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Ten years ago this week, Lehman Brothers failed.  Lehman was a Wall Street investment 
bank that owned too many toxic mortgages and borrowed too much money to buy them.  
Warren Buffet once quipped, “Only when the tide goes out do you discover who's been 
swimming naked.”   
 
In other words, investors fear missing out on easy money and push prices to 
unsustainable levels.  When the bubble bursts, and all bubbles do, those who over-
extended themselves by borrowing money find they cannot repay their creditors.  To 
extend the Buffett analogy, the Great Recession was no place for children. 
 
Ten years after the crisis, the U.S. economy has largely recovered, but the after-shocks 
are still reverberating through the global economic and political systems.  In his book 
Manias, Panics and Crashes, the economic historian Charles Kindleberger noted that 
financial booms and busts have been part of the economic landscape for centuries.  
Among these manias and subsequent panics were the Dutch Tulip Mania of the 15th 
century and the South Sea Trading Company Mania of the 16th century. 
 
Kindleberger cited the work of American economist Hyman Minsky who identified five 
stages of a boom and bust: 
 

Displacement – This could also be known as the new paradigm or “this time is 
different” syndrome.  Examples include the internet and tech bubble of the late 
1990s and the real estate bubble of the mid 2000s.  It is important to recognize 
that theses displacements are often rooted in economic reality. 
 
Boom – Prices rise slowly at first, then rapidly, as the asset in question draws 
media attention.  Investors fear missing out on a once-in-a-lifetime opportunity.   
 
Euphoria – Prices become divorced from economic reality but keep rising on the 
theory that one can always sell to a “greater fool.”  Both the boom and euphoria 
stages are supported by the availability of credit (i.e. borrowed money) to keep 
pushing asset prices higher. 
 



Reflections on the Great Recession 
September 11, 2018 Page 2 
   

 

Profit Taking – The “smart money” recognizes that prices are unsustainable and 
begin to sell.  As prices begin to fall investors who were late to the party become 
trapped, especially those who borrowed money to make their investments.  When 
asset prices fall the debt is still there. 
 
Panic – This is the stage with forced liquidations.  Lenders become concerned that 
borrowers won’t be able to repay their obligations and demand more collateral. If 
the borrower can’t post more collateral, the lender may liquidate the investments 
securing the loan.  In an extreme panic as occurred in 2008 – 2009, the markets 
for some assets may stop functioning because everybody is trying to sell and 
nobody wants to buy.  Even blue-chip companies may have trouble renewing their 
short-term borrowings. 
 

In order to stop the panic, a lender of last resort must appear to staunch the forced 
liquidations.  In the Great Recession this lender of last resort appeared in the form of the 
Federal Reserve, the U.S. Treasury and Congress. 
 
Perhaps one of the most important steps in arresting the financial panic of 2008 was a 
decision by the U.S. Treasury to guarantee balances in money market funds.  The 
Reserve Prime Fund, the first money market fund, saw its share price dip to 97 cents on 
the dollar because of the default on Lehman IOUs.  That 3-cent decline set off the 21st 
century equivalent of a run on the bank.   
 
Investors began redeeming their money market balances en masse because they feared 
that their money market fund may be infected with Lehman Brothers IOUs too.  Mass 
redemptions forced fund managers to sell their investments at increasingly distressed 
prices.   
 
In response to the panic, the U.S. Treasury created an ad hoc program similar to FDIC 
insurance on bank deposits. Treasury guaranteed the balances in money market funds 
without limit!  This was a critical step in stopping panic redemptions from money market 
funds.  After the Treasury issued its guarantee the redemptions stopped and the 
government never had a single claim against its guarantee.   
 
Congress later enacted the Troubled Asset Relief Program (TARP) to inject capital into 
the banking system.  The Federal Reserve engaged in “quantitative easing,” buying 
bonds in the open market.  All of these steps, and more, eventually helped to break a 
downward spiral in the financial system and the economy. 
 
Crisis events are always scary while one is living through them.  However, it is important 
to keep in mind that human progress always advances … in time.  The day before Lehman 
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Brothers filed for bankruptcy, the Dow Jones Industrial Average closed at 11,422.  Ten 
years later the Dow stands at 25,857.  That works out to be a gain of about 8.5% per year. 
 
In 2008, U.G. Gross Domestic Product (GDP), the value of all goods and services 
produced, was $14.3 trillion.  The most recent report is that U.S. GDP was $20.4 trillion.  
The bedrock assumption of owning common stock is that the economy, and by 
extension corporate profits, will grow over time.  As long as the number of people 
working continues to increase, GDP will continue to grow.  The case for growth is even 
stronger if one assumes that people will continue to create ways to be more efficient and 
productive as they have throughout history. 
 
To be sure, there will always be economic recessions and expansions.  There will always 
be manias and panics.  Kindleberger described manias and panics as ”hardy perennials.”  
During the crisis ten years ago we made the observation that the world had not gone out 
of business in the last 5,000 years and we doubted it would do so during our lifetimes 
either.  It hasn’t!  More often than not, panics present an opportunity to invest at attractive 
prices. 
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The following charts provide a brief reminder of where we were versus where we are 
today. 
 
The Dow Jones Industrial Average peaked almost a year before Lehman Brothers 
declared bankruptcy.  Lehman’s bankruptcy caused the panic to accelerate as money 
market investors sought to redeem their money and banks would not lend to each other. 
 
Dow Jones Industrial Average Daily Data 07/31/2007 to 03/09/2009 

 
Source:  Bloomberg 
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This chart has the same start date, July 31, 2007, but is updated through September 10, 
2018.  It may have been a harrowing trip, but if one had invested in the Dow at 14,164 on 
October 9, 2007 and held through September 10, 2018, the compound return would have 
been 5.7% per year.  If one adds a couple of percentage points for dividend income, the 
total return would have been 7.7% per year, much better than cash or bond alternatives. 
 
Dow Jones Industrial Average Daily Data 07/31/2007 to 09/10/2018 

 
Source:  Bloomberg 

 
The Securities and Exchange Commission rightly requires us to state that past 
performance is not a guarantee of the future.  Prospective results may be better or worse 
than these historical illustrations.  Nevertheless, we believe that stock (equities) should 
be part of most investors’ portfolios, provided they have an investment horizon of 5 to 10 
years.  Equities may be appropriate for investors with shorter time horizons of 3 to 5 years 
as well.  However, the recommended percentage of the portfolio invested in common 
stock may be lower for investors with shorter investment horizons versus those with 
longer investment horizons. 

Market Peak 10/09/2007 
DJIA 14,164 

Market Bottom 10/09/2007 
DJIA 6,547 

Market Close 09/10/2018 
DJIA 25,857 
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DISCLAIMER 
The data and analysis in this report has been obtained from sources believed to be 
reliable; however the accuracy or completeness cannot be guaranteed.  Nothing in this 
report should be construed as an investment recommendation.  All opinions expressed 
are subject to change without notice.  Foothills Asset Management, its owners, officers 
and employees may have investments in securities mentioned in our reports.  Foothills 
Asset Management, its owners, officers and employees shall not have any liability for loss 
sustained by anybody who relies on or acts on this information.  You should do your own 
due diligence or consult with your financial advisor to determine the suitability of any 
opinions with respect to your own financial situation.  Information contained in this report 
is based on historical data and past performance is not a guarantee of future results. 


