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Introduction

In the annals of financial history, few stories are as dramatic, as transformative, and as controversial as the rise of

junk bonds in the 1980s. At the heart of this seismic shift stood Drexel Burnham Lambert, a boutique investment

bank that redefined corporate finance, leveraged buyouts, and the very notion of risk. This article delves into the

inside story of Drexel Burnham, the predators ball that orchestrated the junk bond revolution, and the man who

staked them—the visionary investor whose daring bets reshaped markets. By exploring the rise of the junk bond

raiders and the intricate web of personalities, strategies, and regulatory challenges that defined the era, we

illuminate how a handful of audacious financiers turned high yield debt into a catalyst for corporate growth and,
paradoxically, a source of systemic risk.

Background: The Rise of Junk Bonds

Junk bonds, also known as high vyield or speculative grade bonds, emerged as a response to the restrictive credit
environment of the late 1970s and early 1980s. Traditional banks were hesitant to lend to companies with weak
credit ratings, creating a funding vacuum for firms seeking capital for expansion, acquisitions, or restructuring. This
void provided fertile ground for a new class of financial instruments that promised higher returns in exchange for
elevated risk.

Prior to the junk bond boom, corporate financing primarily relied on bank loans and investment grade bonds. The
regulatory framework, especially the Glass Steagall Act, enforced a strict separation between commercial banking
and securities underwriting. However, the 1980s ushered in a wave of deregulation—most notably the Depository

Institutions Deregulation and Monetary Control Act of 1980 and the Garn St. Germain Depository Institutions Act of
1982—easing the constraints on banks and paving the way for innovative financing solutions.

It was within this dynamic backdrop that Drexel Burnham Lambert, under the leadership of Michael Milken,
pioneered the junk bond market, creating a new avenue for corporate debt financing that would become a
cornerstone of the leveraged buyout (LBO) boom.

Drexel Burnham's Role in the Junk Bond Revolution

Drexel Burnham Lambert, founded in 1896, had long been a respected investment bank. Yet by the early 1980s,
the firm was seeking a new edge in a rapidly changing financial landscape. The breakthrough came with Michael
Milken, a young and ambitious analyst who recognized the untapped potential of high yield debt.

Milken’s vision was simple yet radical: “If we could find companies that were undervalued or undercapitalized, we
could offer them a higher yield than what traditional banks were willing to provide, and in return, we could capture a
larger share of the market.” This philosophy laid the foundation for what would become the junk bond market's
explosive growth.



Drexel's strategic moves included:

¢ Innovative Syndication: Drexel pioneered syndication techniques that allowed multiple investors to share the
risk of high yield bonds, reducing individual exposure.

¢ Marketing and Distribution: The firm developed aggressive marketing campaigns targeting institutional
investors, pension funds, and hedge funds, positioning junk bonds as attractive high return assets.

¢ Risk Assessment Models: Drexel invested heavily in proprietary models that evaluated credit risk and
projected future cash flows, enabling more accurate pricing of speculative debt.

These innovations positioned Drexel Burnham as the leading issuer and underwriter of junk bonds, earning the firm
a reputation as the “predators ball” that dominated the high yield market.

Key Players: The Predators Ball, The Junk Bond Raiders, and the Man Who
Staked Them

The junk bond era was defined not only by financial instruments but also by the personalities who wielded them.
The term “predators ball” refers to the collective of financiers who aggressively pursued high yield debt
opportunities, often pushing the limits of regulatory oversight.

At the center of this group were:

1. Michael Milken: Often dubbed the “junk bond king,” Milken’s aggressive underwriting and risk taking style
propelled Drexel to unprecedented heights.

2. James Buchanan: A senior Drexel partner who focused on structuring complex LBO deals, Buchanan
became a key architect of the leveraged buyout boom.

3. John G. Stankey: Though more known for his later role at Citigroup, Stankey’s early involvement in junk bond
syndication helped shape the market's growth trajectory.

These individuals were complemented by a cadre of investors who staked significant capital on high yield bonds.
Among them was a visionary investor whose strategic bets on speculative debt helped cement the junk bond
market’s dominance. This investor, often referred to as “the man who staked them,” was a shrewd operator who
understood the interplay between market timing, credit risk, and regulatory shifts.

The Inside Story of Drexel Burnham

Early Days and Founding

Drexel Burnham Lambert’s origins trace back to the partnership between Drexel &amp; Co. and Burnham &amp;
Co. in the late 19th century. The firm grew steadily, focusing on underwriting, trading, and advisory services. By the
1970s, Drexel had established a solid presence in the bond market, but it was the arrival of Michael Milken in 1977
that would change its trajectory.

Strategic Moves and Market Innovations

Milken’s early work involved identifying undervalued corporate bonds and restructuring them into higher yield
instruments. He introduced the concept of “junk bonds” to the market, offering yields that far exceeded those of
investment grade debt. Milken’s approach was built on three pillars:

¢ Credit Analysis: Rigorous assessment of a company’s financial health, debt structure, and cash flow
projections.

 Risk Diversification: Syndicating bonds across a wide range of investors to spread risk.

¢ Regulatory Navigation: Leveraging regulatory changes to minimize compliance costs and maximize



profitability.

These pillars enabled Drexel to become the leading issuer of junk bonds, accounting for more than 60% of all
high yield debt issued in the 1980s.

Notable Deals and Market Impact

Drexel's influence extended beyond bond issuance. The firm facilitated several landmark deals, including:

1. RJR Nabisco (1988): Although Drexel was not the lead underwriter, its junk bond syndication played a crucial
role in financing the leveraged buyout.

2. American Motors Corporation (1985): Drexel’s high yield debt helped AMO restructure its debt and pursue
strategic acquisitions.

3. Tyco International (1986): Drexel's underwriting of junk bonds enabled Tyco to expand rapidly through
acquisitions and internal growth.

These deals illustrated how junk bonds could be used not only for refinancing but also as a vehicle for corporate
expansion and restructuring.

Rise of the Junk Bond Raiders

Market Dynamics and the 1980s Boom

The junk bond market’s rapid expansion was fueled by several macroeconomic factors:

e Low Interest Rates: The Federal Reserve's accommodative stance in the early 1980s lowered borrowing
costs, making high yield debt more attractive.

e Corporate Debt Appetite: Companies sought alternative financing options to bank loans, especially for
leveraged buyouts.

 Investor Demand: Institutional investors, such as pension funds and mutual funds, were looking for higher
yields to meet their liability obligations.

These dynamics created a perfect storm that amplified the junk bond market'’s reach.

Key Figures and Their Strategies

Beyond Drexel’s internal leadership, other financial institutions and investors played pivotal roles:
1. Goldman Sachs: The firm began underwriting junk bonds in the early 1980s, diversifying its revenue streams.
2. J.P. Morgan: Leveraged its extensive client base to distribute high yield debt.

3. Warren Buffett: Though primarily known for value investing, Buffett's Berkshire Hathaway invested heavily in
junk bonds during the 1980s, capitalizing on high yields.

These players employed various strategies, from aggressive syndication to risk shifting techniques that allowed

them to capture significant market share.

Regulatory Challenges and Ethical Debates

The junk bond boom was not without controversy. Critics argued that the high yield market encouraged excessive
leverage and corporate risk-taking. Regulatory bodies, including the Securities and Exchange Commission (SEC),
scrutinized the industry for potential conflicts of interest, insider trading, and market manipulation.

Key regulatory events included:

e SEC Investigations: In 1988, the SEC launched investigations into insider trading allegations against Drexel
and its executives.



e The 1988 “Wall Street” Reforms: Proposed changes aimed at tightening disclosure requirements and curbing
speculative practices.

e The 1989 Corporate Governance Amendments: These amendments sought to improve board oversight and
protect minority shareholders in leveraged buyouts.

These regulatory actions highlighted the delicate balance between fostering innovation and protecting market

integrity.

The Man Who Staked Them: The
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