
 

 

 

  



Antecedents 

The illusion of wealth 
 

After 1930’s crisis, the American government establishes a law which fairly regulates 

the financial industry.  This law is known as the “Glass-Steagall Act”. The main goal of 

this legal enterprise is to establish a clear and indisputable limit between investment 

banks and commercial banks. It’s good to remember that this law was established in 

1933, in the great depression times. Banks choose then between these two categories. 

Lehman Brothers ends its bank activities, remaining only one security house. Other 

banks like J.P. Morgan and Co. choose commercial bank. This entity’s leaders are quite 

unhappy about this choice, leave the establishment, and create the investment bank 

Morgan Stanley. This law is severely criticized by many American bankers and 

politicians, but remains effective until the 1980’s. 

 But, it’s Ronald Reagan’s government that truly set considerable financial 

deregulation politics. The term of “Reagonomics” refers to the politics promoted by the 

American president Ronald Reagan in the economic aspect. The four pillars of this 

policy were to reduce the growth of government spending, then reduce income taxes 

and capital gains taxes, also reduce the regulation of the economy and finally control 

money supply to reduce inflation. This policy made a difference between Reagan and 

his predecessors. Some “Reagonomics” were inspired by the great liberal Milton 

Friedman, who joined the economic committee of Reagan’s Administration, after 

participating in the electoral campaign.  This proclivity is followed under George H. 

Bush’s presidency. It was only until Clinton’s administration that this law was abolished 

in 1999, throughout the “Financial Services Modernization Act”. It had as a 

consequence, some issues: The “Financial Services Modernization Act” is an American 

law voted by the Congress, which had a majority of republicans, and promulgated by 

Clinton’s administration on November the 12th, 1999. It sets universal bank services, 

which includes commercial banks, investment banks and insurance companies. The 



vote of this act has been the subject of intense lobbying from the banks to allow the 

fusion between Citibank and the insurance company Traveler’s Group, in order to 

create the conglomerate Citigroup, one of the most important financial service groups of 

the world. 

 

It’s thanks to the “Financial Services Modernization Act” that the American banks start 

making more and more hazardous investments using the households’ money. 

Speculation becomes very important in Wall Street; a clear example of it, is the Internet 

Bubble. This speculative bubble makes the value of technological sector stocks 

increase in an 

extraordinary 

way.  The 

NASDAQ’s 

apogee was 

reached on March 

the 10th 2000 

with 5132.52 

points, loads of 

profits, billions of 

dollars, a never-

reached before event. This 

bubble is the main cause of the stock market crisis in 2001 even though the terrorist 

attacks of 9-11 had a lot of influence in it. In 2001, the “Federal Reserve” (FED) dropped 

the key interest rate to 1,75% in an attempt to boost the consumption. This last policy is 

successful: the cheap credits become a sensation in the American middle-class. It’s in 

the real-estate sector that this “cheap credits” will become a problem.  

 

 

The evolution of the NASDAQ’s average between 1994 and 2004. 

 



 

 

Access to credits creates a new speculative bubble in the real-estate sector, that’s 

how the concept of “subprime credits” appears. These credits specially aim the 

borrowers who doesn’t have enough guarantee to make benefit of this money. In 

America it’s about a mortgage credit which takes the client’s house as a guarantee in 

case of payment issues. Besides an extremely low and variable rate, the credits are 

rechargeable. This provokes a huge debt from the Americans middle-class. The 

purchase of properties is supported by George W. Bush’s administration, who says that 

owning a beautiful house makes part of the American dream. This bubble is also 

supported by the gamble that real-estate prices could only grow.  

With a mortgage over the property bought, and American real-estate’s prices always 

growing, the smallest error made from the borrower is supposed to be compensated by 

the sale of the good mortgaged. This logic is applied by the American banks that indebt 

themselves in order to give more credits. This is known in the US as leverage, for 

example: the investment bank Lehman Brothers borrowed 44 dollars for every 1 dollar it 

had.  

This strategy optimizes profit during the bubble. Lehman decides to entirely enjoy the 

subprime. In fact, that’s when the bank obtains five mortgage lenders, including 

subprime lenders BNC Mortgage and Aurora Loan Services. Results are amazing; 

gains coming from the Lehman Brothers’ real-estate sector grow 56% between 2004 

and 2006.  The company makes in mortgage 146 billion dollars in 2006, that’s a 10% 

increase compared to 2005. Lehman announces benefits record between 2005 and 

2007. The price of the Lehman Brothers’ stocks reaches 86,18 dollars per action in 

February 2007, a whole new record. 

 

 



The end of a dream 
 

Unfortunately, the bullet market doesn’t last forever; the Federal Reserve increased 

the rate from 1% in 2004 to more than 5% in 2006 so they could considerate the 

inflation’s progression and the American growth. The loan’s financial cost increased too 

much. A growing number of households couldn’t afford it anymore; moreover the 

number of house owners was at the top with 70% of American households who owned 

a house in 2004. That’s how payment issues increased extraordinarily. Plus, the 

properties construction average declined of 40% in 2006. In summer 2007, the rate of 

non-repayment over subprime credits was more than 15%, against 5% for the whole 

mortgage credits during the same period in USA, and that number had been record 

since1986.  End of August 2007, over one million borrowers lose their properties. That 

provokes the fall of the American real-estate market as the offer is superior to the 

demand. Even with those obvious problems the Lehman Brothers keep working hard 

with the real-estate market, in fact, the bank is the one which gives more capitals, as 

Lehman possesses a portfolio of about 85 billion dollars in the whole sector. Many 

financial subprime lenders went bankrupt, including the well-known company New 

Century financial. 

On March the 17th 2008, after the Bear Stearns’s half bankruptcy, who owns the 

second real-estate portfolio, the Lehman’s stocks drop 48% in New York. Bear Stearns, 

the fifth American investment bank, is finally saved thanks to J.P. Morgan who buys it 

back with 2 dollars per stock with the government’s help. This bank is the third Wall 

Street giant, after Fanny May and Freddie Mac, which received the government’s 

financial assistance in order to avoid its total bankruptcy. After this event, Secretary of 

the Treasury, Hank Paulson, contacted the Lehman Brothers’ president, Richard Fuld, a 

Wall Street veteran who went thru other financial crisis with his bank. Secretary 

Paulson, who used to be Goldman Sachs’s CEO, worried about Lehman Brothers, more 

particularly about Fuld’s attitude. Richard Fuld considered that his bank didn’t need 

more monetary liquidity; he assumed that the institution was solid enough and even if it 

was endangered, the FED would save it.   



Actual situation 

A full-out crisis 

During 2008, Lehman Brothers had troubles: the bank lost its capitals too fast. The 

Hedge Funds, who were actually working with Lehman Brothers, took out their money. 

Numerous clients lost their trust in them. An analysis done by Moody’s concluded that, if 

Lehman wasn’t taken care of by a strategic partner, they could probably go bankrupt. 

Despite all of this, Richard Fuld refuses to be bought back by J.E. Roberts, National 

Bank of Korean, between others. 

The lack of reaction coming from the Lehman’s director becomes noticeable in the 

week-end of September 12th, 13th and 14th 2008. It’s throughout this week-end that the 

Lehman Brothers make their last battle. Hank Paulson convokes all the presidents of 

Wall Street’s biggest banks, to an urgent meeting at the FED in New York. Ironically, 

there was only one Chief Executive Officer missing, and it was Lehman Brothers’ 

Richard Fuld. Hank Paulson and Timathy Geithner, FED’s president, clearly expressed 

their wish which was the private sector solution. They wanted a solution for the public 

sector, and had enough of those public sectors last-minute rescue plans.    

There are two possible buyers: in one hand there’s the British bank Barclays, and in 

another hand there’s the American one, Bank of America. Everything seems to be 

solvable for Lehman as Bank of American owns enough monetary liquidity and has the 

resolution to buy Lehman Brothers. 

 The first idea is promptly cancelled as the acquisition of these toxic debts would take 

too much time. Therefore, there’s But there’s an inconvenient, the investment bank 

Merril Lynch, whose president John Thain participated to the FED meeting, also has 

financial difficulties. In fact, it’s said that this last investment bank will break in a week if 

it doesn’t fusion with another bank. Following capitalism’s wild and rude rules, John 

Thain tries to negotiate with Bank of America’s general director, Greg Curl. The 



purchase of Merril Lynch by Bank of America is conferred by 29 dollars per stock; this 

last achievement leaves Barclays as the only potential buyer left in the market. 

Lehman’s direction starts getting worried, and many contracts are being prepared by 

the bank’s lawyers. Finally, on September the 14th 2008, British and Americans end up 

right with their negotiations, and Lehman is saved. Unfortunately there’s one last thing 

left: The British regulator’s authorization, which they decide not to give. With no buyer 

left in the market, the fourth biggest investment bank in the US, and one of the most 

powerful bank in the world with goods valuable at 670 billion dollars, goes bankrupt. It’s 

the biggest bankruptcy in the History. The consequences of this bankruptcy over the 

stock market and all financial market on a global scale will be deeply felt. 

Following this incredible bankruptcy, numerous firms started to take off their money 

from other investment banks, and the Dow Jones falls. With little monetary liquidity left, 

the American banks stop providing money to households and companies. Quickly, the 

companies can’t afford their day-a-day transactions anymore. Among the most affected 

ones, we can find McDonald’s and General Electric. Furthermore, the downswing of the 

number of loans given to the middle-class, added to a growing unemployment rate, 

made the households’ consumption decrease enormously.     

More than they can handle 

It’s clear that this crisis isn’t just financial anymore, it’s equally an economic crisis. No 

sector in the whole American economy, which represents a quarter of the global GDP 

(15 trillion dollars), escapes from the crisis. In addition to that, the unbelievable increase 

of the oil prices: it reaches its maximum in 2008 with 147 dollars per barrel. The US 

financial institutions urgently need capital. Some banks manage to find their own private 

investors, like Goldmen Sach, who receives over 10 milliard dollars from Berkshire 

Hatheway, the Warren Buffet Company and the Morgan Stanly who get 9 milliard 

dollars from the Japanese bank Mitsubishi.    

Despite all these efforts, the private capitals don’t get fast enough to the companies, 

the credit market is completely frozen, the whole financial system and therefore the 



American economy, are just about to collapse. Desperate, Hank Paulson and his team 

at the FED, start to seriously consider an urgent intervention directly from the Treasury 

Department. They suggest two initiatives: the acquisition of toxic debts by the State, and 

the introduction of public capital into private banks. The first idea is promptly cancelled 

as the acquisition of these toxic debts would take too much time. Therefore, there’s only 

the public capital insertion left. Paulson contacts the United States Congress. The 

Secretary of the Treasury asks the government for 700 billion dollars, this request is 

known as the “Troubled Assets Relief Program” (TARP). This money aims to get Wall 

Street back in order, and above all, to allow the companies and households to borrow 

again. After several debates, the Congress grants the funds to Paulson. The 700 billion 

dollars’ first part was distributed like this: the biggest conglomerates like Citigroup and 

J.P. Morgan Chase and Co., receive 25 billion dollars each one; the main investment 

banks like Morgan Stanly and Goldman Sachs obtain 10 billion for each; and finally 

between 2 and 5 billion dollars are given to the smaller commercial banks like Wells 

Fargo and New York Mellon Bank. Moreover, the giant of insurance American 

International Group (AIG) also acquires 85 billion dollars. 

 

  



Objectives  

 The objectives are clear. During these 3 days we must arrive to a final solution that 

may allow Lehman Brothers to recover from its current state. Should this not be done, 

then it will be certainly impossible to assure the health or our economy, and the looses 

that would occur in this eventual situation may surpass those of the 1929. This must not 

be allowed and evaded at all costs. 

  


