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A Weapon of Mass Destruction Strikes:
Credit Default Swaps Bring Down AIG and 
Lehman Brothers

By Jerome A. Madden†

In 2003, legendary investor Warren Buffet famously called 
derivatives “weapons of mass destruction.”1 The events of the 
past few months have proven him right. 

On September 16, 2008, the federal government exercised 
powers rarely used since the Great Depression2 to save Ameri-
can International Group (“AIG”). AIG is the nation’s largest 
insurance company with $1 trillion in assets, operations in 130 
countries, and seventy million customers.3 At the same time, the 
government drew a line in the sand and refused to throw Lehman 
Brothers, one of Wall Street’s top investment banks with approxi-
mately $650 bil-
lion in assets,4 a 
similar life-line or 
to help engineer a 
shot-gun merger 
backed by the 
Federal Reserve 
as it had done in 
March 2008 with 
Bear Stearns, 
another top Wall 
Street investment 
bank.5 

How did 
these two seem-
ingly different 
companies end 
up with the same 
problem at the same time? And why did the government treat 
them differently even though both were failing simultaneously 
for the same reason—over exposure to a heretofore little known 
derivative called a credit default swap (“CDS”)? 6

The answer to the first question is that virtually anyone can 
participate in the wholly unregulated CDS market. A CDS is a 
derivative, a quasi-insurance product, that protects the “insured” 
against a company defaulting on its debt obligations. A derivative 
is a financial contract whose value is derived from the value of 
something else, in the case of a CDS, a loan, bond or other type 
of debt security. CDSs are not traded on an exchange. Instead, 
they are bilateral contracts between the insurer and the insured 
that are traded over the counter. The insured typically pays an 

up-front amount for the “insurance” and pays periodic premi-
ums thereafter. A CDS is secured by whatever collateral require-

ments are set forth in 
the contract, if any, and 
there is no requirement 
to reserve funds to cover 
possible losses.7 Addi-
tionally, CDS contracts 
can be sold by either 
party (insurer or insured) 
to a third-party through 
novation (agreement of 
all parties involved).8 

Importantly, a pur-
chaser of a CDS need 
not have an insurable 
risk related to the bond
holder.9 As New York 
Governor David A. Pat-
terson observed, anybody 

can enter into a CDS with a CDS counter-party simply to “bet” 
that some business entity to which the purchaser of the CDS 
contract has no relationship will be unable to meet its debt 
obligations to others.10 Senator Tom Harkin (D-Iowa) has called 
such unregulated betting “casino capitalism.”11 

JP Morgan first used CDSs in the early 1990s to hedge 
its loan risks.12 By 2000, the CDS market insured a relatively 
modest $900 billion in debt.13 By 2006, however, the market 
had morphed into a behemoth insuring approximately $30 tril-
lion. At its peak in 2008, it was approximately $60 trillion.14 To 
appreciate the size of the CDS market, consider that $60 trillion 
is more than four times the gross domestic product of the United 
States.15

CDSs are not traded on an exchange.  

Instead, they are bilateral contracts between 

the insurer and the insured that are traded 

over the counter.
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The explosion in CDSs was not an accident. The govern-
ment banned similar “betting” on securities 100 years ago in the 
aftermath of the 1907 panic and stock market crash:16

In the early part of the 20th century, the streets of 
New York and other large cities were lined with gambling 
establishments called “bucket shops,” where people could 
place wagers on whether the price of stocks would go up 
or down without actually buying them. This unfettered 
speculation contributed to the panic and stock market 
crash of 1907, and state laws all over the country were 
enacted to ban them.

Congress lifted this prohibition in 2000 when it enacted 
the Commodity Futures Modernization Act of 2000.17 In the 
Act, Congress, at the urging of then Federal Reserve Chairman 
Alan Greesspan and others, decided to leave the entire derivatives 
market unregulated.18 Realizing, however, that CDSs are much 
like the “bets” placed in the now prohibited “bucket shops,” the 
Act expressly preempted the states from enforcing “bucket shop” 
statutes against CDSs.19

Writing CDS derivatives proved to be  

quite profitable because, at the  

time most of these contracts were written,  

the housing market, like the economy,  

was booming…

by the Securities and Exchange Commission, Lehman Brothers’ 
holding company was not subject to direct regulation by any 
federal (or state) banking agency. Accordingly, Lehman Broth-
ers could operate its CDS business out of its holding company 
without state or federal supervision. 

In 2008, AIG was the largest originator of CDSs and had 
CDS contracts on its books with a notional value (the face 
amount of the insured debt) of approximately $440 billion.21 
Of the $440 billion, $57 billion involved debt securities with 
some exposure to sub-prime mortgages.22 Lehman Brothers was 
among the top ten originators of CDSs, and also sold CDSs with 
notional amounts in the hundreds of billions of dollars.23

In many cases, counter-parties to AIG’s and Lehman Broth-
ers’ CDS contracts intended them to be a hedge against credit 
risk on complex debt securities.24 Financial institutions world-
wide have not only corporate debt and loans of United States 
corporations on their books but collateralized debt obligations 
(“CDOs”), residential mortgage-backed securities (“RMBS”), 
and commercial mortgage-backed securities (“CMBSs”). An 
MBS is a bundle of mortgages sold in the form of a security that 
gives the owner of each security the right to receive a share of the 
income generated as the underlying mortgage loans are repaid.25 
CDOs are securities like MBSs, only they bundle and securitize 
different kinds of debt (e.g., commercial debt, credit card debt, 
and car loans).26 

In addition to hedging risk, CDS contracts have been used 
by European banks to leverage their balance sheets, and, in 2007, 
AIG wrote billions of dollars in CDS contracts with European 
banks.27 Under the international capital rules known as the Basel 
Accords, European banks are required to hold reserves to cover 
potential losses on their assets, principally loans.28 By purchasing 
CDS contracts to hedge against losses on those loans, the banks 
appeared to have eliminated the risk of loss, which permitted 
them to hold more assets with less capital.29 At the same time, 
AIG, however, because of its high credit rating, was writing these 
CDSs with very little collateral to cover those potential losses.30

The complexity of these CDOs and MBSs is magnified 
by their division into different levels of risk, called “tranches,” 
the most secure of which is called a “super senior” tranche.31 All 
other tranches fall behind the super senior tranche in a descend-
ing “pecking” order. In other words, the super senior tranche 
gets paid first, while the tranche at the bottom is the first to 
incur losses caused by non-payment of the underlying loans.32 
A third layer of complexity is that the upper level tranches are 
typically hedged through the purchase of a CDS, which has the 
effect of increasing the credit worthiness of the senior tranche. 
Super senior tranches, hedged by CDSs, were given AAA to A 
bond ratings by the rating agencies.33 AIG and Lehman Brothers 
wrote billions of dollars of CDSs on super senior tranches. As a 
result of the high ratings, billions of dollars of these tranches were 
considered “buy and hold” securities by many financial institu-

Both AIG and Lehman Brothers were big players in the 
creation of CDSs as insurers and sold billions of dollars worth 
of CDSs to financial institutions around the world. AIG was 
attracted to CDSs because they function like insurance poli-
cies, AIG’s core business, even though they were not considered 
“insurance” for state regulatory purposes. Writing CDS deriva-
tives proved to be quite profitable because, at the time most 
of these contracts were written, the housing market, like the 
economy, was booming and there were few worries about defaults 
on the referenced (or insured) debt. Moreover, AIG could sell 
its CDS contracts without regulatory oversight. Although AIG’s 
holding company is supervised by the federal Office of Thrift 
Supervision and its subsidiary insurance businesses are regulated 
by the New York Department of Insurance, it could operate its 
CDS business through its unregulated subsidiary, AIG Financial 
Products.20 For its part, Lehman Brothers was attracted to the 
CDS business because it was compatible with its investment 
banking business; and although CDSs functioned somewhat like 
securities, they are not securities under state and federal securities 
laws. Although the Lehman Brothers’ subsidiaries that carried out 
its broker dealer and investment bank businesses are regulated 
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debt not recovered; (2) as the insured debt declines in value , 
the CDS contract typically gives the counter-party the right to 
require the insurer to post more collateral; (3) the requirement 
to post more collateral can cause a downgrade in the the insurer’s 
credit rating; (4) a downgrade in the insurer’s credit rating, in 
turn, often requires the insurer to post still more collateral44; and 

(5) a decline in the value of 
the referenced debt requires 
the insurer to write down 
the value of the CDSs on its 
financial statements.45 Mak-
ing matters worse, a sig-
nificant amount of the assets 
used as collateral by these 
CDS insurers were MBSs 
and CDOs that, of course, 
also can fall simultaneously 
in value.46  

The potential worst-
case scenario occurred. With 
the bursting of the housing 
valuation bubble, led by a 
crash in the sub-prime mar-
ket, even the “super senior” 
tranches began to suffer sig-
nificant losses and a mar-
ket for these assets quickly 
disappeared.47 As the value 
of mortgages fell, the rat-
ing agencies started to lower 
the rating on many MBSs.48 

Goldman Sachs which was the counter-party on $20 billion of 
AIG’s CDS then began pressuring AIG to post more and more 
collateral, eventually requiring AIG to post approximately $8 
billion in collateral in connection with these CDSs.49 Soon, 
other counter-parties also began demanding that AIG post more 
collateral.50 By early November 2008, AIG had been required to 
post approximately $50 million in collateral.51 

It is an understatement to say that AIG failed to protect 
itself through pricing, capital, adequate reserves for losses, and 
meaningful hedging.52 As Mr. Eric Dinallo, the New York Insur-
ance Superintendent, put it, the CDS insurers simply did not 
have the ability to meet their obligations:53

As the market began to seize up and the market for 
the underlying obligations began to perform poorly, every-
body wanted to get paid, had a right to get paid on those 
credit default swaps. And there was no “there” there. There 
was no money behind the commitments. And people came 
up short. And so that’s to a large extent what happened to 
Bear Stearns, Lehman Brothers, and the holding company 
of AIG.

tions worldwide.34 When the market 
for these assets evaporated, banks now 
had no alternative but to hold them. 

These debt instruments became 
increasingly complex over time, 
including “multi-sector CDOs.35 
Such CDOs could incorporate as 
many as 100 different types of securi-
ties, including those that are backed 
by mortgages, auto loans and credit 
card receivables.36 As the Wall Street 
Journal reported, the value of CDOs 
depended upon “tens of thousands” of 
disparate loans, making them nearly 
impossible to value in the absence of 
a transparent market.37 Accordingly, 
in the absence of market pricing, 
in order to divine a value for fair 
value accounting purposes, financial 
institutions owning these assets have 
resorted to the use of sophisticated 
software and high-powered comput-
ers to generate a value internally.38 AIG relied too heavily upon 
such modeling to assess its side of the risk, and, incredibly, its 
models did not assess how market forces and CDS contract terms 
could affect its risk.39 For example, AIG’s models did not even 
measure the risk of future collateral calls or write downs, both of 
which crushed AIG’s financial statements beginning in the latter 
half of 2007.40 The failure of these models to properly account 
for risk led Warren Buffet, in a recent interview on the Charlie 
Rose Show, to quip: “All I can say is, beware of geeks . . . bearing 
formulas.”41

 The failure to appreciate this simple distinction proved to 
be a fatal flaw in managing the CDS risk to these firms.42 Insur-
ing debt is not like insuring houses or cars. Unlike traditional 
insurance, where not all homes burn down at the same time or 
all cars are involved in the same accident, debt securities can be 
negatively affected at the same time; by analogy, they can catch 
on fire or crash simultaneously.43  The chain-reaction risks inher-
ent in a CDS contract insuring a MBS or a CDO include the 
following: (1) in the event of a default on the referenced debt, 
the CDS insurer must pay the counter-party for any part of the 

By purchasing CDS contracts to hedge 

against losses on those loans, the banks 

appeared to have eliminated the risk of loss, 

which permitted them to hold more assets 

with less capital.
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In short, Bear Stearns, Lehman Brothers, and AIG, three 
of the country’s largest financial institutions, made too many 
bad bets and could not cover their obligations.54 Nevertheless, 
by as late as December 2007, AIG was telling investors that 
it was confident that it had properly assessed the risk on its 
CDS contracts.55 Throughout 
2008, however, its losses began 
to balloon.56 This downward 
spiral worsened in September 
2008 when Lehman Brothers 
failed and the credit markets 
froze. In response, the rating 
agencies dramatically lowered 
AIG’s credit ratings on its debt 
obligations. The reduction in 
its credit rating caused the floor 
to drop out from under AIG’s 
stock.57

AIG’s financial condi-
tion was exacerbated when 
its counter-parties began to 
doubt AIG’s ability to meet 
its CDS obligations to them. 
For example, the Wall Street 
Journal reported that when 
AIG strongly resisted posting 
more collateral to cover poten-
tial losses on CDS contracts 
between AIG and Goldman 
Sachs, Goldman Sachs began hedging its exposure to AIG CDSs 
by buying CDSs on AIG’s CDS obligations and AIG’s debt from 
other “insurers.”58 

Furthermore, speculators, with no economic interest in 
AIG’s or Lehman Brothers’ debt, are believed to have purchased 
CDS contracts betting that these firms would default.59 At the 
same time, these speculators purportedly began shorting AIG 
and Lehman Brothers stock, which caused the stock price for 
both firms to fall precipitously. AIG’s stock fell as much as thirty 
percent in one day.60 In this way, unrestrained trading in the 
unregulated and opaque CDS market helped to fuel a “death 
spiral” for these firms that, ironically, got into financial difficulty 

to begin with by improvidently entering into a large number of 
CDS contracts as an insufficiently capitalized insurer. 

Both the state of New York and the Securities and Exchange 
Commission are now seeking authority to regulate the CDS mar-
ket.61 As the SEC Chairman Christopher Cox said with respect 
to the regulatory “hole” caused by the unregulated CDS market, 
the situation provided speculators with “outsized incentives” 
to target financial institutions involved in the CDS market.62 
In September 2008, New York Governor Patterson stated that 
New York would begin regulating CDS contracts as insurance 
as of January 1, 2009. New York, however, has jurisdiction over 
only about twenty percent of the market.63 In a rare display of 
cooperation, New York and federal investigators now are delving 
into whether or not traders manipulated the stocks of these and 
other CDS insurers through a combination of purchasing CDS 

contracts against the ability of 
the insurers to meet their debt 
and CDS obligations while, at 
the same time, shorting their 
stock.64 

Had the federal govern-
ment not stepped in to save AIG 
from bankruptcy, AIG would 
have defaulted on $440 billion 
in CDS contracts. A CDS, like 
any contract, is subject to the 
risk that the other party will not 
live up to the agreement (coun-
ter-party risk). If after receiving 
the premiums the insuring party 
fails to pay the amount due 
when a triggering or default 
event occurs, or if the insurer 
goes into bankruptcy (such as 
Lehman Brothers did, and AIG 
almost did), the insured loses the 
benefit of the contract.65 Where 
the CDS was purchased as a 
hedge against the loss in value 

of a debt security (e.g., a MBS or CDO), and the security has 
lost value, the loss of CDS “insurance” requires that the losses in 
value be recognized on the counter-parties’ financial statements, 
unless the counter-party purchases a CDS from another counter-
party. AIG’s bankruptcy also would have triggered default events 
on CDS contracts written by others on AIG’s own debt. As Mr. 
Dinallo, Superintendent of the New York Insurance Department, 
explained:66

When we were dealing with finding a solution for 
AIG, we knew the company had written almost half a tril-
lion dollars in swaps, but we had no idea how much swaps 
had been written on AIG itself or by whom. That meant 

With the bursting of the housing valuation 

bubble, led by crash in the sub-prime market, 

even the “super senior” tranches began to 

suffer significant losses and a market for 

these assets quickly disappeared.
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we did not know what the broader effect of an AIG bank-
ruptcy would be.

Federal Reserve Chairman Benjamin Bernanke and Secre-
tary of the Treasury Henry Paulsen apparently decided that the 
risk of systemic failure to the financial system was too great. AIG 
was too big to fail, or at least too risky to let fail. The government 
originally agreed to lend AIG up to $85 billion for two years in 
return for a nearly 80% stake in the company.67 The loan terms 
were onerous at approximately 11%. AIG will most likely be 
required to sell off its profitable insurance businesses to repay the 
government.68 

AIG soon realized, however, that it needed more assistance. 
On October 8, 2008, the federal government increased its loan 
commitment to AIG by an additional $38 billion, bringing the 
government’s financial exposure, up to that point, to over $120 
billion. The concern both here and internationally has been that 
a failure of AIG to meet its CDS commitments would pose a 
systemic risk to the world’s economy.69 Since the bailout, AIG 
has drawn down approximately $62 billion of the original $85 
million loan limit, of which a substantial portion has gone to 
meet collateral obligations on AIG’s CDS contracts to its insured 
counter-parties.70 Some foreign governments have begun pressur-
ing the United States to guarantee AIG’s CDS commitments.71  

The cost and contours of the AIG bailout continue to 
increase and change. On November 10, 2008, AIG announced a 
renegotiation of the original deal, increasing the rescue amount 
to $150 billion.72 First, the interest rate on the loan was reduced 
to approximately 8.5% from approximately 11%.73 Second, the 
amount of the loan was reduced from $85 billion to $60 bil-
lion.74 Third, $40 billion of the $700 billion Congress allocated 
for TARP will be used to buy preferred stock in AIG.75 Lastly, 
the government decided to capitalize a separate entity with $30 
billion to be used to purchase the referenced debt securities 
(principally CDOs) being insured by AIG CDS contracts.76 If 
AIG successfully acquires the referenced securities, it then would 
be able to cancel the underlying CDS contracts. Doing so would 
allow AIG to take possession of the collateral it has been required 
to post as the value of the referenced debt securities declined.77 

The government did not offer Lehman Brothers a similar 
deal, and on Monday, September 15, 2008, Lehman Brothers’ 
holding company filed for Chapter 11 bankruptcy.78 Lehman 

In this way, unrestrained trading in the unregulated and opaque CDS market helped  

to fuel a “death spiral” for these firms that, ironically, got into financial difficulty  

to begin with by improvidently entering into a large number of CDS contracts as an insufficiently 

capitalized insurer.

Brothers was not “saved” from bankruptcy for several apparent 
reasons. First, the Bush Administration sought to address the 
“moral hazard” risk that could occur by bailing out all institu-
tions that made poor or reckless business decisions.79 Ironically, 
within a month, the financial system was under such stress that 
the federal government tossed aside concerns about “moral haz-
ard.” Instead, it directed the nations leading financial institutions 
to accept a $125 billion direct government investment in them 
through preferred stock and pledged to invest another $125 bil-
lion in other banks (and perhaps insurance companies) in return 
for preferred stock.80 Second, the government, which was famil-
iar with the investment bank model, had been preparing for the 
possible failure of another investment bank since Bear Stearns 
nearly collapsed in March 2008. In contrast, AIG was not only 
bigger but it was an insurance company about which the federal 
government knew relatively little given that the insurance indus-
try is regulated by the states.

Moreover, the Federal Reserve and Treasury were not fully 
aware of the urgency of AIG’s plight until Friday, September 12, 
2008.81 At that point, even AIG failed to grasp the scope of its 
own problem.82 When it first approached the Federal Reserve in 
New York, it said it needed approximately $30 billion.83 That 
figure soon rose to $40 billion.84 By the end of the weekend, 
its auditors discovered that, in fact, AIG needed $85 billion 
to survive.85 Today, as noted, the bailout figure stands at $150 
billion.

Nonetheless, rescuing AIG appears to have been the right 
decision. Shortly after Lehman Brothers’ holding company 
entered Chapter 11 bankruptcy, the Reserve Primary Fund, one 
of the nation’s largest money market funds, announced that as a 
result of Lehman’s bankruptcy its net asset value had fallen below 
$1 to $0.97.86 Other money market funds were under similar 
pressure for the same reason. The Primary Fund announce-
ment, coupled with concerns about the condition of other large 
money-market funds, caused investors to move approximately 
$189 billion out of money market funds in just a few days. The 
total value of money market funds nationally is approximately 
$3 trillion.87

On Thursday, September 18, 2008, Treasury Secretary 
Paulson decided that a more unified approach needed to be 
taken by the government in order to address the credit crisis. He, 
Fed Chairman Bernanke and SEC Chairman Cox briefed Con-
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gressional leaders about the need for a 
massive government bailout.88 This ini-
tiative for a bailout on October 3, 2008 
led to the enactment of TARP—a plan 
to spend up to $700 billion to stabilize 
the financial system. Until the bailout of 
Citigroup, TARP money had been used 
only to recapitalize the banks directly 
by buying preferred stock. Under the 
Citigroup deal, however, Citigroup will 
share losses on approximately $300 mil-
lion of its toxic assets with the TARP and 
the FDIC.89 

There now appears to be a con-
sensus that CDSs need to be traded on 
some sort of electronic platform in order 
to increase transparency and reduce 
counter-party default risk. Senator Har-
kin has announced his intention to introduce legislation to regu-
late the CDS market.90 In the meantime, the Federal Reserve in 
New York gave the futures exchanges until the end of October 
2008 to come up with ways to make the CDS market less risky.91 
Four groups are vying to manage clearing operations, including 
the two largest companies operating futures exchanges—CME 
Group Inc. and Intercontinental Exchange Inc.92

An alternative means of bringing at least some transparency 
was instituted recently with the backing of nine banks, including 
Credit Suisse Group, J.P. Morgan Chase, and Goldman Sachs, 
involving an on-line platform operated by TradeWeb LLC.95 
This electronic platform trades CDS indexes, which are bundles 
of CDSs tied to the debt of dozens of companies. The contracts 
are more standardized than contracts on individual securities or 
bonds.96 

Based upon the lessons learned from the crisis so far, it 
is safe to assume that regulatory changes will be forthcoming. 
There are several issues that need prompt attention. First, to the 
extent the CDS market, itself, does not pose an undue risk to 
the financial system, effective federal regulatory controls need 
to be designed and imposed to assure increased standardization, 
transparency through exchange trading, reduced counter-party 
default risk, and orderly and timely settlements. Second, the role 
of and connection between “naked” CDS contracts and “naked” 
short-selling, in the “death spirals”of AIG and Lehman Brothers, 
needs to be studied in order to determine if remedial legislation 
or regulation is appropriate. Third, the systemic risks to the 
financial system caused by excessively complex debt products 
such as tranched CDOs and MBSs, including the complexity 
added to these products by CDS contracts, needs to be studied 
and addressed by federal legislation if appropriate.97 Finally, 
investment bank holding companies, to the extent still viable 
today, need federal oversight. BLB

[T]he Bush Administration sought to  

address the “moral hazard”  

risk that could occur by bailing out all 

institutions that made poor or reckless 

business decisions.  Ironically, within a 

month, the financial system was  

under such stress that the federal 

government tossed aside concerns about 

“moral hazard.”

A clearinghouse system would provide transparency and 
reduce counter-party risk by requiring the exchange (clearing-
house) to make good on the defaults by an insurer:93 A clear-
inghouse, capitalized by its members, “all but eliminates the 
risk of trading-partner default by being a buyer for every seller 
and the seller for every buyer. It employs daily mark-to-market 
pricing and liquidates positions of traders who can’t pay their 
margin.”94
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