Michigan Business & Entrepreneurial Law Review

Volume 2 | Issue 1

2012

The Dog That Didn't Bark: Private Investment Funds and
Relational Contracts in the Wake of the Great Recession

Robert C. lllig
University of Oregon School of Law

Follow this and additional works at: https://repository.law.umich.edu/mbelr

b Part of the Contracts Commons, Law and Economics Commons, and the Litigation Commons

Recommended Citation
Robert C. lllig, The Dog That Didn't Bark: Private Investment Funds and Relational Contracts in the Wake of
the Great Recession, 2 MICH. J. PRIVATE EQUITY & VENTURE CAPITAL L. 49 (2012).

https://doi.org/10.36639/mbelr.2.1.dog

This Article is brought to you for free and open access by the Journals at University of Michigan Law School
Scholarship Repository. It has been accepted for inclusion in Michigan Business & Entrepreneurial Law Review by
an authorized editor of University of Michigan Law School Scholarship Repository. For more information, please
contact mlaw.repository@umich.edu.


https://repository.law.umich.edu/mbelr
https://repository.law.umich.edu/mbelr/vol2
https://repository.law.umich.edu/mbelr/vol2/iss1
https://repository.law.umich.edu/mbelr?utm_source=repository.law.umich.edu%2Fmbelr%2Fvol2%2Fiss1%2F2&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/591?utm_source=repository.law.umich.edu%2Fmbelr%2Fvol2%2Fiss1%2F2&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/612?utm_source=repository.law.umich.edu%2Fmbelr%2Fvol2%2Fiss1%2F2&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/910?utm_source=repository.law.umich.edu%2Fmbelr%2Fvol2%2Fiss1%2F2&utm_medium=PDF&utm_campaign=PDFCoverPages
https://doi.org/10.36639/mbelr.2.1.dog
mailto:mlaw.repository@umich.edu

THE DOG THAT DIDN’T BARK:
PRIVATE INVESTMENT FUNDS AND
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In the aftermath of the subprime mortgage crisis, the contract rights of
numerous hedge funds and venture capital funds were breached. These
contracts were complex and sophisticated and had been negotiated at great
time and expense. Yet despite all of the assumptions of neo-classical con-
tracts theory, nothing happened. Practically none of these injured parties
sued to enforce their rights.

Professor Illig uses this dearth of litigation to conduct a form of natural
experiment as to the value of contract law. Discrete market participants
contracted before the crash and then pursued their rights in court after-
wards, while relational market participants contracted but refrained from
suing. Given this bifurcated response to the identical stimulus, Professor
1llig queries: why did the relational parties bother to contract in the first
place? If they could have predicted the likelihood of their ex post inertia,
then as rational economic actors they must have valued contracting for
something other than as insurer of their reasonable expectations. For them,
a contract must provide significant symbolic and ceremonial value. Based
on this finding—as well as on complementary research from the field of
behavioral economics— Professor Illig concludes by arguing against a uni-
versalist approach to contract law. Instead, he recommends that contract
doctrine be evolved to reflect its dual nature—as insurer of expectations in
the context of discrete exchanges and as a source of imagery and ritual in
the context of relational affiliations. Doing so would enhance the impact of
social norms as a mechanism for avoiding and resolving disputes.

I. INTRODUCTION

“Is there any point to which you would wish to draw my attention?”
“To the curious incident of the dog in the night-time.”

“The dog did nothing in the night-time.”

“That was the curious incident,” remarked Sherlock Holmes.!

*

Associate Professor and Dean’s Distinguished Faculty Fellow, University of
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Looking back, we can say without risk of hyperbole that the subprime
mortgage crisis of 2008 constituted the largest single disruption to the
American economy since the onset of the Great Depression. It resulted in
massive wealth destruction, unemployment for millions, and a worldwide
recession that in many ways rivals that of the 1930s.

For legal and other scholars, however, the crash might be viewed more
as boon than bane. Its awesome size, its abrupt onset and swift conclusion,
and the fact that it was generally unforeseen all combine to create near-
ideal circumstances to consider a series of natural experiments. By com-
paring the behavior of various market players in the aftermath of the tur-
moil, we can uncover insights about their interests and incentives that lay
hidden during more placid times.

One such natural experiment involves the enforcement value of con-
tract rights. We can observe, for example, that countless lawsuits were
filed to vindicate the many contract rights that were breached as a result of
the economic turmoil. Noticeably absent, however, was significant litiga-
tion among the surviving investment banks, pension funds, insurance com-
panies, and other major American financial institutions. For the most
part, the financial elite didn’t sue one another, though they had ample
cause to do so. Their dogs, in other words, didn’t bark.

This incongruent behavior is best explained by reference to the pio-
neering law and sociology work of contracts scholars like Ian Macneil, one
of the originators of relational contract theory. These non-suing financial
institutions are repeat players in a close-knit market who depend upon
long-term, face-to-face relationships with their counterparties in order to
prosper. In Macneil’s lexicography, the industry we call Wall Street is
comprised of a web of “relational contracts.”?

What Macneil’s work fails to address, however, is a deeper question
that lies hidden within the rubble of the market collapse. If these rela-
tional market participants knew or could have predicted that they would
never sue, why did they expend the time and expense of contracting in the
first place? In other words, what is the purpose and value of contract law
for relational contractors?

Both classical and neo-classical contracts theory assume that the pri-
mary value of a contract lies in its enforceability. The answer to “why
contract?” has always been the suggestion that contract rights provide a
guaranty of one’s reasonable expectations.? If one’s counterparty cannot
or will not perform, a court will force it to do so—subject only to the

2. See generally 1aN R. MacNEIL, THE NEw SociaL CONTRACT: AN INQUIRY INTO
MoDERN CONTRACTUAL RELATIONS (1980).

3. See E. ALLAN FARNSWORTH, CONTRACTS § 1.3 (4th ed. 2004) (“From the perspec-
tive of society as a whole, the function of the law of contracts might have been seen as
furthering the general economic good by encouraging parties to enter into . . . productive
transactions. From the perspective of the parties themselves, the function might have been
viewed more narrowly as aiding them in planning for the future by protecting their
expectations.”).
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limitations imposed by federal bankruptcy law—and thereby assist the ag-
grieved party to realize the anticipated results of her deal. Written con-
tracts, viewed in this light, serve as a form of governmentally enforced
insurance.

In the wake of the crash, however, we see evidence of something far
more complex and important taking place. The disinclination of institu-
tional investors to sue one another suggests that they value their long-term
relationships with their counterparties more than they value the potential
recovery of their short-term losses. But if they never intended to enforce
their rights—or if they were sufficiently rational and self-aware as to be
able to predict that they would not do so—then their primary purpose for
contracting must have been something other than to insure their reasona-
ble expectations.

The purpose of this Article is to focus on why a relational market
player might value contract law if not to obtain enforceable contract
rights.* In this respect, it is in many ways the inverse of the work of Stew-
art Macaulay, the other great pioneer (along with Macneil) of relational
contract theory. For him, the interesting question was why players in cer-
tain industries chose not to operate pursuant to formal, written contracts.”
For me, the question is just the opposite—why contract at all? Indeed, the
aftermath of 2008 suggests that for relational contractors opting out may
not be the anomalous state. The true oddity, it seems, is that any of them
bothered to opt in.

The solution to this conundrum appears to lie in the multiple functions
that contract law affords. In addition to having enforcement value, con-
tracts also have value as symbols and sources of ritual. Whether or not a
contracting party ever sues to enforce her rights, she benefits from the
imprimatur of sophistication and insider status that is provided by the exis-
tence of a properly crafted agreement. Likewise, the ceremonial act of
negotiating and entering into a contract provides value by helping the par-
ties bond and by highlighting for them their transition from economic
strangers to co-adventurers.® Thus, many relational market participants
may value contracting not solely or even primarily as a guaranty of their
reasonable expectations, but as a symbol and a rite of passage. This possi-
bility is supported by parallel findings in behavioral economics.”

4. See Mark C. Suchman, The Contract as Social Artifact, 37 Law & Soc’y Rev. 91,
97 (2003) (noting that, in most transactions, “legal doctrine is obscure, and the threat of legal
enforcement is remote; yet actors often invest substantial resources into producing written
contracts.”).

5. See generally Stewart Macaulay, Non-Contractual Relations in Business: A Prelimi-
nary Study, 28 Am. Soc. REv. 55 (1963) (describing the results of in-person interviews with
sixty-eight businessmen and lawyers about the value of contract law).

6. See Meinhard v. Salmon, 164 N.E. 545, 546 (N.Y. 1928) (Cardozo, J.) (distinguish-
ing long-term business partners, whom he labeled “co-adventurers,” from the discrete con-
tractors whom he viewed as comprising “the crowd”).

7. See infra Part IV.B.
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In Part IT of this Article, I describe the contours of this particular natu-
ral experiment by focusing on two categories of relational contractors—
managers and investors of hedge funds and venture capital funds. In do-
ing so, I make two primary factual claims. First, although these parties
elected not to sue to enforce their rights, they had cause to do so; they
were parties to enforceable contracts that were breached. And second,
many non-relational contractors did indeed sue, suggesting that there is a
distinction between how relational and discrete market participants per-
ceive the value of contract law. I also make several methodological obser-
vations regarding the risks and benefits inherent in this type of research.

In Part III, I describe the value that contract law provides as a source
of symbolism and ritual. Ultimately, I conclude that the more relational
the parties’ affiliation, the more likely they are to privilege the ceremonial
and totemic functions of contracting over its traditional role as insurer of
expectations.

Finally, in Part IV, I use the results of the natural experiment to re-visit
the work of relational contracts scholars. In particular, I question Mac-
neil’s desire for a universalist approach that seeks to treat all contracts,
relational and otherwise, as being of a kind. Instead, I argue that the re-
sults of the experiment, coupled with complementary findings in the field
of behavioral economics, yield a different result. Contracts are not all of a
universal type and should not be treated as such. Rather, they fall into
multiple categories and the law should be tailored to address the particular
strengths and weaknesses of each individual contract regime. Doing so
would have the added benefit of enhancing the impact of social norms as a
mechanism for avoiding and resolving disputes.

II. A NATURAL EXPERIMENT AS TO THE VALUE OF CONTRACT Law

During the months of market turmoil that followed the collapse of
Lehman Brothers in September 2008, many large hedge funds refused to
honor investor requests to withdraw their money. At the same time, sev-
eral major financial institutions preemptively refused to contribute the
capital they had promised to invest in venture capital funds. In both cases,
such actions breached the complex agreements the parties had negotiated.
In neither case did any significant number of parties sue.®

8. It is impossible to prove the negative—that absolutely no private investment fund
managers or investors sued one another. Indeed, there were several reported cases of litiga-
tion, though such reports were isolated and frequently involved unusual circumstances. See,
e.g., Susan Pulliam, Locked In: When Hedge Funds Bar the Door, WaLL St. J., July 2, 2008, at
Al, A10, available at http://online.wsj.com/article/SB121495893887021511.html. However,
the general scarcity of newsworthy reports in a high-profile industry, the lack of results from
searches of online databases of court decisions, and conversations with fund managers all
suggest that the frequency of actual litigation post-2008 was disproportionately small as com-
pared to the widespread wave of contract breaches that swept through Wall Street and the
world of investment funds.

More importantly, for purposes of this Article, I do not seek to prove an absolute absence
of litigation. Rather, I only suggest that there was a greater tendency among relational con-
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By contrast, during the same period, countless lawsuits were brought
by and against now defunct entities like Lehman Brothers as well as
against both homeowners and the banks that packaged and sold faulty
mortgaged-backed securities, among others. There was also substantial lit-
igation between leveraged buyout funds and their target companies.®
Thus, lawsuits were common in the wake of the market collapse, just not
among an identifiable subset of relational contractors. The result of this
disparate behavior is a naturally occurring experiment where two distinct
sets of market participants responded differently to similar economic and
legal circumstances.

In Part II, I explore the contours of this natural experiment by first
examining in-depth the nature of the private investment contracts that
were breached but not enforced, and then by comparing them with con-
tracts whose breach was enforced. I conclude that the most likely explana-
tion for the parties’ varying responses to the widespread incidence of
breach lies in the degree of relationality inherent in their business deal-
ings. Finally, I make several observations about both the benefits and lim-
itations of this type of research methodology.

A. The Parties

In the early 1960s, Stewart Macaulay began writing about the non-con-
tractual elements of business relationships. In particular, he suggested
that when disputes arise between parties to complex business affiliations,
the result is often a resolution that pays little or no heed to the written
words of the contract.!® Under such circumstances, social norms, rather
than formalistic contract rights, appear to take precedence. This insight
served as the theoretical foundation for subsequent empirical work by
scholars like Lisa Bernstein and Robert Ellickson. They explored how
market segments operating outside of the legal system—in particular, dia-
mond merchants and cattle ranchers—organized themselves and resolved
disputes.!!

Ian Macneil, while attempting to build on Macaulay’s work from a the-
oretical standpoint, made the crucial observation that contracts can be

tractors to forego resort to the legal system as a means of resolving their disputes. To the
extent such a tendency exists, it is reasonable to surmise that parties who value contracts but
not litigation must value contract law for reasons other than its insurance function. See gen-
erally infra Part 111.

9. See Steven M. Davidoff, The Failure of Private Equity, 82 S. CaL. L. REv. 481, 499-
502, 510-11 (2008).

10. Macaulay, supra note 5, at 60-61.

11. See Avery Katz, Taking Private Ordering Seriously, 144 U. Pa. L. Rev. 1745, 1745
(1996) (citations omitted) (“In applications ranging from Robert Ellickson’s seminal work on
rancher/farmer relations in Shasta Country, California, to Lisa Bernstein’s investigation of
extralegal contractual relations among wholesale diamond traders . . . an increasing number
of legal and economic scholars have shown how private systems of rules work to regulate
economic relations among the communities that adopt them.”) .
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placed on a continuum depending upon how “relational” they are.'? On
one end of Macneil’s spectrum lie one-off, spot transactions in which the
parties make discrete exchanges of goods or monies while owing one an-
other little in the way of prior or subsequent duties. On the other end are
more complex, longer-term relationships that embody repeated dealings
and close social interactions.!3

On the continuum Macneil describes, the contracts governing the rela-
tionships among the nation’s major financial institutions—the banks and
investment pools that we refer to collectively as “Wall Street”—must be
understood as occupying a space near the far end of the relational side.'#
Their dealings are ongoing, face-to-face, and frequent. The survival of any
one such institution depends on its ability to interact and trade with each
other such institution. To use Macneil’s terminology, their myriad of iso-
lated transactions combine and interlace to create “relational patterns.”!>

For purposes of this Article, I will limit the discussion to a particular
subset of these relationally oriented financial institutions—private invest-
ment funds, a category that includes hedge funds, private equity funds, and
venture capital funds, among others. I focus on private investment funds
because they are remarkably similar to one another in terms of both for-
mal structure and financing, thereby enabling us to answer Mark
Suchman’s call for “macroscopic consideration of entire contract
regimes.”16

The structural uniformity among private investment funds results be-
cause they function primarily as alternative investment vehicles for a rela-
tively closed set of corporations, endowments, pension funds, foundations
and high-net-worth individuals, each of which is constantly inundated with
multiple, competing investment opportunities.!” The fund managers’ abil-
ity to attract capital therefore arises partly from their ability to differenti-

12. Ian R. Macneil, Relational Contract Theory: Challenges and Queries, 94 Nw. U. L.
Rev. 877, 894 (2000) [hereinafter Macneil, Relational Contract Theory] (“Probably the most
recognized aspect of my work in contract is the use of a spectrum of contractual behavior and
norms with poles, labeled relational and discrete, respectively.”). For a detailed description
and analysis of the spectrum, see Ian R. Macneil, The Many Futures of Contracts, 47 S. CAL.
L. Rev. 691, 737-805 (1974) [hereinafter Macneil, The Many Futures of Contracts].

13. In distinguishing between discrete and relational contracts, Macneil draws on the
sociological concepts of primary and non-primary relations, whereby relational contracts fit
the model of primary relations, and discrete contracts constitute non-primary relations. See
Macneil, The Many Futures of Contracts, supra note 12, at 722. A related concept is Oliver
Williamson’s distinction between markets and hierarchies. See generally Oliver E. William-
son, Markets and Hierarchies: Some Elementary Considerations, 63 Am. Econ. REv. 316
(1973).

14.  See generally Macneil, The Many Futures of Contracts, supra note 12, at 691.

15. Ian R. Macneil, Values in Contract: Internal and External, 78 Nw. U. L. Rev. 340,
345 (1983).

16.  See Suchman, supra note 4, at 115 (advocating that additional scholarly attention
be devoted to the study of industry-wide contracting schemes).

17. See Robert C. Illig, What Hedge Funds Can Teach Corporate America: A Roadmap
for Achieving Institutional Investor Oversight, 57 Am. U. L. Rev. 225, 279-80 (2008).
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ate their particular investment strategy and partly from their ability to
claim some minimum level of industry-segment-specific sophistication. By
mimicking the essential terms of their competitors’ contracts, fund manag-
ers are able to identify themselves as industry insiders who are familiar
with how the game is played, while simultaneously shifting the focus of
attention of their potential clients away from seemingly boring legal nice-
ties and onto the issue of the managers’ particular investment prowess. As
a result of the managers’ need to repeatedly solicit the same sources, gen-
erally offering terms on a take-it-or-leave-it basis, a robust and transparent
(though exclusive) market has evolved among the fund managers and their
investors. The result is uniformity with respect to legal structure coupled
with differentiation of investment strategy or prowess.!'®

As a test subject, however, the upside of the industry’s overall uniform-
ity would appear to be outweighed by the downside of its secrecy. After
all, the specific details of the contracts governing any given private invest-
ment fund are generally not public and thus would appear largely unknow-
able to those outside the particular transaction.!® Fortunately, this is not
the case. Because of ongoing efforts by institutional investors seeking
transparency in industry-standard financial arrangements, it is possible for
outside observers to generalize regarding fund contracts with a fair
amount of confidence. For example, in 1996, a group of nine state retire-
ment and pension funds commissioned a private study of common invest-
ment terms.?® Presumably, the consulting firm that conducted the study
had access to a large store of actual fund documents from the sponsoring
states when preparing its summaries. Meanwhile, Dow Jones, among
others, has followed the consultants’ lead and begun publishing periodic
surveys of prevailing terms and conditions of private investment fund con-
tracts.?! The Securities and Exchange Commission also issued an authori-
tative survey of contract terms, though it was limited in focus to those
governing hedge funds.??

By reviewing these and other similar publications and online
databases, it is possible to consider the industry as a whole, thereby ena-
bling us to generalize across a broad but mostly uniform segment of rela-
tional market participants. Furthermore, because surveys are inherently
backward-looking, reliance in particular on the 2009 Dow Jones study

18.  See Davidoff, supra note 9, at 526-35 (arguing that the consistency in private equity
deal structures is based largely on path dependency).

19. See Sec. & ExcH. Comm'N, IMPLICATIONS OF THE GROWTH OF HEDGE FUNDs, at
x (2003) [hereinafter SEC HepGE Funp REPORT], available at http://www.sec.gov/news/
studies/hedgefunds0903.pdf (noting that the Commission lacked even the most basic informa-
tion about the hedge fund industry and how it operates).

20. Key Terms AnD CoNDITIONS FOR PRIVATE EqQuity INVESTING 69 (William M.
Mercer, Inc., ed. 1996) [hereinafter MERCER REPORT]. See also JAMES M. SCHELL, PRIVATE
Eourry Funps: BUSINESs STRUCTURE AND OPERATIONS § 1.02[1] (2012).

21. See Dow JonEs, PrRivAaTE Eouity PARTNERSHIP TERMS & CoNDITIONS 5 (2012)
[hereinafter PRivaTE EQuiTy TERMS & CONDITIONS].

22.  See SEC HepGE Funp REPORT, supra note 19, at 1-3.
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should present an accurate view of market conditions prevailing at the
time of the 2008 crash.

B. The Contracts

In order to delve more deeply into the question of why relational par-
ties contract, I attempt in Part II.B. to explicate certain key provisions of
the contracts entered into between private investment fund managers and
their investors prior to the crash of 2008. My point is to demonstrate that
these managers and investors were in possession of material and enforcea-
ble contract rights circa 2007. The dearth of post-crash litigation, in other
words, cannot be explained by the absence of a basis on which to sue.

In terms of overall structure, private investment funds are typically or-
ganized as limited partnerships. Wealthy investors contribute the bulk of
the monies and serve as passive limited partners, while professional man-
agers form an entity to serve as the general partner and select and admin-
ister the funds’ investments.?> The funds themselves lack any real
operations but rather serve as pools of cash aggregated for investment
purposes.

Within the private investment fund industry, however, there is a fair
amount of contractual variation as between funds with different invest-
ment styles. In particular, venture capital funds generally enter into con-
tracts that differ in important ways from those of hedge funds. As a result
of these differences, it is the venture capital fund investors who appear to
have engaged in post-2008 breach, while in the case of hedge funds, it was
the managers who were at fault. The complimentary yet contrasting na-
ture of the two sets of funds therefore makes them ideal for comparison.
Though their contractual relationships differ in detail, the funds them-
selves appear to have reacted to the crash in precisely the same manner.
The remainder of this Article therefore focuses particularly on venture
capital and hedge funds as being representative of the relational contrac-
tors who chose not to sue to enforce their post-2008 breach.

Venture Capital Funds. With respect to a typical venture capital fund,
the managers’ goal is to invest a fixed amount of capital in a relatively
small number of early stage or other non-public companies that have sig-
nificant growth potential over the relatively near term.2* Their hope, in
lay terms, is to uncover a dotcom or biotech company with the prospect of

23. See PrivatE Ecouity TERMS & CoNDITIONS, supra note 21, at 6-7. One of the
most distinctive attributes of private investment fund industry is its famous “two and twenty”
formula for compensating fund managers. The prevailing market norm is for them to receive
an annual management fee of around two percent, theoretically intended to offset expenses,
coupled with a twenty-percent incentive fee, known as a “carried interest,” on any profits
that exceed a specified benchmark. Id. at 28, 36.

24. For a discussion of the definition of venture capital funds, see generally DouGLAs
J. CuMMING & SoriA A. JoHAN, VENTURE CAPITAL AND PRIVATE EQuiTY CONTRACTING:
AN INTERNATIONAL PERSPECTIVE 3-7 (2009).
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exploding into profitability once it secures sufficient seed or expansion
capital—the next Google or Facebook, so to speak.

Because the genius lies in the discovery, a key issue regarding the
structure of venture capital funds is the considerable amount of time the
managers must expend in searching for appropriate investment targets
before any investments are actually made. Indeed, during the typical
seven- to ten-year life-cycle of a venture capital fund, it may take several
years to fully invest the fund’s capital.>> Venture capital funds may there-
fore be understood as having two distinct phases—an exploratory period
at the beginning of the fund’s life, during which time the managers are
engaged in identifying appropriate investment targets, and an inactive pe-
riod at the end of the fund’s life, during which the managers wait to see
when and if their investments turn profitable.?®

During the initial exploratory period, before the managers have identi-
fied any targets, venture capital funds have no need for significant investor
capital. They do, however, have a need from the outset for commitments
of capital. Firm commitments allow the managers both to know how much
money will be at hand when an appropriate target turns up and to credibly
negotiate with its investment targets. Most venture capital funds are
therefore structured so that little or no money is contributed until re-
quired. Rather, fund contracts require that investors commit to a certain
level of investment and then stand ready to inject the promised capital into
the fund as and when it is needed.?’” Then, when the managers identify an
appropriate target, be it after three months or three years, they make a
capital call on the investors, who are permitted a brief amount of time
during which to contribute the requested funds (up to the maximum
amount of their commitment).?8

As well as being practical, this promise-now-contribute-later scheme
serves to boost the reported performance of the fund. Were the managers
to accept contributions prior to identifying attractive targets of opportu-
nity, they would be unable to put that capital to its best use. Instead, they
would have no choice but to temporarily park the excess currency in some
sort of safe and liquid—and hence low-interest—investment vehicle.>®

25. Seeid. at 5. Many funds have requirements that if the money is not invested within
five years, any unused capital commitments must be released and the commitment canceled.
See PrivaTe Eourry TErMms & ConpITIONS, supra note 21, at 14 (reporting that 81% of
venture capital funds surveyed have an investment period of five or fewer years).

26. See PauL Gowmpers & JosH LERNER, THE VENTURE CapitaL CycLE 39-40 (4th
ed. 2000). Indeed, it is common during these relatively less-busy later years for the fund
managers to commence a new fund, such that the exploratory and wait-and-see periods for
the two funds overlap. PrivaTE Eouity TERMS & CONDITIONS, supra note 21, at 24 (report-
ing that many fund contracts require that the managers invest between two-thirds and three-
fourths of their committed capital before being permitted to begin fundraising for a follow-on
fund).

27. PrivateE EqQuity TErRMs & CONDITIONS, supra note 21, at 23-24.
28. Id.
29. Id.
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This would both lengthen the period during which the managers are re-
sponsible for providing income growth, and lower the fund’s overall return
(due to the inclusion of results from low-growth, pre-investment periods).
The consequence would be an artificially low return on capital, the princi-
pal measure by which the success of a venture capital fund is assessed.30
Thus, it isn’t merely the case that venture capital fund managers don’t
need up-front capital—the fact is that they don’t want it.

From the standpoint of the attorneys who structure the investment
contract, this system of delayed contribution creates an obvious risk.
When the time comes to call the capital, investors may be unable or un-
willing to contribute the contractually agreed-upon monies, thereby put-
ting the entire fund at risk.3! To obviate this possibility, lawyers have
devised a series of measures that make non-compliance painful.3? In fact,
in order to aid in this effort, the Delaware partnership law specifically pro-
vides an exception from the common law rule that contract remedies can-
not be punitive.33 In the case of a party’s failure to honor its capital
commitments, the contracts can be punitive—and they generally are. One
common remedy, for example, is the ability of a fund to redeem a non-
performing investor’s remaining interest at a fraction of its value.3* The
contracts also typically omit traditional “outs” intended to soften the risk
of future downturns, such as material adverse change clauses—provisions
that allow a party to withdraw from a pending deal upon the occurrence of
significant changes in the economy or other “acts of God.” Moreover, all
of these provisions are lengthy and detailed, and are drafted broadly so as
to be as ironclad as possible.

For the purposes of this Article, we therefore find in place prior to
2008 a set of detailed and largely uniform venture capital investment con-
tracts that combine periodic capital calls with stiff penalties for those who
do not honor their promised commitment. The stage would seem to be set
for a massive round of post-Lehman Brothers litigation over failures by
investors to answer capital calls.

Hedge Funds. Hedge funds, by contrast, face a different set of inves-
tor-related challenges. Unlike venture capital funds, they do not engage in
a single investment strategy.3> Instead, what unites them as a category

30. MERCER REPORT, supra note 20, at 11.
31. See PrivaTE EqQuiTty TERMS & CONDITIONS, supra note 21, at 50.

32. Id. at 50-51 (“Often, the remedies are intentionally harsh to discourage the possi-
bility of default to the fullest extent possible . . . .”).

33. DeL. Cope ANN. tit. 6, § 17-502(c) (2010) (“A partnership agreement may provide
that the interest of any partner who fails to make any contribution that he or she is obligated
to make shall be subject to specified penalties for, or specified consequences of, such fail-
ure.”); SCHELL, supra note 20, at § 9.04[4].

34. PrivaTe Eouity TErRMs & CoONDITIONS, supra note 21, at 50-51.

35.  See SEC HepGE Funp REPORT, supra note 19, at viii (“Hedge funds utilize a num-
ber of different investment styles and strategies and invest in a wide variety of financial in-
struments. Hedge funds invest in equity and fixed income securities, currencies, over-the-
counter derivatives, futures contracts and other assets.”).
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(aside from their uniform structure) is that they generally make invest-
ments that are relatively liquid and hence comparatively easy to exit.3¢
Again, in lay terms, they represent the day traders of the institutional in-
vestor world. Thus, to the extent that a hedge fund is able to quickly enter
and exit investment opportunities, it faces little risk when its pool of avail-
able capital grows or shrinks. It simply adjusts the size of its positions to
conform to its new level of resources. As a result, such funds can operate
in a manner not unlike that of a traditional bank account or money market
fund, with an investor being theoretically free to make additional contri-
butions, or withdraw some or all of her earnings and prior contributions, at
almost any time.

In this respect, the primary risk for hedge funds vis-a-vis their investors
is that the investors will seek to redeem their interests en masse, overly
frequently, or at inopportune times, such as during a temporary market
downturn. To deal with this risk, most hedge funds include an initial lock-
up period of one or two years during which no redemptions may be
made.3” Thereafter, redemptions are generally allowed only on fixed,
quarterly dates, and even then only upon reasonable advance notice.3®
Withdrawals are thus permitted but in a regulated manner so as to be
smooth and predictable. In fact, the structure of most hedge funds is such
that the real liquidity risk relating to the availability of funds is borne by
the investors. After all, it is the fund managers who control the cash, and
like anyone with a bird in the hand, they can always refuse to return it.

Adding to this risk for investors is the increased prevalence among
hedge funds of additional limits on withdrawal known as “gates.” Gates
are a relatively recent form of contractual provision that appear to come in
two forms. One allows the fund to limit the percentage that any investor
can redeem on any given redemption date. If the fund has a twenty-per-
cent gate, for example, no single investor is permitted to redeem more
than twenty percent of her capital at any one time.3® The other, more

36. Examples of common strategies include directional investing, event-driven invest-
ing, and various forms of price-discrepancy arbitrage. Id. at 33-36.

37. In fact, the once-traditional one-year lock-up was extended by many funds in the
face of regulation promulgated by the Securities and Exchange Commission in 2004 that
applied only to funds that permitted withdrawals within their first two years of operation.
See 1llig, supra note 17, at 279 n.239. Such regulation was struck down in 2006 by the U.S.
Court of Appeals for the District of Columbia Circuit, but initial lock-ups lasting more than
one year remain fairly common. See Goldstein v. Sec. & Exch. Comm’n, 451 F.3d 873, 877-
78, 880 (D.C. Cir. 2006) (holding that the SEC lacked authority to change the definition of
the term “adviser” when the definition was contained in a federal statute).

38. This is usually somewhere between thirty and ninety days, depending upon the
fund’s particular investment strategy and its bargaining power vis-a-vis its investors. See SEC
Hepce Funp REPORT, supra note 19, at ix.

39. See Jonathan Bevilacqua, Comment, Convergence and Divergence: Blurring the
Lines Between Hedge Funds and Private Equity Funds, 54 BUrr. L. Rev., 251, 263-64 (2006).
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severe form entitles fund managers to temporarily prohibit all redemp-
tions under a given set of theoretically infrequent circumstances.*°

Notably for purposes of this Article, however, gates appear to be used
mostly by the subset of hedge funds that mimic the illiquid investment
strategies most often associated with leveraged buyout funds.*! Thus, al-
though the existence of gates might insulate a small number of non-tradi-
tional hedge funds from accusations that their refusal to return investor
capital resulted in a contract breach, most traditional hedge funds that
prohibit withdrawals do so in violation of their contractual
commitments.*?

We therefore see a pre-2008 landscape where the majority of hedge
funds hold their investors’ monies subject to explicit contractual rights of
withdrawal. Should they decline to honor such requests, perhaps in order
to protect their capital during a crisis like that occurring in the months
following the collapse of Lehman Brothers, these hedge funds would ap-
pear to be in breach of their written contracts. Again, as was the case
among venture capital funds, the stage seems set for significant crash-re-
lated litigation.

C. The Breaches

Having now attained an understanding of the contractual relations that
predominated among private investment fund managers and their inves-
tors circa 2007, it is possible to study more closely the circumstances that
led to their apparent breach in 2008. Our goal is to uncover the particular
nature of the breaches and the responses of the injured parties.

40. See ScHELL, supra note 20, § 1.05[7]. Note that there is an internal logic to this
type of flexibility that is rooted in the managers’ fiduciary duties to all investors. For exam-
ple, many hedge funds make bets that securities markets tend to correct themselves, but such
corrections can take time to occur. Indeed, the market not infrequently moves in the oppo-
site direction—toward increased irrationality—before eventually correcting itself. See, e.g.,
Azam Ahmed, The Hunch, the Pounce and the Kill, N.Y. Times, May 27, 2012, at BU1. As a
result, this investment strategy requires patience and liquidity in order to be successful. Were
a minority of investors to request that a material amount of their capital be returned during a
period while markets were moving in the wrong direction, the result could be to force the
fund to liquidate their bet at the very worst moment, thereby creating losses for all investors.
The manager’s ability to temporarily suspend redemptions can therefore be seen as a safety
valve that allows them to protect non-redeeming limited partners from the effects of pan-
icked selling. Interview with Jamie Hague, Vice President, Millburn Ridgefield Corporation
(Aug. 10, 2010) (notes on file with the author).

41. See Stephanie Breslow & Paul S Gutman, Hedge Fund Investment in Private Eq-
uity, PLC Cross-BORDER PRIVATE Equity HanpBooOK 9, 12 (June 2005), http://www.srz.
com/files/News/dbel5ael-db3c-4b9a-95ea-7c5d55d5024b/Presentation/NewsAttachment/c0377
368-c9d2-4b70-9241-1c4d9b886749/ filesfilesARTICL E-Private Equity2005-06—Hedge FundIn
vestmentInPrivate Equity.pdf, Bevilacqua, supra note 39, at 253 (“In some cases, hedge fund
advisers are incorporating ‘side pockets,” ‘gates,” and ‘lock-ups’ to the funds that they man-
age. These fund terms facilitate illiquid investing, but blur the lines between the previously
well-defined structures of private equity funds and hedge funds.”).

42.  See Gregory Zuckerman, Hedge-Fund Investor Goal: An Exit Plan, WaLL St. J.,
Sept. 9, 2009, at C1.
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During the fall of 2008, in the months following the collapse of Leh-
man Brothers, private investment funds came under attack. Contempo-
rary news reports of the crisis followed a domino-like pattern, with the
collapse of Bear Stearns, IndyMac Bancorp, Fannie Mae, Freddie Mac,
Lehman Brothers, AIG, Washington Mutual, Wachovia, and others fol-
lowing one after another in rapid but staccato succession.*> This atmos-
phere of uncertainty created for investors a very immediate feeling of
foreboding. According to one senior banker at JPMorgan, “It was like
watching popcorn . . . . You didn’t know where it would pop next.”44

For a time, it was popular to imagine that the next shoe to fall was the
supposedly imminent collapse of the private investment fund industry.*
The problem was not that private investment funds were to blame for the
panic, nor that their balance sheets made them more likely to fail than
other financial institutions. Indeed, many prominent funds had bet against
the housing market and were poised to realize huge gains as a result of the
collapse of subprime mortgages.*® Rather, the broader concern lay in the
fact that the funds’ investors were themselves being squeezed, in many
cases from multiple directions at once.

First, many highly leveraged institutional investors had made unfortu-
nate bets on the direction of the mortgage industry and needed cash to
shore up their balance sheets in the face of growing losses.#” Thus, even if
they would have preferred to hold on to their private investment fund
shares, their holdings in hedge funds in particular represented a relatively
liquid asset that could theoretically be monetized at a time when nearly all

43.  See generally ANDREW Ross SorkiN, Too BiG To FaiL: THE INSIDE STORY OF
How WALL STREET AND WASHINGTON FOUGHT TO SAVE THE FINANCIAL SYSTEM—AND
THEMSELVES (2009).

44. RoGeER LoweNnsTEIN, THE EnD oF WALL STREET 98 (2010) (quoting an unnamed
source).

45.  As an interesting side story, it is worth noting that the financial press largely called
this one wrong. As September 30th approached—a common day for hedge funds to permit
quarterly redemptions—many commentators wondered aloud whether the market would be
hit by a sudden outflow of money from private investment funds. See, e.g., Louise Story,
Hedge Funds Are Bracing for Investors to Cash Out, N.Y. TiMEs, Sept. 29, 2008, at C1. In
fact, because most funds require thirty or more days’ notice for a redemption, and because
the collapse of Lehman Brothers had occurred inside of the applicable thirty-day window
leading up to September 30th, this date did not represent a systemic gut-check on the health
and future of private investment funds. Indeed, the entire market segment may have benefit-
ted from the luck of timing—the funds’ relative illiquidity for periods of less than ninety days
appears to have left many hedge funds largely intact during the worst days of the panic.

46. See generally MicHAEL LEwis, THE BIG SHORT: INSIDE THE DooMsDAY MACHINE
(2010).

47.  See, e.g., Daniel Golden, Cash Me If You Can, UpsTarRT BusiNess JOURNAL (Mar.
18 2009), http://upstart.bizjournals.com/executives/2009/03/18/David-Swensen-and-the-Yale-
Model.html; Saijel Kishan, Blue Mountain Freezes $3.1 Billon Credit Hedge Fund (Updatel),
BroomBErG.com (Nov. 3, 2008, 5:15 PM), http://www.bloomberg.com/apps/news?pid=
20601087 &sid=aKeoPtrgobNbU&refer=home (noting that the fund—which had “out-
performed the industry average by almost 10-fold this year”—was nevertheless deluged with
redemption requests due to “liquidity pressures” impacting the limited partners).
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of Wall Street was scrambling for cash. Whether these investments held
the promise of a long-term profit or loss, they represented a short-term
source of much-needed liquidity.

Second, because of accumulating losses in other portions of investors’
portfolios, the relative size of their private investment fund allocations had
grown as compared to their other holdings. Because the value of, say,
stocks and real estate was falling faster than the reported value of private
investment funds, the mix of securities held by many institutional investors
had shifted toward a higher proportion of such alternative investments.
This phenomenon is known within the industry as the “denominator ef-
fect.”48 In order to maintain their prior mix of investments, and thus re-
main in compliance with an amalgam of regulatory requirements and
internal policies mandating a particular mix, many institutional investors
needed to reduce their private investment fund commitments for the very
reason that such investments were accruing value (and hence growing in
size) as compared to the rest of their portfolio.*> They had to sell their
private investment fund shares, in other words, not because the shares
were losers but because, as compared to many other investments, they
were winners.

Finally, many investors in venture capital funds had followed a strategy
of purposefully over-committing themselves by promising to contribute
more money than they had available. Their assumption in doing so was
that, because the money would not be needed until an appropriate target
investment was identified sometime in the future, they could answer capi-
tal calls in a cyclical fashion using the profits they earned from prior in-
vestments to fund subsequent requests for cash.>® Thus, for example,
Duke University’s endowment found itself underwater in 2008 with re-
spect to its venture capital investments because it had not set aside enough
money to meet future capital calls. Rather, it had assumed that there was
no need to set aside any savings because its older venture capital invest-
ments were likely to mature ahead of schedule and so provide the liquidity
needed to fund subsequent capital calls issued by a second generation of

48. See Jonathan Keehner & Jason Kelly, Harvard-Led Sale of Private-Equity Stakes
Hits Values, BLoomBERG.coM (Dec. 1, 2008), http://www.bloomberg.com/apps/news?pid=
20601109&sid=azBqn85aRXE (“When the value of [liquid] holdings (the denominator) is
lower, the percentage of the overall pool devoted to private equity (the numerator) rises,
pushing the percentage of illiquid asset classes like private equity too high.”).

49. Sarah Lacy, College Endowments Deserting Venture Capital, BUSINESSWEEK, Nov.
24, 2008, at 32, available at http://www.businessweek.com/stories/2008-11-21/college-endow
ments-deserting-venture-capitalbusinessweek-business-news-stock-market-and-financial-ad-
vice (noting that university endowments at Harvard, Yale, Princeton, Columbia and Duke
were all being forced to reduce their exposure to venture capital because of “strict allocation
models that dictate how much of an investment portfolio goes to what asset class.”); Keehner
& Kelly, supra note 48. See also SEC HEDGE FunD REPORT, supra note 19, at 4-5 (describ-
ing the market benefits of including hedge fund securities as part of a larger portfolio of
investments).

50. Cash-Poor LPs Face Capital-Call Pressure, HEDGE Funp ALErT (Nov. 5, 2008),
http://www.hfalert.com/headlines.php?exact=1&hid=138041 &s=.
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funds.”' As the panic played out, however, many older funds found it un-
wise or impossible to pay out profits at the same rate as in the past—they
simply weren’t making enough money—while many newer funds called
their capital earlier than expected.>?

The result of this industry-wide capital squeeze, as it pertains to our
present inquiry, was twofold. In the case of venture capital funds, the
cream of the crop of the nation’s institutional investors began to rebuff
attempts by fund managers to call their committed capital.>> These in-
cluded not only prominent university endowments, such as those at
Harvard, Brown, Duke, Stanford, Chicago and UV A, but also well-known
private foundations such as the Carnegie Foundation.>* Even large pen-
sion funds like CalPERS, the colossal $200 billion California public pen-
sion plan that stands astride the industry, reneged on some of its
commitments.>>

In many cases, these cash-strapped investors proactively informed their
fund managers that they should not risk making upcoming capital calls
because CalPERS et al. would refuse to honor them.>® Understood as an
anticipatory repudiation of their contract obligations, such communica-
tions appeared to trigger preexisting enforcement clauses and give the
fund managers an immediate claim for total breach of contract.>” Rather
than sue, however, most of the fund managers chose instead to defer mak-
ing any further capital calls until some unknown date in the future when
their investors once again had monies to contribute. The result of this
restraint was to spare investors the embarrassment of having to formally
renege on their commitments.

Meanwhile, with respect to hedge funds, many fund managers in 2008
and 2009 instituted involuntary lock-up periods and refused to honor the
many redemption requests with which they were inundated.>® It was as if

51. Duke Shredding Fund Stake to Raise Cash, HEDGE FUND ALERT (Oct. 29, 2008),
http://www.hfalert.com/headlines.php?exact=1&hid=137918&s=duke+shedding.

52. Id

53. In arelated development, some large investors attempted to sell their limited part-
nership interests in the highly illiquid secondary market. See, e.g., Nathan Vardi, Did
Harvard Sell at the Bottom?, FOrRBEs.com (Oct. 26, 2009), http://www.forbes.com/2009/10/24/
harvard-university-endowment-business-wall-street-harvard.html. Generally, to do so would
have required the consent of the funds’ managers. See ScHELL, supra note 20, § 1.03[7].

54.  Cash-Poor LPs Face Capital-Call Pressure, supra note 50.

55.  Christopher Witkowsky, CalPERS: “Discussing” Capital Call Timings with GPs
“Not Unusual,” PRivaTE EQuiTy INTERNATIONAL (Nov. 21, 2008, 10:02 AM), http://www.
privateequityonline.com/Article.aspx?article=32420&hashID=F21794BBOD008603E09E1CD
728C76BB6C1584742.

56. Id.

57. FARNSWORTH, supra note 3, § 8.20, at 583 (“With the notable exception of Massa-
chusetts, courts have accepted the general rule that an anticipatory repudiation gives the
injured party an immediate claim to damages for total breach, in addition to discharging that
party’s remaining duties of performance.”) (citations omitted).

58.  See, e.g., Matthew Goldstein, Hedge Funds Frozen Shut, BUSINEsSsWEEK, Mar. 5,
2008, at 25, available at http://www.businessweek.com/stories/2008-03-04/hedge-funds-frozen-
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the hedge funds had become Depression-era banks experiencing a run. In
response, they closed their doors and declared themselves a holiday. Re-
demptions would be honored—assuming the market recovered and the
losses eventually recouped—but not in the near term.>® Comparatively
liquid investments in hedge funds had suddenly become illiquid and
uncertain.

Admittedly, a small minority of these hedge-fund lock-ups appear to
have been permitted, or in some cases mandated, by the terms of the in-
vestment contracts’ gating provisions. Most, however, were made without
clear contractual authority.®® Moreover, where hedge funds were relying
on previously negotiated gates, many contemporary industry observers be-
lieved that such reliance was unfounded and that the true purpose of the
gates was being subverted during a time of crisis.°! They claimed that, by
retaining investors’ money, the fund managers were able to continue
charging hefty management fees at a time when most financial players
were finding profits elusive.®> Both the curbs on redemption and the use
of gates therefore appear to have been in violation of at least the spirit,
and in many cases the letter, of the parties’ contractual language.

What we find, then, in the wake of the subprime mortgage meltdown,
was a situation where large numbers of venture capital fund managers and
hedge fund investors had cause to enforce their carefully crafted but

shut (reporting that at least twenty-four hedge funds had barred limited partners from with-
drawing their investments during the period November 2007 to March 2008); Katherine Bur-
ton, Deephaven Freezes Multistrategy Hedge Fund to Avoid Asset Sales, BLOOMBERG.COM
(Oct. 31, 2008, 12:01 AM), http://www.bloomberg.com/apps/news?pid=newsarchive&sid=
amUk8rPKk9VU&dbk; Robert Wenzel, Nobel Prize Winner Scholes Freezes His Hedge
Fund After Losses, EconomicPoLicYJoUurRNAL.com (Nov. 21, 2008), http://www.economic
policyjournal.com/2008/11/nobel-prize-winner-scholes-freezes-his.html. The redemption
squeeze also worked its way up to the various funds of funds that are themselves investment
pools that purchase shares in traditional private investment funds. Christine Williamson, Li-
quidity Problems Are Slowing Redemptions, PENsiONs AND INVESTMENTS, Oct. 5, 2009, at 1.

59. Meanwhile, funds like Ritchie Capital, which had seen its assets plunge from al-
most $4 billion to around $2 billon, took a middle ground and asked investors to vote on a
plan to modify their existing contracts and permit the fund to enact ex post a three-year gate.
Pulliam, supra note 8, at A10. Given the alternative—massive losses and a complete shutter-
ing of the fund—it is not surprising that investors approved the plan. Id. at A10.

60. Zuckerman, supra note 42, at C1-C2. See also Alistair Barr, Ore Hill Redeems
Itself with Man Group’s Help, MARKETWATCH, (June 9, 2010, 11:08 AM), http://www.
marketwatch.com/story/ore-hill-redeems-itself-with-man-groups-help-2010-06-09  (“While
[the imposition of lock-ups] prevented forced selling at the bottom of the market, some in-
vestors vowed never again to put money with the managers involved.”).

61. Gregory Zuckerman, Hedge Funds Make It Hard to Say Goodbye, WaLL St. J.,
Apr. 10, 2008, at D1, available at http://online.wsj.com/article/SB120779146932503651.html
(reporting on several billion-dollar hedge funds that restricted redemptions in March).

62. Alistair Barr, Hedge Funds Try to Hold Back Redemption Wave, MARKETWATCH
(Nov. 28, 2008), http://www.marketwatch.com/story/hedge-funds-try-to-hold-back-wave-of-
investor-redemptions?pagenumber=1 (citing anonymous industry insiders as observing that
“managers of these funds may be locking up investors’ money so they can keep collecting
fees to run their businesses . . . . Without longer lockups, managers would have to sell all the
assets and shut down.”).
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breached contracts. For the most part, however, they opted not to. The
dog didn’t bark.

D. The Control Group

In marked contrast to the absence of lawsuits among relational con-
tractors, the market for discrete contractors in the years following the col-
lapse of Lehman Brothers has been rife with litigation. The most obvious
evidence for this is the large number of foreclosures that were (and con-
tinue to be) instigated against homeowners who defaulted on their mort-
gages.®3 Certainly, we witness no hesitation on the part of banks to resort
to legal action in the face of widespread breach. And while the typical
American mortgage often lasts as long as thirty-years, giving it the superfi-
cial appearance of relationality, such a contract stands much closer to the
discrete end of Macneil’s spectrum. Once the loan documents are signed,
the ongoing relationship involves little more than a homeowner’s forward-
ing of a monthly check to a faceless post office box. Indeed, it is practi-
cally the norm in the twenty-first century for the originator of the loan to
promptly sell it upstream for packaging into some form of securitized (and
thus anonymous) debt obligation.®* Many observers blame the entire sub-
prime crisis on the degree to which personalized mortgage lending has
been replaced by an economy of discrete transactors.®>

Another area of frequent litigation involved investors who had pur-
chased securitized home mortgages in the belief that they represented se-
cure assets only to see their value plummet in the face of the slowdown in
home prices.°® Similar litigation also took place among investors in
money market funds who found that their supposedly super-safe invest-
ments were not as safe as they had believed.” And finally, of course,
Bernie Madoff’s massive Ponzi scheme, once it was discovered, led inevita-
bly to a massive tangle of litigation.°8 In each of these three cases, the

63. See, e.g., Jim Wilson, Foreclosures (2012 Robosigning and Mortgage Servicing Set-
tlement), N.Y. TiMmEs, http://topics.nytimes.com/top/reference/timestopics/subjects/f/foreclo
sures/index.html (last updated Apr. 2, 2012) (“All told, roughly four million families lost their
homes to foreclosure between the beginning of 2007 and early 2012.”).

64. Raymond H. Brescia, Capital in Chaos: The Subprime Mortgage Crisis and the So-
cial Capital Response, 56 CLEv. ST. L. Rev. 271, 289-91 (2008).

65. See, e.g., id. at 295 (“Instead of the traditional relationship, which involved a bor-
rower and a federally regulated lending institution, the new borrower and lender relationship
is often mediated by a mortgage broker with unclear loyalties.”).

66. See, e.g., Jonathan D. Glater, Financial Crisis Provides Fertile Ground for Boom in
Lawsuits, N.Y. Tmmes, Oct. 18, 2008, at B1; Gretchen Morgenson, Pools That Need Some
Sun, N.Y. Times, Mar. 21, 2010, at BU1.

67. See, e.g., Diana B. Henriques, Suit Claims Fund Gave a Heads Up, N.Y. TIMEs,
Sept. 23, 2008, at Cl1.

68. See, e.g., Graham Bowley & Peter Lattman, 1,000’s Cases Are Headed for Court as
Trustee Seeks Madoff Spoils, N.Y. Times, Dec. 13, 2010, at B1 (“With the final deadline for
litigation having passed at midnight on Saturday, at least 1,000 individual civil lawsuits will
now go forward to try to recover more than $50 billion for the victims of the global Ponzi
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litigants were either retail investors with no expectation of entering into a
long-term relational affiliation with their counter-parties, or an institu-
tional investor that for one or another reasons did not anticipate engaging
in future dealings with its former business partners.®®

Indeed, although much of the non-relational litigation involved retail
investors, there are anecdotal instances where large and sophisticated Wall
Street institutions resorted to legal action.”’® This occurred only after the
nature of their relational attachments was altered, however. The best ex-
ample of this phenomenon is Lehman Brothers, the firm whose demise
most directly gave rise to the crash itself. In the exception that proves the
rule, it brought suit against a number of former business partners, includ-
ing two Wall Street titans, Barclays and JPMorgan Chase, with whom it
had numerous, overlapping and long-term business arrangements.”!

At first glance, Lehman’s energetic resort to the legal system might
seem to disprove my primary factual claim in that the web of interwoven
trades that characterize the dealings between and among banks and invest-
ment banks like Lehman Brothers, Barclays and JPMorgan Chase appear
to be highly relational.”> However, the plaintiff in these cases was not
Lehman Brothers the Wall Street investment bank with an ongoing inter-
est in protecting its reputation with other major Wall Street players, but a
bankrupt Lehman Brothers operating under the protection of a court-
sponsored reorganization.”> As an essentially defunct entity whose pri-
mary business activity was to assemble its assets and pay its creditors, Leh-

scheme orchestrated by Bernard L. Madoff.”). See generally Diana B. HENRIQUES, THE
WizarD OF Lies: BERNIE MADOFF AND THE DEATH OF TrusT (2011).

69. See, e.g., Harold Brubaker, N.J. Suing Lehman Officials: The State, Which Wants to
Recoup Pension-Fund Losses Could Not File Against the Defunct Firm, PHILA. INQUIRER,
Mar. 18, 2009, at C1 (bankrupt Lehman Brothers as defendant); Glater, supra note 66, at B1;
Nelson D. Schwartz & Kevin Roose, U.S. Sues 17 Mortgage Institutions, N.Y. TimEs, Sept. 3,
2011, at B1 (US government as plaintiff); Louise Story & Gretchen Morgenson, A.I.G. Sues
Bank of America Over Mortgage Bonds, N.Y. TimEs, Aug. 8, 2011, at Al (taxpayer-con-
trolled A.L.G. as plaintiff).

70. See, e.g., Banks Said to Settle Suit over Mortgage Lender, N.Y. TimEs, Oct. 10, 2009,
at B2.

71.  See Michael J. de la Merced, Lehman’s Estate Is Suing Barclays Over Unit’s Sale,
N.Y. TivEes, Nov. 17, 2009, at B8 (seeking $5 billion in damages); Mike Spector & Susanne
Craig, Lehman Files Suit Versus J.P. Morgan—Bankruptcy Estate Claims Inside Knowledge
Used to Make Collateral Calls; Bank Calls It ‘Meritless’, WaLL St. J., May 27, 2010, at C3
(seeking $8.6 billion in damages). See also Julie Creswell, Lawyer’s for Lehman Are Seeking
Records from Hedge Funds and Goldman, N.Y. TiMEs, Sept. 1, 2010, at B4.

72.  See Alison M. Hashmall, After the Fall: A New Framework to Regulate “Too-Big-
To-Fail” Non-Bank Financial Institutions, 85 N.Y.U. L. Rev. 829, 836-39 (2010) (arguing that
the interconnectedness of modern banks and non-bank financial institutions creates systemic
risk for the entire economy).

73. See Andrew Ross Sorkin, Lehman Files for Bankruptcy; Merrill Is Sold, N.Y.
Timmes, Sept. 14, 2008, at Al. Consider, as well, lawsuits by and against A.I.G., the formerly
private insurance giant now controlled by taxpayers. See, e.g., Serena Ng & Carrick Mol-
lenkamp, Accusations Fly in a Faulty-Mortgage Lawsuit, WaLL St. J., Dec. 15, 2010, at C3
(describing a lawsuit filed against A.I.G.); Story & Morgenson, supra note 69, at Al (detail-
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man Brothers was the epitome of a non-relational contracting party.’4
And with little interest in the future of its relationships, it did exactly what
traditional contract theory would predict—it sought refuge in the legal sys-
tem in an attempt to realize its reasonable expectations regarding its short-
term business dealings.

Litigation was also ubiquitous within a corner of the private investment
fund industry itself—albeit one in which the dealings were much less rela-
tional than those existing between the fund managers and investors that
are the subject of this Article. According to research done by Steven Da-
vidoff, many private equity funds, a type of fund that specializes in lever-
aged and other buyouts, reneged on their pre-2008 promises to acquire
their target companies. Instead, when the time came to close the deal,
they claimed that the circumstances had changed and refused to pay the
agreed upon purchase price.”> Rather than forgive their defaulting
counter-parties, as did many hedge fund investors and venture capital fund
managers, the target companies in these expected leveraged buyouts for
the most part sued. Prominent cases involved such industry brand names
as Cerberus Capital, Providence Equity Partners, and even the famed
Blackstone Group.”®

Again, however, as with the example of the bankrupt Lehman Broth-
ers, we find that the litigation was commenced primarily by non-relational
contractors. According to Davidoff, the contracts that leveraged buyout
funds enter into with their targets constitute “short-term relational agree-
ment[s].””” Examined more closely, however, the contracts at issue appear
to have been much less relational than one might have assumed. In partic-
ular, because the deals had not yet been consummated when the breaches
occurred, any long-term relationship that was to have existed among the
parties had not yet begun. To analogize, the breaches represented not so
much a divorce ending years of marriage as the breaking off of a much-
anticipated engagement. Regrettable, surely, but not as wrenching to ex-
isting familial relations and patterns. In addition, the target companies
who initiated the litigation had anticipated making a once-in-a-lifetime

ing lawsuits brought by A.I.G. against Bank of America, Goldman Sachs, JPMorgan Chase,
and Deutsche Bank).

74.  Adam Davidson, Dead Bank Walking, N.Y. TiMES MAGAZINE, Sept. 16, 2012, at
16 (“Lehman Brothers is having a great year . . . . Except that Lehman’s sole objective is to
sell everything it owns so it can repay its lenders and disappear.”).

75. Davidoff, supra note 9, at 499-502, 510-11. Davidoff blames the failure of private
equity funds to complete these deals on a number of factors, among which was the presence
of certain contractual provisions that gave the funds both bargaining power and reputational
cover in a severely deteriorating market. For example, several deals included MAC clauses
that permitted the acquirer to exit the deal in the event of a material adverse change in
economic conditions. Id. at 500-01. Several others included a relatively new innovation—
reverse termination fees—that allowed acquirers to withdraw from a pending deal by paying
a predetermined fee (often about three percent of the acquisition price). Id. at 496-97, 499.

76. Id. at 502-10.
77. Id. at 531.
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sale. As such, they were not repeat players who needed to protect their
reputations in order to engage in multiple transactions within a particular
market sector over an extended period. Unlike their counter-parties, their
involvement in the world of private equity was a one-time affair.

The widespread presence of litigation within various non-relational
sectors of the post-crisis economy, including even a corner of the private
investment fund world, thus stands in stark contrast to the dearth of litiga-
tion to be found between private investment fund managers and investors.
Though similarly situated in terms of their economic context and the over-
all regulatory environment, many discrete transactors did resort to legal
remedies to secure their reasonable expectations. For those not involved
in relational affiliations, the insurance function of contract law, as pre-
dicted by traditional theory, appears to have held significant value.

E. The Results

We have now determined the contours of our natural experiment. The
market disruptions caused by the subprime mortgage crisis presented an
outside stimulus. Market participants, both discrete and relational, en-
tered into contracts before the crash that appear to have been breached
after the crash. But while most non-relational contractors sought to en-
force their rights by resort to the judicial system, at least one subset of
relational contractors did not.

The most interesting question that now presents itself is why the rela-
tional contractors entered into enforceable agreements ex ante if it was
foreseeable that they would never sue to enforce their rights in the event
of breach. For a rational economic actor, why contract if you know you
won’t sue?

Before moving on, however, we must first take a brief detour in this
Part II.LE and address an assumption that is built into this question. Inter-
preting the parties’ inaction as indicative of their preferences assumes that
their inaction was volitional. If, on the other hand, these players in the
private investment fund markets would have preferred to sue but were
somehow unable, then their preferences must remain hidden and it would
be overstepping the data to conclude that they did not fully value the en-
forcement function of contract law. Thus, we must first inquire into
whether the parties’ desire to sue was thwarted due to a lack of resources
or the impact of regulatory pressures, whether they preferred to act in
response to the breaches but in an extra-legal capacity, and whether 2008
was simply so anomalous as to have resulted in a suspension of the normal
rules of the game. Having assessed and then dismissed these possibilities,
we can safely conclude that it is the particular economic calculus faced by
relational contractors that led them to value their long-term relationships
more highly than their short-term losses. Only then, safe in the knowledge
that their inaction was indeed indicative of their preferences, can we ask
the more profound question—why contract if not to create enforceable
rights?
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Thwarted Desire to Sue. 1t is possible that the results of the natural
experiment—a dearth of lawsuits among relational contractors as com-
pared to discrete contractors—may best be explained by a finding that all
of the parties crafted their agreements with the intention of enforcing
them, but that, when the breaches occurred, only the relational contractors
found they lacked the resources or sophistication to gain access to the
courts. Alternatively, the relational contractors may have preferred to sue
but been subject to outside pressures from regulators or others that lim-
ited their ability to behave in the manner they desired. For one or another
reasons, their silence in the face of breach may have been, on some level,
involuntary.

Such a possibility is highly unlikely, however, given our choice of sub-
jects. The world of private investment funds simply does not easily yield
to a narrative of imbalances of power or informational asymmetries—at
least not with the fund managers on the losing end. In the first place,
private investment fund managers and investors represent the elite of the
financial world. Even as the nation’s economy struggled to recover from
the collapse of its credit markets, the twenty-five highest paid hedge fund
managers of 2009 took home an average of over $1 billion in compensa-
tion.”® Meanwhile, private investment fund investors are often prohibited
from investing in even the smallest funds unless they satisfy the Invest-
ment Company Act’s test for “qualified purchasers.””® To satisfy this test,
investors who are natural persons must maintain a portfolio valued at $5
million, while entities must have portfolios in excess of $25 million.80
Moreover, many funds require such large commitments as to make trifling
even this level of wealth.8!

Thus, given the extent of their resources, as well as the market savvy
that seems likely to accompany such wealth, it appears highly doubtful
that the failure of private investment fund managers and investors to sue
can be attributed to some infirmity affecting them more severely than
those market participants who did in fact opt to sue. If they didn’t litigate,

78. The overall winner, David Tepper of Appaloosa Management, netted in excess of
$4 billion. Nelson D. Schwatz & Louise Story, Pay of Hedge Fund Managers Roared Back
Last Year, N.Y. Times, March 31, 2010, at C1 (recounting data compiled by AR+Alpha, a
widely read industry newsletter). By comparison, H. Lawrence Culp, Jr., the Danaher chief
identified by Forbes magazine as the nation’s highest paid executive, brought home just over
$140 million. Scott DeCarlo, What the Boss Makes, ForBEs.com (Apr. 28, 2010 6:00 PM),
http://www.forbes.com/2010/04/27/compensation-chief-executive-salary-leadership-boss-10-
ceo-compensation-intro.html. Even this comparatively paltry sum is misleadingly large, how-
ever, given that most of Culp’s compensation came from the vesting of stock options, which
take several years to accrue.

79. See SEC HEpGE FunDp REPORT, supra note 19, at 68-70.

80. 15 U.S.C. § 80a-2(a)(51)(A) (2012). Smaller funds organized pursuant to Invest-
ment Company Act Section 3(c)(1) can be opened to up to 100 non-Qualified Purchasers but
still are generally limited to “accredited investors.” See SEC HEDGE Funp REPORT, supra
note 19, at 11-15.

81. Illig, supra note 17, at 288-92.
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it probably wasn’t because they were less able to do so than their non-
relational contract parties.

As regards the possibility that the fund managers and investors were
operating under the burden of regulation and so were not able to act
freely, we can again discount this likelihood based on the nature of the
industry. Because they cater to wealthy and institutional investors—
whom Congress and the Securities Exchange Commission generally as-
sume to be capable of protecting themselves—private investment funds
are free from most disclosure and other securities law obligations.?? In-
deed, so long as they accept contributions only from wealthy investors, the
funds operate in something approaching a regulatory vacuum. It would
appear, then, that there is little risk that their passivity in the face of
counterparty breach was the result of a lesser store of free will than ex-
isted in the marketplace generally. Had the fund managers or investors
wanted to sue, the regulatory environment would not have thwarted their
desire.

Preference for Extra-Legal Enforcement Mechanisms. A second pos-
sibility is that the near absence of post-2008 lawsuits among relational con-
tractors could be explained by a preference for extra-legal problem
solving. The parties may have genuinely desired to press their rights and
resolve their disputes, but via a mechanism other than the American judi-
cial system.

In her paper on the diamond industry’s preference for out-of-court dis-
pute resolution, for example, Lisa Bernstein argues that an industry seg-
ment will tend to develop extra-legal norms in situations where contract
rem