged lending or CLOs?

Mr. VASISHT. It is absolutely critical that that happen.

Mr. FOSTER. And so should Congress consider legislation, such as
the discussion draft that I am cosponsoring and intend to intro-
duce, to ensure that the OFR has independent and sufficient fund-
ing to gather data on leveraged lending and CLO markets and
other emerging threats?

Mr. VASISHT. Funding and desire are key components, and I
think that legislation would address both.

Mr. FOSTER. Thank you.

How about the idea that the OFR or the various Federal finan-
cial regulators periodically stress-test certain non-bank markets,
such as those for CLOs or complex asset-backed securities? Do you
think this would be helpful for policymakers to have a better as-
sessment of potential systemic risks?

Mr. VASISHT. Absolutely, it would be very helpful. One of the
problems with stress-testing is that second-order effects, indirect
effects, are not fully appreciated in stress-testing, so—

Mr. FosTER. Correlations between assets.

Mr. VASISHT. Yes.

Mr. FOSTER. That was one of the biggest things that almost ev-
eryone missed, is the correlation of different tranches.

And so, if T could go back a little bit more, who currently gives
ratings to the CLOs?

And is there any proposed cure for the “issuer pays” conflict that
bedeviled us during the Dodd-Frank time, trying to find a way
around that intrinsic problem? Are any of you familiar with a plau-
sible fix to this? Anyone who wants to—

Mr. GERDING. I think we should be exploring other alternatives
to credit-rating agencies. There are a lot of proposals out there. It
is a very complicated issue, but one potential way of looking at this
is looking at market prices, credit spreads, spreads on credit de-
fault swaps.

One of the—

Mr. FOSTER. One of the lessons we learned is, using the spread,
the credit spread, as any measure of the real risk, there are times
when the market gets things badly wrong.

Mr. GERDING. That is absolutely right.
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Mr. FOSTER. And not to mention, using LIBOR as a reference,
which was—you know, during the crisis, every one of us woke up
every day and looked at the LIBOR TED spread and then discov-
ered later that the LIBOR thing was just completely fictitious and
literally made up over lunchtime.

This is why you need sophisticated entities like the Office of Fi-
nancial Research, looking in detail at things that, frankly, the aver-
age Member of Congress and perhaps even some of the regulators
don’t have time to look into.

Any other comments on the “issuer pays” problem with the rat-
ing agencies? Do any of you have a favorite solution to that that
you could name?

Ms. IVASHINA. It doesn’t have to be one thing. There are several
mechanisms. Of course, credit-rating agencies are very important,
but so are the market forces, so is visibility into the incentives of
the junior tranches we try in charge of collecting the information.

Mr. FOSTER. Okay. Thank you.

Mr. Gerding?

Mr. GERDING. I don’t think we should rely on just one source. I
think that is a mistake, to rely just on “issuer pay” credit-rating
agencies. I would prefer that financial regulators rely on multiple
sources.

Mr. FOSTER. Yes. So, if you have time, if you could answer for
the record, just point our staff at a few papers that describe what
you think are plausible solutions to this. Because I know I have
been thinking about it without success for the last decade.

Chairman MEEKS. The gentleman’s time has expired.

The gentleman from Colorado, Mr. Tipton, is now recognized for
5 minutes.

Mr. TipTON. Thank you, Mr. Chairman.

Mr. Nini, in your testimony, you commented that in a downturn,
there will be losses. So, to the point of the hearing today, wouldn’t
an economic downturn pose significant risk to investigators and in-
stitutions with leveraged loans on their balance sheets?

Mr. Nin1. Likely, yes. During economic downturns, corporate de-
faults do increase. In the last 2 recessions, corporate defaults
reached about 8 percent, and investors in those loans suffered
losses. And I expect that would happen in the future.

Mr. TipTON. And would that pose a significant risk to those in-
vestors and institutions? Is it going to be systemic?

Mr. NINI. A systemic risk? They would lose money, which they
probably wouldn’t like. Whether that creates a systemic risk, I be-
lieve, is a different question.

The CLOs, which hold a fair amount of the risk, I do not believe
are a source of systemic risk. Mutual funds hold some of this risk.
I don’t believe they are a huge source of systemic risk. And then
banks and other investigators hold some of the risk, and I think
our regulators are monitoring them to see if there is any source of
risk there.

Mr. TipToN. I appreciate that, because that is actually at the
crux of what we are having the hearing on today, on the CLOs, are
they going to be actually becoming a systemic risk to the economy.
And your answer, effectively, is that you would have losses but it
is not going to be systemic?
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Mr. NiNI. That is right.

Mr. TipTON. Okay.

Is it your understanding that the prudential regulators that we
currently have are monitoring the leveraged loan lending market
and having the tools necessary to be able to identify and mitigate
the risk to the financial markets?

Mr. NINI. I believe it—let me stress one thing, is that most lever-
aged loans are arranged by commercial banks, large Wall Street
banks, which are under regulatory surveillance. So this means that
it is very unlikely that the origination of leveraged loans would es-
cape oversight from regulators at the origination point. The Shared
National Credit Program allows exiting bank regulators a very
%arge amount of oversight at the origination of many leveraged
oans.

I find it quite telling that the large regulators, including the sys-
temic risk regulators, FSOC and OFR, in their recent reports, all
look at leveraged lending and are clearly thinking about the risks
that leveraged lending might play in a crisis.

Mr. TipTON. Okay. Thank you.

And, further, are you concerned that calling leveraged lending
“systemic” could implicate the countercyclical capital buffer?

Mr. NINI. I am not sure just labeling it “systemic” might trigger
that. I think regulators are thinking carefully about whether lever-
aged loans might warrant the countercyclical capital buffer inde-
pendently of exactly how they are labeled.

Mr. TipTON. Thanks.

And, ultimately—and this is something that always concerns me,
coming from a rural area—if we were to label that as “counter-
cyclical,” the requirements on the banks to be able to put more cap-
ital in, that would ultimately result in higher costs for consumers
if there is a downturn, wouldn’t it?

Mr. NiN1. That, for sure, is the concern. In my personal opinion,
countercyclical capital requirements are a fairly blunt tool to deal
with what is a somewhat modest risk of leveraged lending. Capital
requirements would affect all the products the banks offer, includ-
ing lots unrelated to corporate lending, and the potential for in-
crease in costs would be very widespread.

Mr. TipTON. Okay. Thank you.

And I yield the balance of my time to Mr. Barr.

Mr. BARR. I thank my friend from Colorado.

Mr. Nini, let me follow up on the point that I was making to-
wards the end of my questions, and that is the unique char-
acteristic of CLOs in that they are long-term, non-mark-to-market
investors. They represent non-mark-to-market investors.

Can you comment on how that structure could provide liquidity
in a downturn and, in that sense, provide a stabilizing impact on
the market?

Mr. NinI. Yes. It is very important to note that collateralized
loan obligations, they borrow money at maturities longer than the
maturities of the loans that they hold. This means they are rarely
going to be forced to repay some outstanding debt.

During the end of 2018, when there was some volatility in mar-
kets, CLOs were buyers of loans at low prices, playing the exact
role that you point to. The fact that they can’t experience a run



22

does have the potential that they can be a stabilizing force dur-
ing—

Mr. BARR. And does this explain why CLOs performed so well
during the financial crisis?

Mr. NINI. I believe it is one of the factors. There were some
mark-to-market CLOs that existed pre-crisis. Those have gone
away and don’t exist anymore—

Mr. BARR. They don’t exist anymore.

Mr. NINI. —because they don’t make sense.

Mr. BARR. I yield back.

Chairman MEEKS. The gentleman’s time has expired.

The gentleman from Florida, Mr. Lawson, is now recognized for
5 minutes.

Mr. LAwsoN. Okay. Thank you very much.

And welcome to the committee.

My concern will be for the whole panel. When you go back to
2007, when the financial crisis pretty much hit, what is the dif-
ference in subprime lending now compared to back in 2007 that
would lead you to, in some of your testimony, say today that we
might be headed towards another crisis? Which I really don’t un-
derstand.

And I will start with you, Mr. Gerding, and we will go down the
line. If you could explain it to me, so I have a clearer picture?

Mr. GERDING. We have discussed quite a bit at this hearing that
the leveraged lending market is different than the mortgage lend-
ing market. There might be some benefits, some reasons that the
leveraged lending market is less systemically important, but just
because the financial crisis impacted mortgages and not leveraged
loans and CLOs doesn’t mean that this time is necessarily dif-
ferent.

A shock that affects corporate borrowing rather than real estate
mortgages could affect this market in ways that the CLO market
and leveraged loan markets were not affected 10 years ago. So it
is important to look at similarities and differences and ways in
which this market might be less risky but also, in some ways, more
risky than the mortgage lending market.

One thing that Dodd-Frank did is it regulated the quality of con-
sumer mortgages. Leveraged loans were not similarly regulated or
addressed in post-crisis reforms.

Mr. LaAwsoN. Okay.

Would anyone else like to respond?

Mr. VAsisHT. I will respond.

There are clearly differences. There are similarities, and those
similarities are striking, but there are also significant differences.

Those differences might make dealing with leveraged loans easi-
er than sub-prime mortgage-backed securities in the pre-crisis era,
but you still have to deal with it. Just because there are differences
and they might be mitigating factors doesn’t mean that you can be
complacent about it and ignore it until it balloons into a problem.

I think one of the key reasons why it is important to have a
hearing like this is to discuss what is missing, what information is
missing. How do we get our hands around that information, ana-
lyze it, so that we can make statements like CLOs are not
runnable, that their investors are not going to pull back and have
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their own funding problems; how exposed banks actually are to this
market, including the lines of credit they provide to non-banks that
invest in CLOs?

What happens when a non-bank entity that invests in a CLO has
stress? What impact would that have on the bank and on the bank-
ing sector? These are key questions that still need to be answered.
We need information to do that.

Mr. LAWSON. So, from your standpoint, I can’t say it solved it,
but Dodd-Frank brought all of this out.

And, from the consumer standpoint, the ones that suffer so much
from mortgage foreclosures and losing houses and, most of all, the
investment, are we on the right track?

Ms. IVASHINA. I can take this question.

From the consumer’s standpoint—and this is important to em-
phasize. The consumer here—again, for me, it comes through the
investment into investment-grade alternatives. The point that was
raised earlier is that the losses on the investment-grade tranches
will not be large. That is true. But if these losses fall into already
vulnerable entities—now, we know they are not leveraged entities.
They are entities with stable funding. But the U.S. retirement sys-
tem is vulnerable from a financing standpoint. And so, if these
losses fall into entities that are already weak, that could trigger an
effect on the broader population and on the consumers.

Mr. LAWSON. Okay.

Did you want to comment, Mr. Nini?

Mr. NINI. No. I agree with my colleagues.

Mr. LawsoN. Okay.

Okay. With that, Mr. Chairman, I yield back.

Chairman MEEKS. The gentleman yields back.

The gentleman from Texas, Mr. Williams, is now recognized for
5 minutes.

Mr. WiLLIAMS. Thank you, Mr. Chairman.

The economy is booming. Businesses are able to access credit.
There are more job openings than workers. And our economy grew
at the fastest pace in almost a decade last year. To me, as a small-
business owner on Main Street for 50 years, it would seem logical
that, as the economy grows, so does the use of leveraged lending.

Mr. Nini, how do you think we should be correlating the preva-
lence of leveraged loans to risks that they pose to the financial sys-
tem? And are there any specific indicators you think we should be
paying attention to?

Mr. NINI. I agree with your assessment that the pace of growth
of corporate borrowing has largely tracked what is happening with
the economy. A strong economy creates demand for borrowing, and
the level of borrowing that we see is not dissimilar from what we
have seen at other points of economic expansions in the past.

In my opinion, we should be and regulators should be monitoring
overall growth in corporate credit. There is some academic research
suggesting that large increases in credit growth can proceed and
exacerbate downturns. Leveraged loans are just one fairly small
part of that that should be considered in the broad context of over-
all credit.

Mr. WiLLIAMS. Thank you.
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There have been significant changes in financial regulation since
the 2008 crisis. Our banks are now better capitalized and more
aware of risk than ever before. In the Federal Reserve’s “Financial
Stability Report” that was released in May, it states the following:
“With regard to leveraged lending, banks have improved their man-
agement of the associated risks.”

So, Ms. Ivashina, can you explain the difference between cor-
porate loan scrutinization and the securitization of mortgages and
how the risk profiles of each are different?

Ms. IVASHINA. I generally find a comparison between mortgages
and corporate loans to be something to be done super-carefully. But
there are two elements on each way to compare. And in mortgages,
in particular, there was lack of visibility on what lies inside the
securitized mortgage obligations. The reason for that was, amongst
several other things, corrupt origination practices. What happens
in the loan market, of course, is very different. You deal with pub-
lic companies, our secondary markets. These are sophisticated
agents.

However, what underpins the risk, not only from the members
of a public company but also the credit agreement—and this is
where the contractual weakness comes in and the complexity of the
contracts goes beyond the covenant-liteness that we have been em-
phasizing. This was part of my statement.

This is one parallel between mortgages and loans, and that is
lacli of visibility, potential lack of visibility, in what goes into the
pool.

And the second element here is that, as in any securitized mort-
gages or in loans, its equity piece, the most junior piece, is that one
of the key elements for assuring that the system is functioning.

Mr. WiLLIAMS. Okay.

Many of you on this panel have noted the increase in covenant-
lite loans in this market.

Mr. Nini, in your testimony, you mentioned that the growth in
leveraged loans has been a result of investors substituting away
from other forms of debt. So what do you see as the main cause
of this phenomenon? And do you believe our financial regulators
are properly equipped to deal with this trend?

Mr. NINI. In my opinion, the emergence of covenant-lite loans re-
flects a convergence with the high-yield bond market. High-yield
bonds, which firms have used forever, would be considered a cov-
enant-lite product. They do not have financial covenants the same
way that bank loans do.

A similar phenomenon is happening for leveraged term loans,
which are being sold to institutional investors—the very same in-
vestors that participate in the high-yield bond market who under-
stand these products very well. I recently visited some of our regu-
lators and talked about my research. I think they are very much
on top of it.

Mr. WiLLiaMS. Okay.

Mr. Chairman, I yield my time to my colleague, Mr. Barr.

Mr. BARR. Thank you. I appreciate my friend from Texas yield-
ing.

Ms. Ivashina, I wanted to explore this issue, which I think is a
very important one, that you raise about lack of visibility. Because,
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of course, that was a major problem during the financial crisis, the
lack of visibility with respect to RMBS and the originate-to-dis-
tribute model.

That is not what we have here. This is not originate-to-dis-
tribute. These are professionally managed, and there is a high level
of visibility, unless I am missing something, in terms of these being
a senior secured commercial industrial loans into companies that
provide financial audited reports to these professional managers.
And they are not squared structures. There are no CDOs; there are
no credit default swaps on the other end. They are just long-term.

Why do you say there is a lack of visibility? Or, relatively speak-
ing, wouldn’t you concede there is greater visibility into these prod-
ucts than those subprime RMBS?

Ms. IVASHINA. On the one hand, the fundamentals are more ob-
servable as a company. But, on the other hand, for each loan, we
have to understand 200 pages of very complicated legal language.
This is not only covenant-liteness, which concerns a very small
fraction of the contract, but basket carve-outs and other forms of
erosion on each one of the negative covenants that you would need
to do for 100 loans that sit in a CLO and for each of the investors
and investment-grade to understand that. That is the similarity
with the mortgage market.

Chairman MEEKS. The gentleman’s time has expired.

I now recognize the gentleman from Georgia, Mr. Loudermilk, for
5 minutes.

Mr. LOUDERMILK. Thank you, Mr. Chairman.

And thank you all for being here today.

And, yes, this is a topic that I think we need to address, but we
need to make sure that our businesses have sufficient access to
credit, especially in a time when we are seeing the economy go in
the direction it is going. One of the ways that you can bring a halt
to a growing economy is to make sure that the small businesses
don’t have access to the credit they need to continue to grow their
businesses.

To Mr. Nini, when you compare this to other credit classes like
auto loans, student loans, and mortgages, how much outstanding
debt is present in leveraged loans as compared to those other
types?

Mr. NINI. The outstanding amount of leveraged loans, I estimate
at about $1.8 trillion, which includes a portion that is funded by
banks and a portion that is funded by non-banks.

I am not exactly sure about the size of those other consumer
credit markets that you reference. I believe they are a bit smaller
in their order of magnitude.

Mr. LOUDERMILK. Okay. This is something I would like to inves-
tigate to see where that continues. I think that would be worth-
while of us looking into that.

Also, while the vast majority of leveraged loans are now made by
non-banks, are non-banks still thoroughly regulated by the SEC/
FSOC in the States?

Yes, Mr. Nini?

Mr. NinI. The large non-bank institutions in the leveraged loan
market are CLOs that we have talked a bunch about and mutual
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gunéls, each of which will have some regulatory coverage by the
EC.

Mr. LOUuDERMILK. Okay.

Again, Dr. Nini, what is the typical rate of losses on leveraged
loans during good economic times?

Mr. NINI. During good economic times, it will be less than 2 per-
cent. In recent years, it has been on the order of 1 percent, 1.5 per-
cent.

Mr. LOUDERMILK. What about comparative to a recession?

Mr. NINI. In a recession? In the last 2 recessions, the default rate
has increased to about 8 percent. Again, in a default, senior loan
investors typically don’t lose all of their money. They are senior;
they have collateral. They typically recover 70, 80 cents on the dol-
lar. So the losses they have are going to be much smaller even than
that 8 percent.

Mr. LOUDERMILK. Okay. Thank you.

Are leveraged loans made to a wide variety of businesses?

Mr. NINI. A very wide variety. They span a lot of industries, a
lot of different firm sizes, public and private firms, lots of different
geographies, a very wide range.

Mr. LOUDERMILK. Does that help reduce the risk of leveraged
loans, when you have a large diversity?

Mr. NINI. Yes, of course. It is the first thing we teach students
of finance, the benefits of diversification.

Mr. LOUDERMILK. Okay.

Approximately what percentage of American businesses are con-
sidered to have a credit rating below investment-grade?

Mr. NINI. I believe the number of firms that would qualify as le-
veraged borrowers is in the neighborhood of 70 percent to three-
quarters. Most firms do not have a credit rating, so that is what
makes it a little difficult to identify what exactly is a leveraged bor-
rower. But I think the number, ballpark, is about 70, 75 percent
would be considered a leveraged borrower.

Mr. LOUDERMILK. Okay.

I yield back.

Chairman MEEKS. The gentleman yields back.

I now recognize the gentleman from North Carolina, Mr. Budd,
for 5 minutes.

Mr. BubpD. Thank you, Mr. Chairman.

And I want to thank our witnesses for joining us this afternoon.

I appreciate the intent of the hearing, and I believe my col-
leagues are actually very sincere in wanting to spot the next poten-
tial crisis in our financial markets and that they want to prevent
it as much as I do. However, I would urge caution that leveraged
lending will be the initiation and the beginning of the next finan-
cial crisis.

With my colleagues, I also appreciate all the questions that they
raised, especially Mr. Tipton’s, when it came to the countercyclical
capital buffer. I think he actually covered most of my questions,
Mr. Tipton from Colorado did. But I would like to yield some addi-
tional time to Mr. Barr, my friend and colleague from Kentucky.

Mr. BARR. Thank you, Mr. Budd.

My friend from Georgia asked, I think, an important question to
Mr. Nini about the relative size of the U.S. leveraged loan market
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compared to the investment-grade bond market, the mortgage debt
market, the overall fixed-income market.

And the numbers, just to share for the record, according to the
securities industry, is that, as you said, $1.7 trillion, $1.8 trillion
is the leveraged loans outstanding today. My understanding is that
the entire U.S. fixed-income market is around $42 trillion.

So, in terms of the relative size compared to the overall fixed-in-
come market, I think that is an important contextual fact that we
need to keep in mind.

Another point is that, in the last quarter of 2018, the FAANG
stocks, five stocks—Facebook, Apple, Amazon, Netflix, and
Google—during the volatility of December lost over $630 billion in
market cap, which obviously led to short-term losses and signifi-
cant losses for their investors, but it did not spread across the en-
tire financial system. And I think it is important to note that the
losses in these 5 stocks in that one quarter amounts to more than
60 percent of the entire leveraged loan market.

So, look, I don’t think anybody is going to deny that there is risk
in leveraged lending. Of course, there is risk in leveraged lending.
That is the whole point. And I don’t think many people are going
to deny that credit risk is actually increasing either. I think the
issue here, for the purposes of this hearing, is whether or not that
increased risk presents a systemic issue.

And the point is, it is just not that significant of a—it is an im-
portant part of the financing of great American job-producing com-
panies. It creates dynamism in our economy. It creates wages and
jobs. It forestalls bankruptcies. It helps create efficiencies. But it
is a relatively small slice of the entire U.S. economy from a sys-
temic risk standpoint. I think that is the important point.

Final point/question to anyone who wants to answer this, I have
to note and observe that many of our colleagues who are expressing
skepticism of leveraged lending here today are the very same Mem-
bers of Congress who are calling for a rollback of tax reform, cor-
porate tax reform. They are the same colleagues who are calling for
a rollback of the limitations on corporate interest deductibility.
They are the same Members of Congress who are calling for an in-
crease in corporate income tax rates, which for leveraged-but-profit-
able companies doesn’t seem to be like a very good idea for finan-
cial stability.

I do not understand why we would be—if we are concerned about
leveraged companies, why we would want to go back to the old Tax
Code that incentivized less profit and more leverage. And I would
be happy to invite anyone to comment on that.

Professor Gerding, I think you want to speak to that?

Mr. GERDING. The interest deduction for debt actually
incentivizes more leverage by companies, both financial institutions
and non-financial institutions. So I don’t see that position as incon-
sistent at all.

Mr. BARR. Here is my question. Why would we want to make it
harder on leveraged companies by increasing their taxes, to the ex-
tent they have taxable liability? And I get it; some highly leveraged
companies may not have profits. But most of these companies have
taxable profit, corporate profit. They may be leveraged, but they
have—why would we want to increase taxes—if we are concerned
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about leverage in the system, why would we want to make it hard-
er on leveraged companies?

Mr. GERDING. Because, long term, I think we should be reducing
our dependence on debt. There are other capital markets, like eg-
uity markets, that companies can access to fund themselves. Long-
term, excessive reliance on debt, particularly debt like financial in-
stitutions, is destabilizing.

Mr. BARR. Well, making it harder—

Chairman MEEKS. The gentleman’s time has expired.

Mr. BARR. I yield back.

Chairman MEEKS. The gentlewoman from New York, Ms. Ocasio-
Cortez, is now recognized for 5 minutes.

Ms. Ocas10-CORTEZ. Thank you, Mr. Chairman.

In 2005, Bain Capital, Kohlberg Kravis Roberts, and Vornado Re-
alty Trust acquired Toys “R” Us in a leveraged buyout and saddled
it with billions of dollars in debt before liquidating the chain in
June 2018.

They liquidated it, owing more than 30,000 workers, many of
them my own constituents, a total of $75 million in severance pay
while executives walked away with millions of dollars in the busi-
ness. This was part of a leveraged buyout, or, rather, a leveraged
lending scheme.

Mr. Gerding, while there is no standard definition of “leveraged
lending,” would you say that it is thought to be the practice of in-
vestors or banks giving loans to companies that have a lot of debt
on their books or companies with poor credit ratings?

Mr. GERDING. Yes. The borrowers tend to be highly indebted and
higher-risk.

Ms. OcaAs10-CORTEZ. So it is kind of like subprime lending but for
corporations.

Mr. GERDING. It is extremely—it is high credit risk.

Ms. Ocas10-CORTEZ. Let’s break this down. I am going to bust
out my “bad guy” example. So let’s say I am a bad guy, but this
time, instead of trying to hack our political system, I am trying to
hack our system of lending and our economic system of debt, you
know, give me a monocle and a top hat and a cigar and that whole
thing.

So I am a bank, I am a bank lender. And Company “X” walks
through the door. Let’s call it “Schmears.” And they are asking for
a loan. They have very high levels of debt and a poor credit rating,
and by every safety and soundness example and measure used to
assess creditworthiness, they should not receive this loan.

In a leveraged lending situation, do I turn them away?

Mr. GERDING. If you are the person that you describe, I think you
are probably less interested in social considerations and more inter-
ested in just earning a profit.

Ms. OcaAs10-CORTEZ. Right, I just want to shoot up profit margin.
I don’t care how many people I fire. It could be 250,000 people,
which is how many were fired in the Sears leveraged lending situa-
tion alone.

So, considering this Company “X”, this company’s poor credit-
worthiness, do I do my due diligence as a bank and impose protec-
tions for the loan that I give to them?
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Mr. GERDING. You would do your due diligence, unless you are
offloading a lot of that risk to someone else, in which case you don’t
care as much about the risk that you are taking on.

Ms. OcAs10-CORTEZ. And even if I do try to be a good person and
deny them a loan, they can go down the street and get a loan from
another bank or non-bank due to their poor credit rating, correct?

Mr. GERDING. That is correct in that second part of the expla-
nation for why we see so many covenant-lite loans now. And the
chances to remain competitive as a bank, I can look the other way,
dismiss their poor credit rating, dismiss all of these things, but I
also don’t want to take on their risk, right? I am lending to this
terrible company that, by all means, could go into the ground, but
if they go under, I don’t want to be on the hook.

Ms. OcaAs10-CORTEZ. I can essentially pool together some loans in
the form of collateralized loan obligations, CLOs, and sell it to
other banks and non-banks for them to take care of, right?

Mr. GERDING. That is correct. And you could even invest in those
CLO securities yourself later on.

Ms. Ocasio-CoRTEZ. And when people pull those CLOs together,
it is possible that a pension fund could buy that package, correct?

Mr. GERDING. They actually do.

Ms. Ocasi0-CORTEZ. So teachers, police officers, firefighters,
nurses, anyone who has a pension fund, they are now exposed to
the risk of someone else’s fat-cat gambling in the economy, correct?

Mr. GERDING. Right. And they can actually purchase riskier—
they can and do purchase riskier securities than banks do. So, they
may be actually more exposed.

Ms. Ocasio-CoRrTEZ. Now we are talking about, for example, in
the case of Sears, they take on this leveraged lending, a CEO gets
put in, runs it into the ground, fires a quarter-million people. They
sell the debt to somebody else. A teachers’ pension fund is on the
hook more than the initial bank that gambled it.

Now you have fired a quarter-million people, and now it is teach-
ers and their pension funds that are on the hook for paying for that
even though they had nothing to do with it?

Mr. GERDING. That is a valid concern.

Ms. Ocasio-CORTEZ. How is this not extremely similar to the
2008 financial crisis and the mortgage crisis?

Mr. GERDING. I think there are important similarities.

One similarity that hasn’t been discussed is that the CLO securi-
ties, the pool of securities that you are describing, there is not an
active pricing system for those. So if we are talking about having
information about how much risk is in the system, market prices
are, most economists would say, the best measure of measuring
risk.

If these giant pools do not trade on deep and liquid markets, we
don’t have the price to know exactly how much risk is in each of
those tranches of CLO securities, including the tranches that you
are talking about that are invested in by pension funds.

Ms. OcAs10-CORTEZ. Thank you so much, Mr. Gerding.

I yield my time to the Chair.

Chairman MEEKS. Thank you.

The gentlelady’s time has expired.
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And seeing no further witnesses, I now yield 2 minutes to the
ranking member for purposes of a closing statement.

Mr. Luetkemeyer?

Mr. LUETKEMEYER. Thank you, Mr. Chairman. I appreciate the
opportunity to wrap up here.

Just some closing thoughts. Today, we needed to, and we did, I
think, find out a lot of information with regards to understanding
leveraged loans. It is a tool that is used by corporations to be able
to find different ways of accessing funds other than going to the eq-
uity markets. But, as we heard today, the equity market is a fall-
back position in case of a downturn. The ability to refinance is
there.

I think what we have seen is that there is not a concentration
of credit in these, so that we have considerable differences between
this and 2008, when we had a huge concentration of credit in the
real estate market and the development market, which is consider-
ably larger and much more concentrated. And it was in banks in
a way that was way more impactful to their capital than what this
would be, from the standpoint of the amount of that.

And, to me, that goes back to your regulators. I asked the ques-
tion a number of times of whether we need to have more regulation
or more legislation. I never got an answer to the more legislation.

I think, to me, we in Congress need to provide more oversight
and not necessarily legislation. I think the regulators need to do a
better job. To my mind, they didn’t do a very good job in the last
crisis. They need to be watching this like a hawk.

But I don’t know that there is a whole lot of extra risk here com-
pared to what it was in 2008 based on what we have heard today.
Interest rates, to me, are always a telltale of what is happening in
the market, and, actually, mortgage rates went down last week. So
I think we are probably in a better spot that we actually were.

Interesting, the last conversation was somebody who actually, in-
stead of worrying about jobs, that she is worried about a leveraged
buyout or leveraged loan default, and actually ran off a 25,000-job
business from her own district.

But I think, to go back to this hearing, it was about leveraged
loans. Are they systemic? Can they cause our economy to go over
a cliff? And I don’t think we have found today that that was the
case. I think we have found that, yes, there is risk, but I don’t
know that there is a risk significant enough—and, as Mr. Vasisht
said, there is not enough data to show that it is—that I think we
need to be concerned about it from the standpoint of systemic.

That being said, the regulators need to be doing their job. And
if they do it, I think we will be protected.

With that, I yield back. Thank you, Mr. Chairman.

Chairman MEEKS. Thank you.

First, without objection, I would like to submit for the record an
article by Mr. Bradley Keoun; a statement from Americans for Fi-
nancial Reform; and a statement from Public Citizen.

I now recognize myself for 2 minutes for purposes of a closing
statement.

I first would like to thank our witnesses for their contribution to
this important conversation. I believe that what we heard today
was genuine interest in understanding the nature and drivers of
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systemic risk and having some level of comfort that the regulators
tasked with monitoring risks to the system as a whole are staying
ahead of the potential emerging risk in leveraged lending.

I, too, was worried when I saw what took place with reference
to Toys “R” Us and Sears, and it just rang a bell in my ear and
a ping in my stomach.

Current and past regulators and Treasury Secretaries have been
vocal that the integrity of the updated regulatory framework imple-
mented under Dodd-Frank is key to ensuring the stability of our
financial system and capital markets.

We cannot forget the depth of the 2008 crisis. It is the worst
time, or one of the worst times, I have had as a Member of Con-
gress. And we must not be limited to fighting the last battle. Mar-
kets change and risk evolves, and regulators must remain vigilant
as it is related to systemic risks.

The regulators, and the Administration more generally, owe it to
the American people and to the taxpayers to ensure that all avail-
able tools and resources are used to monitor, quantify, qualify, and
map risk to the system.

All we want, ultimately, is that when we ask regulators whether
leveraged loans or any other risk is a systemic risk that they not
answer, “We don’t think so,” but they say, “We are certain it is not,
because we have all the data that we need to understand the risks,
where they lie, how they flow across institutions, and we know how
to contain it if a crisis were to emerge in this or another important
asset class.”

We look forward to continuing this conversation here in this com-
mittee and with the administration and with FSOC.

With that, I want to thank Ranking Member Luetkemeyer and
the other members of this subcommittee for a constructive discus-
si(()ln today. I also want to thank our witnesses for their testimony
today.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

This hearing is now adjourned.

[Whereupon, at 4:28 p.m., the hearing was adjourned.]
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Executive Summary

Risk is building in the leveraged loan and collateralized loan obligation (“CLO™) markets.
These two markets ate connected: leveraged loans are being repackaged into CLOs just as
mortgages and mortgage-backed securities were used to create collateralized debt obligations
(“CDOs™), the financial products at the heart of the financial crisis 11 years ago.

There are important differences but also troubling parallels between the leveraged loan/CLO
markets and the eatlier mottgage/CDO markets.

o One alarming similanity is the decline in leveraged loan underwriting standards: the
market 13 now dominated by “covenant-lite loans.” Covenant-lite loans permit greater
leverage by borrowers and remove an early warning system for lenders.

o Purchases of CLOs by banks and other regulated financial institutions made in order to
game crucial regulatory capital requirements remain a significant concern.

Like mortgages and CDOs, leveraged loans and CLOs form a pipeline or system. Disruptions at
either end of the system can cause financial havoc on the other end and then ricochet back.

This is akin to a coiled spring or “crisis accordion.”

Losses or disruptions in the leveraged loan/CLO markets, even if they do not approach the
levels of mortgages/CDOs in the global financial crisis could still be significant.

o They could amplify a recession.

o We should be humble about our ability to predict the upper bound of financial market
disruptions or crises.

In my research surveying the CLO market, I have speat hours interviewing market participants.
I have found that:

o Some tranches of CLO secutities appear not to trade actively; and

o Many CLO securities trade on opaque markets lacking transparent prices.

A lack of trading of CLO securities undermines the economic rationale of these securities, as
well as their safety and favorable regulatory treatment.

A lack of transpatent prices means that neither the marketplace nor regulators can rely on prices
to police dsk-taking in the CLO market.

Regulators must monitor and analyze data on leveraged loans and CLO markets.

o I therefore support the three bills being considered today.

o The OFR needs cooperation from other financial regulators in assessing risk in these
matkets. Lack of data sharing among financial regulators remains a crucial weakness.

o The OFR needs an independent source of funding. We cannot wait until it 1s time to
man the lifeboats to fully fund the iceberg patrol.

o Regulators need minimum standards in assessing bank exposure to leveraged loans.

I would also recommend:

o Stress testing of financial markets, not just individual institations;

© Requiring financial regulators to conduct war games to prepare for market disruptions;

o Underscoring that the burden is on financial institutions to prove that leveraged loans
and CLOs are safe rather than on regulators to prove that they are unsafe.

If data gathering reveals significant systemic risk in leveraged lending/CLO matkets, regulators
should use a mix of tools, including limiting bank investments in CLOs, enhanced and
countercyclical capital requirements, and the Volcker Rule “covered funds” provisions.
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M. Chairman Meeks, Ranking Member Luetkemeyer, and Members of the Committee:

Thank you for inviting me to testify at today’s hearing on “Emerging Threats to Stability:
Considering the Systemic Risk of Leveraged Lending.”

My testimony today will focus on the connection between leveraged lending and financial
products called collateralized loan obligations (or “CLOs™), which are 2 kind of asset-backed
security. I will explain these terrns in a moment. My testimony will also detail the preliminary
results of two years of in-depth interviews of participants in CLO markets on the nature of
investments and trading in these markets.

1 am a law professor at the University of Colorado Law School. My teaching and research
focus on securities regulations, financial institutions, financial markets, and financial crisis. T have
authored numerous articles on asset-backed securities, financial institutions, and financial crises. My
2014 book, Law, Bubbies, and Financial Regniation examined the ways in which regulatory changes,
including deregulation, declining enforcement levels, and deteriorating legal compliance, can
contribute to, and be reinforced by, asset price bubbles. These regulatory dynamics have
contributed to the most severe financial crises in history.

Before joining the faculty at the University of Colorado, T was on the faculty at the
University of New Mexico School of Law and served as a visiting professor at the University of
Georgia School of Law. Before becoming an academic, I practiced for eight years at Cleary,
Gottlieb, Steen, and Hamilton, where my practice included securitization transactions.

1 have not received any Federal grants or any compensation in connection with this
testimony, and I am not testifying on behalf of any otganization. The views expressed in my
testimony are solely my own.

1 CLOs: Their Purpose and Connection to Leveraged Loans

The Financial Stability Oversight Council has identified leveraged loans as one of the most
significant threats to financial stability." This threat exists even though the size of the leveraged loan
market represents a small but significant portion of the overall $42 trillion in fixed income
instruments outstanding. According to a March 2019 report of the Securities Industry and Financial
Markets Association, there are $1.7 trillion in leveraged loans outstanding.” The significance of this
market owes to several factors beyond just size, including the following:

These loans are made to bigh risk corporate borrowers: Leveraged loans are made to risky companies
whose credit quality is below investment grade.” More than half the new leveraged loans in
2018 were borrowed by companies to finance mergers and acquisitions and leveraged
buyouts, pay dividends, and buy back shares from investors.* One group of economists
characterized these purposes as follows: “in other words, for financial risk-taking rather than

5

plain-vanilla productive investment.

The size of the market has mushroomed: New leveraged loans issued in the United States
increased from approximately $200 billion in 2011 to over $500 billion in each of 2017 and
2018.5
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Undenwriting standards have deteriorated: The share of leveraged loans that are “covenant-lite”
has increased dramatically from under 30% in 2011 to approximately 80% in 2018.” As an
additional reference point, the percentage of U.S. leveraged loans that were covenant-lite in
2007 was approximately 30%.% Covenant-lite means the loans lack many standard
agreements that the borrower maintaia certain defined levels of financial health. Without
these covenants, lenders lack both important early warning alarms that a borrower’s financial
position is deterdorating and the ability to call a default if those triggers are met. Lenders
face enormous competitive pressure to negotiate away these covenants. If they insist on
these provisions, they may lose business. Relaxing covenants and underwriting standards
has led to a dramatic spike in corporations making adjustments to earnings and borrowing
more for mergers and acquisitions and leveraged buyouts.” This deterioration 1n credit
underwriting standards has troubling parallels to the decline in mortgage underwriting
standards in the years leading up to the global financial crisis. Indeed, according to a 2018
report, average recovery rates for defaulted loans have fallen to 69 percent from the pre-
crisis average of 82 percent.'’

Banks hold a sizeable portion of leveraged loans: According to federal financial regulators, banks
hold approximately 45% of the total loans reviewed by the regulators.” This means losses
on those loans would impact the regulated financial sector.

The regulated financial sector is further exposed to the risk of leveraged loans, because many
of those loans are purchased by securitization vehicles and repackaged to create complex financial
products called collateralized loan obligations (“CLOs”). As explained below, CLOs are close
cousins of the mortgage-related collateralized debr obligations (“CDOs”) that were at the heart of the
global financial crisis 11 years ago. According to financial industry estimates, CL.Os now hold §615
billion in leveraged loans (roughly 1/3 of the leveraged loans outstanding).” Banks, insurance
companies, and registered investment funds hold a significant portion of senior CLO securities.
Globally, banks own approximately 50% of senior CLO securities, and the majority of CLO
securities are held by U.S. entities.” Insurance companies and pension funds also hold significant
stakes in CLOs, including in more junior, riskier securities.” Banks and other regulated entities are
also exposed to dsk in CLO markets via lending and derivatives transactions with other CLO
investors.”

Industry studies estimate that the CLO market increased 119% between January 2013 and
March 2019, when its size topped $600 billion.'® Despite financial industry fears of a slowdown in
the market, new U.S. CLO issuances sold to investors from January 1 through April 19 of 2019
totaled $39.4 billion, slightly above the amount sold over the same period in 2018.7 2018 saw a
record amount of $128.1 billion in new CLOs arranged.™

1 focus my testimony on how securitization transmits risks in the leveraged loan market to
CLO investors, including regulated entities. Securitization creates a complex and troubling
transmission line between risky credit markets and markets in complex financial products purchased
by regulated financial institutions and others. Even if the potential magnitude of impacts on
financial institutions, markets, and the broader economy is not as large as the devastation wrought
by the collapse of the mortgage-related securitization markets, warning signs for financial instability
now flash.
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A Explaining CLOs and Securitization

CLOs ate a complex version of securitization. Securitization is the process by which
financial firms arrange for the collection (or “pooling™) of large numbers of loans, which are then
used to create securities that are sold to investors in capital markets. The cash flow on the original
loans funds the payment of interest and principal on those securities. Securitization proceeds in a
number of steps. These steps can be simplified and described as follows:

' Loan origination: Lenders make loans to individual or commercial borrowers. These
lenders are called “originating lenders.”

9§ Sak to a securstization vehicl: ‘The orginating lenders then sell groups of their loans to an
investment vehicle.”” This investment vehicle typically purchases groups of loans from
multiple originating lenders. It may also purchase other assets.

9 Lssuance of asset-backed securities fo investors: The securitization vehicle then creates bond-like
securities that an underwriter sells to investors in capital markets. The cash flows from
the loans and other assets that the vehicle purchased fund the interest and principal
payments on the securities.

A financial institution, often an investment bank, “arranges™ the overall transaction; it does the
following:

9 helps creates the overall structure of the transaction;

9 identifies (ot selects a money manager that will identify) the pools of loans that will be
securitized;

9 coordinates the logistics of the transaction; and

9§ underwrites or places the resultant asset-backed securities with investors.

The party arranging a securitization receives a fee for these services.

Securitization can involve a wide artay of types of loans, including mortgages, stadent loans,
consumer credit card debt, and automobile loans. CLOs involve the securitization of corporate
debt, including leveraged loans. CLOs are one version of collateralized debt obligations (CDOs),
which involve the securitization of fixed-income assets, such as high-yield debt (often called “junk
bonds™) or asset-backed securites. CDDO markets fueled the residential real estate boom in the early
2000s and then exacerbated the global financial crsis that followed. The CDOs at the heart of the
ctisis involved the re-securitization of mortgage-backed securities, which, in turn, were the product
of securitizing residential mortgages. One of the most pressing questions involving the CLO market
is whether its risk is markedly different than that of CDOs based on mortgage-backed securities. I
turn to this later in my testimony.

B.  The Benefits of Securitization to Participants

Securitization transactions offer benefits to both originating lenders and investors. These
transactions offer a way for originating lenders to offload risky loans and to convert illiquid assets
{e.8, mortgages or leveraged loans) into liquid assets (cash). Originating lenders can then use this
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cash to make fresh loans. Purchasers of asset-backed securities can invest in lucrative lending
markets without having to make or collect on loans themselves. Securitization, including CLOs,
offers investors several ways to mitigate the risk associated with the underlying assets, including the
following:

9§ Diversification throngh pooking: Securitization vehicles purchase pools of loans and other
assets from multiple parties. This reduces the exposure of investors to the risk of default
on any particulat loan. This assumes, however, that losses on loans are not highly
correlated.

9§ Portfolio diversification: Asset-backed securities investors purchase only a small slice of the
total secutities. This allows them to balance the risk associated with the underlying pool
of assets with other investments in their portfolio.

9§ Trunching: Most securities issue more than one class of securities. Instead, they issue
multiple classes of securities (or “tranches”), with senior classes of securities having
priority rights to the cash flows on the underlying assets. This means that investors in
these seniot classes or tranches face a much lower risk of default on their securities than
investors in more junior tranches. The risk of default on the underlying assets is thus
concentrated in the junior tranches.

Asset-backed securities also mitigate risk in that they are designed to be tradeable. Investors who do
not like the riskiness of their securities or who need cash can theoretically sell their assets for cash and
exit the market.® I will return in a moment to the question of how and how much CLO securities
actually trade.

Credit rating agencies play a crucial role in CLO and secuntization markets. In theory, they
help investors assess the credit risk of asset-backed securities. In practice, when credit rating
agencies give an investment grade rating to senior tranches of a CLO or other securitization, they
allow banks, msurance companies, and other regulated financial institutions to purchase those
securities. Without those ratings, banking, insurance, or other regulations would preclude these
institutions from making these investments.

C. Securitization as Shadow Banking

Securitization’s conversion of illiquid underlying assets into theoretically tradeable securities
underscores how asset-backed securities markets represent a core part of the “shadow banking
system.” Many economists use this term to describe particular capital markets that provide the same
core economic functions as depository banks, albeit without being subject to banking regulations.
These functions include:

§ Credit intfermediation: Just as banks botrow from depositors and other lenders and lend to
households and businesses, CLOs and other securitization transactions “borrow” by
issuing fixed-income bond-like securities to investors and providing cash to originating
lenders to make new loans.
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G Credit transformation: Just as banks make risky loans to borrowers and offer low risk
deposits and other investments to their customers, CLOs and other securitization
structures can use leveraged loans or other risky assets to create senior investment grade
secutities (as well as more junior securities that are riskier).

N Maturity/ lignidity transformation: Just as banks have long-term assets (Joans to botrowers)
and issue short-term liabilities (deposits that are withdrawable upon demand), CLOs and
other securitization vehicles convert illiquid assets (like leveraged loans) into theoretically
liquid asset-backed securities that could be traded for cash.

By performing these three functions, particularly the final one, banks become fragile and
susceptible to runs. In 2007 and 2008, the global financial crisis revealed that asset-backed securities
markets can also suffer from run-like behavior; when investors sought to exit these markets and
liquidate their investments en massz, fire sale behavior caused markets to freeze.” Scholars have
described runs on other shadow banking matkets, such as repos and money market mutual funds.”
These markets performed these same three economic functions and proved vulnerable to the same
kind of liquidity crsis. Unlike banks, however, securitization and other shadow banking markets
were not subject to the same intensive regulatory regime that governs banks.

Note that the benefits and economic functions described above do not imply that
securitization always provides a net social benefit. Securitization may provide more capital to credit
markets, but it is important to ask how that credit is being used and how sustainable any credit
boom is. Securitization may theoretically provide liquid investments to capital markets investors,
but it is important to ask how much liquidity exists in actuality. Securitization can become incredibly
complex and thus more fragile, as investors become more distant from the risks in the underdying
credit markets to which they are exposed. The global financial crisis revealed that instead of
transferring risk to parties that could understand and optimally bear it, securitization has the
potential to transfer risk to mvestors with inadequate information and poor risk-bearing capacity.

D. Regulatory Treatment

CLO and securitization markets exist in large part because of statutory and regulatory
changes that permit banks, insurance companies, and other regulated financial institutions to mvest
in asset-backed securities. Starting in the 1980s, changes in these “permissible investment” rules
fueled the growth of securitization markets. They also created potential transmission lines between
banking and capital market crises.” Moreover, regulators wrote regulatory capital rules that gave
favorable treatment to asset-backed securities, particulatly when compared to more direct financial
institution investments in the underlying asset markets.”* This set the stage for financial institutions
to engage in regulatory capital arbitrage, a gaming of these important capital rules that are supposed
to provide a cushion against financial institutton failure and systemic risk. I will return to regulatory
capital arbitrage in a moment.

A Exception to Dodd-Frank Securitization Rules
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The Dodd-Frank Act® mandated that federal financial regulators pass a number of rules to
fix significant flaws and sources of risk in securitization. However, a federal appeals court and
regulators have carved a number of important exceptions to these rules for CLOs. For example:

Skin in the Game Exceptions: The Dodd-Frank Act mandated that federal financial regulators
pass rules to require that originating lenders retain a portion of the risk of assets they sell
into securitizations. This was intended to address the skewed incentives of lenders to sell
poor credit quality assets and leave asset-backed securities investors exposed to “lemons.”
However, in 2018, a papel of the U.S. Court of Appeals for the D.C. Circuit ruled that the
risk retention rules did not apply to CLOs because the judges found the agencies’
intetpretation of the Dodd-Frank Act to be unreasonable.”

Volcker Rule Exceptions: The Volcker Rule provisions of the Dodd-Frank Act mandated that
federal financial regulators write rules prohibiting not only proprietary trading by banks, but
also bank investments in certain “covered funds™ deemed to be too risky. When federal
financial regulators wrote the final rules implementing this statutory provision,” they
included a number of exceptions and exemptions to permit bank investments in CLOs that
met certain criteria. The most important exception was incorporated into SEC Rule 3a-7,
which allowed bank investments if the CLO invested only in certain pools of loans as
oppased to high yield bonds or other assets.” This exception permitted the securitization
structure and interconnected markets we see today: CLOs backed by leveraged loans. (Late
last year, the Loan Syndications and Trading Association, the trade group for CLOs and
similar products, asked regulators to widen this exception to allow CLOs to hold “non-loan
assets,” including “bond buckets.”)*"

It is not a coincidence that CLOs backed by leveraged loans later mushroomed in the gaps in
the legal regime for securitization created by court opinion and rulemaking,

i, 2013 Leveraged Loan Guidance and Withdrawal

Regulators have not been blind to the risks that the leveraged loan markets pose for banks
and other regulated financial institutions. In 2013, the Office of the Comptroller of the Currency
(“OCC”), the Federal Reserve Board, and the Federal Deposit Insurance Corporaton (“FDIC”)
issued interagency guidance on leveraged loans (the “2013 Interagency Guidance on Leveraged
Lending”).* This guidance set minimum standards for regulator review of leveraged lending
activities of financial institutions supervised by the three agencies. These standards included criteria
for reviewing the following with respect to leveraged loans:

underwriting considerations;

assessing and documenting enterprise value;

sk management expectations for credits awaiting distribution;
stress-testing expectations;

pipeline portfolio management; and

i ol ol ) o )

risk management expectations for exposures held by the institution.”

However, in 2017, the General Accountability Office determined that this interagency
guidance constituted a “rule” that must be reviewed by Congress under the Congressional Review

7
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Act” Then, 1n 2018, the Comptroller of the Curtency announced that national banks, the largest
lenders in the leveraged loan markets, would no longer be subject to the 2013 Interagency Guidance
on Leveraged Lending® The Comptroller’s decision degraded the ability of federal regulators to
monitor the buildup of risk in the leveraged loan market — and, by extension, the CLO market which
secutitizes those loans — and banks’ exposure to that risk.

2. The Buildup of Risk In the CLO Market

A How are CLOs Similar to Pre-Crisis CDOs?2 What is the Risk of a Crash?

CLOs bear numerous similarities to CDO securities in the years leading up to the financial
crisis. Both markets involve the securitization of debt and the same basic features of a complex
securitization: tranching, a reliance on credit rating agencies, and (as explained later in this statement)
thin trading and opaque pricing of at least some tranches and some tssues. The leveraged loans
being sold into CLO structures result from much looser underwriting standards. As mentioned
above, “covenant-lite” loans now represent a sizeable share of both the leveraged loan market and
the loans being sold into CLOs. Without these covenants, lenders or CLO investors — whose
securities depend on the cash flow from these loans — have fewer eatly warning alarms that a
corporate borrower’s financial health is deteriorating and default is looming. The covenant-lite
trend has clears parallels to the decline in underwriting standards in both residential mortgages and
mortgage-backed securities in pre-crisis years.

These similarities between contemporary CLOs and pre-crisis CDDOs presents an utgent
question: what is the tisk that CLO markets will suffer disruptions or even a ctash similar to CDO
markets in 2007-2008? The CLO market participants I have mterviewed thus far in my research
have presented strong arguments that there are sufficient differences in the CLO market that make a
repeat of the global financial crisis unlikely. Nevertheless, almost all interviewees admitted that the
risk of 2 more localized market disruption that would lead to a crash in CLO prices was a concern.

Interviewees pointed to differences between contemporary CLO markets and pre-crisis
CDO matkets. One interviewee said that contemporary CLOs had more conservative structures
(e.g., overcollateralization tests) than pre-crisis CDOs, and that these mechanisms provided greater
protection to senior CLO secunties. Other interviewees disputed that CLOs had markedly more
consetvative structures. However, many interviewees pointed to other significant differences, most
notably the much larger size of the pre-crisis CDO market and the fact that those CDOs were
backed by real estate and not corporate debt. Those factors, according to interviewees and many
economic analyses, mean that potential economic shocks would have a smaller impact on the CLO
market compared to the unraveling of the CDO market in the global financial crisis. Interviewees
did nez note a countervailing factor that may make securitization of leveraged loans relatively more
risky than secuntizing mortgages: numerous Dodd-Frank provisions and rulemakings under that
statute have regulated the risk of mortgage lending and mortgage securitization. Leveraged lending
was not similarly addressed.

In addition, commentators have argued that the sophistication of leveraged loan borrowers
compared to pre-crisis residential mortgage borrowers means that leveraged loan terms are less
onerous and should lead to less defaults. Itis hard to evaluate this particular claim, as other factors
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may push towards greater leveraged loan defaults, such as “agency costs,” e, the fact that corporate
managers are managing the corporation’s money not their own.

Even though many interviewees perceived the risk and potential severity of a crash in the
CLO market to be much lower compared to risks in the pre-crisis CDO market, most interviewees
were nonetheless very concerned about a market downturn that could cause losses. Some described
it as “what keeps me up at night.” Several buy-side interviewees (those working at firms investing ia
CLO securities) described planning for ways to mitigate losses, and, 1n one case, to make a profit,
from a severe downturn in the CLO market. Most buy-side interviewees expressed a view that they
had superiot information compared to other investors in the market, and that this would allow them
to exit the market before a downtuzn accelerated or to otherwise mitigate their risk of losses.

These responses track many behavioral finance models of asset price bubbles, which
bifurcate financial markets into “smatt money” (informed and sophisticated investors who analyze
information on a security’s fundamental value) and “noise traders” (less sophisticated investors who
do not analyze fundamentals but chase trends). Of course, every investor in CLO markets cannot
be smarter than average, and economic research has documented that even financially sophisticated
investors can be overconfident in their abilities and overoptimistic about market events.”

B. Crisis Accordion

A crisis could propagate in leveraged loan markets in multiple ways. Itis important to
remember that leveraged loan and CLO markets are tightly connected in a system. This means that
the inital shock could hit at either end of the pipeline — leveraged lending or CLO investing — and
quickly cascade to the other side of the market. The most common concern among the individuals T
interviewed, as well as among scholars and market analysts, is that an economic shock will cause a
wave of defaults on leveraged loans. Again, looser underwriting standards (covenant-lite loans)
mean that lenders and investors will have less warning of any deterioration in the financial health of
borrowers. Covenant-lite loans also enable bigher leverage of borrowers, which makes them more
vulnerable to losses.

A suzge in leveraged loan defaults would reduce the cash flows to CLO securities, and
irnpact junior CLO securities first. A larger wave of defaults could affect more senior CLO
securities, such as the middle or “mezzanine” tranches. In the wake of the global financial crisis,
economists noted how even small errors in calculating the risks affecting underlying assets can be
magnified each time the cash flows from those assets are securitized and re-securitized.”® Itis not
just losses, but correlated losses that threatens securitization. When losses are unexpectedly
correlate, the diversification upon which securitization depends offers less protection to investors.”
The spread of covenant-lite loans has troubling parallels to the spread of exotic mortgages pre-crisis;
not only are borrowers mote likely to default, they might default at the same time with the same
economic shock.

It is not only actual loan defaults and cash flow shortages that can affect asset-backed
securities, however. Indeed, the global financial crisis demonstrated that uncertainty about defaults
on undetlying collateral would affect asset-backed securities can trigger fire sales, crashes and freezes
in securitization markets. The unraveling of CDO markets in 2007-2008 sternmed not only from
actual defaults on mortgages and mortgage-backed securities, but also from investor uncertainty

9
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about how defaults on those assets would affect their CDO securities through multiple layers of
securitization.”

A ctisis in CDO markets could also begin at the other end of the pipeline. 1f CLO investors
decide to cut back on new CLO iavestments, less cash will flow back to originating lenders. This
would tighten lending markets, prevent borrowets from refinancing existing loans, and potentially
trigger a spike in defaults. Originating lenders may then be left with risky leveraged loans on their
balance sheets that they expected to be able to sell into a CLO securitization. This represents
“warehousing risk.”” Risk can suddenly appear on an originating lender’s balance sheet. This
problem can be magnified because of the timing of many sales. Research into pre-crisis
securitizations revealed that many originating lenders carry loans on their balance sheet fora
significant portion of a financial quarter. They sell the loans into a securitization shortly before the
end of the quarter when the balance sheet “snapshot” of the lender’s assets, liabilities, and
shareholders’ equity is taken. This means that balance sheets do not capture the full risk that the
lender bore over the entite quarter.” This risk can suddenly manifest if demand by CLOs for
leveraged loans were to dry up.

Whether a securitization ctisis starts from the originating lender or investor end, a shock can
ficochet back and forth through the pipeline. The 2007-2008 crisis in mortgage-related CDOs
lustrated the power of feedback effects. As CDO markets unraveled, the credit crunch intensified,
driving up interest rates. Many borrowers became unable to make payments on mortgages that reset
to higher market rates and were unable to refinance. A fresh wave of defaults then further damaged
securitization markets and the financial institutions that invested in them.” The leveraged
loan/CLO pipeline has the potential to act like a spring or “crisis accordion,” with losses and risk
moving in waves back and forth between the two markets.

In describing how crises propagate between lending and securitization markets, one subtle
but important point merits underscoring: use of the term “economic shock” can sometimes be
misleading. It suggests that the threats to the financial system come from external forces (what
economists call “exogenous factors™). However, the financial system often creates the very
economic conditions that later threaten its stability. In the leveraged loan and CLO market, risky
lending and investment can create an unstable credit boom.

C The Potential Economic Impact of Disruptions to the Leveraged loan and CLO Markets

If the risk build up in leveraged loan and CLO markets results in severe market losses,
disruptions, or crashes, the pressing question becomes what would be the impact on the broader
economy. The leveraged Joan and CLO matkets are smaller than their pre-crisis mortgage and CDO
counterparts. Moreover, the collapse of the residential mortgage and CDO markets had an outstzed
economic impact because of the vital importance of housing matkets to households and the
macroeconomy. The most likely outcome of disruptions or even a crash in the leveraged loan and
CLO markets would be amplification of a recession. Financial institutions suffering losses because
of leveraged loans or CLO investments would likely curtail lending, which would throttle back
economic growth. Of course, disruptions in these financial markets might combine with other
macroeconomic factots to increase the severity of a recession.
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We should be humble about our ability to predict financial market disruptions, particularly
about our capacity to place an upper bound on the expected severity of any crisis in a particular
financial market. The timing and impacts of market disruptions on the financial system and the
broader economy are often non-linear. Panics, fire sales, and market freezes result from herd
dynamics that are in part psychological and thus difficult to model. Connections among different
financial markets and between the financial system and the broader economy change constantly and
are often pootly mapped. In shott, we should remain wary of underestimating the likelihood and
severity of financial disruptions.

3. Why Do Investors Purchase CL.Os? How Liquid Are the Secondary Markets for CLOs?

A Preliminary Data

Beyond seeking to identify whether the current CLO market poses different systemic risk
concerns than the CDO market thirteen years ago, my cutrent research focuses on CLO investors
and the secondary market for these assets. I am currently surveying the market to answer several
questions, including: who is investing in the vatious tranches of CLOs, what are their investment
objectives, how often do various tranches of CLOs trade and why, and how is trading conducted.

My research indicates that the identity of investors varies greatly by tranche. Senior tranches
are generally purchased by regulated financial institutions, such as banks, insurance companies, and
registered investment funds. Multiple interviewees noted the prevalence of Japanese banks as
investors in the most senior tranches. However, statistics indicate that U.S. banks purchase 50% of
senior CLO securities, and other regulated U.S. financial institutions purchase a sizeable share of
senior and mezzanine securities.¥ Several interviewees noted a tendency of banks, particularly
Japanese banks, to pursue “buy and hold” strategies in which they would buy an entite tranche and
not seek to sell any of the securities. Some interviewees noted that European financial institutions
also purchased senior tranches.

B. Regalatory Capital Arbitrage and Rating Agencies

Several interviewees believed that many investors in senior tranches were engaging in
investment strategies to obtain “capital relief” or to engage in “regulatory capital arbitrage.”
Understanding regulatory capital arbitrage requires understanding how bank capital requirements
function. U.S. and foteign regulations generally limit banks and other regulated financial institutions
to investing only in investment-grade debt instruments. Regulations also subject these institutions to
regulatory capital requirements. Regulations that follow the Basel II international accord among
financial regulators place assets into different nisk “buckets.” Riskier assets require that a financial
institutions have more capital (Ze., fund themselves with a higher degree of equity). Higher capital
requirements translate into lower degrees of leverage for the financial institutions. Lowert leverage,
in turn, can reduce the magnitude of returns for a firm’s equity holders (as well as lowering the
magnitude of investment losses).”

In order to achieve 2 higher return for shareholders, banks and other regulated financial
institutions have strong incentives to lower the impact of, or game, capital requirements. Regulatory
capital arbitrage involves investment strategies that seck more returns for a specified level of
required capital. Of course, if markets have even rudimentary levels of efficiency, investors cannot
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obtain higher returns without taking on more risk. In regulatory capital arbitrage, financial
institutions, often with the assistance of investment banks, lawyers, and accountants, select and
structure investments that have higher returns and risks for a given level of regulatory capital. If
successful, the true economic risk of an asset may be much greater than that assumed by the
regulatory capital requirement.”

As other scholars and I have described, asset-backed securities and vatious dedvatives
provide ideal instruments for regulatory capital arbitrage as they slice and dice the risk of underlying
assets into vatious tranches. Parties can structure CLOs and other secutitizations to stuff as much
tisk into senior tranches as possible while still achieving an investment grade rating. This requires, in
turn, the acquiescence of credit rating agencies.”

Some interviewees noted that credit rating agencies face intense pressure from the
investment banks structuring CLO transactions and from investors to provide investment grade
ratings. Given that credit rating agencies are paid by the issuer and only if CLO transaction closes,
“ratings shopping” remains a concern. Some interviewees also noted that the investment bankers
and other parties structuring a deal have strong incentives and capacities to “reverse engineer” 2
credit rating agency’s methodology in assessing the tisk of different CLO tranches. There is
evidence that, similar to practices before the global financial crisis,™ this reverse engineering can lead
to transactions structured to stuff more risk into the investment grade tranches purchased by
regulated financial institutions.

Some prominent economists believe that pre-crisis securitization became more about
evading capital requirements than actual productive credit risk transfer. Professors Acharya and
Richardson explain that this evasion of capital regulations was the driving force behind securitization
in the years leading up to the crisis. They write:

[E]specially from 2003 to 2007, the main purpose of securitization was not to share risk with
investors, but to make an end run around capital adequacy regulations. The net result was to
keep the risk concentrated in the financial institutions—and, indeed, to keep the risk at a
greaily magnified level, because of the over-leveraging it allowed.”

.+ Regulatory capital arbitrage can have severe consequences. Regulatory capital requirements
aim to provide a greater buffer that protects financial institutions from failure. They represent one
of the most important tools 1n mitigating systemic risk. Regulatory capital arbitrage reduces the
effectiveness of these important defenses. Moreover, it camouflages 2 financial instirution’s true
economic risk from the marketplace and policymakers. Investors, counterparties, and regulators can
thus be caught unaware about the fragility of financial institutions.*®

C Thin Trading and Opagne Prices

Many, but not all, interviewees viewed secondaty trading of many CLO tranches as thin or,
in some cases such as Japanese banks buying and holding an entire tranches, non-existent. Some
interviewees expressed a contrary view that some, but not all, tranches were actively traded and
provided industry studies to support their view. Most interviewees noted that trading is much more
primitive than in corporate bond markets and prices of CLO securities are opaque. Many
interviewees provided a similar account of how investots obtained prices and conducted trades.
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Prices are obtained and most trading occurs via dealers, not on exchanges or trading platforms.
Instead of consulting an electronic terminal for a market price, investors call a dealer and obtain a
“price indication.” A price indication is evidently different than a price quote, a2 “bid,” or an “ask.”
It is often more of a theoretical price than a price on which a trade could be quickly executed. If an
investor want to buy or sell a particular CLO security, she typically does so through the dealer, who
might be selling from the dealer’s own inventory or matching a trade with another customer. In
short, pricing of CLOs appears to be very opaque.

When asked why investors accept this primitive pricing and trading structure, interviewees
provided a range of answers. Some interviewees explained this as a function of bespoke transactions
and the small sizes of CLO issuances. These responses, however, raise a number of questions,
including how bespoke are CLO transactions and why CLOs could not purchase larger pools of
collateral to generate larger issuances. Indeed, other interviewees dismissed the bespoke and small
size explanation for opaque pricing.

Some interviewees offered “supply side” explanations, namely that the investment banks that
structure CLO transactions and act as dealers do not want to create more liquid and transparent
markets, as this would undermine their ability to charge a spread on buying and selling securities.
One interviewee offered a detailed historical explanation that focused on investment banks moving
over the decades from one fixed-income product to another; as regulations required greater price
transpatency in the markets for different bonds (such as the TRACE system)®, profits from dealing
in those markets eroded. According to this interviewee’s account, investment banks gravitated
towards more opaque markets that would preserve their ability to enjoy larger spreads, with CLO
markets being the latest stage in this evolution.

The supply side explanation, however, appears incomplete. Several electronic trading
platforms advertise their capacity to handle trading of complex asset-backed securities. If CLO
investors wanted more liquid markets with more transparent prices, they could move their securities
to these platforms and bypass dealers. Several interviewees offered “demand side” explanations of
why many CLO investors have little appetite for more transparent pricing. The incentives vary by
type of investor. Some interviewees explained that some banks and other regulated financial
institutions that purchase senior CLO tranches may not want either active trading or transparent
prices. Transparent prices would force these investors to mark their investments to market, which
could cause them to realize losses on investments, take away their flexibility in financial accounting,
and require higher levels of regulatory capital. Other interviewees focused on hedge fund investors
who purchase more junior tranches. According to these explanations, hedge fund investment
strategies exploit information inefficiencies in these markets. Opaque pricing can then help these
mnvestors earn trading profits. Some interviewees expressed a view that hedge funds could adapt and
earn profits even if markets were more transparent, but did not want to push for these changes as it
might cause dealers to limit their access to existing markets.

D. The Implications of Thin Trading and Opagne Pricing

To the extent that trading in various CLO tranches is thin or even non-existent, the
implications for financial regulation are significant. As explained above, the economic rationale of
CLOs and securitization is based in large measure on liquidity transformation, that is, the conversion
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of illiquid assets (leveraged loans) into liquid ones (tradeable asset-backed securities). When the
resultant securities do not trade, this rationale appears hollow. Moreover, thin trading undermines
the “safety” of these investments, as investors cannot easily exit a market. This is compounded by
the danger that liquidity can evaporate quickly in securitization markets.®® A lack of active trading in
CLO markets calls into question the favorable regulatory treatment that is premised in large measure
on the ability of investors to exit their investments easily.

Opaque pricing also has financial stability implications. A lack of transparent pricing means
that investors, their own shareholders, creditors, and counterparties, and policymakers cannot
adequately rely on a market price discovery mechanism to assess the risks of CLO investments. This
frustrates risk management by regulated financial institutions investing in these markets, it erodes
market discipline, and it places enormous burdens on regulators overseeing these institutions.

4. Policy Responses to Mitigate Risks to Financial Stability

Information is the first order of business for any policy response to the financial stability
risks posed by leveraged loans and CLOs. Both market participants and policy makers need a better
understanding of the risks posed by these financial products and their potential impacts on other
financial markets and the broader economy.

As noted above, credit rating agencies play a pivotal role in assessing the credit rsk of CLO
secutities. By determining whether senior CLO securities merit an investment grade rating, credit
rating agencies serve as gatekeepers for whether banks, insurance companies, and many investment
funds may invest in these markets. However, fixing the incentive structure of credit rating agencies
remains perhaps the biggest unfinished business of financial reform.* It has been almost two
decades since the Enron era hughlighted the flaws in the “issuer pays” business model of credit
rating agencies. These flaws again became apparent with the failures of credit rating agencies in
detecting risk in the mortgage-backed securities and CDO markets in the lead-up to the global
financial cusis. Regulators have yet to develop comprehensive, sustained, and effective responses to
Congress’s commands in the Dodd-Frank Act for the Securities and Exchange Commission to
develop alternatives to the issuer pays model™ and for financial regulators to develop alternatives to
rating agencies determinations for use in financial regulation.” Fundamental reform of credit rating
agencies deserves its own hearings and testimony, followed by sustained action by Congress and
regulators.

Neither Congress nor financial regulators can rely on credit rating agencies alone to police
financial mstitution rsk-taking in CLO or other securitization and shadow banking markets.
Congress needs to be assured that federal financial regulators are gathering, sharing, and analyzing
crucial data about systemic risk in both CLO markets and other shadow banking markets.

A Support for Bills Under Consideration by the Committee

In my opinion, the three bills under consideration by the Subcommittee at today’s hearing
represent crucial steps towards these objectives. Therefore, I support each of them. I offer
additional thoughts on each bill below:
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The Leveraged Lending Data and Analysis Act: This bill directs the Office of Financial Research
(“OFR”) to study and report to Congress on tisks 1 the leverage lending and CLO markets. Only
armed with this information can Congress decide whether additional laws or regulations are needed
to mitigate systernic risk emanating from these markets. I hope that some of the information that
the OFR would need would already be collected by federal financial regulators in their supervision
and examination of banks, broker-dealers, and other regulated entities. (The Leveraged Lending
Examination Enhancement Act, discussed below, would push at least bank regulators to collect this
data).

The pressing need, then, is to force federal financial regulators to gather and share
information with the OFR. A lack of data sharing among federal financial regulators remains one of
the biggest weaknesses in the government’s monitoring and response to emerging sources of
systemic tisk. This problem has become particularly acute with financial products, like asset-backed
secutities, that involve banks and generate banking like risks, but are bought and sold on
securities/ capital markets. These products thus straddle or fall in the cracks between oversight by
bank regulators and capital market regulators, such as the Securities and Exchange Commission, and
the Commodity Futures Trading Commission.

I recommend that, among the data that OFR and financial regulators collect and analyze, are
information on the following:

§ The identity of investors, particularly regulated financial institutions: this will help map potential
transmission lines between disruptions in CLO markets and the regulated financial
sector;

9§ How CLOs were struciured to lower the effectiveness of capital requirements. this will help regulators
assess the extent to which the effectiveness of regulatory capital requirements has been
undermined; and

& The depth of trading in different CLO tranches. This will help regulators assess the liquidity
and safety of CLO securities, particularly whether they are meeting expectations built
into regulatory capital rules and other prudential regulations.

I also believe this bill’s approach should ultimately be extended to other shadow banking
matkets. I therefore would recommend the following:

9 Reguiring that federal financial regulators share data on leverage lending and CLO markets that
they have collected when requested by the OFR; and

8 Ultimately requiring OFR to analyze data on other large shadow banking markets: These would
include other large securitization markets, repo markets, money market mutual funds,
and other investment funds that engage in maturity/liquidity transformation.

On this second point, I understand that incremental steps can be necessary, but would support
future bills in this regard. This current bill is a crucial first step and is urgent because of the
mushrooming size of the leveraged loan and CLO markets and the decline in underwriting
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standards. The current bill also serves as a template for future legislation requiring analysis of other
segments of the shadow banking system.

The Protecting the Independent Funding of the Office of Financial Research Act: Tasking the OFR with
data collection, analysis, and reporting is of little avail if the OFR is hollowed out. This bill would
ensure that it is not and that the OFR can achieve its original promise. The creation of the OFR
was one of the most important yet underappreciated accomplishments of the Dodd-Frank Act. The
OFR promised to serve as an government research organization devoted to studying systemic risk
and an “early warning” system for emerging threats to financial stability. Its research is critical to
ensuring that the Financial Stability Oversight Council can adequately perform its missions,
including identifying non-bank firms that should be considered for designation as “systenucally
inportant financial mnstitutions” and recommending prudential regulations to other federal financial
regulators. The crucial mission of the OFR can and is being compromised when the Treasury
Secretary decides to cut its budget or slash staffing levels. Giving the OFR Director the power to
set the organization’s budget and setting a floor for that budget are essential steps to assure that the
OFR’s vital role is not compromised by the Secretary of the Treasury’s political calculus or neglect.

T would support further steps to make the OFR completely independent from the
Department of the Treasury. This would support an independent mission and organizational
culture. Watchdog agencies within the legislative branch, such as the Government Accounting
Office and Congressional Budget Office, serve as examples. The independence of funding and
staffing levels in this bill, however, represent the most important pieces of agency independence.
Detecting and mitigating systemic risk and collecting vital information should be a nonpartisan
mission.

The Leveraged 1 ending Eixamination Enbancement Act: “This bill would requite the Financial
Institutions Examination Council to establish uniform procedures for examining the leveraged
lending activities of regulated financial institutions. The bill sets mimmum standards for these
procedures. The criteria that the bill sets forth in the minimum standards section would reverse the
mistake the Comptroller of the Currency made in lifting the 2013 Interagency Guidance on
Leveraged Lending, which degraded the ability of regulators to monitor the buildup of systemic risk
in the leveraged lending and CLO markets.

Although I believe these factors are covered by the broad eriteria listed in the “Minimum
Expectations” subsection of the bill, I would recommend adding the following:

§ Warehousing visk: As I note above, lenders that sell leveraged loans into a securitization
run the nsk of being unable to offload that risk if demand from securitization markets
drops. Financial regulators need to track changes in this risk.

1 Secondary markets: In order to gauge warehousing risks, financial institutions and their
regulators need to track potential disruptions to secondaty markets, including

securitization markets like CLOs.

Y Timing of sales: As I note above, research into securitization practices indicates that many
originating lenders sell loans mto securitizations shortly before the end of a financial
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quarter. Their balance sheets thus do not reflect the risk that these firms bore for much
of the quarter. This risk can suddenly materialize if lenders are unable to sell these loans.
Examiners should thus gather data on the timing of sales of leveraged loans, whether
into a securitization or otherwise.

This bill ensures that federal financial regulators have minimum standards for examining the
risks of leveraged lending to regulated financial institutions. Writing these standards into statute
rather than relying on agency guidance or rulemaking ensures that these minimum standards will not
be diluted or deleted because of political whims. The required reports ensure that Congress can ably
oversee federal financial regulators in the performance of their duties to examine financial
institutions and regulate their safe and sound leveraged lending activities.

B. Stress Testing Markets

1 urge Congress to consider other steps to ensure that federal financial regulators understand
the risks in CLO and other shadow banking markets. In particular, I recommend that Congress
require that the Federal Reserve, with the required cooperation of the OFR and other federal
financial regulators, conduct stress tests of key shadow banking markets.* This would extend the
approach of stress testing individual financial institutions to entire markets.™ Stress testing should
start with markets for CLOs and other complex asset-backed securities, as well as other important
shadow banking markets (e.g., repos) which engage in credit intermediation, credit transformation,
and liquidity/maturity transformation. Other financial regulators must be required to collect and
share data with the Federal Reserve for these tests to be effective.

Rationale: Stress testing markets is crucial, as it is the interactions and herd behavior of the
many financial institutions creating, purchasing, and trading these financial products that generates
bubbles, fite sales, and market freczes. Relying sy on stress testing financial institutions one-by-one
runs the nisk of missing:

4§ dypamic interactions among firms;
Y correlated risk-taking by and herd behavior of firms, large and small; and

Y contagion effects.®

Additional Benefits: These stress tests would not only increase Congress’s and regulators’
understanding of systemic risk across financial markets, it would also force federal financial
regulators to cooperate in sharing and analyzing data. As I note above, the evolution of shadow
banking markets has exposed the gaps between regulatory silos. Financial institutions have
structured activities to fit within these gaps, and this is where systemic risk bas festered. Shadow
banking has also exposed the weakness of banking, securities, and derivatives regulators in
cooperating in sharing and analyzing data and coordinating 2 response. Stress testing markets would
help remedy this vulnerability.

Stress testing might also inform the design of new legislation and rules that would give
regulators the tools to address systemic risks in markets and not just systemic risks in individual
institutions. The Administration has recently moved to change the FSOC’s mission to deemphasize
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designating and regulating systemucally important institutions and towards “activity-based”
regulation. This seems cynical, as scholars have pointed out that the FSOC does not have the power
to regulate activities, and the overall architecture of much of federal financial regulation is designed
to address risks in individual financial institutions, not market-wide risks.”’ However, activities-
based regulation might ultimately serve as a valuable complement to institution-based regulation. It
might address the risks of herd behavior in shadow banking and other financial matkets that
institution-based regulation alone cannot adequately address. Stress testing markets would provide
Congress and regulators valuable information for the design of these new tools.

C. War Games: Preparing Regulators for Crises in Financial Markets

Congtess should also consider mandating that federal financial regulators conduct “war
games” to plan their collective responses to potential crises in CLO and other financial markets.”
This would help regulators be much more prepared and coordinated than they were when financial
crisis began erupting in 2007 and accelerated in 2008. War games would allow regulators to identify
systemic risks and potennal weaknesses in the legal regime. As with stress testing markets, war
games would force siloed financial regulators to cooperate. Regulators should report to Congress on
the results of and lessons learned in these exercises.

D. Restricting Purchases of CLO Securities

Should the three bills being considered by the Committee as well as stress testing and war
games provide Congress with evidence of excessive risk building in CLO or other asset-backed
securities markets, then Congress has several avenues for action. Congtess could then mandate that
financial regulators adapt existing rules to limit the exposure of regulated financial institutions to
CLO markets. These tools would include the following:

The Volcker Rule: Congress could mandate that federal financial regulators reverse their
earlier decision to include a carveout to the “covered funds” part of the Volcker Rule that
exempted CLOs backed by bank loans. As discussed above, baoks and investment banks
then structured CLOs to be backed by leveraged loans instead of bonds. Congress could
reverse this regulatory decision, which would restrict the ability of banks to invest in CLOs
backed by leveraged loans.

Capital Reguirements: Congress could also mandate that regulators set higher capital
requirements for bank investments in CLOs. These capital requirements would ensure
banks have a larger cushion should these investments suffer losses. Congress could consider
two different kinds of triggers for enhanced capital requirements:

Y Lack of Trading: Capital requirements should be higher for any given CLO tranche if
there no evidence of recent active trading in that tranche; or

Y Conntercyclical Requirements: Congress could mandate that federal financial regulators
implement countercyclical rules that require higher capital if there is evidence that
underwriting standards for the undetlying assets have declines (e.g, the percentage of
covenant-lite loans increases).

18



53

Capital requirements may have to be set higher to account for the corrosive effect of
regulatory capital arbitrage or the gaming of these rules.

Onantitative Reguirements: Congress could also mandate that federal financial regulators
impose quantitative restrictions on bank investments in CLO.

E. Resetting the Burden of Proof

Given the disastrous unravelling of the CDO market in the global financial crisis,
policymakets should not be afraid to ask tough questions about the social value of CLOs and other
complex financial instruments. It is worth asking whether the complexity and risk of these
instruments is justified by the additional credit provision and liquidity these markets provide.
Furthermore, policymakers should ask what this credit is used for and whether the liquidity in
investments actually exists. Finally, the global financial crisis should force policymakers to rethink
the unspoken presumption that the burden constantly rests on critics to prove that financial
instruments are unsafe rather than on regulated financial institutions to prove that these products are
safe
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Good afternoon, Chairwoman Waters, Ranking Member McHenry, and Members of the
Subcommittee. Thank you for inviting me to speak today. I am Victoria Ivashina, Professor of
Finance at Harvard Business School, Research Associate of the National Bureau of Fconomic
Research and Research Fellow at the Center for Financial Economic Policy Research. I speak only

for myself today.

To understand if the leveraged loan market could be a source of systemic risk, we have to ask
whether there are credible signs of accumulation of hidden risk in this segment, whether that risk
could be amplified through the entities investing in this market, and how quickly it could be
propagated to a broader economy. These are the points that I would like to discuss today.

To preview my conclusions, there are signs of continuous buildup of risk through erosion of
creditors’ rights and elevated levels of leverage. The strong amplifying forces that brought down
the financial system in 2008 are not present today; as such, the risk to financial stability is not
severe. However, other important mechanisms that could impact economic stability at longer

horizons could be at work.

L Is there risk in the leveraged segment that is not currently recognized by investors?
There are several indicators that this is the case.

First, there is an important parallel to a key weakness that characterized the mortgage boom that
led to the Global Financial crisis: that is lack of visibility into the quality of collateral backing of
securitized products, which was at the heart of the loss of market confidence and the 2007 shut
down of securitization across all asset classes —not just mortgages.! The opacity surrounding the
value of mortgages was driven by lack of public information, the highly illiquid nature of
mortgages, and corrupted origination standards. These factors are less relevant in the market for
corporate loans. Many issuers of leveraged loans are public firms with regularly disclosed
financing statements. There is a reasonably vibrant secondary market for loans. Plus, these are
transactions among sophisticated investors and professional management. However, it is key to

understand that the quality of the loans in CLO portfolios is dictated not solely by the firms’

See Efraim Benumelech, Jennifer Dlugosz, and Victoria Ivashina,-2012, “Securitization without
Adverse Selection: The Case of CLOs,” Journal of Financial Economics 106: 91-113.
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fundamentals, but also by the credit agreements that define the terms of the loans. These

agreements are long, complex, and display substantial variation in contracting terms.

Together with my colleague Boris Vallée we examine over a thousand leveraged loan contracts
signed between 2011 and 2016.2 We show that inclusion of restrictions covenants on six sets of
borrower actions is the norm, including (i) restrictions on liens (or restrictions on the use of
collateral), (ii) restricions on indebtedness, (iii} restrictions on payments to investors, (iv)
restrictions on asset sales, (v) restrictions on affiliate transaction, and (vi) restrictions on capital
expenditure. We find, however, that the use of “fine print” types of clauses known in the industry
as “baskets” and “carve-outs” is equally prevalent. As an illustration, Figures 1.a through 1.c,
reproduced from our work, show that 92% of loans have a restriction on further indebtedness of
the borrower; however, 86% of these contracts with seemingly strong restrictions on further
indebtedness have “baskets” (i.e., deductibles) that loosen the negative covenants. The economic
magnitudes are large, averaging more than a 2.3x EBITDA multiple, nearly half of the 5x EBITDA
debt level, which is common for leveraged loans. On average, half of the six core negative
covenants have deductibles, with only 10% of the credit agreements examined not having any
deductible. This illustration does not even account for carve-outs, of which an average contract
has 72. Moreover, higher contractual loosening appears in cases where leverage is highest, and

when a loan backs a leveraged buyout.

It is important to highlight that erosion of creditors” rights through contractual complexity has
little to do with financial covenants, or whether the financial covenants are enforced only on the
incurrence basis (the so-called “cov-lite” loans).? Identifying cov-lite loans is largely objective and
easy —it is likely that this is precisely why this is not the right proxy for contractual weakness. In
fact, I see pervasive use of “cov-lite” as a comprehensive metric of contractual weakness as a sign
of concern; to me, this practice reflects misunderstanding of contractual design and scope for

erosion of lending standards.4

2 See Victoria Ivashina and Boris Vallée, 2019, “Weak Covenants,” Working Paper,
https:/ / papers.ssm.com/sol3/ papers.cfm?abstract_id=3218631.
3 Not by definition, but in the data.
4 More details on this point can be found in Becker and Ivashina (2016), “Covenant-Light
Contracts and Creditor Coordination,” Working Paper,
https:/ / papers.ssm.com/ s0l3/ papers.cfm?abstract_id=2871887.
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With this in mind, the question becomes whether institutional investors—and CLO managers in
particular —have the resources and the right incentives to do proper due diligence and monitor
different loans in their portfolios. Tensions surrounding recent debt restructurings of some
companies indicate that at least some of these 'terms are misunderstood by creditors. Notably, in
2017, J.Crew Group, which was battling several years of declining operating income, was able to
issue new senior debt using a sizable fraction of its pledged collateral by using a deductible on
liens.5 This was unprecedented, yet similar transactions by other companies followed. In our
study we show that, consistent with the presence of mispriced credit risk, there was a general

market reaction for contracts characterized by weak contractual provisions.

Beyond increasing contractual complexity, we see other elements that would be consistent with
increase in risk that is potentially misunderstood. Figure 2 shows that average indebtedness for
borrowers that issue leveraged loans was 5.2x EBITDA at the end of 2018 (5.4x EBITDA in
2019:Q1), as compared to 4.9x in 2007, its previous peak, and substantially higher than its historic
average. The lower panel of Figure 2 shows that the rise was driven by increase in the first lien
senior secure debt, i.e., increase in the most senior claim on the firm or “loans” (leveraged loans,
in this case). In 2007, indebtedness through loans was 3.7x EBITDA, in the last quarter it was 4.5x.
Of course, the recovery rate on a loan that cuts at 4.5x EBITDA is much lower than the recovery
rate on the claim that cuts at 3.7x EBITDA, ¢ yet both “enjoy the senior-most claim on all the related
company’s assets in the event of a bankruptcy and represent the least risky investment in these

companies.”” Put simply, use of historical recovery rates for loans to price risk would be

5 JCrew was followed by a lawsuit, and several of the documents filed by the creditors in this case
indicate that they were caught by surprise. For example, the first point in the preliminary
statement the lawsuit filed by a group of creditors on September 7, 2017 in State of New York
reads: “Defendants in this case supposedly found a secret “trapdoor” in their senior secured debt
facility. Assisted by teams of lawyers and consultants, Defendants claim to have opened this
trapdoor and dropped out substantially all of the value of J. Crew Group, Inc., the parent
company of the well-known apparel retailer (the “Company”). This value was then pledged to
other creditors in exchange for financial accommodations. As a result, the Company’s senior
secured creditors, whose loans were meticulously secured by liens on a comprehensive collateral
package, are now left holding what looks like an empty sack.”

6 That is assuming that the liguidation value stays more or less constant.

7 This language is representative of a typical way this market segment is described in the
industry. This particular quote is taken from Guggenheim Investments, “Understanding
Collateralized Loan Obligations,” May 2019

(https:/ /www.guggenheiminvestments.com/ cmspages/ getfile.aspx?guid=4510f36e-7ed3-4af3-

3
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misleading. Again, understanding the expected recovery rates becomes not impossible, but
difficult and nuanced. And again, the question is whether creditors that dominate this market are

properly measuring the risk.

1L What do we know about who holds the risk?

The second parallel to the subprime mortgage crisis is the central role of securitization. As
mentioned earlier, securitization is paramount to the existence of the leveraged loan market, with
roughly half of the outstanding leveraged loans held by CLOs. To be clear, securitization, broadly
speaking, is an important financial structure that brings together different pools of capital and
ultimately helps to lower the cost of borrowing. It is also the case that the fundamentals of a
corporate loan securitization are different than securitization of mortgages. However, as any
securitized structure, creditors holding investment grade tranches—about 88% of the CLO
capital —do not conduct, and are not expected to conduct thorough due diligence and monitoring
of the pool of underlying collateral. Instead, these investors rely on accuracy of credit ratings,
structural alignment of incentives between junior and senior tranches of the securitized structure,
and other market disciplining mechanisms. Unfortunately, we have seen these mechanisms fail

in the past.

One mitigating element to note about the leveraged loan market is that, unlike securitization of
other assets, securitization of corporate loans is only partial. Due to its size, at origination, a large
leveraged loan has a group of about 65 lenders, on average. This includes banks (about 14 on
average), CLOs, mutual funds, insurance companies, and hedge funds. Overall, only about half
of any given loan is held by CLOs. So, it takes many players of different sophistication and with
different economic incentives to make the same mistake for things to go wrong at the loan

inception.®

Yet, we should not overlook the erosion in incentives of pursuing careful risk assessment given

the pressure from CLOs and mutual funds. Especially because for the same loan, the part of the

98c5-6b667d7464€9). The same primer emphasized historical recovery rates (p.2): “As you can
see in the charts below, leveraged loans’ senior secured status has consistently led to lower
default rates and higher recoveries compared to unsecured high-yield bonds.”

8 In Benmelech, Ivashina and Dlugosz (2012, Id.) we argue loan syndication before securitization
reduces the potential for adverse selection in the CLO collateral.
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loan that is retained by banks—arguably, the agents with the best grasp of fundamentals,
contracting terms, and the general economic environment— and the part that is acquired by CLOs
is regularly priced differently,® and it is increasingly contracted differently.’® In addition, in the
current context, banks” holding of leveraged loans are substantially lower than they had been
historically. In 2007, banks’ share represented 15%, and 25% just two years earlier. Today, this

number is about 8%.

So, in the current environment, CLOs should not count on the scrutiny of the primary loan
origination to protect their interest. Overall, to have confidence in this market, we need to
understand who is holding equity in CLO structures, and whether these agents are incentivized
to screen and monitor the underlying risk {on which the rest of the CLO structure heavily
depends). Specifically, how big is the share of business development companies {BDCs)??! How
big is the role of hedge funds? And, relatedly, who is providing their leverage?

So far, I have been focusing on elements that could help us avoid an accumulation of neglected
risk among creditors in the leveraged loan market. But another point that s relevant for systemic
risk is: who are the investment grade investors in CLOs? Do they have stable funding? How

levered are they?

We are not completely in the dark on these questions, We know that U.S. banks do not have major
direct exposure to CLOs.12 Other large institutions that typically invest in investment grade fixed
income and might be acquiring CLO tranches are foreign banks, and pensions and life insurers
(domestic or foreign). All of these institutions had been known to “reach-for-yield.” An educated
guess, therefore, is that these are the institutions behind the CLO boom. We also know that

9 See Victoria Ivashina and Zheng Sun, 2011, “Institutional Demand Pressure and the Cost of
Corporate Loans,” Journal of Financial Economics, 99: 500-522.

10 See Mitchell Berlin, Greg Nini, and Edison Yu, 2017, “Concentration of Control Rights in
Leveraged Loan Syndicates,” Working Paper,

https:/ / papers.ssrn.com/ 5013/ papers.cfm?abstract_id=2960757. Banks’ exposure through the
revolving part of the loan. Contracts that restrict covenant structure to revolving lines (“quasi
cov-lite” loans) effectively allow for different contracting terms between revolving line
component and the term loan tranches.

11 BDCs bring yet another layer of pooled capital which further diffuse incentives to scrutinize
the underlying loans.

12 See “Business Debt and Our Dynamic Financial System,” remarks by Jerome H. Powell at
“Mapping the Financial Frontier: What Does the Next Decade Hold?” 24th Annual Financial
Markets Conference, sponsored by the Federal Reserve Bank of Atlanta, May 20, 2019.
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pensions and life insurers are not levered, have stable funding, and are generally able to
withstand temporary market fluctuations.’® And at least pension funds had not been shown to
contribute to the systemic risk of the financial system. It is these elements that lead market
observers and myself to conclude that, currently, leveraged loans do not present elevated risk to

the stability of the financial system.

This is not to say that the prospect that U.S. pensions and/ or insurers are holding over $500 billion
of CLO tranches is not something that merits attention on its own. Pension funds and insurance
companies host savings and form a safety net of a broad segment of the population, and,
therefore, the soundness of their investment is relevant to understand economic stability. This is
especially so given that the U.S. state retirement system has been known to be in a vulnerable

funding position.1s

An alternative scenario where $500 billion of CLO tranches instead sits on the balance sheet of
foreign banks should not be easily dismissed either. Foreign banks have a significant presence in
the U.S. large corporate loans market. European banks originate about 25%, and Japanese banks
originate about 5% of syndicated loans in the US.. This means that there is potential for some
direct spillovers to U.S. firms. Naturally, there are other, indirect effects that the U.S. would

experience if the financial system of another major economy is destabilized.

In sum, it is important and reassuring to know that the US. banking system is not directly
exposed to potential risk in the leverage loan segment, that it is carefully watched, and that it is
sufficiently capitalized to withstand negative shocks. This gnarantees that if leveraged loan
market experiences a negative adjustment, this shock will not be amplified and quickly
propagated through the U.S, economy, as it happened in 2007 and 2008. But we can do even better

than avoiding the worst case scenario. To do so itis important to move beyond educated guesses,

13 For example, see Gabriel Chodorow-Reich, Andra C. Ghent, and Valentin Haddad, 2016,

“ Asset Insulators,” Working Paper,

https:/ / papers.ssri.com/ sol3/ papers.cfm?abstract_id=2810553.

1 According to Guggenheim Investments, currently, the CLO market is about $590 billion, and
investment grade tranches represent about 88% of the capital.

15 For example see Robert Novy-Marx and Joshua D. Rauh, 2011, “Public Pension Promises:
How Big Are They and What Are They Worth?” Journal of Finance 66: 1207-1245.
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and clearly understand what the significance of other key financial institutions in the CLO market

is.
IIl.  What happens if the leveraged market freezes?

As mentioned earlier, through securitization, the leveraged loan market is fueled by capital that
is searching for yield and is relying on third parties to accurately assess the complex and evolving
risks of the underlying loans. These are the ingredients for a market freeze, which is what likely
would happen if the market undergoes a correction. So, it is worth reflecting on what kind of
pressures would play out in such scenarios. There are two things to consider that are relevant for

general economic stability.

First, borrowers gain from mispriced weak contracting terms: a weak credit agreement depletes
lenders of governance rights and gives the borrower restructuring flexibility (at the expense of
the lenders).16 In other words, it is much harder to trigger a borrower’s default.” As a result, we
will not see a wave of defaults, should the leverage market contract or the economy enter into a
recession. This is also what would likely happen if leverage does not freeze, but the U.5. economy
enters a recession. And we saw something similar play out during the Great Recession. However,
this is not to say that high leverage would not put pressure on the corporate sector. And this is a

good point to be clear about what “cov-lite” actually means.

Most of the contracts still have financial covenants. According to the S&P Global Market
Intelligence Quarterly Leveraged Lending Review, incidence of total indebtedness restrictions is
roughly at the same level that it was in 2006 and 2007. However, enforcement of financial
covenants for about 70% of outstanding leveraged loans is no longer done continuously, but
instead is conditional on the borrower’s incurrence of a set of actions. This includes acquisition
and raising of additional financing. {This is what cov-lite means.) So, in an economic downturn,
a company with a cov-lite loan is in a better position to avoid a default, but not to do much more
than that, as most of the pro-active moves by the company (other than cutting costs) would make

the financial covenants binding.

16 Whether the borrowers should be taking on high levels of leverage is a separate question, but
conditional on this decision, borrowers gain from weak contractual features.

7 The risk for creditors is higher because the losses in default would be deeper, but the defaults
would be relatively rare.
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Second, if the leveraged loan market shuts down, there is a danger of refinancing risk. We saw
something similar during the last financial crisis with multiple market observers including the
Loan Syndications and Trading Association (LSTA) sounding alarms on “refinancing cliff” —
large corporate maturity concentration in three to five years out—in the leveraged loan market.18
Refinancing pressures are not imminent: Figure 3 shows that, in 2007, no more than 15% of loans
were due by the end of 2009. However, in 2008, the shut down in CLO issuance was largely a
result of market dislocation and the capital aggressively returned to the leveraged loans starting
in 2010. This helped avoid the “refinancing cliff” turning into a systemic risk. If instead the
leveraged loan market shuts down because of lack of confidence triggered by deterioration of
lending standards, the solution for the new refinancing cliff might not arrive in a timely manner.
As Figure 3 illustrates, the pressure in the short term also appears to be higher than what we
observed during the Financial Crisis, with about a quarter of loans due within two years and 40%

of loans due within three years as of 2019:Q1.

IV.  Final remarks

What can we do today to avoid a build-up of risk in the leveraged segment becoming a systemic
problem? A thorough public discussion like the one we are having today is certainly helpful, but
there is only so much we can do without knowing the data. And, unfortunately, most of the
financial entities driving the leveraged loan market fall within so-called “shadow banking.” Data
collected through the Shared National Creditor Program provides insight into creditors investing
in the primary market; however, it does not have the ability to gather information on holdings of
CLO tranches. Investors in CLOs are not required to disclose their holdings, and to the best of my
knowledge, to date, there is no private data provider that holds information that would even
partially help us gain insight into holdings of CLO tranches. Together with two of my colleagues,
we have been searching for any comprehensive data about participants in the CLO market for

several months now, but so far without much progress.

18 For example, see presentation by Meredith Coffey, LSTA’s EVP, “Breaking Down the Wall of
Debt: The Leveraged Loan Market,” July 14, 2010 available at

https:/ / www.chicagofed.org/~/ media/others/events/ 2010/ private-equity-conference/ 07-21-
coffey-presentation-pdf.pdf.
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The proposed “Leveraged Lending Data and Analysis Act” fills this important data gap, and for
reasons discussed in my statement, the semi-annual report to the Financial Stability and
Oversight Council should give a unique insight into the developments in this market. Similarly,
the proposed “Leveraged Lending Examination Enhancement Act” should facilitate integration
and comparison of information on the leveraged loan market collected through different federal

financial institutions’ regulatory agencies.

I appreciate your timely efforts in this important area, and I am delighted to answer any

questions.
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Figure 1: Negative Covenants and Use of Deductibles (“Baskets”)
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1.c) Aggregate Size of Deductibles
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Figure 2: Evolution of Overall Leverage in the U.S. “Leveraged” Segments and lts
Composition
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Figure 3: Distribution of Leveraged Loan Maturities as of 2007 and 2018
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Chair Meeks, Ranking Member Luetkemeyer, and Members of the Subcommittee, thank you
for the opportunity to submit this testimony.

T am a university professor and researcher hoping to provide educational background on the
leveraged loan market. The leveraged loan market has grown quickly in recent years and has
been accompanied by noteworthy changes in the way credit is provided to many of the largest
firms in the United States. These changes have certainly reduced the cost of capital for firms, but
they also warrant policymakers and regulators to assess whether they might lead to a less stable
financial system. I hope to increase your understanding of the market and offer my thoughts on
whether the market creates any unique risks to financial stability.

What is a Leveraged Loan?

The “leveraged loan™ market refers to the segment of corporate loans comprised of borrowers
with relatively high amounts of debt. The additional debt increases the likelihood of default and
raises the interest rate that a borrower pays. Nevertheless, borrowers in the leveraged loan market
are some of the largest firms in the United States, and actual default rates have historically been
quite Jow.

* Ifthe borrower has a credit rating, leveraged loans are for borrowers with a rating below
investment-grade (BBB- for S&P and Fitch; Baa3 for Moody’s).

e More than $1.2 trillion of leveraged loans were issued in 2018 (Refinitiv, 2019).

» Leveraged loan borrowers tend to be larger firms, and they are from a wide range of
industries and locations.

o The default rate on leveraged loans has averaged less than 3% per year.!

Growth in Leveraged Loans

The leveraged loan market has grown quite rapidly in recent years, roughly doubling in the
decade since the financial crisis.? The institutional segment of the market now stands at roughly
$1.2 trillion, putting it on par with the high-yield bond market, which is the segment of the
corporate bond market comprised of riskier borrowers.

Despite the growth in recent years, the leveraged loan market has existed in its current form for
more than two decades. This relatively long history is useful, because it provides borrowers and
lenders with experience that has been used to improve the functioning of the market. Indeed,
some of the growth in the market reflects borrowers substituting away from other forms of debt
and into leveraged loans, which has been facilitated by investors shifting their investments into
leveraged loans (Nini, 2017).

! Based on firms in the S&P/LSTA loan index.
? The S&P/LSTA Leveraged Loan Index covered $600 billion of loans in 2008 and $1.2 trillion now.
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+ The following table reports outstanding non-financial business credit from U.S. financial
accounts, leveraged loans based on the S&P/LSTA leveraged loan index, and high-yield
bonds based on the Barclays high-yield bond index. The leveraged loans include only the
institutional segment of the market.

High- Other Total

yield Leveraged  Business Business

Year-end  Bonds Loans Credit Credit
2009 747 529 8,845 10,121
2010 930 497 8,607 10,035
2011 928 517 8,901 10,345
2012 1,145 550 9,159 10,855
2013 1,270 682 9,472 11,424
2014 1,326 831 10,043 12,200
2015 1,322 872 10,851 13,045
2016 1,316 881 11,519 13,715
2017 1,307 955 12,129 14,391
2018 1,243 1,147 12,001 14,391

Note: All figures in billions of dollars.

e From 2016 through 2018, a period when issuance of institutional leveraged loans has
been quite strong, net issuance of high-yield bonds has been negative.

Developments in Corporate Credit Risk

Coincident with the rise in leveraged lending has been strong growth in total credit to the
nonfinancial business sector, resulting in some measures of corporate credit risk appearing
elevated, including the ratio of corporate debt to GDP. These developments certainly deserve
monitoring, but the focus on corporate credit should extend beyond the leveraged loan market.

e Over the last decade, for example, net new corporate credit has risen by more than $4
trillion, but leveraged loans have contributed, at most, one-fifth of that increase.

e The rise in the number of firms at the lower end of the investment-grade credit rating
spectrum is unrelated to the leveraged loan market, as these firms are not issuing
leveraged loans.*

1t is quite natural that corporate borrowing has been strong in recent years. A healthy economy
creates demand for borrowing, and low interest rates have supported the supply of credit. Strong
corporate profits have made it quite easy for firms to service their debt payments, and many

3 See Kaplan, “Corporate Debt as a Potential Amplifier in a Slowdown,” Federal Reserve Bank of Dallas (March 5,
2019) for evidence on the growing number of firms rated BBB.
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firms currently have large holdings of liquid assets that provide flexibility in the event that
profits recede. Realized incidents of corporate distress have been quite rare, and by most
accounts, are expected to remain low in the near future.*

s The following chart, taken from Kovner and Zborowski (2019), shows the ratio of
nonfinancial corporate debt to GDP and to aggregate corporate profits. The ratio of
corporate debt to profits is well within the historical range.
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«  Kovner and Zborowski (2019) also report that about one-in-eight firms have debt loads
that exceed:six times the firm’s earnings, which is similar to the fraction of highly
leveraged firms that existed in 1988 and 1998.

The Risks of Leveraged Loans

Risk is inherent to all financial markets, and participants in the leveraged loan market are
exposed default risk, which arises when borrowers are unable to repay their debts. Undoubtedly,
if a slowdown in the economy were to happen, the amount of corporate defaults would increase
from the recent lows. These defaults would be concentrated in borrowers with leveraged loans,
and investors in leveraged loans would experience financial losses.

» During the last two recessions, the default rate on leveraged loans reached 8%, more than
2.5 times the long-run average.’

#See S&P Global Market Intelligence, “US leveraged loan default rate ends April at thin 1.01%,” May 1, 2019,
? Statistics based on firms in the S&P/LSTA loan index.
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Systemic Risks in Leveraged Lending

One lesson from the financial crisis is that some risks create a threat to the broader financial
system, often termed “systemic” or “financial stability” risks. These risks are pernicious because
individual market participants may not fully internalize their costs, and because negative shocks
can inhibit financial markets from performing their function of allocating credit to businesses
and households.®

In recent years, economists have made progress in understanding the sources of such risks and
developing means to identify emerging threats. Financial regulators, in particular, have been at
the forefront in developing tools to monitor and mitigate risks to financial stability.

e The Federal Reserve, Financial Stability Oversight Council, and Office of Financial
Research have all produced reports related to financial stability.

e With respect to leveraged lending, changes in the price and terms of credit and changes in
the nature of lenders deserve consideration as sources of systemic risk.”

Price and Terms of Credit

Overly generous credit can encourage borrowers to undertake marginal investments that carry
more risk, which has the potential to magnify an economic downturn.® At this point, there is no
evidence that leveraged loans are fostering excessively speculative investment.

o Interest rate spreads on leveraged loans are not particularly low. In 2007, for example, the
average interest rate spread on a B-rated institutional leveraged loan was roughly 3%.
During 2018, the average spread was about 3.75% and has further increased in 2019. For
bank-provided leveraged loans, the increase from 2007 has been similar; the average
spread was about 2.50% in 2007 and about 3.40% during 2018.°

» The most common stated purpose for leveraged loans is to refinance existing debt.

» Qutside of refinancing, Kovner and Zborowski (2019) show that the predominate use of
debt since 2010 has been to fund corporate acquisitions and change the borrower’s capital

§ Adrian, Covitz, and Liang (2015) provide a review of the academic research related to financial stability.

7 The Financial Stability Report produced by the Federal Reserve identifies four categories of potential
vulnerabilities to financial stability: (1) high asset prices, (2) excessive leverage by businesses or households, (3)
excessive financial sector leverage, and (4) funding risk that creates the possibility of a run on financial
intermediaries. T group (1) and (2) into changes in the price and terms of credit and (3) and (4) into changes in the
nature of lenders.

8 See Schularick and Taylor (2012) for a discussion and evidence related to the relationship between credit growth
and the macroeconomy.

? Statistics based on my calculations based on data from LCD (2019).

10 LCD (2019) reports that, in 2018, 34% of leveraged loans were for refinancing, 31% were for mergers or
acquisitions, and 28% were to repay equity (leveraged buyouts and dividend recapitalizations).
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structure, rather than invest in tangible or intangible assets. Although such loans may
contribute less to economic growth, they are less likely to create financial instability.

The terms of leveraged loans have also changed in recent years. Most notable has been the rapid
growth of covenant-lite loans, which some have pointed to as a sign of a significant deterioration
in underwriting standards.

» Many institutional leveraged loans are now deemed “covenant-lite,” meaning the loan
imposes fewer restrictions on the borrower after the loan is made.

e Borrowers with a covenant-lite institutional loan nearly always have a line of credit with
standard financial covenants. This means that only the term loan is covenant-lite, and the
borrower is bound by covenants in the line of credit (Berlin, Nini, and Yu, 2019).

Financial Structure of Lenders

A growing body of academic literature has emphasized that the funding structure of financial
intermediaries can pose a threat to financial stability. Highly leveraged intermediaries and
intermediaries with short-term liabilities can experience shocks that can force fire sales of assets
and hinder their ability to continue funding their customers.

o Lines of credit, which serve as a credit card for firms, are typically funded by commercial
banks, and term loans, which are installment loans with a fixed repayment schedule, are
often funded by nonbank institutional investors, such as mutual funds and collateralized
loan obligations (CLOs).!!

» Among institutional investors, Refinitiv (2019) estimates that CLOs provide roughly 50%
of leveraged loans, and mutual funds provide about 12%. The remainder is provided by
bank, insurance companies, and other investors.

CLOs are largely immune to the risk of a fire sale. CLOs do use leverage to invest in loans, but
the amount of leverage is small relative to the risk of leveraged loans, and many CLOs have
structural features that facilitate deleveraging in the event of a rise in credit risk. CLOs also
borrow with long-term debt, so there is no risk of a run on a CLO.

e It is difficult to envision a scenario in which many CLOs would be forced to liquidate a
large portion of their portfolios in a short period of time.

It is possible, however, that the CLO market could experience a rapid slowdown in new issuance,
which could limit firms’ ability to issue new leveraged loans to institutional investors. This can
create a problem if a firm has outstanding debt that matures in the near-term. Firms typically
manage this risk by refinancing their debt well prior to maturity.

"' The LSTA estimates that the institutional segment of the market is about two times the size of the bank-funded
segment.
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o Currently, less than 10% of outstanding leveraged loans in the S&P/LSTA leveraged loan
index mature before 2022 (LSTA, 2019).

* Leveraged loan borrowers are large firms with broad access to capital markets (Nini,
2017).

¢ TIssuance of new CLOs nearly halted for much of 2009 and 2010, and very few firms
issued new institutional leveraged loans. Leveraged loan borrowers, however, substituted
to alternative types of credit and suffered no additional negative consequences during this
period (Nini, 2017).

Unlike CLOs, mutual fund shares can be redeemed by investors on any given day, meaning large
outflows from mutual funds could force many funds to sell loans at the same time. The concern
over a fire sale is, of course, broader than leveraged loans, since it arises whenever a mutual
funds invests in relatively illiquid assets.

« Loan mutual funds are governed by the Security and Exchange Commissions’s (SEC)
Liquidity Risk Management rule that measures the liquidity of a portfolio, places
restrictions on the amount of illiquid investments in a portfolio, requires investment in
very liquid investments, and requires board oversight of liquidity risk.

* Most leveraged loans are considered “less liquid investments,” which reflects a
reasonable expectation that the investment can be converted to cash within seven
calendar days.

Leveraged Loans Resemble Corporate Bonds

The developments in the leveraged loan market are best understood as convergence between the
institutional segment of the leveraged loan market and the corporate bond market. The
underlying borrowers, investors, and credit products are very similar.

s For example, a typical corporate bond would be considered covenant-lite. This bhas
always been the case, so investors fully understand this and are able to incorporate this
information into their investment decisions.

Leveraged loans are typically syndicated, meaning that many investors jointly provide the
funding for a single loan. This creates valuable benefits from diversification, since most
leveraged loans are too large for a single lender to fund individually.

» Like institutional leveraged loans, corporate bonds are underwritten and sold to a broad
set of institutional investors.

* A single or small set of lenders will arrange a leveraged loan and often will retain a
portion of the loan. This makes the financing of leveraged loans different from the

Written testimony of Dr. Greg Nini, page 6
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financing of mortgages, in which the originating lender may sell the entire mortgage to an
unrelated third party.

Existing Regulation of Leveraged Loans
Existing federal regulators have responsibility for various parts of the leveraged loan market.

* Since leveraged loans are arranged primarily by regulated banks, the Federal Reserve,
Office of Comptroller of the Currency, and Federal Deposit Insurance Corporation have
monitoring and regulatory authority over much of the leveraged loan market. The Shared
Natjonal Credits (SNC) program permits the banking regulators to review many
individual leveraged loans, and the SNC report has a specific focus on leveraged lending.

¢ The SEC has oversight responsibility over many of the mutual funds and CLOs that
invest in leveraged loans.

¢ The regulatory bodies charged with monitoring risks to financial stability seem to be
closely watching the leveraged loan market. The Federal Reserve’s May 2019 Financial
Stability Report and the FSOCs 2018 Annual Report each contained significant
discussion of leveraged lending.

Conclusion

The growth in corporate debt deserves monitoring but does not currently seem out of line with
the pace of economic growth and corporate profits. The leveraged loan market has contributed
only a small portion of the growth.

Leveraged loans have experienced changes in the investor base and contract features that make
them more like corporate bonds than traditional bank loans. These changes reflect a secular
convergence of the markets rather than a cyclical loosening of underwriting standards. Interest
rate spreads do not suggest excessive risk taking in the leveraged loan market.

The leveraged loan market does not seem to generate unique sources of systemic risk. CLOs
have stable sources of funding, and leveraged loan borrowers have widespread access to capital

markets.

The existing regulatory regime seems well suited to monitor and mitigate risks arising from the
leveraged loan market.

Written testimony of Dr. Greg Nini, page 7
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Chairman Meeks, ranking member Luetkemeyer, members of the subcommittee, it is an honor
and a privilege to testify at this hearing to consider the systemic implications of leveraged
lending.! Leveraged loans are a key component of business debt in the United States. They
provide credit to companies with high levels of debt or speculative credit ratings.

In recent years, because of their explosive growth and rapidly eroding underwriting standards,
leveraged loans have increased vulnerability in the financial system. In an economic downturn,
this vulnerability has the potential to disrupt the availability of credit and reduce economic
output.® To address this weakness, regulators should take the necessary steps to better understand
and mitigate the risks of this complex market.

Background on the Basic Structure of Leveraged Lending

Before [ offer any specific approaches, let me spend a moment on the basic mechanics of
leveraged lending, which in many ways are reminiscent of the funding structures of pre-crisis
subprime mortgages. Usually arranged by a syndicate or group of banks, leveraged loans are
made to private equity firms or corporations mostly to fund a merger or acquisition, pay
dividends or effectuate share buy backs.?

Once made, loans are sold to investors. The largest buyers are collateralized loan obligations
(“CLOs™), which pool the loans and sell securities based on their cash flow to investors globally.
Although data are limited, CLO investors include foreign and domestic banks, as well as
nonbank financial institutions such as insurance companies, asset managers and hedge funds.*

! All views expressed are my own and not necessarily of the board members, advisors, or affiliates of the Volcker
Alliance.
2 Board of Governors of the Federal Reserve System, “Financial Stability Report,” (May, 2019),

https://www.federalreserve.gov/publications/files/financial-stability-report-201905.pdf
3 Tobias Adrian, Fabio Natalucci, and Thomas Piontek, “Sounding the Alarm on Leveraged Lending,” IMF Blog

(Nov. 15, 2018), https:/blogs.imf.org/2018/11/15/sounding-the-alarm-on-leveraged-lending/

* Supra note 2.
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Explosive Growth and Deteriorating Underwriting Standards

In recent years, as overall business debt in the United States has skyrocketed, so too has the size
of the leveraged lending market.’ Fueled by a combination of low interest rates, high investor
risk tolerance and low financing costs, leveraged loans have grown to a total of nearly $1.2
trillion—roughly equivalent to the size of the subprime mortgage market at its peak.®

As the leveraged lending market has swelled in size, its underwriting standards have rapidly
deteriorated. So-called covenant lite loans, which lack basic protections for lenders and
investors, now account for nearly 80 percent of new issuances.’ Moreover, most of the recent
growth in lending has been concentrated in the riskiest borrowers, those with debt of more than
six times earnings.?

The Need for Action

Late in the credit cycle, as investor risk tolerance and asset prices peak, the leveraged lending
market could amplify losses. In an inevitable economic downturn, as investors pull back and the
price of speculative debt declines, highly leveraged firms will have difficulty obtaining financing
and repaying their loans. This could precipitate downgrades and a selloff in the broader corporate
bond market where a record 50 percent of investment grade bonds are now rated at the lowest
level of 193BB. As default rates spike and prices fall, firms will shrink their economic activity and
cut jobs.

In such a scenario, the stability of the financial system would depend on the ability of banks and
investors to absorb losses. Fortunately, large banks have more capital and liquidity than they did
before the financial crisis. But deregulatory efforts underway since 2017—including regulators’
step back from the 2013 leveraged lending guidance'® and the recent weakening of capital
requirements and stress testing standards—undermine confidence.!!

I

“Sheila C. Bair, “How regulators can stop leveraged lending from becoming the new subprime,” Yahoo Finance,
(May 20, 2019), https:/finance.yahoo.com/news/leveraged-lending-subprime-125426980.htm]

7 Govemor Lael Brainard, “Assessing Financial Stability over the Cycle,“ Peterson Institute for Intematlcnal
Economics, Washington, D.C. (Dec. 7, 2018),

hittps://www.federalreserve. gov/newsevents/speech/brainard20181207a.bim

® Supra note 2.

% See e g, Joy Wiltermuth and Kristen Haunss, “Yellen warns of corporate distress, economic fallout,” Reuters (Feb.
27,2019), https://www.reuters.com/article/us-vellen-distressed/yellen-warns-of-corporate-distress-economic-

fallout-idUSKCNIQG2CZ
1 Eleanor Duncan, Banks can ‘do what they want’ in leveraged lending:Otting,” Reuters (Feb. 27, 2018),

hitps://www.reuters.com/article/us-usa-banks-lending-otting/banks-can-do-what-they-want-in-leveraged-lending-
otting-idUSKCNIGCOBS

! Governor Danie! K. Tarullo, “Taking the Stress out of Stress Testing,” Americans for Financial Reform
Conference on Big Bank Regulation Under the Trump Administration, Washington, D.C. (May 21, 2019),
https://ourfinancialsecurity.org/wp-content/uploads/2019/05/Tarullo-AFR-Talk.pdf; see also, Sheila C. Bair and
Gaurav Vasisht, “The Shutdown Isn’t the Only Threat to the Economy,” The New York Times (Jan. 10, 2019),
https://www.nytimes.com/2019/01/10/opinion/shutdown-economy-recession.html
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What’s more, significant data gaps on CLO investors and the lack of a comprehensive analysis of
CLO funding structures render a full assessment of potential losses challenging and highly
speculative. What is clear, however, is that in the event of a downturn or of sharp declines in
asset prices, the impact on the real economy will be consequential, even if it doesn’t lead to a
collapse of the financial system in a repeat of 2008.

For this reason, it is important for policymakers to act now.

Suggested Measures

First, regulators must better understand the leveraged lending market. Put simply, you
cannot effectively regulate something you do not understand. But given the number of market
participants and regulators involved, it can be challenging to gather and analyze all the data. It
was precisely for this reason that Congress established the Office of Financial Research (“OFR”)
as part of the Dodd-Frank Act. But the OFR’s budget is being cut and its independence
compromised.? I recommend that, as proposed in the “Leveraged Lending Data and Analysis
Act,” the OFR fill any data gaps and produce a comprehensive analysis on the risks of the
leveraged lending market. I also recommend that the OFR’s budget be restored and kept off
congressional appropriations.

Second, regulators must safegnard the banking system. Recessions caused by instability in
the banking system last longer and run deeper than other recessions. Since banks operate at the
core of the leveraged lending market, it is important that they remain resilient. I propose that
regulators reinstate the substance of their 2013 leveraged lending guidance, which helped
improve banks’ risk management and curtailed the dollar volume of such loans.'* Regulators
should also refrain from further weakening capital requirements and diluting stress tests. Instead,
they should require the nation’s systemic banks to build their capital by raising the
countercyclical capital buffer and strengthening the stress testing process.

Third, regulators should address risks outside the regulatory perimeter. Tighter bank
regulation can cause risks to migrate outside the prudentially regulated sector, as it reportedly did
after the 2013 leverage lending guidance was issued. It can be important, therefore, for regulators
to enlarge the perimeter of regulation for financial stability purposes. It was for this reason that
Congress established the Financial Stability Oversight Council (“FSOC”) as part of Dodd-Frank.
But FOSC’s recently proposed interpretive guidance would tie the FSOC up in knots, effectively
ending its ability to designate nonbanks as systemically important. I recommend that the FSOC’s

12 Treasury, “Office of Financial Research: Congressional Budget Justification and Annual Performance Report and
Plan, FY 2020,” https://home.treasury. gov/system/files/266/16 -OFR-FY-2020-CJ.pdf

12 Mayra Rodrigues Valladares, “Big Banks Are Very Exposed to Leveraged Lending and CLO Markets,” Forbes
(April 15, 2019), https://www.forbes comy/sites/mayrarodriguezvalladares/2019/04/1 5/big-banks-are-very-exposed-
to-leveraged-lending-and-clo-markets/#4f947586 7309

1 Ryan Tracy, “Feds Win Fight Over Risky-Looking Loans,” Wall Street Journal (Dec. 2, 2015),

hitps: //www.wsicom/articles/feds-win-fight-over-risky-looking-loans-1449110383
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proposed interpretive guidance be withdrawn. Absent action from the FSOC, banking regulators
should explore how they could mitigate risks in the nonbank sector—for instance, by tightening
supervisory standards that apply to the credit lines and warehouse financing that regulated
banking organizations provide to nonbank lenders.

Thank you, and I look forward to answering your questions.
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Chair Mecks, Ranking Member Luetkemeyer and members of the Subcommittee: On behalf of
more than 500,000 members and supporters of Public Citizen, we offer the following comments
regarding the legislative proposals advanced at this hearing that would address the risks
associated with increased leverage lending.

Broadly, Public Citizen is concerned with the growth of leveraged lending, and we therefore
support proposed legislation designed to scrutinize this arena.

Rising Leverage Lending. Declining Underwriting?

As economic growth continues, many of the lending-related problems that led to the financial
crisis of 2008 have abated. This includes a relative decline in household debt, which dropped
from 97 percent of gross domestic product (GDP) in 2008, to 70 percent today.! Improved
mortgage lending rules also means greater safety in this large market. One of the glaring
problems, however, involves leveraged lending. Just as history shows nations misguidedly
preparing for the last war while ignoring emerging threats, it appears that a similar situation may
be developing in the financial reform space, Whereas the safeguards adopted following the 2008

! Robert Kaplan, Corporate Debt as a Potential Amplifier in o Slowdown, FEDERAL ReSERVE BanK OF DALLAS (March 5,
2019) https://www.dallasfed.org/research/economics/2019/0305 aspx#n3

1



86

crash may stifle the reemergence of those identical problems, we may be ill prepared to deal with
emerging threats and the “war of the future” -~ the repercussions of the new frenzy with
leveraged loans.

Leveraged lending refers to credit extended to corporations that are already heavily indebted.
Generally, banks extend these loans and then group these loans as a bundle and sell them in
various forms. Some of these are bundled as collateralized loan obligations (CLOs), while others
are sold to mutual funds. In the United States, banks had originated $564 billion in such loans by
2017, surpassing the previous record.? Most of this has been repackaged and sold to investors.
For CLOs, banks themselves constitute major investors. >

Immediately, the rise of leveraged lending exposes the economy to more intense suffering in the
event of a downturn, a so-called recession amplifier. Companies less dependent on debt, with
less of their revenue owed to creditors, can better weather periods when those revenues decline.
These companies simply owe less to creditors than do more indebted companies. Companies
with more debt, on the other hand, may find that during a downturn, the reduced revenue from
sales may be insufficient to cover their debt obligations. Short of declaring bankruptcy, they may
be forced to cut other expenses, such as wages, which would mean layoffs. Declared former
Federal Reserve Chair Janet Yellen, “What I would worry about is if the economy encounters a
downturn, we could see a good deal of corporate distress. If corporations are in distress, they fire
workers.”*

By nature, leveraged loans are those made to already heavily indebted companies. That means
that the integrity of the borrower becomes crucial. Firms with unreliable business prospects pose
a great danger to the economic woes that Chair Yellen references. The question then turns on the
quality of underwriting of such leveraged loans. (Underwriting is the discipline of ensuring that
the borrower is credit-worthy.) Are these heavily indebted enterprises sustainable? Or is this
sector running on a sugar rush of credit?

Decoupling loan-making from risk-taking proved disastrous in the mortgage crisis. Mortgage
makers before 2008 disregarded underwriting standards, often crossing the line into fraud.
That’s because the revenue from fees generated from packaging and selling securitized

2 Tobias Adrian, Fabio Natalucci, and Thomas Piontek, Sounding the Alarm on Leveraged Lending, IMFBLOG (Nov.
15, 2018}, hitps://blogs.imf.org/2018/11/15/sounding-the-alarm-on-leveraged-lendin

3 Mayra Rodriguez Valladares, Congressman Gregory Meeks Wants To Make Sure Leveraged Loans Do Not Lead To
A Financial Crisis, FORBES {MAY 31, 2019)

https://www forbes.com/sites/mavrarodriguezvalladares/2019/05/31/congressman-gregory-meeks-wants-to-
make-sure-leveraged-loans-do-not-lead-to-a-financial-crisis/#2b2b9ab5360a
4 Joy Wiitermuth and Kristen Haunss, Yellen Warns Of Corporate Distress, Economic Fallout, REUTERS (Feb. 27, 2019)
https-//www.reuters.com/article/us-vellen-distressed/yellen-warns-of-corporate-distress-economic-fallout-

idUSKCN1QG2CZ

$ Manhattan U.S. Attorney Sues and Settles With JPMorgan Chase For 5614 Million For Fraudulent Mortgage
Lend:ng Practlces, US ATTORNEY'S OFFICE, SOUTHERN DISTRICT OF NEW YORK, (Feb. 4, 2014)
-sues-and-settles-jpmorgan-chase-614-mllion-

fraud u|ent-mortgag
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mortgages overcame any sense of obligation for honest underwriting. If the banks made money
from selling the mortgages, and it was seen as the investor’s problem if the mortgage loans
soured, then sound underwriting was simply counterproductive.® Whether banks now subordinate
underwriting to fee generation for leveraged loans becomes one of the key issues facing
regulators and policy makers.

On the one hand, this problem is somewhat mitigated as banks tend to retain at least some of the
exposure to the loans. On the other hand, the quality of the loans remains concerning given these
are very indebted companies. Fed Governor Lael Brainard noted that the number of safeguards
has also declined.”

It is especially worrying that the volume of leveraged lending has varied with the intensity of
regulatory supervision. After Obama administration bank regulatory appointees adopted
guidance in 2013 meant to strengthen bank underwriting of leveraged lending, the volume of
such activity declined by 20 percent in the next year.® After Republican lawmakers threatened
this guidance, and Trump administration appointees rescinded the guidance, leverage lending
rebounded to its current record pace.

In short, it appears that it is not companies hungry to expand that are buying this new credit so
much as it is bankers selling it. And they may be selling it with inadequate underwriting.

Another concerning unknown is the identity of those who have purchased the balance of these
collateralized loan obligations. As Federal Reserve Board Chair Jerome Powell noted, regulators
know about the $90 billion in leveraged loans held by banks; what’s not known is who owns the
other hundreds of billions.”

The Cassandras are many with leveraged loans. Beyond Powell and Yellen, warnings come from
other regulators,’? analysts,'! and policymakers, as evidenced by this welcome hearing.

Legislative solutions

The Subcommittee invites comment on three draft legislative proposals to address threats posed
by leveraged lending. Public Citizen supports all three.

6 See Federal Crisis Inquiry Commission, {website visited June 3, 2019) https://fcic.law.stanford.edu
7 Governor Lael Brainard, Assessing Financial Stability over the Cycle, FEDERAL RESERVE {Dec. 7, 2018),

https://www.federaireserve.gov/newsevents/speech/brainard20181207a.htm.
8 Ryan Tracy, Feds Win Fight Over Rlsky Loak:ng Loans, WalLL STREETJOURNAL {Dec. 2, 2015},

2 Chanrman Jerome Powell, Business Debt and Qur Dynamic Financial System, at FEDERAL RESERVE BANK OF ATLANTA
{May 20, 2019), https://www.federaireserve.gov/newsevents/speech/powell20190520a.htm.

12 Governor Lael Brainard, Assessing Financial Stability over the Cycle, FEDERAL RESERVE (Dec. 7, 2018),
https://www.federalreserve gov/newsevents/speech/brainard20181207a.htm.

11 Mayra Rodriguez Valladares, Mnuchin Should Require More Transparency About Leveraged Lending and CLO
Markets, FOrRBeS (May 2, 2019), https://www.forbes.com/sites/mayrarodriguezvalladares/2019/05/02/mnuchin
-should-require-more-transparency-about-leveraged-lending-and-clo-markets/#3e71c6394d50.
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Rep. Bill Foster (D-111.) proposes a bill to protect the independent funding of the Office of
Financial Research (OFR). This bill empowers the director of the OFR to determine the budget,
which is set at a minimum at Fiscal Year 2017 levels. Congress established OFR as part of the
2010 Dodd-Frank Wall Street Reform and Consumer Protection Act to serve as an independent
research arm to investigate and report publicly on looming financial dangers. Under the Trump
administration, it has been defunded with a loss of a significant number of researchers. This
effectively reduces the eyesight of what should be an important watchdog. We support better
funding for the OFR so that it can effectively do its job.

A second measure would strengthen the powers of the OFR, including subpoena power, to
increase information on leveraged lending. This would help reveal the ownership of the CLOs.
The measure would also require OFR to publish reports on its investigations.

A third measure would require that bank regulators, through the Federal Financial Institutions
Examination Council's (FFIEC), establish strong, uniform examination procedures so that
leveraged lending is conducted safely. We believe this measure holds the most promise to ensure
that leveraged lending does not subordinate underwriting to maximization of securitization fee-
generation. As written, the bill identifies several parameters that would guide agency rule-
making. However, we also urge the Subcommittee to consider more direct prudential safeguards.
We believe that a best-practices leveraged lending agreement should be used as a model, and that
this model should be the basis for the rule. We are concerned that a principles-based rule, as
currently envisioned with this measure, can be gamed by regulators intent on promoting financial
industry profits over prudence.

Conclusion

In the last Congress, Washington approved S. 2155 to deregulate large banks and remove a
number of consumer financial safegnards.!? Trump-appointed regulators have also steadily
eroded key safeguards: they have reduced capital requirements; they have removed large
insurance companies from supervision; they have removed safeguards for derivatives trading;
they have debased the Consumer Financial Protection Bureau. These misguided efforts have left
America more exposed to the very problems that led to devastation following the 2008 financial
crisis. Now, it appears, regulators ignore the emerging problem of leveraged lending. It is time
for Congress to adopt needed reforms to make sure that this sector does not become the reason
that the inevitable downturn in the economy becomes a severe recession.

Public Citizen appreciates the opportunity to comment on this important area. For questions,

please contact me at bnaylor@citizen.org.

12 Chris Martenson, The Banks are Becoming Untouchable Again, SEEKING ALPHA (June 5, 2018)
https://seekingalpha.com/article/4179408-bartlett-naylor-banks-becoming-untouchable
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