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(Revised) 

EAST KENTUCKY POWER COOPERATIVE, INC. 

USE OF PROCEEDS AND 
DESCRIPTION OF FACILITIES TO BE CONSTRUCTED 

807 IOIR 5:001, Sections l l( l)(c),  l l( l)(d) and 11(2)(c) 

Use of Proceeds 

The proceeds from this private placement fiiiaiiciiig will be used as East IGxtuclcy Power 
Cooperative, Inc.’s (“EICPC”) fuiiding for the construction of a 278-MW baseload coal- 
fired circulating fluidized bed (“CFB”) generating unit at its Smith site (“Sniitli 1 CFB”). 
Smitli 1 CFB is scheduled to be in coiiimercial operation approximately forty-two months 
followiiig tlie receipt of final permits. Originally, EIQC projected a commercial 
operatioii date in  tlie fourth quarter of 20 13. However, this revised coiniiiercial operation 
date does not affect EICPC’s need for tlie financing requested in this Application. 

Project Description 

Smith 1 CFB, tlie pro,ject on wliicli fiiiaiiciiig is being requested, is being developed by 
EIQC in Clark County, Kentucky, approximately 15 miles soutlieast of Winchester and 
three miles west of Trapp, 011 the ICentucky River. Smith 1 CFB will be on the iioi-th side 
of the I<entuclcy River west of State Route 89 and east of Red River Road. 

Smith 1 CFB will be similar to the Gilbei-t aiid Spurloclc 4 units, located at EKPC’s 
Spurloclc plant, utilizing virtually the same Alstom CFB boiler, General Electric (“GE”) 
Steam Turbine Generator (“STG”), and Staiiley engiiieeriiig and coiistructioii 
iiiaiiageiiieiit services. EICPC is the owner and operator of Smith 1 CFR and will act as 
its own construction manager and start up coordinator. 

Smitli 1 CFB is a 278-MW net, coal-fired CFB boiler power islalit witli a iiiechaiiical 
draft cooling tower. Plant emission controls usiiig tlie Best Available Control 
Technology will utilize a Selective Non-Catalytic Reduction (“SNCR”) System for 
Nitrogen Oxide (“NOx”) control; Fabric Filter bagliouse for control of Particulate Matter 
(“PM”); liiiiestoiie injection aiid a polisliing dry Flue Gas Desulfbrization (“FGD”) 
system for Sulfbr Dioxide (“SOz”) control. 

Some of tlie details of Smith 1 CFR are as follows: 
0 The STG will be supplied by GE and rated at 278 MW net. 



Gallatin Request 2 

Page 1 of 1 

(Revised) 

EAST KENTUCKY POWER COOPERATIVE, INC. 

PSC CASE NO. 2009-00476 

FIRST DATA REQUEST RESPONSE 

GALALATIN’S FIRST DATA REQUEST DATED 01/19/10 

REQUEST 2 

RESPONSIBLE PERSON: John R. Twitchell 

COMPANY: East Kentucky Power Cooperative, Inc. 

Request 2. 

now? Please provide the relevant documents to support tlie cost figure. 

What is tlie projected cost and iii-service date of Smith 1 CFR 

Response 2. 

tlie projected cost of tlie Smith 1 CFR is $819 million and the projected in-service date is 

approxiinately forty-two months following the receipt of filial permits. Originally, EIQC 

projected a coiiiiriercial operatioii date in the fourth quarter of 201 3. However, tliis 

revised coinniercial operation date does not affect EICPC’s need for tlie financing 

requested in this Application. 

As indicated in tlie revision to Applicatioii Exhibit 3, page 2 of 4, 

The documents to support tlie projected costs are curreiitly the sub,ject of a Petition for 

Coiifideiitial Treatment filed by EKPC, and, as such, are redacted. 
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EAST KENTUCKY POWER COOPERATIVE, INC. 

PSC CASE: NO. 2009-00476 

FIRST DATA REQUEST RESPONSE 

GALLATIN’S FIRST DATA REQUEST DATED 01/19/10 

REQUEST 8 

RESPONSIBLE PERSON: John R. Twitchell 

COMPANY: East Kentucky Power Cooperative, Inc. 

Request 8. 

eiivirormental permits for Siiiitli 1 CFB. 

Please describe the status of all required state and federal 

Response 8. 

the Smith 1 CFB by March 201 1. 

EKPC expects to receive all necessary state and federal permits for 
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COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

AN APPLICATION OF EAST KENTIJCKY POWER 
COOPERATIVE, INC. FOR APPROVAL OF ) CASE NO. 
THE ISSIJANCE OF $900,000,000 OF SECURED ) 2009-00476 
PRIVATE PLACEMENT DEBT AND UP 
TO $21,435,000 OF UNSECURED DEBT 

) 

) 
1 

RJLYPONSES TO COMMISSION STAFF’S SECOND DATA REQUEST 
TO EAST I(ENTUCKY POWER COOPERATIVE, INC. 

DATED FEBRIJARY 16,2010 



COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: 

AN APPLICATION OF EAST KENTUCKY 
POWER COOPERATIVE, INC. FOR 1 
APPROVAL OF THE ISSUANCE OF 1 
$900,000,000 OF SECURED PRIVATE ) CASE NO. 2009-00476 
PLACEMENT DEBT AND IJP TO $21,435,000 ) 
OF UNSECURED DEBT ) 

) 

CERTIFICATE 

STATE OF KENTUCKY ) 

COIJNTY OF CLARK ) 
1 

David C. Eaiiies, being duly sworn, states that lie has supervised tlie 

preparation of the responses of East Kentucky Power Cooperative, Inc. to the 

Public Service Commission Staff Second Data Request in tlie above-referenced 

case dated Febiiiaiy 16, 20 10, and that the matters and tliiiigs set forth therein are 

true and accurate to tlie best of his luiowledge, information and belief, foriiied 

after reasoilable inquiry 

Subscribed and swon-ii before iiie 011 tliis s k y  of $~,,~&,Q.ALL$,--* -, 20 1 I). 

lV lY  COMMISSION EXPIRES NOVEMBER 30,2013 
NOTARY ID #409352 



COMMONWEALTH OF KENTUCKY 

BEFORE THE PIJBLIC SERVICE COMMISSION 

IN THE MATTER OF: 

AN APPLICATION OF EAST KENTUCKY 
POWER COOPERATIVE, INC. FOR ) 
APPROVAL OF THE ISSUANCE OF ) 
$900,000,000 OF SECURED PRIVATE ) CASE NO. 2009-00476 
PLACEMENT DEBT AND UP TO $21,435,000 ) 

) 

OF UNSECURED DEBT ) 

CERTIFICATE 

STATE OF KENTUCKY ) 

COUNTY OF CLARK ) 
) 

James C. L,amb, Jr., being duly sworn, states that he has supervised the 

preparation of the responses of East Keiitucky Power Cooperative, Inc. to the 

Public Service Commission Staff Second Data Request in the above-referenced 

case dated Febniaiy 16, 20 10, and that the matters and things set forth therein are 

true and accurate to the best of his luiowledge, information and belief, formed 

after reasonable inquiry. 

.&i 
Subscribed and sworn before me 011 tliis&b day of % /pvib.mb1,- , 201 0. 

A 

.li uJMMISSION EXPIRES NOVEMBER 30,2013 
NOTARY ID #409352 
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EAST KENTUCKY POWER COOPERATIVE, INC. 

PSC CASE NO. 2009-00476 

SECOND DATA REQUEST RESPONSE 

COMMISSION STAFF’S SECOND DATA IiEQUEST DATED 02/16/10 

REQUEST 1 

RESPONSIBLE PERSON: David G. Eames 

COMPANY: East Kentucky Power Cooperative, Inc. 

Request 1. 

Request (“Staffs First Request”). 

Refer to the response to Item 2 of Commission Staffs First Data 

a. 

b. 

Provide a detailed description of the “1 44A market”. 

Describe, generally, the magnitude of the better pricing that 

may result if EKPC uses the 144A market. 

c. Provide a general indication of how much higher issuance 

costs are in the 144A market compared to the traditional private placement market. 

Response la. 

exemption from registration for secondary market transactions in private placements in 

which the buyer is a sophisticated financial institution, defined in the rule as a qualified 

institutional buyer (QIB). The rule applies only minimal restrictions to qualifying 

transactions. QIBs are a subset of accredited investors; but, in any case, most private 

placements are purchased by QIBs, and thus the rule makes underwriting of new issues 

arid active secondary trading feasible. As defined by Rule 144A, QIBs are financial 

institutions, corporations, and partnerships that own and invest on a discretionary basis at 

least $100 million of securities. 

Rule 144A, adopted by the SEC in April 1990, provides an 

1 

’ IJnited States Board of Governors of the Federal Reserve System The Economics of the Private Placement Market 1993 
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Please see a summary of 144A financing compared to other financings on 

pages 3 and 4 of this response, and the Federal Reserve Board of Governors’ Overview 

on pages 5 through 126 of this response for a very detailed description. 

Response lb.  

transaction ranges from 0 to 30 bps. 

The pricing difference between the 144A and private placement 

Response lc. Depending on the size, complexity, and tenor of the transaction, 

the issuance costs for both 144A and private placement transactions can vary. Issuance 

costs for 144A transaction range from 60 to 87.5 bps and issuance costs for private 

placement transactions range from 30 to 45 bps. Therefore, the difference in issuance 

costs between 144A and private placement could range from 30 to 42.5 bps. 
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166 Tlie Economics of the Private Placement Market 

Mark Carey, Stephen Prowse, John Rea, and Gregory Udell 
Stufl; Board of Governors 

The staff members of the Board of Governors of 
the Federal Reserve System and of the Federal 
Reserve Banks undertake studies that cover a 
wide range of economic and financial subjects. 
From time to time the studies that are of general 
interest are published in the Staff Studies series 
and suniniarized in the Federal Reserve Bulletin. 

The following paper, which is summarized in 
the Bidletin for January 1994, was prepared in 
the spring of 1993. The analyses and conclusions 
set forth are those of the authors and do not 
necessarily indicate concurrence by the Board of 
Governors, the Federal Reserve Banks, or 
members of their staffs. 

Board of Governors of the Federal Reserve System 
Washington, DC 2055 1 

Deceniber 1993 
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Introduction 

The private placement market is an important 
source of long-term fiinds for 1J.S. corporations. 
Between 1987 and 1992, for example, the gross 
volume of bonds issued in the private placement 
market by nonfinancial corporations was more 
than 60 percent of that issued in the public 
corporate bond market. Furthermore, at the end of 
1992, outstanding privately placed debt of nonfi- 
nancial corporations was more than half as large 
as outstanding bank loans to such corporations. 

Despite its significance, the private placement 
market has received relatively little attention in the 
financial press or the academic literature. This lack 
of attention is due partly to the nature of the 
instrument itself. A private placement is a debt or 
equity security issued in the United States that is 
exenipt fiom registration with the Secmities and 
Exchange Commission (SEC) by virtue of being 
issued in transactions “not involving any public 
offering.”’ Thus, inforniation about private 
transactions is often limited, and following and 
analyzing developments in the market are difficult. 
The last major study of the private placement 
market was published in 1972, and only a few 
articles have appeared in economics and finance 
journals since then.2 

of the market for privately placed debt, analyzes 
its role in corporate finance, and determines its 
relation to other corporate debt markets. The 
market for privately placed equity is briefly 
described in appendix B. In the remainder of the 
study, the terni private placeinerit refers only to 
privately placed debt. 

There seem to be two widespread niispercep- 
tions about the nature of the private placement 
market. One is the belief that it is mainly a 
substitute for the public bond market: that is, 
issuers use it mainly to avoid fixed costs associ- 
ated with SEC registration, and lenders closely 
resemble buyers of publicly issued bonds. This 
niisperception may have arisen because private 
placenients are securities and because the defini- 
tion of a private placement focuses on its exenip- 

This study examines the economic foundations 

1 See appendix A foi a mole detailed definition of “private 
placement.” Some securities issued in other countries are also 
referred to as “private placements ” This study focuses only on 
securities issued in the United States. 

2. Shapiro and Wolf (1972) 

tion from registration. Regulatory considerations 
and lower transaction costs do cause some issuers 
to use the private market. Principally, however, it 
is an infol7natioii-inteiisive market, meaning that 
lenders must on their own obtain information 
about borrowers through due diligence and loan 
monitoring. Many borrowers are smaller, less-well- 
known companies or have complex financings, and 
thus they can be served only by lenders that 
perform extensive credit analyses. Such borrowers 
effectively have no access to the public bond 
market, which provides fiinding primarily to large, 
well-known fimis posing credit risks that can be 
evaluated and monitored with publicly available 
infomiation. In this respect, private market 
lenders, which are mainly life insurance conipa- 
nies, resemble banks more than they resemble 
buyers of publicly issued covorate debt. Even if 
registration of public securities were not required, 
something resembling the private placement 
market would continue to exist. 

The second misperception is that the private 
placement market is identical to the bank loan 
market in its economic fiindamentals. This 
niisperception may have been fostered by the 
tendency of some recent studies of information- 
intensive lending to group all business loans not 
extended through public security markets under 
the nibric “private debt.” Included in this category 
are bank loans, private placements, finance 
company loans, mezzanine finance, venture 
capital, and other kinds of nonpublic debt. A 
principal finding of this study, however, is that all 
ii~foi~i~intioii-iriteiisive leriding is not the sniiie. In 
particular, the severity of the information problem 
that a borrower poses for lenders is an important 
determinant of the markets in which the company 
borrows and of the terms under which credit is 
available. 

Besides dispelling these misperceptions, the 
study describes in detail the nature and operation 
of the private placement market It also offers 
empirical support for the proposition that the 
private placement market is information intensive 
and that private market lenders and borrowers are 
different from lenders and borrowers in other 
markets. It provides a theoretical explanation for 
the existing structure of business debt markets that 
builds upon recent theories of financial interniedia- 
tion, covenants, debt contract renegotiation, and 
debt maturity. Finally, it analyzes some recent 
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developments in the private placement market, 
including a credit cninch, the effect of the SEC's 
Rule 144A, and changes in the roles that banlcs 
play. 

Organization of  the Study 

The infomiation-intensive nature of the private 
placement market is the theme of part 1 of the 
study. This part compares the temis of private 
placements with those of public bonds and bank 
loans and considers borrowers' characteristics and 
their motivations for using the private market, as 
well as the operations of lenders. An explanation 
grounded in theories of financial intermediation 
and financial contracting is given for the stnickire 
of the market and for the differences between the 
private market and other markets for capital. 

and completes our basic analysis of the private 
placement market by considering the role of 
agents and the effect of Rule 144A. Agents are 
involved in most private placements: They advise 
the issuer and assist in distributing securities. In 
the process, they gather and disseminate informa- 
tion, an important task for a market in which 
information is scarce. 

In 1990, the SEC adopted Rule 144A to revise 
and clarify the circumstances under which a 
privately placed security could be resold. Private 
placements are often described as illiquid securi- 
ties, but this perception is not entirely accurate. 
A relatively sniall secondary market for private 
placements has existed for years, although the 
legal basis for secondary trading was somewhat 
uncertain. 3 

Rule 144A has led to the development of a 
market segment for private placements that are iiof 

information intensive. This new segment is thus 
fundamentally different from the traditional private 
market and has many characteristics of the public 
bond market. Its primary attraction for borrowers 
has been the availability of fiinds at interest rates 
only slightly higher than those in the public 

Part 2 focuses on the process of private issuance 

market without the burden of registration require- 
ments. Though still developing, the new market 
has attracted a significant volume of issuance and 
thus could be a major step toward the integration 
of U.S. and foreign bond markets. 

Part 3 analyzes two special topics. One is the 
recent credit cninch in the below-investment-grade 
segment of the private debt market. Life insurance 
companies had been the primary buyers of 
low-rated private placements, but most have 
stopped buying such issues. Many medium-sized 
borrowers have been left with few alternatives for 
long-term debt financing. Our explanation for the 
cninch, which emphasizes a confluence of market 
and regulatory events, highlights the fragility of 
information-intensive markets. 

The other special topic is the role of coninier- 
cia1 banks in the private market, both as agents 
and as providers of loans that compete somewhat 
with private placements. The prospect for a 
substantial increase in competition between the 
bank loan and private placement markets is 
considered, as is the prospect for a substantial 
change in banlcs' roles as agents. 

Sources of Information 

Any analysis of the private placement market is 
handicapped by a lack of readily available infor- 
mation. Because the securities are not registered 
with the SEC, only limited data about transactions 
are publicly available, and most participants 
disclose relatively little about their operations. 
Also, relatively little has been written about the 
market. 

In conducting this study, we have relied on 
public sources to the extent possible, but we have 
also held extensive interviews with market 
participants. Our interviewees are active partici- 
pants in the market and include staff members of 
life insurance companies, pension fiinds, invest- 
ment banks, commercial banks, and rating agen- 
cies. The infomiation obtained from these inter- 
views is an important part of our analysis, 
although our concliisioiis are based, not on any 
single test or source of information but rather on 

from new empirical results and theoretical argil- 

3. For practical purposes, private placements may be legally 
tiaded among institutional investors with a reliance on the the weight Of the evidence extant sh1dies7 

same assuiances and exemptions that are employed in the 
new-issue market or on Rile 144A, which piovides a non- 
exclusive safe harboi for certain secondary iiiarket transactions 
in private placements ainong certain institutional investors 

merits presented here, and from the reniarlcs if 
nlarket participants. 

Trading that relies on the traditional assurances and exeniptions 
is relatively infiequent because the process is cumbersome and 
because secondary-iiiarltet buyeis, unless they ale alieady 
members of a syndicate, must often conduct due diligence just 
as in the new-issue market 
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Data for private placements that do not involve an agent are 
not included. Consequently, reported totals probably undeistate 
gross issuance of private placements. 

Colran (1967) presents evidence that a shift from the public 
to the piivate market occurred during the 19.30s. He found that 
private placements represented about 3 percent of debt issuance 
between 1900 and 1934 but averaged about 46 percent from 
1934 to 1965. As noted by Smith and Warner (1979), the 
relative growth in private issuance partly reflects passage of the 
Securities Act of 1933, the Securities Exchange Act of 19.34, 
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Part 1: An Economic Analysis of the Traditional Market for Privately Placed Debt 

1. Overview of the Traditional Private 
Placement Market 

Part 1 of this study describes and analyzes what is 
now called the traditional market for privately 
placed debt. IJntil the development of the Rule 
144A market in 1990, it was the entire market for 
private debt. It continues to be the larger of the 
two markets. IJnless otherwise noted, in part 1 the 
terms private placetneiil and private debt refer 
only to debt securities issued in the traditional 
market, and the term private market refers only to 
the traditional market for privately placed debt.4 

Taken as a whole, the traditional and the 144A 
private placenient markets are a significant source 
of fiinds for 1J.S. corporations. Their importance 
can be seen by comparing gross offerings by 
nonfinancial corporations of private and public 
bonds (chart 1). Between 1986 and 1992, for 
example, gross annual issuance of private place- 
ments by such corporations averaged $61 billion 
per year, or more than 60 percent of average 

4. Some recent academic studies have used the term private 
deb( to refer to any debt not issued in the public bond market 
(and similar public marltets)-for example, bank loans-and 
the teiin privore marker to refer to all nonpublic debt markets 
In this study, the tenns refer only to private placements and 
their market. 

1" Gross issuance of publicly offered and 
privately placed bonds by nonfinancial 
corporations, 1975-92 

Billions of dollars 

1. Average gross issuance of publicly offered 
and privately placed bonds by nonfinancial 
corporations, 1975-92 
Billions of dollars, annual iate 

SOUSCE. Federal Reserve Board and IDD Information 
Services. 

issuance in the public market (table 1). 5 In 1988 
and 1989, private issuance actually exceeded 
public issuance, as the financing of acquisitions 
and employee stock ownership plans boosted 
private offerings. However, public issuance surged 
in 1991-92, partly because of the refinancing of 
outstanding debt, and private issuance fell. The 
punitive prepayment penalties normally attached to 
privately placed debt make refinancing unattractive 
to issuers even when interest rates are falling. 

A similar comparison of private placements 
with bank loans, another major source of corporate 
financing, is difficult because of a lack of data on 
the gross volume of new bank loans and because 
of differences in maturity. Comparing outstanding 
bank loans with estimates of outstanding private 
placements is possible, however. At the end of 
1992, bank loans to lJ.S. nonfinancial corporations 
were $5 19 billion, whereas outstanding private 
placements of nonfinancial corporations were 
approximately $300 billion, or somewhat more 
than half of bank loans. At the same time, out- 
standings of public bonds issued by nonfinancial 
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corporations stood at $77.5 billion.6 In short, the 
private placement niarlcet has provided a substan- 
tial fraction of corporate finance in the United 
States. 

intermediate- to long-term securities and are issued 
in amounts between $10 million and $1 00 million. 
Borrowers vary greatly in their characteristics, but 
most are corporations falling into one of three 
groups: mid-sized firms wishing to borrow for a 
long term and at a fixed rate, large corporations 
wishing to issue securities with complex or 
nonstandard features, and fimis wishing to issue 
quickly or with minimal disclosure. Investors are 
almost always financial institutions. Life insurance 
companies buy the great majority of private 
placenients of debt. 

Most private placements are fixed-rate, 

Principal Themes of Part 1 
and Key Definitions 

As noted in the introduction, previous studies have 
tended to characterize private placements as close 
substitutes for either publicly issued corporate 
bonds or for bank loans. Besides providing a 
detailed description of the market, part 1 develops 
the theme that neither of these views is correct. 
Private placements have some of the characteris- 
tics of bank loans and public bonds, as well as 
some unique characteristics. 

Studies characterizing private placements as 
siniilar to public bonds note that both are securi- 
ties and both tend to have long maturities and 
fixed rates. Such studies focus on regulatory and 
issuance costs as the factors that motivate borrow- 
ers to issue privately rather than publicly. In these 
explanations, some issuers choose the private 
market to avoid delays and disclosure associated 
with SEC regulations. Other, relatively small 
issues are said to be done in the private market 
because fixed costs of issuance are smaller there, 
offsetting interest rates that are somewhat higher 
than in the public market. Large issues are said to 
be sold in the public market because fixed costs 
are spread over a larger base, making lower rates 
the dominant consideration for issuers. 

6 Outstandings of public bonds of nonfiiiancial corporations 
are the sum of bonds rated by Moody’s Investois Service and 
publicly issued medium-term notes Private placements are 
estimated by subtracting tlie fibpire fol public bonds from 
outstandings of all coiporate bonds reported in the flow of 
funds accounts Data for bank loans are fiom tlie flow of funds 
accounts 

Although regulatory and issuance costs can 
affect a borrower’s choice of market, other 
economic forces are of greater importance. The 
traditional private placement niarltet is fundamen- 
tally an infortnation-ir7tensive market. Private 
market borrowers or their issues are infortnation 
problematic, and so a key activity of private 
market lenders is the gathering or production of 
information about borrower credit quality. The 
italicized ternis are drawn from theories that 
emphasize the asymmetry of information that often 
exists between borrowers and lenders. Many 
borrowers have better inforniation about their 
prospects than lenders, and they can often take 
actions once a loan is made to reduce the lilteli- 
hood of its repayment. To determine the interest 
rate at which to lend to such borrowers, lenders 
niust engage in rille diligence during origination; 
and to control moral hazard risk once a loan is 
made, they must engage in loan monitoring. 

Lenders in information-intensive markets are 
generally financial intermediaries. Because due 
diligence and loan monitoring involve fixed costs, 
it is economically eflicient that only one or a few 
lenders lend to an information-problematic 
borrower, rather than the large number of small 
lenders of a prototypical theoretical securities 
market. In theoretical models of information- 
intensive lending, atomistic lenders (small savers) 
lend to an intermediary, and the intermediary in 
turn lends to the ultimate borrowers and is 
responsible for due diligence and monitoring. 
Real-world inforniation-iritensive intermediaries 
differ from other intermediaries, such as money 
market mutual fiinds, in that they have developed 
the capabilities required for lender due diligence 
and monitoring. 8 

7. In some contexts, due diligence refers specifically to 
activities directed toward compliance with SEC rebwlations. In 
this study, the term refers to all credit analysis pelformed by 
lenders before and during origination or issuance. Mor-ol 
hazord I i sk  refeis not so much to the risk of fraud or unethical 
actions as to the risk that a fiini’s shareholders or managers 
will ta le  actions that increase the risks borne by bondholders. 

8. A few words of explanation of this temiinoloby may be 
lielpful. In common parlance and in the traditional academic 
literature, fiitartcinl iriIerniediory refers to an institution that 
gatheis funds from many (often small) savers and then lends at 
a profit. Iii[er’niediary also sometimes iefers to an institution or 
a person that brings together lenders and borrowers in direct 
markets, for example an underwriter in the public bond market 
In some recent academic literature, however, iitterir~ediorj~ has 
come to mean an institution that lends to infoniiation- 
probleinatic borroweis. We use the lei 111s injori~ia/iort- 
prodiicbtg Ieitders or ~1?for7?1alior~-i~~Ierlrive leridirg instead of 
iiiteritiediory and irtter inediation because such a lender need 
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Firms that issue bonds publicly are generally 
not infomiation problematic. Public market 
investors rely mainly 011 reports by rating agencies 
and other publicly available information for 
evaluations of credit rislc at the time of issuance 
and for monitoring. 

from observable credit risk. For example, a 
subordinated loan to a large, highly leveraged 
manufacturer of auto parts may be quite risky, but 
lenders’ evaluation and monitoring of the rislc may 
be a relatively straightforward exercise involving 
publicly available infomiation (financial state- 
ments, bond ratings, and some lcnowledge of the 
auto industry). In contrast, a loan to a small 
manufacturer of specialized composite materials 
niay have low rislc but require extensive due 
diligence by lenders to evaluate and price the rislc 
and considerable monitoring to lceep the risk under 
control. The loan may be low risk because the 
finn has recently received a large, stable defense 
subcontract and requires additional financing only 
to support a highly profitable increase in produc- 
tion. These facts, however, are unlilcely to be 
widely known and must be discovered and verified 
by lenders. 

Although infomiation problems and observable 
credit rislc are conceptually separate, they are 
correlated with one another and with firm size. For 
example, small fimis teiid both to be riskier and to 
pose more information problenis for lenders. 
Market participants sometimes use a firm’s size as 
an index of its access to different credit markets: 
A large firm has access to all markets, a medium- 
sized firni has access to the private placement 
market but not to the public marlcet, aiid a small 
firni lacks access to either market. Film size is 
often a good indicator because of its correlation 
with infomiation problems, but the extent of the 
information problems that a firm poses for lenders 

Infomiation problems are conceptually separate 

not be an intennediaiy in the traditional sense (some 
information-producing lenders are wealthy individuals) and also 
because many interniediaries, such as money market niutual 
funds, do little credit analysis 

Recent theoretical liteiature has also not always clearly 
distinguished different types and circunistances of ciedit 
analysis The terms credil evalua/iori and niojtilori17g often 
refer to analyses done both before and after a debt contlact is 
signed. We refer to that done before as due diligertce and to 
that done after as loa17 monilorirg. A distinction bchvcen the 
hvo is iniportant to out analysis. 

usually is the primary determinant of the niarkets 
in which the firm niay borrow. In many instances, 
for example, large firnis with outstanding public 
debt have borrowed in the private placement 
market when their transactions involved complexi- 
ties that public market investors were not prepared 
to evaluate. 

To be information problematic, a loan must 
impose more costs on lenders during the initial 
due diligence stage or the loan monitoring stage, 
but not necessarily at both stages. For example, 
the cost of due diligence for a public issue by a 
large, complex corporation niay be greater than 
that for a private placement by a medium-sized 
firm. However, the private placement might 
still be information problematic because it 
included niany more covenants than the public 
issue and required more monitoring by lenders 
than public investors are prepared to undertalce. 
Similarly, a private placement by a large, well- 
known firm that included few covenants and 
required little monitoring might still be informa- 
tion probleniatic if it were a very complex or 
novel issue. In such a case, public lenders would 
be unprepared to perform the necessary due 
diligence; only information-intensive lenders 
would be prepared to do so. 

The traditional private placement market thus 
has niuch in common with the bank loan market, 
even though it is a niarlcet for securities. Banlc 
borrowers are often small or medium-sized 
firms for which publicly available information is 
limited. The prospect for loan repaynient is 
discovered by loan underwriting procedures that 
are broadly similar to due diligence procedures 
in the private placement market, and bank bor- 
rowers are typically monitored after loans have 
been made. 

Because of these similarities, some studies have 
grouped bank loans, private placements, and other 
information-intensive loans under the heading of 
private debt, in some cases implying that all 
varieties of such debt are fiindanientally the 
same. However, all ii~orinatiori-intensive leiidiiig 
is riot the same. Most important, borrowers in the 
bank loaii market are, on average, substantially 
more infomiation problematic than borrowers 
in the private placement niarlcet. Also, private 
placements have mainly long terms and fixed 
rates whereas bank loans have niaiiily short 
ternis and floating rates; other differences as 
well exist among the various nonpuiblic markets 
for debt. 
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Organization of Part 1 
and Suimnary of Findings 

The remainder of part 1 describes and analyzes the 
traditional niarket for privately placed debt and 
explains differences between the private, public, 
and bank loan markets. Section 2 describes the 
terms of privately placed debt contracts and 
compares them with ternis of bank loans and 
publicly issued bonds, including issue size, 
maturity, rates, covenants, and other ternis. As in 
the infomiation-intensive bank loan market (and in 
contrast to the public bond market), borrowers and 
lenders typically negotiate the ternis of private 
placements, especially any covenants that restrict 
the actions of the borrower. Covenants are an 
important part of the technology of loan nionitor- 
ing. Both bank loans and private placements often 
include financial covenants, such as niinini~ini 
interest-coverage ratios, that can trigger renegotia- 
tion of the loan terms if the borrower’s eharacter- 
istics change.9 Such covenants are very rare in 
publicly issued securities. 

Private market borrowers, described in sec- 
tion 3, issue long-temi, fixed-rate debt privately 
for several reasons. Many are information prob- 
lematic, and their issues would not be readily 
accepted in the public bond market. These borrow- 
ers are, on average, snialler than issuers in the 
public market and larger than those that borrow 
only fioni banks. Borrowers that are not inforrna- 
tion problematic generally find total costs to be 
lower in the public bond market, unless the 
securities they issue have novel or complex 
features requiring extensive due diligence by 
lenders. Many new types of security have been 
introduced in the private market, but after their 
features are widely understood have come to be 
issued mainly in the public market. Some borrow- 
ers also use the private market to issue quiclcly or 
to avoid disclosures associated with SEC regula- 
tions. Finally, some nonprobleniatic borrowers 
with small-sized issues use the private market 
because fixed costs of issuance are lower. 

The operations of lenders in the private market, 
described in section 4, are typical of information- 
intensive lenders. Life insmince companies, the 
principal lenders, evaluate and monitor the 
placements they buy in a nianner that is generally 
similar to that of comniercial banks’ loan under- 

9. Covenants are usually designed to tiigger renegotiation 
when a borrower’s credit quality deteriorates, but most cove- 
nant violations occur for other reasons, such as borrower 
growth 

writing and monitoring operations. They usually 
have loan officers, loan committees, and credit 
analysts. Some even have specialized workout 
groups. 10 These characteristics differ from those 
of typical public bond buyers. 1 1  Although some 
buyers of publicly issued debt perform some due 
diligence and monitoring, their efforts are much 
less extensive than those in information-intensive 
markets. The activities of public market borrowers 
are often followed rather closely by credit rating 
agencies and investment banks. 

Most private market lenders attempt to build 
and maintain reputations for reasonableness in 
renegotiations of debt contracts. Covenants in 
information-intensive debt contracts are frequently 
violated, triggering renegotiations. In sonie 
renegotiations, a lender is in a position to extract 
considerable rents from a borrower. Borrowers 
thus prefer to contract initially only with lenders 
that have a reputation for fair dealing. This 
preference is especially strong in the private 
placement marlcet, where loans typically are for 
long terms and for substantial amounts, and carry 
punitive prepayment penalties. Life insurance 
companies may be especially adept at building and 
maintaining such reputations because doing so is 
especially important in some of their other lines of 
business. 

Asset-liability management considerations make 
private placements particularly attractive to 
intermediaries with long-term, fixed-rate liabilities, 
such as life insmanee companies. By the same 
token, these features of private placements are 
unattractive to banks, which must bear the costs of 
swapping fixed-rate payment streams to niatch 
their floating-rate liabilities. Conversely, banks are 
more likely than insurance conipanies to find 
short-terni, floating-rate loans to be profitable. 
Such economies of scope are probably tlie main 
reason for the observed division of lending 
between banks and insurance companies. The 
reasons for tlie limited participations of other 
kinds of intermediaries, such as finance compa- 

IO In contrast to banks, an insurance company’s relation- 
ship with a piivate placeiiient issuer is usually one- 
dimensional: the life insuiance company typically provides 
oiily the loan, not other seivices such as transaction accounts or 
insurance policies. 

1 1 I Insurance companies buy many assets other tlian private 
placements, of course, including publicly issued corporate debt. 
When we refer to public bond buyers we iiiean tlie groups 
within a financial interinediaiy responsible for purchasing 
public bonds, and private lenders are the gioups responsible foi 
purchasing and nionitoiing private placements. The operations 
of these groups tend to be different, with only the private 
placement gioups perfoniiing substantial amounts of due 
diligence and loan monitoring 
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nies, mutual fiinds, and pension fiinds, are dis- 
cussed in section 4. 

In the final section of part 1, facts and ideas 
from earlier sections are combined with financial 
theory to produce a descriptive theory explaining 
aspects of the current structure of the bank loan, 
private placement, and public bond markets. The 
theory emphasizes that information-problematic 
borrowers choose infomiation-intensive niarltets 
because they can, on the whole, obtain better 
temis there. Flexible renegotiation of contracts in 
the event of covenant violations is an important 
part of the mechanism supporting better ternis for 
borrowers, and the mechanics of covenants and 
renegotiation influence the identity and operations 
of lenders. The theory offers several reasons that 
information-intensive lenders are usually financial 
intermediaries. It reveals links between the extent 
to which borrowers are information problematic 
and the maturity of the loans they will tend to 
obtain. These links imply that lenders' decisioiis to 
serve particular classes of borrowers and to invest 
in particular varieties of due diligence and moni- 
toring capacity will be influenced by the nature of 
their liabilities. 

The theory also helps explain why infomiation- 
intensive lending seldom occurs in the public bond 
market. In principle, the public bond market might 
well have developed the capacity to lend to 
information-problematic borrowers. However, three 
features of private placements make them a better 
vehicle than public bonds for lending to 
information-problematic borrowers: limited 
liquidity, the usually small number of investors in 
any given placement, and lower barriers to the 
flow of information from borrowers to lenders. 
Debt contracts that are vehicles for inforniation- 
intensive lending are typically illiquid and held by 
only a few investors. A borrower prefers that a 
debt contract with many restrictive covenants and 
a high probability of beiiig renegotiated remain 
with the lenders in the original negotiations. Those 
are the lenders whose reputations for fairness the 
borrower originally detemiiiied to be adequate. 
A borrower also prefers that the number of lenders 
remain small because renegotiation is less costly. 
Also, flows of certain information, such as 
borrowers' projections of fiiture perfomiaiice, are 
more difficult to manage in the public market than 
in the private market because of legal issues 
related to SEC registration. ' 2  

12 Although law and regulation do not prohibit disseniina- 
tion of such information, the pattern of court rulings regarding 

The argument that the private placement market 
is information intensive does not imply that 
regulatory and issuance costs are unimportant. 
As noted, some issuers that are not information 
problematic borrow in the private placement 
market because fixed costs are smaller, issuance is 
less time consuming, or disclosure can be avoided. 
However, the remarks of market participants and 
evidence presented in the body of the study 
indicate that these factors are less important than 
the information-intensive nature of private market 
lending as deterniiiiants of its stnlchire and 
operation. Even if registration requirements were 
lifted, something resembling the traditional private 
market would continue to exist. Information- 
problematic firnis would still need long-term, 
fixed-rate loans, and life insurance companies 
would still have long-term, fixed-rate liabilities. 
As infomiation-problematic borrowers tend to be 
medium-sized or small, and thus tend to issue 
smaller amounts, lower fixed costs of issuance 
reinforce the appropriateness of private placements 
as a vehicle for information-intensive lending. 

2. Terms of Privately Placed Debt 
Contracts 

Private placements generally have fixed interest 
rates, intermediate- to long-term maturities, and 
moderately large issue sizes. Their contracts 
frequently include restrictive covenants. These 
terms differ from those found in other markets for 
debt, for example, the markets for bank loans and 
publicly issued bonds. 

Issue Size 

On average, private placements are larger than 
bank loans and smaller than public bonds. In 
1989, the median new commercial and industrial 
(C&I) bank loan was for about $50,000; more 
than 96 percent were less than $10 million 
(chart 2). 13 When loan size distributions were 

legal liability of issueis eiicouiages issuers when inaking a 
public offering to disseminate only information for which the 
historical foundation is clearly demonstrable 

1 3  The year 1989 was chosen because, as described in the 
section on the credit crunch (pait 3 ,  section I), 1990-92 may 
have been unusual years in the private placernent market The 
nonfinancial subset of all new loans and issues was chosen 
because data on other types of bank loans ale not available 
Sources of data and details of the calculations that produced 
the charts are in appendix G 
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Distribution of size of debt instruments, 1989' 

By number of issues By volume 
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computed by volume rather than number, large 
loans naturally accounted for a larger share 
(chart 3). The mean loan size was about $1 mil- 
lion. The 3.6 percent of loans for $10 niillion or 
more accounted for 58 percent of total loan 
volume. Although most are small, loans for as 
much as $100 million are not extraordinary. 

In contrast, the median private placement issued 
by nonfinancial corporations in 1989 was $32 mil- 
lion, and the mean was $76 million (charts 4 and 
5).  None was less than $250,000 (compared with 
70 percent of bank loans in that category). Most 
private placements were for amounts between 
$10 million and $100 million. 14 

the mean public issue was $18 1 million. Most 
public issues were larger than $100 million 
(charts 6 and 7). None was snialler than $10 mil- 
lion, and only 15 percent were smaller than 
$100 million. 15 

In interviews, niarlcet participants often 
remarked that the private market is cost-effective 
mainly for issues larger than $10 million, whereas 
the public niarket is cost-effective for issues larger 
than $100 million. The data are consistent with 
this assertion, as only 10 percent to 15 percent of 
private placements and underwritten public issues 
(excluding niedium-term note issues) fall below 
the respective boundaries. 

These cross-market patterns in size of financing 
are often attributed to economies of scale in issue 
size, that is, to declining costs to the issuer, 
including fees and interest costs, as issue size 
increases. 16 Such arguments are usually based on a 
perception that, holding all else constant, interest 
rates are lowest in the public market and highest 
in the bank loan niarket and on a perception that 
fixed costs of issuance are highest in the public 
market, smaller in the private niarlcet, and lowest 
in the bank loan market. 17 

The median public issue was $150 million, and 

14. The nonfinancial stryight debt subsaniple represented by 
chart 4 is fairly representative of all private placements, 
including convertible, mortgage-backed, and medium-term note 
issues. See appendix G. 

15. These statistics do not imply that the total nwnber of 
private placements or public issues exceeds the total nirriiber of 
bank loans larger than, say, $10 million. The number of new 
bank loans in any year is veiy large, so even a small fraction 
of new loans can be substantial 

16. See Bhagat and Frost (1986), Ederington (l975), and 
Kessel (1971). For a comprehensive list of studies on the 
patterns of undeiwriting fees, see Pugel and White (1985). 

17. One problein with this explanation is that interest costs 
are not always lowest in the public market for all classes of 
boirower. This issue is discussed in more detail in the subsec- 

An alternative, possibly overlapping explanation 
is that the three markets specialize in providing 
different kinds of financing to different kinds of 
borrowers and that relevant borrower characteris- 
tics are associated with issue size. In particular, 
borrowers of large amounts are often big and 
well-established firms that require relatively little 
initial due diligence and loan monitoring by 
lenders, whereas those borrowing small amounts 
often require niuch due diligence and monitoring. 
Thus, borrowers of sniall-to-moderate amounts 
usually niust borrow in the private placement or 
bank loan markets, where lenders are organized to 
serve information-problematic borrowers, whereas 
those borrowing larger aniounts usually can issue 
in the public market because they are not informa- 
tion problematic. As we show later in part 1, both 
explanations are iniportant, but the second expla- 
nation is probably more important in determining 
the market in which a borrower issues debt. 

Maturity and Prepayment Penalties 

According to their maturity distributions, coninier- 
cia1 and industrial bank loaiis tend to have 
relatively short maturities, private placements tend 
to have intermediate- to long-term maturities, and 
public bonds have the highest proportion of long 
maturities. In 1989, the niedian bank loan had a 
maturity of ,just over three months, and the mean 
maturity was around nine nionths (charts 8 and 
9). I8 Almost 80 percent of loans had maturities of 
less than one year. When weighted by loan size, 
two-thirds of loans had maturities shorter than one 
month. In interviews, market participants often 
stated that banks seldoni lend long term, even 
when the loan interest rate floats. They stated that 
loans in the three- to five-year range are not 
uncommon, five- to seven-year loans are less 
common, and loans longer than seven years are 
rare. These remarks are supported by the charts. 

dom sample of new loans, not for loans on the 
The distributions in the charts are for a nonran- 

tion “Type of Payment Stream and Yields.” Another problem 
is that empirical evidence of a relation between yield and issue 
size within the public market is weak. 

Interest rates may be higher in the piivate and bank loan 
markets for various reasons, one of which is that lenders iiiust 
be compensated for the fixed costs of due diligence and 
monitoring they perform. Lenders chaiging no fees must 
demand a higher yield on smaller loans to recover such fixed 
costs. 

18. Sources of data and details of the calculations that 
produced the maturity distributions appear in appendix G. 
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Distribution of maturities of debt instruments, 1989' 
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books. Because very short-term loans stay on the 
books for only a short time, a maturity distribution 
for a bank’s portfolio of loans at a specific time 
would be less skewed toward the short end. Such 
a distribution, however, would probably still show 
banks to have relatively few loans with maturities 
longer than seven years. 

Private placements are generally intemiediate to 
long term (charts 10 and 11). In the sample, the 
median nonfinancial private placement had a 
maturity of nine years, and the mean maturity was 
also about nine years. No private placements had 
maturities shorter than one year. 19 A moderate 
fraction had intermediate niaturities, but about 
two-thirds had maturities of seven years or 
longer. 2” The median average life of private 
placements is between six and seven years; many 
private placements include sinking fiind provisions 
that cause their average lives to be significantly 
shorter than their maturity (chart 14).” 

Nonfinancial corporate bonds issued in the 
public market tend to have long maturities 
(charts 12 and 13). The median maturity of our 
sample of bonds issued in 1989 was ten years, and 
the mean maturity almost thirteen years. Only 
17 percent had a maturity of less than seven years. 
The median average life of public bonds was 
around ten years. 

From the standpoint of financial theory, this 
cross-market pattern of maturity distributions is a 
bit of a puzzle. Even if long-term borrowers have 
a strong preference for fixed rates, banks could in 
principle make long-term, fixed-rate loans and 
execute swaps to obtain payment streams matching 
their floating rate liabilities. Apparently, however, 
they seldom do so. One explanation may be that 
the cost of swaps and other hedges is sufficient to 
make such loans unattractive to banks. Another 
possibility is that the different markets tend to 
serve borrowers that require different amounts of 
credit evaluation and monitoring and that in 
equilibrium such differences are responsible for 

14. Distribution of average lives of fixed-rate 
private placement comniitments measured 
as a percentage of the total value of new 
private commitments by major life insurance 
companies, January 1990-July 1992 

Percent 
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than than 

3 15 
Average life (years) 

Souari:. American Council of Life Insurance 

cross-market patterns in many contract terms, 
including maturities. 

Privately placed debt contracts almost always 
include strong call protection in the form of 
punitive prepayment penalties. 22 As discussed in 
section 4, buyers of private placements usually 
fiind their purchases with long-term, fixed-rate 
liabilities, and call protection is an important part 
of their strategy for controlling interest rate risk. 
Prepayment penalties in the private market 
generally require the issuer to pay the present 
value of the remaining payment stream (principal 
plus interest at the contracted rate) at a discount 
rate equal to the Treasury rate plus some spread, 
frequently 50 basis points, but sometimes even 
zero. The discount rate for a nonpunitive call- 
protection provision includes a risk premium 

19. A few piivate placements may have maturities shorter 
than a year. The methods used to collect the sample may have 
caused private placements with such maturities to be omitted 

20. The maturity distribution was similar when all private 
placements were included in tlie sample (see appendix G) 

21, Descriptive information included with a sample of 
private placements obtained from Loan Pricing Coiporation 
indicated that about 45 percent of tlie sample placements had 
amortizing featuics that made their aveiage lives shorter than 
theii maturity. This estimate of tlie fraction of private place- 
ments that amortize is probably low because other placements 
in tlie sample may have been amortizing but not recorded as 
such. About 1 1  percent of the volume of pirblicly issued bonds 
in 1989 was amortizing 

22 Foi a 1991 sample of private placement commitments 
made by life insurance companies, 20 percent of privately 
placed bonds were noncallable, and another 70 percent 
included punitive prepayment penalties Statistics presented in 
Kwan and Carleton (1993) indicate prepayment penalties may 
have appeared in private placements only iecently Their data 
indicate that as recently as 1985-86, only a small percentage of 
private placements carried prepayment penalties However, 
during periods when prepayment penalties were not common, 
most private placements were noncallable until theii average 
life was reached Prepayment penalties reportedly became more 
common at the behest of investors, who profit from prepay- 
ments by borrowers wisliing to escape the confines of restric- 
tive covenants 
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similar to that of the security itself (that is, 
associated with the credit quality of the security). 
When the discount rate fails to include a suffi- 
ciently high preniinm, the lender realizes an 
economic gain if the security is prepaid, even if 
the security is matched with liabilities of equal 
duration. 

In the past decade, publicly issued bonds have 
included increasing call protection. Crabbe (199 1 a) 
presents statistics indicating that 78 percent of 
public bonds issued in 1990 were noncallable for 
life, whereas only S percent of those issued in 
1980 were noncallable. 23 Bank loans are typically 
prepayable at any time at par. 

Types of Payment Stream and Yields 

Most bank loans carry floating interest rates, 
whereas most private and public bond issues carry 
fixed rates. Only 3 percent of coniniitments by 
major life insurance companies to purchase private 
placements from January 1990 to July 1992 
carried floating rates. Only 95 of the 1,588 private 
placements of debt recorded in the Investment 
Dealers Digest (IDD) database for 1989 are listed 
as having floating rates. 24 The 9.5 represented 
6 percent of issues and accounted for 14.3 percent 
of volume. However, many of the floating-rate 
fiiiancings in the IDD saniple may, in effect, have 
been bank loans, so the latter statistics probably 
substantially overstate the fraction of private 
placements with floating rates. 25 About 5 percent 
of the volume of public bonds issued in 1989 had 
variable rates. 

23. Most of tlie change in callability occuired for 
investment-grade bonds. During 1987-91, about 90 peicent of 
new issties of below-investment-grade bonds were callable a1 
some time oi under sonie circumstances See Crabbe and 
Helwege (1993) for inoie details. Crabbe (1991a) found that 
public bond yields were negatively related to tlie degree of call 
plotection. 

24. These statistics are for all placeinents in tlie IDD 
database, not just issues of nonfinancial corporations If the 
same sample of nonfinancial business nonconvertible debt that 
was the basis of issue-size and maturity statistics is used, 
4.5 percent of the number and 13.8 percent of tlie volume have 
floating rates. 

Services. The data on insurance coiiipany commitments are 
from tlie Anieiican Council of Life Insurance In a database of 
bank loans and private placeiiients produced by Loan Pricing 
Coiporation, many of the transactions listed as private place- 
nients and as having floating iates involved only commercial 
banks as lenders, pioviding further evidence that the IDD 
sample overstates the fraction of placements with floating rates. 

25. The IDD database was obtained from 1DD lnforniation 

Publicly available data on private placement 
yields in recent years are limited. 26 However, 
many market participants stated that the yield 
spreads over Treasuries on traditional investrnent- 
grade private placements are higher than the 
spreads for publicly issued bonds with similar 
credit risk. The average differential between 
private and public spreads varies over time, but 
participants spoke of a range of 10 to 40 basis 
points. The differential is often called a liquidity 
premium, but it niust also compensate lenders for 
any costs of credit evaluation and nionitoring. The 
term credir analysis yl-emiztm might be more 
appropriate. 

Some market participants noted that spreads on 
investment-grade private placements are occasion- 
ally lower than those on comparable publics for 
very brief periods, up to a few days. They attrib- 
uted this difference to slower ad.jnstment of the 
private market to changes in the yield curve. 

Spreads on below-investment-grade private 
placements have often been below those on 
comparable public junk bonds. Investors may 
demand larger risk premiums on public junk bonds 
because employing the risk control technologies of 
lender due diligence and loan monitoring is more 
difficult in the public markets or because conipara- 
tively rated public issues actually are riskier. 

Several researchers have examined the relation 
between issuer quality and yield spread in alterna- 
tive markets by focusing on the difference between 
the private placement and the public bond 
markets. For the 1951-61 period, Cohan (1967) 
found that the spread between yields on private 
placements and yields on public bonds rose as the 
credit quality of the issuer increased. Thus, the 
private placement market was relatively more 
attractive for lower quality credits. In a study that 
controlled for the restrictiveness of covenants, 
Hawkins (1982) confirmed this result for the 
period 1975-77.27 These results are consistent 

26 See part 3 ,  section 1, for charts of a few yield series. 
27. Shapiro and Wolf (1972) argue that tlie relationship 

between tlie private-public spread and quality is positive 
because private securities have more restrictive covenants, 
particularly at tlie lower quality levels. However, Hawkins 
(1982) found no relation between covenant restrictiveness and 
quality for his saniple of private placements Hawkins's result 
is an anomaly; other research and our interviews support the 
view of a positive relationship between the private-public 
spread and credit quality, at least until tlie recent credit cmnch 
in tlie below-investment-grade sector of tlie private placement 
inaiket. However, no empirical test has been adequate to 
support or disprove Shapiro and Wolf's contention that the 
positive relationship was due strictly to differences in covenant 
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with our discussions with market participants, who 
indicated that the public market tended to have 
relatively little appetite for small-sized, low- 
quality issues. However, this statement does not 
necessarily hold for larger-sized, low-quality 
securities. The development of the ,junk bond 
market in the 1980s produced a competitive public 
market for large, non-investment-grade bonds. 
Thus, Cohan’s and Hawkins’s findings may not 
hold for larger issues in the second half of the 
1980s. Moreover, the credit cninch in the below- 
investment-grade sector of the private placement 
market since mid-1 990 has led to a significant 
increase in the average spreads for below- 
investment-grade private placements of all sizes. 

Variety of Securities 

A wide variety of securities, including secured, 
unsecured, asset-backed, senior, and subordinated, 
is issued in the private placement market. Table 2 
lists the different types appearing in the IDD 
database for 1989, with the number of issues and 
the volume for each type. 

Coveriants 

Loans to information-problematic borrowers, 
which are typically medium-sized or smaller 
borrowers, generally have tighter covenants than 
loans to less-information-problematic borrowers. 
Covenants are one mechanism that lenders can use 
to reduce the likelihood of borrowers’ taking 
actions that might lead to an expropriation of 
wealth from lenders. In the absence of covenant 
restrictions, smaller borrowers are, on average, 
more likely to attempt such expropriations. They 
often have less to lose in terms of reputation and 
are typically more information-problematic so that 
detection and control of expropriation attempts are 
more difficult for lenders. Thus, the more informa- 
tion problematic the borrower, the larger the 
number and the tighter the nature of covenants by 
lenders. Stated differently, lenders offer smaller, 
more problematic borrowers lower interest rates in 
return for tighter covenants, and thus such borrow- 
ers are more willing to negotiate debt contracts 
that include tight covenants. Moreover, without 
such covenants, lenders might refuse to make 

piotection behveen the markets Our discussions with niarket 
participants suggest that, until the recent cninch, tlie piivate 
placenient market was generally niore receptive than the public 
market to small-sized, lowei-grade issuers 

loans to such borrowers regardless of the interest 
rate. 

Covenants in any debt contract are either 
affirmative covenants, negative covenants, or 
financial covenants (which are a subset of negative 
covenants). Affirmative covenants require a 
borrower to meet certain standards of behavior. 
They include requirements that the firm stay in the 
same business and meet its legal and contractual 
obligations. They are conmion in public bonds, 
private placements, and bank loans. Negative 
covenants restrain the borrowing firm from taking 
actions that would be detrimental to the bondhold- 
ers. They include restrictions on capital expendi- 
tures, on the sale of assets, on dividends and other 
payments, on the types of investments that the 
firm can make, on the amount of additional debt 
that the f i n  can incur, on liens that the firm can 
give to other lenders, and on merger and acquisi- 
tion activity. 28 

variables and can stipulate, for example, mini- 
mums to be maintained on capital, the ratio of 
assets to liabilities, working capital, current ratio 
(current assets/current liabilities), or the ratio of 
earnings to fixed charges. 29 A financial covenant 
can be either a maintenance covenant or an 
incurrence covenant. With a maintenance cove- 
nant, the criterion set forth in the covenant must 
be met on a regular basis, say at the end of each 
quarter. With an incurrence covenant, the criterion 
niust be met at the time of a prespecified event, 
such as the firm’s making an acquisition or 
incurring additional debt. 

The number and the tightness of negative and 
especially financial covenants in private place- 
ments are associated with the quality of the issuer, 
that is, with the degree of both its information 
problems and its observable risk. Tightness refers 
to the likelihood that a particular covenant will be 
binding in the fiiture. Private placements for 
lower-quality issuers often include many financial 
covenants. 30 Contracts for moderately rislcy issuers 
often include only one or two financial covenants 
with minimum values farther from current values 

Financial coveiiants restrict measurable financial 

28. Appendix E contains a review of the empirical economic 

29. Fixed charges are interest expense plus rental payments, 
literature on covenants. 

required repayments of indebtedness, and preferred stock 
dividends. 

30. Issuance of private placenients involves several legal 
documents, including the securities themselves and a compan- 
ion “securities purchase agreement.” Many of the terms of tlie 
tiansaction, including covenants, are specified in this agree- 
ment. See tlie section on agents (part 2, section 2) for a niore 
complete list of the documents involved in a transaction 
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2. Types of  private placement debt issue in the 1989 IDD database 

Adjustable-rate notes 
Bonds 
Capital bonds 
Capital notes 
Collntcializcd iiioitgagc bonds 

Collateralized iiotes 
Conditional sale agreement 
Convertible subordinated debenture 
Coiiveitiblc suboidiiiatcd notes 
Dcbcntuics 

Debt securities 
Discount debciittii cs 
Equipiiiciit trust ccitificatcs 
Fiist mortgage bonds 
First mortgage finaiiciiig 

First iiioi tgagc notes 
Floating-rate notes 
Floating-rate scciii ed iiotes 
Floating-iatc sciiioi iiotcs 
General mortgage bonds 

Gumiitced bonds 
G uai aiiteed iiotes 
Guaiaiitced paiticipatioii certificates 
Gudrantccd pass-through ceitifica~cs 
Guaranteed secured iiotes 

Guaiantecd senior notes 
Guaranteed suboidiiiatcd notes 
lndusti ial developiiicnt bonds 
Industrial revenue bonds 
Junior subordinated iiotes 

L ease-backed notes 
Lease ccrtificatcs 
Lease financing 
Levcr,igcd lease financing 
L cvcraged lcasc notes 

Mcdiuiii-term notes 

Mol tgagc-backed iiotcs 
Mortgage bonds 
Mortgage financing 

Mol tgage-backed boiids 

Disti ibution 
Distr ibutioii 

2 
19 
3 
3 
8 

1 
2 
7 
4 
4 

I69 
I 

18 
62 
6 

16 
51 

1 
3 
4 

I 
12 
4 
4 
7 - 

3 
2 

15 
21 
3 

20 
I 
4 
3 

I 1  

13 
I 2 0  

I9 
19 
50 

06 
13 
13 
25 
25 

611 7 
532 9 
102 6 
IS5 0 
299 0 

155 0 
76 4 
68 0 
20 0 

102 0 

53 
46 
09 
16 
26 

14 
07 
06 
02 
09 

10 64 11,587 0 10 I O  
06 264 3 23 

I 1 3  1,017 5 89 
3 90 3.017 3 2 63 

38 499 8 44 

101 986 6 86 
3 21 5,933 6 5 17 

06 26 5 02 
19 349 0 30 
25 38 8 03 

06 5 0  00 
76 2,986 4 2 60 
25 1064 09 
25 69 5 06 
13 I13 5 I O  

31 
06 
31 
06 
44 

941 5 
1500 
25 0 
I0 0 

173 1 

19 359 6 
13 161 9 
94 1,220 2 

I 70 1,938 6 
19 523 1 

I 2 6  535 7 
06 225 0 
25 631 0 
19 79 4 
69 1,005 7 

82 
13 
02 
01 
I5 

31 
14 

I 0 6  
I 6 9  

46 

47 
20 
55 
07 
88 

and thus less likely to be violated. Highly rated 
issues (A or better) usually have no financial 
covenants, unless their average life exceeds seven 
years, in which case an iiicurrencc covenant on a 
debt ratio is often included. Most financial 
coveiiants in private placenients are incurrence 
covenants, although occasionally one or two 
maintenance covenants may be included, espe- 
cially when these are designed to match maiiite- 
nance covenants in  other debt of the issuer, such 
as bank loans. 

Bank loan agreeinents typically contain only 
maintenance covenants. Financial covenants in 
bank loan agreements are reportedly geiierally 
tighter than in private placements, even for 

borroweis with the same characteristics As with 
pi ivate placements, the numbei and the tightness 
of bank loan financial covenants depend on tlie 
quality of the issuer Loans to sinal1 and nicdimn- 
sized borrowers typically include many financial 
covenants. Vesy large companies, however, 
generally obtain bank loan facilities, fiequently in 
tlie form of unfunded loan conimitnients, without 
nieaningful financial covenants. 

Indentures in  publicly traded bonds, even for 
below-investinent-grade bonds, geiierally contain 
no financial covenants. Beginning in  1992, 
however, some public junk bonds included 
finaiicial covenants, especially debt ratio and 
interest coveiage covenants. Market participants 
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Type 

2. Continued 

Distribution 
by number Distribution 

Number issued Volume by volume 
issued (percent) I (millions of dollars) (percent) I 

I I 1 I 

Mortgage notes . , . , . I . ,  I I I 

Nonrecourse secured notes . . . . . . . . , . , , , . . . . . . . . 
Notes , . , I .". . . " .  . . . I ,  I .  I I I . . " . I  I I I ,  . . . I I 1 

Other certificates . , . , , , I  ", . . ".. . , . . "...I. " I 
Participating certificates ".. . . . I . , " ,  , . I 

Participating notes " .  ~. . ." .  . ".. . 
Pass-through certificates 1 . " .  . , . , , , . ".. . . . . . . , , 
Project financing . , " . .  . . , , , . . . ~ . . _ ~ I  I I "  I . " .  . . . . I ,  

Promissory notes . . I I ".. . . . . . ,, , , . . ...., . "".". . 
Receivable-backed certificates I , I. ".. . . . . " .  . , . 
Sale-leaseback financing . . . . , , , , I , . " .  . . , . I , . 
Second mortgage financing . . . " " I .  . . " .  I ".. 
Secured bonds I...,"I " .  . . . ."  I I..". . , . . . " . .  . . . . . . 
Secured loan certificates ".  ".. . . . . I I " " ,  ".. . . . . . 
Secured notes . . " " I . . I .  I. I. .". . . I .  " .  1 "  ".. . . I . " .  

Secured proniissory notes .".". . , I  I I ".  ..., I . . . I  
Secured term loan _ I 1 _ _ . . . . . I _ I , _ _ _ _ _  

Senior debentures . . , . . ".. . ".. . . , I  I I I .  1 " " .  . , 
Senior extendable notes . . . ".. , " , " " . " . I  " .  . . . . ." 
Senior mortgage notes , . . . . , . . . , , . , , . , . . . , . . . I ,  I 

Senior notes I _ . . . I I . . .  , , , ,  "....."...,.". ._"I... 
Senior secured bonds , , , , , , . . . ." .  . . . I , .  , I I I.. . ." 
Senior secuied notes , , I ".. I 
Senior subordinated extendable notes " .  I ".. . . . . 
Senior subordinated variable-rate notes . . ".. . . . 
Senior subordinated debentures " .  . . . " " I ".. . . . . 

, I  I ".. . . . . . . . . 

37 
6 

130 
3 
8 

1 
26 

7 
2 

15 

1 
5 
2 
3 

I l l  

1 
1 
6 
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10 
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.06 
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.37 
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.06 
4.53 

"06 
"13 
.06 

99.94 

2,45 1.4 
143.2 

14,832.7 
64.7 

241.6 

97.0 
1,171.9 

799.2 
125.9 

2,959.5 

146.5 
73.8 

195.0 
118.2 

6,366.4 

1"4 
55.5 

505.7 
100.0 
10.0 

27,026 4 
491.3 

3,705.1 
180.3 

1,307.0 
842 5 

4,624.2 
16.0 
l5,O 

655.6 

105.0 
2,967.7 

50.0 
5,000.0 

89.1 

114,668.4 

2.14 
"12 

12.94 
.06 
21 

"08 
1.02 
"70 
"1 1 

2.58 

1 3 
.06 
.17 
. I O  

5.55 

'00 
"05 
.44 
"09 
"01 

23.57 
.43 

3.23 
.16 

1.14 
.?.3 

4.03 
.01 
.01 
.57 

.09 
2.59 

.04 
4.36 

.ox 
99.96 

1. Numbers may not sum to 100 because of rounding. 

disagree on whether this development is perma- 
nent or transitory. Some participants assert that 
such issues were bought by investors that did not 
fidly understand the nature of the monitoring and 
renegotiation activities associated with their 
purchases and that these investors will stop buying 
such issues at some fiiture time. Others assert that 
such issues are, in effect, illiquid and were bought 
by mutual fiinds with staffs of credit analysts, 
nialcing the instninients functionally equivalent to 
below-investment-grade private placements. This 
difference of opinion niay not be resolved until 
some of the securities deteriorate in quality and 
must be renegotiated. 

Covenants and Renegotiation 

Covenants can limit a borrowing firm's flexibility 
in financial and strategic policymaking. The 
constraint on flexibility can, however, be relaxed 
through implicit or explicit provisions for contract 
renegotiation, thus increasing borrowers' willing- 
ness to accept tight covenants. For example, if the 
pursuit of a new strategy, such as the acquisition 
of another firni, would violate an existing cove- 
nant, the borrower may request that the debt 
contract be renegotiated. It might, for example, 
request a waiver of the covenant. The lender 
analyzes the effect of the new strategy, and if the 
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lender can establish that it will improve the 
prospects of the firni without increasing the risk 
to the lender, the lender niay agree to waive or 
adjust the covenant. Even if the new strategy 
increases the risk of the loan as it is presently 
structured, the lender niay grant a waiver if the 
borrowing firni agrees to adjust other terns of the 
debt contract. In effect, banks, insurance compa- 
nies, and other lenders to inforniation-problematic 
borrowers offer contracts that limit borrower 
incentives to take risks and still permit flexibility 
through contract renegotiation. They can offer 
flexible contracts because of their ability to 
monitor and analyze borrowers. 

One reason information-problematic firnis 
seldom borrow in the public market is that the 
benefits of covenants are hard to capture there 
because diffiise ownership makes them difficult to 
renegotiate. Knowing that renegotiation with many 
lenders is very costly, public bond issuers are 
willing to include at most a few loose covenants. 
Because many covenants are not feasible in public 
debt, much of the nionitoring technology of 
information-intensive lenders is not usefiil for 
public debt, as public bond buyers may have no 
legal mechanism for controlling excessively risky 
borrower behavior even if they detect it. Thus 
many information-probleniatic firnis are unable to 
borrow in the public market. 

This discussion implies that bank loans, private 
placements, and public bonds will differ not only 
in the number and the tightness of covenants, but 
also in the frequency with which the covenants are 
renegotiated. As noted, the covenants in bank 
loans are often relatively tight, iniplying a high 
frequency of renegotiation because bank borrowers 
start closer to the limits in their covenants. 31 

Those covenants that do appear in publicly 
issued bonds are relatively loose, implying a 
low frequency of covenant renegotiation. Private 
placement covenants and renegotiation rates fall 
between the two extremes but are generally 
closer to those of bank loans. The covenants in 
a private placement are typically violated several 
times during the life of the security, requiring 
several waivers or other renegotiations of ternis 

3 1 I Here we refer to the typical middle-maikct commercial 
bank loan, in which only one bank or a few banks are involved 
in the credit. The large syndicated bank loans, which may 
involve many banks, may be much more like public securities 
with respect to covenant tightness and renegotiation (see 
El-Gazzar and Pastena, 1990) 

(see Zinbarg, 1975, and Kwan and Carleton, 
199.3). 32 

Including extensive, customized covenants is 
possible in private placements and commercial 
loans partly because both are negotiated debt 
instruments. Issuers and lenders can tailor contract 
terns in a way that satisfies the ob,jectives of both 
as much as possible. 33 Publicly issued bonds, 
which are underwritten without any direct negotia- 
tion between the issuer and the investors, are 
seldom customized. 

Collateral 

Some private placements are asset-backed securi- 
ties, such as leveraged leases, collateralized trust 
certificates, and collateralized mortgage obliga- 
tions. Also, a significant fraction of traditional 
private placements of straight and subordinated 
debt, such as first and second mortgage bonds, are 
secured. Approxiniately one-third of the private 
placements in Kwan and Carleton’s sample were 
secured. Similarly, 6 percent of the volume of 
private issues in 1989 was asset-backed, and 
21 percent was otherwise secured, for a total of 
27 percent secured (see table 2). 34 Asset-backed 
securities are more common in the public market, 
whereas collateral is much less conimon in other 
fornis of public debt. In 1989, 24 percent of public 
issuance was asset-backed, and only 4 percent was 
otherwise secured.35 A much larger fraction of 
bank loans is secured. Statistics from the Federal 
Reserve’s Survey of Ternis of Bank Lending and 
the Federal Reserve/Sniall Business Administra- 

32. In the final section of part 1, we a r y e  that the fie- 
quency of renegotiation is not determined simply by the degree 
of covenant tightness The combination of renegotiation and 
covenant tightness niay be related to borrower quality, 

Kwan and Carleton present evidence that roughly half of a 
sample of private placements were modified at least once; most 
modifications occuired while the loans were in good standing. 

33 .  All of the terms, including the rate, prepayment penalty, 
take-down provisions, niahirity, and covenants, are typically 
negotiated in a traditional private placement; however, a niajor 
focus of most negotiations is the nature of the covenants. 

34. The fraction secured rises to 3 1 percent if floating and 
variable rate instruments, “loans,” industrial revenue 01’ 
development bonds, and medium-term notes are omitted from 
the computations. The IDD sample results probably understate 
the percentage of private placements with collateral attached, 
because collateral status must be inferred from listed security 
type. Kwan and Carleton’s finding that about one-third of 
private placements have collateial is probably the best available 
estimate. 

35. Federal National Mortgage Corporation (Fannie Mae) 
and Federal Home Loan Mortgage Corporation (Freddie Mac) 
obligations were not included in the computations yielding 
public market percentages. 
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tion's National Survey of Small Business Finance 
indicate that about two-thirds of conmercial bank 
loans to nonfinancial businesses are secured. j6 

Conventional wisdom suggests that bank loans 
frequently involve collateral because bank borrow- 
ers are relatively risky; collateral is less often used 
in the private placement market because private 
placements tend to be less risky on average than 
bank loans; and collateral is infrequently used in 
the public debt market because of the high quality 
of the average issuer. As we argue in the last 
section of part 1, collateral is usefiil not only for 
controlling observable risks but also for solving 
infomiation problems. Collateral in debt contracts 
helps minimize the incentives of firm owners to 
act in ways that are detriniental to lenders. 
Because these incentives are more acute in 
smaller, more infomiation-problematic firms, 
collateral is widespread in the bank loan market 
but rare in the public bond market. 37 

Summary 

Bank loans typically have floating rates and short- 
to intermediate-terni maturities and are relatively 
small and prepayable at par. They tend to include 
relatively tight financial covenants and thus must 
frequently be renegotiated. 

Private placements typically have fixed rates 
and intermediate- to long-term maturities, are 
moderately large, and include punitive prepayment 
penalties. Many include financial covenants. 
Though these covenants are usually looser than 
those in bank loans, and thus are less easily 
violated, a typical private placement is renegoti- 
ated at some point. A significant number of 
private placements include no financial covenants, 
and thus renegotiation is less frequent for them. 

Publicly issued bonds are typically fixed-rate, 
long-temi, large loans. The presence of prepay- 
nient penalties and other call protection has varied 
over time. They seldom include financial cove- 
nants and are seldoni renegotiated. 

36. A distinction should be made behveen bank ciedit 
facilities extended to large and those extended to small firnis. 
Large firms with access to the corllmercial paper marltet and 
the public bond market obtain their bank credit facilities 
(usually lines of credit backing up their commercial paper) on 
an unsecured basis However, of those borrowers that depend 
on commercial banks for theii funding, the majority borrow on 
a secured basis. These borroweis drive the statistics reflected in 
the Survey of Terms of Bank Lending and the National Survey 
of Small Business Finance. 

37. Theie is also empirical evidence that within the bank 
loan market riskier bonowers are more likely to pledge 
collateral (see Berger and Udell, 1990, 199,3a, and 1993b) 

Individual lenders and borrowers take this 
cross-market pattern of terms as given and choose 
the market(s) with preferable temis. The next 
section explains why borrowers choose the private 
placement market, and section 4 explains why 
lenders do so. 

3. Borrowers in the Private Placement 
Market 

Borrowers in the private placement market gen- 
erally fall into one or more categories (table 3). 
Most are infomiation-problematic firnis or, if they 
are not, their financings are complex enough that 
only information-intensive lenders will be willing 
to buy them. Others have specialized needs that 
are a disincentive to public issuance, such as a 
desire to avoid the disclosure associated with 
registration. Finally, some have issues too small to 
be done cost-effectively in the public niarket.38 

Firms that are not information problematic and 
that want to issue nonproblematic securities in 
large amounts generally borrow in the public 
markets. Those wishing to borrow for short terms 
or at floating rates generally borrow from banks 
(or similar intermediaries, like finance companies) 
or issue commercial paper. Some fimis with a 
preference for long-term and fixed-rate fiinds, 
other things equal, may nevertheless end up 
borrowing for short terms and at floating rates 
from banks. 

In describing US. capital markets, market 
participants often speak of a hierarchy of borrow- 
ers and debt markets based on a concept of 
borrower access. In this hierarchy, nonprobleniatic 
firms with nonproblematic issues can borrow in 
any market; and, for any given financing, they 
choose the market offering the best terms. 
Information-problematic firnis or issues, however, 
effectively have no access to the public markets, 
because public market lenders are not prepared to 
perform the necessary due diligence and nionitor- 
ing. Moderately problematic firms may borrow in 
either the bank or the private placement market, 
whereas very information-problematic firnis must 
use the bank loan market or cannot issue any 
outside debt (that is, they may be able to borrow 
only froni those with ownership interest). 

38. Table 3 is intended as a summary of our chaiacterization 
of private market borrowers; in no way is it intended as a 
complete representation of all borrowers or capital markets 
For example, i t  does not include the decisions of borroweis 
desiring short-term, fixed-rate loans or long-term, floating-rate 
loans 
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3. A taxonomy of market choices of borrowers 

Long-term, Short-term, 
fixed-rate floating-rate 2 

I Type of loan borrower wants 

Information-problematic firm 
Moderately problematic I ".  ".  , , . . I . I ,  , I , . . . . , . , , 1 . . I I 
Very problematic ".".  "..,.I I I " " .  , I ,." I I _" .  . " .  , I I I " .  . , . 

Private placement 
Bank l ~ a n Z * ~  

Firm with specialized needs (e.g., speed) . . . I . "  ,... _ I _ I . . .  

Non-information-problematic firm with 
small nonproblematic issue . . , , I .  ".. , I I 1 ".  . . , I .  I " 

Bank loan 
Bank loan 

Private placement or bank loan2,' 

Private placement or bank loan 2,4 

Bank loan 

Bank loan 

Non-inforination-problematic firm with 
information-problematic issue or transaction . . Private placement Bank loan I 

Non-information-problematic firm with 
large nonproblematic issue . . .". . , . . . . . Public bond Bank loan o r  commercial paper 

1. Though a borrower may prefer a long-term, fixed-rate 
loan, in some cases it may choose or be forced to accept a 
short-term, floating-rate loan. This situation is especially likely 
for very information-problematic borrowers. 

2. "Bank loan" includes any short-to-intermediate-te~i, 
floating-rate loan by any of a number of information-intensive 
intermediaries, such as comrnercial banks or finance 
companies. 

3. Very problematic borrowers niay be forced to choose a 
short-term or floating-rate loan because they lack access to the 

From a broad economic perspective, this 
hierarchy and the differential access of borrowers 
are not exogenous restrictions on borrowers' 
actions but are features of an economic equilib- 
rium that is the outcome of choices by both 
borrowers and lenders. For example, in principle 
infomiation-problematic borrowers could issue 
securities publicly, and pLiblic bond market lenders 
could acquire the expertise needed to perform due 
diligence and loan monitoring. In reality, however, 
the choices of lenders and borrowers have resulted 
in an equilibrium in which information- 
problematic firnis and financings rarely appear in 
the public markets (see section 5 for an analysis of 
the economic forces resulting in this equilibrium). 
In this section, we employ the concepts of access 
and of a hierarchy of borrowers because they are 
practical and siniplify exposition when the focus is 
on borrowers alone, taking lenders and the broad 
market structure as given. We emphasize, 
however, that the current pattern of access is not 
set in stone but could change if the economic 
fundamentals changed. 

The set of fimis with access to the private 
market but not to the public market is not the 
same as the set of private niarket borrowers. Some 
private issues are by companies that have access 

private placeinent market, even though in principle they may 
prefer a long-tam, fixed-rate financing. Firms with very 
specialized needs may find even the private placeinent market 
unable to meet those needs and may turn to the bank loan 
market 

$10 million) niay choose a bank loan instead of a private 
placement to avoid fixed costs of issuance associated with the 
placement 

4. Firms wishing to borrow small amounts (less than around 

to the public market but choose the private market 
for special reasons. Similarly, by asserting that 
very infomiation-problematic firnis typically must 
borrow from banks, we do not niean to imply that 
all bank borrowers are problematic. In fact, banks 
serve a wide variety of borrowers. 

In the remainder of this section, we explain the 
taxonomy in table 3 in more detail and then 
present supporting empirical evidence. The 
evidence suggests that, as a group, firnis with 
access only to the bank loan and private placenient 
markets differ in several respects from those that 
have access to the public bond market. Most 
notably, the average borrower in the former group 
is significantly smaller than the average issuer in 
the public bond market. Smaller-sized issuers are 
often more information problematic and thus must 
borrow in an infomation-intensive market. 
Similarly, firms with access only to the bank loan 
niarket are significantly smaller and more informa- 
tion problematic than those having access to the 
private placenient market. Another difference is 
that the private placements of companies issuing 
in both the public and the private markets tend to 
be considerably larger and more complex than 
private placements issued by companies that 
bonow only in the private market. 
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Our principal explanation for these facts 
involves econoniic theories centered on asymmet- 
ric information, but at least two other explanations 
are possible. One is that small firms tend to issue 
in small amounts and differential fixed costs of 
issuance make the net cost of obtaining fiinds for 
relatively sniall issues lower in the private market. 
Another possibility is that smaller firms tend to 
have higher observable risk (defined in part 1 ,  
section 1) and different classes of lending instihi- 
tion may have different incentives to take risks. 
Mispriced deposit insurance niay give banks the 
largest incentives to take risks, whereas the 
absence of any guarantees niay give public bond 
buyers the smallest. State guaranty associations for 
life insurance companies, which offer policyhold- 
ers some protection if their insurer fails, provide 
intermediate incentives. 39 

The three explanations of market choice are not 
necessarily mutually exclusive. The evidence 
offers most support for the explanation centered on 
differences in information problems across firms, 
some support for differential fixed costs of 
issuance as a decisive factor in some cases, and 
little support for the explanation centered on 
differences in observable risk across firms. The 
two most important weaknesses of the third 
explanation are that contract ternis (especially 
covenants) are systematically different in the 
public and private markets for fimx with the same 
bond rating and that enlarging the set of lending 
instihitions under consideration reveals inconsis- 
tencies. 40 Finance companies, for example, enjoy 
no guarantees siniilar to deposit insurance and yet 
reportedly lend mainly to high-risk borrowers. All 
of the evidence is consistent with the view that the 
private market nornially receives issues that 
require lender due diligence or loan monitoring. 
Our characterization of and explanation for the 
hierarchy thus focuses on differences in informa- 
tion problems. 

Issuers in the Private Placement Market 

Most private placements carry fixed interest rates 
and are of intermediate- to long-term niahirity. 
Because firms generally find short-term and 

39. The cross-guarantee arrangements differ by state. See 
Brewer, Mondschean, and Strahan (1 991) for more details. 

40. If bond ratings are a measore of absel-vable risk and 
observable iisk is the key factor in market access, the contract 
terms foi debt with the same bond rating should be similar 
across markets. 

4. Distribution of private issuers, by type of 
industry, 1989 I 

Percent 

I Distribution 

By volun~e of By number of 
Industry type issuance issues 

1, Numbers may not sum to 100 because of rounding 
SOURCE tDD Information Serlrices 

floating-rate loans no harder to obtain than 
long-terni, fixed-rate loans (for reasons described 
in section S), we infer that private issuers prefer a 
fixed rate and a long tem1.41 In this study, we do 
not analyze firms' reasons for seeking long-temi, 
fixed-rate debt financing. Commonly cited motiva- 
tions include a desire to reduce the uncertainty 
associated with interest rate fluchiations or with 
funding long-term investments with short-term 
loans. 

Broad Indzistiy Types of Issiiers 

Most issuers of private placements are nonfinan- 
cial businesses or financial instihitions (table 4). 
In 1989, businesses accounted for 61 percent of 
the total volume of private placements and 
financial instihitions for 30 percent. State and local 
governments were responsible for only thirty-one 
issues in 1989, and only four were for more than 
$2.5 million. 

li~oi-niatior~-.r)roblematic Firms 

Borrowers that are information probleniatic have 
access to the bank loan market for working capital 
and intermediate-ten loans, but nornially they 

41 Bank borrowers, however, may not necessarily prefer a 
short term and a floating rate Quite information-problematic 
boirowers may prefer a private placement to a bank loan at 
terins apparently generally available in the hvo markets, but 
they may be able to issue privately only on teniis much worse 
than average because control of moral hazard risks becomes 
more diflicult the longer the tern1 of the loan Effectively, such 
finns lack access to the private market and, in spite of their 
pieference foi long ternis and fixed rates, must bonow in the 
bank loan market 
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cannot obtain longer-term financing in the public 
bond market, as buyers of publicly offered bonds 
generally do not devote staff and other resources 
to the credit analysis required for investment in 
these companies. Investors in private placements, 
however, have developed the necessary capacity 
for initial due diligence and loan monitoring and 
have achieved economies of scale enabling theni 
to offer favorable borrowing terms to infomiation- 
problematic fimis. 

The infomiation problenis that borrowers pose 
for lenders span a spectrum. A firm’s position on 
this spectrum tends to be correlated with both its 
size and its observable credit risk. Information 
problems posed for lenders tend to increase as 
borrower size decreases partly because smaller 
firms enter into fewer externally visible contracts 
with employees, customers, and suppliers. Larger 
firms enter into more contracts and larger dollar 
volumes of contracts. The terms of these contracts, 
and the large fimis’ performance under theni, are 
generally observable at relatively low cost; for 
example, they are often reported in the financial 
press. Facts about contract performance reveal 
information about a firm’s likely fiiture perfor- 
mance, and when such facts are widely available, 
a firm will find building a reputation for good 
performance easier. In general, the larger the costs 
to a firm of losing its good reputation, the smaller 
the agency problenis that must be managed by its 
lenders.4’ 

Size may also be related to information prob- 
lems because size is correlated with age. Younger 
firms, which tend to be smaller, generally have not 
yet had time to acquire a reputation.43 Similarly, 
observable credit risk may be positively correlated 
with information problenis because risk is corre- 
lated with age.44 Younger fimis tend to be riskier 

42. Shocltley and Tliakor (I 993) provide evidence on the 
relatioii behveen firi i i  size and information pioblems. They 
examined the announceiiient effects of bank loan coniiiiitinents 
obtained by publicly traded firms and found that positive 
abnormal rehirns were higher for smaller finiis. They interpret 
this result as evidence that the value of information produced 
by tlie bank decreased as borrower size increased, implying 
that smaller firms are more information problematic. 

and tlie size of borrowing firms niay exist Recent reseaich in 
finance implies that, because they tend to have diffusely held 
stock, larger firins are controlled niore by their managers than 
by their shareholders. Because iiianageis’ human capital tends 
to be undiversified, they tend to adopt strategies that ale 
less risky than would maximize shareholder wealth Such a 
tendency offers sonie protection to bondholders as well. 

44. Berger and Udell (1993b) found empirical evidence 
associating fimi age and risk. In particular, they found that the 
risk preiiiiuni on coiiiinercial loans is negatively associated 
with fimi age 

43. Other reasons for a relation between risk-taking behavior 

because they may not yet have achieved organiza- 
tional stability and the marketability of their 
product lines may not be well established. Risk 
may also be associated with infomiation problenis 
because the incentive to engage in behavior that 
expropriates wealth from lenders is more acute in 
observably riskier firms.45 

sized fimis and can be described as only moder- 
ately problematic. Very problematic, typically 
sniall borrowers usually laclc access to the private 
market, where lenders’ capacity for due diligence 
and especially for monitoring is often not as high 
as that of banks and some other lenders. Such 
borrowers may also be able to obtain better terms 
in the bank market. A banlc loan generally con- 
tains more restrictive covenants than a private 
placement, has a considerably shorter maturity, 
and involves more monitoring by the bank. 
Consequently, smaller companies borrowing from 
banks are, in effect, issuing a safer security than 
they would have issued in the private placement 
market and can thus obtain a lower rate.46 The 
shorter maturities, tighter covenants, and floating 
rates may make bank loans less-than-perfect 
substitutes for private placements for such conipa- 
nies, but such terms niay be preferable to no loan 
at all or to a loan with a very high interest rate. 

Extremely problematic borrowers, such as 
start-up or very small fimis, may be unable to 
issue outside debt, especially straight debt, and 
may be forced to rely on equity financing. Sources 
of long-term fiinding for such companies include 
equity funds, mezzanine debt fiinds, and venture 
capital fiinds. These sources are particularly 
attractive to firms that are unable to provide 
collateral for an intermediate-ten bank loan. 
Equity and mezzanine debt fiinds typically extend 
financing through a conibination of subordinated 
debt and equity. The principal difference between 
the two is that equity funds usually require a 
larger equity interest-often in excess of 
20-25 percent. Venture capital fiinds typically 
invest in developing companies and require an 

Most issuers of private placements are niedium- 

45. See Boot, Thakor, and Udell (1991) for a model in 
which the acuteness of moral hazard is positively related to the 
level of observable firm risk. 

46. In a world of perfect infoinlation, borrowers would be 
indifferent between a safer bank loan with shorter maturity and 
strict covenants and a riskier private placement with longei 
niatuiity, looser covenants, and a higher rate. However, tlie 
point of indifference may not be obtainable when boiroweis 
have better infomiation about their credit quality than lenders. 
In this circumstance, smaller boiTowers may prefer tlie more 
monitoring-intensive credit offered by commercial banks to 
ciedit froiii insurance companies (see section 5). 
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equity interest. Again, these alternative sources, 
like bank loans, are not perfect substitutes for 
standard private placements, as they require the 
borrower to give up an equity interest in the fimi. 
For niany smaller, owner-managed fimis, this may 
be a drawback.47 However, equity fiinds may be 
the only source of financing for those firnis too 
small or too risky even for the bank loan market. 

Firms with Ii2fou7iiatioii-probleinatic Financings 

Large, non-infomiatioii-problematic finns with 
complex financing requirements have often used 
the private placement market. Such companies 
tend to issue straight debt in the public bond 
marlcet but turn to the private placement niarket 
for complex transactions that public market 
investors are not well prepared to evaluate. Private 
placement investors have developed the special- 
ized slcills for analyzing the credit risk of these 
transactions and can command loan spreads 
sufficient to provide a satisfactory return on their 
services. Examples of such transactions are project 
financings, capitalized equipment leases, joint 
ventures, and new types of asset-backed securities. 
The private placement market often serves as a 
testing ground for new types of securities, which 
may eventually niove to the public niarket as 
investors become more familiar with their struc- 
ture and the methods for analyzing their credit 
risk. One frequently cited example is asset-backed 
securities, which reportedly originated in the 
private market but are now issued in the public 
niarket as well. 

Firms with Specialized Needs 

Another category of fimis using the private 
placement market consists of borrowers that could 
issue in the public bond market-and in some 
instances have done so-but turn to the private 
market for reasons unrelated to the complexity of 
their financings. Included in this group are 
privately held U.S. companies and foreign conipa- 
iiies that wish to preserve their privacy. Foreign 
issuers in the IJS. private placenient niarket also 
avoid the confomiance to US. generally accepted 
accounting principles that would be required if 
they issued in the public debt market. Corpora- 
tions contemplating acquisitions or takeovers also 

47 Another soiirce of funding for smaller firms is an initial 
public offering (IPO). Again, this type of funding means giving 
up some ownership of the film. 

have often relied upon the private placement 
market to protect the confidentiality of their 
transactions and thus decrease the likelihood of 
competing offers. 

Many large companies have used the private 
placement market to raise funds when time is a 
factor. For example, when in 1989 the Congress 
significantly curtailed the tax advantages of issuing 
debt for Employee Stock Ownership Plans 
(ESOPs), many large firms sold large ESOP- 
related issues just before the new tax laws became 
effective ( Jdy  of that year). More than $7 billion 
of ESOP notes were issued in the private market 
in June 1989. More generally, corporations have 
relied upon the private market when fiinds were 
needed before a time-consuming public registra- 
tion could be conipleted.48 Often these transactions 
are to finance acquisitions, and in many instances 
the issues are sold with registration rights, which 
places in interest rate penalty on the issuer if the 
securities are not registered publicly within a 
specified period of time.49 

Another special circumstance leading fimis to 
use the private market involves financings requir- 
ing nonstandard or customized features, such as 
delayed disbursements or staggered takedowns. 
In general, selling securities with such specialized 
terms in the public market is not possible, but 
investors in private placenients often have the 
flexibility to acconirnodate issuers’ preferences. 

programs may also be considered a group that 
issues in the private market for reasons related 
mainly to regulatory and practical restrictions in 
the public markets. Medium-terni iiotes have made 
up an increasing share of total private placenient 
issuance over the past four years. In 1991, for 
example, niediuni-terni note issuance totaled 
$6.2 billion, representing 8.3 percent of total 
private bond issuance. However, this amount was 
small relative to public medium-term note issuance 
in 1991, which totaled $73.5 billion. Most firms 
that have private, medium-terni note programs are 
either private or foreign finiis that issue no public 
securities or public firnis that issue privately while 
waiting to establish a public program. 

Firms with privately placed, medium-term note 

48. To a large degree, shelf registiation, which has been 
possible since 1982, has eliminated this motivation to issue 
privately. For securities not sold under a shelf registration, 
however, the time to bring the offeiing to market is consider- 
ably longer than that for a piivate placement. 

public market lendeis lather than to pi.ivate market lenders. 
49. For this reason, these securities are often sold to typical 
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Issue Size, Fixed Costs of Issuance, 
and Choice of Market 

Besides infomiation problems and regulatory 
requirements, fixed costs of issuance can affect a 
borrower’s choice of niarket.50 As noted in part 1, 
section 2, most private placements are for aniounts 
between $10 million and $100 million. Focusing 
first on the tradeoff that can be decisive for issues 
around $100 million in size, issuance expenses are 
generally lower for private than for public securi- 
ties, primarily because they are not registered with 
the SEC and because they are not are underwrit- 
ten. Public issuers incur both registration and 
underwriting expenses. For large issues that are 
not infomiation problematic, however, the higher 
fixed costs of a public offering are often offset by 
the availability of lower interest rates, which 
reflect the greater liquidity of public bonds and the 
smaller costs of credit analysis that public lenders 
bear. Consequently, a company that could issue in 
either market would find, all else being equal, that 
the choice hinged upon the size of the offering. 
For issues smaller than some size cutoff, lower 
issuance costs make the private market less 
expensive; for larger issues, lower yields make the 
public market less expensive. Currently, market 
participants place the brealc-even point for the two 
markets between $75 million and $100 million.51 

At the other end of the spectrum, private 
placements below $10 million are relatively 
uncommon for three reasons. First, private 
placements involve some fixed costs of issuance, 
which can make total costs of small private issues 
high. Also, most buyers of private placements 
would demand high interest rates on small issues 
to cover their fixed costs of due diligence and loan 
monitoring. Finally, prospective issuers of small 
amounts tend to be smaller than the average pri- 
vate market borrower. Such issuers may be too 

50. Fixed costs of issuance include fees paid to an agent or 
underwriter, legal and piinting costs, and costs of iegistration 
(if any), Private issuers often hire agents to assist them with 
placements and inust pay the agents’ fees, but such fees are 
typically smaller than fees for a comparable underwritten 
public issue. 

51. A thorough examination of economies of scale in the 
private placement maiket lias not yet appeared. Blacltwell and 
Kidwell (1988) found no evidence of economies of scale in the 
private market, but their study had several limitations (see 
appendix H). They also found no evidence of economies of 
scale in the public market. This finding stands in shaip contrast 
to research by Kessel ( I  97 I), Ederingtan (1  975), and Bhagat 
and Frost (1986) and to conventional wisdom in the investment 
banking community. For a comprehensive list of studies on the 
patterns of underwriting fees, see Pugel and White (1985) 

information problematic for private market 
lenders, whose monitoring capacity is not so high 
as that of banks and some other lenders. Conse- 
quently, as noted above, small companies tend to 
rely on other sources of funds, one being the bank 
loan niarlcet. As in the private placement market, 
fees can cause the effective interest rates on bank 
loans to vary inversely with loan size; nonetheless, 
for most small borrowers, bank loans are prefera- 
ble to private placenients. 52 

Because mainly small and medium-sized 
companies are inforniatioii problematic and 
because such companies typically borrow small or 
moderate amounts, differential fixed costs of 
issuance as well as the need for an infomiation- 
intensive lender lead such companies to borrow in 
the private placement or bank loan markets rather 
than the public market. The most important factor 
in determining the niarlcet in which a firm issues, 
however, seems to be the extent of the infomiation 
problems the fimi poses for lenders. 

Other Factors Iilflzrencing Market Choice 

Apart from gaining access to credit markets 
through financial intermediaries, information- 
problematic fimis often gain other advantages 
from issuing private placements. Borrowers have 
the opportunity to establish relationships with 
lenders, the temis of the securities can be tailored 
to some degree to suit the borrowers’ needs, the 
advancement of fiinds can be staggered or 
delayed, and confidentiality concerning the 
borrowers’ financial condition and business 
operations can be maintained. Restrictive 

52. There is empirical evidence that such economies of scale 
in loan size exist in the commercial bank loan market. Berger 
and Udell (1990) suggest that the difference in pricing attribut- 
able to loan size between a $100,000 and a $1,000,000 com- 
mercial loan is 190 basis points. However, this result should be 
viewed as an upper limit because loan size in their model may 
be a proxy for risk not controlled for by other variables. In a 
subsequent study, Berger and Udell (1993b) found no evidence 
that size was a statistically significant predictor of loan prices 
when firm characteristics and contract teniis were controlled 
for. However, the data set for that study was small and limited 
to finiis with fewer than 500 employees that had relatively 
small loans. Several interpretations can be offered to reconcile 
these apparently conflicting results. Because the sample in 
Berger and Udell (1  993b) was truncated, there may not have 
been enough variation to yield significance Alternatively, 
economies of scale in loan size may be driven principally by 
laige loans that were excluded from that study Specific studies 
on the production function shed further light on the issue. 
Udell (1989) examined the loan review component of commer- 
cial bank loan department operations and found evidence of 
significant economies of scale in loan size. 
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covenants, however, impose costly restrictions on 
borrowers and thus are seen as a disadvantage. In 
addition, prepayment penalties eliminate borrow- 
ers’ opportunity to refinance the bonds at a cost 
saving, regardless of the level of interest rates. 
Nevertheless, medium-sized or hard-to-understand 
borrowers in search of long-ten, fixed-rate funds 
are often willing to trade off the risk control 
features of private bonds against their perceived 
benefits. 

Evidence .fioin Stock Prices 

Previous studies of the reaction of stock prices to 
announcements that firms had placed bonds 
privately support the hypothesis that the private 
placement market is infomiation intensive. In one 
study, Szewczyk and Varma (1991) hypothesize 
that, if a company is inforniation problematic, 
its stock price should rise in response to the 
announcement of a private placement. Stock 
investors might view the private placement as a 
signal that the firm is more creditworthy inasniuch 
as institutions with access to private information 
are willing to invest in the fimi. If stock investors 
view the successful placement of private debt as a 
signal that the firm is engaging in value-enhancing 
projects, they are likely to bid up the price of the 
firm’s stock. In addition, stock investors niay 
realize that the private placement probably results 
in the nionitoring of the firm’s management by 
additional lenders. 

For a sample of public utility conipanies issuing 
private placements between 1963 and 1986, 
Szewczyk and Varma found that their stock prices, 
on average, significantly exceeded the predicted 
change after the announcement of a private 
placement. Moreover, the greatest positive 
response was shown by utilities that had not 
issued debt publicly, that is, those for which the 
least amount of public infomiation would have 
been available. As a check on the results, 
Szewczyk and Varma also examined stock prices 
of utilities that had not placed debt privately. 
In response to the utilities’ announcements of 
public debt offerings, the changes in their stock 
prices fell short, on average, of predicted changes. 

Research by Bailey and Mullinearix (1989) and 
Vora ( 1  99 1 )  also supports a conclusion that private 
placement issuers tend to be inforniation probleni- 
atic. In contrast, James (1987) and Banning and 
James (1989) find a negative stock price response, 
but it conies for private placements used to pay 
down bank loans. In such situations, the number 

of lenders monitoring management may not 
increase, and the intensity of monitoring might 
decrease. Taken as a whole, the results support a 
conclusion that private issuers are infomiation 
problematic, but not as problematic on average as 
bank borrowers. 

Differences among Firms Issuing in the 
Public, Private, and Bank Loan Markets 

To summarize the preceding discussion, borrow- 
ers’ access to debt markets is apparently closely 
related to firm size, with size mainly a proxy for 
the degree of infomiation problems that borrowers 
pose for lenders. Broadly spealcing, very 
information-problematic companies without 
collateral may be unable to borrow even from an 
information-intensive lender. 53 Such companies, 
which are typically small, may be forced to rely 
on venture capital or on other forms of equity 
finance. Small firms that are less information 
problematic or those that can provide collateral are 
confined largely to the bank and finance company 
loan markets for debt financing. Even less prob- 
lematic firms, which are typically medium-sized, 
also have access to the private placement market. 
Large corporations can borrow in any of these 
markets and in the public bond market. Besides 
size of the firm, other characteristics, especially 
those related to the nature and size of the financ- 
ing, are important in determining a fimi’s choice 
of credit market. 

Empirical evidence supports these assertions. 
We analyzed the characteristics of firms classified 
according to a hierarchy of access to the public, 
private, and bank loan markets and found a pattern 
of firm sizes and other characteristics consistent 
with the explanation of borrowers’ choice of 
niarlcet that focuses on the different information 
problems posed by different firms. However, 
borrower size is also correlated with issue size and 
with observable borrower risk, so the observed 
difference in sizes of firms with different levels of 
access is also potentially consistent with explana- 
tions based on issuance costs or risk. To evaluate 
the relative importance of the three explanations, 
we looked at several other firm characteristics that 
are plausibly correlated either with the degree of 
information problems or with observable risk. 

53. The taking of collateral can be viewed as another 
mechanism (like covenants) that lenders use to control risks 
associated with infomation problems 
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We employed an indirect approach in identify- 
ing the access of actual fimis to the three markets, 
since access is not directly observable. We 
combined information on corporations in COM- 
PUSTAT with data on private placements from the 
IDD database.54 Corporations in COMPIJSTAT 
with a long-temi credit rating are assumed to have 
access to the public bond market, inasmuch as 
they must have issued corporate bonds at some 
time to have received a bond rating; those without 
a rating are assumed to lack access to the public 
niarket.55 In 1989, 1,149 corporations in COM- 
PUSTAT had ratings and thus constitute the public 
market group, that is, those corporations with the 
ability to raise funds in public debt markets.56 To 
fomi a group of firms with access to the private 
placement market but not to the public market, 
companies listed in the IDD private placement 
database as issuing in 1989 were matched with 
those in COMPUSTAT that had no credit rating. 
The cross-matching of the two databases yielded a 
total of 113 such companies, which make up what 
is called the private market group. Those firms in 
COMPUSTAT that in 1989 had neither a credit 
rating nor outstanding long-temi debt but that did 
have some short-temi debt outstanding were 
assumed to be constrained to bonow only from 
banks (or other, bank-like intemiediaries such as 
finance companies); this collection of firms is 
called the bank group and contains 472 nienibers. 
Finally, those fimis in COMPUSTAT that had 
neither a credit rating nor any outstanding debt 
(short or long temi, except for trade debt) in 1989 
were assumed to be shut out of all three debt 
markets. This collection of fimis is called the 
equity group and consists of 613 firms. 

This method of classifying fimis is far from 
perfect for various reasons. First, and perhaps 
most important, implicit in the definition of each 
group is an assumption that a company cannot tap 
a particular debt market if it has not actually done 

54. COMPUSTAT provides no information on the types of 
long-term debt on balance sheets. For infomiation on tlie IDD 
database, see appendix G. 

(S&P). Virtually all investment-grade fimis and aliiiost all 
below-investment-glade firnis with public debt outstanding 
have a rating from S&P. Further, in 1989 S&P rarely provided 
a debt rating for a firm with some private or bank loan debt 
but no public debt outstanding. 

56. The year 1989 was chosen to avoid distortions caused 
by the credit crunch in the private placement iiiarlcet in 
1990-92, which is described in part 3 ,  section I .  Also, since 
1989, S&P has rated an increasing number of private place- 
ments, so our method of identifying public market gioup fiiins 
would be less reliable for those years. 

55. In COMPUSTAT, tlie ratings are by Standaid and Poor’s 

so. This assumption is clearly not correct in all 
cases. For example, several firms classified in the 
bank group probably could have issued in the 
private or public bond markets on standard terms 
but simply chose not to do so. Fimis that issued 
private placements before 1989 but not in 1989 
are less likely to fall in the bank group because 
such firms probably still showed long-term debt on 
their balance sheets in 1989. Second, according to 
the bank group definition, the presence of short- 
term debt on the balance sheet indicates the firm’s 
ability to tap the bank loan market. However, 
COMPUSTAT’s definition of short-term debt 
includes loans from various lenders: loans payable 
to stockholders, officers of the company, parents, 
subsidiaries, and brokerage companies as well as 
loans payable to banks, finance companies, and 
other intermediaries. Our aim is to include in the 
bank group all firms that have access to banlcs or 
bank-like intemiediaries, but several firms without 
such access were probably niisclassified (they 
should be in the equity group) because they had 
loans outstanding from stockholders or other 
non-intermediary sources. Third, many equity 
group firms niay have had bank lines of credit that 
were simply unused at the end of their 1989 fiscal 
years.57 Fourth, the presence of a credit rating in 
COMPUSTAT implies only that a firm once had 
access to the public bond market, not that it had 
access in 1989. 

also undoubtedly biased selections of firms 
because only those fimis that appear on the 
COMPUSTAT tapes have been selected. 
COMP‘LJSTAT’s bias toward large firms nieans 
that the fimis in these three groups are likely 
larger on average than corresponding groups of 
firms for the econoniy as a whole. Other charac- 
teristics may show some bias as well. However, 
the bias probably makes observed differences 
across groups less dramatic. Consequently, any 
differences found in the analysis are unlilcely to be 
the result of this sampling bias. 

Finally, the criteria used to define the four 
groups focus on the characteristics of the fimi, not 
on the characteristics of the debt issue. As men- 
tioned earlier, some firnis that could readily issue 
straight debt in the public market may be con- 
strained to the private market for more compli- 
cated issues such as some leases or project 

The private market, bank, and equity groups are 

57. Many sinaller fimis reportedly choose a date for the end 
of theii fiscal year that is at a point in their annual cycle at 
which debt is at a minimum in an attempt to window-diess 
their year-end balance sheets 
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financings. We address this issue later in this 
section. 

we believe our method of classifying firms is 
on the whole roughly accurate and that the 
distinctions that are revealed are economically 
meaningful. 

The firm characteristics examined include the 
size of the fimi, measured by total assets, sales, 
and market value of equity. We also looked at the 
three-year growth rate of sales, rehirn on assets, 
(measured by operating income before deprecia- 
tion divided by total assets), research and develop- 
ment (R&D) expenditures as a percentage of sales, 
the fixed-asset ratio, the ratio of total debt to 
assets, and the interest coverage ratio. 

by total assets, total sales, or market value of 
equity, are pronounced (table 5 ) .  Firms in the 
public market group are much larger than firms in 
the private market group, which in him are very 
much larger than fimis in the bank or equity 
groups. For example, mean assets of companies in 
the public market group are $6.3 billion, consider- 
ably larger than the mean of $3.4 billion for fimis 
in the private market group. The means for the 
bank and equity groups are even smaller at 
$40 million. These differences in means are all 
statistically significant at the 1 percent level. The 
medians have a similar relationship among the 
three groups.58 

Table 5 presents statistics for three other 
variables that are plausibly correlated with the 
degree of information problems posed by firms: 
the ratio of R&D expendihires to sales, the 
fixed-asset ratio, and a three-year average growth 
rate for sales. Many economists have used R&D 
expendihires as a proxy for the potential severity 
of agency problems between shareholders and 
debtholders. 59 The risk implicit in research and 
development cannot be easily monitored by 
outsiders, including debtholders, as a fimi with 
large R&D expendihires has wide scope for 
discretionary behavior. For example, such a firm 
may require intensive monitoring by debtholders 
to ensure that it is working on a mundane research 
project with a moderate but fairly sure payoff 
rather than a longshot with a high payoff. Inten- 
sive monitoring may be required to ensure that the 
firm is not underinvesting in projects with positive 

Despite these classification problems and biases, 

Differences in firm size across groups, measured 

58. Eastenvood and Kadapakltam (1991) also find that 
industrial fims using the private market are smaller than those 
using the public market 

S9. See Prowse (1990) and references therein 

net present values (Myers, 1977). R&D-intensive 
companies, being inherently more information 
problematic than other firms, may therefore find 
banks more receptive to providing financing 
because banks can monitor more intensively than 
lenders in the public markets. The evidence 
provided by this variable on the intensity of 
monitoring in the private placement market 
generally confomis with our hypothesis about 
differences in the degree of information problems 
across the four groups. Mean R&D intensity is 
higher in the private placement market than in the 
public market, although the medians are about the 
same. The significantly higher R&D intensity for 
the bank and equity groups than that for the 
private market group indicates that issuers in the 
fomier groups tend to require significantly more 
monitoring by lenders than do issuers of private 
placements. 

suggested by the fixed-asset ratios. Firms with a 
large percentage of fixed assets may have fewer 
information problems than other fimis for two 
reasons. First, they may be able to offer some of 
their fixed plant and equipment as collateral to 
potential creditors. Second, monitoring the sale of 
fixed assets or their transformation from one use 
to another may be easier than it is for more liquid 
assets. The more of a firm’s assets that are fixed, 
therefore, the smaller may be the scope for 
shareholders to engage in wealth-transferring 
investment projects 

As one moves from the public to the private to 
the bank and finally to the equity group, the 
decline in fixed-asset ratios iniplies that informa- 
tion problenis increase. The higher fixed-asset 
ratio for the bank group compared with that for 
the equity group suggests that a sniall firm’s 
ability to provide fixed assets as collateral may be 
a factor in its ability to obtain bank loans. 

Sales growth rates may also be correlated with 
infomiation problems in that high growth may be 
a sign of entry into new lines of business or of 
being in lines of business that are in rapidly 
developing markets. Both situations offer more 
scope for agency problems to surface during the 
life of a debt contract. The evidence froni this 
variable, however, is weaker than that from R&D 
intensity and the fixed-asset ratio: The mean is 
significantly smaller for firms in the public group 
than for those in the private group, a finding 
consistent with private issuers requiring more 
monitoring; the median is smaller as well. Values 
for the private group do not differ significantly 
from those for the bank and equity groups, 

A similar hierarchy of infomiation problems is 
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5 .  Mean characteristics of firnis with access to the public, private, bank loan, and equity markets’ 

Variable 

Total assets ................................... 

Total sales .................................. 

Market value of equity ....................... 

Three-year average sales growth ............ 

Ratio of R&D expenditures to sales .......... 

Fixed-asset ratio ............................. 

Rehirn on assets .............................. 

Ratio of total debt to assets .................. 

Interest coverage ratio ......................... 

MEMO: 
Number of firms in group ..................... 

Group of firms 

Public Private Bank Equity only 
(1) 

Percent 

19.3 
(5.0) 

Ratio 

.03 
(“01) 

“072 
(“009) 

.08 
(.OX) 

.06 2 -.I7 -.04 
(.07) (-“05) (-.Ol) 

40 40 ’ 74 ’ 0 
30) ( 40) (. 15) (0) 

3.50’ 2.70’ 1.30’ 40.40 
(2.10) (1.80) (-.02) (15 10) 

1,149 113 472 613 

I .  Numbers in parentheses are medians. Public firms are 
those with access to the public, piivate, and bank debt markets. 
Private firms are those with access to the private and bank debt 
markets Bank fimis are those with access to the bank loan 
market only. Equity firms are those with no access to the bank 
loan, private placement, or public bond niailtets. 

however, and the medians display an uneven 
pattern. 

On the whole, the results for the three variables 
conform with our hypothesis about the differing 
degree of information problenis posed by the four 
groups of firnis. They also accord with the 
remarks of market participants, who asserted that 
buyers of private placements, especially the larger 
life iiisiirarice conipanies, engage in organized and 
active monitoring, although their monitoring 
progranis are typically not so intensive as those of 
banks. 

Average return on assets and two measures of 
leverage, total-debt-to-asset ratios and interest- 

2 Mean of group is significantly different from mean of 

3.  Mean of group is significantly different from mean of 
group in column to the right at the 1 percent level. 

group in column to the right at the 5 percent level. 

coverage ratios, are indicators of observable credit 
risk. As noted in part 1, section 1, information 
problems and observable credit risk are separate 
concepts, and in principle there is no reason that 
the pattern of credit risk should be different in 
information-intensive and non-information- 
intensive markets. In practice, however, both are 
related to borrower size. 

Caution should be used in inteipeting the 
differences between the bank and equity groups 
and the other groups in the measures of leverage, 
as firms in the former groups either had no 
long-term debt outstanding or no debt at all on 
their balance sheets (according to COMPUSTAT 
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and ignoring trade debt). Thus, zeros will appear 
in either the numerator or the denoniinator of the 
ratios for many equity group firms, making the 
ratios poor measures of the riskiness of these firms 
and influencing the mean and median values for 
the groups. 

A coniparison of ratios for the public and 
private placement groups indicates that differences 
in credit risk niay not be as great as differences in 
information problems. Both the niean and median 
debt-to-asset ratios and the return on assets are 
siniilar for the two groups. Median interest- 
coverage ratios are also similar, but the niean 
interest-coverage ratio is significantly higher for 
the public group. The iniplication is that private 
placements issuers niay be somewhat riskier as a 
class, but not a great deal riskier, than public bond 
issuers. Comparing ratios for the private placement 
and bank groups, the nieans of the three ratios 
differ significantly; the medians also differ as 
predicted except for the debt-to-asset ratio. It 
appears that members of the bank group pose 
larger observable credit risks for lenders. Go 

remarks of marlcet participants, who often 
described private issuers as “solid companies” 
that have taken a niajor step in “graduating” from 
having access only to the bank loan market but 
that are typically “not quite ready” to issue in the 
public bond market. Some investors also indicated 
that their historical experience of loss on private 
placements and public bonds was virtually 
identical within credit-rating categories. The 
statistics presented here and the reniarlcs of 
participants offer little support for a hypothesis 
that low observable credit risk is the primary 
requirement for a borrower to have access to the 
public market, instead of only the private place- 
nient and bank loan markets. The existence of the 
public junk bond market and the fact that contract 
ternis, especially covenants, and lender due 
diligence and monitoring activities differ across 
the public and private niarlcets for borrowers with 
the same bond ratings also imply that infomiation 
problems are a more important deterniinant of 
market access than observable credit risk. 

representative of borrowers’ access to debt 
markets, then their characteristics are broadly 

On the whole, these results accord well with the 

In sum, if the groups of firms analyzed here are 

60. The niedian debt-lo-asset ratio may be lower for tlie 
bank groop because firnrs with access only to banks niay rely 
more on trade credit than do public or private placement group 
firnis and trade debt is not included in COMPUSTAT’s debt 
measures. 

consistent with our explanation of the factors 
influencing borrowers’ choice of debt market. 
Corporations able to borrow in the public markets 
tend to be large and to pose relatively few 
information problems for lenders; thus they can 
borrow from a wide variety of lenders. Companies 
issuing in the private but not the public market are 
smaller and appear to be more information 
problematic; however, they apparently do not 
represent substantially greater observable credit 
risks. Such conipanies must be served by 
information-intensive lenders. The conipanies 
confined to the bank loan market or to equity 
markets are niuch smaller, are more information 
problematic, and pose larger pure credit risks. 
Consequently, they require the greatest degree of 
due diligence and loan monitoring by lenders, or 
they are unable to issue debt at all. The infornia- 
tion problenis associated with smaller and 
medium-sized firnis and their increased need for 
information-intensive lenders appear to be the 
major reasons for the size pattern observed among 
the three groups and for the differential access of 
firms to credit markets. 

Companies Issuing in Both the Public 
and the Private Markets 

As mentioned earlier, some firms that corild 
readily issue straight debt in the public market 
may be constrained to the private marlcet for more 
complicated issues, such as leases or project 
financings. To obtain evidence regarding this 
hypothesis, we examined differences in private 
issues between our private riiarket group and a 
fifth group of firnis that issue in the private market 
even though they have previously tapped the 
public market for funds. This group, called the 
public-private group, consists of those firms that 
are listed in the IDD database as having issued a 
private placement in 1989 and listed on the 
COMPUSTAT tape as having a bond rating. It 
coniprises 109 firms, with 175 issues of private 
debt in 1989. 

Several differences exist between the private 
debt issues of firnis in the private market group 
and those in the public-private group (table 6). 
The much larger average size of private placenient 
issues by the public-private firms than that of the 
private niarlcet group firnis reflects the much larger 
size of firm in the fomier group. In addition, the 
mix of securities issued by the private market 
fimis differs significantly from that of the public- 
private group i n  ternis of their credit analysis 
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6. Characteristics of the private placements of 
firnis with and without access to the public 
debt market, 1989 

Characteristics 

Number of issues . . 

Firms issz/i)ig 
Simple debt’ . . ” ,  

Complex debt’ 

Issitaim in form of 
Simple securities . . ” ,  I I , .  . I 
Complex securities . . , I I .  . . I 

I I I ” .  . “ .  . “  .. 

Private i.rsire size 
Mean ............,II.I.I..l... 
Median , , . . . “ .  . . . (. , , I 

Mean size of 
Simple issues2 ”..I I . . , , I ,  I. 

Complex issues’ ,“..,.I I. ~ I 

Group I 

Private Public-private 

140 175 

Percent 

96.5 87.6 
3.5 12.4 

91.9 74.2 
8.1 25.8 

Millions of dollars 

100 1 184 5 
48 5 60 0 

86.7 50 8 
236 0 576 5 

1. The private group comprises firms that issued a private 
placement in 1989 and have no access to the public debt 
market. The public-private group comprises firms that issued a 
private placement in 1989 and have access to the public debt 
market. Access to the public debt market is defined by the 
existence of a public debt rating. 

2. Simple debt includes senior securities, secured notes, 
mortgage-backed notes, debentures, and medium-term notes. 
Complex debt includes lease-backed bonds, leveraged leases, 
receivable-backed bonds, and variable and floating-rate notes 

requirements. We define “coniplex” securities to 
be equipment tnists, lease-backed bonds, leveraged 
leases, receivables-backed bonds, and variable and 
floating rate notes. Complex securities appear in 
the public market, but in niany cases they require 
investors to engage in sophisticated and intensive 
credit analysis. We define “simple” debt securities 
to be senior securities, secured notes, mortgage- 
backed notes, debentures, and medium-term notes. 
Simple securities likely require less in the way of 
due diligence and monitoring. Measured by the 
iiuniber of issrrers and by the dollar amount 
issued, the percentage of total private issuance in 
the fomi of complex securities was much higher in 
1989 for public-private group firnis than for 
private niarket group fimis. Conversely, a niuch 
higher percentage of total private issuance by 
private market firms in 1989 was in the form of 

simple debt. 61 This evidence supports the hypothe- 
sis that firnis with access to the public niarlcet may 
choose to issue more complex securities in the 
private market, where the capacity of investors for 
credit analysis is greater. 

The average size of simple and coniplex issues 
for the two groups of fimis is consistent with the 
proposition that issuance cost is of secondary 
importance in determining market choice by 
borrowers (last two rows of table 6). The average 
issue size for coniplex private placements was 
$576.5 million, suggesting that on the basis of 
issuance costs alone the public market would have 
been the appropriate choice. That they were issued 
in  the private market indicates that due diligence 
and loan monitoring requirements were such that 
only infomiation-intensive lenders would buy the 
issues. 

Simple securities issued by the public-private 
group coiild be issued in either the public or the 
private market because they require relatively low 
levels of due diligence and monitoring by lenders. 
In this case, issuance costs are likely to be a 
dominant consideration. The average issue size of 
$50.8 million for the simple securities issued by 
the public-private group in the private market is 
consistent with this notion, because the private 
niarlcet reportedly offers lower total costs for 
issues of that size. 

Sumnary 

The marked differences between firm characteris- 
tics and loan characteristics for the various groups 
support the hypothesis that firms have differential 
access to the three niarkets according to the 
infomiation problems they pose for lenders. At 
one end of the scale are small, relatively unknown 
firms posing significant information problems that 
require extensive due diligence or loan nionitoring 
by lenders. These firnis tend to have access only 
to relatively short-term loans provided by banks 
and other bank-like intermediaries, which have the 
staff and expertise to undertake inforniation- 
intensive lending and which limit borrowers’ 
risk-taking through tight covenants or collateral in 
loan agreements. 

typically larger borrowers can issue in the private 
Somewhat less information-problematic, 

61 This pattern appeals robust to plausible variations in the 
definitions of simple and complex securities In particular, the 
pattern peisists if all secured bonds (including niortgage bonds) 
are defined as complex 
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placement market. These borrowers must still be 
served by an information-intensive lender, but they 
pose fewer problems than the average bank 
borrower. They can issue longer-tern debt with 
somewhat looser covenants than those in bank 
loans. 

Finally, well-known, typically larger firnis that 
are not information problematic and that have 
straightforward financings can issue in the public 
debt markets, where lenders perform little due 
diligence and loan monitoring and where cove- 
nants are relatively few in number and loose in 
nature. 

The reasons for this equilibrium pattern of 
borrower characteristics are discussed in part I ,  
section 5 .  The pattern is evidence that the various 
debt markets are imperfect substitutes for one 
another, which implies that breakdowns or failures 
in one market may have material effects on firnis 
that rely on that market for a niajor part of their 
financing needs, even if other markets are fiinc- 
tioning nornially. An example of such a break- 
down is discussed in part 3 ,  section 1. 

4. Lenders in the Private Placement 
Market 

Although various institutions hold some traditional 
private placements in their portfolios, life insur- 
ance companies purchase the great majority of 
them. For example, for a sample of 3.51 place- 
ments issued during 1990-92, life insurance 
companies purchased 83 percent of dollar volume, 
whereas the next largest type of investor, foreign 
banks, purchased only 3.6 percent (table 7).62 

62 The sample was drawn fioni Loan Pricing Corporation's 
DeoLcm database. An effort was niade to include only 
traditional private placements, but soiiie Rule 144.4 issues niay 
have been included. 

The shares shown in tlie table should be viewed as rough 
approximations for several reasons Fiist, tlie sainplc niay not 
represent the population of private placeinents issued dining 
the period. Second, the sample includes sonic issues that 
appear to be bank loans, not traditional piivate placements, in 
effect Removal of these would reduce the shares of U S  and 
foreign banks and of U.S. savings and loans and niuhiai 
savings banks. Finally, tlie sample pei,iod is unusual in that it 
involves a severe credit ciuncli in tlie below-investment-grade 
segment of the market (described in pait 3, section I). Because 
purchases of private placements by finance companies have 
traditionally been below-investment-grade secui ities, the low 
sliare of finance companies may not be representative of other 
periods nor of theii current share of all outstanding placements. 
Thus, the types of lender are listed in table 7 in the order of 
importance as indicated by anecdotal evidence, not in the order 
of their sliare of the sample 

Life insurance companies I".. . I . .  . . I ,  I I ,  I .  
Pension, endowment, and trust funds ..... 
Finance companies . " .  . . . , . I I. I " "  I ,  

Mutual funds I . . . . . . . . . .  I ~ ~ I ~ _ I I . . . l . . . t , _ I  
Casualty insurance companies . . ,. . . . I. " 
U S  conimercial banks , , , . , . . I 1 . . . I ,  , , , . , 
Foreign banks . . . . . . . . . I ,  ".. ,,. , . . . . " I I I I I ,  

U S .  savings and loans and 
mutual savings banks . " .  . . " .  I , , I , . 

U S  investment banks ,,."I. I"... , , . " I " .  . 
Unknown . . . . . , . . . I . I I . , I I I . . . , I , , , I . 

82.6 
1.7 
1.4 
.7 

1 4  
3 3  
3 6  

I 
"9 

3 7  

SOURCE Calculations based on data from Loan Pricing 
Corporation 

L,ending in the private placement market is also 
concentrated in the hands of a relatively few 
lenders. Although the sample lists 3 15 separate 
investors, most participated in only one deal or in 
a few deals and bought only small amounts. The 
top twenty investors were life insurance companies 
and accounted for 56 percent of dollar volume. 

The concentration of private placement lending 
in the harids of a relatively few lenders and a few 
types of lender has probably occurred for four 
reasons. First, the large proportion of information- 
problematic borrowers in the traditional private 
market necessitates that major buyers of private 
placements be interniediaries. Intermediaries can 
capture economies of scale in due diligence and 
monitoring and can also build and maintain over 
long periods the reputations for fair dealing that 
are important when debt contracts must include 
covenants. 

ize in a few liability-side lines of business (for 
example, banks mainly take deposits) at least 
partly because of regulatory restrictions. Given 
such specialization, the nahiral tendency of lenders 
to seek superior risk-adjusted returns will lead to 
specialization on the asset side. Different debt 
instniments are associated with different patterns 
of risks, and different lenders have different 
abilities to implement a cost-effective and appro- 
priate set of risk control nieasures in order to earn 
superior risk-adjusted returns on any given type of 
asset. For example, banks' short-terni deposit 
liabilities lead them to make short-term loans, 
whereas insurance companies' longer-temi 
liabilities lead them to purchase longer-terni 
assets. 

Second, financial intermediaries tend to special- 
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The risks most commonly associated with 
traditional private placements of debt are credit 
risk, asset concentration risk, interest rate risk, and 
liquidity risk. Extensive credit evaluation and 
monitoring are required to control credit risk in 
private placements, whereas appropriate diversifi- 
cation can control asset concentration risk. Interest 
rate risk may be controlled by matching private 
placements with liabilities of similar duration, or 
other hedges. With regard to liquidity risk, if a 
lender holds private placements, its liabilities must 
not be redeemable on demand, or other parts of its 
portfolio must be sufficiently liquid to meet any 
likely withdrawals. The relative efficiency with 
which different classes of financial intermediary 
can undertake to control these risks, as well as 
legal and regulatory constraints, determines the 
institutional pattern of investments in private 
placements. Although many financial intemiediar- 
ies can effectively control the credit and asset 
concentration risks associated with private place- 
ments, life insurance companies are especially 
well positioned to control the liquidity and interest 
rate risks.63 

A third reason for the concentration of private 
placement lending is the concentrated structure of 
the insurance and related markets. At the end of 
199 1, the twenty largest life insurance companies 
held 51 percent of industry assets. Because these 
companies have a large volume of fiinds to invest, 
their domination of the private placement market 
is natural. A final reason for concentration is that 
large lenders have an advantage in obtaining 
private placements because their large volume of 
investments pemiits them to participate in the 
market continuously, giving them up-to-date 
information about the state of the market (see 
part 2, section 2). 

Apart from the statistics shown in table 7 and 
some data for the life insurance industry that are 
discussed in parts 2 and 3, little detailed informa- 
tion on investors in private placements is publicly 
available. Consequently, much of our discussion is 
based on interviews with market participants. To 
summarize this infomiation, life insurers buy a 
broad spectrum of private placements, but many of 
them focus on senior, unsecured debt. Finance 
conipanies are also said to be significant buyers of 
private debt, but they tend to specialize in high- 
risk investments and, consequently, require that 

borrowers provide collateral and equity kickers, 
such as warrants or convertible bonds. They have 
developed special expertise in due diligence and 
monitoring involving collateral and equity fea- 
tures. Though commercial banks have the capabili- 
ties for credit analysis, they are not significant 
buyers of private placements, probably because 
their short-term, liquid, floating-rate liabilities are 
not well matched by private bonds. Regulatory 
and other restraints prevent or discourage major 
investors in public bonds, such as most pension 
fiinds and mutual fimds, from investing heavily in 
private bonds. 

Life Insurance Companies 

Market participants estimate that life insurers 
purchase between 50 percent and 80 percent of 
new issue volume each year (table 7 supports 
estimates at the high end of that range). At 
year-end 1991, life insurers held $212 billion of 
private placenients in their general accounts, 
representing 26 percent of their total bond hold- 
ings and 16 percent of their general account 
assets. 64 

The twenty largest insurance companies, as 
measured by total assets, accounted for 68 percent 
of industry holdings of private placements at the 
end of 1992. Furthermore, for this group, private 
placements were 39 percent of total bond holdings 
and 22 percent of general account assets. The next 
eighty largest insurers account for most of the 
remaining industry holdings of private placements, 
and within this group, several companies have 
sizable portfolios. 

allocates its fiinds among different classes of 
private bonds can be obtained from the ACLI 
Iiivestiiieiit Biilletiii, which provides data on the 
composition of new commitments of fiinds to 
private placements by major insurance companies. 
Life insurance companies strongly prefer fixed-rate 
private placements: In 1992, more than 97 percent 
of their conimitnients were fixed rate. Securitized 
instruments, mainly niortgage-backed securities, 
were 13 percent of commitments although, as 
discussed in part 1, section 2, a much larger 
fraction probably carried collateral. Insurers invest 
primarily in medium- to long-term maturities; less 
than 10 percent of their 1992 commitments had an 

Some idea of how the life insurance industry 

63 Though a lender with floating-rate liabilities might 
control interest rate risk with swaps or other hedges, one with 
short-term liabilities might find the rislts associated with major 
investments in long-tenn, illiquid assets difficult to manage 

64. information on private placements held in separate 
accounts is not available 
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average life of three years or less, with niore than 
half having average lives between five and ten 
years. 

This concentration on medium- to long-temi, 
fixed-rate debt is sensible because such securities 
caii easily be matched with the life insurance 
industry's long-term, fixed-rate liabilities. Many 
private placements also have sinking fiind provi- 
sions that further enable insurers to match the cash 
flow of their investments with that of their 
liabilities. The strong call protection that is typical 
of private placements also facilitates matching.65 
Life insurance companies buy private placements 
from firms in all sectors of the economy. Most 
tend to diversify across a broad range of indus- 
tries, although many have favorite industries in 
which they have a particular expertise. In 1992, 
78 percent of their total commitments went to the 
nonfinancial sector, with ,just over 30 percent 
going to manufacturing, 8 percent to the oil, gas, 
and mining industries, and another 20 percent to 
the utilities, communication, and transportation 
sectors. Life insurance companies have sharply 
increased their purchases of securities issued by 
foreign companies, or US. subsidiaries of foreign 
companies, to over 7 percent in 1992 from less 
than 3 percent of total commitments in 1990. 

The large insurers' investment in risk-control 
technology is extensive. 66 Most of these insurers 
have large staffs of credit analysts, who evaluate 
the credit quality of potential issuers and monitor 
the health of firms to which credit has been 
extended. Most conduct a quarterly review of each 
private bond held in their portfolios, with a niore 
fomial annual or semiannual review. Violations of 
covenants or requests for waivers of covenants 
generate further reviews. The costs of risk-control 
operations are covered by the higher risk-adjusted 
yield of private placements relative to public 
bonds, which require little or no active monitoring 
by security holders.67 The private niarlcet provides 
borrowers willing to compensate the lender for 
these risk-control services. 

The large investment in credit evaluation and 
monitoring leads most large insurance companies 

65. See part 1, section 2, for statistics on call protection in 

66. See Travelers (1 992) for a description of the credit- 

67. The piemiuni on private bonds as compared with that on 

piivate placements. 

monitoring practices at insurance companies. 

public bonds is often chaiacterized as reflecting the fact that 
private bonds are typically less liquid than public bonds. We 
believe that the premium is due niore to a requireinent to 
compensate investors in private bonds for their interniediation 
seivices than to any differences in liquidity 

1.5. Distribution of credit ratings of private 
placements held in the general accounts of life 
insurance companies, December 3 1, 1992 

Percent 

A or BBB BB B or 
higher lower 

Credit rating 
Souitre: National Association of Insurance Commissioners 

to concentrate on more complex credits; however, 
strategies vary even among these companies. 
Besides dominating the straight debt sector of the 
market, life insurers buy other types of private 
securities, such as convertible debt or asset-backed 
bonds, though their share of these sectors is 
somewhat lower. In terms of credit quality, 
insurers focus primarily on securities rated A and 
BBB (chart 1.5). At the end of 1992, around 
17 percent of total private bonds held by the 
twenty largest companies were rated below 
investment grade; however, substantial variation 
exists, with some conipanies having up to 38 per- 
cent of their private portfolio in below-investnient- 
grade bonds and others having almost none at 
all"68 Securities in this credit range, particularly 
those rated ,just below investment grade (which 
insurers often refer to as Baa4 securities), are 
favored by those insurance companies attempting 
to gain maximum advantage from their credit 
analysis and monitoring skills. These insurance 
companies like to take advantage of the large 
difference in yields between investment-grade and 
below-investnient-grade credits by lending to 
strong BB-rated companies. However, others are 
niore conservative and focus solely on issues rated 
A or higher.69 

68 There are regulatory restrictions on the amount of 

69. Over the past hvo years, in response to regulatory 
below-investiiient-grade bonds a life insurer can hold 

piessures and conceins about their financial condition, insurers 
have withdrawn substantially from the below-investment-grade 
sector of the private market See part 3, section 1. 
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According to market participants, smaller 
insurers typically have much less extensive 
risk-control technology at their disposal. They 
therefore tend to concentrate on higher-quality, 
less-complex credits. They also may participate in 
deals that larger insurance companies have already 
committed to, using the presence of these larger 
insurers as a signal that the deal is a favorable 
one. 

Most insurance companies rely heavily on 
agents for prospective transactions, although some 
direct lending occurs between an insurer and its 
existing borrowers. Only the very largest insurance 
companies originate new transactions on a regular 
basis, and only one insurer syndicates private 
bonds. The largest insurers generally prefer to be 
the sole source of fiinds for an issuer. However, 
many issues are larger than the niaxiniuni amount 
that individual insurers permit to be lent to one 
borrower; a typical issue may have up to a half 
dozen insurance companies firnding it. Insurers 
typically fiind between 5 and 20 percent of the 
deals that are marketed to them. 

Most large insurers invest in both public and 
private bonds, and they have allocation mecha- 
nisms to alter the flow of money into these 
markets as spreads change in the two markets. 
Until recently, the groups within large insurance 
companies responsible for purchasing private and 
public bonds were usually separated; however, 
some companies have recently combined the 
groups. Market participants report that many 
medium-sized insurers have for some tinie used a 
single group to niake all investments in bonds. 

Finance Companies 

Finance companies have traditionally participated 
in the lower-rated or mezzanine sector of the 
private bond market, specializing in collateralized 
debt or debt with equity kickers. Rates in this 
sector of the market may be fixed or floating. 
Finance companies’ choice of this market sector 
follows naturally from their historical concentra- 
tion in secured or asset-based lending. Returns on 
private placements required by finance companies 
are generally well in excess of the yields 011 the 
less risky, straight bonds purchased by insurance 
companies. 

According to market participants, the participa- 
tion of finance companies in the private market is 
much more concentrated than that of insurance 
conipanies. Among the twenty largest finance 

companies, only a half dozen or so provide a 
significant volume of fiinds, although some others 
are attempting to expand their presence in the 
market. Outside the top twenty, few finance 
companies participate at all. 

Pension Funds 

Pension fiinds, which are significant investors in 
publicly issued corporate bonds, have not been big 
buyers of private placements, except for a few 
state pension fiinds. Market participants suggest 
several reasons. 70 First, many pension fiinds have 
charters preventing them froin investing in 
below-investment-grade or illiquid assets. 
Although in practice some higher-rated private 
bonds may be more liquid than some public 
bonds, market participants generally consider 
private placements to be illiquid. Second, few state 
or corporate pension funds are currently staffed 
with the credit analysts and other personnel that 
would allow then] to become direct investors in 
private placements. Instead, staffing is directed 
toward public market investments, which require 
much less credit analysis. A decision to hire the 
necessary staff and install the expensive internal 
monitoring systems to support direct investment in 
private placements would require a long-terni 
conimitnient to the private market by the pension 
manager. Few pension fiind managers thus far 
have been willing to so commit. Even if they 
should wish to do so, state pension fiinds face 
problems in hiring the necessary personnel. Staff 
size and salaries are generally controlled by the 
state legislatures, and increasing the size of credit 
analysis staffs is thus cumbersome and tinie- 
consuming. 

As an alternative to direct investment, some 
pension fiinds have turned to money managers, 
often insurance companies. Indirect investments, 
however, are on a fairly small scale, no doubt 
partly because pension fund managers are reluctant 
to invest even indirectly in a niarket with which 
they are unfamiliar. The private market operates 
largely in conformance with unwritten, informal 
niles enforced by the desire of the major agents 

70 Pension fiinds appear to be the main suppliers of fiinds 
in the private equity market, which they finance indirectly 
through investments in limited partneiship investiiient fiinds 
(see appendix B) Their preference for private equity over 
piivate debt appears mainly to stem froin a desire to earn the 
much higher returns that are potentially available in the private 
equity market 



PSC Request 1 

Page 41 of 126 

31 

and buyers involved to maintain their reputations. 
To investors that are outsiders, the way the market 
operates may thus be hard to understand, which 
may inhibit theni from risking their money there. 
Also, insurance companies themselves, who wodd 
be the primary source of tlie managerial resources 
necessary for any large-scale activity in this area, 
have been reluctant to set up separate account 
private placement funds financed with institutional 
money. 71 They apparently see little investor 
interest in such fiinds or do not wish to internipt 
the flow of private placements to tlie company 
itself. 72 Furthemiore, market participants report 
that investor experience with at least one separate 
account fiind has not been good because the 
managing insurance company, laclcing a stalce in 
the separate account investments, did not perfomi 
adequate monitoring. 

Banks 

Banks, which are information-intensive lenders, 
niight also be expected to have interest in the 
types of securities ofered in the private market. 
However, for several reasons they seldoni buy 
private placenients. First, banks’ liabilities are not 
long temi and are not as well matched with 
private bonds on the asset side as they are with 
short-term, floating-rate loans. Of course, the swap 
market can be used to turn fixed-rate assets into 
floating-rate, but longer-terni swaps are expensive. 
Second, the looser covenants on private place- 
ments relative to bank loans may make some 
banks uncomfortable. 

Bank purchases of private placements are 
suib,ject to some regulatory restrictions, which are 
described in appendix C. Bank holding conipanies 
niay purchase privately placed debt securities 
without restriction. Banks themselves may also 
purchase theni but must place theni in a loan 
account and follow traditional underwriting 
procedures. The latter requirement means that 
banks must evaluate and docunient the credit- 

71. Insurance company separate accounts operate much like 
inuhial funds, in that buyers of liabilities associated with 
separate accounts bear the risk of investments, whereas 
liabilities associated with the general account of an insurer 
generally offer fixed payoffs backed by the insmer’s capital. 

for investment-grade private placements. Because of their 
withdrawal fiom the below-investment-grade sector of the 
market, however, they appear to have excess capacity to 
analyze and monitor lower-quality ciedits (see part 3 ,  
section 1) .  

72. Insurance companies have recently had a strong appetite 

worthiness of the borrower as they would with any 
bank loan. As credit analysis is the norm in the 
private placement market, such evaluation and 
documentation do not appear to be onerous 
requirements. Some issuers attempt to create 
interest among banks and life insurance companies 
by constructing offerings that include both private 
bonds and loans, which are identical in their temis 
except for the classification of the instninient. 

Other Investors 

Other investors in private bonds include mutual 
fiinds, foreign banks, endowment fiinds, and some 
very wealthy individuals, but the combined market 
share of these participants is quite small. Mutual 
fiinds are restricted to holding no niore than 
15 percent of their assets in the form of illiquid 
securities. An exception exists for private place- 
ments purchased pursuant to Rule 144A. For such 
securities, the mutual funds’ boards of directors 
may classify the securities as liquid if they 
determine that the securities are generally as liquid 
as comparable publicly traded bonds. 73 Mutual 
fiinds have recently increased their investments in 
private placements, especially underwritten 
Rule 144A securities, so current restrictions niay 
in the future be constraints. In the mid-1980s, 
Japanese banks aggressively bought private bonds, 
but since then they have disappeared from the 
market. 

Sumnary 

A capacity for due diligence and loan nionitoring 
is a prerequisite for a significant volume of direct 
investment in private placements by a lender. Life 
insurance conipanies, finance conipanies, banks, 
and a few other financial institutions have this 
capability. However, life insurers dominate the 
private debt market, partly because they have large 
pools of fiinds suitable for investnient in longer- 
temi, fixed-rate, illiquid securities. Insurance 

73. Rule 144A securities are desciibed in detail in part 2, 
section 1 ,  After life insurance companies, muhial funds liave 
been the largest buyers of 144A private bonds. According to 
the SEC staff report on Rule 144A (September 1991), insur- 
ance companies bought just over hvo-thirds of the private 
bonds issued under Rule 144A in the eighteen nionths follow- 
ing the rule’s adoption, muhial funds bought 15 percent, 
pension funds bought 5 percent, and banks and thiifts bought 
4 percent. More recently the share held by mutual fiinds has 
increased. 
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companies also have a long history of lending 
directly to middle-market firms that has allowed 
them to develop expertise and cost-effective 
risk-control technologies. This expertise may 
constitute a barrier to entry for other financial 
institutions, including most pension fiinds, which 
might otherwise seem to be suited to lending in 
this market. Regulatory and other obstacles also 
discourage pension fiinds and mutual fiinds from 
participating heavily in the market. Banks have the 
necessary expertise in credit monitoring but for 
several reasons have not found private placements 
to be suitable investments. As in other credit 
markets, finance companies have carved out a 
niche in the private market for higher-risk borrow- 
ers. This segment constitutes a small part of the 
overall market, but it is one in which the insur- 
ance companies have little interest. 

Some market participants feel that, over the 
long term, pension fiinds will overcome the 
obstacles that have precluded their large-scale 
participation to date and will be much more 
important providers of fiinds in this market, much 
as they have replaced life insurance companies as 
the major source of finance in the private equity 
market. The inimense growth of their assets 
projected for the fiiture may force pension plans to 
consider investments in markets new to them. 
However, the information-intensive nature of the 
traditional private niarket is unlikely to change; so 
if pension fiinds are to be a larger source of 
finance, they will likely become so through 
indirect investments in fiiiids managed by insur- 
ance companies. The alternative is for pension 
funds themselves to acquire the capacity for 
conducting due diligence and monitoring. 

5. Private Placements, the Theory of 
Financial Intermediation, and the 
Structure of Capital Markets 

As previously discussed, contract t e rm and 
borrower and lender characteristics differ systeniat- 
ically across ma,jor debt markets (see table 8). 
Privately and publicly issued bonds tend to have 
long terms and fixed rates, whereas bank loans 
tend to have short terms and floating rates. Public 
issues and issuers are the largest on average, and 
bank loans and bank borrowers are the smallest. 
On average, public issues are the least risky, 
private placements are riskier, and bank loans are 
riskier still. Public issuers tend to be well known; 
private placement issuers tend to be less well 
known; and bank borrowers tend to be companies 

for which relatively little information is available 
publicly. 74 Public issues rarely include collateral 
and have few restrictive covenants. In traditional 
private placements, collateral is not uncommon, 
and covenants often impose significant restrictions 
on borrowers. Bank loans, in contrast, tend both to 
be secured and to have tight covenants. The ternis 
of public issues are rarely renegotiated, whereas 
those of most private placements are renegotiated 
at least once, and those of bank loans are fre- 
quently renegotiated. Public issues are typically 
liquid, whereas most private placements and bank 
loans are illiquid. Investors in public securities 
carry out relatively little due diligence and 
monitoring of borrowers. Investors in bank loans 
and private placements perforni significant 
amounts of due diligence and loan monitoring. 
Most private placement lending is done by a 
single type of financial interniediary, life insurance 
companies. 

This section offers an integrated explanation for 
these patterns, elements of which have been 
mentioned in previous sections. The explanation is 
centered on hypotheses that borrowers pose a 
spectrum of inforniation problems for lenders and 
that lenders address such problems through due 
diligence at loan origination and loan monitoring 
thereafter. Firnis that are not information problem- 
atic can borrow in any market but generally find 
costs to be lowest in the public bond (and coni- 
mercial paper) markets. Inforniation-problematic 
firms find it optimal to negotiate debt contracts 
that include certain kinds of covenants and 
collateral and to deal with lenders having a 
capacity for due diligence and loan monitoring. 
Such lenders also can flexibly renegotiate the 
contracts, which is efficient since covenants are 
frequently violated. 

Such contracts are not well suited to the public 
markets that exist today; instead they are issued in 
the bank loan and private placement markets. 75 

L,enders in these markets are almost always 
financial intermediaries, and they tend to focus 
their investments in assets that match the rate and 
maturity stnicttire of their liabilities. Correlations 
among several factors-the degree of infomation 

74. This statement refers to the average infonnation- 
problematic borrower, As noted earlier, banks provide large, 
well-known companies with lines of credit to finance working 
capital or to back cominercial paper. 

borrowers (public bond and commercial paper), and two are for 
probleniatic borrowers (bank loan and private placement) One 
of each pair of markets is for short-temi, floating-rate debt; the 
other of each pair is for long-term, fixed-rate debt. 

75. Of four major markets, two are for nonprobleniatic 



PSC Request 1 

Page 43 of 126 

33 

8. Credit market characteristics 

Characteristic 

Maturity . . . . ~. . _. . . . ." .  , ~ _ . ~ . I . . ~ I . ~ .  ~, . . ~ _.  . . . . " . .  , . 

Severity of infoimation problems posed 
by the average borrower I. . . 1 I . . " .  . . 

^II..."."... I. 

Average borrower size , I . I . ".. . , . I ". . . . . I 

Average observable risk level . , . , " .  . . I ".. . . . , , . I , 

Covenants I , . . . . . I . . . , I . I I . . . . . . I . . . . . 
, . ~ ~ . ~  .... I '  . , . ^ I _ ,  .... ~ . .  

Renegotiation I.. . " " .  . . I , .  . . . . " .  . . . " " ,  . , . . . 1 . . . 

L.ender monitoring . . . . , . . 1 " " ,  . I ,  , , . . . . . . . . I ,  I 

Liquidity of loan . I . . .  _..... I. ..... , ~~... . . . . . ,  ." ." 

Lenders I .  . . , I I I I.. ".  . I , I. . . . , , " " I I. I. ".  . . . 

Principal lender I , ,  . I .  ".. . . " .  . , " . . . . . . . I . , I ,  " ,  . . . . , 
Lender reputation I I..I.. . , . I I , .  , , " .  . " ,  I I,. . . . . . I ".  , 

Market 

Bank loan Private placement Public bond 

Short 

Floating 

High 

Small 

Small 

High 

Many, tight 

Frequent 

Frequent 

Intense 

L.0w 

Interniediaries 

Banks 

Somewhat important 

Long 

Fixed 

Moderate 

Medium to large 

Medium to large 

Moderate 

Fewer, looser 

L.ess frequent 

Less frequent 

Significant 

Low 

Interniediaries 

Life insurance cos. 

Most important 

Long 

Fixed 

Small 

L.arge 

Large 

Lowest 

Fewest 

Rare 

infrequent 

Minimal 

High 

Various 

Various 

Unimportant 

problems posed by borrowers, the borrowers' size, 
their risk, and the size of the loan-account for 
borrowers being smaller and riskier on average 
and loans smaller on average in such information- 
intensive markets than those in the public markets. 

The differences between the average borrower 
from banks and the average issuer of private 
placements arise mainly because monitoring and 
rislc control mechanisms involving covenants and 
collateral are less reliable the longer the average 
life of a loan is. Such mechanisnis are most 
important in loans to very information-problematic 
borrowers; these borrowers can obtain long-temi 
loans only at high rates, if at all. Thus, they tend 
to borrow in the shorter-term market, causing the 
average severity of information problems posed by 
borrowers to be highest there. 

This explanation accounts for more of the 
features of the US. financial system than do 
traditional explanations that focus mainly on 
regulation and considerations of asset-liability 
matching as causal factors. It raises many new 
questions, however. Why must lenders to 
information-problematic borrowers be intennediar- 
ies? How do due diligence and loan monitoring 
mitigate risks associated with infomiation prob- 

lems? What is the role of covenants and collat- 
eral? Why are these risk-control mechanisms less 
effective for long-temi loans? Why would a 
borrower agree to a contract with tighter rather 
than looser covenants? Why are covenants 
frequently violated and renegotiated, and why is a 
lender's reputation for flexibility in renegotiation 
important? Why is information-intensive debt 
illiquid? Why is the public market ill-suited to 
infomiation-intensive lending (what is to prevent 
public market lenders from acquiring capacity in 
due diligence and loan monitoring)? What 
complex of characteristics is required to make a 
lender competitive in an information-intensive debt 
market? 

Most of these questions have been addressed at 
least to some extent by existing financial theory. 
In the rest of this section, we review and extend 
relevant areas of financial theory to answer these 
questions and to provide a sense of the founda- 
tions of this study. We find existing individual 
theories of covenants and financial intermediation 
to be inadequate as a basis for a theory of finan- 
cial structure. We propose a merging and an 
extension of the two bodies of theory in the form 
of a "covenant-monitoring-renegotiation" (CMR) 
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paradigm in order to answer to the questions 
posed earlier. We evaluate the consistency of the 
paradigni with some recent research in empirical 
finance and graphically relate borrowers and 
capital markets on an inforniation continuum. 

Asymmetric Information, Contracting, 
and the Theory of Covenants 

Two imperfections of capital markets are at the 
heart of many of the contracting problems that 
shape debt markets.76 First, the interests of 
bondholders and stockholders of borrowing firnis 
are not always aligned; second, parties to financial 
contracts are not likely to be equally informed 
about the characteristics of the issuing firm.’’ The 
informational advantage borrowers have over 
lenders leads to two kinds of bondholder- 
stockholder conflict. First, once a debt contract is 
signed, borrowers have incentives to expropriate 
wealth from lenders (moral hazard). Second, 
before a contract is signed, potential borrowers 
have incentives to understate the risks they will 
pose for lenders, including moral hazard risks. A 
simple example of moral hazard risk is provided 
by Black (1976), who noted that “there is no 
easier way for a company to escape the burden of 
a debt than to pay out all of its assets in the forni 
of a dividend, and leave the creditors holding an 
empty shell” (p. 7). In the absence of sufficiently 
powerful constraints or capacity for lender 
monitoring and enforcement capacity, such actions 
niay be either unobservable by the firm’s bond- 
holders or beyond their control. Sniith and Warner 
(1 979) identify four major kinds of moral hazard 
that lenders must control: 

Dividend paymenl. If a firm issues bonds and 
the bonds are priced assuming the firm will 
maintain its dividend policy, the value of the 
bonds is reduced by raising the dividend rate 

76. Modigliani and Miller (1958) argued that if capital 
niarkets are perfect and there are no taxes, a finii’s capital 
stnlchlre is irrelevant-that is, the value of a firni is indepen- 
dent of the way it is financed They argued that the structure of 
the right-hand side of the balance sheet will detennine the way 
tlie finn’s cash flow will be allocated, but it will not affect the 
0~770n07/ of the cash flow. By extension, the stntcture of tlie 
firm’s financial contiacts (that is, the right-hand side claims) is 
also irrelevant. For example, pledging tlie firm’s equipment to 
one lender as collateral will alter the allocation among creditors 
in liquidation but will not alter the anioiint allocated. 

77. In keeping with tlie literature on contracting, we refer to 
a borrowing firm’s bank, its private creditors, and its public 
creditors collectively as its bondholders. 

and financing the increase by reducing invest- 
ment. At the limit, if the firm sells all its assets 
and pays a liquidating dividend to the stock- 
holders, the bondholders are left with worth- 
less claims. 

Claiin dilution. If the firm sells bonds, and the 
bonds are priced assuming that no additional 
debt will be issued, the value of the bondhold- 
ers’ claims is reduced by issuing additional 
debt of the same or higher priority. 

Asset substitution. If a firm sells bonds for the 
stated purpose of engaging in low variance 
projects and the bonds are valued at prices 
commensurate with that low risk, the value of 
the stockholders’ equity rises and the value of 
the bondholders’ claim is reduced by substitut- 
ing projects which increase the firm’s variance 
rate. 

7Jnderinvestinent. Myers (1 977) suggests that a 
substantial portion of the value of the firni is 
composed of intangible assets in the form of 
future investment opportunities. A firm with 
outstanding bonds can have incentives to 
reject projects which have a positive net 
present value if the benefit from accepting 
the project accrues to the bondholders.78 

Covenants niay alter the relationship between 
bondholders and stockholders in two fiindaniental 
ways. First, covenants affect the relationship when 
the borrowing firm is in financial distress by 
providing lenders with a mechanism for early 
intervention. This intervention may take one of 
several fornis: forced bankruptcy, a renegotiated 
restructuring, or the imposition of additional 
constraints on firm behavior. This can be viewed 
as the role of covenants ex post, which is to 

78. Sniith and Warner (1979), pp. 118-19. Black and 
Scholes (1973) and Merton (1974) have shown that option 
pricing theory can be used to value debt and equity. In effect, 
issuing a bond is equivalent to the owners’ selling the firni’s 
assets to the bondholders in exchange for a package consisting 
of the proceeds from tlie bond issue, a claim on the firm’s 
dividends, and a European call option on the finii’s assets with 
an exercise piice equal to tlie face value of the bonds and an 
exercise date equal to tlie bond’s maturity. Because stoclchold- 
eis’ equity is essentially a call option, the stockholders’ interest 
is to increase the riskiness of the firm’s assets-just as tlie 
owner of a call option benefits from an increase in the risk of 
the stock on which the option is written. Cecerispurihns, the 
gain in stockholders’ equity (that is, the European call option) 
will be offset by the loss in the value of the bonds. 
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permit these interventions after the consequences 
of the firm’s actions have been revealed. 

of covenants ex ante. Debt contracts that include 
covenants can effectively constrain the ability of 
stockholders to engage in strategies designed to 
expropriate wealth from bondholders or otherwise 
to engage in actions that are detrimental to 
bondholders. Sniith and Warner docunient that 
covenants of the kind observed in private place- 
ments and bank loan contracts can mitigate 
bondholder-stoclcholder conflicts. They also 
demonstrate that contracting is not a zero-sum 
game, Terms of contracts affect not only the 
distribution of wealth between the bondholders 
and the stockholders but also the total value of the 
fimi. Covenants can increase a firni’s value 
(relative to value under a contract without cove- 
nants) by providing disincentives to, or restrictions 
on, exploitive stockholder behavior. For example, 
asset substitution incentives niay be so powerfiil 
that under a contract without constraints stock- 
holders are willing to substitute an asset with a 
lower expected return so long as it has a suffi- 
ciently higher risk than the existing asset. Such a 
substitution increases stockholder wealth even 
though it decreases the fimi’s total value because 
the bondholders lose more than the stockholders 
gain. Rational bondholders, however, anticipate 
that some of their claim will be expropriated 
through asset substitution and price their boiids 
accordingly (that is, they demand a higher rate). 
Thus, in the absence of constraints on asset 
substitution, equilibriums involving debt finaiicings 
have two features: First, fimis will take more risks 
than in the presence of constraints (the incentive 
to substitute assets does not disappear just because 
the bondholders’ anticipation of asset substitution 
is reflected in the interest rate). 79 Second, a fimi’s 
stockholders will absorb the loss in the firm’s 
value that results froni the asset substitution. 
Consequently, any covenant that restricts asset 
substitution (for example, a requirement to stay in 
the same business, a restriction 011 asset sales, or 
restrictions on investments, mergers, and acquisi- 
tions) can increase firm value. Because ultimately 
the stockholders gain froni such restrictions in 

Second, arid possibly more important, is the role 

equilibrium, they will agree to covenants in debt 
contracts. 

The theory of covenants and renegotiation 
emphasizes that covenants must be based on 
mutually observable m7d verijiahle characteristics, 
actions, or events (see, for example, Berlin and 
Mester, 1992, and Huberman and Kahn, 1988). 
Covenants cannot, for example, be written on 
characteristics, actions, or events that are observ- 
able only by the stockholders and not by the 
bondholders. Covenants also need to be observable 
and verifiable by third parties, such as a court of 
law. so Characteristics, actions, or events that are 
observable but not verifiable cannot be included 
in covenants; however, they may still significantly 
affect an optimal debt contract. For example, a 
bank can refuse to renew a one-year loan on the 
basis of a niutually observable but nonverifiable 
characteristic but would have difficulty legally 
declaring a two-year loan in default at the end of 
the first year because of a violation of a covenant 
written on that same characteristic. This example 
suggests that, in many cases, a short-term loan 
without a covenant may dominate a longer-ten 
loan with a covenant (see Berlin, 1991, and Hart 
and Moore, 1989). 

Although covenants can be written only on 
observable and verifiable characteristics, they niay 
be related to nonverifiable and even unobservable 
characteristics. This relation greatly increases the 
power of covenants for mitigating bondholder- 
stockholder conflicts. A relation between observ- 
ables and unobservables may exist for two 
reasons. First, observable, verifiable actions or 
events niay be correlated with nonverifiable or 
unobservable actions or events. For example, the 
true risk of a firm, that is, the volatility of its 
returns, may not be observable. However, its 
current ratio may be correlated with this volatility 
and, therefore, serve as a proxy for risk. Second, 
an observable characteristic, action, or event may 
be related to an unobservable characteristic, action, 
or event through either self-selection or incentive 
effects. For example, a firm’s ability to take 
unobservable risks niay be niuch greater in 
industry A than in industry B. Consequently, a 
covenant that restricts a firm to industry B limits 

79. Even when bondholders price in anticipation of asset 
substihition, stockholders are still better off substituting assets 
(that is, switching to the risltiei strateby) than they v/oulcl be 
sticking witli the safe strategy If stockholdeis shick with the 
safe strategy, the bondholders, having priced their bonds on the 
basis of a risky strategy, would enjoy a windfall 

80. I t  is not difficult to itiiagine a wide variety of observ- 
able, but not verifiable, characteristics, actions, or events. For 
exaiiiple, qualitative attributes of owner-managers would 
generally be mutually observable but not veiifiable. Some 
characteristics of films may be too complex to include in 
covenants. 
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the ability of a firm to alter its (unobservable) risk 
profile. A financial covenant may have the same 
effect. For example, a minimum current ratio 
requirement may constrain a borrower from selling 
on account to slow-paying customers. Selling to 
such customers necessarily increases the observed 
liquidity risk of the firm because its current ratio 
deteriorates. It may also create an incentive to 
increase the fimi’s zaiohservnhle risk, to the extent 
that the firm has more ability to sell to unobserv- 
ably (to the lender) riskier customers if it is 
permitted to extend trade credit on longer terms. 82 

Collateral can also be used to mitigate 
bondholder-stockholder conflict. For example, a 
lien on fimi assets (inside collateral) prevents 
borrowers from selling those assets without lender 
approval.83 This limits the firm’s ability to 
expropriate lender wealth through asset substitu- 
tion (see Smith and Warner, 1979). Owners’ 
pledging personal assets as collateral for a corpo- 

81. If a company sells on account to slow-paying customers, 
its turnover of accounts receivable will slow down (that is, the 
days turn, or the average days an invoice is outstanding, will 
increase) as its accounts receivable inciease. Assuming no 
increase in the firm’s capitalization (that is, its stockholders’ 
equity plus long-temi debt), this increase in accounts receivable 
will have to be financed by an increase in current liab 
Because the current ratio is defined as current assets/current 
liabilities, the cunent ratio necessarily decreases 

82. A firm’s accounts receivable generate risk because the 
firin is extending credit to its ctistoniers. It is generally 
assumed that slower-paying customers are riskier on average 
than fastei-paying customers (ignoring for purposes of this 
discussion the ability of the finii to affect the payment patterns 
of any individual customer through discounts and collection 
activity). The firm chooses whether to sell to safe or to risky 
customers based on the risk-return trade-off This decision will 
be reflected in the fimi’s turnover of accounts receivable and 
its cunent ratio, which can be obseived by the bank However, 
it can also affect the firin’s trnobseiwble risk. Let us assume, 
for example, (1) that all customers who pay theii trade debts in 
less than thirty days (fast payers) are low risk, ( 2 )  that half of 
all potential customeis who pay in more than thirty days (slow 
payers) are low risk and the other half of the slow payers are 
high risk, and (3) that the risk quality of the slow payers is 
perfectly observable by the fimi extending the trade credit, but 
only the accounts receivable turnover‘ and the cuixmt ratio are 
observable by the bank. Under these assumptions, a constraint 
on the finii’s trade policies through a minimum current ratio 
would effectively limit the ability of tlie firni to change its 
unobservable risk piofile because it would truncate the fimi’s 
decision set. 

83. See Berger and Udell (1990) for a discussion of the 
distinction between inside and outside collateral. Essentially, 
inside collateral involves pledging firm assets to a particular 
lender, creating a creditor preference. Aside fioni lender control 
effects, this type of collatcral alters the payoff allocntiori 
among creditois in liquidation but does not affect the aggiegate 
ar77otii7t of the payoff. Outside collateral involves pledging 
nonfimi assets (typically by the finii’s owners) to specific 
lenders. This type increases tlie assets available to satisfy 
creditor claims in liquidation (that is, i t  increases the mnoirr?/ 
of the payoff in liquidation) 

rate loan (outside collateral) effectively increases 
their equity exposme. Such increased exposure 
may have important incentive effects depending 
on the owner’s level of risk aversion. Outside 
collateral may also be useful in solving adverse 
selection problems because a borrowing fimi’s 
willingness to pledge collateral may reveal its true 
quality (see Chan and ICanatas, 1985), or it may 
be usefiil in solving incentive problems because it 
may alter the marginal return to risk shifting (that 
is, asset substitution) (see Boot, Thalcor and Udell, 
1991). 

Information-based Theories of Financial 
Intermediation 

Some theories of financial intermediation focus on 
the information problems associated with financial 
contracting. Such theories emphasize that financial 
intermediaries enjoy economies of scale in 
producing information about borrower quality 
because of fixed costs of producing infomiation 
about any given borrower. Fixed costs make 
having only one or a few lenders for each bor- 
rower economical. Many small individrtal inves- 
tors can delegate infomiation-production responsi- 
bility to a single large financial intermediary that 
alone bears the fixed costs.84 

are financial intemiediaries in the spirit of these 
models. Both types of institution collect funds 
from many relatively small investors. These 
investors (depositors or policyholders) delegate 
due diligence and monitoring responsibility to the 
intermediary. 

Commercial banks and life insurance companies 

The Covenant-Monitoring-Renegotiation 
Paradigm 

The literature on covenants and that on financial 
intermediation offer considerable insight into 
the ways in which niarlcets address issues of 
bondholder-stockholder conflict. Separately, 
however, they fall short of describing the real- 
world financial landscape. The literature on 
covenants has not adequately addressed the 
association of covenant constraints with infornia- 
tion production-due diligence at the origination 
stage and monitoring after loan fiinding. In 

84. See, for example, Boyd and Piescott ( 1  986), Diamond 
(1984), and Raniakrishnan and Thakor (1984) 
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addition, although covenant constraints can be 
value-enhancing to the extent that they minimize 
costs associated with borrower-stockholder 
conflict, they may also be value-reducing in that 
they may prevent the borrowing firni from 
investing in positive-value projects. A complete 
theory must account for the fact that borrowers 
choosing contracts with restrictive covenants also 
tend to be served by lenders that provide flexible 
renegotiation of the contracts. Borrowers agreeing 
to contracts with covenants want the option to pay 
off their loan or the ability to renegotiate the 
contract if they are constrained from investing in 
value-enhancing projects. Like loan origination, 
loan renegotiation requires that lenders produce 
information. 

The existing inforniation-based theories of 
financial interniediation fall short because they 
generally do not capture nor analyze the dynaniic 
nature of intermediated loans: Intermediaries 
produce information both at the origination stage 
(lender due diligence) and on a niore-or-less 
continuous basis after funding (monitoring). 85 

Dynamic production of information in conjunction 
with covenant restrictions enables a lender to 
declare a loan in default and demand immediate 
repayment if necessary while still offering flexibil- 
ity through renegotiation. The information-based 
models also generally do not explain why some 
borrowers are served in interniediated markets and 
others in the public debt markets and why the 
contracts offered in those markets differ so 
dramatica1iy.X6 What has been missing in the 
theoretical literature until quite recently is a link 
between the theory of covenants, the mechanism 
of renegotiation, and the information-based theory 
of financial intermediation. 

Berlin and Mester (1 992), who developed a 
theoretical model in which financial interniediaries 
extend loans that include restrictive covenants to 
borrowers. 111 their model, covenants are beneficia1 
because they limit the problenis discussed earlier. 

An initial attempt at a link was offered by 

85. Campbell and Clian’s (1 992) model involves information 
production at both stages but does not considei many of the 
implications. 

86. Only a few papers have attempted to explain the 
simultaneous existence of public debt and intermediated debt. 
Diamond ( I  991), foi example, developed a model in which 
reputation deteimined whethei fimis were able move from 
(monitored) intermediated debt to (uninonitored) public debt 
Although this model captuies some of the essential features of 
the financial stiuchire that we obseive, it does not address the 
differences in the contracts offered in these markets Moreover, 
it does not capture the dynamic nahire of information produc- 
tion in conjunction with covenant restiictions, which was 
described in part 1, section 2. 

Berlin and Mester’s financial interniediaries use 
observable, but not necessarily verifiable, informa- 
tion to form the basis for renegotiation; renegotia- 
tion is beneficial because it enables borrowing 
firnis to invest in positive-value projects that they 
otherwise would have forgone because of covenant 
restrictions. 87 

In a more general setting than Berlin and 
Mester’s, covenants can be viewed as a mecha- 
nism for triggering reevaluation of borrower 
riskiness by a financial interniediary. A covenant 
violation does not necessarily (and, indeed, usually 
does not) indicate that risk has increased.88 It can 
occur, for example, because a borrower wishes to 
invest in a new value-enhancing project that wodd 
trigger a violation of a covenant restricting new 
investments. Lenders can deterniine the appropri- 
ate response to a violation only if they analyze the 
borrower’s situation, that is, if they produce 
information at the time of the violation. Simple 
monitoring during the life of the loan is often of 
little use except insofar as it improves the lender’s 
ability to respond to covenant violations because, 
in the absence of a violation, Ienders typically 
cannot change the terms of the loan no matter 
what their monitoring reveals. 

ative advantage over small individual investors in 
producing information about borrower risk and in 
facilitating renegotiation, loans with covenants, 
especially financial covenants, are in general 
naturally made by interniediaries. Also, intermedi- 
aries may have more incentive to consider grant- 
ing a covenant waiver than individual investors, as 
individual investors that do not expect to make 
many loans regularly in the future may perceive 
that they have little to gain from granting a 
waiver, whereas intermediaries that regularly 
invest in the market may profit from a reputation 
for being constructively flexible. Such a reputation 
may give interniediaries another competitive 
advantage over individual investors in conducting 
information-intensive lending. 

Because financial interniediaries have a conipar- 

87 Also, as pointed out by Smith and Wainer (1979), 
renegotiation with a few well-infomicd inteiniediaries is less 
costly than renegotiation with the laige number of investors, 
which is common in the public debt market. El-Gazzar and 
Pastena (1990) found empirically that dispersion of investoi 
ownership is positively associated with the looseness of 
covenants. 

88. Tliat most renegotiations are not associated with firm 
deterioration is consistent with our discussions with market 
participants. Berlin and Mester (1992) also make this point, 
and the findings of Luintnei and McConnell (1 989) are consis- 
tent with it. The lattei study showed that, in a sample of 357 
revised bank credit facilities from the peiiod 1976-86, 259 
involved favorable revisions of terms 
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This view of financial intermediation is our 
covenant-monitoring-renegotiation (CMR) 
paradigm. In the paradigm, information-intensive 
financial intermediaries serve information- 
problematic borrowers, not so initch becairse they 
can inore e$ciently prodirce it forination at the 
origination stage but because they can eficiently 
einploy covenants to control hondholder- 
stockholder conflicts. 89 In equilibrium, lenders 
entering into debt contracts that include covenants 
must be able to nionitor efficiently, that is, must 
efficiently produce infomiation throughout the life 
of the contract. Lenders monitor a borrower’s 
perfomiance for two reasons: to determine whether 
the borrower is in compliance with covenants and 
to determine the proper action in the event of a 
violation.90 A covenant violation may indicate that 
the fimi is in distress or signal that a borrower is 
taking actions not in the lender’s interest. Cove- 
nant violations are a noisy signal about a borrow- 
er’s prospects, however, because they can be based 
only on observable, verifiable information. To 
decide whether to liquidate a loan that is in 
technical default, to renegotiate its temis, or to 
waive the covenant, a lender must produce new 
infomiation (including information that may not be 
verifiable) about the borrower, quite apart from 
simply determining whether the firni is in conipli- 
ance with its covenants. This type of information 
production is often similar to that which occiirs 
during loan origination.9’ 

Berlin and Mester (1 992) demonstrate theoreti- 
cally that the combination of tight covenants and 
the option to renegotiate becomes niore valuable 
as a borrower’s observable quality declines. The 
intuition behind this result is straightforward. For 
low-quality fimis, information-related problems are 
more acute. Therefore, low-quality fimis benefit 
the niost from the inclusion of restrictive cove- 

89. Information production in the form of credit evaluation 
at the origination stage also occurs for traded debt but is not 
necessarily perfoniied by the investors in the sccurities 
Investnient bankers perforin due diligence as part of their 
responsibility as undenvriters; the results of their evalnation are 
disclosed in the offeiing prospectus. Rating agencies also 
perfoini due diligence and reveal its results. Consequently, the 
CMR paradigin caphires the distinguishing feature of interme- 
diated debt: the role of information piadtiction nJer debt 
funding. 

90. Debt contracts almost always include provisions rcquir- 
ing borrowers to report any violation of covenants, so nionitor- 
ing for compliance is the less important of the two reasons. 

91. Using covenants to trigger re-evaluations is both 
cost-effective and legally necessary. Continuously conducting 
full evaluations would be too costly for lenders Also, an 
enforceable mechanism for putting a loan into technical default 
must be based on infomiation that is observable and verifiable 
by all parties. 

nants in debt contracts because these covenants 
provide a mechanism for credibly committing to 
abstain from behavior that exploits the f i n ’ s  
lenders. However, restrictive covenants have a 
high probability of being binding in the future. 
Hence, the option to renegotiate is very valuable, 
and the reputation o f  lenders very iniportant. 

contract because they can constrain borrower 
behavior. Covenants used in conjunction with a 
debt contract offered by a financial intermediary 
niay be especially potent, for three reasons. First, 
fixed costs of information production are kept 
down. Second, renegotiations are most feasible 
and least costly when the number of lenders is 
small. Third, because a borrower is often at a 
bargaining disadvantage in the event of a viola- 
tion, it will contract initially only with lenders 
with a reputation for fair dealing in renegotiations. 
With their long-term presence in the credit 
niarkets, intermediaries are most able to build and 
niaintain such reputations. Tight covenants are not 
present in widely distributed debt because diffiise 
owners cannot efficiently produce information, 
renegotiate, or maintain reputations. 

Covenants niay be pareto-improving in any debt 

Private Placeinents in a Theory 
of Credit Market Specialization 

The CMR paradigm illuminates the differences 
among the commercial bank loan market, the 
private placenient market, and the public bond 
market. Because their liabilities have short temis, 
banks prefer to invest in short-term assets. Such a 
preference naturally leads them to specialize in 
(among other things) lending to quite inforniation- 
problematic, generally small fimis. The optimal 
contract for such borrowers has a short maturity 
because renewal can be based on nonverifiable 
information. It still includes tight covenants 
because the borrowers are so problematic. These 
are frequently violated for reasons not associated 
with increases in expected losses or risk, and so 
bank loans tend to be renegotiated frequently. 
Quite problematic borrowers accept restrictive 
terms because banks niaintain a reputation for fair 
dealing and flexibility in renegotiation, because the 
covenant constraints have short temis, and because 
bank loans can typically be prepaid without 
penalty. 9I 

92. See Berlin ( 1  991) and Hart and Moore ( 1  989) for a 
formal model of the matwity stnichue of loans and the 
verifiability of inforination. 
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Because their liabilities have long ternis, life 
insurance companies prefer to invest in long-terni 
assets such as private placements, with fixed 
interest rates and call protection. Since the 
renewal-refusal mechanism for controlling risk is 
absent in such loans, life insurance companies rely 
more than banks on their ability to demand 
payment based on covenant violations, that is, on 
verifiable events. However, covenants are also less 
effective as a risk-control mechanism in long-temi 
debt. Thus, in equilibrium, issuers of private 
placements tend to be less problematic, and 
covenants in private placements tend to be looser 
than in bank loans.93 As a result, private place- 
ment covenants are less frequently violated and 
renegotiated. With less frequent renegotiation, 
borrowers are more willing to rely on a lender's 
reputation for fair dealing, rather than on an 
ability to prepay without penalty if renegotiations 
go sour. Since reputation is important, the equilib- 
rium can work only if private placements are 
fairly illiquid so that borrowers are assured of 
continued dealings with good lenders. 94 Thus the 
public bond market is not well suited to 
information-intensive lending. Although renegotia- 
tion occurs less frequently than in bank loans, not 
uncommonly a private placement is renegotiated 
several times during its life span. Life insurance 

93. Of course, private placement borrowers typically obtain 
their short-term working capital from cominercial banlts 1-hey 
may also have other short-term credit facilities with conimer- 
cia1 banks. 

As noted, there are differences between tlie bank debt and 
the private placement contracts of private placement issuers 
(bank debt coiltracts have more restrictive maintenance cove- 
nants). Such differences niay arise from specialization by 
intermediaries. Howevei, a short-term callable bank loan is not 
coinparable to a long-teim noncallable private placement 
because the bank loan can always be paid off and refunded 
whereas a private placement locks in a borrower for a substan- 
tially longer time. Therefore, a private placeiiient that has tlie 
same covenants as a bank loan will be much more restrictive, 
in effect, than the bank loan because it is noncallable and has a 
longer inahirity. The issue of simultaneously outstanding bank 
debt and private placements nohvitlistanding, the principal 
distinction we are drawing in tlie CMR paradigm is between 
those borrowers that depend strictly on the bank loan market 
(and have no access to long-term debt i n  the private placement 
market) and those fiiins that have access to the piivate place- 
ment market. That is, we are principally coinparing the bank 
debt contract of bank-dependent borrowers with the private 
placement contiacts of borrowers who arc not bank dependent. 

94. There are additional reasons that information-intensive 
debt is illiquid. When selling such debt contracts, originators 
must do so at a discount because buyers in tlie secondaiy 
niarket have to be compensated for their due diligence at the 
time of purchase and such compensation cannot come froni 
fees charged to tlie boirower. Also, borrowers niay be less 
cooperative in assisting due diligence at resale than at 
origination. 

conipanies invest significant resources in monitor- 
ing capacity (although not so many as banks do). 

Public market borrowers pose relatively few 
information problenis for lenders. Thus, publicly 
issued bonds can have long terms, and a relatively 
few, loose covenants are adequate. Intensive 
nionitoring is unnecessary, and renegotiation is 
infrequent. Given these characteristics, ownership 
of public debt can be diffiise rather than concen- 
trated, and the contracts can be liquid.95 

traditional view of market segmentation, which 
focuses on transactions costs and regulation in 
explaining the institutional structure of credit 
markets. The traditional view is simply inconi- 
plete. In a sense, the traditional view emphasizes 
the liability side of bank and life insurance 
conipany balance sheets and largely ignores the 
asset side. The CMR paradigm focuses on the 
asset side. Consistent with the traditional view, the 
CMR paradigm indicates that long-temi (short- 
term) loans appeal to life insurance companies 
(banks) because they match the maturity of their 
liabilities. However, it emphasizes that in equilib- 
rium long-term and short-terni lenders will tend to 
serve different classes of borrowers and to use 
somewhat different risk-control technologies. 

The CMR paradigm is not inconsistent with the 

Other Empirical Evidence Relevant to the 
Theory of Credit Market Specialization 

The CMR paradigm is consistent with empirical 
evidence indicating that financial interniediaries 
act as specialists in information production. James 
(1987) found a positive stock-price response to the 
announcement of bank credit agreements. This 
result is consistent with the notion that banks 
produce infomiation about firni quality and reveal 
this information through their credit decisions 
(an approved bank credit agreement is a positive 
signal to the market); it contrasts with the results 

95. Berlin and Loeys (1988) demonstrate theoretically that 
lower-quality fimis (that is, fiiiiis with a higher piobability of 
deterioiating) are likely to prefer an inteiniediated loan with 
tight covenants because tlie incieniental value of hiring a 
delegated inonitor to produce information about tlieii tnie 
condition is higher. Monitoriiig is inefficient, however, if debt 
of a lower-quality fiini is publicly held because each bond- 
holder will have an inadequate incentive to monitor after 
weighing the private gains from monitoring against benefits 
That is, holders of public bonds do not enjoy the econoinies of 
scale of information production available to a financial interme- 
diary. Consequently, publicly issued debt tends to be most 
attractive to issuers of high quality and to firms about which 
much information related to their financial condition is publicly 
available 
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of numerous studies documenting a negative 
stock-price reaction to the issuance of public 
securities.96 One study subsequent to James (1987) 
indicates that the positive stock price response is 
confined to renewals (Luninier and McConnell, 
1989), but another finds an effect for both new 
and renewed loans (Billet, Flannery, and Garfinkel, 
199.3). Wansley, Elayan, and Collins (1 99 1) find 
that the availability of other signals of firm quality 
is important. All of these studies conclude that the 
uniqueness of bank loans stems from the ability of 
banks, as financial intermediaries, to produce 
inforniation not otherwise available in the market. 
Bailey and Mullineaux (1 989) and Szewczylc and 
Vamia (1991) document a similar positive stock- 
price response to the announcement of a private 
placement arrangement, suggesting that life 
insurance conipanies perform the same type of 
information production that conimercial banks do. 

Also consistent with the CMR paradigm is 
evidence that banks niay have an advantage over 
insurance companies in the production of informa- 
tion about their borrowers. Besides helping to 
explain banks’ preference for short-terni lending, 
such evidence helps explain why banks lend to a 
more problematic group of borrowers. Nalcaniura 
(1993), for example, argues that banks have a 
special advantage over other financial intemiediar- 
ies because they obtain information from borrow- 
ers’ checking accounts. This inforniation is 
valuable because patterns in checking account 
activity can signal changes in a firni’s quality. 
TJdell (1986) and Allen, Saunders, and Udell 
(1991) show theoretically and empirically that 
banks can sort borrowers by manipulating the 
prices of their multiple services, including demand 
deposits and loans. The more intensive infomia- 
tion production by banks niay also explain the 
contradiction between results found by Bailey and 
Mullineaux (1 989) and Szewczylc and Vainia 
(1991), which show a positive stock response to 
private placements, and other studies. James 
( 1  987) and Banning and James (1 989) forind a 
negative response, niostly associated with private 
placenients that were used to repay bank debt. 
Vora (1991) forind a positive response but only for 
unrated firms. 97 

96. See Smith (1986) for a survey of this literature 
97. Alternatively, the methodology employed in these 

studies niay be too weak to capture the empirical relationship 
behveen stock returns and announcement effects in private 
placements One problem niay be identifying when information 
about a private placement is released to the market The long 
time involved in agenting a private placement may make 
identifying an appropriate event window difficult 

The CMR paradigm is consistent with empirical 
evidence on corporate restructuring and bank- 
ruptcy. Gilson, John, and Lang (1990) found that 
the probability that a firm would be restructured 
privately (versus entering formal bankruptcy) was 
positively related to the ratio of private debt (bank 
loans plus private placements) to total debt. They 
also found that stock returns (that is, cumulative 
abnormal stock returns) were significantly higher 
on average for announcements of private restnic- 
turings (for which the returns were positive) than 
for bankruptcy (for which the returns were 
negative). One explanation for these results is that, 
in a private restructuring, f i r m  avoid the direct 
and indirect costs associated with bankruptcy, 
which niay total as much as 20 percent of firm 
value (see Warner, 1977, and Weiss, 1990, on 
direct costs; and Altman, 1984, Cutler and 
Summers, 1988, and L,ang and Stultz, 1991, for 
indirect costs). As noted earlier, one advantage to 
intermediated debt is that it facilitates renegotia- 
tion. Hence, lower-quality firnis with a higherprob- 
ability of fiittire distress value the renegotiation 
mechanism offered by financial intemiediaries 
more than do higher-quality firms.98 Other things 
being equal, such firnis will thus prefer to issue 
private rather than public debt. Another explana- 
tion for the higher cuniulative stock returns 
associated with private restnicturings is the 
possibility that relatively higher-quality fimis 
signal their value by choosing to restructure 
privately. 

Gilson, John, and Lang (1990) also examined 
stock returns at the tinie that the market first 
learned that a firm was in financial distress. They 
found that those firms subsequently entering 
bankruptcy proceedings suffered negative cumula- 
tive returns on average when the market first 
learned of their financial distress, whereas those 
firms subsequently restructured privately suffered 
no negative cumulative retmns. 

Taken together, the Gilson, John, and Lang 
results are generally consistent with the CMR 
paradigm. Financial intermediaries can use 
infomiation produced through b o ~ o w e r  monitoring 
in conjunction with restrictive covenants to begin 
negotiations leading to a restructuring before a 
firm deteriorates beyond a point of no return. That 
is, financial intermediaries may be able to inter- 
vene at the earlier stages of fimi distress because 
of three characteristics of intermediated debt 
contracts: covenant restrictions, monitoring by 

98 Lowei-quality fimis also value covenant restrictiveness 
when combined with renegotiation flexibility 
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lenders, and the flexibility in renegotiation that is 
associated with a limited nuniber of lenders. 
Therefore, among those firms that suffer distress, 
those with intermediated debt are more likely to 
restructure privately. Finns without intemiediated 
debt, however, are likely to suffer more deteriora- 
tion before negotiations begin and are more likely 
to enter bankruptcy. This finding is also consistent 
with the results of Franks and Torous (1990), who 
found that firms filing for bankruptcy are generally 
in poorer condition than those restructuring 
privately. In particular, bankrupt fimis are less 
liquid and less solvent than those that work out 
their debt in private restnichirings. 

Suinmary of Part 1 

The arguments and evidence presented in part 1 of 
this study imply that, as shown in the following 

Graphical Summary of Part 1 

diagram, firnis can be placed on an information 
continuum corresponding to their access to 
different debt markets. At one end of the contin- 
uum are small, new, extremely infomiation- 
problematic firms that require a prohibitive amount 
of evaluation and monitoring and that have little 
or no collateral to offer prospective lenders. Such 
firnis must either use internally generated fiinds or 
obtain outside equity financing (perhaps from 
venture capitalists).g’ Slightly less problematic, 
larger fimis migrate to commercial finance 
companies and commercial banks, which provide 
short-temi loans with tight covenants, intensive 

99. Venhire capitalists can be viewed as agents who, acting 
as insiders, produce information about the prospects of new 
fimis They design tailored contracts that combine a high 
measure of control with a risky claim on the success of the 
firm See Chan (1983) 01 Chan, Siegal, and Thakor (1987) for 
a fomial model of the role of venhire capitalists in an 
information-theoretic setting. 

I FIRMCONTINUTJM I 

I 
Very small finii, possibly Sinall fimis, possibly Medium-sized finns 
with no collateral and with high growth some track record 
no track record potential but often Collateral available, 

with limited track if necessary 
record 

Sources of Capital 

I 
Large fimis of 
known risk and 
track record. 

Insider seed money 

Commercial paper 

I.t Short-term commercial loans 

Mcdiuni- 
terni ~1 notes 

Intermediate-term commercial loans 

Private placenients 

t!$iGz-M 
Venhire capital d 
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monitoring, and the renegotiation option. These 
fimis tend to be risky arid often borrow on a 
secured basis. IOo Somewhat larger firnis may be 
able to obtain intermediate-term bank financing or 
subordinated debt financing from mezzanine debt 
funds or equity funds. Like bank loan officers, 

100. Several theoretical papers have shown that collateial 
inay be a powerful tool in solving infomiation-related problems 
associated with debt contracting (see Chan and Kanatas, 1985, 
Chan and Thaltor, 1987, and Besanlco and Thaltor, 1987a and 
f987b) Finance companies and commercial banks frequently 
require collateral as part of their loan contract (see Beiger and 
Udell, 1990 and 1993b) Much evidence suggests that secured 
lending tends to be associated with iiskier borrowers (see 
Berger and Udell, 1990, I993a, and 1993b, Boot, Thaltor, and 
Udell, 1991, and Swary and Udell, 1988) 

mezzanine fiind and equity managers intensively 
monitor their borrowers. They also control 
information-related contracting problems partly by 
exercising some control through their share of the 
borrower’s equity. Somewhat stronger borrowers 
obtain bank credit on an unsecured basis from 
commercial banks. Even less information- 
problematic firnis have access to the private 
placement market. These firms still have enough 
information problems to require the services of an 
intermediary, but they are generally not so prob- 
lematic as comniercial bank borrowers. Thus they 
can issue long-terni debt with looser covenants 
than those that exist in the bank loan market. 
Finally, firms that pose minimal information 
problems for lenders can issue in the public debt 
markets. 
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Part 2: Secondary Trading, the New Market for Rule 144A Private Placements, 
and tlie Role of Agents 

In focusing on an economic analysis of the 
traditional market for privately placed debt, part 1 
ignored two important features of that market: the 
effects of Rule 144A and the role of agents. 

Though resale of private placements is some- 
times thought to be prohibited, in fact a small 
secondary market for them has existed for 
decades. Rule 144A, however, has created a new 
market for private placements. Adopted in April 
1990 by the SEC, this rule establishes conditions 
under which private placements may be freely 
traded among certain classes of institutional 
investors. The rule has spawned the development 
of a market for underwritten private placements, 
which has characteristics-such as not being 
information intensive-more like those of the 
public bond market than like those of the tradi- 
tional private market. Part 2, section I ,  analyzes 
the Ride 144A market. 101 

The great nia,jority of new private issues are 
assisted by an agent, which offers many of the 
advisory and distribution services of a public bond 
underwriter but does not actually perforni a 
firm-commitment underwriting, except with 
underwritten Rule 144A issues. Agents are at the 
nexus of many private market information flows 
and thus play an important role. Section 2 
describes their role. 

1. The Rule 144A Market 

Rule 144A gave securities firins the opportunity to 
underwrite private placements, allowing new 
issues of private debt to be distributed in much the 
same way as issues in the public bond market. 
Securities firms have taken advantage of this 
opportunity by providing public-like borrowers an 
alternative to the public market and the traditional 
private placement market. The 144A market thus 
bridges a gap between the two existing markets by 
malting available to large corporations, not having 
the information problems of the typical issuer of 
private debt, a more efficient means of placing 
debt in the private market. 

Although Rule 144A applies only to certain 
secondary market transactions, it has implications 

101 Rule 144A applies to both debt and equity securities, 
but tlie discussion in this section focuses only on debt 
securities. 

for the distribution of private placenients. The nile 
permits sophisticated financial institutions, desig- 
nated in the rule as qualified institutional buyers 
(QIBs), to trade private placements freely among 
themselves without jeopardizing the exemption of 
the securities from SEC registration. In any private 
placement transaction, whether in the primary or 
in the secondary market, the seller must ensure 
that the sale does not constitute a public offering, 
which would violate the basis for exemption. 
Before the adoption of Rule 144A, securities firms 
did not underwrite private placements because 
sales of securities to investors as part of an 
underwritten distribution might be construed as a 
public offering. Rule 144A, however, takes the 
view that QIBs are not part of the public; conse- 
quently, transactions between QIBs cannot involve 
a public distribution. Most securities firms are 
QIBs, arid thus they can purchase private place- 
ments from issuers and resell them to other QIBs 
without violating the private placement exemption. 

The SEC justified this treatment of QIBs on the 
grounds that the Congress had never considered 
sophisticated, institutional investors to need the 
protection offered by the registration of securities. 
The purpose of registration was to protect unso- 
phisticated, individual investors. The SEC there- 
fore concluded that, if secondary transactions 
involved only sophisticated investors, such trans- 
actions would not constitute a public distribution 
and thus could be effected without restriction. 102 

The SEC had two basic purposes in adopting 
Rule 144A. One was to increase liquidity in the 
private placement market and thus to lower the 
differential between private and public yields. The 
other was to make the private placement market 
more attractive to foreign issuers. Foreign compa- 
nies had been infrequent issuers in the public 
markets, priniarily because they found the registra- 
tion requirenients expensive and burdensome, 
especially the stipulation that financial statements 
be reconciled with generally accepted accounting 
principles in the United States. 103 Although 
foreign conipanies have long been able to bypass 
these obstacles by issuing private placements, they 
had not done so to any great extent, partly because 

102. SEC (1988), pp. 97-102. 
103. Despite appearances, the burden of registration and 

disclosure requirements may be less than inany potential 
foreign issuers have perceived it  to be. See Engros (1 992), 
pp. 5-9. 
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of the higher yields in the private market than 
those in the public market. The negotiation of 
terms and frequent inclusion of restrictive cove- 
nants in private debt contracts also made the 
private placement market unattractive to foreign 
companies. 

As defined in Rule 144A, QIBs are financial 
institutions, corporations, and partnerships that 
own and invest on a discretionary basis at least 
$100 million in securities. IO4 This definition is 
broad enough to include life insurance companies, 
pension fiinds, investment companies, foreign and 
domestic commercial banks, master and collective 
bank tnists, and savings and loan associations. 
Besides meeting the securities test, banks and 
savings and loans must have net worth of at least 
$25 million. The SEC imposed this condition 
because it believed that securities holdings alone 
did not necessarily reflect the appropriate degree 
of investor sophistication for institutions having 
insured deposits. 105 In contrast to other institu- 
tional investors, a broker-dealer must own only 
$10 million in securities to qualify as a QIB. The 
SEC chose a lower amount to avoid excluding a 
significant number of brolter-dealers that were 
actively participating in the private placement 
market. 106 

Besides confining transactions to QIBs, 
Rule 144A stipulates three other conditions. First, 
to ensure that a minimum amount of infomiation 
is available, an issuer must provide buyers with 
copies of its recent financial statements and basic 
information about its business. Second, when 
issued, privately placed Securities cannot be of the 
same class as any of the issuer’s securities already 
traded on a IJS. stock exchange or on the 
NASDAQ system. This requirement is intended to 
prevent the development of an institutional market 
in publicly traded securities. Third, the seller of 
144A securities must take “reasonable” steps to 
inform the buyer that the sale is occurring pursu- 
ant to Rule 144A.Io7 

104. Bank deposit notes and certificates of deposit, loan 
pai ticipations, repurchase agreements, and currency and interest 
rate swaps are excluded. When it adopted Rule 144A, the SEC 
excluded US. government and agency securities as well; 
amendments to the nile in October 1992 removed the 
exclusion. 

105. SEC (1 990a), pp 17-20“ 
106. SEC (1990a), p. 21. 
107. Further details on the provisions of Rule 144A, tlie 

SEC’s reasons for adopting the rule, and its justification are in 
appendix A. 

Features of the Market 

Although the SEC adopted Rule 144A only in 
1990, the 144A niarltet has developed so that it is 
easily distinguished from the traditional private 
placement market. In our view, the essential 
feature of the new market is that it is not infornia- 
tion intensive, which is to say that it has taken on 
the main features of the public bond market. The 
niost visible and discussed similarity to the public 
niarltet has been the underwriting of 144A offer- 
ings. Indeed, this aspect serves as the basis for our 
definitions of a 144A security and the 144A 
market. 108 

Nature and Size 

Measuring the developnient of the underwritten 
144A market is especially difficult because many 
niarltet participants, as well as the information 
services that collect data on the private placement 
market, consider a 144A security to be any private 
placement that relies upon the documentation 
required for a financing pursuant to Rule 144A. 
IJnfortunately, this definition includes private 
placements that are, other than the documentation, 
no different from traditional private placenients. 
Thus, relying upon these data, for which we have 
no alternative, necessarily leads to an overstate- 
ment of the size of the underwritten 144A market. 

Using the broad definition, gross issuance of 
144A securities has expanded rapidly since the 
inception of the 144A market in 1990. The 
volume of offerings in 1992 was about $33 billion, 
almost double that in 1991 (the first full year the 
nile was in effect) and nearly two-thirds of the 
volume in the traditional market (table 9). 

The difficult question to answer is, How niuch 
of the broad measure of 144A issuance has been 
underwritten? No direct estimates have been made, 
but an indirect estimate of underwritten issuance 
can be obtained by assuming that issues with two 
or more credit ratings have been underwritten. 
Underwritten offerings, whether in the public 
market or the 144A market, typically have at least 

108 In this regard, some have aigucd that underwriting is 
not a meaningful distinction because inosl underwritten 
securities have been sold before the formal offering. Although 
this situation may be tnie, our view is that underwriting is 
characteristic of a non-infoimation-intensive market, which in 
him is the critical feahiie of the 144A market The focus on 
undeiwriting is partly a matter of convenience, but it also 
coincides with a view held by many niailtet participants that 
underwriting is the distinctive feature of tlie 144A market 
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Issuance 

4s 

1989 1990 1991 1992 

Rule 144A private 
placements . . . , . , , 

By foreign issuers . " 

Non-Rule 144A private 
placements , . , . . , . . 

By foreign issuers . . . . 

Public bonds I _ I . . . . , I I .  
By foreign issuers " .  . . 

" .  2.2 16.7 33.3 
I " "  .4 5 5 10.5 

1348  1010 7 5 8  5 2 4  
2 0 3  1 5 8  12.5 9 4  

188 9 203 6 307 1 401 8 
9 2  1 4 8  2 0 2  2 4 1  

SOURCE. IDD Information Services and Securities Data 
Corporation. 

two ratings because the rinderwriters otherwise 
incur significantly higher regulatory capital 
charges. Available infomiation from the SEC 
shows $4.4 billion of 144A issues with at least 
two ratings in 1991 and $6.0 billion in the first 
eleven months of 1992. 
roughly in line with market estimates, which place 
underwritten issuance in 1991 at slightly more 
than $3 billion and in the first half of 1992 at 
roughly double that pace. ] l o  Even the larger 
figures from the SEC suggest that the underwritten 
market is still in an early stage of' development. 

These figures are 

Characteristics of Underwritten 144A 
Securities 

Besides being underwritten, 144A securities have 
assumed many other features of publicly offered 
bonds. The terms and documents generally 
conform to the standards used in the public 
market; in particular, bonds have "public style" 
covenants, which are fewer and considerably less 
restrictive than those found in traditional private 
placements. IJnderwriters charge roughly the same 
fees as those for a public offering, but the issuer 
avoids the considerable expenses associated with 
public registration. The underwritten 144A securi- 
ties also generally have two credit ratings; and, 
in many instances, the offering memorandum is 
styled like a prospectus in a public offering. Also, 

144A offerings are usually transferred through the 
book-entry system operated by the Depository 
Tnist Company. All of these features are a part of 
underwriters' efforts to market 144A private 
placements to traditional public market investors, 
such as mutual fiinds, pension fiinds, and groups 
within life insurance companies responsible for 
public bond investments. 1 Furthermore, under- 
written private placements have been comparable 
in size more to public offerings than to traditional 
private placements: In 199 1 ,  for example, the 
average issue for 144A securities, broadly defined, 
was $92 million, nearly double that for non-144A 
placements. Finally, the terms of the securities are 
rarely negotiated with investors but are typically 
set before the offering. 

Despite this similarity to public bonds, nnder- 
written 144A securities generally have not yet 
achieved the sanie degree of liquidity as public 
bonds, and thus their yields contain a premium. 1~ 

In the first year of the market, the premium was 
reported to be about the sanie as that on traditional 
private placements. More recent reports suggest, 
however, that the liquidity of 144A securities has 
increased and that the premium has decreased, as 
major dealers have allocated capital and traders to 
making markets for 144A securities. 113 

Foreign Issuers 

Thus far, the proportion of foreign issuance has 
been greater in the 144A market than in either the 
traditional private or the public bond market. 
Based upon the broad measure of 144A issuance, 
approxiniately one-third of the total volume of 
144A offerings in 1991 and 1992 was accounted 
for by foreign issuers, including US. subsidiaries 
of foreign conipanies. In contrast, 17 percent of 
the traditional private placements and 6 percent of 
the public offerings were by foreign issuers. 

Several factors lie behind foreign use of the 
144A market. One is that the adoption of 
Rule 144A itself served to publicize the already 
existing advantages of the private placement 
market to foreign companies. Th~is, the effect of 
the nile has been to alter foreigners' perception 
that all offerings in the United States are subject 

109. SEC (1993), appendix A. The report does not cover all 
the 144A issues used to compute the totals in table 9 The 
report examined issues totaling $7.6 billion in 1991 and 
$8.0 billion in the first eleven inonths of 1992, 

Keefe (1992), pp. 1 and 10 
I 10. See Irtves/rneitf Dealers ' Dige,sr ( I  992), pp 1.3-1 4, and 

11 1. In this regaid, a major undenviiter noted that 70-95 
percent of 144A placenients during the first half of 1992 had 
been sold to public investors See Vachon (1992b), pp 23-24 

I12 An additional reason for the premium is that investors 
typically demand a slightly higher rate from foreign issuers and 
from first-time issuers 

1 13 Keefe ( I  992), p 10 
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to excessive regulatory burdens. Indeed, market 
participants concede that some of the foreign 
issuance done under Rule 144A could have been 
as easily accomplished before the rule's adop- 
tion. 114 Moreover, since the rule's adoption, 
investment banks have devoted greater effort to 
bringing foreign issuers to the private placement 
market. A second factor boosting foreign issuance 
has been the low interest rates in the United States 
relative to those in European countries. The 
increase in 1991 in foreign issuance in the public 
bond market and the record pace of offerings in 
1992 attest to the yield advantage in lJ.S. markets. 
A final factor is that the premium in yields on 
foreign bonds issued in the private placenient 
market has declined. 

144A market, many foreign issuers have been 
well-known corporations, but at the sanie time, 
about 20 percent of the issues have come from 
first-time borrowers in the IJnited States. 115 The 
major sources of issuance from abroad have been 
the United Kingdom and Mexico. Through 
November 1992, more than half of the foreign 
issues studied by the SEC were involved in global 
offerings, and virtually all the global offerings 
originated with an offshore entity. In contrast, 
about half of those foreign-related offerings 
confined solely to the 144A market involved U.S. 
subsidiaries of foreign corporations. 116 About 
SO percent of the volume of foreign 144A securi- 
ties in 1991-92 canie from financial institutions, 
and niost of that was in medium-term notes. 

Among other aspects of foreign issuance in the 

Doinestic Isstrers 

Despite the attention given to foreign use of the 
144A market, lJ.S. companies have accounted for 
nearly 70 percent of the volume through 1992. 
Domestic issuers in the 144A market have 
typically been those companies with special 
circumstances that preclude issuing in the public 
bond market, where yields are lower. In some 
cases, the companies have not wanted to spend the 
tinie nor incur the expense required to register the 
securities with the SEC. Among these have been 
private companies that, iii the past, have borrowed 
in the traditional market but have now found niore 
favorable pricing in the 144A market. Also 
included are nonregistered subsidiaries o f  publicly 

114. Engros (1992), p. 7 
115. Pviwate Plncemenl Reporter (1 992a), p IO 
116 SEC (199J), appendix A. 

registered parents that have issued debt in the 
subsidiaries' names. In other cases, companies 
with outstanding public securities have turned to 
the underwritten 144A marlcet to protect the 
confidentiality of the specific circumstances 
leading to the borrowing. 

Another group of domestic companies has used 
the 144A marlcet as a temporary alternative to the 
public bond market. These conipanies normally 
issue public securities but have turned to the 
144A market to avoid any delays arising during 
the registration process that could cause issuers to 
miss favorable financing opportunities. The 
144A private placements sold under these circum- 
stances have included registration rights, which 
obligate the issuer to register the bonds with the 
SEC within a specified time. Failure to do so 
results in the bonds' carrying higher coupon rates. 
Most companies selling these types of 144A secu- 
rities have been rated below investment grade. 

Investors 

During the first two years after the adoption of 
Rule 144A, life insurance companies were the 
largest group of investors in 144A securities. As 
the 144A niarket has developed features of the 
public bond market, however, the coniposition 
of investors has shifted toward those, such as 
mutual fiinds and pension fiinds, that generally 
concentrate investments in public securities. 
Information on buyers of 144A securities from a 
saniple of new issues studied by the SEC implies 
that the share of life insurers' purchases of straight 
debt fell from roughly 7.5 percent between 
April 1990 and August 1991 to 60 percent 
between September 1991 and April 1992 
(SEC, 1993). Over the sanie two periods, the 
combined share of mutual fiiiids and pension fiinds 
rose from a little over 10 percent to nearly 
40 percent. Market participants indicate that the 
coniposition of buyers has continued to shift 
toward nirihial fiinds and pension fiinds and, in 
addition, that many life insurance companies have 
shifted responsibility for investing in 144A securi- 
ties from their private placement groups to their 
public market groups. Thus, the dominance of the 
life insurance companies in the later period of the 
SEC study likely understates the growing signifi- 
cance of public market investors in the 144A 
market. 

Public market investors are attracted to the 
144A market because its public-like features suit 
their investnient style. In contrast to the buy-and- 
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hold strategy of investors in traditional private 
placements, many public market investors follow 
a total-return strategy in which they attempt to 
increase the return beyond the security's coupon 
rate of interest. To do so, these investors look for 
undervalued securities offering the potential for 
capital gains. 117 Such investors require liquidity, 
because they do not expect to hold the securities 
to maturity. From this perspective, public market 
investors have found the liquidity in the 144A 
market to be sufficient. 

In contrast to the move of public market 
investors to the 144A market, buyers of traditional 
private placements are unlikely over time to find 
this market attractive. The comparative advantage 
of traditional market investors is in credit analysis 
and credit nionitoring, neither of which is required 
extensively in the 144A and public niarkets. And, 
in the buy-and-hold strategy of traditional inves- 
tors, liquidity is of little importance. 

Prospects for Development 

Because it has filled a gap in US. capital markets, 
the underwritten 144A market appears likely to 
undergo further development and growth. Before 
the adoption of Rule 144A, no market existed that 
could acconimodate large issues that were unsuited 
for the public market but did not require an 
infomation-intensive market. Issuers of this 
nature, whether domestic or foreign, had no choice 
in 1J.S. markets but to accept the terms of the 
private market. Although such issuers often did 
not have to tolerate restrictive covenants, they had 
to pay a premium over public bond rates because 
of the lack of liquidity in tlie private placement 
market. By increasing liquidity, Rule 144A has 
reduced the premium and has thus increased 
offerings by such issuers. 

In being both non-information-intensive and 
private, the 144A market represents a new bond 
market. Whether tlie need for such a market 
extends much beyond current levels of activity is 
an open question. The niidsized, infomation- 
problematic firnis, which issue in the traditional 

117. One element of this strategy is identifying companies 
likely to undergo a credit-rating upgrade. Credit analysis is 
used for this puipose but is not essential for ensuring the 
long-nin value of the security, as in investing in traditional 
private placements Consequently, public market investors 
perform much less extensive credit analysis and monitoring 
than investors in traditional piivate placements. Public market 
investors also tend to rely iiiore upon the research of invest- 
ment banks and other outside credit analysts 

market, will probably not move to the 144A mar- 
ket. They must borrow from a financial interniedi- 
ary and often do not want their issues to be traded 
in a liquid market to investors that might not 
understand their particular circumstances. 

Perhaps, the greatest potential for the 
144A market lies in its use by foreign issuers, 
inasmuch as they represent the largest group of 
borrowers with no previous satisfactory alternative 
in the United States. If foreign issuance expands 
significantly, Rule 144A niay prove helpful in 
integrating world capital markets. Borrowing by 
large, domestic corporations with specialized 
requirements seems to offer much less potential, 
as such borrowing constitutes a small share of the 
credit needs of large corporations. If, however, the 
liquidity of the 144A market increases so that 
yields in the public and 144A markets are roughly 
the same, a considerable portion of public market 
borrowing may shift to the 144A market, which 
would offer lower borrowing costs overall because 
of the absence of registration costs. 

2. The RoIe of Agents 

Almost all new public issues of bonds are 
managed by an underwriter on the basis of a firni 
commitment. New issues of private placements, 
however, are often assisted by an agent or 
adviser. 118 Agents provide various services to 
issuers, including advice about the structure, 
pricing, and timing of financings; assistance in 
locating investors; and help in negotiating with 
theni. Agents assist traditional private issues on 
a best-efforts basis, but many Rule 144A trans- 
actions are firni-commitment underwritings. 
Although no quantitative evidence is available, 
remarks by market participants indicate that an 
agent assists in about two-thirds of traditional 
private issues; the rest of these issues involve 
direct contacts between issuers and investors. 
Apparently, although lenders and borrowers in the 
private placement market might be able to find 
each other and write contracts by themselves, 
such a process would be costly; in many cases, 
employment of a third-party agent is more 
efficient. 

The role of agents in  the private placement 
market is somewhat more complicated than the 

118. Technically, an agent has the power to coininit the 
issuer, whereas an advisei does not We use the word ngen/ to 
refer to both 
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previous paragraph may imply. Like the private 
niarket itself, the agent industry exists primarily to 
solve problems associated with costly and asym- 
metric infomiation. Agents add value in several 
ways: 

0 They reduce search costs for both borrow- 
ers and lenders by maintaining information 
about lenders’ preferences and by screening out 
unqualified borrowers. 

They have knowledge of prevailing market 
prices and the tradeoff rates between prices and 
other contract terms. Borrowers need such 
infomiation for both search and negotiation, 
and buying it from an agent is often cheaper 
than gathering it. 

They provide technical advice and other 
assistance to borrowers during negotiations, 
helping them obtain better temis. 

They enforce informal bargaining conven- 
tions that reduce bargaining costs for everyone. 

The private market is thus hroader and deeper than 
it would be without agents: More borrowers are 
served, and more competition exists among 
lenders. 

The stnickire of the agent industry is influenced 
by economies of scale and scope, by limited 
strategic relationships between agents and lenders, 
and to some extent by specialization. The primary 
economy of scope is with the provision of other 
corporate financial services: Agents tend to 
flourish in those large comniercial banks and 
investment banks that sell a large volume and 
variety of corporate finance products, such as 
loans or underwritings. The relationship officers 
of such banks can refer significant numbers of 
potential clients to the private placement agents 
within the organization. Economies of scope also 
exist with public-issue underwriting, in that sales 
forces for public securities can distribute some 
private placements. 

costs of gathering infomiation. These costs are 
smaller for high-volume agents for two reasons. 
First, the fixed costs of gathering infomiation can 
be spread over many clients. Second, an agent 
acquires information as a byproduct of assisting 
individual transactions, both reducing the amount 
of information it must gather by other means and 
providing more to trade in the inforniation 

The primary economy of  scale is related to the 

I I 9  For example, some lenders may offer better t e r m  than 
others to boirowers in a particular industry, perhaps because 
they have particular expertise in lending to that industry 

marketplace. Agents and lenders gather informa- 
tion through informal sharing arrangements with 
each other, and high-volume participants are more 
sought after as partners in such arrangements. 

Economies of scale and scope influence an 
agent’s style of providing services as well as the 
degree of concentration of the industry. Although 
niost agents are in large measure generalists, they 
have some variety in the technologies they can 
choose when conducting their business, especially 
with regard to the distribution of securities. They 
also tend to specialize somewhat in the technolo- 
gies best suited to the kinds of client their host 
organization’s relationship officers tend to refer. 120 

Although large agents may have advantages, 
Competition appears substantial because entry and 
exit costs are relatively low and the roster of 
agents is constantly changing. 

Who Are the Agents? 

According to a database supplied by the publishers 
o f  the Investment Dealers Digest, thirty investment 
banks and commercial banks were responsible for 
96 percent of the volume of all agented privately 
placed debt transactions from 1989 through 1991 
(see table 10). Each of these agents placed at least 
$1 billion of debt securities during at least one of 
those three years. The database, however, does not 
include all new private issues. Possibly, a table 
based on a complete list of transactions would 
change the ranking somewhat and would add 
entries to the list. 1 2 1  

The Stages of a Private Placement 
Transaction 

This subsection describes the role of the agent at 
each stage of private placement issuance, enipha- 
sizing the ways in which agents add economic 
value to the transaction. Readers not already 

120 For example, some agents assist mainly large place- 
ments (say, more than $100 million in face value), some serve 
mainly investment-grade borrowers, and others serve mainly 
below-investment-grade borrowers Some agents may get a 
disproportionate share of a given industry’s business. 

121 The total number of agents of private placements is 
unknown because many banks, investment banlts, and “bou- 
tiques’’ act as agents for relatively small volumes of issuance 
The IDD data files for 1989-91 list 173 organizations as  
agents, many of them for only one or a few transactions in a 
single year. Many agents with a relatively m a l l  volume of 
business do not report their transactions to IDD. Market 
participants’ off-the-cuff estimates of the total number of 
currently active agents range from 100 to 300. 
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Rank according to business voluriie 

Private 
placement Investment Commercial 
agenting banking banking 

10. Major agents of1J.S. private placenients of debt, 1989-91 

Three-year agent volume 

Amount 
(millions of Percent of 

dollars) total Agent 

Goldinan Sachs I 1 ". . . . . " .  , . " .  . I .  
First Boston _... "I... _ _ . . . . , . . l . . I I 1  
Salornon Brothers , . . " .  , , . I " .  I 
J.P. Morgan , . . . , ~ ~, . . I ".. . " .  . . . . I , . . 
Merrill Lynch . I ,  I ,.. , 1 .  I I .  I. .. , " .  
Lehnian Brothers . . . , . . . . . " .".  . . , I . . I  

Citicorp . I , .  . , . I. . . I . . . " , , , . , . . . . 
Chase Manhattan ".  . , " .  . . , , . " .  . , , ".. . 
Morgan Stanley .". , . . . .. . , " " .  . . 
Drexel Burnhani . . " .  , " ,  . . . . . . 1 

Donaldson Lufkin .." " ,  . . " .  , . . " " I  I 

NationsBanldNCNB , I . . . . . . I . . I . , 
Dillon Read . " . . """  ,.. I _ . . . . I I . " . .  

Smith Barney . . ".. . I. I .  I I I 
Capstar Partners , , . " , , . I . I . , . . . . 

_ . .  "...."".. " 
Wertheini Schroder . ~ . . . . . . I . . I . .  ". 
Lazard Freres . , , I . . " . .  , . . I . . I  ".  
Barclays , , I . . . , . I I . . ". . . , . I . . I . I 
Alex Brown . l . l I . , . . , ~ . , I I . ~ .  

1 2 
2 4 
3 7 
4 12 
5 1 
6 3 

7 
8 
9 

10 
1 1  
12 

13 
14 
15 
16 
17 
18 

19 
20 
21 
22 
23 
24 

25 
26 
27 
28 
39 
30 

( -9 
. . ,  

6 
n.a. 
1 1  
" . "  

^ .  

. . "  
5 

" " "  

. . ^  
" I "  

I O  

(28) 
14 

, . .  

9 
15 

. , "  
" . .  
. " .  
I 3 

. .  37,469 1 1  7 
I .  32,143 10.0 
" "  25,811 8.1 
8 22,075 6.9 
. .  19,574 6.1 
. ^  16,635 5.2 

1 
5 

. .  
, . .  
" . "  
10 

23 
20 

13 
3 

. . .  

23 

. "  
4 

" . .  
, . .  
. " .  

. . .  

. " .  
" .  
" I ,  

. . ,  
" . .  

14,485 
13,264 
12,908 
12,246 
1 1,726 
1 1,009 

10,708 
10,167 
8,387 
6,460 
6,164 
5,740 

4,022 
3,714 
3,517 
3,125 
2,997 
2,634 

2,566 
1,929 
1,802 
1,184 
1,159 
1,09 1 

4.5 
4.1 
4.0 
3.8 
3.7 
3.4 

3.3 
3.2 
2.6 
2.0 
I .9 
1.8 

1.3 
l"2 
1.1 
1 .o 
.9 
.8 

.8 

.6 
~6 
"4 
,4 
..? 

1 investment and conimercial banking ranks were deter- 
mined using underwriting and loan volumes respectively. 
2 Dillon Read and Citibank were the eleventh and 

twelfth ranked investment banks for investment glade debt 
respectively. 

familiar with the details of private issuance may 
find the description of a sample private placement 
transaction that appears in appendix F helpfiil at 
this point. The example provides a sense of the 
flow of the process that may be useful background 
for the analysis in this section. 

As shown in the following diagram, a deal 
passes through five major stages. During the 
prospecting stage, agents identify potential issuers 
and compete with each other to gain the issuer's 
business. Issuers decide whether to place a private 
issue or to use another vehicle for financing and 
whether to hire an agent or to issue withoiit 
assistance. 

during prospecting, agents analyze in detail an 
issuer's condition, operations, and plaiis (due 
diligence) and use this infomiation to set major 

During the contract design stage, and sometimes 

3. End-of-I991 consolidated loans were combined for 
Chemical and Manufacturers Hanover in arriving at a bank 
ranking. 

Sotiiic~s Noted in text. 

debt contract terms. They summarize the terms on 
a term sheet and write an offering memorandum 
describing the issuer, which is somewhat similar to 
a prospectus. The memorandum and temi sheet are 
often packaged together and called "the book." If 
necessary, agents seek a rating of the issue. They 
then choose an initial strategy for distribution and, 
in some cases, carry out preliminary inquiries of 
investors. 

During the distribution stage, which is coinci- 
dent with the design stage for many deals, the 
agent seeks investors. Negotiations that change the 
term sheet often occur. In some cases, the agent 
first seeks a lead lender (traditionally, the investor 
that buys the largest fraction of the placement) and 
conducts most negotiations with it; only after the 
lead has committed to the deal does the agent 
attempt a broader distribution. In other cases, 
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Stages of private placement issuance 

Stage I Activities and events 

Prospecting 

Design of  major contract terms 

Distribution 

Due diligence by lenders 

Contract writing 

i 
Client (issuer) identification 

Competition among agents 

Due diligence by agents 

Writing of offer memo and term sheet 

Pre-rating by NAlC or rating agency 

Decision about strategy of distribution 

Solicitation of investors 

Circling by investors 

Due diligence by lenders 

Investinent committee approvals 

Fornial letters of commitment 

Negotiations on exact language and terms 

Closing 

’[ 

the agent attempts a broad distribution from the 
beginning. An initial commitment by a lender is 
lcnown as “circling” the deal. Such a comniitment 
is contingent on approval by the lender’s invest- 
ment coninlittee and on due diligence by the 
lender that produces satisfactory verification of the 
information in the offering memorandum. Negotia- 
tions about price are conducted in terms of spreads 
over Treasuries of comparable average life until a 
deal is fiilly subscribed, at which time coupon 
rates are set. ‘2.2 If necessary to attract additional 
investors, the coupon rate may be increased after 
it has been set, but i t  niay not be reduced even if 
Treasury rates fall between rate-setting and 
closing. Similarly, if Treasury rates rise, by 
tradition the lenders may not demand a higher 
coupon. 

The contract design and distribution stages 
typically require one to two months. The process 

122 As is described further below, initial term sheets vary 
greatly in the extent o f  their detail Most commonly, a term 
sheet will initially include suggestions regarding covenants but 
no spread Interested investors respond to an initial offer by 
returning the sheet with acceptable covenants circled, modifica- 
tions noted, a spread they will accept, and the volume they will 
buy at that spread given that their modifications to other terms 
are included 

of obtaining a rating is the most important source 
of delays. 123 

begins when a deal is fiilly subscribed. Before 
circling, lenders carry out a significant amount of 
credit analysis, which often involves gathering 
some information not found in the offering 
memorandum. During the due diligence stage, 
lenders verify the information in the offering 
memoranduni and, if satisfied, present the deal to 
investment committees for approval. Rarely do 
investment committees reject a deal for anything 
but unsatisfactory due diligence. Rejection after 
circling imposes large costs on other members of 
the lending syndicate and on agents and borrow- 
ers. Agents are less likely to bring deals to a 
lender with a history of such behavior, and other 
lenders are less willing to join it in syndicates. 
Rejections thus in the long nin affect a lender’s 
ability to invest in private placements on favorable 
temis. 

The penultimate stage, due diligence by lenders, 

123. Given life insurance companies’ recent aversion to 
below-investment-grade placements, delays associated with the 
rating process are especially liltely for potential issuers near 
the borderline bchveen an investment-grade and a below- 
investment-grade rating 
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1 1. Major documents in private placement 
issuance 

Docuinent 

Offering inenioranduin 

Temi sheet 

Securities purchase 
agreement 

Securities 

Placement agent 
agreement 

Closing opinions 
and miscellaneous 
closing documents 

Purpose 

Describes the issuer. Similar to a 
prospectus, but the information it 
inay contain is not restricted. 

Lists temis of debt contract. Initially, 
the rate is often not included. This 
document is the focus of initial 
negotiations. Often bundled with the 
offering memorandim in a “book.” 

Details the represenhtions, warran- 
ties, covenants, and other provisions 
establishing the legal relationship 
between the borrower and lender. A 
securities purchase agreement is 
entered into with each investor, 

The notes or other instruments of 
indebtedness. 

Specifies the obligations of the 
issuer and the agent. May limit the 
actions the agent can take, for 
example, may rule out solicitation of 
certain classes of investor, such as 
individuals. 

A variety of of documents setting 
out opinions of counsel and stipula- 
tions by the issuer are often required 
at closing. 

SOURCE. Engros ( I  992) 

In the final stage of private issuance, lawyers 
hammer out the language of the debt contract, 
which involves several documents besides the 
notes theniselves (see table I I for the niajor 
documents). 124 The lenders are represented by a 
bond counsel, which is by tradition chosen by the 
lead lender but paid by the borrower. The bor- 
rower is often represented by its own counsel and 
is usually assisted by the agent. Transactions can 
unravel at this point when interpretations of terni 
sheets differ, but such unraveling is relatively rare. 
Although it varies, the time required for the final 
stage is usually a few weeks. Once all parties sign 
the contract (closing), fiinds can be disbursed to 
the borrower. 

analyzes each of the stages in more detail. 
The remainder of this subsection describes and 

Prospecting, Initial Advice, and Inter-Agent 
Competition 

Commercial banlcs arid investment banks obtain 
most of their private placement clients through 

124. See Engros (1992) for a complete list of documents 

contacts initiated by relationship oficers, who are 
traditional bank loan officers, investment bankers 
responsible primarily for maintaining relationships 
with clients, and hybrids of the two. Relationship 
officers call on current or prospective clients of 
their organization, attempt to learn about the broad 
spectnini of client needs for capital and financial 
services, and in the process often help clients to 
recognize opportunities and incipient problems. 
These officers are also able to identify opportuni- 
ties to sell specific products. 

Relationship officers consult their private 
placement group when they recognize that a 
private placement may be an appropriate way for 
a client to raise fiinds. When several different 
borrowing strategies might serve a client’s 
interests, some organizations arrange presentations 
to the client by different groups within the 
organization, for example, the private placement 
group and the loan syndication group. 

this description at some comniercial banks where 
most customer contact is by traditional loan 
officers and where the loan officers’ coiiipensation 
is determined by success in originating loans. This 
type of compensation scheme may deter loan 
officers from recommending a private placement 
over a commercial loan. According to market 
participants, commercial banks are losing this 
weakness as they change their organizational 
stnictures and compensation schemes. 

Agents may also obtain clients through requests 
by previous private placement clients for help with 
new transactions. Such requests are sometimes 
made directly to the agent group, as the client 
already knows them. Direct requests are also 
received from potential issuers who want conipeti- 
tive bids from different agents. Relatively few 
agenting ,jobs for first-time clients result from 
prospecting by the private placement group itself. 

Agents compete for the right to assist particular 
private placements, with the degree of competition 
depending both on expected profits and on the 
extent to which a borrower seeks multiple bids. 
Some agents specialize in particular types of 
transactions, and thus their explicit costs and 
oppominity costs differ across transaction types, 
so a given borrower can be quoted a variety of 
fees. Conipetition exists also along dimensions 
other than fees, as borrowers must estimate both 
the likelihood that a given agent can successfiilly 
distribute the securities and the interest rate and 
other loan ternis that the agent can obtain. Bor- 
rowers do not typically possess the infomiation 
required to make such estimates with precision, 

The prospecting process sometimes departs from 
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so they must rely, at least to some extent, on 
reputations and on the claim made by agents in 
sales presentations. Agents from an organization 
with which a borrower has a satisfactory, ongoing 
relationship thus have a significant advantage in 
competing for that borrower’s private placement 
business. 125 

Value Added. A considerable amount of economic 
value is added by agents during the prospecting, 
advice, and competition stage of a transaction. 
Some borrowers know little or nothing about the 
private market and may not consider it as a source 
of fiinds unless it is suggested by a relationship 
officer. Even if they are somewhat informed, 
borrowers will usually not comniit to bear the 
opportunity costs associated with a private market 
offering without first comparing the opportunities 
there with those in other markets. Such a conipari- 
son can be done only with reasonably current and 
complete infomiation about the operation of the 
private market and the terms available there. The 
costs of gathering such infomiation are much 
higher for the private placement market than for 
the bank loan and public debt markets, especially 
if the borrower has never issued a private place- 
ment. Either directly or through their organiza- 
tion’s relationship officers, agents provide such 
information to potential borrowers as part of their 
marketing efforts and thus improve the efficiency 
of financial markets. 

Ecoiioi?iies of Scale and Scoj7e. Although avail- 
able data do not support precise measmenient, the 
remarks of market participants imply that econo- 
mies of scale and scope at the prospecting, advice, 
and inter-agent competition stage of transactions 
strongly influence the structure of the market for 
agent services. An agent organization need not be 
large, but it must bear the staff and overhead costs 
of near-continuous gathering of information about 
private market conditions and of maintaining 
relations with lenders. Thus, the nuniber of 
relationship officers calling on clients lilcely to 
issue private placements must be sufficient to yield 
clients paying fees that at least cover costs. 
Although the organization as a whole is not 
absolutely reqtiired to be large, commercial banlcs 
and investment banks that serve many corporate 

125. Occasionally a private placement will involve more 
than one agent. Sotiletimes a small agent with a client wanting 
a ielatively complicated placement will bring in another agent 
having the necessary expertise Sometimes a client will ask that 
two or more agents work together 

clients of medium to large size are more lilcely to 
provide a large flow of private placenient pros- 
pects to their agent groups. Such organizations can 
thus spread the overhead costs of infomiation 
gathering over a broader base of revenues. In 
other words, scope economies may exist between 
agenting and providing other financial services to 
medium and large corporations. Comniercial banlcs 
that focus niainly on small business lending, 
mortgage loans, or consumer lending will have 
difficulty making a profit on private placenient 
agenting. 

Indirect evidence of economies of scope can be 
seen in the rankings of the thirty major agents 
according to their volume of commercial banking 
and investment banking business (table 10). Bank 
holding companies were ranked by the total 
consolidated volume of conimercial and industrial 
loans on their boolcs at the end of 1991. 
Investment banks were ranked according to the 
total volume of domestic securities issues of all 
kinds for which they acted as lead manager. 127 

As with the ranking of agents, we claim not that 
the order of rankings is entirely accurate or 
important but only that a significant ranking 
indicates a large volume of activity in the capital 
markets. 

The top twentysix agents rank among the top 
twenty commercial banks or the top fifteen 
investment banks, or both. All of the top fifteen 
investment banks are major agents, as are all of 
the top five commercial banks. Fifteen of the top 
twenty coniniercial banlcs reportedly acted as agent 
at least once. This predominance of large coninier- 
cial and investment banlcs in the agenting industry 
is consistent with the existence of significant 
economies of scale and scope in agenting. 128 

The economies of scale and scope realized at 
the prospecting, advice, and competition stage 
influence an agent’s strategy and specialization. 
An agent within a commercial or investment bank 
that serves mainly Fortune 500 and large interna- 
tional corporations will naturally find most of its 
clients coming from those groups. As is discussed 
further below, design and distribution of the 

126 Commercial and industrial (C&I) loan volume was 
chosen as a ranking criterion because, among all groups of 
bank clients, C&I loan customers appear most likely to issue 
private placements Data for the rankings were drawn ftom the 
December 31, 1991, Y-9 reporting form filed by bank holding 
companies 

127. Rankings were taken from reports in C O J ~ O I C I ~ ~  

128. The top twenty-six agents advised 94 percent of the 
Fif7UJJCiJ7g week and the ItJVerh7JeJJ/ D e a h s  Diges, 

volume of transactions recorded in the IDD database 
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private issues of such borrowers is typically 
different from that for middle-market borrowers, 
and it is efficient for the agent to gather somewhat 
different information and to maintain somewhat 
different relationships with lenders than an agent 
specializing in serving middle-market borrowers. 

Design of Major Contract Terms 
and Disti-ihution of Seczirities 

Having won an issuer’s business, an agent begins 
designing and perhaps distributing the securi- 
ties. 129 Design involves setting the ternis of the 
securities, including payment amounts, timing, and 
covenants. Distribution involves finding lenders 
that will buy the securities. In contrast to the 
phases of public issuance, the line between the 
design and distribution phases is blurred and in 
sonie cases does not exist because design of the 
terms of privately placed securities often involves 
negotiations between lenders and borrowers. The 
negotiations may be implicit or explicit and may 
take place either before or during the period when 
the securities are offered to lenders. The nature 
and the timing of the negotiations depend to a 
large extent on the style of distribution chosen by 
the agent, which in turn depends on the identity 
of the agent, the characteristics of the borrower 
and the loan, and market conditions. 

At one extreme, the process can resemble a 
best-efforts public underwriting. Here the agent 
uses its knowledge of market conditions and 
lenders’ preferences to design terms that are likely 
to satisfy lenders, including an interest rate spread, 
The securities are then offered to many potential 
investors on a take-it-or-leave-it basis. If the issue 
cannot be fiilly sold, the interest rate may be 
increased or other terms may be changed. There is 
often no lead lender in the usual sense, although 
one lender may be designated as lead. 

or a few potential lenders ininiediately upon 
receiving a mandate from the issuer and inform 
them of the identity of the borrower and the likely 
amount of the loan. Reactions of the lenders and 
ensuing negotiations influence the terms of the 
securities. By the tinie the term sheet is finalized, 
distribution may be pro forma because all or 
alniost all of the lenders may have made informal 

At the other extreme, the agent may contact one 

129. Winning an issuer’s business is known as getting a 
mandate; it involves a contract between the issuer and agent 
known as a placement agent agreement 

commitments. Any unsold portion is made 
available to investors at large, although they have 
no opportunity to negotiate the ternis. 

Between these extremes is a continuuni of 
styles. One part of the design phase, however, 
does not vary much across styles: due diligence. 

Due Diligence. Agents of traditional private 
placenierits do riot bear the niarket price risks 
associated with public undeiwriting, as non- 
underwritten placements never appear on agents’ 
books. Agents are nevertheless at risk, in three 
ways. First, they are paid only for successfiil 
placements, and thus their investment in a particu- 
lar transaction of staff time and other resources is 
at risk until closing. Deals can unravel for many 
reasons; one is a lender’s discovery after circling 
but before formal conimitment that the offering 
niemorandum misrepresented the borrower’s 
circumstances. 

Second, the agent’s reputation with lenders is at 
risk. Lenders also invest time and resources in 
evaluating potential loans, and the semiformal loan 
commitment that circling a deal represents is 
based mainly on the information in the offering 
memorandum and term sheet. If in performing its 
own due diligence a lender finds an offer niemo to 
be materially incomplete or inaccurate, it will be 
less likely in the future to expend resources in 
considering transactions proposed by that agent. 
Also, if an agent is associated with too many 
placements that later decline in credit quality or 
go into default, lenders will be less likely to deal 
with that agent. 

Third, private placement agents have been 
named as parties in some lender-liability lawsuits. 
Agents must thus take the potential costs associ- 
ated with such suits into account when estimating 
the profits from assisting a transaction. 

examination of a borrower’s business, financial 
position, and plans. They perform this due 
diligence ininiediately after they receive a mandate 
to assist a borrower’s placement and, to some 
extent, before that. This examination resembles the 
due diligence performed by lenders and usually 
includes a visit to the borrower’s headquarters or 
other relevant sites. Besides controlling risks, the 
exaniinatioii provides the agent with information 
needed to write the offer nienio and term sheet. 

Some commercial banks and investnient banks 
are sufficiently concerned about these risks that 
private placement agenting ,jobs must be approved 
by a credit committee. Some market participants 

Agents control these risks by conducting a close 
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stated that their committees reject a substantial 
fraction of agenting jobs. 

Value AddedJi.oin Dire Diligence by Agents. 
Two ways in which agents add value are by 
pre-screening borrowers and by gathering infornia- 
tion needed by potential lenders. Each of the large 
private market lenders is offered hundreds of 
placenients in a typical year and refiises all but a 
small fraction. 130 At the typical large lender, an 
initial evaluation occurs when the agent offers the 
transaction. This evaluation is based mainly upon 
inforniation in the offering memorandum and term 
sheet. Some proposed transactions can be quicltly 
rejected, because they fail to meet the investor’s 
credit criteria, its yield objective, or its diversifica- 
tion requirements. Others require more extensive 
evaluation, but this is still based on information in 
the offering memorandum and any additional 
infomiation communicated during negotiations. 
Lenders typically perform their own due diligence 
to verify the infomiation in the offering menioran- 
dum only after circling a deal. 

The typical placement is offered to many 
potential lenders. The process would be inefficient 
if each of then1 gathered all the information 
required either to reject or to circle a deal and if 
each had to weed out obviously unqualified 
borrowers. In such a situation, the aggregate staff 
costs associated with private placement lending 
would be much larger. 

Agents improve the efficiency of the interniedia- 
tion process by performing these two fiinctions. To 
do SO, they niust perform due diligence similar to 
that done by lenders during the verification stage. 
As noted, such examinations of borrowers begin 
during the prospecting, advice, and interagent 
competition stages 131 At this point, niany poten- 
tial borrowers that are not actually able to issue 
are weeded out on the basis of a niodest amount 
of information-gathering and effort by the agent. 
Resources are saved because only one organization 
processes and rejects the “applications” of such 
borrowers and because only one organization 
gathers the inforniation that appears in  the offering 
memorandum. ‘ 3 l  

130. Many market participants spoke of iejection rates of 80 

131. Depending on the agent and the nature of compclition 
or 90 percent. 

among agents for a borrower’s business, the piescreening 
evaluation niay be done before the agent receives a mandate 
%om the borrower. 

fied potential issuer if it approaches seveial agents 
132. More than one agent niay have to weed out an unquali- 

This division of labor works because agents that 
do not perform adequate due diligence will 
quickly acquire a bad reputation. 133 Lenders do 
not actually commit fiinds based only on an 
agent’s due diligence, but they are willing to incur 
the costs of initial evaluations. If they later find 
that the agent did not conduct a thorough evalua- 
tion or misrepresented the facts, they can prevent 
fiirther losses by backing out of the deal. In the 
relatively small community of private placement 
professionals, the agent’s reputation will be 
tarnished, not only with that lender but with other 
lenders as well. The agent will then be at a 
competitive disadvantage, as lenders will be less 
willing to consider placements offered by it in the 
fiiture. Thus, the incentives of agents (with regard 
to due diligence) are kept closely enough in line 
with those of lenders that the efficiencies of 
having agents perform much of the pre-screening 
can be captured. 

Deter-ininants of the Style of Design and Distr-ibir- 
tion. The ternis of a private placement are 
determined mainly by market conditions and the 
risks associated with lending to the borrower. 
Securities issued by risky or information- 
problematic borrowers must include more cove- 
nants or a higher rate of interest or both. However, 
the process by which the terms are determined 
niay influence the nature of the terms and the 
costs associated with issuance. The process 
includes the negotiating strategies adopted by the 
issuer and agent and the way in which lenders are 
identified. 

whether or not lenders will insist on a covenant 
restricting a borrower’s interest coverage ratio. If 
the agent nialces preliminary inquiries, the lenders 
will know that such a covenant is negotiable and 
will be more likely to insist on it. The agent niay 
offer securities without the covenant to lenders 
sequentially, hoping to find sonie that make 
counteroffers not including the covenant. 134 But a 
sequential offering nins the risk that some lenders 
that would enter negotiations if they saw the 
covenant on the term sheet will reject the deal 
entirely. Returning to such lenders after coniplet- 
ing the sequence is difficult. Also, sequential 
negotiations can be time-consuming and costly, 

For example, an agent niay be uncertain 

1.3.3. However, the fachial accuracy of the offering memo- 
randum is technically the responsibility of the issuer, not the 
agent. 

1.34 A sequential offering niay involve sending a book, with 
a request for counteroffers, to half a dozen lenders and then to 
additional lenders as needed 
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and in a long-run equilibrium agents’ fees niust 
reflect costs. Thus, competitive pressures often 
militate against sequential offerings. Instead, the 
agent may offer securities to many lenders 
simultaneously, on a first-conie, first-served basis. 
If the issue is not fiilly subscribed, ternis can be 
changed in response to lenders’ counteroffers and 
another offering made. However, a simultaneous 
offering can be more expensive than a sequential 
offering that is quickly subscribed, as more lenders 
are involved. Also, for placements that require a 
lead lender, a simultaneous offering to the universe 
of lenders may be infeasible because snialler 
lenders will riot consider some deals until a lead 
lender has circled. 

In cooperation with the borrower, an agent 
makes decisions on four matters in determining 
the style of a distribution: 

1. The tenns included in the initial term sheet 
2. The extent to which the initial terms will be 

3. Whether to seek a lead lender as the first 

4. The manner of solicitation of lenders 

represented as non-negotiable 

step in distribution 

(sequential or simultaneous) and the number and 
identity of those solicited. 

Decisions are ainied at obtaining good terms while 
limiting the agent’s costs of design and distribu- 
tion. ‘35 At the outset, the agent conimits to assist 
the issuer for a fee equal to a fixed percentage of 
the loan, and thus the agent’s profits are directly 
related to its costs. Agents usually avoid high-risk 
strategies because they collect fees only for 
successful distributions. They also consider the 
effects of a strategy on their reputations and 
relationships with lenders. Negotiating strategies 
that annoy lenders may hamper an agent’s ability 
to do business in the fiiture. 

In this context, several factors appear to be the 
primary determinants of the decisions that are 
made. One is the complexity or severity of the 
information problems posed by the borrower’s 
business, financial structure, and corporate stnrc- 
ture and by the coniplexity of the financing in 
progress. Complexities force potential lenders to 
invest niore resources in  credit analysis and, in 
soine cases, not all lenders will have the necessary 
expertise. There is an incentive to find a lead 

135 Here teims include not only coupon rate and covenants 
but also in soine cases confidentiality, as soiiie boirowers want 
to issue quietly, or tlie establishment of a relationship with 
particular lenders 

lender for such placements, as the agent can use 
the lead’s commitment as a signal to other 
investors that necessary analyses have been done 
and that the terms are satisfactory. There is also an 
incentive to offer the placement initially to only 
one or to a few potential lead lenders, as they will 
be more likely to invest in the necessary analysis 
if they know that competition to buy the place- 
ment will be liniited until the tenns are set. 136 

A second factor is the rating of the borrower 
and any prospective changes in its condition. 
Because default risk varies much more across 
B-rated borrowers than across A-rated borrowers, 
lenders must do much more analysis of lower- 
rated borrowers before they can negotiate ternis. 
Here, again, an incentive exists to find a lead 
lender and to negotiate initially with only a few 
potential leads. Lenders, being also more reluctant 
to lend to borrowers that appear to be headed 
downhill, insist on more stringent covenants to 
control risk. They will be more likely to enter 
negotiations if the initial term sheet includes a 
strong covenant package, as it is a signal that the 
boirower recognizes the probleni and will not 
impose unusually large negotiating costs on the 
lender over the term of the loan. 

are a third factor affecting distribution strategy. 
When a financing is highly rated and straightfor- 
ward, requiring relatively little analysis by lenders, 
a lead lender may be unnecessary, and offering the 
placement simultaneously to the universe of 
buyers of private placements may be possible. 
Some large investment balks use their fixed- 
income sales forces to make such offers. Because 
these sales forces already bear the fixed costs of 
staying in comiunication with a large group of 
buyers, this method can be cheaper to implenient 
than distributions niade solely by the less special- 
ized members of the private placement group. 
Thus, other things beiiig equal, agents with such 
distribution channels at their disposal are more 
likely to offer a placement simultaneously to many 
buyers. 

A widespread distribution may not always be 
feasible. Besides the reasons already given, if a 
borrower wants to maintain confidentiality about 

The distribution facilities available to the agent 

136 In equilibrium, lead lenders must be compensated for 
the costs of analysis of complex placements, and this compen- 
sation inust be in tlie form of more favorable tenns Lenders 
relying on the lead’s signal will have fewei costs of analysis, 
and thus they can earn excess returns and should be eager to 
buy such placements. However, tlie follow-on lendeis mist  be 
compensated for tlie iisk that the lead lender did not conduct a 
good analysis 
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the transaction, the offering is likely to be shown 
to a limited nuniber of lenders. L.enders can 
extract a premium from such borrowers, of course, 
as breaking off negotiations and hirning to another 
potential lender are costly to the borrower. An 
inexperienced or uninfomied agent is niore lilcely 
to offer a placement to a few lenders at a time and 
solicit counteroffers from them than to offer to 
several lenders on a take-it-or-leave-it basis. Such 
an agent may lack the knowledge required to 
choose an optinial set of ternis and niay also have 
relationships with only a few lenders. A distribu- 
tion may also be limited if a borrower wishes to 
establish a relationship with a particular set of 
investors. Finally, although in principle a broad 
distribution by a fixed-income sales force may be 
done quickly for some standard placements, in 
cases where rapid progress on negotiations and 
approvals is required the number of lenders often 
must be small. 

Market conditions, too, may influence distribu- 
tion strategies. When deniand is high for place- 
ments in general or for particular kinds of place- 
ments, agents are more likely to write initial temi 
sheets with fewer and looser covenants and to 
suggest rates slightly below market. 137 

This framework is a basis for describing the 
speetnim of placement design and distribution 
styles already mentioned. Agents are most likely 
to choose a style similar to a best-efforts public 
underwriting (involving an offering to many 
lenders on a take-it-or-leave-it basis) when the 
placement has a fairly high rating and standard 
temis, when the issuer is relatively well known 
and has no unusual corporate or financial striic- 
hire, when the issuer does not insist on confidenti- 
ality or unusual speed, and when the agent has the 
means to distribute broadly at low cost. 138 

The style at the other end of the spectmni, 
negotiating temis with one or a few lenders, is 
niost likely for placements that are highly coniplex 
or that require confidentiality, speed, or that are 
motivated in part by the borrower’s desire to 
establish a relationship. 

tions with one or a few potential lead lenders, 
followed by an offering to niany lenders once a 

A common hybrid style involves initial negotia- 

137 During the past two or three yeais, insurance coiiipa. 
nies have shifted funds from commercial mortgages and 
below-investment-glade securities toward investment-grade 
securities. Market participants indicated that this shift has 
resulted in tighter spreads and more flexible covenants fot 
investment-grade placements. 

aveiage, smallest for this variety of placement 
138. Agents’ fees as a percentage of the offering are, on 

lead has been obtained. This style is niost 
coninion for placements with some complexity, so 
that the signal provided by the lead’s coniniitnient 
is important, but in which the borrower does not 
insist on confidentiality nor on speed. 

style is the outcome of the complex decision 
problem previously described. Styles vary widely 
because the circumstances surrounding individual 
private placements vary widely. The examples 
given here hint at, but do not fiilly caphire, the 
diversity of styles. 

In general, the choice of design and distribution 

Value Added by Agents’ Design and Distribzition. 
Agents are used primarily because they have the 
knowledge, expertise, and organization to place 
securities on terms more favorable (even after 
subtracting their fees) than the borrower itself 
could obtain. Some borrowers acting alone niight 
locate willing lenders at only moderate cost, but 
they could be at a disadvantage in negotiations 
because the lenders might assume that, should 
negotiations break down, the borrower would find 
locating additional lenders costly. Agents’ activi- 
ties increase the efficiency of capital markets 
because, in effect, they heighten competition 
among lenders and reduce the total costs of 
borrowing. 

Strategic Iinylica tions of Distribution Methods lor 
Agents. As we have argued, some agents may 
specialize in serving certain kinds of private 
placement clients (for example, middle-market 
companies) because their organizations’ relation- 
ship officers, the primary source of clients, 
specialize in serving those clients. To some extent, 
agents also specialize in styles of distribution. 
Such specialization both influences and is influ- 
enced by specialization in types of clients. 

All private placenient agents can perform the 
standard varieties of design and distribution, in 
which they send offer memos and temi sheets to 
some number of potential lenders and then 
negotiate with those lenders. One avenue of 
specialization involves the identity of the lenders 
an agent ordinarily deals with. Because large 
insurance conipanies often find focusing their 
limited staff time on large or complex placements 
more profitable, agents that advise on mainly 
smaller issues niay find maintaining close relation- 
ships with midsized and snialler lenders niore 
profitable. Conveisely, agents that tend to advise 
on large and complex placements niay deal mainly 
with the largest life insurance companies. A 
sophisticated borrower surveying the field of 
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agents may find it most advantageous to choose 
one that frequently deals with appropriate lenders. 

A niore recent variety of specialization involves 
the use of public bond sales forces to offer private 
placements on a take-it-or-leave-it basis to a large 
number of potential buyers. At present, only a few 
agents use this method and only for sonie of the 
placements on which they work The relationship 
officers of these agents provide a steady stream of 
clients issuing the kind of highly rated, relatively 
standard placenients that are most amenable to 
distribution on a take-it-or-leave-it basis. Accord- 
ing to niarket participants, such agents apparently 
are mainly large investment banks. Few, if any, 
commercial banks appear to use the method at this 
time. 139 

Economies of scope between agenting and 
public debt underwriting do not appear to be 
enomious. All of the top ten private debt agents 
listed in table 10 are either investment banks or 
commercial banks with agents located in securities 
subsidiaries with debt underwriting powers. 
However, five of the agents ranked in the next tier 
of ten had either no securities subsidiary or one 
with limited powers. Thus, an organization can 
have a substantial agenting business without also 
being able to act as underwriter. 

L,ender Due Diligence and Contract Writing 

After enough lenders have circled a deal to make 
it fiilly subscribed, the final phases of the private 
issuance process begin. First, lenders that circled 
verify the infomiation on which they based their 
commitments. Large lenders conduct relatively 
extensive investigations that include trips to the 
borrower’s facility (small lenders may again rely 
on the lead). If the investigations are satisfactory, 
fomial letters of comniitiiient to lend are dis- 
patched. If lenders find material omissions or 
misrepresentations, either the deal falls apart or 
negotiations are reopened. 

Following fomial commitments, by convention 
the lead lender nominates a bond counsel to act as 
the lenders’ representative in negotiating tlie 
detailed language of tlie debt contract. The bond 
counsel is paid by the borrower, which retains its 
own counsel to assist in negotiations. The agent 
often also assists in negotiations. 

139. Only a few comme~cial banks possess securities 
subsidiaries (section 20 subsidiaiies) with full debt- 
undeiwriting powers, and thus only they ainong banks would 
possess public security sales forces 

Closing or settlement concludes the process of 
issuance. The documents are signed, and fiinds are 
disbursed to the borrower and the agent. 

Information Flows 

The private placement market is rife with informa- 
tion problems. As noted in part 1, the risks of 
lending to private market borrowers are often hard 
to observe and to control because relatively little 
public infomiation niay be available about theni 
and because their businesses, corporate structures, 
or financings may be complex. 

The lack of publicly available, tiniely informa- 
tion about the terms of private debt, including 
prices and other market conditions, is another 
infomiation problem. Such information is valuable, 
and the collection, processing, and sale of it to 
borrowers is the primary business of agents. 
Lenders, however, also need such infomiation, and 
agents are involved in transniission of information 
to theni as well. 

How Agents Gather Marlcef Information 

Agents can learn about current market conditions 
in four major ways: by observing deals in which 
they participate, by asking lenders, by asking other 
agents, and by subscribing to newsletters and other 
information clearinghouses. 

Observation of deals in which an agent partici- 
pates is most reliable, as the agent sees all offers 
and counteroffers and knows all details of the 
initial and final ternis of the debt contract. 
However, a large flow of deals with a variety of 
credit ratings and levels of coniplexity is required 
to support a constant reading of current prices and 
temis for the spectrum of private placement 
contracts. According to indications from market 
participants, eveii agents with very large volumes 
of business rely 011 multiple sources of informa- 
tion, not just on their own deals. 

in progress and about completed deals. Such 
inquiries are perhaps the priniary way that sniall 
agents keep up with market conditions. Lenders 
have mixed incentives to share infomiation. On 
the one hand, judicious limits on the flow of 
infomiatioii to agents niay give lenders an advan- 
tage in negotiations. On the other hand, lenders 
also want infomiation from agents and thus will 
enter into irifonnal sharing arrangements with 
them. L,enders also cultivate agents, especially 

Agents also ask lenders about the terms of deals 
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those doing a large volume of business, because 
they want to be offered securities and to be placed 
at the beginning of the queue in sequential 
distributions. I4O Lenders can reward agents by 
responding promptly to offers, by not imposing 
nuisance costs while deals are in progress, and by 
sharing information. Because they have the most 
to gain by cultivating large agents, which have 
both the largest flow of deals to offer and the best 
information, lenders are most likely to share 
information with them. Apparently, agents seldom 
share inforniation with one another, perhaps 
because they are in competition. 

In recent years, several newsletters and other 
publicly available sources of information about 
private market deals have appeared. None offers a 
complete pichire of the market, and some offer 
infomation that is slightly dated. However, market 
participants indicated that they do gather infomia- 
tion from these sources and find it useful. The 
newsletters themselves gather infomiation by 
asking lenders and agents (and sonietimes borrow- 
ers) about deals recently completed and those in 
progress. 

Interestingly, some lenders reportedly seldom 
share information with the newsletters. This 
situation is consistent with their incentives to share 
information only with agents from which they 
expect favors in return. Agents also have incen- 
tives to limit information flows, but these are not 
so strong as the incentives of lenders. At the 
margin, the interest of agents niay be to increase 
the efficiency of the private market, as iniprove- 
ments in temis available to borrowers (due to 
improved information flows) niay increase the 
flow of deals. However, large agents may lose 
some of their informational advantage from such 
an iniprovement in eaciency. 

How Lenders Gather Iiformation 

Lenders’ sources of infomiation are similar to 
those of agents, but lenders have an advantage in 
that they observe not only the temis of debt 
contracts that they buy but also at least the initial 
terms of all contracts they are offered. Many of 
the larger private market lenders we interviewed 
stated that they are offered many more than 500 
deals in a typical year but that they purchase only 

a small percentage of them. They could reduce 
their prescreening costs by specifying more 
precisely to agents the kinds of deals they will 
buy; however, doing so would reduce the size 
of their window on current market conditions. 
Several market participants mentioned that private 
market lenders actively lobby agents to offer them 
every deal and are unhappy with agents that fail to 
do so. ‘41 

Lenders also gather information from agents, 
typically by inquiring about the final terms of 
deals they were offered but did not participate in. 
They may also make such inquiries of other 
lenders, though the sense of market participants’ 
comments was that these inquiries are less 
frequent. Newsletters do not appear to be a 
primary source of information about market 
conditions. 

Economies of Scale 

Besides being able to spread fixed costs of 
perfomiing agent operations over a larger volume 
of business, large agents (and large lenders) have 
an advantage in gathering the information required 
to operate in the private placement market. Not 
only are they able to glean more information 
directly from deals they participate in, but they 
have more to trade when making inquiries of other 
lenders and agents. Such econoniies of scale niay 
translate into larger profits. They may also act as a 
barrier to entry of new agents, as such agents will 
typically have neither large deal flows nor infor- 
mation to trade. The effect on the profit differen- 
tial between large and small lenders may be less 
significant, because large lenders tend to be lead 
lenders and small lenders can free-ride by buying 
pieces of the deals the large lenders commit to 
buy. 

Since data on the costs and profitability of 
agents are not available, quantitative evidence of 
economies of scale and on the competitiveness of 
the agent market is limited. However, economies 
of scale often foster concentration of an industry, 
and the agenting industry is somewhat concen- 
trated. In 1991, the top five agents of debt had 
41 percent of the market by volume, the top ten 
had 65 percent, and the top twenty had 89 percent. 
Of course, as discussed earlier, such concentration 

- 
140. One market participant’s revealing coininent was that, 

at general social events, tlie private placement market lenders, 
not the agents, pay the tab By contrast, in the public market, 
the underwiiters, not the investors, pay the tab 

141 Soiiie lenders do implicitly specify broad parameters 
for deals they want to see For example, a few lenders are well 
known to buy only investment-grade placements, and thus they 
are less interested in conditions in the below-investment-grade 
segment of the private market 
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could result froni a combination of economies of 
scope and concentration in the markets for other 
financial services. 

Price Determination 

As noted previously, the prices of private market 
securities are determined primarily by negotiation. 
In the case of securities distributed on a non- 
negotiable basis by fixed-income (public bond) 
sales forces, the negotiations are implicit in that 
the agent uses information about market conditions 
to set a price. This section briefly discusses the 
mechanics of price determination and the methods 
that agents and lenders use to set initial and 
reservation prices. 

do not include a price or a rate spread over 
Treasury securities of comparable maturity. i4? 

When they send a tenxi sheet, agents often orally 
suggest a price range to potential lenders. Lenders 
that circle the deal will circle the ternis they 
accept on the term sheet, suggest alternatives for 
those they do not accept, and state a rate spread 
and a quantity they will purchase at that spread. 
The spread and terms niay then become the 
suib,ject of negotiations, or the agent may simply 
reject or accept the coxinteroffer. The agent 
collects counteroffers (the circles) and negotiates 
until it and the issuer decide that the deal is fiilly 
subscribed, at which point investors are notified 
whether they are in or out of the deal and a 
coupon rate is set (based on that day’s Treasury 
yield curve and the largest spread among the 
counteroffers to be accepted). Lenders are thus 
exposed to a form of interest rate risk during the 
period between notification of acceptance of their 
circle and closing. If they hedge risks associated 
with a circled deal and the deal falls through, they 
are left with the risk associated with the hedge. 
Clearly lenders will sometimes have an incentive 
to back out of a deal during the period between 
circling and commitment (if interest rates rise), but 
conventions in the market discourage this action. 
In general, lenders can pull out of a circled deal 
without damage to their reputations only if they 
discover discrepancies when performing their 
own due diligence. 

In most cases, term sheets for private offerings 

142 This statement is tnie for most offerings of traditional 
private placements In soiiie cases in which a placement is 
simultaneoiisly offered to the universe of potential lenders by 
an agent’s fixed-income sales force, a spread is specified, and 
investors take it 01 leave it 

Agents determine initial prices by various 
methods. An obvious method is to use spreads for 
recently issued private placements of coniparable 
risk and maturity. However, partly because private 
placements are often tailored contracts, the private 
market is thin enough for some risk levels and 
maturities so that there niay be no coniparable 
recently issued privates. Thus, agents often look 
for comparable publicly issued corporate debt 
(especially in investment-grade deals), marking up 
spreads by their estimate of the public-private 
differential. Participants’ estimates of the average 
differential are in the range of 10 to 40 basis 
points for investment-grade securities. 143 A few 
agents use formal pricing niodels in their exer- 
cises, but comments made in interviews suggest 
that these are generally used as supplements rather 
than as primary determinants of prices. 

Lenders conduct similar exercises to determine 
market prices but also must determine reservation 
prices. At some insurance companies, this determi- 
nation is effectively done by portfolio nianagers in 
a part of the organization separate from that 
responsible for buying privates. In some cases, 
portfolio managers mainly compare the returns 
available from different classes of investments, 
taking diversification into account. In other cases, 
they compute required levels of risk-adjusted 
return on equity and then specify some form of 
demand schedule to the private placement group. 
A demand schedule may be as simple as a target 
volume of private placement purchases in each 
risk class for a given year, at the best available 
market prices, or as complicated as explicit 
required rate of return on equity with quantity 
constraints attached. 

Agents’ Fees and Other Costs of Issuance 

Issuers generally agree in advance to pay the agent 
a fixed percentage of the face amount of an issue 
at closing. The fee is thus contingent on successful 
issuance. 

We have little quantitative evidence about fees. 
Market participants agreed that fees vary with the 
quality and complexity of a financing. Low-rated 
or complex deals require more analysis and are 
more difficult to distribute and shepherd through 
the lender due diligence and final negotiation 
stages. Also, percentages vary inversely with deal 

143 The differential for underwritten Rule 144A private 
placements is smaller, perhaps 5 to 15 basis points at this time 
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size. Agents’ costs have a large fixed component 
that is independent of deal size, and thus agents 
must earn a larger percentage of sniall deals. 

For a $100 million straightforward A-rated 
private issue, market participants gave fee esti- 
mates that ranged from 3h to 5h percentage point, 
with the most coninion answer being SO basis 
points. Estimates ranged widely for complex or 
small issues, up to several percentage points. 
Many participants stated that fees have fallen 
slightly in recent years. 

Issuers bear other fixed costs of issuance. 
Besides the opportunity costs of cooperating with 
due diligence by agents and lenders, issuers must 
pay the lenders’ bond counsel and typically must 
also retain their own counsel and pay other 
miscellaneous costs associated with negotiations. 
Market participants’ estimates of these costs varied 
widely, but for straightforward issues were often 
between $50,000 and $125,000, or S to 13 basis 
points for a $100 million issue. 

Private Market Efficiency 

In considering the efficiency of the private 
placement market, we focus on whether lenders or 
agents earn either snbnomial or supranormal 
profits. Quantitative data on which precise ,judg- 
ments might be based are not available, but the 
comments of market participants suggest that the 
market is relatively efficient. 

With regard to lenders’ profits, one major 
insurance company stated recently in a public 
fonini that interest rates 011 its private originations 
during 1989-91 were, on average, 31 basis points 
higher than rates on coniparable public issues and 
that 18 basis points of this differential were spent 
on costs of origination and monitoring. These 
numbers leave 13 basis points for profit and for 
compensation for the reduced liquidity of private 
placements relative to that of publicly issued 
bonds. Another major company displayed propri- 
etary data during interviews indicating that recent 
historical net loss rates due to defaults on private 
placements have beeii similar to loss rates on 
comparably rated public issues. 

Presuming that these data are accurate and 
reasonably typical of private market lenders’ 
experience, and assuniing that lenders do not make 
subnornial or sripranornial profits on their public 
bond market activities, the data place rough 
boundaries on the degree of private market 
inefficiency that may exist. The key question is the 
size of the differential reqtiired to compensate 

lenders for the relative illiquidity of private 
placements. If this differential is near zero, then 
private lenders may be making modest excess 
profits. 144 If the differential is near 13 basis points, 
then lenders are taking a modest loss at the 
niargin. Regardless, the dollar sunis iiivolved 
apparently cannot be large enough to represent 
extraordinary inefficiencies that would be a major 
concern to policymakers. 

Agents’ profits are even harder to estimate, as 
no information is available about their costs. 
Based on marlcet participants’ remarks about fees 
and staff sizes and on piiblicly available infomia- 
tion about the volume of issues assisted by 
particular agents, the largest agents may be 
earning substantial marginal profits on the staff 
and overhead costs of their private placement 
groups alone. However, portions of these profits 
must be attributed to the actions of relationship 
officers and other divisions of coniniercial banks 
and investment banks, so actual profit rates may 
not be unnsual. 

if their flow of business is reasonably steady. As 
noted, smaller agents will find maintaining their 
knowledge of market conditions more expensive 
and difficult, and they will face minimum fixed 
costs of maintaining a staff. 

We have no reason to think that agents make 
large excess profits, and many market participants 
remarked on the substantial competition that 
exists. On the whole, the private placement market 
appears to be reasonably efficient, although it may 
not always react quickly to changes in conditions. 

Smaller agents may also be able to make profits 

Private Placements without an Agent 

Data are not available on the volume of private 
placements issued without an agent’s assistance, 
but it is probably substantial. Estimates by major 
private market lenders suggest that as milch as 
one-third of total private issuance is done without 
an agent. In most cases, such issues are sold by a 
company that has previously borrowed in the 
private niarlcet and sold to investors that bought 
parts of the previous placements. 

144 Computing piofit rates is difficult because the capital at 
iisk is haid to identify If at the margin the only capital at r isk 
is the staff and overhead costs of origination and monitoring, 
lenders’ marginal rate of rehlrn on equity in private market 
operations may be as high as 70 percent. But that estimate is 
almost surely far too high because private market lending is, on 
the whole, probably riskier than buying public bonds, so more 
equity iiiust be allocated to such lending than to public bond 
market lending. 
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In such cases, some of the services that agents 
provide are not relevant. For example, due 
diligence by the agent adds little or no value, 
as monitoring by the lenders since the previous 
issuance has kept them infornied about the 
borrower. Locating appropriate potential lenders is 
also virtually costless for the borrower. Apparently 
the other services provided by the agent-notably, 
help in negotiating ternis-are thought by some 
issuers not to be worth the fee. Many repeat 
borrowers do use an agent, however, so either 
circumstances or opinions differ across repeat 
borrowers. 

Agent Operations under Rule 144A 

As noted in part 2, section 1 ,  the market for many 
new private issues made under Rule 144A oper- 
ates niiich more like the market for new public 
issues than like the traditional private placenient 
market. Some securities involved in transactions 
exempt from registration under Rule 144A have 
been distributed by agents in the fashion described 
above. Others, especially those of well-known 
I.J.S. or foreign companies, have been formally 
underwritten. 

Agent prospecting, advice, competition, and due 
diligence are much the sanie for both underwritten 
and traditional privates, but the distribution of 
underwritten securities is usually similar to that 
seen in the public market. Underwritten securities 
are often sold to typical buyers of public issues. 
For example, many life insurance companies buy 
such issues through their public bond investment 
groups, not through their private placement 
investment groups. 

When there is no firni-commitment nnderwrit- 
ing, some Rule 144A offerings are made on a 
take-it-or-leave-it basis by the agent organization’s 

fixed-income sales force. Thus, Rule 144A place- 
ment distributions are often at the public-like end 
of the spectrum of private market distribution 
styles. Agents that are proficient at this style of 
distribution have a distinct conipetitive advantage 
in assisting Rule 144A placements. 

Summary 

Agents are a key part of the market for privately 
placed debt. They gather, process, and sell infor- 
mation that would be prohibitively expensive for 
many issuers themselves to collect. They help 
enforce nomis of behavior for borrowers and 
lenders that make the private market function 
more efficiently. 

mies of scale and scope that confer a distinct 
advantage on the large comiercial banks and 
investment banks that specialize in serving the 
corporate finance needs of middle-market and 
large companies. Economies of scope of agenting 
apparently occur with other corporate finance 
service activities, in that bank and investment 
bank relationship officers can provide a stream of 
clients to agents while selling other products. 
Economies of scale arise from fixed costs of 
maintaining a staff of agents and from the infor- 
mation sources in the private market, which are 
such that costs of collecting infomiation fall as the 
volume of an agent’s business rises. 

That agenting appears to be a competitive 
business with low barriers to entry implies that the 
profits available to new or small agents are not 
large. Slow trends of falling infomiation costs and 
increasing inforniation flows will likely increase 
conipetition among agents even more and will 
improve the efficiency of the private placement 
market as a whole. 

Agenting appears to be associated with econo- 
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Part 3: Special Topics 

Part 3 focuses on two special topics. One is a 
recent credit cninch that cut off the access of most 
below-investment-grade companies to the private 
placement market. The second is the current and 
prospective role of commercial banks in the 
private placement niarlcet. 

Credit cninches have long been an interesting 
and controversial topic, partly because producing 
compelling evidence that a cninch occurred is 
often dificult. For the recent private placement 
credit cninch, relatively extensive evidence is 
available. The causes of the cninch are intertwined 
with the intermediated and infomation-intensive 
nature of the private market and are somewhat 
different from the niechanisms said to be responsi- 
ble for a possible concurrent cninch in the bank 
loan market. The story of the private placement 
credit cninch sheds additional light on the eco- 
nomics of the private market and of financial 
intemiediation. 

changed substantially during the past twenty years: 
The rise of the conimercial paper market and other 
markets is associated with a decline in the share of 
bank loans in all debt financings. As the bank loan 
and the private placement market are infomiation- 
intensive and as medium-sized companies are 
responsible for a large share of borrowings in both 
markets, the two markets niay be in competition, 
and one may conie to dominate. However, we find 
the latter possibility unlikely. Because the focus of 
banks on relatively short-term lending appears to 
result from the matxirity of their liabilities, they 
probably will not eclipse the private market as a 
source of long-term loans to inforniation- 
problematic borrowers unless the stnicture of their 
liabilities changes in a major way. Repeal of the 
laws governing the separation of banlciiig and 
other fomis of commerce seems to be oiily a first 
step in  such a change. For similar reasons, 
traditional buyers of private placenients appear 
unlikely to become major short-term lenders. 
Finally, neither commercial banks nor investment 
banks seem to possess a conipetitive advantage 
that would allow them to doniinate the market for 
private placement agent services. 

The role of banks in the capital niarlcets has 

1. The Recent Credit Crunch in the 

Since the middle of 1990, issuers of below- 
investment-grade securities have encountered a 

Private Placement Market 

sharp contraction in the availability of credit in the 
private placement market. A sharp rise in interest 
rate spreads on these securities indicates that the 
reduction in supply has been larger than any 
decline in credit demand associated with the weak 
economy. This credit crunch has resulted mainly 
from a greater reluctance of life insurance compa- 
nies to assume below-investment-grade credit risk. 
This reluctance is due mostly to concerns that 
high balance sheet proportions of such investments 
could lead to a ninoff (or even a nin) of liabilities 
and threaten the profitability and, perhaps, even 
the survival of insurance companies. Asset quality 
problems at marly life insurance companies, 
regulatory changes, and nins at a few insurance 
companies have contributed to the reluctance of 
insurance companies to buy below-investment- 
grade private placements. 

The reduced availability of credit from life 
insurance companies has lilcely adversely affected 
the ability of below-investment-grade companies 
to obtain financing. Few alternative lenders have 
entered or expanded their presence in the below- 
investment-grade sector of the private market to 
fill the void. The reason appears to center on the 
high start-up costs that potential lenders must 
incur to enter the private market. Also, the number 
of alternatives to private placements is limited. 
Although they niay be the niain practical alterna- 
tive, bank loans are far from perfect substitutes, 
and some firnis shut out of the private niarlcet may 
have found banks to be reluctant lenders. 

Definition of Credit Crzinch 

Many definitions of the temi aedit crunch have 
appeared in the literature. ‘45  In o w  view, a credit 
crunch occurs when, for a given price of credit, 
lenders substantially reduce the volume of credit 
provided to a group of borrowers whose risk is 
essentially unchanged. That is, a credit cninch is 
caused by a reduction in lenders’ willingness to 
make risky investments or by a “flight to quality” 
by lenders. In ternis of a standard supply and 
demand diagram, a credit cninch is a substantial 
decline in the volume of credit caused mainly by a 
leftward shift of the credit supply curve, when the 

145. See Owens and Sclireft (1992) for a review of 
definitions 
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Type of issuance 

64 

1989 1990 1991 1992 

12. Gross issuance of private placements by nonfinancial corporations, 1989-92 1 

Billions of dollars except as noted 

Total issuance . . , ”. .  . “ I  “ ,  I .  “ .  . , . . . “ .  . . , I . . . . , 
, . I . . . , I . . . . 

54.1 
Below-investment-gi ade . . . 

49.9 
8.1 

42.9 
3.8 

29.5 
3.2 

M m o  
Ratio of below-investment-grade 

16.2 8.9 10.8 to total (percent) . ”  _ I I _ I _ .  , . _ _ , I . . _ _ I , . . ”  

1, Excludes restmcturing-related issues in excess of $250 
million and issues to finance employee stock ownership plans. 

shift is not due principally to an increase in the 
risltiiiess of borrowers. This definition is similar in 
spirit to that of Bernanke and Lown (1991), who 
define a cninch as “a significant leftward shift in 
the supply for bank loans, holding constant both 
the safe real interest rate and the quality of 
potential borrowers.” 

A contraction of supply alone does not neces- 
sarily imply a credit cninch, as credit availability 
niay decrease and lending terms tighten because of 
an increase in the riskiness of borrowers. Thus our 
definition of a credit cninch does not include a 
reduction in supply that is a nornial response to a 
recession or an economic slowdown. In such 
circumstances, the riskiness of borrowers normally 
increases, and lenders demand conipensation either 
in higher interest rates or in tighter noiiprice terms 
of loans. Although borrowers might characterize 
such a reduction in credit supply as a credit 
cninch, such a characterization wodd not be 
appropriate because the decrease in credit is a 
nornial response of lenders to changing economic 
conditions. Cantor and Weiminger (1993) refer to 
this situation as a “credit slowdown.” 146 

Our definition of credit cninch differs froni 
some, notably that of Oweiis and Schreft (1992), 
in that it does not require that the reduction in 
credit be accomplished by nonprice rationing. The 
reduction niay be effected entirely by an increase 
in the relative price of credit, as would nornially 
occur in response to a leftward shift of a supply 
curve, or by some combination of price increase 
and iionprice rationing. 

146 Cantor and Wenninger’s definition of ciedit slowdown 
would also include a reduction in credit due to a reduction in 
demand 

SOURCE IDD Information Services 

Evidence That a Credit Crunch Occui-red 

Recent events in the below-investment-grade 
segment of the private placement niarlcet qnalifj 
as a credit cninch because gross issuance or 
originations for below-investment-grade debt 
declined substantially and spreads on such debt 
increased sharply, whereas spreads on investment- 
grade private placements held steady or declined. 
A general increase in the riskiness of borrowers 
cannot account for these phenomena. The decline 
of issuance may have been accomplished partly by 
nonprice rationing, but we have no quantitative 
evidence to support such a claim, and market 
participants’ reniarks about rionprice rationing 
were mixed. 

Data from three separate sources confirm a 
reduction in issuance of below-investment-grade 
private placements. First, gross issuance by 
below-investment-grade, nonfinancial corporations 
fell more than 50 percent in 1991, a much steeper 
drop than that seen in issuance by investment- 
grade corporations (table 12). 147 As a percentage 
of gross offerings, below-investment-grade 
issuance declined from 16 percent in 1990 to 
9 percent in 1991. Data for 1992 indicate that 
issuance remained depressed, although the percent- 
age was slightly above that in 1991. Second, 
although total commitments by major life insur- 
ance conipanies to purchase private placements 
remained roughly constant fioni early 1990 
through mid-1 992, the proportion of below- 

147. Estimates of issuance were constnicted from data 
obtained from IDD Information Services Gross issuance 
excludes offerings to finance employee stock ownership plans 
(ESOP) and restruchirings. Underlying developments are more 
evident with their exclusion, as both were heavy in 1989 but 
fell off sharply in 1990 and 1991 Before 1990, ratings reflect 
the judgment of agents supplying inforniation on tiansactions 
they placed Thereafter, ratings assigned by the National 
Association of Insuraiice Commissioners are available 
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16. New commitments to purchase below- 
investment-grade private placements as a 
percentage of total coininitinents by major life 
insurance companies, 1990-92 

1990:Hl 1990:H2 1991:Hl 1991:H2 1992:HI 1992:H2 
Sounre. American Council of L.ifc Insurance. 

investment-grade issues dropped sharply in the 
middle of 1990, from 21 percent in the first half 
of 1990 to 11 percent in the second half of that 
year. Since then, the percentage has varied 
between 3I/2 percent and 7% percent (chart 16). 148 

Third, the reduced rate of gross purchases indi- 
cated by the survey is also evident in insurance 
companies’ holdings of below-investment-grade 
securities. I-Ioldings of such securities at all life 
insurers fell 1 1 percent in 199 1 ,  whereas holdings 
of investment-grade securities rose nearly 12 per- 
cent. As a result, speculative-grade private bonds 
as a percentage of all private placements in 
insmance company portfolios declined from 
19.8 percent in 1990 to 16.7 percent in 199 1 The 
low rate of commitments to purchase below-grade 
private placements in 1992 led to a fiirther decline 
in their share to 1.5.3 percent last year. 

Accompanying the decline in gross issuance and 
outstandings has been a sharp increase in yield 
spreads on below-investment-grade private 

148. Coniinitnient data are from a survey of major life 
insurance coinpanies by tlie American Council of Life Insur- 
ance (ACLI) Respondents to the survey hold approximately 
hvo-thirds of all private placements in the general accounts of 
life insurance companies. The survey began in 1990, so earlier 
data are not available foi, comparison. However, at year-end 
1990, tlie twenty largest life instirance coinpanies reported that 
20.1 percent of their private placements were below investment 
grade. Hence, the 21 percent share of private placement 
coniinitinents going to below-investment-grade bonds in the 
first half of 1990 probably was siiiiilar to earlier rates of 
acquisition of such securities 

placements. According to market reports, before 
1990 the difference between yields on BB- and 
BBB-rated private placements with comparable 
terms was about 100 basis points; since then, the 
difference has been as high as 250 basis points.l4g 
Although data are unavailable for periods before 
1990, the relative movement in yields on BB and 
BBB private bonds is confirmed in the spreads 
reported in the ACLI survey (charts 17 and 18).150 
During the first half of 1990, the spread between 
yields on BB private placements and comparable 
Treasury securities was about 300 basis points, 
compared with 190 basis points on BBB private 
placements. From that time, the spread on BB 
bonds moved up to almost 425 basis points in the 
second quarter of 1991, but more recently it has 
retreated to around 350 basis points. During the 
same period the BBB spread drifted down to 
180 basis points. Similarly, the spread on A-rated 
private placements varied little over the past three 
years. 151 

The substantial increase in spreads over Trea- 
suries for BB private placements cannot plausibly 
be attributed to a general increase in risk associ- 
ated with the slowdown in econoniic activity 
because such an increase in risk shoiild have also 
led to an increase in BBB spreads. In fact, those 
spreads declined. Similarly, although the slow- 
down might have caused issues to be more 
concentrated at the low-quality end of the risk 
range that each rating category spans, leading to 
an increase in average spreads for each rating 
category, such a mechanism should have affected 
both BB and BBB spreads. The data thus indicate 
that, within the below-investment-grade segment 

149. BBB-rated bonds are investment grade, whereas those 
rated BB are below investment grade 

150. Care must be used in interpieting the reported spieads. 
Although they are transactioii prices, they do not reflect a 
standardized security. The nonprice teiins of private placements 
can differ widely for bonds carrying tlie saine credit iating, and 
tlie terms affect the yields For example, at any given moment, 
the difference in spreads between the highest-risk BB issue and 
tlie lowest-risk BB issue may be as much as 150 basis points. 
Under normal circumstances, averaging spreads within a rating 
category produces a representative spread foi that rating 
However, as most of tlie BB bonds issued since mid-1990 
probably were at tlie least risky end of the BB risk range, the 
inciease in tlie BB spread shown in chart 17 probably undei- 
states the actual increase 

151. i n  the public high-yield bond niaiket, spreads incieased 
sharply froin mid-I 989 through I990 but have since fallen 
significantly, though they remain above the levels that prevailed 
in early 1989. Issuance of public junk bonds stopped alinost 
completely during 1990 and most of 1991 but surged in 1992 
to the second highest level ever. Thus, experience in the public 
junk bond market has been significantly diffeient fioin that in 
the market for below-grade private debt. 
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17. Yield spreads on privately placed corporate 
bonds, 1990-92’ 

Basis points 
I 

250 

150 

BBB 

A 

1990 1991 1992 

I Quarterly weighted averages 
SOURCE: American Council of Life Insurance 

18. Difference between BB spread and BBB 
spread, 1990-92 I 

Basis 

200 

150 

100 

I I 
1990 1991 1992 

1 See chart 17 for notes and source 

of the private placement market, for a given level 
of risk loan prices went up whereas the volume of 
loans went down. These facts support our asser- 
tion that a credit cninch occurred within that 
market segment. 

Sources of the Credit Crunch 

A credit crunch can occur for several reasons. It 
may result from actions talcen by regulators that 
affect lenders’ ability or incentive to assume 
certain risks. It niay result also from internal 
developments at lending institutions, such as 
unexpectedly large loan losses, that cause portfolio 

rebalanciiigs involving greater conservatism in 
lending. For lenders that are financial interniedi- 
aries, a credit cninch may result from liability 
holders’ becoming concerned about the intemiedi- 
aries’ financial condition. The ability of intemedi- 
aries to raise funds to support their investment 
activity may be adversely affected in such circum- 
stances and may lead to their adoption of more 
conservative investment strategies to restore public 
confidence. The latter mechanism appears to have 
been primarily responsible for the crunch in the 
private placement market. Problems of asset 
quality at life insurance companies, a change in 
regulatory reporting requirements, and nins on a 
few insurers combined to raise doubts about the 
solvency and liquidity of insurance companies and 
to fociis the public’s and the rating agencies’ 
attention on the proportion of an insurer’s assets 
invested in below-investment-grade securities as a 
signal of its solvency. 

Publicity about high proportions of poorly 
perfomiing commercial mortgages in insurance 
company portfolios was one event raising doubts 
among the public about the solvency of insurers. 
Commercial mortgages make up 25 percent of 
general account assets at the twenty largest 
insurance companies, which include most of the 
major participants in the private placement marlcet 
Additional exposure to comniercial real estate 
risks comes from direct real estate investments, 
which at many life insurance companies consist 
primarily of real-estate-related limited partner- 
ships. As the press has widely reported, delin- 
quency and foreclosure rates on these commercial 
real estate investments have risen sharply over the 
past few years. These problems heightened public 
awareness of the financial problems of life 
insurance companies and thus added to the 
pressure on those with significant holdings of 
commercial real estate loans to shift out of all 
lower-qtiality assets. Also, since even sound 
coniniercial real estate loans turned out to be 
riskier than anticipated when they were made, life 
insurance companies shifted investments toward 
high-quality assets. 

Publicity about losses on sonie publicly issued 
junk bonds also raised concerns about the quality 
of below-investment-grade securities in general, 
and a change in regulatory reporting requirements 
made insurance companies’ holdings of such 
assets seem to have increased. In June 1990, the 
National Association of Insurance Commissioners 
(NAIC) introduced finer distinctions in its credit 
ratings of corporate bonds, including private 
placements. Under the old rating system, many 
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Equivalent rating- 
agency designation 

AAA to B 
BB, B 

CCC or lower 
In or near default 

AAA to A 
BBB 
BB 
B 

CCC 01 lower 
In or near deafult 

67 

13. NAIC credit ratings 

securities, especially public bonds, with credit 
quality equivalent to BB or B received an 
investment-grade rating. To correct this shortcom- 
ing, the NAIC adopted a system with categories 
more closely aligned with those in the public 
niarket (table 13). NAIC-1, the top rating, was 
given to securities rated AAA to A; NAIC-2 to 
BBB securities; NAIC-3 to BB securities; and 
NAIC-4 to B securities. Although insurers' actual 
holdings were probably little changed, the reclassi- 
fication resulting from the new system caused 
insurers' reported holdings of below-investment- 
grade bonds, both private and public, to rise 
between 1989 and 1990 from 15 percent of total 
bond holdings to 21 percent. The level of reported 
holdings of high-yield bonds jumped more than 
40 percent. 

The sudden appearance of a much increased 
percentage of below-investment-grade securities 
on the balance sheets of life insurance companies 
focused the attention of policyholders and other 
holders of insurance coiiipany liabilities on the 
composition of insurers' bond holdings. As 
evidence of increased public sensitivity, a recent 
study by Fenn and Cole (forthcoming) found that 
stock prices of insurance companies with high 
concentrations of ,junk bonds were adversely 
affected in early 1990 by the publicity surrounding 
the financial problems of First Executive, whose 
insurance units subsequently failed because of 
losses on junk bonds. In contrast, stock prices of 
insuraiice conipanies with little exposure to junk 
bonds were not affected. The public's greater 
sensitivity to the quality of life insurance conipa- 
nies' assets discouraged niany insurers from 

purchasing lower-quality private placements from 
fear of losing insurance business to competitors 
with lower proportions of below-investment-grade 
bonds in their portfolios. 

That public fears regarding below-investment- 
grade private placements were warranted is not 
clear, as niarket participants report that loss rates 
on those securities have not been un~isual. Loss 
rates on such securities niay be expected to differ 
from those on similarly rated public junlc bonds 
because private placements typically contain 
covenants or collateral and because only a few 
information-intensive lenders are involved; thus 
corrective actions are more timely, and workouts 
are less difficult. Because nonparticipants lack a 
clear understanding of the private market, 
however, the public has a tendency to equate 
below-investment-grade private placements with 
public junk bonds. 

Another development pressuring insurance 
conipanies to restrict purchases of below- 
investment-grade private placements has been the 
concern of credit rating agencies about the lack of 
liquidity of private placements, especially those 
that are below investment grade. This concern 
appears to be a consequence of the J ~ l y  1991 
collapse of Mutual Benefit, which lacked the 
liquidity needed to meet heavy redemptions by 
policyholders. Driven by a fear of being down- 
graded, insurance companies have sought more 
liquidity in their bond portfolios by concentrating 
on higher-grade credits, which are more readily 
sold in the secondary market. 

Another regulatory move by the NAIC appears 
not to have been a significant cause of the crunch. 
This move involved changes in the mandatory 
securities valuation reserves (MSVR) held against 
bonds in life insurance company portfolios. For 
bonds that would have been rated investment 
grade under the old rating system, but fell to 
NAIC-3 or NAIC-4 under the new system, 
required reserves ,jumped from 2 percent of the 
bonds' statement values to 5 percent for NAIC-3 
and 10 percent for NAIC-4.ls3 Also, the time 
allowed to reach the niandatory reserve levels was 

152. Some market participants reported an increase of 
secondaiy inarltet sales of piivate placeinents by life insurance 
companies during 1991 The sales were done discreetly to 
avoid raising concerns and causing the price of the seciirilies to 
fall, as they usually do after appearing on a bid list Some 
market participants interpreted the increase in secondary inarket 
activity as an attempt by the sellers to inciease the liquidity of 
theii, portfolios. Others interpreted it as an attempt to demon- 
strate the liquidity of private placenieiits to the rating agencies. 

153. Mandatory reserve levels for NAIC-I bonds were 
reduced, while those foi NAIC-2 bonds weie unchanged 
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shortened. At year-end 1991, however, all of the 
twenty largest life insurance companies had 
MSVRs that were more than adequate to meet the 
fully phased-in standards. 

The individual iniportance of these factors as 
causes of the credit cnmch is hard to isolate. They 
are, however, interrelated. For example, the effect 
of the new NAIC rating systeni probably would 
have been niuch snialler had insurance conipanies 
not experienced problems with conimercial real 
estate loans. Futhemiore, the new rating system, 
combined with the failure of First Executive, 
focused public attention on below-investnient- 
grade private placements as an asset that could 
add to the industry’s financial problems. In any 
case, the main impetus behind the credit cninch 
has been life insurance companies’ fears that 
liability holders might lose confidence in them and 
redeeni insurance policies, annuities, and guaran- 
teed iiivestnient contracts should they exhibit 
above-average holdings of below-investment-grade 
securities. 

Prospects for an Easing of the Crunch 

As a group, life insurance companies are unlikely 
to resume investing in below-investment-grade 
private placements at pre-1990 levels until their 
asset problenis have improved and public concern 
about the health of the industry has appreciably 
diminished. As this iniprovement hinges mainly 
on a recovery of the commercial real estate 
market, niany analysts expect that insurers will, 
for the foreseeable future, remain reluctant to 
provide funds to the low-grade sector of the 
private market. This prospect has already led 
some insurers to cut staff and to reduce resources 
devoted to credit evaluation and monitoring. If the 
cutbacks become widespread, the long-run ability 
of the insurance industry to supply credit to 
medium-sized, below-investment-grade companies 
could be inipaired. 

Risk-based capital standards, which become 
effective at the end of 1993, could reinforce the 
reluctance of insurance companies to buy below- 
investment-grade securities. The new standards are 
aimed at measuring the prudential adequacy of 
insurers’ capital as a means of distinguishing 
between weakly capitalized and strongly capital- 
ized companies. To this end, insurance conipanies 
will report the ratios of their book capital to levels 
of capital that are adjusted for risk. As an insur- 
er’s ratio falls progressively below one, succes- 
sively stronger regulatory actions will be triggered. 

In the current environment, niost insurers will 
probably attempt to achieve ratios in excess of 
one. One way they can raise their risk-based 
capital ratios is to shift into low-risk assets. In this 
regard, below-investment-grade securities carry 
risk weights much higher than those on 
investment-grade bonds and even those on coni- 
mercial mortgages. Over time, however, as the 
financial condition of insurance conipanies 
improves and public concern about their health 
recedes, insurers will be more inclined to consider 
risk-adjusted returns in reaching investment 
decisions and thus may allocate a greater propor- 
tion of assets to higher-risk categories, such as 
below-investment-grade bonds. 

Despite the almost three-year absence of 
insurance companies from the below-investment- 
grade sector and the persistence of unusually high 
spreads, new lenders have not picked LIP niuch of 
the slack in the private placement market, pri- 
marily because of the high start-up costs of 
entering the market. Long-temi investments in 
expensive internal monitoring systems and staffs 
of credit analysts, lawyers, and workout specialists 
are required. Also, the niarlcet operates largely on 
the basis of unwritten, informal rules enforced by 
the desire of major agents and buyers to maintain 
their reputations. Thus, to an outsider, the way the 
market operates may be hard to understand. Being 
a newcomer to the niarket with no established 
reputation may involve costs. These factors may 
inhibit outside investors from risking their money 
in this market. 

State and large corporate pension fiinds are 
natural candidates to fill the gap left by the 
insurance companies in the private niarlcet because 
of their demand for fixed-rate investments Many 
pension funds, however, have charters that prevent 
them from investing in below-investment-grade or 
illiquid assets. Most pension fiiiid managers are 
also reportedly reluctant to invest in an unfamiliar 
market. Because pension funds generally lack the 
necessary capabilities for due diligence and 
monitoring, their managers have difficulty famil- 
iarizing themselves with the private market by 
making small initial investments. A decision to 
invest in below-investment-grade private place- 
ments involves a significant long-tern1 comniit- 
nient of resources that few pension fund managers 
appear to find attractive. I n  the case of state 
pension fiinds, even if they wished to invest, many 
would face problenis in hiring the necessary 
personnel because state legislatures generally 
control stag sizes and salaries. Any attempt by 
state pension fiinds to hire large numbers of credit 
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analysts thus could nin into political obstacles. 
Pensiori funds (and others) niight quickly enter 

the private market by investing in fiinds managed 
by professional private placement investors. 
Several fiinds have been formed in the past two 
years, but they are unlikely to operate on a scale 
sufficient to fill the void left by the insurance 
companies. Pension fiind managers appear reluc- 
tant to invest even indirectly in a market with 
which they are unfamiliar In addition, some are 
concerned that fiind managers would not monitor 
borrowers with sufficient diligence. Also, insur- 
ance companies, which would be the primary 
source of the managerial resources necessary for 
operating of managed private placement fiinds, 
have thus far not set up fiinds on a large scale, 
even though some conipanies currently have 
excess capacity to analyze and monitor lower- 
quality credits Some are unwilling to make a 
long-terni commitment of resources to this effort 
because they expect eventually to resunie investing 
in below-investment-grade private placements for 
their own accounts. Finally, most institutional 
investors would expect insurance conipanies acting 
as investment nianagers to purchase some of the 
securities for their own accounts. Such a require- 
ment lessens the incentive to establish managed 
fiinds because of insurers’ current aversion to 
purchasing below-investment-grade bonds. 

Finance companies face much smaller start-up 
costs than pension fiinds do, but their participation 
has traditionally been in the highest-risk segment 
of the private placement market, a segment in 
which life insurance conipanies have not generally 
been active. Insurers typically have niade 
unsecured loans, mainly to the highest-quality 
speculative-grade borrowers. In contrast, finance 
conipanies specialize in secured lending, nomially 
with equity features attached. Thus, the risk-return 
profile of the typical insurance company borrower 
does not suit finance companies, nor would such 
borrowers generally find finance companies’ terms 
attractive. In addition, several finance companies 
that were significant lenders in the private market 
have reduced their lending to low-rated firms 
because they have been faced with credit problems 
of their own. 

Margiiial increases in the nuniber of leiiders and 
in their commitments to below-investment-grade 
private placements may not have much effect on 
the credit cniiich. With only a few lenders reniain- 
ing in this segment of the market, and with most 
of these willing to lend only a limited amount to 
any one borrower, agents often have difficulty 
putting together a syndicate of lenders sufficient to 

purchase even medium-sized issues. Because the 
agents nmst incur fixed costs before a deal can be 
proved viable, and because they are paid only 
upon success, most agents have also withdrawn 
from the below-investment-grade segment of the 
market. This situation explains an apparent 
paradox: Those few remaining, willing lenders 
sometinies complain that not enough prospective 
issues are coming to marlcet to perniit them 
to lend all their f h d s  available for below- 
investment-grade borrowers. Thus the crunch 
niay disappear only with a wholesale return of 
life insurance companies to this niarlcet segment 
or with the entry of a significant number of new 
lenders. 

One development that may have eased the 
cnirich for a few borrowers is the increased 
frequency of ratings of private placements by 
major rating agencies. Issuers on the cusp between 
a NAIC-2 and NAIC-3 often obtain ratings from 
one of the agencies before seeking ratings from 
the NAIC. Because the agencies charge higher 
fees for ratings than does the NAIC and are less 
overworked, they can often gather more informa- 
tion and conduct more extensive analyses, which 
sometimes justig investment-grade ratings. The 
NAIC generally accepts such ratings but reserves 
the right to overnile them. 

Effects on and Alternatives of Borrowers 

The effect of this credit crunch on the economic 
activity of potential borrowers is impossible to 
assess with any precision. As private placenients 
are seldom the vehicle for providing day-to-day 
working capital, it s e e m  unlikely that many 

154. Although the NAIC does consider covenants and 
collateral in rating an issue, the agencies may be able to give 
inore consideration to these factors. The appropriate focus of a 
rating proceduie is somewhat different for public bonds than 
for private placements. Investors in public bonds tend to be 
passive and ill-prepared to work through instances of borrower 
distress and thus are inteiested mainly in the likelihood of 
default, which inay be relatively insensitive to covenants and 
collateral (which, in any case, ale rare in public bonds) 
Investors in private placements, however, are prepared to deal 
with distress and are interested primalily in the likelihood of 
loss rathei than default Methods of iating public bonds that 
focus on distress niay thus produce iatings of private place- 
ments that are too low on aveiagc, as they do not consider 
covenants and collateral. Thus, most issuers seeking a rating 
have gone to agencies whose iatings do measure likelihood of 
loss Of the four iating agencies whose ratings are accepted by 
the NAIC, Fitcli and Duff & Phelps have produced such ratings 
for some time, and Standard & Poor’s has recently developed a 
rating systein specifically designed for piivate placenients that 
focuses on likelihood of loss. Moody’s is the fourth approved 
agency. 
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potential borrowers have failed because of a lack 
of financing. Private placements often provide 
fiinds for expansion, however, and the growth of 
some niediuni-sized businesses possibly has been 
constrained by this credit cninch. According to 
market participants, one rationale for private 
issuance is not only to lengthen the niattirity of 
their debt but also to loosen constraints imposed 
by the collateral requirements typical of bank 
loans. Many medium-sized borrowers can obtain 
bank loans only in amounts up to 50 percent of 
finished inventory and 80 percent of eligible 
receivables. Often, upon reaching those limits, 
borrowers have issued an unsecured private 
placement, used part of the proceeds to pay down 
the bank debt, and used the remaining proceeds 
and new bank debt to finance expansion. 

With that course no longer open, low-rated 
borrowers must attempt to find other sources of 
capital. The bank loan iiiarket seems to be the first 
alternative for many lower-rated borrowers 
Although market participants disagree soniewhat, 
most report that the credit problenis at commercial 
banks have caused these banks to limit lending, to 
tighten ternis as lines have come up for renewal, 
or even to eliminate lines of credit. This view is 
confirnied by the surveys of the lending ternis of 
large banks periodically undertaken by the Federal 
Reserve System. 155 Furthermore, some insurance 
companies have reportedly had to increase their 
loans to existing borrowers whose credit lines 
have been cut by their commercial banks. Is6 

Sonie low-rated companies have taken advan- 
tage of favorable stock market conditions in 1991 
and 1992 and issued equity. In some cases, the 
reduced leverage resulting from equity injections 
has raised issuers’ credit ratings to investment 
grade, and has given them renewed access to the 
private bond market. Alternatively, sonie firms 
have attached credit enhancements to their private 
placements to move up to an investment-grade 
rating. The public ,junk bond market, despite its 
revival in the latter half of 199 1, has been a 
source of fiinds for only a few conipanies, as the 

155. Board of Governors of the Federal Reserve System, 
“Senior L.oan Officer Opinion Survey,” various issues. 

156. Interestingly, some of the nioveinent of borrowers 
behveen banks and insurance coinpanies seeiiis to have been a 
function of the different ways in which regulatois and rating 
agencies classify high-risk crcdits Some ciedits (admittedly 
few in number) that carried a highly leveiaged transaction 
(HLT) designation, yet were rated NAIC-2, have found a much 
warmer reception in the private market than at the banks. 
Conveisely, sonic issues rated NAIC-3 or below by the NAlC 
but not carrying the HLT status repoitedly have satisfied 
their financing needs at banks rather than at the insurance 
coiiipanies 

typical below-investment-grade private issue is 
generally too small and too complex a credit for 
the public market. 

Conclusion 

The market for privately placed debt is served by 
lenders that are financial intermediaries. As such, 
the market is vulnerable to breakdowns, which 
occur when those who provide funds to the 
financial intermediaries are no longer willing to do 
so or when intermediaries become sensitive to the 
threat of such a withdrawal. This mechanism 
appears to be the main one behind the recent 
credit crunch for below-investment-grade 
borrowers. 

The conditions causing the breakdown in 
financial intermediation at life insurance conipa- 
nies appear unlikely to ease significantly in the 
near fiittire. With other lenders and niarkets unable 
to fiilly accommodate the financing needs of the 
medium-sized, below-investment-grade companies 
that are most aEected, those companies may for 
several more years have more difficulty than usual 
in financing expansions. 

2. The Current and Prospective Roles of 
Commercial Banks 

Commercial banks participate in the private 
placement market as issuers, buyers, and agents. 
They also compete with private niarket lenders in 
providing credit. Drawing on parts 1 and 2, this 
section describes the current role of banks in the 
private placement market and speculates about 
their role in the fiitnre. 

Banks as Agents and Brokers 

U.S. commercial banks have recently been strong 
conipetitors in the market for private placenient 
agenting services. Of the 5,550 private place- 
ments of debt appearing in the IDD database for 
1989-91, US. commercial banks were either sole 
agent or co-agent for 1,944, or 35 percent. Their 
share of volume was 32 percent. Foreign banks 
had a I percent share of all volume. 158 In the 

157. The amount of a co-agented issue was split equally 

158. Any subsidiary, branch, or bank owned by a foreign 
among co-agents in computing shares of volume. 

bank was classified as a foreign bank agent. 
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14. U.S. bank agents of private placements, 
1989-91 1 

Agent 

J.P. Morgan " I  . ." .  I I , . " "  . . . 

First Nat'l Bank of Chicago I "  

Bankers Tnist I ,  . . . "  " . .  . 

Chemical Bank ..." , " .  ... , , , . " "  
Continental Bank . , . , . I " .  ,.."I" 
Bank of America ",,..I". ,..". .. 
Manufacturers Hanover . I ,  I I . . " .  
NationsBanltMCNB I . . . I . . . . I 

Mellon Bank I ~ _ ~ I 1 . I , _ . . . . .  
Security Pacific I " " .  , . I. 
PNC Financial Corp I " . . 1 . .  , ,. ,. 
First Continental Bancshares I 1 

First National Bank of Boston . 

Texas Commerce Bank .. , ".. . . 
Corestates . " I  I I. ".".  I .  ".. . , , , . , , . 
Huntington National Bank , . " .  . 
NBD Bank , ". . . . . I.. . . , , . " . .  , 
Northern Trust . . . . , . . " ,  " .  . . , 

Shawniut . . ".. , , , . ".. . , . I. ".  ".  
First California . " ~ .  . . . , ~. . . . . ". 
State Street Bank & Trust .."I" 
Fleet National Bank . ".. . . . , I  

Banc One ... l . l l_"_I . . . " .  . .. 

Total . I I , . . " .  , , " .  . . . . , ".. . 

289 24,299 
184 14,517 
301 13,621 
346 11,126 
206 10,988 

239 10,927 
160 6,811 
133 6,399 
100 5,768 
55 3,875 

94 1,012 
19 598 
2 127 
1 75 
5 75 

2 40 
1 40 
I 25 
2 23 
1 13 

2 I O  
1 7 
1 7 
1 4 
I 2 

2,147 110,449 

I I Number of deals and volume include placements of both 
debt and equity The list of banks is surely incomplete because 
(1) some banks may not report agent activity to IDD, and 
(2) some that do report may not be identifiable as banks from 
the information in the IDD database. 

SOURCE. Computations using data from IDD Information 
Services. 

market for private equity agenting, LLS. banks had 
a 14 percent share of volume during 1990-91, 
whereas foreign banks had a G percent share. 159 

During 1975-77, 1J.S. banks had only about a 
7 percent share of the total private placement 
agenting iiiarlcet (Board of Governors, 1977). 
Their share has clearly grown substantially during 
the ensuing fifteen years. 

Table 14 lists the twenty-five US. banks that 
appear as agents in the IDD database for the 
period 1989-91, along with the number and 
volume of assisted placements of both debt and 
equity. Two things about the list are striking. First, 
only ten banks accounted for 98 percent of the 
known volume of new issues assisted by banks. 
Second, the list is relatively short when compared 
with the list of more than 10,000 commercial 

159. Our database does not include piivate equity issued 
during 1989. 

banks in the 1Jnited States. The table is surely 
incomplete, as some banks that act as agents may 
not report their transactions to IDD; however, it 
does show that apparently only a small fraction of 
banks act as agents. 

As a group, commercial banks do not appear 
to specialize in assisting types of transactions or 
issuers in industries that are different from those 
assisted by investment banks. 

Regulatory restrictions may to some extent 
reduce banks' ability to conipete in the agenting 
market. In particular, the few banks possessing 
section 20 subsidiaries with fiill debt and equity 
underwriting powers'may have a competitive 
advantage over banks having no such powers. 

Why Do Banks Act as Agents, 
or Why Is the List of Bank Agents So Short? 

Banks appear to enter the private placement 
agenting business for two reasons. First, such 
business can generate profitable fee income. 
As noted previously, almost no data are available 
on agents' fee income, costs, or profits. On the 
basis of scanty knowledge about staff sizes and fee 
rates gleaned from interviews, we speculate that 
agenting is quite profitable for those banks doing a 
high volume of business. For those that assist in 
only a few transactions, and thus cannot capture 
economies of scale, agenting may be only niargin- 
ally profitable. 

Second, banks may act as agents as part of a 
strategy of offering a broad array of corporate 
financial services, not ,just loans. In section 2 of 
part 2 we argued that economies of scope exist 
between private placement agenting and other 
lines of capital market business, such as nialcing 
loans or underwriting securities. The relationship 
officers of coniniercial and investment banks are 
the primary sources of prospective clients for 
private placement agenting. An institution nitist 
provide financial services to many corporate 
clients to generate a flow of agenting business 
sufficient to justify maintaining an agenting group. 
Table 15 provides evidence in support of this 
assertion. It ranks the top twenty-five U.S. bank 
holding companies by volume of commercial and 
industrial loans on the books at the end of 1991, 
and gives the known private placement agenting 
volume (debt only) for such banks during 
1989-91. As tables 14 and 15 reveal, all the 
top ten bank agents were among the top twenty- 
five holders of commercial and industrial loans, 
and the majority of the top lenders also acted as 
private placeiiient agents. 
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15.  Top twenty-five bank holding companies 
by coniniercial and industrial loans, 
and agenting volume 
Billions of dollars 

agenting 
Bank holding company 

Citibank , , I I , “ .  , . I .  ”.. I . “ .  . , . , I. . 
Bank of America ................... 
Chase Manhattan ................... 
Manufacturers Hanover ............ 
Bank of New York ................. 

NCNB (TX,  FL, and NC) .......... 
Chemical Bank ..................... 
First National Bank of Boston . . “ I  

Morgan Guaranty “ .  . “ “ I ,  , . ”.. ”.  , , . 
Security Pacific .................. 

Wells Fargo ....................... 
Continental ......................... 
First National Bank of Chicago . I “ .  

Mellon Bank ...................... 
National Westminster USA . . . . . . .  

NBD Bank ....................... 
Bankers Trust ....................... 
Union Bank ....................... 
Corestates Bank . . . . . . . . . . . . . . . . . .  
Pittsburgh National Bank . . . . . . . . .  

Marine Midland .................... 
Wachovia Bank (North Carolina) 
Manufacturers Bank ............... 
Texas Commerce Bank ............ 
First Union National Bank . . . . . . .  

33.9 
21.3 
18.6 
I6 6 
14 4 

13.0 
11 I 
11.2 
10.5 
10.2 

9 8  
8 9  
8.2 
8 1  
6 3  

5 9  
5 5  
4 8  
4.5 
3 8  

3.4 
3 3  
3.3 
3 0  
3 0  

14.6 
6.4 

13.6 
5.8 

” .  

3.9 
10 9 

“1 
24.3 

.6 

1 . .  

6.8 
11.1 

1 .0 
.3 

.2 
11.0 

“4 
^ . .  

“4 

1 C&I loan holdings are as of December 3 1, 1991 I The 
three-year agenting volume is for 1989-91: i t  includes only 
placements of debt. 

. Bank does not appear in the IDD database fol 1989-91 
SOURCE Computations using data from IDD Information 

Services and regulatory filings 

Prospective Changes in Market Share 
of U S .  and Foreign Banks 

As noted, the agenting niarket share of 1J.S. banks 
has increased substantially during the past fifteen 
years. During interviews, market participants 
offered two explanations. First, as banks have lost 
commercial and industrial loan brisiness to other 
lenders or markets, they have become increasingly 
interested in selling a broad array of financial 
services to corporations. Many have also reorga- 
nized their operations, converting loan officers into 
relationship officers that operate more on the 
investment bank model of customer relationship 
management. This reorganization has increased 
banks’ efficiency at identifying potential clients for 
private placement agentiiig and at winning their 
business. 

ment banks had placed a lower priority on their 
Second, according to some participants, invest- 

private placement businesses during the mid-1980s 
and instead emphasized lines of business related to 
mergers and acquisitions. If tnie, this change may 
have provided banks with a window of conipeti- 
tive opportunity that they exploited. 

Foreign banks began entering the agenting 
market only during the past few years. Their 
entrance was coincident with two events: an 
increase in issues of private placements by foreign 
borrowers and a substantial increase of foreign 
banks’ share of the market for commercial and 
industrial loans. Foreign bank agents niay have 
an advantage in winning the business of foreign 
borrowers. Relationship officers of foreign banks 
can probably niarket private placement agenting 
services in much the same way, and with much 
the same effectiveness, as relationship officers of 
U S .  banks. 

to assess. Having learned to exploit their agenting 
opportunities more efficiently, banks are unlikely 
to lose expertise or to abandon the private market. 
U.S. banks may gradually lose market share if 
their share of all corporate financial services 
declines. They may gain market share if their 
efficiency continues to increase. Foreign banks 
seem likely to continue to have some presence 
in the agenting market, but beyond that their 
prospects are impossible to assess. Banks will 
probably not come to dominate agenting because 
investment banks are intent on remaining 
competitive. 

Prospective changes in  market share are difficult 

The Role of Regulation 

Banks and their subsidiaries may engage in 
agentiiig without prior permission; they are subject 
only to pnidential supervision that focuses on 
ensuring disclosure of possible conflicts of 
interest. Bank holding conipanies and their 
nonbank subsidiaries, including section 20 (securi- 
ties) subsidiaries, must obtain permission from the 
Federal Reserve Board to act as agents, and such 
agents are subject to various restrictions. See 
appendix C for a detailed description of legal and 
regulatory restrictions on the private placement 
agent activities of banks. 

Regulatory restrictions that focus on agenting 
itself do not appear so far to have imposed many 
competitive disadvantages on banks. Lhiits on 
banks’ general securities powers, however, may 
have iniposed two disadvantages. First, banks (but 
not section 20 subsidiaries) are effectively pre- 
vented from acting as brokers or dealers in the 
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secondary market for private placements because 
they cannot buy and sell restricted securities for 
their own account. As the secondary market for 
private placements has been relatively small to 
date and banks niay act as riskless principals, this 
disadvantage has probably been minor. 

restrictions on bank underwriting of new issues of 
public securities. Because of economies of scope 
between public underwriting and the distribution 
stage of private placement agenting, in some 
cases, public security sales forces can distribute 
private placenients more efficiently than can a 
private placement agenting group. Only bank 
holding companies possessing section 20 subsidi- 
aries with full debt powers (and fiill equity 
powers, for private equity issues) will possess 
such sales forces and be able to caphire the cost 
efficiencies. Competitive pressures will cause 
investment banks or coniniercial banks with 
section 20 subsidiaries to win the mandate to 
assist most such issues. 

As market participants indicated, underwriting 
powers niay convey another, more subtle advan- 
tage. Part of the service that a financial instihition 

Perhaps more important are Glass-Steagal 

16. Section 20 subsidiaries of US.  bank holding con 
stnicture, as of May 1992 

typically provides is advice that leads a borrower 
to issue in the private market. Such advice often 
includes an analysis of the relative benefits of 
raising fiinds in various of markets, including the 
bank loan and public security markets. The advice 
of an institution capable of assisting financing in 
all the relevant markets is likely to be afforded 
more credibility than the advice of one that can 
assist only in the market it is recommending. 
Credibility of advice is an important factor in the 
minds of many issuers as they choose an agent. 
Thus banks with fiill securities powers actually 
have an advantage in this regard over investment 
banks that do not make nor syndicate loans, as 
such banks can assist in three niarlcets (loan, 
private, and public), while such investment banks 
can assist in only two (private and public). 
Conversely, banks without securities powers may 
in some situations be at a disadvantage. 

Table 16 lists US .  bank holding companies that 
had received Federal Reserve Board permission to 
have section 20 subsidiaries as of May 1992, the 
powers of those subsidiaries, and the location 
within the banking organization of the private 
placement agenting group, if any. All the banks 

npanies and the location of agents in the corporate 

Powers 

Cotiipany Basic 1 Full debt 1 Debt and equity 1 Agent location I 
Banc One Corp. ........................ 
Bankets Tmst NY C o p  . . . . . . . . . . . . . .  
Barnett Banks Inc.' . " "  

Chase Manhattan Coip ........ 
Cheinical NY Corp. (and MHT 
Citicorp ............................ 

Dauphin Deposit Corp. . . . . . . . . . . . . . .  
First Chicago Corp. . . . . . . . . . . . . . . . . . . .  
First Union Corp ....................... 

NationsBank Corp. . . . . . . . . . . . . . . . . . .  
Notwest Cop.  .......................... 
PNC Financial Corp. , _ _ . _ _ .  , , 

Security Pacific Corp. (now BofA) , . . " .  . , , 
Southtrust Cop. ...................... 
Synovus Financial Corp. . . . . . . . . . . . . .  

Yes 
Yes 
Yes 
Yes 
Yes 
Yes 

Yes 
Yes 
Yes 
Yes 
Yes 
Yes 

Yes 
Yes 
Yes 
Yes 
Yes 
Yes 

. I .  

Yes 

Yes 
. . .  
" I .  

Yes 

Yes 

. . .  
Yes 

Sec 20 
Sec 20 

Sec 20 
Bank3 
Sec 20 

n a  
Bank3 

n a  
Bank 

Sec 20 

Bank 
n a. 

Bank 
Bank 

11 a 
. .  

1. Subsidiaries authorized to untiewrite and deal in certain 
municipal revenue bonds, niottgage-related sectit ities, coinnier- 
cia1 paper, and asset-backed securities 

2. As of May 1992, did not yet have petinksion to act as 
agent for private placements in the section 20 subsidiaty. 

3. Some fees earned on agenting of private placements by 
the section 20 subsidiary were reported to the Federal Reserve 
but not enough to account for agenting volume listed in IDD. 
Anecdolal evidence indicates that these banks may have more 

than one agenting gioup, with groups specializing, and that 
sonie banks with agents in the bank perform distiibutions 
of some placements throngti the subsidiary sales force and 
book sonie income in the subsidiary. 

n.a. No signs of agenting activity observed in IDD or in 
regulatory filings. 

SOURCE Feder.u/ Reserve Bidletir~ and miscellaneous 
regulatory filings 
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Rule 144A 

with fiill securities powers have chosen to locate 
their agents (if any) in the section 20 subsidiary 
whereas, to our lcnowledge, only one of those with 
partial securities powers has chosen to do so. This 
difference may occur for two reasons. First, the 
advantages that fiill securities powers confer on 
agents may outweigh costs of the additional 
regulatory restrictions that are imposed when they 
are located in a section 20 subsidiary. Second, and 
perhaps more important, regulations limiting the 
fraction of revenue a section 20 subsidiary may 
earn from ineligible underwriting activity encour- 
age the holding company to move eligible activi- 
ties (which include agentiiig of private placements) 
into the section 20 subsidiary to prevent the 
limitations from binding. 

The three largest bank agents are located in 
section 20 subsidiaries with fiill powers. However, 
other baiilcs without fiill powers do a substantial 
agenting business. T ~ u s ,  lack of securities powers 
does not seen1 to be an absolute barrier to agent- 
ing of private placements. 

Banks as Issuers of Equity 

The private placement niarket appears not to be an 
important source of equity capital for U.S. banks. 
Table 17 lists the private equity issues of 1J.S. 
banks during 1990-91 that appear in the IDD 
Information Services data base. 160 US.  banks 
issued about $2 billion of equity in the private 
placement market during 1990-91, but $1.25 bil- 
lion was in a single placement of convertible 
preferred stock by Citibanlc with a foreign inves- 
tor. Only twelve individual issues appear on the 
list, and several of the issuers are relatively well 
known and presuniably could issue in the public 
markets without great difficulty. During this period 
the number and total volume of issues by foreign 
banks was also not large (table 18). 

The legal separation of banking and commerce 
in the 1Jiiited States niay be one reason banks do 
not issue much private equity. The Bank Holding 
Company Act of 19.56, the amendments of 1970 to 
that act, and Federal Reserve Board rulings 
prevent nonbank corporations from owning or 
controlling banks or bank holding companies. 

160 No issues of equity by savings and loans appear in the 
data base for this period 

161 The tables are surely an incomplete repiesentation of 
banks' issuance The method by which IDD collects inforina- 
tion (voluntary ieporting by agents) favors the repoiling of 
larger transactions assisted by relatively high volume agents 
Many small transactions likely are missed 

17. Private placements of equity by IJX banks, 
1990-9 1 

Issuer 

Amount 
(millions of 

dollars) 1 Date 

Citicoip 1 . , . I ".  . " ,  , " ,  I . .  . . . . 
Team Bank ... . , . ,.. . "..... .. 
Manufacturers Hanover Trust ' 
Bank of New England _....._" 
L.aSalle National . . " I  I I .  I I ,  

AnieiiTiust . . " .  . I I ".  ." , I .  

NCNB Texas National Bank . " " "  
SouthTnist ~.I.. . ~. . . . " . .  . 
Larimar Bancorporation , I ", . . . . . 
North Fork Bancorporation . , . . , 
First Commercial Bancorp .I.", , 

Banc Plus ... ,. _.... " " " .  .. ._.  , 

Total , I  ,.. . " .  . . I " . .  . " . .  " . .  " .  . 

1,250 0 3/9 I 
200.0 1/90 
200 0 519 1 
150.0 10190 

GO 0 1/90 
60 0 3/90 

56 0 1/90 
16 3 1219 1 
16 5 5/91 
1 1  1 619 I 
11.0 219 1 
20.0 1019 1 

2,050.9 

1 The Citicorp and Manufactureis Hanovet issues were of 
convertible preferred stock and were Rule 144A issues Details 
of the other issues are not known 

SOURCE IDD Information Services 

Acquisition of more than 5 percent of the voting 
stock of a bank or bank holding company requires 
Federal Reserve Board approval. As appendix B 
notes, most private equity is purchased by institu- 
tional investors, especially pension fiinds, which 
tend to take large blocks of individual offerings. 
When a purchase would amount to more than 
5 percent of a bank's total capital, costs of 
obtaining regulatory approval would reduce the 
issue's attractiveness for purchasers. 

Indosuez Holdings . " .  . . 
Gixipo Financier0 

Banconier . , , I , " . . I 

Toionto Dominion 
Bank . , . , . . I . . . . , . 

Banque National 
de Paris "... . ,I.. . , 

NMB Postbanken I (. 
Barclays I . , . . , . . . I . . 
Banco Hispano 

Aniericano I . . . I . . I I 
Espirito Santo Financial 

Holding . I I . . . . I " 

Credito ltaliano . ".. I 

Banco Exterior 
International . . . 

Thai Farmers Bank " " " 

Total . " .  , , I ".  . 1 ,  I , , . . . . , 

I50 0 

121 0 

64 8 

52.5 
48 0 
50 0 

20 0 

15.7 
9.1 

.8 

.I 

532.6 

91 Yes 

11/91 

319 I 

3/90 . .  
1 /90 . "  
4/90 " .  

7/90 

7/90 Yes 
91 Yes 

2/90 ^ . .  

91 Yes 

SOURCE IDD Inforiiiation Services 
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