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B. Asset Bubbles Threaten the Economy

Bubbles are dangerous because they eventually pop, sending asset
prices crashing down to a level rationally related to the assets'

14fundamentals. The disappearance of asset value in the blink of an eye,
especially when compounded through the use of derivatives and synthetic
products55 in a system with high leverage,5 6 can have devastating impacts.57

Indeed, Judge Posner warns that the bursting of an investment bubble can
cause the "most dangerous type of recession/depression. 5 8

The dot.com bubble popped in 2000, and the market value of Internet
stocks plummeted by approximately forty-five percent.5 9 The mortgage-
backed securities bubble burst in 2009, with securities originally purchased
for millions of dollars now valued at almost nothing.60 The impacts of this
market implosion are still being felt, with U.S. unemployment at near ten

61 62percent, with the U.S. poverty rate at 14.3 percent, and with one in every
381 homes receiving a foreclosure filing in August 2010.63

earlier era can be scrutinized with the value investor's eye.").
54 See Broek, supra note 10 ("The bubble bursts when the price drops, causing a crash and

usually some severe economic collateral damage.").
55 See Complaint at 1, SEC v. Goldman Sachs & Co., No. 10-CV-3229 (S.D.N.Y. 2010)

("Synthetic CDOs like ABACUS 2007-ACI contributed to the recent financial crisis by
magnifying losses associated with the downturn in the United States housing market.").

"See Credibility of Credit Ratings: Hearing, supra note 22, at 235 (testimony of Warren E.
Buffett, Chairman and CEO, Berkshire Hathaway) ("But the size of the pop of the bubble was
accentuated in an enormous way because of the leverage that existed in the system and some of it
was hidden, you know, off-balance-sheet type things.").

57See GREENSPAN, supra note 16, at 177 (quoting the author's famous December 5, 1996
speech at the American Enterprise Institute's annual dinner) ("We as central bankers need not be
concerned if a collapsing financial asset bubble does not threaten to impair the real economy, its
production, jobs, and price stability.... But we should not underestimate, or become complacent
about, the complexity of the interactions of asset markets and the economy.").

58POSNER, supra note 2, at 10 ("It is depression from within, as it were, and is illustrated by
both the depression of the 1930s and the current one, though by other depressions and recessions
as well, including the global recession of the early 1990s.").

59 See Elizabeth Demers & Baruch Lev, A Rude Awakening: Internet Shakeout in 2000, 6
REv. ACCT. STUD. 331,331 (2001).

6°See, e.g., Complaint, supra note 55, at 17-18 (alleging that an investor bought $150 million
worth of synthetic CDO notes at face value and that, within months of closing, the notes were
"nearly worthless").

61BUREAU OF LABOR STATISTICS, U.S. DEP'T OF LABOR, ECONOMIC NEWS RELEASE:
EMPLOYMENT SITUATION SUMMARY 1 (2010), available at http://www.bls.gov/news.release/
archives/empsit_09032010.pdf.
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C. Asset Bubbles Are Fed by Positive Feedback

Scholars disagree about the root causes of asset bubbles, 64 but they
agree that investor psychology feeds the growth of a bubble.
Characterizations of this psychological basis include "frenzy, ' 6 "gambler's
excitement,',66 a "narcotic,,67 "mania,'68 and "irrational exuberance." 69

This psychological basis operates as a feedback loop. 70 The initial rise
in prices draws investors into the market, which drives prices even higher.7'

62U.S. CENSUS BUREAU, U.S. DEP'T OF COMMERCE, PRESS RELEASE, INCOME, POVERTY,

AND HEALTH INSURANCE COVERAGE IN THE UNITED STATES: 2009 (2010), available at

http://www.census.gov/newsroom/releases/archives/incomewealth/cb1 0-144.html.
63 RealtyTrac, National Real Estate Trends (Aug. 2010), http://www.realtytrac.com/trend

center/.

64 Compare KRUGMAN, supra note 4, at 146 (contending that the stock bubble of the 1990s

was caused by "extreme optimism about the profit potential of information technology" and "the

growing sense of security about the economy"), with POSNER, supra note 2, at 75 (identifying as

underlying causes of the current financial crisis the housing bubble, low interest rates, complicated

financial instruments, and deregulation of financial services), and SHILLER, supra note 16, at 32-

33 (identifying twelve factors that, amplified by investors' irrational exuberance, propelled the

stock market bubble from 1982 to 2000 and the real estate market bubble beginning in the late

1990s).
65 Broek, supra note 10 ("A sort of frenzy will be triggered and the price of the asset will

skyrocket.").

66 SHILLER, supra note 16, at 2 (contending that investors are drawn to a bubble "partly

through envy of others' successes and partly through a gambler's excitement").
67 See Credibility of Credit Ratings: Hearing, supra note 22, at 249 (testimony of Warren E.

Buffett, Chairman and CEO of Berkshire Hathaway) (comparing rising prices to a narcotic).
68 See KRUGMAN, supra note 4, at 61 ("Financial bubbles are nothing new. From tulip mania

to Internet mania, even the most sensible investors have found it hard to resist getting caught up in

the momentum, to take a long view when everyone else is getting rich.").
69See SHILLER, supra note 16, at 2 ("Irrational exuberance is the psychological basis of a

speculative bubble.").
70See ROBERT J. SHILLER, THE SUBPRIME SOLUTION 47 (2008) ("Psychological,

epidemiological, and economic theory all point to an environment in which feedback of

enthusiasm for speculative assets, or feedback of price increases into further price increases, can

be expected to produce speculative bubbles from time to time.").
71 
See Credibility of Credit Ratings: Hearing, supra note 22, at 249 (testimony of Warren E.

Buffett, Chairman and CEO of Berkshire Hathaway) (explaining that "rising prices became their

own rationale"); Markus K. Brunnermeier & Stefan Nagel, Hedge Funds and the Technology

Bubble, 59 J. FINANCE 2013, 2015-16 (2004) ("If there is good news today, rational traders buy

and push the price beyond its fundamental value because feedback traders are willing to take up

the position at a higher price in the next period."); J. Bradford DeLong et al., Positive Feedback

Investment Strategies and Destabilizing Rational Speculation, 45 J. FINANCE 379, 380 (1990)
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These profits attract even more investors to buy, sending prices even
higher.72 The opportunity to profit is contagious, 73 chasing prices upward,74

until finally "the scheme runs out of suckers" and prices crash to a rational
level. 7

D. Some Participants Knowingly Buy into Asset Bubbles

Some market participants are aware of the existence of bubbles before
they burst. For example, before the Internet bubble burst, the financial
media repeatedly reported on the bubble's existence.76 In May of 1999,
seventy-two percent of portfolio managers surveyed believed that the stock
market was overvalued.77 Similarly, before the MBS market collapsed,

("Tomorrow, positive feedback traders buy in response to today's price increase and so keep
prices above fundamentals even as rational speculators are selling out and stabilizing prices.").

72See John Cassidy, Dot.con: The Greatest Story Ever Sold, in PANIC: THE STORY OF
MODERN FINANCIAL INSANITY 208, 211 (Michael Lewis ed., 2009) (noting that a "self-
reinforcing process" had "propelled stock prices into the stratosphere").

73 See SHILLER, supra note 16, at 2 ("I define a speculative bubble as a situation in which
news of price increases spurs investor enthusiasm, which spreads by psychological contagion from
person to person, in the process amplifying stories that might justify the price increases and
bringing in a larger and larger class of investors, who, despite doubts about the real value of an
investment, are drawn to it partly through envy of others' successes and partly through a
gambler's excitement.").

74 Leonard, supra note 42 (quoting University of Oregon economist Mark Thoma) ("I think
the idea is that when the market is in a bubble, marking to market (instead of to fundamentals)
inflates the asset values, and that drives further demand, raises the values, and thus chases price
upward.").

75KRUGMAN, supra note 4, at 147 (citing SHILLER, supra note 16) ("[A]n asset bubble is a
sort of natural Ponzi scheme in which people keep making money as long as there are more
suckers to draw in. But eventually the scheme runs out of suckers, and the whole thing crashes.").76 See Rebecca Buckman & Aaron Lucchetti, Cooling It: Wall Street Firms Try to Keep
Internet Mania from Ending Badly, WALL ST. J., Feb. 24, 1999, reprinted in PANIC: THE STORY
OF MODERN FINANCIAL INSANITY, supra note 72, at 186 (citing evidence of an impending
collapse of the Internet bubble) ("The signs are all there: wild price swings, valuations that seem
from another world, rapid-fire trading by people completely new to the game."); Demers & Lev,
supra note 59, at 332 ("Many market observers had predicted that the 'Internet Bubble' would
eventually burst .... ") (citing authority); Schultz & Zaman, supra note 17, at 356 (referring to an
April 4, 2000 Wall Street Journal article, a July 14, 2000 Wall Street Journal article, and a 1999
book recognizing the existence of the internet bubble); Jack Willoughby, Burning Up, BARRON'S,
Mar. 20, 2000, reprinted in PANIC: THE STORY OF MODERN FINANCIAL INSANITY, supra note 72,
at 194 ("When will the Internet Bubble burst? For scores of 'Net upstarts, that unpleasant popping
sound is likely to be heard before the end of this year.").

77See Lauren R. Rublin, Party On! America's Portfolio Managers Grow More Bullish on

[Vol. 63:1
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many market participants were aware of the overvaluation of the assets
underlying these securities. 78 For example, in 2005, The Economist printed
an article entitled "After the Fall," which cautioned: "Perhaps the best
evidence that America's house prices have reached dangerous levels is the
fact that house-buying mania has been plastered on the front of virtually
every American newspaper and magazine over the past month., 79 These
participants, with knowledge of the bubble's existence, may purposely buy
into a bubble.8 0 This counterintuitive behavior requires further explanation.

The obvious move if a rational investor suspects that an asset is
overvalued is to sell it short, allowing the investor to profit by buying the
asset at a lower price than the sale price.8 1  This downward pressure on
prices should theoretically prevent bubbles from continuing to grow as
market participants become generally aware of the existence of a bubble.8 2

In reality, however, short-selling is not an attractive option for many
investors who believe that an asset is overvalued.8 3 Short-selling involves
increased transaction costs, including the fee to borrow the security. 4 More

Stocks and Interest Rates, BARRON'S, May 3, 1999, at 31.
7 See Credibility of Credit Ratings: Hearing, supra note 22, at 208 (remarks of Chairman

Phil Angelides) ("There were a number of experts, whether it was Robert Schiller [sic] or Mr.

Rubini or Mr. Baker, Dean Baker, there were a number of people who saw this bubble.");

Complaint, supra note 55, at 1 (quoting an alleged July 23, 2007 email by Goldman Sachs

employee Tourre) ("More and more leverage in the system, the whole building is about to collapse

anytime now. . . ."); Paul Krugman, Op-Ed., The Joy of Sachs, N.Y. TIMEs, July 17, 2009, at

A23 ("Goldman, famously, made a lot of money selling securities backed by subprime

mortgages-then made a lot more money by selling mortgage-backed securities short, just before

their value crashed. All of this was perfectly legal, but the net effect was that Goldman made

profits by playing the rest of us for suckers.").
79After the Fall, ECONOMIST, June 18, 2005, at 11.
8 0See id. ("And there is a troubling similarity between the house-price boom and the dotcom

bubble: investors have been buying houses even though rents will not cover their interest

payments, purely in the expectation of large capital gains-just as investors bought shares in

profitless firms in the late 1990s, simply because prices were rising.").
81See POSNER, supra note 2, at 91 ("One might think a bubble would collapse before it got

too big because investors who realized it was a bubble would sell short-in this case, sell interests
in mortgage-backed securities short.").

"2See id.
83See Lamont & Thaler, supra note 26, at 266 ("Many investors thought that Internet stock

were overpriced during the mania, but only a small minority were willing to take a short position,
and these short sellers were not enough to drive prices down to rational valuations.").

84See id. at 231 ("Shorting costs can explain why a rational arbitrageur fails to short the
overpriced security ... ").

2011]
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importantly, short-selling only works if an investor knows when the bubble
will burst, not merely that it will burst at some point.85  As succinctly
explained by John Maynard Keynes: "The market can stay irrational longer
than you can stay solvent., 86

A rational investor who knows that a bubble exists may instead decide
to ride the bubble. 87 The rational investor understands the feedback loop
and recognizes that short-term gains are possible during the bubble's

88expansion. Indeed, there is evidence that market participants were
purposefully riding the Internet and MBS bubbles.89 Economists studying
the Internet bubble have concluded that much of the high demand for these
stocks came from short-term traders, including hedge funds, who

85See POSNER, supra note 2, at 91 ("But short selling in a bubble is very risky unless the
bubble is expected to burst very soon."); SHILLER, supra note 16, at 178-79 ("If indeed one knew
today that the market would do poorly over the next ten or twenty years, but did not know exactly
when it would begin to do poorly and could not prove one's knowledge to a broad audience, then
there would be no way to profit significantly from this knowledge. There is thus no substantial
reason to think that the smart money must necessarily eliminate such stock mispricing."); Jay R.
Ritter & Ivo Welch, A Review oflPO Activity, Pricing, and Allocations, 57 J. FINANCE 1795,
1822 (2002) ("The recent bubble has made it amply clear that even if there is systematic long-run
underperformance, it is difficult or impossible to exploit it in a reliable manner. Many short
sellers lost a great deal of money in Internet bubble IPOs, and had to close out their shorts before
they would have paid off.").

86POSNER, supra note 2, at 92 (quoting Keynes).
87 See id. at 105; SHILLER, supra note 16, at 71-72 ("Conceivably, a bubble might exist only

because people think that there is a temporary bubble and want to ride with it for a while.").
88See POSNER, supra note 2, at 88 ("Especially when interest rates are low, riding a bubble

can be rational even though you know it's a bubble. For you can't know when it will burst, and
until it does it is expanding and that means that values are rising rapidly, so that if you climb off
the bubble you will have forgone a large profit opportunity."); DeLong et al., supra note 71, at
383 (describing trend-chasing by exchange rate forecasting services) ("[F]orecasting services were
issuing buy recommendations while maintaining that the dollar was overpriced relative to its
fundamental value."); Josd A. Scheinkman & Wei Xiong, Overconfidence and Speculative
Bubbles, 111 J. POL. EcON. 1183, 1208 (2003) ("With a short-sale constraint, an asset owner has
an option to sell the asset to other agents with more optimistic beliefs. Agents value this option
and consequently pay prices that exceed their own valuation of future dividends because they
believe that in the future they will find a buyer willing to pay even more.").

89 See Paul A. Ferrillo et al., The "Less Than" Efficient Capital Markets Hypothesis:
Requiring More Prooffrom Plaintiffs in Fraud-on-the-Market Cases, 78 ST. JOHN's L. REv. 81,
125-26 (2004) ("[T]hose investors who recognized the existence or likelihood of the bubble did
not put in sufficient selling pressure to cause the bubble to burst.... [S]ince the sector had done
so well in the recent past, it was likely to continue in the future and they wanted to be along for
the ride.").

[Vol. 63:1
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recognized the growing bubble and expected to profit from rising prices.9
0

In an oft-cited example of this strategy during the MBS bubble, Citigroup's
then-CEO said in July 2007 of his firm's investments: "When the music
stops, in terms of liquidity, things will be complicated. But as long as the
music is playing, you've got to get up and dance. We're still dancing."91

Investors making the rational decision to ride a market bubble must
assess when the bubble will ultimately burst. 92 If they leave the market too
soon, they leave money on the table.93  If they wait too long, they risk
losing everything in the eventual market collapse.94 The individually
rational decision to ride a bubble until just before it collapses is collectively
irrational, however.95  The bubble-riders' speculative behavior adds
additional positive information to the feedback loop, exacerbating the
growth of the bubble. 96  The bigger the bubble, the more devastating the

90See Brunnermeier & Nagel, supra note 71, at 2016 (examining the holdings of hedge funds

during the technology bubble) ("Both predictions-sophisticated investors riding the bubble and
gains from doing so-are consistent with our findings."); Paul Schultz, Downward-Sloping

Demand Curves, the Supply of Shares, and the Collapse of Internet Stock Prices, 63 J. FINANCE

351, 355 (2008) (citing John H. Cochrane, Stocks as Money: Convenience Yield and the Tech-

Stock Bubble, in ASSET PRICE BUBBLES 175 (William C. Hunter et al. eds., 2003)) ("With a high
demand for these stocks and few available shares, short-term traders who expected to turn over

their positions and reap trading profits in only a few days willingly paid more than the intrinsic

value of the stocks.").

91POSNER, supra note 2, at 88-89.
92See Abreu & Brunnermeier, supra note 28, at 174 ("[R]ational arbitrageurs understand that

the market will eventually collapse but meanwhile would like to ride the bubble .... Ideally, they
would like to exit the market just prior to the crash.... [A]rbitrageurs realize that they will, for a

variety of reasons, come up with different solutions to this optimal timing problem.").

9See id. at 174-75 ("In the equilibrium of our model, arbitrageurs stay in the market until the

subjective probability that the bubble will burst in the next trading round is sufficiently high.

Arbitrageurs who get out of the market just prior to the crash make the highest profit.

Arbitrageurs who leave the market very early make some profit, but forgo much of the higher rate

of appreciation of the bubble."); POSNER, supra note 2, at 105 ("[T]here is rational reluctance to

forgo lucrative profit opportunities by bailing out before one senses that the plateau (followed by

the inevitable crash) is about to be reached.").

94See Abreu & Brunnermeier, supra note 28, at 175 ("For example, when Stanley
Druckenmiller, who managed George Soros' $8.2 billion Quantum Fund, was asked why he didn't

get out of internet stocks earlier even though he knew that technology stocks were overvalued, he

replied that he thought the party wasn't going to end so quickly.").
95 POSNER, supra note 2, at 106 ("Risky behavior of the sort I have been describing was

individually rational during the bubble. But it was collectively irrational.").
96See DeLong et al., supra note 71, at 393-94 ("This paper has argued, to the contrary, that in

the presence of positive feedback investors it might be rational for speculators to jump on the

2011]
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ramifications from its eventual bursting. Yet, the speculators riding the
bubble do not internalize the risk of eventual financial collapse.97

Indeed, the members of the Financial Crisis Inquiry Commission have
repeatedly noted that no market participant internalized the risk created by
issuing mortgage-related securities at prices buoyed by the housing bubble.
Commissioner Byron S. Georgiou articulated this problem: "Well, really, in
the securitization process, we've discovered through the course of our
hearings that really, almost everybody involved has nothing to lose." 98

Chairman Phil Angelides queried: "[W]here is the responsibility along the
chain for ensuring the quality of the products that are moved into the
system?" 99 Vice Chairman Bill Thomas unfavorably contrasted the liability
of securities issuers to the liability of consumer product manufacturers: "[I]f
you sell a baby blanket, you're supposed to make sure that it doesn't bum
easily."100

E. Securities Are Sometimes Knowingly Issued at a Price Above
Their Fundamental Value in a Bubble

Issuers and underwriters often set the offering price of securities above
their intrinsic value when selling into a bubble market. 01 Sometimes, they
do so with knowledge that they are profiting from a growing bubble.

bandwagon and not to buck the trend. Rational speculators who expect some future buying by
noise traders buy today in the hope of selling at a higher price tomorrow. Moreover, purchases by
rational speculators can make positive feedback traders even more excited and so move prices
even further away from fundamental values than they would reach in the absence of rational
speculators.").

97 See KRUGMAN, supra note 4, at 62-63 (arguing that financial bubbles are exacerbated, and
perhaps caused, by moral hazard and defining moral hazard as "any situation in which one person
makes the decision about how much risk to take, while someone else bears the cost if things go
badly"); POSNER, supra note 2, at 111-12 ("In sum, rational maximization by businessmen and
consumers, all pursuing their self-interest more or less intelligently within a framework of
property and contract rights, can set the stage for an economic catastrophe.").

9 8Credibility of Credit Ratings: Hearing, supra note 22, at 271-72 (remarks of Byron S.
Georgiou, Commissioner) (identifying mortgage brokers, bankers, lawyers, accountants, and
credit rating agencies as market participants with "nothing to lose").

9Subprime Lending and Securitization: Hearing, supra note 53, at 247 (remarks of Phil
Angelides, Chairman).

100Id. at 250 (remarks of Hon. Bill Thomas, Vice Chairman).
101 See Derrien, supra note 13, at 514 ("[I]f noise trader sentiment is bullish at a given time,

we expect both the issuer and the companies in the same industry to be overpriced with respect to
their intrinsic values.").
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Economist Robert Shiller anecdotally describes this phenomenon during the
Internet bubble:

More common than the examples of criminal behavior,
however, are examples of people who stayed entirely
within the law and exploited a boom, building businesses
that they did not themselves believe in. These are the cases
of disingenuity rather than frauds.

Some of these people have already taken their money
and gone home. Since 2000, many top managers of tech
companies that were built promoting a fundamentally
flawed business concept have made their initial public
offerings, and have retired to their estates, and hardly care
that the price of their stocks has dropped so far. 102

Some scholars contend that investment banks purposefully stoked the
Internet bubble in order to profit from it.10 3

Many investors, lawmakers, and commentators make the same charge
against investment banks who were selling MBS.1' 4 The general view is
that investment banks were selling MBS and related securities that they did
not believe in, at prices far above their rational level.10 5

1. Securities Are Sometimes Issued at an Irrationally High Price
in a Bubble

Most registered offerings of securities, including initial public stock
offerings and MBS offerings, 10 6 are accomplished via an underwriter. 107

102 SHILLER, supra note 16, at 77.
103See Ritter & Welch, supra note 85, at 1807-08 (citing evidence that "investment banking

firms were making other efforts to encourage overvaluations during the Internet bubble, such as

subsequently issuing 'buy' recommendations when market prices had risen far above the offer
price").

'°4See, e.g., Matt Taibbi, The Great American Bubble Machine, ROLLING STONE, July 9-23,
2009, at 52, 59 ("Then [Goldman Sachs] sold investors on the idea that, because a bunch of those

mortgages would turn out to be OK, there was no reason to worry so much about the [other] ones:
The [investment], as a whole, was sound. Thus, junk-rated mortgages were turned into AAA-

rated investments.").
105 See, e.g., Daniel Carty, Goldman Sachs Under Microscope: Key Moments from Hearing,

ECONWATCH (Apr. 27, 2010), http://www.cbsnews.com/8301-503983_162-20003568-503983.

html.

'6See SEC ET AL., STAFF REPORT: ENHANCING DISCLOSURE IN THE MORTGAGE-BACKED

2011]
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The underwriter, in consultation with the issuer, sets the initial prices of
securities. 108 The underwriter is not required to set the price at a level
rationally related to the securities' underlying value. 109

Rather, the underwriter sets a price related to what the market will bear.
Typically, an IPO price is set in a multi-step bookbuilding process,
designed to match price with market demand." l0 First, the underwriter
makes a price prediction during the beauty contest stage, when the
underwriter is attempting to convince the issuer to choose it as managing
underwriter. 11  Then, the underwriter performs a valuation of the

SECURITIES MARKETS 19 (2003), available at http://www.sec.gov/news/studies/mortgagebacked
.htm ("Unlike GSE and Ginnie Mae MBS, offerings of private-label MBS are subject to the
registration requirements of the federal securities laws. As such the offer and sale of these
securities must be done pursuant to a registration statement filed with the Commission or pursuant
to an exemption.... Market participants have indicated that the vast majority of private-label
MBS, over 98% in 2001, are sold in registered transactions with the remainder being sold in Rule
144A transactions.").

1°7See id. at 18 ("Private-label MBS typically are offered initially through
underwriters...."); Arthur B. Laby, Reforming the Regulation of Broker-Dealers and Investment
Advisors, 65 Bus. LAW. 395, 428 (2010) ("When a corporation raises money through the sale of
securities to the public, it typically hires a broker-dealer to distribute the securities in a firm
commitment or best efforts underwriting.").

108See Municipal Securities Disclosure, 53 Fed. Reg. 37,778, 37,787 (proposed Sept. 28,
1988) ("The underwriter stands between the issuer and the public purchasers, assisting the issuer
in pricing and, at times, in structuring the financing and preparing disclosure documents.");
Samuel N. Allen, A Lawyer's Guide to the Operation of Underwriting Syndicates, 26 NEW ENG.
L. REv. 319, 345 (1991) ("The pricing of an offering is completed in a meeting between the issuer
and the manager."); Steven Drucker & Christopher Mayer, Inside Information and Market
Making in Secondary Mortgage Markets 1 (Jan. 6, 2008), available at http://www.hbs.edu/
units/finance/pdf/underwriters-MBS-Drucker-Mayer-01-2008.pdf ("Underwriters serve as the
middle-man in debt securitization markets, collecting and distributing information to potential
investors, setting initial prices of securities, and providing post-issuance price support.").

1°9See GEDDES, supra note 47, at 94 ("A company valuation is the starting point in setting the
price of an IPO. Many dot.coms that were worthless based on a DCF calculation at the time of
their flotations achieved billion dollar market capitalizations. Similarly, the market will
sometimes undervalue businesses.").

"' See id. at 70 ("In the USA and Canada, bookbuilding is the standard way of conducting an
IPO: the vast majority of IPOs and secondary offerings are conducted and priced in this
manner.").

"'See id. at 76 ("[T]he banks involved in the flotation must provide an indicative valuation
(price range) at the beginning of the offering process. In fact the first valuation analysis is usually
done when investment banks are pitching for the lead manager mandate. To help win the business
they will present the company or selling shareholder with a preliminary valuation. The valuation
will be refined as the bankers learn more about the company during due diligence."); Allen, supra

[Vol. 63:1
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security, 112 incorporating both a fundamental analysis and a market-based
analysis, and sets an initial price range for the stock.' 1 3 This price range is
included in the preliminary prospectus. 14 Next, the underwriter shops the
security around in a "roadshow," seeking expressions of interest from
potential investors at various prices. 115 At the end of the bookbuilding
process, and on the eve of the offering, the underwriter sets the final price
based on the bids gathered."l6  This final price is a product of what the
market will bear and need not relate to the intrinsic value of the security." 7

note 108, at 330 ("The price at which an investment banking firm claims it can sell a company's
securities can be a major consideration in selecting a manager from a group of investment banking
firms.").

112See Allen, supra note 108, at 331 ("The analyst will determine the company's relative

strength, position within its industry, cash flow, market share and potential to increase that share,
growth potential, asset value and similar matters.").

13 See GEDDES, supra note 47, at 77 ("Senior bankers use their experience and judgment
when determining the most appropriate valuation method to use. But they will always use more

than one technique in valuing a company's shares.").
114See id. at 76 ("Before bookbuilding commences, the managers set a price range to give

investors an idea of what value they consider reasonable."); Allen, supra note 108, at 346 ("In an
IPO, the preliminary prospectus sets forth an expected price range within which the securities are
expected to be offered. The price is based upon the value that the manager has placed on the
company issuing the securities.").

nSSee JOHN C. COFFEE, JR. ET AL., SECURITIES REGULATION 119 (10th ed. 2007) ("During
the waiting period, the underwriters may undertake a series of 'roadshows' by which they and
some members of the issuer's senior management travel around the country to meet with

securities analysts, institutional investors, and possible a few very wealthy individual investors, in
order to market the offering."); accord GEDDES, supra note 47, at 70 ("Starting with a likely
offering price range, syndicate members solicit expressions of interest with respect to both size of
order and number of shares the institutional investor is interested in. Thus, a book is built which
gives the company, selling shareholders and investment bank a clear picture of demand for shares
at different price levels."); Moonchul Kim & Jay R. Ritter, Valuing IPOs, 53 J. FIN. ECON. 409,
425 (1999) ("Underwriters usually contact potential buyers, get information about the market
demand, and try to augment the demand through the road show.").

11
6
See COFFEE ET AL., supra note 115, at 119 ("Conversely, if the offering is oversubscribed,

the underwriters will know that it is likely to be 'hot."'); GEDDES, supra note 47, at 71 ("Once the
bookbuilding process is concluded, the lead bank aggregates all the bids into a demand curve and
chooses the issue price according to its discretion.").

17 See Allen, supra note 108, at 346 ("The actual public offering price securities being sold in

an IPO may be materially different from the range of prices set forth in the preliminary
prospectus. If there is great enthusiasm for the issuer's securities during the marketing stage of
the offering, the public offering price will increase. If the market does not receive the offering
favorably, the public offering price will be reduced or the number of shares being offered will be
reduced to create a greater demand. In either case, a change in the offering price or the number of

2011]
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Indeed, if an issue is perceived by potential investors as "hot," the
underwriter may set the offering price above the initial file range, despite
the fact that the file range was influenced at least partially by
fundamentals." 18  Similarly, an underwriter usually sets the MBS offering
price in negotiated transactions with investors at prices related to prevailing
market prices, regardless of whether those market prices bear any
relationship with fundamental value.' 19

Issuers of securities in an IPO 120 or in a registered offering of MBS 12 1

are required to "describe the various factors considered in determining [the]

shares being offered would indicate that the market placed a higher or lower value on the
company than did the manager.").

"18See COFFEE ET AL., supra note 115, at 119; accord GEDDES, supra note 47, at 73 ("The
lead manager has significant discretion in setting the price and, in most markets can set the price
outside the initial range if there is sufficient/insufficient demand to merit doing so."); Kim &
Ritter, supra note 115, at 425 ("It is common for the preliminary offer price range to be adjusted

before a final offer price is set."); Underwriters Raise Offer Price for Netscape Communication,
N.Y. TIMES, Aug. 9, 1995, reprinted in PANIC: THE STORY OF MODERN FINANCIAL INSANITY,
supra note 72, at 163 (reporting that, "[f]aced with surprisingly strong demand for an initial public

offering," Netscape Communications Corporation had raised the size and price of its initial stock
offering).

119 See Subprime Lending and Securitization: Hearing, supra note 53, at 130 (testimony of
Susan Mills, Managing Director of Mortgage Finance, Citi Markets & Banking, Global
Securitized Markets ) ("We would market the RMBS bonds to investors, solicit feedback from

those investors regarding the transaction, and finalize the structure and pricing."); GSR Mortg.
Loan Trust 2007-3F, Prospectus Supplement to Prospectus (Form 424B5) (Apr. 25, 2007) ("The

underwriter, Goldman, Sachs & Co., will offer the offered certificates from time to time in
negotiated transactions or otherwise at varying prices to be determined at the time of sale. The
proceeds to the depositor, GS Mortgage Securities Corp., from the sale of the offered certificates
will be approximately 99.38% of the class principal balance of the offered certificates plus
accrued interest, before deducting expenses."); Credit Suisse First Bos. Mortg. Sec. Corp.,
Prospectus Supplement to Prospectus (Form 424B5) (Oct. 23, 2001) ("The underwriters propose

to offer the offered certificates from time to time for sale in negotiated transactions or otherwise,
at market prices prevailing at the time of sale, at prices related to the prevailing market prices or at

negotiated prices.").
120 Item 5 of Form S-1 (the form used to register IPOs) requires issuers to "[f]urnish the

information required by Item 505 of Regulation S-K." SEC, FORM S-I, at 4 (2011), available at
http://www.sec.gov/about/forms/forms-l.pdf; see also 17 C.F.R. §239.11 (2010). The

requirements contained in Item 505 of Regulation S-K are triggered "[wjhere common equity is
being registered for which there is no established public trading market." See 17 C.F.R.
§ 229.505.

121 Asset-Backed Securities, 70 Fed. Reg. 1506, 1522 (proposed Jan. 7, 2005) (to be codified

at 17 C.F.R. pt. 239) (explaining that Item 5 of Form S-1, which requires disclosure about
"Determination of Offering Price," must be completed for offerings of asset-backed securities).
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offering price" in the registration statement. 122 As noted by William W.
Barker, then Senior Counsel to the Division of Corporation Finance at the
SEC, these disclosures are essentially meaningless: "Unfortunately, the
item invites boilerplate responses. For example, statements that the 'initial
public offering price has been arbitrarily determined' or 'the offering price
has been established by negotiations between the underwriter and
representative' do not by themselves provide meaningful disclosure. 123

As a consequence of this market-based price-setting process, securities
issued into a bubble market are sometimes overpriced as compared to
fundamental value. One piece of evidence of this inflationary effect on
offering prices is the high percentage of offerings in which the final offering
price exceeds the original file price range during a market bubble.,2 4 In
1999 and 2000, the height of the Internet bubble, IPO prices exceeded the
original file price range in 47.7% and 38.7% of offerings, respectively. 25

By contrast, in the years 1991 through 1998, the IPO price exceeded the file
price range in only 23.6% of offerings, on average; and in the years 2001
through 2008, the IPO price exceeded the file price range in only 20.5% of
offerings, on average. 126

A second piece of evidence is the poor long-term performance of stocks
issued during a market bubble. Economists have documented that IPO
stocks issued during high-demand and bubble markets perform poorly in
the long term because they are issued at prices exceeding their fundamental

12217 C.F.R. § 229.505.

123 William W. Barker, SEC Registration of Public Offerings Under the Securities Act of

1933, 52 BUs. LAW. 65, 106 (1996); accord GEDDES, supra note 47, at 94 (quoting Fairchild

Semiconductor's IPO preliminary prospectus) ("Prior to this offering, there has been no public
market for our Class A Common Stock. The initial public offering price for the Class A Common
Stock will be determined by negotiation between us [Fairchild] and Credit Suisse First Boston
Corporation [the lead manager], and does not reflect the market price for Class A Common Stock
following the offering."); Stout, supra note 28, at 656-57 & n.226 ("[I]t is the custom to state in
an [P0 prospectus that offering price has been determined arbitrarily .... Another common
phrase is that price has been determined by negotiations between the issuer and underwriter."
(internal quotation marks omitted)).

124 See GEDDES, supra note 47, at 73 ("In fact, under 50 per cent of US offerings between
1990 and 2001 were priced within the initial price range, as set out in the preliminary
prospectus .... Note the leap in proportion of offerings being priced above the high end of the
initial price range in 1999 and 2000.").

125See JAY R. RITTER, SOME FACTOIDS ABOUT THE 2008 IPO MARKET 8 (2009), available at

http://bear.warrington.ufl.edu/ritter/IPOs2008Factoids.pdf.
126 See id.
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value.1 27 Similarly, MBS prices have plummeted from their offering prices
in the height of the bubble, sometimes becoming virtually worthless.1 28

Economists Alexander Ljungqvist, Vikram Nanda, and Rajdeep Singh
explain the relationship between an irrationally high offering price and poor
long-term performance: "Underperformance relative to the offer price is a
stronger (and novel) prediction. It follows because the offer price will
exceed fundamental value by an amount equal to the issuer's share in the
surplus extracted from the sentiment investors.' 29

The conclusion that securities are sometimes overpriced at the time of
issue when selling into a bubble market seems to contradict the so-called
underpricing phenomenon, which has been the subject of much scholarly
attention. On closer examination, however, this apparent contradiction
disappears because the two conclusions use different measures of a price's
correctness. As explained below, the conclusion that securities are
overpriced at issue is premised on the gap between the offering price and
fundamental value, while the conclusion that securities are underpriced at
issue is premised on the gap between the offering price and the closing
market price on the first day of trading. Indeed, economists Michael
Adams, Barry Thornton, and George Hall humorously summarize both
conclusions: "Does IPO stand for Instant Profit Opportunity or It's

127See Tim Loughran & Jay R. Ritter, Uniformly Least Powerful Tests of Market Efficiency,

55 J. FIN. ECoN. 361, 382, 388 (2000) [hereinafter Loughran & Ritter, Uniformly Least Powerful
Tests of Market Efficiency] (finding that, consistent with the "supply response hypothesis" that
"IPOs appear to underperform only in high-volume periods"); Tim Loughran & Jay R. Ritter, The
New Issues Puzzle, 50 J. FINANCE 23, 46 (1995) [hereinafter Loughran & Ritter, The New Issues
Puzzle] (citing studies "[c]onsistent with the hypothesis that IPOs have poor subsequent returns
due to misvaluations at the time of going public"); Ritter & Welch, supra note 85, at 1819 ("IPOs
from 1999 and 2000 performed poorly by any measure during the well-known collapse of the
Internet bubble. For IPOs from calendar year 2000, the average return from the closing price on
its first day of trading until September 2001 was -64.7 percent.").

128See, e.g., Complaint, supra note 55, at 17-18 (alleging that an investor bought $150
million worth of synthetic CDO notes at face value and that, within months of closing, the notes
were "nearly worthless").

129Alexander Ljungqvist et al., Hot Markets, Investor Sentiment, and IPO Pricing, 79 J. Bus.
1667, 1670 (2006) (modeling an IPO company's optimal response to so-called "sentiment"
investors); see also Michael Adams et al., Asymmetric Price Adjustment: Are IPO Prices Too
"Sticky"?, 7 J. Bus. & ECON. REs. 55, 58 (2009) ("Specifically, a high-demand IPO, which is due

to investors' over optimism, is more likely to create a speculative bubble. The speculative bubble
may temporarily push the stock price above its intrinsic value, followed by long-run price
correction. As a result, a relatively high positive initial return will be followed by a negative long-
run return.").
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Probably Over-priced? The conundrum is that both answers are generally
correct."

'1 30

Underpricing is defined as the difference between the offering price and
the closing price on the first day of trading.' 31 It is well-documented that
the closing price is usually higher than the offering price, often substantially
so. 132 For example, in 2004, economists Amiyatosh K. Purnanandam and
Bhaskaran Swaminathan documented that "first-day returns of initial public
offerings (IPOs) have averaged ten to fifteen percent in recent decades,
giving rise to a well-documented phenomenon known as IPO underpricing,
where the underpricing is calculated with respect to the offer price chosen
by the issuers and their investment bankers.' 33 This phenomenon has led
to myriad theories about why issuers are leaving money on the table by

130 Michael Adams et al., 1PO Pricing Phenomena: Empirical Evidence of Behavioral Biases,

6 J. Bus. & ECON. RES. 67, 67 (2008).

'31 See id. ("The initial under pricing of the IPS is the difference between the price obtained
by the shares at the close of the first trading day and the price of the offer, adjusting for the market
return in the same period."); COFFEE ET AL., supra note 115, at 76 ("[T]here is considerable

evidence that underwriters 'underprice' a new issue so that the investors who purchase in the
initial offering will receive an immediate return over the first day or two of trading."); Ritter &
Welch, supra note 85, at 1802 ("Academics use the terms first-day returns and underpricing
interchangeably."); Chitru S. Fernando et al., Is the Offer Price in IPOs Informative?
Underpricing, Ownership Structure, and Performance 10 (Wharton Fin. Insts. Ctr., Working
Paper No. 01-33, 2002) ("[W]e calculate underpricing as the raw return from the offer price to the
closing price on the first trading day.").

132 See Adams et al., supra note 130, at 67 ("A well known and documented phenomenon is
the first day return typically generated by IPOs. This is also known as the initial under pricing
practice of investment bankers."); Kim, supra note 115, at 422 (recognizing the "short-run
underpricing phenomenon"); Andreas Oehler et al., Is the Investor Sentiment Approach the
Solution to the IPO Underpricing Phenomenon?, 13 J. FIN. TRANSFORMATION 127, 127
("Therefore, it is rather surprising that most of the firms show a significant increase in share price

between the offering and the first trading day. These astonishing and time varying initial returns
have been labeled the underpricing phenomenon and have been confirmed for all major stock
markets around the world." (citation omitted) (citing Tim Loughran et al., Initial Public Offerings:
International Insights, 2 PAC.-BAsiN FIN. J. 165-199 (1994))); Laurence Zuckerman, With
Internet Cachet, Not Profit, a New Stock Is Wall St. 's Darling, N.Y. TIMES, Aug. 10, 1995, at Al,
reprinted in PANIC: THE STORY OF MODERN FINANCIAL INSANITY, supra note 72, at 165, 167
("Most initial public offerings are priced so that they will end the first day of trading with a small

profit for investors.").
133 See Amiyatosh K. Purnanandam & Bhaskaran Swaminathan, Are IPOs Really

Underpriced?, 17 REV. FIN. STUD. 811, 811 (2004).
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underpricing their issues, including that issuers are attempting to
compensate investors for the risk of buying a new issue. 134

The relationship between underpricing and long-term value supports the
conclusion that the offering price is sometimes higher than merited by the
fundamentals when selling into a bubble market. Indeed, studying this
relationship, several economists have concluded that IPOs, rather than
being underpriced, are overpriced as compared to intrinsic value.'35 One
would expect that underpricing would be most pronounced when an issuer
is selling into a bubble market because the growing bubble would drive the
high first-day returns. As a corollary, one would also anticipate that the
most underpriced securities would perform the worst in the long term
because the popping bubble would send the price plummeting below both
the first-day closing price and the offering price. Indeed, consistent with
these hypotheses, the data shows that the most underpriced issues perform
the worst in the long term. 136

134see COFFEE ET AL., supra note 115, at 76 ("This run-up in price is intended to compensate
the IPO investors for the riskiness of new offerings ....").

135 Purnanandam & Swaminathan, supra note 133, at 812 ("Our analysis reveals the surprising
result that IPOs are systematically overvalued at the offer price relative to peer firms. We find
that in a sample of more than 2,000 relatively large capitalization IPOs from 1980 to 1997, the
median IPO is overvalued by about 14% to 50%, depending on the matching criteria, relative to its
industry peers."); id. at 845 (finding "initial IPO overvaluation at the offer price and even more
overvaluation in the after market, followed ultimately by long-run reversals"); Giordano Cogliati,
Stefano Paleari & Silvio Vismara, IPO Pricing: Growth Rates Implied in Offer Prices 18 (April
2008) (unpublished manuscript) (on file with Baylor Law Review) (comparing 184 European IPO
prices, which were priced using the discounted cash flow model, to the firms' actual performance
over the succeeding five years) ("We fird that the median IPO firm is overvalued at the offering
by 74%.").

136 See Adams et al., supra note 130, at 69 ("Empirical studies have demonstrated that the first
day's abnormal return is usually short-lived and that an IPO is not always underpriced in the long
term. In fact, IPOs may be generally overpriced based upon the longer term performance of risk
equivalent securities.") (citing Loughran & Ritter, The New Issues Puzzle, supra note 127, at 23);
Purnanandam & Swaminathan, supra note 133, at 827 (differentiating between underpriced and
overpriced IPOs via a comparative analysis) ("Overvalued IPOs provide higher returns than
undervalued IPOs on the first day of trading."); Tim Loughran & Jay Ritter, Why Has IPO
Underpricing Changed Over Time?, 33 FIN. MGMT. 5, 30 (2004) ("For example, of the 19 IPOs
with a first-day return of more than 300% during the internet bubble, the average buy-and-hold
return from the first closing price until the end of December 2002 is -95.0%. Measured from the
offer price, the average return through December 2002 (or the delisting date, if earlier) is -73.7%
for these 19 IPOs, compared to -43.5% for the other bubble period IPOs.").
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2. Issuers and Underwriters Sometimes Knowingly Set the
Offering Price Above Fundamental Value

Evidence further suggests that some issuers and underwriters knowingly
set the offering price at a level higher than supported by the fundamentals-
intentionally profiting from a bubble market.

First, there is anecdotal evidence to support knowing overpricing in
specific scenarios. For instance, as alleged in the infamous SEC v.
Goldman Sachs & Co. complaint related to the sale of synthetic CDOs, a
hedge fund employee stated in January 2007:

It is true that the market is not pricing the subprime
RMBS wipeout scenario. In my opinion this situation is
due to the fact that rating agencies, CDO managers and
underwriters have all the incentives to keep the game
going, while "real money" investors have neither the
analytical tools nor the institutional framework to take
action before the losses that one could anticipate based [on]
the "news" available everywhere are actually realized. 137

More compelling is the statistical evidence suggesting that issuers time
issues to take advantage of market overvaluation. Numerous economists
have concluded, after studying the long-term poor performance of IPOs 38

and the cyclical volume of IPOs, 139 that issuers are seizing a window of
opportunity to issue stock when the market is overvaluing it. 140 Economists

137 Complaint, supra note 55, at 17-18.
1
38 See Loughran & Ritter, The New Issues Puzzle, supra note 127, at 32-35 (demonstrating

that, measured five years after issuance, companies issuing stock in an IPO during the period 1970

to 1990 significantly underperformed relative to nonissuing matching companies and relative to

the S&P 500).
139 See id. at 47 (citing "[e]vidence that cycles in IPO volume are due to issuers taking

advantage of windows of opportunity").

140See Malcolm Baker & Jeffrey Wurgler, The Equity Share in New Issues and Aggregate

Stock Returns, 55 J. FINANCE 2219, 2248 (2000) ("On the basis of this collection of evidence, we

conclude that market timing drives our results. Managers appear to time their issues to exploit not

only the idiosyncratic component of their firm's returns but also the market component.");

Ljungqvist et al., supra note 129, at 1694 ("[A]s the market heats up, some firms may go public

for opportunistic reasons, purely to extract surplus from sentiment investors."); Loughran &
Ritter, The New Issues Puzzle, supra note 127, at 46 (interpreting their evidence as "consistent
with a market where firms take advantage of transitory windows of opportunity by issuing equity

when, on average, they are substantially overvalued"); Ritter & Welch, supra note 85, at 1799

("The academic literature has tended to view increases in the valuation of comparable firms as
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