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ABSTRACT 

 
While vital to the functioning of any developed economy, debt 

markets and business lending have always implicated two major 
considerations: first, how to efficiently allocate capital from those who 
wish to save to those who wish to pursue ventures, and second, how to 
regulate these markets to prevent financial catastrophes without 
crippling the market in the process. Banks have traditionally and 
successfully filled the role as intermediaries between savers and 
borrowers. Unfortunately, untethered freedom for such institutions led 
banks to fall into disincentives and left an almost inescapable need for 
regulation in its path. Regulation, however, created its own difficulties 
in lending to certain parts of the market.  Through this regulation, many 
borrowers are not receiving the credit necessary to maximize output in 
the U.S. economy. Accordingly, this Article discusses the traditional 
problems afflicting lending markets, reviews traditional responses to 
these concerns, and postulates that private equity firms do not fall into 
the same disincentives as banks. Furthermore, this Article argues that 
private equity firms have stepped seamlessly into this role, mitigating 
the traditional problems arising in lending markets, while 
simultaneously operating in a structure which need not be regulated 
like major banks.   

I. INTRODUCTION 
Lending is critical to a strong, flourishing economy.  When 

entrepreneurs, businesses, or large conglomerates have an idea, they 
may be lacking the capital they need to operate on the scale they desire.1  
Conversely, individuals do not always have an immediate need to use 
their money or deposit their money with a bank for safe keeping as they 
save.2  In exchange for allowing the holder of the money to lend it out, 
the saver gets compensated in the form of interest.3  On the other end, 
the business with the big idea gets to use the money in exchange for 
paying interest to the bank.4  Accordingly, the ability to transfer money 
from one, who wishes to save, to another, who wishes to spend, is vital 
to the creation of the world in which we live.  

As history makes clear, however, when financial intermediaries 
function poorly, ineffectively, or unethically, individuals and 

 
1 Learning Bank—How Banks Work, FDIC, 

https://www.fdic.gov/about/learn/learning/banks.html (last visited Oct. 22, 2019). 
2 Id. 
3 Id. 
4 Id. 



 

2019 PRIVATE EQUITY LENDING 23 

businesses alike feel the catastrophic effects.  Not only affecting 
employment and home ownership but poor economic conditions caused 
by bank-induced recessions have also led to decreased health indicators 
and increased suicide.5  

Take for example, Karthik Rajaram a father of three found dead by 
police lying next to his young sons' corpses in 2008.6  In the midst of 
the financial crisis, Mr. Rajaram found himself unemployed for 
months.7  In his own words, he was "broken down emotionally, 
physically and financially," as were many during this time period.8  
Moreover, scribbled into his suicide note, Mr. Rajaram asserted that he 
lost the majority of his assets in the crashing stock market.9  Ultimately, 
as Mr. Rajaram lost more than money in the stock market during the 
recession, he also lost hope.10  Due to his loss of hope, Mr. Rajaram 
killed his children, wife, and mother-in-law before taking his own life.11  

Mr. Rajaram was not alone in his murderous and suicidal response 
to the crisis.12  Similarly, Walter Buczynski, a mortgage-lending 
executive, ended his life with a swift plunge from a bridge in January 
of 2008, after killing his wife.13  Similarly, a stock speculator in India 
saw grave losses in the Indian stock market, which caused him to open 
the gas line within his home, ignite a match, and burn down his home 
along with his wife and two-year old son.14  Though murder-suicides 
implicate a host of variables,15 these stories underscore the vitality of 
creating stable, efficient markets, as it truly is a matter of life or death.  

As this Article will demonstrate, financial intermediaries, referred 
to as banks herein, pose a challenging task for regulators: a balancing 
test of ensuring capital gets to borrowers who can use it effectively 
while avoiding catastrophic effects when banks fall into disincentives 
.16  Unfortunately, past and present regulation does not adequately 
balance these objectives and may even exacerbate the underlying issues 

 
5 See infra Part III(B).  
6 Rebecca Cathcart, Man Kills His Family and Himself Over Market, N.Y. TIMES 

(Oct. 7, 2018), https://www.nytimes.com/2008/10/08/us/08slay.html. 
7 Id.  
8 Id. 
9 Id. 
10 See id. 
11 Id. 
12 See Landon Thomas Jr., Losses Mount, Fears Overwhelm, and a Life-Ending 

Decision Is Made, N.Y. TIMES: BUSINESS DAY (Nov. 6, 2008), 
https://www.nytimes.com/2008/11/07/business/07suicide.html. 

13 Id. 
14 Id. 
15 Id. ("[T]he reason for a suicide, particularly one that also involves homicide is 

never cut and dried. Mr. Buczyneski, for example, left a note saying that problems 
with his marriage caused him to kill himself and his wife."). 

16 See discussion infra Part III. 
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plaguing financial intermediaries.17  
Accordingly, Section II discusses the problems that are intrinsic to 

lending transactions and goes on to discuss how financial intermediaries 
attempt to combat these problems.  Next, Section III discusses the 
causes and effects of a financial crisis in relation to banking behavior, 
and explains how regulators hope to strike the perfect balance between 
regulations that allow capital to flow smoothly and disallowing 
excessive risk taking leading to financial crises.  Then, Part IV 
illustrates the shift toward direct lending by private-equity funds from 
traditional intermediaries, and then addresses the manner in which 
private-equity firms mitigate asymmetric information problems while 
also shielding the economy from a widespread shock.  

Ultimately, this Article argues that the balance between effective 
regulation and efficient lending is difficult to strike.  Further, this 
Article discusses how the attempts at regulating these markets have left 
demands for middle-market commercial loans unmet, which private-
equity firms are now meeting.  This Article also argues that private-
equity firms effectively mitigate the asymmetric-information problems 
intrinsic to lending while simultaneously protecting the financial market 
from systemic risk.  In other words, private-equity firms can do what 
banks do without subjecting the public to disastrous economic effects 
due to the current regulation and industry structure which protect 
private-equity firms from disastrous disincentives plaguing traditional 
banks.  Finally, this Article argues that private-equity firms need not be 
regulated for the aforementioned reasons and, further, that regulation 
could actually effectuate market failure in the middle market, harming 
economic output.  

II. FINANCIAL INTERMEDIARIES AND ASYMMETRIC INFORMATION 
 
While debt transactions are vital to economic growth, these 

transactions occur under challenging conditions.  For example, prior to 
the debt contract, the borrower operates and makes decisions under 
asymmetric information,18 leading to adverse selection on the front end 
of the transaction19 and moral hazard on the back end of the 
transaction.20 

Many problems arise when lenders face an asymmetric-information 

 
17 See discussion infra Part III(D).  
18 Arthur E. Wilmarth, Jr., The Transformation of the U.S. Financial Services 

Industry, 1975-2000: Competition, Consolidation, and Increased Risks, 2002 U. ILL. 
L. REV. 215, 228. 

19 Id.  
20 Id. 
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problem.21  In the lending context, asymmetric information exists when 
crucial information regarding the creditworthiness of a borrower is not 
publicly available or is difficult to obtain22—for example, lenders may 
have to enter into negotiations to obtain this crucial information, which 
is extremely costly.23  Moreover, this crucial information may include 
items such as a company’s assets value or earnings potential24—
information which a lender would wish to know when lending to a 
borrower.25  

Unfortunately, this information, as previously stated, is not always 
available or easily obtainable.26  When a lender does not have this 
information, “[b]orrowers have an informational advantage over 
lenders[,] because borrowers know more about the investment they 
want to undertake.”27  Without financial intermediaries compiling the 
information relevant to a determination of creditworthiness for 
prospective lenders, individual investors are necessarily required to 
conduct their own investigation in attempt to level the informational 
discrepancies created between borrowers and lenders in pursuit of 
raising adequate capital for projects.28   Accordingly, an aggregate two-
fold price arises from this cost of investigation: first, as each individual 
investor conducts its own investigation, inefficient and costly repetition 
of the same investigation multiple times originate;29 or lenders focus 
their efforts on a lesser amount of ventures, leading them to take 
undiversified, large stakes in these respective projects.30   

 
 
 

 
21 Id.; Fredric S. Mishkin, FINANCIAL MARKETS AND FINANCIAL CRISES 70–71 

(R. Glenn Hubbard ed., 1991) (stating that asymmetric information refers to a scenario 
when one party has an information advantage over another party because the party 
seeking an investment project naturally knows more about his or her own investment 
project).  

22 Mishkin, supra note 21. 
23 Wilmarth, supra note 18, at 228 n.35.  
24 Id. 
25 Id.  
26 Id. (explaining that in a credit transaction, information that a lender would wish 

to know about a borrower can sometimes only be obtained through costly means such 
as negotiation). 

27 Mishkin, supra note 21, at 71. 
28 Bhattacharya et al., The Economics of Bank Regulation, 30 J. MONEY CREDIT 

& BANKING, 745, 747 (1998). 
29 Id. at 747 (citing to Leland & Pyle, Informational Asymmetries, Financial 

Structure, and Financial Intermediation, 25 J. FIN. 371–87 (1977)). 
30Id. 
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A. Lemons Problem 
 
Due to the lender’s lack of information on the potential borrower, 

asymmetric information leads to what is known as the “Lemons 
Problem.”31  This problem was first identified in the late 1960’s by 
economist George A. Akerlof, who set forth the idea of a “lemon” when 
referencing to used cars.32  For clarity, this Article will first restate 
Akerlof's original example of the “Lemons Problem.” Second, explain 
the Lemons Problem in lending transactions. Third, explain how 
financial intermediaries adequately remedy the Lemons Problem. 

First, when Akerlof pondered the question of why new cars lose 
their value as soon as buyers drive them off the lot.  Akerlof refuted the 
usual reasoning—buyers receive joy from owning a new car, which is 
lost once the car is no longer "new"—and responded with an 
explanation of the Lemons Problem.33  In his explanation, Akerlof 
began by assuming that four types of cars exist: new cars, used cars, 
good cars, and bad cars.34  A new car is either a good new car or a bad 
new car, a “lemon.”35  Furthermore, a used car is also either a good used 
car or a  bad used car: also a “lemon.”36  

When one buys a car, the buyer does not yet know if the car is good 
or bad. However, by driving the car and owning the car for an extended 
time, the owner soon will realize whether the car is more likely a good 
car or a lemon.37  Thus, when the owner resells the car, he has 
accumulated a sum of valuable information about the car throughout the 
course of his ownership.38  At the point when the owner sells the car, 
the potential buyer does not have this information and will reasonably 
assume the car has an equal chance of being a good car or a bad car,39 
and thus, is likely to pay an average price between the price of what a 
good car and what a bad car would cost.40  When this happens, owners 
of good cars will hold onto their cars for two reasons: first, the car is 
good, and second, owners of good cars receive less than what the cars 

 
31 Mishkin, supra note 21, at 71; see generally George A. Akerlof, The Market 

for "Lemons": Quality Uncertainty and the Market Mechanism, 84 Q. J. ECON. (1970). 
32 Lemon Problem, INVESTOPEDIA, (July 22, 2018), 

https://www.investopedia.com/terms/l/lemons-problem.asp; Akerlof, supra note 31, 
at 489.  

33 Akerlof, supra note 31, at 489.  
34 Id.  
35 Id. 
36 Id. 
37 Id. 
38 Id. 
39 Id. 
40 Id. 
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are worth if they sell.41  Ultimately, as owners of good cars keep their 
cars, owners of bad cars will wish to sell their cars knowing they can 
sell their bad cars for the price of average cars; thus, creating a 
phenomenon that leaves a market of lemons.42  In simpler terms, the 
only people willing to sell their cars are owners of bad cars, causing the 
market to consist only of bad cars.43 

Second, the original used-car “Lemons Problem” serves as a 
paradigm, applying the same detrimental phenomenon to debt 
markets.44  In lending, two types of borrowers exist,46 which similar to 
Akerlof, is making an assumption based on clarity rather than reality, as 
borrowers' qualities exist on a spectrum.47  There are two types of 
borrowers: on the one hand, there are those who are seeking low risk 
and profitable investment opportunities ("good borrowers"),48 and, on 
the other hand, there are borrowers who are seeking high risk and 
unprofitable opportunities ("bad borrowers" or "lemons").49  Similar to 
his car example Akerlof posed, a lender may be unable to determine 
who is a good borrower and who is a bad borrower.50  The effect of this 
lack of determination leads lenders to charge an average interest rate 
and treat both bad borrowers and good borrowers as average 
borrowers.51   

Accordingly, detrimental effects of this phenomenon follow.  For 
example, some high-quality borrowers are driven out of the market in 
one of two ways: high-quality borrowers cannot afford the interest rates, 
forcing them to refrain from pursuing their projects;52 and high-quality 
borrowers are forced out of the market by arbitrary determinations that 
they are not creditworthy and thus rejected.53  Moreover, adverse 
selection—i.e., lower-quality borrowers are the ones seeking loans54—

 
41 Id. at 489–90. 
42 Id. 
43 Id. 
44 Mishkin, supra note 21, at 71. 
46 Id. 
47 Akerlof, supra note 31, at 489 (explaining that the distinction of four types of 

cars was based on clarity rather than reality).  
48 Mishkin, supra note 21, at 71. 
49 Id. 
50 Id. (stating that a "lemons problem occurs in the debt market because lenders 

have trouble determining when a borrower is a good risk (he has investment 
opportunities with low risk) or, alternatively, is a bad risk (he has poorer investment 
projects with high risk)"); Akerlof, supra note 31, at 497 (specifically applying the 
lemons paradigm to credit markets in developing countries).  

51 Mishkin, supra note 21, at 71. 
52 Id. 
53 Id. (citing Joseph Stiglitz & Andrew Weiss, Credit Rationing in Markets with 

Imperfect Information, 71 AM. ECON. REV. 393, 393–410 (1981)).  
54 Id. 
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is exacerbated as high-risk borrowers will find the higher market rate 
worth it.55  Each of the two aforementioned results of asymmetric 
information and the lemons problem lead to decreased investment and 
falling aggregate economic activity.56 

While the Lemons Problem does exist and a foolproof cure does not 
exist, the symptoms can be tempered.  Banks, as financial 
intermediaries, attempt to provide the remedy needed to temper the 
effects of this asymmetric information, and the resulting problems 
which flow through their expertise and economics of scale,57 existing 
lender-borrower relationships,58 and the use of collateral.59 

Banks are able to better determine the creditworthiness of borrowers 
due to their expertise and economies of scale.60  Economies of scale 
exist when the cost to produce a unit lessens as the size of the firm 
increases.61  In the banking context, for example, a "unit" would be a 
loan,62 thus, as the firm gets larger the cost to produce information for 
loans lessens due to more efficient information technology, human 
capital, and other infrastructural input usages.63  Recall that one of the 
reasons why asymmetric information plagues the lending process is 
because it is very costly for the potential lender to acquire information 
about the borrower.64  While an individual lender may not be able to 
acquire, store, and analyze the requisite data to determine loans, 
financial intermediaries can invest in one expensive data processing and 
storing system and spread the expenses across the thousands of loans 

 
55 Id. The idea that a low risk borrower will not find the interest rate as 

economically viable is relatively commonsensical. Consider you are seeking a loan 
and your creditworthiness dictates that you should receive a 5% interest rate. The 
lender, however, cannot determine your creditworthiness and thus decides you are an 
average borrower, receiving an interest rate of 7.5%. Accordingly, it is unlikely a 
person who should get financing at 5% agrees to the higher interest rate, and thus, 
leaves the market. The corollary is also true. Suppose you are a borrower whose 
creditworthiness dictates you should receive a 10% interest rate. The bank, however, 
cannot determine your credit worthiness, and thus, gives you a loan at a 7.5% interest 
rate. Ecstatically, you are likely to accept this bargain of a rate.  

56 Id. 
57 Wilmarth, supra note 18, at 228. 
58 Juha-Pekka Niinimäki, Asymmetric Information, Bank Lending and Implicit 

Contracts: Differences between Banks, 9 CZECH ECON. REV. 74 (2015). 
59 Mishkin, supra note 21, at 72. 
60 Wilmarth, supra note 18, at 228. 
61 Sean Campbell, Blog: When bigger is beneficial: Scale Economies in the 

Banking Industry, FIN. SERV. F. (Aug. 16, 2018), 
https://www.fsforum.com/types/press/blog/blog-when-bigger-is-beneficial-scale-
economies-in-the-banking-industry/. 

62 Id. 
63 Id. 
64 Bhattacharya et al., supra note 28, at 747.  
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they make.65  For example, assume a data-processing system costs ten-
thousand dollars.66  An individual making a loan to a borrower would 
use this system once for the lending transaction. Accordingly, the cost 
of acquiring and analyzing the data to determine creditworthiness is ten-
thousand dollars for this one transaction.  The bank, on the other hand, 
can use this same system to make ten-thousand loans, making the cost 
of the transaction one dollar per loan.  Additionally, as banks analyze 
more data, they become better at doing so and leverage their expertise 
to acquire the requisite information to make loans to borrowers.67 

Secondly, in addition to economies of scale and expertise, banks 
benefit from what is known as the relationship benefit of lending.68  As 
the relationship grows between a bank and the borrower, the banker 
learns more about the borrower69—a process which some scholars have 
named "learning by lending."70  In other words, banks acquire private 
information about the borrower through screening and monitoring 
relating to the lender-borrower relationship.71  This information allows 
the bank to better determine whether the borrower is a "good" borrower 
or a "bad" borrower moving forward.72 

Finally, banks combat the adverse-selection problem through the 
use of collateral.73  If the quality of the collateral is high enough, the 
risk of default, originally borne by the lender, is not as meaningful 
because the lender can sell the collateral to make up for the loss of the 
money loaned to the borrower.74  Essentially, collateral may act as a 
great equalizer between low to medium-quality borrowers and high-
quality borrowers because the low-quality borrower can provide high-
quality security.75 

This use of collateral, however, creates another layer to the 

 
65 See Campbell, supra note 60.  
66 This example is a trivial example that is modeled after the paradigm set forth 

by Campbell. While the numbers were changed for purposes of this Article, the 
explanation parallels that of Campbell, but uses slightly different calculations to 
support a similar conclusion. To see his example, see Campbell, supra note 60.  

67 See Mishkin, supra note 21, at 73 (stating that banks "have expertise in 
collecting information about firms, and thus are better able to screen good borrowers 
from bad borrowers at a low cost"). 

68 Niinimäki, supra note 57, at 74; Mishkin, supra note 21, at 73.  
69 Niinimäki, supra note 57, at 74; Mishkin, supra note 21, at 73. 
70 Govanni Dell'Ariccia, Asymmetric Information and the Market Structure of the 

Banking Industry 3 (Int'l Monetary Fund, Working Paper No. 98/92, 1998). 
71 Id. at 5.  
72 Id. 
73 Mishkin, supra note 21, at 72. 
74 Id. 
75 Edward M. Iacobucci & Ralph A. Winter, Asset Securitization and Asymmetric 

Information, 34 J. LEGAL STUD. 161, 162 (2005) (challenging this assumption). 
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asymmetric-information problem: ex post moral hazard.76  The 
borrower, knowing its collateral will be transferred to the bank in the 
event of default, has a diminished incentive to provide maintenance on 
the capital.77  An illustration of the moral-hazard problem—which will 
briefly be discussed here, but further explained in the next section—in 
regard to collateral might be useful.  Take for example, a company 
which makes sweaters.78  To secure a loan for their business, the firm 
pledges a sweater making machine as collateral.  Toward the end of the 
term, the business realizes it is unlikely they can pay back the loan, and 
thus, lose their sweater making machine.  In order to create the most 
profit for the business owners, the business runs the sweater machine 
day and night, without spending money to maintain the machine—why 
maintain the machine when the bank is soon to take it over?  Now, once 
the machine is transferred to the bank for resale, the machine is worth 
much less due to its overuse and lack of maintenance.  Accordingly, as 
discussed in the next section, the bank will have to spend more on 
monitoring, and it ultimately makes the use of collateral to reduce the 
risk of loans financially unfeasible.79  In other words, if the cost of 
monitoring the pledged assets use is too high, then the lender will leave 
the use of collateral completely out of the contract and price the interest 
rate as he would have before.80  Thus, the problem, though mitigated 
slightly, may still exist.81  Regardless of the competing views on 
collateral usage however, banks, generally, are able to mitigate 
information asymmetries in lending transactions.82  

B. Moral Hazard 
 

In addition to adverse selection and the “Lemons Problem” 
described above, another key to lending is that people treat things that 
are their own better than things that are not their own.  This idea takes 
the form of the second problem arising out of asymmetric information, 
the Moral-Hazard Problem.83  Moral Hazard exists when one institution 
becomes more likely to indulge in bad behavior because it is insulated 

 
76 Kazuhiro Igawa & George Kanatas, Asymmetric Information, Collateral, and 

Moral Hazard, 25 J. FIN. & QUANTITATIVE ANALYSIS 469 (1990). 
77 Id. 
78 Igawa and Kanatas put forth an algebraic explanation of this idea.  For purposes 

of this Article, a simple, tangible illustration of this idea will better serve the reader.  
See id. at 473–479 for a mathematical explanation of this idea.  

79 Id. at 470. 
80 Id. at 472. 
81 Id. at 469. 
82 Mishkin, supra note 21, at 73. 
83 Id. 
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from the negative outcomes of their poor behaviors.84  In the lending 
context, the Moral-Hazard Problem may evidence itself by the borrower 
engaging in activity that is beneficial to himself, but might ultimately 
lead to an increased likelihood of default on the loans.85  A borrower 
might manifest this “bad behavior” in numerous ways: misallocating 
funds, either through embezzlement or spending on activities which do 
not increase profits; undertaking unprofitable projects which increase 
the borrower's personal status; or investing in even riskier projects, as 
the borrower could receive higher payoffs from the riskier investment 
while the lender bears the costs if the project does not work out.86 

Though methods of tempering the moral-hazard problem vary,87 
banks typically can handle these problems through restrictive loan 
covenants and performance reporting.88  As previously stated, a 
misalignment between parties' interests exists in a lending transaction, 
but loan covenants act to realign these interests.89  In short, loan 
covenants restrict the behavior of the borrower to certain predefined 
rules so the borrower will not engage in the adverse conduct listed 
above.90  The most common terms in a restrictive covenant are Debt to 
EBITDA; Interest Coverage; Debt/Equity ratio; Debt to Assets ratio; 
and tangible net worth.91  Each of these terms attempts to ensure that 
the borrower is making decisions in furtherance of paying back the loan, 
i.e., not prioritizing his or her own interests above the financial health 
of the company.92 

The average person making a loan cannot take advantage of loan 
covenants because of the cost.93  Recall that banks lower transactions 

 
84 Tom Baker, Article: On the Genealogy of Moral Hazard, 75 TEX. L. REV. 237, 

238 (1996) (quoting James K. Glassman, Drop Budge Fight, Shift to Welfare, ST. 
LOUIS POST-DISPATCH, Feb. 11, 1996, at B3).  

85 Mishkin, supra note 21, at 72. 
86 Id. at 72–73. 
87 Moral Hazard: A Primer, MONEYANDBANKING.COM (Sep. 25, 2017), 

https://www.moneyandbanking.com/commentary/2017/9/24/moral-hazard-a-primer.  
88 Id.  
89 Debt Covenants, CONSUMER FINANCE INSTITUTE (last visited Mar. 1, 2019), 

https://corporatefinanceinstitute.com/resources/knowledge/finance/debt-covenants/.  
90 Id. 
91 Id. (EBITDA is defined as “earnings before interest, taxes, depreciation, and 

amortization). 
92 Id.  
93 See generally Zehra G. Kavame Eroglu, The Political Economy of International 

Standard Setting in Financial Reporting: How the United States Led the Adoption of 
IFRS Across the World, 37 NW. J. INT’L. L. & BUS. 457, 463 (2017) (“Preparation and 
dissemination of the financial reports are direct costs and can be substantial . . . .); 
Kelli A. Alces, Strategic Governance, 50 ARIZ. L. REV. 1053, 1073–74 (2008) 
(explaining that creditors typically require that debtors provide them with financial 
reporting in loan covenants). 
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costs through economies of scale.94  Loan covenants and performance 
reporting can be expensive endeavors,95 and for these covenants to 
achieve the desired outcomes of realigning interests. Sophisticated legal 
counsel—which is also extremely costly—is needed.96  For example, 
the attorneys commanding the highest hourly billable rates can be as 
much as $2,000 an hour.97  While most legal services cost less, the 
hourly rate for top legal advice is still expensive.98  

The notion that legal expenses are costly holds especially true for 
both the financial services industry and the banking industry,99 each of 
which are extremely pertinent to this discussion.100  Banking and 
financial services each rank within the highest average billable hour per 
industry with $869.06 and $773.75 per hour, respectively.101  

For this discussion, we will assume that the average cost for lawyers 
skilled in crafting loan covenants and other banking documents is $800 
per hour.  This Article will also assume that a well drafted loan covenant 
will take an attorney of this skill level one hour to draft.  Similar to the 
economies of scale referenced in the prior section, a bank that makes 
8000 loans a year accrues legal costs of 10 cents per loan covenant.102  
However, an individual may only make ten loans a year, making the 
legal cost per loan $80 in addition to the other cost considerations of the 
loan.  Ultimately, the added total necessary costs for the individual 
lender may make the loan financially infeasible.  

Monitoring is also an efficient way to mitigate the risk associated 
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This information though was obtained by Law360, which interviewed many industry 
insiders, because this information in not normally public).   
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averages of highest rates in different legal industries). 
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with loans.103  For example, a bank may implement an early-warning 
program which is "built on a statistical analysis of triggers or breaches 
of thresholds of early-warning indicators (for example, overdrafts, line 
utilization, and overdue installments)."104  Once an event triggers an 
early-warning indicator, a bank may mitigate its risk by taking 
appropriate actions.105  In other words, when the borrower is adverse to 
repaying the loan, the bank can take necessary steps to insure that it is 
protected.  

In sum, a multitude of problems arise out of asymmetric information 
including adverse selection and moral hazard.106  Banks are able to 
mitigate many of these problems through their economies of scale, 
expertise, relationships with borrowers, collateral, debt covenants, and 
monitoring.107  As previously noted, many of these tools are efficiently 
used by banks.108  However, the next section will discuss the 
shortcomings that affect bank lending and the corresponding regulation 
that has left a gap in the market that private-equity lending fills. 

III. FINANCIAL CRISES AND REGULATION 

A. Financial Crises Basics 

Again, while banks are generally able to mitigate many of the 
problems posed by asymmetric information, the bank’s role and the 
bank’s shortcomings unveil themselves during financial crises.109  
Though the exact origin or indicators for a financial crisis are 
debated,110 generally, financial crises within the United States are the 
product of four colliding elements: (1) an exogenous shock; (2) 
consumer overuse of credit and expansion; (3) consumer loss in 
confidence; and (4) banks failing in large numbers.111 

An exogenous shock is an event such as revolutionary innovation 
which creates an environment of high expectations in regard to future 
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profits and optimistic view of new ventures.112  Shocks can take various 
forms, including "a change in the financial instrument, the sudden 
accessibility of a new market, a major technological innovation or a 
change in the laws shaping the investment landscape."113 

Following an exogenous shock, and to capitalize on the new 
opportunity, speculators, businessmen, and tycoons alike seek out credit 
to expand their operations and maximize their profit earning 
potential.114  Banks, which operate as profit-maximizing businesses, in 
turn, seek to also capitalize on the optimism by making more loans, 
generating more interest payments, and making more profits.115  This 
expansion of credit creates a highly leveraged economy,116 which 
scholars believe adds more risk due to the fact that the “nature of the 
debt contracts are increasingly more risky.”117  The optimism fuels more 
borrowing, as borrowers begin to use the new debt to cover older debt 
obligations rather than the new profit producing projects,118 making the 
financial system even more susceptible to instability.119  To compound 
the problem, lax regulatory policies may couple these incentives to 
create a culture of reckless lending transactions.120 

Then, as optimism for borrowers reaches its apex, lending 
momentum takes a turn toward caution.121  The caution snowballs into 
a loss in confidence, spurred by bank failure, stock decline, or any 
number of causes which spark negative expectations.122  Finally, loss in 
confidence leads borrowers to realize their debt is too high and lenders 
to realize their loans are too risky.123  Banks begin to fail at a systemic 
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rate, and collapse is bound to occur.124 
In sum, a financial crisis may occur when a financial firm’s 

largescale failures couples with an intermediation disconnect to 
corporations as well as households.125  The collapse results from a large 
portion of the financial-sector financing being based on “fragile, short 
term debt and is hit by a common shock to its long-term assets."126  

B. Effects of a Financial Crises 

Once one considers the causes of a financial crisis, it is imperative 
to consider the effects as well.  The 2007–2008 financial crisis known 
as the “Great Recession,” had drastic effects on a macro level – 
impacting the national economy and the global economy, and on a 
micro level – impacting the individual household economy.127  The 
Great Recession showed that the effects of  a shock to the financial 
system can be catastrophic.  Within weeks many of the world’s largest 
financial firms crumbled128 and the national economy withered, 
plummeting the stock market by over 40%, creating a financial 
calamity.129  Furthermore, this financial crisis resulted in more than  five 
percentage point rise in unemployment and approximately 40% drop in 
the S&P 500 Index.130  The shock also echoed through the global 
economy as well, with stock markets declining by over 35% in the 
United Kingdom, Europe, Japan, and a few Latin American 
countries.131  

Additionally, another macro-effect of the financial crisis was the toll 
it took on the perceived value of the American capitalistic system.132  
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According to the Fraser Institute’s Index of Economic Freedom, the 
United States, which ranked 2nd in 2000,133 stumbled drastically to 18th 
in 2012 in their survey of the most economically free nations.134  The 
drop is direct evidence of a growing distrust of the American people 
which stemmed from the mid-crisis, special treatment given to financial 
institutions that were deemed too big to fail.135  The United States 
financial sector—which may be fairly blamed for the financial epidemic 
itself—received approximately $12.6 trillion in government aid.136  The 
bailouts symbolized “an unfair and nontransparent tax upon the 
American people” and a violation “of the basic tenet of American 
capitalism: All people and institutions have the freedom to succeed and 
also fail based on the merits of their actions.”137 

While macro effects on any economy may be difficult to digest, the 
individual effects hit closer to home.  The Dallas FED states that a 
conservative estimate of what society gave up due to the financial crisis 
is between $50,000 and $120,000 per United States household.138  
According to a survey of 2,500 Americans by the RAND Labor and 
Population, 40% of those surveyed experienced being “unemployed . . 
. , more than two months behind on mortgage payments, or [having] a 
home valued at less than the mortgage” within seventeen months after 
the financial crisis.139  

To compound the effects on the average household in the United 
States, retirement savings plummeted as well, with those who had some 
retirement savings claiming they suffered a 30% drop the value of their 
savings.140  Job losses or reductions in their nest eggs—a sum of money 
saved for a particular reason such as retirement141—were likely the 
culprits, pushing many individuals to tap into their retirement funds.142  
To combat the problem, and to support their children who had also lost 
their jobs, 3% more Americans age sixty-five and older remained in the 
workforce.143  Ultimately, the crisis caused American pessimism to run 
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rampant as many American’s have negative outlooks for their future 
prospects of income, thinking their future income would be lower than 
it was prior to the recession.144 

Finally, the effects of the financial crisis surpass mere economic 
woes.  Economic downturns have notably been tied to negative effects 
on the physical health of individuals,145 making the 2007 financial crisis 
a public health crisis.146  Consider in 2007, prior to the financial crisis 
close to 138 million Americans were employed,147 and at the worst 
moment of the financial crisis in 2010, approximately 129 million 
Americans were employed.148  Close to 9 million Americans lost their 
jobs.149  A 2009 study explained that the risks of dying for the men who 
lost their jobs almost doubled in the first twelve months following 
massive layoffs.150  Furthermore, the stress of losing a job increased the 
odds of experiencing various negative health conditions ranging from 
stroke to arthritis.151 

As discussed earlier, the financial recession also exacerbated mental 
health ailments, as one of the causes of death stemming from the 
financial crisis was suicide.152  One study showed that the financial 
crisis led to more than 10,000 recession-related suicides in the United 
States, Canada, and Europe.153  Further, deaths from suicide in the 
United States in 2009 were greater than car crash related deaths that 
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year,154 and the amount of antidepressants prescribed also jumped 
during this period.155  Researchers identified major contributing factors 
as job loss, home foreclosure, and debt.156  To compound the increase 
in stress-related health conditions, individuals’ ability to pay for health 
care declined, as individuals had neither income nor healthcare 
coverage from a job,.157  This effect sent a shock through the entire 
healthcare system, furthering the health problems created from the 
recession.158  Needless to say, the repercussions of a financial crisis can 
be dire.  With the effects ranging from a loss in retirement savings to 
suicide, steps should be taken to cure the financial system, to the best of 
its abilities, of these disincentives.  Accordingly, the next Section 
discusses the regulatory restraints that are placed on banks to protect 
society from financial crises.  

C. Combatting Financial Crises Through Regulation 
 

Since the Great Depression, many commentators have thought that 
leaving financial institutions alone would create “socially unacceptable 
levels of risk taking and crises.”159  Regulatory oversight serves as a 
swift disciplinarian to temper this risk taking and protect society from 
financial crises.160  Moreover, banking regulation can be divided into 
three major categories: Federal Reserve lending, deposit insurance, and 
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“prudential regulation.”161  
The Federal Reserve is the United States central banking system.162  

The Federal Reserve was created by the Federal Reserve Act of 1913, 
in hopes of mitigating the risks of bank panics.163  The central banking 
system is comprised of a Board of Directors located in Washington D.C. 
and a decentralized structure of twelve independent regional banks.164  
During a bank panic, when depositors wish to withdraw their money all 
at once, banks face illiquidity problems.165  Accordingly, the Federal 
Reserve will lend money to the bank to prevent this lack of liquidity and 
also give depositors confidence that they can withdrawal their money 
whenever they wish.166 

The next tool to promote financial stability is the Federal Deposit 
Insurance Committee (“FDIC”)167 created by the Banking Act of 
1933.168  The FDIC insures deposits up to $250,000.169  This increase in 
deposit insurance took effect in 2008 during the last financial crisis.170  
In other words, the federal government will reimburse up to $250,000 
of any money a customer deposits with an FDIC institution.171  
Accordingly, this leads to stability because depositors are not likely to 
withdraw their money from a bank simply upon the happening of a 
particular event.172 

The final tool of bank regulation is to monitor banks' risk and 
associated risk taking.173  In recent years, the largest attempt to apply 
this form of regulatory response was the Dodd-Frank Wall Street 
Reform and Consumer Protection Act.174  According to former 
President Obama, “because of this law . . . there will be no more 
tax[payer]-funded bailouts[;] period.”175  

Accordingly, restrictive measures are implemented in regard to 
liquidity requirements, capital requirements, and balance-sheet 
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requirements.176  Capital requirements are a determination of the 
necessary liquidity needed in correlation to a specified level of assets.177  
The restrictive measures are set based on the riskiness of the assets.178  
Banks must have money on hand equal to a preset percentage of all 
outstanding loans. The percentage is determined based on how likely a 
borrower will repay the loan.  Conversely, if the borrower is very 
unlikely to repay the loan, the bank may need to have a higher 
percentage in reserves.  By setting this capital aside and not lending it 
out to others, the bank absorbs losses, allowing the bank to continue to 
function as it normally would.179  Additionally, these requirements lead 
to a promotion of public confidence and restriction on excessive asset 
growth, each of which are perceived as stability measures.180  

In practice, Dodd-Frank implemented these provisions by 
establishing heightened liquidity and capital requirements, enforceable 
by the Federal Reserve.181  Prior to The Financial Choice Act, the capital 
requirements only applied to banks and other nonbank financial 
institutions with more than $50 billion in assets.182  After President 
Trump signed The Financial Choice Act in 2018, these requirements 
now apply to institutions that have $250 million in assets.183  
Unfortunately, the capital requirements for large financial institutions 
are extremely complex,184 and a stringent analysis of capital 
requirements is beyond the scope of this Article.  Furthermore, 
notwithstanding The Financial Choice Act, liability side restrictions still 
apply, and thus, their effect still merit discussion.  

These liability-side restrictions lessen the likelihood of depositors 
instigating a bank panic as the increased equity provides a greater 
margin of error in avoiding losses. This disincentivizes shareholder risk 
taking, and finally, prevents regulators from assessing the assets of a 
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bank by only monitoring its liabilities.185  A capital ratio of 15% prior 
to the financial crisis would have significantly erased the capital 
injections needed for banks to continue.186  As previously noted, distrust 
in economic freedom rose greatly due to financing provided by the 
government to large banks.187 Following this logic, distrust could have 
been curbed by higher capital requirements in the first place.188 

In addition to the liability restrictions, Dodd-Frank went on to 
establish more regulatory oversight, creating the Financial Stability 
Oversight Council (“FSOC”).189  The FSOC is tasked with financial-
stability risk identification, market-discipline promotion, and emerging-
risk identification and management.190  In particular, the FSOC can 
designate nonbank financial firms to comply with “tough new 
supervision to help minimize the risk of such a firm from threatening 
the stability of the financial system.”191  The FSOC has exercised 
rulemaking authority192 to issue final rules governing supervising and 
regulating specific nonbank financial companies, designating 
systemically important financial-market utilities, and complying with 
the Freedom of Information Act.193 

In all, Dodd-Frank implemented close to 400 rulemakings 
throughout the whole financial sector.194  While regulation of banks is 
necessary to deter banks from engaging in reckless-lending practices,195 
the following sections will discuss how bank regulation creates its own 
host of problems, and how private-equity firms have successfully 
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remedied these problems while also mitigating the traditional issues 
associated with lending. 

D. Unintended Consequences of Regulation and Dodd-Frank 
 

Again, while regulation is a necessity, many have deemed Dodd-
Frank a failure.196  Even though many major drawbacks of Dodd-Frank 
can be listed,197 this Article focuses on increased risk taking due to 
federal deposit insurance, increased compliance costs – and their role in 
consolidation, as well as the effects of capital requirements on economic 
growth.  

1. Federal Deposit Insurance and Increased Risk Taking 
 

Many have argued that having deposit insurance increases risk 
taking by banks.198 According to the Heritage Foundation, deposit 
insurance increases risk because depositors are likely to ignore the 
financial soundness of banks and the riskiness of the loans the banks are 
making.199  Moreover, banks are not constrained by markets but solely 
regulatory restraints,200 which are insufficient to prevent risk of 
financial crisis.201 

Even Thomas M. Hoenig, Vice Chairman of the U.S. Federal 
Deposit Insurance Corp. warned the public of the disincentives provided 
by Federal Deposit Insurance.202  In his 2017 speech, Hoenig noted that 
federal deposit insurance leads to depositors failing to check the 
financial institution.203  After all, why would depositors care about how 
financially healthy  a bank is or how risky the loans it makes are, if they 
know that regardless of the bank's decisions the depositors' funds are 
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insured?  Accordingly, this predicament leads to potential abuse "that 
can cause unintended serious destabilizing effects on an economic 
system."204 

2. Compliance Costs and Consolidation 
 

One of the largest negative effects of regulation is high compliance 
costs.205  Since the inception of Dodd-Frank, compliance costs have 
skyrocketed to around $70 billion.206  The vast share of compliance 
costs stemmed from capital requirements as well as margin 
requirements for swap entities and unclear swaps, accounting for over 
$5 billion and $2 billion, respectively, in 2006.207  Moreover, 
regulations regarding disclosure requirements also increased the cost 
burden with pay ratio and mortgage disclosures ballooning the costs by 
$1.8 billion and $1.3 billion, respectively.208  Incredibly, in the first six 
years of Dodd-Frank legislation, it is estimated that 73 million hours 
were dedicated to Dodd-Frank related paper work.209  Finally, the 
Federal Reserve, the Consumer Financial Protection Bureau, and the 
Securities and Exchange Commission have proposed regulations which 
would increase  compliance costs further.210   

The consequences of these compliance costs are borne, however, by 
unintended victims.  According to the Philadelphia Federal Reserve 
branch, the regulations in response to the financial crisis were supposed 
to be directed at very large banks.211  Community banks, however, must 
also comply with regulatory standards, which has negatively affected 
these banks.212  According to the Minneapolis Federal Reserve, the 
return on assets—the amount of money the bank is making on its 
loans—at these smaller banks has retracted by close to fourteen basis 
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points.213    
The regulatory complexity has forced community banks to make 

major adjustments which have led to consolidation.214  For example, 
community banks have hired more employees to help navigate the 
meaning of the new regulations.215  While many major banks already 
have legal departments, community banks, banks holding less than 10 
billion in assets, disproportionally feel the regulatory burden and have 
sought to consolidate with other banks, effectively taking advantage of 
economies of scale.216  Community banks’ control of assets has 
diminished by over 12% since the second quarter of 2010, evidencing 
this consolidation.217 

Bank consolidation has a twofold effect: community banks tend to 
have a strong grasp on the requisite lending standards in their area,218 
and as community banks consolidate, power swells in the hands of 
significantly important financial institutions.219  Community banks 
understand the lending landscape in their communities.220  As noted in 
the financial crisis, larger banks are often so large that they do not 
accurately gauge the risk of the loans they were engaged in.221  
Community banks have the ability to gauge, for example, the quality of 
the neighborhood or the character of those whom they intend to lend 
to.222  Hence, community banks are able to more accurately assess risk 
and provide financing to smaller businesses, which is imperative for 
economic growth to occur.223  The second prong of community bank 
consolidation is that the industry's total assets are more concentrated in 
large banks.224  As of 2014, the five largest banks—Bank of America, 
Wells Fargo, JP Morgan Chase, Citigroup, and U.S. Bancorp—
controlled slightly less than half of industry’s total assets.225 
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3. Capital Requirements and Slowed Economic Growth 
 

Though few economists have attempted to estimate the 
macroeconomic effects of Dodd-Frank regulations, partly due to the 
magnitude and diversity of the regulations,226 it appears the 
macroeconomic effect is great.227  When banks are faced with increased 
capital requirements, they face a finite number of potential responses, 
including increased equity, decreased lending, or decreased asset 
risk.228  As previously stated, financing is integral to a strong economy, 
as entrepreneurs seek capital to pursue their own projects.229  When 
capital requirements are increased, the reduction in loan growth is 
staggering.230  For example, a bank might focus on having smaller loan 
portfolios with higher interest rates to maximize profit, given the capital 
restrictions.231  Accordingly, these higher interest rates are less desirable 
for borrowers, deterring borrowing, which in turn decreases spending, 
investment, and overall economic growth.232  While regulation is 
necessary to curtail negative bank behavior,233 it also creates negative 
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consequences including increased risk taking, bank consolidation, and 
deterred lending.234   

IV. DIRECT LENDING & PRIVATE EQUITY’S ROLE 
 

As previously noted, lending is an intricate process, that entails 
various asymmetric-information problems.235  Though banks generally 
mitigate these problems,236 banks' recent behavior makes regulation a 
natural response.  However, regulation itself creates its own 
problems.237  Accordingly, this Section discusses the recent shift from 
traditional lending to direct lending, which can be attributed partially to 
the regulatory response to the financial crisis.238  Furthermore, this 
Section explains the crux of this Article's argument: private-equity firms 
are structured in a manner which adequately addresses the traditional 
problems involved in lending while simultaneously avoiding the 
disincentives to which traditional banks fall prey. 239  Additionally, 
private-equity lending does not expose the economy to the systemic risk 
posed by banks.240  Finally, regulating this private-equity market would 
not only be ill advised, but also, unnecessary. 

A. Shifting Toward Direct Lending 
 

Direct lending refers to transactions in which the lender loans 
money to the borrower without using a traditional intermediary such as 
a bank.241  In conjunction with the rapid growth experienced by private 
firms across all investments,242 the demand for private debt—
synonymous with direct lending for the purposes of this Article—has 

 
2019). 

234 Id. 
235 William C. Spaulding, Information Asymmetry: Adverse Selection and Moral 

Hazard, THISMATTER.COM, https://thismatter.com/money/banking/information-
asymmetry.htm (last visited Oct. 16, 2019). 

236 Id.  
237 See discussion supra Section 3(D). 
238 See infra text accompanying note 248.  
239 For this Article, a comprehensive background of private equity's structure is 

not needed.  However, for those unfamiliar with the structure, William J. Magnuson, 
Associate Professor of Law at the Texas A&M University School of Law, illustrates 
the nature and basic structure of private equity, all while setting forth a theory on the 
corporate governance costs of private equity.  William J. Magnuson, Public Costs of 
Private Equity, 102 MINN. L. REV. 1847 (2017). 

240 See discussion infra Section IV.C.  
241 ARES MGMT., Opportunities in Global Direct Lending: A Historical and 

Prospective View of the U.S. and European Markets 4 (2018). 
242 William Magnuson, The Public Cost of Private Equity, 102 MINN. L. REV. 

1847, 1852 (2017). 



 

2019 PRIVATE EQUITY LENDING 47 

grown, increasing by more than 75% over the past twelve months.243  
The rise of direct lending stems from the culmination of several 
concurrent events including 1990s bank consolidation,244 higher yield 
rates for middle-market loans,245 and the significant amount of “dry 
powder” of private-equity firms.246   

During the 1990s, many of the middle-market-focused regional 
banks were consolidated into much larger banks, and began operating 
on a national scale.247  Since the 1990s, the number of FDIC-insured 
institutions, traditional banks, has fallen by 46%.248  Accordingly, these 
larger banks focus their lending on much larger commercial institutions, 
allowing a large gap in middle market financing.249  To further 
compound these effects, after the financial crisis in 2008–2009, bank 
consolidation increased even more while banks also became burdened 
with new bank regulations on capital requirements and reporting.250  

Furthermore, the surplus of “dry powder” contributes to the new 
booming commercial loan sector for private equity.251  Dry powder 
refers to funds private-equity firms raise but have not yet invested in a 
project, such as a buyout, making it excess cash on hand.252  In other 
words, dry powder is money waiting to be "deploy[ed] when an 
attractive opportunity arises, or to weather a downturn."253  Currently, 
dry powder is reaching record highs.254  The value of dry powder has 
ballooned to $1.7 trillion, as of December 2017.255  Accordingly, the 
largest year-to-date growth in dry powder is in the direct-lending 
market, up 36% in 2017 from 2016.256  

With the amount of dry powder piling up, the direct-lending market 
has opened up dramatically to private-equity firms with its returns.257  
In other words, private-equity firms are "under tremendous pressure to 

 
243 ARES, supra note 240, at 3 (citing an institutional investor survey administered 

by Preqin). 
244 Id. at 5. 
245 Id. at 3. 
246 Id.  
247 Id.at 5. 
248 Id. at 6. 
249 See id. at 6. 
250 Id.  
251 See id. at 15.  
252 CORP. FIN. INST., Dry Powder: Cash Reserves and Other Highly Liquid 

Securities, CORP. FINANCE INST. (last visited Mar. 2, 2019), 
https://corporatefinanceinstitute.com/resources/knowledge/finance/dry-powder/ 

253 Id. 
254 BAIN & CO., GLOBAL PRIVATE EQUITY REPORT 2018 3 (2018). 
255 Id. 
256 Id.  
257 Id. at 2; ARES, supra note 240, at 3. 



 

48 WAKE FOREST J. 
BUS. & INTELL. PROP. L. 

VOL. 20 

put money to work for their investors."258  As of 2017, United States 
middle-market loans had an effective yield of 6.50%-7.25% for Senior 
1st liens—the least risky loans due to their seniority—and 11%–13% 
for Subordinated loans.259 

Furthermore, many of the big names in private equity are making 
their mark in direct lending.260  For example, Blackstone is set to create 
a direct-lending fund of $10 billion in the near future.261  In April of 
2018, KKR teamed up with FS Investments to establish an investment 
vehicle with the predominant purpose of issuing business credit.262  
Other notable firms such as Apollo Management Group and the Carlyle 
Group are planning to follow suit as well.263   

B. Private Equity and Asymmetric Information 
 

Private-equity firms are filling the void in the middle market left by 
banks.264  The question still remains: is this beneficial? This Article 
argues yes. As previously noted asymmetric information causes a 
plethora of problems for a lending transaction to take place.265  Private-
equity funds are highly equipped to answer such questions due to their 
economies of scale, industry specific expertise, synergy, and extended 
relationships.266  Furthermore, below-average default rates and a large 
value of outstanding direct loans evidence the effectiveness of private-
equity firms at leveling asymmetric information between lenders and 
borrowers.267   

The economies of scale provided by private-equity firms aid in 
addressing the asymmetric-information problem.268  As one report puts 
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it, "Size Matters."269  As of 2018, the top ten largest private-equity firms 
accounted for close to $400 billion.270  Additionally, firms such as 
Blackstone's credit arm, GSO, touts its approximately 350-employee 
team, which is made up of credit expert professionals and is enhanced 
by "Blackstone's global resources and perspective."271  Accordingly, 
firms of Blackstone's size can tap into their resources and human capital 
to acquire, analyze, and access loan-related data at a cost-efficient rate, 
thus tempering the asymmetric-information disparity.272  Similar to 
banks, which spread the costs across their various loans, firms such as 
Blackstone can do the same.273  For example, Blackstone can spread the 
costs it incurs in a direct-lending transaction  across the $128 billion 
dollars that Blackstone has under management274, making the 
production of loan-related information economically viable. 

Another way to combat the asymmetric-information problem is 
through industry-specific expertise.  For example, TCG BDC, Inc., a 
credit arm of the Carlyle Group, is a “specialty finance company 
focused on . . . middle market companies primarily located in the United 
States.”275  When a lender is unable to ascertain the quality of a 
borrower, the lender will either demand an average interest rate or 
refuse to lend to the borrower at all.276  As TCG BDC continues to work 
focus on middle-market companies, they develop more of an expertise 
in the area to better analyze risks.277 

Similarly, GOLUB Capital focuses its lending operations on 
Healthcare, Consumer, Restaurant, and Retail, Software & technology 
services and diversified industries.278  In their middle market healthcare 
lending practice, GOLUB touts its deep industry knowledge.279  Since 
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September of 2007, GOLUB has loaned to close to ten healthcare 
companies.280  With each transaction, the private-equity firm can better 
assess the risks of making an industry-specific loan, increasing their 
access to information, and ultimately, leading to more efficient loans.281 

In addition to the expertise gained by continued lending in specific 
industries, private-equity firms also tap into synergy to create an influx 
of information to aid in lending.282  As previously stated, the traditional 
structure of private equity revolves around leveraged buyouts.283  
However, private-equity firms can use the expertise gained through 
these prior transactions to form a better assessment of the risks involved 
in the loans.284  In the words of KKR’s credit branch, “[w]e leverage the 
broader firm . . . taking a highly integrated approach to drive sourcing 
and execution.”285 

For example, in the Healthcare sector in 2016 alone, private-equity 
firms completed 265 deals.286  Moreover, the total value of these deals 
was $42.6 billion.287  With each deal, firms compile massive amounts 
of industry research, leading to more knowledge and lessening the 
asymmetric-information problem.288  

Moreover, similar to the way relationship bankers learn more about 
their clients through repeat transactions, private-equity firms also seek 
to form long-term lending relationships with clients.289  Ares, in its 2018 
white paper on direct lending, expressed that sophisticated direct 
lenders typically had long-standing relationships with borrowers.290  
The white paper went on to state that establishing relationships with 
borrowers can take many years, and direct lenders who have these long-
standing relationships tend have loan agreements that perform better.291  
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Ultimately, economies of scale, industry expertise, and relationships 
all generate information.292  When asymmetric information exists, 
adverse selection—recall the lemons problem—leads to inefficient 
lending outcomes and potential borrowers missing out on loans.293  
Statistical evidence supports this proposition based on two variables: 
default rates for middle-market loans and the outstanding number of 
loans. Middle market default rates from 2007 to 2016 were 1.9%.294  
Compare this default rate with broadly syndicated loans, that banks 
typically underwrite,295 which defaulted at about 3% over the same 
period.296  This evidence suggests that not only are private-equity firms, 
and other direct lenders, producing enough information to accurately 
determine the quality of borrowers—assuming that good borrowers 
default less often than bad borrowers—but they are doing so better than 
traditional banks.  Secondly, the value of outstanding direct loans in the 
United States is close to $1 trillion.297  One may conclude that the 
information asymmetries which traditionally exist have been leveled to 
the point where lenders are willing to fill the $1 trillion gap that 
previously existed in the market.  

C. Private Equity and Moral Hazard 
 

While private-equity firms mitigate adverse selection prior to the 
loan transaction, they also combat moral hazard following the loan 
transaction.298  These firms’ capital and infrastructure allow them to 
implement loan covenants299 and effectively monitor the borrower 
through board observation.300  Private-equity firms have the resources 
required to hire the best legal counsel to implement restrictive covenants 
which mitigate moral hazard.301  According to an analysis by McKinsey 
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& Co., the total private-market assets under management in 2017 in 
North America alone was close to $1 trillion.302  More specifically, 
private-equity firms managed over four hundred billion dollars in 2017 
for credit portfolios.303  Well-drafted restrictive covenants restrict the 
behavior of borrowers, but these covenants require highly sophisticated, 
expensive legal counsel.304  Notwithstanding the eight-hundred-dollar-
an-hour average billable rate discussed earlier in this Article,305 with the 
amount of resources private-equity firms have, they employ their own 
in-house counsel306—with some firms paying over seven million dollars 
in compensation for their general counsel307—and are able to hire some 
of the top law firms in the world.308  As one might expect, the covenants 
drafted by top-dollar attorneys are typically highly stringent 
agreements, which insiders believe are one of the keys to lower default 
rates for direct lending.309  Ultimately, these well-drafted covenants 
incentivize borrowers against engaging in any morally hazardous “bad 
behavior.”310 

Moreover, private-equity firms also negate the challenges of Moral 
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Hazard through highly effective monitoring.311  For example, Oaktree 
Capital's U.S. Private-Debt portfolio states that one key element in its 
approach is "participating in company governance (through board seats 
or observer rights)."312  Furthermore, private-equity firms, generally, 
have the bargaining power to negotiate to be a board observer.313  
Board-observation agreements are unique in that they do not bind the 
observer to fiduciary duties, but, when contractually permitted, allow 
the observer to access notice of board meetings, documents regarding 
actions taken by unanimous consent, and to inspect the corporation's 
financials and records.314  In other words, through board-observer 
positions, private-equity firms can access the managerial decision 
making to anticipate whether the borrower is acting against the lender’s 
interest.  Moreover, private-equity firms may also negotiate a 
requirement of management reporting on detailed performance metrics 
of the private-equity firm's choosing.315  It has been noted that direct-
lending agreements typically have "more frequent and transparent 
financial reporting."316  Accordingly, private-equity firms, based on the 
data they collect, can make more informed decisions to mitigate their 
losses if a borrower were to act adversely.317  

D. Private Equity and Lack of Regulation 
 

Private-equity firms can adequately handle the informational 
asymmetries intrinsic to lending.  However, should these firms be 
regulated similarly to banks?  This Article argues that private-equity 
lending does not need as much regulation for three reasons: first, they 
do not have the increased incentive to take risks because they will bear 
all the costs of default; second, they do not pose the systemic risks that 
banks do; and third, private equity found its footing in the middle market 
due to its lack of regulation. If private equity lending were to be 
regulated, it would be pushed out of the middle market, leaving a gap 

 
311 See ARES, supra note 240, at 3 ("[G]reater lender protections[,] . . .generally 
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to capital preservation and lower default rates."). 
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where lending does not occur.   
First, private-equity firms' direct lending lacks the need for 

regulation because the FDIC insures the money of investors in private 
equity firms.318  As previously stated, many scholars have argued that 
the financial crisis can be blamed in part on deposit insurance.319  
Following the logic of the argument that federal deposit insurance 
increases risky lending because banks are not disciplined by 
borrowers,320 private-equity firms must answer to their lenders for the 
losses made on risky loans.321  In other words, when private-equity 
firms lose money on a loan, the investors—unlike the depositors in a 
bank-lending scenario—will lose the money they entrusted to the fund 
because that money is not insured by the FDIC.  Accordingly, private-
equity firms have a strong incentive to accurately determine the quality 
of loans and the loans' risk-adjusted returns because, in the event of 
default, the private-equity firm's reputation will suffer, in addition to the 
financial hit taken on the loan.322  Without their reputational advantage, 
the firms will be unable to raise the capital necessary to make these 
loans and will leave the market.323 

Moreover, private-equity firms are very unlikely to receive 
government bailouts and do not pose the same systemic risk as banks.  
324 As such, they internalize many of the risks they take.325  Unlike 
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banks, which during the financial crisis were deemed too big to fail,326 
private-equity firms pale in size.327  As previously stated, the total 
outstanding direct-lending market is approximately $3 trillion.328  
Compare this with the total assets under management in the United 
States for traditional banks: $17.5 trillion.329  Furthermore, 
Blackstone—one of the largest private-equity firms—has $545 billion 
assets under management—with only $139.3 billion in credit 
markets.330  By comparison,  JP Morgan-Chase—the largest bank in the 
United States—has $2.5 trillion assets under management, and close to 
$1 trillion of that amount is in loans.331  Accordingly, the failure of 
Blackstone's credit portfolio would cause a relatively small ripple 
through the economy while JP Morgan-Chase could send the markets 
into a frenzy.  Thus, Blackstone would be less likely to be bailed out 
than JP Morgan because the financial effect through the economy would 
be less severe.  Combined with the fact private-equity firms have never 
been bailed out before,332 Blackstone is much more likely than JP 
Morgan to assume that if it fails it will suffer the consequences, leading 
to less risk taking as Blackstone alone bears the costs. 

Finally, it would be counterproductive to regulate private-equity 
lending because its existence partly came from the regulation of 
traditional banks.333  As previously stated, the regulation following the 
2008 financial crisis led banks to tighten lending standards and maintain 
certain capital requirements.334  Combined with bank consolidation, 
these requirements pushed banks to focus their efforts on fee-oriented 
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efforts rather than loaning directly to the middle market,335 cutting 
banks' market share from 20% in 2011 to 9% in 2013.336  Thus, if 
banking regulation caused banks to move out of the middle market, one 
can reasonably infer that regulation of private-equity firms would also 
push private-equity firms out of the middle market as well.337  
Accordingly, a gap in middle-market lending would continue, resulting 
in a less productive and economically prosperous society.  

V. CONCLUSION 
 

Striking the right balance between regulation and providing 
financing to the middle market can be a daunting task.  Private equity, 
though not a perfect substitute, combats many asymmetric-information 
problems very formidably.  Moreover, the vast epidemic created by 
large banks' excessive risk taking is not as detrimental in private-equity 
firms because private-equity firms themselves must internalize the risk.  
In other words, if private-equity firms were to fail, they fail on their 
own, without the backstop of the United States government.  

Ultimately, as private equity carves out a stronger position in the 
lending market, the government might attempt to regulate the industry.  
Recently, private-equity firms have served as a phenomenal substitute 
to traditional banks.  An attempt to regulate private-equity lending, 
however, would once more leave a gap in the lending market.  Thus, 
while legislatures may be tempted to impose regulations on these firms, 
private equity should continue to be private, and free from the red tape 
of regulation.  
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