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Abstract

This thesis seeks to explainme US Government’s role in the bankruptcy of Lehma
Brothers in September 2008. It asks why Lehmamdidind a solution in the market
before it was too late, and why the Governmenindidbail Lehman out. The
empirical account suggests that Lehman could hawed a solution if this was its
preference, and that the government did indeedjteoto the official explanation,
have the power to rescue Lehman from bankruptcg.tibsis’ stylized game
theoretical analysis shows that the Governmeniscehof policy, displayed in how it
dealt with events preceding Lehman’s failure, pded Lehman with incentives not to
find a market solution, which eventually resulted.ehman filing for bankruptcy —
the biggest in history sending shockwaves arouactttire world. The analysis
further shows that the Government’s approach tefbable to credibly deter
systemically important financial institutions frar@ying on a government sponsored
safety net, which in the case of Lehman Brothetddethe sub-optimal outcome of
bankruptcy.
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1 Introduction
Early in the morning Monday the ®f September 2008 Lehman Brothers,

America’s fourth largest investment bank employjut under 26,000 people,
declared bankruptcy in what would become the biggaskruptcy filing in history.
At this time, the bank had more than $613 billiordebt (United States Bankruptcy
Court 2008) and was borrowing over $20 per $1viested (Lehman Brothers 2008).
The demise of Lehman Brothers sparked the bigdestesup on Wall Street in

decades and sent shockwaves around the entire.world

There has been a big debate in the media and aetamgpmic and political
commentators about how significant Lehman Brothéeshise was in worsening the
current financial crisis. As Professor of Econonat$tanford University John B.
Taylor (2008: 15) put it, “Many commentators havgueed that the reason for the
worsening of the crisis was the decision by the. ld&vernment (more specifically
the Treasury and the Federal Reserve) not to ieerto prevent the bankruptcy of
Lehman Brothers over the weekend of September d3.4h The debate over the
significance of Lehman Brothers’ bankruptcy for ttealth of the overall economy
and whether or not government intervention shoalkeltaken place continues with
undiminished strength today, one year after Lehsibahkruptcy filing. The demise
of Lehman Brothers and its consequences for thandiSylobal economy is also

central to the regulatory debate that has emergétki midst of the financial crisis.

My task in this thesis is not to add to the delostevhether or not Lehman Brothers’
collapse contributed to aggravating the finanaiais. The fact that there is so much
dispute about the topic, and the mere chance traintervention did indeed lead to a
prolonged disruption of the financial markets, vemisig the prospects for the real
economy, is sufficient to call for further researeljarding the reasomgy
government intervention was not offered to prewkatbankruptcy of Lehman
Brothers, and why Lehman Brothers did not manadmtba solution to its problems

before it was too late.

! Lehman reported a gross leverage (total assetedivy total stockholders’ equity) of 21.1 in thei
3 quarterly report of 2008, down from a high of 3ih February the same year (Lehman Brothers
2008a).



The two interrelated puzzles that will be centeaitis thesis are that Lehman
Brothers had ample time to find a solution in tbenf of either a merger with another
company or a sale, yet the result was bankruptieg.second puzzle is that the
government did not step in to rescue Lehman fronkhagptcy after having bailed out
Bear Stearns, a smaller investment bank, six maghger. | will in this thesis claim
that after the bailout of Bear Stearns, Lehman iBns had reason to expect the same

treatment if they should encounter difficultiesgacdizing their continued existence.

There is reason to believe that Lehman’s percemtiavhat the government’s
preferences were if Lehman should come to the veirgankruptcy had a serious
impact on its reluctance to find a solution befibreas too late. The explanation most
prominent among analysts and reporters as to wblyaRil Fuld, the chief executive
officer of Lehman Brothers, was not able to finsibdution for Lehman, is that he
overvalued the company and failed to realize thversy of the situation facing
Lehman; Fuld was overplaying his hand, and doitgatslowly (McDonald and
Robinson 2009, Wessel 2009). Asithy Fuld overvalued the company, the reason
commonly given is that he had worked there forltmg, was not up to date on the
newest developments of modern finance, and thiaepehimself isolated, receiving
all his information through a small number of peoplwill attempt to demonstrate in
this thesis that counter to this explanation theegoment’s choice of policy provided

Fuld with an incentive to drag his feet.

In this thesis | argue that first, it is possiliattFuld was in fact able to sell Lehman
Brothers; the absence of a deal was due to Fufdrpireg otherwise. Second, Fuld’s
reason for not wanting to seal a deal may have tiedrhe anticipated a government
bailout at the end of the road should Lehman déefaat that this expectation was
justified. Third, the incentive not to sell stemnfeaim the insecurity generated by the
policy of constructive ambiguity chosen by the goweent.

My main argument will be that the policy of constiiue ambiguity, where the
government abstains from providing a clear mesaage what criteria guides its
provision of bailouts and what will be the eventtgaims, worked counter to its

intentions and contributed to a bankruptcy thalddave been avoided. In order to



demonstrate this, | will perform an empirical catady of the events that occurred

around the demise of Lehman Brothers utilizing gaineery.

Analyzing the demise of Lehman Brothers sheds lghtmany of the central
questions that remain unanswered after the bandyrgbtthe investment bank: Why
did the US Government rescue Bear Stearns, Fanaé& Feddie Mac and American
International Group (AIG), but not Lehman Brotheks®v does government policy
influence the incentives of financial institutions2here reason to update our beliefs
regarding constructive ambiguity as a policy opfionregulators facing financial

institutions in distress?

The following chapter gives an empirical accounthaf six months preceding
Lehman Brothers’ bankruptcy. Chapters 3 and 4 ptdabe theoretical rationale for
and against government intervention in order touedinancial institutions from
failure, and the options available for the governtie intervening. Chapter 5 gives
an account of the choice of method and discussem#thodological issues of
relevance for this study. Chapter 6 analyzes ttezantion between Lehman Brothers
and the government by utilizing game theory, araptér 7 provides a discussion of

the results from the analysis before | round ugwdme concluding remarks.

2 Six months leading up to a fateful weekend

In this chapter | will give a brief introduction tbe events on Wall Street during the
months leading up to Lehman’s bankruptcy, and imately after. Wall Street, as
well as the financial markets around the world, eggeriencing unprecedented
turmoil during the period in question. This chaptdt elaborate on the events
unfolding from the shotgun marriage of Bear Steavitls JP Morgan Chase in March
2008 through the demise of Lehman Brothers in $eipée the same year. But first of

all, what was Lehman Brothers?



2.1 Lehman Brothers

Lehman Brothers was an investment bank originatgldished in 1850 which had its
main office in New York. Being an investment batilgperated somewhat differently
from what we associate with traditional bankingn@eercial banks are what we most
often think about when we hear the word “bank” esthare the institutions that take
deposits from customers and lend out money to sopewishing to buy a home or a
car, or a company wanting to expand (Lott 2007 n@ercial banks are heavily
regulated, and are subject to the Federal Depusitrdnce Corporation (FDIC) which
guarantees all deposits up to a certain amounipfteamily increased from $100,000
to $250,000 through 2009). Commercial banks typiaile long term loans, the
amount and interest rate of which is derived franassessment of the client’s

creditworthiness.

Investment banks operate somewhat differently.rvestment bank does not take
deposits, and acts mainly as a broker for stoaksgd$é and securities. However, a
company can still go to an investment bank seeltelg capital. What happens then is
that the investment bank assists the company smgacapital in the market by
searching for an investor willing to put up capftal the client wishing to borrow

(Lott 2007). In practice, the investment bank ishis case selling debt for its client.
Thus it has no direct exposure to the client raising capital for; the investment bank
deals mostly in papers. Investment banks are resglilay the Securities & Exchange
Commission (SEC).

Having established what separates investment barfitom commercial banking and
what characterized Lehman’s business, we can exghterevents that occurred during

the months leading up to Lehman’s demise.

Lehman Brothers narrowly survived a fallout in Mag&008 (Brunnermeier 2009),
whereas Bear Stearns, Wall Street’s fifth largeststment bank had been acquired
by its rival JP Morgan Chase. Lehman Brothers’ foliecutive officer Richard S.
Fuld Jr., who had worked at the investment bankéarly 40 years after starting as a
clerk straight after college, was receiving quesiabout the health of the bank ever
since mid-July 2008. At the same time, the compagliares were falling as seen in



Figure 1 below, its debt was downgraded, and imvesteemed to be increasingly
worried about Lehman defaulting (see developmeanshare price below). The
situation bore striking similarity to the failuré Bear Stearns about four months
earlier (Sorkin 2008a). Lehman’s CEO Mr. Fuld af¢sa to convert the investment
bank into a commercial bank which would be regulateder the Federal Reserve.
The attempt was unsuccessful, allegedly becausedpre of the Federal Reserve
Bank of New York, Timothy F. Geithner, did not lesle such a move would solve
Lehman’s problems (Sorkin 2008a, Onaran and H&9§88) and did not fancy the
idea of an investment bank becoming a holding camglocera 2009). Throughout
the following months leading up to Lehman’s bankeypMr. Fuld discussed mergers
with competitors, sent emissaries to Asia and thedM East looking for money, and
tried to find a commercial bank that could buy Wele company (Wessel 2009).

Figure 1: Developments in Lehman Brother’s share gce from early 2007 to its
failure.

2007 Mar Apr May Jun Jul Aug Sep Oct Nov Dec 2008 Feb Mar  Apr May Jun Jul Aug Sep

Source:http://uk.finance.yahoo.com/(Accessed 7th of July 2009)

Over a year previously, a round of talks to seekngas for Lehman had begun early
in 2007, but the losses from subprime mortgages akeady beginning to shake up
the market, and discussions did not lead to resiith the fall of Bear Stearns in
March 2008 things took an even worse turn for tharfcial market in general, and
particularly investment banks. Lehman started disitiy a merger with the British
Barclays Capital in May (Brunnermeier 2009), and ko in contact with Korea
Development Bank (South Korea) regarding a stratiegiestment. When the latter
talks were leaked to the newspapers, the worryLtblaman lacked capital battered its
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share price (Sorkin 2008a). JP Morgan Chase, ineapy dealer of Lehman’s trades,
had already in the course of the preceding morghested more cash from Lehman
to serve as collateral under concern that the srédeas making on behalf of Lehman
were too risky (Sorkin 2008a, McDonald and Robin2009).

At the same time, Mr. Fuld was facing preliminamguiries from federal prosecutors
in New York who were investigating the company relggg its financial status, as
well as investigations into whether Lehman had geeaated the value of its
commercial real estate holdings (Sorkin 2008a). fitd said later in a testimony
before the Congressional panel on tRe6October (Committee on Oversight and
Government Reform 2008) that he believed the barietin decent health until five
days before its bankruptcy.

According to Lehman officials, they believed in theek preceding Lehman’s
bankruptcy that the firm had not one but two patftuyers ready to move if
conditions were met; Bank of America and the Bnitimnk Barclays. Bank of
America allegedly wanted the Fed to make a $6%hiloan to cover exposure to
Lehman’s bad assets (Nocera and Andrews 2008djoddgh the amount was double
what the Federal Reserve (Fed) had made availalmeler to facilitate the takeover
of Bear Stearns, Bank of America according to Na@ard Andrews (2008a) justified
the request on the grounds that Lehman was |aBgeclays on its side allegedly
wanted a guarantee from the Fed to protect agaissts should Lehman’s business

worsen before a takeover could be completed (Rga&9)2

Going into the weekend that would be the last fenban, on Friday the Tf
September 2008 at 06:00 the first of a series @rgency meetings at the Federal
Reserve building in lower Manhattan began (Brunme@em2009). This meeting was
called by Fed officials, and Treasury secretarydéh. Paulson Jr. was also
attending together with some of Wall Street’s taplers. A proposal was arrived at:
they would divide Lehman into two parts, one “gdiashk” and one “bad bank”. Bank
of America or the British bank Barclays would b tvell performing part of the
bank, while a group of 10 to 15 Wall Street companvould join together to fund the
losses from Lehman'’s troubled assets. This wasyafavaNVall Street to avoid the

consequences of an uncontrolled Lehman bankrupittypw the necessity of
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spending tax payer money. The proposal was, acuptdiWessel (2009), not well
received by Wall Street bankers, since Barclayslavba buying a potentially
profitable part of the investment bank while thaksabsorbing the losses would be
stuck with the bill. At this time it had also beexplicitly stated to the public for the
first time that no tax payer money would come fahvt facilitate a rescue of

Lehman Brothers from bankruptcy.

By Saturday the 18of September, Bank of America instead turnedttengion

toward Merrill Lynch, believed to be next in line $teer toward bankruptcy if
Lehman Brothers should fall. Paulson later allegetdimed that Bank of America
was never seriously interested in buying Lehmard@@2oand Mildenberg 2009, Ryan
2009, McDonald and Robinson 2009). Barclays publetdfrom talks on the morning
of Sunday the T2 (Sorkin 2008b). According to Wessel (2009), theson was that
the British stock-exchange listing stated thatrieo for Barclays to guarantee
Lehman’s liabilities so that it could open for lmesss Monday morning, a shareholder
vote was needed. Allegedly no shareholder votedcbelarranged on such short
notice, and the only way to bypass the rule washfeBritish Financial Services
Authority (FSA) to waive it. The FSA refused to slo; hence a guarantee for
Lehman’s liabilities had to come from the Fed. Whk Fed unwilling to come up
with these temporary guarantees, there were effdgtno potential buyers left for
Lehman Brothers. The only real alternative to baptay was thus the government
taking on all of Lehman'’s liabilities without anygspects of a private sector solution

in the near term.

2.2 Setting the stage for Lehman

The events during the months leading up to LehnmrathBrs’ bankruptcy are of
interest to us because it is reasonable to asswahéhe management of Lehman
Brothers shaped their perception of what treatrtteeyt would receive from the
government based on how they had observed the moeett treat similar institutions

in distress before mid-September 2008.
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Bear Stearns’ shotgun marriage

In March 2007, Bear Stearns, Wall Street’s fifttgkst investment bank, had been
valued at $18 billion. As mentioned, on thé"I5f March 2008 Bear Stearns was
acquired by its rival JP Morgan Chase for $240ianill The deal was backed by a
loan from the Federal Reserve (Fed) to cover $i@tin losses (New York Times
2009a). The trouble for Bear Stearns, as one ofdhatry’s largest underwriters of
mortgage bonds, started when securities basedrae laans started turning sour
(New York Times 2009b), the technicalities of whigll be thoroughly explored in
the subsequent chapter. Two of its hedge fundsatbige heavily exposed to
subprime mortgages went belly-up in the late sunwh@007, incurring major losses
on the company (Hajim and Lashinsky 2007), andecsdnber the same year it
reported its first quarterly loss in its eight déedistory (New York Times 2009b).

The market somewhat misinterpreted the establishimetihe Fed of a special
lending facility as having been put into place idey to help Bear Stearns specifically,
and not the market in general, according to gercenahsel and executive vice
president of the legal group at the Federal ResRavdk of New York, Thomas

Baxter (2009). This contributed to a run on BdarMarch 2009, after a weekend of
intense negotiations, the Federal Reserve agregpeto a $29 billion credit line to
facilitate a JP Morgan Chase takeover of Bear 8ssfar a price of $2 per share, one
tenth of the firm’s price two days before (New Ydriknes 2009b). The price was,
however ultimately increased to $10 per share (Beameier 2009). In extending
credit to an ailing investment bank, the Fed madargprecedented and controversial
move (Zarroli 2008). There was, however, ample ttagdy in the markets following
the Bear Sterns intervention regarding the proasiand criteria for government
intervention to prevent financial institutions frdailing, as how that decision would

guide future interventions was not made clear (Gia008).

Fannie and Freddie bailed out

Just a week before Lehman Brothers declared batdsrupn the # of September
2008 Fannie Mae and Freddie Mac, two institutiohg&ctv guaranteed or owned about
half of the residential housing mortgages in the(BSinnermeier 2009), were

rescued by the government in one of the thus fgek bailouts in US history.

13



Treasury Secretary Henry Paulson justified theobdiby saying that the two firms’
debt levels posed a “systemic risk” to financialbglity (BBC 2009).

2.4 What was the source of Lehman Brothers’ diffites?

In order to answer this question we need to addhesanderlying causes for the sub-
prime crisis. This section will provide the fundamted reasons that explain how the
sub-prime crisis could take place, and through twinm@chanisms the crisis unfolded.
As stated in the introduction to this thesis, mglge not to add to the debate on what
caused the crisis, yet it is necessary to undatgtacore concepts and trends that
characterized and caused it. By examining the mrestres that will be outlined here,
we also gain a preliminary understanding of whyegaments even consider bailing

out financial institutions that face bankruptcy.

Lehman Brothers’ bankruptcy was rooted in whatioglly came to be known as the
“subprime crisis” (Krugman 2009). Three trendsha tJS banking industry
contributed strongly to the lending boom and tlgmidicant increase in housing prices
(Brunnermeier 2009) which eventually sparked tHgpsime crisis. All three trends

were central to Lehman Brothers’ business model.

2.4.1 Increased securitization

The first trend contributing to the subprime crisis increased application of the
originate-and-distribute model, securitization whenables banks to move loans off
their balance sheets. This practice enables barksd out more money — once a
loan is moved off a bank’s books, the bank can antdnore money and still abide to
regulations. In the originate-and-distribute mothalnks repackage (securitize) loans
and pass them along to financial investors, offlegdisk from their balance sheet.
The model manifests itself when banks create dedtéstructured” products such as
collateralized debt obligations (CDOs). Once a biaad formed a diversified

portfolio of mortgages, credit card- and other g/péloans, it then slices the entire
portfolio into different tranches and sells theséwestors with different appetites for
risk. The safest tranches, whose cut-off poinesighed to achieve an AAA credit

rating (the best), are paid out first from the ctéigtv in the portfolio, and
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correspondingly holds a relatively low intereserakhe riskiest tranche, often

referred to as “toxic waste”, is paid out only afdl other tranches have been paid out.
This tranche is usually held by the issuing ban&rsure that the bank monitors the
loans adequately (Brunnermeier 2009).

The buyers of these tranches, as well as buyaegafar bonds, can protect
themselves from defaulting loans by purchasingitoefault swaps (CDSs). These
are contracts insuring the holder of the tranchebtigation against default of the
underlying asset. Estimates of the gross outstgnddSs in 2007 range from $45

trillion to $62 trillion (Brunnermeier 2009).

Securitized and structured products are the baekbbfinancial operations. The
securities that resulted from securitization becasrg popular for investors for
several reasons. For instance, certain money nsaakek pension funds were only
allowed to invest in the most secure, AAA-ratedusies. Securitization allows for a
tranche of AAA-rated securities to be extractedrfra portfolio consisting of BBB-
rated (lower rating) securities, hence as a rassiitutions were enabled to purchase
securities they were otherwise barred from obtagitimough regulation.
Securitization also became very popular with basks;e the backstops did not go on
their balance sheets, enabling banks to de facexpesed to the same risk whilst
having less of it on their books, i.e. allowingrihéo take on more risk than intended

by regulation since they were enabled to hold ¢egstal.

Structured products may have received dispropatipfavourable credit ratings:
Banks worked closely with the rating agencies oheoito cut the senior tranches at
exactly the “right” point in order to achieve thédA-rating. Fund managers seeking
the highest possible yield were attracted to bugingctured products since they
apparently offered high returns with only a smadiqability of any catastrophic loss

(Brunnermeier 2009).

At the same time, the banking sector relied upsk calculation models when pricing
these securities that were flawed, having beenldped without taking data from
sufficiently bad times into the data sample. Faregle, these risk calculation models

did not factor in the possibility of a fall in reastate prices as substantial as the one
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experienced during the crisis which started in 2@lZhengreen 2008), making the

pricing of risk inaccurate.

The popularity of securitized products ultimatedg ko a flood of cheap credit and
deteriorated lending standards. On the premisenthage prices could only rise,
borrowers were given mortgages they would not e brepay in the event that
their economic situation deteriorated marginallyd anonitoring was poor. The main
reason for the latter is that the bank only intehtbehold a newly granted loan on
their books for a short while, after which the loaould form part of a structured
product that would be moved off the bank’s balastueet and sold to investors. The
result was a housing bubble which laid the basisife ensuing crisis. Although there
was a widespread belief that the day of reckoningld/eventually come, it seems to
have been a common notion that it was more pradétebride the wave than to lean
against it. As Chuck Prince, the former CEO oflezitik (which the US Treasury now
holds a 30 per cent stake in) put it in July 200Vhen the music stops, in terms of
liquidity, things will be complicated. But as loag the music is playing, you’'ve got

to get up and dance. We're still dancing” (Buite09).

2.4.2 Maturity Mismatch

The second trend leading up to the sup-prime onias banks increasingly financing
their asset holdings with debt of shorter matutitys increasing their exposure in
the event of a freeze-up in the market for shartinding (Brunnermeier 2009,
Greenlaw, Hatzius, Kashyap and Shin 2008). Invegicefer assets with short
maturities, since this enables them to withdrawdfuat a short notice in order to
accommodate their own funding needs (Diamond anal[gy1983). It also serves as
a means of disciplining banks with the threat adgpble withdrawals (Brunnermeier
2009). Meanwhile, mortgages and investment projeate maturities of several
years, even decades. This constitutes the matargymatch problem; financial
institutions have long term obligations that thieymahce with short term debt.
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In part, the maturity mismatch was transferred bathas become known as the
“shadow banking system”, a system consisting otstment vehicles that were not
included on the balance sheets of banks (Brunnerm@@09). These off-balance-sheet
investment vehicles, often referred to as Speaighése Vehicles (SPVs) (Swan
2009), would raise funds by selling short and meditarm notes (maturity of 90 days
to a year) primarily to money market funds. Thershterm assets are called “asset
backed” because they have a pool of mortgageser tdans as collateral, which the
buyer has the power to seize should the asset hackemercial papers default. Since
these off-balance-sheet investment vehicles inndsng term assets and borrow by
selling short term papers, the SPVs are exposedhéd is known as funding liquidity
risk, in this case the risk that investors mighddsenly stop buying asset backed
commercial papers with the consequence that thielestind themselves unable to
roll over (pay) their short term debt. In ordelatoeliorate such an eventuality, the
sponsoring bank grants a credit line to the vehidiech is called a “liquidity

backstop” (Brunnermeier 2009). In this way the baglsystem still in fact bears the
liquidity risk from the maturity mismatch of holdjiong term assets while relying on

short term loans. The risk just doesn’t appeatherbianks’ balance sheets.

The maturity mismatch in the case of investmenkbamalance sheets is mainly a
consequence of balance sheet financing with skam-tepurchase agreements, so-
called “repos”. A repo-contract means that a fironrbws funds by selling a collateral
asset (like a commercial paper of some kind) taded/promising to purchase it back
at a later date. The growth in repo-financing lrgensisted of overnight repo-
contracts — the magnitude of such financing alrdosibled from 2000 to 2007
(Brunnermeier 2009). The greater reliance on tkireenely short maturity financing
meant that banks had to roll over a significant patheir funding on a daily basis,

thus leaving them very vulnerable to a reductiofunding liquidity.

2.4.3 Leverage

The third trend leading up to the subprime crisgswicreased leverage. Leverage is
defined as the ratio of total assets to book ed@tgenlaw et al. 2008) — that is how
much the institution in question has borrowed idi&on to its capital in order to

magnify the potential outcome of an investment. &ample, if an investment bank
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operates with a leverage ratio of 20 [20-25 ispaciyl leverage for investment banks,
10-12 in commercial banks (Greenlaw et al. 2008)gtans that it will hold assets
worth of 200 which is funded with debt worth of 1&0d equity worth of 10. This
way all changes in the value of a leveraged investimegative as well as positive,

are magnified, i.e. multiplied by the leverageaati

The leveraging (also called gearing) of investniimrtks in particular has implications
for how they react when the value of their assk#nges. Suppose that an investment
bank seeks to hold a constant leverage level oftid;is per $10 equity it can hold a
$100 investment, financing $90 of the investmenhwlebt. If the value of the asset,
let’s say it is a security since investment bankscally trade with securities,
increases by 1% to $101, the leverage has fall@i®d/11 = 9.18. Since the bank is
targeting a constant leverage level of 10, it n@s to increase its debt to match the
increase in the asset value. In this case, dedmdied securities worth of $9 must be

purchased in order to rebalance the leverage tevH):

($101+$9)/11 = 10

This mechanism also works in the opposite directi@t’'s say that the value of the
securities holding now falls to $109. Leverage has risen to $109/10 = 10.9, and
the bank will sell securities worth of $9 in ordempay down $9 worth of debt,

restoring the leverage level of 10.

($109-$9)/10 = 10

Hence when an investment bank is targeting a spéeiferage ratio, a fall in the

price of securities gives incentives to sell semsj while a rise in the price of
securities gives incentives to buy. Investment Banlparticular rarely target a
specific leverage ratio over time — leverage tdndse higher during economic booms
and lower relatively speaking during busts (Greergaal. 2008). For instance,
Lehman Brother’s leverage ratio increased from 232001 to 30.7 in 2007 and 34.9
by the end of February 2008 (Lehman Brothers 200&}. balance sheet expanded
correspondingly reaching its height in February@@ith $761 billion worth of

assets (Swan 2009, Lehman Brothers 2008). Thedatfn here is that in a global
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financial market consisting of leveraged institngpprice fluctuations are magnified.
When prices develop negatively, the potential dinces from a downward spiral
increase with the amount of leverage in financiatkets. While the potential gains
and losses from an investment increase with geasmgo the potential systemic

effects, since the debt implied by high leverage tbacome from somewhere.

This chapter has provided insight into the maindeeleading up to the crisis Lehman
Brother’s bankruptcy took place in. As seen, inresit banks are particularly prone
to engaging in the activities constituting the maands leading up the sub-prime
crisis. This enables us to better grasp why LehBrathers was likely to encounter
difficulties during the crisis, and gives prelimigansight into what one could expect
to be the consequences of its bankruptcy. It alsesa hint as to why government
assistance may in some cases be called for in tydaneliorate the situation in

financial markets, which will be explored in thexhehapter.
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3 Government intervention

While the above chapter outlined the concrete mashes through which the current
crisis has unfolded, this chapter seeks to shéd dig how financial crises appear
from the governments’ standpoint, and what theditee recommends should guide
their strategies for ameliorating the consequen€ssich crises. What considerations
are likely to be taken by government officials wiiatiding on how to address a
financial crisis and facing important financialtitigtions in distress? The idea in this
chapter is to make explicit the lenses through tinegulators can be assumed to look
when diagnosing a financial system and financistitations, the trade-offs they are
facing, and what guides their decisions in detemgithow to address the problem.
This will form the basis for the analysis in thiesis of how the US government’s
preferences were shaped and what determined theiegy when deciding the fate of

Lehman Brothers.

3.1 In favour of government intervention

Stern and Feldman argue in their bdao Big to Fail, the Hazards of Bank Bailouts
(2004) that the main justification for governmeimtervening in financial system and
providing help to financial institutions, is thelie¢that the cost of protecting
institutions they deem systemically important froemkruptcy is smaller than the
benefit they gain from avoiding the externalitiésnstability in the banking system
and spill-over to the rest of the economy. In shitw rationale goes that protecting
institutions that are systemically important hghpeserve macroeconomic stability.
Through the mechanisms that will be presentederfaddowing, the rationale in
favour of bailing out systemically important finaalanstitutions states that the cost
of the negative externalities that would followbigger than the economical and

political costs that ensue from a bailout.

It is argued that systemic risk, a concept which @ explained subsequently, is a
particular feature dinancial systems (De Bandt and Hartmann 2000). While
contamination effects (spill-over effects) are ertlusive to the financial sector but
also occur in other economic sectors, the likelthand potential graveness of such
effects in the financial sector are regarded asidenably higher. This is primarily
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because of the qualitative difference in exterredifollowing in the wake of a
financial institution in distress versus for exaeplcar producer in distress. Mainly,
the reason for this is that banks and financi@rimediaries trade much more among
themselves than do other businesses (Brunnern@ieckett, Goodhart, Persaud and
Shin 2009). Before we can understand what conssitsiystemic risk, we need to

define what is &ystemic event

A systemic event is one in which “the release afdflmews’ about a financial
institution, or even its failure, or the crash dfreancial market leads in a sequential
fashion to considerable adverse effects on onewaral other financial institutions or
markets, e.g. their failure or crash” (De Bandt &adtmann 2000). Central in this
definition of a systemic event is the “domino effabat is implicit in the phrasing
“sequential fashion”, where a shock is “transfefiedm one institution or from one
market to another. When institutions that are &f@dn thesecondround (institutions
suffering not from the initial shock but from therdino effect) fail as a consequence
of the initial shock although they were fundamdgitablvent ex ante, this is referred

to as contagion (De Bandt and Hartmann 2000).

Based on this terminology,systemic crisiss defined as “a systemic event that
affects a considerable number of financial ingtig or markets (...), thereby
severely impairing the general well-functioning éof important part) of the financial
system” (De Bandt and Hartmann 2000, parenthesisiginal). According to this

definition, the sub-prime crisis no doubt qualifeesa systemic crisis.

There are different theories in the literature thefine systemic risk in different ways.
One of these is postulated by Kaufman and Sco@3R@vho define systemic risk as
the "probability that cumulative losses will accfu@m an event that sets in motion a
series of successive losses along a chain ofutistis or markets comprising a
system ... That is, systemic risk is the risk ghain reaction of falling interconnected
dominos". The Bank of International SettlementsS|Bdperates with a similar
definition, namely "the risk that the failure oparticipant to meet its contractual
obligations may in turn cause other participantddtault with a chain reaction
leading to broader financial difficulties” (BIS 190
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Another definition of systemic risk focuses on kpiter from an exogenous shock,
but does not postulate that there is a direct ¢aumnsbke a domino effect where one
institution’s default inflicts default on the in&tiions exposed to it. According to this
theory, third party observers perceive that antutgin has experienced adverse
effects from an exogenous shock. The third patties assess the situation, and look
at which other institutions bear similarities te tbne that has failed, since they
assume that high similarity signifies a high rigkhee institution in question suffering
a similar fate. The higher the third parties asiessimilarity to be, the higher the
perceived risk of failure, and thus the strongerititentive to withdraw funds,
suspend trade etc. to isolate oneself from thegpexd risk (Chari and Jagannathan
1988, cited in Freixas, Gianni, Hoggarth and So28§).

Brunnermeier et al. (2009) argue that contagios@®t necessarily be preceded by
a default — a change in prices or in measured riskgin fact be enough: When
financial institutions mark their balance sheetmtrket — that is they consider the
market price of their assets and similar asselte tine balance sheet value of such
assets (Kambhu, Weidman and Krishnan 2007, Brurgiermst al. 2009) — a change
in market prices has far-reaching consequenceskay& the rationale ifeedback
effects If increased demand for an asset creates upwassyre on its price, then, if
financial institutions target a specific leveragéa, there is potential for a feedback
effect in which stronger balance sheets createeease in the demand for an asset,
which in turn raises the price of the asset anddea stronger balance sheets. Having
come full circle, the feedback process can go tiinaanother round. This mechanism
is illustrated in Figure 1:
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Figure 2: Liquidity Spirals — the procyclality of asset price changes
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Source: Brunnermeier et al. 2009b: 15, Figure 4

In downturns, as illustrated on the right in Figlirabove, the mechanism works in
reverse. Consider the case in which an assetshately held by hedge funds and
banks experiences a drop in its price. Becauseeofmagnifying properties of
leverage, the net worth of institutions holding #sset can potentially fall faster than
the rate at which the asset itself falls in valinee all movements in the asset price
are multiplied by the leverage ratio on the insimo's balance sheet, thus causing the
equity cushion of the institution in question tanchish. One way for a financial
institution to restore its equity in a situatiokdithis is to sell off assets in order to pay
down debt. As seen to the right in Figure 1, thigistment of leverage reduces the
institutions’ balance sheet and has the effectiefiihg further decline in the asset
price, which in turn further weakens the balanasesland encourages further
deleveraging. This way, default is not a necessamglition for generating contagion
— a mere price-change can prove sufficient sinberatstitutions which are

leveraged also have to adapt their balance sheé#te fprice changes.
Furthermore, as asset prices drop, risk measucesaise. Risk managers in banks put

on the brakes and compel traders within a banlekevérage their positions. This is
exactly what Lehman Brothers did in order to adjaghe diminishing value of its
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real estate holdings, as we shall see later. Likénawve seen, deleveraging is pro-
cyclical, and when numerous market participanttegtler simultaneously in a stressed
environment, liquidity simply evaporates from tharket (Brunnermeier et al. 2009).
The liquidity spirals that result from the selfnfarcing effects that follow from price
changes when financial institutions mark-to-magketthe underlying cause of the
procyclicality in the financial system. Hence cahtrank officials can find

justification for government intervention in thadincial markets even when there is

no imminent danger of defaults

The common denominator for all the theoretical apphes outlined above is that of
externalities, and how a systemic event can spteadgh the financial system if it is
not addressed. Systemic risk, as seen, meansrtieeagathe risk of contagion — the
spread of negative externalities from one or movancial institutions to parts of or
the entire financial system. The different theopessent different rationales for
which mechanisms transfer systemic risk from sygt@wents to the system. Without
taking a stance as to which of the presented the@imost plausible in explaining
the mechanism thorough which systemic events caosecontagion on financial
system (the theories presented can be seen asaraerghry), we have seen that the
literature provides a grim picture of how the fineh system can be at risk when
systemic events occur. This can be seen as jadidicfor why governments should
intervene when facing systemically important finahmstitutions on the verge of
bankruptcy. The spread of negative externalitigsaich the economy as a whole, and
this concern about spill-over is easily convertegrotection of uninsured creditors
for policymakers. How policymakers explain thisrfeaspill-overs needs be

addressed to understand how the fear of systeskigsriconverted to bailouts.

According to Stern and Feldman (2004), the featisfuption in the financial system
stems from a perception that banks are the ollemtachinery that greases day-to-
day economic activity. Through the mechanisms hlaae been outlined above,
systemic events can lead to payment systems figepirand availability of credit
going down with a negative effect for the real emoy though increased
unemployment and reduced production. Another regsan is that even the largest
and most well-respected financial institutions naminto severe financial problems

like runs that leave them with dark prospects o¥isal (Stern and Feldman 2004).
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Diamond and Dybvig (1983) write that any externadrd that can make depositors
believe that other depositors will withdraw theinéls, can potentially cause a bank
run. For investment banks, creditors not renewivaiy toans in effect has the same
consequences as a bank run (Brunnermeier 2009)prbpenents of government
intervention claim that intervention is necessarg desirable to avoid these negative
effects and market inefficiencies in order to maimimacroeconomic stability (Stern
and Feldman 2004).

Nevertheless there is also theoretical justificafimr not intervening in the economy

in order to rescue significant financial institutso Besides the ideological aversion by
some scholarly traditions on this subject, theoratle presented mainly has to do with
the cost of intervention, again with principal fsqout on externalities.

3.2 Against government intervention

The main argument against government interventidhat it creates expectations of
further intervention, which alter incentives for magement of financial institutions: If
the market observes that financial institutiondisiress are bailed out, it fosters the
expectation that once an institution is considéoeoe TBTF, the government will not
let it fail. The expectation that the governmeni bail out systemically important
financial institutions if they encounter difficuds that would jeopardize their further
existence, is the perception of a subsidy to thential institutions that are
considered TBTF; an extra insurance that they dgay for (Rochet and Tirole
1996).

This insurance, perceived or real, imposes morzhitaon the financial system.
Freixas et al. (2002) define moral hazard as ayigihen “the provision of insurance,
by modifying the incentives for the incurred padytake preventive actions, increases
the probability of occurrence of the event beingumed against.” Moral hazard is
inherently forward-looking: an episode creates rloaaard in that it shapes
expectations of how a similar episode will be haddh the future. In the financial
institutions, intervention from the government nyasld the expectation that the
institution is virtually insured against all kindérisk, including those that come
naturally with the provision of credit and ordinanarket operations (Freixas et al.

25



2002). This type of perceived (if not real) inswamprovides the institution in
question with certain benefits and advantages vis-&nstitutions that are not

perceived (perhaps equivocally) to be covered loh sun insurance.

Hence, there exists an incentive for banks to beekming TBTF in order to be able
to enjoy the subsidy and insurance that comesiwi@®ne may argue that financial
institutions which are not eligible for governmamurance like FDIC deposit
insurance, i.e. largely unregulated enterpriseshikdge funds and investment banks,
have an even higher incentive to become regardé®a6 by the government, since
achievement of such status would reduce the riskeaf operations significantly.
Institutions that are considered TBTF are alsdyike receive special treatment by
the general market in terms of increased accefsmtbng. With the cost of funding
being lower than what the riskiness of the operatiotherwise would imply, a bank
has an incentive to increase the risk, which léadshigher expected potential return
(Rochet and Tirole 1996), but also a misallocatbresources for the economy as a
whole (Stern and Feldman 2004).

Furthermore, government assistance when given ggewank managers and
shareholders with an incentive to engage in exeelgsiisky projects in order to

utilize the subsidy that is implicit in such a nesdo the fullest — the so-called gamble
for resurrection. Another effect may be that if tharket knows that the government
will possibly intervene to rescue a failed finahanstitution from bankruptcy, this
decreases the incentive for uninsured creditomsdnitor as closely the behaviour and
performance of the institutions they have lentfeixas et al. 2002).

The intention of this chapter was not to concludlé wegard to whether or not
governments should provide assistance to finamntséitutions in distress. As we have
seen, there are strong arguments both for and stggomernment intervention.
Nevertheless, in this chapter we have seen whidbrigare likely to be taken into
consideration when government officials decide vdtattegy to choose when facing
financial institutions in distress. In the followgrthapter we will explore what are
their options.
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4 The menu of options

A government, meaning the central banks and ttenéial departments in general
and the Federal Reserve and the Treasury in thé&sSseveral options on how to
address a financial crisis and financial institns@xperiencing difficulties. First of all,
the literature describes three broad policy apgres@ government can take: do
nothing, rescue some, and rescue all. If a govemhegt®oses one of the two latter
policies, a range of different means for intervegrame available. The following will
present the theoretical rationale for the diffeqgolicy approaches, and elaborate on

the technicalities and juridical prerequisitestfor different means of intervention.

4.1 Policy options — The broader approach

Before exploring what concrete actions were avilédr the US government when it
came to deciding the fate of Lehman Brothers, I prié¢sent the broader approaches
governments can choose when facing financial urtgtits in distress. The first of
these is to do nothing out of the ordinary, anditetncial institutions in trouble fail if
they are not able to find a solution in the mark8tsch a solution may be raising
additional capital, a sale, a merger, obtaining feams or in any other way avoid

bankruptcy without government intervention.

4.1.1 Save all

Governments can also do the exact opposite oftibeea and assure financial
institutions that measures will be taken to keégighificant financial institutions
afloat — a way of dealing with the problem of sysierisk in a financial system
(Dabds 2004). This policy is called the too bideib (TBTF) doctrine, and states that
governmentvill intervene to prevent large institutions (most camip banks) from
failing. The institutions that fall under this cgtey are the ones labelled as
“individually systemic” in the terminology of Bruenmeier et al. (2009). What the
policy implies is that once an institution is catesied to be individually systemic, you

cannot let it fail, as that would impose intoleeblstemic risk on the system.
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The concept was born in September 1984, afterdalieut of among others
Continental lllinois in May that year, when the Quainoller of the Currency testified
before the US Congress that some banks were inésched too big to fail, and that
these banks could enjoy complete deposit insuréé¢ara and Shaw 1990), that is
insurance that exceeds the regular deposit inserdine Comptroller of the Currency
did not explicitly name the banks that were in femtsidered TBTF, but he agreed to
that the doctrine would encompass the country’gesldargest banks (O'Hara and
Shaw 1990).

Rochet and Tirole (1996) as well as Stern and Fefd(@004) emphasise that mere
size is not the only criteria for qualifying asibgiTBTF. They present empirical
evidence that very large institutions, for exantpheon, have been allowed to fail, as
long as they represented little risk of contagtbat is, their level of
interconnectedness was not sufficient to pose systask. | will refer to both
institutions that are too big to fail and too irt@nnected to fail as TBTF, since
differentiating between the two is not of significa to the analysis in this thesis;

both kinds of institutions are perceived to posseayic risk if they are allowed to fall.

4.1.2 Mix it up

Another broad policy approach defined in the litera is that of constructive
ambiguity, which essentially is a policy based o#ating uncertainty. A formal
definition of the concept constructive ambiguityard to pin down, but an informal

definition can be found in a G 10 report which esahat:

“...any pre-commitment to a particular course of aatin support of a financial
institution should be avoided by the authoritieepvghould retain discretion as to
whether, when and under what conditions supportidvba provided. In addition,
when making such a decision, it is important tolgzerigorously whether there is a
systemic threat and, if so, what options there beafor dealing with systemic
contagion effects in ways that limit the adverspaaot on market discipline.(Group
of Ten 1997)
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Hence constructive ambiguity produces uncertaiatipavhether intervention will
take place at all, exactly when it will take place does, and what the eventual terms
of such intervention will be in each individual ea#t also allows the government to
keep all doors open and extend the time framedoistbn making, as the decision of

how to deal with a failing financial institutionrcde put off until the last minute.

The rationale for keeping the conditions attacleelijuidity support ambiguous is to
keep managers and shareholders uncertain abocbshéhey would have to bare if
illiquidity or insolvency should result from impradt behaviour. The argument goes
that constructive ambiguity is better than an expéxtension of the “safety net”
through committing to the TBTF doctrine — throughtaguity one at least succeeds
in keeping more institutions uncertain about tA@T F-status, increasing market

discipline.

What first and foremost speaks against the utilftgonstructive ambiguity is the
amount of discretion it places in the hands ofahes responsible for crisis
management. This discretion spurs the time-inctersty problem: “while it is in the
interest of the authorities to deny their willingseo provide a safety-netx posthey
may later find it optimal to intervene” (Freixasatt 2002, italics in original). The
implication is that the authorities according testrationale can be expected to
threaten that no safety-net will be provided (deast abstain from announcing that
onewill be provided), even if this is not their true irtten or preference. In addition,
the lack of transparency inherent in this apprdaatealing with a crisis situation
enables authorities to not be obliged to justifglggng different remedies to

situations perceived as identical to the publieifkas et al. 2002).

Furthermore, the honeymoon period of the increasadket discipline mentioned
above comes to an end once a bailout occurs (8tetfreldman 2004). Policymakers
cannot be expected to act randomly even when aatiste ambiguity apparently or
explicitly drives their policy, hence once govermmassistance has been delivered to
one institution, much of the ambiguity has beemglated, and the market and
institutions in the market will soon start guessmip is covered and under which
circumstances (Stern and Feldman 2004). As Cha@eslhart of the London School

of Economics put it, “This genie cannot be put biacthe bottle...Central banks
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cannot expect in future to enforce good behavinulrank asset management by some
constructive ambiguity on whether to withhold lidily assistance. Their actions have
spoken louder than words” (Hilsenrath, Reddy ancd$&E2009).

As an analogy to why constructive ambiguity carateesuboptimal results, one may
consider the game of poker: essential in ordeetmine a winning poker player is to
“mix up your game". What this means is that youutio't always play a hand the
same way, or act in the same manner every timeea giituation occurs. If you do,
your actions become predictable, as your opponeititebserve a pattern and use it
to their advantage to outplay you in the handoli ynix up your strategy and play
identical situations differently, you keep your oppnts guessing. This is a winning
strategy in poker, but not necessarily a winnimgtegy in dealing with financial
crises. The reason is that leading your opponertglieve that you always play a
hand the same way in poker, gives you an edge weisuddenly play the hand
differently and bust your opponent. In a financiasis, one of the last things
government officials want to do is bust their “oppats”.

4.2 Insolvency or illiquidity

Having explored the broader policy options avagdblr government officials in
addressing financial institutions in distress, wa/mon find which concrete actions
the government can take. However, before the govenh can decide what kind of
remedies (if any) it will apply to keep financiaktitutions from bankruptcy, it needs
to assess in each case whether it is dealing ghid institutions, or insolvent ones.
The distinction between insolvency and illiquidigya very difficult one to make, and
one of much importance for authorities when chapsie path they should take.
Goodhart (1995) notes that “the time scale requivednaking a decision as to
whether to lend to a bank often is too short tovalfirm conclusions about its
solvency”. Hence the possibility always exists théihancial institution which is
apparently suffering from illiquidity problems (thia basically sound, but temporarily
experiencing difficulties obtaining access to fiaiag), is in fact insolvent.
Government officials hence need to establish aniopion whether the institution in

question does not have sufficient capital, or & juot able to meet its obligations on
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time. The implication of this opinion is this: H&é government provides financial
assistance to an illiquid institution, it is in nb@ases considered a loan. If the
government provides financial assistance to a Giamnstitution that is known or

highly likely to be or become insolvent, it is dapiprovision, i.e. a bailout.

4.3 Liquidity provision

As we have seen above under the rationale in favbgovernment intervention,
liquidity provision by the central bank can be edlfor under special market
conditions. With regard to the possibility for LeamBrothers to borrow from the
government, prior to Bear Stearns’ bailout in Maittle Fed had opened new
possibilities for lending to non-depository instituns through the discount window
(Wessel 2009, Moyer 2008)he authority do this was found in Section 13 {3he
Federal reserve Act, providing the Fed with emecgdending powers in “unusual
and exigent circumstances” (Baxter 2009), a stah#thad not been used to lend
money for 70 years until the 4 bf March 2009 when the Term Securities Lending
Facility (TSLF) was established. The goal of thasility was to lend Treasury
securities to financial institutions, taking theiortgage-backed securities (MBS) as
collateral in an attempt to alleviate the liquidisoblems in broker-dealers (Baxter
2009).

In order to ameliorate the situation after Beaa8te had been acquired by JP
Morgan Chase, the Fed opened another lendingtiacithmely the Primary Dealer
Credit Facility (PDCF), which could lend dollarsaagst securities. This was also
done under Section 13 (3), and starting on teadfMarch 2008 primary dealers had
access to credit from the Federal Reserve thraugltdcility (Baxter 2009). The
scope of institutions that could borrow from theadiunt window was hence
expanded together with the array of collateral thatld be considered as approved

collateral to lend against.
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Lehman Brothers lent a small amount from the dist@indow once after the
creation of the PDCF (Wessel 2009),and later omctne 18' of April for testing
purpose$(CNBC 2008).

4.4 Capital provision — Bailout

There are cases in which the stability of the faialhsystem can be threatened by the
failure of a bank that isbviously insolventDuring the current financial crisis it
became apparent as the crisis unfolded that theraywas not suffering from lack of
liquidity, but rather was experiencing a problemrsolvency, which has different

implications for how the response should be orche=d (Freixas et al. 2002).

In a situation such as described above it may berder the authorities to inject
capital at an early stage than to provide liquiditpport on a later stage (Freixas et al.
2002). The rationale for this is that it may prayeaper to restructure an insolvent
bank than to allow it to fail, mainly because tigriidation value of a bank may be
lower than its market value (James 1991, cited@ix@s et al. 2002). Guttentag and
Herring (1983, cited in Freixas et al. 2002) maie $ame point when writing that
“banks usually are worth more alive than dead evieen their net worth alive is
negative”. This may justify the takeover of bad kehby good banks, and some argue
that when this cannot be achieved, the public settould inject money and
restructure the bad bank as long as the benetitgeayh the costs (Freixas et al.
2002). In technical terms, what could the governnh@we done in order to keep
Lehman from failing once it became clear that theestment bank was already or in

most likelihood soon to be insolvent?

Backstop a merger through issuing a guaranteedgrictassets

In the bailout of Bear Stearns, the Federal Reseea@ted a Special Purpose Vehicle
(SPV) to which it lent approximately $29 billionhereas it lent $1 billion to JP
Morgan Chase. Under section 13 (3) the SPV usebb#meto acquire the toxic assets

% The Fed does not provide information regardimp has accessed the discount window, but does
inform whetherthe window has been accessed. If Lehman or amgy giktitution with access had
borrowed from the discount window while Lehman \wassenting quarterly reports with negative
numbers, the market would assume Lehman was thbanewing from the discount window, which
would incur stigma on Lehman. Hence Lehman hadretsbe reluctant to access the PDCF.
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of Bear Stearns, making it “digestible” for JP MangChase. This can be viewed as
provision of capital support as discussed above.ddsets were held as collateral, and
the time frame of the loan was 10 years. JP Mo€jzese would take the first $1
billion of potential losses (Baxter 2009).

Provide a direct loan

The government could also have provided a loarctiyréo Lehman Brothers, like
they did with AIG the day after Lehman filed forriauptcy. In the bailout of AlIG,

the Fed made a two-year loan of up to $85 billind,an return, received warrants
that could be converted into common stock, givimggovernment nearly 80 per cent
ownership of the insurance company. The entireihgldf assets in the company was
held as collateral against the loan (Andrews, dddaced and Walsh 2008).

Buy Lehman Shares / Nationalization / Conservaiprsh

It is also conceivable that Paulson could havecteg capital into Lehman Brothers
directly. This is in fact what was done with otlkempanies after the TARP
legislation was signed into law. It is possiblettRaulson, in juridical terms, could
have done this with Lehman Brothers even beford &kigP legislation had been

passed through Congress.

| argue that the option that we most likely woultvé seen put into place if a bailout
had occurred, would have been that of backstoppimgrger through issuing a
guarantee for toxic assets, like the bailout foaB&tearns. | base this on a statement
by Thomas Baxter, who has been introduced prewanghis thesis, that “Plan A
was to prepare a Bear Stearns-style rescue, plaasBhe alternative case” (Ryan
2009). This means that in the analysis of thisithélse strategy BAILOUT for the
government will most of the time result in an agament similar to that which was

put into place for Bear Stearns, as described above

4.5 Other measures

Other options to avoid a Lehman bankruptcy were alsilable for the government,

like the two presented below. These were, howemrons that would have a much
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higher probability of success if they had been enpénted early in the period from

Bear Stearns’ fall to Lehman’s demise.

Dividing Lehman into one good bank and one bad bank

Fuld tried to spin off all of Lehman’s commercialceresidential real estate positions,
which were the corporation’s most troubled asseta,single entity that was going to
be called SpinCo (McDonald and Robinson 2009). Was supposed to bring down
Lehman’s exposure to bad assets and bring doviemésage, but the entity could not
be established until January 2009, four monthscireime (McDonald and

Robinson 2009). Additional funding would be reqdite cover the losses that were
likely to be incurred on SpinCo if the value of@issets kept deteriorating. This would
either have to come from the government or therdibaks on Wall Street. As seen,

both declined to backstop a Lehman bad bank.

Converting Lehman Brothers to a bank holding conypan

As seen above, this was suggested by Fuld in Di§,2but allegedly stopped by
Timothy Geithner of the New York Fed. Such a cosiar would effectively turn the
investment bank into a commercial bank, and prolzeleman with the benefit of
increased access to borrowing from the Fed. It dialdo allow Lehman to take
deposits. On the other hand, stronger regulatiomdvoe imposed on Lehman,
restricting their reliance on leverage (Irwin anplp&lbaum 2008). Two other Wall
Street investment banks, Goldman Saamd$Morgan Stanley, were converted to bank
holding companies on the 2bf September 2008 (FED 2008).
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5 Method and data

In this chapter | present and discuss my choicaethod as well as methodological
issues related to this study. The strengths an#nesaes of my approach will be

discussed in the following.

5.1 Case study

This thesis is a case study of the interaction betw_Lehman Brothers and the US
government in the period between mid March and $&gdtember 2008. A case study
is defined by John Gerring as “an intensive stuidy single unit for the purpose of
understanding a larger class of (similar) units’urit is defined as a “spatially
bounded phenomenon...observed at a single poinmia or over some delimited
period of time” (Gerring 2004: 342). The unit ofadysis in this thesis is the
interaction between Lehman Brothers and the goveminThe study is of both
temporal and within-unit variation: According to @ag’s typology (2004: 343), this
study is a type lll case study, since the primany 1$ broken into sub-units (Lehman
and the government) which are subjected to covanal analysis synchronically and

diachronically.

Gerring (2004: 347 - 352) presents some generdetodfs that move along seven
dimensions with regard to case studies. | presaett ef them in turn and discuss how
they relate to my thesis, before proceeding withithplications of using game theory
in the analysis. The first trade-off is betweenadiggive and causal inference, the first
being aboutvhat?andhow? while the latter deals with thehy? The primary
motivation for studying the interaction between iretm and the government in this
thesis has been to explore what causal relatioasaypbehind the outcome. However,
in order to analyze theowone cannot get around understandingnhatand thenow,
Although this thesis is fundamentally an attempnave at a causal understanding,
descriptive aspects make up a large part of this barsanalysis.

The second trade-off is concerned with the scogeagosition, namely breadth

versus depth: knowing less about more or more dbest Although the introductory
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chapters place Lehman Brothers in context by adgptisomewhat wider approach, |

regard this study do be a clear cut case of therIgipe.

Trade-off number three deals with case comparghiétsus representativeness — unit
homogeneity. Comparability in a single-unit studyy definition likely to be high,
since all cases are drawn from the same unit. Reptativeness, on the other hand, is
presumably low, since this would require the causlaktionship evidenced in the unit
of analysis to be present also in a larger seha$ (Gerring 2004: 348). While the
stylized presentation of the primary unit of anays this thesis increases the
potential for generalization somewhat, idiosyn@asnherent in the in-depth study
may inhibit such effort. Although this is the stualyan instance that constitutes part
of a broader phenomenon (how governments dealfimgincial institutions in

distress), | can by no means recommend withoutwragen that my findings be
applied to the many other contemporary instancesrevfinancial institutions are in

distress and governments have to decide how tovdgrathem.

The fourth addresses what kind of insight into esiog one can achieve by
examining empirical evidence of a particular X:Yatenship. The distinction
presented by Gerring (2004: 348) is between caaffadts versus causal mechanisms
— examininghow muchy is affected by a given change in X as opposdtbteY is
affected by X. On the sub-unit level, this thesiesloperate with some estimates of
how much the actors’ utility from choosing diffetestrategies are affected by certain
elements, and a critical value of the perceptioprobabilities is put forward as
triggering factor for specific outcomes (see chap)eWith regard to the primary unit,
however, a proposition is put forth regardimgyvthe policy of constructive ambiguity
affects Lehman’s choices, which is discussed iptgha/. In other wordehatand,

how muchs here regarded as critical in establishiog.

The fifth has to do with the nature of the causttionship, namely whether it is
deterministic (invariant) or probabilistic in naguiThe causal relationship put forward
in this stylized study is deterministic in that @va certain set of background
circumstances (which are necessary and sufficiargpecific outcome will be
produced. For example, in my analysis, Lehman’sgg@ion of the probability that

the government will prefer to bail it out shouldate bankruptcy has a specific
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critical value above which Lehman will choose rwmséll the company and below
which it will prefer to sell — a necessary but sofficient condition in an invariant

causal relationship.

The sixth trade-off discriminates between explaratnd confirmatory strategies of
research. My study is exploratory and can hopetfdiytribute to theory development
in that it seeks to identify what calculations lead.ehman Brother’s bankruptcy,
more concretely the absence of a sale followedbybsence of a bailout. It is also
theory testing in the sense that it ties the theorationale behind the policy of
constructive ambiguity to the case of Lehman Bnathgankruptcy and evaluates to

what extent the policy achieved its purpose.

The seventh and last trade-off is concerned widiulvariance, and states that the
study of one unit may be more useful than studgexgeral units that attempt to

mimic the experimental method with statistical @vide. In other words, not all
variation is useful variation, and if useful vaiwat is not available, the case study is a
viable approach (Gerring 2004: 350). Systemicafipartant financial institutions

that have actually been allowed to go under aeciy in the empirical universe,
therefore an intensive study may be warranted pesmul to a wider cross-unit
analysis.

5.2 Game theory

This study’s analysis will rely on game theory. Gatineory is an invaluable tool
when it comes to parsimonious modelling of empiniceidents involving actors who
act strategically. It constitutes a subfield ofiBa&l Choice (RC) theory, and the
approach is based on what Tsebelis (1990) nameatibaality assumptionThis
holds that human activity is goal oriented andrunsiental, and that “individual and
institutional actors try to maximize their goal astfement”. The focus of game theory
is set on how actors “choose the means to bestagsan of ends” (Gates and Humes
1997: 8). While the concept of rationality is savhat contested in the literature
(Green and Shapiro 1994, Gates and Humes 1997,1988, Tsebelis 1990), the
central and mainly uncontested areas that RC enassep are utility maximization,
structuring of preferences, decision making unaeddions of uncertainty and, on a
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broader basis, the centrality of individuals in éxplanation of outcomes (Green and
Shapiro 1994). The basic orientation of game theoty develop general
explanations, that is identifying equilibrium cotdins in order to develop hypotheses
about how the world works, or to test competing eitgd models (Gates and Humes
1997). This case study differs from these orieats] as it primarily utilizes game
theory as a guidance for gaining a better undedstigrof an empirical event.
However, as stated above, the findings from thesighwill be applicable to other
units of analysis, given that the caveats posekdaranalysis hold.

A game, according to Gates and Humes (1997: 1pfi@s situations in which
individuals are aware that their actions affect anether.” Game theory is thus
utilized to study the strategic interaction betwaetors. Munck defines game theory
along the same lines, as “the branch of RCT thalis$ interdependent decision
making with a formal methodology” (Munck 2001: 17B)is especially the ability to
potentially perform rigorous and precise empirgaalysis that is appealing with
game theoretical analysis (Gates and Humes 1997).

Technically, a game is built on three parts — ttterg, their strategies and the payoffs
each player attaches to any combination of thegptagtrategies (Luce and Raiffa
1989). Theactorsor playersin a game are the ones who make decisions. Itiaaldi

to the actorsnaturecan be introduced as a non-player at any staggyame, making
chance moves (Hovi 1998 trategiesare plans that prescribe the action for any
situation in which the player can make a decis&tnategy has the same meaning as
action in a game (Hovi 1998). Tipayoffsare attached to the different outcomes, and
can be presented as ordinal- or interval scaleimgek- the former will be applied in
this thesis. In addition to the technical partshef game pointed out by Luce and
Raiffa (1989), theules of the gamanclude a specification of the sequence of moves
and what information is available to each playeewbkach decision is made (Hovi
1998, Gates and Humes 1997). The more technicat gla@oretical aspects will be

dealt with when required in the analysis.
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5.3 Data

This thesis relies heavily on secondary sourcegg@ampirical account, more
specifically qualitative document analysis of neapsgrs (both online and printed
editions), press releases, speeches, reportschédarings and books. Speeches and
press releases have been collected directly fremvib pages of the Federal Reserve,
the Treasury and Lehman Brother's home pages. Mafesm hearings that have
been conducted after Lehman Brother's demise haers pathered from their
preliminary transcripts from the US House of Repreatives. These transcripts have
been checked against actual video recordings dig¢aengs in order to confirm their
accuracy. Commentary and analysis has been gatfireredhews sources like the
New York Times, Bloomberg.com, BBC news, ReutefsNOMoney, Financial
Times and the Wall Street Journal. When referrongews articles, the journalists’
names have been used in the references in ortbetter distinguish between
references from various issues of the same newseaolranscripts from interviews
have also been used where available. Below | dssthwesimplications of using

secondary sources for academic work.

By definition, secondary sources have indirect kieolye, meaning that they rely on
primary sources or other secondary sources fornmdton (Rozakis 2007).
Newspapers and books are secondary sources thebestitute very useful research
devices, insomuch as the researcher is criticél @gard to whether the author’s
account is coloured by her own view or agenda (@w2004). In addition,
newspapers and books are much more readily availabh for instance potential
interview objects, and are invaluable in the staflsecent events that have not yet
reached historical records. Crucial when relyingsecondary sources for academic
work is to be critical of the sources’ reliabilifigechhofer and Paterson 2000). The
fact that this thesis deals with a relatively reearent demands even more from the
researcher in terms of assessing the reliabilithefsources, since uninformed views
may be prematurely released from otherwise reliableces. When determining a

source’s reliability two points in particular must addressed: quality and bias.

® Preliminary transcripts have been used as soussd#al versions are not as of yet available.
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The first issue with regard to quality is to enstinat the writer knows what he is
talking about (Rozakis 2007). When using renownaaigpapers like the New York
Times as a source, one assumes that the jourrfaigésinsight into what they are
writing about, however this may not always be thgec How well the author

documents his claims is a crucial element in agsgé$ise quality of a source.

One special trait of this study has been that nodrtlge sources referred to in books
and newspapers are anonymous due to the senstivesrof the topics. This means
that the author does not provide any way to idernlti€ primary source, except claim
that the source was “familiar with the processtp&e to Mr. X", “present at the
meeting” etc. These sources are often also exd@lysoited by one specific author or
journalist, in all likelihood because their integrs dependent on them protecting
their sources. In these situations, a researclsetohae very critical of the journalist or
author’s credibility and record. Is there anythkmgpwn about the author that would
give him an incentive to portray the story in atigatar mannel? What is the writer's
reputation? Does the essence of the story mate@n atitounts of the events, or are

there discrepancies?

With regard to bias, “Every source is biased, bseavery source has a point of
view” (Rozakis 2007: 76). However, bias is not resegily a bad thing as long as it is
taken into account when evaluating a source. Jést®iand novelists may for
instance have an incentive to put a quote in aesnthere it does not belong or in
support of something that would not be acknowledgethe person quoted if it fits
the agenda of the author. Thus it becomes crudmalbprtant to cross-check, do
background checks and be critical what the authay have to gain from saying what
she says. Being aware of these potential pitfatisrwrelying on secondary sources

makes the reliability of the research output adl bretter.

Summing up this chapter, this thesis is a case/shat utilizes game theory as a tool

in presenting a stylized version of the interacti@tween Lehman Brothers and the

* If a commentator has any connection, personatafepsional, to the subject of the story there is
reason to be particularly suspicious. For instameen considering “insider stories” like that of
Lawrence G. McDonald and Patrick Robinson’s b8oRolossal Failure of Common Sense: The
Inside Story of the Collapse of Lehman Brothme has to take into consideration the authors’
incentives to portray the stories in a particulanmer (protecting former colleagues who are petsona
friends, portray enemies in a bad light etc.).
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government. The primary goal is to be able to beftelerstand the outcome that was
observed. The empirical material has in large paen collected through qualitative
assessment of secondary sources. In the follovhagter | will put the methods and

critical assessment of sources to use.

6 Analysis

In this chapter | will attempt to demonstrate hoghiman’s actions are contingent on
how they perceive the government’s preferencescapdbilities. | will start with
presenting the players of the game, the strateyiaable to them, and the sequence
in which the game is played. This analysis willdased on a stylized presentation of
the events that occurred around Lehman’s bankruptcy

Secondly, the stylized game will present the paytifat the players attribute to the
different outcomes awrdinal values meaning that | will state that player X values
outcome Y over outcome Z, but not bgw muclhplayer X values outcome Y over Z.
By presenting a stylized version of the interacti@tween the government and
Lehman Brothers | make explicit the principal stgagés that were available to the
players, and present how the players would choeteden these strategies after
estimating the payoffs attributed to the differentcomes.

6.1 The game

The event we are studying is a sequential gamedagiwwvo players. The period of
analysis starts right after Bear Stearns has bagedoout by the government on the
17" of March 2008, and ends with Lehman filing for karptcy the morning of the
15" of September 2008. The second cut-off point isais; while the first requires
explanation: The focus on Lehman from commentatotsagents in the financial
markets increased dramatically after Bear Stedraidout, primarily because Lehman
was perceived to be similar to Bear Stearns anenpiatly next in line to run into
trouble. In addition, the bailout of Bear Stearrasva crucial event with regard to
Lehman’s strategic reasoning throughout the stglgame that is presented in this

analysis.
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6.1.1 Actors

For Lehman Brothers, chief executive officer Diakd-was the one making the
ultimate decisions as to what direction shouldaken and what strategies were
sought during the period in question. Fuld did @firse have the rest of the Lehman
management and his board of directors to weighmithe decisions, but ultimately, he

was the one who made the calls.

Although other individuals and groups clearly weneolved in the process, Bernanke
and Paulson were no doubt the two with the mosgtdrom the government’s side

when it came to deciding the fate of Lehman Brather

One can argue that the preferences of Ben Berramkéienry Paulson should not be
portrayed as unison, since the two may have hagtgiivg preferences. From the
material | have studied for this thesis, the tweehaot, however, openly displayed
differences in opinion regarding policy, nor implemation of policy during the
period in question; hence | treat them as actingnison. Before explaining the
strategies available for the players, let us fergake of convenience have a look at

what the extensive form of the stylized game | Wwdke my analysis on looks like:
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Figure 3: The game structure
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6.1.2 Strategies and outcomes

In the stylized game, Fuld gets to act first, aad choose whether or not to sell
Lehman Brothers. If Lehman chooses the strategy Sthle outcome will be a sale of
the company or parts of it, which means that Lelsbnsiness will most likely be
furthered, but under or together with another camyp#f Lehman chooses the
strategy NOT SELL, the government can respond ayipy strategy DEMISE or
BAILOUT, signifying Lehman bankruptcy and Lehmarilbat, respectively. In the
stylized game | have excluded the potential outcainere Lehman does not sell, but
still survives without government intervention haltigh there is a real possibility that

Lehman will be able to survive as an independentpany. Including this outcome in

43



the game would mean that we would have to allovwuiatio move after Lehman
plays strategy NOT SELL to decide whether Lehmahsarvive or not. This would
make the game unnecessarily complicated, as Lelsnpanception of this factor is
captured in Lehman’s payoff for “continued operatjas will be explained below.

The game has three potential outcomes — Sale wbitsists of strategy sequence
{SELL, -}, meaning that Lehman or parts of it idé@ the market, breaching
Lehman’s independence; Demise {NOT SELL, DEMISE}iethmeans that Lehman
files for bankruptcy; or Bailout {NOT SELL, BAILOUflwhich means that the

government provides financial assistance in ordéadilitate Lehman’s survival.

We know that the outcome of this game was in &€shown in Figure 2, Demise.
Before analyzing how this outcome was arrived & wed to establish that the
alternative outcomes that | present in this gameuefact real possibilities, meaning

that the players indeed had the opportunity taldftgrently if they preferred.

Table 1: Potential outcomes

Strategy sequence Outcome
{SELL, } Sale

{NOT SELL, DEMISE} Demise
{NOT SELL, BAILOUT} Bailout

6.2 Examining the counterfactual

For this to be a meaningful analysis, we first heovestablish whether Lehman indeed
had the opportunity to find a market solution éyipreferred this over a bailout or
bankruptcy and second, whether the governmennndigleid have the power to rescue
Lehman if they preferred a bailout over bankrupg&ince neither of these
assessments is uncontroversial or readily arrivede@need to take some time to
investigate the possibility of the counterfactahat we need to establish is the

following: Was Lehman free to choose strategy SHlthey had preferred the
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outcome Sale? And, could the government have cleisatiegy BAILOUT as a
response to strategy NOT SELL if they had prefeBatout to be the outcome?

6.2.1 Could Lehman Brothers have found a solution?

There is much debate as to whether or not Mr. Baottlhis colleagues in the Lehman
Brothers management did in fact do all in their pote rescue Lehman from getting
to the point where the only two remaining optiorexevbankruptcy or financial
assistance from the government to facilitate a Breigince we know with the benefit
of hindsight that the outcome was bankruptcy, filb@ndid indeed try every
possibility to save the company and still ultimgtililed, there are no grounds for

claiming that Lehman could have found a solutioerei they wanted to.

In Fuld’s own words before the House of Represamsitin the hearing of Octobef6
“As the environment changed, we took numerous astio reduce our risk. We
strengthened our balance sheet, reduced leveragsved liquidity, closed our
mortgage origination businesses and reduced owsexe to troubled assets. We also
raised over $I0 billion in new capital. We explomhverting to a bank holding
company. We looked at a wide range of strategermditives, including spinning off
our commercial real estate assets to our shareisolMé also considered selling part
or all of the company. We approached many potemadstors, but in a market
paralyzed by a crisis in confidence none of theseudsions came to fruition. Indeed,
contrary to what you may have read, | never tuhaan an offer to buy Lehman
Brothers” (Committee on Oversight and GovernmerfoRe 2008). This latter
statement clearly runs counter to what other conaters, including Lehman

officials, have allegedly uttered.

To recap and expand on the introductory chaptémnisfthesis, Mr. Fuld had been
searching for investors to buy a 5 to 10 per ckatesof the company in the market
since 2006: He was in contact with the Chinese @mypCitic Group, Kuwait’s
sovereign wealth fund and Martin J. Sullivan, thent chief executive of the
insurance giant AlG, in the latter case allegedbking to sell the entire company
(Plummer 2008, Onaran and Helyar 2008, Sorkin 2008a
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In July 2008 talks were initiated with Bank of Anwar. Fuld contacted General
Electrics’ CEO Jeffrey R. Immelt, and made an awerto HSBC Holding Plc based
in London, none of which resulted in a sale (Onanaeh Helyar 2008). Mid 2008 Fuld
was also in contact with the Korean DevelopmentkB&®DB) which was, according
to Fuld in his testimony before the US House of iesentatives, only one of five
banks in consortium wanting to buy up a 50 per sbate of Lehman in the market.
The conversations had allegedly been going on fonths. When asked in the hearing
if this was the kind of arrangement Fuld was logkior at the time, he answered “I
would have welcomed that transaction, yes, sirni@uttee on Oversight and
Government Reform 2008). However, Fuld also statdds testimony before the
House of Representatives that it was not so muohaletively engaging in selling
parts of the company; it was rather a matter olB® seeking to buy a share of
Lehman. This was in early August, one and a halfttnobefore Lehman filed for
bankruptcy. Fuld allegedly refused the offer, ngu&senting it to the board of
directors at Lehman (McDonald and Robinson 2009).

Sources close to Fuld have allegedly claimed thit &id not act in accordance with
the severity of the situation when it came to fimgda buyer for Lehman Brothers
(Fishman 2008, Anderson and White 2008). “Dick s@aproud of Lehman that he
was slow to recognize that others didn’t share ltlesief” (George L. Ball, friend of
Fuld, cited in Onaran and Helyar 2008). Chairmarxivan in the Congressional
Hearing where Fuld testified stated in his intradug remarks that “One internal
analysis reveals that Lehman saw warning signsdidutot move early/fast enough,
and lacked discipline about capital allocation” (@uittee on Oversight and
Government Reform 2008). Furthering this notiomiBaf America, when
negotiating for a deal to take over Lehman Brothallsgedly reported after having
gone through its books that Lehman was carryingtasgorth $25 billiodessthan
what Lehman claimed they were worth (Wessel 2009).

Paulson on his side allegedly uttered that he fdtuld to be unrealistically optimistic
in how he tried to find a solution for Lehman (Wels2009). He also complained in
interviews with the New York Times and Charlie Ra$ter Lehman’s bankruptcy
filing that he had been urging Mr. Fuld to find aykr for Lehman. According to
Brookly McLaughlin, a Treasury spokeswoman, Paulspoke to Fuld quite often”
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between April and September, talks which accortiniguld were allegedly about
Paulson encouraging him to find a strategic buget.ehman (Onaran and Helyar
2008). Further underscoring the point, Nocera andréws wrote in the Herald
Tribune that Paulson was frustrated with what hregieed as Fuld’s foot-dragging

(2008b), referring to his lack of urgency to fintb@ayer for the company.

As we have seen, Fuld was busy approaching potéotyars for Lehman Brothers.
However, no deal was sealed, and some regardebsance of a solution as
resulting from a lack of urgency and willingness&tl from Fuld’s side. The
evidence indicates that Fuld could have found atgwi for Lehman in the market if

he wanted to. Is there a motive for such behaviimm Fuld?

| have argued that Fuld dibt try his best to sell Lehman Brothers, meaning Euadl
could have sold if he wanted to, mitose not toThis strategy could potentially have

two different explanations, each producing roughly same outcome:

The first potential explanation is that he hadreappropriate perception of how much
his company was worth, and was demanding too marcit. fA second potential
explanation to why there was no sale is that Feléteed the Government would
come to the rescue as they had done with BearrStédrtehman were to find itself in
a position of imminent collapse, and that the gubti of such assistance made it
more attractive for Lehman Brothers not to selhtt@msell. If Fuld believed that
bankruptcy was not his worst case scenario, bberat government bailout, this

would provide him with an incentive not to sell.

6.2.2 Could the government have bailed out LehmanrBthers?

Another central prerequisite for the analysis is thesis to have merit, is that the
government did indeed have room to manoeuvre, mgdhat they did in fact
possess the powers and the means to provide LeBro#imers with financial
assistance to facilitate a merger or otherwisertmrtie financially to their survival. If
the answer to this question is no, the governntet had no option but to let Lehman

Brothers go under, rendering my analysis unwarchnte
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As seen previously in this thesis, the Federal Ressugmented the alternatives
available for the central bank unprecedentedly Withmarriage of Section 13 (3) and
the SPV conducted when Bear Stearns was bailed\6tit.the new practice the Fed

could inject liquidity in individual non-depositoigstitutions.

There is no doubt government could come up withdaums of money quickly; this
was shown both with Bear Stearns and Fannie ardtiferéefore, and with AIG
immediately after the weekend in September thdeddaehman'’s fate. The main
argument from both Bernanke and Paulson as to sy did not commit government
money to facilitate a Lehman takeover by anoth@arfcial institution is that the law
did not permit them to do so — the Fed could oehdlto non-bank financial
institutions against good enough assets to sergelderal. This can, however, be
viewed as a way of doctoring the story post faB®one commentator who was
involved with both the Bear Stearns rescue and.#mnan Brothers failure stated,

“They could have found a way to save Lehman” (FishrB008).

The focus on the impaired collateral as the mastaatbe to committing money is
seriously contested: for instance bankers involvild Lehman, according to Nocera
and Andrews in their article in the New York Tinf&ruggling to Keep Up as the
Crisis Raced on” (2008a), claim that they “do restall Mr. Paulson talking about
Lehman’s impaired collateral” when officials froimet Federal reserve inspected

Lehman’s books before the bankruptcy.

Paulson further said in the White House press rbtumday morning after Lehman
had declared bankruptcy that “I never once consitidrappropriate to put taxpayer
money on the line...in resolving Lehman Brothers” 8&& 2009: 23), a statement
signalling reluctance more than inability. Bernatikewise stated before the US
Senate that “In the case of Lehman Brothers, ammajestment bank, the Federal
Reserve and the Treasury declined to commit pdiatids to support the

institution. The failure of Lehman posed risksut Bhe troubles at Lehman had been
well known for some time, and investors clearlyogrmzed...that the failure of the
firm was a significant possibility. Thus, we judgghat investors and counterparties

® SPVs were later established to take toxic as$ESi@’s balance sheet in a manner much similar to
how this was executed with Bear Stearns (Baxte®R00
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had had time to take precautionary measures” (Béma008a). This statement bears
witness of the same notion of unwillingness, nabifity. To conclude regarding the
capability of the Fed, the Federal Reserve coule ls&t up an SPV in the same
manner as they did with Bear Stearns in order t&diap a merger between Lehman
Brothers and one of its potential buyers withinlthets of their authorities and given
their previous actions during the crisis. The otiheasures outlined previously in this
thesis could also have been applied somewhere bet®age 1 and Stage 2 of the
game we are analyzing here, as will be discussadtimer length later. There is little
doubt Paulson in particular was very reluctantubtpx-payer dollars on the line to
rescue Lehman, but the evidence shows that nohgaut Lehman Brothers was

more likely a matter of unwillingness than a laclcapability.

6.3 Solving the stylized game

Having established that all strategies in the game in fact open to the players and
all outcomes possible had the players preferrecbaed able to converge, we can
proceed to the analysis of the player’s prefereacesstheir interaction. Determining
what strategies the players will choose in any gisuation is the payoff attributed
to the outcome each player believes the chosetegyravill yield. Building on
chapters 3 and 4 in this thesis, let us first rel@ok at what factors are likely to have
been taken into the equation by Lehman and thergoment when estimating their
payoffs. In the spirit of backward induction, | ixstart with the last player to act,

namely the government.

6.3.1 The government’s payoffs

In the game, the government has to decide whetbelieves that the cost of bailing
out Lehman Brothers exceeds the benefit Lehmanugexdifor the well-functioning

of the financial system and macroeconomic stab#ityehman’s systemic importance
(si), meaning what damage would be inflicted onuilgefinancial system in the event
of a Lehman failure. When determining the costafibbg out Lehman Brothers, the
government has to evaluate the economical cos$teotbailout (ec), the political cost
of the bailout (pc) and the moral hazard infliceedthe system by a bailout (mh).
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These three factors constitute the cost of badmigLehman in the stylized game

presented here. Table 2 summarizes the elementn#ke up the payoffs.

Table 2: Explanation of the elements constitutinglte government’s payoffs

Explanation Element
Lehman’s systemic importance Si
Economical cost of bailout ec
Political cost of bailout pc
Moral hazard inflicted on financial system fromlbat | mh

The government’s payoff associated with the outcBremise, meaning that Lehman
as player one and the first player to act choosategy NOT SELL and the
government responds by playing strategy DEMISE;3§ since the government does
not suffer the costs associated with a bailout)dsés the value Lehman poses for the
well-being of the financial system. The payoff itited to outcome Sale which ends
the game without the government responding to Letsrection, gives the
government payoff (0) since it keeps Lehman’s bessrafloat without any costs for
the government, preserving status quo for the Girsusystem. The payoff attributed
to the outcome Bailout is 0 — (ec + pc + mh), megnhat the government keeps the
value Lehman poses for the financial system and@eaonomic stability (it does not
suffer [-si]) minus the economic and political ®as well as the moral hazard that
come with a bailout. These payoffs will be summedtim Table 4 together with

Lehman’s payoffs.

6.3.2 Lehman’s payoffs

| argue that Lehman’s sole concern in the game &chieve the highest possible price
for the company if it cannot proceed as an indepenhdoncern. Of course there are
other considerations that would play into Fuld’'siden on whether or not to sell; |

still argue that these are subordinate to the pridd can achieve for himself and the

50



shareholders. As mentioned, the expected valuelafian continuing as an

independent concern is included in the payoff ftbmoutcome Sale.

Payoff (pb) is Lehman’s estimate of the price ill wbtain for its shares in a Bailout.
Payoff (ps) is the price Lehman believe it will giethe company is sold in the market,
and (co) is the expected value Lehman attributeéacontinued operation of the
company, hence the payoff from outcome Sale bec@pses co). If the outcome is
Demise, this gives Lehman payoff (d).

Table 3: Explanation of the elements constituting Ehman’s payoffs

Explanation Element
Benefit from bailout pb
Benefit from sale ps
Expected value of continued operation co
Benefit from bankruptcy d

Lehman is as stated player one in the game, me#madghey get to act first. If
Lehman believes that the government will choossesgyy BAILOUT if Lehman
chooses strategy NOT SELL, Lehman will play strat@T SELL if they perceive
payoff (pb) to be greater than payoff (ps — co.dhman believes that the
government will choose strategy DEMISE if Lehmaaygl strategy NOT SELL, or if
Lehman estimates that (pb) is smaller than (ps)-L@&hman will choose to play
strategy SELL. This way Lehman’s choice of stratesggontingent upon its

perception of how the government will respond soeittions, and how they assess the
value of a bailout (pb) compared to the price tbay obtain for Lehman in the

market minus the value of continued operations-(ps). In Table 4 | present the

payoffs attributed to the different outcomes byhbplayers.
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Table 4: The actors’ payoffs

Outcome Payoff Lehman Payoff Government
Sale (ps — co) 0

Bailout (pb) 0 — (ec + pc + mh)
Demise 0 (-si)

6.3.3 Introducing Nature and incomplete information

As seen, the government abides to the policy o$ttaative ambiguity during the
period of time we are analyzing. This means thatgbvernment does not give any
clear signals to financial institutions as to whegtbr not they can expect the
government to step in and rescue them should gy lhankruptcy. The implication
for Lehman Brothers is that it cannot know for aertwhether the government will
bail it out or not if they choose strategy NOT SEdd end up facing bankruptcy —
the government cannot be expected to express wheth prefer to bail Lehman
out over letting it go bankrupt (TYPE A), or letgd under instead of bailing it out
(TYPE B). Furthermore, even if such an announcemasstmade, the time
inconsistency problem inherent through the disarethat comes with the policy of
constructive ambiguity allows the government torgually act counter to its
announced preference when the time for decisioresoirehman thus in practical as
well as game theoretical terms has incomplete mébion to guide its decision of
which strategy to play. The probability (p) in Figi8 below denominates the
probability Lehman attaches to the government befngY PE A, while the
probability (p — 1) is attached to the likelihoddt the government is of TYPE B. The

government on the other hand knows at all timeswhjipe they are.

Before presenting the arguments behind the rarddimpgeferences, let's have a look
at what the stylized game looks like in extensef with the payoffs and

incomplete information introduced. The dotted loetween Lehman’s decision nodes
signifies that when Lehman is to act, it does maivik whether Nature has chosen the
government to be of TYPE A or of TYPE B.
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Figure 4: The stylized game with payoffs and inconlpte information
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Nature is a “non-player who makes chance movesraestage in the game” (Hovi
1998). In the game that is played between the gowent and Lehman Brothers,
nature first makes a chance move and decides witb#ngovernment is of TYPE A
or of TYPE B. In accordance with the above, theegnment is TYPE A if it holds

the following to be true, meaning that the governtpeefers Bailout over Demise:

si > (ec + pc + mh)

On the other hand, if the government is of TYPH: Bplds the following to be true

and will prefer outcome Demise over outcome Bailout

si < (ec + pc + mh)

The “random” decision is made by Nature in accocganith a probability

distribution that can be estimated by the playBasMmusen 2007). When we examine
the players’ preferences below, we will see thdtrhan’s decision regarding which
strategy to play depends on its perception of whyple of government it is facing, i.e.
the value of p in Figure 3. The way for Lehman ¢aldwvith this uncertainty is to
estimate the expected utility from playing eaclit®fvailable strategies taking the
fact that it may be facing wither one of the twpeg of government into account.
Once Lehman determine the expected utility of [stthtegies, it can calculate which
value p has to take for it to be more beneficiallfehman to play strategy NOT

SELL than strategy SELL, and vice versa. Beforecare@ move to this point of the
analysis, we need to establish what the playeefepences are, meaning how the

players rank the different outcomes in ordinal term
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6.3.4 Ordinal ranking of preferences

The government

As we have seen above, the government’s prefeismmtermined by its assessment
of Lehman’s systemic importance weighed againstts¢s of bailing it out. With the
benefit of hindsight, we know that the governmeaswYPE B, since a TYPE A
government would not choose strategy DEMISE asporese to Lehman'’s strategy
NOT SELL. However, to be able to portray how theggoment looked from
Lehman’s point of view, we need to assess how tvergment was most likely to
consider the proposed elements. Which values éiddvernment attribute to them?
One first step is to look at statements by PaudsahBernanke. The explanation by
the two following the demise of Lehman Brotherda/hy they did not intervene has
nothing to do with either of the elements | havefpuwvard in this thesis as the basis
for their decision. However, the statements dossagething about their estimate of

Lehman’s systemic importance:

Paulson and Bernanke’s stated reason as to whydttenot rescue Lehman Brothers
is that they did not have the powers to do so eealiLehman’s impaired collateral
(Nocera and Andrews 2008a, Thomas and Hirsh 2088 \dhke 2008b, Wessel
2009). The exact words of Chairman Bernanke imgarview with 60 Minutes on the
topic of Lehman’s demise were: "There were manypfewho said, let 'em fail. You
know, it is not a problem. The markets will takeecaf it. And | think | knew better
than that. And Lehman proved that you cannot latge internationally active firm
fail in the middle of a financial crisis. Now wdsai mistake? It wasn't a mistake for
the following reason: we didn't have the option,dign’t have the tools. All the
Federal Reserve can do is make loans againstemllaftranscript from CNBC 2009).
The way Bernanke presents it in this interviewldaes no doubt that he would

prefer to rescue Lehman if he had had the powers.

Paulson uttered the same notion according to the Yk Times, telling
interviewers that if he had had the money befagée(ring to the $700bn that was
made available after TARP passed through Congressjight have been able to

® There are some reservations attached to the asisartipat the government was TYPE B throughout
the entire period studied here. This will be disedsin chapter 7.
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save Lehman (Fishman 2008). These statements botey the same message —
Lehman was systemically important, and would haenlrescued had the
government possessed the powers to do so. | heeadgldiscussed the role of
Lehman'’s collateral, and concluded that they ctwalde surpassed this obstacle if

they had wanted to.

Paulson and Bernanke’s statements aside, whath@asotion elsewhere about
Lehman’s systemic importance? With the benefitinfibight, Federal Reserve Bank
of San Francisco President Janet Yellen statecspeach in New York on the @f
April 2009 that “Lehman was a systemically impottenstitution” and that its
bankruptcy caused the crisis to take a “quantum ilederms of seriousness” (McKee
and Chen 2009). She would not call the lack of gowent financial intervention a
clear error, but she went far in insinuating tharenshould have been done in order to
avoid a Lehman Brothers bankruptcy (McKee and CG2869). Christine Lagarde,
France’s finance minister, did not stop at insimgatcalling the decision to let
Lehman die “a genuine error” (Sorkin 2008c) rigitealLehman’s bankruptcy was

announced in September 2008.

Observing the disruptions in the financial markadter Lehman’s demise, there is no
doubt that Lehman was in fact a systemically imgratrfinancial institution.
Estimations of how the government deemed the lefviéé systemic importance are
difficult to assert, especially taking into congiai#on the government’s incentive to
keep this a secret, as seen previously in thisshdswever, potentially subtracting
from the government’s assessment of Lehman’s systemportance was the
outspoken notion on the part of Bernanke and Paulsat the markets had had time
to prepare for a Lehman bankruptcy (Wessel 20@)¢ch leaving them better
prepared to cope with Lehman going under than wWayld have been if Bear Stearns
had been allowed to fail. Systemic importance chsaicomposite measure that | will
not treat the time element individually, but inctuid in the estimate of (si). If the
government really gave this aspect merit, Lehmaystemic importance would be

lowered as time passed, since the market woulabstantly better prepared.

56



The economical cost of bailing out Lehman

Government lending of any kind to financial indiibms is potentially costly due to
the risk that the loan will never be repaid or i collateral held against the loan
loses its value and the institution becomes insulvEhe risk is difficult to avoid for
the government — for instance the economic sitnatiay deteriorate in the aftermath
of an institution receiving assistance, meaning éftaough having been solvent at
the time assistance was given, it may become iesbhfter (Freixas, Giannini,
Hoggarth and Soussa 2000). In the specific catelnhan Brothers we have seen
that unconfirmed sources claimed Bank of Americated the government to
guarantee for $65 billion of Lehman’s toxic ass#tthis was the case and assistance
was provided, the government could potentially libseentire amount if the assets
lost their value completely. On the other hand,absets could increase in value,
yielding a profit. As seen, the government drew miocus to Lehman’s impaired
collateral as a reason why no bailout could becaffged. Poor collateral would
increase the risk of the government suffering Isseewever the focus on the
impaired collateral is likely to have been exagtgtaThe government was in any
case likely to suffer economical losses from achdjlthe extent to which I will not go
further in estimating beyond claiming that the Exssould potentially become

substantial.

Political cost for Paulson and Bernanke

With regard to the political cost, the pressurédBemanke and Paulson for the Fed’s
activist role after the rescue of Bear Stearnstiesth immense (Wessel 2009). The
political will for a bailout of Lehman was probalfiyrther decreased after Fannie and
Freddy were bailed out just over a week before Laatimmbankruptcy. Even though
the government considered Lehman systemically itapbfespecially in the midst of
a financial crisis where every financial institutiof some size and interconnectedness
would be considered of systemic importance), tHeigal costs attributed to a bailout
was likely to increase for every bailout that waslertaken. Wessel claims in his
bookIn Fed we Trus{2009: 14) that Paulson stated in a conferendevihl

Bernanke and Geithner that “I'm being called Mril&at...| can’t do it again” before
the weekend Lehman filed for bankruptcy. This sufsptine view that the political

cost of a bailout increases with the magnitudeaiiblts that have been provided.
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Moral Hazard

From the theoretical discussion of moral hazarccareexpect that the level of moral
hazard among financial institutions will also reseery time a new bailout occurs. As
argued elsewhere in this thesis, it is especibygovernment’s bailout of Bear
Stearns that increases the incentive for Lehmaxpect a bailout to be forthcoming
during the period we are analyzing here. If theegnment had let Bear Stearns fall,
Lehman would have had to estimate the possibifigy leailout to be lower than what
was the case after having seen Bear bailed outd{@ether financial institutions
could be expected to reason in the same manneldstieugovernment bail out

Lehman Brothers — moral hazard would undoubtedly. ri

Having explored Lehman'’s significance for the fioiah system and the costs that
would follow a government bailout, we are far fratvle to present any rigid
assessment of the margins that separate the goestismreference ranking of the
different outcomes. However, we can say somethiogithe ordinal ranking of the

outcomes.

The only outcome that does not incur any cost$iergbvernment is Sale, meaning
that Sale is the government’s most preferred ougcsimce both Bailout and Demise
pose costs for the government. From the assessiagoNg, we cannot assert with
any kind of certainty which of these two latter@arnes the government preferred
more during the period of this analysis. The redsothis is that even though sources
claim that Paulson was encouraging Fuld to selhta this is compatible with what
| have established above — Sale being the goverrsmanst preferred outcome. It
does not say anything about the government’s preéer regarding the outcomes
Demise and Sale. If one should assign weight tésBals statement that he never
considered bailing out Lehman Brothers, one woualktto conclude that Demise
was the government’s second most preferred outcbime&ever, Paulson contradicts
himself when stating that he would have saved Lehiiniae had the powers, which
was also the statement from Bernanke. The factibkainly with the benefit of
hindsight are able to establish how the governmeaemked their preferences proves
that the policy of constructive ambiguity was aagreuccess with regard to keeping

financial institutions guessing.

58



The ranking of the preferred outcomes for the govent was as in TYPE B as

follows:

Sale > Demise > Bailout

Lehman

Since it is difficult to say anything meaningful @s observer about how Lehman
estimated the relationship between the two paybffsl] take Lehman’s actions to be
indicative of its preferences. This is in line witty previous argument in this thesis
that Lehman could sell if it wanted to. Hence, ¢hepirical observation that there was
no sale | take to mean that Lehman estimated theffol@om a bailout to be higher
than the payoff from a sale in the market minusvélee of continued operation [(pb)
> (ps — co)] and played strategy NOT SELL. Furthamemfor Lehman to play this
strategy, it must have estimated the likelihoothefgovernment responding to
strategy NOT SELL by playing strategy BAILOUT (itee government being of
TYPE A) to justify playing this strategy. This whle explained undetealing with

uncertaintybelow.

While the outcome Demise gives Lehman a payoff, &fddh outcomes Bailout and
Sale provide Lehman with a positive payoff, takioggranted that neither would
provide Lehman with some kind of benefit as oppdsdoankruptcy. From the
empirical observation | derive that Lehman rankezldutcomes in the following
preferred order:

Bailout > Sale > Demise

To achieve their highest payoff, Lehman has to ptegtegy NOT SELL. However
both Demise and Bailout can be the outcome of Lehphaying this strategy. This
means that Lehman has to estimate what they belevgovernment will do as a
response to Lehman playing strategy NOT SELL. lirhan plays strategy SELL the
government does not act, and the outcome is imredgidale. On the other hand, by
playing strategy NOT SELL, the government decidhesfate of Lehman. The way for

Lehman to establish what strategy will provide hirghest payoff under conditions of
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incomplete information, is to take both potentiatammes of playing strategy NOT
SELL into consideration, and determine the expeat#itly of playing this strategy

compared to playing strategy SELL.

6.3.5 Pretending complete information

How would the game be solved if the players actatkucomplete information? By
figuring this out we can determine what the equgilvould have been if Lehman
knew that it was faced with a government TYPE ABpmeaning what would have
been the optimal sequence of strategies for batyeps to achieve the highest
common payoff. We remove uncertainty by taking Katut of the game and
allowing Lehman to know before moving whether tbegynment is TYPE A or B.
We solve a game of complete information by idemifythe Nash equilibrium(s), a
set of strategies from which none of the playersetan incentive to unilaterally
deviate. The way to solve this game through bac@watuction is by first
determining what is the optimal choice of stratémythe last player to make a move
in the game, and then we do the same for the webeist player, but with this player

we take the selected action by the last playenashgdHovi 1998).
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Figure 5: Solving the games with complete informatin
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Under conditions of perfect information, in a wowitiere the government was TYPE
A, the Nash equilibrium would be {NOT SELL, BAILOUTIn a world where the
government was TYPE B, on the other hand, the Ngsilibrium would be

{SELL, -}. These are hence the optimal outcomesesponding to each type of

government. In the real world, however, informatveas incomplete.

6.3.6 Dealing with uncertainty

The source of the insecurity for Lehman as to wéethe government is TYPE A or
B is as indicated previously the policy the goveentchose in dealing with the sub-
prime crisis from the beginning. It is largely rgoized that Ben Bernanke’s
predecessor as Fed Chairman, Alan Greenspan, &etdgaonducted a policy of
constructive ambiguity (Harris 2008). When Ben Berke took over the position as
Fed Chairman in February of 2006, there was peedeiv be a shift toward
transparency in the day-to-day operations (Felt®82 However, during the current
financial crisis, it is evident that the handlinfgtloe crisis from the government has
been that of constructive ambiguity up until Lehrsademise. | base this on the fact
that after Bear Stearns, there was no clear indicé the financial markets as to
what would be the government’s stance if an impadi@ancial institution were to
find itself on the brink of bankruptcy. As ElliotBwartz and Charley Johnson write
on the website for the Committee for Economic Depgient (CED), “The failure of
Lehman Brothers, which was in part an attempt tontaen ‘ambiguity’ about the
government's commitment to large financial insiia$, and the intolerable

consequences proved to all that there would berfae Lehmans’™ (2009).

We can also be certain that the government dicadbére to an explicit TBTF
doctrine because they did not announce that théraScial system would be
backstopped until after Lehman had filed for Chafiieand AIG was bailed out — in
the period after Lehman’s demise, the governmeoptad a policy very close to the
TBTF doctrine (Schwartz and Johnson 2009). Thismadlaat, at least after-the-fact,
it is possible to affirm that the government wadeied acting according to the policy

of constructive ambiguity between mid March and @eptember 2008.
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Having bailed out Bear Stearns in March and FaNtde and Freddy Mac in the first
week of September 2008, the government had imfatdiet any major financial
institution fail since the sub-prime crisis startellen Lehman filed for bankruptcy.
This implies that it seemed to rely heavily onlyare of constructive ambiguity’s
potential outcomes, namely the bailout option. Vs no doubt observed and
appreciated by the financial market, and instingioould, based on this observation
coupled with the fact that no officials made clst@atements to the contrary, assume
that the government was “bailout-heavy” in deakvith the crisis. This means that
the government was running a policy of construcéirreiguity which from an
observer’s point of view could look like an incltian toward what we have labelled
the TBTF doctrine. Under the understanding tharfaial institutions on Wall Street
had reason to believe that the government was mgranbailout-heavy version of
constructive ambiguity at “worst”, or adhering teetTBTF doctrine at “best”,
Lehman had reason to believe that the governmegtitraery well come to the rescue

if things went very wrong.

In order to establish how Lehman should chooseuirstylized game taking this
uncertainty into consideration, we first need teegs how the government looks from
Lehman’s perspective. As stated, the governmemhtwiays hold as its highest
preference that Lehman choose strategy SELL, dadstialso known to Lehman.
With regard to the government’s ranking of the re@maining outcomes, this will
depend on the government’s estimate of (si) congptar¢ec + pc + mh), Lehman’s
systemic importance compared to the cost of a biitepresented by two types of
government. Below is how the two types appear tontan in terms of preference

ranking:

Type A:

Sale > Bailout > Demise

Type B:

Sale > Demise > Bailout
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In other words, if the government is of TYPE Awitl respond to Lehman playing
strategy NOT SELL with strategy BAILOUT. If the gennment is of TYPE B, it will
respond to Lehman playing strategy NOT SELL witlatetgy DEMISE.

Having established what the government will do assponse to Lehman’s strategy
NOT SELL across the two potential types, Lehmandiacover the values of p for
which the expected payoff of each available styategeeds that of the other (Gates
and Humes 1997). On the left side of the followeamiation is the expected utility for

Lehman to play strategy NOT SELL, and on the rigi, expected utility from
playing strategy SELL:

P (pb) + (1 —p) (d) > p (ps —co) + (1 - p) (p=oy

p(pb) + d — p(d) > p(ps — co) + (ps — co) — p(ED)-

p(pb) + d — p(d) > (ps — co)

p(pb)-p(d) > ps—co-d

p(pb-d)>ps—-co-d

p>ps—-co-d

pb —d

Knowing that the value of (d) is 0, we can redueeihequality further to

p >ps—_co
pb

Accordingly, Lehman should play strategy NOT SEfthe inequality holds. Before

proceeding to finding equilibria in this game, weed to establish that the expression
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on the right side of the inequality can take oralue between 0 and 1, meaning that
the numerator is positive and less than the dermmiriGates and Humes 1997). We
know from the discussion above that (ps — co) stp@, which satisfies the first
requirement. The value of (pb) has also been statbd positive. Furthermore, we
have established that (ps — co) is smaller thaj gphich fulfils the second

requirement, meaning that the right side of theuadity is a number between 0 and 1.

6.3.7 Establishing equilibriums

The equilibrium of the game depends on Lehman’esassent of the value of p and
the real preferences of the government, i.e. wipet it is. The equilibria can thus be
stated as follows:

TYPE A:

{NOT SELL, BAILOUT}if p > ps — co

pb

{SELL, -}ifp<ps—co
pb

TYPE B:

{NOT SELL, DEMISE} if p > ps — co

pb

{SELL, -} ifp<ps—co
pb
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We have here found an equilibrium that is the daiutcome of the interaction
between Lehman Brothers and the government, natimeffjrst equilibrium under
TYPE B, {NOT SELL, DEMISE} — outcome Demise. Exanmg the equilibrium,
Lehman would have reason to regret its action #fefact and want to change its
strategy to SELL given the response of the goveminTéhis regret stems from the
fact that after having observed the government'senbehman knows what type the
government is as opposed to before the governmeri®, when Lehman only has p
to estimate its type. As we will see below, thisxsctly what happened, and after the

government’s move, Lehman was not able to chalsgsriategy.

As we can see, the only way to reach this equiliaris if Lehman believes that

p > (ps — co) / (pb). Breaking down this expressphas to be higher than the payoff
from a sale minus the expected value of continyesttagion divided by the payoff
Lehman expects from a bailout in order for Lehnw@aprefer to play strategy NOT
SELL. This means that the higher the value Lehnsimate payoff (pb) to take on
relative to payoff (ps — co), the more Lehman ‘Wdlinclined to playing strategy

NOT SELL even if p is relatively low. It also meathsit even if Lehman only values
(pb) slightly over (ps — co), it still has an intiee to play strategy NOT SELL if the
value of p is perceived to be sufficiently high. d@monstrate this, | will provide two
examples inserting numerical values for p, (pb) @s co) in the equilibrium above:

Example 1: p is low, (pb) is high relative to (pse):

p > ps —co
pb

01>25-24
12

0.1 >0.083
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Example 2: p is high, (pb) is only slightly hightean (ps — co):

p >ps—co
pb

09>275-1
2

0.9>0.88

In the first example, the likelihood of a bailoatamall, but the benefit from a sale in
the market is much smaller than the benefit frobaigout due to the high value of the
expected return from continued operation. In tlksneple the highest expected utility

thus comes form playing strategy NOT SELL.

In the second example the benefit gained from lalais only marginally larger than
that gained from a sale minus expected value fianré operations. However, the
likelihood of receiving a bailout is very high; fenthe highest expected utility comes
form playing strategy NOT SELL in this example aslw will argue that the
empirical case was more likely to resemble theesmér in example 2 than example 1.

We can establish that the real value of p dependeegovernment’s estimate of
Lehman’s systemic importance minus the cost ofrizallehman out. Keeping in
mind that the real value of p would rise with tlevgrnment’s inclination to bailing
Lehman out as opposed to letting Lehman fail, wiaaie is there reason to believe

that Fuld estimated p to be?

Fuld’s estimate of p would first and foremost depen his assessment of Lehman’s
systemic importance, and how he believed that tivergiment estimated this. In
order to present one take on Fuld’s view of Lehmaystemic importance, | find it
necessary to cite an entire section of Mr. Fultisesnent in the testimony before the
House of Representatives on tffeds October 2008, being questioned by Mr. Welch

of the Democratic Party. First Mr. Welch summarizdtht had happened in the crisis,
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and stressed that Lehman had been treated diffigtban the other financial

institutions when it was about to fail. The quesiing then went as follows:

“Mr. Welch: Did you have any concerns that thereyina some arbitrary reasons why
Lehman Brothers, facing similar predicaments as,A¥@s allowed to fail, whereas
AlG was the beneficiary of an $85 billion bailowosisored by the Treasury
Department?

Mr. Fuld: Well, I clearly would have loved to halkeen part of the group that got that.
Mr. Welch: Well, do you have any views on thatlooughts on that, why you were
allowed to fail, You, Lehman Brothers, were allowedail and AIG was bailed out?
Mr. Fuld: That was a decision that was made thatd&y afternoon.

Mr. Welch: | know that.

Mr. Fuld: And | was not there.

Mr. Welch: You have got to be wondering. You are tiead of this company. You
want to keep it going. | understand from you evedgpknew you were dedicated to
the survival of Lehman.

Mr. Fuld: Until the day they put me in the ground.

Mr. Welch: Exactly.

Mr. Fuld: I will wonder.

Mr. Welch: | will just ask you your opinion. Do ydhink that there was any justified
reason why Lehman was treated one way; namelyyatido fail, and AIG, just as
another example, was given $85 billion in taxpaasistance to bail it out?

Mr. Fuld: | do not know why we were the only onéCommittee on Oversight and

Government Reform 2008)

This statement by Fuld clearly gives an impres#iat he did consider Lehman
Brothers not to be any different from the instibus that received a government
bailout, and that Lehman was thus of sufficienteysc importance to warrant a

bailout.

Fuld’s statements aside, did Lehman haageson to believéhat it was sufficiently
important for the system to warrant a bailout, rer feuld’s statements indicative of

him trying to avoid some of the blame for Lehmailirfig? The bailout of Bear
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Stearns is a crucial element here. As former ctairof the Federal Reserve Alan
Greenspan said it in an interview, “[o]nce you {hé line under Bear Stearns, that
whole structure of financial and non-financial ingtons above that automatically
became too big to fail” (Torres and Harrington 2008is signals support for Fuld’s

uttered belief outlined above.

Furthermore, according to Brunnermeier et al (200@hapter 4 in this thesis, the

fall of an individually systemic institution withighly leveraged positions and
maturity mismatch on their balance sheets causgatine externalities for the rest of
the system. The pro-cyclical liquidity spirals waulave a higher probability of
increasing momentum in a negative direction fordyem as a whole were Lehman
to fall. One important aspect here is that Fulmbpbly was in a better position to
assess what would be the consequences of Lehmamiselthan the government was,
even though the government had insight into Lehsnbks. This allows for the
possibility that Lehman may have correctly perceiite systemic importance as
higher than what the government appreciated, winichrn means that it is possible
that the government would have chosen to bail Lehowt had they had Lehman’s
knowledge of its systemic importance. Any efforatidress this discrepancy in
perception would most likely not be taken seriousigce Lehman had an incentive to
exaggerate its systemic importance in order tceim®e the likelihood of a bailout
(Rochet and Tirole 1996).

When looking at the factors Fuld most likely evadaawhen estimating whether or
not he believed a bailout could be expected,rié@sonable to assume that he
considered the likelihood of a bailout fairly high.ehman stood on the verge of
bankruptcy. Both Fuld’s testimony and my assessroktiite situation above indicates
that Lehman believed, and had reason to belieag¢ fltle government was very likely
to be of TYPE A. When the government bailed outrBtaarns, they demonstrated
that the possibility of a bailout existed, genergiexpectations among the remaining
financial institutions similar to those discussedtie chapter on moral hazard in this
thesis. In game theoretical terms, the strategyLBAIT was added to the
government’s options in the eyes of financial isibns, to the degree they did not
believe that the government already possess thabdéy beforehand, bringing p and

(pb) into Lehman'’s strategic reasoning. Bear S&drailout is not likely to have
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made Lehman believe that a bailout would be venegeus, not even after the
compensation for the shareholders of Bear Steaassadjusted from $2 to $10.
However, the compensation paid to the shareholddghe Bear Stearns bailout was
significant compared to no bailout, and made Lehestimate (pb) to be higher than
(ps — co). | argue that (pb) was not perceiveduastantially higher than (ps — co) by
Lehman, hence p must have been perceived to bereggmbling example 2 above. |

return to this in chapter 7.

6.3.8 The outcome

Lehman did not seal a deal with any of the potébtigers, and on theT'f
September it was made explicit to the public thatgovernment did not intend to
commit government money to rescue Lehman Broth&wso of Paulson’s aides (his
chief of staff Jim Wilkinson and spokeswoman Mi@Blavis) spread the word to the
press that Paulson had vowed no taxpayer moneydvoauhe to the aid of Lehman
(Wessel 2009, Cho, Landy and Irwin 2008). The stutryhe front page of the
Washington Post as well as other media the saméQtayet al. 2008). Fed officials
were, according to Torres and Harrington (200&inta similar stand. This was the
first time it was uttered in clear words from sasgclose to those who would in the
end make the decision that no financial supportldvbe given to rescue Lehman

Brothers from bankruptcy.

At this point, Fuld probably regretted that he Hadald at an earlier stage. The
problem was now that whether or not he could selirhan was no longer up to Fuld
— there simply was no buyer. As Robert Peston o€ B&ws put it on the 4of
September (2008), “The stumbling block is that aakoor other financial institution
wishes to take on Lehman's massive liabilities @utrsome kind of protection or
guarantees from the US government”. This meanghieadbnly way Lehman Brothers
could be sold, was if it came with a governmentdudi SELL was no longer an

available strategy for Lehman, and their fate wiathé government’s hands.

" There exists the theoretical possibility that #msouncement was a bluff from the government. This
could be modelled by allowing Lehman to changstitategy after the announcement. However, in our
game the strategy SELL was not available for Lehaféar the announcement; hence bluffing Lehman
would have no merit.
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As stated in the beginning of this thesis, BanRuferica left talks and focused their
attention on Merrill Lynch. When Barclays pulledt dtom talks, it was allegedly
because they could not pull together a share hefoterto guarantee Lehman’s
liabilities come Monday morning. Once this becaneaiG there was in effect no
buyer for Lehman that the government could backatogerger for even if they
wanted to, hence the bailout a-la Bear Stearnsoptas ruled out for the
government. The remaining bailout options were theirect loan to Lehman, capital
injection, converting to a bank holding companyspinning off Lehman’s toxic
assets in a separate unit which would be backstbppé¢he government. As observed,
none of these measures were taken, and Lehmarfdiietiapter 11 early in the
morning on the 18 of September. As to why the government did notiément any

of these options, | will not go further than stgtihat the government must have
deemed, perhaps mistakenly as indicated abovepsgtef implementing the

measures to exceed Lehman’s systemic importance.

It is during the period between Bear Stearns’ hbaisnd the statements from Hank
Paulson’s aides that no tax payer money would dontlee rescue of Lehman that
measures could have been taken to avoid the eventitmme of Lehman defaulting.
The good bank/bad bank measure and the optiorrrahggiLehman into a bank
holding company could have been undertaken duhisgoeriod, as well as a capital
injection. This is also the period in which Lehnuld have sealed a deal with a
buyer, all amounting to, in hindsight, six montlisost opportunities ending in a sub-

optimal outcome.
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7 Discussion and concluding remarks

Why did we end up with this outcome? | claim thed government’s policy choice
provided Fuld with incentives that eventually ledatsub-optimal outcome. Demise
was Lehman’s last and the government’s secondnpeeffeutcome, and as seen when
solving the games with complete information, thesiNaquilibrium when the
government was TYPE B was outcome Sale. In thaudson of why this outcome
was the result, we can treat the goal of constra@mbiguity — to keep financial
institutions uncertain as to whether and how théybe bailed out — as an implicit
threat made by the government. Jon Hovi in his i®aknes, threats and treaties:
understanding commitments in international relai¢t998: 11) defines a threat as “a
contingent assertion signalling an intention totlsemebody — physically,
economically or otherwise — unless that someboty/iadhe way prescribed by the
threatener”. The proscribed manner is for us heo@ang the situation where a
government bailout would be required to keep Lehalase, and the potential
punishment for transgression is the absence ofl@uban other words, by abiding to
the policy of constructive ambiguity, the governmmeatens that it will not provide

a bailout if financial institutions find themselves the verge of bankruptcy.

7.1 Conditions for a threat to be successful

A threat can be deemed effective if it succeednaking the target alter its behaviour
in accordance with the threatener’s desires (H8981 13). In the interaction between
Lehman Brothers and the government the threat/agiste ambiguity would be
judged successful if Lehman Brothers had sold tmepany and avoided bankruptcy
without the need for government intervention. Hiesis five conditions that must be
fulfilled in order for a threat to be judged effiwet

Relevance

The first condition is that “[t]he threat must t@evant in the sense that it can have
an impact on the outcome” (Hovi 1998: 13-14, ilic original). This means that the
threatened part must have room to manoeuvre, atdt thhust have an incentive to go
against the threatener. | have established inrthfysis that in all likelihood both of
these were present: Lehman could have sold if wesyted to, and Lehman could
have an incentive not to sell if it anticipatedtttiee government would provide a
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bailout, which | have established that it did. Gamgive ambiguity could thus
potentially lead Lehman to acting differently framhat it would have if it could be

certain that a bailout was forthcoming, i.e. if psaknown to be 1.

Severity

Second, “... the threat must be sufficieraBvereto make a difference to the target”
(Hovi 1998: 14). Constructive ambiguity definitedguld produce an outcome that
would be very severe for Lehman, namely Demise. iBenvas Lehman’s least

preferred outcome providing a payoff of 0, makihg threat very severe for Lehman.

Credibility

The third condition is that “...to be effective, a¢ht needs to be credible” (Hovi
1998: 15). The credibility of a threat relateshe tlegree to which the target believes
that the threatener will carry out the threat & thrget's actions do not correspond
with the threatener’s wishes. A threat can be exttg severe, yet prove to be
impotent if the target believes that it will not pet into effect (Hovi 1998: 15). This
is the most important of the conditions for ourgmse, | thus return toredibility

after having presented the remaining conditions.

Completeness

“A fourth condition for a threat to be credibletigt it iscompleté (Hovi 1998: 15).

A threat is complete if the target believes thdtafdoes comply with the threatener’'s
wishes, the threat will not be effectuated. Indhalysis conducted in this thesis, this
condition is met automatically since if Lehman Bwts manages to find a solution in
the market a bailout will not take place. Hencé,ehman complies with the threat, it
becomes irrational to bail them out, thus the datef completeness is assumed to be

met automatically.

Clearness

“...in order to be effective, a threat has to beisightly clear’ (Hovi 1998: 16). This
means that the message conveyed in the threatbmustderstood by the target, and it
must get through to the target.
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One fundamental trait of the policy option of canstive ambiguity is that it
effectively eliminates the possibility of being ate With the public announcement by
Paulson’s aides three days before Lehman declanektiptcy, the threat was made
explicit for the first time, which definitely conitruted to making the until then
implicit threat clearer. If the same had been atiea couple of months earlier when
Lehman was apparently still in relatively good stapuch less credibility would
likely have been attributed to it. However, theitighof the statements made the
commitment much more credible, since it was becgrmuoreasingly apparent that

Lehman was facing bankruptcy if no measures weé@nta will return to this below.

7.2 Assessing credibility

I will here discuss the credibility of the threatplicit in constructive ambiguity in the
game between Lehman and the government, in ligtiteo€onditions above. | will
argue that the threat not to provide a bailout m@scredible, and discuss why | find
this was the case. First of all, how does a lacsreflibility for constructive ambiguity

look in game theoretical terms for the game thatlieen analyzed in this thesis?

To reiterate, the Nash equilibrium under governniefPE B when we solved the
games witlcompleteinformation was {SELL, -} — outcome Sale. Undecomplete
information the corresponding equilibrium (not thecome, but the other potential

outcome of government TYPE B) takes the followiag:

{SELL, -} ifp<ps—co
pb

The equilibrium above represents the most prefestedome for the government and
the second highest preferred outcome for Lehmarariiee at this outcome, Lehman
has to estimate p to be lower than the value alaminus the expected value of
continued operation divided by the value of a hdilén the analysis | argued that
Lehman did not have reason to value (pb) suffitgemgher than (ps — co) to choose
strategy NOT SELL with a relatively low estimatepfHence the reason why
strategy NOT SELL was chosen by Lehman, | argued, tvat Lehman believed p to
be relatively high. This means that the governnsethireat lost credibility due to it
not being able to influence Lehman’s perceptiop of a way that could lead Lehman
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to adjust its estimate sufficiently downward fotdtchoose strategy SELL. Why did

Lehman hold such a high estimate of p?

As discussed previously, the aim of constructivdigenty is to portray the
government in as bailout-averse a manner as pessitile allowing it to retain the
discretion to provide a bailout if it deems mackeamic stability to be at risk.
Having bailed out Bear Stearns in March, the govemt had let the genie out of the
bottle (Goodhart cited by Hilsenrath et al. 2009) aut a line under financial
institutions bigger than Bear Stearns, providirgnhwith reason to believe they
would be rescued (Torres and Harrington 2008) hattime of bailing out Fannie
Mae and Freddy Mac in the first week of SeptemI@&82the government had in fact
not let any major financial institution fail sintge sub-prime crisis erupted. This
indicates that the government relied heavily oryamle of constructive ambiguity’s
potential outcomes, namely bailout. This was ndod@lbserved and appreciated by
financial institutions, who could reasonably sumptiee government to be taking a
“bailout-heavy” approach in dealing with the crisifie implication is that the
government was running a policy of constructive gyuity which from an observer
and Wall Street’s point of view could look like arctlination toward what we have
labelled the TBTF doctrine. With the justifiabledanstanding that the government
was running a bailout-heavy version of construcéimsiguity at “worst”, and
adhering to the TBTF doctrine at “best”, Lehman gadd reason to believe that p
was relatively high right after Bear Stearns wagebaout. After this, Lehman’s
estimate of p can be expected to have risen aspasged and no significant financial
institutions went belly up — and especially aftanfkie and Freddy were bailed out.

On the 18' of July 2008, between the rescues of Bear andi€4frddy, Paulson

held a speech on regulatory reform before the HQ@emittee on Financial Services.
Here, he stated that for market discipline to heotive, market participants cannot
expect that government assistance will be readiylable. He continued “For market
discipline to effectively constrain risk, financiaktitutions must be allowed to

fail...” (Paulson 2008). Even this statement is fiatly to have done much in order

to adjust Lehman’s estimate of p downwards, | arGhe reason for this is that it is
not costly for the government to make such a gém@raouncement in public; it may

benefit from it if financial institutions perceitbe statement as an indication that the
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government will not come to their rescue. On theephand, if the government goes
ahead and bails out a financial institution aft@vihng made such an announcement,
the effect of the actual bailout in terms of mdrakard will be a far greater concern
for the government than the credibility it will halost for acting counter to a general
statement like the one made by Paulson in Julymaghand other Wall Street firms
were, however, unlikely to have been frightenedhiy statement by Paulson: The
government’s “actions [had] spoken louder than wb(Goodhart cited by Hilsenrath
et al. 2009).

With regard to the assessment of systemic impogtaa stated in the analysis, there
is also a strong possibility that Lehman may haa & higher assessment of its
systemic importance than what the government tiahislwas the case, it would be a
contributing factor to Lehman estimating p to b#isiently high to warrant playing
strategy NOT SELL. In other words, Lehman may hdeemed itself of higher
systemic importance than what the government dik &xplanation opens up the
possibility that the government made a mistakeiting Lehman go, and that they
would have acted differently had they shared LeHshestimate of (si). Whether a

mistake was made is still a hot topic for debate year after Lehman’s bankruptcy.

7.3 The aftermath of Lehman’s bankruptcy

Does the period after Lehman’s demise provide adication as to how the
government evaluated the outcome of its handlinpeftrisis thus far? The events
following Lehman Brothers’ bankruptcy filing inditgathat this marked a turning
point in the government’s approach: The day afedrhan collapsed the Fed saved
American International Group (AIG) with an emerggfaan of $85 billion. This,
however, did not prevent credit markets all overworld from freezing up: Reserve
Primary Fund, a money market fund that held Lehbw@rds, became the first money
fund in 14 years to “break the buck,” the termfadling below the $1 a share (McKee
and Chen 2009, Nocera 2009). At this point, adogrtb the New York Times
(2009b), Mr. Paulson decided to take a more systepproach and stop dealing with
the crisis one case at a time. Paulson and Berrag®aching Congress marked the
conception of the $700 billion Troubled Asset Rieleogram (TARP) that was
eventually passed after two rounds in Congress fihaeversion was passed in
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Congress and the Senate, and signed into law Isjdfere Bush on the®of October
2008 (New York Times 2009b). It was soon made dieatrthe 1% of September
2008 would be the last time the government said ‘tiddnelping a significant
financial institution in distress (Wessel 2009).

7.4 Addressing the problem
Having provided an account for how the interactetween Lehman and the

government resulted in a sub-optimal outcome beggtiestion: What could have
been done differently? What could the governmeneltone to increase the
likelihood of arriving at the Nash equilibrium frotine game with complete
information? Four measures are theoretically pdssRrovide reason to adjust the
estimate of p downwards, the estimate of (pb) doamd®; the estimate of (ps)
upwards or the estimate of (co) downwards. Thelatter are beyond the scope of
this thesis, and will not be discussed. The fortwer, however, are under the

government’s influence.

If the government could succeed in removing its etvategy BAILOUT and
Lehman’s corresponding payoff (pb) from the gam@&ely, Lehman would always
choose strategy SELL, since DEMISE would be théageoutcome from playing
strategy NOT SELL: The government would always V& A. How this could be
achieved is beyond the scope of my analysis, tlthedse to be agnostic as to how

this could be achieved in practical terms.

Alternatively, if the government cannot eliminabe BAILOUT option, or it does not
wish to, it can do everything in its power to mdieglouts as painful as possible for
the bailed out party by making sure the value b) {p as small as possible. Then the
guestion becomes if it is possible to rescue anfirad institution and punish its
management and shareholders sufficiently not to sywal hazard at the same time.

This is also beyond the scope of this analysis.
The other way to address the problem would be soirenthat financial institutions’

perception of p would be low. The only way to camably achieve this is, as we

have seen, not to bail out financial institutiolmschapter 3 | wrote that the concern
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about spill-over is easily converted to protectdmninsured creditors for
policymakers, which implies that if a governmengiianted discretion in dealing with
financial crises, it is very tempting to conversatetion coupled with fear of spill-
overs to bailout.

This means that for constructive ambiguity to headle policy to obtain its goal of
preventing moral hazard, the government has talirime mechanism that limits its
discretion with regard to which institutions arelde out. Hovi (1998: 42 - 44)
proscribes, as one of several measures to makeat thore credible, to leave
something up to chance. This implies that the terea would not be in full control
of what the result would be if the target did notnply with the threat. The literature
distinguishes between threats of deterrence aedtthof compellence (Hovi 1998),
where the latter is of interest for us here. The@dtcompellence threaten that “if
transgression occurs, then the threatener will &alki®n which sets in motion a
random mechanism” which may or may not bring almoutsequences that are
perceived by the target as punishment.

The point to be made is that the threatener, hfieing activated the random
mechanism, does not control the outcome of the aresim’s “decision”. For instance,
the government could flip a coin and call that leaduld signify bailout, tails
bankruptcy. Such a measure would make construativgguity a truly mixed
strategy for dealing with financial institutionsdistress, meaning that there would be
a 50-50 chance for a bailout. This would make kinegt more credible, while at the
same time opening up the possibility that an ingtih that was indeed individually
systemic would be allowed to fail, with the repessions this would imply for the
financial system and the economy. Chapter 3 demairstthat financial institutions
may go under even if their business is fundamegnsallind under certain
circumstances, meaning that even if such a polay successful as a deterrent, the
system could still experience a systemic crisia asnsequence if an individually
systemic financial institution stood on the vergéankruptcy and the government’s

coin showed tails.
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7.5 Conclusion
This thesis sought to examine what caused the LetBrathers bankruptcy through

analyzing two interrelated puzzles, namely why Lahrdid not find a market
solution in time, and secondly why the governmedtnt provide a bailout to
Lehman Brothers to avoid the bankruptcy of a systeltly important financial
institution. My approach has been first to gairuaderstanding of what happens
when the financial system experiences liquidityrsge coupled with financial
institutions of systemic significance having takenexcessive risk and relied heavily
on leverage with maturity mismatch on their balasiteets. Secondly, | have
attempted to identify the theoretical rationaleljkto be underlying government
decisions in a situation such as the one descnbledt, the options available for the

government are, and what may guide its decision.

In the analysis | have constructed a stylized getmere | have sought to capture the
interaction between the government and Lehman Brstim the six month period
preceding Lehman’s bankruptcy filing, starting wiile bailout of Bear Stearns. By
examining the interaction where Lehman acted umi@mplete information due to
the government’s policy of constructive ambigultdemonstrated how we arrived at
the outcome where Lehman Brothers filed for bantayiBefore that, | showed that
had the game been played under complete informatierequilibrium strategies
would have resulted in Lehman Brothers finding latsan in the market. These are
the central findings in my thesis: Had the governtieen able to signal to Lehman
Brothers in a credible way that no bailout wasHooming, there is reason to believe

that the outcome would have been different.

| identified the government’s choice of policy -nstructive ambiguity — as the
reasonwhythe government did not succeed in making Lehmamg# its strategy.
After having bailed out Bear Stearns, there wagpbimo easy way for the
government to credibly convey the message to ttential markets that the implicit
insurance inherent in government bailouts wouldb®ohanded out if financial
institutions stood in danger of failing. Thus, wite day came that Lehman stood on
the verge of bankruptcy, it was too late for Lehnt@find a buyer, and the
government deemed a bailout too expensive in tefrttee moral hazard and the

economical and political costs such a move woulplym
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In discussing the policy of constructive ambigutyit was applied preceding Lehman
brother’s failure, | found the policy to be theacatly flawed due to the consequences
of the time inconsistency problem inherent in tiseiktion that comes with it,

coupled with governments’ eagerness to bail ouesygally significant financial
institutions in order to avoid the spill-overs tiaitow their failure. | further showed
that even if the government could impose a randmmimechanism — which would
boost the deterrent effect that ideally shouldofelthe policy — the policy would be
unattractive due to the fact that fundamentallyngbfinancial institutions can fail due
to market imperfections event if behaviour has b@eent. In other words, even
when addressing the problems inherent in governuatisatetion, the policy could
allow failure even when a rescue would in all likebd be beneficial for the

economy as a whole.

In the analysis, | undertook several simplifyingaseres in order to account for the
interaction between the government and Lehman BrstiThe validity of my
findings rests on the assumption that these sigiptifsteps hold empirically.
Furthermore, | have relied heavily on secondaryasifor the empirical account in
this thesis. Even when all precautions are takessorre the reliability of secondary
sources, one can never guarantee completely thiatttesentation of reality is
correct. Furthermore there is the possibility thatbias inherent in secondary

sources’ accounts has gone by undetected in mgnase

It is also possible that portraying the entire peétetween Bear Stearns’ bailout and
Lehman'’s failure as one game is a flawed approBleis. may be the most significant
critique of my approach, since it is not unlikeiat the government may have
preferred to bail Lehman out during parts of thesiqd. It is theoretically possible
that the government preferred to bail Lehman outinig the very day of Lehman
filing for bankruptcy. It is particularly conceivigthat the government after bailing
out Fannie Mae and Freddy Mac adjusted its permejati the political cost and the
effect a bailout would have on moral hazard upwamtsybe sufficiently to go from
preferring to bail Lehman out to preferring toitego under. This would explain why
the government did not announce that a bailout @oot be forthcoming before the

12" of September. My counterargument here is thatéschot matter for the outcome
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of the game what the government’s preferencesyraedi; all that matters is Lehman’s
perception of these preferences. Furthermore, ¢ Bhewn that, even if the
government had announced earlier that no bailostfar@hcoming, it is unlikely that

it would have altered Lehman’s estimate of the diagi parameters to any significant
degree, as the statements’ signalling effect wbaldubordinate to that of the

government’s actions.

There is no doubt letting Lehman go under did astanding job for lowering moral
hazard and regain momentum for constructive amtyigihat effect, however, in all
likelihood lasted shortly — until AIG was bailedtdbe following day. Soon after, the
government would proclaim that the TBTF doctrineswaplemented and
constructive ambiguity abandoned as an approantetding financial institutions in
distress. This indicates that the government cahaet its cake and eat it too — if it
wants financial institutions not to expect beingdzhout, it cannot provide bailouts to
financial institutions. In all likelihood, preveng systemic risk has to come from
elsewhere than constructive ambiguity.
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