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Banks Hammered On S&P Report
Posted by David Gaffen 

The market’s slump in the last half-hour can be attributed to more negative analysis on the banking sector, 
after Standard & Poor’s lowered its ratings on several securities giants — Lehman Brothers Holdings Inc., 
Merrill Lynch & Co. and Morgan Stanley.

In its commentary the ratings agency said 
earnings improvement for the brokerages will 
not be as strong as had been previously 
expected. They lowered the “counterparty 
credit ratings” on the three brokerages, and 
moved several banks, including Citigroup 
Inc., to a negative credit watch, putting it on 
notice for potential downgrades at a later 
date.

The securities firms have struggled since 
the blow-up of the subprime mortgage 
sector in the middle of 2007, and have 
since written off billions in bad debts related 
to securitizations of mortgages, as well as in 
other credit areas. The brokerages have 
attempted to assuage investors by raising capital, but S&P notes in its release that “the quality of capital has 
suffered in that much of the capital was in the form of hybrid securities.” 

Bennet Sedacca, president of Atlantic Advisors LLC, notes in commentary today as well that these capital-
raises have become increasingly pricey. “While the market has been open for those willing to raise 
money in the capital markets, it is open at stubbornly high rates,” he writes.
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Spreads After S&P Report 

Company Before After

Morgan Stanley 145 165

Goldman Sachs 95 105

Merrill Lynch 189 200

Lehman Brothers 235 250

Source: Phoenix Partners 

Of late the Dow industrials were down nearly 200 points, 
and the major brokerages were all struggling, with Lehman 
the hardest-hit, down 7.2%. That stock has been 
vulnerable of late due to concerns about the company’s 
balance sheet and valuation of certain assets. Implied 
volatility in the company’s options has increased markedly, 
suggesting investors are worried about more near-term 
weakness in the shares.

As the shares of the firms have lost ground, the activity in 
the credit-default swap market also suggests further 
concern from investors. Credit-default swap spreads, which 
are used as a gauge of investor worry about a default on 
debt, are wider. The cost to insure $10 million in Lehman 
Brothers bonds for five years has increased to $250,000 from $235,000, according to Phoenix 
Partners Group.
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