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ABSTRACT
On September 15, 2008, Lehman Brothers, the fourth largest investment bank in the
United States, filed for Chapter 11 Bankruptcy protection under the United States
Bankruptcy Code. Reporting over 25,000 employees worldwide, assets of $639 billion,
and liabilities of $613 billion at the time of filing, this failure disturbed global financial
markets and served as a major contributor to tipping the world into a recession that was
second only to the Great Depression. Although the macroeconomic conditions of global
financial markets were tremulous at the time of the investment bank’s failure, the
collapse occurred suddenly. In the first quarter of 2008, the storied investment bank
reported profit while other financial institutions were reporting massive losses from
write-downs resulting from plummeting commercial and residential real estate holdings.
Unknown to many was the fact that Lehman had not yet begun to address its equally
troubled real estate portfolio comprised of $25 billion in prime, subprime, and Alt-A
mortgages, which had driven the firm’s debt to equity ratio from 26:1 in 2003 to 32:1 in
2008. As a result of this increase, Lehman carried an additional $382 billion in tangible
assets on its balance sheet, the majority of which were dwindling rapidly in value.
Adopting a qualitative case study methodology, the purpose of the study was to analyze
the failure of Lehman Brothers through the lens of CLASS-S (Culture, Leadership,
Alignment, Structure, Systems, and Strategy) model to evaluate corporate governance
and management of strategic risk. The CLASS-S model considers an organization’s risk
strategies and corporate governance holistically as the sum of many of an entity’s parts to
arrive at the conclusion that Lenman Brothers failure was a result, in part, of the lack of

alignment between the CLASS-S tenants and that alignment is key to organizational
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success. This finding contributed to the development of the Organizational Alignment

Review (OAR) model, replacing the CLASS-S model.
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DEDICATION

In loving memory of my grandfather
John Curtis Trahan, Sr.
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CHAPTER ONE
INTRODUCTION

Overview

On September 15, 2008, Lehman Brothers, the fourth largest investment bank in
the United States filed for Chapter 11 Bankruptcy protection under the United States
Bankruptcy Code. Reporting over 25,000 employees worldwide, assets of $639 billion,
and liabilities of $613 billion at the time of filing (Affidavit of lan T. Lowitt, 2008), this
failure influenced global financial markets and contributed to a world recession second
only to the Great Depression (Financial Crisis Inquiry Commission, 2011; Lowenstein,
2010; Paulson, 2010).

Although macroeconomic conditions of global financial markets were tremulous
at the time of this failure (Financial Crisis Inquiry Commission, 2011; Paulson, 2010;
Williams, 2010), Lehman Brothers’ collapse seemingly occurred suddenly. In the first
quarter of 2008, the storied investment bank reported profit while other financial
institutions reported huge losses from write-downs resulting from plummeting
commercial and residential real estate holdings (Williams, 2010). Unknown to most
people—both inside and outside the organization—Lehman was not as immune from
market turmoil as it appeared. The firm had not yet addressed its equally troubled real
estate portfolio comprised of $25 billion in prime, subprime, and Alt-A mortgages, which
drove the firm’s debt to equity ratio from 26:1 in 2003 to 32:1 in 2008. Consequently,
Lehman carried an additional $382 billion in tangible assets such as real estate, buildings,
and other illiquid assets on its balance sheet, the majority of whose values were

dwindling rapidly (Williams, 2010).
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Rapid escalation of assets was not an accident, an oversight, or the work of
uninformed, unsupervised employees. It was a strategic decision by Lehman Brothers’
leadership and board of directors to take advantage of a relaxed regulatory environment.
In 1999, President Clinton repealed the Depression-era Glass-Steagall Act, which
separated activities of commercial deposit banks and underwriting investment banks with
the goal of preventing another financial meltdown like the one in the late 1920s and early
1930s. With the barrier of legislation gone, many investment banks, including Lehman
Brothers, sought ways to increase profit through new products and services. According
to the Lehman Brothers Examiner, Anton (Tony) Valukas, the investment bank decided
to “pursue an aggressive growth strategy” (Valukas, 2010, p. 44) in 2006 by moving from
an origination business, which creates asset classes for distribution and sale to others (i.e.,
moving business) to a storage business, which requires a bank to not only invest
significant amounts of its own capital, but also hold acquired assets for an extensive
period (i.e., warehousing). This shift from Lehman’s historic business of holding
investments purely for sale (i.e., moving) tied the bank’s balance sheet to bubbles and
market volatility.

Lehman Brothers History
1844 to 1969

The firm that would eventually become one of the preeminent investment banks
in the United States began with Henry Lehman arriving in New York City from Bavaria
on September 11, 1844 in search of a new start. He quickly found his way to the
American South and founded H. Lehman and Brother in 1848, joined by his brothers

Emmanuel and Henry in 1850. Initially, Lehman Brothers focused on cotton and
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mercantile trading. In post-Civil War Montgomery, Alabama, the brothers saw their
enterprise thrive, and moved the firm to New York City in 1870, where Mayer Lehman
organized the New York cotton exchange (Chapman, 2012; McDonald & Robinson,
2009). In aturbulent environment that would become familiar to the investment bank,
the U.S. stock market crashed in 1873, but the firm survived the dynamic environment.
In 1919, Lehman Brothers entered its “Golden Age of Lehman” (Chapman, 2012;
McDonald & Robinson, 2009) with Bobby Lehman at the helm. Lehman ran the firm
from 1919 through 1969 and was responsible for Lehman Brothers’” involvement in some
of the largest and most notable deals of the time, including the funding of U.S.
powerhouses MGM, Sears, Roebuck & Co., Woolworth’s, Macy’s, TWA, Pan Am, and
Campbell’s Soup. A philanthropist and supporter of the arts, Lehman defined the image
of Lehman Brothers on Wall Street. In 1969, Bobby Lehman passed away and both the
world and firm lost its “gentleman banker,” whose gentile style and refined tastes defined
the firm’s culture. Richard “Dick” Fuld, a recent graduate of the University of Colorado,
joined Lehman Brothers as a trader. Fuld eventually became CEO of the company and
remained in that role through the bank’s demise (Chapman, 2012; McDonald & Robinson,
2009; Sorkin, 2009; Ward, 2010; Williams, 2010).
1970 to 1994

In a period marked by infighting and internal strife, Lehman Brothers experienced
several leadership changes, none more shocking than co-CEO Lewis Glucksman’s
ousting his colleague and partner, Pete Peterson, from the role of co-CEO and claiming
the title of CEO in 1983. In a move that would have future ramifications, Peterson went

on to found the phenomenally successful investment bank Blackstone. Gluckman, Fuld’s
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mentor, was forced to sell Lehman Brothers to American Express in 1984 due to market
turbulence and poorly timed investments. An acquisition that never realized the
synergies American Express anticipated, Lehman Brothers was spun out as a standalone
corporation in 1994. Dick Fuld, an insular, bombastic, aggressive leader (Lowenstein,
2010; McDonald & Robinson, 2009; Ward, 2010; Williams, 2010), was named CEO.
1996 to 2008

Lehman Brothers experienced significant growth, increasing total revenue from
$712 million in 1994 to $19.3 billion in 2007 (Lehman Brothers Holdings, 1994; Lehman
Brothers Holdings, 2007; Lowenstein, 2010), and share price increase of over 16 times
from $7 per share in 1994 to $145 per share in 2006 (Goldfarb, 2006; Lowenstein, 2010).
Two events during this period defined Lehman Brothers more than financial results. In
August 1998, a hedge fund known as Long Term Capital Management (LTCM) failed,
and with it, Lehman Brothers experienced significant losses since it had invested heavily
in the fund (Dziedzic, 2010; Lowenstein, 2010; Ward, 2010). In a dire situation, Lehman
Brothers issued a statement on September 11, 1998 denying it was bankrupt as a result of
losses incurred from the collapse of LTCM. The strategy worked, and with confidence
restored in the investment bank, Lehman Brothers rebounded from its market woes. In
2001, on the day that marked both the anniversary of Henry Lehman’s arrival to the
United States in 1844 and the day the bank issued statements denying its bankruptcy in
1998, two planes crashed into the World Trade Center, causing significant loss of life and
the destruction of the Twin Towers. The day was September 11th, and the World Trade
Center was the Lehman Brothers’ headquarters. The only bulge-bracket firm to lose its

center of operations as a result of 9/11 attacks, Lehman Brothers and Dick Fuld were left
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scrambling to find a way to be up and running when the stock market reopened. In a
story that has become part folklore in organizational culture, Lehman Brothers engaged
over 650 hotel rooms at the New York Sheraton and worked around the clock to ensure
the company was ready for business when the stock market reopened on September 13
(Chapman, 2012; McDonald & Robinson, 2009; Tibman, 2009). In a now oft-repeated
pattern, the firm survived yet again, which aided in creating a sense of organizational
resiliency and invincibility (Greenfield, 2009; McDonald & Robinson, 2009).

Repeal of the Glass-Steagall Act created opportunities to offer new products and
services that it had previously been prohibited from selling by traditional deposit and
investment banks alike. This relaxed regulatory environment led to an aggressive and
acquisitive market in which firms were pushed by capital markets to grow faster. To do
that, they were required to add leverage to their balance sheet rapidly. Lehman Brothers,
like other top-tier investment banks, joined the race to the top, with Lehman choosing
real estate as its growth engine. The 2006 strategy change from moving assets off the
firm’s balance sheet to warehousing assets reflected a belief that this was the best way to
create growth, increase profits, and drive shareholder value. Unfortunately, as the real
estate market began a prolonged and rapid downturn in late 2006, Lehman Brothers was
unprepared and unable to unwind its multitude of illiquid investments since the firm
decided to double down on its investments, perceiving the external market movements as
temporary (Valukas, 2010). Lehman Brothers filed for Chapter 11 Bankruptcy protection
on September 15, 2008, ending the storied firm’s 160-year legacy (Lowenstein, 2010;

Valukas, 2010; Williams, 2010).
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Theoretical Framework: The CLASS-S Model

Drew, Kelley, and Kendrick (2006) tied a pattern of corporate failures from the
early 2000s to lack of strategic risk management and corporate governance controls, and
proposed that the CLASS (Culture, Leadership, Alignment, Structures, and Systems)
model was an effective way to monitor and mitigate enterprise risk. Drew et al. (2006)
stressed the importance and interconnectivity of each of the CLASS tenets in managing
organizational risk, and in doing so, reducing likelihood of corporate failure.

As a systems theory model, the links and ultimate alignment of the culture,
leadership, structures, and systems of an organization influence each other, and each, in
turn, reinforces the other inputs. Aggregation of the component parts, and their mutual
impact, ensures the impact of combined inputs is greater than any individual input.
Although not citing one input as the most or more important than others, Drew et al.
(2006) suggest alignment is very difficult for organizations to achieve, and absent
leadership alignment with the other three CLASS inputs of culture, structure, and systems,
it is nearly impossible to achieve risk-management success.

The Importance of Strategy

Although each of the tenets listed in the CLASS model (Drew et al., 2006) is
important for assessing risk and, ultimately, long-term stability, the model fails to
recognize that the strategy an organization adopts becomes ingrained with and in some
cases sets the foundation for each of the five CLASS pillars. Many of the processes and
protocols initiated in an organization are designed to manage risk, measure and reward
employee performance, and focus on achievement of organizational strategy, and

development and maintenance of corporate culture (Svyantek & Brown, 2000). Absent
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understanding of the influence organizational strategy has on financial growth, internal
risk controls, individual performance, and market perception, an incomplete picture of the
drivers of success and failure is presented (Kaplan & Norton, 2001).

Substantial literature supports that a company’s strategy is crucial to developing
culture, systems, and structure, and cannot be considered an independent variable
(Bryson, 2011; Kaplan, & Norton, 2001; Wells, 1998). Drew et al. (2006) acknowledge
the importance of an organization’s strategy in their original assessment of the CLASS
tenets, indicating strategy influences and is influenced by both culture and systems. The
Upper Echelon field of leadership study adds to the dialogue as it focuses on
investigating the links leaders’ backgrounds, perceptions, and experiences have on
processes used to evaluate and select organizational strategy, in recognition that the two
tenets interrelate (Argandofia, 2003; Hambrick & Mason, 1984; Peterson, Smith,
Martorana, & Owens, 2003; Schein, 1990; Waldman, Javidan, & Varella, 2004; Williams,
2002).

Since there is ample evidence that strategy is intertwined with each of the CLASS
inputs, this study incorporated a review of Lehman Brothers’ strategy and integration

with the other components of the CLASS model, creating the CLASS-S assessment.
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Corporate Govemance

Strategic Risk Management

Figure 1. The CLASS-S model

The influence of Lehman’s strategy change in 2006 must be evaluated in the
context of the other variables inherent in the organization since the paradigm of the
complex organization perspective focuses on reviewing organizational structure and
results based on the environmental context in which the organization exists (Shepard &
Hougland, 1978). Syvantek and Brown (2000) argue:

Explaining the behavior of a complex system requires understanding (a) the

variables determining the systems behavior, (b) the patterns of interconnections

among these variables, and (c) the fact that these patterns, and the strengths

associated with each interconnection, may vary depending on the time scale

relevant for the behavior being studied. (p. 69)

Purpose of the Study

Adopting a qualitative case study methodology, the purpose of the study was to

analyze failure at Lehman Brothers through the lens of the revised CLASS model (Drew

et al., 2006), the CLASS-S model. The CLASS-S model views an organization’s risk
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strategies and corporate governance holistically as the sum of many parts of an entity.
This method evaluates signs of organizational weakness and predicts corporate distress,
and can be applied to both public and private entities of varying size.

Using public information, academic journals, and in-person interviews with
former employees of Lehman Brothers, the researcher assessed the corporation in the
context of the six components of the CLASS-S model to determine where there were
lapses within or incongruence among the CLASS-S tenets. CLASS-S analysis
determined whether there were predictive risk elements or patterns that assess factors that
place companies at high risk for corporate distress, and determine whether all elements in
the model should be weighted equally when assessing distress likelihood.

Research Questions

By evaluating Lehman Brothers through a systems theory perspective, this study
determined whether there are opportunities for lessons learned from the company’s
failure. Specifically, 1) what did the CLASS-S model reveal about the organization’s
demise?, 2) what role did leadership and organizational culture play in risk management
and strategy decisions?, 3) were there appropriate internal controls in place to assess and
monitor risk?, 4) if so, were they followed?, 5) was each system component aligned in a
way to ensure success or chaos?, 6) did the organization’s structure support and
encourage identification and discussion of both micro and macro risks?, 7) should each
category be weighed the same when assessing an organization?, and 8) can answers to the
questions predict and prevent risk factors or patterns in corporate distress?

Drew et al. (2006) provided several assessment questions for each of the CLASS

tenets. The original questions were revised or eliminated to reduce bias, be applicable to
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a broad subject group, and fit in the allotted interview time. The researcher constructed
questions for the strategy component of the CLASS-S model and used a semi-structured
interview format to allow emergent design as information presented itself throughout the
study.
Defined Terms

The below definitions are meant to provide guidance as to how these terms have
been utilized in this study.
Alignment. Lucidity across the organization through which various inputs (i.e., strategy,
culture, leadership, systems, human capital, and structure) work in tandem to ensure
positive organizational performance.
Alt-A Mortgages. A category of residential mortgage borrowers rated between prime
(i.e., good credit) and sub-prime (i.e., bad credit).
Case-study Approach. A bounded, in-depth study of a case or cases.
Corporate Failure. A company that files for Chapter 11 Bankruptcy protection or ceases
operations.
Culture. Organizational philosophies such as mission, vision and values that become
ingrained in employees, focusing their methodology for carrying out business processes.
Cybernetics. A complementary theory to General Systems Theory that states that a
control function exists in systems (such as feedback communication) that contributes to
ongoing development and future states of the system.
Emergent Design. The research plan was allowed to change as data were collected and

patterns emerged.
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Glass-Steagall Act. United States legislation enacted during the Great Depression to
regulate a bifurcation of products and services between the deposit and lending of
commercial banks and the securitization and underwriting of investment banks.

Holistic Account. The research provided a thorough overview of the issue. This was
accomplished by using multiple sources to identify connections among complex issues
(Creswell, 2007).

Inductive Process. The study reviewed data and analyzed patterns or details that
emerged as they pertained to the failure of Lehman Brothers by laying a foundation of the
issues and allowing data to layer to provide the full picture.

Interview Participant (IP). Former Lehman Brothers employees interviewed for the
study.

Leadership. The ability to influence others either through positive or coercive means in
a manner that achieves organizations goals.

Paradigms. The viewpoint a researcher brings to a study that guides the type of research
conducted.

Phenomenological Approach. A bounded, in-depth study that relies on the experiences
of subjects who lived through phenomena to create rich, detailed records of the event.
Post-Positivism Approach. A paradigm that includes “elements of being reductionist,
logical, and emphasis on empirical data collection, cause and effect oriented and
deterministic” (Creswell, 2007, p. 20).

Predictive Model. The ability to use historic trends and findings to identify future risks,

patterns, and outcomes.
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Prime Mortgages (Prime) . Mortgages made to borrowers with good credit ratings,
stable incomes, and verifiable documentation.

Purposive Sampling. The researcher’s selection of individuals who are most
informative to a study.

Qualitative Case Study. An in-depth, bounded system study over a defined period.
Data collection includes multiple data sources, including interviews, journal articles,
court filings, electronic media, and other documents.

Repo 105/108. An accounting tactic commonly known as a repurchase agreement (i.e.,
repo) that allows a firm to sell a current financial position (plus interest) at the end of the
day and repurchase it the next business day (less interest that remains with the purchaser).
Respondent Validation. Allowing a research participant to review and respond to
his/her input to ensure a researcher’s interpretation of data was correct and valid.
Sample Population. A defined population drawn to conduct interviews and collect data.
Key criteria could include level, tenure, and role in a studied organization.

Strategy. A planned and focused approach to define an organization’s reasons for
existing and operating principles that ensure long-term survival.

Structure. An approach for linking and governing various interrelated functions and
operations within an organization.

Sub-Prime Mortgages (Sub-Prime). Mortgages made to buyers with less than desirable
credit ratings. Such loans are often made at 100% of the Loan-to-Value Ratio, requiring
borrowers to put zero money down to purchase a home.

Systems. Methods or procedures to manage operations, organizational risk, and

performance.
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Systems Theory. The idea that complex entities are created by multiple linked sub-
systems that create a self-regulating system.
Top Management Team (TMT). The leadership group at Lehman Brothers comprised
of CEO Richard “Dick” Fuld and COO Joseph Gregory.
Triangulation. A process of corroborating findings by ensuring there are multiple (at
least three) data points that support a researcher’s conclusion.
Value at Risk (VaR). A risk measure used to estimate potential for loss in a given
financial portfolio using scenario modeling and historic performance
Delimitations

This study did not focus on why a company filed Chapter 11 bankruptcy while
other companies in distress pursued an acquisition or government bailout (e.g., Merrill
Lynch and AIG, respectively) other than to address why leadership at Lehman Brothers
rejected opportunities presented. The study also did not focus on ramifications of
Lehman Brothers’ demise in capital markets, or political and economic policies. The
focus was on the construct of the CLASS-S model within Lehman Brothers.

Limitations

Since the study used a phenomenological, case-study approach, the focus was not
on all corporate failures, nor the impact global economic conditions had on Lehman
Brothers, other than at the macro level. The study did not evaluate the decision of the
U.S. government to intervene in other financial institutions during the timeframe, nor
events that followed after Lehman Brothers’ decision to file for bankruptcy protection,

commonly referred to as Lehman Weekend. Since the focus was on Lehman Brothers
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alone, the study did not include interviews with subjects other than those who worked at
the failed bank.

The failure of Lehman Brothers was documented well by both first-person and
third-person accounts since 2008. It is reasonable to expect that with a) passage of time,
b) investigations and reporting on Lehman Brothers’ failure, and c) revelation of facts not
previously known to Lehman Brothers’ employees regarding the firm’s demise (e.g., its
risk positions and rebuffed acquisition attempts in the summer of 2008) that interview
participants were not recalling experiences with the firm in their purest form. It is
possible that recollections were muted in the intervening five years since the firm’s
demise and that memories and experiences were influenced by the volume of information
surrounding the events of the firm’s collapse. Although it is assumed the eight interview
participants’ views were a representative sample of Lehman Brothers employees, the
researcher acknowledges that absence of participants from the investment management
business unit of the firm was a limitation. Despite reaching out to several individuals
who are former employees of the investment management division, the researcher was
unable to locate one who was willing to participate. The final limitation is potential for
researcher bias. Since the researcher was employed in a profession that deals with
troubled companies, both in and out of bankruptcy, it is possible there were inherent
biases based on the researcher’s experiences.

Assumptions
It was assumed interview subjects answered questions honestly, without regard

for bias or fear of negative perceptions regarding their potential roles in the failures. The
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case study sample was assumed to serve as a fair representation and application of
corporate failures during this time.
Significance of the Study

The collapse of the storied investment bank sent shockwaves through the world’s
financial markets, and led, in part, to another wave of sweeping U.S. government
regulations with passage of the Dodd-Frank Wall Street Reform and Consumer
Protection Act. Estimates suggest Lehman Brothers’ sudden, non-orderly Chapter 11
bankruptcy filing caused an approximate loss of $75 billion in stakeholder value
(Valukas, 2010). From a scholarly perspective, there has been a moderate amount written
on the mechanics of the institution’s failure and analyses performed on the balance sheet,
risk management, and trading strategies of the firm (Caplan, Dutta, & Marcinko, 2012;
Christopoulos, Mylonakis, & Diktapanidis, 2011; Swedberg, 2010; United States
Congress, House Committee on Oversight and Government Reform., 2010). Additional
scrutiny has also been given to corporate governance and enterprise risk management
standards that contributed to the failure of Lehman Brothers and other financial
institutions (Aebi, Sabato, & Schmid, 2011; Cheffins, 2009; Kirkpatrick, 2009).
Examination has also been conducted on the compensation and human resources
strategies of Lehman Brothers in years leading up to its collapse (Balachandran, Kogut,
& Harnal, 2010; Bebchuk, Cohen, & Spamann, 2010)

Lehman’s Examiner Report and the Financial Crisis Inquiry Commission report
provided in-depth, thorough reporting of the risk, legal, and financial considerations that
led to Lehman Brothers’ failure (Financial Crisis Inquiry Commission, 2011; Valukas,

2010). These publications, however, did not examine the organization holistically as an
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interconnected series of inputs and variables; the respective reports focus on key drivers
of failure instead of the interplay among all component parts illustrated in the CLASS-S
model and subsequent impacts this had on the organization. Analysis of the firm’s
leadership, culture, and organizational alignment was limited and siloed focus to issues
such as compensation or CEO leadership style, which severely limited understanding of
the organizational context. This study adds value to the current body of research by
focusing on interconnectivity of the six tenets, and evaluating what deficiencies
contributed to the failure.
Organization of the Study

The study is comprised of five chapters and five appendices. Chapter 1 presents
an introduction and theoretical framework, and discusses the significance of the study,
the research questions, limitations and delimitations of the study, assumptions, and a list
of defined terms used in the study. Chapter 2 presents a review of the literature and
research on systems theory, failure of Lenman Brothers, and research supporting the
importance of including strategy in the CLASS model to create a new framework, the
CLASS-S model. Chapter 3 reviews the methodology used to gather data. Chapter 4
describes results that emerged from data collection and research subjects. The study
concludes with Chapter 5, which provides a discussion of the findings of this study and a
review of lessons learned and research opportunities. Five appendices provide additional
information on the interview protocol, participant recruitment, the parent/child coding
structure, sources of information gathered during the data collection phase of the study,

and an overview of Lehman Brothers’ risk management structure in 2006 and 2008.
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CHAPTER TWO
LITERATURE REVIEW

Introduction

This chapter builds a case that a systems theory perspective is the appropriate
mechanism with which to evaluate Lehman Brothers and the contributing factors to its
failure, and justifies why, to engage in a complete process, strategy must link with the
CLASS model. The chapter begins with a review of systems theory literature. The
review focuses on studies of Lehman Brothers’ failure to date, and presents literature that
discusses and supports the decision to add strategy as a component to the CLASS model,
thereby creating a new construct known as the CLASS-S model.

Systems Theory

Systems theory is applicable to many disciplines in life and social sciences, and
determines how entities, living and non-living, organize inputs and work collectively to
ensure survival. Systems theory looks to explain the inter- and intra-connections among
an organization’s systems and structures to explain and predict how they organize and
create internal and external relationships (Laszlo & Krippner, 1998; VVon Bertalanffy,
1972). Over the last 100 years of systems theory research, many offshoots of research
including a systems approach, systems dynamics, total quality management, game theory,
and chaos theory emerged (Laszlo & Krippner, 1998). This literature review focuses on
the foundations of systems theory, modern systems theory, and the subsequent emergence
and immersion of cybernetics into the modern concept of systems theory.
Classical Systems Theory

Ludwig Von Bertalanffy, the founder of general systems theory, argued that the

concept of a system as an intertwined and evolving entity began with the classicist
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Avristotle and his statement that the whole is more than the sum of its parts (Von
Bertalanffy, 1972). VVon Bertalanffy (1972) points to the foundation of the systems
theory approach in the works and writing of Nicholas of Cusa, Galileo, and Descartes, all
of whom recognized the interplay of the various inputs in building a more complex
system than otherwise would have existed within the components and their individual
states. The importance of this classic work lies in the view that organization of a system
is not a metaphysical occurrence, but a naturally occurring, expected outcome as a result
of the inputs combining to form what the author refers to as a “unity of higher order”
(Von Bertalanffy, 1972. p. 408).
General Systems Theory

The foundation of modern systems theory, general systems theory (GST), was
laid in post-World War | when Von Bertalanffy, a biologist by training, wrote,
“Since the fundamental character of the living thing is its organization, the customary
investigation of the single parts and processes cannot provide a complete explanation of
this vital phenomena” (Von Bertalanffy, 1928, cited in Von Bertalanffy, 1972, p. 410).
His writing after World War 11 gave name to the modern study of systems, their inputs,
and their organization when he wrote, “We postulate a new disciple called General
Systems Theory...a logical mathematical field whose task is the formation and derivation
of those general principles that are applicable to “systems” in general” (Von Bertalanffy,
1940, cited in VVon Bertalanffy 1972, p. 410).

In the same era, Norbert Weiner introduced Cybernetics, which is a “control
function” that acts as a regulator or internal control of a system. This control function of

a system was labeled a teleological phenomenon that Umpleby and Dent (1999) describe
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as “the philosophical study of natural processes that are caused not by events in the
immediate past but rather by events in the future” (p. 87). Divergence between Von
Bertalanffy and Weiner is explained best as one of the past versus the future since the
former looks at the past of a system’s formation and its interconnectedness to determine
how the entity evolved into its current state. Weiner evaluated the present feedback loop
of an organization to identify how feedback, positive and negative, influences a system’s
evolution. Umpleby and Dent (1999) suggested “students today tend to speak of systems
theory and cybernetics as one field. However, in our experience, it is important to
distinguish the different traditions” (p. 79). For the purpose of this review, the researcher
viewed them as complementary though distinct forms of systems theory research.

Herbert Simon echoed Von Bertalanffy’s argument regarding interdependent
interactions of various inputs in an organization and the resulting complexity (Simon,
1952). Although not citing Bertalanffy’s or Weiner’s works, Simon applied the same
concept to an organizational setting since he recognized the complex and dynamic nature
of organization as system. By the early 1960s however, systems theory had advanced to
Simon’s inclusion of the GST. In “The Architecture of Complexity,” Simon (1962)
argues that searching for common threads among many disciplines is useful for assessing
the nature of feedback an entity receives in its evolution. Simon also advanced the belief
that in an organizational environment, the most complex system takes the form of a
hierarchy, which he defines as “a system that is composed of interrelated subsystems”
(Simon, 1962, p. 468).

In a melding of both Bertalanffy’s and Weiner’s work, Luhmann (2008)

introduced the autopoietic—or self-sustaining—system. In Luhmann’s view, changes
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and communication loops within a system continue to influence and mandate changes in
the entity. Although organizations exist within a broader environment, the external
environment does not provide inputs for or take outputs from a system. An organization
is self-referential and therefore operates as a closed system (Luhmann, 2008). Luhmann
argues that a closed organization lives in an open system and continues to evolve based
on communications that take place within the closed organization. Mingers (2002)
explains Luhmann’s theory as distinguishing:

between the structure and the organisation of a system. The structure (the actual

components and their relations) may change dramatically over time...so long as

the organisation maintains its relation of self-production. It can be said to the

organisationally closed but structurally open. (p. 280)

Mingers (2002) disputes Luhmann’s assertion that organizations are self-
sustaining entities separate from their environments. The vision of the closed
organization in an open system is disconcerting “as this would require a level of
‘theoretical purity’...gained at the expense of an incredibly abstract and reductive view of
the social world” (p. 292). The importance of the timing of feedback received by a
complex, self-organizing system is the focus of the Cybernetics IV theory. Degele (2008)
states:

In the heterarchically connected...highly complex Cybernetics IV systems,

steering processes are negotiated in the shape of consensus and conflicts, which

replace restrictive control...Cybernetics IV emphasizes the time dependence of

interventions. (p. 61)
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The timing of the feedback allows an organization to react and realign based on
information received. This cycle recognizes that mistakes will be made in complex and
hierarchical systems, but allows for function to control, and ultimately minimize, the
impact on a system if feedback is received and processed timely (Degele, 2008). The
importance of feedback on a system cannot be overstated since it molds an organization
in unique and unpredictable ways while ensuring organizational stability (Wheatley,
1999). In Ostrom’s (2005) Institutional Analysis and Design (IAD) framework, both
internal and external feedback are crucial to ongoing development of a system. Svyantek
and Brown (2000) suggest, “Feedback is one mechanism that leads to the exaggeration of
differences in complex systems having essentially the same starting conditions” (p. 71).

Lehman Brothers

Academics, journalists, government committees, and a representative of the U.S.
Bankruptcy Court have examined Lehman Brothers’ failure. These contributions,
however, do not examine Lehman Brothers as a complex and intertwined organization
comprised of distinct and varied inputs. Assessments to date focus on singular or
narrowly defined criteria that led to the demise of the organization without due inquiry as
to how the various inputs in this complex system interacted and which inputs of the
CLASS-S model, if any, failed.

Valukas (2010), a U.S. Bankruptcy Court-appointed Examiner, provided a
detailed overview of the systems and structures that contributed to the failure of Lehman
Brothers, specifically the violation of its own risk policies and procedures, and use of
guestionable accounting treatments that allowed Lehman Brothers leadership to

camouflage the institutions balance sheet and the firm’s financial performance. Although
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the report did touch on the change of strategy Lehman Brothers’ board of directors
approved in 2006 and the tumultuous leadership turnover from 2007/2008, the report did
not evaluate the systemic implications these decisions had on the organizational structure
or its employees, nor did the report focus on the reciprocal impact of organizational
culture or alignment of various organizational inputs.

Other scholarly articles blame lack of government regulations, the investment
bank’s financial policy, general economic conditions, and lack of alignment between
executive compensation and shareholder returns (Acharya, Philippon, Richardson, &
Roubini, 2009; Balachandran et al., 2010; Bebchuk et al., 2010; Christopoulos et al.,
2011; Swedberg, 2010). These findings contribute to the body of knowledge regarding
drivers of the institution’s policies and failure. However, by isolating the cause of failure
to a single hypothesis, researchers do not to investigate and evaluate fully the systemic
interplay inherent in all elements of the CLASS-S model.

Lehman Brothers insiders and government regulators also provided individual and
collective views. In an appearance before the Committee on Financial Services at the
U.S. House of Representatives on April 20, 2010, Federal Reserve Chairman Ben
Bernanke allocated blame for Lehman Brothers failure to “gaps in our financial
regulatory framework that allow large, complex, interconnected firms like Lehman to
operate without robust consolidated supervision” (Bernanke, 2010, p. 2). Henry M.
Paulson, the U.S. Secretary of Treasury during the 2008 financial crisis, felt causation for
Lehman’s downfall should be attributed to Lehman Brothers’ Chairman, Richard Fuld.

In Paulson’s view, Fuld was unwilling to face the reality of the dire situation that Lehman

found itself in as credit markets began seizing after the failure of Bear Stearns, another
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large investment bank, in March 2008. Although the former treasury secretary admits to
questioning Lehman’s business strategy and the resulting portfolio mix, he also found
issue with Fuld’s ability to assess the depth of Lehman Brothers’ trouble, stating, “His
(Fuld’s) ego was entwined with the firm’s. Any criticism of Lehman was a criticism of
Dick Fuld” (Paulson, 2010, p. 123).

Joseph Tibman (alias), an employee of Lehman Brothers for over fifteen years at
the time of its Chapter 11 bankruptcy filing, places failure firmly at the feet of Henry
Paulson and Timothy Geithner, former President of the New York Federal Reserve, for
what he saw as a decision not to intercede to save Lehman Brothers (Tibman, 2009).
Tibman, however, presents an illuminating picture of a culture built by a group of self-
described underdogs who constantly felt they had something to prove to their Ivy-
League-educated colleagues at other Wall Street investment banks. A firm led by a
Chairman (Fuld) who was nicknamed the Gorilla and who viewed Lehman Brothers’
competitors as enemies, Tibman quotes Fuld as stating to a group of senior employees at
an internal meeting that “Every day is a battle. You’ve got to kill the enemy. They tried
to kill us” (Tibman, 2009, p. 33). Fuld’s leadership of Lehman Brothers and the resulting
corporate culture created as a result of his combative mentality cannot be examined in
isolation from the other components of the financial institution’s complex and
intertwined systems. Another Lehman Brothers employee, Lawrence McDonald, cited
Fuld’s insular, command-and-control leadership style for the demise of the firm,
particular Fuld’s and COOQ Joe Gregory’s inability or unwillingness to listen to the
warning bells of the impending subprime crises sounding both internally and externally

(McDonald & Robinson, 2009). This was echoed by other insiders who characterized
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Fuld as an island unto himself who would not listen to others, and Joe Gregory as the
willing enforcer who would quickly remove naysayers from the ranks (Dillian, 2011,
Dziedzic, 2010; Greenfield, 2009).

Several journalistic accounts of Lehman Brothers’ demise and the financial crisis
portray a paranoid leader (Fuld) who was out of touch with his organization and unaware
of the perception peers and the government regulators held regarding his abilities. This
paranoia and lack of awareness resulted in Fuld viewing all threats to Lehman Brothers as
external, ignoring internal threats in the form of risk management, financial leverage, and
culture clashes (Lowenstein, 2010; Sorkin, 2009; Ward, 2010; Williams, 2010).

Critics point to the belief that Fuld held his power tightly and would listen to only
a few hand-chosen lieutenants whose collective, constant belief that Lehman Brothers
was the ever-triumphing underdog led him to grossly underestimate the risk Lehman was
amassing, and to wholly misread market signals and internal feedback that heralded the
impending sub-prime crisis (Greenfield, 2009; Ward, 2010). Ineffective corporate
governance was also cited as a reason for the eventual demise of Lehman Brothers. The
report of the Financial Crisis Inquiry Commission (2011), assembled to identify causes of
the global financial crisis, drew attention to a report from the Corporate Library, which
monitors corporate governance practices regarding the composition of Lehman Brothers’
board, noting the board had “an actress, a theatrical producer, and an admiral, and not one
person who understood financial derivatives”; the report gave Lehman’s governance a
grade of F (Financial Crisis Inquiry Commission, 2011, p. 327).

The bank’s risk management procedures also received a thorough vetting by

several sources, with many questioning Lehman’s decision to sideline Madelyn Antoncic,
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the bank’s Chief Risk Officer from 2000 through 2007. Revered on Wall Street for her
knowledge of the complex securities and derivatives Lehman Brothers bought, sold, and
traded, Antoncic was recognized in 2006 with the Risk Manager of the Year Award by
Risk Magazine (Valukas, 2010; Williams, 2010). Antoncic’s warnings regarding
Lehman Brothers’ portfolio and potential financial exposure went unheeded and she was
replaced in 2007. Her successor, Chris O’Meara, had no formal risk training and was
viewed as being Fuld-friendly (Williams, 2010). Additionally, Lehman Brothers’
Finance and Risk Committee, a sub committee of the Board of Directors, met only twice
in 2007 and twice in 2006 (United States Congress, 2008). This is notable as the start of
the subprime mortgage crisis, which comprised $25 to $30 billion of Lehman Brothers’
investment portfolio, began in mid-2006 (Ceresney, Eng, & Nuttall, 2009; Valukas,
2010).
The Role of Strategy

Strategy is the building block of an organization as it sets internal priorities,
directs allocation of resources, and influences external perceptions of a brand and the
organization (Hendry & Seidl, 2003; Kaplan & Norton, 2001; Lorsch & Tierney, 2002;
Wells, 1998). Bryson (2011) states that strategy is “a deliberative, disciplined approach
to producing fundamental decisions and actions that shape and guide what an
organization...is, what it does and why” (p. 8). Lorsch and Tierney (2002) stress that
strategy “is not an episodic phenomenon—it is always critical to an enterprise’s long-
term success” (p. 35), and further elaborate that an organization’s strategy is the
foundation from which all other decisions are made. Additional evidence reinforces that

the longer a misstep in organizational strategy is either unidentified or left uncorrected,
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the more damage is done to the organization and the harder it becomes to course correct,
with each year of the strategic mistake requiring the same number of years to unwind it
(Davis, Eisenhardt, & Bingham, 2009; Shimizu & Hitt, 2004).

Strategy influences organizational culture, how employees interact, how
customers are treated, and how employees are measured and ultimately compensated
(Wells, 1998). The impact of strategy does not occur in a vacuum since several factors,
including leadership and alignment of an organizations systems and structure, have a
reciprocal impact on strategy since changes in any of these factors affect both the
causation and results of the strategy (Bryson, 2011; Kaplan & Norton, 2001; Lorsch &
Tierney, 2002; Wells, 1998)

Academics discuss the importance of evaluating strategy from a systems theory
perspective since strategy gives structure and organization (systems) to complex,
interconnected entities. When tied to Luhmann’s closed systems theory, strategic change
becomes a series of discrete episodes in which strategy impacts the organization, and the
changed organization impacts the go-forward strategy (Hendry & Seidl, 2003). This self-
perpetuating cycle results in strategic reorientation that is a balance between stability and
change. Tension is crucial to understanding an organization’s systems since there is a
symbiotic relationship between strategy and the other components of a complex social
system, and alignment of strategy with other organizational components is crucial to
attaining improved performance (Drew et al., 2006; Gordon, Stewart, Wayne, Sweo, &
Luker, 2000; Sadeghi, 2011). Once change in an organization’s strategy is implemented,

it has an immediate impact on the other components of the organization, and assessment
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of the nature and magnitude of the impact should be conducted to determine what
realignments should occur regarding the new strategy (Hendry & Seidl, 2003).
Strategy and Culture

Culture, including organizational values, influences and determines the type of
strategy an organization selects (Argandofia, 2003; Bennett, Fadil, & Greenwood, 1994;
Hatch, 1993). Like the relationship between leadership and strategy, this connection is
symbiotic in that culture impacts strategy but strategy also influences culture. If the two
are misaligned, it is possible the strategy causes chaos in the culture or the culture
prohibits implementation of the strategy. In either event, the organization suffers
(Argandoria, 2003; Bennett et al., 1994; Finkelstein, Hambrick, & Cannella, 2009; Hatch,
1993; Williams, 2002). Culture also plays an important role in determining how
efficiently an organization responds to ineffective strategic decisions (Shimizu & Hitt,
2004).
Strategy and Leadership

The intertwined and complex role leadership plays in the selection,
implementation, and review of strategy has been studied extensively. The Upper Echelon
theory, defined by Hambrick and Mason (1984), posits that an organization’s strategic
choices and decisions are a reflection of the top management’s values and personality.
This theory spawned several offshoots of academic study that demonstrate specific
personality disorders such as narcissism, neuroticism, and paranoia (Chatterjee &
Hambrick, 2007, 2011; Kets de Vries & Miller, 1984; Kets de Vries, 1993, 2006; Popper,
2001) impact the strategic decisions of an organization and its culture. Charismatic and

authentic leadership paradigms predict both the type and frequency of an organization’s
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strategic reorientation (Johnson, 2012; Kets de Vries, 1993, 2006; Waldman et al., 2004),
as has hubris (Hiller, & Hambrick, 2005; Kets de Vries, 1993; Ludwig & Longenecker,
1993).

The impact of top management’s tenure on strategic choices and rigidity has also
been investigated, showing that the longer a top management team, specifically the CEO,
is in place, the more unresponsive to market conditions and strategic reorientation the
organization becomes with time (Carpenter, Geletkanycz, & Sanders, 2004; Finkelstein
& Hambrick, 1990; Finkelstein, Hambrick, & Cannella, 2009; Hambrick & Fukutomi,
1991; Hambrick & Mason, 1984; Miller, 1991). Upper Echelon theory expanded to
include the role an organization’s board of directors plays in setting strategy, finding that
it varies based on whether a board selects a CEO or a CEO is a long-term executive who
likely played a role in selecting board members (Carpenter et al., 2004; Finkelstein et al.,
2009; Westphal & Fredrickson, 2001).

Strategy and Alignment

The role of alignment of an organization’s strategy with other components of an
enterprise’s other structural components has also been vetted in academic literature. As
with other components of the CLASS-S model, strategy and alignment create intertwined
and complex relationships that impact employee behavior, organizational performance,
and competitive advantage in external markets (Powell, 1992; Sadeghi, 2011; Williams,
2002).

More than any other of the CLASS-S tenets, alignment recognizes that
congruence between all interrelated parts of the complex organization—not strategy

alone—must be realized to respond to external threats and achieve organizational goals.
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As Williams (2002) points out, employees in a misaligned organization feel disconnected
from the overall strategy. Powell (1992) argues that alignment, though difficult to
achieve, serves as a competitive advantage, but requires evaluation and adaptation of the
external environment to an organizations goals, strategy, and structure. Sadeghi (2011)
focuses on resulting organizational changes inherent in strategic reorientations, and
cautions that adjustment and realignment of an organization’s various components (e.g.,
human resources systems, technology systems, etc.) must occur if organizations are to
realize sustained organizational improvement. Outside of general applications, lack of
alignment among strategy, risk systems, and employee compensation was cited as a
driver of the 2008 financial crisis (Kirkpatrick, 2009).
Strategy and Structure

Structure is a way of linking various functions and operations in an organization,
and the literature suggests a link between this interconnection of structure and strategy.
Bolman and Deal (2008) argue leaders must understand links among an organization’s
structure, strategy, and the external environment to be effective. Organizational
structures are not designed to be static, and as with the other components in the CLASS-S
model, must be reviewed and adapted with organizational strategy changes to ensure
continued organizational alignment (Davis et al., 2009). Absent congruence between
structure and strategy, organizational efficacy and performance suffers (Bolman & Deal,
2008), and effective structures are required to rebound from organizational strategy
missteps (Davis et al., 2009). Like culture, leadership, and alignment, structure includes

clear reciprocity with strategy.
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Strategy and Systems

An organization’s systems such as information technology, risk management,
compensation design, financial measurement, and other formal or informal processes for
operationalizing the business must also align with organizational strategy to achieve
organizational efficiency. Gordon et al. (2000) argue that any change that impacts an
organization’s structure and systems automatically results in strategic reorientation,
whether such a change was being pursued. The impact of systems on an organization
occurs beyond the macro level since a system’s systems (i.e., sub-systems) influence the
success of strategic implementation. Since interests in technical systems (e.g., risk,
accounting, etc.) and social systems (e.g., information networks and organizational social
connections) may be divergent, resulting friction unsettles alignment between the
organization’s systems and strategy, causing chaos (Boonstra & de Vries, 2008).

Summary

In the CLASS model, Drew et al. (2006) discussed the importance of culture,
leadership, alignment, structures, and systems when evaluating and managing corporate
governance and risk management in an organization. By excluding strategy as a tenet
during assessment, authors fail to examine a critical input in the evolution and subsequent
actions of an entity. Incorporating strategy into existing inputs of the CLASS model—
thereby creating the CLASS-S model—allows a researcher to fully and richly investigate
failure of Lehman Brothers. By reviewing the failure of Lehman Brothers from a
systems theory perspective, specifically the CLASS- S model, the researcher sought to
add a holistic and systemic review of the causes of the bank’s demise to the existing body

of research.
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CHAPTER THREE
METHODS

Introduction

Lehman Brothers’” Chapter 11 Bankruptcy protection filing on September 15,
2008 shook the global economy, and forced world financial markets to the brink of
collapse. Although macroeconomic conditions such as the subprime crisis lent additional
fuel to the challenges Lehman Brothers faced, factors within Lehman Brothers’ control
aided in the eventual downfall of the Wall Street firm. Using a qualitative case study
methodology, the purpose of the study was to analyze the failure of Lehman Brothers
through the lens of the revised CLASS model (Drew et al., 2006), CLASS-S. The
CLASS-S model views an organization’s risk strategies and corporate governance
holistically as the sum of many parts of an entity, and applies to both public and private
entities of varying size.

Using public information, academic journals, and in-person interviews with
former employees of Lehman Brothers, the researcher assessed the corporation in the
context of the six components of the CLASS-S model to determine whether there were
lapses within or incongruence among the CLASS-S tenets. CLASS-S analysis
determined whether there were predictive risk elements or patterns that can assess factors
that place companies at high risk for corporate distress, and sought to determine whether
all elements in the model should be weighed equally when assessing likelihood of
distress.

Research Questions
This study determined whether by evaluating Lehman Brothers through a systems

theory perspective there was an opportunity for lessons learned from the company’s
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failure. Specifically, 1) what did the CLASS-S model reveal about the organization’s
demise?, 2) what role did leadership and organizational culture play in risk management
and strategy decisions?, 3) were there appropriate internal controls in place to assess and
monitor risk?, 4) if so, were they followed?, 5) was each system component aligned in a
way to ensure success or chaos?, 6) did the organization’s structure support and
encourage identification and discussion of both micro and macro risks?, 7) should each
category be weighed the same when assessing an organization?, and 8) can answers to the
questions predict and prevent risk factors or patterns in corporate distress?

Data Collection Questions

Drew et al. (2006) provide several assessment questions for each of the CLASS
tenets. The original questions were revised or eliminated to reduce potential biases, be
applicable to a broad subject group, and fit in the allotted interview time. In addition, the
researcher constructed questions for the strategy component of the CLASS-S model and
used a semi-structured interview format to allow for emergent design as information
presented itself. The interview questions were revised after the first interview to a) flow
more coherently, b) allow for rich, robust discussion given the time constraints, and c)
reduce redundancies experienced when interviewing the first interview participant (1P 11).
The revised questions were used with all subsequent interview participants. An interview
guide promoted consistency in the interview structure, and captured general, non-
identifying demographic information of participants for further analysis (Appendix A).
Element 1: Culture

(1) How would you describe the corporate culture at Lehman Brothers?
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(2) Was there a process or mechanism for surfacing any ethical or business concerns at
Lehman Brothers?

(3) What was viewed as important in the culture of the firm? How were these views
manifested?

Element 2: Leadership

(1) Describe the leadership style of the senior leaders in the organization.

(2) How was this style manifested in the organization?

(3) Did you personally have interactions with the senior leaders of the firm? How would
you describe those occasions?

Element 3: Alignment

(1) What criteria were considered when determining performance bonuses?

(2) What did leadership say was valued in the organization? How was it measured? If
rewards were offered for achievement, what did they consist of?

Element 4: Systems

(1) What systems were in place to identify, assess, and mitigate financial and/ or
operational risks across the organization?

(2) Describe your understanding of your responsibility and role to mitigate risk?
Element 5: Structure

(1) Describe the organizational structure of the firm.

(2) Would you describe the structure as centralized, decentralized or neither?

(3) Do you believe that the structure of the organization was aligned to promote the

desired strategic goals? If so, did this alignment mesh with the corporate culture?
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Element 6: Strategy
(1) What is your understanding of Lehman Brothers’ strategy?
(2) Was the strategy communicated to the employees? If so, how were updates and
achievements communicated?
(3) Describe any alignment between the stated strategy and the company’s systems and
structures.
Design of the Study

A qualitative case study approach was appropriate for several reasons. First,
Creswell (2007) advocates using a bottom-up approach in qualitative research by using
an inductive process. This study reviewed data and analyzed patterns or details that
emerged as they pertain to the failure of Lehman Brothers. Second, a case study allows
for deep understanding of a situation (Creswell, 2007). Several data sources, including
available public information, academic journals, public legal filings, investigative reports,
and in-person interviews with former employees of the organization, were included in the
data set. As a result of an investigation conducted by the Examiner in the failure of
Lehman Brothers, many source documents are available publicly as part of the
Examiner’s report and have been filed with the U.S. Bankruptcy Court. These documents
are comprised of presentations, internal memoranda, and internal emails, and provided
rich, real-time pictures of Lehman Brothers in the 2005 through 2008 timeframe to which
the researcher would not otherwise have access in the course of most research projects.
The compendium of sources was used to evaluate whether deficiencies in the CLASS-S
tenets led to the failure of the organization. Due to various information sources used and

the originally ambiguous nature of what data would describe, this study is an emergent
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design; design shifts as information accumulates and the ability to amend a study are
critical components of qualitative research (Creswell, 2007). This study serves as a
holistic account of Lehman Brothers’ failure that considers the impact of all
organizational system inputs inherent in the CLASS-S model. The result was rich,
complex analyses of which tenets of the framework influenced the demise of Lehman
Brothers.

Creswell (2007) defines several paradigms a researcher can use to both structure
and interpret data. This study used a post-positive approach, which is “logical, an
emphasis on empirical data collection, cause and effect oriented, and deterministic” (p.
20). This paradigm relies on multiple perspectives and uses multiple data sources that
complement the design of the study and robust data sources (Creswell, 2007).

Sample Selection

This study employed phenomenological, purposive sampling that required
identification of subjects who experienced the phenomenon—the failure of Lehman
Brothers—and identification of other criteria the sample population needs to possess,
which is appropriate for a case study (Gerring, 2012). To identify and locate individuals
that meet sample criteria, the researcher used a combination of pragmatic and great-
person identification strategies. The pragmatic approach allowed the researcher to chain
or network with potential subjects based on referrals of formal and informal networks.
The great-person approach was identification of individuals the researcher believed were
data rich and would inform the study (Creswell, 2007). The researcher used social
networking websites to identify and contact several of the great-person interview subjects.

In other cases, they were identified through literature reviews and contacted through
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social media. Potential interview participants were provided with a letter (Appendix B)
that described the study and participant requirements.

The researcher sought individuals who worked at Lehman Brothers for a
minimum of two years prior to the Chapter 11 filing, and who were with the entity at the
time it filed for Chapter 11 Bankruptcy protection on September 15, 2008. The interview
participants were from two of Lehman Brothers’ three business units, with one
participant reporting having been part of an infrastructure group that interacted with all
three business units. Participants identified as being an individual contributor, division
manager, or senior manager.

Data Collection

Data collection was conducted through subject interviews, public documents,
insider accounts, academic research, and investigative reports. Since the case study
organization is defunct, observation techniques were not employed. A data matrix that
coalesces various sources into one of five categories discussed above is provided in
Appendix C. All interviews were recorded with an MP3 audio recording device and
transcribed professionally for coding. Resulting transcripts were sent to subjects for
review and validation. The researcher also used an interview guide (Appendix A) to
ensure consistent structure of the interviews and capturing of themes and concepts that
required additional follow-up.

Data Analysis

Data were aggregated, analyzed, and categorized to correspond to components of

the CLASS-S model and identified if there were any deficiencies in or among the six

tenets. All written and recorded information was placed in a locked safe and soft-copy
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documents that contained the names of the participants were password protected until the
study was complete, and were subsequently destroyed. Individual participant names
were removed from data and replaced with a non-identifying participant number. The
researcher used coding to identify respondents in both the research and final report. To
allow the researcher to analyze and comment on the representative nature of the sample
group, participants provided general, non-identifying demographic information. These
questions are contained in the interview protocol guide (Appendix A).

NVivo qualitative coding software was used to identify themes and patterns that
informed the CLASS-S model. Nodes were created as transcripts were reviewed.
Themes emerged from each interview early during coding. Once all interview data were
coded, codes were rolled up into nodes that mirrored the six tenets of the CLASS-S
model. Appendix D outlines the parent/child hierarchy for each of the six primary nodes
used in the study

After coding and classification, data were interpreted using a blended
phenomenological and case study approach that sought to explain the drivers of the
failure of Lehman Brothers, and inform the narrative about the components of the
CLASS-S model that contributed to the entities demise (Creswell, 2007). This approach
followed the transcendental phenomenological identification strategy, which allows for
key words or phrases from individuals who experienced a phenomenon to create themes
regarding the experiences and inform the study (Creswell, 2007). Once
phenomenological themes were identified, axial coding was employed whereby other
sources of information (e.g., scholarly articles, texts, investigative reports, and third-party

accounts) were reviewed to provide additional insights. Creswell (2007) argues that this
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process is necessary to explain additional factors that impact the central phenomena and
tie it to the theoretical framework of the CLASS-S model.
Validity

Data were triangulated among subject interviews, public documents, insider
accounts, academic research, and investigative reports to ensure the researcher’s
interpretation were verified. The researcher also used member-checking validation by
supplying a copy of the interview transcript to subjects for verification. The original,
hard-copy transcripts were held by the researcher for auditing purposes by the
dissertation committee and were destroyed at the conclusion of the study. Subsequent
edits or clarifications provided by participants were included in the final interview
transcript used for coding. A member of the researcher’s dissertation committee
conducted a research audit, and the researcher maintained a robust audit trail of
interviews, data, and published resources.
Ethics

The researcher had worked in an industry focused on corporate distress and
financial fraud for over thirteen years and believed organizations fail due to several
complex criteria. Although the researcher had not worked at the company selected for
analysis, she had studied Lehman Brothers extensively, both academically and
professionally. The researcher was committed to allow the research and data to drive the
outcomes of the study and not drive the data to reach a pre-supposed conclusion.

Institutional Review Board approval to conduct this study was secured from the
researcher’s academic institution to ensure appropriate and ethical treatment of subjects.

All participants were provided with a letter approved by Creighton’s Institutional Review
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Board and a participant bill of rights prior to interviews. An affirmative response
acknowledging receipt of this information was required at the beginning of each
interview and was captured in the transcripts.
Delimitations

This study did not focus on why a company filed Chapter 11 bankruptcy while
other companies in distress pursued an acquisition or government bailout (e.g., Merrill
Lynch and AIG, respectively) other than to address why leadership at Lehman Brothers
rejected opportunities presented. The study also did not focus on ramifications of
Lehman Brothers’ demise in capital markets, or political and economic policies. The
focus was on the construct of the CLASS-S model within Lehman Brothers.

Limitations

Since the study used a phenomenological, case-study approach, the focus was not
on all corporate failures, nor the impact global economic conditions had on Lehman
Brothers, other than at the macro level. The study did not evaluate the decision of the
U.S. government to intervene in other financial institutions during the timeframe, nor
events that followed after Lehman Brothers’ decision to file for bankruptcy protection,
commonly referred to as Lehman Weekend. Since the focus was on Lehman Brothers
alone, the study did not include interviews with subjects other than those who worked at
the failed bank.

The failure of Lehman Brothers was documented well by both first-person and
third-person accounts since 2008. It is reasonable to expect that with a) passage of time,
b) investigations and reporting on Lehman Brothers’ failure, and c) revelation of facts not

previously known to Lehman Brothers’ employees regarding the firm’s demise (e.g., its
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risk positions and rebuffed acquisition attempts in the summer of 2008) that interview
participants were not recalling experiences with the firm in their purest form. It is
possible that recollections were muted in the intervening five years since the firm’s
demise and that memories and experiences were influenced by the volume of information
surrounding the events of the firm’s collapse. Although it is assumed the eight interview
participants’ views were a representative sample of Lehman Brothers employees, the
researcher acknowledges that absence of participants from the investment management
business unit of the firm was a limitation. Despite reaching out to several individuals
who are former employees of the investment management division, the researcher was
unable to locate one who was willing to participate. The final limitation is potential for
researcher bias. Since the researcher was employed in a profession that deals with
troubled companies, both in and out of bankruptcy, it is possible there were inherent
biases based on the researcher’s experiences.
Assumptions

It was assumed interview subjects answered questions honestly, without regard
for bias or fear of negative perceptions regarding their potential roles in the failures. The
case study sample was assumed to serve as a fair representation and application of
corporate failures during this time.

Significance of the Study

The collapse of the storied investment bank sent shockwaves through the world’s
financial markets, and led, in part, to another wave of sweeping U.S. government
regulations with passage of the Dodd-Frank Wall Street Reform and Consumer

Protection Act. Estimates suggest Lehman Brothers’ sudden, non-orderly Chapter 11
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bankruptcy filing caused an approximate loss of $75 billion in stakeholder value
(Valukas, 2010). From a scholarly perspective, there has been a moderate amount written
on the mechanics of the institution’s failure and analyses performed on the balance sheet,
risk management, and trading strategies of the firm (Caplan, Dutta, & Marcinko, 2012;
Christopoulos, Mylonakis, & Diktapanidis, 2011; Swedberg, 2010; United States
Congress, House Committee on Oversight and Government Reform., 2010). Additional
scrutiny has also been given to corporate governance and enterprise risk management
standards that contributed to the failure of Lehman Brothers and other financial
institutions (Aebi, Sabato, & Schmid, 2011; Cheffins, 2009; Kirkpatrick, 2009).
Examination has also been conducted on the compensation and human resources
strategies of Lehman Brothers in years leading up to its collapse (Balachandran, Kogut,
& Harnal, 2010; Bebchuk, Cohen, & Spamann, 2010)

Lehman’s Examiner Report and the Financial Crisis Inquiry Commission report
provided in-depth, thorough reporting of the risk, legal, and financial considerations that
led to Lehman Brothers’ failure (Financial Crisis Inquiry Commission, 2011; Valukas,
2010). These publications, however, did not examine the organization holistically as an
interconnected series of inputs and variables; the respective reports focus on key drivers
of failure instead of the interplay among all component parts illustrated in the CLASS-S
model and subsequent impacts this had on the organization. Analysis of the firm’s
leadership, culture, and organizational alignment was limited and siloed focus to issues
such as compensation or CEO leadership style, which severely limited understanding of

the organizational context. This study adds value to the current body of research by
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focusing on interconnectivity of the six tenets, and evaluating what deficiencies
contributed to the failure.
Summary

Adopting a qualitative case study methodology, the purpose of the study was to
analyze the failure of Lehman Brothers through the lens of CLASS-S (Culture,
Leadership, Alignment, Structure, Systems, and Strategy) model to evaluate corporate
governance and management of strategic risk. The CLASS-S model considers an
organization’s risk strategies and corporate governance holistically as the sum of many of

an entity’s parts.
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CHAPTER FOUR
RESULTS

Introduction

This chapter reviews demographics of interview participants (IP), addresses
themes that emerged from the study using the CLASS-S model, and discusses differences
in IPs’ feedback regarding Lehman Brothers.

Pool of Interview Participants

Using chaining and great-person identification techniques (Creswell, 2007),
twenty-three potential interview subjects were identified between April and August 2013,
with all interviews taking place between May and July 2013. The candidate identified in
August 2013 declined to participate. Reasons for the declines were not always
communicated, though some mentioned a) not wanting to revisit the company’s failure,
b) being unable to talk since the person was still employed by Lehman Brothers’
corporate estate, or ) not being available in person or by phone for the next several
months. Of twenty-three potential participants, eight agreed to participate (34.7%), six
declined (39.1%), and nine did not respond to initial inquiries (39.1%).

Demographics of Participants

Tenure with Lehman Brothers

IPs must have worked for Lehman Brothers for a minimum of two years and had
been with the entity at the time of the firm’s Chapter 11 Bankruptcy filing in September
2008. To identify length of tenure, but to protect anonymity, the IPs identified whether
they had been with Lehman Brothers for more or fewer than five years. If they
responded “more,” they were asked whether they had been with Lehman for more or

fewer than ten years. Of the eight IPs, five had been with Lehman Brothers for over ten
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years (62.5%), two for over five years (25%), and one for fewer than five years, but over
the required two years (12.5%).
Business Unit

IPs also identified to which of Lehman Brothers’ three operating units (i.e.,
capital markets, investment banking, or investment management) they had been assigned
during their tenure. To protect anonymity, IPs were not asked to identify the operating
sub-groups in the unit with which they were affiliated; they were also advised that they
could decline to answer the question. All eight IPs provided a response, with four
indicating they had been with the capital markets group (50%), three with the investment
banking group (37.5%), and one with none of the provided choices (12.5%), indicating
he/she had been part of an infrastructure group that interacted with all three business
units. Despite several attempts to identify individuals in the investment management
group, through both chaining and great-person identification strategies, this study did not
include former employees from the group. This limitation is discussed further in Chapter
5.
Role in the Organization

To identify the role the IPs played, the individuals were asked to determine if they
were an individual contributor, divisional manager, or senior manager. Although
definitions of these roles were not provided unless an interview participant asked for
clarification, the classifications appeared intuitive to the IPs since only one (IP 15) asked
for additional parameters. Of eight participants, four identified as individual contributors
(50%) and four as divisional managers (50%). None identified as senior management.

This limitation is discussed further in Chapter 5.
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Coding

IPs were assigned a number, which became their pseudonyms, based on how they
were interviewed, with 1 equating to an in-person interview and 2 to a phone interview,
and the order in which they were interviewed. For example, IP 11 was interviewed in
person and was the first interviewed; IP 24 was a phone interview and the fourth
interviewed. Although IP 18 has a lower ordinal ranking than IP 24, the number is meant
to denote that IP 18 was interviewed in person (1) and was the eighth (8) interviewed.
Demographics by IP are shown in Table 1.
Table 1

Demographics by Interview Participant

Interview
Participant Division Role Tenure
Individual
11 Capital Markets Contributor <10
Divisional
12 Capital Markets Management > 10
Investment Divisional
13 Banking Management > 10
Investment Individual
24 Banking Contributor <10
Divisional
15 Capital Markets Management <5
Divisional
16 Infrastructure Management > 10
Individual
17 Capital Markets Contributor > 10
Investment Individual
18 Banking Contributor > 10

Participant Genders

Eight of the IPs were male (87.5%) and one was female (12.5%) (Figure 2).
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H Male

Female

Figure 2. Participant genders.

Interview Method

Seven interviews took place in person (87.5%), with the remaining one by phone

(12.5%) (Figure 3).

M In person

Phone

Figure 3. Interview methods.
Length of Interviews
Interviews ranged from 25 to 52 minutes, with the cumulative average interview

running 48 minutes. Four interviews (50%) were over the average, and four (50%) were
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under. The shortest interview took place by telephone. Interview lengths by IP are
shown in Table 2.
Table 2

Interview Duration in Minutes

Interview  Interview
Participant  Duration

11 52
12 40
13 49
24 25
15 50
16 36
17 33
18 50

Representative Sample

Using purposive sampling, the study provided a cross-section of Lehman
Brothers’ 26,000 employees in terms of division, role, and tenure, and participants were
assumed to serve as a representative sample of the employee population, with the
exception of lack of a participant from the investment management group. Given the
rapid rate of saturation that occurred during the interviews, it was assumed that the
experiences and perspectives of employees from the investment management group
would not have differed materially from those of their colleagues’ in Lehman Brothers’
other two business units. Absence of representation from all three business units did,
however, limit the study.
Coding

NVivo qualitative coding software was used to identify themes and patterns that
informed the CLASS-S model. Nodes were created as the researcher reviewed the

transcripts, and themes emerged from each interview early during coding. Once all data
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were coded, codes were rolled up into nodes that mirrored the six tenets of the CLASS-S
model (Appendix D). After coding and classification, data were interpreted using a
blended phenomenological and case study approach that sought to explain drivers of the
failure at Lehman Brothers, and inform the narrative concerning components of the
CLASS-S model that contributed to the entity’s demise (Creswell, 2007). This approach
followed the transcendental phenomenological identification strategy that allows for
words and phrases from individuals who experienced a phenomenon to create themes
regarding experiences (Creswell, 2007). Once the phenomenological themes were
identified, axial coding was employed whereby other sources of information (e.g.,
scholarly articles, texts, investigative reports, and third-party accounts) were reviewed to
provide additional insights. Creswell (2007) indicates this process is necessary to explain
additional factors that impacted the phenomena and tie them to the CLASS-S model.
Theoretical Framework: The CLASS-S Model

Drew et al. (2006) attribute corporate failures from the early 2000s to lack of
strategic risk management and corporate governance controls, and proposes the CLASS
model is a method to monitor and mitigate enterprise risk. The authors also stress the
importance and interconnectivity of each of the CLASS tenets in managing
organizational risk and reducing the likelihood of corporate failure.

As a systems theory model, the links and alignment of culture, leadership,
structures, and systems of an organization influence each other, and each in turn has a
reinforcing impact on the other inputs. Aggregation of component parts and their mutual
impacts on each other ensures that the impact of the combined inputs is greater than any

individual input. Although not citing one input as more important than others, Drew et
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al. (2006) posit alignment is very difficult for organizations to achieve, and in cases in
which leadership is misaligned with the other three CLASS inputs of culture, structure,
and systems, it is nearly impossible to achieve risk-management success.
Strategy

Although each tenet in the CLASS model (Drew et al., 2006) is important when
assessing risk and long-term stability, the model fails to recognize that the strategy an
organization adopts is ingrained with, and in some instances can set, the foundation for
the five CLASS pillars. Many of the processes and protocols initiated in an organization
are designed to manage risk, measure and reward employee performance, and focus on
achievement of organizational strategy and both development and maintenance of
corporate culture (Svyantek & Brown, 2000). Absent understanding of the impact the
organizational strategy has on financial growth, internal risk controls, individual
performance, and market perception, an incomplete picture of the drivers of success and
failure is likely (Kaplan & Norton, 2001). Substantial literature suggests that a
company’s strategy is crucial to developing culture, systems, and structure, and cannot be
considered independent (Bryson, 2011; Kaplan & Norton, 2001; Wells, 1998). Drew et
al. (2006) acknowledge the importance of an organization’s strategy in their original
assessment of the CLASS tenets, indicating strategy influences and is influenced by both
culture and systems. The Upper Echelon field of leadership adds to the dialogue since it
focuses on investigating links leaders’ backgrounds, perceptions, and experiences have
on processes used to evaluate and select organizational strategy, in recognition that the
two tenets intertwine (Argandofia, 2003; Hambrick & Mason, 1984; Peterson et al., 2003;

Schein, 1990; Waldman et al., 2004; Williams, 2002). Since ample evidence exists to
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suggest strategy intertwines with each of the CLASS inputs, this study incorporated a
review of Lehman Brothers’ strategy and its integration with the other components of the

CLASS model, creating the CLASS-S assessment (Figure 1).

Corporate Govemance

Strategic Risk Management

Figure 1. The CLASS-S model.
Key Themes

When viewing these images through the lens of the CLASS-S model, it is possible
to identify areas of the firm operating effectively and areas where deficiencies or
dysfunctions were occurring. Unlike other areas of the study in which the CLASS-S
tenets were discussed in the order in which they appear regarding the spelling of the
CLASS-S acronym, this section addresses them in the order of culture, leadership,
structure, system, strategy, and alignment since it is important to understand the context

of each input before determining whether they achieved alignment (Figure 4).
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Corporate Governance

Strategy Culture

[ )W\

Systems Leadership

Structure

Figure 4. The CLASS-S model without Alignment tenet.

Culture. Cultures are organizational philosophies such as mission, vision, and
values that are ingrained in employees and focus their methodologies for carrying out
business processes. After speaking with the eight former Lehman Brothers employees,
the following themes emerged regarding Lehman’s culture: a) teamwork, b)
entrepreneurial, ¢) aggressive, d) competitive, e) survivors, and f) financial results.

When asked to describe the culture at Lehman Brothers, all eight IPs used positive
terms to describe the environment. Three (37.5%) used the word “collaborative” to
describe the culture, two (25%%) used “entrepreneurial”, three (37.5%) stated it was
“collegial,” and four (50%) described a firm in which they were trusted to operate with
autonomy. Since the question asked IPs to describe Lehman Brothers’ culture, IPs may
have used more than one word in their descriptions. All eight IPs described an
environment in which they enjoyed and missed working. In two instances, IPs stated

they have not been able to find a culture as good as Lehman Brothers’ in their
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employment after September 2008. IP 12 described a culture that permeated even after
the demise of the firm:

As far as an exercise in culture, I think it was an excellent one, and I think it still

does have an excellent culture, and it didn’t really go away...I mean a couple

phone calls and you can get to anybody anywhere at this point because people
always pick up a phone call from an ex-Lehman colleague, always, always...the
culture exists and that was a good one, and it persists today.

Collaborative. Seven IPs described a collaborative, collegial culture that was an
anomaly in the typically cutthroat world of Wall Street investment banking. According
to IP 11, a differentiator was that Lehman “somehow fostered this thing where traders
weren’t afraid to work together. | was never worried about someone on another desk
taking my trade.” This view of Lehman’s culture was recognized by many of the IPs; IP
17 stated, “It didn’t matter who brought in the business as long as everybody worked
together to get the business closed.” Although a collaborative culture was unique among
competitors, IPs were less confident in their collective view that the firm achieved its
stated goal of having “one firm” since all eight stated they believed the vision of having
all employees work for the betterment of the entire firm, as opposed to personal gain or
for the benefit of their individual business units, was “aspirational” and not reality. In the
view of IP 24, this was largely due to the industry in which they operated, which was not
aligned to promote such a culture. 1P 18 described a need to move to “one firm” as a
prescription to fix potentially detrimental, long-held cultural mores: “I thought they
[Lehman] had one firm because they needed to have one firm, because it was anything

but one firm. It was a bunch of individual producers running around the room.”



A SYSTEMS THEORY REVIEW OF LEHMAN BROTHERS 53

From that perspective, the interviews revealed that the “one firm” mantra, though
aspirational, impacted the culture and professionals in the firm. IP 16 described
tremendous focus on teamwork, stating:

There’s a lot of emphasis on “we’re building this firm together, everybody is

playing a role, this is a team.” This view manifested itself in creating a culture

where “we enjoyed each other’s company because we weren’t attacking each
other.” Pretty much a behavior you see in a lot of firms.

Pretentious. IP 15 was the lone dissenter in the view that Lehman was a
collaborative place to work, calling the culture “pretentious.” Having arrived at Lehman
fewer than five years before its demise from another Wall Street investment bank, IP 15
found a markedly closed off environment. “It seemed very distanced” and “a lot of
people were from Ivy League schools. Lehman’s dress code was very formal.” IP 15°’s
view of Lehman’s culture was likely a function of short tenure and the fact that when IP
15 joined the firm, the organization was rapidly adding people from a variety of
backgrounds (Greenfield, 2009). The other IPs had significantly longer tenures with the
firm and thus disparate experiences in terms of culture.

Entrepreneurial. Several IPs stated that Lehman Brothers fostered an
entrepreneurial culture driven by hard-working employees who had a strong desire to
succeed. IP 17 described it as a place where “all the people | worked with were
incredibly motivated, very intelligent, and all had a high desire to succeed. It had a very
entrepreneurial spirit. People were not afraid of risk.” The ability to create your own
path at Lehman Brothers was echoed by IP 11 who, as an equities trader, felt that “they

had very broad mandates for traders in terms of other places that | knew about and traded
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at. When you are a trader, that gives you a lot of flexibility.” In IP 16’s experience,
Lehman Brothers was “an optimistic place where people could create opportunities” and
an environment where “there was a lot of openness to new ideas. It wasn’t a top-down,
authoritative management [at the divisional level] in any way. It was ‘give us your
ideas!””

The impact of this outlook was viewed as mixed by some participants. IP 24 felt
“it was that type of mentality that we came to work with everyday and it was that kind of
entrepreneurial spirit and underdog mentality that made it more enjoyable than most
places.” IP 11 viewed the autonomy provided to employees as a contributing factor to
the demise of the firm:

I mean, clearly there were people that had too much influence in terms of the

macro risks the firm was taking. Somebody got too much leash and they ran, that

made the firm great for how long? Then it backfired.

Competitive. Although Lehman Brothers created a culture that fostered internal
teamwork and eschewed turf wars, the firm and its employees were focused on defeating
external competition. IP 24 reported that this view permeated many aspects of Lehman’s
corporate culture:

We generally perceived ourselves at Lehman as a little bit of The Little Engine

That Could, the underdog, the David against Goliath, and that we were trying to

compete against the Goldman’s and Morgan’s of the world that were bigger, had

been around longer, were better capitalized, etc., and we had to work harder to

beat them.
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IP 13 corroborated this view, and indicated external competition was a uniting
force for employees. “Everyone comes together and says ‘It is us against the world.’
Everyone is knocking us down and we’re going to fight back. There was a common foe.”
A desire to beat competitors was a “big factor” (IP 12) regarding how Lehman did
business, with IP 16 noting Lehman’s business strategy was simply to “beat Goldman
Sachs.” The ability to compete against larger and better-capitalized firms was a point of
pride for several participants:

I can’t tell you how many pitches I used to walk in where it was difficult to get

the client to use Lehman Brothers. Our competitors would say how they we’re so

much better than us, they would use league tables...this and that, but you know
what? | think we were smarter than a lot of people because you’re right, we
couldn’t compete off of league tables, we strived to have a better or more creative

ideas. (IP 13)

Elaborating on the impact this competitiveness had on the culture, IP 24 stated,
“There was a strong hunger and desire to catch the Goldman’s...to be the best and it
pushed to a more aggressive decision-making and more aggressive mindset.” 1P 18
concurred that this pugilistic mindset impacted the culture. “We were proud to work at
Lehman. There was a bit of scrappiness that it wasn’t Goldman Sachs, it wasn’t JP
Morgan, and we had to be better. We had to outperform.” Three participants described
Lehman Brothers as “punching above their weight” when compared to competitors (IP
11; IP 13; IP 16). To the best of the researcher’s knowledge, these participants did not
know each other, but the turn of phrase was prevalent in their respective descriptions of

the company’s competitive stance.
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Survivors. Lehman Brothers’ ability to rebound from potentially catastrophic
events became an important element in the firm’s culture. Beginning with the exodus
from American Express in 1994 to rebounding from financial losses because of the
failure of the LTCM hedge fund to the feat of setting up temporary offices within 72
hours of 9/11, Lehman Brothers continuously displayed astounding resiliency. 1P 18 felt
the ability to trump adversity was a key part of Lehman Brothers’ cultural tapestry.
“There was this internal belief that “‘we will overcome, we will fight, we do our best when
our backs are against the wall,” and that really did permeate the organization.” IP 13
explained:

It always seemed like every three or four years there was another crisis and the

firm was always the little kid on the block. 1 will tell you that we always punched

above our weight. Why? A lot of smart people, a lot of people rowing the oars
together.

IP 17 believed this resiliency impacted Lehman Brothers’ overall culture. “The
fact that we could overcome those shocks, and continue to be successful, and continue to
grow the firm, and continue to be profitable, I think that just further enhanced the culture
of Lehman.”

The cultural impact of these survival stories also resonated with new Lehman
Brothers employees. IP 15 was not at Lehman Brothers during the aforementioned
issues, but was aware of the events and the impact they had on the organization, even
though they weren’t discussed. “It wasn’t that it [LTCM, 9/11] was talked about a lot, it
was just more that people knew about it. They survived 2001 and then in 2008, (their)

number was called again.”
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That Lehman Brothers survived difficult situations in the past apparently did more
than unite the culture in several participants’ views. “I think the fact that they did make it
through all of those events emboldened folks to say, “‘We'll do it again’ and ‘We can do
this’” (IP 24). IP 12 shared the view that the historic success of survival may have
created a sense of invulnerability. “There’s some hubris, right? There’s some, “Well, we
can make it through anything. We’re Lehman Brothers, we’re big, we’re solid. People
aren’t going to cut our lines, our financing.”” IP 18 attributed this sure-footedness as a
partial contributor to the demise of the firm by stating, “Part of why I think Lehman
failed later was that people thought we will overcome this. We overcame these other
issues, and we will overcome this.”

Financial results. Several participants discussed the importance financial results
played in the culture at Lehman Brothers. When asked what was valued in Lehman
Brothers’ culture, IP 13 responded, “The important thing, if you listened to senior
management, was generating revenues and the stock price.” 1P 12 described the cultural
emphasis on Lehman Brothers’ share price as a focus in the organization. “Their
[leaderships] goal was share price $150. We have to get to $150. How do we do that?”
This focus on financial results had a waterfall effect in the overall culture and what was
viewed by employees as both valued and rewarded. In response to a question about what
the organization valued, IP 16 replied, “Well, its investment banking, so certainly the
producers. You needed to produce.” When asked how an individual’s compensation was

set, IP 11indicated:
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How much money you make...I’ve never seen a such a clear line between how
much you produce for the firm versus how much money you got. Honestly, how
much money you made (for the firm) is 90% of what comes to that.

Stating results were the number one criterion in determining performance
bonuses, IP 12 elaborated that as a divisional manager, he/she thought it “better to pay
your top five people a lot of money and everybody else nothing.” IP 24 had less visibility
into the compensation process, calling it a “wonderful black box” and indicating that
he/she knew the firm needed to make money, an individual’s business unit needed to
make money, and an individual needed to make money. If those three results aligned, an
individual could be rewarded.

Leadership. Addressing perceptions of leadership at Lehman Brothers,
participants held distinct views of how they saw the actions of their divisional
management vis-a-vis the TMT. Although divisional managers at Lehman Brothers were
fair, inclusive, and honest, the TMT was a) unchecked, b) out of touch, c) arrogant, and
d) held a sense of invincibility. This was of critical importance since five (62.5%) IPs
blamed the actions of the TMT, in whole or in part, for the demise of the firm. This
finding is discussed further in Chapter 5.

Divisional management. Those in their divisions viewed leadership at the top of
each of Lehman Brothers’ capital markets and investment banking business units as open,
in touch with their businesses, and apolitical. All IPs expressed confidence in their
business leaders to make the right decisions and respect employees. 1P 12 described
divisional management as “very good at communicating integrity and fairness, and

promoting people who, frankly, deserved it.” IP 24 described the impact this
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management style had on individuals in the business units. “People loved it. They saw
(it) as ““senior management actually do care about us, despite the fact that we work, or
are expected to work, 110 to 120 hours a week.”” IP 24 further elaborated that “profits
came above all else but they couldn’t come at the expense of people.” 1P 15 recalled
divisional managers as focused on mentoring and providing great opportunities to those
who earned them.

Top management team. Asked about the TMT (i.e., CEO and COOQ), IPs
described it as insular, out of touch with the broader business, and focused on advancing
its own agenda.

Unchecked. With tenure that spanned three decades, the TMT was insular, with
significant barriers to entry. Described as “unchecked” (IP 11), all IPs regarded the TMT
as driving all strategic decisions of the firm despite dissention from other senior leaders.
Although some IPs felt this may have been loyalty resulting from the years the TMT and
the other leaders worked together, others felt any disagreement with the TMT resulted in
public loss of position in the firm. Several IPs indicated that lack of resistance from other
firm leaders with the TMT’s directives was a decision driven by financial motives. IPs
noted that the senior leadership team that surrounded the TMT made tens of millions of
dollars a year, most tied to stock, and naysayers were not tolerated (IP 12; IP 13; IP 18).

The impact this level of power the TMT held manifested in several ways. First, it
was known well that significant disagreement with the “Lehman Way,” established by
the TMT, resulted in “being shown the way out” (IP 16). This view was echoed by some
IPs who collectively indicated that dissention was not only disregarded, but not tolerated.

“If you crossed him [TMT] or didn’t agree with him [TMT], you wouldn’t work there
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very long” (IP 18). The TMT’s ability to make all major organizational decisions was
cited as a key factor in the firm’s demise. When approached by the Korean Development
Bank in the summer of 2008 regarding acquiring Lehman Brothers, the TMT alone
rejected the offer (McDonald & Robinson, 2009; Sorkin, 2009). IP 11 viewed this as the
TMT looking out for its own interests and not the interests of the firm and its 26,000
employees globally.

IP 13, who worked for Lehman Brothers for more than ten years, described the
manifestation of this hierarchy when the CEO’s office was renamed The Office of the
Chairman. “It started to feel a bit like a monarchy, where respect was supposed to be
bestowed, the guy was supposed to have all the answers. What he said, everyone did.”

Out of touch. The TMT’s longevity with the organization contributed to its lack
of sophisticated understanding of how the capital markets evolved during the late 1990s
and 2000s. Pointing out that the TMT had a hands-on role in the inner-workings of the
stock market in the 1980s to early 1990s, many IPs felt it was unprepared for the
complicated, competitive, sophisticated, and global capital markets that developed in the
early 2000s, a sentiment noticed by others in the organization. Four IPs indicated that
they were either directly aware or had heard that the TMT was becoming increasingly
disconnected from the business (IP 11; IP 13; IP 16; IP 18).

IP 16 described the impact of the inability to evolve with the markets as creating
an environment where the TMT “didn’t see and didn’t properly assess the risks, potential
impacts, (and) tried to hold on to things the way they were rather than evolving fast
enough.” IP 24 disagreed that the market had become too complex for the TMT to

understand and assess the risks, stating that the TMT instead chose to ignore the flagrant
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risks they were taking. IP 24 recalled the reaction to reviewing valuations of some of the
large positions on the firm’s balance sheet. “The positions | was speaking of was all
bread and butter. Really basic stuff.”

Arrogant. All eight IPs reported there was arrogance, ego, or hubris
demonstrated by the TMT. IP 11 stated, “Ultimately, at the very end...it was ego,” and
IP 17 concurred, “It does seem that...senior management...was just incredibly short
sighted and, I guess, arrogant.” IP 24 referred to the TMT’s actions as “hubris and
uninformed pride,” and IP 15 referred to the TMT’s “ego and pride” that led Lehman
Brothers to “go out burning.” Other interview subjects tied the TMT’s arrogance to the
decision to continue to invest in commercial real estate while the residential real estate
market continued to decline and the commercial market began to show signs of distress.
“I think this is where the arrogance came in a bit. “We know better...it’s a short-term
issue, let’s double down.”” 1P 18 mirrored the thoughts of former Lehman Brothers
colleagues, but also felt there was more than just arrogance involved. Describing a
member of the TMT as a “bully,” IP 18 stated:

There was a drive for growth. He [TMT] wanted to beat Goldman Sachs, and he

[TMT] didn’t want to hear logic, saying, “We can’t extend our capital that

quickly,” or “It’s a bad idea to have all this illiquid real estate when we don’t have

overnight funding.” He [TMT] could understand it, certainly, but he didn’t want
to listen to it.

Several IP’s pointed to the Archstone transaction in late 2007 as the preeminent
example of TMT arrogance. With the housing market in the U.S. continuing to decline

and the commercial real estate market showing signs of distress, Lehman Brothers
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invested $5.4 billion in the acquisition of Archstone, a real estate investment trust
(Valukas, 2010). Comprised of hundreds of multifamily units around the United States,
Archstone was, at the time, one of the largest players in its respective market (Valukas,
2010). Surprisingly, this decision was made in the face of declining commercial and
residential real estate prices, and declining stock prices for Archstone’s peers (Valukas,
2010). IP 17 recalled that divisional managers pursued the Archstone transaction, but
received the mandate from the TMT that the deal was to be consummated “no matter the
cost” (IP 17). IP 18 corroborated this view, indicating that a member of the TMT reached
out to the division head overseeing the transaction to state, ““You will not lose this
transaction, and you will get this transaction.” He used very colorful language to express
that.” 1P 18 also expressed the view that no one on the firm’s executive committee
opposed the Archstone because “they would have ultimately lost their jobs if they did
that.”

Invincible. A sense of invincibility that imbibed Lehman Brothers’ culture was
also held by the firm’s TMT. Several subjects pointed to Lehman Brothers’ lack of
action after the demise of Bear Stearns in March of 2008, six months before Lehman
Brothers filed for Chapter 11 bankruptcy protection. IP 11 described the feeling in the
company. “Even after Bear, you’re looking around saying, ‘Yeah, we have more
leverage [than Bear Stearns] but we’re smarter than that.”” IP 16 concurred that the firm
did not view Bear Stearns’ failure as a clarion call for caution. “Bear Stearns had
happened in March. Why did (the TMT) not look and say, ‘Why were we still so special

that it wouldn’t happen to us?’.”



A SYSTEMS THEORY REVIEW OF LEHMAN BROTHERS 63

IPs held similar theories as to what drove the TMT to believe Lehman Brothers
was untouchable in the midst of worsening market conditions. Some pinned the view on
the long-term success and tenure of the TMT, stating “You become very successful and
you get through a lot of...wars and skirmishes and near death experiences, and you
survive them all” (1P 13). IP 16 corroborated this view, explaining that the TMT “had
been successful over time of saying we can get through this. We can ignore some of
what we see out there because we know we are Lehman. We can all do this.” Several
believed this view created an environment in which the TMT never felt the firm’s
situation was as dire as it actually was until it was too late to course correct (IP 11; IP 13;
IP 16).

Strategy. An organization’s strategy is a planned and disciplined approach to
define an organization’s reason for existing, and operating principles that ensure long-
term survival. Discussing Lehman Brothers’ strategy with the firm’s former employees,
four themes emerged: a) lack of clarity regarding the firm’s strategy, b) desire to grow
bigger faster, c) a goal of $150 per share, and d) need to be the best.

Lack of clarity. There was noticeable lack of consistency and clarity regarding
the IPs’ understanding of Lehman Brothers’ business strategy in the final years of the
firm’s existence. One IP stated he/she did not know what the firm’s business strategy
was; the remaining seven reported it was some variation of the four categories above. In
two instances, even when the IPs indicated their views of Lehman Brothers’ strategy,
they also indicated they were unsure that the stated goal qualified as a strategy.

Get bigger. Three IPs indicated that Lehman Brothers’ strategy was to grow into

a larger investment bank. IP 11 stated, “Lehman Brothers always wanted to be a big
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investment bank...and never had the balance sheet to do it.” IP 17, who believed
Lehman Brothers’ strategy included shoring up its capital and topping the industry league
tables, echoed this view. IP 24 felt the firm had a straightforward strategy to grow
profitably.

$150 again. IP 12 indicated that the strategy was to drive up Lehman Brothers’
stock price. “We have to get to $150. How do we do that?” This view was echoed in
comments made by IP 13, who recalled, “I remember one year (a) t-shirt that was given
out to everyone said ‘The Road to $150.” When it hit $150 and the stock split,...the next
year the shirt read ‘Going to $150 again.’”

Be the best. Despite the focus on share price, IP 13 indicated that Lehman
Brothers’ strategy was to compete with rival investment banks Goldman Sachs and JP
Morgan. IP 16 concurred with this view, indicating that the firm’s strategy was simply to
“beat Goldman Sachs.”

Operationalizing the strategy. Regardless of what the IPs believed the firm’s
strategy was, they indicated uniformly that the firm was good about communicating
growth plans to the broader firm in the form of town halls or quarterly all-hands meetings
at which the TMT described the progress of growing profits and stock price. IPs also
described frequent sub-unit meetings at which individual and team performances were
recognized to incent and reward those who were winning in the market (IP 12; IP 13, IP
24). In the investment banking division, employees focused on the need for growth and
wins by instituting the Big Deal Award at weekly staff meetings at which individuals
were commended for landing new work or closing large transactions in front of

colleagues (IP 18).
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Structure. Structure is the approach an organization used to link and govern
various interrelated functions and operations within an organization. Discussing structure
with the IPs, three themes emerged: a) decentralized structure, b) autonomous
organizational structure, and c) flat hierarchy.

Decentralized structure. Lehman Brothers boasted 26,000 employees
worldwide at the time of its collapse in September 2008. The organizational structure of
the firm, however, fit a much smaller and more localized organization. Participants
described a decentralized organizational structure that was generally run by the business
units, unless and until the TMT interceded on key decisions. Absent TMT mandates, a
structure in which divisional leaders and individual contributors had broad mandates
prevailed. IP 13 described the structure as “decentralized up to a point. When the size of
the transaction got big enough, it became singularly centralized in one or two people
[TMT] guiding an executive committee.” The firm’s decentralized structure was not
received well by all former employees interviewed; IP 17 felt some divisions were not
connected to the broader platform, and were viewed as more of an “island” than part of
the larger organization.

Autonomous. Individual contributors felt they enjoyed freedom in the Lehman
Brothers structure. “I understood my mandate and then had the autonomy to do whatever
it was to fulfill that mandate” (IP 11). This view was echoed by several interview
participants in Lehman’s various business units since interview subjects felt their groups
were decentralized from corporate headquarters, describing “autonomy to make our own

decisions and operate within our silo pretty independently” (IP 24).
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Flat. Several IPs described a very flat structure that did not rely on hierarchy to
identify new ideas or assess problems. “I would say it was quite flat...l had no problem
presenting my ideas to my MD [Managing Director] and my MD had no problem taking
them if he thought we could make money with them” (IP 11). IP 17 believed the
transparent chain of command was a differentiating factor. “I knew who reported to X,
who reported to Y, or who reported to Z all the way up to the top...and that all made
sense.”

Executive committee. Despite that Lehman Brothers had an established eight-
person executive committee charged with setting the strategic direction of the firm, the
majority of IPs viewed the body’s influence and role as negligible. 1Ps 12 and 18 felt the
people on the management committee understood that naysayers would not be tolerated
and that they had far too much of their own personal net worth in the firm to risk exile by
disagreeing with the TMT (IP 12; IP 18).

Risk management committee. Despite that Lehman Brothers had a chief risk
officer (CRO) in addition to an established risk-management committee charged with
setting and monitoring the risk limits of the firm, the majority of IPs viewed the bodies’
influence and role as negligible. Four IPs point to the dismissal of Madelyn Antonic
from her position as chief risk officer in 2007 as proof that the TMT was uninterested in
understanding the risk position of the firm since Antonic was replaced by a finance
resource viewed as friendly with the TMT and who was seeking promotion internally (IP
12; IP 13; IP 16; IP18).

Systems. Lehman Brothers had myriad systems, defined as the methods or

procedures in place to manage operations, organizational risk, and performance, set to
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manage risk and compensate employees. Discussing these processes with the IPs, three
themes emerged regarding the focus of Lehman Brothers’ systems: a) macro risk, b)
micro risk, and c) compensation system. All eight IPs placed blame for Lehman
Brothers” demise, in whole or in part, on inadequate macro risk systems.

Micro-risk. Many IPs felt Lehman Brothers had robust and adequate systems in
place to monitor the individual (micro) risks in which employees engaged daily. 1P 11
described the systems as “second to none...l was one of the few of my counterparts on
The Street that had real-time risk.” This view was echoed by IPs 12 and 24, who shared
the view that the firm took the task of understanding individual trading risk seriously (IP
12; IP 24). “We had risk managers sitting, sprinkled amongst the floor. Daily reporting,
weekly reporting, constant risk limits...people were so focused on the minutiae” (IP 12).
IP 17 indicated there was great autonomy and responsibility placed on managing
individual risk to ensure profitability, and that there was no harm to the firm’s reputation.
If there was concern about the suitability of a deal, employees had the ability to kill the
deal. “If I had to kill the deal, the assumption was (that) I am doing it for a reason...and
it was like, ok, let’s move on.” This view was shared by other IPs since several indicated
that were a deal large enough to make it onto the TMT’s radar, the individual and/or
group lost the ability to control the outcome.

Macro-risk. All eight IPs believed that Lehman Brothers’ macro risk system was
unsuitable for both the firm’s size and the amount of risk the firm amassed. Although
many of the micro systems measured and evaluated VVaR on a given day, the illiquid real
estate assets Lehman Brothers was acquiring were unable to be valued with such

specificity, and were left out of daily risk model equations (Valukas, 2010). IP 12 stated,
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“There was a huge push to grow and take more and more risks...and they were left
warehousing an enormous amount of assets. It was poor risk management.” Many IPs
pointed to the firm’s reliance on many of the business units—the people rewarded for
generating profits—to manage risk at the macro level. IP 24 elaborated, “There was
incredible concentration of risk as the assets were getting put on the balance sheet.
Senior management was aware of it, they acknowledged it, but felt (the business) was
managing it appropriately.”

Although systems existed to evaluate deals over a predetermined size, these
processes did not consider these deals in the context of aggregate risk the firm was
amassing (IP 12). In the wake of the departure of Chief Risk Officer Madelyn Antoncic,
who the TMT viewed as too conservative, a “sophisticated, centralized risk function
didn’t really exist” (IP 13). IP 16 considered this lack of controls as Lehman Brothers’
greatest weakness since the bank had grown so rapidly over the past four years.
Describing a culture in which trying to outwit internal controls was rewarded and trying
to implement internal controls caused controversy, IP 16 continued, “Because senior
management (were) revenue generators, all their concern and focus is (on) generating
revenue.” IP 13 echoed this view, recalling, “We were just making a lot of money and
managing our risk there, but I don’t think anyone really understood the magnitude of our
real estate risk and its substantial illiquidity.” IP 17 pointed to the growth of the firm as a
potential cause. “I would say as the business grew...the risk controls did not keep pace
from a higher senior management level.”

Compensation. The impact the compensation system had on employees and their

actions was viewed differently by many IPs. IP 12 described Lehman Brothers’
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compensation as comprised of a base salary plus an annual incentive bonus. The
program awarded 30% to 50% of the bonus in stock, depending on an individual’s level
in the organization, with managing directors earning 50% of their bonuses in stock,
senior vice presidents 40%, and vice presidents 30%. The stock came with a requirement
to vest over a five period. If an individual voluntarily left the firm prior to the end of the
vesting, he/she would lose a significant component of his/her annual compensation. 1P
13 elaborated:

The stock was issued at a 20 to 30 percent discount to market. If someone made

$200,000 and half of it was in stock, they were actually getting paid more than

$200,000 due to the discount. That was pretty substantial, and when you’re

talking about bigger number and years of it—as the stock was moving up—it’s a

powerful, powerful motivator. It was probably most employees’ largest single

investment or component of their net worth.

Positive impact. Several IPs felt tying an individual’s compensation had a
positive influence on the firm, with IP 13 believing it drove dedication, loyalty, and
retention. IP 17 believed the compensation structure helped foster the One Firm
environment and teamwork (IP 17), and IP 24 concurred, stating “Having the time-based
equity awards helped align people towards the greater good...it was a great way to get
paid for doing what you needed to perform.”

Negative impact. Although IP 16 understood the potential benefits of having
compensation tied to long-term performance, there was a significant downside:

People owned a lot of stock at the end of the day, which ended up not being good.

There was a reluctance to sell partly because everybody drank the Kool-
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Aid...theoretically, it was a great trade...you believe in it and you get a piece of it

that will grow over time...1 would never hold my shares that long again.

IP 11 held a dire view of the potential impact of having so much individual
personal wealth tied up in the firm. Describing the system as “flawed,” IP 11explained,
“You had guys that were in so deep that they might as well just double down,
because....if they had cut the risk and ran, they probably would have been let go and they
would have gotten zero.”

IP 13 pointed to the influence compensation had on the firm’s TMT and the
ability to have robust and honest debates about key decisions impacting the firm. “There
were guys making 25 to 50 million...really? | would think that some of these people
were saying ‘I just can’t give this up.” The ability to pay buys you (the firm) a lot, even
silent agreement.” IP 18 concurred, “There was so much money that someone could get
paid, that they were incented...at the very most senior level...the incentive was to
approve something as opposed to not approve something, because that would help drive
our growth.” Although IP 17 supported the compensation, he/she stated, “I think it
impacted your mobility to go to other firms because it would be a very expensive number
to be bought out.”

Alignment. Alignment—defined as lucidity across the organization in which
strategy, culture, systems, human capital, and structure work in tandem to ensure positive
organizational performance—between each of the remaining five CLASS-S tenets is

reviewed in this section.
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Although some IPs addressed alignment in their interviews, others did not, and
their responses were analyzed and aggregated to determine whether there was alignment
among and between the various tenets of culture, leadership, structure, systems, and

strategy. Figure 5 outlines the initial findings regarding alignment.

Alignment

Culture Leadership Structure Systems Strategy
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Figure 5. Initial findings regarding alignment.

Culture and leadership. Elements of Lehman Brothers’ TMT such as
aggressiveness, competitiveness, arrogance, and invincibility were reflected in the firm’s
culture, and many of those same characteristics surfaced from former Lehman Brothers
employees as facets of their own individual experiences with firm. There appeared to be
disconnect between the TMT’s willingness and ability to work as a team to achieve the
One Firm mantra versus pursuit of its own individual agendas. Collaboration discussed
by the IPs as being present in their individual business units was not present at the upper
levels of the firm. IP 12 recalled a situation in which two senior individuals, who had
access to the TMT, attempted to raise concerns on the risk profile that the firm was
adopting, and as a result were “exited from the firm.” Given lack of alignment between
the TMT and the collaborative culture that existed in the firm, only partial alignment of

culture and leadership was achieved.
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Culture and structure. Lehman Brothers had an entrepreneurial culture that
encouraged smart people to take risks. Its flat, decentralized corporate structure assisted
in making these cultural mores a reality. With employees given autonomy and a structure
that had minimum bureaucracy, the firm’s culture and structure aligned.

Culture and systems. At the macro level, Lehman Brothers’ systems did not
track or monitor the risk positions the firm’s TMT and business units were taking during
the last three years of the firm’s existence. Although micro risk systems were appropriate
for some divisions, they could not monitor the large positions the firm was taking in real
estate, leaving the majority of the firm’s investments unchecked. Similarly,
compensation systems attempted to encourage and reward alignment with the firm’s
goals. As IP 13 pointed out, incongruence developed between the firm’s best interests
and the individuals:

Owning stock created a lot of alignment. | think the amount of money each

person made may have been inconsistent with the one firm approach...I always

find compensation a black box, you pay what you need to pay and it’s unclear if
it’s because a person followed the strategy.

However, all IPs indicated there was a direct and clear line between what
someone made for the firm and how he/she was compensated. Given the lack of
alignment with the culture of risk-taking and risk systems but alignment between
compensation and a culture of driving results, culture and systems were aligned partially.

Culture and strategy. Despite differing views among the eight IPs regarding
what Lehman Brothers’ business strategy was, there was alignment among all strategies

and the firm’s culture. Whether it was grow big, grow share price to $150, or beat
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Goldman, each strategy aligned with an aggressive, entrepreneurial, competitive culture
focused on driving financial results. For this reason, culture and strategy were aligned
fully.

Leadership and structure. The TMT had been in place since Lehman Brothers’
spin out from American Express in 1984. This tenure created siloed business units that
only had the TMT in common while the business evolved and grew. Since there was
little transparency into the inner workings of the TMT and debate and dissension were
not allowed, a flat, decentralized structure developed. Given that Lehman Brothers had
over 26,000 employees across the globe, was this the right structure? Several IPs pointed
to the exiting of Madelyn Antoncic in 2007 as a turning point for the firm. 1P 16 recalled
that Antoncic “raised her hand earlier on, when it could have been helpful if they had
listened, but instead, (they) replaced her as head of risk.” This point of view meshed with
IP 13, who believes “part of the failure is that the group (TMT) was together too long
without outsiders or any new influential people.”

Although the firm also had an established executive committee, the IPs viewed
this body’s function as acting as no more than yes-men and -women to the TMT, which
was crippled by its self-interests since the majority of its members’ independent net
worth was invested in Lehman Brothers. Since Lehman Brothers—a complex, global
financial services firm—had structure but was frequently overridden or undermined by
the TMT, leadership and structure were misaligned.

Leadership and systems. The TMT focused on growing the firm aggressively
and taking market share from its competitors. Beginning in 2006, the instrument of

choice to drive that growth was commercial real estate. Since the market for these
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illiquid instruments began to turn in 2006 and 2007, leadership was unable to assess the
risk profile of its portfolio and instead chose to continue large capital infusions in their
investments, believing this blip in the market would be a market-making opportunity.
Since macro risk systems were not in place to monitor and measure large bets the firm
was placing at the insistence of the TMT, leadership and systems were misaligned.

Leadership and strategy. The TMT and divisional leadership prided themselves
on aggressive and competitive tendencies. The strategy they crafted and operationalized
was a reflection of leadership traits. Grow fast, grow big, and crush competition were
common themes, and the leadership that architected the plan was the embodiment of the
strategy. Leadership and strategy were aligned fully.

Structure and systems. Lehman Brothers was a decentralized, flat organization
in a global, complex market, with a nebulous and dynamic risk profile. Absent
appropriate systems to measure risk at the macro level or a compensation system that
allowed autonomous employees to understand the link between managing risk and
compensation, the structure and systems at Lehman Brothers were misaligned.

Structure and strategy. Lehman Brothers’ strategy of aggressive growth in a
decentralized, flat structure left too many employees and division heads in charge of
determining the individual risk they were comfortable taking, and as a result, many
employees and groups went largely unchecked, causing significant risk for the firm.
Strategy and structure were misaligned.

Systems and strategy. Lehman Brothers’ risk systems were not configured to
measure the amount of balance-sheet risk the firm was aggregating to implement a grow

big/grow fast strategy. Although the strategy was to take aggressive positions to grow
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the firm rapidly and profitably, the systems were inadequate to measure daily risks the

firm was incurring. Systems and strategy were misaligned.

Feelings about Why Lehman Failed

When asked their views as to why Lehman Brothers failed, all eight IPs cited

inadequate risk or other internal controls that did not allow the firm to measure its risk.

Five cited leadership as a driver of the firm’s failure, and four blamed the firm’s

aggressive growth strategy absent necessary internal controls. Figure 6 outlines the IPs’

views of the reasons for Lehman Brothers’ failure.
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Figure 6. Interview participants’ views on failure.
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Lehman Brothers was a storied investment bank with pedigree dating to the pre-

Civil War era. That it failed was a tragedy for employees and shareholders. Why it

failed was due to both simplistic and complex reasons, which are discussed in Chapter 5.

Results from the interviews pointed to several themes that served as harbingers of the

issues that would fell the organization. That these issues remained unidentified or

unaddressed, and why, is a lesson for all organizations.
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CHAPTER FIVE
DISCUSSION OF FINDINGS

Introduction

The purpose of this study was to evaluate the 2008 failure of Lehman Brothers by
applying the CLASS-S model. Findings tie into various tenets of the model using
literature discussed in Chapter 2, research results discussed in Chapter 4, and other
sources. This discussion has implications for all organizations, both profit and non-profit,
in terms of the importance of each of the CLASS-S tenets and the impact they have on
both the efficacy and longevity of an entity. This chapter discusses limitations of the
study and areas of future study.

Summary of Findings

The original research questions that guided this study were: 1) what did the
CLASS-S model reveal about the organization’s demise?, 2) what role did leadership and
organizational culture play in risk management and strategy decisions?, 3) were there
appropriate internal controls in place to assess and monitor risk?, 4) if so, were they
followed?, 5) was each system component aligned in a way to ensure success or chaos?, 6)
did the organization’s structure support and encourage identification and discussion of
both micro and macro risks?, 7) should each category be weighed the same when
assessing an organization?, and 8) can answers to the questions predict and prevent risk
factors or patterns in corporate distress?

Three themes emerged from the data: a) Lehman Brothers’ organizational strategy
was misaligned with its structure and systems (in response to questions one and six), b) a
pugilistic culture, with a strong sense of invincibility, fueled aggressive positions

(questions one and two), and ¢) Lehman Brothers’ leadership drove extreme
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organizational risk (questions one, two, three, and four). These themes consistently
emerged from the eight interviews, reinforced by analysis of academic articles, texts,
investigative reports, and additional first- and third-person accounts of Lehman Brothers’
failure.

Answering the final two research questions: a) should each category be
weighed the same when assessing an organization? and b) can answers to the questions
predict and prevent risk factors or patterns in corporate distress?, the study’s results drove
to the conclusion that alignment is the most important tenet of the six, and should be in
the center of the model as a connection point for the remaining five. Misalignment
among and within the majority of the CLASS-S tenets caused organizational chaos within
Lehman Brothers, contributing to the organization’s demise. Although there were
important lessons learned from Lehman Brothers’ failure, it is difficult to base a
predictive model on a sample of one company’s failure.

Lehman Brothers’ Strategy Was Not Aligned With Structures and Systems

Chapter 4 discussed varying views held by former Lehman Brothers employees
regarding the firm’s operating strategy. Whether to beat the competition, be the biggest
investment bank, or grow share price to $150 and beyond, all reported strategies required
the firm to take aggressive positions with its balance sheet. A court-appointed examiner
investigating the failure found that the firm’s aggressive strategy of adding commercial
and residential real estate holdings to its portfolios drove the entity’s collapse (Valukas,
2010).

Lehman Brothers’ decision to increase its portfolio of illiquid real estate assets

was born of the TMT’s belief that softness in the real estate market was temporary that
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could fuel significant growth against competitors (Fishman, 2008; Gowers, 2008a;
Greenfield, 2009; McDonald & Robinson, 2009; Valukas, 2010; Ward, 2010; Williams,
2010). This belief was based largely on experience from which Lehman Brothers
eschewed conventional wisdom from both capital markets and peers in the late 1990 and
early 2000s with great success (Valukas, 2010). This bravado is notable since companies
are more likely to reorient strategy when they witness competitors switch courses
(Gordon et al., 2000), but Lehman Brothers remained committed to complex real estate
instruments. Had Lehman Brothers been proved wrong in its strategic pursuit, the Law of
Squares suggests it would have taken a minimum of one year to course correct if the firm
discovered the misstep in the first year (1 x 1 = 1), four years had it discovered it in the
second (2 x 2 = 4), etc. (Shimizu & Hitt, 2004), leaving little opportunity for the firm to
avoid the impact of the real estate crash that began in 2007 and culminated with Lehman
Brothers’ bankruptcy filing in September 2008. Since the firm did not have appropriate
structural and system controls in place to monitor risks associated with this drive for
growth, nor the ability to mitigate risks from illiquid assets once the impact was
imminent, the result was catastrophic.
Structure

Described by the IPs, Lehman Brothers’ structure was highly divisional and flat,
which afforded its professionals tremendous decision-making authority. Although this
contributed to a strong culture of autonomy, it created an organization lacking in
structural controls and enforcement of controls in place. The literature discusses the
importance of bolstering organizational strategy with structure (Bolman & Deal, 2008;

Bordia, Hobman, Jones, Gallois, & Callan, 2004; Hendry & Seidl, 2003; Rivkin &
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Siggelkow, 2003; Wells, 1998; Worthy, 1950). Too much structure limits an entity’s
ability to operate in dynamic environments and capture opportunities, but too little leads
to decreased organizational performance and chaos as individuals pursue their own
agendas, and job uncertainty is created (Davis et al., 2009; Scott, 1975). Absent
alignment between dynamic, strategic events and organizational structure to ensure the
needs of both the business and individuals are met, structural deficiencies emerge, and
organizational performance suffers (Bolman & Deal, 2008).
Organizational Structure

Lehman Brothers was a global enterprise with 26,000 employees housed among
three business units—capital markets, investment banking, and investment
management—with associated supporting infrastructures, organized into three geographic
regions—the Americas, Europe, and the Middle East/Asia-Pacific, with 80 subsidiaries
(Lehman Brothers Holding Inc, 2007; Swedberg, 2010; Valukas, 2010). This complexity
required enormous coordination and support from various infrastructure functions to
ensure organizational efficacy (Scott, 1975).

Using Mintzberg’s organizational structure model (as cited in Bolman & Deal,
2008) to evaluate Lehman Brothers’ organizational structure, the global investment bank
was locked into a hybrid structure that added to structural confusion and organizational
chaos. In asimple structure, the organization operates at two levels: the strategic apex,
comprised of one or two key individuals at the top of the organization who exercise
exclusive strategic decision-making, and operating core (Figure 7). Although this

structure is normally found in most small businesses, the strategic apex in Lehman
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Brothers (in this case the TMT) was responsible for the majority of strategic decisions,

and would block or accelerate organizational decisions

Strategic Apex

Operating Core

Figure 7. Mintzberg’s simple operating structure (as cited in Bolman & Deal, 2008).

Evidenced by all IPs and other accounts, the TMT operated in a command-and-
control manner, from the spin out from American Express in 1994 until the firm’s demise
in September 2008 (Dziedzic, 2010; Fishman, 2008; Gowers, 2008a; Lowenstein, 2010;
McDonald & Robinson, 2009; Sorkin, 2009; Swedberg, 2010; Williams, 2002). The
challenge with this structure is that it struggles to manage organizational growth, changes,
and complexities since all market decisions start and stop with a few individuals (Bolman
& Deal, 2008).

Although the TMT at Lehman Brothers had tremendous control over the type of
structure in place (Meyer, 1975) and made all key decisions for the organizations
autocratically, the size and complexity of the organization required individual business
units to operate daily with some autonomy. Using Mintzberg’s organizational structure
paradigm (as cited in Bolman & Deal, 2008), a picture of Lehman Brothers as a

divisional organization emerged (Figure 8).
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Strategic
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Support Staff
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Divisionalized Operating Core

Figure 8. Mintzberg’s divisional operating structure (as cited in Bolman & Deal, 2008).
Divisions operated with significant autonomy, and as long as they produced
results, were largely left to their own devices by senior leadership, resulting in leadership
losing touch with operations of the business divisions. This mirrored feedback provided
by IPs and from outside sources, which indicated that Lehman Brothers’ divisional
management operate daily autonomously, and the TMT lost touch with the complexities
of individual businesses (Dziedzic, 2010; Gowers, 2008a; Greenfield, 2009; Lowenstein,
2010; McDonald & Robinson, 2009; Sorkin, 2009). The view that the mantra of One
Firm was aspirational by the IPs was buttressed by understanding the structure of the firm
since it is difficult to achieve consistent cooperation among disparate businesses in a
divisional structure (Worthy, 1950). Since the organizational structure was largely
divisional unless and until strategic decisions were either overridden or blocked by the

TMT, Lehman Brothers’ structure was a simple divisional structure.
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Juxtaposition of the simple organization with an independent divisional structure
may appear incongruent given the global nature of Lehman Brothers and its size, but this
conclusion was born from data collected during this study. First, as declared in the
affidavit filed by lan T. Lowitt, Lehman Brothers’ CFO, at the time of the company’s
bankruptcy filing, 64% of the firm’s consolidated revenues were generated by the capital
markets division, which housed the Global Real Estate Group (Affidavit of lan T. Lowitt,
2008). In comparison, among Lehman Brothers’ three largest competitors, no business
unit comprised more than 40% of the firm’s revenue (Williams, 2010). The decision to
place an inordinate amount of the firm’s capital in one business unit was an example of
the simple divisional structure under which Lehman operated. Although the head of the
global real estate group was allowed to operate “by his own rules” (Williams, 2010, p.
133), he did so with the complicit backing and encouragement of the TMT, which was
aware of the risks the firms were amassing and would not listen to input from those who
tried to ring the clarion’s call for sanity (Dziedzic, 2010; Gowers, 2008a; McDonald &
Robinson, 2009; Valukas, 2010; Ward, 2010; Williams, 2010). An internal e-mail
included in the Lehman Brothers’ Examiner Report (Valukas, 2010) stated, “The
business is given too much leeway to do things their way without adequate consideration
to downstream complexity and cost” (Valukas, 2010, LBEX-DOCID-203219). While
flat organizational structures reduce the risk of financial fraud and increase transparency
(Lee, Lev, & Yeo, 2007), lack of checks and balances in terms of the firm’s risk
management and power/decision-making authority that resided with the firm’s TMT was

misaligned to support the firm’s aggressive strategy.
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Risk management committee. The IPs also described an organizational
structure devoid of checks and balances required to ensure diversity of opinions was
included in strategy selection and implementation as would be expected in both the
simple firm and divisional structure (Mintzberg, as cited in Bolman & Deal, 2008).
Although the firm reported over twenty operating committees to review risk decisions
(Figure 9) and touted in an internal document that “risk management is one of the core
competencies of the firm” (Valukas, 2010, LBEX-DOCID-342851, p. 5), the risk
management structure was simultaneously ineffective (McDonald & Robinson, 2009),

dysfunctional (Dziedzic, 2010), and marginalized (Sorkin, 2009).

Executive Commitlee —
Management Commities
Operating Exposures Committes _
Finance Commitles _———— Management Oversight Committees
Capital Markets Commitlee
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Bridge Loan Commitiee

Investment Commiites

Lom s o R L b e

10. Faimess Opinion Comrmitles — Firmwide Transaction Approval Committees
11, New Products Committee

12, Complex Structured Finance Transaction Commitlee
13. Strategic Acquisition Review Commiltes. __—_—_""
14, High Grade Credit Committee i
15. High ¥ield Credit Committee

1&. Lopan Participation Commitlee

17. Structured Finance Commitiee .:'_:::=— Business Level Transaction Approval Committees
18. Equity Commitment Commities

1%, IMD Product Review Commiilee

20. Executive Oversight Committes

Figure 9. Lehman Brothers risk management committees (Valukas, 2012).

In a move that has become particularly well known, then Chief Risk Officer
Madelyn Antonic, a PhD in economics and finance who was heralded as the top CRO by
CRO Magazine in 2006 (McDonald & Robinson, 2009; Williams, 2010), was told to

“shut up” (McDonald & Robinson, 2009, p. 269) during a risk committee meeting by a
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member of the TMT while she expressed continued doubts regarding the firm’s
aggressive strategies, and was repeatedly asked to leave the room when risk issues were
discussed (McDonald & Robinson, 2009; Sorkin, 2009; Valukas, 2010; Williams, 2010).
Antonic was eventually moved to a new role and replaced by Chris O’Meara, former
Lehman Brothers’ CFO, who was malleable by the TMT, did not come from a risk-
management background, and offered no resistance to the firm’s growth plans or rapid
escalation of leverage (McDonald & Robinson, 2009; Valukas, 2010; Williams, 2010).
In the time after Antoncic’s departure, the risk management department structure was
reorganized under O’Meara to a structure that covered less of Lehman Brothers’
operating units with eight fewer risk professionals (Valukas, 2010; Appendix E), which
aligns with the view that the complex, global firm had insufficient talent to manage risk
(Greenfield, 2009).

Perceptions of the firm’s risk management committee by the broader enterprise
was confirmed in an e-mail contained in the Lehman Brothers’ Examiner Report
(Valukas, 2010). Dated September 1, 2008—fifteen days before Lehman Brothers’
Chapter 11 Bankruptcy filing and prepared in preparation for the anticipated Q3 2008
earnings call—the author stated that the risk management function in the firm “lacked
sufficient authority within the firm” and that “decision making was dominated by the
business” (Valukas, 2010, LBEX-DOCID-203219). Another internal e-mail
communication from a Lehman Brothers managing director, to one of the members of the
executive committee describes the historically minimal role that the risk management
committee played in the organization, noting, “risk management has been a ‘service’ and

poorly viewed for a long time” and that “the history of “end arounds” on risk decisions
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and process at the firm level is a major concern” (Valukas, 2010, LBEX-DOCID-
1718043). In commentary on Lehman Brothers’ risk practices, the examiner noted,
“Lehman’s senior managers were confident making business judgments based on their
understanding of the markets, and did not feel constrained by the quantitative metrics
generated from Lehman’s risk management system” (Valukas, 2010, Vol. 3, p. 52).

Executive committee. The executive committee at Lehman Brothers was meant
to provide leadership and ensure sound decision-making on the part of the firm’s
executives for the benefit of the organization’s 26,000 employees and its shareholders.
The executive committee was comprised of homogeneous yes-men and -women
(Dziedzic, 2010; Fishman, 2008; Gowers, 2008a; McDonald & Robinson, 2009). In an
internal e-mail from a Lehman Brothers managing director, they noted, the “executive
committee lacked sufficient counter weight to challenge the...aggressive and optimistic
views” (Valukas, 2010, LBEX-DOCID-1718043). Several IPs expressed their rational as
to why the executive committee did not take a more outspoken role in monitoring and
mitigating risk and guiding implementation of the firm’s strategy, which included fear of
being fired, losing a position, and fear of losing monetary rewards (IP 11; IP 12; IP 13; IP
18).
Systems

IPs described an organization that had a competent system of internal micro
controls that allowed them individually to monitor personal risk positions daily. All
participants concurred that the macro risk systems that measured risk at an enterprise
level were insufficient for the types of risks the firm was amassing in pursuit of its

strategic goals.
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Risk

For the purpose of this discussion, it is necessary to separate the risk management
structure from the risk systems since it requires more than just systems to operate a risk
management culture (Arena, Arnaboldi, & Azzone, 2010). Risk management structure,
such as the people and/or committees assigned to monitor and analyze reports from risk
systems, is separate from the risk systems, which are internal controls and information
systems used to record and measure various risk positions. The distinction is important
since risk systems deal with information and output, and risk structure deals with the
actions that result or should result from the analysis and interpretation of the information
(Walton, 2004). Although there is ample evidence that Lehman Brothers ignored the
structure it had for firm-wide risk management, systems that were in place to monitor
macro, enterprise-wide risks were inadequate and immature for a firm of Lehman
Brothers’ size and complexity.

Lehman Brothers indicated it had a robust risk process that included extensive
risk models that helped understand the amount of VaR the firm held in its portfolios.
This modeling included: a) sophisticated statistical models that used historic events such
as the stock market crash of 1987 and the LTCM crisis to model catastrophic situations, b)
single transaction risk limits for transactions that could not be violated absent special
approval from the firm’s executive committee, and c) firm-wide risk limits that limited
the amount of enterprise risk the firm could carry.

Despite stating in an August 2007 risk management presentation that “risk
management is at the very core of Lehman’s business model” (Valukas, 2010, LBEX-

DOCID-342851), Lehman Brothers struggled to understand the amount of risk on its
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books, and ignored pre-established risk limits it touted to the market. The court-
appointed examiner noted that “Lehman’s management chose to disregard or overrule the
firm’s risk controls on a regular basis” (Valukas, 2010, Vol. 1, p. 49). From December
2006 to 2007, Lehman Brothers increased its firm-wide risk limit by almost $2.0 billion,
deciding that the global real estate group did not need to adhere to risk limits (Valukas,
2010; Williams, 2010).

The firm’s commercial and residential real estate portfolio, which accounted for
over $30 billion of the firm’s holdings by 2008, was not included in VaR calculations
(Valukas, 2010; Ward, 2010). It was not until mid-2008 that experimental stress testing
revealed Lehman Brothers was facing potential losses of $7.4 to $10.9 billion when
previously excluded assets were added to the model (Valukas, 2010; Williams, 2010).

Lack of System Redundancy

Lehman Brothers’ overly simple and ineffective risk systems had another fatal
flaw in that they lacked redundancy to identify and remediate system failures (Valukas,
2010; Williams, 2010). Redundancy is an essential component of a mission-critical
system since it provides a mechanism for back-stopping system failures, especially in
dynamic and rapidly changing external environments (Streeter, 1992). Since Lehman
Brothers operated as a simple divisional organization, there were no redundant risk
systems in place during the turbulent 2007 to 2008 timeframe when real estate and capital
markets were changing rapidly.

Repo 105/108
Although not mentioned by the IPs, it is paramount to mention the accounting

treatment of Repo 105/108 when discussing deficiencies in the firm’s internal systems
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and controls since manipulation of data by internal representatives is usually undertaken
with the goal of advancing a dysfunctional organization agenda (Goldman, 2009).
Additionally, earnings management is easier to achieve in highly divisionalized
organizations (Lee, et al., 2007). The goal was to avoid scrutiny from regulators,
shareholders, the press, and Lehman Brothers’ own employees by masking how much
leverage the company carried on its books (Caplan et al, 2012; Le Maux & Morin, 2011;
Valukas, 2010; Ward, 2010; Williams, 2010). The examiner’s investigation revealed an
accounting tactic known as a repurchase agreement (Repo) (Valukas, 2010), allowing the
firm to sell current financing positions (plus interest) at the end of the day and repurchase
them the next business day (minus interest, which remained with the purchaser) (Caplan
etal., 2012; Le Maux & Morin, 2011; Valukas, 2010). Although the industry standard
for this interest payment was 2%, Lehman Brothers amended the industry standard terms
to a best-in-class 5% to 8%. Caplan et al. (2012) explain:

If Lehman borrowed $1 million [from the lender], the company [Lehman] would

transfer $1.05 million of fixed income securities or $1.08 million of equities

securities to the lender. By taking this larger haircut, Lehman characterized these

transactions as sales of securities. (p. 444)

Recording Repo 105/108 transactions as a sale of assets allowed Lehman to
briefly decrease liabilities on its balance sheet, thus decreasing its leverage ratio and
increasing reported capital available to the firm (Caplan et al., 2012; Le Maux & Morin,
2011; Valukas, 2010). The examiner found that the firm employed the Repo technique at

quarter’s end in advance of the mandated SEC filings more frequently than in intra-
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quarter periods. Figure 10 highlights the examiner’s finding of the use of Repo 105/108

at quarter-end reporting periods.
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Figure 10. Lehman Brothers use of Repo 105.
Source: Valukas, 2010, Vol. 3, p. 875

Viewed as an aggressive application of accepted accounting principles by the
examiner and accounting experts, application of Repo 105/108 was endorsed by the
investment bank’s auditor (Caplan et al., 2012; Le Maux & Morin, 2011; Valukas, 2010).
The impact of the application of this financing loophole was important since the firm’s
TMT had both functional and financial control of the firm, traditionally bifurcated in
most organizations (Aguilera & Jackson, 2003). Use of Repo 105/108 created a situation
in which the true state of Lehman Brothers’ financial health was opaque to shareholders,
regulators, and most employees, and was in line with IPs’” views that the focus on
financial performance, especially stock price, was a driving force for the organization.

By sweeping these liabilities from Lehman Brothers’ books prior to quarterly reports to
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the SEC and shareholders, the examiner found that the investment bank erased nearly $50
billion in liabilities from the firm’s balance sheet for the quarter ending May 31, 2008,
which it repurchased with interest a week later (Valukas, 2010). This underreported the
firm’s leverage ratio, a key financial indicator used by regulators and analysts to monitor
stability (Valukas, 2010)

Compensation

Ideally, executive compensation aligns with shareholder interest to maximize
shareholder value and minimize excessive risk-taking and risk to investments (Bebchuk
et al., 2010; Balachandran et al., 2010). Lehman Brothers stressed that its compensation
program took a long-term view that mitigates the push for short-term rewards (United
States Congress, 2010). It is unclear whether Lehman Brothers’ compensation met the
stated objective, and may have fueled aggressive risk-taking (Balachandran et al., 2010;
Bebchuk et al., 2010; Finkelstein et al., 2009).

Overview of compensation program. Lehman Brothers’ compensation program
was comprised of a base salary with an annual bonus. In most cases, the bonus accounted
for 40% to 60% of employees’ annual compensation, and was provided in the form of
stock that had a five-year vesting period before awards could be sold for cash (Table 3).
Table 3

Lehman Brothers 2008 Cash to Equity Compensation Awards
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2008 Total Compensation (TC) Range Amount of Total Compensation (TC) in Equity Based Awards
$0 - $74, 999 1% of 2008 TC
75,000 - 99,999 2% 0f 2008 TC
100,000 - 299,999 $2,000 plus 14% of 2008 TC above $100,000
300,000 - 499,999 $30,000 plus 35% of 2008 TC above $300,000
500,000 - 749,000 $100,000 plus 35% of 2008 TC above $500,000
750,000 - 999,999 $187,500 PLUS 65% of 2008 TC above $750,000
1,000,000 - 1,499,999 $350,000 plus 65% of 2008 TC above $1,000,000
1,500,000 - 1,999,999 $675,000 plus 85% of 2008 TC above $1,500,000
2,000,000 - 2,499,999 $1,100,000 plus 80% of TC above $2,000,000
$1,500,000 plus 90% of TC above $2,500,000
2,500,000 and above up to a maximum of 65% of 2008 TC

Source: Valukas (2010, Appendix 11, p. 11)

Under this structure, an employee would lose the stock if he/she left the firm prior
to the vesting date. Since employees received the stock annually, the rolling vesting date
acted as a retention program and the cash an employee received from the stock was
determined by the share price at the time of sale. In a non-infrastructure role, all six IPs
felt that how much money they made the firm was the most important determinant of the
amount of equity rewarded; none indicated they were measured by how they managed
risk as echoed in the examiner’s report. The skewed incentive system drove a culture that
took excessive risks in attempts to generate greater personal returns (Dillian, 2011,
Dziedzic, 2010; McDonald & Robinson, 2009; Valukas, 2010).

Implications of equity awards as a part of compensation. Despite the belief
that tying employee compensation to share price aligns managerial interests with
shareholders, studies suggest equity-based compensation awards incentivize managers to
incur excessive risks in comparison to cash compensation awards (Balachandran et al.,
2010; Bebchuk et al., 2010; Finkelstein et al., 2009). At Lehman Brothers, equity awards
drove excessive risk-taking and created a culture where doubling down on risky positions

was the norm since failure (i.e., asset write-downs) led to marginalization or termination,
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causing loss of unvested stock (Dillian, 2011; Dziedzic, 2010; McDonald & Robinson,
2009; Sorkin, 2009; Valukas, 2010; Ward, 2010). An aggressive culture that viewed
embracing risk as a badge of honor, Lehman Brothers’ employees enjoyed unlimited
rewards for taking a chance, but understood the down side of taking risks—zero reward.
This equation incented professionals in the firm to take on increasing risks in hopes of
accumulating wealth (Finkelstein et al., 2009; Rajagopalan & Zhang, 2009). Since many
of the firm’s mid-senior employees were already wealthy, it became imperative that
equity rewards be substantial to be meaningful (Balachandran et al., 2010). Stating that
Lehman Brothers’ compensation program aligned to promote shareholder value is much
like the firm’s One Firm mantra—aspirational—since firm-wide incentives (e.g., stock
price) “coordinate only intentions, not actions” necessary to achieve the goal (Rivkin &
Siggelkow, 2003, p. 300).

Pugilistic Culture With a Sense of Invincibility Fueled Aggressive Decisions

Organizational culture is based on a shared set of artifacts, assumptions, and

values that build over an organization’s history (Bolman & Deal, 2008; Hatch, 1993;
Robbins & Judge, 2012; Schein, 1990; Svyantek & Brown, 2000; Wheatley, 1999;
Williams, 2002). Through shared experiences, organizational norms are reinforced and
become the basis for decision-making and expectation-setting for future events, including
implementation of organizational strategy and outcomes (Denison & Mishra, 1995; Hatch,
1993). Schein (1990) argues that the relative strength of organizational culture is based
on several factors, including “stability of the group, the length of time the group has
existed, the intensity of the group’s experiences...and the strength and clarity of the

assumptions held by the founders and leaders of the group” (p. 111). Lehman Brothers
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had existed for over 150 years, but to understand drivers of its modern-day culture, look
to 1994.
Founders Culture

Lehman Brothers, which had been acquired by American Express and
subsequently absorbed into Shearson, had won the battle with its parent to spin out and
reinvent itself as a standalone investment bank in 1994. Known from 1984 through 1994
as Shearson Lehman, Lehman Brothers recaptured its historic moniker, and its 8500
employees (Greenfield, 2009) were looking for a leader to take them forward. They
settled on Richard “Dick” Fuld (Fishman, 2008; Lowenstein, 2010). No one in 1994
could have understood the profound impact the decision to select a leader would have on
the organization, since although Lehman Brothers bore the name of the Lehman family
on its masthead, it selected a leader that would come to not only shape its culture but
embody it. In 1994, Lehman Brothers was a new organization with a familiar name, and
as the founder of the newly independent organization, Fuld had a significant impact on
setting and developing the organization’s culture (Haslam, Reicher, & Platow, 2010;
Schein, 1996; Svyantek & Brown, 2000; Waldman et al., 2004).

Fuld and the organization became so intertwined that people internally and
externally viewed Fuld and Lehman as synonymous. Henry M. Paulson, former head of
rival bank Goldman Sachs and Secretary of Treasury during the 2008 financial crisis,
noted that “his (Fuld’s) ego was entwined with the firm’s. Any criticism of Lehman was
a criticism of Dick Fuld” (Paulson, 2010, p. 123). Lehman Brothers’ employees looked
to him as a spiritual leader, though people were afraid of him and his intimidating,

bombastic leadership style (McDonald & Robinson, 2009), and others felt that in lieu of
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being “a steward of Lehman’s franchise, Fuld saw himself as the owner” (Dziedzic, 2010,
p. 189). Organizational trust is associated with positive firm financial performance
(Wintrobe & Breton, 1986), and Fuld quickly built a following. IP 11 recalled, “I
remember thinking, Lehman’s actually one of those firms where if it loses Dick Fuld, it’s
going to lose its way.” Outsiders investigating the failure corroborated this view of the
founder and the organization being intertwined, noting “if the firm had a personality, it
was incarnated in the figure of Richard Fuld” (Lowenstein, 2010, p. 48). Fuld’s
ascension in 1994 transformed him, and he, in turn, transformed the organization
(Fishman, 2008). An intense, introverted man who viewed everyone outside of the firm
as an enemy and loved to inflect pugilistic imagery into everyday discussions (Gowers,
2008a), Fuld was the most important influencer of Lehman Brothers’ organizational
culture as the founders behavior and values cascaded all levels of the organization
(Schein, 1990; Waldman et al., 2004).
Pugilistic Culture

As leader and cultural architect, Richard Fuld’s intense, combative personality
manifested into the organization’s operating culture by creating an aggressive, pugilistic
environment that encouraged employees to take risks. Plastic swords were distributed at
meetings as reminders to do battle in markets (Fishman, 2008). Big Deal Awards were
given routinely to employees who beat the competition (Tibman, 2009). Being viewed as
afraid of taking risk was synonymous with being branded a failure (Dziezic, 2010;
Fishman, 2008, Gowers, 2008a, McDonald & Robinson, 2010). By focusing the group
on an external enemy, Fuld created an intense sense of cultural unity (Haslam et al., 2011,

Lipman-Blumen, 2005), but taken to its extreme, a paranoid mentality led to groupthink
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and minimized focus on processing internal and external information (Staw, Sandelands,
& Dutton, 1981). Exclusive focus on the external enemy aided masking and redirecting
structural and other internal deficiencies (Feldman, 2004; Lipman-Blumen, 2005). The

language at Lehman Brothers was an indicator of an aggressive and pugilistic culture.

Language. The language employees and the TMT used when discussing
experiences was an important example of the pugilistic, aggressive nature of Lehman
Brothers culture. Fuld favored belligerent language (Gowers, 2008a), and set the tone for
the nascent organization in 1994 soon after its spin out from American Express. In a
firm-wide meeting, Fuld described that the vision of the organization was to “conquer all
the people that stand in front of us” and to “crush our enemies” (Lowenstein, 2010, p.
221). Dillian (2011), a Lehman Brothers employee, recalled:

I was proud to be an employee of Lehman Brothers. Why? Because when it

came down to it, we could beat any other bank in a fight. We could pummel the

Goldman guys...we could clobber the Morgan Stanley guys...we could stomp

the frogs from BNP...we fought dirty. You come at us, we are going to crush

you. (p. 327, emphasis added)

The collective language of the institution, as part of organizational culture,
influences behavior and decisions employees make in the course of performing their jobs,
and becomes a symbol of organizational culture (Hatch, 1993; Ostrom, 2005; Schein
1996). Language is a primary method leaders use to motivate followers, and remind
them of the specter of their power, set organizational standards, and communicate
organizational decisions (Kets de Vries, 2003; Simon, 1952; Wheatley, 1999). Ostrom

(2005) suggests that an institution’s language plays a critical role in crafting rules, which
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predict both institutional and individual behaviors. This occurs by using syntax to create
organizational rules. Dallmann (1998) echoes the importance of rules, or codes, in
determining which messages the organization views as internal or external
communication.

In Ostrom’s (2005) model, each rule is made up of an attribute (i.e., who is the
rule for), deontic (i.e., stated urgency of the rule, also expressed as the difference between
may, must, or must not), aim (i.e., desired outcome), conditions (i.e., when and how the
rule should be applied) and consequences (i.e., what happens to those who do not follow
the rules). Analyzing Richard Fuld’s statement, “Every day is a battle. You’ve got to kill
the enemy. They tried to kill us” (Tibman, 2009, p. 33), using Ostrom's (2005) model,
the grammar at Lehman Brothers breaks down as:

Attribute: “you” refers to the audience of all Lehman Brothers’ employees.

Deontic: use of “have got to” makes the statement an obligation of all attributes (i.e.,
Lehman employees).

AIM: Although not literally seeking to kill competitors, the outcome of Fuld's statement
is that Lehman should crush competitors and win.

Conditions: Fuld makes it clear that the conditions are every day and all the time. This is
a battle with no rest for combatants.

Consequences: “Kill them” before they “kill us” (i.e., if we lose market share, the
participant may be viewed as weak and may lose his/her job).

The results of statements like this were to create a culture in which risk was a way

to quickly gain market share and tackle competitors, not a mitigating factor to be
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monitored and managed for the health of the business. By using aggressive and pugilistic
language, these rules became an engrained part of Lehman Brothers’ culture.
Survival Stories

Stories about how Lehman Brothers repeatedly faced ruin and lived to fight
another day were key components of corporate culture. Events cited included the spin
out from Shearson in 1994, the LTCM crisis in 1998, and the dark days of September 11,
2001. These incidents were penultimate examples of how Lehman Brothers was
positioned uniquely to weather any storm, and fueled a sense of invincibility that
permeated the firm’s culture. This became a critical part of Lehman Brothers legacy,
handed down to new members of the organization, becoming proof that they had become
a part of something special (Haslam et al., 2011). Seven IPs felt Lehman Brothers was a
special, unique organization, and all eight spoke directly to the belief that Lehman
Brothers could survive anything, and this view was held by others in the organization
(Dziezic, 2010; Dillian, 2011; Gowers, 2008a; Greenfield, 2009; McDonald & Robinson,
2009; Williams, 2010). Unfortunately, this view lulled them and the firm into an
“insufficient appreciation of risk” (Greenfield, 2009, p. 64).

The view that Lehman Brothers was invincible added to the leadership myth of
the TMT and acted as a catalyst to strengthen organizational culture (Popper, 2001).
Followers are most vulnerable when they are in crisis (Kets de Vreis, 2006; Popper,
2001), and Lehman Brothers’ employees were accustomed to constant threats to their

organizational existence, which fueled aggressive desires to fight any challenges.
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Dramatic Organization with a Fight/Flight Culture

Results suggest all of these cultural elements created an organizational culture
that was dysfunctional in its operations and in its lack of alignment with the structure of
the firm. Kets de Vries and Miller (1984) define a dramatic organization as one that is
prone to bold moves, is not focused on risk, has significant financial leverage, and has an
insular CEO with too much coercive power. Structurally, a dramatic firm, as in Lehman
Brothers’ case, has insufficient and immature systems and structures to manage the risk
that bold strategic decisions of a dramatic organization require. Lehman Brothers’
culture was fight/fight (Kets deVries & Miller, 1984), marked my constant hyper-
vigilance for an enemy’s attack. Although Lehman Brothers viewed the market and its
competitors as enemies, this mentality manifested internally since naysayers to TMT
decisions were traitors, and the TMT, looking solely at external factors, never looked
inward to determine culpability. The pugilist nature of the TMT made every interaction
with the external world, be it markets or competitors, a fight. In the words of Richard
Fuld, which became a mantra for the firm, “If one of your team mates gets attacked, fight
back like hell” (Sorkin, 2009, p. 27).

Organizational Leadership Drove Extreme Risk

Many IPs blamed Lehman Brothers’ demise on the TMT, which is not unfounded
since the personalities of an organization’s leaders influence strategy, structure, and
culture (Carpenter et al., 2004; Hambrick & Mason, 1984; Peterson et al., 2003;
Waldman et al., 2004). The TMT not only condoned extreme risk positions being taken,
but demanded that employees embrace aggressive tactics required to drive growth and

profit.
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Upper Echelon Theory
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Coined in 1984 by Hambrick & Mason, Upper Echelon (UE) theory suggests the

personalities, values, perceptions, and cognitions of an organization’s executives

influence strategy selection and resulting organizational performance (Figure 11).
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Figure 11. The UE model (Hambrick & Mason, 1984).
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Carpenter et al. (2004) integrated UE research to incorporate many recent findings

that identify both moderators and influences organizational leadership has on success of

the entity. Figure 12 outlines the second generation UE model.
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Figure 12. The second generation UE model (Carpenter et al., 2004).

When analyzing the results of this study through the lens of the UE models,
Lehman Brothers suffered due to the long tenure of the TMT and the hubris the TMT
exhibited throughout the lifecycle of the organization, which was determined in part by
past TMT successes.

Tenure. By 2008, Lehman Brothers’ top two leaders, CEO Richard Fuld and
COO Joseph Gregory, had been in their positions since the 1994 spin out from American
Express, but both men had been with the firm in excess of thirty years. In the fourteen
years the TMT was in place, it amassed tremendous positional power and developed an
autocratic, command-and-control leadership style (Shimizu & Hitt, 2004). Ample
research suggests TMT tenure influences leadership perceptions, decisions, and
performance (Carpenter et al., 2004; Hambrick & Fukutomi , 1991; Hambrick & Mason,
1984; Miller, 1991). Although tenure of the TMT offers stability and organizational
success, paradoxically, an organization with a long-tenured TMT begins to experience

misalignment with the external environment, overconfidence that it can deal with any
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situation with limited input, commitments to negatively performing strategies and people
because of past successes, and constricted information sources in strategic decision-
making (Hambrick & Fukutomi, 1991; Hiller & Hambrick, 2005; Kets de Vries, 2006;
Miller, 1991). How long is too long for an TMT to be in place is a subject of debate.
Miller (1991) observed negative effects in organizations with CEOs in power for more
than ten years while Hambrick and Fukutomi (1991) observed declining performance
after thirteen years, elaborating that there were five seasons to a CEQ’s tenure (Table 4).
Table 4

The Five Seasons of a CEQ’s Tenure

The Five Seasons of a CEQ's Tenure

Season 1 Season 2 Season 3 Season 4 Season 3
Critical CEO Characteristics Response to Experimentation Selection of Convergence Dysfunction
Mandate an Enduring
Theme
Commitment to a Paradigm Moderately Could be strong Moderately strong Strong; increasing Very strong
strong or weak
Task Knowledge Low but rapidly Moderate; somewhat High; slightly High; slightly High; slightly
increasing increasing increasing increasing increasing
Information Diversity Many sources; Many sources but Fewer sources; Fewer sources; Very few sources;
unfiltered increasingly filtered moderately filtered  highly filtered highly filtered
Task Interest High High Moderately high Moderately high Moderately low
but diminishing and diminishing
Power Low; increasing Moderate; Moderate; Strong; Very strong;
increasing increasing increasing increasing

The tenure of Lehman Brothers” TMT manifested negatively in many ways. First,
there was unwillingness to consider information contrary to the paradigm of the TMT.
Whether this information was external or internal, the TMT viewed perceptions of
external market as sacrosanct and the questioning of their decisions internally as heresy
(Chapman, 2012; Dziedzic, 2010; McDonald & Robinson, 2009; Sorkin, 2009; Valukas,
2010; Williams, 2010). This narrowing of information sources and a belief that the

perceptions and decisions of the TMT were infallible were partial results of extended
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tenure (Hambrick & Fukutomi, 1991; Miller, 1991), resulting in a culture in which flow
of information was increasingly minimized (Staw et al., 1981). The financial crisis of
2008 was not the first the TMT had survived, and it was convinced it had ample
information to make necessary and correct decisions (Chapman, 2012; Dziedzic, 2010;
McDonald & Robinson, 2009; Sorkin, 2009; Valukas, 2010; Williams, 2010). Long-
tenured TMTs have the opportunity to create an insular network of colleagues who know
and repeat only what the TMT wants to hear. This is a result of the TMT having hired
and promoted the next level of leadership, and that next level realizing it is a member of
an exclusive inner circle that could easily be replaced if perceived as challenging the
TMT (Lipman-Blumen, 2005; Miller, 1991; Staw et al., 1981). That many of the IPs felt
the TMT was unfamiliar and ill-informed about the complex securities and derivates the
firm was quickly adding to the balance sheet is unsurprising since long-tenured TMTs
traditionally fail to expand understandings of evolving dynamics, exclude internal and
external signals, and eventually become out of touch with organizational complexities
(Finkelstein et al., 2009; Legerer, Pfeiffer, Schneider, & Wagner, 2009). Many Lehman
Brothers” employees understood that any perceived deviation or questioning of the
TMT’s strategies, dictates, or instructions resulted in some form of retribution.

Hubris. The belief that the TMT suffered from hubris was raised during the
interviews; all eight IPs felt Lehman Brothers’ leadership suffered from excessive pride,
ego, and self-confidence. This was a critical part of the organizational story since leaders
who wield significant power have the ability to subvert resources and systems to promote
a dysfunctional and harmful organizational agenda (Goldman, 2009), and a leader’s

confidence correlates positively with the risk with which he/she is comfortable
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(Chatterjee & Hambrick, 2011). In an internal e-mail, aLehman Brothers managing
director indicated concerns regarding the firm’s risk management process and the
interference of the TMT, stating, “Risk says no. Dick says yes. Or, some business says
yes...Risk says no, Joe says yes, we do the deal....how do you see the ‘end arounds’
ending?” (Valukas, 2010, LBEX-DOCID-1718043). Kets de Vries (2006) outlines
several warning signs that signify executive hubris: a) the executive resides in an insular
world, b) has a myopic point of view, c) remains closed to advice in all circumstances, d)
creates his/her own version of reality despite contradictions, and e) remains blind to the
potential of negative consequences. Several examples suggest Lehman Brothers” TMT
suffered from hubris, and it is important to understand implications on the organization
since hubris “metastasizes at every level of company existence” (Goldman, 2009, p. 55).
Archstone transaction. In October 2007, Lehman Brothers aided in closing a $22
billion transaction for Archstone, which included Lehman Brothers’ investment of $5.4
billion of the firm’s assets. Many internal and external observers did not understand why
Lehman Brothers’ TMT consummated the expensive transaction in light of the rapidly
declining commercial and residential real estate market and decreasing stock prices of
many of Archstone’s competitors (Valukas, 2010). In the view of the IPs and other
Lehman Brothers insiders, the determination to close the deal was born of the TMT’s
desire to have a big “get” similar to the transaction the company lost to rival bank
Blackstone in 2006 (Lowenstein, 2010; McDonald & Robinson, 2009). Despite dynamic
and rapidly changing markets Lehman Brothers faced during this time, and the
misgivings of the chief financial officer and chief restructuring officer, the TMT

disregarded internal and external feedback and pushed for the outcome they desired
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(Valukas, 2010). The Archstone transaction consumed an additional 20% of Lehman
Brothers’ already over-leveraged balance sheet (Valukas, 2010; Williams, 2010).
Transactions are indicators of a leadership team suffering from hubris since they create
attention and appear as bold initiatives to the market (Chatterjee & Hambrick, 2007).
That the TMT ignored the market’s warning signs that heralded the looming financial
crisis and ignored questions in the media that called the wisdom of the transaction into
guestion signals the hubris inherent in the organization. Leaders who suffer from hubris
fail to incorporate information from internal and external sources that does not mirror
their own perspectives, and instead filter information to become their version of
organizational reality (Finkelstein et al., 2009; Goldman, 2009; Hambrick and Fukutomi,
1991; Hiller & Hambrick, 2005; Lipman-Blumen, 2005). If there is acknowledgment
that markets are moving in a way opposite to the organization, leaders who suffer from
hubris determine they are taking a bold step that will be applauded by markets since they
are overconfident in their ability to survive any challenge (Finkelstein et al., 2009; Hiller
& Hambrick, 2005; Hambrick & Fukutomi, 1991).

Insular. The IPs and first-person and third-person accounts of Lehman Brothers’
failure describe a CEO who was insular and out of touch with the organization (Dillian,
2011; Gowers, 2008b; Greenfield, 2009; McDonald & Robinson, 2009; Ward, 2010).
Lawrence McDonald (McDonald & Robinson, 2009), a former employee, describes how
the leader of the firm would arrive at the office every morning via a private driver, who
would take him to a private entrance. The CEO would then take a private elevator to his
office on the executive floor where he would not emerge until the conclusion of the

business day. Collectively viewed as “scowling and humorless” (Dillian, 2011), the CEO
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displayed traits of a hubristic executive by failing to solicit or listen to advice outside of
his inner circle (McDonald & Robinson, 2009; Sorkin, 2009; Valukas, 2010; Williams,
2010). Should those in the inner circle profess a view different than the TMT’s, they
were quickly expelled (IP 16; IP 18) , another sign of a leader suffering from the
overconfidence of hubris (Goldman, 2009; Hiller & Hambrick, 2005; Hambrick &
Fukutomi, 1991). This lack of broad feedback and diverse perspectives inhibited Lehman
Brothers’ strategic flexibility and stability since it was not receiving internal and external
messages that should have caused the firm to course correct its strategy (Shimizu & Hitt,
2004; Wheatley, 1999). If leaders evaluate all alternatives, search for information, and
consider disparate viewpoints during decision-making (Peterson et al., 2003), leadership
at Lehman Brothers was the antithesis of that characterization. A solid organizational
strategy is predicated on robust communication within the entity (Hendry & Seidl, 2003),
and sound, ethical decision-making requires integration of vertical communication across
the organization (Ellman & Pezanis-Christou, 2010), allowing for mistakes to be
corrected if received and responded to timely (Degele, 2008).

2008 acquisition activity. After the fall of Bear Stearns, the fifth largest
investment bank worldwide, in March 2008, the discussion on Wall Street turned to the
fates of Lehman Brothers and Merrill Lynch, the fourth and third largest investment
banks, respectively. Henry M. Paulson, former U.S. Secretary of Treasury, encouraged
the TMT at Lehman Brothers to consider a variety of scenarios that would provide
Lehman additional cushion on its balance sheet, including acquisition by another entity
(Paulson, 2010). The TMT derided this strategy, with CEO Richard Fuld stating at one

point in July 2008 that he would “never sell this firm” (Gowers, 2008b). When
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approached by the Korean Development Bank about a potential sale in the summer of
2008, the TMT rejected it out of hand without taking the offer to the firm’s executive
committee or Lehman Brothers’ board of directors (McDonald & Robinson, 2009;
Valukas, 2010), both standard governance procedures in a public company. This reaction
to early attempts to save Lehman Brothers is not surprising given the hubris of the TMT
(D’Aveni, 1990). The incessant belief that it alone had the ability to turn the tides of the
fast-sinking firm and the belief that no one could run the firm more efficiently or expertly
than it had led to rejections of several viable alternatives. It was not until the firm was on
the brink of failure in the August - September 2008 that the TMT began to consider
structural alternatives. Even then, the TMT assumed there would be significant
leadership roles for its members in any acquisition (McDonald & Robinson, 2009; Sorkin,
2009; Valukas, 2010) since it believed it was still in a place in which any organization
would value its prestige and leadership, another indicator of hubris (D’ Aveni & Kesner,
1993).

Past successes. The TMT at Lehman Brothers was not without reason to feel
confident in its ability to grow and manage a complex investment bank; it had done so for
the past fourteen years. It is that success, however, that bred conditions for hubris since
successful leaders come to believe they can manipulate outcomes based on past successes
(Hiller & Hambrick, 2005; Ludwig & Longenecker, 1993). By 2007, the majority of
Lehman Brothers’ competitors had begun to dispose of or mark to market many of the
illiquid assets on their balance sheets to mitigate risk as the market began to show signs
of weakness (Valukas, 2010; Williams, 2010). Although most firms change strategic

courses when they see competitors doing so (Gordon et al., 2000), Lehman Brothers
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doubled down on its real estate investment strategy (Valukas, 2010). Noting that it had
implemented a countercyclical strategy in the late 1990s and early 2000s to gain market
share (Valukas, 2010), the TMT believed it could gamble and win as it had in the past.

As capital markets began to fall apart in 2008, Lehman Brothers” TMT became
more intractable regarding its strategic positions and rejection of both internal and
external feedback (Valukas, 2010). Instead, it sought to place blame for the firm’s
volatility on funds that were betting the firm’s stock price would drop, known as shorting.
This too was a function of the TMT’s past success since the response to blame external
forces for the firm’s troubles was a learned response from the LTCM crisis in 1998
(Chapman, 2012; Lowenstein, 2010; Williams, 2010). In that situation, the firm blamed
other investment banks for reports of Lehman Brothers’ premature demise and was able
to turn the tide through a series of aggressive communications with the market and press
(Chapman, 2012; Lowenstein, 2010; Williams, 2010). That Lehman Brothers’ TMT
responded to early signs of the firm’s woes by blaming an external source is unsurprising
since this was the paradigm the TMT used in the past to deal with crises, thus ensuring it
would be its perspective in the future (Hambrick & Fukutomi, 1991).

Past successes insulated the TMT from challenges to its paradigm and leadership
power from inside the organization. Since it had driven tremendous success and financial
results for the firm, followers who directly benefited from the results of this success were
reluctant to challenge the team (Lipman-Blumen, 2005). Absent this feedback from the
internal organization, followers failed to set boundaries for the TMT, and its power

became absolute (Kets de Vries, 2006; Lipman-Blumen, 2005).
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The Importance of Alignment
Lehman Brothers lacked alignment in many of the CLASS-S tenets discussed in

Chapter 4 and reviewed in Figure 13.
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Figure 13. Misalignment of CLASS-S tenets in Lehman Brothers.

Although difficult to achieve, the role of alignment in organizational efficacy
cannot be understated since it is a critical element for how the organization performs, and
serves as a competitive differentiator (Bryson, 2011; Drew et al., 2006; Kaplan & Norton,
2001; Lorsch & Tierney, 2002; Powell, 1992; Sadeghi, 2011). Lehman Brothers’
decision in 2006 to pursue an aggressive growth strategy should have triggered a review
of existing structures and systems to ensure there was ample infrastructure to support the
rapid quest for growth and safeguard the company’s survival (Bennett et al., 1994;
Bolman & Deal, 2008; Bryson, 2011). Instead, the firm’s leadership pushed employees
to meet aggressive growth targets while simultaneously disregarding risk limits (Valukas,
2010). Lack of alignment contributed to organizational chaos since Lehman Brothers
pursued a high-risk strategy in a high-risk industry, which guaranteed performance
suffered (Alessandri & Khan, 2006).

The long tenure of the TMT exacerbated misalignment with the external

environment (Miller, 1991) as they relied on historic views of the market to guide
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decision-making (McDonald & Robinson, 2009; Sorkin, 2009; Valukas, 2010; Ward,
2010). That Lehman Brothers’ leadership was insular is expected since organizations
that are misaligned often result in employees feeling detached from the organization’s
leadership (Williams, 2002). Lorsch and Tierney (2002) argue that achieving strategic
goals requires all institutional elements to work in concert, which the authors refer to as

The Alignment Pyramid (Figure 14).

Systems, Structure and
Governance

Culture

Leadership

Figure 14. The Alignment Pyramid.
Source: Lorsch & Tierney (2002)

Although Lorsch and Tierney’s model highlights alignment with organizational
dependencies, it does not consider a) complex links among organizational inputs or b) the
central role alignment among those inputs must play to achieve organizational
effectiveness. Utilizing the CLASS-S model (Figure 1) and drawing upon the findings in
this study, the Organizational Alignment Review (OAR) model (Figure 15) provides a
framework that addresses risk management, corporate governance, and organizational
effectiveness by focusing on the importance of alignment within and among the

remaining 5 CLASS-S tenets.
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Corporate Governance

Figure 15. The Organizational Alignment Review (OAR) model.
Implications for Leadership

Tenure

Many organizations benefit from experienced leadership of executives who have
been in place for many years. Research has shown, however, that there is a seasonality
and efficacy cycle to CEO tenure (Hambrick & Fukutomi, 1991). Organizations should
be cognizant of evaluating the impact of long-tenured TMTs on the functioning and
efficacy of an organization.
Executive Compensation

In an appearance before the House Committee investigating the financial crisis
and failure of Lehman Brothers, Dick Fuld argued vehemently that his economic interests
and those of all Lehman Brothers” employees were well aligned with the firm’s
shareholders (United States Congress, 2010). Citing that he took the majority of his
compensation in Lehman Brothers stock, Fuld explained that he was motivated to

generate profits and thus returns for shareholders. Reminding the committee that he
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personally lost over 10 million shares with a top of market value of $931 million
(Bebchuck et al., 2010) when the investment bank filed for bankruptcy, Fuld argued that
he and the other bank employees rode the ebb and fall of Lehman Brothers’ stock prices
with the average shareholder.

Although accurate, Fuld’s argument failed to acknowledge that he, as part of the
TMT, was a) in a position to maximize short-term gains based on strategic and
operational decisions that were not transparent to the average shareholder nor to most
Lehman Brothers employees and b) Lehman Brothers, nor any large institution, did not
have provisions in their executive compensation programs for compensation claw backs
in an Armageddon situation.

Studies suggest natural agent/principal tension exists when executives control
levers that determine how results and reward systems are defined. How to handle the
question of sustainable growth and profit is a perplexing issue. Although some argue for
pay limits and compensation claw backs, a viable answer in a democratic, free-market
economy remains elusive. Had Lehman Brothers’ compensation program been paid in
cash based on measureable, accounting results, would results have been different? This
remains a relevant question since Lehman Brothers had the second lowest cash-to-equity
ratio among the six largest investment banks before the financial crisis in 2008 (Valukas,
2010). Goldman Sachs topped the list with an astounding 89% of employees’

compensation paid in equity (Valukas, 2010).
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Implications for Organizations

Evaluating the System as a Whole

Using the CLASS-S model, it is obvious where Lehman Brothers was
organizationally deficient regarding how it was led and how it operated. Blaming failure
on one tenet fails to grasp true organizational complexity and the interweaving and
connections in and among the CLASS-S tenets. Lack of alignment between many of the
tenets should have been an indication of the problems the firm would eventually
experience.
The Triumvirate of Strategy, Structures, and Systems

Lehman Brothers’ decision in 2006 to pursue an aggressive growth strategy that
would catapult it to the number one investment bank by 2012 (Gowers, 2008a) required
the firm to take significant risks to gain market share and grow its balance sheet.
Although revenue moved from $113 million in 1994 to $4.2 billion by 2007, projections
were aggressive since the leading investment bank, Goldman Sachs, reported revenues of
$22 billion in 2008. Strategy, however, was only part of the problem. The organization’s
immature organizational structure, underdeveloped and underused risk systems, and
misaligned compensation system were fuel to the aggressive fire Lehman Brothers’ TMT
lit with its 2006 strategy.
Five Stages of Decline

Jim Collins (2009) argues that organizational decline is not a sudden onset but a
gradual process that occurs in stages. This cycle can be mitigated or stopped if an
organization is aware of the issues and is committed to making changes necessary to stop

decline (Figure 16).
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3
Denial of Risk
and Peril

Stage 2
Undisciplined
Pursuit of More

Stape 4
Grasping for
Salwation

Stage 5
Stage 1 Capitulation to
Hubris Born Irrelevance or
Death

Figure 16. Collins’ (2009) stages of decline.

Lehman Brothers mirrored this cycle. From the unchecked hubris of the TMT
that was born of the rapid, aggressive growth of the firm to the undisciplined pursuit of
revenue, risk, and share price to denial of market indicators and decisions to double down
on risky investments based on the erroneous belief that the market was wrong, stages 1
through 3 gradually placed the bank on the brink of failure. Stages 4 through 5 occurred
rapidly, but if and when they would have occurred absent the market events of September
2008 remains a topic of debate. Although this study includes capital market events as a
limiting factor and considers them areas for future study, the firm would not have
declined had it not been on the precipice of distress.

The Importance of Alignment

Drew et al. (2006) argue alignment is a complex topic and difficult to achieve for

most organizations. The phenomenological case study of the failure of Lehman Brothers

suggests, however, that it is a crucial component for not only organizational efficacy, but
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also viability. The investment bank had a strong culture that was aligned fully with only
one tenet of the CLASS-S model, strategy. The firm’s coercive leadership was aligned
with the aggressive strategy to rapidly incur risk to beat the completion and grow share
price, but failed to align with the firm culture, structure, and systems. Much like building
a fagade of a mansion without appropriate foundation and frame, this caused Lehman
Brothers’ organizational chaos and contributed to its eventual ruin.

Study Limitations

Since the study used a phenomenological case study approach, focus was not on
all corporate failures nor the impact that global economic conditions may have had on
Lehman Brothers, other than at a macro level. The study does not evaluate the decision
of the U.S. government to intervene in other financial institutions during the timeframe
nor events that followed after Lehman Brothers’ decision to file for Chapter 11
Bankruptcy protection, commonly referred to as Lehman Weekend. Since focus was on
Lehman Brothers alone, the study did not include interviews with subjects other than
those who worked at the bank.

The failure of Lehman Brothers has been well documented by both first-person
and third-person accounts since 2008. It is reasonable to expect that with a) passage of
time, b) investigations and reporting on Lehman Brothers’ failure, and c) revelation of
facts not previously known to Lehman Brothers’ employees regarding the firm’s demise
(e.g., risk positions and rebuffed acquisition attempts in the summer of 2008) the IPs did
not recall experiences with the firm in their purest form. It is possible recollections were

muted in the intervening five years since the firm’s demise, and that the volume of
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information surrounding the events of the firm’s collapse colored memories and
experiences.

Although it was assumed that the eight IPs’ views were a representative sample of
Lehman Brothers’ employees, the researcher acknowledges that absence of participants
from the investment management business unit or senior management is a limitation.
Despite reaching out to several individuals who are former employees of the investment
management division or former senior management of the firm, the researcher was
unable to locate one willing to participate.

The final limitation is the potential for researcher bias. Since the researcher was
employed in a profession that deals with troubled companies, both in and out of
bankruptcy, it is possible there were inherent biases based on the researcher’s experiences.

Future Research
Investment Management

The investment management division at Lehman Brothers was comprised largely
of individuals from the wealth management firm, Neuberger Berman, acquired by
Lehman Brothers in 2003. Although the division had been with the firm only five years
before its failure, it housed some of its largest critics (Valukas, 2010). That this study did
not include perspectives from this division is unfortunate and an area for further study.
External Environment

A component of most systems theory approaches includes the organization’s
inclusion of external feedback and adaption to both internal and external cues (Deegle,
2008; Mingers, 2002; Umpleby & Dent, 1999; Von Bertalanffy, 1972). Despite elements

discussed regarding internal issues leading to Lehman Brothers’ demise, it is difficult to
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claim that the investment bank would have filed for Chapter 11 Bankruptcy protection on
September 15, 2008 absent extreme and unprecedented market events. Although this
study focused only on internal drivers of the firm’s failure, future research should assess
whether the market events that triggered rapid decline of the firm had a greater impact on
Lehman Brothers than other investment banks because of or in spite of the systemic
issues inherent at the bank.
Social Networks of Lehman Brothers Leadership

The social network of a CEO is a reflection of the esteem and regard in which
he/she is held. Since the last few weeks found Lehman Brothers’ CEO in need of
assistance and collegiality from fellow banking CEOs, a further area of study is the
impact of the social network of bank CEOs during the 2008 financial crisis. Top
managerial prestige plays a role in corporate bankruptcy and organizational outcomes
(D’Aveni, 1990).
TMT as a Homogenous Group

Although this study discussed that the TMT and the executive committee at
Lehman Brothers was a homogenous group, it did not explore the impact of lack of
diversity in great detail. Lehman Brothers’ TMT and executive committee lacked
diversity in terms of gender (Erin Callan was the only C-level executive in the firm’s
history, and she lasted only seven months as CFO), ethnicity, or professional background.
Kristof (2009) questions whether the company’s failure would have occurred had the firm
been Lehman Brothers & Sisters. Given that organizational information-sharing
correlates negatively with homogenous teams (Bunderson & Sutcliffe, 2002), this

represents an area of future study.
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Efficacy of the Board of Directors and Governance Controls

Lehman Brothers’ board of directors received an F rating regarding corporate
governance by The Corporate Library (Financial Crisis Inquiry Commission, 2011;
United States Congress, 2010; Williams, 2010). The examiner’s report unearthed that the
board was ignorant of numerous operational and strategic decisions made by the TMT
that impacted shareholder value, including use of Repo 105/108, rejection of the Korean
Development Bank acquisition offer, and violation of hard, enterprise-wide risk limits.
The efficacy of Lehman Brothers’ board could serve as fertile research ground for future
studies, especially in light of the fact that a TMT can have significant impacts on both the
composition and efficacy of a board (Baysinger & Hoskisson, 1990). In this case, the
TMT played a role in selecting every member of the organization’s board (McDonald &
Robinson, 2009; Valukas, 2010). Since research suggests that public companies operate
more effectively when the chief risk officer reports to the board of directors as opposed to
the CEO (Aebi et al., 2011), performance of Lehman Brothers’ board under separate
governance controls is a potential area of study.

Conclusion

The CLASS-S model considers an organization’s risk strategies and corporate
governance holistically as the sum of many parts of an entity. This is done to evaluate
signs of organizational weaknesses and predict corporate distress, and can be applied to
both public and private entities of varying size. Using a systems theory approach, this
study suggest the importance of assessing organizational effectiveness and risk
management by evaluating organizational tenets of culture, leadership, structure, systems,

and strategy, and alignment within and among various inputs. Applying the CLASS-S
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model to the failure at Lehman Brothers, lack of alignment between the organization’s
strategy and its structure and systems, a pugilistic culture that believed it was invincible,
and an aggressive, arrogant management team that pushed the organization to embrace
significant risk contributed to the demise of the firm. Lack of alignment in and among
the CLASS-S component caused organizational chaos and contributed to the rapid
decline of a global institution, leading to the adaption of the CLASS-S model into the
Organizational Alignment Review (OAR) model. Although a case study with a sample
size of one makes it difficult to argue the OAR model can be used routinely to predict
corporate distress, this study suggests the OAR model highlights organizational
dysfunction , weaknesses and lack of alignment among the 5 OAR tenets, which, absent

intervention, lead to organizational chaos.
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APPENDIX A

Interview Guide

CLASS-S: A Systems Theory Review of the Failure of Lehman Brothers

First, thank you for participating. In order to ensure that | do not miss anything in our
interview, | will be recording our session. As we get started, can you please confirm that |
have provided you with a copy of the Participant Information Letter, which provides
additional information regarding the study as well as how you may contact me and the
document titled Bill of Rights for Research Participants?

I would like to start off with some basic non-identifying background questions.
Which division of Lehman Brothers did you work at:

Capital Markets

Investment Banking

Investment Management
Were you employed with Lehman Brothers for more or less than 5 years?
If more than Syears, more than 10 years?
Would you classify your role in the organization:

Individual contributor

Divisional manager

Senior Management

We will get to questions about specific aspects of Lehman in a moment but | would like
your perspective on a few general questions:

e Talk generally about your personal experience at Lehman.
0 What did you like?

0 What would you have changed?
0 Why do you think Lehman failed?
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APPENDIX B

Participant Information Letter

May 2013
Dear Participant

This study is being conducted as a part of my dissertation in partial fulfillment of
the requirements for the conferral of an Ed.D. degree (doctoral degree) by Creighton
University. “Culture, Leadership, Alignment, Structure, Systems and Strategy (CLASS-
S): A Systems Theory Review of the Failure of Lehman Brothers”, will evaluate the
failure of Lehman Brothers through a systems theory perspective. | will seek to
understand the impact, if any, of culture, leadership, alignment, structure, systems and
strategy on Lehman Brothers distress.

It is not anticipated that you will experience risks any greater than you may
experience in every day life by participating in this study. You are able to withdrawal
from the study at any time prior to the interview and there will be no consequences for
withdrawal. Your participation in the study will involve an interview with me (either face
to face, telephonic or via video conferencing) that is anticipated to last between 1 — 1.5
hours. | may have additional periodic follow-up regarding your responses but the time
commitment is expected to be minimal. You will be provided with a copy of your
interview transcript should you wish to make clarifying or additional comments.

While it is not anticipated that there will be direct benefits to you via your
participation in this study, it is anticipated that the study will benefit society as a whole.
Lehman Brothers’ failure was a significant driver of a global recession and the failure of
the entity is estimated to have resulted in a loss of approximately $75 billion in value to
shareholders and other stakeholders. A deeper understanding of the various factors that
led to the financial service behemoth’s demise will result in a meaningful contribution to
society.

I will do everything possible to keep your personal information confidential. The
findings of this project will be submitted to Creighton University faculty and placed in
public data repositories for access by academic institutions. However, | will always keep
your name or other identifying information private.

The interview will be recorded on a digital recording device and uploaded to an
Internet based transcription service for the creation of a transcript of the interview. Once
the transcript has been completed, the digital recording of our interview will be
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destroyed.

All written and recorded information will be placed in a locked cabinet.
Individual participants names will be removed from the data and | am utilizing a coding
process to maintain the confidentiality of the respondents in both the research and the
final report. Only myself and my Creighton University Dissertation Committee (if
necessary) will hold the information that links the participant’s name to the coded
information. This information will not be made public nor used outside the dissertation
process and will be destroyed at the conclusion of the dissertation process.

No compensation will be provided for participating in this project.

If you have questions about the study, you may contact me via phone at 214 763 8966 or
via email at kristinwinford@creighton.edu . If you have specific questions about research
subjects’ rights, you may contact must be the Institutional Review Board of Creighton
University at 402-280-2126.

Sincerely,

Kristin Trahan Winford
Doctoral Candidate
Creighton University
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APPENDIX C
Resource Matrix
Table C1

Lehman Brothers Academic Articles

135

Number Document Title

Author

Prologue: A bird's eye view: The financial crisis of 2007-
2009: Causes and remedies

Risk management, corporate governance, and bank

2 performance in the financial crisis.

3 The cross-national diversity of corporate governance:
Dimensions and determinants.
The probability of default, excessive risk, and executive

4 compensation: a study of financial services firms from
1995 - 2008

5 The wages of failure: executive compensation at Bear
Stearns and Lehman 2000 - 2008

6 Cultural alignment in response to strategic organizational
change: New considerations for a change framework

- Modern theories of development : An introduction to
theoretical biology.

8 Lehman on the brink of bankruptcy: A case about

aggressive application of accounting standards.

Acharya, V., Philippon, T.,
Richardson, M., & Roubini, N.

Aebi, V., Sabato, G., & Schmid, M.

Aguilera, R. V., & Jackson, G

Balachandran, S., Kogut, B., &
Harnal, H.

Bebchuck, L., Cohen, A., &
Spamann, H.

Bennett, R. H. I, Fadil, P. A., &
Greenwood, R. T.

Bertalanffy, L. v., & Woodger, J.
H.

Caplan, D. H., Dutta, S. K., &
Marcinko, D. J.
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10

11

12

13

Regulatory investigations and the credit crisis: The search
for villains.

Did corporate governance fail during the 2008 stock
market meltdown? the case of the S&P 500

Could Lehman Brothers’ collapse be anticipated? An
examination using CAMELS rating system

The corporate governance lessons from the financial crisis

Black and white and red all over: Lehman brothers'
inevitable bankruptcy splashed across its financial
statements

136

Ceresney, A. J., Eng, G., & Nuttall,
S.R.

Cheffins, B. R.

Christopoulos, A. G., Mylonakis, J.,
& Diktapanidis, P.

Kirkpatrick, G.

Le Maux, J., & Morin, D
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Table C2

Lehman Brothers First Person Accounts

Number Document Title Author

Street freak : Money and madness at Lehman Brothers : A

14 . Dillian, J.
memoir
15 Lehman brothers' dance with delusion : Wrestling wall Dziedzic, S. J
street
16 Caught in the death spiral Gowers, A
17 Consumed by the death spiral Gowers, A
18 Cult_ure crash: The cause of the collapse of the security Greenfield. H
trading company, Lehman Brothers.
19 A colossal failure of common sense: The inside story of the McDonald L.G., & Robinson, P
collapse of Lehman Brothers.
20 On the brink : Inside the race to stop the collapse of the Paulson, H. M.

global financial system

The murder of Lehman Brothers : An insider's look at the .
21 Tibman, J.
global meltdown
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22

23

24
25

26

27

28

29

The last of the imperious rich : Lehman brothers, 1844-
2008

Financial crisis inquiry report: Final report of the national
commission on the causes of the financial and economic
crisis in the united states

Mistresses of the universe

The end of wall street

Too big to fail: The inside story of how wall street and
washington fought to save the financial system from crisis-
-and themselves

In re Lehman Brothers holdings inc., et al., debtors :
Report of Anton R. Valukas, examiner.

The devil's casino: Friendship, betrayal, and the high stakes
games played inside Lehman Brothers

Uncontrolled risk: the lessons of Lehman Brothers and
how systemic risk can still bring down the world financial
system

138

Chapman, P.

Financial Crisis Inquiry
Commission

Kristof, N.D.

Lowenstein, R.

Sorkin, A. R.

Valukas, A.R.

Ward, V

Williams, M.T.
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Table C3
Lehman Brothers Source Documents
Number Document Title Author
30 Affidavit of lan T. Lowitt Lowitt, I. T.
31 (Lehman brothers) global strategy offsite Goldfarb, D.
32 Annual report form for the fiscal year ended 1994 Lehman Brothers Holdings, Inc.
33 Annual report form for the fiscal year ended 2007 Lehman Brothers Holdings, Inc.
The causes and effects of_the lehman b'rothers bankruptcy United States Congress: House
hearing before the committee on oversight and government . i
34 ) Committee on Oversight and
reform, house of representatives, one hundred tenth
. Government Reform
congress, second session, october 6, 2008
Wall street and the financial crisis: Anatomy of a financial United States Senate: Permanent
35 AT o . o
collapse : Majority and minority staff report. Subcommittee on Investigations
36 In re Lehman Brothers holdings inc., et al., debtors : Valukas, AR.

Report of Anton R. Valukas, examiner.
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Table C4

Lehman Brothers Subject Interviews

140

Number

Title

Interview Date

37

38

39

40

41

42

43

44

Interview with IP 11

Interview with IP 12

Interview with IP 13

Interview with IP 24

Interview with IP 15

Interview with IP 16

Interview with IP 17

Interview with IP 18

May 3, 2013
May 13, 2013
May 13, 2013

June 3, 2013

June 5, 2013
June 12, 2013
July 2, 2013

July 29, 2013




A SYSTEMS THEORY REVIEW OF LEHMAN BROTHERS 141

APPENDIX D
Table D

Parent/child Coding by Node

Parent Child

Alignment Leadership alignment
Stock as compensation

Culture Collaborative
Competition with competitors
Feelings about LBHI
Impact of comp structure on culture
Meritocracy
One firm
Punching above our weight
Seniority
Values

Leadership Arrogance
Charismatic
Divisional management
Hubris
Insular
Invincible
T™MT

Strategy Aggressive
Beat competitor
Grow bigger
Not sure
Share price

Structure Autonomy
Siloed
Transparent

Systems Archstone
Compensation system
Macro risk
Micro risk
Risk systems
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APPENDIX E

Lehman Brothers Risk Management Department Organizational Structure 2006 versus
2008

Figure E1. Lehman Brothers 2006 risk management organizational structure.
Note. See LBEX-DOCID 2125293 in Valukas (2010) for a complete presentation.
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