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AGENDA

LEHMAN BROTHERS HOLDINGS INC.
LEHMAN BROTHERS INC.

TELEPHONIC
AUDIT COMMITTEE MEETING

February 8, 2007
11:00 a.m. - 12:00 noon

AGENDA ESTIMATED
ITEM DESCRIPTION RESPONSIBILITY MINUTES TAB#

1. Review of 2006 MD&A and Consolidated Chris O’Meara/ 25 A
Financial Statements and Disclosure Controls Ed Grieb
and Procedures

2. Review of Audit Committee Report in Proxy Tom Cruikshank 2 B
Statement

3. Emst & Young Services Update and Pre- Ed Grieb 3 C
Approvals

4, Review of Management’s Assessment of Beth Rudofker 10 D

Internal Control over Financial Reporting
(Sarbanes-Oxley 404)

5. Review of Internal Risk Management Controls Beth Rudofker 10 E
Required by CSE
6. Ernst & Young update of Audit Report on 2006  Ernst & Young 10

Consolidated Financial Statements and
Attestation Report on Management’s Assessment
of Internal Control over Financial Reporting

Total 60
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HOLDINGS

2/8/2007 AUDIT COMMITTEE MEETING

TAB A
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LEHMAN BROTHERS

MEMORANDUM
To: Board of Directors of Lehman Brothers Holdings Inc.
FrROM: Jeff Welikson
CC: Tom Russo
DATE: February 2, 2007
SUBJECT: Lehman Brothers Holdings Inc. — 2006 Form 10-K

Enclosed for your review is a draft of our Form 10-K.

The 10-K includes Management’s Discussion and Analysis (“MD&A) and the audited Financial
Statements for fiscal 2006. The MD&A and audited Financial Statements will be reviewed by
the Audit Committee at their meeting on February 8, 2007.

The 10-K will be filed with the Securities and Exchange Commission by February 13, 2007.
Please call Chris O’Meara at (212) 526-9295 or Ed Grieb at (212) 526-0588 with any questions
or comments on the MD&A or Financial Statements, and call me at (212) 526-0546 with any
questions or comments on the balance of the 10-K, by Thursday, February 9, 2007.

A draft of the Proxy Statement, which will not be filed until later in the month, will be sent to
you in a subsequent mailing.
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
(Mark One) Form 10-K
X1  Annual Report Pursuant to Section 13 or 15(d) of the Securities Ig(change Act of 1934 for the fiscal year ended November 30, 2006
R
| Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934 for the transition period from to
Commission File Number 1-9466

Lehman Brothers Holdings Inc.

(Exact Name of Registrant as Specified in its Charter)

Delaware
(State or other jurisdiction of

incorporation or organization) (LR.S. Employer Identification No.)

745 Seventh Avenue
New York, New York
(Address of principal executive offices)

Registrant’s telephone number, including area code: (212) 526-7000

Securities registered pursuant to Section 12(b) of the Act:

Name of each exchange

Title of each class on which registered
Common Stock, $.10 par value New York Stock Exchange
Depositary Shares representing 5.94% Cumulative Preferred Stock, Series C New York Stock Exchange
Depositary Shares representing 5.67% Cumulative Preferred Stock, Series D New York Stock Exchange
Depositary Shares representing 6.50% Cumulative Preferred Stock, Series F New York Stock Exchange
Depositary Shares representing Floating Rate Cumulative Preferred Stock, Series G New York Stock Exchange
6.375% Trust Preferred Securities, Series K, of Subsidiary Trust (and Registrant’s guarantee thereof) New York Stock Exchange
6.375% Trust Preferred Securities, Series L, of Subsidiary Trust (and Registrant’s guarantee thereof) New York Stock Exchange
6.00% Trust Preferred Securities, Series M, of Subsidiary Trust (and Registrant’s guarantee thereof) New York Stock Exchange
6.24% Trust Preferred Securities, Series N, of Subsidiary Trust (and Regt ’s guarantee thereof) New York Stock Exchange
6%% Exchangeable Notes Due October 15, 2007 (subject to exchange into shares of common stock of General Mills, Inc.) New York Stock Exchange
2.00% Medium Term Notes, Series H Due March 3, 2009 Performance Linked to the Common Stock of Morgan Stanley (MS) American Stock Exchange
Absolute Buffer Notes Due July 29, 2008, Linked to the Dow Jones EURO STOXX50%™ Index (SX5E) American Stock Exchange
Absolute Buffer Notes Due July 7, 2008, Linked to the Dow Jones EURO STOXX 50% Index (SXSE) American Stock Exchange
Curmency Basket Warrants Expiring February 13, 2008 American Stock Exchange
Dow Jones Industrial Average 112.5% Minimum Redemption PrincipalPlus Stock Upside Note Securities® Due August 5, 2007 American Stock Exchange
Dow Jones Industrial Average Stock Upside Note Securities® Due April 29, 2010 American Stock Exchange
Index-Plus Notes Due December 23, 2009, Performance Linked to the Russell 2000® INDEX (RTY) American Stock Exchange
Index-Plus Notes Due March 3, 2010, Linked to the S&P 500® Index (SPX) American Stock Exchange
Index-Plus Notes Due November 15, 2009, Linked to the Dow Jones STOXX 50° Index (SX5P) American Stock Exchange
Index-Plus Notes Due September 28, 2009, Performance Linked to S&P 500® Index (SPX) American Stock Exchange
Japanese Yen Linked Warrants Expiring June 20, 2008 American Stock Exchange
Nasdag-100® Index Rebound Risk AdjustiNG Equity Range Securities™ Notes Due May 20, 2007 American Stock Exchange
Nasdag-100® Index Rebound Risk AdjustiNG Equity Range Securities™ Notes Due June 7, 2008 American Stock Exchange
Nikkei 225%™ Index Call Warrants Expiring May 8, 2007 American Stock Exchange
Nikkei 225 Index Stock Upside Note Securities® Due June 10, 2010 American Stock Exchange
S&P 500® Index Callable Stock Upside Note Securities® Due November 6, 2009 American Stock Exchange
S&P 500® Index Stock Upside Note Securities® Due August 5, 2008 American Stock Exchange
S&P 500® Index Stock Upside Note Securities® Due September 27, 2007 American Stock Exchange
The Dow Jones Global Titans*™ 50 Index Stock Upside Note Securities Due February 9, 2010 American Stock Exchange

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes X No [
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes O No XI

Indicate by check mark whether the Registrant: (1) has filed all reports required to be filed by Section 13 or 15 (d) of the Securities Exchange Act of 1934 during the geceding
12 months (or for such shorter period that the Registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes (X No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (Section 229.405 of this chapter) is not contained herein, and will not be
contained, to the best of Registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part I of this Form 10-K or any amendment to this
Form 10-K. X

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of ‘accelerated filer and large accelerated
filer’ in Rule 12b-2 of the Exchange Act. (Check one): Large accelerated filer (] Accelerated filer 00 Non-accelerated filer O

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes O No &

The aggregate market value of the voting and nonvoting common equity held by non-affiliates of the Registrant at May 31, 2006 (the last business day of the Registrant's most
recently completed second fiscal quarter) was approximately $e. As of that date, e shares of the Registrant’s common stock, $0.10 par value per share, were held by non-
affiliates. For purposes of this information, the outstanding shares of common stock that were and that may be deemed to have been beneficially owned by directors and
executive officers of the Registrant were deemed to be shares of common stock held by affiliates at that date.

As of January 31, 2007, e shares of the Registrant’s common stock, $.10 par value per share, were issued and outstanding.
DOCUMENTS INCORPORATED BY REFERENCE:
Portions of Lehman Brothers Holdings Inc.’s Definitive Proxy Statement for its 2007 Annual Meeting of Stockholders (the “Proxy Statement”) are incorporated in Part IIL.
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LEHMAN BROTHERS HOLDINGS INC.

AVAILABLE INFORMATION

Lehman Brothers Holdings Inc. (“Holdings™) files annual, quarterly and current reports, proxy statements and other
information with the United States Securities and Exchange Commission (“SEC”). You may read and copy any
document Holdings files with the SEC at the SEC’s Public Reference Room at 100 F Street, NE, Washington, DC
20549, U.S.A. You may obtain information on the operation of the Public Reference Room by calling the SEC at 1-
800-SEC-0330 (or 1-202-551-8090). The SEC maintains an internet site that contains annual, quarterly and current
reports, proxy and information statements and other information regarding issuers that file electronically with the
SEC. Holdings’ electronic SEC filings are available to the public at http://www.sec.gov.

Holdings’ public internet site is http://www.lehman.com. Holdings makes available free of charge through its
internet site, via a link to the SEC’s internet site at http://www.sec.gov, its annual reports on Form 10-K, quarterly
reports on Form 10-Q, current reports on Form 8-K and amendments to those reports filed or furnished pursuant to
Section 13(a) or 15(d) of the Securities Exchange Act of 1934, as amended (the “Exchange Act”), as soon as
reasonably practicable after it electronically files such material with, or furnishes it to, the SEC. Holdings also
makes available through its internet site, via a link to the SEC’s internet site, statements of beneficial ownership of
Holdings’ equity securities filed by its directors, officers, 10% or greater shareholders and others under Section 16 of
the Exchange Act.

In addition, Holdings currently makes available on http://www.lehman.com its most recent annual report on Form
10-K, its quarterly reports on Form 10-Q for the current fiscal year, its most recent proxy statement and its most
recent annual report to stockholders, although in some cases these documents are not available on that site as soon as
they are available on the SEC’s site.

Holdings also makes available on http://www.lehman.com (i) its Corporate Govemnance Guidelines, (ii) its Code of
Ethics (including any waivers therefrom granted to executive officers or directors) and (iii) the charters of the Audit,
Compensation and Benefits, and Nominating and Corporate Governance Committees of its Board of Directors.
These documents are also available in print without charge to any person who requests them by writing or
telephoning:

Lehman Brothers Holdings Inc.
Office of the Corporate Secretary
1301 Avenue of the Americas
5™ Floor
New York, New York 10019, U.S.A.
1-212-526-0858

In order to view and print the documents referred to above (which are in the .PDF format) on Holdings’ internet site,
you will need to have installed on your computer the Adobe® Acrobat® Reader® software. If you do not have Adobe
Acrobat, a link to Adobe Systems Incorporated’s internet site, from which you can download the software, is
provided.

“Adobe,” “Acrobat” and “Reader” are registered trademarks of Adobe Systems Incorporated in the United States and/or other countries.

“ECAPS” and ‘“LehmanLive” are registered trademarks of Lehman Brothers Holdings Inc. in the United States and/or other countries.
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LEHMAN BROTHERS HOLDINGS INC.

PART 1

ITEM 1. BUSINESS

As used herein, “Holdings” or the “Registrant” means Lehman Brothers Holdings Inc., a Delaware corporation,
incorporated on December 29, 1983. Holdings and its subsidiaries are collectively referred to as the “Company,”
“Lehman Brothers,” the “Firm,” “we,” “us” or “our.” Our executive offices are located at 745 Seventh Avenue, New
York, New York 10019, U.S.A., and our telephone number is 1-212-526-7000.

FORWARD-LOOKING STATEMENTS

Some of the statements contained or incorporated by reference in this Report, including those relating to the Company’s
strategy and other statements that are predictive in nature, that depend upon or refer to future events or conditions or that
include words such as “expects,” “anticipates,” “intends,” “plans,” “believes,” “estimates” and similar expressions, are
forward-looking statements within the meaning of Section 21E of the Exchange Act. These statements are not historical
facts but instead represent only management’s expectations, estimates and projections regarding future events. Similarly,
these statements are not guarantees of future performance and involve certain risks and uncertainties that are difficult to
predict, which may include, but are not limited to, the risk factors discussed in Item 1A below and the factors listed in
“Management’s Discussion and Analysis of Financial Condition and Results of Operations—Certain Factors Affecting
Results of Operations” in Part II, Item 7, of this Report.

As a global investment bank, our results of operations have varied significantly in response to global economic and
market trends and geopolitical events. The nature of our business makes predicting the future trends of revenues
difficult. Caution should be used when extrapolating historical results to future periods. Our actual results and financial
condition may differ, perhaps materially, from the anticipated results and financial condition in any forward-looking
statements and, accordingly, readers are cautioned not to place undue reliance on such statements, which speak only as
of the date on which they are made. We undertake no obligation to update any forward-looking statements, whether as
a result of new information, future events or otherwise.

LEHMAN BROTHERS

Lehman Brothers, an innovator in global finance, serves the financial needs of corporations, governments and
municipalities, institutional clients and high-net-worth individuals worldwide. We provide a full array of equity and
fixed income sales, trading and research, investment banking services and investment management and advisory
services. Our worldwide headquarters in New York and regional headquarters in London and Tokyo are complemented
by offices in additional locations in North America, Europe, the Middle East, Latin America and the Asia Pacific region.
The Firm, through predecessor entities, was founded in 1850.

Through our subsidiaries, we are a global market-maker in all major equity and fixed income products. To facilitate our
market-making activities, we are a member of all principal securities and commodities exchanges in the United States, as
well as NASD, Inc., and we hold memberships or associate memberships on several principal international securities
and commodities exchanges, including the London, Tokyo, Hong Kong, Frankfurt, Paris, Milan and Australian stock
exchanges.

Our principal business activities are capital markets, investment banking and investment management. Through our
investment banking, trading, research, structuring and distribution capabilities in equity and fixed income products, we
continue to build on our client-flow business model, which is based on our principal focus of facilitating client
transactions in all major global capital markets products and services. We generate client-flow revenues from
institutional, corporate, government and high-net-worth clients by (i) advising on and structuring transactions
specifically suited to meet client needs; (ii) serving as a market maker and/or intermediary in the global marketplace,
including having securities and other financial instrument products available to allow clients to adjust their portfolios
and risks across different market cycles; (iii) originating loans for distribution to clients in the securitization or
principals market; (iv) providing investment management and advisory services; and (v) acting as an underwriter to
clients. As part of our client-flow activities, we maintain inventory positions of varying amounts across a broad range
of financial instruments. In addition, we also take proprietary trading and principal investment positions. The financial
services industry is significantly influenced by worldwide economic conditions as well as other factors inherent in
the global financial markets. As a result, revenues and earnings may vary from quarter to quarter and from year to
year. We believe our client-flow orientation and the diversity of our business helps to mitigate overall revenue volatility.
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See Part I, Item 1A, “Risk Factors,” in this Report for a discussion of certain material risks to our business, financial
condition and results of operations.

We operate in three business segments (each of which is described below): Capital Markets, Investment Banking and
Investment Management. Financial information concerning the Company for the fiscal years ended November 30, 2006,
2005 and 2004, including the amount of net revenues contributed by each segment in such periods, is set forth in the
Consolidated Financial Statements and Notes thereto in Part II, Item 8, of this Report. Information with respect to our
operations by business segment and net revenues by geographic area is set forth under the captions “Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Business Segments” and “—~Geographic
Revenues” in Part II, Item 7, of this Report, and in Note 19 to the Consolidated Financial Statements in Part I, Item 8,
of this Report.

Capital Markets

Capital Markets represents institutional client-flow activities, including prime brokerage, research, mortgage
origination and securitization, secondary-trading and financing activities in fixed income and equity products. These
products include a wide range of cash, derivative, secured financing, and structured instruments and investments. We
are a leading global market-maker in numerous equity and fixed income products, including U.S., European and
Asian equities, government and agency securities, money market products, corporate high-grade, high-yield and
emerging market securities, mortgage- and asset-backed securities, preferred stock, municipal securities, bank loans,
foreign exchange, financing and derivative products. We are one of the largest investment banks in terms of U.S. and
pan-European listed equities trading volume and maintain a major presence in over-the-counter U.S. stocks, major
Asian large capitalization stocks, warrants, convertible debentures and preferred issues. In addition, the secured
financing business manages our equity and fixed income matched book activities, supplies secured financing to
institutional clients and provides secured funding for our inventory of equity and fixed income products.

We facilitate client transactions by serving as a market-maker and/or intermediary in the global marketplace, including
making available securities and other financial instrument products to clients to adjust their portfolios and risks across
different market cycles, enabling clients to sell large positions of securities through block trades and originating loans
for distribution to clients through securitizations and/or syndications.

The Capital Markets segment also includes proprietary trading activities and principal investing activities including
investments in real estate, private equity and other long-term investments.

Lehman Brothers combines the skills from the sales, trading and research areas of our Equities and Fixed Income
Capital Markets businesses to serve the financial needs of our clients. This integrated approach enables us to structure
and execute global transactions for clients and to provide worldwide liquidity in marketable securities.

Equities Capital Markets

The Equities Capital Markets business is responsible for our equities and equity-related operations and products
worldwide. These products include listed and over-the-counter securities, American Depositary Receipts, convertibles,
options, futures, warrants and derivatives. We make markets in equity and equity-related securities as well as take
positions for our own account. We participate in global equity markets through our worldwide presence and membership
in major stock and option exchanges. Equities Capital Markets is composed of Liquid Markets, Leveraged Businesses
and Private Equity.

Liquid Markets. Liquid Markets consists of our Cash Trading, Flow Derivatives and Program Trading businesses, which
also includes Connectivity services. Cash trades are executed for clients in both conventional (calls to a sales person) or
electronic fashion through external systems as well as our own execution management platform. These trades can be
executed manually or via algorithmic trading strategies based on client needs. Program Trading specializes in execution
of trades on baskets of stocks, which can be executed on an agency or risk basis. We deliver global electronic
connectivity services to our clients, offering seamless electronic access to our trading desks and sources of liquidity
around the world. Our Flow Derivatives business facilitates client orders in listed options markets and vanilla over-the-
counter options derivatives.

Leveraged Businesses. Leveraged Businesses include Structured Derivatives and Convertibles. Our Structured
Derivatives business offers customized equity derivative products across a wide spectrum of equity-related assets
globally. We are a leading participant in the development and trading of equity derivative instruments. Our product
development capabilities enable investors to take risk positions tailored to their specific needs or undertake sophisticated
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hedging and monetization strategies. The Convertibles business trades and makes markets in conventional and structured
convertible securities.

Private Equity. The Equities Capital Markets segment also includes realized and unrealized gains and losses related to
private equity principal investments. See “Investment Management—Asset Management-—Private Equity” below.

Fixed Income Capital Markets

Lehman Brothers actively participates in key fixed income markets worldwide and maintains a 24-hour trading presence
in global fixed income securities. We are a market-maker and participant in the new issue and secondary markets for a
broad variety of fixed income securities. Fixed Income businesses include the following:

Government and Agency Obligations. Lehman Brothers is one of the leading primary dealers in U.S. government
securities, participating in the underwriting of and market-making in U.S. Treasury bills, notes and bonds, and securities
of federal agencies. We are also a market-maker in the government securities of all G7 countries, and participate in other
major European and Asian government bond markets.

Corporate Debt Securities and Loans. We make markets in fixed and floating rate investment grade debt worldwide.
We are also a major participant in preferred stock and hybrid capital securities, including long-term and perpetual
preferred stock and preferred securities, and auction rate securities.

High Yield Securities and Leveraged Bank Loans. We also make markets in non-investment grade debt securities.
Through our high grade and high yield sales, trading and underwriting activities, we make commitments to extend
credit in loan syndication transactions. We also provide contingent commitments to investment and non-investment
grade counterparties related to acquisition financings.

Money Market Products. We hold leading market positions in the origination and distribution of medium-term notes and
commercial paper. We are an appointed dealer or agent for numerous active commercial paper and medium-term note
programs on behalf of companies and government agencies worldwide.

Mortgage and Loan Origination and Mortgage- and. Asset-Backed Securities. Lehman Brothers Bank, FSB (“LBB”),
offers traditional and online mortgage banking services to individuals as well as institutions and their customers.
Lehman Brothers Bankhaus AG (“Bankhaus™), a German bank, offers lending and real estate financing to corporate
and institutional borrowers worldwide. We originate commercial and residential mortgage loans through LBB,
Bankhaus and other subsidiaries in the U.S., Europe and Asia. We are a leading underwriter of and market-maker in
residential and commercial mortgage- and asset-backed securities and are active in all areas of secured lending,
structured finance and securitized products. We underwrite and make markets in the full range of U.S. agency-backed
mortgage products, mortgage-backed securities, asset-backed securities and whole loan products. We are also a leader in
the global market for residential and commercial mortgages (including multi-family financing) and leases.

In 2005, we established Lehman Brothers Commercial Bank, a Utah-chartered industrial loan company, in order to
issue certificates of deposit to institutions and conduct certain lending activities. During 2006, we acquired an
established private student loan origination platform and a European mortgage originator, allowing us to enter into
new markets and expanding the breadth of services we offer as well as providing additional loan product for our
securitization pipeline.

Real Estate. In addition to our origination and securitization of commercial mortgages, we also invest in commercial real
estate in the form of debt, joint venture equity investments and direct ownership interests. We have interests in properties
throughout the world.

Municipal and Tax-Exempt Securities. Lehman Brothers is a major dealer in municipal and tax-exempt securities,
including general obligation and revenue bonds, notes issued by states, counties, cities and state and local governmental
agencies, municipal leases, tax-exempt commercial paper and put bonds.

Fixed Income Derivatives. We offer a broad range of interest rate- and credit-based derivative products and related
services. Derivatives professionals are integrated into all of our Fixed Income areas in response to the worldwide
convergence of the cash and derivative markets. In 2005, Lehman Brothers established an energy trading business with
global capability in power, natural gas and oil. The business includes futures, swaps, options and other structured
products, as well as physical trading.
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Foreign Exchange. Our global foreign exchange operations provide market access and liquidity in all currencies for
spot, forward and over-the-counter options markets around the clock. We offer our clients execution, analysis and
hedging capabilities, utilizing foreign exchange as well as foreign exchange options and other foreign exchange
derivatives. We also provide advisory services to central banks, corporations and investors worldwide, structuring
innovative products to fit their specific needs. We make extensive use of our global macroeconomics research to advise
clients on the appropriate strategies to manage their interest rate and currency risk.

Global Principal Strategies and Global Trading Strategies

Global Principal Strategies is a proprietary trading business that employs multiple strategies across global markets,
including capital and credit arbitrage and aviation finance and private equity investment opportunities. Global
Trading Strategies is a global proprietary multi-strategy value-oriented business; strategies include merger arbitrage,
distressed debt, special situations and private equity.

Capital Markets Prime Services

The Capital Markets Prime Services group services clients in both Fixed Income and Equities Capital Markets and
includes our Secured Financing, Prime Broker, Futures and Clearing and Execution businesses.

The Secured Financing business within Capital Markets engages in three primary functions: managing our equity and
fixed income matched book activities, supplying secured financing to institutional clients and obtaining secured funding
for our inventory of equity and fixed income products. Matched book funding involves borrowing and lending cash on a
short-term basis to institutional clients collateralized by marketable securities, typically government or government
agency securities. We enter into these agreements in various currencies and seek to generate profits from the difference
between interest earned and interest paid. Secured Financing works with our institutional sales force to identify clients
that have cash to invest and/or securities to pledge to meet our financing and investment objectives and those of our
clients. Secured Financing also coordinates with our Treasury group to provide collateralized financing for a large
portion of our securities and other financial instruments owned. In addition to our activities on behalf of our U.S. clients,
we are a major participant in the European and Asian repurchase agreement (“repo”) markets, providing secured
financing for our clients in those regions. Secured Financing provides margin loans in all markets for client purchases of
securities, as well as securities lending and short-selling facilitation.

The Prime Broker business engages in full operations, clearing and processing services for its hedge fund and other
clients. We offer a full suite of prime brokerage products and services, including margin financing and yield
enhancement through synthetic and traditional products, global securities lending (including eBorrow, our online
securities lending tool), full-service global execution platforms and research teams, customized risk management
solutions, introduction of clients to suitable institutional investors, portfolio accounting and reporting solutions and
personalized client service.

Our Futures business executes and clears futures transactions for clients on an agency basis. The Clearing and
Execution business provides these services to broker-dealers and other clients that do not have the capacity
themselves.

Capital Markets Global Distribution

Our institutional sales organizations encompass distinct global sales forces that have been integrated into the Capital
Markets businesses to provide investors with the full array of products offered by Lehman Brothers.

Equities Sales. Our Equities Capital Markets sales force provides an extensive range of services to institutional
investors, focusing on developing long-term relationships through a comprehensive understanding of clients’ investment
objectives, while providing proficient execution and consistent liquidity in a wide range of global equity securities and
derivatives.

Fixed Income Sales. Our Fixed Income Capital Markets sales force is one of the most productive in the industry, serving
the investing and liquidity needs of major institutional investors by employing a relationship management approach that
provides superior information flow and product opportunities for our clients.

Research

Research at Lehman Brothers encompasses the full range of research disciplines, including fundamental, quantitative,
economic, strategic, credit, relative value and market-specific analysis. To ensure in-depth expertise within various
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markets, Equity Research has established regional teams on a worldwide basis that are staffed with industry and strategy
specialists. Fixed Income Research provides expertise in U.S., European and Asian government and agency securities,
derivatives, sovereign issues, corporate securities, high yield, asset- and mortgage-backed securities, indices, emerging
market debt and municipal securities.

Investment Banking

Investment Banking provides advice to corporate, institutional and government clients throughout the world on mergers,
acquisitions and other financial matters. Investment Banking also raises capital for clients by underwriting public and
private offerings of debt and equity securities. Our Investment Banking professionals are responsible for developing and
maintaining relationships with issuers by gaining a thorough understanding of their specific needs and bringing together
the full resources of Lehman Brothers to accomplish their financial and strategic objectives.

Investment Banking is made up of Advisory Services and Global Finance activities that serve our corporate, institutional
and government clients. The segment is organized into global industry groups—Communications, Consumer/Retailing,
Financial Institutions, Financial Sponsors, Healthcare, Hedge Funds, Industrial, Insurance Solutions, Media, Natural
Resources, Pension Solutions, Power, Real Estate and Technology—that include bankers who deliver industry
knowledge and expertise to meet clients’ objectives. Specialized product groups within Advisory Services include
mergers and acquisitions (“M&A”) and restructuring. Global Finance serves our clients’ capital-raising needs through
specialized product groups in underwriting, private placements, leveraged finance and other activities associated with
debt and equity products. Product groups are partnered with relationship managers in the global industry groups to
provide comprehensive financial solutions for clients.

Lehman Brothers maintains investment banking offices in North America, Europe, the Middle East, Latin America and
the Asia Pacific region.

The high degree of integration among our industry, product and geographic groups has allowed us to become a leading
source of one-stop financial solutions for our global clients.

Mergers & Acquisitions. Lehman Brothers has a long history of providing strategic advisory services to corporate,
institutional and government clients around the world on a wide range of financial matters, including mergers and
acquisitions, spin-offs, targeted stock transactions, share repurchase strategies, government privatization programs,
takeover defenses and other strategic advice.

Restructuring. Our Restructuring group provides full-service restructuring expertise on a global basis. The group
provides advisory services to distressed companies, their creditors and potential purchasers, including providing out-
of-court options for companies to avoid bankruptcy, helping companies and creditors move efficiently through the
bankruptcy process and advising strategic and financial buyers on the unique challenges of buying distressed and
bankrupt companies.

Underwriting. We are a leading underwriter of initial and other public offerings of equity and fixed income securities
(both listed and over-the-counter), including common, preferred, convertible and hybrid capital, high grade and high
yield debt, government and agency securities, mortgage- and asset-backed securities and collateralized debt
obligations.

Leveraged Finance. Our global Leveraged Finance group provides comprehensive financing solutions for below-
investment grade clients across many industries through our high yield bond, leveraged loan, bridge financing and
mezzanine debt products. Lehman Brothers provides “one-stop” leveraged financing solutions for corporate and
financial acquirers and high yield issuers, including multi-tranche, multi-product acquisition financing. We are one of the
leading investment banks in the syndication of leveraged loans.

Private Placements. We have a dedicated Private Placement group focused on capital raising in the private equity
and debt markets. Clients range from pre-initial public offering (“IPO’) companies to well-established corporations
that span many industries. The Private Placement group has experience in identifying sources, establishing structures
and placing common stock, convertible preferred stock, subordinated debt and senior debt, as well as utilizing a
variety of financing techniques, including mezzanine debt, securitizations, project financings and sale-leasebacks.

Investment Management

Investment Management provides strategic investment advice and services to institutional and high-net-worth clients on
a global basis. Information with respect to changes in and composition of assets under management is set forth under the
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caption ‘“Management’s Discussion and Analysis of Financial Condition and Results of Operations—Business
Segments—Investment Management” in Part II, Item 7, of this Report. Investment Management consists of our Asset
Management and Private Investment Management businesses.

Asset Management

Asset Management provides proprietary asset management products across traditional and alternative asset classes,
through a variety of distribution channels, to individuals and institutions. It includes both the Neuberger Berman and
Lehman Brothers Asset Management brands as well as our Private Equity business.

Neuberger Berman. Neuberger Berman has provided money management products and services to individuals and
families since 1939. We acquired Neuberger Berman in October 2003.

Neuberger Berman Private Asset Management. Neuberger Berman’s Private Asset Management business provides
discretionary, customized portfolio management across equity and fixed income asset classes for high-net-worth
clients. Experienced money managers, each with a distinct investment style and discipline, tailor investment
strategies to fit clients’ individual goals, financial needs and tolerance for risk.

Neuberger Berman Family of Funds. The Neuberger Berman family of funds spans asset classes, investment styles
and capitalization ranges. Its open-end mutual funds are available directly to investors or through distributors, and its
closed-end funds trade on major stock exchanges. Neuberger Berman is also a leading sub-advisor of funds for
institutional clients, including insurance companies, banks and other financial services firms. We serve as the
investment adviser or sub-adviser for numerous defined contribution plans, and for insurance companies offering
variable annuity and variable life insurance products, and we provide portfolio management through both mutual
fund and separate account wrap programs.

Lehman Brothers Asset Management. Lehman Brothers Asset Management specializes in investment strategies for
institutional and qualified individual investors. While our strategies are numerous and diverse, our managers share a
dedication to investment discipline that includes quantitative screening, fundamental analysis and risk management.

Institutional Asset Management. Lehman Brothers Institutional Asset Management provides a full range of asset
management products for pensions, foundations, endowments and other institutions. It offers strategies across the
risk/return spectrum, in cash, fixed income, equity and hybrid asset classes. Our money market funds include cash,
prime and government funds, as well as customized short-duration fixed income strategies and enhanced cash
capabilities. Our longer-maturity fixed income strategies are available across a continuum of strategies, from indexed
to actively managed portfolios, with varying levels of risk parameters geared toward our clients’ particular
requirements. Our equities strategies are based on fundamental research and quantitative analysis, with risk
management incorporated throughout the investment process, using quantitative tools and adherence to sell-
disciplines.

Absolute Return Strategies. Lehman Brothers’ Absolute Return Strategies platform provides a wide range of hedge
fund products to institutions and qualified individual clients. It offers proprietary single-manager funds, proprietary
multiple-manager funds of funds and third-party single-manager funds. Our proprietary single-manager funds cover a
wide array of investment strategies across long/short equity, relative value, event-driven and directional trading
styles. As a sponsor of commingled multiple-manager funds of unaffiliated hedge funds and customized accounts,
Lehman Brothers offers access to a select universe of fund managers.

Private Equity. Private Equity provides opportunities in privately negotiated transactions across a variety of asset
classes for institutional and high-net-worth individual investors. Our investment partnerships manage a number of
private equity portfolios, with the Company’s capital invested alongside that of our clients. Lehman Brothers creates
funds, and through our Capital Markets segment invests in asset classes in which we have strong capabilities,
proprietary deal flow and an excellent reputation. Areas of specialty include Merchant Banking, Venture Capital,
Real Estate, Fixed Income-Related Investments and Private Funds Investments. We generally co-invest on a
principal basis through our Capital Markets Segment in the investments made by the funds and also make other non-
fund-related direct private equity investments. The Private Fund Marketing Group focuses on raising capital for a
limited number of high-quality private equity sponsors, providing them access to a well-diversified institutional and
high-net-worth limited partner base.
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Private Investment Management

In addition to providing traditional brokerage services, Private Investment Management provides comprehensive
investment, wealth advisory, trust and capital markets execution services to high-net-worth individuals and businesses,
leveraging all the resources of Lehman Brothers.

High Net Worth Clients. For individuals needing such services, our investment professionals and strategists work
together to provide asset allocation, portfolio strategy and manager selection, and integrate that advice with tax, trust
and estate planning,

Driven by our clients’ goals for preserving and enhancing wealth across generations, we offer a wide range of
investment opportunities including traditional and alternative investments. We are selective in creating our
investment platform and look beyond proprietary products for opportunities.

As needed, our tax and estate strategists integrate our clients’ investment strategies with their overall tax and estate
picture, recommending vehicles to minimize taxes and provide for future generations. Additionally, the Lehman
Brothers Trust Company provides private clients with comprehensive trustee and executor services.

We address the specific needs of corporate executives and business owners through diversification and liquidity
strategies. Additionally, where appropriate we partner with professionals across the Firm to deliver corporate finance
and real estate solutions to our clients.

Institutional Clients. For institutions, we leverage the L.ehman Brothers Capital Markets franchise to provide brokerage
and market-making services to small and mid-sized institutional clients in the fixed income and equities capital markets.

Technology

Our businesses and operations rely on the secure processing, storage and transmission of confidential and other
information, and, increasingly, on the internet. We have made substantial investments in our technology, and Lehman
Brothers is committed to the continued development and use of technology throughout the Firm. Our technology
initiatives are designed to enhance client service through increased connectivity and the provision of value-added,
tailored products and services, improve our trading, execution and clearing capabilities, enhance risk management
and increase our overall efficiency, productivity and control.

We have enhanced client service by providing clients with electronic access to our products and services through our
LehmanLive® web site and other channels. In particular, we provide global electronic trading and information
distribution capabilities covering many of our fixed income, currency, commodity, equity and other products around
the world.

Electronic commerce and technology have changed and will continue to change the ways that securities and other
financial products are traded, distributed and settled. This creates both opportunities and challenges for our
businesses. We remain committed to being at the forefront of technological innovation in the global capital markets.
See Part I, Item 1A, “Risk Factors — Operational Risk” for a discussion of technology risks to which we are exposed.

Corporate

Our Corporate division provides support to our businesses through the processing of certain securities and commodities
transactions, receipt, identification and delivery of funds and securities, safeguarding of clients’ securities, risk
management, and compliance with regulatory and legal requirements. In addition, the Corporate division is responsible
for technology infrastructure and systems development, information security, business continuity planning, treasury
operations, financial reporting and business unit financial support, tax planning and compliance, internal audit, expense
management, career development and recruiting and other support functions.

Risk Management

A description of our Risk Management infrastructure and procedures is contained in “Management’s Discussion and
Analysis of Financial Condition and Results of Operations—Risk Management” in Part II, Item 7, of this Report.
Information regarding our use of derivative financial instruments to hedge interest rate, currency, security and
commodity price and other market risks is contained in Notes 1, 2, 3, 7, 9, 10 and 11 to the Consolidated Financial
Statements in Part I1, Item 8, of this Report.
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Competition

All aspects of our business are highly competitive. Lehman Brothers competes in U.S. and international markets directly
with numerous other firms in the areas of securities underwriting and placement, corporate finance and strategic advisory
services, securities sales and trading, prime brokerage, research, foreign exchange and derivative products, asset
management and private equity, including investment banking firms, traditional and online securities brokerage firms,
mutual fund companies and other asset managers, investment advisers, venture capital firms, certain commercial banks,
insurance companies and others. Our competitive ability depends on many factors, including our reputation, the quality
of our services and advice, product innovation, execution ability, pricing, advertising and sales efforts and the talent of
our personnel. See Part I, Item 1A, “Risk Factors — Competitive Environment,” for a further discussion of the
competitive risks to which we are exposed.

Regulation

The financial services industry is subject to extensive regulation in the various jurisdictions in which we do business.
Violation of applicable regulations can result in legal and/or administrative proceedings, which may impose censures,
fines, cease-and-desist orders, prohibitions from engaging in, or limitations or conditions on, some of our business
activities, which could result in significant losses or reputational damage. We believe that we are in material compliance
with applicable regulations.

U.S. Regulation

Holdings and its subsidiaries are subject to group-wide supervision and examination by the Securities and Exchange
Commission (the “SEC”) as a Consolidated Supervised Entity (“CSE”). See “Capital Requirements” below and
“Management’s Discussion and Analysis of Financial Condition and Results of Operations—Liquidity, Funding and
Capital Resources—Liquidity Risk Management” in Part II, Item 7, of this Report.

Lehman Brothers Inc. (“LBI”), Neuberger Berman, LLC (“NB LLC”) and Neuberger Berman Management Inc.
(“NBMI”) are registered with the SEC as broker-dealers; Lehman Brothers OTC Derivatives Inc. (“LOTC”) is
registered with the SEC as an OTC derivatives dealer; and LBI, NB LLC, NBMI, Lehman Brothers Asset Management
LLC (“LLBAM”) and certain other of our subsidiaries are registered with the SEC as investment advisers. As such, these
entities are subject to regulation by the SEC and by self-regulatory organizations, principally the NASD (which has been
designated by the SEC as NBMI’s primary regulator), national securities exchanges such as the New York Stock
Exchange (“NYSE”) (which has been designated by the SEC as LBI'’s and NB LLC’s primary regulator) and the
Municipal Securities Rulemaking Board, among others. Securities firms are also subject to regulation by state securities
administrators in those states in which they conduct business. Various subsidiaries are registered as broker-dealers in all
50 states, the District of Columbia and the Commonwealth of Puerto Rico.

Broker-dealers are subject to regulations, including those contained in the Securities Act of 1933, the Securities
Exchange Act of 1934, and rules promulgated thereunder, that cover all aspects of the securities business, including
sales practices, market making and trading among broker-dealers, publication of research, margin lending, use and
safekeeping of clients’ funds and securities, capital structure, recordkeeping and the conduct of directors, officers and
employees.

Registered investment advisers are subject to regulations under the Investment Advisers Act of 1940. Such requirements
relate to, among other things, recordkeeping and reporting requirements, disclosure requirements, limitations on agency
cross and principal transactions between an adviser and advisory clients, as well as general anti-fraud prohibitions.

Certain investment funds that we manage are registered investment companies under the Investment Company Act of
1940. Those funds and the Lehman Brothers entities that serve as the funds’ investment advisers are subject to that act
and the rules thereunder, which, among other things, regulate the relationship between a registered investment company
and its investment adviser and prohibit or severely restrict principal transactions and joint transactions.

LBI and NB LLC are also registered with the Commodity Futures Trading Commission (the “CFTC”) as futures
commission merchants; and NB LLC, LBAM and other subsidiaries are registered as commodity pool operators
and/or commodity trading advisers. These entities are subject to regulation by the CFTC and various domestic
boards of trade and other commodity exchanges. Our U.S. commodity futures and options business is also regulated
by the National Futures Association, a not-for-profit membership corporation that has been designated as a registered
futures association by the CFTC.
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Lehman Brothers Bank (“LBB”), a federally chartered savings bank incorporated under the laws of the United States
of America, is regulated by the Office of Thrift Supervision and the Federal Deposit Insurance Corporation
(“FDIC”). Lehman Brothers Commercial Bank (“LBCB”) is subject to regulation by the FDIC and the Utah
Commissioner of Financial Institutions. Lehman Brothers Trust Company N.A. (“Trust Company’’), which holds a
national bank charter, is regulated by the Office of the Comptroller of the Currency of the United States. Lehman
Brothers Trust Company of Delaware (“Delaware Trust”), a non-depository limited purpose Delaware trust
company, is subject to oversight by the State Bank Commissioner of the State of Delaware. These bodies regulate
such matters as policies and procedures on conflicts of interest, account administration and overall governance and
supervisory procedures.

Lehman Brothers Commodity Services Inc. (“LBCS”) is authorized by the Federal Energy Regulatory Commission
(“FERC”) to sell wholesale physical power at market-based rates. As a FERC-authorized power marketer, LBCS is
subject to regulation under the Federal Power Act and FERC regulations.

The SEC’s Regulation NMS, adopted in 2005, will be implemented in stages throughout 2007. It introduces
significant changes to the regulation of trading equities on securities exchanges and marketplaces. Among other
things, it requires “trading centers” (exchanges, alternative trading systems, exchange and OTC market makers and
broker-dealers that execute orders internally by trading as principal or crossing orders as agent) to have policies
designed to prevent the execution of trades at prices inferior to “protected quotations” (automated “best bid and
offer” quotations that are immediately accessible) displayed by other trading centers. While it is too early to predict
the impact that Regulation NMS will have, our equities trading businesses have incurred and will continue to incur
technology and compliance costs associated with the regulation, and it will alter the competitive environment in
which these businesses function.

Non-U.S. Regulation

We do business in the international fixed income and equity markets and undertake international investment banking and
investment management activities, principally through our regional headquarters in London and Tokyo. Lehman
Brothers International (Europe) (“LBIE”) is an authorized investment firm in the United Kingdom and is a member of
the London, Frankfurt, Paris and Milan exchanges, among others. The U.K. Financial Services and Markets Act 2000
(the “FSMA”) and rules promulgated thereunder govern all aspects of the United Kingdom investment business,
including regulatory capital, sales, research and trading practices, use and safekeeping of client funds and securities,
record keeping, margin practices and procedures, approval standards for individuals, periodic reporting and settlement
procedures. Pursuant to the FSMA, certain of our subsidiaries are subject to regulations promulgated and administered
by the U.K. Financial Services Authority (“FSA”).

The European Union (“E.U.”) Market Abuse Directive establishes a common regulatory framework for policing market
manipulation and insider dealing in Europe, creating offenses of dealing on the basis of inside information and
manipulating the market, and imposing obligations on issuers to disclose inside information to the market and to
maintain lists of all those with access to inside information and obligations on investment firms to report suspicious
transactions and disclose information about research sources and methods and conflicts of interest. U.K. regulations
implementing the Directive came into effect on July 1, 2005. Other member states in which we do business have largely
completed implementation of the directive as well.

The E.U. Prospectus Directive, which regulates the drafting and publication of prospectuses when securities are offered
to the public and/or admitted to trading on a regulated market in the E.U., has now been implemented in almost all
member states including the U.K. The Directive allows issuers to raise capital in any E.U. member state using a
prospectus drawn up and approved in a single member state. It also enables a single competent authority to review and
approve prospectuses. Companion legislation, the Transparency Directive, sets standards for periodic financial reporting
for issuers whose securities are admitted to trading on a regulated market in the E.U., as well as for disclosure of major
shareholdings; it is scheduled to be implemented in 2007.

We also expect in 2007 the implementation of the E.U. Markets in Financial Instruments Directive or "MiFID,” a major
piece of legislation that updates and expands the current framework for regulating exchanges, multilateral trading
facilities and investment firms on a pan-European basis. MiFID will facilitate cross-border business by investment firms
by generally establishing the regulatory regime of the member state from which a firm is operating as controlling, and
will impose a new set of organizational and conduct of business requirements on investment firms. In the U K., regulated
firms are bound by a number of other laws and regulations, namely the First and Second E.U. Money Laundering
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Directives, the Proceeds of Crime Act 2002, the Terrorism Act 2000 and the Money Laundering Regulations 2003.
Collectively, these require firms to have policies and controls around the identification of clients, reporting suspicious
activity, staff training and awareness, record keeping and making use of international findings. We have established
appropriate policies, procedures and internal controls that are designed to comply with these rules and regulations.

Lehman Brothers Japan Inc. (“LBJ”) is a registered securities company in Japan and a member of the Tokyo Stock
Exchange Inc., the Osaka Securities Exchange Co., Ltd., the Jasdaq Securities Exchange Inc., the Tokyo Financial
Exchange Inc. and the Tokyo Commodity Exchange and, as such, is regulated by the Financial Services Agency, the
Securities Exchange Surveillance Commission, the Japan Securities Dealers Association, the Financial Futures
Association of Japan, the Tokyo Metropolitan Government and those exchanges.

Lehman Brothers Asia Limited (“LBAL”) is a licensed entity in Hong Kong regulated by the Securities and Futures
Commission for dealing in securities and futures, and advising on securities and corporate finance. LBAL is also
approved to act as a sponsor for Hong Kong initial public offering transactions.

Bankhaus is regulated by the German Federal Supervisory Authority for the Financial Service Industry.

LBI, LBIE, LBJ and many of our other subsidiaries are also subject to regulation by securities, banking and finance
regulatory authorities, securities exchanges and other self-regulatory organizations in numerous other countries in which
they do business.

Research

The research areas of investment banks have been and remain the subject of regulatory scrutiny. The SEC, NYSE
and NASD have adopted rules imposing restrictions on the interaction between equity research analysts and
investment banking personnel at member securities firms, Various non-U.S. jurisdictions have imposed both
substantive and disclosure-based requirements with respect to research, and continue to consider additional
regulation. In addition, we are a party to a settlement with certain federal and state securities regulators and self-
regulatory organizations that imposes restrictions on the interaction between research and investment banking
departments and requires us to fund the provision of independent research to our clients.

Mortgage Lending

We originate, purchase and securitize commercial and residential mortgage loans through LBB, Bankhaus and other
subsidiaries in the U.S., Europe and Asia, and we are subject to an extensive body of U.S. federal and state mortgage
laws and regulations, as well as laws and regulations in other countries, including the U.K., the Netherlands, Japan
and South Korea. In recent years, individual cities and counties in the U.S. have begun to enact laws that restrict
non-prime loan origination activities. The U.S. federal government is also considering legislative and regulatory
proposals in this regard. In September 2006, U.S. federal bank regulators issued interagency guidance applicable to
federally chartered lenders such as LBB covering certain residential mortgage loan products that allow borrowers to
defer repayment of principal or interest. This guidance covers a number of topics related to loan terms and
underwriting standards, risk management practices and consumer protection issues. It remains unclear how this
guidance will be interpreted, what effect it will have on our business and whether it will change the overall
competitive landscape in the mortgage industry.

Protection of Client Information

Many aspects of our business are subject to increasingly comprehensive legal and regulatory requirements
concerning the use, safeguarding and disposal of certain client information, including those adopted pursuant to the
Gramm-Leach-Bliley Act of 1999, the Fair and Accurate Credit Transactions Act of 2003 and a number of state data
protection laws in the U.S,, the E.U. Data Protection and Telecommunications Privacy Directives and member state
implementations, and various laws in Asia, including the Japanese Personal Information Protection Law and the
Hong Kong Personal Data (Privacy) Ordinance. We monitor these matters closely and adopt policies and procedures
to comply with such requirements.

Anti-Money Laundering

The USA PATRIOT Act of 2001 contains anti-money laundering and anti-terrorism laws that mandate the
implementation of various regulations applicable to banks, broker-dealers, futures commission merchants and other
financial services companies, including standards for verifying client identity at account opening, standards for
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conducting enhanced due diligence and obligations to monitor client transactions and report suspicious activities.
Through these and other provisions, the PATRIOT Act seeks to promote cooperation among financial institutions,
regulators and law enforcement in identifying parties that may be involved in terrorism or money laundering. Anti-
money laundering laws outside of the U.S. contain similar provisions. We have established policies, procedures and
internal controls that are designed to comply with these rules and regulations.

Judicial, Regulatory and Arbitration Proceedings

We are involved in a number of judicial, regulatory and arbitration proceedings concerning matters arising in connection
with the conduct of our business. See Part I, Item 3, “Legal Proceedings,” in this Report for information about certain
pending proceedings.

Capital Requirements

LBI, LOTC, NB LLC, NBMI, LBIE, LBJ, LBB, LBCB, Bankhaus, Trust Company, Delaware Trust, and other
subsidiaries of Holdings are subject to various capital adequacy requirements promulgated by the regulatory,
banking and exchange authorities of the countries in which they operate. In addition, our “AAA” rated derivatives
subsidiaries (Lehman Brothers Financial Products Inc. and Lehman Brothers Derivative Products Inc.) are subject to
capital targets established by various ratings agencies. The regulatory rules referred to above, and certain covenants
contained in various debt agreements, may restrict Holdings’ ability to withdraw capital from certain subsidiaries,
which in turn could limit its ability to commit capital to other businesses, meet obligations or pay dividends to
shareholders. Further information about these requirements and restrictions is contained in “Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Liquidity, Funding and Capital
Resources” in Part II, Item 7, of this Report and in Note 13 to the Consolidated Financial Statements in Part IT, Item 8,
of this Report.

In June 2004, the SEC approved a rule establishing a voluntary framework for comprehensive, group-wide risk
management procedures and consolidated supervision of certain financial services holding companies. We applied
for permission to operate under the rule and received approval effective December 1, 2005. The rule allows LBI to
use an alternative method, based on internal models, to calculate net capital charges for market and derivative-related
credit risk. Under this rule, Lehman Brothers is subject to group-wide supervision and examination by the SEC and
is subject to minimum capital requirements on a consolidated basis generally consistent with the International
Convergence of Capital Measurement and Capital Standards published by the Basel Committee on Banking
Supervision. The CSE Rules are designed to minimize the duplicative regulatory requirements on U.S. securities
firms resulting from the E.U. Directive (2002/87/EC) concerning the supplementary supervision of financial
conglomerates active in the E.U. Under this directive, non-E.U. financial groups that conduct business through
regulated financial entities in the E.U. must first demonstrate that they are subject to equivalent consolidated
supervision at the ultimate holding company level. On November 30, 2005, the FSA determined that the SEC
undertakes equivalent consolidated supervision for Lehman Brothers. See “Management’s Discussion and Analysis
of Financial Condition and Results of Operations—Accounting and Regulatory Developments—Consolidated
Supervised Entity” in Part II, Item 7, of this Report for more information.

Client Protection

LBI and NB LLC are members of the Securities Investor Protection Corporation (“SIPC”). Clients of LBI and NB
LLC are protected by SIPC against some losses. SIPC provides protection against lost, stolen or missing securities
(except loss in value due to a rise or fall in market prices) for clients in the event of the failure of the broker-dealer.
Accounts are protected up to $500,000 per client with a limit of $100,000 for cash balances. In addition to being
members of SIPC, LBI and NB LLC carry excess SIPC protection, which increases each client’s protection up to the
net equity of the account, subject to terms and conditions similar to SIPC. Like SIPC, the excess coverage does not
apply to loss in value due to a rise or fall in market prices. Certain of our non—U.S. broker-dealer subsidiaries
participate in programs similar to SIPC in certain jurisdictions.

Deposits in Lehman Brothers Bank and Lehman Brothers Commercial Bank are insured by the FDIC, subject to
applicable limits per depositor. Lehman Brothers Bankhaus participates in the German Depositors Protection Fund,
which insures deposits from non-bank clients, with applicable limits per depositor.
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Insurance

We maintain insurance coverage in types and amounts and with deductibles that management believes are customary
for companies of similar size and engaged in similar businesses. However, the insurance market is volatile, and there
can be no assurance that any particular coverage will be available in the future on terms acceptable to us.

Employees

As of November 30, 2006, Lehman Brothers employed approximately 25,900 persons. We consider our relationship
with our employees to be good.

ITEM 1A. RISK FACTORS

You should carefully consider the following risks and all of the other information set forth in this Report, including
the Consolidated Financial Statements and the Notes thereto. If any of the events or developments described below
were actually to occur, our business, financial condition or results of operations could be adversely affected.

Market Risk

As a global investment bank, risk is an inherent part of our business. Our businesses are materially affected by
conditions in the financial markets and economic conditions generally, around the world. A favorable business
environment is characterized by many factors, including a stable geopolitical climate, transparent and liquid financial
markets, low inflation, low unemployment, global economic growth and high business and investor confidence.
Concemns about geopolitical developments, energy prices and natural disasters, among other things, can affect the
global financial markets. In addition, economic or political pressures in a country or region may cause local market
disruptions and currency devaluations, which may also affect markets generally. In the event of changes in market
conditions, such as interest or foreign exchange rates, stock, commodity or real estate valuations or volatility, our
businesses could be adversely affected in many ways, including those described below. See Part II, Item 7,
“Management’s Discussion and Analysis of Financial Condition and Results of Operations—Risk Management—
Market Risk” for a further discussion of the market risks to which we are exposed.

Our Client-Flow Revenues May Decline in Adverse Market Conditions. We have been operating in a low interest
rate market for the past several years, though over the past two years some central banks, and in particular the U.S.
Federal Reserve, have raised short-term rates. Further increases in interest rates and long-term rates in particular,
especially if such changes are rapid, may create a less favorable environment for certain of our businesses. Rising
interest rates may cause a decline in our mortgage origination and securitization businesses in particular, as the
volume of our origination and securitization activity may decline. Recently, the residential real estate market in the
U.S. has experienced a downturn due to declining real estate values. Further declines in real estate values could
further reduce our level of mortgage loan originations and could also reduce our level of securitizations.

Our Investment Banking revenues, in the form of financial advisory and debt and equity underwriting fees, are
directly related to the number and size of the transactions in which we participate and would therefore be adversely
affected by a sustained market downturn.

A market downturn would also likely lead to a decline in the volume of capital market transactions that we execute
for our clients and, therefore, to a decline in the revenues we receive from commissions and spreads earned from the
trades we execute for our clients. In addition, because the fees that we charge for managing our clients’ portfolios are
in many cases based on the value of those portfolios, a market downturn that reduces the value of our clients'
portfolios would reduce the revenue we receive from our asset management business. Even in the absence of a
market downturn, below-market investment performance by our fund and portfolio managers could reduce
Investment Management revenues and assets under management.

We May Incur Losses Due to Fluctuations in Market Rates, Prices and Volatility. Market risk is inherent in our
client-driven market-making transactions and proprietary trading and principal investment activities in equity and
fixed income securities, commodities, currencies and derivatives and our mortgage and loan origination and
syndication activities. Fluctuations in market rates, prices and volatility can adversely affect the market value of our
long or short inventory and propriectary and principal positions and, to the extent that such positions are not
adequately hedged, cause the Firm to incur losses. In our market-making transactions, we maintain substantial
inventory positions from time to time, acting as a financial intermediary for our clients, and we hold inventory
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positions in the normal course of business to allow clients to rebalance their portfolios and diversify risks across
market cycles. To the extent that we hold long inventory positions, a downturn in the market could result in losses
from a decline in the value of those positions. On the other hand, to the extent that we have sold inventory short, an
upturn in those markets could expose us to losses as we attempt to cover our short positions by acquiring assets in a
rising market.

In our mortgage and loan origination and securitization businesses, we are also subject to risks from decreasing
interest rates. Most residential mortgages and consumer loans provide that the borrower may repay them early.
Borrowers often exercise this right when interest rates decline. As prepayments increase, the value of mortgages and
other loans with prepayment features held in inventory prior to securitization generally will decrease, and to the
extent that prepayment risk has not been hedged, prepayments may result in a loss.

Market credit spreads are at historically tight levels, and a widening of credit spreads could negatively impact the
value of our corporate debt and other inventory.

We also maintain long and short positions through our other proprietary trading activities and make principal
investments (such as in real estate and private equity), both of which are also subject to market risks. The value of
these positions can be adversely affected by changes in market rates, prices and volatility. These risks will increase
to the extent that we increase our proprietary trading and principal investing activities.

On the other hand our client-flow and proprietary trading businesses generally depend on market volatility to provide
trading and arbitrage opportunities, and a decline in volatility may reduce these opportunities and adversely affect
the results of these businesses.

Holding Large and Concentrated Positions May Expose Us to Losses. Concentration of risk may reduce revenues or
result in losses in our market-making, block trading, underwriting, proprietary trading, principal investment and
lending businesses in the event of unfavorable market movements even when economic and market conditions are
generally favorable for others in the industry. We have committed substantial amounts of capital to these businesses,
which often require us to take large positions in the securities of, or make large loans to, a particular issuer or issuers
in a particular industry, country or region. Moreover, the trend in all major capital markets is towards larger and
more frequent commitments of capital in many of these activities, and we expect this trend to continue. For example,
large positions of securities are increasingly being sold in block trades rather than on a marketed basis, which could
increase the risk that we may be unable to resell the securities at favorable prices. Concentration of risk will increase
to the extent we expand our proprietary trading and principal investing activities or commit additional capital to
facilitate client-driven business.

Market Risk May Increase the Other Risks That We Face. In addition to the potentially adverse effects on our
businesses described above, market risk could exacerbate other risks that we face. For example, if we were to incur
substantial market risk losses, our need for liquidity could rise significantly, while our access to liquidity could be
impaired. In addition, in conjunction with a market downturn, our clients and counterparties could incur substantial
losses of their own, thereby weakening their financial condition and increasing our credit risk exposure to them.
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Credit Risk

We May Incur Losses Associated with Our Credit Exposures. Credit risk represents the possibility a counterparty or
an issuer of securities or other financial instruments we hold or a borrower of funds from us will be unable to honor
its contractual obligations to us. These parties may default on their obligations to us due to bankruptcy, lack of
liquidity, operational failure or other reasons. Default risk may also arise from events or circumstances that are
difficult to foresee or detect, such as fraud. Credit risk may arise, for example, from holding securities of third
parties; entering into swap or other derivative contracts under which counterparties have obligations to make
payments to us; executing securities, futures, currency or commodity trades that fail to settle at the required time due
to non-delivery by the counterparty or systems failure by clearing agents, exchanges, clearing houses or other
financial intermediaries; and extending credit to our clients through bridge or margin loans or other arrangements.
See Part I1, Item 7, “Management'’s Discussion and Analysis of Financial Condition and Results of Operations—Risk
Management—Credit Risk” for a further discussion of the credit risks to which we are exposed. Our principal focus
has been acting as an intermediary of credit. In recent years, we have expanded our activities associated with
providing our clients access to credit and liquidity and have also expanded our swaps and derivatives businesses. As
a result, our credit exposures have increased in amount and in duration.

Defaults by Another Large Financial Institution Could Adversely Affect Financial Markets Generally. The commercial
soundness of many financial institutions may be closely interrelated as a result of credit, trading, clearing or other
relationships between the institutions. As a result, concems about, or a default by, one institution could lead to
significant market-wide liquidity problems, losses or defaults by other institutions. This is sometimes referred to as
“systemic risk” and may adversely affect financial intermediaries, such as clearing agencies, clearing houses, banks,
securities firms and exchanges, with which we interact on a daily basis, and therefore could adversely affect Lehman
Brothers.

Liquidity Risk
Liquidity, that is, ready access to funds, is essential to our businesses. Financial institutions rely on external

borrowings for the vast majority of their funding, and failures in our industry are typically the result of insufficient
liquidity.

An Inability to Access the Debt Markets Could Impair Our Liquidity. We maintain a liquidity pool available to
Holdings that is intended to cover all expected cash outflows for one year in a stressed liquidity environment, which
assumes, among other things, that during that year we cannot issue unsecured debt. See Part II, Item 7,
“Management’s Discussion and Analysis of Financial Condition and Results of Operations—Liquidity, Funding and
Capital Resources—Liquidity Risk Management” for a discussion of our liquidity needs and liquidity management.

To the extent that a liquidity event lasts for more than one year, or our expectations concerning the market conditions
that exist during a liquidity event, or our access to funds, prove to be inaccurate (e.g., the level of secured financing
“haircuts” (the difference between the market and pledge value of the assets) required to fund our assets in a stressed
market event is greater than expected, or the amount of drawdowns under our commitments to extend credit in a
stressed market environment exceeds our expectations, our ability to repay maturing indebtedness and fund
operations could be significantly impaired. Even within the one-year time frame contemplated by our liquidity pool,
we depend on continuous access to secured financing in the repurchase and securities lending markets, which could
be impaired by factors that are not specific to Lehman Brothers, such as a severe disruption of the financial markets.

We Are a Holding Company and Are Dependent on Our Subsidiaries for Funds. Since Holdings is primarily a
holding company, our cash flow and consequent ability to pay dividends and satisfy our obligations under securities
we issue are dependent upon the earnings of our subsidiaries and the distribution of those earnings as dividends or
loans or other payments by those subsidiaries to Holdings. Several of our principal subsidiaries are subject to various
capital adequacy requirements promulgated by the regulatory, banking and exchange authorities of the countries in
which they operate and/or to capital targets established by various ratings agencies. These regulatory rules, and
certain covenants contained in various debt agreements, may restrict our ability to withdraw capital from our
subsidiaries by dividends, loans or other payments. Further information about these requirements and restrictions is
set forth in Note 13 to the Consolidated Financial Statements in Part II, Item 8, of this Report. Additionally, our
ability to participate as an equity holder in any distribution of assets of any subsidiary upon liquidation is generally
subordinate to the claims of creditors of the subsidiary.
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Credit Ratings

Our borrowing costs and our access to the debt capital markets depend significantly on our credit ratings. A
reduction in our long- or short-term credit ratings could increase our borrowing costs, limit our access to the capital
markets and trigger additional collateral requirements in derivative contracts and other secured funding
arrangements. Credit ratings are also important to us when competing in certain markets, such as longer-term over-
the-counter derivatives. Therefore, a substantial reduction in our credit ratings would reduce our earnings and
adversely affect our liquidity and competitive position. See Part II, Item 7, “Management's Discussion and Analysis
of Financial Condition and Results of Operations—Liquidity, Funding and Capital Resources—Liquidity Risk
Management” and “—Credit Ratings” for additional information concerning our credit ratings.

Operational Risk

Operational Risks May Disrupt Our Businesses, Result in Losses or Reputational Damage or Limit Our Growth. We
face operational risk arising from errors made in the execution, confirmation or settlement of transactions or from
transactions not being properly recorded, evaluated or accounted for. Derivative contracts are not always confirmed
by the counterparties on a timely basis; while the transaction remains unconfirmed, we are subject to heightened
credit and operational risk and in the event of a default may find it more difficult to enforce the contract. Our
businesses are highly dependent on our ability to process, on a daily basis, a large number of transactions across
numerous and diverse markets in many currencies and the transactions we process have become increasingly
complex. Consequently, we rely heavily on our financial, accounting and other data processing systems. If any of
these systems do not operate properly or are disabled, we could suffer financial loss, a disruption of our businesses,
liability to clients, regulatory intervention or reputational damage. The inability of our systems to accommodate an
increasing volume of complex transactions could also constrain our ability to expand our businesses. In recent years,
we have substantially upgraded and expanded the capabilities of our data processing systems and other operating
technology, and we expect that we will need to continue to upgrade and expand in the future to avoid disruption of,
or constraints on, our operations.

Our businesses and operations rely on the secure processing, storage and transmission of confidential and other
information, and, increasingly, on the internet. We take extensive protective measures for our computer systems,
internet sites, software and networks to protect against vulnerabilities to unauthorized access, computer viruses,
denial of service attacks or other events that could have a security or business impact. If, nevertheless, such events
should occur, they could result in significant losses or reputational damage.

We also face the risk of operational or business failure of any of the clearing agents or other financial intermediaries
or data providers we use, and as our interconnectivity with our clients grows, we face higher levels of operational
risk that could adversely affect our ability to effect transactions, service our clients and manage our exposure to risk.

When we originate or purchase residential mortgage loans, we rely heavily upon information supplied by third
parties, including the information contained in the loan application, property appraisal, title information and
employment and income documentation. If any of this information is intentionally or negligently misrepresented,
whether by the loan applicant, the mortgage broker, another third party or one of our employees, and such
misrepresentation is not detected prior to loan funding, the value of the loan may be significantly lower than
expected and/or be unsaleable or subject to repurchase if it is sold prior to detection of the misrepresentation. While
relevant laws may not explicitly hold the originating lenders responsible for the legal violations of mortgage brokers,
increasingly federal and state agencies have sought to impose such assignee liability.

In addition, despite the contingency plans we have in place, our ability to conduct business may be adversely
impacted by a disruption in the infrastructure that supports our businesses and the communities in which we are
located. This may include a disruption involving electrical systems, communications, transportation or other services
used by Lehman Brothers or third parties with which we conduct business, terrorist activities or disease pandemics.
See “Management’s Discussion and Analysis of Financial Condition and Results of Operations—Risk Management” in
Part 11, Item 7, of this Report for a description of our Risk Management infrastructure and procedures.

Acquisitions or Joint Ventures Could Present Unforeseen Integration Obstacles or Costs. Acquisitions and joint
ventures involve a number of risks and present financial, managerial and operational challenges, including difficulty
with integrating personnel and financial and other systems, hiring additional management and other critical personnel
and increasing the scope, geographic diversity and complexity of our operations. In addition, we may not realize the
anticipated benefits from an acquisition, and we may be exposed to additional liabilities of any acquired business.
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Legal, Regulatory and Reputational Risk

We face the risk of litigation and intervention by regulatory authorities in all jurisdictions in which we conduct our
businesses. Among other things, we could be subject to judgments or fines, be prohibited from engaging in some of
our business activities or be subjected to limitations or conditions on our business activities, all of which could result
in significant losses or reputational damage.

We Face Significant Litigation Risks in Our Businesses. The volume of litigation against financial services firms and
the amount of damages claimed has increased over the past several years. We are exposed to potential liability as an
underwriter under securities or other laws for materially false or misleading statements made in connection with
securities and other transactions, potential liability for the “fairness opinions” and other advice we provide to
participants in corporate transactions and disputes over the terms and conditions of complex trading arrangements.
We also face the possibility that counterparties in complex or risky trading transactions will claim that we improperly
failed to tell them of the risks or that they were not authorized or permitted to enter into these transactions with us
and that their obligations to Lehman Brothers are not enforceable. In our Investment Management segment, we are
exposed to claims against us for recommending investments that are not consistent with a client's investment
objectives or engaging in unauthorized or excessive trading. During a prolonged market downturn, we would expect
these types of claims to increase. We are also subject to claims arising from disputes with employees for alleged
discrimination or harassment, among other things. These risks often may be difficult to assess or quantify, and their
existence and magnitude often remain unknown for substantial periods of time. We incur significant legal expenses
every year in defending against litigation, and we expect to continue to do so in the future. See Part I, Item 3, “Legal
Proceedings” for a discussion of some of the legal and regulatory matters in which we are currently involved.

Extensive Regulation of Our Businesses Limits Our Activities and May Subject Us to Significant Penalties. Lehman
Brothers, as a participant in the financial services industry, is subject to extensive regulation under both federal and
state laws in the U.S. and under the laws of the many global jurisdictions in which we do business. We are also
regulated by a number of self-regulatory organizations. The industry has experienced increased scrutiny from a
variety of regulators, including the SEC, NYSE, NASD and state attorney generals. Penalties and fines sought by
regulatory authorities in our industry have increased substantially over the last several years. The requirements
imposed by our regulators are designed to ensure the integrity of the financial markets and to protect customers and
other third parties who deal with Lehman Brothers. Consequently, these regulations often serve to limit our activities,
including through net capital, customer protection and market conduct requirements. If we were found to have
breached certain of these rules or regulations, we could face the risk of significant intervention by regulatory
authorities, including extended investigation and surveillance activity, adoption of costly or restrictive new
regulations and judicial or administrative proceedings that may result in substantial penalties. Among other things,
we could be fined or prohibited from engaging in some of our business activities.

Additional legislation and regulations, changes in rules imposed by regulatory authorities, self-regulatory organizations
and exchanges or changes in the interpretation or enforcement of existing laws and rules may adversely affect our
business and profitability. Our business may be materially affected not only by regulations applicable to us as an
investment bank, but also by regulations of general application, including existing and proposed tax legislation and other
governmental regulations and policies (including the interest rate and monetary policies of the Federal Reserve Board
and other central banks) and changes in the interpretation or enforcement of existing laws and rules that affect the
business and financial communities.

In emerging markets in particular, we may be subject to risks of possible price controls, capital controls, currency
exchange controls and other restrictive governmental actions. In many countries, the laws and regulations applicable to
the securities and financial services industries are uncertain and evolving, and it may be difficult for us to determine the
exact requirements of local laws in every market. We are also subject to greater risk in these jurisdictions that
transactions we structure might not be legally enforceable in all cases. In addition, in conducting business in these
jurisdictions, we are often faced with the challenge of ensuring that our activities are also consistent with U.S. or other
laws with extra-territorial application, such as the USA PATRIOT Act and the U.S. Foreign Corrupt Practices Act. Our
failure to comply with such laws could result in significant losses or reputational damage.

We are subject to the income tax laws of the jurisdictions in which we have business operations. These tax laws are
complex and may be subject to different interpretations by the taxpayer and the relevant governmental taxing authorities.
We must make judgments and interpretations about the application of these inherently complex tax laws when
determining the provision for income taxes. We are subject to contingent tax risk that could adversely affect our results
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of operations, to the extent that our interpretations of tax laws are disputed upon examination or audit and are settled in
amounts in excess of established reserves for such contingencies.

See Part I, Item 1, “Business—Regulation” for a further discussion of the regulatory environment in which we conduct
our businesses.

Our Mortgage Origination Business is Subject to Special Litigation and Regulatory Risks. The laws and regulations of
the various jurisdictions in which we conduct our mortgage lending business are complex, frequently changing and, in
some cases, in direct conflict with each other. In particular, this business is subject to various laws, regulations and
guidance that restrict non-prime loan origination or purchase activities. Some of these laws and regulations provide for
extensive assignee liability for warehouse lenders, whole loan buyers and securitization trusts. In addition, the recent
downturn in the U.S. residential real estate market could result in increased complaints and claims relating to non-prime
mortgage origination practices. As our mortgage origination operations continue to grow, both internally and through
acquisitions, it may be more difficult to comprehensively identify and accurately interpret, and to implement our risk-
management policies, properly program our systems and effectively train our personnel with respect to, all of these laws
and regulations, thereby potentially increasing our exposure to the risks of noncompliance, including possible civil and
criminal liability, demands for indemnification or loan repurchases from purchasers of our loans (including
securitization trusts), class action lawsuits or administrative enforcement actions. Moreover, our customer base and
counterparties in this business is substantially different from the high-net-worth and institutional customers and
counterparties of most of our other businesses, which presents a different litigation risk profile.

Exposure to Reputational Risks Could Impact the Value of our Brand. Our reputation is critical in maintaining our
relationships with clients, investors, regulators and the general public, and is a key focus in our risk management
efforts. In recent years, there have been a number of highly publicized cases involving fraud, conflicts of interest or
other misconduct by employees in the financial services industry, and we run the risk that misconduct by our
employees could occur. Misconduct by employees could inciude binding Lehman Brothers to transactions that
exceed authorized limits or present unacceptable risks, or hiding from Lehman Brothers unauthorized or
unsuccessful activities, which, in either case, may result in unknown and unmanaged risks or losses. Employee
misconduct could also involve the improper use or disclosure of confidential information, which could result in
regulatory sanctions and serious reputational or financial harm. It is not always possible to deter employee
misconduct, and the precautions we take to prevent and detect this activity may not be effective in all cases. In
addition, in certain circumstances our reputation could be damaged by activities of our clients in which we
participate, or of hedge funds or other entities in which we invest, over which we have little or no control.

Potential Conflicts of Interest Are Increasing. As we have expanded the scope of our businesses and our client base,
we increasingly have to address potential conflicts of interest, including those relating to our proprietary activities.
For example, conflicts may arise between our position as a financial advisor in a merger transaction and a principal
investment we hold in one of the parties to the transaction. In addition, hedge funds and private equity funds are an
increasingly important portion of our client base, and also compete with us in a number of our businesses. In
addition, the SEC and other regulators have increased their scrutiny of potential conflicts of interest. We have
extensive procedures and controls that are intended to ensure that any potential conflicts of interest are appropriately
addressed. However, properly dealing with conflicts of interest is complex and difficult, and our reputation could be
damaged if we fail, or appear to fail, to deal appropriately with conflicts of interest and, it is possible that potential or
perceived conflicts could give rise to litigation or enforcement actions.

Competitive Environment

All aspects of our business are highly competitive. Our competitive success depends on many factors, including our
reputation, the quality of our services and advice, intellectual capital, product innovation, execution ability, pricing,
sales efforts, and the talent of our personnel. Many of our competitors have greater capital resources and greater
geographic reach than we do, which enhances their competitive positions.

We Face Increased Competition Due to a Trend Toward Consolidation. In recent years, there has been substantial
consolidation and convergence among companies in the financial services industry. In particular, a number of large
commercial banks, insurance companies and other broad-based financial services firms have established or acquired
broker-dealers or have merged with other financial institutions. Many of these firms have the ability to offer a wide
range of products, from loans, deposit-taking and insurance to brokerage, asset management and investment banking
services, which may enhance their competitive position. They also have the ability to support investment banking
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and securities products with commercial banking, insurance and other financial services revenues in an effort to gain
market share. These abilities have resulted in pricing pressure in our businesses. We have experienced intense price
competition in some of our businesses in recent years. For example, equity and debt underwriting and trading spreads
and fees for lending and other activities have been under competitive pressure for a number of years.

Our Revenues May Decline Due to Competition from Alternative Trading Systems. Securities and futures
transactions are now being conducted through the internet and other alternative, non-traditional trading systems, and
it appears that the trend toward alternative trading systems will continue and probably accelerate. A dramatic
increase in computer-based or other electronic trading may adversely affect our commission and trading revenues.

Our Ability to Retain Our Key Employees is Critical to the Success of Our Business. Our people are our most
important resource. Qur ability to continue to compete effectively in our businesses will depend upon our ability to
attract top talent and retain and motivate our existing employees while managing compensation costs.

Risk Management

We have devoted significant resources to develop our risk management policies and procedures and expect to
continue to do so in the future. Nonetheless, our hedging strategies and other risk management techniques may not be
fully effective in mitigating our risk exposure in all market environments or against all types of risk, including risks
that are unidentified or unanticipated. Some of our methods of managing risk are based upon our use of observed
historical market behavior. As a result, these methods may not predict future risk exposures, which could be
significantly greater than the historical measures indicate. Management of operational, legal and regulatory risk
requires, among other things, policies and procedures to record properly and verify a large number of transactions
and events, and these policies and procedures may not be fully effective. See Part II, Item 7, “Management's
Discussion and Analysis of Financial Condition and Results of Operations—Risk Management” for a discussion of
the policies and procedures we use to identify, monitor and manage the risks we assume in conducting our
businesses.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

Our world headquarters is a 1,050,000 square-feet owned office tower at 745 Seventh Avenue in New York City.
We also lease approximately 1,700,000 square-feet of office space in the New York metropolitan area. In addition
to our offices in the New York area, we have offices in approximately 33 principal locations in the Americas.

Our European headquarters is an 820,000 square feet leased facility in the Canary Wharf development, east of the
City of London. In addition to our European headquarters, we have an additional 10 principal locations in Europe.

Our Asian headquarters is located in approximately 200,000 square-feet of leased office space in the Roppongi Hills
area of central Tokyo, Japan. We lease office space in nine other principal locations in Asia.

In addition to our principal locations listed above, we occupy space in various other facilities. Including the locations
noted above, we lease approximately 4,800,000 square-feet in the Americas, 1,200,000 square-feet in Europe and
800,000 square-feet in Asia.

All three of our business segments (as described herein) use the occupied facilities described above. We believe that
the facilities we occupy are adequate for the purposes for which they are used and the occupied facilities are well
maintained.

Additional information with respect to facilities and lease commitments is set forth under the caption “Lease
Commitments” in Note 11 to the Consolidated Financial Statements in Part II, Item 8, of this Report.

ITEM 3. LEGAL PROCEEDINGS

We are involved in a number of judicial, regulatory and arbitration proceedings concerning matters arising in connection
with the conduct of our business. Such proceedings include actions brought against us and others with respect to
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transactions in which we acted as an underwriter or financial advisor, actions arising out of our activities as a broker or
dealer in securities and commodities and actions brought on behalf of various classes of claimants against many
securities and commodities firms, including us.

Although there can be no assurance as to the ultimate outcome, we generally have denied, or believe we have a
meritorious defense and will deny, liability in all significant cases pending against us, including the matters described
below, and we intend to defend vigorously each such case. Based on information currently available, we believe the
amount, or range, of reasonably possible losses in connection with the actions against us, including the matters described
below, in excess of established reserves, in the aggregate, not to be material to the Company’s consolidated financial
condition or cash flows. However, losses may be material to our operating results for any particular future period,
depending on the level of our income for such period.

Bader v. Ainslie, et al.

On August 3, 2006, a purported shareholder derivative action captioned Bader v. Ainslie, et al., was filed against
Holdings and the members of its Board of Directors (the “Directors”) in the United States District Court for the Southern
District of New York (the “New York District Court”) seeking various types of equitable and injunctive relief. The
complaint purports to bring claims under Section 14(a) of the Securities Exchange Act of 1934 and unspecified state law
fiduciary duty claims alleging that the Firm’s proxy statements for the years 2002 through 2006 contained false or
misleading statements or failed to disclose material facts. Specifically, the complaint alleges that the Black-Scholes
method of valuing stock options granted to the Directors and executive officers of Holdings and the deductibility of
those options were incorrectly described and applied. Holdings and the Directors entered into a settlement agreement
with plaintiffs on January 10, 2007. The settlement has been submitted to the New York District Court for its
preliminary approval, a hearing on which will be held on February 9, 2007.

Actions Regarding Enron Corporation

Enron Securities Purchaser Actions. In April 2002, a Consolidated Complaint for Violation of the Securities Laws
was filed in the United States District Court for the Southern District of Texas (the “Texas District Court™),
captioned In re Enron Corporation Securities Litigation (the “Enron Litigation”), based on the theory that the
various investment bank defendants and other-related Enron individuals engaged or participated in manipulative
devices to inflate Enron’s reported profits and financial condition, made false or misleading statements and
participated in a scheme or course of business to defraud Enron’s shareholders. LBI and Holdings were originally
named in this action, and settled any claims therein in 2005. The matters discussed below were related to the Enron
Litigation and remained pending at the time of the filing of Holdings’ most recent Report on Form 10-Q.

In May 2002, American National Insurance Company and certain of its affiliates filed a complaint against LBI,
Holdings, Lehman Commercial Paper Inc. (“LCPI”) and a broker formerly employed by Lehman. The amended
complaint, filed in October 2003, is based on allegations similar to those in the Enron Litigation and asserts that
plaintiffs relied on defendants’ allegedly false and misleading statements in purchasing and continuing to hold Enron
debt and equities in their LBI accounts. The amended complaint alleged violations of the Texas Securities Act,
violations of the Texas Business and Commerce Code, fraud, breach of fiduciary duty, negligence and professional
malpractice, and sought unspecified compensatory and punitive damages. The action was coordinated for pretrial
purposes with the Enron Litigation. This action was settled in December 2006, and the Texas District Court
dismissed it with prejudice on January 4, 2007.

In August 2002, a complaint was filed against Holdings and four other commercial or investment banks, among other
defendants, by the Public Employees Retirement System of Ohio and three other state employee retirement plans,
containing allegations similar to those in the Enron Litigation. Against Holdings, the complaint alleges claims for
common law fraud and deceit, aiding and abetting common law fraud, conspiracy to commit fraud, negligent
misrepresentation and violation of the Texas Securities Act, and seeks unspecified compensatory and punitive
damages. This action was consolidated with the Enron Litigation, and the parties have agreed to a settlement which
is subject to documentation and dismissal of the case.

In April 2003, Westboro Properties LLC and Stonehurst Capital, Inc. filed a complaint against LBI, Holdings and
other commercial or investment banks. Plaintiffs alleged that defendants engaged in violations of the Texas
Securities Act, statutory fraud in stock transactions, fraud, negligence and professional malpractice, and violations of
Sections 12 and 15 of the Securities Act in inducing plaintiffs to purchase certain certificates, or investments, in two
special purpose entities (“SPEs”), Osprey I and Osprey Il and raised claims similar to those pending in the Enron
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Litigation. Plaintiffs sought unspecified actual, special and punitive damages and equitable relief. The action was
consolidated with the Enron Litigation. L.BI and Holdings settled this case in December 2005, and the final order of
dismissal by the Texas District Court was entered on January 20, 2006.

In September 2003, a purported class action complaint was filed against Holdings and seven other commercial or
investment banks, among other defendants, by Sara McMurray on behalf of purchasers of Enron common stock
between October 16, 1998 and November 27, 2001, making similar allegations to those in the Enron Litigation.
Plaintiff alleged negligent misrepresentation, common law fraud, breach of fiduciary duty and aiding and abetting
breach of fiduciary duty, and sought unspecified damages for lost investment opportunities and lost benefit of the
bargain. This action was consolidated with the Enron Litigation in the Texas District Court. Similarly, in January
2004, a purported class action complaint was filed against Holdings and other commercial or investment banks,
among other defendants, by William Young and Frank Conway on behalf of all persons who held Enron shares from
April 13, 1999 through November 8, 2001. Making aliegations similar to those in the Enron Litigation, plaintiffs
allege claims for negligent misrepresentation and common law fraud and seek unspecified compensatory damages.
This action was coordinated for pretrial purposes with the Enron Litigation in the Texas District Court. In both of
these actions, plaintiffs filed motions to voluntarily dismiss Holdings from the action without prejudice. Before
those motions were ruled upon, new complaints were filed that did not name Holdings.

Other Actions. In November 2003, Enron filed two nearly identical lawsuits against LCPI, LBIE and other
commercial paper dealers and investors in the United States Bankruptcy Court for the Southern District of New
York. The complaints allege that monies paid by Enron in October and November 2002 to repurchase its
outstanding commercial paper shortly before its maturity were preferential payments and/or fraudulent conveyances
under the Bankruptcy Code. Among other things, the complaints seek to avoid and recover these payments from the
defendants. In total, approximately $500 million is sought from LCPI and LBIE, nearly all of which relates to
LCPI’s role as intermediary between Enron and several co-defendant holders of the commercial paper.

In March 2004, LIM2 Liquidation Statutory Trust B and its managing trustee filed a complaint in Delaware
Chancery Court (the “Delaware Chancery Court action”) against the limited partners in LIM2 Co-Investment L.P.,
including LB I Group Inc., alleging that the limited partners improperly rescinded a capital call. The complaint
asserted claims against the LB I Group Inc. for violations of the Delaware Revised Uniform Limited Partnership Act,
breach of the partnership and subscription agreements, breach of the credit agreement, tortious interference, aiding
and abetting a breach of fiduciary duty, avoidable transfer, breach of the covenant of good faith and fair dealing,
unjust enrichment, breach of the partnership agreement and conspiracy to engage in fraudulent transfer. Plaintiffs
sought monetary damages of approximately $75 million in the aggregate from the limited partners, plus interest and
costs, as well as specific enforcement of the obligation to make capital contributions.

In April 2004, LYM2 Liquidation Statutory Trust B and its managing trustee filed an amended complaint against the
limited partners of LJIM2 Co-Investment, L.P., including LB I Group Inc., alleging that the distributions to the
limited partners were fraudulent transfers and violated the Delaware Revised Uniform Limited Partnership Act.
Plaintiffs sought monetary damages of approximately $75 million in the aggregate from the limited partners, plus
interest and costs. That action was pending in the United States Bankruptcy Court for the Northern District of Texas
(the “Texas proceeding”).

On September 8, 2006, the Delaware Chancery Court action and the Texas proceeding were settled pursuant to a
confidential settlement agreement. On December 14, 2006, the parties to the Texas proceeding (including LB I
Group Inc.) filed a stipulation of voluntary dismissal in the Texas Bankruptcy Court dismissing the Texas proceeding
with prejudice. On December 15, 2006, the managing trustee of LIM2 Liquidation Statutory Trust B filed a notice
of voluntary dismissal in the Delaware Chancery Court dismissing the Delaware Chancery Court action with
prejudice.

First Alliance Mortgage Company Matters

During 1999 and the first quarter of 2000, LCPI provided a warehouse line of credit to First Alliance Mortgage
Company (“FAMCO”), a subprime mortgage lender, and LBI underwrote the securitizations of mortgages originated by
FAMCO. In March 2000, FAMCO filed for bankruptcy protection in the United States Bankruptcy Court for the
Central District of California (the “California Bankruptcy Court”). In August 2001, a class action (the “Class Action’)
was filed in the California Bankruptcy Court, on behalf of a class of FAMCO borrowers seeking equitable subordination
of LCPI’s (among other creditors’) liens and claims. In October 2001, the complaint was amended to add LBI as a
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defendant and to add claims for aiding and abetting fraudulent lending activities by FAMCO and for unfair competition
under the California Business and Professions Code. In August 2002, a Second Amended Complaint was filed, which
added a claim for punitive damages and extended the class period from May 1, 1996, until FAMCO’s bankruptcy filing.
The complaint sought actual and punitive damages, the imposition of a constructive trust on all proceeds paid by
FAMCO to LCPI and LBI, disgorgement of profits and attorneys fees and costs.

In November 2001, the Official Joint Borrowers Committee (the “Committee’) initiated an adversary proceeding, on
behalf of the FAMCO-related debtors, in the California Bankruptcy Court by filing a complaint ultimately against LCPI,
LBI (the “Lehman defendants”) and several individual officers and directors of FAMCO and its affiliates. As to the
Lehman defendants, the Committee asserted various bankruptcy claims for avoidance of liens, aiding and abetting and
breach of fiduciary duty.

The United States District Court for the Central District of California (the “California District Court™) withdrew the
reference to the California Bankruptcy Court and consolidated these cases before the California District Court, A class
was certified in November 2002, and subsequently amended, to certify the Class Action as being brought on behalf of a
class of all persons who acquired mortgage loans from FAMCO from 1999 through March 31, 2000, which were used as
collateral for FAMCO’s warehouse credit line with LCPI or were securitized in transactions underwritten by LBI. The
trial began in February 2003.

In June 2003, the California District Court dismissed plaintiffs’ claim for punitive damages. Also in June 2003, the jury
rendered its verdict, finding LBI and LCPI liable for aiding and abetting FAMCO’s fraud. The jury found damages of
$50.9 million and held the Lehman defendants responsible for 10% of those damages. In July 2003, the California
District Court entered findings of fact and conclusions of law relating to all claims still pending and holding that any
transfers to LLCPI were not fraudulent and its liens were not avoidable, nor was equitable subordination of amounts owed
by FAMCO to LCPI at the time of the Chapter 11 filing warranted. Judgment was entered in November 2003 on the
jury verdict. On December 8, 2006, the United States Court of Appeals for the Ninth Circuit issued a decision on the
appeals of all parties, affirming the jury verdict on liability, rejecting all plaintiffs’ claims for further relief, vacating the
damages verdict and remanding the matter for further proceedings on the proper calculation of “out of pocket” damages
rather than the higher benefit of the bargain damages upon which the jury based its verdict.

In June 2003, the Attorney General of the State of Florida filed a civil complaint against LCPI in the Circuit Court of the
17" Judicial Circuit in and for Broward County, Florida, alleging violations of the Florida Unfair and Deceptive Trade
Practices Act and common law fraud. The allegations arise out of LCPI’s relationship with FAMCO insofar as FAMCO
did business with Florida borrowers. The Florida Attorney General alleges in the complaint that, among other things,
LCPI provided financing to FAMCO, despite LCPI’s purported knowledge that FAMCO was engaged in “predatory
lending” practices. The complaint seeks a permanent injunction, compensatory and punitive damages, civil penalties,
attorney'’s fees and costs.

IPO Allocation Cases

Securities Action. LBI was named as a defendant in numerous purported securities class actions that were filed between
March and December 2001 in the New York District Court. The actions, which allege improper IPO allocation
practices, were brought by persons who, either directly or in the aftermarket, purchased IPO securities during the period
between March 1997 and December 2000. The plaintiffs allege that LBI and other IPO underwriters required persons
receiving allocations of IPO shares to pay excessive commissions on unrelated trades and to purchase shares in the
aftermarket at specified escalating prices. The plaintiffs, who seek unspecified compensatory damages, claim that these
alleged practices violated various provisions of the federal securities laws, specifically Sections 11, 12(a)(2) and 15 of
the Securities Act and Sections 10(b) and 20(a) of the Exchange Act.

Plaintiffs filed 310 actions, each relating to a distinct offering, which actions were consolidated for pretrial purposes
before a single judge. LBI is named as a defendant in 83 of those cases. For pretrial coordination purposes, the parties
also designated certain focus cases, which were to be used as guidance for decisions in all cases. In September 2003,
plaintiffs moved for certification of a class of investors in each of six focus cases. On October 13, 2004, the New York
District Court granted plaintiffs’ motion. The defendants (including LBI) appealed to the United States Court of Appeals
for the Second Circuit (the “Second Circuit”), which on December 5, 2006, overturned the decision below, set forth the
standards for class certification and concluded that classes could not be certified based on the facts alleged by plaintiffs.

Antitrust Action. In January 2002, a separate consolidated class action, entitled In re Initial Public Offering Antitrust
Litigation, was filed in the New York District Court against LBI, among other underwriters, alleging violations of

-23.

CONFIDENTIAL TREATMENT REQUESTED BY LBEX-AM 066048
LEHMAN BROTHERS HOLDINGS, INC.



LEHMAN BROTHERS HOLDINGS INC.

federal and state antitrust laws. The complaint alleges that the underwriter defendants conspired to require customers
who wanted IPO allocations to pay the underwriters a percentage of their IPO profits in the form of commissions on
unrelated trades to purchase other, less attractive securities and to buy shares in the aftermarket at predetermined
escalating prices. In November 2003, the court dismissed the antitrust action on the grounds that the conduct alleged was
impliedly immune from the antitrust laws. On appeal, the Second Circuit reversed the New York District Court’s
decision in September 2005. The Supreme Court of the United States granted a petition for certiorari on December 7,
2006 to review the Second Circuit decision.

Issuer Action. In April 2002, a suit was filed in Delaware Chancery Court by Breakaway Solutions Inc. (“Breakaway”),
which names LBI and two other underwriters as defendants (the “Delaware Action”). The complaint purports to be
brought on behalf of a class of issuers who issued securities in IPOs through at least one of the defendants during the
period January 1998 through October 2000 and whose securities increased in value 15% or more above the original
price within 30 days after the IPO. It alleges that defendants under priced IPO securities and allocated those under priced
securities to certain favored customers in return for alleged arrangements with the customers for increased commissions
on other transactions and alleged tie-in arrangements. The complaint asserts claims for breaches of contract, of the
implied covenant of good faith and fair dealing and of fiduciary duty, and for indemnification or contribution and unjust
enrichment or restitution. Breakaway secks, among other relief, class certification, injunctive relief, an accounting,
declarations requiring defendants to indemnify Breakaway in the pending consolidated IPO securities class actions and
determining that Breakaway has no indemnification obligation to defendants in those actions, and compensatory
damages. In August 2004, the court denied defendants’ motion to dismiss. On motion by defendants, the court
reconsidered its prior decision and by order dated December 8, 2005, dismissed all but Breakaway’s claim for breach of
fiduciary duty.

In September 2005, Breakaway commenced an action in the New York State Supreme Court, New York County,
naming the same defendants (the “New York Action™). This action alleges that LBI, as a co-manager of Breakaway’s
initial public offering and in conjunction with the other underwriter defendants, breached a fiduciary duty to Breakaway
and breached the covenant of good faith and fair dealing implied in the underwriting agreement among Breakaway and
the underwriters by allegedly under pricing Breakaway’s shares in the IPO. Unlike the Delaware Action, which
Breakaway purports to bring on behalf of a class of issuers, the New York Action concerns claims brought only on
behalf of Breakaway.

IPO Fee Litigation

Harold Gillet, et al. v. Goldman Sachs & Co., et al.; Yakov Prager, et al. v. Goldman, Sachs & Co., et al.; David
Holyman, et al. v. Goldman, Sachs & Co., et al. Beginning in November 1998, four purported class actions were filed in
the New York District Court against in excess of 25 underwriters of IPO securities, including LBI. The cases were
subsequently consolidated into In re Public Offering Antitrust Litigation. Plaintiffs, alleged purchasers of securities
issued in certain IPOs, seek compensatory and injunctive relief for alleged violations of the antitrust laws based on the
theory that the defendants fixed and maintained fees for underwriting certain IPO securities at supra-competitive levels.
In February 2001, the New York District Court granted defendants’ motion to dismiss the consolidated amended
complaint, concluding that the purchaser plaintiffs lacked standing under the antitrust laws to assert the claims. On
appeal, the Second Circuit reversed and remanded the case to the New York District Court for further proceedings,
including potential dismissal of the claims based on additional arguments raised in the motion to dismiss. The New York
District Court, in an order dated February 24, 2004, dismissed plaintiffs’ claims for monetary damages allowing only
their claims for injunctive relief to proceed.

In re Issuer Plaintiff Initial Public Offering Fee Antitrust Litigation. In April 2001, the New York District Court
consolidated four actions pending before the court brought by bankrupt issuers of IPO securities against more than 20
underwriter defendants (including LBI). In July 2001, the plaintiffs filed a consolidated class action complaint seeking
unspecified compensatory damages and injunctive relief for alleged violations of the antitrust laws based on the theory
that the defendant underwriters fixed and maintained fees for underwriting certain IPO securities at supra-competitive
levels. Two of the four original plaintiffs subsequently withdrew their claims. The remaining plaintiffs filed a motion for
class certification, which the New York District Court denied in an order, dated April 19, 2006. Plaintiffs filed an appeal
with the Second Circuit Court of Appeals.

Mirant Securities Litigation
In November 2002, an amended complaint was filed in the United States District Court for the Northern District of
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Georgia, Atlanta Division, captioned In re Mirant Corporation Securities Litigation. The action is brought on behalf
of a purported class of investors who purchased the securities of Mirant Corporation (“Mirant”) during the period
from September 26, 2000 and September 5, 2002. Plaintiffs name Mirant, various officers and directors, Mirant’s
former parent, The Southern Company, along with its officers and directors, LBI, as a member of the underwriting
syndicate, and eleven other underwriters of Mirant’s IPO of common stock in September 2000. The underwriters are
contractually entitled to customary indemnification from Mirant, but Mirant filed for bankruptcy protection in July
2003. The IPO raised approximately $1.467 billion, of which Lehman Brothers’ underwriting share was 9%. Against
the underwriters, plaintiffs allege violations of Section 11 of the Securities Act. The complaint alleges that the
prospectus and registration statement for the offering contained false and misleading statements or failed to disclose
material facts concerning, among other things, Mirant’s alleged misconduct in energy markets in the State of
California, the accounting for Mirant’s interest in a United Kingdom-based company, Western Power Distribution,
and other accounting issues. The complaint seeks class action certification, unspecified damages and costs.

Research Analyst Independence Litigations

Since the announcement of the final global regulatory settlement regarding alleged research analyst conflicts of
interest at various investment banking firms in the United States, including LBI, in April 2003 (the “Final Global
Settlement”), a number of purported class actions were filed relating to such alleged conflicts. Three, consolidated
actions have been filed against LBI in federal court, two of which have since been dismissed, which are specific to
LBI’s research of particular companies. The actions allege conflicts of interest between LBI's investment banking
business and research activities and seek to assert claims pursuant to Sections 10(b) and 20(a) of the Exchange Act
and Rule 10b-5 there under. In the remaining pending action, relating to RSL Communications, plaintiffs have filed
an amended consolidated complaint, containing essentially the same allegations as the original complaints, but
adding two other investment banks as defendants (Fogarazzo, et al. v. Lehman Brothers Inc., et al.). On July 27,
2005, the New York District Court granted plaintiffs' motion for class certification. On January 26, 2007, the Second
Circuit Court of Appeals accepted the defendants’ appeal and vacated and remanded the case to the New York
District Court in light of the decision in the IPO Allocation Securities Action case discussed above.

In June 2003, a purported derivative action, Bader and Yakaitis P.S.P. and Trust, et al. v. Michael L. Ainslie, et al.,
relating to the Final Global Settlement was filed in New York State Supreme Court, New York County. The suit
names Holdings and its then sitting Board of Directors (the “Board”) as defendants and contends that the Board
should have been aware of and prevented the alleged misconduct that resulted in the settlement with regulators. In
December 2003, plaintiffs filed an amended complaint, reiterating the allegations concerning the alleged failure to
detect and prevent conduct resulting in the Final Global Settlement and adding allegations concerning the alleged
failure to detect and prevent conduct relating to purportedly improper IPO allocation practices, discussed more fully
above under the heading IPO Allocation Cases.
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Short Sales Related Litigation

Commencing in April 2006, LBI was named as a defendant in putative class actions relating to short selling filed in
the New York District Court. In December 2006, the court ordered that the actions be consolidated and renamed the
In re Short Sale Antitrust Litigation. By January 2007, only one plaintiff, Electronic Trading Group, remained in the
case (after earlier-named plaintiffs dropped out) . A second amended complaint was filed, purportedly on behalf of
those who had paid certain fees to broker dealers in connection with borrowing securities against 17 broker-dealers
and other unnamed defendants, including L.BI. The plaintiff alleges that the broker-dealers conspired to fix the
minimum borrowing rate charged their clients for borrowing certain types of securities and to charge their clients
fees, commissions and/or interest to execute short sale transactions when the broker-dealers failed to locate, borrow
and/or deliver the shares, thereby earning illicit profits. The complaint asserts four causes of action: violations of
Section 1 of the Sherman Act, breach of fiduciary duty, aiding and abetting breaches of fiduciary duty, and unjust
enrichment. Plaintiff seeks injunctive relief and unspecified trebled compensatory and punitive damages.

In June 2006, LBI was named as a defendant in an action filed by 40 shareholders of Novastar Financial, Inc.
(“NFI”) against 11 broker-dealers and other unnamed defendants in the Superior Court of California for San
Francisco County. The action alleges that the broker-dealers participated in an illegal stock market manipulation
scheme that involved accepting orders for purchases, sales and short sales of NFI stock with no intention of covering
such orders with borrowed stock or stock issued by NFI. Plaintiffs claim that this scheme caused distortions with
regard to the nature and amount of active trading in NFI stock, thereby causing its share price to decline. The
complaints assert causes of action under California Corporations Code Sections 25400, et seq. and California
Business and Professions Code Sections 17200, et seq. and 17500, et seq. The actions seek unspecified damages.

Wright et al. v. Lehman Brothers Holdings Inc. et al.

In August 2005, A. Vernon Wright and Dynoil Refining LLC sued Holdings, LBI and two current and one former
LBI employees, in Los Angeles Superior Court. Plaintiffs claim negligence, breach of contract, breach of duties of
good faith and fair dealing and of fiduciary duty, interference with prospective business advantage and
misappropriation of trade secrets. Plaintiffs allege that Wright provided Lehman Brothers with confidential
information that Wright, along with certain Chinese interests, intended to buy Unocal, which Lehman Brothers
allegedly passed to Chevron, preventing Wright from executing his plan. Plaintiffs seek $9.2 billion, the alleged
value of the U.S. assets plaintiffs say they would have acquired.

In March 2006, Carlton Energy Group, Muskeg Qil Co and Newco, filed a similar suit against Holdings, LBI, two
different LBI employees named in the Dynoil action and a third Lehman Brothers employee, in state court in Harris
County, Texas. The three plaintiff entities are owned or controlled by Thomas O’Dell and Daniel Chiang, erstwhile
business partners of Vernon Wright. Plaintiffs claim negligence, breach of contract, breach of fiduciary duty, intentional
interference with business relationship, fraud, misrepresentation, misappropriation of trade secrets and quantum merit.
Plaintiffs’ allegations mirror those by Wright and Dynoil. They further allege that Wright is no longer their business
partner. Plaintiffs seek unspecified damages. Plaintiffs have agreed to stay their action and bring their claims in the
action brought by A. Vernon Wright in Los Angeles Superior Court.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.
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PART II

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES

Holdings’ common stock, par value $0.10 per share, is listed on the New York Stock Exchange. As of January 31, 2007,
there were e shares of our common stock outstanding and approximately 22,580 holders of record. On February e,
2007, the last reported sales price of our common stock was $e. The table below shows the high and low sale prices for
the common stock for each fiscal quarter within the two most recent fiscal years:

Price Range of Common Stock

Low Sale Price High Sale Price Dividends

Fiscal 2006:

Fourth Quarter $63.04 $78.89 $0.12

Third Quarter $58.37 $69.48 $0.12

Second Quarter $62.82 $78.85 $0.12

First Quarter $62.14 $74.79 $0.12
Fiscal 2005:

Fourth Quarter $51.86 $66.58 $0.10

Third Quarter $45.53 $54.00 $0.10

Second Quarter $42.96 $48.47 $0.10

First Quarter $41.63 $47.35 $0.10

In January 2007, our Board of Directors increased the fiscal 2007 annual common stock dividend rate to $0.60 per share
from an annual dividend rate of $0.48 per share in fiscal 2006 and $0.40 per share in fiscal 2005. Dividends on the
common stock are generally payable, following declaration by the Board of Directors, in February, May, August and

November.
The above table and common stock dividend per share rates have been adjusted to reflect the April 28, 2006 2-for-1
stock split.
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The table below sets forth information with respect to purchases made by or on behalf of Holdings or any “affiliated
purchaser” (as defined in Rule 10b-18(a)(3) under the Securities Exchange Act of 1934, as amended), of our common
stock during the quarter ended November 30, 2006.

Issuer Purchases of Equity Securities
Total Number of Maximum Number
Shares Purchased of Shares that May

Total Number as Part of Publicly Yet Be Purchased
of Shares Average Price Announced Plans Under the Plans or
Purchased”  Paid per Share  or Programs? Programs @
Month # 1 (September 1— September 30, 2006):
Common stock repurchases ' 1,440,000 1,440,000
Employee transactions 2 191,130 191,130
Total 1,631,130 $68.56 1,631,130 69,249,981
Month # 2 (October 1-—October 31, 2006):
Common stock repurchases ' 3,835,100 3,835,100
Employee transactions 2 600,673 600,673
Total 4,435,773 $76.64 4,435,773 64,814,208
Month # 3 (November 1—November 30, 2006):
Common stock repurchases ! 54,000 54,000
Employee transactions 2 7,640,967 7,640,967
Total 7,694,967 $73.74 7,694,967 57,119,241
Total September 1, 2006—November 30, 2006):
Common stock repurchases ' 5,329,100 5,329,100
Employee transactions 2 8,432,770 8,432,770
Total 13,761,870 $74.06 13,761,870 57,119,241

(1) We have an ongoing common stock repurchase program, pursuant to which we repurchase shares in the open market on a regular basis. In
January 2006 our Board of Directors authorized the repurchase in 2006, subject to market conditions, of up to 80 million shares of
Holdings common stock in 2006, for the management of the Firm’s equity capital, including offsetting 2006 dilution due to employee stock
plans. Our Board also authorized the repurchase in 2006, subject to market conditions, of up to an additional 30 million shares, for the
possible acceleration of repurchases to offset a portion of 2007 dilution due to employee stock plans. This authorization supersedes the
stock repurchase program authorized in January 2005. The number of shares authorized to be repurchased in the open market is reduced by
the actual number of Employee Offset Shares (as defined below) received.

(2) Represents shares of common stock withheld in satisfaction of the exercise price of stock options and tax withholding obligations upon
option exercises and conversion of restricted stock units (collectively, “Employee Offset Shares™).

In January 2007, our Board of Directors has authorized the repurchase, subject to market conditions, of up to 100
million shares of Holdings common stock for the management of our equity capital. This authorization supersedes the
stock repurchase program authorized in 2006. For more information about the repurchase program and employee stock
plans, see “Management’s Discussion and Analysis of Financial Condition and Results of Operations—Liquidity,
Funding and Capital Resources—Equity Management” in Part II, Item 7, Notes 12 and 15 to the Consolidated Financial
Statements in Part I, Item 8, and Security Ownership of Certain Beneficial Owners and Management and Related
Stockholders Matters in Part III, Item 12, in this Report.
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ITEM 6. SELECTED FINANCIAL DATA

The following table summarizes certain consolidated financial information.

Selected Financial Data
In millions, except per common share and selected data and financial ratios
Year ended November 30 2006 2005 2004 2003 2002
Consolidated Statement of Income
Total revenues $ 46,709 $ 32,420 $ 21,250 $ 17,287 $ 16,781
Interest expense 29,126 17,790 9,674 8,640 10,626
Net revenues 17,583 14,630 11,576 8,647 6,155
Non-interest expenses:
Compensation and benefits 8,669 7213 5,730 4318 3,139
Non-personnel expenses 3,009 2,588 2,309 1,716 1,517
Real estate reconfiguration charge — — 19 77 128
September 11th related recoveries, net — _ — —_ (108)
Regulatory settlement — — — — 80
Total non-interest expenses 11,678 9,801 8,058 6,111 4,756
Income before taxes and cumulative effect of accounting change 5,905 4,829 3,518 2,536 1,399
Provision for income taxes 1,945 1,569 1,125 - 765 368
Dividends on trust preferred securities @ — — 24 72 56
Income before cumulative effect of accounting change 3,960 3,260 2,369 1,699 975
Cumulative effect of accounting change 47 — — — —
Net income $ 4,007 $ 3,260 $ 2,369 $ 1,69 $ 975
Net income applicable to common stock : $ 3941 $ 3,191 $ 2297 $ 1,649 $ 906
Consolidated Statement of Financial Condition (at November 30)
Total assets $503,545 $410,063 $357,168 $312,061 $260,336
Net assets™ 268,936 211,424 175,221 163,182 140,488
Long-term borrowings® ¢ 81,178 53,899 49,365 35,885 30,707
Preferred securities subject to mandatory redemption®® — — — 1,310 710
Total stockholders’ equity 19,191 16,794 14,920 13,174 8,942
Tangible equity capital®™ 18,567 15,564 12,636 10,681 9,439
Total long-term capital ® 100,369 70,693 64,285 50,369 40,359
Per Common Share Data’”
Net income (basic) $ 726 $ 574 $ 418 $ 336 $ 185
Net income (diluted) $ 6381 $ 543 $ 395 $ 317 $ 173
Weighted average common shares (basic) (in millions) 543.0 556.3 549.4 4913 4907
Weighted average common shares (diluted) (in millions) 5784 587.2 581.5 519.7 5223
Dividends $ 048 $ 040 $ 032 $ 024 $ 018
Book value (at November 30) ® $ 3387 $ 2875 $ 2466 $ 2209 $ 1707
Selected Data (at November 30)
Leverage ratio 26.2x 24.4x 23.9x 23.7x 29.1x
Net leverage ratio? 14.5x 13.6x 13.9x 15.3x 14.9x
Employees 25,936 22919 19,579 16,188 12,343
Assets under management (in billions) $ 225 $ 175 $ 137 $ 120 $ 9
Financial Ratios (%)
Compensation and benefits/net revenues 49.3 49.3 49.5 499 510
Pre-tax margin 33.6 33.0 304 293 22.7
Return on average common stockholders’ equity 4D 234 21.6 17.9 18.2 112
Return on average tangible common stockholders’ equity a2 29.1 278 247 19.2 115
-20.
CONFIDENTIAL TREATMENT REQUESTED BY LBEX-AM 066054

LEHMAN BROTHERS HOLDINGS, INC.



LEHMAN BROTHERS HOLDINGS INC.

Notes to Selected Financial Data:

(1) Non-personnel expenses exclude the following items: 1) real estate reconfiguration charges of $19 million, $77 million and $128 million for the years
ended November 2004, 2003 and 2002, respectively; and 2) September 11 related recoveries, net of $(108) million, and a regulatory settlement of $80
million for the year ended November 30, 2002.

(2) We adopted FIN 46(R) effective February 29, 2004, which required us to deconsolidate the trusts that issued the preferred securities. Accordingly, at and
subsequent to February 29, 2004, preferred securities subject to mandatory redemption were reclassified to Junior Subordinated notes, a component of
long-term borrowings. Dividends on preferred securities subject to mandatory redemption, which were presented as Dividends on trust preferred
securities in the Consolidated Statement of Income through February 29, 2004, are included in Interest expense in periods subsequent to February 29,
2004.

(3) Net assets represent total assets excluding: 1) cash and securities segregated and on deposit for regulatory and other purposes, 2) securities received as
collateral, 3) securities purchased under agreements to resell, 4) securities borrowed and 5) identifiable intangible assets and goodwill. We believe net
assets are a measure more useful to investors than total assets when comparing companies in the securities industry because it excludes certain low-risk
non-inventory assets and identifiable intangible assets and goodwill. Net assets as presented are not necessarily comparable to similarly-titled measures
provided by other companies in the securities industry because of different methods of presentation. ©

(4) Long-term borrowings exclude borrowings with remaining contractual maturities within one year of the financial statement date.

(5) Tangible equity capital represents total stockholders’ equity plus junior subordinated notes (and at November 30, 2003 and 2002, preferred securities
subject to mandatory redemption), less identifiable intangible assets and goodwill.® See “MD&A—Liquidity, Funding and Capital Resources—Balance
Sheet and Financial Leverage” for additional information about tangible equity capital. We believe total stockholders’ equity plus junior subordinated
notes to be a more meaningful measure of our equity because the junior subordinated notes are equity-like due to their, subordinated, long-term nature
and interest deferral features. In addition, a leading rating agency views these securities as equity capital for purposes of calculating net leverage. Further,
we do not view the amount of equity used to support identifiable intangible assets and goodwill as available to support our remaining net assets. Tangible
equity capital as presented is not necessarily comparable to similarly-titled measures provided by other companies in the securities industry because of
different methods of presentation.

(6) Total long-term capital includes long-term borrowings (excluding any borrowings with remaining maturities within one year of the financial statement
date) and total stockholders’ equity and, at November 30, 2003 and prior year ends, preferred securities subject to mandatory redemption. We believe
total long-term capital is useful to investors as a measure of our financial strength.

(7) Common share and per share amounts have been retrospectively adjusted to give effect for the 2-for-1 common stock split, effected in the form of a 100%
stock dividend, which became effective April 28, 2006.

(8) The book value per common share calculation includes amortized restricted stock units granted under employee stock award programs, which have been
included in total stockholders’ equity.

(9) Leverage ratio is defined as total assets divided by total stockholders’ equity.

(10) Net leverage ratio is defined as net assets (see note 3 above) divided by tangible equity capita! (see note 5 above). We believe net leverage is a more
meaningful measure of leverage to evaluate companies in the securities industry. In addition, many of our creditors and a leading rating agency use the
same definition of net leverage. Net leverage as presented is not necessarily comparable to similarly-titled measures provided by other companies in the
securities industry because of different methods of presentation.

(11) Return on average common stockholders’ equity is computed by dividing net income applicable to common stock for the period by average common
stockholders’ equity. Average common stockholders’ equity for the years ended November 30, 2006, 2005, 2004, 2003 and 2002 was $16.9 billion,
$14.7 billion, $12.8 billion, $9.1 billion, and $8.1 billion, respectively.

(12) Return on average tangible common stockholders’ equity is computed by dividing net income applicable to common stock for the period by average
tangible common stockholders’ equity. Average tangible common stockholders’ equity equals average total common stockholders’ equity less average
identifiable intangible assets and goodwill. Average identifiable intangible assets and goodwill for the years ended November 30, 2006, 2005, 2004,
2003, and 2002 was $3.3 billion, $3.3 billion, $3.5 billion, $471 million and $191 million, respectively. Management believes tangible common
stockholders’ equity is a meaningful measure because it reflects the common stockholders’ equity deployed in our businesses.

© Net assets:

November 30 (in millions) 2006 2005 2004 2003 2002
Total assets $503,545 $410,063 $357,168 $312,061 $260,336
Cash and securities segregated and on deposit for regulatory

and other purposes (6,091) (5,744) (4,085) (3,100) (2,803)
Securities received as collateral (6,099) 4,975) (4,749) (3,406) (1,994)
Securities purchased under agreement to resell (117,490) (106,209) (95,535) (87.416) (94,341)
Securities borrowed (101,567) (78.455) (74,294) (51,396) (20,497)
Identifiable intangible assets and goodwill (3,362) (3,256) (3,284) (3,561) (213)
Net assets $ 268,936 $211,424 $ 175,221 $ 163,182 $ 140,488

®Tangible equity capital:

November 30 (in millions) 2006 2005 2004 2003 2002
Total stockholders' equity $19,191 $16,794 $14,920 $13,174 $8,942
Junior subordinated notes (subject to limitation) ® 2,738 2,026 1,000 1,068 710
Identifiable intangible assets and goodwill (3.362) (3,256) (3.284) (3.561) (213)
Tangible equity capital $18,567 $15,564 $12,636 $10,681 $9,439

(i) Preferred securities subject to mandatory redemption at November 30, 2003 and 2002.
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Introduction

Lehman Brothers Holdings Inc. (“Holdings”) and subsidiaries (collectively, the “Company,” “Lehman Brothers,” “we,”
“us” or “our”) is one of the leading global investment banks, serving institutional, corporate, government and high-net-
worth individual clients. Our worldwide headquarters in New York and regional headquarters in London and Tokyo are
complemented by offices in additional locations in North America, Europe, the Middle East, Latin America and the Asia
Pacific region. Through our subsidiaries, we are a global market-maker in all major equity and fixed income products.
To facilitate our market-making activities, we are a member of all principal securities and commodities exchanges in the
U.S. and we hold memberships or associate memberships on several principal international securities and commodities

exchanges, including the London, Tokyo, Hong Kong, Frankfurt, Paris, Milan and Australian stock exchanges.

Our primary businesses are capital markets, investment banking, and investment management, which, by their nature, are
subject to volatility primarily due to changes in interest and foreign exchange rates, valuation of financial instruments
and real estate, global economic and political trends and industry competition. Through our investment banking, trading,
research, structuring and distribution capabilities in equity and fixed income products, we continue to build on our
client-flow business model. The client-flow business model is based on our principal focus of facilitating client
transactions in all major global capital markets products and services. We generate client-flow revenues from
institutional, corporate, government and high-net-worth clients by (i) advising on and structuring transactions
specifically suited to meet client needs; (ii) serving as a market-maker and/or intermediary in the global marketplace,
including having securities and other financial instrument products available to allow clients to adjust their portfolios
and risks across different market cycles; (iii) originating loans for distribution to clients in the securitization or principals
market; (iv) providing investment management and advisory services; and (v) acting as an underwriter to clients, As part
of our client-flow activities, we maintain inventory positions of varying amounts across a broad range of financial
instruments that are marked to market daily and give rise to principal transactions and net interest revenue. In addition,
we also maintain inventory positions (long and short) as part of our proprietary trading activities in our Capital Markets
businesses, and make principal investments including real estate and private equity investments. The financial services
industry is significantly influenced by worldwide economic conditions as well as other factors inherent in the global
financial markets. As a result, revenues and earnings may vary from quarter to quarter and from year to year.

All references to the years 2006, 2005 and 2004 in this Management’s Discussion and Analysis of Financial Condition
and Results of Operations (“MD&A”) refer to our fiscal years ended November 30, 2006, 2005 and 2004, or the last day
of such fiscal years, as the context requires, unless specifically stated otherwise. All share and per share amounts have
been retrospectively adjusted for the two-for-one common stock split, effected in the form of a 100% stock dividend,
which became effective April 28, 2006. See Note 12 to the Consolidated Financial Statements and “2-for-1 Stock Split”
in this MD&A for more information.

Forward-Looking Statements

Some of the statements contained in this MD&A, including those relating to our strategy and other statements that are
predictive in nature, that depend on or refer to future events or conditions or that include words such as “expects,”
“anticipates,” “intends,” “plans,” “believes,” “estimates” and similar expressions, are forward-looking statements within
the meaning of Section 21E of the Securities Exchange Act of 1934, as amended. These statements are not historical
facts but instead represent only management’s expectations, estimates and projections regarding future events. Similarly,
these statements are not guarantees of future performance and involve certain risks and uncertainties that are difficult to
predict, which may include, but are not limited to, the factors discussed under “Certain Factors Affecting Results of

Operations” below and in Part I, Item 1A, “Risk Factors,” in this Form 10-K.

As a global investment bank, our results of operations have varied significantly in response to global economic and
market trends and geopolitical events. The nature of our business makes predicting the future trends of net revenues
difficult. Caution should be used when extrapolating historical results to future periods. Our actual results and financial
condition may differ, perhaps materially, from the anticipated results and financial condition in any such forward-
looking statements and, accordingly, readers are cautioned not to place undue reliance on such statements, which speak
only as of the date on which they are made. We undertake no obligation to update any forward-looking statements,
whether as a result of new information, future events or otherwise.
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Certain Factors Affecting Results of Operations

The significant risks that could impact our businesses and therefore our financial condition and results of operations are
included, but not limited, to the items below. Our risk management and liquidity management policies are designed to
mitigate the effects of certain of these risks. See “Liquidity, Funding and Capital Resources—Liquidity Risk
Management” and “Risk Management” in this MD&A for more information.

Market Risk

As a global investment bank, market risk is an inherent part of our business, and our businesses can be adversely
impacted by changes in market and economic conditions that cause fluctuations in interest rates, exchange rates, equity
and commodity prices, credit spreads and real estate valuations. We maintain inventory positions (long and short) across
a broad range of financial instruments to support our client-flow activities and also as part of our proprietary trading and
principal investment activities. Our businesses can incur losses as a result of fluctuations in these market risk factors,
including adverse impacts on the valuation of our inventory positions and principal investments. See ‘“Risk
Management—Market Risk” in this MD&A for more information.

Competitive Environment

All aspects of our business are highly competitive. Our competitive ability depends on many factors, including our
reputation, the quality of our services and advice, intellectual capital, product innovation, execution ability, pricing, sales
efforts and the talent of our employees. See Part I, Item 1, “Business—Competition” in this Form 10-K for more
information about competitive matters.

Business Environment

Concerns about geopolitical developments, energy prices and natural disasters, among other things, can affect the global
financial markets and investor confidence. Accounting and corporate governance scandals in recent years have had a
significant effect on investor confidence. See “Executive Overview—Business Environment” and *“—Economic
Outlook” in this MD&A for more information.

Liquidity

Liquidity and liquidity management are of critical importance in our industry. Liquidity could be affected by the inability
to access the long-term or short-term debt, repurchase or securities-lending markets or to draw under credit facilities,
whether due to factors specific to us or to general market conditions. In addition, the amount and timing of contingent
events, such as unfunded commitments and guarantees, could adversely affect cash requirements and liquidity. To
mitigate these risks, we have designed our liquidity and funding policies to maintain sufficient liquid financial resources
to continually fund our balance sheet and to meet all expected cash outflows for one year in a stressed liquidity

environment. See “Liquidity, Funding and Capital Resources—Liquidity Risk Management” in this MD&A for more
information.

Credit Ratings

Our access to the unsecured funding markets and our competitive position is dependent on our credit ratings. A
reduction in our credit ratings could adversely affect our access to liquidity alternatives and could increase the cost of
funding or trigger additional collateral requirements. See ‘Liquidity, Funding and Capital Resources—Credit Ratings”
in this MD&A for more information.

Credit Exposure

Credit exposure represents the possibility that a counterparty will be unable to honor its contractual obligations.
Although we actively manage credit exposure daily as part of our risk management framework, counterparty default risk
may arise from unforeseen events or circumstances. See “Risk Management—Credit Risk” in this MD&A for more
information.
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Operational Risk

Operational risk is the risk of loss resulting from inadequate or failed internal or outsourced processes, people,
infrastructure and technology, or from external events. We seek to minimize these risks through an effective internal
control environment. See “Risk Management—Operational Risk” in this MD&A for more information.

Legal, Regulatory and Reputational Risk

The securities and financial services industries are subject to extensive regulation under both federal and state laws in the
U.S. as well as under the laws of the many other jurisdictions in which we do business. We are subject to regulation in
the U.S. by governmental agencies including the SEC and Commodity Futures Trading Commission, and outside the
U.S. by various international agencies including the Financial Services Authority in the United Kingdom and the
Financial Services Agency in Japan. We also are regulated by a number of self-regulatory organizations such as the
National Association of Securities Dealers, the Municipal Securities Rulemaking Board and the National Futures
Association, and by national securities and commodities exchanges, including the New York Stock Exchange. As of
December 1, 2005, Holdings became regulated by the SEC as a consolidated supervised entity (“CSE”), and as such, we
are subject to group-wide supervision and examination by the SEC, and accordingly, we are subject to minimum capital
requirements on a consolidated basis. Violation of applicable regulations could result in legal and/or administrative
proceedings, which may impose censures, fines, cease-and-desist orders or suspension of a firm, its officers or
employees.

The scrutiny of the financial services industry has increased over the past several years, which has led to increased
regulatory investigations and litigation against financial services firms. Legislation and rules adopted both in the U.S.
and around the world have imposed substantial new or more stringent regulations, internal practices, capital
requirements, procedures and controls and disclosure requirements in such areas as financial reporting, corporate
governance, auditor independence, equity compensation plans, restrictions on the interaction between equity research
analysts and investment banking employees and money laundering. The trend and scope of increased regulatory
compliance requirements have increased costs.

Our reputation is critical in maintaining our relationships with clients, investors, regulators and the general public, and is
a key focus in our risk management efforts.

We are involved in a number of judicial, regulatory and arbitration proceedings concerning matters arising in connection
with the conduct of our business, including actions brought against us and others with respect to transactions in which
we acted as an underwriter or financial advisor, actions arising out of our activities as a broker or dealer in securities and
actions brought on behalf of various classes of claimants against many securities firms and lending institutions, including
us. See Part I, Item 1, “Business—Regulation” and Part I, Item 3, “Legal Proceedings” in this Form 10-K for more
information about legal and regulatory matters.

See Part I, Item 1A, “Risk Factors” in this Form 10-K for additional information about these and other risks inherent in
our business.

Executive Overview'

Summary of Results

In 2006, we achieved our third consecutive year of record net revenues, net income and diluted earnings per share. Our
2006 results were driven by record net revenues in each business segment and geographic region. Net income totaled
$4.0 billion, $3.3 billion and $2.4 billion in 2006, 2005 and 2004, respectively, increasing 23% in 2006 and 38% in
2005 from the corresponding 2005 and 2004 periods, respectively. Diluted earnings per share were $6.81, $5.43 and
$3.95 in 2006, 2005 and 2004, respectively, up 25% in 2006 and 37% in 2005 from the corresponding prior periods,
respectively. The 2006 results included an after-tax gain of $47 million ($0.08 per diluted common share) from the
cumulative effect of an accounting change for equity-based compensation resulting from the Company’s adoption of
Statement of Financial Accounting Standards (“SFAS”) No.123 (revised) Share-Based Payment (“SFAS 123(R)”). See
Note 15 to the Consolidated Financial Statements for additional information.

Market share, volume and ranking statistics in this MD&A were obtained from Thomson Financial.
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Net revenues were $17.6 billion, $14.6 billion and $11.6 billion in 2006, 2005 and 2004. Net revenues increased 20% in
2006 from 2005. Capital Markets segment net revenues increased 22% to $12.0 billion in 2006 from $9.8 billion in
2003, as both Fixed Income Capital Markets and Equities Capital Markets achieved record net revenues. Fixed Income
Capital Markets net revenues increased 15% to $8.4 billion in 2006 from $7.3 billion in 2005 due to broad based
strength across products and regions. Equities Capital Markets net revenues rose 44% to $3.6 billion in 2006 from $2.5
billion in 2005, driven by solid client—flow activity in the cash and prime broker businesses and favorable equity markets
globally. Investment Banking segment revenues increased 9% to $3.2 billion in 2006 from $2.9 billion in 2005,
reflecting record Global Finance-Debt and Advisory Services revenues, partially offset by a slight decrease in Global
Finance-Equity revenues from the prior year. Investment Management segment net revenues increased 25% to $2.4
billion in 2006 from $1.9 billion in 2005, reflecting record net revenues in both Private Investment Management and
Asset Management, including record assets under management (“AUM”) of $225 billion. Non-U.S. net revenues
increased 21% to $6.5 billion in 2006 from $5.4 billion in 2005, representing 37% of total net revenues for both the
2006 and 2005 periods. See “Business Segments” and “Geographic Revenues” in this MD&A for a detailed discussion
of net revenues by business segment and geographic region.

Net revenues increased 26% to $14.6 billion in 2005 from $11.6 billion in 2004, reflecting higher net revenues in each
of our three business segments and in each geographic region. Capital Markets business segment net revenues increased
27% to $9.8 billion in 2005 from $7.7 billion in 2004. Fixed Income Capital Markets net revenues increased 28% to a
then record $7.3 billion in 2005 from $5.7 billion in 2004, on improved client-flow activities, and an increased
contribution from the non-U.S. regions across a number of products. Equities Capital Markets net revenues rose 26% to
$2.5 billion in 2005 from $2.0 billion in 2004, benefiting from higher global trading volumes and market indices,
particularly in Europe and Asia, as well as increased prime broker activities. Investment Banking segment revenues
increased 32% to $2.9 billion in 2005 from $2.2 billion in 2004, reflecting improved Global Finance-Debt, Global
Finance-Equity and Advisory Services revenues. Investment Management segment net revenues increased 14% to $1.9
billion in 2005 from $1.7 billion in 2004, reflecting then record net revenues in both Private Investment Management
and Asset Management, and AUM grew to $175 billion. Non-U.S. net revenues increased to 37% of total net revenues
in 2005, up from 29% in 2004, resulting from higher revenues in Investment Banking and Capital Markets in both the
Europe and Asia Pacific and other regions.

See “Business Segments” and “Geographic Revenues” in this MD&A for a detailed discussion of net revenues by
business segment and geographic region.

Business Environment

As a global investment bank, our results of operations can vary in response to global economic and market trends and
geopolitical events. A favorable business environment is characterized by many factors, including a stable geopolitical
climate, transparent financial markets, low inflation, low unemployment, global economic growth and high business, and
investor confidence. These factors can influence (i) levels of debt and equity issuance and merger and acquisition
(“M&A”) activity, which can affect our Investment Banking business, (ii) trading volumes, financial instrument and real
estate valuations and client activity in secondary financial markets, which can affect our Capital Markets businesses and
(iii) wealth creation, which can affect both our Capital Markets and Investment Management businesses.

The global market environment was favorable again in 2006, and generally supportive for growth in our businesses.
Positive market conditions in 2006 included a combination of factors - strong corporate profitability, deep pools of
global liquidity, strong equity markets, low inflation and tightening credit spreads. Global equity markets rose to new
highs on active trading levels. M&A and underwriting activities were also strong, driven by improved valuations,
increased financial sponsor activity and a favorable interest rate environment.

Equity markets. Global equity markets rose 14% in local currency terms during 2006, as most major global indices
posted double digit increases from 2005 levels. U.S. equity markets ended the year strong as concerns over oil prices
and inflation earlier in the year subsided and the Federal Reserve Board (the “Fed”) ended its interest rate tightening. In
2006, the New York Stock Exchange, Dow Jones Industrial Average, S&P 500 and NASDAQ indices rose 17%, 13%,
12%, and 9%, respectively, from 2005. In the European equity markets, the FTSE and DAX rose 12% and 21%,
respectively, from 2005. In Asia, the Nikkei and Hang Seng indices rose 9% and 27%, respectively, from 2005. These
higher valuations served to fuel the equity origination calendar, and industry-wide market volumes increased 35% from
2005 levels. In the U.S., the New York Stock Exchange, Dow Jones Industrial Average, S&P 500 and NASDAQ
average daily trading volumes increased 5%, 8%, 11%, and 29%, respectively, from 2005. In Europe, 2006 average
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daily trading volumes of the FTSE and DAX increased 5% and 14%, respectively, from 2005. Average daily trading
volumes on the Nikkei and Hang Seng exchanges rose 12% and 45%, respectively, in 2006 from 2005.

Fixed income markets. Global interest rates, while up slightly over 2005 levels, continue to remain low in absolute
terms. The global economy started the year strong, with gross domestic product (“GDP”) globally expanding
approximately 4% during the first quarter. With the exception of the United Kingdom, growth rates generally have
slowed since the first quarter due to the impacts of higher oil prices and the slowdown in the U.S. housing market.

The U.S. yield curve continued to flatten, as longer term yields were little affected by the Federal Funds Rate increases
of 100 basis points during calendar 2006. The Fed ended its interest rate tightening cycle in the third quarter as the U.S.
economy began to slow down, and inflationary concerns lessened.

Conditions in Europe were favorable as the economy expanded by 3.1% during 2006, on strong profitability and
improved exports. In Japan, prospects for growth improved throughout 2006 as the Bank of Japan signaled its
confidence by ending its policy of zero percent interest rates in July. The yield curve ended the year inverted both in the
U.S. and U K., while flattening in Japan and continental Europe compared to 2005.

Strong global growth, deep pools of liquidity and low absolute interest rates all served to increase global trading
volumes in fixed income in 2006 over 2005 levels. Total global debt origination increased 16% in 2006 from 2005, on
higher issuances in virtually all products. These factors also led to a further tightening of credit spreads, most notably in
high yield products.

Mergers and acquisitions. Stronger equity valuations, together with a favorable interest rate environment during 2006,
led to a record M&A market. Financial sponsors in particular were very active, and had large pools of capital at their
disposal. Announced M&A volumes increased 39% in 2006 from 2005, while completed M&A volumes increased 22%
in 2006 compared to the prior year period.

Economic Outlook

The financial services industry is significantly influenced by worldwide economic conditions in both banking and capital
markets. We expect global GDP growth of 3.1% in 2007, a slower rate than 2006, but a level that continues to be
favorable for this industry. We expect the interest rate outlook to remain positive with the Fed not raising interest rates
next year, the European Central Bank raising interest rates only one more time, the Bank of England raising rates twice
during 2007 and the Bank of Japan increasing rates gradually throughout the year. We also expect global corporate
profitability will remain resilient in spite of the slower growth, with corporate earnings growing by 7% in 2007.
Additionally, corporate balance sheets will remain strong, as cash on hand currently comprises approximately 10% of
total balance sheets. We expect that all of the above will lead to continued growth of capital markets activities across all
regions, with prospects for growth in non—U.S. regions in particular being highly favorable.

Equity markets. We expect that solid corporate profitability and pools of excess liquidity will continue to have a
positive effect upon the equity markets in 2007. We expect global equity indices to gain 15% in 2007. We also expect
the equity offering calendar to increase by another 10% to 15% in 2007, as businesses continue to look to raise capital.

Fixed income markets. We expect fixed income origination to remain strong, which in turn should have a positive
impact on secondary market flows. We expect approximately $9.6 trillion of global fixed income origination in calendar
2007, on par with 2006. As growth continues in Europe and Asia, we expect these regions to account for a more
significant portion of global issuance. We also expect both fixed-income-related products and the fixed income investor
base to continue to grow with a global trend of more companies’ debt financing requirements being sourced from the
debt capital markets.

Fixed income activity is driven in part by the absolute level of interest rates, but also is highly correlated with the degree
of volatility, the shape of the yield curve and credit quality, which in the aggregate impact the overall business
environment. The fixed income investor base has changed dramatically from long-only investors of a few years ago to a
continually growing hedge fund base and an expanding international investor base. Investors now employ far more
developed risk mitigation tools to manage their portfolios. In addition, the size and diversity of the global fixed income
marketplace have become significantly larger and broader over the last several years as capital markets continue to
represent a deeper and more viable source of liquidity.

Mergers and acquisitions. We expect announced M&A activity to grow by 15% in 2007. Companies are looking to
grow given the current market environment, and strategic M&A is a viable option, particularly for companies with
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strong balance sheets and stronger stock valuations. Furthermore, given the high levels of uninvested capital among
financial sponsors, together with a continued favorable interest rate environment, we expect financial sponsor-led M&A
activity to remain strong.

Asset management and high net worth. We expect the rise of global equity indices and continued growth in economies
to lead to further wealth creation. Given the growth in alternative products being offered coupled with favorable
demographics and intergenerational wealth transfer, our outlook for asset management and services to high-net-worth
individuals is positive. This growth will be further supported by high-net-worth clients continuing to seek multiple
providers and greater asset diversification along with high service. We believe the significant expansion of our asset
management offerings and the strong investment-return performances of our asset managers, coupled with our cross-
selling initiatives, position us well for continued growth in 2007.

Consolidated Results of Operations

Overview

We achieved record net revenues, net income and diluted earnings per share in 2006 for the third consecutive fiscal year.
Net revenues were $17.6 billion, $14.6 billion and $11.6 billion in 2006, 2005 and 2004, respectively, up 20% and 26%
from the corresponding 2005 and 2004 periods. Net income totaled $4.0 billion, $3.3 billion and $2.4 billion in 2006,
2005 and 2004, respectively, up 23% and 38% from the corresponding 2005 and 2004 periods.

Diluted earnings per share were $6.81, $5.43 and $3.95 in 2006, 2005 and 2004, respectively, up 25% in 2006 and 37%
in 2005 from the corresponding 2005 and 2004 periods, respectively. The full year 2006 results include an after-tax gain
of $47 million, or $0.08 per diluted common share, as a cumulative effect of accounting change associated with our
adoption of SFAS 123(R) on December 1, 2005.

Return on average common stockholders’ equity' was 23.4%, 21.6% and 17.9% for 2006, 2005 and 2004, respectively.
Return on average tangible common stockholders’ equity was 29.1%, 27.8% and 24.7% in 2006, 2005 and 2004,
respectively.

Compensation and benefits expense as a percentage of net revenues was 49.3% in both 2006 and 2005 and 49.5% in
2004. Non-personnel expenses as a percentage of net revenues were 17.1%, 17.7% and 20.1% in 2006, 2005 and 2004,
respectively. Pre-tax margin was 33.6%, 33.0% and 30.4% in 2006, 2005 and 2004, respectively.

Return on average common stockholders’ equity and return on average tangible common stockholders’ equity are computed by dividing net
income applicable to common stock for the period by average common stockholders’ equity and average tangible common stockholders’ equity,
respectively. We believe average tangible common stockholders’ equity is a meaningful measure because it reflects the common stockholders’
equity deployed in our businesses. Average tangible common stockholders’ equity equals average common stockholders’ equity less average
identifiable intangible assets and goodwill and is computed as follows:

Year ended November 30 (in millions) 2006 2005 2004
Average common stockholders’ equity $16,876 $14,741 $12,843
Average identifiable intangible assets and goodwill (3,312) (3,272) 3,547)
Average tangible common stockholders’ equity $13,564 $11,469 $ 9,296
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Net Revenues
Percent Change

In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Principal transactions $ 9,802 $ 7,811 $ 5,699 25% 37%
Investment banking 3,160 2,894 2,188 9 32
Commissions 2,050 1,728 1,537 19 12
Interest and dividends 30,284 19,043 11,032 59 73
Asset management and other 1,413 944 794 50 19
Total revenues 46,709 32,420 21,250 44 53
Interest expense 29,126 17,790 9,674 64 84
Net revenues $17,583 $14,630 $11,576 20 26%
Principal transactions, commissions

and net interest revenue $13,010 $10,792 $ 8,594 21% 26%
Net interest revenue $ 1,158 $ 1,253 $ 1,358 ®)% ®)%

Principal Transactions, Commissions and Net Interest Revenue

In both the Capital Markets segment and the Private Investment Management business within the Investment
Management segment, we evaluate net revenue performance based on the aggregate of Principal transactions,
Commissions and Net interest revenue (Interest and dividends revenue net of Interest expense). These revenue
categories include realized and unrealized gains and losses, commissions associated with client transactions and the
interest and dividend revenue and interest expense associated with financing or hedging positions. Caution should be
used when analyzing these revenue categories individually because they may not be indicative of the overall
performance of the Capital Markets and Investment Management business segments. Principal transactions,
Commissions and Net interest revenue in the aggregate rose 21% in 2006 from 2005 and 26% in 2005 from 2004.

Principal transactions revenue improved 25% in 2006 from 2005, driven by broad based strength across fixed income
and equity products. In Fixed Income Capital Markets, the notable increases in 2006 were in credit products,
commercial mortgages and real estate. The 2006 increase in net revenues from Equities Capital Markets reflects higher
client trading volumes, increases in financing and derivative activities, and higher revenues from proprietary trading
strategies. Principal transactions in 2006 also benefited from increased revenues associated with certain structured
products meeting the required market observability standard. Principal transactions revenue improved 37% in 2005 from
2004, driven by improvements across both fixed income and equity products. In Fixed Income Capital Markets,
businesses with higher revenues over the prior year included commercial mortgages and real estate, residential
mortgages and interest rate products. Equities Capital Markets in 2005 benefited from higher trading volumes and
improved equity valuations, as well as increases in financing and derivative activities from the prior year.

Commission revenues rose 19% in 2006 from 2005. The increase in 2006 reflects growth in institutional commissions
on higher global trading volumes, partially offset by lower commissions in our Investment Management business
segment as certain clients transitioned from transaction-based commissions to a traditional fee-based schedule.
Commission revenues rose 12% in 2005 from 2004 on higher global trading volumes.

Interest and dividends revenue and Interest expense are a function of the level and mix of total assets and liabilities
(primarily financial instruments owned and sold but not yet purchased, and collateralized borrowing and lending
activities), the prevailing level of interest rates and the term structure of our financings. Interest and dividends revenue
and Interest expense are integral components of our evaluation of our overall Capital Markets activities. Net interest
revenue declined 8% both in 2006 from 2005 and 2005 from 2004. The decrease in both comparison periods is a result
of the change in the mix of asset compesition, an increase in short-term U.S financing rates, and a flattened yield curve.
Interest and dividends revenue and Interest expense rose 59% and 64%, respectively, in 2006 from 2005, and 73% and
84%, respectively in 2005 from 2004. The increase in Interest and dividend revenues and expenses in both comparison
periods is attributable to higher short-term interest rates coupled with higher levels of interest- and dividend-eamning
assets and interest-bearing liabilities.

-38-

CONFIDENTIAL TREATMENT REQUESTED BY LBEX-AM 066063
LEHMAN BROTHERS HOLDINGS, INC.



LEHMAN BROTHERS HOLDINGS INC.
Management’s Discussion and Analysis of Financial Condition and Results of Operations

Investment Banking

Investment banking revenues represent fees and commissions received for underwriting public and private offerings of
fixed income and equity securities, fees and other revenues associated with advising clients on M&A activities, as well
as other corporate financing activities. Investment banking revenues rose to record levels in 2006, increasing 9% from
2005. Record Global Finance—Debt revenues increased 9% from 2005, reflecting significant growth in global
origination market volumes. Global Finance—Equity net revenues decreased 1% compared to 2005, despite increased
global origination market volumes. Record Advisory Services revenues increased 20% from 2005, reflecting higher
completed global M&A transaction volumes. Investment banking revenues rose significantly in 2005, increasing 32%
from 2004. See “Business Segments—Investment Banking” in this MD&A for a discussion and analysis of our
Investment Banking business segment.

Asset Management and Other

Asset management and other revenues primarily result from asset management activities in the Investment Management
business segment. Asset management and other revenues rose 50% in 2006 from 2005. The growth in 2006 primarity
reflects higher asset management fees attributable to the growth in assets under management, a transition to fee-based
rather than commission-based pricing for certain clients, as well as higher private equity management and incentive fees.
Asset management and other revenues rose 19% in 2005 from 2004, primarily due to higher asset management fees
attributable to growth in assets under management.

Non-Interest Expenses

Percent Change

In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Compensation and benefits $ 8,669 $7.213 $5,730 20% 26%
Non-personnel expenses:
Technology and communications 974 834 764 17 9
Brokerage, clearance and distribution fees 629 548 488 15 12
Occupancy 539 490 421 10 16
Professional fees 364 282 252 29 12
Business development 301 234 211 29 11
Other 202 200 173 1 16
Real estate reconfiguration charge — — 19 — (100)
Total non-personnel expenses $ 3,009 $2,588 $2,328 16% 11%
Total non-interest expenses $11,678 $9.801 $8,058 19% 22%
Compensation and benefits/Net revenues 49.3% 49.3% 49.5%
Non-personnel expenses/Net revenues 17.1% 17.7% 20.1%

Non-interest expenses were $11.7 billion, $9.8 billion, and $8.1 billion in 2006, 2005 and 2004, respectively. Significant
portions of certain expense categories are variable, including compensation and benefits, brokerage and clearance, and
business development. We expect these variable expenses as a percentage of net revenues to remain at the same
proportions in future periods. We continue to maintain a strict discipline in managing our expenses.

Compensation and benefits. Compensation and benefits totaled $8.7 billion, $7.2 billion and $5.7 billion in 2006, 2005,
and 2004, respectively. Compensation and benefits expense as a percentage of net revenues was 49.3%, in both 2006
and 2005 and 49.5% in 2004. Employees totaled approximately 25,900, 22,900 and 19,600 at November 30, 2006, 2005
and 2004, respectively. The increase in employees in both comparison periods was due to higher levels of business
activity across the firm as we continue to make investments in the growth of the franchise, particularly in non-U.S.
regions. Compensation and benefits expense includes both fixed and variable components. Fixed compensation,
consisting primarily of salaries, benefits and amortization of previous years' deferred equity awards, totaled $3.9 billion,
$3.2 billion and $2.6 billion in 2006, 2005 and 2004, respectively, up approximately 21% in each of the comparative
periods primarily attributable to an increase in salaries as a result of a higher number of employees. Amortization of
employee stock compensation awards was $1,007 million, $1,055 million and $800 million in 2006, 2005 and 2004,
respectively. The 2006 stock compensation amortization of $1,007 million excludes $699 million of stock awards
granted to retirement eligible employees in December 2006, which were accrued as a component of variable
compensation expense in 2006. Variable compensation, consisting primarily of incentive compensation and
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commissions, totaled $4.8 billion, $4.0 billion and $3.1 billion in 2006, 2005 and 2004, respectively, up 20% in 2006
compared to 2005 and 30% in 2005 from 2004, as higher net revenues resulted in higher incentive compensation.

Non-personnel expenses. Non-personnel expenses totaled $3.0 billion, $2.6 billion and $2.3 billion in 2006, 2005 and
2004, respectively. Non-personnel expenses as a percentage of net revenues were 17.1%, 17.7%, and 20.1% in 2006,
2005, and 2004, respectively. The increase in non-personnel expenses in 2006 from 2005 is primarily attributable to
increased technology and communications and occupancy costs, professional fees and costs associated with increased
levels of business activity.

Technology and communications expenses rose 17% in 2006 from 2005, reflecting increased costs from the continued
expansion and development of our Capital Markets platforms and infrastructure. Occupancy expenses increased 10% in
2006 from 2005, primarily due to increased space requirements from the increased number of employees. Brokerage,
clearance and distribution expenses rose 15% in 2006 from 2005, primarily due to higher transaction volumes in certain
Capital Markets and Investment Management products. Professional fees and business development expenses increased
29% in 2006 on higher levels of business activity associated with recruiting, consulting and legal fees.

Technology and communications expenses rose 9% in 2005 from 2004, reflecting increased costs associated with the
continued expansion and development of our Capital Markets platforms and infrastructure, and increased technology
costs to create further efficiencies in our mortgage origination businesses. Occupancy expenses increased 16% in 2005
from 2004 primarily attributable to growth in our global space requirements due to a higher number of employees.
Brokerage and clearance expenses rose 12% in 2005 from 2004, due primarily to higher transaction volumes in certain
Capital Markets products. Professional fees and business development expenses increased 12% and 11%, respectively,
in 2005 from 2004 due primarily to the higher levels of business activity. Other expenses increased 16% in 2005 from
2004 due to a number of factors, including an increase in charitable contributions.

Real estate reconfiguration charge. In March 2004, we reached an agreement to exit virtually all of our remaining
leased space at our downtown New York City location, which clarified the loss on the location and resulted in a $19
million charge ($11 million after tax). See Note 18 to the Consolidated Financial Statements for additional information
about the real estate reconfiguration charge.

Insurance settlement. During 2004, we entered into a settlement with our insurance carriers relating to several legal
proceedings noticed to the carriers and initially occurring prior to January 2003. Under the terms of the insurance
settlement, the insurance carriers agreed to pay us $280 million. During 2004, we also entered into a Memorandum of
Understanding to settle the In re Enron Corporation Securities Litigation class action lawsuit for $223 million. The
settlement with our insurance carriers and the settlement under the Memorandum of Understanding did not result in a net
gain or loss in our Consolidated Statement of Income as the $280 million settlement with our insurance carriers
represented an aggregate settlement associated with several matters, including Enron, WorldCom and other matters. See
Part I, Item 3, “Legal Proceedings” in this Form 10-K for additional information about the Enron securities class action
and related matters.

Income Taxes

The provisions for income taxes totaled $1.9 billion, $1.6 billion and $1.1 billion in 2006, 2005 and 2004, respectively.
These provisions resulted in effective tax rates of 32.9%, 32.5% and 32.0% for 2006, 2005 and 2004, respectively. The
increases in the effective tax rates in 2006 and 2005 compared with the prior years were primarily due an increase in
level of pretax earnings which minimizes the impact of tax benefit items, partially offset by a reduction in the state and
local tax rate due to favorable audit settlements. See Note 17 to the Consolidated Financial Statements for additional
information about income taxes.

Business Acquisitions and Dispositions

Capital Markets. During 2006, we acquired an established private student loan origination platform, a European
mortgage originator, and an electronic trading platform, increasing our goodwill and intangible assets by approximately
$150 million. We believe these acquisitions will add long-term value to our Capital Markets franchise by allowing us to
enter into new markets and expand the breadth of services offered as well as providing additional loan product for our
securitization pipeline.

During 2004, we acquired three residential mortgage origination platforms, increasing our goodwill and intangible assets
by approximately $61 million. We believe these acquisitions add long-term value to our mortgage franchise by allowing
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further vertical integration of the business platform. Mortgage loans originated by the acquired companies are intended
to provide a more cost-efficient source of loan product for our securitization pipeline.

Business Segments

We operate in three business segments: Capital Markets, Investment Banking and Investment Management. These
business segments generate revenues from institutional, corporate, government and high-net-worth individual clients
across each of the revenue categories in the Consolidated Statement of Income. Net revenues also contain certain
internal allocations, including funding costs and regional transfer pricing which are centrally managed.

The following table summarizes the net revenues of our business segments:

Business Segments
Percent Change

In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Net revenues:

Capital Markets $12,006 $ 9,807 $ 7,694 22% 27%

Investment Banking 3,160 2,894 2,188 9 32

Investment Management 2,417 1,929 1,694 25 14
Total net revenues 17,583 14,630 11,576 20 26
Compensation and benefits 8,669 7,213 5,730 20 26
Non-personnel expenses 3,009 2,588 2,328 16 11
Income before taxes $ 5,905 $ 4,829 $ 3,518 22% 37%

(1)  Includes the real estate reconfiguration charge of $19 million recognized in 2004 which has not been allocated to our segments.

Capital Markets
Percent Change

In millions 2006/ 2008/
Year ended November 30 2006 2008 2004 2005 2004
Principal transactions $ 9,285 $ 7,393 $ 5,255 26% 41%
Commissions 1,420 1,132 1,033 25 10
Interest and dividends 30,264 18,987 10,999 59 73
Other 105 33 49 218 (33)
Total revenues 41,074 27,545 17,336 49 59
Interest expense 29,068 17,738 9,642 64 84
Net revenues 12,006 9,807 7,694 22 27
Non-interest expenses ) 7,286 6,235 5,168 17 21
Income before taxes P $ 4,720 $ 3,572 $ 2,526 32% 41%

(1) Excludes real estate reconfiguration charge in 2004.

The Capital Markets business segment includes institutional client-flow activities, prime brokerage, research, mortgage
origination and securitization, and secondary-trading and financing activities in fixed income and equity products. These
products include a wide range of cash, derivative, secured financing and structured instruments and investments. We are
a leading global market-maker in numerous equity and fixed income products including U.S., European and Asian
equities, government and agency securities, money market products, corporate high grade, high yield and emerging
market securities, mortgage- and asset-backed securities, preferred stock, municipal securities, bank loans, foreign
exchange, financing and derivative products. We are one of the largest investment banks in terms of U.S. and Pan-
European listed equities trading volume, and we maintain a major presence in over-the-counter (“OTC”) U.S. stocks,
major Asian large capitalization stocks, warrants, convertible debentures and preferred issues. In addition, the Capital
Markets Prime Services business manages our equity and fixed income matched book activities, supplies secured
financing to institutional clients, and provides secured funding for our inventory of equity and fixed income products.
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The Capital Markets segment also includes proprietary activities as well as principal investing in real estate and private
equity.

Capital Markets Net Revenues
Percent Change

In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Fixed Income $ 8,447 $7,334 $5,739 15% 28%
Equities 3,559 2,473 1,955 44 26

' $12,006 $9,807 $7,694 22% 27%

Net revenues totaled $12.0 billion, $9.8 billion and $7.7 billion in 2006, 2005 and 2004, respectively. Capital Markets
net revenues in 2006 reflect record performances in both Fixed Income and Equities. Fixed Income revenues increased
15% in 2006 from 2005 on strong performances across most products. Equities revenues increased 44% in 2006 from
2005 on very strong levels of client-flow activity and profitable proprietary trading strategies. Fixed Income revenues
rose 28% in 2005 from 2004 on improved client-flow activities, an increased contribution from the non-U.S. regions
and record revenues across a number of products. Equities revenues rose 26% in 2005 from 2004, benefiting from
higher global trading volumes and market indices, particularly in Europe and Asia, as well as increased prime brokerage
activities.

Fixed Income net revenues grew to a record $8.4 billion in 2006, an increase of 15% from 2005. This growth was
attributable to strong client-flow activity and profitable trading strategies, leading to record revenues in most products.
The products that contributed most to the increase in revenues year-over-year included credit, commercial mortgages
and real estate and prime brokerage, partially offset by strong, but lower revenues in both interest rate products and
residential mortgages. Credit product revenues benefited from continued tightening credit spreads, improved market
opportunities and strong client—flow activity, as well as revenues associated with certain structured products meeting the
required market observability standard. Revenues in 2006 from our real estate businesses grew to a record as historically
low interest rates and the continuing demand for commercial real estate properties led to increases in asset sales and
securitization volumes. In 2006 and 2005, we originated approximately $34 billion and $27 billion, respectively, of
commercial mortgage loans, the majority of which have been sold through securitization or syndication activities. Prime
brokerage revenues were also higher in 2006 compared to 2005 on increased client activity levels. Interest rate products
also were strong, but declined in 2006 from 2005, due to slightly lower client-flow and lower revenues in Europe and
Asia. Residential mortgage securitization volumes increased in 2006 as compared with 2005, but revenues from our
residential mortgage origination and securitization businesses decreased overall. This decrease was attributable to lower
profit margins. We securitized approximately $146 billion and $133 billion of residential mortgage loans in 2006 and
2005, respectively, including both originated loans and those we acquired in the secondary market. In 2006, we
originated approximately $60 billion in residential mortgage loans as compared with $85 billion in 2005. Residential
origination volumes from our non-U.S. platform increased 11%, including those in the U.K., the Netherlands, Korea
and Japan.

Fixed Income net revenues were a then-record $7.3 billion in 2005, increasing 28% from 2004, driven by double digit
revenue increases from each geographic region and record revenues across a number of products, including commercial
mortgages and real estate, residential mortgages, and interest rate products. Revenues from our commercial mortgages
and real estate increased substantially in 2005 reaching then-record levels. Revenues from our residential mortgage
origination and securitization businesses increased in 2005 from the robust levels in 2004, reflecting record volumes and
the continued benefits associated with the vertical integration of our mortgage origination platforms. We originated
approximately $85 billion and $65 billion of residential mortgage loans in 2005 and 2004, respectively. We securitized
approximately $133 billion and $101 billion of residential mortgage loans in 2005 and 2004, respectively, including
both originated loans and those we acquired in the secondary market. While the performance in our mortgage businesses
reached record levels, these businesses were affected by somewhat lower levels of mortgage origination volumes and
revenues in the U.S. in the latter half of 2005, partly offset by stronger volumes and revenues outside the U.S. We
originated approximately $27 billion and $13 billion of commercial mortgage loans in 2005 and 2004, respectively, the
majority of which has been sold through securitization or syndication activities during both 2005 and 2004. Interest rate
product revenues increased in 2005 on higher activity levels, as clients repositioned portfolios in light of rising global
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interest rates and a flattening U.S. yield curve. Credit product revenues also increased in 2005 as compared to 2004
driven by strength in both high yield and high grade credit products.

Equities net revenues increased 44% to a record level in 2006 on strong client-flow and robust global trading volumes.
Global equity indices were up 14% in local currency terms for 2006, helped by strong earnings reports, lower energy
prices and the end to the interest rate tightening cycle by the Fed. Substantially all equity products in 2006 surpassed
their 2005 performance, including gains in cash products, prime brokerage, equity derivatives, convertibles and
proprietary and principal activities. Our cash business remained strong in 2006 due to solid client-flow, higher IPO and
secondary market volumes and a gain on the conversion of our NYSE seats. Our prime brokerage business continued to
grow as both client balances and the number of clients have increased, resulting in strong results in all regions. Revenues
in equity derivatives for 2006 were strong across all regions due to strong client activity, in spite of challenging market
conditions during the second half of the year. Revenues from the convertibles business rose to their second hlghest level
on increased client-flow and successful trading strategies.

Equities net revenues rose 26% in 2005 from 2004, benefiting from increased client activity from rising global equity
indices and higher trading volumes. Global equity indices advanced 16% in local currency terms in 2005, benefiting
from positive economic data and strong earnings reports, despite volatile energy prices and concerns about inflation and
rising interest rates. Equities net revenues in 2005 reflect improved client-flow activities across most products, higher net
revenues in equity derivatives and the continued growth in our prime brokerage business. Equity derivatives business net
revenues in 2005 were notably strong, benefiting from higher volumes and improved market opportunities. OQur prime
brokerage business continued to benefit from an expanding client base and growth in client financing balances, as total
balances increased 22% in 2005 from 2004.

Interest and dividends revenue and Interest expense are a function of the level and mix of total assets and liabilities
(primarily financial instruments owned and sold but not yet purchased and collateralized borrowing and lending
activities), the prevailing level of interest rates and the term structure of our financings. Interest and dividends revenue
and Interest expense are integral components of our evaluation of our overall Capital Markets activities. Net interest
revenues decreased 4% in 2006 from 2005 primarily due to higher short-term U.S. interest rates, a flattened yield curve
and a change in mix of asset composition. Interest and dividends revenue and Interest expense increased 59% and 64%,
respectively, in 2006 from 2005 as a result of higher short-term interest rates coupled with higher levels of interest- and
dividend-earning assets and interest-bearing liabilities. Net interest revenue in 2005 declined 8% from 2004, due to
higher short-term interest rates and a flatter yield curve, partially offset by higher levels of interest and dividend-earning
assets. Interest and dividends revenue and Interest expense rose 73% and 84%, respectively, in 2005 from 2004,
attributable to higher short-term interest rates coupled with higher levels of interest- and dividend-earning assets and
interest-bearing liabilities.

Non-interest expenses increased to $7.3 billion in 2006 from $6.2 billion in 2005 and $5.2 billion in 2004. The growth
in non-interest expenses in both periods reflects higher compensation and benefits expense related to improved
performance, coupled with higher non-personnel expenses. Non-personnel expenses in both periods grew primarily due
to increased technology and communications expenses attributable to the continued investments in our trading platforms,
integration of business acquisitions, and higher brokerage and clearance costs and professional fees from increased
business activities. Occupancy expenses also increased due to continued growth in the number of employees and in 2005
grew from 2004 due to our new facilities in London and Tokyo.

Income before taxes totaled $4.7 billion, $3.6 billion and $2.5 billion in 2006, 2005 and 2004, respectively, up 32% in
2006 from 2005 and 41% in 2005 from 2004. Pre-tax margin was 39%, 36% and 33% in 2006, 2005 and 2004,

respectively.
Investment Banking

Percent Change
In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Investment banking revenues $3,160 $2,894 $2,188 9% 32%
Non-interest expenses 2,500 2,039 1,601 23 27
Income before taxes © $ 660 $ 855 $ 587 (23)% 46%

(1) Excludes real estate reconfiguration charge in 2004.
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The Investment Banking business segment is made up of Advisory Services and Global Finance activities that serve our
corporate and government clients. The segment is organized into global industry groups-——Communications,
Consumer/Retailing, Financial Institutions, Financial Sponsors, Healthcare, Hedge Funds, Industrial, Insurance
Solutions, Media, Natural Resources, Pension Solutions, Power, Real Estate and Technology—that include bankers who
deliver industry knowledge and expertise to meet clients’ objectives. Specialized product groups within Advisory
Services include M&A and restructuring. Global Finance serves our clients’ capital raising needs through underwriting,
private placements, leveraged finance and other activities associated with debt and equity products. Product groups are

partnered with relationship managers in the global industry groups to provide comprehensive financial solutions for
clients.

Investment Banking Revenues’

Percent Change

In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Global Finance—Debt $1,424 $1,304 $1,002 9% 30%
Global Finance—Equity 815 824 560 m 47
Advisory Services 921 766 626 20 22
$3,160 $2,894 $2,188 9% 32%

Investment Banking revenues totaled $3.2 billion, $2.9 billion and $2.2 billion in 2006, 2005 and 2004, respectively.
Investment Banking revenues increased 9% in 2006 from 2005, reflecting record Global Finance—Debt and Advisory
Services revenues and near record Global Finance—Equity revenues.

Global Finance—Debt revenues were a record $1,424 million in 2006, increasing 9% over 2005 with investment grade
and leverage finance revenues both reaching record levels. Our investment grade origination market volumes increased
21% over 2005, as investors took advantage of continued low interest rates, tight credit spreads and a flattened yield
curve. Leveraged Finance revenues increased significantly over 2005 on relatively flat volumes due to higher margins on
several large transactions. Partially offsetting these factors was a lower level of client-driven derivative and other capital
markets—related transactions with our investment banking clients which totaled $223 million in 2006, compared with
fees of $318 million in 2005. Publicly reported global debt origination market volumes increased 15% in 2006 over
2005, with our origination market volumes increasing 2% over the same period. For the 2006 calendar year, our market
ranking for publicly reported global debt originations was four with a 6.0% share, down from a rank of two with a 6.7%
share in calendar year 2005. Our debt origination fee backlog of $247 million at November 30, 2006 increased 13%
from November 30, 2005. Debt origination backlog may not be indicative of the level of future business due to the
frequent use of the shelf registration process. In 2005, Global Finance—Debt revenues were a then-record $1,304
million, increasing 30% over 2004 with global debt origination market volumes and our volumes increasing 13% and
8%, respectively, over the same period. Revenues in 2005 reflected strong global investment grade underwriting, which
benefited from continued low interest rates, strong investor demand across a flattening yield curve and credit spreads at
historic average levels. Revenues in 2005 also benefited from a higher level of client-driven derivative and other capital
market-related transactions with our investment banking clients providing fees of $318 million in 2005, compared with
fees of $140 million in 2004. For the 2005 calendar year, our market ranking for publicly reported global debt
originations was two with a 6.7% share, up from a rank of four with a 6.8% share in calendar year 2004.

Global Finance—Equity revenues declined 1% in 2006 to $815 million from record 2005 revenues, despite a 35%
increase in industry-wide global equity origination market volumes. Revenues in 2006 reflect a 16% increase in our

Debt and equity underwriting volumes are based on full credit for single-book managers and equal credit for joint-book managers. Debt
underwriting volumes include both publicly registered and Rule 144A issues of high grade and high yield bonds, sovereign, agency and
taxable municipal debt, non-convertible preferred stock and mortgage- and asset-backed securities. Equity underwriting volumes include
both publicly registered and Rule 144A issues of common stock and convertibles. Because publicly reported debt and equity underwriting
volumes do not necessarily correspond to the amount of securities actually underwritten and do not include certain private placements and
other transactions, and because revenue rates vary among transactions, publicly reported debt and equity underwriting volumes may not be
indicative of revenues in a given period. Additionally, because Advisory Services volumes are based on full credit to each of the advisors in
a transaction, and because revenue rates vary among transactions, Advisory Services volumes may not be indicative of revenues in a given
period.
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equity origination volumes over 2005, with particular strength in initial public offering (“IPO”) activities, offset by lower
revenues from the Asia region, which benefited from several large transactions in 2005. Our market share for publicly
reported global equity underwriting transactions decreased to 3.7% in calendar 2006 from 4.8% for calendar year 2005
and 4.3% in calendar 2004. Our equity-related fee backlog (for both filed and unfiled transactions) at November 30,
2006 was approximately $285 million, down 7% from November 30, 2005. Global Finance—Equity revenues grew
47% in 2005 to a record $824 million from 2004. Our publicly reported equity underwriting volumes rose 7% in 2005
from 2004 while industry-wide global equity origination market volumes remained relatively flat over the same period.
In addition to our increased volume, our 2005 revenues also reflected a change in the mix of underwriting revenues with
particular strength in IPOs.

Advisory Services revenues were a record $921 million in 2006, up 20% from 2005. Industry-wide completed and
announced transaction volumes increased 22% and 39%, respectively, in 2006 from 2005, while our completed and
announced volumes increased 13% and 57%, respectively, for the same periods. M&A volumes have continued to rise
due to rising equity markets, strong corporate profitability and balance sheets, and available capital raised by financial
sponsors. Our global market share for publicly reported completed transactions increased to 16.4% for calendar 2006,
up from 13.7% in calendar year 2005, and 15.5% in calendar year 2004. Our M&A fee backlog at November 30, 2006
was $243 million down 2% from November 30, 2005. Advisory Services revenues were a then-record $766 million in
2005, up 22% from 2004. Industry-wide completed and announced transaction volumes increased 31% and 56%,
respectively, in 2005 from 2004 while our completed and announced volumes increased 24% and 98%, respectively, for
the period. Increased M&A volumes benefited from stable equity markets, increased financial sponsor activity as well as
improved world economies in 2005.

Non-interest expenses rose 23% in 2006 from 2005, attributable to an increase in compensation and benefits expense
related to an increased number of employees and higher revenues, as well as higher non-personnel expenses from
increased business activity. Non-interest expenses rose 27% in 2005 from 2004, attributable to an increase in
compensation and benefits expense related to improved performance and higher non-personnel expenses related to
increased business activity.

Income before taxes was $660 million, $855 million and $587 million in 2006, 2005 and 2004, respectively, down 23%
in 2006 and up 46% in 2005 from the comparable prior year periods. Pre-tax margin decreased to 21% in 2006, down
from 30% in 2005 and 27% in 2004.

Investment Management

Percent Change
In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Principal transactions $ 517 $ 418 $ 444 24% 6)%
Commissions 630 596 504 6 18
Interest and dividends 20 56 33 (64) 70
Asset management and other 1,308 911 745 44 22
Total revenues 2,475 1,981 1,726 25 15
Interest expense 58 52 32 12 63
Net revenues 2,417 1,929 1,694 25 14
Non-interest expenses " 1,892 1,527 1,270 24 20
Income before taxes " $ 525 $ 402 $ 424 31% (5)%

(1) Excludes real estate reconfiguration charge in 2004.

The Investment Management business segment consists of the Asset Management and Private Investment Management
businesses. Asset Management generates fee-based revenues from customized investment management services for
high-net-worth clients, as well as fees from mutual funds and other small and middle market institutional investors. Asset
Management also generates management and incentive fees from our role as general partner for private equity and other
alternative investment partnerships. Private Investment Management provides comprehensive investment, wealth
advisory and capital markets execution services to high-net-worth and institutional clients.
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Investment Management Net Revenues

Percent Change

In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Asset Management $1,432 $1,026 $ 840 40% 22%
Private Investment Management 985 903 854 9 6
$2,417 $1,929 $1,694 25% 14%

Changes in Assets Under Management
Percent Change

In billions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Opening balance $175 $137 $120 28% 14%
Net additions 35 26 6 35 333
Net market appreciation 15 12 11 25 9
Total increase 50 38 17 32 124
Assets Under Management, November 30 $225 $175 $137 29% 28%

Composition of Assets Under Management

Percent Change

In billions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Equity $ 95 $75 $ 54 27% 39%
Fixed income 61 55 52 11 6
Money markets 48 29 19 66 53
Alternative investments 21 16 12 31 33
$225 $175 $137 29% 28%

Net revenues totaled $2.4 billion, $1.9 billion and $1.7 billion in 2006, 2005 and 2004, respectively. Net revenues rose
25% in 2006 from 2005, as both Asset Management and Private Investment Management achieved record results in
2006. Net revenues rose 14% in 2005 from 2004, as both Asset Management and Private Investment Management
achieved then-record results in 2005.

Asset Management net revenues of $1,432 million in 2006 increased by 40% from 2005, driven by a 29% increase in
assets under management and strong revenues from our growing alternative investment offerings which contributed
higher incentive fees in 2006 compared to 2005. Assets under management increased to a record $225 billion at
November 30, 2006, up from $175 billion at November 30, 2005, with 70% of the increase resulting from net inflows.
Asset Management net revenues of $1,026 million in 2005 increased 22% from 2004, driven by a 28% increase in assets
under management. Assets under management increased to a then-record $175 billion at November 30, 2005, up from
$137 billion at November 30, 2004,

Private Investment Management net revenues of $985 million increased 9% in 2006 from 2005, driven by higher equity-
related activity, especially within the volatility and cash businesses. Fixed income-related activity was relatively flat in
2006 compared to 2005. Private Investment Management net revenues of $903 million increased 6% in 2005 from
2004, primarily driven by an increase in equity-related activity, as investors shifted asset allocations. Fixed income-
related activity declined 11% in 2005 compared to 2004 as a result of clients’ asset reallocations into equity products.

Non-interest expenses totaled $1.9 billion, $1.5 billion and $1.3 billion in 2006, 2005 and 2004, respectively. The
increase in non-interest expense in 2006 was driven by higher compensation and benefits associated with a higher level
of earnings and headcount, as well as increased non-personnel expenses from continued expansion of the business,
especially into non-U.S. regions.
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Income before taxes totaled $525 million, $402 million and $424 million in 2006, 2005 and 2004, respectively. Income
before taxes increased 31% in 2006 from 2005. Income before taxes decreased 5% in 2005 from 2004. Pre-tax margin
was 22%, 21% and 25% in 2006, 2005 and 2004, respectively.

Geographic Revenues

Net Revenues by Geographic Region

Percent Change

In millions 2006/ 2005/
Year ended November 30 2006 2005 2004 2005 2004
Europe $ 4,536 $ 3,601 $ 2,104 26% 71%
Asia Pacific and other 1,931 1,759 1,247 10 41
Total Non-U.S. 6,467 5,360 3,351 21 60
U.S. 11,116 9,270 8,225 20 13
Net revenues $17,583 $14,630 $11,576 20% 26%

CONFIDENTIAL TREATMENT REQUESTED BY

Non-U.S. net revenues rose 21% in 2006 from 2005 to a record $6.5 billion, representing 37% of total net revenues
both in 2006 and 2005. The increase in 2006 net revenues was due to the continued growth in Capital Markets as well as
the continued expansion of our Investment Management business in both Europe and Asia. Non-U.S. net revenues rose
60% in 2005 from 2004 to a then-record $5.4 billion. Non—U.S. net revenues represented 37% of total net revenues in
2005, from 29% in 2004. The improved net revenues in 2005 from 2004 reflected significant growth in Capital Markets
and Investment Banking in both Europe and the Asia Pacific and other regions.

Net revenues in Europe rose 26% in 2006 from 2005, reflecting higher revenues in Capital Markets, growth in
Investment Management and strong results in Investment Banking. In Fixed Income Capital Markets, higher revenues
were driven by credit products, securitized products and our real estate business. In Equities Capital Markets, higher net
revenues reflect strong results in volatility and equity prime brokerage. Net revenues in Europe rose 71% in 2005 from
2004, reflecting higher revenues in Investment Banking and Capital Markets, as well as a growing Investment
Management presence. Investment Banking benefited from a significant increase in completed M&A transactions and
increased client-driven derivative-solution transactions in 2005. In Fixed Income Capital Markets, our strong
performance in 2005 was driven by residential mortgages, commercial mortgages and real estate, and interest rate
products. In Equities Capital Markets, higher net revenues reflected strong results in equity derivatives, cash products,
and equity arbitrage activities.

Net revenues in Asia Pacific and other rose 10% in 2006 from 2005, reflecting higher revenues in Capital Markets and
the growth in Investment Management, partially offset by declining revenues in Investment Banking. Capital Markets
net revenues increased in 2006 primarily from strong performances in commercial mortgages and real estate, equity
volatility and improved equity trading strategies, partially offset by lower revenues from interest rate products. Net
revenues in Asia Pacific and other rose 41% in 2005 from 2004, reflecting strong Investment Banking and Capital
Markets net revenues. Investment Banking benefited from several non-public structured equity transactions for clients in
2005. Capital Markets net revenues increased in 2005 primarily from strong performances in high yield and equity
derivatives.

Liquidity, Funding and Capital Resources

Management’s Finance Committee is responsible for developing, implementing and enforcing our liquidity, funding and
capital policies. These policies include recommendations for capital and balance sheet size as well as the allocation of
capital and balance sheet to the business units. Management’s Finance Committee oversees compliance with policies
and limits with the goal of ensuring we are not exposed to undue liquidity, funding or capital risk.
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Liquidity Risk Management

We view liquidity and liquidity management as critically important to the Company. Our liquidity strategy seeks to
ensure that we maintain sufficient liquidity to meet all of our funding obligations in all market environments. Our
liquidity strategy is centered on five principles:

® We maintain a liquidity pool available to Holdings that is of sufficient size to cover expected cash outflows over
the next twelve months in a stressed liquidity environment.

® We rely on secured funding only to the extent that we believe it would be available in all market environments.
® We aim to diversify our funding sources to minimize reliance on any given providers.

e Liquidity is assessed at the entity level. For example, because our legal entity structure can constrain liquidity
available to Holdings, our liquidity pool excludes liquidity that is restricted from availability to Holdings.

® We maintain a comprehensive Funding Action Plan to manage a stress liquidity event, including a
communication plan for regulators, creditors, investors and clients.

Liquidity pool. We maintain a liquidity pool available to Holdings that covers expected cash outflows for twelve months
in a stressed liquidity environment. In assessing the required size of our liquidity pool, we assume that assets outside the
liquidity pool cannot be sold to generate cash, unsecured debt cannot be issued, and any cash and unencumbered liquid
collateral outside of the liquidity pool cannot be used to support the liquidity of Holdings. Our liquidity pool is sized to
cover expected cash outflows associated with the following items:

® The repayment of all unsecured debt maturing in the next twelve months ($18.3 billion at November 30, 2006).

® The funding of commitments to extend credit made by Holdings and certain unregulated subsidiaries based on a
probabilistic model. The funding of commitments to extend credit made by our regulated subsidiaries (including
our banks) is covered by the liquidity pools maintained by these regulated subsidiaries. See “Contractual
Obligations and Lending-Related Commitments” in this MD&A and Note 11 to the Consolidated Financial
Statements.

e The impact of adverse changes on secured funding — either in the form of wider “haircuts” (the difference
between the market and pledge value of assets) or in the form of reduced borrowing availability.

e The anticipated funding requirements of equity repurchases as we manage our equity base (including offsetting
the dilutive effect of our employee incentive plans). See “Equity Management” below.

In addition, the liquidity pool is sized to cover the impact of a one notch downgrade of Holdings’ long-term debt
ratings, including the additional collateral that would be required for our derivative contracts and other secured
funding arrangements. See “Credit Ratings” below.

The liquidity pool is primarily invested in highly liquid instruments including: money market funds, bank deposits,
U.S., European and Japanese government bonds, and U.S. agency securities and other liquid securities that we
believe have a highly reliable pledge value. We calculate our liquidity pool on a daily basis.

At November 30, 2006, the estimated pledge value of the liquidity pool available to Holdings was $31.4 billion,
which is in excess of the items discussed above. Additionally, our regulated subsidiaries, such as our broker-dealers
and bank institutions, maintain their own liquidity pools to cover their stand-alone one year expected cash funding
needs in a stressed liquidity environment. The estimated pledge value of the liquidity pools held by our regulated
subsidiaries totaled an additional $47.7 billion at November 30, 2006.
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Funding of assets. We fund assets based on their liquidity characteristics, and utilize cash capital’ to provide financing
for our long-term funding needs. Our funding strategy incorporates the following factors:

e Liquid assets (i.e., assets for which a reliable secured funding market exists across all market environments
including government bonds, U.S. agency securities, corporate bonds, asset-backed securities and high quality
equity securities) are primarily funded on a secured basis.

o Secured funding “haircuts” are funded with cash capital.

¢ Illiquid assets (e.g., fixed assets, intangible assets, and margin postings) and less liquid inventory positions (e.g.,
derivatives, private equity investments, certain corporate loans, certain commercial mortgages and real estate
positions) are funded with cash capital.

e Unencumbered assets, which are not part of the liquidity pool irrespective of asset quality, are also funded with
cash capital. These assets are typically unencumbered because of operational and asset-specific factors (e.g.,
securities moving between depots). We do not assume a change in these factors during a stressed liquidity event.

As part of our funding strategy, we also take steps to mitigate our main sources of contingent liquidity risk as
follows:

¢ Commitments to extend credit - Cash capital is utilized to cover a probabilistic estimate of expected funding of
commitments to extend credit. See “Contractual Obligations and Lending-Related Commitments” in this
MD&A.

¢ Ratings downgrade - Cash capital is utilized to cover the liquidity impact of a one notch downgrade on
Holdings. A ratings downgrade would increase the amount of collateral to be posted against our derivative
contracts and other secured funding arrangements. See “Credit Ratings” below.

¢ Client financing - We provide secured financing to our clients typically through repurchase and prime broker
agreements. These financing activities can create liquidity risk if the availability and terms of our secured
borrowing agreements adversely change during a stressed liquidity event and we are unable to reflect these
changes in our client financing agreements. We mitigate this risk by entering into term secured borrowing
agreements, in which we can fund different types of collateral at pre-determined collateralization levels, and by
maintaining liquidity pools at our regulated broker-dealers.

Our policy is to operate with an excess of long-term funding sources over our long-term funding requirements. We
seek to maintain a cash capital surplus at Holdings of at least $2 billion. As of November 30, 2006 and 2005, our
cash capital surplus at Holdings totaled $6.0 billion and $6.2 billion, respectively. Additionally, cash capital
surpluses in regulated entities at November 30, 2006 and 2005 amounted to $10.0 billion and $8.1 billion,
respectively.

We hedge the majority of foreign exchange risk associated with investments in subsidiaries in non-U.S. dollar
currencies using long-term debt and forwards.

Diversification of funding sources. We seek to diversify our funding sources. We issue long-term debt in multiple
currencies and across a wide range of maturities to tap many investor bases, thereby reducing our reliance on any one
source.

® During 2006, we issued $48.1 billion of long-term borrowings. Long-term borrowings (excluding borrowings
with remaining contractual maturities within one year of the financial statement date) increased to $81.2 billion
at November 30, 2006 from $53.9 billion at November 30, 2005 principally to support the growth in our assets,
as well as pre-funding a portion of 2007 maturities. The weighted-average maturities of long-term borrowings
were 6.3 years and 6.7 years at November 30, 2006 and 2005, respectively.

® We diversify our issuances geographically to minimize refinancing risk and broaden our debt-holder base. As of
November 30, 2006, 49% of our long-term debt was issued outside the United States.

Cash capital consists of stockholders’ equity, portions of core deposit liabilities at our bank subsidiaries, and labilities with remaining terms
of over one year.
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We typically issue in a single maturity in sufficient size to create a liquid benchmark issuance (i.e., sufficient
size to be included in the Lehman Bond Index, a widely used index for fixed income asset managers).

In order to minimize refinancing risk, we set limits for the amount of long-term borrowings maturing over any
three, six and twelve month horizon at 12.5%, 17.5% and 30.0% of outstanding long-term borrowings,
respectively—that is, $10.1 billion, $14.2 billion and $24.3 billion, respectively, at November 30, 2006. If we
were to operate with debt above these levels, we would not include the additional amount as a source of cash
capital.

Long-term debt is accounted for in our long-term-borrowings maturity profile at its contractual maturity date if the
debt is redeemable at our option. Long-term debt that is repayable at par at the holder’s option is included in these
limits at its earliest put date or redemption date. Extendible issuances (in which, unless debt holders instruct us to
redeem their debt instruments at least one year prior to stated maturity, the maturity date of these instruments is
automatically extended) are included in these limits at their earliest maturity date. Based on experience, we expect
the majority of these extendibles to remain outstanding beyond their earliest maturity date in a normal market
environment and “roll” through the long-term borrowings maturity profile.

The quarterly long-term borrowings maturity schedule over the next five years at November 30, 2006 is as follows:

Long-Term Borrowings Maturity Profile Chart
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Included in long-term debt is $4.5 billion of structured notes with contingent early redemption features linked to
market prices or other triggering events (e.g., the downgrade of a reference obligation underlying a credit-linked
note). In the above maturity table, these notes are shown at their contractual maturity. However, in determining the
cash capital value of these notes we have excluded $2.3 billion of the $4.5 billion from our cash capital sources at
November 30, 2006.

We use both committed and uncommitted bilateral and syndicated long-term bank facilities to complement our
long-term debt issuance. In particular, Holdings maintains a $2.0 billion unsecured, committed revolving credit
agreement with a syndicate of banks which expires in February 2009. In addition we maintain a $1.0 billion
multi-currency unsecured, committed revolving credit facility with a syndicate of banks for Lehman Brothers
Bankhaus AG (“LBBAG”), with a term of three and a half years expiring in April 2008. Our ability to borrow
under such facilities is conditioned on complying with customary lending conditions and covenants. We have
maintained compliance with the material covenants under these credit agreements at all times. As of November
30, 2006, there were no borrowings against Holdings’ or LBBAG’s credit facilities.
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® We have established a $2.4 billion conduit that issues secured liquidity notes to pre-fund high grade loan
commitments. This is fully backed by a triple-A rated, third-party, one-year revolving liquidity back stop.

¢ Bank facilities provide us with further diversification and flexibility. For example, we draw on our committed
syndicated credit facilities described above on a regular basis (typically 25% to 50% of the time on a weighted-
average basis) to provide us with additional sources of long-term funding on an as-needed basis. We have the
ability to prepay and redraw any number of times and to retain the proceeds for any term up to the maturity date
of the facility. As a result, we see these facilities as having the same liquidity value as long-term borrowings with
the same maturity dates, and we include these borrowings in our reported long-term borrowings at the facility’s
stated final maturity date to the extent that they are outstanding as of a reporting date.

® We own three bank entities: Lehman Brothers Bank, a U.S.-based thrift institution, LBCB, a U.S.-based
industrial bank, and LBBAG, a German bank. These regulated bank entities operate in a deposit-protected
environment and are able to source low-cost unsecured funds that are primarily term deposits. These are
generally insulated from a Company-specific or market liquidity event, thereby providing a reliable funding
source for our mortgage products and selected loan assets and increasing our funding diversification. Overall,
these bank institutions have raised $21.4 billion and $15.1 billion of customer deposit liabilities as of November
30, 2006 and 2003, respectively.

Legal entity structure. Our legal entity structure can constrain liquidity available to Holdings. Some of our legal
entities, particularly our regulated broker-dealers and bank institutions, are restricted in the amount of funds that they
can distribute or lend to Holdings.

®  As of November 30, 2006, Holdings” Total Equity Capital (defined as total stockholders’ equity of $19.2 billion
plus $2.7 billion of junior subordinated notes) amounted to $21.9 billion. We believe Total Equity Capital to be
a more meaningful measure of our equity than stockholders’ equity because junior subordinated notes are
equity-like due to their subordinated nature, long-term maturity and interest deferral features. Leading rating
agencies view these securities as equity capital for purposes of calculating net leverage. (See Note 9 to the
Consolidated Financial Statements.) We aim to maintain a primary equity double leverage ratio (the ratio of
equity investments in Holdings’ subsidiaries to its Total Equity Capital) of 1.0x or below. Our primary equity
double leverage ratio was 0.88x as of November 30, 2006 and 0.85x as of November 30, 2005.

¢ (Certain regulated subsidiaries are funded with subordinated debt issuances and/or subordinated loans from
Holdings, which are counted as regulatory capital for those subsidiaries. Our policy is to fund subordinated debt
advances by Holdings to subsidiaries for use as regulatory capital with long-term debt issued by Holdings
having a maturity at least one year greater than the maturity of the subordinated debt advance.

Funding action plan. We have developed and regularly update a Funding Action Plan, which represents a detailed
action plan to manage a stress liquidity event, including a communication plan for regulators, creditors, investors and
clients. The Funding Action Plan considers two types of liquidity stress events—a Company-specific event, where
there are no issues with the overall market liquidity; and a broader market-wide event, which affects not just our
Company but the entire market.

In a Company-specific event, we assume we would lose access to the unsecured funding market for a full year and have
to rely on the liquidity pool available to Holdings to continue to fund our balance sheet.

In a market liquidity event, in addition to the pressure of a Company-specific event, we also assume that, because the
event is market wide, some counterparties to whom we have extended liquidity facilities draw on these facilities. To
mitigate the effect of a market liquidity event, we have developed access to additional liquidity sources beyond the
liquidity pool at Holdings, including unutilized funding capacity in our bank entities and unutilized capacity in our bank
facilities. (See “Funding of assets” above.)

We perform regular assessments of our funding requirements in stress liquidity scenarios to best ensure we can meet all
our funding obligations in all market environments.

Cash Flows

Cash and cash equivalents increased $1.1 billion at November 30, 2006 compared with November 30, 2005, as net cash
used in operating activities of $36.4 billion—attributable primarily to growth in financial instruments and other
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inventory positions owned—coupled with net cash used in investing activities of $785 million was less than net cash
provided by financing activities of $38.3 billion. Cash and cash equivalents declined $540 million at November 30,
2005 compared with November 30, 2004, as net cash used in operating activities of $12.2 billion—attributable primarily
to growth in financial instruments and other inventory positions owned—coupled with net cash used in investing
activities of $447 million exceeded net cash provided by financing activities of $12.1 billion.

Balance Sheet and Financial Leverage

Assets. Our balance sheet consists primarily of Cash and cash equivalents, Financial instruments and other inventory
positions owned, and collateralized financing agreements. The liquid nature of these assets provides us with flexibility in
financing and managing our business. The majority of these assets are funded on a secured basis through collateralized
financing agreements.

Our total assets at November 30, 2006 increased by 23% to $504 billion, from $410 billion at November 30, 2005, due
to an increase in secured financing transactions and net assets. Net assets at November 30, 2006 increased $58 billion
due to increases across all inventory categories as we continue to grow the Firm, including our client-related businesses.
We believe net assets is a more useful measure than total assets when comparing companies in the securities industry
because it excludes certain low-risk, non-inventory assets (including Cash and securities segregated and on deposit for
regulatory and other purposes, Securities received as collateral, Securities purchased under agreements to resell and
Securities borrowed) and Identifiable intangible assets and goodwill. This definition of net assets is used by many of our
creditors and a leading rating agency to evaluate companies in the securities industry. Under this definition, net assets
were $268.9 billion and $211.4 billion at November 30, 2006 and November 30, 2005, respectively, as follows:

Net Assets

In millions

November 30 2006 2005
Total assets $503,545 $410,063
Cash and securities segregated and on deposit for regulatory and other purposes 6,091) (5,744)
Securities received as collateral (6,099) 4975) .
Securities purchased under agreements to resell (117,490) (106,209)
Securities borrowed (101,567) (78,455)
Identifiable intangible assets and goodwill (3,362) (3,256)
Net assets $268,936 $211,424

CONFIDENTIAL TREATMENT REQUESTED BY

Our net assets consist of inventory necessary to facilitate client—flow activities and, to a lesser degree, proprietary and
principal investment activities. As such, our mix of net assets is subject to change. The overall size of our balance sheet
will fluctuate from time to time and, at specific points in time, may be higher than the year-end or quarter-end amounts.
Our total assets at quarter-ends were, on average, approximately 4% and 5% lower than amounts based on a monthly
average over the four and eight quarters ended November 30, 2006, respectively. Our net assets at quarter-ends were, on
average, approximately 5% and 6% lower than amounts based on a monthly average over the four and eight quarters
ended November 30, 2006, respectively.

Leverage Ratios. Balance sheet leverage ratios are one measure used to evaluate the capital adequacy of a company.
The leverage ratio is calculated as total assets divided by total stockholders’ equity. Our leverage ratios were 26.2x and
24.4x at November 30, 2006 and November 30, 2005, respectively. However, we believe net leverage based on net
assets as defined above (which excludes certain low-risk, non-inventory assets and Identifiable intangible assets and
goodwill) divided by tangible equity capital (Total stockholders’ equity plus Junior subordinated notes less Identifiable
intangible assets and goodwill), to be a more meaningful measure of leverage in evaluating companies in the securities
industry. Our net leverage ratio of 14.5x at November 30, 2006 increased from 13.6x at November 30, 2005. We believe
tangible equity capital to be a more representative measure of our equity for purposes of calculating net leverage because
Junior subordinated notes are deeply subordinated and have a long-term maturity and interest deferral features, and we
do not view the amount of equity used to support Identifiable intangible assets and goodwill as available to support our
remaining net assets. This definition of net leverage is used by many of our creditors and a leading rating agency.
Tangible equity capital and net leverage are computed as follows at November 30, 2006 and November 30, 2005:
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Tangible Equity Capital and Net Leverage Ratio

In millions

November 30 2006 2005
Total stockholders’ equity $19,191 $16,794
Junior subordinated notes” 2,738 2,026
Identifiable intangible assets and goodwill (3,362) (3,256)
Tangible equity capital $18,567 $15,564
Leverage ratio 26.2x 24.4x
Net leverage ratio 14.5x 13.6x
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(1) See Note 9 to the Consolidated Financial Statements.

Net assets, tangible equity capital and net leverage ratio as presented above are not necessarily comparable to similarly
titled measures provided by other companies in the securities industry because of different methods of calculation.

Equity Management

The management of equity is a critical aspect of our capital management. The determination of the appropriate
amount of equity is affected by a number of factors, including the amount of “risk equity” needed, the capital
required by our regulators and balance sheet leverage. Equity requirements constantly are changing, and we actively
monitor risk requirements and potential investment opportunities. We continuously look at investment alternatives
for our equity with the objective of maximizing shareholder value. In addition, in managing our capital, returning
capital to shareholders by repurchasing shares is among the alternatives considered.

We maintain a stock repurchase program to manage our equity capital. Our stock repurchase program is effected
through regular open-market purchases, as well as through employee transactions where employees tender shares of
common stock to pay for the exercise price of stock options, and the required tax withholding obligations upon
option exercises and conversion of restricted stock units to freely-tradable common stock. During 2006, we
repurchased approximately 38.9 million shares of our common stock through open-market purchases at an aggregate
cost of approximately $2.7 billion, or $68.80 per share. In addition, we withheld approximately 14.0 million shares
of common stock from employees for the purposes described above at an equivalent cost of $1 billion or $71.89 per
common share. In total, we repurchased and withheld 52.9 million shares during 2006 for a total consideration of
approximately $3.7 billion. During 2006 we also issued 22.4 million shares resulting from employee stock option
exercises and another 21.0 million shares were issued out of treasury stock into the RSU Trust.

In January 2007, our Board of Directors has authorized the repurchase, subject to market conditions, of up to 100
million shares of Holdings common stock for the management of our equity capital. This authorization supersedes
the stock repurchase program authorized in 2006.
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Included below are the changes in our Tangible Equity Capital for the years ended November 30, 2006 and 2005:
Tangible Equity Capital

In millions
Year Ended November 30 2006 2005
Beginning tangible equity capital $15,564 $12,636
. Net income 4,007 3,260
Dividends on common stock (276) (233)
Dividends on preferred stock (66) (69)
Common stock open-market repurchases (2,678) (2,994)
Common stock withheld from employees" (1,003) (1,163)
Equity-based award plans® 2,396 3,305
Net change in preferred stock — (250)
Net change in junior subordinated notes included in tangible equity®® 712 1,026
Other, net (89) 46
Ending tangible equity capital $18,567 $15,564

(1) Represents shares of common stock withheld in satisfaction of the exercise price of stock options and tax withholding obligations upon
option exercises and conversion of restricted stock units.

(2) This represents the sum of (i) proceeds received from employees upon the exercise of stock options, (ii) the incremental tax benefits from
the issuance of stock-based awards and (iii) the value of employee services received — as represented by the amortization of deferred stock
compensation.

(3) Junior subordinated notes are deeply subordinated and have a long-term maturity and interest deferral features and are utilized in
calculating equity capital by leading rating agencies.

Credit Ratings

Like other companies in the securities industry, we rely on external sources to finance a significant portion of our day-to-
day operations. The cost and availability of unsecured financing are affected by our short-term and long-term credit
ratings. Factors that may be significant to the determination of our credit ratings or otherwise affect our ability to raise
short-term and long-term financing include our profit margin, our earnings trend and volatility, our cash liquidity and
liquidity management, our capital structure, our risk level and risk management, our geographic and business
diversification, and our relative positions in the markets in which we operate. Deterioration in any of these factors or
combination of these factors may lead rating agencies to downgrade our credit ratings. This may increase the cost of, or
possibly limit our access to, certain types of unsecured financings and trigger additional collateral requirements in
derivative contracts and other secured funding arrangements. In addition, our debt ratings can affect certain capital
markets revenues, particularly in those businesses where longer-term counterparty performance is critical, such as OTC
derivative transactions, including credit derivatives and interest rate swaps.

At November 30, 2006, the short- and long-term senior borrowings ratings of Holdings and LBI were as follows:

Credit Ratings

Holdings LBI
Short- Long- Short- Long-
term term term term
Standard & Poor’s Ratings Services A-l A+ A-1+ AA-
Moody’s Investors Service P-1 Al P-1 Aa3
Fitch Ratings F-1+ A+ F-1+ A+
Dominion Bond Rating Service Limited R-1 (middle) A (high) R-1 (middle) AA (low)

On June 8, 2006, Moody’s Investors Service revised its outlook on Holdings and its subsidiaries to positive from
stable. The outlook change indicates that over the medium term, if current trends continue, Holdings’ issuer credit
ratings could be raised.
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On June 16, 2006, Fitch Ratings revised its rating outlook to positive from stable. The revised outlook suggests an
upgrade of Holdings’ long-term ratings may occur if current trends continue.

On September 28, 2006, Dominion Bond Rating Service revised the rating trend on all long-term ratings of Holdings
and its related entities to positive from stable.

At November 30, 2006, counterparties had the right to require us to post additional collateral pursuant to derivative
contracts and other secured funding arrangements of approximately $0.9 billion. Additionally, at that date we would
have been required to post additional collateral pursuant to such arrangements of approximately $0.2 billion in the event
we were to experience a downgrade of our senior debt rating of one notch and $1.8 billion in the event we were to
experience a downgrade of our senior debt rating of two notches.

Contractual Obligations and Lending-Related Commitments

Contractual Obligations

In the normal course of business, we enter into various contractual obligations that may require future cash payments.
The following table summarizes our contractual obligations at November 30, 2006 in total and by remaining maturity,
and at November 30, 2005. Excluded from the table are a number of obligations recorded in the Consolidated Statement
of Financial Condition that generally are short-term in nature, including secured financing transactions, trading
liabilities, deposit liabilities at our banking subsidiaries, commercial paper and other short-term borrowings and other
payables and accrued liabilities.

Total

Expiration per Period at November 30, 2006 Contractual Amount
2009- 2011and November November

In millions 2007 2008 2010 Later 30, 2006 30, 2005
Long-term borrowings $— 817,892  $21,327 $41,959 $81,178 $53,899
Operating lease obligations 165 156 306 1,054 1,681 1,715
Capital lease obligations 68 74 200 2,701 3,043 2,773
Purchasing and other obligations 383 141 94 165 783 664

For additional information about long-term borrowings, see Note 9 to the Consolidated Financial Statements. For
additional information about operating and capital lease obligations, see Note 11 to the Consolidated Financial
Statements. Purchase obligations include agreements to purchase goods or services that are enforceable and legally
binding and that specify all significant terms, including: fixed or minimum quantities to be purchased; fixed, minimum
or variable price provisions; and the approximate timing of the transaction. Purchase obligations with variable pricing
provisions are included in the table based on the minimum contractual amounts. Certain purchase obligations contain
termination or renewal provisions. The table reflects the minimum contractual amounts likely to be paid under these
agreements assuming the contracts are not terminated.

Lending-Related Commitments

In the normal course of business, we enter into various lending-related commitments. In all instances, we mark to market
these commitments with changes in fair value recognized in Principal transactions in the Consolidated Statement of
Income. We use various hedging and funding strategies to actively manage our market, credit and liquidity exposures on
these commitments. We do not believe total commitments necessarily are indicative of actual risk or funding
requirements because the commitments may not be drawn or fully used and such amounts are reported before
consideration of hedges. These commitments and any related drawdowns of these facilities typically have fixed maturity
dates and are contingent on certain representations, warranties and contractual conditions applicable to the borrower.

Through our high grade and high yield sales, trading and underwriting activities, we make commitments to extend credit.
We define high yield (non-investment grade) exposures as securities of or loans to companies rated BB+ or lower or
equivalent ratings by recognized credit rating agencies, as well as non-rated securities or loans that, in management’s
opinion, are non-investment grade. In addition, we make commitments to extend mortgage loans through our residential
and commercial mortgage platforms in our Capital Markets business. From time to time, we may also provide contingent
commitments to investment and non-investment grade counterparties related to acquisition financing. Our expectation is,
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and our past practice has been, to distribute through loan syndications to investors substantially all the credit risk
associated with these acquisition financing loans, if closed, consistent with our credit facilitation framework. We do not
believe these commitments are necessarily indicative of our actual risk because the borrower may not complete a
contemplated acquisition or, if the borrower completes the acquisition, often will raise funds in the capital markets
instead of drawing on our commitment. In addition, we enter into secured financing commitments in our Capital Markets
businesses.

Lending-related commitments at November 30, 2006 and 2005 were as follows:

Total

Expiration per Period at November 30, 2006 Contractual Amount

2009- 2011- 2013and November November

In millions 2007 2008 2010 2012 Later 30, 2006 30, 2005

High grade $ 3424 $922 $5931  $7,593 $ 75 $17,945 $14,039

High yield @ 2,807 158 1,350 2,177 1,066 7,558 5,172

Mortgage commitments 10,728 752 500 210 56 12,246 9,417

Investment grade contingent

acquisition facilities 1,918 — — —_ — 1,918 3,915
Non-investment grade contingent

acquisition facilities 12,571 195 — — — 12,766 4,738

Secured lending transactions,
including forward starting resale
and repurchase agreements 79,887 896 194 456 1,554 82,987 65,782
(1) We view our net credit exposure for high grade commitments, after consideration of hedges, to be $4.9 billion and $5.4 billion at November 30,
2006 and 2005, respectively.

(2) We view our net credit exposure for high yield commitments, after consideration of hedges, to be $5.9 billion and $4.4 billion at November 30,
2006 and 2005, respectively.

See Note 11 to the Consolidated Financial Statements for additional information about lending-related commitments.

Off-Balance-Sheet Arrangements

In the normal course of business we engage in a variety of off-balance-sheet arrangements, including certain derivative
contracts meeting the FIN 45 definition of a guarantee that may require future payments. Other than lending-related
commitments already discussed above in “Contractual Obligations and Lending-Related Commitments,” the following
table summarizes our off-balance-sheet arrangements at November 30, 2006 and 2005 as follows:

Notional/
Expiration per Period at November 30, 2006 Maximum amount
2009- 2011- 2013and November November

In millions 2007 2008 2010 2012  Later 30, 2006 30, 2005
Derivative contracts ‘" $85,706  $71,102 $94,374 $102,505 $189,662  $543,349  $486,874
Municipal-securities-related
commitments 835 35 602 77 50 1,599 4,105
Other commitments with

variable interest entities 453 928 799 309 2,413 4,902 6,321
Standby letters of credit 2,380 — — —_ — 2,380 2,608
Private equity and other principal

investment commitments 462 282 294 50 — 1,088 927

(1) We believe the fair value of these derivative contracts is a more relevant measure of the obligations because we believe the notional amount
overstates the expected payout. At November 30, 2006 and 2005 the fair value of these derivative contracts approximated $11.2 billion and $8.2
billion, respectively.
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See Note 11 to the Consolidated Financial Statements for additional information about off-balance-sheet arrangements
and guarantees.

Derivatives

Derivatives often are referred to as off-balance-sheet instruments because neither their notional amounts nor the
underlying instruments are reflected as assets or liabilities in our Consolidated Statement of Financial Condition.
Instead, the market or fair values related to the derivative transactions are reported in the Consolidated Statement of
Financial Condition as assets or liabilities in Derivatives and other contractual agreements, as applicable.

In the normal course of business, we enter into derivative transactions both in a trading capacity and as an end-user. We
use derivative products in a trading capacity as a dealer to satisfy the financial needs of clients and to manage our own
exposure to market and credit risks resulting from our trading activities (collectively, “Trading-Related Derivative
Activities”). In this capacity, we transact extensively in derivatives including interest rate, credit (both single name and
portfolio), foreign exchange and equity derivatives. Additionally, in 2006 the Company increased its trading in
commodity derivatives. The use of derivative products in our trading businesses is combined with transactions in cash
instruments to allow for the execution of various trading strategies. Derivatives are recorded at market or fair value in
the Consolidated Statement of Financial Condition on a net-by-counterparty basis when a legal right of set-off exists and
are netted across products when such provisions are stated in the master netting agreement. As an end-user, we use
derivative products to adjust the interest rate nature of our funding sources from fixed to floating interest rates and to
change the index on which floating interest rates are based (e.g., Prime to LIBOR).

We conduct our derivative activities through a number of wholly-owned subsidiaries. Our fixed income derivative
products business is principally conducted through our subsidiary Lehman Brothers Special Financing Inc., and
separately capitalized “AAA” rated subsidiaries, Lehman Brothers Financial Products Inc. and Lehman Brothers
Derivative Products Inc. Our equity derivative products business is conducted through Lehman Brothers Finance S.A.
and Lehman Brothers OTC Derivatives Inc. Our commodity derivatives product business is conducted through Lehman
Brothers Commodity Services Inc. In addition, as a global investment bank, we also are a market maker in a number of
foreign currencies. Counterparties to our derivative product transactions primarily are U.S. and foreign banks, securities
firms, corporations, governments and their agencies, finance companies, insurance companies, investment companies
and pension funds. We manage the risks associated with derivatives on an aggregate basis, along with the risks
associated with our non-derivative trading and market-making activities in cash instruments, as part of our firm wide risk
management policies. We use industry standard derivative contracts whenever appropriate.

For additional information about our accounting policies and our Trading-Related Derivative Activities, see Notes 1 and
2 to the Consolidated Financial Statements.

In accordance with FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others (“FIN 45”), the table above includes only certain derivative
contracts meeting the FIN 45 definition of a guarantee. For additional information on these guarantees, see Note 11 to
the Consolidated Financial Statements.

Special Purpose Entities

In the normal course of business, we establish special purpose entities (“SPEs”), sell assets to SPEs, transact derivatives
with SPEs, own securities or residual interests in SPEs and provide liquidity or other guarantees for SPEs. SPEs are
corporations, trusts or partnerships that are established for a limited purpose. There are two types of SPEs—qualifying
special purpose entities (“QSPEs”) and variable interest entities (“VIEs™). SPEs by their nature generally do not provide
equity owners with significant voting powers because the SPE documents govern all material decisions. Our primary
involvement with SPEs relates to securitization transactions through QSPEs, in which transferred assets are sold to an
SPE that issues securities supported by the cash flows generated by the assets (i.e., securitized). A QSPE generally can
be described as an entity whose permitted activities are limited to passively holding financial assets and distributing cash
flows to investors based on pre-set terms. Under SFAS 140, Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities (“SFAS 140), we do not consolidate QSPEs. Rather, we recognize only the interests
in the QSPEs we continue to hold, if any. We account for such interests at fair value.

We are a market leader in mortgage (both residential and commercial), municipal and other asset-backed securitizations.
See Note 3 to the Consolidated Financial Statements for additional information about our securitization activities.
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In addition, we transact extensively with VIEs which do not meet the QSPE criteria due to their permitted activities not
being sufficiently limited or because the assets are not deemed qualifying financial instruments (e.g., real estate). Under
Financial Accounting Standards Board (“FASB”) Interpretation No. 46 (revised December 2003), Consolidation of
Variable Interest Entities—an interpretation of ARB No. 51 (“FIN 46(R)”), we consolidate those VIEs where we are the
primary beneficiary of such entity. The primary beneficiary is the party that has either a majority of the expected losses
or a majority of the expected residual returns as defined. Examples of our involvement with VIEs include collateralized
debt obligations, synthetic credit transactions, real estate investments through VIEs, and other structured financing
transactions. For additional information about our involvement with VIEs, see Note 3 to the Consolidated Financial
Statements.

Risk Management

As a leading global investment bank, risk is an inherent part of our businesses. Global markets, by their nature, are prone
to uncertainty and subject participants to a variety of risks. Risk management is considered to be of paramount
importance in our day-to-day operations. Consequently, we devote significant resources (including investments in
employees and technology) to the measurement, analysis and management of risk.

While risk cannot be eliminated, it can be mitigated to the greatest extent possible through a strong internal control
environment. Essential in our approach to risk management is a strong internal control environment with multiple
overlapping and reinforcing elements. We have developed policies and procedures to identify, measure and monitor the
risks involved in our global trading, brokerage and investment banking activities. We apply analytical procedures
overlaid with sound practical judgment and work proactively with the business areas before transactions occur to ensure
that appropriate risk mitigants are in place.

We also seek to reduce risk through the diversification of our businesses, counterparties and activities across geographic
regions. We accomplish this objective by allocating the usage of capital to each of our businesses, establishing trading
limits and setting credit limits for individual counterparties. Our focus is on balancing risks and returns. We seek to
obtain adequate returns from each of our businesses commensurate with the risks they assume. Nonetheless, the
effectiveness of our approach to managing risks can never be completely assured. For example, unexpected large or
rapid movements or disruptions in one or more markets or other unforeseen developments could have an adverse effect
on the results of our operations and on our financial condition. Those events could cause losses due to adverse changes
in inventory values, decreases in the liquidity of trading positions, increases in our credit exposure to clients and
counterparties, and increases in general systemic risk.

Our overall risk limits and risk management policies are established by management’s Executive Committee. On a
weekly basis, our Risk Committee, which consists of the Executive Committee, the Chief Risk Officer and the Chief
Financial Officer, reviews all risk exposures, position concentrations and risk-taking activities. The Global Risk
Management Division (the “Division”) is independent of the trading areas. The Division includes credit risk
management, market risk management, quantitative risk management, sovereign risk management and operational risk
management. Combining these disciplines facilitates a fully integrated approach to risk management. The Division
maintains staff in each of our regional trading centers as well as in key sales offices. Risk management personnel have
multiple levels of daily contact with trading staff and senior management at all levels within the Company. These
interactions include reviews of trading positions and risk exposures.

Credit Risk

Credit risk represents the possibility that a counterparty or an issuer of securities or other financial instruments we hold
will be unable or unwilling to honor its contractual obligations to us. Credit risk management is therefore an integral
component of our overall risk management framework. The Credit Risk Management Department (the “CRM
Department”) has global responsibility for implementing our overall credit risk management framework.

The CRM Department manages the credit exposures related to trading activities by approving counterpartics, assigning
internal risk ratings, establishing credit limits and requiring master netting agreements and collateral in appropriate
circumstances. The CRM Department considers the transaction size, the duration of a transaction and the potential credit
exposure for complex derivative transactions in making our credit decisions. The CRM Department is responsible for
the monitoring and review of counterparty risk ratings, current credit exposures and potential credit exposures across all
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products and recommending valuation adjustments, when appropriate. Credit limits are reviewed periodically to ensure
that they remain appropriate in light of market events or the counterparty’s financial condition.

Our Chief Risk Officer is a member of the Investment Banking Commitment, Investment, and Bridge Loan Approval
Committees. Members of Credit and Market Risk Management participate in committee meetings, vetting and reviewing
transactions. Decisions on approving transactions not only take into account the risks of the transaction on a stand-alone
basis, but they also consider our aggregate obligor risk, portfolio concentrations, reputation risk and, importantly, the
impact any particular transaction under consideration would have on our overall risk appetite. Exceptional transactions
and/or situations are addressed and discussed with management’s Executive Committee when appropriate.

See “Critical Accounting Policies and Estimates—Derivatives and other contractual agreements” in this MD&A and
Note 2 to the Consolidated Financial Statements for additional information about net credit exposure on OTC derivative
contracts.

Market Risk

Market risk represents the potential adverse change in the value of a portfolio of financial instruments due to changes in
market rates, prices and volatilities. Market risk management is an essential component of our overall risk management
framework. The Market Risk Management Department (the “MRM Department”) has global responsibility for
developing and implementing our overall market risk management framework. To that end, it is responsible for
developing the policies and procedures of the market risk management process, determining the market risk
measurement methodology in conjunction with the Quantitative Risk Management Department (the “QRM
Department’), monitoring, reporting and analyzing the aggregate market risk of trading exposures, administering market
risk limits and the escalation process, and communicating large or unusual risks as appropriate. Market risks inherent in
positions include, but are not limited to, interest rate, equity and foreign exchange exposures.

The MRM Department uses qualitative as well as quantitative information in managing trading risk, believing that a
combination of the two approaches results in a more robust and complete approach to the management of trading risk.
Quantitative information is derived from a variety of risk methodologies based on established statistical principles. To
ensure high standards of analysis, the MRM Department has retained seasoned risk managers with the requisite
experience and academic and professional credentials.

Market risk is present in both our long and short cash inventory positions (including derivatives), financing activities and
contingent claim structures. Our exposure to market risk varies in accordance with the volume of client-driven market-
making transactions, the size of our proprietary trading and principal investment positions and the volatility of financial
instruments traded. We seek to mitigate, whenever possible, excess market risk exposures through appropriate hedging
strategies.

We participate globally in interest rate, equity, foreign exchange and commercial real-estate markets and, beginning in
2005, certain commodity markets. Our Fixed Income Capital Markets business has a broadly diversified market
presence in U.S. and foreign government bond trading, emerging market securities, corporate debt (investment and non-
investment grade), money market instruments, mortgages and mortgage- and asset-backed securities, real estate,
municipal bonds, foreign exchange, commodity and credit derivatives. Our Equities Capital Markets business facilitates
domestic and foreign trading in equity instruments, indices and related derivatives.

As a global investment bank, we incur interest rate risk in the normal course of business including, but not limited to, the
following ways: We incur short-term interest rate risk in the course of facilitating the orderly flow of client transactions
through the maintenance of government and other bond inventories. Market-making in corporate high-grade and high-
yield instruments exposes us to additional risk due to potential variations in credit spreads. Trading in international
markets exposes us to spread risk between the term structures of interest rates in different countries. Mortgages and
mortgage-related securities are subject to prepayment risk. Trading in derivatives and structured products exposes us to
changes in the volatility of interest rates. We actively manage interest rate risk through the use of interest rate futures,
options, swaps, forwards and offsetting cash-market instruments. Inventory holdings, concentrations and aged positions
are monitored closely.

We are a significant intermediary in the global equity markets through our market making in U.S. and non-U.S. equity
securities and derivatives, including common stock, convertible debt, exchange-traded and OTC equity options, equity
swaps and warrants. These activities expose us to market risk as a result of equity price and volatility changes. Inventory
holdings also are subject to market risk resulting from concentrations and changes in liquidity conditions that may
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adversely affect market valuations. Equity market risk is actively managed through the use of index futures, exchange-
traded and OTC options, swaps and cash instruments.

We enter into foreign exchange transactions through our market-making activities, and are active in many foreign
exchange markets. We are exposed to foreign exchange risk on our holdings of non-dollar assets and liabilities. We
hedge our risk exposures primarily through the use of currency forwards, swaps, futures and options.

We are a significant participant in the real estate capital markets through our Global Real Estate Group, which provides
capital to real estate investors in many forms, including senior debt, mezzanine financing and equity capital. We also
sponsor and manage real estate investment funds for third party investors and make direct investments in these funds.
We actively manage our exposures via commercial mortgage securitizations, loan and equity syndications, and we hedge
our interest rate and credit risks primarily through swaps, treasuries, and derivatives, including those linked to
collateralized mortgage-backed securities (“CMBS”) indices.

We are exposed to both physical and financial risk with respect to energy commodities, including electricity, oil and
natural gas, through proprietary trading as well as from client-related trading activities. In addition, our structured
products business offers investors structures on indices and customized commodity baskets, including energy, metals
and agricultural markets. Risks are actively managed with exchange traded futures, swaps, OTC swaps and options. We
also actively price and manage counterparty credit risk in the CDS markets.

Operational Risk

Operational risk is the risk of loss resulting from inadequate or failed internal processes, people and systems, or from
external events. We face operational risk arising from mistakes made in the execution, confirmation or settlement of
transactions or from transactions not being properly recorded, evaluated or accounted. Our businesses are highly
dependent on our ability to process, on a daily basis, a large number of transactions across numerous and diverse
markets in many currencies, and these transactions have become increasingly complex. Consequently, we rely heavily on
our financial, accounting and other data processing systems. In recent years, we have substantially upgraded and
expanded the capabilities of our data processing systems and other operating technology, and we expect that we will
need to continue to upgrade and expand in the future to avoid disruption of, or constraints on, our operations.

Operational Risk Management (the “ORM Department”) is responsible for implementing and maintaining our overall
global operational risk management framework, which seeks to minimize these risks through assessing, reporting,
monitoring and mitigating operational risks.

We have a company-wide business continuity plan (the “BCP Plan”). The BCP Plan objective is to ensure that we can
continue critical operations with limited processing interruption in the event of a business disruption. The BCP group
manages our internal incident response process and develops and maintains continuity plans for critical business
functions and infrastructure. This includes determining how vital business activities will be performed until normal
processing capabilities can be restored. The BCP group is also responsible for facilitating disaster recovery and
business continuity training and preparedness for our employees.

Reputational Risk

We recognize that maintaining our reputation among clients, investors, regulators and the general public is important.
Maintaining our reputation depends on a large number of factors, including the selection of our clients and the conduct
of our business activities. We seek to maintain our reputation by screening potential clients and by conducting our
business activities in accordance with high ethical standards.

Potential clients are screened through a multi-step process that begins with the individual business units and product
groups. In screening clients, these groups undertake a comprehensive review of the client and its background and the
potential transaction to determine, among other things, whether they pose any risks to our reputation. Potential
transactions are screened by independent committees in the Firm, which are composed of senior members from various
corporate divisions of the Company including members of the Global Risk Management Division. These committees
review the nature of the client and its business, the due diligence conducted by the business units and product groups and
the proposed terms of the transaction to determine overall acceptability of the proposed transaction. In so doing, the
committees evaluate the appropriateness of the transaction, including a consideration of ethical and social responsibility
issues and the potential effect of the transaction on our reputation.
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Value-At-Risk

Value-at-risk (“VaR”) is an estimate of the amount of mark-to-market loss that could be incurred, with a specified
confidence level, over a given time period. The table below shows our end-of-day historical simulation VaR for our
financial instrument inventory positions, estimated at a 95% confidence level over a one-day time horizon. This means
that there is a 1 in 20 chance that daily trading net revenues losses on a particular day would exceed the reported VaR.

The historical simulation approach involves constructing a distribution of hypothetical daily changes in the value of our
positions based on market risk factors embedded in the current portfolio and historical observations of daily changes in
these factors. Our method uses four years of historical data weighted to give greater impact to more recent time periods
in simulating potential changes in market risk factors. Because there is no uniform industry methodology for estimating
VaR, different assumptions conceming the number of risk factors and the length of the time series of historical
simulation of daily changes in these risk factors as well as different methodologies could produce materially different
results and therefore caution should be used when comparing such risk measures across firms. We believe our methods
and assumptions used in these calculations are reasonable and prudent.

It is implicit in a historical simulation VaR methodology that positions will have offsetting risk characteristics, referred
to as diversification benefit. We measure the diversification benefit within our portfolio by historically simulating how
the positions in our current portfolio would have behaved in relation to each other (as opposed to using a static estimate
of a diversification benefit, which remains relatively constant from period to period). Thus, from time to time there will
be changes in our historical simulation VaR due to changes in the diversification benefit across our portfolio of financial
instruments.

VaR measures have inherent limitations including: historical market conditions and historical changes in market risk
factors may not be accurate predictors of future market conditions or future market risk factors; VaR measurements are
based on current positions, while future risk depends on future positions; VaR based on a one day measurement period
does not fully capture the market risk of positions that cannot be liquidated or hedged within one day. VaR is not
intended to capture worst case scenario losses and we could incur losses greater than the VaR amounts reported.

Value at Risk — Historical Simulation

At November 30, Average 2006
In millions 2006 2005 _2006 2005 High Low
Interest rate and commodity risk $48 $31 $35 $33 $64 $23
Equity price risk 20 17 19 15 31 11
Foreign exchange risk 5 3 5 3 7 2
Diversification benefit (19) (13) an (12)

$54 $38 $42 $39 $74 $29

Average historical simulation VaR was $42 million for 2006, up from $39 million in 2005 reflecting the increased scale
of our fixed income and equities capital markets businesses. Historical simulation VaR was $54 million at November 30,
2006, up from $38 million at November 30, 2005 primarily attributable to higher interest rate risk, due in part to a lower
diversification benefit across fixed income products. The increase in historical simulation VaR to $54 million at
November 30, 2006 from $42 million on average in 2006 is also reflective of the growth in the Company’s business
activities throughout the year, including proprietary and principal investing activities.

As part of our risk management control processes, we monitor daily trading net revenues compared with reported
historical simulation VaR as of the end of the prior business day. During 2006, there was 1 day when our daily net
trading loss exceeded our historical simulation VaR (measured at the close of the previous business day).

Other Measures of Risk

We utilize a number of risk measurement methods and tools as part of our risk management process. One risk measure
that we utilize is a comprehensive risk measurement framework that aggregates VaR, event and counterparty risks.
Event risk measures the potential loss beyond those measured in market risk such as losses associated with a downgrade
for high-quality bonds, defaults of high-yield bonds and loans, dividend risk for equity derivatives, deal break risk for
merger arbitrage positions, defaults for sub-prime mortgage loans and property value losses on real estate investments.
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Utilizing this broad risk measure, our average risk for 2006 increased compared with 2005, in part due to increased
event risk associated with our real estate positions, as well as the increase in our historical simulation VaR.

We also use stress testing to evaluate risks associated with our real estate portfolios which are non-financial assets and
therefore not captured in VaR. As of November 30, 2006, we had approximately $9.4 billion of real estate investments,
however our net investment at risk was limited to $5.9 billion as a significant portion of these assets have been financed
on a non-recourse basis. As of November 30, 2006 we estimate that a hypothetical 10% decline in the underlying
property values associated with these investments would result in a net revenue loss of approximately $270 million.

Revenue Volatility

The overall effectiveness of our risk management practices can be evaluated on a broader perspective when analyzing
the distribution of daily net trading revenues over time. We consider net trading revenue volatility over time to be a
comprehensive evaluator of our overall risk management practices because it incorporates the results of virtually all of
our trading activities and types of risk including market, credit and event risks. Substantially all of the Company’s
positions are marked-to-market daily with changes recorded in net revenues. As discussed throughout this MD&A, we
seek to reduce risk through the diversification of our businesses and a focus on client-flow activities along with selective
proprietary and principal investing activities. This diversification and focus, combined with our risk management
controls and processes, helps mitigate the net revenue volatility inherent in our trading activities.

The following table shows a measure of daily net trading revenue volatility, utilizing actual daily net trading revenues
over the previous rolling 250 trading days at a 95% confidence level. This measure represents the loss relative to the
median actual daily trading net revenues over the previous rolling 250 trading days, measured at a 95% confidence level.
This means there is a 1-in-20 chance that actual daily net trading revenues declined by an amount in excess of the
reported revenue volatility measure.

At November 30, Average 2006
In millions 2006 2008 2006 2005 High Low
Interest rate and commodity risk $28 $24 $25 $24 $29 $23
Equity price risk 24 14 19 12 24 14
Foreign exchange risk 5 3 3 2 5 2
Diversification benefit 20) ) (12) ) .
$37 $36 $35 $31 $38 $34

Average net trading revenue volatility measured in this manner increased to $35 million in 2006 up from $31 million in
2005, primarily due to the growth in our businesses.
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The following chart sets forth the frequency distribution for daily net revenues for our Capital Markets and Investment
Management business segments (excluding asset management fees) for the years ended November 30, 2006 and 2005:

Distribution of Daily Trading Net Revenues

Number of Days Daily Trading Net Revenues ($ millions)
80

01 - W 2006
i 0 2005
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In both 2006 and 2005, daily trading net revenues did not exceed losses of $60 million on any single day.

Critical Accounting Policies and Estimates

Generally accepted accounting principles require management to make estimates and assumptions that affect the
amounts reported in the Consolidated Financial Statements and accompanying notes to Consolidated Financial
Statements. Critical accounting policies are those policies that require management to make significant judgments,
assumptions, or estimates. The determination of fair value is our most critical accounting policy and is fundamental to
our reported financial condition and results of operations. Fair value is the amount at which an instrument could be
exchanged between willing parties in a current transaction, other than in a forced liquidation or sale. Management
estimates are required in determining the fair value of certain inventory positions, particularly OTC derivatives, certain
commercial mortgage loans and investments in real estate, certain non-performing loans and high yield positions, private
equity investments, and non-investment grade retained interests.

Other critical accounting policies include: accounting for business acquisitions, including the determination of fair value
of assets and liabilities acquired and the allocation of the cost of acquired businesses to identifiable intangible assets and
goodwill; and accounting for our involvement with SPEs.

Management estimates are also important in determining the realizability of deferred tax assets, the fair value of equity-.
based compensation awards and provisions associated with litigation, regulatory, and tax proceedings. Management
believes the estimates used in preparing the financial statements are reasonable and prudent. Actual results could differ
from these estimates.

The following is a summary of our critical accounting policies and estimates. See Note 1 to the Consolidated Financial
Statements for a full description of these and other accounting policies.
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Fair Value

We record financial instruments classified as Financial instruments and other inventory positions owned and Financial
instruments and other inventory positions sold but not yet purchased at market or fair value, with unrealized gains and
losses reflected in Principal transactions in the Consolidated Statement of Income. In all instances, we believe we have
established rigorous internal control processes to ensure we use reasonable and prudent measurements of fair value on a
consistent basis.

When evaluating the extent to which estimates may be required in determining the fair values of assets and liabilities
reflected in our financial statements, we believe it is useful to analyze the balance sheet as shown in the following table:

Summary Balance Sheet

In millions November 30, 2006
Assets

Financial instruments and other inventory positions owned $226,596 45%
Securities received as collateral 6,099 1
Collateralized agreements 219,057 43
Cash, receivables and PP&E 43,318 9
Other assets 5,113 1
Identifiable intangible assets and goodwill 3,362 1
Total assets $503,545 100%
Liabilities and Equity

Short-term borrowings and current portion of long-term borrowings $ 20,638 4%
Financial instruments and other inventory positions sold but not yet purchased 125,960 25
Obligation to return securities received as collateral 6,099 1
Collateralized financing 170,458 34
Payables and other accrued liabilities 58,609 12
Deposits at banks 21,412 4
Total long-term capital 100,369 20
Total liabilities and equity $503,545 100%

(1) Long-term capital includes long-term borrowings (excluding borrowings with remaining maturities within one year of the financial statement date)
and total stockholders’ equity. We believe total long-term capital is useful to investors as a measure of our financial strength.

The majority of our assets and liabilities are recorded at amounts for which significant management estimates are not
used. The following balance sheet categories, comprising 52% of total assets and 74% of total liabilities and equity, are
valued either at historical cost or at contract value (including accrued interest) which, by their nature, do not require the
use of significant estimates: Collateralized agreements, Cash, receivables and PP&E, Short-term borrowings and the
current portion of long-term borrowings, Deposits, Collateralized financing, Payables and other accrued liabilities and
Total long-term capital. Securities received as collateral and Obligation to return securities received as collateral are
recorded at fair value, but due to their offsetting nature do not result in fair value estimates affecting the Consolidated
Statement of Income. Financial instruments and other inventory positions owned and Financial instruments and other
inventory positions sold but not yet purchased (long and short inventory positions, respectively) are recorded at market
or fair value, the components of which may require, to varying degrees, the use of estimates in determining fair value.

When evaluating the extent to which management estimates may be used in determining the fair value for long and short
inventory, we believe it is useful to consider separately derivatives and cash instruments.

Derivatives and other contractual agreements. The fair values of derivative assets and liabilities at November 30, 2006
were $22.7 billion and $18.0 billion, respectively (See Note 2 to the Consolidated Financial Statements). Included
within these amounts were exchange-traded derivative assets and liabilities of $3.2 billion and $2.8 billion, respectively,
for which fair value is determined based on quoted market prices. The fair values of our OTC derivative assets and
liabilities at November 30, 2006 were $19.5 billion and $15.2 billion, respectively. With respect to OTC contracts, we
view our net credit exposure to be $15.6 billion at November 30, 2006, representing the fair value of OTC contracts in a
net receivable position after consideration of collateral.
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The following table sets forth the fair value of OTC derivatives by contract type and by remaining contractual

maturity:
Fair Value of OTC Derivative Contracts by Maturity
Cross
Maturity,
Cross
Product
Less Greater and Cash Net

In millions than 1to5S 5t010 than10 Collateral OTC Credit
November 30, 2006 1Year  Years _ Years  Years  Netting!” Derivatives Exposure
Assets
Interest rate, currency and credit
default swaps and options $1,514 $7,332 $10,121  $8,792  $(19,125) $8,634  $8,848
Foreign exchange forward
contracts and options 2,560 472 62 43 (1,345) 1,792 1,049
Other fixed income securities
contracts” 4,305 3 — — — 4308 3,856
Equity contracts 3,142 2,741 870 362 2,377) 4,738 1,854

$11,521 $10,548 $11,053  $9,197 $(22,847) $19.472  $15,607
Liabilities
Interest rate, currency and credit
default swaps and options $2,262 $5481  $5012  $6,656  $(13,720) $5,691
Foreign exchange forward
contracts and options 3,204 883 240 33 (2,215) 2,145
Other fixed income securities
contracts® 2,596 8 - - - 2,604
Equity contracts 3,375 3,736 1,377 260 (4,003) 4,745

$11,437 $10,108  $6,629  $6,949  $(19,938) $15,185

(1) Cross-maturity netting represents the netting of receivable balances with payable balances for the same counterparty across maturity and
product categories. Receivable and payable balances with the same counterparty in the same maturity category are netted within the maturity
category when appropriate. Cash collateral received or paid is netted on a counterparty basis, provided legal right of offset exists. Assets and

liabilities at November 30, 2006 were netted down for cash collateral of approximately $11.1 billion and $8.2 billion, respectively.

(2) Includes commodity derivatives assets of $268 million and liabilities of $277 million.

Presented below is an analysis of net credit exposure at November 30, 2006 for OTC contracts based on actual ratings
made by external rating agencies or by equivalent ratings established and used by our Credit Risk Management

Department.
Net Credit Exposure
Less Greater
Counterparty S&P/Moody’s than 1to5 Sto10 than Total
Risk Rating Equivalent 1 Year Years Years 10 Years 2006 2005
iAAA AAA/Aaa 5% 3% 3% 3% 14% 19%
iAA AA/Aa 16 10 5 8 39 29
iA A/A 14 5 5 7 31 32
iBBB BBB/Baa 4 2 1 4 11 15
iBB BB/Ba 2 1 1 — 4 3
iB or lower B/B1 or lower — 1 — — 1 2
41% 22% 15% 22% 100% 100%
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The majority of our OTC derivatives are transacted in liquid trading markets for which fair value is determined using
pricing models with readily observable market inputs. Where we cannot verify all of the significant model inputs to
observable market data, we value the derivative at the transaction price at inception, and consequently, do not record a
day one gain or loss in accordance with Emerging Issues Task Force (“EITF’) No. 02-3, Issues Involved in Accounting
for Derivative Contracts Held for Trading Purposes and Contracts Involved In Energy Trading and Risk Management
Activities (EITF 02-3). Subsequent to the transaction date, we recognize any profits deferred on these derivative
transactions at inception in the period in which the significant model inputs become observable. See Note 1 to the
Consolidated Financial Statements for a full description of these and other accounting policies. Examples of derivatives
where fair value is determined using pricing models with readily observable market inputs include interest rate swap
contracts, to-be-announced transactions (TBAs), foreign exchange forward and option contracts in G-7 currencies and
equity swap and option contracts on listed securities. However, the determination of fair value of certain complex, less
liquid derivatives requires the use of significant estimates as they often combine one or more product types, requiring
additional inputs, such as correlations and volatilities. Such derivatives include certain credit derivatives, equity option
contracts with terms greater than five years, and certain other complex derivatives we provide to clients. We strive to
limit the use of significant estimates by using consistent pricing assumptions between reporting periods and using
observed market data for model inputs whenever possible. As the market for complex products develops, we refine our
pricing models based on market experience to use the most current indicators of fair value.

Cash instruments. The majority of our non-derivative long and short inventory (i.e., cash instruments) is recorded at
market value based on listed market prices or using third-party broker quotes and therefore does not incorporate
significant estimates. Examples of inventory valued in this manner include government securities, agency mortgage-
backed securities, listed equities, money market instruments, municipal securities and corporate bonds. However, in
certain instances we may deem such quotations to be unrealizable (e.g., when the instruments are thinly traded or when
we hold a substantial block of a particular security such that the listed price is not readily realizable). In such instances,
we determine fair value based on, among other factors, management’s best estimate giving appropriate consideration to
reported prices and the extent of public trading in similar securities, the discount from the listed price associated with the
cost at date of acquisition and the size of the position held in relation to the liquidity in the market. When the size of our
holding of a listed security is likely to impair our ability to realize the quoted market price, we record the position at a
discount to the quoted price, reflecting our best estimate of fair value.

When quoted prices are not available, fair value is determined based on pricing models or other valuation techniques,
including the use of implied pricing from similar instruments. Pricing models typically are used to derive fair value
based on the net present value of estimated future cash flows including adjustments, when appropriate, for liquidity,
credit and/or other factors. For the vast majority of instruments valued through pricing models, significant estimates are
not required because the market inputs to such models are readily observable and liquid trading markets provide clear
evidence to support the valuations derived from such pricing models. Examples of inventory valued using pricing
models or other valuation techniques for which the use of management estimates are necessary include certain
commercial mortgage loans investments in real estate, non-performing loans and certain high-yield positions, private
equity investments, and non-investment grade retained interests.

Mortgages, mortgage-backed and real estate inventory positions. Mortgages and mortgage-backed positions
include mortgage loans (both residential and commercial), non-agency and mortgage-backed securities. We are a
market leader in mortgage-backed securities trading. We originate residential and commercial mortgage loans as part
of our mortgage trading and securitization activities. We securitized approximately $146 billion and $133 billion of
residential mortgage loans in 2006 and 2005, respectively, including both originated loans and those we acquired in
the secondary market. We originated approximately $60 billion and $85 billion of residential mortgage loans in 2006
and 2005, respectively. In addition, we originated approximately $34 billion and $27 billion of commercial mortgage
loans in 2006 and 2005, respectively, the majority of which has been sold through securitization or syndicate
activities during both 2006 and 2005. See Note 3 to the Consolidated Financial Statements for additional information
about our securitization activities. We record mortgage loans at fair value, with related mark-to-market gains and
losses recognized in Principal transactions in the Consolidated Statement of Income.

Management estimates are generally not required in determining the fair value of residential mortgage loans because
these positions are securitized frequently. Certain commercial mortgage loans and investments, due to their less
liquid nature, may require management estimates in determining fair value. Fair value for these positions is generally
based on analyses of both cash flow projections and underlying property values. We use independent appraisals to
support our assessment of the property in determining fair value for these positions. Fair value for approximately
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$4.3 billion and $3.6 billion at November 30, 2006 and 2005, respectively, of our total mortgage loan inventory is
determined using the above valuation methodologies, which may involve the use of significant estimates. Because a
portion of these assets have been financed on a non-recourse basis, our net investment position is limited to $3.9
billion and $3.5 billion at November 30, 2006 and 2005, respectively.

We invest in real estate through direct investments in equity and debt. We record real estate held for sale at the lower
of cost or fair value. The assessment of fair value generally requires the use of management estimates and generally
is based on property appraisals provided by third parties and also incorporates an analysis of the related property
cash flow projections. We had real estate investments of approximately $9.4 billion and $7.9 billion at November 30,
2006 and 2005, respectively. Because significant portions of these assets have been financed on a non-recourse
basis, our net investment position was limited to $5.9 billion and $4.8 billion at November 30, 2006 and 2003,
respectively.

High yield instruments. We underwrite, syndicate, invest in and make markets in high yield corporate debt securities
and loans. For purposes of this discussion, high yield instruments are defined as securities of or loans to companies rated
BB+ or lower or equivalent ratings by recognized credit rating agencies, as well as non-rated securities or loans that, in
management’s opinion, are non-investment grade. High yield debt instruments generally involve greater risks than
investment grade instruments and loans due to the issuer’s creditworthiness and the lower liquidity of the market for
such instruments. In addition, these issuers generally have relatively higher levels of indebtedness resulting in an
increased sensitivity to adverse economic conditions. We seek to reduce these risks through active hedging strategies
and through the diversification of our products and counterparties.

High yield instruments are carried at fair value, with unrealized gains and losses reflected in Principal transactions in the
Consolidated Statement of Income. Our high yield instruments at November 30, 2006 and November 30, 2005 were as
follows:

In millions

Year ended November 30 2006 2005
Bonds and loans in liquid trading markets $11,481 $ 4,617

Loans held awaiting securitization and/or syndication'" 4,600 759
Loans and bonds with little or no pricing transparency 316 611

High yield instruments 16,397 5,987

Credit risk hedges® (2,496) (1,473)
High yield position, net $13,901 $ 4,514

CONFIDENTIAL TREATMENT REQUESTED BY

(1) Loans held awaiting securitization and/or syndication primarily represent warehouse lending activities for collateralized loan obligations.

(2) Credit risk hedges represent financial instruments with offsetting risk to the same underlying counterparty, but exclude other credit and market
risk mitigants which are highly correlated, such as index, basket and/or sector hedges.

At November 30, 2006 and November 30, 2005, the largest industry concentrations were 18% and 22%, respectively,
categorized within the finance and insurance industry classifications. The largest geographic concentrations at
November 30, 2006 and November 30, 2005 were 55% and 65%, respectively, in the United States. We mitigate our
agpregate and single-issuer net exposure through the use of derivatives, non-recourse financing and other financial
instruments.

Non-performing loans. We purchase non-performing loans in the secondary markets, primarily for the purpose of
restructuring in order to sell or securitize at a profit. Non-performing loans are carried at fair value, with unrealized gains
and losses reflected in Principal transactions in the Consolidated Statement of Income. Non-performing loans at
November 30, 2006 and November 30, 2005 were approximately $1.4 billion and $900 million, respectively.

Private equity and other principal investments. Our Private Equity business operates in five major asset classes:
Merchant Banking, Real Estate, Venture Capital, Credit Related Investments and Private Funds Investments. We have
raised privately-placed funds in all of these classes, for which we act as general partner and in which we have general
and in many cases limited partner interests. In addition, we generally co-invest in the investments made by the funds or
may make other non-fund-related direct investments. At November 30, 2006 and 2005, our private equity related
investments totaled $2.0 billion and $1.5 billion, respectively. The real estate industry represented the highest
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concentrations at 33% and 30% at November 30, 2006 and 2005, respectively, and the largest single-investment was
$80 million and $40 million, at those respective dates.

We carry our private equity investments, including our partnership interests, at fair value based on our assessment of
each underlying investment, incorporating valuations that consider expected cash flows, earnings multiples and/or
comparisons to similar market transactions among other factors. Valuation adjustments, which usually involve the use of
significant management estimates, are an integral part of pricing these instruments, reflecting consideration of credit
quality, concentration risk, sale restrictions and other liquidity factors. Additional information about our private equity
and other principal investment activities, including related commitments, can be found in Note 11 to the Consolidated
Financial Statements.

Non-investment grade retained interests. We held approximately $2.0 billion and $0.7 billion of non-investment grade
retained interests at November 30, 2006 and 2005, respectively. Because these interests primarily represent the junior
interests in securitizations for which there are not active trading markets, estimates generally are required in determining
fair value. We value these instruments using prudent estimates of expected cash flows and consider the valuation of
similar transactions in the market. In addition, we utilize derivatives to actively hedge a significant portion of the credit
risk related to these retained interests to limit our exposure. See Note 3 to the Consolidated Financial Statements for
additional information about the effect of adverse changes in assumptions on the fair value of these interests.

Identifiable Intangible Assets and Goodwill

Determining the fair values and useful lives of certain assets acquired and liabilities assumed associated with business
acquisitions—intangible assets in particular—requires significant judgment. In addition, we are required to assess for
impairment goodwill and other intangible assets with indefinite lives at least annually using fair value measurement
techniques. Periodically estimating the fair value of a reporting unit and intangible assets with indefinite lives involves
significant judgment and often involves the use of significant estimates and assumptions. These estimates and
assumptions could have a significant effect on whether or not an impairment charge is recognized and the magnitude of
such a charge. We completed our last goodwill impairment test as of August 31, 2006, and no impairment was
identified.

SPEs

The Company is a market leader in securitization transactions, including securitizations of residential and commercial
loans, municipal bonds and other asset backed transactions. The majority of our securitization transactions are designed
to be in conformity with the SFAS 140 requirements of a QSPE. Securitization transactions meeting the requirements of
a QSPE are off-balance-sheet. The assessment of whether a securitization vehicle meets the accounting requirements of
a QSPE requires significant judgment, particularly in evaluating whether servicing agreements meet the conditions of
permitted activities under SFAS 140 and whether or not derivatives are considered to be passive.

In addition, the evaluation of whether an entity is subject to the requirements of FIN 46(R) as a variable interest entity
(“VIE”) and the determination of whether the Company is the primary beneficiary of such VIE is a critical accounting
policy that requires significant management judgment.

Legal, Regulatory and Tax Proceedings

In the normal course of business we have been named as a defendant in a number of lawsuits and other legal and
regulatory proceedings. Such proceedings include actions brought against us and others with respect to transactions in
which we acted as an underwriter or financial advisor, actions arising out of our activities as a broker or dealer in
securities and commodities and actions brought on behalf of various classes of claimants against many securities firms,
including us. In addition, our business activities are reviewed by various taxing authorities around the world with regard
to corporate income tax rules and regulations. We provide for potential losses that may arise out of legal, regulatory and
tax proceedings to the extent such losses are probable and can be estimated. See Note 11 of the Notes to Consolidated
Financial Statements for additional information.

2-for-1 Stock Split

On April 5, 2006, the stockholders of Holdings approved an increase in the Company’s authorized shares of common
stock to 1.2 billion from 600 million, and the Board of Directors approved a 2-for-1 common stock split, in the form of a

- 68 -

CONFIDENTIAL TREATMENT REQUESTED BY LBEX-AM 066093
LEHMAN BROTHERS HOLDINGS, INC.



LEHMAN BROTHERS HOLDINGS INC.
Management’s Discussion and Analysis of Financial Condition and Results of Operations

stock dividend, for holders of record as of April 18, 2006, which was paid on April 28, 2006. On April 5, 2006, the
Company’s Restated Certificate of Incorporation was amended to effect the increase in authorized common shares.

Accounting and Regulatory Developments

SFAS 158. In September 2006, the FASB issued SFAS No. 158, Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans (“SFAS 158”). SFAS 158 requires an employer to recognize the over- or
under-funded status of its defined benefit postretirement plans as an asset or liability in its Consolidated Statement of
Financial Condition, measured as the difference between the fair value of the plan assets and the benefit obligation.
For pension plans the benefit obligation is the projected benefit obligation; for other postretirement plans the benefit
obligation is the accumulated postretirement obligation. Upon adoption, SFAS 158 requires an employer to
recognize previously unrecognized actuarial gains and losses and prior service costs within Accumulated other
comprehensive income (net of tax), a component of Stockholders’ equity.

SFAS 158 is effective for our fiscal year ending November 30, 2007. Had we adopted SFAS 158 at November 30,
2006, we would have reduced Accumulated other comprehensive income (net of tax) by approximately $360 million,
and recognized a pension asset of approximately $60 million for our funded pension plans and a liability of
approximately $160 million for our unfunded pension and postretirement plans. However, the actual impact of
adopting SFAS 158 will depend on the fair value of plan assets and the amount of the benefit obligation measured as
of November 30, 2007. '

SFAS 157, In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (‘“SFAS 1577). SFAS
157 defines fair value, establishes a framework for measuring fair value and enhances disclosures about instruments
carried at fair value, but does not change existing guidance as to whether or not an instrument is carried at fair value.
SFAS 157 nullifies the guidance in EITF 02-3, which precluded the recognition of a trading profit at the inception of
a derivative contract, unless the fair value of such derivative was obtained from a quoted market price or other
valuation technique incorporating observable market data. SFAS 157 also precludes the use of a liquidity or block
discount when measuring instruments traded in an active market at fair value. SFAS 157 requires costs related to
acquiring financial instruments carried at fair value to be included in earnings and not capitalized as part of the basis
of the instrument. SFAS 157 also clarifies that an issuer’s credit standing should be considered when measuring
liabilities at fair value.

SFAS 157 is effective for our 2008 fiscal year, with earlier application permitted for our 2007 fiscal year. SFAS 157
must be applied prospectively, except that the difference between the carrying amount and fair value of (i) a financial
instrument that was traded in an active market that was measured at fair value using a block discount and (ii) a stand-
alone derivative or a hybrid instrument measured using the guidance in EITF 02-3 on recognition of a trading profit
at the inception of a derivative, is to be applied as a cumulative-effect adjustment to opening retained earnings on the
date we initially apply SFAS 157.

We intend to adopt SFAS 157 in fiscal 2007. Upon adoption we expect to recognize an after-tax increase to opening
retained earnings as of December 1, 2006 of approximately $70 million.

SFAS 156. In March 2006, the FASB issued SFAS No. 156, Accounting for Servicing of Financial Assets (“SFAS
156). SFAS 156 amends SFAS 140 with respect to the accounting for separately-recognized servicing assets and
liabilities. SFAS 156 requires all separately-recognized servicing assets and liabilities to be initially measured at fair
value, and permits companies to elect, on a class-by-class basis, to account for servicing assets and liabilities on
either a lower of cost or market value basis or a fair value basis.

We elected to early adopt SFAS 156 and to measure all classes of servicing assets and liabilities at fair value
beginning in our 2006 fiscal year. Servicing assets and liabilities at November 30, 2005 and all periods prior were
accounted for at the lower of amortized cost or market value. As a result of adopting SFAS 156, we recognized an
$18 million after-tax ($33 million pre-tax) increase to opening retained earnings in our 2006 fiscal year, representing
the effect of remeasuring all servicing assets and liabilities that existed at November 30, 2005 from the lower of
amortized cost or market value to fair value.

See Note 3 to the Consolidated Financial Statements, “Securitizations and Other Off-Balance-Sheet Arrangements,”
for additional information.
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SFAS 155. We issue structured notes (also referred to as hybrid instruments) for which the interest rates or principal
payments are linked to the performance of an underlying measure (including single securities, baskets of securities,
commodities, currencies, or credit events). Through November 30, 2005, we assessed the payment components of
these instruments to determine if the embedded derivative required separate accounting under SFAS 133, Accounting
for Derivative Instruments and Hedging Activities (“SFAS 133”), and if so, the embedded derivative was bifurcated
from the host debt instrument and accounted for at fair value and reported in long-term borrowings along with the
related host debt instrument which was accounted for on an amortized cost basis.

In February 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments (“SFAS
155”). SFAS 155 permits fair value measurement of any structured note that contains an embedded derivative that
would require bifurcation under SFAS 133, Such fair value measurement election is permitted on an instrument-by-
instrument basis. We elected to early adopt SFAS 155 as of the beginning of our 2006 fiscal year and we applied
SFAS 155 fair value measurements to all eligible structured notes issued after November 30, 2005 as well as to
certain eligible structured notes that existed at November 30, 2005. The effect of adoption resulted in a $24 million
after-tax ($43 million pre-tax) decrease to opening retained earnings as of the beginning of our 2006 fiscal year,
representing the difference between the fair value of these structured notes and the prior carrying value as of
November 30, 2005. The net after-tax adjustment included structured notes with gross gains of $18 million ($32
million pre-tax) and gross losses of $42 million ($75 million pre-tax).

SFAS I123(R). In December 2004, the FASB issued SFAS 123(R), which we adopted as of the beginning of our 2006
fiscal year. SFAS 123(R) requires public companies to recognize expense in the income statement for the grant-date fair
value of awards of equity instruments to employees. Expense is to be recognized over the period employees are required
to provide service.

SFAS 123(R) clarifies and expands the guidance in SFAS 123 in several areas, including measuring fair value and
attributing compensation cost to reporting periods. Under the modified prospective transition method applied in the
adoption of SFAS 123(R), compensation cost is recognized for the unamortized portion of outstanding awards granted
prior to the adoption of SFAS 123. Upon adoption of SFAS 123(R), we recognized an after-tax gain of approximately
$47 million as the cumulative effect of a change in accounting principle attributable to the requirement to estimate
forfeitures at the date of grant instead of recognizing them as incurred.

See “Share-Based Compensation” above and Note 15, “Share-Based Employee Incentive Plans,” for additional
information.

EITF Issue No. 04-5. In June 2005, the FASB ratified the consensus reached in EITF Issue No. 04-5, Determining
Whether a General Partner, or the General Partners as a Group, Controls a Limited Partnership or Similar Entity
When the Limited Partners Have Certain Rights (“EITF 04-5”), which requires general partners (or managing
members in the case of limited liability companies) to consolidate their partnerships or to provide limited partners
with substantive rights to remove the general partner or to terminate the partnership. As the general partner of
numerous private equity and asset management partnerships, we adopted EITF 04-5 immediately for partnerships
formed or modified after June 29, 2005. For partnerships formed on or before June 29, 2005 that have not been
modified, we are required to adopt EITF 04-5 as of the beginning of our 2007 fiscal year. The adoption of EITF 04-5
will not have a material effect on our Consolidated Financial Statements.

FSP FIN 46(R)-6. In April 2006, the FASB issued FASB Staff Position FIN 46(R)-6, Determining the Variability to
Be Considered in Applying FASB Interpretation No. 46(R) (“FSP FIN 46(R)-6"). FSP FIN 46(R)-6 addresses how
variability should be considered when applying FIN 46(R). Variability affects the determination of whether an entity
is a VIE, which interests are variable interests, and which party, if any, is the primary beneficiary of the VIE required
to consolidate. FSP FIN 46(R)-6 clarifies that the design of the entity also should be considered when identifying
which interests are variable interests.

We adopted FSP FIN 46(R)-6 on September 1, 2006 and applied it prospectively to all entities in which we first became
involved after that date. Adoption of FSP FIN 46(R)-6 did not have a material effect on our Consolidated Financial
Statements.

FIN 48. In June 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes—
an interpretation of FASB Statement No. 109 (“FIN 48”). FIN 48 clarifies the accounting for income taxes by
prescribing the minimum recognition threshold a tax position must meet to be recognized in the financial statements.
FIN 48 also provides guidance on measurement, derecognition, classification, interest and penalties, accounting in
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interim periods, disclosure and transition. We fnust adopt FIN 48 as of the beginning of our 2008 fiscal year. Early
application is permitted as of the beginning of our 2007 fiscal year.

We intend to adopt FIN 48 on December 1, 2007. We are evaluating the effect of adopting FIN 48 on our
Consolidated Financial Statements.

SAB 108. In September 2006, the SEC issued Staff Accounting Bulletin No. 108, Considering the Effects of Prior
Year Misstatements when Quantifying Misstatements in Current Year Financial Statements (“SAB 108”). SAB 108
specifies how the carryover or reversal of prior-year unrecorded financial statement misstatements should be
considered in quantifying a current-year misstatement. SAB 108 requires an approach that considers the amount by
which the current-year Consolidated Statement of Income is misstated (“rollover approach™) and an approach that
considers the cumulative amount by which the current-year Consolidated Statement of Financial Condition is
misstated (“iron-curtain approach”). Prior to the issuance of SAB 108, either the rollover or iron-curtain approach
was acceptable for assessing the materiality of financial statement misstatements.

SAB 108 became effective for our fiscal year ended November 30, 2006. Upon adoption, SAB 108 allowed a
cumulative-effect adjustment to opening retained earnings at December 1, 2005 for prior-year misstatements that
were not material under a prior approach but that were material under the SAB 108 approach. Adoption of SAB 108
did not affect our Consolidated Financial Statements.

Consolidated Supervised Entity. In June 2004, the SEC approved a rule establishing a voluntary framework for
comprehensive, group-wide risk management procedures and consolidated supervision of certain financial services
holding companies. The framework is designed to minimize the duplicative regulatory burdens on U.S. securities
firms resulting from the European Union (the “EU”) Directive (2002/87/EC) concerning the supplementary
supervision of financial conglomerates active in the EU. The rule also allows companies to use an alternative
method, based on internal risk models, to calculate net capital charges for market and derivative-related credit risk.
Under this rule, the SEC will regulate the holding company and any unregulated affiliated registered broker-dealer
pursuant to an undertaking to be provided by the holding company, including subjecting the holding company to
capital requirements generally consistent with the International Convergence of Capital Measurement and Capital
Standards published by the Basel Committee on Banking Supervision.

As of December 1, 2005, Holdings became regulated by the SEC as a CSE. As such, Holdings is subject to group-wide
supervision and examination by the SEC and, accordingly, we are subject to minimum capital requirements on a
consolidated basis. LBI is approved to calculate its net capital under provisions as specified by the applicable SEC rules.
At November 30, 2006, we were in compliance with minimum capital requirements.

Effects of Inflation

Because our assets are, to a large extent, liquid in nature, they are not significantly affected by inflation. However, the
rate of inflation affects such expenses as employee compensation, office space leasing costs and communications
charges, which may not be readily recoverable in the prices of services we offer. To the extent inflation results in rising
interest rates and has other adverse effects on the securities markets, it may adversely affect our consolidated financial
condition and results of operations in certain businesses.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The information under the caption “Management’s Discussion and Analysis of Financial Condition and Results of
Operations—Risk Management” in Part I, Item 7, of this Report is incorporated herein by reference.
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LEHMAN BROTHERS HOLDINGS INC.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

(a) Financial Statements

Page
Number
Report of Independent Registered Public Accounting Firm
on Internal Control over Financial REPOITNEG......co.ciiivmrviivsiiiirnrerccisnnerestsnnseasaesene 73

Management’s Assessment of Internal Control over Financial Reporting ........cccccooeenvvuiccirninencanne 74
Report of Independent Registered Public Accounting FirM..........ccvveveeiiniiiniersccnisisisneeennenssens 75
Consolidated Financial Statements

Consolidated Statement of Income—

Years Ended November 30, 2006, 2005 and 2004 ........ooeeveeevevveeceinsrcnsvesenesesseereesseesaes 76

Consolidated Statement of Financial Condition—

November 30, 2006 and 2005 .......cccucoevererrerecrriererennrrentcrnseeennessisessessesassessssessesmsacsaessssons 77

Consolidated Statement of Changes in Stockholders’ Equity—

Years Ended November 30, 2006, 2005 and 2004 .........cccivuvierrenrerenuvessrnnesseessasiessssnnes 79

Consolidated Statement of Cash Flows—

Years Ended November 30, 2006, 2005 and 2004 .........cooveierreeeecrreieeeneieressereenisaeesenssens 81

Notes to Consolidated Financial Statements.........ccoccvvirveeenrerensinricsinneniiseesennineees 82

(b) Condensed unconsolidated financial information of Holdings and notes thereto are set forth in Schedule I
beginning on Page F-2 of this Report and are incorporated herein by reference. Holdings has issued a full and
unconditional guarantee of certain outstanding and future debt securities of its wholly-owned subsidiary, Lehman
Brothers Inc. Condensed consolidating financial information pursuant to Rule 3-10(c) of Regulation S-X is set
forth in Note 8 of the notes to such condensed unconsolidated financial information in Schedule 1.
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Report of Independent Registered Public Accounting Firm
The Board of Directors and Stockholders of Lehman Brothers Holdings Inc.

We have audited management’s assessment, included in the accompanying Management’s Assessment of Internal
Control over Financial Reporting, that Lehman Brothers Holdings Inc. (the “Company”) maintained effective
internal control over financial reporting as of November 30, 2006, based on criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (the
COSO criteria). The Company’s management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is
to express an opinion on management’s assessment and an opinion on the effectiveness of the Company’s internal
control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit included
obtaining an understanding of internal control over financial reporting, evaluating management’s assessment, testing
and evaluating the design and operating effectiveness of internal control, and performing such other procedures as
we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with
generally accepted accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that
could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, management’s assessment that the Company maintained effective internal control over financial
reporting as of November 30, 2006, is fairly stated, in all material respects, based on the COSO criteria. Also, in our
opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of
November 30, 2006, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated statement of financial condition of the Company as of November 30, 2006 and 2005 and the
related consolidated financial statements of income, changes in stockholders’ equity and cash flows for each of the
three years in the period ended November 30, 2006 of the Company and our report dated February 13, 2007
expressed an unqualified opinion thereon.

/s/ Emnst & Young LLP
New York, New York
February 13, 2007
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Management’s Assessment of Internal Control over Financial Reporting

The management of Lehman Brothers Holdings Inc. (the “Company”) is responsible for establishing and maintaining
adequate internal control over financial reporting. The Company’s internal control system is designed to provide
reasonable assurance to the Company’s management and Board of Directors regarding the preparation and fair
presentation of published financial statements. All internal control systems, no matter how well designed, have inherent
limitations. Therefore, even those systems determined to be effective can provide only reasonable assurance with respect
to financial statement preparation and presentation.

The Company’s management assessed the effectiveness of the Company’s internal control over financial reporting as of
November 30, 2006. In making this assessment, it used the criteria set forth by the Committee of Sponsoring
Organizations of the Treadway Commission in Internal Control—Integrated Framework. Based on our assessment we
believe that, as of November 30, 2006, the Company’s internal control over financial reporting is effective based on
those criteria.

The Company’s independent registered public accounting firm that audited the accompanying Consolidated Financial
Statements has issued an attestation report on our assessment of the Company’s internal control over financial reporting.
Their report appears on the preceding page.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders of Lehman Brothers Holdings Inc.

We have audited the accompanying consolidated statement of financial condition of Lehman Brothers Holdings Inc.
(the “Company”) as of November 30, 2006 and 2005, and the related consolidated statements of income, changes in
stockholders' equity, and cash flows for each of the three years in the period ended November 30, 2006. These
financial statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated
financial position of the Company at November 30, 2006 and 2005, and the consolidated results of its operations and
its cash flows for each of the three years in the period ended November 30, 2006, in conformity with U.S. generally
accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the effectiveness of the Company's internal control over financial reporting as of November 30, 2006, based
on criteria established in Internal Control-Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission and our report dated February 13, 2007 expressed an unqualified
opinion thereon.

/s/Ernst & Young LLP
New York, New York
February 13, 2007
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LEHMAN BROTHERS HOLDINGS INC.
Consolidated Statement of Income

In millions, except per share data

Year ended November 30 2006 2005 2004
Revenues
Principal transactions $9,802 $7.811 $5,699
Investment banking 3,160 2,894 2,188
Commissions 2,050 1,728 1,537
Interest and dividends 30,284 19,043 11,032
Asset management and other 1,413 944 794
Total revenues 46,709 32,420 21,250
Interest expense 29,126 17,790 9,674
Net revenues 17,583 14,630 11,576
Non-Interest Expenses
Compensation and benefits 8,669 7,213 5,730
Technology and communications 974 834 764
Brokerage, clearance and distribution fees 629 548 488
Occupancy 539 490 421
Professional fees 364 282 252
Business development 301 234 211
Other 202 200 192
Total non-personnel expenses 3,009 2,588 2,328
Total non-interest expenses 11,678 9,801 8,058
Income before taxes and cumulative effect of accounting change 5,905 4,829 3,518
Provision for income taxes 1,945 1,569 1,125
Dividends on trust preferred securities - - 24
Income before cumulative effect of accounting change 3,960 3,260 2,369
Cumulative effect of accounting change 47 - -
Net income $ 4,007 $3,260 $2,369
Net income applicable to common stock $3,941 $3,191 $2,297
Earnings per basic share:
Before cumulative effect of accounting change $ 717 $ 574 $ 418
Cumulative effect of accounting change 0.09 - -
Earnings per basic share $ 7.26 $ 574 $ 418
Eamings per diluted share:
Before cumulative effect of accounting change $ 6.73 $ 543 $ 395
Cumulative effect of accounting change 0.08 - —
Earnings per diluted share $ 6.81 $ 543 $ 395
Dividends paid per common share $ 048 $ 040 $ 032

See Notes to Consolidated Financial Statements.
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LEHMAN BROTHERS HOLDINGS INC.
Consolidated Statement of Financial Condition

In millions

November 30 2006 2008
Assets

Cash and cash equivalents $ 5,987 $ 4,900
Cash and securities segregated and on deposit for regulatory and other purposes 6,091 5,744

Financial instruments and other inventory positions owned:

(includes $48,698 in 2006 and $36,369 in 2005 pledged as collateral) 226,596 177,438
Securities received as collateral 6,099 4975
Collateralized agreements:

Securities purchased under agreements to resell 117,490 106,209

Securities borrowed 101,567 78,455
Receivables:

Brokers, dealers and clearing organizations 7,449 7,454

Customers 18,470 12,887

Others 2,052 1,302

Property, equipment and leasehold improvements

(net of accumulated depreciation and amortization of $1,925 in 2006
and $1,448 in 2005) 3,269 2,885

Other assets 5,113 4,558

Identifiable intangible assets and goodwill
(net of accumulated amortization of $293 in 2006 and $257 in 2005) 3,362 3,256

Total assets $503,545 $410,063

See Notes to Consolidated Financial Statements.
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LEHMAN BROTHERS HOLDINGS INC.

Consolidated Statement of Financial Condition—(Continued)

In millions, except share data

November 30 2006 2005
Liabilities and Stockholders’ Equity
Short-term borrowings and current portion of long-term

borrowings (including $3,783 in 2006 and $0 in 2005 at fair value) $ 20,638 $ 11,351
Financial instruments and other inventory positions sold but not yet purchased 125,960 110,577
Obligation to return securities received as collateral 6,099 4,975
Collateralized financings:

Securities sold under agreements to repurchase 133,547 116,155

Securities loaned 17,883 13,154

Other secured borrowings 19,028 23,116
Payables:

Brokers, dealers and clearing organizations 2,217 1,870

Customers 41,695 32,143
Accrued liabilities and other payables 14,697 10,962
Deposits at banks 21,412 15,067
Long-term borrowings (including $11,025 in 2006 and $0 in 2005 at fair value) 81,178 53,899
Total liabilities 484,354 393,269
Commitments and contingencies
Stockholders’ Equity
Preferred stock 1,095 1,095
Common stock, $0.10 par value :

Shares authorized: 1,200,000,000 in 2006 and 2005;

Shares issued: 609,832,302 in 2006 and 605,337,946 in 2005;

Shares outstanding: 533,368,195 in 2006 and 542,874,206 in 2005 61 61
Additional paid-in capital 8,727 6,283
Accumulated other comprehensive loss, net of tax (15) (16)
Retained earnings 15,857 12,198
Other stockholders’ equity, net (1,712) 765
Common stock in treasury, at cost : 76,464,107 shares in 2006 and

62,463,740 shares in 2005 (4,822) (3,592)
Total common stockholders’ equity 18,096 15,699
Total stockholders’ equity 19,191 16,794
Total liabilities and stockholders’ equity $503,545 $410,063

(1) 2005 batances and share amounts have been retrospectively adjusted to give effect for the 2-for-1 common stock split, effected in the form of a

100% stock dividend, which became effective April 28, 2006.

See Notes to Consolidated Financial Statements.
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LEHMAN BROTHERS HOLDINGS INC.
Consolidated Statement of Changes in Stockholders’ Equity

In millions
Year ended November 30 2006 2005 2004
Preferred Stock
5.94% Cumulative, Series C:
Beginning and ending balance $250 $250 $ 250
5.67% Cumulative, Series D:
Beginning and ending balance 200 200 200
7.115% Fixed/Adjustable Rate Cumulative, Series E:
Beginning balance — 250 250
Redemptions — 250) —
Ending balance — — 250
6.50% Cumulative, Series F;
Beginning and ending balance 345 345 345
Floating Rate (3% Minimum) Cumulative, Series G:
Beginning balance 300 300 —
Issuances — — 300
Ending balance 300 300 300
Total preferred stock, ending balance 1,095 1,095 1,345
Common Stock, Par Value $0.10 Per Share
Beginning balance 61 61 59
Other Issuances — — 2
Ending balance 61 61 61
Additional Paid-In Capital
Beginning balance 6,283 5,834 6,133
Reclass from Common Stock Issuable and Deferred
Stock Compensation under SFAS 123(R) 2,275 — —
RSUs exchanged for Common Stock 647) 184 135
Employee stock-based awards (881) (760) (585)
Tax benefit from the issuance of stock-based awards 836 1,005 468
Neuberger final purchase price adjustment — — 307)
Amortization of RSUs, net 804 — —
Other, net 57 20 (10)
Ending balance 8,727 6,283 5,834
Accumulated Other Comprehensive Income (Loss)
Beginning balance (16) 19) (16)
Translation adjustment, net W 1 3 A3
Ending balance $(15) $(16) $(19)

(1) Net of income taxes of $2 in 2006, $1 in 2005 and $(2) in 2004.

See Notes to Consolidated Financial Statements,
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LEHMAN BROTHERS HOLDINGS INC.
Consolidated Statement of Changes in Stockholders’ Equity—(Continued)

In millions
Year ended November 30 2006 2005 2004
Retained Earnings
Beginning balance $12,198 $9,240 $7,129
Cumulative effect of accounting changes ©6) — —
Net income 4,007 3,260 2,369
Dividends declared:
5.94% Cumulative, Series C Preferred Stock 15 (15) (15)
5.67% Cumulative, Series D Preferred Stock an an (1)
7.115% Fixed/Adjustable Rate Cumulative, Series E Preferred Stock — )] (18)
6.50% Cumulative, Series F Preferred Stock 22) 22) 23)
Floating Rate (3% Minimum) Cumulative, Series G Preferred Stock (18) (12) %)
Common Stock (276) (233) (186)
Ending balance 15,857 12,198 9,240
Common Stock Issuable
Beginning balance 4,548 3,874 3,353
Reclass to Additional Paid-In Capital under SFAS 123(R) (4,548) —_ —
RSUs exchanged for Common Stock — (832) (585)
Deferred stock awards granted — 1,574 1,182
Other, net — (68) (76)
Ending balance — 4,548 3,874
Common Stock Held in RSU Trust
Beginning balance (1,510) (1,353) (852)
Employee stock-based awards (755) (676) (876)
RSUs exchanged for Common Stock 587 549 401
Other, net (34) (30) (26)
Ending balance 1,712) (1,510) (1,353)
Deferred Stock Compensation
Beginning balance (2,273) (1,780) (1,470)
Reclass to Additional Paid-In Capital under SFAS 123(R) 2,273 — —
Deferred stock awards granted —_ (1,574 (1,182)
Amortization of RSUs, net —_ 988 773
Other, net — 93 99
Ending balance —_ (2,273) (1,780)
Common Stock In Treasury, at Cost
Beginning balance (3,592) (2,282) (2,208)
Repurchases of Common Stock (2,678) (2,994) (1,693)
Shares reacquired from employee transactions (1,003) (1,163) (574)
RSUs exchanged for Common Stock 60 99 49
Employee stock-based awards 2,391 2,748 2,144
Ending balance (4,822) (3,592) (2,282)
Total stockholders’ equity $19,191 $16,794 $14,920

See Notes to Consolidated Financial Statements.
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LEHMAN BROTHERS HOLDINGS INC.
Consolidated Statement of Cash Flows

In millions
Year ended November 30 : 2006 2005 2004
Cash Flows From Operating Activities
Net income $ 4,007 $ 3,260 $ 2,369
Adjustments to reconcile net income to net cash
used in operating activities:
Depreciation and amortization 514 426 428
Deferred tax benefit (60) (502) a4
Tax benefit from the issuance of stock-based awards - 1,005 468
Non-cash compensation 1,706 1,055 800
Cumulative effect of accounting change 47) - -
Other adjustments 3 173 104
Net change in:
Cash and securities segregated and on deposit
for regulatory and other purposes (347) (1,659) (985)
Financial instruments and other inventory positions owned (46,095) (36,652) (8,936)
Resale agreements, net of repurchase agreements 6,111 “75) 9,467)
Securities borrowed, net of securities loaned (18,383) (5,165) (22,728)
Other secured borrowings (4,088) 11,495 (2,923)
Receivables from brokers, dealers and clearing organizations 5 4,054) 1,475
Receivables from customers (5,583) 354 4,432)
Financial instruments and other inventory positions sold
but not yet purchased 15,224 14,156 23,471
Payables to brokers, dealers and clearing organizations 347 165 (1,362)
Payables to customers 9,552 4,669 10,572
Accrued liabilities and other payables 2,032 (801) 520
Other receivables and assets (1,281) 345 (370)
Net cash used in operating activities (36,383) (12,205) (11,070)
Cash Flows From Investing Activities
Purchase of property, equipment and leasehold improvements, net (586) 409) 401)
Business acquisitions, net of cash acquired (199) (€1)) 130)
Net cash used in investing activities (785) 447N (531)
Cash Flows From Financing Activities
Derivative contracts with a financing element 159 140 334
Tax benefit from the issuance of stock-based awards 836 - -
Issuance of short-term borrowings, net 4,819 84 526
Deposits at banks 6,345 4,717 414
Issuance of long-term borrowings 48,115 23,705 20,485
Principal payments of long-term borrowings, including the current
portion of long term borrowings (19,636) (14,233) (10,820)
Issuance of common stock 119 230 108
Issuance of treasury stock 518 1,015 551
Purchase of treasury stock (2,678) (2,994) (1,693)
(Retirement) issuance of preferred stock - 250) 300
Dividends paid (342) (302) (258)
Net cash provided by financing activities 38,255 12,112 9,119
Net change in cash and cash equivalents 1,087 (540) (2,482)
Cash and cash equivalents, beginning of period 4,900 5,440 7,922
Cash and cash equivalents, end of period $ 5,987 $ 4,900 $ 5,440
Supplemental Disclosure of Cash Flow Information (in millions):
Interest paid totaled $28,684, $17,893 and $9,534 in 2006, 2005 and 2004
Income taxes paid totaled $1,037, $789 and $638 in 2006, 2005 and 2004
See Notes to Consolidated Financial Statements.
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LEHMAN BROTHERS HOLDINGS INC.
Notes to Consolidated Financial Statements
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LEHMAN BROTHERS HOLDINGS INC.
Notes to Consolidated Financial Statements

Note 1 Summary of Significant Accounting Policies

Description of Business

Lehman Brothers Holdings Inc. (“Holdings”) and subsidiaries (collectively, the “Company,” “Lehman Brothers,” “we,”
“us” or “‘our”) is one of the leading global investment banks serving institutional, corporate, government and high-net-
worth individual clients. Our worldwide headquarters in New York and regional headquarters in London and Tokyo are
complemented by offices in additional locations in North America, Europe, the Middle East, Latin America and the Asia
Pacific region. We are engaged primarily in providing financial services. The principal U.S., European, and Asian
subsidiaries of Holdings are Lehman Brothers Inc. (“LBI”), a U.S. registered broker-dealer, Lehman Brothers
International (Europe) (“LBIE”) and Lehman Brothers Europe Limited, authorized investment firms in the United
Kingdom, and Lehman Brothers Japan (“LBJ”), a registered securities company in Japan.

Basis of Presentation

The Consolidated Financial Statements are prepared in conformity with U.S. generally accepted accounting
principles and include the accounts of Holdings, our subsidiaries, and all other entities in which we have a
controlling financial interest or are considered to be the primary beneficiary. All material intercompany accounts and
transactions have been eliminated upon consolidation. Certain prior-period amounts reflect reclassifications to
conform to the current year’s presentation.

On April 5, 2006, the stockholders of Holdings approved an increase of its authorized shares of common stock to 1.2
billion from 600 million, and the Board of Directors approved a 2-for-1 common stock split, in the form of a stock
dividend, that was effected on April 28, 2006. All share and per share amounts have been retrospectively adjusted for
the increase in authorized shares and the stock split. See Note 14, “Earnings per Share,” and Note 15, “Share-Based
Employee Incentive Plans,” to the Consolidated Financial Statements for additional information about the stock split.

Use of Estimates

Generally accepted accounting principles require management to make estimates and assumptions that affect the
amounts reported in the Consolidated Financial Statements and accompanying Notes to Consolidated Financial
Statements. Management estimates are required in determining the fair value of certain inventory positions, particularly
over-the-counter (“OTC”) derivatives, certain commercial mortgage loans and investments in real estate, certain non-
performing loans and high-yield positions, private equity investments, and non-investment grade interests in
securitizations. Additionally, significant management estimates or judgment are required in assessing the realizability of
deferred tax assets, the fair value of equity-based compensation awards, the fair value of assets and liabilities acquired in
business acquisitions, the accounting treatment of qualifying special purpose entities (“QSPEs™) and variable interest
entities (“VIEs”) and provisions associated with litigation, regulatory and tax proceedings. Management believes the
estimates used in preparing the Consolidated Financial Statements are reasonable and prudent. Actual results could
differ from these estimates.

Consolidation Accounting Policies

Operating companies. Financial Accounting Standards Board (“FASB”) Interpretation No. 46 (revised December
2003), Consolidation of Variable Interest Entities—an interpretation of ARB No. 5! (“FIN 46(R)”), defines the criteria
necessary for an entity to be considered an operating company (i.e., a voting-interest entity) for which the consolidation
accounting guidance of Statement of Financial Accounting Standards (“SFAS”) No. 94, Consolidation of All Majority-
Owned Subsidiaries (“SFAS 94”) should be applied. As required by SFAS 94, we consolidate operating companies in
which we have a controlling financial interest. The usual condition for a controlling financial interest is ownership of a
majority of the voting interest. FIN 46(R) defines operating companies as businesses that have sufficient legal equity to
absorb the entities’ expected losses and for which the equity holders have substantive voting rights and participate
substantively in the gains and losses of such entities. Operating companies in which we exercise significant influence but
do not have a controlling financial interest are accounted for under the equity method. Significant influence generally is
considered to exist when we own 20% to 50% of the voting equity of a corporation, or when we hold at least 3% of a
limited partnership interest.
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LEHMAN BROTHERS HOLDINGS INC.
Notes to Consolidated Financial Statements

Special purpose entities. Special purpose entities (“SPEs”) are corporations, trusts or partnerships that are established
for a limited purpose. SPEs by their nature generally do not provide equity owners with significant voting powers
because the SPE documents govern all material decisions. There are two types of SPEs: QSPEs and VIEs.

A QSPE generally can be described as an entity whose permitted activities are limited to passively holding financial
assets and distributing cash flows to investors based on pre-set terms. Our primary involvement with QSPEs relates to
securitization transactions in which transferred assets, including mortgages, loans, receivables and other assets are sold
to an SPE that qualifies as a QSPE under SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities (“SFAS 140”). In accordance with SFAS 140, we do not consolidate QSPEs. Rather,
we recognize only the interests in the QSPEs we continue to hold, if any. We account for such interests at fair value.

Certain SPEs do not meet the QSPE criteria because their permitted activities are not sufficiently limited or because their
assets are not qualifying financial instruments (e.g., real estate). Such SPEs are referred to as VIEs and we typically use
them to create securities with a unique risk profile desired by investors as a means of intermediating financial risk or to
make an investment in real estate. In the normal course of business we may establish VIEs, sell assets to VIEs,
underwrite, distribute, and make a market in securities issued by VIEs, transact derivatives with VIEs, own interests in
VIEs, and provide liquidity or other guarantees to VIEs. Under FIN 46(R), we are required to consolidate a VIE if we
are the primary beneficiary of such entity. The primary beneficiary is the party that has a majority of the expected losses
or a majority of the expected residual returns, or both, of such entity.

For a further discussion of our securitization activities and our involvement with VIEs, see Note 3, “Securitizations and
Other Off-Balance-Sheet Arrangements,” to the Consolidated Financial Statements.

Revenue Recognition Policies

Principal transactions. Financial instruments classified as Financial instruments and other inventory positions owned
and Financial instruments and other inventory positions sold but not yet purchased (both of which are recorded on a
trade-date basis) are valued at market or fair value, as appropriate, with unrealized gains and losses reflected in Principal
transactions in the Consolidated Statement of Income.

Investment banking. Underwriting revenues, net of related underwriting expenses, and revenues for merger and
acquisition advisory and other investment-banking-related services are recognized when services for the transactions are
completed. Direct costs associated with advisory services are recorded as non-personnel expenses, net of client
reimbursements.

Commissions. Commissions primarily include fees from executing and clearing client transactions on stocks, options
and futures markets worldwide. These fees are recognized on a trade-date basis.

Interest and dividends revenue and interest expense. We recognize contractual interest on Financial instruments and
other inventory positions owned and Financial instruments and other inventory positions sold but not yet purchased on
an accrual basis as a component of Interest and dividends revenue and Interest expense, respectively. Interest flows on
derivative transactions are included as part of the mark-to-market valuation of these contracts in Principal transactions
and are not recognized as a component of interest revenue or expense. We account for our secured financing activities
and certain short- and long-term borrowings on an accrual basis with related interest recorded as interest revenue or
interest expense, as applicable. Included in short- and long-term borrowings are structured notes (also referred to as
hybrid instruments) for which the coupon and principal payments may be linked to the performance of an underlying
measure (including single securities, baskets of securities, commodities, currencies, interest rates or credit events).
Beginning with our adoption of SFAS 155 (as defined below) in the first quarter of our 2006 fiscal year, we account for
all structured notes issued after November 30, 2005, as well as certain structured notes that existed at November 30,
2005, that contain an embedded derivative that would require bifurcation under SFAS 133 (as defined below) at fair
value with stated interest coupons recorded as interest expense.

Asset management and other. Investment advisory fees are recorded as eamed. Generally, high-net-worth and
institutional clients are charged or billed quarterly based on the account’s net asset value. Investment advisory and
administrative fees earned from our mutual fund business (the “Funds™) are charged monthly to the Funds based on
average daily net assets under management. In certain circumstances, we receive asset management incentive fees when
the return on assets under management exceeds specified benchmarks. Incentive fees are generally based on investment
performance over a twelve-month period and are not subject to adjustment after the measurement period ends.
Accordingly, incentive fees are recognized when the measurement period ends. We also receive private equity incentive
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fees when the returns on certain private equity funds’ investments exceed specified threshold returns. Private equity
incentive fees typically are based on investment periods in excess of one year, and future investment underperformance
could require amounts previously distributed to us to be returned to the funds. Accordingly, these incentive fees are
recognized when all material contingencies have been substantially resolved.

Financial Instruments and Other Inventory Positions

Financial instruments classified as Financial instruments and other inventory positions owned, including loans, and
Financial instruments and other inventory positions sold but not yet purchased are recognized on a trade-date basis and
are carried at market or fair value, with unrealized gains and losses reflected in Principal transactions in the Consolidated
Statement of Income. Lending and other commitments also are recorded at fair value, with unrealized gains or losses
recognized in Principal transactions in the Consolidated Statement of Income.

We follow the American Institute of Certified Public Accountants (“AICPA”) Audit and Accounting Guide, Brokers
and Dealers in Securities (the “Guide”) when determining market or fair value for financial instruments. Market value
generally is determined based on listed prices or broker quotes. In certain instances, price quotations may be considered
to be unreliable when the instruments are thinly traded or when we hold a substantial block of a particular security and
the listed price is not considered to be readily realizable. In accordance with the Guide, in these instances we determine
fair value based on management’s best estimate, giving appropriate consideration to reported prices and the extent of
public trading in similar securities, the discount from the listed price associated with the cost at the date of acquisition,
and the size of the position held in relation to the liquidity in the market, among other factors. When listed prices or
broker quotes are not available, we determine fair value based on pricing models or other valuation techniques,
including the use of implied pricing from similar instruments. We typically use pricing models to derive fair value based
on the net present value of estimated future cash flows including adjustments, when appropriate, for liquidity, credit
and/or other factors. We account for real estate positions held for sale at the lower of cost or fair value with gains or
losses recognized in Principal transactions in the Consolidated Statement of Income.

All firm-owned securities pledged to counterparties that have the right, by contract or custom, to sell or repledge the
securities are classified as Financial instruments and other inventory positions owned, and are disclosed as pledged as
collateral, as required by SFAS 140.

See “Accounting and Regulatory Developments—SFAS 157" below for a discussion of how our planned adoption of
SFAS No. 157, Fair Value Measurements (“SFAS 157”) on December 1, 2006 will affect our policies for determining
the fair value of financial instruments.

Derivative financial instruments. Derivatives are financial instruments whose value is based on an underlying asset
(e.g., Treasury bond), index (e.g., S&P 500) or reference rate (e.g.,, LIBOR), and include futures, forwards, swaps,
option contracts, or other financial instruments with similar characteristics. A derivative contract generally represents a
future commitment to exchange interest payment streams or currencies based on the contract or notional amount or to
purchase or sell other financial instraments or physical assets at specified terms on a specified date. OTC derivative
products are privately-negotiated contractual agreements that can be tailored to meet individual client needs and include
forwards, swaps and certain options including caps, collars and floors. Exchange-traded derivative products are
standardized contracts transacted through regulated exchanges and include futures and certain option contracts listed on
an exchange.

Derivatives are recorded at market or fair value in the Consolidated Statement of Financial Condition on a net-by-
counterparty basis when a legal right of offset exists, and are netted across products when these provisions are stated in a
master netting agreement. Cash collateral received or paid is netted on a counterparty basis, provided legal right of offset
exists. Derivatives often are referred to as off-balance-sheet instruments because neither their notional amounts nor the
underlying instruments are reflected as assets or liabilities of the Company. Instead, the market or fair values related to
the derivative transactions are reported in the Consolidated Statement of Financial Condition as assets or liabilities, in
Derivatives and other contractual agreements, as applicable. Margin on futures contracts is included in receivables and
payables from/to brokers, dealers and clearing organizations, as applicable. Changes in fair values of derivatives are
recorded in Principal transactions in the Consolidated Statement of Income. Market or fair value generally is determined
either by quoted market prices (for exchange-traded futures and options) or pricing models (for swaps, forwards and
options). Pricing models use a series of market inputs to determine the present value of future cash flows with
adjustments, as required, for credit risk and liquidity risk. Credit-related valuation adjustments incorporate historical
experience and estimates of expected losses. Additional valuation adjustments may be recorded, as considered
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appropriate, for new or complex products or for positions with significant concentrations. These adjustments are integral
components of the mark-to-market process.

We follow Emerging Issues Task Force (“EITF”) Issue No. 02-3, Issues Involved in Accounting for Derivative
Contracts Held for Trading Purposes and Contracts Involved In Energy Trading and Risk Management Activities
(“EITF 02-3”) when determining the fair value of our derivative contracts. Under EITF 02-3, recognition of a trading
profit at inception of a derivative transaction is prohibited unless the fair value of that derivative is obtained from a
quoted market price, supported by comparison to other observable market transactions or based on a valuation technique
incorporating observable market data. Subsequent to the transaction date, we recognize trading profits deferred at
inception of the derivative transaction in the period in which the valuation of such instrument becomes observable.

As an end-user, we primarily use derivatives to modify the interest rate characteristics of our short- and long-term debt
and certain secured financing activities. We also use equity, commodity, foreign exchange and credit derivatives to
hedge our exposure to market price risk embedded in certain structured debt obligations, and foreign exchange contracts
to manage the currency exposure related to our net investments in non-U.S. dollar functional currency operations
(collectively, “End-User Derivative Activities”).

We use fair value hedges primarily to convert a substantial portion of our fixed-rate debt and certain long-term secured
financing activities to floating interest rates. In these hedging relationships, the derivative and the hedged item are
separately marked to market through earnings. The hedge ineffectiveness in these relationships is recorded in Interest
expense in the Consolidated Statement of Income. Gains or losses from revaluing foreign exchange contracts associated
with hedging our net investments in non—U.S. dollar functional currency subsidiaries are reported within Accumulated
other comprehensive income (net of tax) in Stockholders’ equity. Unrealized receivables/payables resulting from the
mark to market of End-User Derivatives are included in Financial instruments and other inventory positions owned or
Financial instruments and other inventory positions sold but not yet purchased.

Private equity investments. We carry our private equity investments, including our partnership interests, at fair value.
Certain of our private equity positions are less liquid and may contain trading restrictions. Fair value is determined based
on our assessment of the underlying investments incorporating valuations that consider expected cash flows, earnings
multiples and/or comparisons to similar market transactions, among other factors. Valuation adjustments reflecting
consideration of credit quality, concentration risk, sales restrictions and other liquidity factors are an integral part of
pricing these instruments.

Securitization activities. In accordance with SFAS 140, we recognize transfers of financial assets as sales, provided
control has been relinquished. Control is considered to be relinquished only when all of the following conditions have
been met: (i) the assets have been isolated from the transferor, even in bankruptcy or other receivership (true-sale
opinions are required); (ii) the transferee has the right to pledge or exchange the assets received; and (iii) the transferor
has not maintained effective control over the transferred assets (e.g., a unilateral ability to repurchase a unique or
specific asset).

Securities Received as Collateral and Obligation to Return Securities Received as Collateral

When we act as the lender of securities in a securities-lending agreement and we receive securities that can be pledged
or sold as collateral, we recognize in the Consolidated Statement of Financial Condition an asset, representing the
securities received (Securities received as collateral) and a liability, representing the obligation to return those securities
(Obligation to return securities received as collateral).

Secured Financing Activities

Repurchase and resale agreements. Securities purchased under agreements to resell and Securities sold under
agreements to repurchase, which are treated as financing transactions for financial reporting purposes, are collateralized
primarily by government and government agency securities and are carried net by counterparty, when permitted, at the
amounts at which the securities subsequently will be resold or repurchased plus accrued interest. It is our policy to take
possession of securities purchased under agreements to resell. We compare the market value of the underlying positions
on a daily basis with the related receivable or payable balances, including accrued interest. We require counterparties to
deposit additional collateral or return collateral pledged, as necessary, to ensure the market value of the underlying
collateral remains sufficient. Financial instruments and other inventory positions owned that are financed under
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repurchase agreements are carried at market value, with unrealized gains and losses reflected in Principal transactions in
the Consolidated Statement of Income.

We use interest rate swaps as an end-user to modify the interest rate exposure associated with certain fixed-rate resale
and repurchase agreements. We adjust the carrying value of these secured financing transactions that have been
designated as the hedged item.

Securities borrowed and securities loaned. Securities borrowed and securities loaned are carried at the amount of cash
collateral advanced or received plus accrued interest. It is our policy to value the securities borrowed and loaned on a
daily basis and to obtain additional cash as necessary to ensure such transactions are adequately collateralized.

Other secured borrowings. Other secured borrowings principally reflects non-recourse financings and are recorded at
contractual amounts plus accrued interest.

Long-Lived Assets

Property, equipment and leasehold improvements are recorded at historical cost, net of accumulated depreciation and
amortization. Depreciation is recognized using the straight-line method over the estimated useful lives of the assets.
Buildings are depreciated up to a maximum of 40 years. Leasehold improvements are amortized over the lesser of their
useful lives or the terms of the underlying leases, which range up to 30 years. Equipment, furniture and fixtures are
depreciated over periods of up to 10 years. Internal-use software that qualifies for capitalization under AICPA Statement
of Position 98-1, Accounting for the Costs of Computer Software Developed or Obtained for Internal Use, is capitalized
and subsequently amortized over the estimated useful life of the software, generally three years, with a maximum of
seven years. We review long-lived assets for impairment periodically and whenever events or changes in circumstances
indicate the carrying amounts of the assets may be impaired. If the expected future undiscounted cash flows are less than
the carrying amount of the asset, an impairment loss is recognized to the extent the carrying value of such asset exceeds
its fair value.

Identifiable Intangible Assets and Goodwill

Identifiable intangible assets with finite lives are amortized over their expected useful lives, which range up to 15 years.
Identifiable intangible assets with indefinite lives and goodwill are not amortized. Instead, these assets are evaluated at
least annually for impairment. Goodwill is reduced upon the recognition of certain acquired net operating loss
carryforward benefits.

Share-Based Compensation

On December 1, 2003, we adopted the fair value recognition provisions of SFAS No. 123, Accounting for Stock-Based
Compensation, as amended by SFAS No. 148, Accounting for Stock-Based Compensation-Transition and Disclosure,
an amendment of FASB Statement No. 123 (“SFAS 123”) using the prospective adoption method. Under this method of
adoption, compensation expense was recognized over the related service periods based on the fair value of stock options
and restricted stock units (“RSUs”) granted for fiscal 2004 and fiscal 2005. Under SFAS 123, stock options granted in
periods prior to fiscal 2004 continued to be accounted for under the intrinsic value method prescribed by Accounting
Principles Board (“APB”) Opinion No. 25, Accounting for Stock Issued to Employees (“APB 25”). Accordingly, under
SFAS 123 no compensation expense was recognized for stock option awards granted prior to fiscal 2004 because the
exercise price equaled or exceeded the market value of our common stock on the grant date.

On December 1, 2005, we adopted SFAS No. 123 (revised 2004), Share-Based Payment (“SFAS 123(R)”) using the
modified-prospective transition method. Under this transition method, compensation cost recognized during fiscal 2006
includes: (a) compensation cost for all share-based awards granted prior to, but not yet vested as of, December 1, 2005,
(including pre-fiscal-2004 options) based on the grant-date fair value and related service period estimates in accordance
with the original provisions of SFAS 123; and (b) compensation cost for all share-based awards granted subsequent to
December 1, 2005, based on the grant-date fair value and related service periods estimated in accordance with the
provisions of SFAS 123(R). Under the provisions of the modified-prospective transition method, results for fiscal 2005
and fiscal 2004 were not restated.

SFAS 123(R) clarifies and expands the guidance in SFAS 123 in several areas, including how to measure fair value and
how to attribute compensation cost to reporting periods. Changes to the SFAS 123 fair value measurement and service
period provisions prescribed by SFAS 123(R) include requirements to: (a) estimate forfeitures of share-based awards at
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the date of grant, rather than recognizing forfeitures as incurred as was permitted by SFAS 123; (b) expense share-based
awards granted to retirement-eligible employees and those employees with non-substantive non-compete agreements
immediately, while our accounting practice under SFAS 123 was to recognize such costs over the stated service periods;
(c) attribute compensation costs of share-based awards to the future vesting periods, while our accounting practice under
SFAS 123 included a partial attribution of compensation costs of share-based awards to services performed during the
year of grant; and (d) recognize compensation costs of all share-based awards (including amortizing pre-fiscal-2004
options) based on the grant-date fair value, rather than our accounting methodology under SFAS 123 which recognized
pre-fiscal-2004 option awards based on their intrinsic value.

In addition, as a result of adopting SFAS 123(R), certain balance sheet amounts associated with share-based
compensation costs have been reclassified within the equity section of the balance sheet. This change in presentation had
no effect on our total equity. Effective December 1, 2005, Deferred stock compensation (representing unearned costs of
RSU awards) and Common stock issuable are presented on a net basis as a component of Additional paid-in capital. See
“Accounting and Regulatory Developments—SFAS 123(R)” below for a further discussion of SFAS 123(R) and the
cumulative effect of this accounting change recognized in fiscal 2006.

Earnings per Share

We compute earnings per share (“EPS”) in accordance with SFAS No. 128, Earnings per Share. Basic EPS is computed
by dividing net income applicable to common stock by the weighted-average number of common shares outstanding,
which includes RSUs for which service has been provided. Diluted EPS includes the components of basic EPS and also
includes the dilutive effects of RSUs for which service has not yet been provided and employee stock options. See Note
14, “Earnings per Share” and Note 15, “Share-Based Employee Incentive Plans,” to the Consolidated Financial
Statements for additional information about EPS.

Income Taxes

We account for income taxes in accordance with SFAS No. 109, Accounting for Income Taxes. We recognize the
current and deferred tax consequences of all transactions that have been recognized in the financial statements using the
provisions of the enacted tax laws. Deferred tax assets are recognized for temporary differences that will result in
deductible amounts in future years and for tax loss carry-forwards. We record a valuation allowance to reduce deferred
tax assets to an amount that more likely than not will be realized. Deferred tax liabilities are recognized for temporary
differences that will result in taxable income in future years. Contingent liabilities related to income taxes are recorded
when probable and reasonably estimable in accordance with SFAS No. 5, Accounting for Contingencies.

See “Accounting and Regulatory Developments—FIN 48” below for a discussion of FIN 48, Accounting for
Uncertainty in Income Taxes—an interpretation of FASB Statement No. 109 (“FIN 48”).

Cash Equivalents

Cash equivalents include highly liquid investments not held for resale with maturities of three months or less when we
acquire them.

Foreign Currency Translation

Assets and liabilities of foreign subsidiaries having non-U.S. dollar functional currencies are translated at exchange rates
at the Consolidated Statement of Financial Condition date. Revenues and expenses are translated at average exchange
rates during the period. The gains or losses resulting from translating foreign currency financial statements into U.S.
dollars, net of hedging gains or losses and taxes, are included in Accumulated other comprehensive income (net of tax),
a component of Stockholders’ equity. Gains or losses resulting from foreign currency transactions are included in the
Consolidated Statement of Income.

Accounting and Regulatory Developments

SFAS 158. In September 2006, the FASB issued SFAS No. 158, Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans (“SFAS 1587). SFAS 158 requires an employer to recognize the over- or
under-funded status of its defined benefit postretirement plans as an asset or liability in its Consolidated Statement of
Financial Condition, measured as the difference between the fair value of the plan assets and the benefit obligation.
For pension plans the benefit obligation is the projected benefit obligation; for other postretirement plans the benefit
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obligation is the accumulated post-retirement obligation. Upon adoption, SFAS 158 requires an employer to
recognize previously unrecognized actuarial gains and losses and prior service costs within Accumulated other
comprehensive income (net of tax), a component of Stockholders’ equity.

SFAS 158 is effective for our fiscal year ending November 30, 2007. Had we adopted SFAS 158 at November 30,
2006, we would have reduced Accumulated other comprehensive income (net of tax) by approximately $360 million,
and recognized a pension asset of approximately $60 million for our funded pension plans and a liability of
approximately $160 million for our unfunded pension and postretirement plans. However, the actual impact of
adopting SFAS 158 will depend on the fair value of plan assets and the amount of the benefit obligation measured as
of November 30, 2007.

SFAS 157. In September 2006, the FASB issued SFAS 157, which defines fair value, establishes a framework for
measuring fair value and enhances disclosures about instruments carried at fair value, but does not change existing
guidance as to whether or not an instrument is carried at fair value. SFAS 157 nullifies the guidance in EITF 02-3
which precluded the recognition of a trading profit at the inception of a derivative contract, unless the fair value of
such derivative was obtained from a quoted market price or other valuation technique incorporating observable
market data. SFAS 157 also precludes the use of a liquidity or block discount when measuring instruments traded in
an active market at fair value. SFAS 157 requires costs related to acquiring financial instruments carried at fair value
to be included in earnings and not capitalized as part of the basis of the instrument. SFAS 157 also clarifies that an
issuer’s credit standing should be considered when measuring liabilities at fair value.

SFAS 157 is effective for our 2008 fiscal year, with earlier application permitted for our 2007 fiscal year. SFAS 157
must be applied prospectively, except that the difference between the carrying amount and fair value of (i) a financial
instrument that was traded in an active market that was measured at fair value using a block discount and (ii) a stand-
alone derivative or a hybrid instrument measured using the guidance in EITF 02-3 on recognition of a trading profit
at the inception of a derivative, is to be applied as a cumulative-effect adjustment to opening retained earnings on the
date we initially apply SFAS 157.

We intend to adopt SFAS 157 in fiscal 2007. Upon adoption we expect to recognize an after-tax increase to opening
retained earnings as of December 1, 2006 of approximately $70 million.

SFAS 156. In March 2006, the FASB issued SFAS No. 156, Accounting for Servicing of Financial Assets (“SFAS
156). SFAS 156 amends SFAS 140 with respect to the accounting for separately-recognized servicing assets and
liabilities. SFAS 156 requires all separately-recognized servicing assets and liabilities to be initially measured at fair
value, and permits companies to elect, on a class-by-class basis, to account for servicing assets and liabilities on
either a lower of cost or market value basis or a fair value basis.

We elected to early adopt SFAS 156 and to measure all classes of servicing assets and liabilities at fair value
beginning in our 2006 fiscal year. Servicing assets and liabilities at November 30, 2005 and all periods prior were
accounted for at the lower of amortized cost or market value. As a result of adopting SFAS 156, we recognized an
$18 million after-tax ($33 million pre-tax) increase to opening retained earnings in our 2006 fiscal year, representing
the effect of remeasuring all servicing assets and liabilities that existed at November 30, 2005 from the lower of
amortized cost or market value to fair value.

See Note 3 to the Consolidated Financial Statements, “Securitizations and Other Off-Balance-Sheet Arrangements,”
for additional information.

SFAS 155. We issue structured notes (also referred to as hybrid instruments) for which the interest rates or principal
payments are linked to the performance of an underlying measure (including single securities, baskets of securities,
commodities, currencies, or credit events). Through November 30, 2005, we assessed the payment components of
these instruments to determine if the embedded derivative required separate accounting under SFAS 133, Accounting
for Derivative Instruments and Hedging Activities (“SFAS 133”), and if so, the embedded derivative was bifurcated
from the host debt instrument and accounted for at fair value and reported in long-term borrowings along with the
related host debt instrument which was accounted for on an amortized cost basis.

In February 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments (‘“SFAS
155). SFAS 155 permits fair value measurement of any structured note that contains an embedded derivative that
would require bifurcation under SFAS 133. Such fair value measurement election is permitted on an instrument-by-
instrument basis. We elected to early adopt SFAS 155 as of the beginning of our 2006 fiscal year and we applied
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SFAS 155 fair value measurements to all eligible structured notes issued after November 30, 2005 as well as to
certain eligible structured notes that existed at November 30, 2005. The effect of adoption resulted in a $24 million
after-tax ($43 million pre-tax) decrease to opening retained earnings as of the beginning of our 2006 fiscal year,
representing the difference between the fair value of these structured notes and the prior carrying value as of
November 30, 2005. The net after-tax adjustment included structured notes with gross gains of $18 million ($32
million pre-tax) and gross losses of $42 million ($75 million pre-tax).

SFAS 123(R). In December 2004, the FASB issued SFAS 123(R), which we adopted as of the beginning of our 2006
fiscal year. SFAS 123(R) requires public companies to recognize expense in the income statement for the grant-date fair
value of awards of equity instruments to employees. Expense is to be recognized over the period employees are required
to provide service.

SFAS 123(R) clarifies and expands the guidance in SFAS 123 in several areas, including measuring fair value and
attributing compensation cost to reporting periods. Under the modified prospective transition method applied in the
adoption of SFAS 123(R), compensation cost is recognized for the unamortized portion of outstanding awards granted
prior to the adoption of SFAS 123. Upon adoption of SFAS 123(R), we recognized an after-tax gain of approximately
$47 million as the cumulative effect of a change in accounting principle attributable to the requirement to estimate
forfeitures at the date of grant instead of recognizing them as incurred.

See “Share-Based Compensation” above and Note 15, “Share-Based Employee Incentive Plans,” for additional
information.

EITF Issue No. 04-5. In June 2005, the FASB ratified the consensus reached in EITF Issue No. 04-5, Determining
Whether a General Partner, or the General Partners as a Group, Controls a Limited Partnership or Similar Entity
When the Limited Partners Have Certain Rights (“EITF 04-5”), which requires general partners (or managing
members in the case of limited liability companies) to consolidate their partnerships or to provide limited partners
with substantive rights to remove the general partner or to terminate the partnership. As the general partner of
numerous private equity and asset management partnerships, we adopted EITF 04-5 immediately for partnerships
formed or modified after June 29, 2005. For partnerships formed on or before June 29, 2005 that have not been
modified, we are required to adopt EITF 04-5 as of the beginning of our 2007 fiscal year. The adoption of EITF 04-5
will not have a material effect on our Consolidated Financial Statements.

FSP FIN 46(R)-6. In April 2006, the FASB issued FASB Staff Position FIN 46(R)-6, Determining the Variability to
Be Considered in Applying FASB Interpretation No. 46(R) (“FSP FIN 46(R)-6”). FSP FIN 46(R)-6 addresses how
variability should be considered when applying FIN 46(R). Variability affects the determination of whether an entity
is a VIE, which interests are variable interests, and which party, if any, is the primary beneficiary of the VIE required
to consolidate. FSP FIN 46(R)-6 clarifies that the design of the entity also should be considered when identifying
which interests are variable interests.

We adopted FSP FIN 46(R)-6 on September 1, 2006 and applied it prospectively to all entities in which we first became
involved after that date. Adoption of FSP FIN 46(R)-6 did not have a material effect on our Consolidated Financial
Statements.

FIN 48. In June 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes—
an interpretation of FASB Statement No. 109 (“FIN 48”). FIN 48 clarifies the accounting for income taxes by
prescribing the minimum recognition threshold a tax position must meet to be recognized in the financial statements.
FIN 48 also provides guidance on measurement, derecognition, classification, interest and penalties, accounting in
interim periods, disclosure and transition. We must adopt FIN 48 as of the beginning of our 2008 fiscal year. Early
application is permitted as of the beginning of our 2007 fiscal year.

We intend to adopt FIN 48 on December 1, 2007. We are evaluating the effect of adopting FIN 48 on our
Consolidated Financial Statements.

SAB 108. In September 2006, the Securities and Exchange Commission (“SEC”) issued Staff Accounting Bulletin
No. 108, Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in Current Year
Financial Statements (“SAB 108”). SAB 108 specifies how the carryover or reversal of prior-year unrecorded
financial statement misstatements should be considered in quantifying a current-year misstatement. SAB 108 requires
an approach that considers the amount by which the current-year statement of income is misstated (“rollover
approach”) and an approach that considers the cumulative amount by which the current-year statement of financial
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condition is misstated (“iron-curtain approach”). Prior to the issuance of SAB 108, either the rollover or iron-curtain
approach was acceptable for assessing the materiality of financial statement misstatements.

SAB 108 became effective for our fiscal year ended November 30, 2006. Upon adoption, SAB 108 allowed a
cumulative-effect adjustment to opening retained earnings at December 1, 2005 for prior-year misstatements that
were not material under a prior approach but that were material under the SAB 108 approach. Adoption of SAB 108
did not affect our Consolidated Financial Statements.

Note 2 Financial Instruments and Other Inventory Positions

Financial instruments and other inventory positions owned and Financial instruments and other inventory positions sold
but not yet purchased were comprised of the following:

In millions Sold But Not
Financial Instruments and Other Inventory Positions Owned Yet Purchased

at November 30 2006 2005 2006 2005
Mortgages and mortgage-backed positions $ 57,726 $ 54,366 $ 80 $ 63
Government and agencies 47,293 30,079 70,453 64,743
Corporate debt and other 43,764 30,182 8,836 8,997
Corporate equities 43,087 33,426 28,464 21,018
Derivatives and other contractual agreements 22,696 18,045 18,017 15,560
Real estate held for sale 9,408 7,850 — —_
Commercial paper and other money market instruments 2,622 3,490 110 196

$226,596  $177,438 $125,960 $110,577

Mortgages and mortgage-backed positions include mortgage loans (both residential and commercial) and non-agency
mortgage-backed securities. We originate residential and commercial mortgage loans as part of our mortgage trading
and securitization activities and are a market leader in mortgage-backed securities trading. We securitized approximately
$146 billion and $133 billion of residential mortgage loans in 2006 and 2005, respectively, including both originated
loans and those we acquired in the secondary market. We originated approximately $60 billion and $85 billion of
residential mortgage loans in 2006 and 2005, respectively. In addition, we originated approximately $34 billion and $27
billion of commercial mortgage loans in 2006 and 2005, respectively, the majority of which has been sold through
securitization or syndication activities. See Note 3, “Securitizations and Other Off-Balance-Sheet Arrangements,” for
additional information about our securitization activities. We record mortgage loans at fair value, with related mark-to-
market gains and losses recognized in Principal transactions in the Consolidated Statement of Income.

Real estate held for sale at November 30, 2006 and 2005, was approximately $9.4 billion and $7.9 billion, respectively.
Our net investment position after giving effect to non-recourse financing was $5.9 billion and $4.8 billion at November
30, 2006 and 2008, respectively.

Derivative Financial Instruments

In the normal course of business, we enter into derivative transactions both in a trading capacity and as an end-user. Our
derivative activities (both trading and end-user) are recorded at fair value in the Consolidated Statement of Financial
Condition. Acting in a trading capacity, we enter into derivative transactions to satisfy the needs of our clients and to
manage our own exposure to market and credit risks resulting from our trading activities (collectively, “Trading-Related
Derivative Activities”). As an end-user, we primarily enter into interest rate swap and option contracts to adjust the
interest rate nature of our funding sources from fixed to floating rates and to change the index on which floating interest
rates are based (e.g., Prime to LIBOR). We also use equity, commodity, foreign exchange and credit derivatives to
hedge our exposure to market price risk embedded in certain structured debt obligations, and use foreign exchange
contracts to manage the currency exposure related to our net investment in non-U.S. dollar functional currency
subsidiaries.
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Derivatives are subject to various risks similar to other financial instruments, including market, credit and operational
risk. In addition, we may be exposed to legal risks related to derivative activities, including the possibility a transaction
may be unenforceable under applicable law. The risks of derivatives should not be viewed in isolation, but rather should
be considered on an aggregate basis along with our other trading-related activities. We manage the risks associated with
derivatives on an aggregate basis along with the risks associated with proprietary trading and market-making activities in
cash instruments, as part of our firm-wide risk management policies.

We record derivative contracts at fair value with realized and unrealized gains and losses recognized in Principal
transactions in the Consolidated Statement of Income. Unrealized gains and losses on derivative contracts are recorded
on a net basis in the Consolidated Statement of Financial Condition for those transactions with counterparties executed
under a legally enforceable master netting agreement and are netted across products when these provisions are stated in a
master netting agreement. We offer equity, fixed income, commodity and foreign exchange derivative products to
clients. Because of the integrated nature of the market for such products, each product area trades cash instruments as
well as derivative products.

The following table presents the fair value of derivatives and other contractual agreements at November 30, 2006 and
2005. Assets included in the table represent unrealized gains, net of unrealized losses, for situations in which we have a
master netting agreement. Similarly, liabilities represent net amounts owed to counterparties. The fair value of
assets/liabilities related to derivative contracts at November 30, 2006 and 2005 represents our net receivable/payable for
derivative financial instruments before consideration of securities collateral, but after consideration of cash collateral.
Assets and liabilities were netted down for cash collateral of approximately $11.1 billion and $8.2 billion, respectively,
at November 30, 2006 and $10.5 billion and $6.1 billion, respectively, at November 30, 2005.

In millions
Fair Value of Derivatives and Other Contractual 2006 2005
Agreements at November 30 Assets  Liabilities Assets  Liabilities
Interest rate, currency and credit default swaps and options $ 8,634 $ 5,691 $ 8,273 $ 7,128
Foreign exchange forward contracts and options 1,792 2,145 1,970 2,004
Other fixed income securities contracts (including TBAs

and forwards) ® 4,308 2,604 2,241 896
Equity contracts (including equity swaps, warrants and options) 7,962 7,577 5,561 5,532

$22,696 $18,017 $18,045 $15,560

CONFIDENTIAL TREATMENT REQUESTED BY

(1) Includes commodity derivative assets of $268 million and liabilities of $277 million at November 30, 2006.

At November 30, 2006 and 2005, the fair value of derivative assets included $3.2 billion and $2.6 billion, respectively,
related to exchange-traded option and warrant contracts. With respect to OTC contracts, we view our net credit exposure
to be $15.6 billion and $10.5 billion at November 30, 2006 and 2005, respectively, representing the fair value of OTC
contracts in a net receivable position, after consideration of collateral. Counterparties to our OTC derivative products
primarily are U.S. and foreign banks, securities firms, corporations, governments and their agencies, finance companies,
insurance companies, investment companies and pension funds. Collateral held related to OTC contracts generally
includes listed equities, U.S. government and federal agency securities.

Concentrations of Credit Risk

A substantial portion of our securities transactions are collateralized and are executed with, and on behalf of, financial
institutions, which includes other brokers and dealers, commercial banks and institutional clients. Our exposure to credit
risk associated with the non-performance of these clients and counterparties in fulfilling their contractual obligations
pursuant to securities transactions can be directly affected by volatile or illiquid trading markets, which may impair the
ability of clients and counterparties to satisfy their obligations to us.

Financial instruments and other inventory positions owned include U.S. government and agency securities, and securities
issued by non-U.S. governments, which in the aggregate, represented 9% of total assets at November 30, 2006. In
addition, collateral held for resale agreements represented approximately 23% of total assets at November 30, 2006, and
primarily consisted of securities issued by the U.S. government, federal agencies or non-U.S. governments. QOur most
significant industry concentration is financial institutions, which includes other brokers and dealers, commercial banks
and institutional clients. This concentration arises in the normal course of business.
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Note 3 Securitizations and Other Off-Balance-Sheet Arrangements

We are a market leader in mortgage- and asset-backed securitizations and other structured financing arrangements. In
connection with our securitization activities, we use SPEs primarily for the securitization of commercial and residential
mortgages, home equity loans, municipal and corporate bonds, and lease and trade receivables. The majority of our
involvement with SPEs relates to securitization transactions where the SPE meets the SFAS 140 definition of a QSPE.
Based on the guidance in SFAS 140, we do not consolidate QSPEs. We derecognize financial assets transferred in
securitizations, provided we have relinquished control over such assets. We may continue to hold an interest in the
financial assets we securitize (“interests in securitizations™), which may include assets in the form of residual interests in
the SPEs established to facilitate the securitization. Interests in securitizations are included in Financial instruments and
other inventory positions owned (primarily mortgages and mortgage-backed) in the Consolidated Statement of Financial
Condition. For further information regarding the accounting for securitization transactions, refer to Note 1, “Summary of
Significant Accounting Policies—Consolidation Accounting Policies.”

During 2006 and 2005, we securitized approximately $168 billion and $152 billion of financial assets, including
approximately $146 billion and $133 billion of residential mortgages, $19 billion and $13 billion of commercial
mortgages, and $3 billion and $6 billion of municipal and other asset-backed financial instruments, respectively. At
November 30, 2006 and 2005, we had approximately $2.0 billion and $700 million, respectively, of non-investment
grade interests from our securitization activities (primarily junior security interests in residential mortgage
securitizations), comprised of $2.0 billion and $500 million of residential mortgages and $34 million and $200 million
of municipal and other asset-backed financial instruments, respectively. We record inventory positions held prior to
securitization, including residential and commercial loans, at fair value, as well as any interests held post-securitization.
Mark-to-market gains or losses are recorded in Principal transactions in the Consolidated Statement of Income. Fair
value is determined based on listed market prices, if available. When market prices are not available, fair value is
determined based on valuation pricing models that take into account relevant factors such as discount, credit and
prepayment assumptions, and also considers comparisons to similar market transactions.

The following table presents the fair value of our interests in securitizations at November 30, 2006 and 2005, the key
economic assumptions used in measuring the fair value of such interests, and the sensitivity of the fair value of such
interests to immediate 10% and 20% adverse changes in the valuation assumptions, as well as the cash flows received on
such interests in the securitizations.
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Securitization Activity

2006 2005
Residential Mortgages Residential Mortgages
Non- Non-
Dollars in millions Investment Investment Investment Investment
November 30 Grade Grade Other Grade Grade Other
Interests in securitizations (in billions) $53 $ 20 $ 06 $ 64 $05 $05
Weighted-average life (years) 5 6 5 6 5 14
Average CPR 272 291 - 20.8 282 19
Effect of 10% adverse change $ 21 $ 6l $ - $ 11 $ 10 $ -
Effect of 20% adverse change $35 $ 110 $ - $ 28 $ 18 $ -
Weighted-average credit loss assumption 0.6% 1.3% - 0.2% 1.2% 0.3%
Effect of 10% adverse change $ 70 $109 $ - $ 2 $23 $ 5
Effect of 20% adverse change $131 $196 $ - $ 6 $ 4 $11
Weighted-average discount rate 72% 18.4% 5.8% 6.6% 15.2% 6.2%
Effect of 10% adverse change $124 $ 76 $13 $155 $22 $ 41
Effect of 20% adverse change $232 $147 $22 $307 $ 41 $ 74
Year ended November 30 2006 2005
Cash flows received on
interests in securitizations $ 664 $ 216 $ 59 $ 625 $ 138 $ 188

(1) Constant prepayment rate.

The above sensitivity analysis is hypothetical and should be used with caution since the stresses are performed without
considering the effect of hedges, which serve to reduce our actual risk. These results are calculated by stressing a
particular economic assumption independent of changes in any other assumption (as required by U.S. GAAP); in reality,
changes in one factor often result in changes in another factor which may counteract or magnify the effect of the changes
outlined in the above table. Changes in the fair value based on a 10% or 20% variation in an assumption should not be
extrapolated because the relationship of the change in the assumption to the change in fair value may not be linear.

Mortgage servicing rights. Mortgage servicing rights (“MSRs”) represent the Company’s right to a future stream of
cash flows based upon the contractual servicing fee associated with servicing mortgage loans and mortgage-backed
securities. Our MSRs generally arise from the securitization of residential mortgage loans that we originate. MSRs are
included in Financial instruments and other inventory positions owned on the Consolidated Statements of Financial
Condition. At November 30, 2006 and 2005, the Company has MSRs of approximately $829 million and $561 million,
respectively.

Effective with our early adoption of SFAS 156 as of the beginning of our 2006 fiscal year, MSRs are carried at fair
value, with changes in fair value reported in earnings in the period in which the change occurs. On or before November
30, 2005, MSRs were carried at the lower of amortized cost or market value. The effect of this change in accounting
from lower of amortized cost or market value to fair value has been reported as a cumulative effect adjustment to
December 1, 2005 retained earnings, resulting in an increase of $18 million after-tax ($33 million pre-tax). See Note 1,
“Summary of Significant Accounting Policies—Accounting and Regulatory Developments,” for additional information.

The determination of fair value for MSRs requires valuation processes which combine the use of discounted cash flow
models and extensive analysis of current market data to arrive at an estimate of fair value. The cash flow and prepayment
assumptions used in our discounted cash flow model are based on empirical data drawn from the historical performance
of our MSRs, which we believe are consistent with assumptions used by market participants valuing similar MSRs, and
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from data obtained on the performance of similar MSRs. These variables can, and generally will, change from quarter to
quarter as market conditions and projected interest rates change.

The Company’s MSRs activities for the year ended November 30, 2006:

In millions November 30, 2006
Balance, beginning of period $ 561
Additions, net 507
Changes in fair value:
Paydowns/servicing fees (192)
Resulting from changes in valuation assumptions 80)
Change due to SFAS 156 Adoption 33
Balance, end of period $ 829

The following table shows the main assumptions we used to determine the fair value of our MSRs at November 30,
2006 and the sensitivity of our MSRs to changes in these assumptions.

Mortgage Servicing Rights

Dollars in millions November 30, 2006

Weighted-average prepayment speed (CPR) 31
Effect of 10% adverse change . $ 84
Effect of 20% adverse change $ 154

Discount rate 8%
Effect of 10% adverse change $ 17
Effect of 20% adverse change $ 26

The above sensitivity analysis is hypothetical and should be used with caution since the stresses are performed without
considering the effect of hedges, which serve to reduce our actual risk. These results are calculated by stressing a
particular economic assumption independent of changes in any other assumption (as required by U.S. GAAP); in reality,
changes in one factor often result in changes in another factor which may counteract or magnify the effect of the changes
outlined in the above table. Changes in the fair value based on a 10% or 20% variation in an assumption should not be
extrapolated because the relationship of the change in the assumption to the change in fair value may not be linear.

The key risks inherent with MSRs are prepayment speed and changes in discount rates. We mitigate the income
statement effect of changes in fair value of our MSRs by entering into hedging transactions, which serve to reduce our
actual risk.

Cash flows received on contractual servicing in 2006 were approximately $255 million and are included in Principal
transactions in the Consolidated Statement of Income.

Non-QSPE activities. Substantially all of our securitization activities are transacted through QSPEs, including
residential and commercial mortgage securitizations. However, we are also actively involved with SPEs that do not meet
the QSPE criteria due to their permitted activities not being sufficiently limited or because the assets are not deemed
qualifying financial instruments (e.g. real estate). Our involvement with such SPEs includes credit-linked notes and other
structured financing transactions designed to meet clients’ investing or financing needs.

We are a dealer in credit default swaps and, as such, we make a market in buying and selling credit protection on single
issuers as well as on portfolios of credit exposures. One of the mechanisms we use to mitigate credit risk is to enter into
default swaps with SPEs, in which we purchase default protection. In these transactions, the SPE issues credit-linked
notes to investors and uses the proceeds to invest in high quality collateral. We pay a premium to the SPE for assuming
credit risk under the default swap. Third-party investors in these SPEs are subject to default risk associated with the
referenced obligations under the default swap as well as the credit risk of the assets held by the SPE. Our maximum loss
associated with our involvement with such credit-linked note transactions is the fair value of our credit default swaps
with these SPEs, which amounted to $155 million and $156 million at November 30, 2006 and 2005, respectively.
However, the value of our default swaps are secured by the value of the underlying investment grade collateral held by
the SPEs which was $10.8 billion and $5.7 billion at November 30, 2006 and 2005, respectively.
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Because the results of our expected loss calculations generally demonstrate the investors in the SPE bear a majority of
the entity’s expected losses (because the investors assume default risk associated with both the reference portfolio and
the SPE’s assets), we generally are not the primary beneficiary and therefore do not consolidate these SPEs. However,
in certain credit default transactions, generally when we participate in the fixed interest rate risk associated with the
underlying collateral through an interest rate swap, we are the primary beneficiary of these transactions and therefore
have consolidated the SPEs. At November 30, 2006 and 2005, we consolidated approximately $0.7 billion and $0.6
billion of these credit default transactions, respectively. We record the assets associated with these consolidated credit
default transactions as a component of Financial instruments and other inventory positions owned.

We also invest in real estate directly through controlled subsidiaries and through variable interest entities. We
consolidate our investments in variable interest real estate entities when we are the primary beneficiary. At November
30, 2006 and 2005, we consolidated approximately $3.4 billion and $4.6 billion, respectively, of real estate-related
investments in VIEs for which we did not have a controlling financial interest. We record the assets associated with
these consolidated real estate-related investments in VIEs as a component of Financial instruments and other inventory
positions owned. After giving effect to non-recourse financing our net investment position in these consolidated VIEs
was $2.2 billion and $2.9 billion at November 30, 2006 and 2005, respectively. See Note 2, “Financial Instruments and
Other Inventory Positions,” for a further discussion of our real estate held for sale.

In addition, we enter into other transactions with SPEs designed to meet clients’ investment and/or funding needs. See
Note 11, *Commitments, Contingencies and Guarantees,” for additional information about these transactions and SPE-
related commitments. '

Note 4 Securities Received and Pledged as Collateral

We enter into secured borrowing and lending transactions to finance inventory positions, obtain securities for settlement
and meet clients’ needs. We receive collateral in connection with resale agreements, securities borrowed transactions,
borrow/pledge transactions, client margin loans and derivative transactions. We generally are permitted to sell or
repledge these securities held as collateral and use the securities to secure repurchase agreements, enter into securities
lending transactions or deliver to counterparties to cover short positions. We carry secured financing agreements on a
net basis when permitted under the provisions of FASB Interpretation No. 41, Offsetting of Amounts Related to Certain
Repurchase and Reverse Repurchase Agreements (“FIN 417).

At November 30, 2006 and 2005, the fair value of securities received as collateral and Financial instruments and other
inventory positions owned that have not been sold, repledged or otherwise encumbered totaled approximately $139
billion and $87 billion, respectively. At November 30, 2006 and 2005, the gross fair value of securities received as
collateral that we were permitted to sell or repledge was approximately $621 billion and $528 billion, respectively. Of
this collateral, approximately $568 billion and $499 billion at November 30, 2006 and 2005, respectively, has been sold
or repledged, generally as collateral under repurchase agreements or to cover Financial instruments and other inventory
positions sold but not yet purchased.

We also pledge our own assets, primarily to collateralize certain financing arrangements. These pledged securities,
where the counterparty has the right, by contract or custom, to rehypothecate the financial instruments are classified as
Financial instruments and other inventory positions owned, pledged as collateral, in the Consolidated Statement of
Financial Condition as required by SFAS 140.

The carrying value of Financial instruments and other inventory positions owned that have been pledged or otherwise
encumbered to counterparties where those counterparties do not have the right to sell or repledge was approximately $75
billion and $66 billion at November 30, 2006 and 2005, respectively.
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Note S Business Combinations

During 2006, we acquired an established private student loan origination platform, a European mortgage originator, and
an electronic trading platform, increasing our goodwill and intangible assets by approximately $150 million. We believe
these acquisitions will add long-term value to our Capital Markets franchise by allowing us to enter into new markets
and expanding the breadth of services offered as well as providing additional loan product for our securitization

pipeline.

Note 6 Identifiable Intangible Assets and Goodwill

Aggregate amortization expense for the years ended November 30, 2006, 2005 and 2004 was $50 million, $49 million,
and $47 million, respectively. Estimated amortization expense for each of the years ending November 30, 2007 through
2009 is approximately $43 million. Estimated amortization expense for both the years ending November 30, 2010 and
2011 is approximately $33 million.

Identifiable Intangible Assets

2006 2005
Gross Gross
In millions Carrying Accumulated Carrying Accumulated
November 30 Amount Amortization Amount Amortization
Amortizable intangible assets:
Customer lists $504 $110 $496 $93
Other 82 51 100 37
$586 $161 $596 $130
Intangible assets not subject to amortization:
Mutual fund customer-related intangibles $395 $395
Trade name 125 125
$520 $520

The changes in the carrying amount of goodwill for the years ended November 30, 2006 and 2005 are as follows:

Goodwill
Capital Investment

In millions Markets Management Total
Balance (net) at November 30, 2004 $152 $2,107 $2,259
Goodwill acquired 8 5 13
Purchase price valuation adjustment — 2) )
Balance (net) at November 30, 2005 160 2,110 2,270
Goodwill acquired 116 — 116
Purchase price valuation adjustment 19 12 31
Balance (net) at November 30, 2006 $295 $2,122 $2,417

Note 7 Short-Term Borrowings

We obtain short-term financing on both a secured and unsecured basis. Secured financing is obtained through the use of
repurchase agreements, securities loaned and other secured borrowings. The unsecured financing is generally obtained
through short-term borrowings which include commercial paper, overdrafts, and the cumrent portion of long-term
borrowings maturing within one year of the financial statement date. Short-term borrowings consist of the following:
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Short-Term Borrowings

In millions

November 30 2006 2005
Current portion of long-term borrowings $12,878 $ 8,410
Commercial paper 1,653 1,776
Other short-term debt 6,107 1,165

$20,638 $11,351

At November 30, 2006 and 2005, the weighted-average interest rates for short-term borrowings, after the effect of
hedging activities, were 5.39% and 4.24%, respectively.

At November 30, 2006, short-term borrowings include structured notes of approximately $3.8 billion carried at fair
value in accordance with our adoption of SFAS 155. See Note 1, “Accounting and Regulatory Developments—SFAS
155,” for additional information.

Note 8 Deposits at Banks

Deposits at banks are held at both our U.S. and non-U.S. banks and comprised of the following:

In millions

November 30 2006 2005
Time deposits $19,995 $13,745
Savings deposits 1,417 1,322

$21,412 $15,067

The weighted average contractual interest rates at November 30, 2006 and 2005 were 4.66% and 3.88%,
respectively.

Note 9 LOE-Term BorrowinES

Long-term borrowings (excluding borrowings with remaining maturities within one year of the financial statement date)
consist of the following:

In millions

November 30 2006 2005
Senior notes $75,202 $50,492
Subordinated notes 3,238 1,381
Junior subordinated notes 2,738 2,026

$81,178 $53,899
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Maturity Profile
The maturity dates of long-term borrowings are as follows:

U.S. Dollar Non-U.S. Dollar Total

In millions Fixed Floating Fixed Floating 2006 2005
November 30 Rate Rate Rate Rate

Maturing in fiscal 2007 $ — $ — $ — $ — $ — $13,503
Maturing in fiscal 2008 4,048 9,698 302 3,844 17,892 8,285
Maturing in fiscal 2009 1,623 6,424 491 5,045 13,583 5,654
Maturing in fiscal 2010 3,687 1,724 1,511 822 7,744 6,207
Maturing in fiscal 2011 2,184 2,537 1,146 6,545 12,412 2,267
December 1, 2011 and thereafter 10,129 3,852 5,358 10,208 29,547 17,983

$21.671 $24.235 $8.808 $26.464 _$81.178 $53.899

The weighted-average contractual interest rates on U.S. dollar and non-U.S. dollar borrowings were 5.21% and 3.15%,
respectively, at November 30, 2006 and 5.14% and 2.96%, respectively, at November 30, 2005.

At November 30, 2006, $50 million of outstanding long-term borrowings are repayable at par value prior to maturity at
the option of the holder. These obligations are reflected in the above table as maturing at their put dates, which range
from fiscal 2008 to fiscal 2013, rather than at their contractual maturities, which range from fiscal 2008 to fiscal 2034. In
addition, $10.4 billion of long-term borrowings are redeemable prior to maturity at our option under various terms and
conditions. These obligations are reflected in the above table at their contractual maturity dates. Extendible debt
structures totaling approximately $4.0 billion are shown in the above table at their earliest maturity dates. The maturity
date of extendible debt is automatically extended unless the debt holders instruct us to redeem their debt at least one year
prior to the earliest maturity date.

Included in long-term borrowings is $4.5 billion of structured notes with early redemption features linked to market
prices or other triggering events (e.g., the downgrade of a reference obligation underlying a credit-linked note). In the
above maturity table, these notes are shown at their contractual maturity dates.

At November 30, 2006, our U.S. dollar and non-U.S. dollar debt portfolios included approximately $8.5 billion and
$11.6 billion, respectively, of structured notes for which the interest rates and/or redemption values are linked to the
performance of an underlying measure (including industry baskets of stocks, commodities or credit events). Generally,
such notes are issued as floating rate notes or the interest rates on such index notes are effectively converted to floating
rates based primarily on LIBOR through the use of derivatives.

At November 30, 2006, Long-term borrowings at November 30, 2006 include structured notes of approximately $11.0
billion carried at fair value in accordance with our adoption of SFAS 155. See Note 1, “Accounting and Regulatory
Developments—SFAS 155,” above for additional information.

End-User Derivative Activities

We use a variety of derivative products including interest rate and currency swaps as an end-user to modify the interest
rate characteristics of our long-term borrowing portfolio. We use interest rate swaps to convert a substantial portion of
our fixed-rate debt to floating interest rates to more closely match the terms of assets being funded and to minimize
interest rate risk. In addition, we use cross—currency swaps to hedge our exposure to foreign currency risk arising from
our non—-U.S. dollar debt obligations, after consideration of non—U.S. dollar assets that are funded with long-term debt
obligations in the same currency. In certain instances, we may use two or more derivative contracts to manage the
interest rate nature and/or currency exposure of an individual long-term borrowings issuance.

-99.

CONFIDENTIAL TREATMENT REQUESTED BY LBEX-AM 066124
LEHMAN BROTHERS HOLDINGS, INC.



LEHMAN BROTHERS HOLDINGS INC.
Notes to Consolidated Financial Statements

End-User Derivative Activities resulted in the following mix of fixed and floating rate debt:

Long-Term Borrowings After End-User Derivative Activities

In millions
November 30, 2006
U.S. dollar obligations:
Fixed rate : $ 942
Floating rate 57,053
Total U.S. dollar obligations 57,995
Non-U.S. dollar obligations 23,183
$81,178
November 30, 2005
U.S. dollar obligations:
Fixed rate $ 568
Floating rate 36,049
Total U.S. dollar obligations 36,617
Non-U.S. dollar obligations 17,282
$53,899

The weighted-average effective interest rates after End—User Derivative Activities on U.S. dollar, non-U.S. dollar, and
total borrowings were 5.60%, 3.51%, and 5.00%, respectively, at November 30, 2006. The weighted-average effective
interest rates after End—User Derivative Activities on U.S. dollar, non-U.S. dollar, and total borrowings were 4.65%,
2.63%, and 4.00%, respectively, at November 30, 2005.

Junior Subordinated Notes

Junior subordinated notes are notes issued to trusts or limited partnerships (collectively, the “Trusts”) which qualify as
equity capital by leading rating agencies (subject to limitation). The Trusts were formed for the purposes of: (a) issuing
securities representing ownership interests in the assets of the Trusts; (b) investing the proceeds of the Trusts in junior
subordinated notes of Holdings; and (c) engaging in activities necessary and incidental thereto. The securities issued by
the Trusts are comprised of the following:

In millions
November 30 2006 2005

Trust Preferred Securities:
Lehman Brothers Holdings Capital Trust I11

$ 300 $ 300
Lehman Brothers Holdings Capital Trust IV’ 300 300
Lehman Brothers Holdings Capital Trust V 399 400
Lehman Brothers Holdings Capital Trust VI 225 225
Euro Perpetual Preferred Securities:
Lehman Brothers U.K. Capital Funding LP 231 207
Lehman Brothers U.K. Capital Funding I LP 329 294
Enhanced Capital Advantaged Preferred Securities (ECAPS®):
Lehman Brothers Holdings E-Capital Trust I 296 300
Enhanced Capital Advantaged Preferred Securities (Euro ECAPS®):
Lehman Brothers U.K. Capital Funding III L.P. 658 —
$2,738 $2,026
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The following table summarizes the key terms of Trusts with outstanding securities at November 30, 2006:

Trusts Issued Securities

Issuance Mandatory Redeemable by Issuer
November 30, 2006 Date Redemption Date on or after
Holdings Capital Trust I1I March 2003 March 15, 2052 March 15, 2008
Holdings Capital Trust IV October 2003 October 31, 2052 October 31, 2008
Holdings Capital Trust V April 2004 April 22, 2053 April 22, 2009
Holdings Capital Trust VI January 2005 January 18, 2054 January 18, 2010
U K. Capital Funding LP March 2005 Perpetual March 30, 2010
U.K. Capital Funding I1 LP September 2005 Perpetual September 21, 2009
Holdings E-Capital Trust I August 2005 August 19, 2065 August 19, 2010
UK. Capital Funding I1I LP February 2006 February 22, 2036 February 22, 2011

Credit Facilities

We use both committed and uncommitted bilateral and syndicated long-term bank facilities to complement our long-
term debt issuance. In particular, Holdings maintains a $2.0 billion unsecured, committed revolving credit agreement
with a syndicate of banks which expires in February 2009. In addition we maintain a $1.0 billion multi-currency
unsecured, committed revolving credit facility with a syndicate of banks for Lehman Brothers Bankhaus AG
(“LBBAG”), with a term of three and a half years expiring in April 2008. Our ability to borrow under such facilities
is conditioned on complying with customary lending conditions and covenants. We have maintained compliance with
the material covenants under these credit agreements at all times. As of November 30, 2006, there were no
borrowings against either of these two credit facilities.

Note 10 Fair Value of Financial Instruments

We record financial instruments classified within long and short inventory (Financial instruments and other inventory
positions owned, and Financial instruments and other inventory positions sold but not yet purchased) at fair value.
Securities received as collateral and Obligation to return securities received as collateral are also carried at fair value. In
addition, all off-balance-sheet financial instruments are carried at fair value including derivatives, guarantees and lending
related commitments.

Assets which are carried at contractual amounts that approximate fair value include: Cash and cash equivalents, Cash
and securities segregated and on deposit for regulatory and other purposes, Receivables, and Other assets. Liabilities
which are carried at contractual amounts that approximate fair value include: Short-term borrowings, Payables, and
Accrued liabilities and other payables, and Deposits at banks. The market values of such items are not materially
sensitive to shifts in market interest rates because of the limited term to maturity of these instruments and their variable
interest rates.

Aside from structured notes carried at fair value under SFAS 155, long-term borrowings are carried at historical amounts
unless designated as the hedged item in a fair value hedge. We carry the hedged debt on a modified mark-to-market
basis, which amount could differ from fair value as a result of changes in our credit worthiness. At November 30, 2006,
the carrying value of our long-term borrowings was approximately $250 million less than fair value; at November 30,
2005, the carrying value was $329 million less than fair value. The fair value of long-term borrowings was estimated
using either quoted market prices or discounted cash flow analyses based on our current borrowing rates for similar
types of borrowing arrangements.

We carry secured financing activities including Securities purchased under agreements to resell, Securities borrowed,
Securities sold under agreements to repurchase, Securities loaned and Other secured borrowings, at their original
contract amounts plus accrued interest. Because the majority of financing activities are short-term in nature, carrying
values approximate fair value. At November 30, 2006 and 2005, we had approximately $389 billion and $337 billion,
respectively, of secured financing activities. At November 30, 2006 and 2005, we used derivative financial instruments
with an aggregate notional amount of $3.1 billion and $6.0 billion, respectively, to modify the interest rate
characteristics of certain of our long-term secured financing activities. The total notional amount of these agreements
had a weighted-average maturity of 3.8 years and 2.9 years at November 30, 2006 and 2005, respectively. At November
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30, 2006 and 2005, the carrying value associated with these long-term secured financing activities designated as the
hedged instrument in fair value hedges, which approximated their fair value, was $3.1 billion and $6.0 billion,
respectively. :

Additionally, we had approximately $1.2 billion and $273 million of long-term fixed rate repurchase agreements at
November 30, 2006 and 2005, respectively, for which we had unrecognized losses of $8 million and $11 million,
respectively.

Note 11 Commitments, Contingencies and Guarantees

In the normal course of business, we enter into various commitments and guarantees, including lending commitments to
high grade and high yield borrowers, private equity investment commitments, liquidity commitments and other
guarantees. In all instances, we mark to market these commitments and guarantees with changes in fair value recognized
in Principal transactions in the Consolidated Statement of Income.

Lending-Related Commitments
The following table summarizes our lending-related commitments at November 30, 2006 and 2005:

Total

Amount of Commitment Expiration per Period Contractual Amount
2009- 2011- 2013 November November

In millions 2007 2008 2010 2012 Later 30, 2006 30, 2005
High grade $3,424 $922  $5931 $7,593 $ 75 $17,945 $14,039
High yield @ 2,807 158 1,350 2,177 1,066 7,558 5,172
Mortgage commitments : 10,728 752 500 210 56 12,246 9,417
Investment grade contingent

acquisition facilities 1,918 — — — — 1,918 3,915
Non-investment grade contingent

acquisition facilities 12,571 195 — — — 12,766 4,738
Secured lending transactions,

forward starting resale and

repurchase agreements 79,887 896 194 456 1,554 82,987 65,782

(1) We view our net credit exposure for high grade commitments, after consideration of hedges, to be $4.9 billion and $5.4 billion at November 30,
2006 and 2005, respectively.

(2) We view our net credit exposure for high yield commitments, after consideration of hedges, to be $5.9 billion and $4.4 billion at November 30,
2006 and 2005, respectively.

High grade and high yield. Through our high grade and high yield sales, trading and underwriting activities, we make
commitments to extend credit in loan syndication transactions. We use various hedging and funding strategies to actively
manage our market, credit and liquidity exposures on these commitments. We do not believe total commitments
necessarily are indicative of actual risk or funding requirements because the commitments may not be drawn or fully
used and such amounts are reported before consideration of hedges. These commitments and any related drawdowns of
these facilities typically have fixed maturity dates and are contingent on certain representations, warranties and
contractual conditions applicable to the borrower. We define high yield (non-investment grade) exposures as securities
of loans to companies rated BB+ or lower or equivalent ratings by recognized credit rating agencies, as well as non-rated
securities or loans that, in management’s opinion, are non-investment grade. We had commitments to investment grade
borrowers of $17.9 billion (net credit exposure of $4.9 billion, after consideration of hedges) and $14.0 billion (net
credit exposure of $5.4 billion, after consideration of hedges) at November 30, 2006 and 2005, respectively. We had
commitments to non-investment grade borrowers of $7.6 billion (net credit exposure of $5.9 billion after consideration
of hedges) and $5.2 billion (net credit exposure of $4.4 billion after consideration of hedges) at November 30, 2006 and
2008, respectively.

Mortgage commitments. We make commitments to extend mortgage loans. We use various hedging and funding
strategies to actively manage our market, credit and liquidity exposures on these commitments. We do not believe total
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commitments necessarily are indicative of actual risk or funding requirements because the commitments may not be
drawn or fully used and such amounts are reported before consideration of hedges. At November 30, 2006 and 2005, we
had outstanding mortgage commitments of approximately $12.2 billion and $9.4 billion, respectively, including $7.0
billion and $7.7 billion of residential mortgages and $5.2 billion and $1.7 billion of commercial mortgages. The
residential mortgage loan commitments require us to originate mortgage loans at the option of a borrower generally
within 90 days at fixed interest rates. We sell residential mortgage loans, once originated, primarily through
securitizations.

See Note 3, “Securitizations and Other Off-Balance Sheet Arrangements,” for additional information about our
securitization activities.

Contingent acquisition facilities. From time to time we provide contingent commitments to investment and non-
investment grade counterparties related to acquisition financing. Our expectation is, and our past practice has been, to
distribute our obligations under these commitments to third parties through loan syndications if the transaction closes.
We do not believe these commitments are necessarily indicative of our actual risk because the borrower may not
complete a contemplated acquisition or, if the borrower completes the acquisition, it often will raise funds in the capital
markets instead of drawing on our commitment. Additionally, in most cases, the borrower’s ability to draw is subject to
there being no material adverse change in the borrower’s financial condition, among other factors. These commitments
also generally contain certain flexible pricing features to adjust for changing market conditions prior to closing. We
provided contingent commitments to investment grade counterparties related to acquisition financing of approximately
$1.9 billion and $3.9 billion at November 30, 2006 and 2005, respectively. In addition, we provided contingent
commitments to non-investment grade counterparties related to acquisition financing of approximately $12.8 billion and
$4.7 billion at November 30, 2006 and 2005, respectively.

Secured lending transactions. In connection with our financing activities, we had outstanding commitments under
certain collateralized lending arrangements of approximately $7.4 billion and $5.7 billion at November 30, 2006 and
2005, respectively. These commitments require borrowers to provide acceptable collateral, as defined in the agreements,
when amounts are drawn under the lending facilities. Advances made under these lending arrangements typically are at
variable interest rates and generally provide for over-collateralization. In addition, at November 30, 2006, we had
commitments to enter into forward starting secured resale and repurchase agreements, primarily secured by government
and government agency collateral, of $44.4 billion and $31.2 billion, respectively, compared with $38.6 billion and
$21.5 billion, respectively, at November 30, 2005.

Other Commitments and Guarantees
The following table summarizes other commitments and guarantees at November 30, 2006 and November 30, 2005:

Notional/

Amount of Commitment Expiration per Period Maximum Payout
2009- 2011- 2013and November November

In millions 2007 2008 2010 2012 Later 30, 2006 30, 2005
Derivative contracts $85,706 $71,102 $94,374 $102,505 $189,662  $543,349  $486,874
Municipal-securities-related

commitments 835 35 602 77 50 1,599 4,105
Other commitments with

variable interest entities 453 928 799 309 2,413 4,902 6,321
Standby letters of credit 2,380 — —_— — — 2,380 2,608
Private equity and other principal

investment commitments 462 282 204 50 — 1,088 927

(1) We believe the fair value of these derivative contracts is a more relevant measure of the obligations because we believe the notional amount
overstates the expected payout. At November 30, 2006 and 2005, the fair value of these derivative contracts approximated $11.2 billion and
$8.2 billion, respectively.

Derivative contracts. In accordance with FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others (“FIN 45”), we disclose certain
derivative contracts meeting the FIN 45 definition of a guarantee. Under FIN 45, derivative contracts are considered to
be guarantees if these contracts require us to make payments to counterparties based on changes in an underlying
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instrument or index (e.g., security prices, interest rates, and currency rates) and include written credit default swaps,
written put options, written foreign exchange and interest rate options. Derivative contracts are not considered
guarantees if these contracts are cash settled and we have no basis to determine whether it is probable the derivative
counterparty held the related underlying instrument at the inception of the contract. We have determined these
conditions have been met for certain large financial institutions. Accordingly, when these conditions are met, we have
not included these derivatives in our guarantee disclosures. At November 30, 2006 and 2005, the maximum payout
value of derivative contracts deemed to meet the FIN 45 definition of a guarantee was approximately $543 billion and
$487 billion, respectively. For purposes of determining maximum payout, notional values are used; however, we believe
the fair value of these contracts is a more relevant measure of these obligations because we believe the notional amounts
greatly overstate our expected payout. At November 30, 2006 and 2005, the fair value of these derivative contracts
approximated $11.2 billion and $8.2 billion, respectively. In addition, all amounts included above are before
consideration of hedging transactions. We substantially mitigate our risk on these contracts through hedges, using other
derivative contracts and/or cash instruments. We manage risk associated with derivative guarantees consistent with our
global risk management policies.

Municipal-securities-related commitments. At November 30, 2006 and 2005, we had municipal-securities-related
commitments of approximately $1.6 billion and $4.1 billion, respectively, which are principally comprised of liquidity
commitments related to trust certificates issued to investors backed by investment grade municipal securities. We believe
our liquidity commitments to these trusts involve a low level of risk because our obligations are supported by investment
grade securities and generally cease if the underlying assets are downgraded below investment grade or default. In
certain instances, we also provide credit default protection to investors, which approximated $48 million and $500
million at November 30, 2006 and 2005, respectively.

Other Commitments with VIEs. We make certain liquidity commitments and guarantees associated with VIEs. We
provided liquidity of approximately $1.0 billion and $1.9 billion at November 30, 2006 and 2005, respectively, which
represented our maximum exposure to loss to commercial paper conduits in support of certain clients’ secured financing
transactions. However, we believe our actual risk to be limited because these liquidity commitments are supported by
over-collateralization with investment grade collateral.

In addition, we provide limited downside protection guarantees to investors in certain VIEs by guaranteeing return of
their initial principal investment. Our maximum exposure to loss under these commitments was approximately $3.9
billion and $3.2 billion at November 30, 2006 and 2005, respectively. We believe our actual risk to be limited because
our obligations are collateralized by the VIEs’ assets and contain significant constraints under which downside
protection will be available (e.g., the VIE is required to liquidate assets in the event certain loss levels are triggered).

We also provided a guarantee totaling $1.2 billion at November 30, 2005 of collateral in a multi-seller conduit backed
by short-term commercial paper assets. This commitment provided us with access to contingent liquidity of $1.2 billion
as of November 30, 2005 in the event we had greater than anticipated draws under our lending commitments. This
commitment expired in June 2006.

Standby letters of credit. At November 30, 2006 and 2005, we were contingently liable for $2.4 billion and $2.6 billion,
respectively, of letters of credit primarily used to provide collateral for securities and commodities borrowed and to
satisfy margin deposits at option and commodity exchanges.

Private equity and other principal investments. At November 30, 2006 and 2005, we had private equity and other
principal investment commitments of approximately $1.1 billion and $0.9 billion, respectively.

Other. In the normal course of business, we provide guarantees to securities clearinghouses and exchanges. These
guarantees generally are required under the standard membership agreements, such that members are required to
guarantee the performance of other members. To mitigate these performance risks, the exchanges and clearinghouses
often require members to post collateral.

In connection with certain asset sales and securitization transactions, we often make representations and warranties about
the assets. Violations of these representations and warranties, such as early payment defaults by borrowers, may require
us to repurchase loans previously sold, or indemnify the purchaser against any losses. To mitigate these risks, to the
extent the assets being securitized may have been originated by third parties, we seek to obtain appropriate
representations and warranties from these third parties when we are obligated to require the assets. We have established
reserves which we believe to be adequate in connection with such representations and warranties.
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Financial instruments and other inventory positions sold but not yet purchased represent our obligations to purchase the
securities at prevailing market prices. Therefore, the future satisfaction of such obligations may be for an amount greater
or less than the amount recorded. The ultimate gain or loss is dependent on the price at which the underlying financial
instrument is purchased to settle our obligation under the sale commitment.

In the normal course of business, we are exposed to credit and market risk as a result of executing, financing and settling
various client security and commodity transactions. These risks arise from the potential that clients or counterparties may
fail to satisfy their obligations and the collateral obtained is insufficient. In such instances, we may be required to
purchase or sell financial instruments at unfavorable market prices. We seek to control these risks by obtaining margin
balances and other collateral in accordance with regulatory and internal guidelines.

Certain of our subsidiaries, as general partners, are contingently liable for the obligations of certain public and private
limited partnerships. In our opinion, contingent liabilities, if any, for the obligations of such partnerships will not, in the
aggregate, have a material adverse effect on our consolidated financial condition or consolidated statement of income.

In connection with certain acquisitions and investments, we agreed to pay additional consideration contingent on the
acquired entity meeting or exceeding specified income, revenue or other performance thresholds. These payments will
be recorded as amounts become determinable. At November 30, 2006, our estimated obligations related to these
contingent consideration arrangements are $224 million.

Income Taxes

We are continuously under audit examination by the Internal Revenue Service (“IRS”) and other tax authorities in
jurisdictions in which we conduct significant business activities, such as the United Kingdom, Japan and various U.S.
states and localities. We regularly assess the likelihood of additional tax assessments in each of these tax
jurisdictions and the related impact on our Consolidated Financial Statements. We have established tax reserves,
which we believe to be adequate, in relation to the potential for additional tax assessments. Once established, tax
reserves are adjusted only when additional information is obtained or an event occurs requiring a change to our tax
reserves.

Litigation

In the normal course of business we have been named as a defendant in a number of lawsuits and other legal and
regulatory proceedings. Such proceedings include actions brought against us and others with respect to transactions in
which we acted as an underwriter or financial advisor, actions arising out of our activities as a broker or dealer in
securities and commodities and actions brought on behalf of various classes of claimants against many securities firms,
including us. We provide for potential losses that may arise out of legal and regulatory proceedings to the extent such
losses are probable and can be estimated. Although there can be no assurance as to the ultimate outcome, we generally
have denied, or believe we have a meritorious defense and will deny, liability in all significant cases pending against us,
and we intend to defend vigorously each such case. Based on information currently available, we believe the amount, or
range, of reasonably possible losses in excess of established reserves not to be material to the Company’s consolidated
financial condition or cash flows. However, losses may be material to our operating results for any particular future
period, depending on the level of income for such period.

During 2004, we entered into a settlement with our insurance carriers relating to several large proceedings noticed to the
carriers and initially occurring prior to January 2003. Under the terms of the insurance settlement, the insurance carriers
agreed to pay us $280 million. During 2004, we also entered into a Memorandum of Understanding to settle the In re
Enron Corporation Securities Litigation class action lawsuit for $223 million. The settlement with our insurance carriers
and the settlement under the Memorandum of Understanding did not result in a net gain or loss in our Consolidated
Statement of Income as the $280 million settlement with our insurance carriers represented an aggregate settlement
associated with several matters, including Enron, WorldCom and other matters. See Part 1, Item 3, “Legal Proceedings”
in this Form 10K for additional information about the Enron securities class action and related matters.

Lease Commitments

We lease office space and equipment throughout the world. Total rent expense for 2006, 2005 and 2004 was $181
million, $167 million and $135 million, respectively. Certain leases on office space contain escalation clauses providing
for additional payments based on maintenance, utility and tax increases.
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Minimum future rental commitments under non-cancelable operating leases (net of subleases of $309 million) and future
commitments under capital leases are as follows:

Minimum Future Rental Commitments Under Operating and Capital Lease Agreements

Operating Capital
In millions Leases Lease
Fiscal 2007 $ 165 $ 68
Fiscal 2008 156 74
Fiscal 2009 155 99
Fiscal 2010 151 101
Fiscal 2011 192 102
December 1, 2011 and thereafter 862 2,599
Total minimum lease payments $1,681 3,043
Less: Amount representing interest (1,975)
Present value of future minimum capital lease payments . $ 1,068

Note 12 Stockholders’ Equity

On April 5, 2006, our Board of Directors approved a 2-for-1 common stock split, in the form of a stock dividend that
was effected on April 28, 2006. Prior period share and earnings per share amounts have been restated to reflect the split.
The par value of the common stock remained at $0.10 per share. Accordingly, an adjustment from Additional paid-in
capital to Common stock was required to preserve the par value of the post-split shares.

Preferred Stock

Holdings is authorized to issue a total of 24,999,000 shares of preferred stock. At November 30, 2006, Holdings had
798,000 shares issued and outstanding under various series as described below. All preferred stock has a dividend
preference over Holdings’ common stock in the paying of dividends and a preference in the liquidation of assets.

Series C. On May 11, 1998, Holdings issued 5,000,000 Depositary Shares, each representing 1/10th of a share of 5.94%
Cumulative Preferred Stock, Series C (“Series C Preferred Stock™), $1.00 par value. The shares of Series C Preferred
Stock have a redemption price of $500 per share, together with accrued and unpaid dividends. Holdings may redeem
any or all of the outstanding shares of Series C Preferred Stock beginning on May 31, 2008. The $250 million
redemption value of the shares outstanding at November 30, 2006 is classified in the Consolidated Statement of
Financial Condition as a component of Preferred stock.

Series D. On July 21, 1998, Holdings issued 4,000,000 Depositary Shares, each representing 1/100th of a share of
5.67% Cumulative Preferred Stock, Series D (“Series D Preferred Stock™), $1.00 par value. The shares of Series D
Preferred Stock have a redemption price of $5,000 per share, together with accrued and unpaid dividends. Holdings may
redeem any or all of the outstanding shares of Series D Preferred Stock beginning on August 31, 2008. The $200 million
redemption value of the shares outstanding at November 30, 2006 is classified in the Consolidated Statement of
Financial Condition as a component of Preferred stock.

Series E. On March 28, 2000, Holdings issued 5,000,000 Depositary Shares, each representing 1/100th of a share of
Fixed/Adjustable Rate Cumulative Preferred Stock, Series E (“Series E Preferred Stock™), $1.00 par value. The initial
cumulative dividend rate on the Series E Preferred Stock was 7.115% per annum through May 31, 2005. On May 31,
2005, Holdings redeemed all of our issued and outstanding shares, together with accumulated and unpaid dividends.

Series F. On August 20, 2003, Holdings issued 13,800,000 Depositary Shares, each representing 1/100th of a share of
6.50% Cumulative Preferred Stock, Series F (“Series F Preferred Stock™), $1.00 par value. The shares of Series F
Preferred Stock have a redemption price of $2,500 per share, together with accrued and unpaid dividends. Holdings may
redeem any or all of the outstanding shares of Series F Preferred Stock beginning on August 31, 2008. The $345 million
redemption value of the shares outstanding at November 30, 2006 is classified in the Consolidated Statement of
Financial Condition as a component of Preferred stock.
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Series G. On January 30, 2004 and August 16, 2004, Holdings issued in the aggregate 12,000,000 Depositary Shares,
each representing 1/100™ of a share of Holdings’ Floating Rate Cumulative Preferred Stock, Series G (“Series G
Preferred Stock™), $1.00 par value, for a total of $300 million. Dividends on the Series G Preferred Stock are payable at
a floating rate per annum of one-month LIBOR plus 0.75%, with a floor of 3.0% per annum. The Series G Preferred
Stock has a redemption price of $2,500 per share, together with accrued and unpaid dividends. Holdings may redeem
any or all of the outstanding shares of Series G Preferred Stock beginning on February 15, 2009. The $300 million
redemption value of the shares outstanding at November 30, 2006 is classified in the Consolidated Statement of
Financial Condition as a component of Preferred stock.

The Series C, D, F and G Preferred Stock have no voting rights except as provided below or as otherwise from time to
time required by law. If dividends payable on any of the Series C, D, F or G Preferred Stock or on any other equally-
ranked series of preferred stock have not been paid for six or more quarters, whether or not consecutive, the authorized
number of directors of the Company will automatically be increased by two. The holders of the Series C, D, F or G
Preferred Stock will have the right, with holders of any other equally-ranked series of preferred stock that have similar
voting rights and on which dividends likewise have not been paid, voting together as a class, to elect two directors to fill
such newly created directorships until the dividends in arrears are paid.

Common Stock

Dividends declared per common share were $0.48, $0.40 and $0.32 in 2006, 2005 and 2004, respectively. During the
years ended November 30, 2006, 2005 and 2004, we repurchased or acquired shares of our common stock at an
aggregate cost of approximately $3.7 billion, $4.2 billion and $2.3 billion, respectively, or $69.61, $51.59, and $39.10
per share, respectively. These shares were acquired in the open market and from employees who tendered mature shares
to pay for the exercise cost of stock options or for statutory tax withholding obligations on RSU issuances or option
exercises.

Changes in the number of shares of common stock outstanding are as follows:

Common Stock

November 30 2006 2005 2004
Shares outstanding, beginning of period 542,874,206 548,318,822 533,358,112
Exercise of stock options and other share issuances 22,374,748 53,142,714 36,948,844
Shares issued to the RSU Trust 21,000,000 22,000,000 36,000,000
Treasury stock acquisitions (52,880,759) (80,587,330) (57,988,134)
Shares outstanding, end of period 533,368,195 542,874,206 548,318,822

CONFIDENTIAL TREATMENT REQUESTED BY

In 1997, we established an irrevocable grantor trust (the “RSU Trust”) to provide common stock voting rights to
employees who hold outstanding restricted stock units (“RSUs”) and to encourage employees to think and act like
owners. In 2006, 2005 and 2004, we transferred 21 million, 22 million and 36 million treasury shares, respectively, into
the RSU Trust. At November 30, 2006, approximately 64.7 million shares were held in the RSU Trust with a total value
of approximately $1.7 billion. These shares are valued at weighted-average grant prices. Shares transferred to the RSU
Trust do not affect the total number of shares used in the calculation of basic and diluted earnings per share because we
include amortized RSUs in the calculations. Accordingly, the RSU Trust has no effect on total equity, net income or
earnings per share.

Note 13 Regulatory Requirements

Holdings is regulated by the SEC as a consolidated supervised entity (“CSE”). As such, it is subject to group-wide
supervision and examination by the SEC, and must comply with rules regarding the measurement, management and
reporting of market, credit, liquidity, legal and operational risk. As of November 30, 2006, Holdings was in compliance
with the CSE capital requirements and held allowable capital in excess of the minimum capital requirements on a
consolidated basis.
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In the United States, LBI and Neuberger Berman, LLC (“NBLLC?”) are registered broker dealers that are subject to SEC
Rule 15¢3-1 and Rule 1.17 of the Commodity Futures Trading Commission (“CFTC"), which specify minimum net
capital requirements for their registrants. LBI and NBLLC have consistently operated in excess of their respective
regulatory capital requirements. As of November 30, 2006, LBI had net capital of $4.7 billion, which exceeded the
minimum net capital requirement by $4.2 billion. As of November 30, 2006, NBLLC had net capital of $191 million,
which exceeded the minimum net capital requirement by $178 million.

Effective December 1, 2005, the SEC approved LBI's use of Appendix E of the Net Capital Rule which establishes
alternative net capital requirements for broker-dealers that are part of CSEs. Appendix E allows LBI to calculate net
capital charges for market risk and derivatives-related credit risk based on internal risk models provided that LBI holds
tentative net capital in excess of $1 billion and net capital in excess of $500 million. Additionally, LBI is required to
notify the SEC in the event that its tentative net capital is less than $5 billion. As of November 30, 2006, LBI had
tentative net capital in excess of both the minimum and notification requirements.

Lehman Brothers International (Europe) (“LBIE”), a United Kingdom registered broker-dealer and subsidiary of
Holdings, is subject to the capital requirements of the Financial Services Authority (“FSA”) of the United Kingdom.
Financial resources, as defined, must exceed the total financial resources requirement of the FSA. At November 30,
2006, LBIE’s financial resources of approximately $9.2 billion exceeded the minimum requirement by approximately
$2.0 billion. Lehman Brothers Japan Inc., a regulated broker-dealer, is subject to the capital requirements of the
Financial Services Agency and, at November 30, 2006, had net capital of approximately $896 million, which was
approximately $436 million in excess of the specified levels required.

Lehman Brothers Bank, FSB (the “Bank™), our thrift subsidiary, is regulated by the Office of Thrift Supervision
(“OTS”). Lehman Brothers Commercial Bank (the “Industrial Bank™), our Utah industrial bank subsidiary established
during 2005, is regulated by the Utah Department of Financial Institutions and the Federal Deposit Insurance
Corporation. The Bank and the Industrial Bank exceed all regulatory capital requirements and are considered to be well
capitalized as of November 30, 2006. Lehman Brothers Bankhaus AG (“Bankhaus”), a German commercial bank, is
subject to the capital requirements of the Federal Financial Supervisory Authority of the German Federal Republic. At
November 30, 2006, Bankhaus’ financial resources, as defined, exceed its minimum financial resources requirement.
Overall, these bank institutions have raised $21.4 billion and $14.8 billion of customer deposit liabilities as of November
30, 2006 and November 30, 2005, respectively.

Certain other subsidiaries are subject to various securities, commodities and banking regulations and capital adequacy
requirements promulgated by the regulatory and exchange authorities of the countries in which they operate. At
November 30, 2006 these other subsidiaries were in compliance with their applicable local capital adequacy
requirements.

In addition, our “AAA” rated derivatives subsidiaries, LLehman Brothers Financial Products Inc. (“LLBFP”) and Lehman
Brothers Derivative Products Inc. (“LBDP”), have established certain capital and operating restrictions that are reviewed
by various rating agencies. At November 30, 2005, LBFP and LBDP each had capital that exceeded the requirements of
the rating agencies.

The regulatory rules referred to above, and certain covenants contained in various debt agreements, may restrict
Holdings’ ability to withdraw capital from its regulated subsidiaries, which in turn could limit its ability to pay dividends
to shareholders. At November 30, 2006, approximately $8.1 billion of net assets of subsidiaries were restricted as to the
payment of dividends to Holdings. In the normal course of business, Holdings provides guarantees of certain activities of
its subsidiaries, including our fixed income derivative business conducted through Lehman Brothers Special Financing
Inc.
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Note 14 Earnings per Share

Earnings per share was calculated as follows:

Earnings per Share
In millions, except per share data
Year ended November 30 2006 2005 2004
Numerator:
Net income $4,007 $3,260 $2,369
Preferred stock dividends 66 69 72
Numerator for basic earnings per share—net income applicable to common stock $3,941 $3,191 $2,297
Denominator:
Denominator for basic earnings per share—weighted-average common shares 543.0 556.3 5494
Effect of dilutive securities:

Employee stock options 20.1 254 27.6

Restricted stock units 6.3 5.5 45
Dilutive potential common shares 354 309 32.1
Denominator for diluted earnings per share—weighted-average :

common and dilutive potential common shares 578.4 587.2 581.5
Basic earnings per share $7.26 $5.74 $4.18
Diluted earnings per share $6.81 $5.43 $3.95
(1) Anti-dilutive options and restricted stock units excluded from the

calculations of diluted earnings per share 44 8.7 4.1

On April 5, 2006, our Board of Directors approved a 2-for-1 common stock split, in the form of a stock dividend that
was effected on April 28, 2006. See Note 12, “Stockholders’ Equity,” for additional information about the stock split.

Note 15 Share-Based Employee Incentive Plans

We adopted the fair value recognition provisions for share-based awards pursuant to SFAS 123(R) effective as of the
beginning of the 2006 fiscal year. See Note 1, “Summary of Significant Accounting Policies—Accounting and
Regulatory Developments” for a further discussion.

We sponsor several share-based employee incentive plans. Amortization of compensation costs for grants awarded
under these plans was approximately $1,007 million, $1,055 million and $800 million during 2006, 2005 and 2004,
respectively. Not included in the $1,007 million of 2006 amortization expense is $699 million of stock awards granted to
retirement eligible employees in December 2006, which were accrued as compensation expense in fiscal 2006. The total
income tax benefit recognized in the Consolidated Statement of Income associated with the above amortization expense
was $421 million, $457 million and $345 million during 2006, 2005 and 2004, respectively.

At November 30, 2006, unrecognized compensation cost related to nonvested stock option and RSU awards totaled $1.8
billion. The cost of these non-vested awards is expected to be recognized over a weighted-average period of
approximately 4.4 years.

Below is a description of our share-based employee incentive compensation plans.

Share-Based Employee Incentive Plans

We sponsor several share-based employee incentive plans. The total number of shares of common stock remaining
available for future awards under these plans at November 30, 2006, was 41.9 million (not including shares that may be
returned to the Stock Incentive Plan as described below). In connection with awards made under our share-based
employee incentive plans, we are authorized to issue shares of common stock held in treasury or newly-issued shares.

1994 and 1996 Management Ownership Plans and Employee Incentive Plan. The Lehman Brothers Holdings Inc.
1994 Management Ownership Plan (the “1994 Plan”), the Lehman Brothers Holdings Inc. 1996 Management
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Ownership Plan (the “1996 Plan”), and the Lehman Brothers Holdings Inc. Employee Incentive Plan (the “EIP”) all
expired following the completion of their various terms. These plans provided for the issuance of RSUs, performance
stock units (“PSUs”), stock options and other share-based awards to eligible employees. At November 30, 2006, awards
with respect to 607.2 million shares of common stock have been made under these plans, of which 163.1 million are
outstanding and 444.1 million have been converted to freely transferable common stock. An additional 0.4 million
shares authorized for issuance under the 1994 Plan have been reserved solely for issuance in respect of dividends on
outstanding awards under the 1994 Plan.

Stock Incentive Plan. The Stock Incentive Plan (the “SIP”) has a 10-year term ending in May 2015, with provisions
similar to the previous plans, and authorization to issue up to 20.0 million shares of common stock. The 33.5 million
shares authorized for issuance under the 1996 Plan and the EIP that remained unawarded upon their expiration
(including forfeitures, but less any shares that may be issued in respect of dividends on outstanding awards under those
plans) are also available for awards under the SIP. In addition, shares subject to awards under the 1996 Plan, the EIP and
the SIP, but which are not subsequently issued, will become available for new awards under the SIP. Awards with
respect to 14.4 million shares of common stock have been made under the SIP as of November 30, 2006, most of which
are outstanding.

1999 Long-Term Incentive Plan. The 1999 Neuberger Berman Inc. Long-Term Incentive Plan (the “LTIP”) provides
for the grant of restricted stock, restricted units, incentive stock, incentive units, deferred shares, supplemental units and
stock options. The total number of shares of common stock that may be issued under the LTIP is 15.4 million. At
November 30, 2006, awards with respect to approximately 14.1 million shares of common stock had been made under
the LTIP, of which 5.0 million were outstanding.

Restricted Stock Units

Eligible employees receive RSUs, in lieu of cash, as a portion of their total compensation. There is no further cost to
employees associated with RSU awards. RSU awards generally vest over two to five years and convert to unrestricted
freely transferable common stock five years from the grant date. All or a portion of an award may be canceled if
employment is terminated before the end of the relevant vesting period. We accrue dividend equivalents on outstanding
RSUs (in the form of additional RSUs), based on dividends declared on our common stock.

For RSUs granted prior to 2004, we measured compensation cost based on the market value of our common stock at the
grant date in accordance with APB 25 and, accordingly, a discount from the market price of an unrestricted share of
common stock on the RSU grant date was not recognized for selling restrictions subsequent to the vesting date. For
awards granted beginning in 2004, we measure compensation cost based on the market price of our common stock at the
grant date less a discount for sale restrictions subsequent to the vesting date in accordance with SFAS 123 and SFAS
123(R). The fair value of RSUs subject to post-vesting date sale restrictions are generally discounted by five percent for
each year of post-vesting restriction, based on market-based studies and academic research on securities with restrictive
features. RSUs granted in each of the periods presented contain selling restrictions subsequent to the vesting date.

The fair value of RSUs converted to common stock without restrictions during the year ended November 30, 2006 was
$1.9 billion. Compensation costs previously recognized and tax benefits recognized in equity upon issuance of these
awards were approximately $1.2 billion.

The following table summarizes RSU activity for the years ended November 30, 2006, 2005 and 2004:

Restricted Stock Units

2006 2005 2004
Balance, beginning of year 120,417,674 128,484,786 128,686,626
Granted 8,251,700 27,930,284 29,798,024
Canceled (2,317,009) (3,025,908) (2,552,004)
Exchanged for stock without restrictions (25,904,367) (32,971,488) (27,447,860)
Balance, end of year 100,447,998 120,417,674 128,484,786
Shares held in RSU trust (64,715,853) (69,117,768) (71,722,136)
RSUs outstanding, net of shares held in RSU trust 35,732,145 51,299,906 50,762,650
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The above table does not include approximately 34.7 million of RSUs which were granted to employees on December 8,
2006, comprised of 11.0 million awarded to retirement eligible employees and expensed in fiscal 2006 and 23.7 million
awarded to employees and subject to future vesting provisions. Therefore, after this grant, there were approximately 70.4
million RSUs outstanding, net of shares held in the RSU trust.

Of the 100.4 million RSUs outstanding at November 30, 2006, approximately 65.8 million were amortized and included
in basic earnings per share. Including the impact of 2006 awards granted on December 8, 2006, approximately 34.1
million RSUs will be amortized during 2007, and the remainder will be amortized subsequent to 2007.

The above table includes approximately 5.8 million RSUs awarded to certain senior officers, the terms of which were
modified in 2006 (the “Modified RSUs”). The original RSUs resulted from PSUs for which the performance periods
have expired, but which were not previously converted into RSUs as their vesting was contingent upon a change in
control of the Company or certain other specified circumstances as determined by the Company’s Compensation and
Benefits Committee (the “CIC RSUs”). On November 30, 2006, with the approval of the Compensation and Benefits
Committee of the Board of Directors, each executive agreed to a modification of the vesting terms of the CIC RSUs to
eliminate the change in control provisions and to provide for vesting in ten equal annual installments from 2007 to 2016,
provided the executive continues to be an employee on the vesting date of the respective installment. Vested installments
will remain subject to forfeiture for detrimental behavior for an additional two years, after which time they will convert
to Common Stock on a one-for-one basis and be issued to the executive. The Modified RSUs will vest (and convert to
Common Stock and be issued) earlier only upon death, disability or certain government service approved by the
Compensation Committee. Dividends will be payable by the Corporation on the Modified RSUs from the date of their
modification and will be reinvested in additional RSUs with the same terms.

Also included in the previous table are PSUs for which the number of RSUs to be earned was dependent on achieving
certain performance levels within predetermined performance periods. During the performance period, these PSUs were
accounted for as variable awards. At the end of the performance period, any PSUs earned converted one-for-one to
RSUs that then vest in three or more years. At November 30, 2006, all performance periods have been completed and
any PSUs earned have been converted into RSUs. The compensation cost for the RSUs payable in satisfaction of PSUs
is accrued over the combined performance and vesting periods.

Stock Options

Employees and Directors may receive stock options, in lieu of cash, as a portion of their total compensation. Options
generally become exercisable over a one- to five-year period and generally expire 5 to 10 years from the date of grant,
subject to accelerated expiration upon termination of employment.

We use the Black-Scholes option-pricing model to measure the grant date fair value of stock options granted to
employees. Stock options granted have exercise prices equal to the market price of our common stock on the grant date.
The principal assumptions utilized in valuing options and our methodology for estimating such model inputs include: 1)
risk-free interest rate - estimate is based on the yield of U.S. zero coupon securities with a maturity equal to the expected
life of the option; 2) expected volatility - estimate is based on the historical volatility of our common stock for the three
years preceding the award date, the implied volatility of market-traded options on our common stock on the grant date
and other factors; and 3) expected option life - estimate is based on internal studies of historical and projected exercise
behavior based on different employee groups and specific option characteristics, including the effect of employee
terminations. Based on the results of the model, the weighted-average fair value of stock options granted were $15.83,
$13.24 and $9.63 for 2006, 2005 and 2004, respectively. The weighted-average assumptions used for 2006, 2005 and
2004 were as follows:

Weighted Average Black-Scholes Assumptions

Year ended November 30 2006 2005 2004
Risk-free interest rate 4.49% 3.97% 3.04%
Expected volatility 23.08% 23.73% 28.09%
Dividends per share $0.48 $0.40 $0.32
Expected life 4.5 years 3.9 years 3.7 years

The valuation technique takes into account the specific terms and conditions of the stock options granted including
vesting period, termination provisions, intrinsic value and time dependent exercise behavior.
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The following table summarizes stock option activity for the years ended November 30, 2006, 2005 and 2004:
Stock Option Activity

Weighted-Average Expiration

Options Exercise Price Dates

Balance, November 30, 2003 173,493,300 $25.11 12/03—11/13
Granted 10,847,192 $40.37
Exercised (34,334,704) $18.18
Canceled (2,918,598) $28.24

Balance, November 30, 2004 147,087,190 $27.79 12/04—11/14
Granted 7,048,026 $55.77
Exercised (51,075,484) $24 .38
Canceled (1,309,406) $33.38

Balance, November 30, 2005 101,750,326 $31.36 12/05—11/15
Granted 2,670,400 $66.14
Exercised (22,453,729) $28.38
Canceled (570,626) $31.63

Balance, November 30, 2006 81,396,371 $33.32 12/06—5/16

The total intrinsic value of stock options exercised in 2006 was $956 million for which compensation costs previously
recognized and tax benefits recognized in equity upon issuance totaled approximately $385 million. Cash received from
the exercise of stock options in 2006 totaled $637 million.

The table below provides additional information related to stock options outstanding:

Outstanding Options Exercisable
November 30 2006 2005 2004 2006 2005 2004
Number of options 81,396,371 101,750,326  147,087,19 54,561,355 52,638,434 68,713,842
Weighted-average exercise price $33.32 $31.36 $27.79 $30.12 $27.65 $24.67
Aggregate intrinsic value (in millions) $3,284 $3,222 $2,082 $2,376 $1,861 $1,184
Weighted-average remaining
contractual terms in years 4.84 5.46 573 425 458 5.49

At November 30, 2006, the number of options outstanding, net of projected forfeitures, was approximately 80.0 million
shares, with a weighted-average exercise price of $33.15, aggregate intrinsic value of $3.2 billion, and weighted-average
remaining contractual terms of 4.82 years.

At November 30, 2006, the intrinsic value of unexercised vested options was approximately $2.4 billion for which
compensation cost and tax benefits expected to be recognized in equity, upon issuance, are approximately $1.0 billion.

Restricted Stock

In addition to RSUs, we also continue to issue restricted stock to certain Neuberger employees under the LTIP. The
following table summarizes restricted stock activity for the years ended November 30, 2006, 2005 and 2004:

2006 2005 2004
Balance, beginning of year 1,042,376 1,541,692 1,611,174
Granted 43,520 15,534 447,778
Canceled (6,430) (37,446) (54,650)
Exchanged for stock without restrictions (407,510) (477,404) (462,610)
Balance, end of year 671,956 1,042,376 1,541,692

At November 30, 2006, there were 671,956 shares of restricted stock outstanding. The fair value of the 407,510 shares
of restricted stock that became freely tradable in 2006 was approximately $28 million.
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SFAS 123(R)

SFAS 123(R) generally requires share-based awards granted to retirement-eligible employees to be expensed
immediately. For share-based awards granted prior to our adoption of SFAS 123(R), compensation cost related to
awards made to retirement-eligible employees and those with non-substantive non-compete agreements was recognized
over the service periods specified in the award; we accelerated the recognition of compensation cost if and when a
retirement-eligible employee or an employee subject to a non-substantive non-compete agreement terminated
employment.

The following table sets forth the pro forma compensation cost that would have been reported for the years ended
November 30, 2006, 2005 and 2004 if share-based awards granted to retirement-eligible employees, and those with non-
substantive non-compete agreements had been expensed immediately as required by SFAS 123(R):

Pro Forma Compensation Cost

In millions
Year ended November 30, 2006 2005 2004
Compensation and benefits, as reported $8,669 $7,213 $5,730
Effect of immediately expensing share-based awards granted to

retirement-eligible employees (656) 438 308
Pro forma compensation and benefit costs $8,013 $7,651 $6,038

(1) The 2006 pro forma impact represents the presumed benefit as if we had amortized pre-2006 awards granted to retirement eligible employees
and those with non-substantive non-compete agreements immediately, as these awards would have been expensed as of the grant date.
Compensation and benefits, as reported for 2006, includes amortization associated with these pre-2006 awards. The adoption of SFAS 123(R)
did not have a material effect on compensation and benefits expense for the year ended November 30, 2006. See Note 1, “Summary of
Significant Accounting Policies—Accounting and Regulatory Developments.”

Stock Repurchase Program

We maintain a stock repurchase program to manage our equity capital. Our stock repurchase program is effected
through regular open-market purchases, as well as through employee transactions where employees tender shares of
common stock to pay for the exercise price of stock options and the required tax withholding obligations upon option
exercises and conversion of RSUs to freely-tradable common stock. In January 2007, our Board of Directors has
authorized the repurchase, subject to market conditions, of up to 100 million shares of Holdings common stock for the
management of our equity capital. This authorization supersedes the stock repurchase program authorized in 2006.
During 2006, we repurchased approximately 38.9 million of our common stock through open-market purchases at an
aggregate cost of $2.7 billion, or $68.80 per share. In addition, we withheld approximately 14.0 million shares of
common stock from employees at an equivalent cost of approximately $1.0 billion.
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Note 16 Employee Benefit Plans

We provide both funded and unfunded noncontributory defined benefit pension plans for the majority of our employees
worldwide. In addition, we provide certain other postretirement benefits, primarily health care and life insurance, to
eligible employees. We use a November 30 measurement date for the majority of our plans. The following tables
summarize these plans:

Defined Benefit Plans
Other
Pension Benefits Postretirement
In millions U.S. Non-U.S. Benefits
November 30 2006 2005 2006 2005 2006 2005
Change in benefit obligation
Benefit obligation at beginning of year $1,017 $ 047 $399  $377 $60 $69
Service cost 47 40 8 8 1 2
Interest cost 61 56 20 19 3 3
Plan amendment 3 5 — — — —
Actuarial loss (gain) 69 (¢)] 37 41 2 ©
Benefits paid 29) (29) @) ) 5) ®)
Foreign currency exchange rate changes — — 57 (€3)] — —
Benefit obligation at end of year 1,168 1,017 514 399 61 60
Change in plan assets
Fair value of plan assets at beginning of year 1,030 887 378 357 — —
Actual return on plan assets, net of expenses 96 72 43 59 — —
Employer contribution 50 100 26 5 5 5
Benefits paid (29) (29) ©) ) o) o)
Foreign currency exchange rate changes — — 53 36) — —
Fair value of plan assets at end of year 1,147 1,030 494 378 — —
Funded (underfunded) status @y 13 0) 21 61 (60)
Unrecognized net actuarial loss (gain) 455 438 161 133 C)] )
Unrecognized prior service cost (benefit) 30 31 1 1 ¢)) ?2)
Prepaid (accrued) benefit cost $ 464 $ 482 $142  $113 $(7D $(73)
Accumulated benefit obligation—funded plans $1,020 $ 899 $491  $375
Accumulated benefit obligation—unfunded plan‘” 76 63 _ 7
(1) A liability is recognized in the Consolidated Statement of Financial Condition for the unfunded plan.
Weighted-Average Assumptions Used to Determine Benefit Obligations at November 30
Discount rate 5.73% 5.98% 482% 4.80% 570% 5.83%
Rate of compensation increase 5.00% 5.00% 430% 4.30%
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Components of Net Periodic Cost

Pension Benefits Postretirement

In millions U.S. Pensions Non-U.S. Benefits
Year ended November 30 2006 2005 2004 2006 2005 2004 2006 2005 2004
Service cost $49 $42 $34 $8 $7 $6 $2 $2 $2
Interest cost 61 56 50 20 19 16 3 3 4
Expected return on plan assets (76) 74) 69) (26) 24 22) — —_ —
Amortization of net

actuarial loss 30 33 31 10 11 7 — — —_—
Amortization of prior service

cost 4 3 3 1 1 1 ) ) )
Net periodic cost $68 $60 $49 $13 $14 $8 $4 $4 $5

Weighted-Average Assumptions Used to Determine Net Periodic Cost for the Years Ended November 30

Discount rate 598% 590% 6.15% 482% 4.80% 521% S570% 590% 6.15%
Expected return on plan
assets 750% 850% 850% 657% 696% 694%
Rate of compensation
increase 500% 500% 490% 430% 430% 428%
Return on Plan Assets

U.S. and non-U.S. Plans. Establishing the expected rate of return on pension assets requires judgment. We consider the
following factors in determining this assumption:

o  The types of investment classes in which pension plan assets are invested and the expected compounded return we
can reasonably expect the portfolio to earn over appropriate time periods. The expected return reflects forward-
looking economic assumptions.

¢ The investment returns we can reasonably expect our active investment management program to achieve in excess
of the returns expected if investments were made strictly in indexed funds.

o Investment related expenses.

We review the expected long-term rate of return annually and revise it as appropriate. Also, we periodically commission
detailed asset/liability studies to be performed by third-party professional investment advisors and actuaries. These
studies project stated future returns on plan assets. The studies performed in the past support the reasonableness of our
assumptions based on the targeted allocation investment classes and market conditions at the time the assumptions were
established.

Plan Assets

Pension plan assets are invested with the objective of meeting current and future benefit payment needs, while
minimizing future contributions.

U.S. plan. Plan assets are invested with several investment managers. Assets are diversified among U.S. and
international equity securities, U.S. fixed income securities, real estate and cash. The plan employs a mix of active and
passive investment management programs. The strategic target of plan asset allocation is approximately 65% equities
and 35% U.S. fixed income. The investment sub-committee of our pension committee reviews the asset allocation
quarterly and, with the approval of the pension committee, determines when and how to rebalance the portfolio. The
plan does not have a dedicated allocation to Lehman Brothers common stock, although the plan may hold a minimal
investment in Lehman Brothers common stock as a result of investment decisions made by various investment managers.
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Non-U.S. plans. Non-U.S. pension plan assets are invested with several investment managers across a range of
different asset classes. The strategic target of plan asset allocation is approximately 75% equities, 20% fixed income and
5% real estate.

Weighted-average plan asset allocations were as follows:

U.S. Plans Non-U.S. Plans
November 30 2006 2005 2006 2005
Equity securities 72% 64% 72% 75%
Fixed income securities 23 24 14 16
Real estate — 2 5 5
Cash 5 10 9 4
100% 100% 100% 100%

Expected Contributions for the Fiscal Year Ending November 30, 2007

We do not expect it to be necessary to contribute to our U.S. pension plans in the fiscal year ending November 30, 2007.
We expect to contribute approximately $25 million to our non-U.S. pension plans in the fiscal year ending November
30, 2007.

Estimated Future Benefit Payments
The following benefit payments, which reflect expected future service, as appropriate, are expected to be paid:

Pension

In millions U.S. Non-U.S. Postretirement
Fiscal 2007 $ 34 $10 $6
Fiscal 2008 37 4 6
Fiscal 2009 40 4 6
Fiscal 2010 42 5 6
Fiscal 2011 45 5 5
Fiscal 2012—2016 284 40 26
Post Retirement Benefits

Assumed health care cost trend rates were as follows:

November 30 2006 2005
Health care cost trend rate assumed for next year 9% 9%
Rate to which the cost trend rate is assumed to decline (the ultimate trend rate) 5% 5%
Year the rate reaches the ultimate trend rate 2011 2010

A one-percentage-point change in assumed health care cost trend rates would be immaterial to our other post-retirement
plans.
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Note 17 Income Taxes

We file a consolidated U.S. federal income tax return reflecting the income of Holdings and its subsidiaries. The
provision for income taxes consists of the following:

Provision for Income Taxes

Tn milliong

Year ended November 30 2006 2005 2004
Current:

Federal $1,024 $1,037 $ 471
State 91 265 143
Foreign 890 769 585
2,005 2,071 1,199

Deferred:
Federal (80) (634) 3
State 22) 59) 39
Foreign 42 191 (116)
(60) (502) ¢))
Provision for income taxes $1,945 $1,569 $1,125

Income before taxes included $2,667 million, $1,880 million and $733 million that also were subject to income taxes of
foreign jurisdictions for 2006, 2005 and 2004, respectively.

The income tax provision differs from that computed by using the statutory federal income tax rate for the reasons
shown below:

Reconciliation of Provision for Income Taxes to Federal Income Taxes at Statutory Rate

In millions

Year ended November 30 2006 2005 2004
Federal income taxes at statutory rate $2,068 $1,690 $1,231

State and local taxes 45 134 119
Tax-exempt income (125) (135) (135)
Foreign operations an (113) (66)
Other, net (26) N (24)
Provision for income taxes $1,945 $1,569 $1,125

CONFIDENTIAL TREATMENT REQUESTED BY

The provision for income taxes resulted in effective tax rates of 32.9%, 32.5% and 32.0% for 2006, 2005 and 2004,
respectively. The increases in the effective tax rates in 2006 and 2005 compared with the prior years were primarily due
to an increase in level of pretax earnings which minimizes the impact of certain tax benefit items, partially offset by a
reduction in state and local taxes due to favorable audit settlements in 2006 and 2005.

Income tax benefits related to employee stock compensation plans of approximately $836 million, $1,005 million and
$468 million in 2006, 2005 and 2004, respectively, were allocated to Additional paid-in capital.

In 2006 and 2005, we recorded income tax charges of $2 million and $1 million, respectively, and an income tax benefit
in 2004 of $2 million from the translation of foreign currencies, which was recorded directly in Accumulated other
comprehensive income.

Deferred income taxes are provided for the differences between the tax bases of assets and liabilities and their reported
amounts in the Consolidated Financial Statements. These temporary differences will result in future income or
deductions for income tax purposes and are measured using the enacted tax rates that will be in effect when such items
are expected to reverse.

- 117 -

LEHMAN BROTHERS HOLDINGS, INC.

LBEX-AM 066142



LEHMAN BROTHERS HOLDINGS INC.
Notes to Consolidated Financial Statements

At November 30, 2006 and 2005, deferred tax assets and liabilities consisted of the following:

Deferred Tax Assets and Liabilities

In millions
November 30 2006 2005
Deferred tax assets:
Liabilities and other accruals not currently deductible $ 415 $ 377
Deferred compensation 1,657 1,218
Unrealized investment activity 251 453
Foreign tax credits including carryforwards 214 214
Foreign operations (net of associated tax credits) 709 760
Net operating loss carryforwards 64 53
Other 91 251
Total deferred tax assets 3,401 3,326
Less: valuation allowance (5) (5)
Total deferred tax assets, net of valuation allowance 3,396 3,321
Deferred tax liabilities:
Excess tax over financial depreciation, net (103) &)
Acquired intangibles (384) 404
Pension and retirement costs (192) 216)
Other 4n 7
Total deferred tax liabilities (726) (704)
Net deferred tax assets $2,670 $2,617

Net deferred tax assets are included in Other assets in the Consolidated Statement of Financial Condition.

We have permanently reinvested earnings in certain foreign subsidiaries. At November 30, 2006, $2.4 billion of
accumulated earnings were permanently reinvested. At current tax rates, additional Federal income taxes (net of
available tax credits) of approximately $500 million would become payable if such income were to be repatriated.

We have approximately $182 million of Federal net operating loss carryforwards that are subject to separate company
limitations. Substantially all of these net operating loss carryforwards begin to expire in 2023. At November 30, 2006,
the $5 million deferred tax asset valuation allowance relates to federal net operating loss carryforwards of acquired
entities that are subject to separate company limitations. If future circumstances permit the recognition of the acquired
tax benefit, goodwill will be reduced.

We are under continuous examination by the Internal Revenue Service (“IRS”), and other tax authorities in major
operating jurisdictions such as the United Kingdom and Japan, and in various states in which the Company has
significant operations, such as New York. The Company regularly assesses the likelihood of additional assessments in
each tax jurisdiction and the impact on the Consolidated Financial Statements. Tax reserves have been established,
which we believe to be adequate with regards to the potential for additional exposure. Once established, reserves are
adjusted only when additional information is obtained or an event requiring a change to the reserve occurs. Management
believes the resolution of these uncertain tax positions will not have a material impact on the financial condition of the
Company; however resolution could have an impact on our effective tax rate in any one particular period.

During 2006, the IRS completed its 1997 through 2000 federal income tax examination, which resulted in unresolved
issues asserted by the IRS that challenge certain of our tax positions (the “proposed adjustments”). We believe our
positions comply with the applicable tax law and intend to vigorously dispute the proposed adjustments through the
judicial procedures, as appropriate. We believe that we have adequate tax reserves in relation to these unresolved issues.
However, it is possible that amounts greater than our reserves could be incurred, which we estimate would not exceed
$100 million.

-118 -

CONFIDENTIAL TREATMENT REQUESTED BY LBEX-AM 066143
LEHMAN BROTHERS HOLDINGS, INC.



LEHMAN BROTHERS HOLDINGS INC.
Notes to Consolidated Financial Statements

Note 18 Real Estate Reconfiguration Charge

In connection with the Company’s decision in 2002 to reconfigure certain of our global real estate facilities, we
established a liability for the expected losses from subleasing such facilities, principally our downtown New York City
offices after the events of September 11, 2001 and our prior London office facilities at Broadgate given our decision to
move to a new facility just outside the city of London. In March 2004, we reached an agreement to exit virtually all of
our remaining leased space at our downtown New York City location, which clarified the loss on the location and
resulted in the $19 million charge ($11 million after tax).

During the years ended November 30, 2006 and 2005, changes in the liability related to these charges were as follows:
Real Estate Reconfiguration Charge

Beginning Real Estate Ending
In millions Balance Reconfiguration Used Balance
Year ended November 30, 2005 $146 $— $(71) $75
Year ended November 30, 2006 75 — (75) —_

(1) Net of interest accretion $6 million 2005.

Note 19 Business Segments and Geographic Information

We operate in three business segments: Capital Markets, Investment Banking and Investment Management.

The Capital Markets business segment includes institutional client-flow activities, prime brokerage, research, mortgage
origination and securitization, and secondary-trading and financing activities in fixed income and equity products. These
products include a wide range of cash, derivative, secured financing and structured instruments and investments. We are
a leading global market-maker in numerous equity and fixed income products including U.S., European and Asian
equities, government and agency securities, money market products, corporate high grade, high yield and emerging
market securities, mortgage- and asset-backed securities, preferred stock, municipal securities, bank loans, foreign
exchange, financing and derivative products. We are one of the largest investment banks in terms of U.S. and Pan-
European listed equities trading volume, and we maintain a major presence in over-the-counter (“OTC”) U.S. stocks,
major Asian large capitalization stacks, warrants, convertible debentures and preferred issues. In addition, the Capital
Markets Prime Services business manages our equity and fixed income matched book activities, supplies secured
financing to institutional clients, and provides secured funding for our inventory of equity and fixed income products.
The Capital Markets segment also includes proprietary activities as well as principal investing in real estate and private
equity.

The Investment Banking business segment is made up of Advisory Services and Global Finance activities that serve our
corporate and government clients. The segment is organized into global industry groups—Communications,
Consumer/Retailing, Financial Institutions, Financial Sponsors, Healthcare, Hedge Funds, Industrial, Insurance
Solutions, Media, Natural Resources, Pension Solutions, Power, Real Estate and Technology—that include bankers who
deliver industry knowledge and expertise to meet clients’ objectives. Specialized product groups within Advisory
Services include M&A and restructuring. Global Finance serves our clients’ capital raising needs through underwriting,
private placements, leveraged finance and other activities associated with debt and equity products. Product groups are
partnered with relationship managers in the global industry groups to provide comprehensive financial solutions for
clients.

The Investment Management business segment consists of the Asset Management and Private Investment Management
businesses. Asset Management generates fee-based revenues from customized investment management services for
high-net-worth clients, as well as fees from mutual funds and other small and middle market institutional investors. Asset
Management also generates management and incentive fees from our role as general partner for private equity and other
alternative investment partnerships. Private Investment Management provides comprehensive investment, wealth
advisory and capital markets execution services to high-net-worth and institutional clients.
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Notes to Consolidated Financial Statements

Our business segment information for the years ended November 30, 2006, 2005 and 2004 is prepared using the
following methodologies:

e Revenues and expenses directly associated with each business segment are included in determining income before
taxes.

* Revenues and expenses not directly associated with specific business segments are allocated based on the most
relevant measures applicable, including each segment’s revenues, headcount and other factors.

e Net revenues include allocations of interest revenue and interest expense to securities and other positions in relation
to the cash generated by, or funding requirements of, the underlying positions.

e Business segment assets include an allocation of indirect corporate assets that have been fully allocated to our
segments, generally based on each segment’s respective headcount figures.

Business Segments
Capital Investment Investment

In millions Markets Banking Management Total
At and for the year ended November 30, 2006
Gross revenues $41,074 $3,160 $2,475 $46,709
Interest expense 29,068 — 58 29,126
Net revenues 12,006 3,160 2,417 17,583
Depreciation and amortization expense 377 42 95 514
Other expenses 6,909 2,458 1,797 11,164
Income before taxes and cumulative effect of

accounting change $ 4,720 $ 660 $ 525 $ 5,905
Segment assets (in billions) $ 4935 $ 13 $ 8.7 $ 503.5
At and for the year ended November 30, 2005
Gross revenues $27,545 $2,894 $1,981 $32,420
Interest expense 17,738 — 52 17,790
Net revenues 9,807 2,894 1,929 14,630
Depreciation and amortization expense 308 36 82 426
Other expenses 5,927 2,003 1,445 9,375
Income before taxes $ 3,572 $ 855 $ 402 $ 4,829
Segment assets (in billions) $ 4019 $ 12 $ 70 $ 410.1
At and for the year ended November 30, 2004
Gross revenues $17,336 $2,188 $1,726 $21,250
Interest expense 9,642 —_ 32 9,674
Net revenues 7,694 2,188 1,694 11,576
Depreciation and amortization expense 302 41 85 428
Other expenses 4,866 1,560 1,185 7,611
Income before taxes @ $ 2,526 $ 587 $ 424 $ 3,537
Segment assets (in billions) $ 3499 $ 11 $62 $ 3572

(1) Before dividends on preferred securities.
(2) Excludes real estate reconfiguration charge of $19 million.

Net Revenues by Geographic Region

Net revenues are recorded in the geographic region of the location of the senior coverage banker or investment advisor
in the case of Investment Banking or Asset Management, respectively, or where the position was risk managed within
Capital Markets and Private Investment Management. In addition, certain revenues associated with domestic products
and services that result from relationships with international clients have been classified as international revenues using
an allocation consistent with our internal reporting.
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Notes to Consolidated Financial Statements

Net Revenues by Geographic Region

In millions

Year ended November 30 2006 2005 2004

Europe $ 4,536 $ 3,601 $ 2,104

Asia Pacific and other 1,931 1,759 1,247
Total non-U.S. 6,467 5,360 3,351

U.S. 11,116 9,270 8,225
Net revenues $17,583 $14,630 $11,576

Note 20 Quarterly Information (unaudited)

The following table presents unaudited quarterly results of operations for 2006 and 2005. Certain amounts reflect
reclassifications to conform to the current period’s presentation. These quarterly results reflect all normal recurring
adjustments that are, in the opinion of management, necessary for a fair presentation of the results. Revenues and net
income can vary significantly from quarter to quarter due to the nature of our business activities.

Quarterly Information (unaudited)

In millions, except per share data 2006 2005
Quarter ended Nov30  Aug3l May3l Feb28 Nov30 Aug3l May3l Feb28
Total revenues $13,160 $11,727 $11,515 $10,307 $9,055 $8,639  $7,335 $7,391
Interest expense 8,627 7,549 7,104 5,846 5,365 4,787 4,057 3,581
Net revenues 4,533 4,178 4,411 4,461 3,600 3,852 3,278 3,810
Non-interest expenses: '

Compensation and benefits 2,235 2,060 2,175 2,199 1,798 1,906 1,623 1,886

Non-personnel expenses 809 751 738 711 675 653 642 618
Total non-interest expenses 3,044 2,811 2,913 2,910 2,473 2,559 2,265 2,504
Income before taxes and cumulative

effect of accounting change 1,489 1,367 1,498 1,551 1,217 1,293 1,013 1,306
Provision for income taxes 485 451 496 513 394 414 330 431
Cumulative effect of

accounting change — — — 47 — — — —
Net income $ 1,004 $ 916 $ 1,002 $ 1,085 §$ 83 $ 879 $ 683 § 875
Net income applicable to

common stock $ 987 $ 899 $ 986 $ 1,069 $807 $ 864 $ 664 $ 856
Earnings per share

Basic $ 18 $ 166 $ 181 $ 196 $146 $1.55 $1.19 $1.54

Diluted $ 172 $ 157 $§ 169 $ 183 $138 $147 $1.13 $1.46
Weighted-average shares

Basic 539.2 540.9 545.1 5462 5518 5573 559.1 557.1

Diluted 573.1 5733 582.8 5842  585.2 587.4 588.0 588.0
Dividends per commonshare $ 0.12 § 012 $ 012 $ 012 $010 $0.10 $0.10 $0.10
Book value per common

share (at period end) $ 33.87 $32.16 § 31.08 $ 30.01 $2875 $27.46 $26.64 $25.88
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.

ITEM 9A. CONTROLS AND PROCEDURES

Our management, with the participation of the Chairman and Chief Executive Officer and the Chief Financial Officer
of Holdings (its principal executive officer and principal financial officer, respectively), evaluated our disclosure
controls and procedures as of the end of the fiscal year covered by this Report.

Based on that evaluation, the Chairman and Chief Executive Officer and the Chief Financial Officer have concluded
that, as of the end of the fiscal year covered by this Report, our disclosure controls and procedures are effective to
ensure that information required to be disclosed by Holdings in the reports filed or submitted by it under the
Securities Exchange Act of 1934, as amended, is recorded, processed, summarized and reported within the time
periods specified in the SEC’s rules and forms, and include controls and procedures designed to ensure that
information required to be disclosed by Holdings in such reports is accumulated and communicated to our
management, including the Chairman and Chief Executive Officer and the Chief Financial Officer of Holdings, as
appropriate to allow timely decisions regarding required disclosure.

Management’s annual report on internal control over financial reporting and the attestation report of our independent
registered public accounting firm are contained in Part II, Item 8, of this Report and are incorporated herein by
reference. There was no change in our internal control over financial reporting that occurred during the fourth fiscal
quarter of 2006 that has materially affected, or is reasonably likely to materially affect, our internal control over financial
reporting.

ITEM 9B. OTHER INFORMATION

None.

PART I

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Information relating to Directors of the Registrant is set forth under the captions “Nominees for Election as Directors,”
“Committees of the Board of Directors—Audit Committee” and “~Nominating and Corporate Governance Committee”
and “Other Matters—Procedures for Recommending Director Candidates to the Nominating and Corporate Governance
Committee” in the Proxy Statement, and information relating to Executive Officers of the Registrant is set forth under
the caption “Executive Officers of the Company” in the Proxy Statement, and is incorporated herein by reference.
[Confirm that headings are correct a little closer to filing]

Information relating to beneficial ownership reporting compliance by Directors and Executive Officers of the Registrant
pursuant to Section 16(a) of the Exchange Act is set forth under the caption “Section 16(a) Beneficial Ownership
Reporting Compliance” in the Proxy Statement, and is incorporated herein by reference.

We have a Code of Ethics which is applicable to all Directors, officers and employees of the Company, including the
Chairman and Chief Executive Officer and the Chief Financial Officer of Holdings (its principal executive officer
and principal financial and accounting officer, respectively). The Code of Ethics is available on the Corporate
Governance page of the Company’s web site at www.lehman.com/shareholder/corpgov. A copy of the Code of
Ethics will be provided without charge to any person who requests it by writing to the address or telephoning the
number indicated under “Available Information” on page 2. We will disclose on our web site amendments to or
waivers from our Code of Ethics applicable to Directors or executive officers of Holdings, including the Chairman
and Chief Executive Officer and the Chief Financial Officer, in accordance with all applicable laws and regulations.
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ITEM 11. EXECUTIVE COMPENSATION

Information relating to executive compensation is set forth under the captions “Compensation of Directors,”
“Compensation and Benefits Committee Interlocks and Insider Participation” and “Compensation of Executive
Officers” in the Proxy Statement and is incorporated herein by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND
RELATED STOCKHOLDER MATTERS

Information relating to security ownership of certain beneficial owners and management is set forth under the captions
“Security Ownership of Principal Stockholders” and “Security Ownership of Directors and Executive Officers” in the
Proxy Statement and is incorporated herein by reference.

Information regarding shares of our common stock authorized for issuance under equity compensation plans is set
forth under the caption “Proposal 3—Amendment to the 2005 Stock Incentive Plan—Equity Compensation Plan
Information” in the Proxy Statement and is incorporated herein by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Information relating to certain relationships and related transactions is set forth under the caption “Certain Transactions
and Agreements with Directors and Executive Officers” in the Proxy Statement and is incorporated herein by reference.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

Information relating to fees paid to our independent registered public accounting firm and certain related matters is set
forth under the caption “Emst & Young LLP Fees and Services” in the Proxy Statement and is incorporated herein by
reference.
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PART IV

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

1. Financial Statements:

The Financial Statements and the Notes thereto and the Report of Independent Registered Public Accounting Firm
thereon included in this Report are listed on page F-1.

2. Financial Statement Schedules:
The financial statement schedule and the notes thereto filed as a part hereof are listed on page F-1.
3. Exhibits:

Exhibit
No.

3.01 Restated Certificate of Incorporation of the Registrant dated October 10, 2006 (incorporated by reference
to Exhibit 3.04 to the Registrant’s Quarterly Report on Form 10-Q for the quarter ended August 31,
2006)

3.02 By-Laws of the Registrant, amended as of December 21, 2006 (incorporated by reference to Exhibit 3.01
to the Registrant’s Current Report on Form 8-K filed with the SEC on December 27, 2006)

401 Standard multiple series indenture provisions with respect to the senior and subordinated debt securities
(incorporated by reference to Exhibit4(a) to Post-Effective Amendment No. 1 to the Registrant’s
Registration Statement on Form §-3 (Reg. No. 33-16141))

4.02 Indenture with respect to senior debt securities (incorporated by reference to Exhibit 4(b) to
Post-Effective Amendment No. 1 to the Registrant’s Registration Statement on Form S-3 (Reg.
No. 33-16141))

403 First Supplemental Indenture with respect to senior debt securities (incorporated by reference to
Exhibit 4(m) to the Registrant’s Registration Statement on Form S-3 (Reg. No. 33-25797))

4,04 Second Supplemental Indenture with respect to senior debt securities (incorporated by reference to
Exhibit 4(e) to the Registrant’s Registration Statement on Form S-3 (Reg. No. 33-49062))

4,05 Third Supplemental Indenture with respect to senior debt securities (incorporated by reference to
Exhibit 4(f) to the Registrant’s Registration Statement on Form S-3 (Reg. No. 33-46146))

4.06 Fourth Supplemental Indenture with respect to senior debt securities (incorporated by reference to
Exhibit 4(f) to Registrant’s Registration Statement on Form 8-A filed with the SEC on October 7, 1993)
4.07 Fifth Supplemental Indenture with respect to the senior debt securities (incorporated by reference to

Exhibit 4(h) to Post-Effective Amendment No. 1 to the Registrant’s Registration Statement on
Form S-3 (Reg. No. 33-56615))

4.08 Sixth Supplemental Indenture with respect to the senior debt securities (incorporated by reference to
Exhibit 4(h) to the Registrant’s Registration Statement on Form S-3 (No. 333-38227))

409 Indenture with respect to subordinated debt securities (incorporated by reference to Exhibit 2 to the
Registrant’s Registration Statement on Form 8-A filed with the SEC on February 8, 1996)

4.10 First Supplemental Indenture with respect to subordinated debt securities (incorporated by reference to
Exhibit 3 to the Registrant’s Registration Statement on Form 8-A filed with the SEC on February 8,
1996)

4.11 Second Supplemental Indenture with respect to subordinated debt securities (incorporated by reference to
Exhibit 4.1 to the Registrant’s Current Report on Form 8-K filed with the SEC on January 27, 1999)

4,12 Third Supplemental Indenture with respect to subordinated debt securities (incorporated by reference to
Exhibit 4.01 to the Registrant’s Current Report on Form 8-K filed with the SEC on April 20, 1999)

4.13 Fourth Supplemental Indenture with respect to subordinated debt securities (incorporated by reference to
Exhibit 4,01 to the Registrant’s Current Report on Form 8-K filed with the SEC on March 17, 2003)
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4.14 Fifth Supplemental Indenture with respect to subordinated debt securities (incorporated by reference
to Exhibit 4.01 to the Registrant’s Current Report on Form 8-K filed with the SEC on October 31,
2003)

4.15 Sixth Supplemental Indenture with respect to subordinated debt securities (incorporated by reference
to Exhibit 4.01 to the Registrant’s Current Report on Form 8-K filed with the SEC on April 22, 2004)

4.16 Seventh Supplemental Indenture with respect to subordinated debt securities (incorporated by
reference to Exhibit 4.01 to the Registrant’s Current Report on Form 8-K filed with the SEC on
January 18, 2005)

4.17 Eighth Supplemental Indenture with respect to subordinated debt securities (incorporated by reference
to Exhibit 4.04 to the Registrant’s Registration Statement on Form S-4 (No. 333-129195))

4.18 Ninth Supplemental Indenture with respect to subordinated debt securities (incorporated by reference
to Exhibit 4.01 to the Registrant’s Current Report on Form 8-K filed with the SEC on October 27,
2006)
The other instruments defining the rights of holders of the long-term debt securities of the Registrant
and its subsidiaries are omitted pursuant to section (b)(4)(iii)(A) of Item 601 of Regulation S-K. The
Registrant hereby agrees to furnish copies of these instruments to the Securities and Exchange
Commission upon request.

10.01 Tax Allocation Agreement between Shearson Lehman Brothers Holdings Inc. and American Express
Company (incorporated by reference to Exhibit 10.2 to the Registrant’s Transition Report on
Form 10-K for the eleven months ended November 30, 1994)

[10.02 Amended and Restated Agreements of Limited Partnership of Shearson Lehman Hutton Capital
Partners Il (incorporated by reference to Exhibit 10.48 to the Registrant’s Annual Report on
Form 10-K for the year ended December 31, 1988)]

10.03 Amended and Restated Agreement of Limited Partnership of Lehman Brothers Capital Partners I1I,
L.P. (incorporated by reference to Exhibit 10.27 to the Registrant’s Annual Report on Form 10-K for
the fiscal year ended November 30, 1995)

10.04 Agreement of Limited Partnership of Lehman Brothers Capital Partners IV, L.P. (incorporated by
reference to Exhibit 10.20 to the Registrant’s Annual Report on Form 10-K for the fiscal year ended
November 30, 1997)

10.05 Purchase and Sale Agreement dated as of October 19, 2001, between MSDW 745, LLC, as seller, and
LB 745 LLC, as purchaser (incorporated by reference to Exhibit 10.15 to the Registrant’s Annual
Report on Form 10-K for the fiscal year ended November 30, 2001)

10.06 Amendment to Purchase and Sale Agreement dated as of the October 19, 2001, between MSDW 745,
LLC, as seller, and LB 745 LLC, as purchaser (incorporated by reference to Exhibit 10.16 to the
Registrant’s Annual Report on Form 10-K for the fiscal year ended November 30, 2001)

10.07 JV Option Agreement dated November 19, 1998, between Rock-Forty-Ninth LLC and LB 745 LLC
(as assignee of MSDW 745, LLC) (incorporated by reference to Exhibit 10.17 to the Registrant’s
Annual Report on Form 10-K for the fiscal year ended November 30, 2001)

10.08 ¥ Lehman Brothers Inc. Executive and Select Employees Plan (incorporated by reference to
Exhibit 10.4 to the Registrant’s Registration Statement on Form S-1 (Reg. No. 33-12976))

10.09 ¥ 1999 Neuberger Berman Inc. Directors Stock Incentive Plan (incorporated by reference to Exhibit
10.1 to Neuberger Berman Inc.’s Registration Statement on Form S-1 (Reg. No. 333-84525))

10.10 ¥ Amendment No. 1 to the 1999 Neuberger Berman Inc. Directors Stock Incentive Plan (incorporated
by reference to Exhibit 10.17 to Neuberger Berman Inc.’s Annual Report on Form 10-K, for the year
ended December 31, 2000)

10.11 ¥ 1999 Neuberger Berman Inc. Long-Term Incentive Plan (incorporated by reference to Exhibit 10.2 to
Neuberger Berman Inc.’s Registration Statement on Form S-1 (Reg. No. 333-84525))

10.12 ¥ Amendment No. 1 to the 1999 Neuberger Berman Inc. Long-Term Incentive Plan (incorporated by
reference to Exhibit 10.18 to Neuberger Berman Inc.’s Annual Report on Form 10-K, for the year
ended December 31, 2000)

10.13 ¥ Neuberger Berman Inc. Wealth Accumulation Plan, Amended and Restated as of September 1, 2000
(incorporated by reference to Exhibit 10.21 to Neuberger Berman Inc.’s Annual Report on Form 10-
K, for the year ended December 31, 2000)
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10.14 ¥+ Neuberger Berman Inc. Employee Stock Purchase Plan, Amended and Restated as of September 1,
2000 (incorporated by reference to Exhibit 10.22 to Neuberger Berman Inc.’s Annual Report on Form
10-K, for the year ended December 31, 2000)

10.15 ¥ Lehman Brothers Holdings Inc. 1994 Management Ownership Plan, as amended through November
19, 2002 (incorporated by reference to Exhibit 10.05 to the Registrant’s Annual Report on Form 10-K
for the fiscal year ended November 30, 2002)

10.16 + Lehman Brothers Holdings Inc. 1996 Management Ownership Plan, as amended through November
19, 2002 (incorporated by reference to Exhibit 10.06 to the Registrant’s Annual Report on Form 10-K
for the fiscal year ended November 30, 2002)

10.17 + Form of Agreement evidencing a grant of Restricted Stock Units to Executive Officers under the
Lehman Brothers Holdings Inc. 1996 Management Ownership Plan (incorporated by reference to
Exhibit 10.1 to the Registrant’s Current Report on Form 8-K filed with the SEC on December 6,
2004)

10.18 ¥ Form of Agreement evidencing a grant of Nonqualified Stock Options to Executive Officers under the
Lehman Brothers Holdings Inc. 1996 Management Ownership Plan (incorporated by reference to
Exhibit 10.2 to the Registrant’s Current Report on Form 8-K filed with the SEC on December 6,
2004)

10.19 ¥ Lehman Brothers Holdings Inc. Short-Term Executive Compensation Plan, as amended through
February 19, 2003 (incorporated by reference to Exhibit 10.07 to the Registrant’s Annual Report on
Form 10-K for the fiscal year ended November 30, 2002)

10.20 ¥+ Amended and Restated Lechman Brothers Holdings Inc. Employee Incentive Plan, as amended through
February 19, 2003 (incorporated by reference to Exhibit 10.08 to the Registrant’s Annual Report on
Form 10-K for the fiscal year ended November 30, 2002)

1021 ¥ Form of Agreement evidencing a grant of Restricted Stock Units to Directors pursuant to the Lehman
Brothers Holdings Inc. Employee Incentive Plan (incorporated by reference to Exhibit 10.3 to the
Registrant’s Current Report on Form 8-K filed with the SEC on December 6, 2004)

10.22 ¥ Form of Agreement evidencing a grant of Nonqualified Stock Options to Directors pursuant to the
Lehman Brothers Holdings Inc. Employee Incentive Plan (incorporated by reference to Exhibit 10.4 to
the Registrant’s Current Report on Form 8-K filed with the SEC on December 6, 2004)

1023 ¥ Lehman Brothers Supplemental Retirement Plan, as amended through December 10, 2003
(incorporated by reference to Exhibit 10.12 to the Registrant’s Annual Report on Form 10-K for the
fiscal year ended November 30, 2003)

10.24 ¥ Lehman Brothers Holdings Inc. Retirement Plan for Non-Employee Directors (incorporated by
reference to Exhibit 10.28 to the Registrant’s Annual Report on Form 10-K for the fiscal year ended
November 30, 2004)

10.25 ¥ Lehman Brothers Holdings Inc. 2005 Stock Incentive Plan (incorporated by reference to Appendix B
to the Registrant’s Definitive Proxy Statement for its 2005 Annual Meeting of Stockholders)

1026 ¥  Form of Agreement evidencing a Grant of Restricted Stock Units to Executive Officers under the
Lehman Brothers Holdings Inc. 2005 Stock Incentive Plan, as amended (incorporated by reference to
Exhibit 10.1 to the Registrant’s Current Report on Form 8-K filed with the SEC on December 6,
2005)

10.27 ¥+ Form of Agreement evidencing a grant of Performance-Based Restricted Stock Units to Executive
Officers under the Lehman Brothers Holdings Inc. 2005 Stock Incentive Plan, as amended
(incorporated by reference to Exhibit 10.1 to the Registrant’s Current Report on Form 8-K filed with
the SEC on December 7, 2006)

10.28 ¥ Form of Agreement evidencing a grant of Nonqualified Stock Options to Executive Officers under the
Lehman Brothers Holdings Inc. 2005 Stock Incentive Plan, as amended (incorporated by reference to
Exhibit 10.2 to the Registrant’s Current Report on Form 8-K filed with the SEC on December 6,
2005)

1029t  Form of Agreement evidencing a grant of Restricted Stock Units to Directors under the Lehman
Brothers Holdings Inc. 2005 Stock Incentive Plan, as amended (incorporated by reference to Exhibit
10.1 to the Registrant’s Current Report on Form 8-K filed with the SEC on March 31, 2006)

10.30 1  Form of Agreement evidencing a grant of Nonqualified Stock Options to Directors under the Lehman
Brothers Holdings Inc. 2005 Stock Incentive Plan, as amended (incorporated by reference to Exhibit
10.2 10 the Registrant’s Current Report on Form 8-K filed with the SEC on March 31, 2006)
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10.31 ¥* Base Salaries of Named Executive Officers of the Registrant

10.32 ¥+ Compensation for Non-Management Directors of the Registrant (incorporated by reference to Exhibit
10.05 to the Registrant’s Quarterly Report on Form 10-Q for the quarterly period ended February 28,
2006)

10.33 + Lehman Brothers Holdings Inc. Amended and Restated Deferred Compensation Plan for
Non-Employee Directors (incorporated by reference to Exhibit 10.1 to the Registrant’s Current
Report on Form 8-K filed with the SEC on June 10, 2005)

10.34 1  Letter Agreement between Lehman Brothers Holdings Inc. and Jonathan E. Beyman dated as of April
6, 2006 (incorporated by reference to Exhibit 10.06 to the Registrant’s Quarterly Report on Form 10-
Q for the quarterly period ended February 28, 2006)

11.01 Computation of Per Share Earnings (omitted in accordance with section (b)(11) of Item 601 of
Regulation S-K; the calculation of per share earnings is set forth in Part II, Item 8, in Note 14 to the
Consolidated Financial Statements (Earnings Per Common Share))

12.01*  Computations in support of ratios of earnings to fixed charges and to combined fixed charges and
preferred stock dividends

21.01*  List of the Registrant’s Subsidiaries

23.01*  Consent of Ernst & Young LLP

24.01*  Powers of Attorney

31.01*  Certification of Chief Executive Officer Pursuant to Rule 13a-14(a) and 15d-14(a)

31.02* Certification of Chief Financial Officer Pursuant to Rule 13a-14(a) and 15d-14(a)

32.01*  Certification of Chief Executive Officer Pursuant to 18 U.S.C. Section 1350, as Enacted by Section
906 of the Sarbanes-Oxley Act of 2002 (This certification is being furnished and shall not be deemed
“filed” with the Commission for purposes of Section 18 of the Exchange Act, or otherwise subject to
the liability of that section, and shall not be deemed to be incorporated by reference into any filing
under the Securities Act or the Exchange Act, except to the extent that the Registrant specifically
incorporates it by reference.)

32.02*  Certification of Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, as Enacted by Section
906 of the Sarbanes-Oxley Act of 2002 (This certification is being furnished and shall not be deemed
“filed” with the Commission for purposes of Section 18 of the Exchange Act, or otherwise subject to
the liability of that section, and shall not be deemed to be incorporated by reference into any filing
under the Securities Act or the Exchange Act, except to the extent that the Registrant specifically
incorporates it by reference.)

Filed/furnished herewith,
Management contract or compensatory plan or arrangement required to be filed as an exhibit to this Form 10-K
pursuant to Item 15(b) of Form 10-K.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has-duly
caused this Annual Report to be signed on its behalf by the undersigned, thereunto duly authorized.

LEHMAN BROTHERS HOLDINGS INC.
(REGISTRANT)

February 13, 2007 By: /s/ CHRISTOPHER M. O’MEARA
Christopher M. O’Meara
Chief Financial Officer, Controller and

Executive Vice President

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been signed below by the
following persons on behalf of the Registrant and in the capacities and on the dates indicated.

Signature Title Date

/s/ RICHARD S. FULD, JR.

Richard S. Fuld, Jr.

/s/ CHRISTOPHER M. O’MEARA

Christopher M. O’Meara

Chief Executive Officer and
Chairman of the Board of Directors
(principal executive officer)

Chief Financial Officer, Controller and
Executive Vice President

February 13, 2007

February 13, 2007

(principal financial and accounting officer)

/s/ MICHAEL L. AINSLIE Director
Michael L. Ainslie

February 13, 2007

/s/ JOHN F. AKERS Director February 13, 2007
John F. Akers
/s/ ROGER S. BERLIND Director February 13, 2007

Roger S. Berlind

/s/ THOMAS H. CRUIKSHANK Director
Thomas H. Cruikshank

February 13, 2007

/s/ MARSHA JOHNSON EVANS Director February 13, 2007
Marsha Johnson Evans
/s/ SIR CHRISTOPHER GENT Director February 13, 2007
Sir Christopher Gent
/s/ ROLAND A. HERNANDEZ Director February 13, 2007

Roland A. Hernandez

/s/ HENRY KAUFMAN Director February 13, 2007
Henry Kaufman
/s/ JOHN D. MACOMBER Director February 13, 2007

John D. Macomber
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EXHIBIT INDEX
Exhibit No.  Exhibit
10.31 Base Salaries of Named Executive Officers of the Registrant
12.01* Computation of ratios of earnings to fixed charges and to combined fixed charges and preferred
stock dividends
21.01* List of the Registrant’s Subsidiaries
23.01 Consent of Emst & Young LLP
24.01 Powers of Attorney
31.01* Certification of Chief Executive Officer Pursuant to Rule 13a-14(a) and 15d-14(a)
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LEHMAN BROTHERS HOLDINGS INC.

EXHIBIT 10.31

BASE SALARIES OF NAMED EXECUTIVE OFFICERS OF THE REGISTRANT

As of February 13, 2007, the following are the base salaries (on an annual basis) of the named executive officers (as
defined in Item 402(a)(3) of Regulation S-K) of Lehman Brothers Holdings Inc.:

__$ 750,000

Chairman and Chief Executive Officer

| ScottJ. Freidheim - I $ 200,000
Co-Chief Administrative Officer
' JosephM.Gregory o % 450,000
President and Chief Operating Officer
{lanT.Lowit o 8§ 200,000
Co-Chief Administrative Officer
{ ThomasA.Russo ) '$ 450,000
Chief Legal Officer
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LEHMAN BROTHERS HOLDINGS INC.

EXHIBIT 12.01
Computation of Ratios of Earnings to Fixed Charges and
to Combined Fixed Charges and Preferred Stock Dividends
(Unaudited)

Dollars in millions
Year ended November 30 2006 2005 2004 2003 2002
Pre-tax earnings from continuing operations $5,905 $4,829 $ 3,518 $ 2,536 $ 1,399
Add: Fixed charges (excluding capitalized interest) 29,323 18,040 9,773 8,724 10,709
Pre-tax earnings before fixed charges $35,228 $22,869 $13,291 $11,260 $12,108
Fixed charges:

Interest 29,126 $17,790 $ 9,674 $ 8,640 $10,626

Other ¥ 108 125 114 119 103
Total fixed charges 29,234 17,915 9,788 8,759 10,729
Preferred stock dividend requirements 98 101 129 143 155
Total combined fixed charges and

preferred stock dividends $29,332 $18,016 $ 9,917 $ 8,902 $10,884
Ratio of earnings to fixed charges 1.21 1.28 1.36 1.29 1.13

Ratio of earnings to combined fixed charges
and preferred stock dividends 1.20 1.27 1.34 1.26 1.11

(1) Other fixed charges consist of the interest factor in rentals and capitalized interest.
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LIST OF THE REGISTRANT’S SUBSIDIARIES

EXHIBIT 21.01

Pursuant to Item 601(b)(21)(ii) of Regulation S-K, certain subsidiaries of the Registrant have been omitted which,
considered in the aggregate as a single subsidiary, would not constitute a significant subsidiary (as defined in Rule

1-02(w) of Regulation S-X) as of November 30, 2006.

Company

Lehman Brothers Holdings Inc................

Appalachian Asset Management Corp..........

Lehman Risk Services (Bermuda) Ltd..

ARS Holdings I LLC.

Banque Lehman Brothers S.A.

Erin Asset Management I LLC

Opal Finance Holdings Ireland Limited

LB 74511C

LB 745 Leaseco 1 LLC

LBAC Holdings I Inc.

Lehman Brothers Asia Capital Company
LBASCLLC

LBCCA Holdings I LLC..........

Falcon Holdings I LLC
Falcon Holdings I LLC

CIMT Limited

TMIC Limited
MICT Limited

Falcon Investor I-X Inc...........

Global Thai Property Fund ...
Lehman Brothers Asia Capital Company .......

Lehman Brothers Commercial Corporation Asia Limited

Revival Holdings Limited
Sunrise Finance Co., Ltd.

LBCCA Holdings II LLC

Falcon Holdings I LLC
Falcon Holdings I LLC

CIMT Limited

TMIC Limited

MICT Limited .

Falcon Investor I-X Inc

Global Thai Property Fund ...
Lehman Brothers Commercial Corporation Asia Limited ......

Revival Holdings Limited ...

Sunrise Finance Co., Ltd.......

LB Delta Funding

LB Delta (Cayman) No 1 Ltd............

LBHK Funding (Cayman) NO. 4 Ltd. .....ccocovimiiiriircs st ssi st seneses

LB Asia Issuance Company Ltd.

Lehman ALI Inc. ...

314 Commonwealth Ave. Inc.

Alnwick Investments (UK) Limited

Bamburgh Investments (UK) Ltd.

Brasstown L1.C

Brasstown Entrada 1 SCA

Brasstown Mansfield I SCA

Cohort Investments Limited......

LUBS Inc.

Jurisdiction of
Incorporation

Delaware
Delaware
Bermuda
Delaware

Delaware
Ireland
Delaware

.. Delaware

Delaware

Hong Kong
Delaware
Delaware
Delaware
Delaware
Cayman Islands

.. Cayman Islands

Cayman Islands
Cayman Islands
Thailand

Hong Kong

.. Hong Kong

Cayman Islands
Japan

Delaware
Delaware
Delaware
Cayman Islands

.. Cayman Islands

Cayman Islands
Cayman Islands
Thailand

Hong Kong
Cayman Islands
Japan

Cayman Islands
Cayman Islands
Cayman Islands

.. Cayman Islands
LBHK Funding (Cayman) NO. 1 Ltd. .......cccccomiiiiicniiiintciinncc s ssenenes

Cayman Islands

.. Delaware

Delaware
United Kingdom
United Kingdom
Delaware
Luxembourg
Luxembourg
Cayman Islands
Delaware
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Stockholm Investments LimMited........cocciiiiiiiveireemraccriiinreinieesssreisssesiesscsessrrsssssneressssssnssssssossessosesss

Property Asset Management Inc.

LB.C. YK

LBS Holdings SARL

Lehman Brothers Global Investments LLC

New Century Finance Co., LTD.

Lehman Brothers Hy Opportunities Inc.........

Lehman Brothers P..A. LLC

Lehman Brothers AIM Holding LLC .........cccoonvrererenemsecsieinrnnrronenens

Lehman Brothers Alternative Investment Managemenl LLC......

Lehman Brothers Asset Management Inc.........

Lehman Brothers Asia Holdings Limited

Lehman Brothers Equity Finance (Cayman) Limited.
Lehman Brothers Securities N.V. ........ooeeeen

Lehman Brothers Pacific Holdings

Lehman Brothers Asia Limited

Lehman Brothers Securities Asia Limited.

Lehman Brothers Bancorp Inc. ...

Lehman Brothers Commercial Bank

Lehman Brothers Bank, FSB .....

Aurora Loan Services LLC

BNC Mortgage, Inc. ..

Lehman Brothers Trust Company, National Association.

Lehman Brothers Trust Company of Delaware
Lehman Brothers Canada Inc.

Lehman Brothers Commercial Corporation

Lehman Brothers Finance S.A.

Lehman Brothers Inc............

Lehman Brothers Derivative Products Inc.

Lehman Brothers Financial Products Inc...

Lehman Brothers Special Financing Inc.........

LB3 GmbH

Lehman Brothers Commodity Services Inc...

Lehman Commercial Paper Inc.............

Bromley LLC

Ivanhoe Lane Pty Limited.

Serafino Investments Pty Limited......
LCPI Properties Inc.

LW-LP Inc

Lehman Pass-Through Securities Inc. .......
M&L Debt Investments Holdings Pty Limited.....

M&L Debt Investments Pty Limited

Pentaring Inc.

Pindar Pty Ltd ..o

Portsmouth Investment Company Pty Ltd
Long Point Funding Pty Ltd

LB IGroup InC. ..o

Blue Way Finance Corporatlon UA

GRA Finance Corporation Ltd

LB-NL Holdings I Inc.

LB-NL Holdings L.P....

LB-NL U.S. Investor Inc

NL Funding, L.P. c...cvocrercniriniererern st nsssssesssssssessorsssasssssens

Lehman Brothers Offshore Partners Ltd..

RIBCOLLC..

Lehman Brothers Insurance Agency L.L. C

Lehman Brothers Japan Inc.........

Lehman Brothers (Luxembourg) S.A.
Lehman Brothers Offshore Real Estate Associates, Ltd,

Lehman Brothers OTC Derivatives Inc...

Cayman Islands
Delaware

Japan
Luxembourg
Delaware

Japan

.. Korea
.. Delaware

Delaware
Delaware
Delaware

Hong Kong
Cayman Islands

.. The Netherlands

Singapore
Hong Kong
Hong Kong
Delaware
Utah

.. United States of America

Delaware
Delaware
United States of America
Delaware
Canada
Delaware
Switzerland
Delaware
Delaware
Delaware
Delaware
Germany
Delaware
New York
Delaware
Australia
Australia
New Jersey

.. Delaware

Delaware
Australia
Australia
New York

.. Australia

Australia
Australia
Delaware
The Netherlands
Mauritius

.. Delaware

Delaware
Delaware
Delaware
Bermuda
Delaware
Delaware
Japan
Luxembourg
Bermuda
Delaware
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Lehman Brothers Pacific Holdings Pte. Ltd... ....oocoooiiiiii vt seee s,
Lehman Brothers Investment Korea INC........oooiiviiiiiiiiiiiecccnini et

Lehman Brothers Private Equity Advisers L.L.C......cccocvvvenneeen.
Lehman Brothers Private Funds Investment Company LP, LLC.......
Lehman Brothers Private Funds Investment Company GP, LLC ......

Lehman Brothers Private Fund AdVISErS LP ...........ccoooviiiiiiiceee et

Singapore
Korea
Delaware

... Delaware
... Delaware

Lehman Crossroads Corporate Investors, LP ...........c.oooiiiicninnecccscrrcnrsenan s s

Lehman Crossroads Corporate Investors 11, LP

Lehman Brothers Private Fund Management LP ...
The Main Office Management Company, LP.........cccoccviniince s

Capital Analytics I, LP......c.cocovrrerinie
e-Valuate, LP........cccoovoivininnn,
Security Assurance Advisers, LP ...

Delaware
Delaware
Delaware
Delaware
Delaware

... Delaware

Lehman Brothers South East Asia Investments PTE Limited..........ccocoovvevieeiciieiveeeeeeeceee e
Phuket Hotel 1 Holdings Company LImMited. ..o onnene

Nai Harn Hotel 1 Company Limited...........
Lehman Brothers U.K. Holdings (Delaware) InC...........ccoovevicrnnnnan,
Ballybunion Investments NO. 2 Ltd........ccooovvonceinccnvnnnerennnne
Ballybunion Investments No. 3 Ltd ........cccoovovvnvverieernnnen
Dynamo Investments Lid.. .........cccoooivecnecnnnnnnennnne
Ballybunion Partnership.........

LB India Holdings Cayman I LImMited. .......c.ccoemrmrmniinirnecctnireinnnneesness st sesseneen:
Lehman Brothers Services India Private LIMited. ..........ocoevvvevmvniiinsrsie e,

LB India Holdings Cayman II Limited. ......................
Lehman Brothers Capital GmbH, Co...........
Lehman Brothers Spain Holdings Limited.........ccccc......

Lehman Brothers Luxembourg Investments Sarl .............c.coioccieeenennnnerenneenseiessensseeresesssesenn:
Woori-LB Fifth Asset Securitization Specialty Co., Ltd. .....cccoovvvnrevniererecveniniirneccecieseveserannen:

Woori-LB First Asset Securitization Specialty Co., Ltd. ....
Lchman Brothers Asset Management France..................
Lehman Brothers UK Investments Limited......

LB Investments (UK) LIMited ..........ccororinimminrereeinnnninsense e rsrsssssese s saressssssnenn
LB Alpha Finance Cayman LIMIted............coococeciieineinieninnneenesnnnesnsesesessessesessessnne:

LB Beta Finance Cayman Limited......
Lehman Brothers U.K. Holdings Ltd........
Lehman Brothers Holdings Pic.........ccoceeene.

Furno & Del Castano Capital Partners LLP ...,

LB Holdings Intermediate 1 Ltd
LB Holdings Intermediate 2 Ltd

MABLE Commercial Funding Limited............ccccooiiiiiniinircnineseeiieens
MBAM Investor LIMited .......c.cccvininiiiiii e seveseseesesssneessnain.

Resetfan Limited ...,
Capstone Mortgage Services Ltd .....
Southern Pacific Mortgage Limited

Southern Pacific Funding 5 Ltd ...t
Lehman Brothers Europe Limited............cccceiicniie e ceccasaesesee,

Lehman Brothers International (Europe)....
Lehman Brothers Limited .........c.coecevvveneana.
OCI Holdings Limited..............

Preferred Holdings LIimited..........ccccooiviiiniiiii e et es s,
Preferred Group LIMIted ......c.ccooeveimiiioiiiiieieec st eeeseseseeens

Preferred Mortgages Limited .

Storm FUNAIng LU, ..ot ss bbb b
Lehman Brothers (PTG) LIMited. ........oooeviiiiiicrrniiese e sasssse s

Eldon Street Holdings Limited. ...
Thayer Properties Limited...
Thayer Group Limited...................

Thayer Properties (Jersey) Ltd ........c.cccoviiiiiininiiiin oo
Lehman Brothers Treasury Co. B.V. ...ttt st et
Lehman Brothers Verwaltungs-und Beteiligungsgesellschaft mbH ...

Delaware
Delaware
Singapore
Thailand
Thailand
Delaware
Cayman Islands
Cayman Islands
Cayman Islands

... Hong Kong

Cayman Islands
India

Cayman Islands
Germany

United Kingdom
Luxembourg
Korea

Korea

France

... United Kingdom

United Kingdom
Cayman Islands

... Cayman Islands
... United Kingdom

United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom

... United Kingdom
... United Kingdom
... United Kingdom

United Kingdom
The Netherlands
Germany
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Lehman Brothers Bankhaus Aktiengesellschaft Germany

Lehman Re Lid. ..ot sassissssesssssissasasssssnesssssesessssssssssessssasssssersasen: Bermuda
Lehman Risk Advisors Inc Delaware
Lehman Brothers Asset Management, LLC .........couereeecrennonnmiensneismereresmennnnssissssssesssessanies Delaware
Neuberger Berman Inc. .... " Delaware
Neuberger Berman Management Inc. New York
Neuberger Berman Asset Management, LLC.........couieiiimeiiiiiinscosnensesissesesssssssessessosen Delaware
Neuberger Berman Investment Services, LLC .........cocoeerueercrirceneieiecncrnireecsiessessssssssssssssssssssrsssessasssssesss Delaware
Neuberger Berman Management Inc. New York
Sage Partners, LLC ...t sssssssesssssssssnsassessesssssssassassasseses New York
Executive Monetary Management, Inc. .. . New York
Neuberger Berman, LLC........ Delaware
Neuberger Berman Pty Ltd. . Australia
Neuberger & Berman Agency, Inc. reeetareseer e e e et R e nsatana setranas New York
Principal Transactions Inc rerseessessa e Delaware
Y K. Park Funding Japan
Pike International Y K. RO OSSR Japan
Real Estate Private Equity Inc..... Delaware
REPE LBREP I1 LLC Delaware
Lunar Constellation Limited Partnership....... .. Delaware
Wharf Reinsurance Inc. . New York
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CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

EXHIBIT 23.01

We consent to the inclusion in this Annual Report (Form 10-K) of Lehman Brothers Holdings Inc. of our report
dated February 13, 2007, with respect to the consolidated financial statements of Lehman Brothers Holdings Inc.

Our audits also included the financial statement schedules of Lehman Brothers Holdings Inc. listed in Item 15(a).
These schedules are the responsibility of Lehman Brothers Holdings Inc.'s management. Our responsibility is to
express an opinion based on our audits. In our opinion, as to which the date is February 13, 2007, the financial
statement schedules referred to above, when considered in relation to the basic financial statements taken as a whole,
present fairly in all material respects the information set forth therein.

We consent to the incorporation by reference in the following Registration Statements and Post Effective

Amendments:
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Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-3 No.
Registration Statement (Form S-4 No.
Registration Statement (Form S-8 No.
Registration Statement (Form S-8 No.
Registration Statement (Form S-8 No.
Registration Statement (Form S-8 No.
Registration Statement (Form S-8 No.
Registration Statement (Form S-8 No
Registration Statement (Form S-8 No.
Registration Statement (Form S-8 No
Registration Statement (Form S-8 No.

333-134553) of Lehman Brothers Holdings Inc.,
033-53651) of Lehman Brothers Holdings Inc.,
033-56615) of Lehman Brothers Holdings Inc.,
033-58548) of Lehman Brothers Holdings Inc.,

. 033-62085) of Lehman Brothers Holdings Inc.,

033-65674) of Lehman Brothers Holdings Inc.,
333-14791) of Lehman Brothers Holdings Inc.,
333-30901) of Lehman Brothers Holdings Inc.,
333-38227) of Lehman Brothers Holdings Inc.,
333-44771) of Lehman Brothers Holdings Inc.,
333-50197) of Lehman Brothers Holdings Inc.,
333-60474) of Lehman Brothers Holdings Inc.,
333-61878) of Lehman Brothers Holdings Inc.,
033-64899) of Lehman Brothers Holdings Inc.,
333-75723) of Lehman Brothers Holdings Inc.,
333-76339) of Lehman Brothers Holdings Inc.,

333-108711-01) of Lehman Brothers Holdings Inc.,

333-121067) of Lehman Brothers Holdings Inc.,
333-51913) of Lehman Brothers Inc.,
333-08319) of Lehman Brothers Inc.,
333-63613) of Lehman Brothers Inc.,
033-28381) of Lehman Brothers Inc.,
002-95523) of Lehman Brothers Inc.,
002-83903) of Lehman Brothers Inc.,
333-129195) of Lehman Brothers Inc.,
033-53923) of Lehman Brothers Holdings Inc.,
333-07875) of Lehman Brothers Holdings Inc.,
333-57239) of Lehman Brothers Holdings Inc.,
333-59184) of Lehman Brothers Holdings Inc.,
333-68247) of Lehman Brothers Holdings Inc.,

. 333-110179) of Lehman Brothers Holdings Inc.,

333-110180) of Lehman Brothers Holdings Inc.,

. 333-121193) of Lehman Brothers Holdings Inc.,

333-130161) of Lehman Brothers Holdings Inc.;

of our report dated February 13, 2007, with respect to the consolidated financial statements of Lehman Brothers
Holdings Inc. incorporate herein by reference, our report dated February 13, 2007, with respect to Lehman Brothers
Holdings Inc. management's assessment of the effectiveness of internal control over financial reporting and the
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effectiveness of internal control over financial reporting of Lehman Brothers Holdings Inc., included herein, and our
report included in the preceding paragraph with respect to the financial statement schedules of Lehman Brothers
Holdings Inc. included in this Annual Report (Form 10-K) of Lehman Brothers Holding Inc.

/s/ Emst & Young LLP
New York, New York
February 13, 2007

- 137 -

CONFIDENTIAL TREATMENT REQUESTED BY LBEX-AM 066162
LEHMAN BROTHERS HOLDINGS, INC.



EXHIBIT 24.01

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears below constitutes and appoints
Thomas A. Russo and Jeffrey A. Welikson, and each of them, his or her true and lawful attorneys-in-fact and agents,
with full power of substitution and resubstitution, for him or her and in his or her name, place and stead, in any and all
capacities, to sign the Annual Report on Form 10-K of Lehman Brothers Holdings Inc., for the fiscal year ended
November 30, 2006, and any and all amendments thereto, and to file the same, with all exhibits thereto, and other
documents in connection therewith, with the Securities and Exchange Commission, granting unto said attorneys-in-fact
and agents, and each of them, full power and authority to do and perform each and every act and thing requisite and
necessary to be done, as fully to all intents and purposes as he or she might or could do in person, hereby ratifying and
confirming all that said attorneys-in-fact and agents, or any of them, or their substitute or substitutes, may lawfully do or

cause to be done by virtue hereof.
Dated: As of February 13, 2007
Signature
/s/ RICHARD S. FULD, JR.

Richard S. Fuld, Jr.

/s/ CHRISTOPHER M. O’MEARA

Christopher M. O’Meara

Title

Chief Executive Officer and
Chairman of the Board of Directors
(principal executive officer)

Chief Financial Officer, Controller and
Executive Vice President
(principal financial and accounting officer)

/s/ MICHAEL L. AINSLIE Director
Michael L. Ainslie
/s/ JOHN F. AKERS Director
John F. Akers
/s/ ROGER S. BERLIND Director
Roger S. Berlind
/s/ THOMAS H. CRUIKSHANK Director
Thomas H. Cruikshank
/s/ MARSHA JOHNSON EVANS Director
Marsha Johnson Evans
/s/ CHRISTOPHER GENT Director
Sir Christopher Gent
/s/ HENRY KAUFMAN Director
Henry Kaufman
/s/ ROLAND A. HERNANDEZ Director
Roland A. Hernandez
/s/ JOHN D. MACOMBER Director
John D. Macomber
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EXHIBIT 31.01

CERTIFICATION

I, Richard S. Fuld, Jr,, certify that:
1. TIhave reviewed this annual report on Form 10-K of Lehman Brothers Holdings Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over
financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period
in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting;

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting.

Date:  February 13, 2007

/s/ Richard S. Fuld, Jr.
Richard S. Fuld, Jr.
Chairman and Chief Executive Officer
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EXHIBIT 31.02

CERTIFICATION

I, Christopher M. O’Meara, certify that:
1. Thave reviewed this annual report on Form 10-K of Lehman Brothers Holdings Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report; ‘

4, The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(e)) and internal control over
financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period
in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting;

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting.

Date:  February 13, 2007

/s/ Christopher M. O’Meara
Christopher M. O’Meara

Chief Financial Officer, Controller and
Executive Vice President
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EXHIBIT 32.01

CERTIFICATION
PURSUANT TO 18 U.S.C. SECTION 1350,
AS ENACTED BY
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C. Section 1350), I, Richard S. Fuld,
Jr., certify that:

1. The Annual Report on Form 10-K for the year ended November 30, 2006 (the “Report”) of
Lehman Brothers Holdings Inc. (the “Company”) as filed with the Securities and Exchange
Commission as of the date hereof, fully complies with the requirements of Section 13(a) or 15(d)
of the Securities Exchange Act of 1934; and

2. The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company.

Date: February 13, 2007

/s/ Richard S. Fuld, Jr.
Richard S. Fuld, Jr.
Chairman and Chief Executive Officer

A signed original of this written statement required by Section 906, or other document authenticating,
acknowledging, or otherwise adopting the signature that appears in typed form within the electronic
version of this written statement required by Section 906, has been provided to Lehman Brothers
Holdings Inc. and will be retained by Lehman Brothers Holdings Inc. and furnished to the Securities and
Exchange Commission or its staff upon request.
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EXHIBIT 32.02

CERTIFICATION
PURSUANT TO 18 U.S.C. SECTION 1350,
AS ENACTED BY
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C. Section 1350), I, Christopher M.
O’Meara, certify that:

1. The Annual Report on Form 10-K for the year ended November 30, 2006 (the “Report”) of
Lehman Brothers Holdings Inc. (the “Company”) as filed with the Securities and Exchange
Commission as of the date hereof, fully complies with the requirements of Section 13(a) or 15(d)
of the Securities Exchange Act of 1934; and

2. The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company.

Date: February 13, 2007

/s/ Christopher M. O’Meara
Christopher M. O’Meara

Chief Financial Officer, Controller and
Executive Vice President

A signed original of this written statement required by Section 906, or other document authenticating,
acknowledging, or otherwise adopting the signature that appears in typed form within the electronic
version of this written statement required by Section 906, has been provided to Lehman Brothers
Holdings Inc. and will be retained by Lehman Brothers Holdings Inc. and furnished to the Securities and
Exchange Commission or its staff upon request.
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Holdings
Audit Committee
2/8/2007

RESOLVED, that the Audit Committee hereby recommends to the Board of
Directors that the audited consolidated financial statements of the Corporation presented
to the Committee be included in the Corporation’s Annual Report on Form 10-K
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LEHMAN BROTHERS

MEMORANDUM
To: Members of the Audit Committee of Lehman Brothers Holdings Inc.
FROM: Jeff Welikson
DATE: February 2, 2007
SUBJECT: Audit Committee Report

Enclosed is a draft of the Audit Committee Report which is required to be included in the
proxy statement. Two copies are enclosed — one of which is marked to show the changes from
last year. The changes from last year are to update all references to the “independent auditors” to
instead say the “independent registered public accounting firm.” The language of the draft Audit
Committee Report tracks the SEC’s requirements.

Please call me with any questions or comments at (212) 526-0546.
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AUDIT COMMITTEE REPORT

The Audit Committee of the Company’s Board of Directors is composed of four independent Directors and
operates under a written charter adopted by the Board of Directors. The Audit Committee is responsible for the
selection of the Company’s independent registered public accounting firm.

Management is responsible for the Company’s internal controls, the financial reporting process and preparation of
the consolidated financial statements of the Company. The independent registered public accounting firm is
responsible for performing an independent audit of the Company’s consolidated financial statements in accordance
with the standards of the Public Company Accounting Oversight Board (United States) and to issue a report
thereon, and issuing a report on management’s assessment of the effectiveness of the Company’s internal control
over financial reporting and whether the Company maintained effective internal control over financial reporting.
The Audit Committee’s responsibility is to monitor and oversee these processes. It should be noted that the
Committee members are not professionally engaged in the practice of accounting or auditing.

In this context, the Committee has met and held discussions with management and the independent registered
public accounting firm. Management represented to the Audit Committee that the Company’s consolidated
financial statements were prepared in accordance with generally accepted accounting principles. The Audit
Committee reviewed and discussed the consolidated financial statements with management and the independent
registered public accounting firm. The Audit Committee further discussed with the independent registered public
accounting firm the matters required to be discussed by Statement on Auditing Standards No. 61 (Communication
with Audit Committees), as amended.

The Company’s independent registered public accounting firm also provided to the Audit Committee the written
disclosures and letter required by Independence Standards Board Standard No. 1 (Independence Discussions with
Audit Committees), and the Audit Committee discussed with the independent registered public accounting firm
that firm’s independence.

Based upon the Audit Committee’s discussions with management and the independent registered public accounting
firm and the Audit Committee’s review of the representations of management and the reports and letter of the
independent registered public accounting firm provided to the Audit Committee, the Audit Committee
recommended to the Board of Directors that the audited consolidated financial statements be included in the
Company’s Annual Report on Form 10-K for the year ended November 30, 2006 for filing with the Securities and
Exchange Commission.

Audit Committee:

Thomas H. Cruikshank, Chairman
Michael L. Ainslie

Roger S. Berlind

Sir Christopher Gent

February __, 2007
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AUDIT COMMITTEE REPORT

The Audit Committee of the Company’s Board of Directors is composed of four independent Directors and
operates under a written charter adopted by the Board of Directors. The Audit Committee is responsible for the

| selection of the Company’s independent auditersregistered public accounting firm.

Management is responsible for the Company’s internal controls, the financial reporting process and preparation of
the consolidated financial statements of the Company. The independent auditorsregistered public accounting firm
are-js responsible for performing an independent audit of the Company’s consolidated financial statements in
accordance with the standards of the Public Company Accounting Oversight Board (United States) and to issue a
report thereon, and issuing a report on management’s assessment of the effectiveness of the Company’s internal
control over financial reporting and whether the Company maintained effective internal control over financial
reporting. The Audit Committee’s responsibility is to monitor and oversee these processes. It should be noted that
the Committee members are not professionally engaged in the practice of accounting or auditing.

In this context, the Committee has met and held discussions with management and the independent
anditersregistered public accounting firm. Management represented to the Audit Committee that the Company’s
consolidated financial statements were prepared in accordance with generally accepted accounting principles. The
Audit Committee reviewed and discussed the consolidated financial statements with management and the
independent auditersregistered public accounting firm. The Audit Committee further discussed with the

independent auditersregistered public accounting firm the matters required to be discussed by Statement on
Auditing Standards No. 61 (Communication with Audit Committees), as amended.

The. Company’s independent auditorsregistered public accounting firm also provided to the Audit Committee the
written disclosures and letter required by Independence Standards Board Standard No.1 (Independence
Discussions with Audit Committees), and the Audit Committee discussed with the independent audiorsregistered

public accounting firm that firm’s independence.

Based upon the Audit Committee’s discussions with management and the independent auditorsregistered public
accounting firm and the Audit Committee’s review of the representations of management and the reports and letter
of the independent auditersregistered public accounting firm provided to the Audit Committee, the Audit
Committee recommended to the Board of Directors that the audited consolidated financial statements be included
in the Company’s Annual Report on Form 10-K for the year ended November 30, 2085-2006 for filing with the
Securities and Exchange Commission.

Audit Committee:

Thomas H. Cruikshank, Chairman
Michael L. Ainslie

Roger S. Berlind

Sir Christopher Gent

February 27__, 20062007
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Holdings
Audit Committee
2/8/07

RESOLVED, that the Audit Committee hereby approves and adopts, pursuant to
the Committee’s Pre-Approval Policy for Independent Auditor Services, the revised Pre-
Approval Schedule for fiscal year 2006 (which is cumulative and supersedes the
Schedules previously adopted by the Committee for fiscal 2006), in the form submitted at
this meeting.
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LBI
Audit Committee
2/8/07

RESOLVED, that the Audit Committee hereby approves and adopts, pursuant to
the Committee’s Pre-Approval Policy for Independent Auditor Services, the revised Pre-
Approval Schedule for fiscal year 2006 (which is cumulative and supersedes the
Schedules previously adopted by the Committee for fiscal 2006), in the form submitted at
this meeting.
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Pre-Approval Schedule under Audit Committee Pre-Approval Policy

Approvals for Fiscal Year 2006
Dated February 2, 2007

(cumulative and superseding Schedules previously adopted for Fiscal 2006, and subsequent approvals to date)

(amounts in 000's)

RTTOTaT T
Fees approved approval requests |  Proposed proxy fee
Service* 2005 Fees through Nov. 14, 2006 | and adjustments disclosure

Audit
Annual Audit of the Consoliduted Financial Statements of LBHI and LBI (Including Quarterly Reviews) $ 9,700 9,700 9,700
Scope Increases - 750 750
Comfort Letters and Consents Related to SEC and Other Regulatory Filings and Issuances of Debt and Equity Securities 520 650 (55) 595
Statutory Audits of Financial Statements of Subsidiaries and Certain Other Affiliates Required by Law: -

United States 2,655 3,335 - 3,335

Eurape 2,061 3,200 90 3,290

Asia 1,239 2,015 - 2,015

Estimate For Statutory Audits of Financial Statements of Additional Subsidiaries - 75 (75) -
Total Audit 16,175 19,725 (40) 19,685
Audit Related
Agreed Upon Procedures Letters Issued to Rating Agencies for AAA Subsidiaries 1,300 1,550 1,550
Accounting Consultations for LBHI and Subsidiaries** 1,550 1,200 1,200
Audits of Other Consolidated Subsidiaries 490 484 484
Audits of Employee Benefit Plans 210 250 250
Estimate of Audits of Financial Statements of Additional Other Consolidated Subsidiaries - - -
Securitization and Verification Procedures 827 830 830
SAS 70 Procedures 600 1,000 40 1,040
Accounting Consultations and Financial Statement Due Diligence in Connection with Potential Acquisitions 200 200 200
Agreed Upon Procedures for Origination Morigage Subsidiaries 65 15 15
Investment Performance Track Record Review - European IMD Equity Strategies - 90 90
Regulatory Consultations Related to Implementation of Basel I (Germuny) - 60 60
Agreed Upon Procedures to Validate Client Revenues - 7
Asia Real Estate Track Record Review - 120 120
Asset Management related AUP letters (AIMR/GIPS) - 225 225
Total Audit Related 5578 6,031 40 6,071
Total Audit & Audit Related 21,753 25,756 - 25,756
Tax Compliance and Advisory Services
Global Transfer Pricing Study Analysis 200 750 750
Completion of Research and Development Credit Study 600 500 (50) 450
Federal Audit Suppon 200 135 - 135
Domestic and International Tax Compliance 1872 1,805 (215) 1,590
Domestic and International Tax Advisory Services 269 460 (190) 270
Total Tax Compliance and Advisory Services 3,141 3,650 (455) 3,195
Other Services
Accounting and Tax Consultations Associated with Investment Banking and Capital Market Transactions 430 500 . 500
Totat Other Services 430 500 - 500
Total $ 25,324 29,906 § § (455) 29,451

* All of the above services are consistent with the SEC's and PCAOB's disclosure requirements and rules on auditor independence.
P!

*+ Includes fees reluted 1o the use of the EY Online Accounting Resource.
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(amounts in 000's)

AQUITONar pre-
Fees approved approval requests |  Proposed proxy fee
Service* 2005 Fees through Nov. 14, 2006 | and adjustments disclosure
Other Fees Paid by Managed Entities
Audit & Audit Related
Neuberger Funds $ 2,680 2930 | 3 94 3,024
Other 1,090 360 1,450
Privae Equity 2,918 3,250 787 4,037
Total Audit & Audit Related 6,474 7,270 1,241 8,511
Tax -
Neuberger Funds 300 120 420
Other 1,110 1,100 (179) 921
Private Equity 2,581 4,500 81) 4,419
Total Tax 3,988 5,900 (140) 5,760
Total $ 10,462 13,170 | § 1,101 14,271

* All of the above services are consistent with the SEC's and PCAOB's disclosure requirements and rules on auditor independence.
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PRIVILEGED AND CONFIDENTIAL
ATTORNEY / CLIENT WORK PRODUCT

CORPORATE AUDIT REPORT

SARBANES-OXLEY 404(A)
2006 YEAR-END RESULTS

OVERVIEW

Corporate Audit provides senior management and the Audit Committee of the Board of Directors with an
independent assessment of Lehman Brothers internal control environment, including financial reporting
controls that are relevant to the Sarbanes-Oxley Act, Section 404(a) (Sarbanes). This report focuses on the
results of the Firm’s process to ensure compliance with the Act for the fiscal year ended November 30, 2006.

In 2004, the Public Company Accounting Ovérsight Board (PCAOB) issued standards that provide testing
guidelines for accounting firms to use when evaluating internal controls over financial reporting. Recent
SEC and PCAOB clarifications and interpretive guidance have been issued for comment and are designed to:

¢ Focus the audit on the matters-most important to internal control.--— - -- -
¢ Eliminate unnecessary procedures.
o Scale the audit for smaller companies.

¢ Simplify the requirements.

Refinements that Corporate Audit has made to the Firm’s Sarbanes process over the past two years are
consistent with the SEC and PCAOB guidance in a number of ways including:

o Established materiality guidelines.
e Defined and focused testing on primary controls.
o Applied an entity level general controls testing approach where possible.

This report includes a summary of the approach and conclusion of the 2006 attestation process. It represents
an update to significant information regarding the process, status and results that have been communicated to
the Audit Committee in prior reports. Testing findings are reported to management and the Audit Committee
using Corporate Audit’s standard findings categories (see Appendix A).

CONCLUSION

Lehman Brothers management is responsible for establishing and maintaining adequate internal controls over
financial reporting. The Firm’s internal control system is designed to provide reasonable assurance to
management and the Board of Directors that the published financial statements are prepared and presented in
a fair manner.

Lehman Brothers management conducted a thorough assessment during 2006 of the Firm’s internal controls
over financial reporting. The process used in making this assessment is consistent with industry standards
(e.g., the criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission in
Internal Control — Integrated Framework (COSO)).

As a result, management has concluded that the Company’s internal controls over financial reporting are
effective as of November 30, 2006.

The required certification, representiﬁg the Sarbanes attestation from management and Ernst & Young’s
opinion, is included in the Firm’s annual report.

LEHMAN BROTHERS Page |
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Corporate Audit
Sarbanes-Oxley 404(a) — 2006 Year End Results

OVERVIEW OF THE FIRM’S PROCESS TO COMPLY WITH THE ACT

Management of the Firm continues to focus and dedicate appropriate resources to ensure compliance with
Sarbanes attestation requirements. Corporate Audit works closely with management across the Firm to
refine the approach, help coordinate and drive the process, and ensure focus on sustaining the requirements.

As discussed in prior years, the requirements have raised the standards:

e Documenting and evidencing controls.

e Formalizing policies and procedures.

e Evidencing management review of the controls over financial reporting.

e Annual testing.

The Firm’s approach is designed to comply with the SEC’s requirements and also considers guidance from
the PCAOB. Finance and Corporate Audit work closely with Emnst & Young to ensure that our
interpretations of the rules are consistent and reflective of emerging industry practices. The process is
consistent globally and the overall approach is similar to prior years.

Define the Universe

The business, product and corporate infrastructure groups, across all regions of the Firm, have been divided

into “universe areas” that have been reviewed as part of the Sarbanes certification. The 2006 process

consisted of 301 discrete areas of review that were deemed material and contained relevant financial

reporting controls (see Appendix B). These areas are considered to be material based on internal criteria

developed as a guideline to evaluate the level of significance to the Firm’s financial statements. The criteria

includes an assessment of balance sheet, P&L, relative risk, assets under management and the PCAOB
" guidelines for general infrastructure and entity level controls.

The areas were determined using several sources including Corporate Audit’s Universe of Auditable Entities,
Finance’s Business Performance Measurement process, and the daily P&L.flash. The universe was vetted
with business line and senior management and cross-checked against the Firm’s significant financial
statement accounts for completeness. ‘

Product areas include controls across the front office and support areas from trade entry and capture through
price verification and reconciliation to the general ledger. Infrastructure areas include distinct processes and
controls in Finance, Operations, and Technology that are determined ‘largely through an analysis of the
financial reporting flow.

Develop Best Practice Control Objectives

A control model was developed for each universe area and consists of a set of best practice control objectives
that describe the control goals for the area. Control objectives represent the specific requirements to ensure
that the financial statements meet the assertions of: existence or occurrence, completeness, valuation or
measurement, rights and obligations, presentation and disclosure.

Areas with similar control structures may utilize the same control model; however, the framework allows for
having unique control models for each universe area. As per the PCAOB guidance, control models follow
the COSO framework in that each model considers the control environment, risk assessment, control
activities, information and communication and monitoring.

LEHMAN BROTHERS Page 2
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Corporate Audit
Sarbanes-Oxley 404(a) — 2006 Year End Results

Describe the Firm’s Controls that Achieve Objectives

Control templates for each area have been completed and describe the broad set of high level operating
controls that accomplish the stated objectives. Individual controls were identified as “relevant” or “not
relevant” to financial reporting in order to further refine documentation and testing requirements. Sarbanes
states that controls which are “key” to financial reporting must be documented and tested as part of the
meeting the attestation requirements. Relevant controls were determined based on interpretations of the
existing literature and scope presented in the SEC rule and the PCAOB guidance.

Control objectives reflect best practices of a controlled operating environment and control descriptions
reflect those controls that are in place to achieve the objectives. The Firm’s controls are described and
validated through management review, systematic walkthroughs and audit testing. It is left to the judgment
of the evaluators (management of the area, internal and external auditors) to determine if the identified
controls adequately achieve the objective. This is commonly referred to as “existence” and where there is an
existence gap, the evaluator will have to determine whether there are compensating controls.

Managemerit is required to review and approve control templates. The templates form the basis for
management documentation of the. controls structure within the universe area and audit testing results.
Where the template descriptions do not provide enough detail, further documentation has been obtained.

Note about service providers: Some financial reporting controls are performed by 3™ party service
providers. To support the overall attestation of an effective control environment, a list of the service
providers used by the Firm and their importance to the Firm’s financial reporting controls was developed and
evaluated. Where a vendor was determined to provide a relevant control that cannot or is not validated
internally, a SAS70 service auditor’s report was obtained and reviewed to determine the effectiveness of the
vendor’s overall control environment. Where no SAS70 was available, alternative procedures were .
performed to determine the efficacy of the 3 party control environment. :

Document Controls

The Sarbanes rule requires that controls are documented by management. While the template describes the
high level controls and structure, it is not always sufficient. Typically, documentation of policies and
procedures that describe why and how a control is performed are obtained to supplement the template. This
framework and supporting system (ICESys — Internal Control and Evaluation System) enable detailed
procedures to be linked to the template-level control description in order to provide a more complete
understanding of the controls. '

Test Controls

Controls deemed to be relevant to financial reporting were tested, results were documented and findings were
discussed with management. In 2006, 4,014 financial reporting controls were identified globally, a decrease
of 34% from the 6,100 in 2005. The decrease is driven by:

o Change in testing approach for IT applications (reduced approximately 1,200 controls).

e Change to a consolidated global testing approach for many IT infrastructure areas (reduced
approximately 300 controls reduction).

e Reconsidered materiality for equities and fixed income areas in Asia (reduced approximately 350
controls).

e  Other changes in approach to general controls and sample-based testing where standards and consistent
process have been implemented (reduced approximately 150 controls).

LEHMAN BROTHERS Page 3
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Corporate Audit
Sarbanes-Oxley 404(a) — 2006 Year End Results

Of the total financial reporting controls tested in 2006, 2,503 (62%) are considered to be primary versus
3,750 (62%) in 2005. Primary controls were tested based on professional standards and the guidelines
described below.

When control concerns or enhancements were identified in primary controls, secondary controls were
evaluated based on these same testing standards. Where no issues were found in primary controls, secondary
controls were evaluated using several methods including inquiry and observation, reduced sample sizes or
cyclical testing.

The testing plans incorporated sampling techniques that were reviewed with Ernst & Young and included
activity that occurred across the reporting period. Testing guidelines consider the frequency and type of
control as follows:

e Daily controls — A sample of between fifteen to twenty-five randomly selected days were reviewed.
Depending on the complexity of the control under review and the results of our test work, detailed test -
work was performed for a portion of the days selected. This test work included such things as re-
performance of a control to determine that the control was properly performed and follow-up on
exception items on a sample basis to evaluate whether exception items were properly resolved. Once a
comfort level was obtained that the control was operating as expected, the remaining days in the sample
were reviewed for existence and spot-checked for accuracy.

e Monthly controls — A sample of two months was selected for review. Test work for one month selected
included a complete review of the control, including re-performance on a sample basis. The results of
the first month’s test work determined the level of test work required for the second month selected.
Additional months may have been reviewed if additional exceptions were noted.

¢ Quarterly controls — Two quarters were selected and detailed testing was performed. The results of the -
first quarter’s test work determined the level of test work required for the second. Additional quarters
may have been reviewed if further exceptions were noted.

e Annual controls — Controls performed once each year as part of the Firm’s year-end financial process
were evaluated after the fiscal year closed.

e Transaction testing — For certain businesses, such as underwriting activity or.certain structured
transactions, controls are deal specific (e.g., committee approval) rather than daily or monthly. In these
cases, a sample of transactions was selected judgmentally and the performance of each significant
control over the process was tested. The size of the sample selected was determined by the complexity
of the activity under review, the volume of transactions, and the results of the initial audit tests.

e Application general controls — Due to the Firm’s progress in implementing standards, the testing
approach for application general controls was significantly streamlined (including logical access and
change management). In prior years, all Sarbanes relevant applications were tested. This year, a sample
of 90 applications was tested, including 65 applications considered to be relevant to financial reporting.
This representing approximately 1/2 of all designated “Sarbanes™ applications. The number of tests
performed for each application in the sample varied by control, but was significantly less than prior year.

Walkthroughs of key processes were conducted to determine testing scope and validate that documentation
reflected the control environment. Process walkthroughs and testing results are included in Corporate
Audit’s work papers and relied upon by E&Y to the extent possible.

As most testing occurs throughout the year, the communication of findings to management has been a
continuous process. Final reporting is similar to that of other Corporate Audit activity as follows:

o Findings have been assigned findings category for audit reporting purposes (material weakness, control
concern, control enhancement, and efficiency opportunity), discussed with the appropriate managers of
the area and captured in Corporate Audit’s Audit Comment Tracking (ACT) system.

LEHMAN BROTHERS Page 4
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Corporate Audit
Sarbanes-Oxley 404(a) — 2006 Year End Results

¢ Action plans with owners and due dates were developed by management. Many findings were addressed
during the year and controls were retested to ensure proper resolution.

* Reports are in the process of being issued. Because of the 4™ quarter testing requirements, many of these
reports are not yet formally issued; however, test results have been confirmed with management and the
majority of findings have been logged with action plans, owners, and dates

¢ Follow-up will be ongoing for all outstanding action plans.

Management Review and Sign-off

During the year, management at various levels has been reviewing with Corporate Audlt and thelr teams the
documentation, testing results and status of progress towards meeting the certification requirements.

At the conclusion of testing, final meetings were held with all levels of management in the organization to
formally discuss the results of the test work and status of action plans. The process led to a layered sub-
certification by approximately 652 individuals, who certified that they have designed the controls, or caused
them to be designed, to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting
principles. This includes 582 line managers (See Appendix C), approximately 57 senior level executives
(See Appendix D), and the Corporate Audit management committee of 13 individuals (see Appendix E).

TEST RESULTS
Summary

As discussed, testing findings have been communicated to management and reports are being finalized and
issued. Progress has been made throughout the year to address findings, some being addressed immediately.
Other findings require automation or longer lead tlmes to complete and will be included in our standard
follow-up and reporting activities. - - S

o Material Weaknesses

o No material weaknesses were identified in the Firm’s internal controls over financial reporting.

e Control Concerns

o The majority (81%) of individual testing findings relate to 12 of themes reported to the Committee in
2004, 2005 or 2006. These findings and status are described in greater detail later in this report. .

o Findings related to internal risk management controls account for 13% and are dlscussed in the
separate CSE report to the Audit Committee.

o Other findings (6%) represent the areas where evidence of management review and authorization
was needed along with sporadic opportunities to strengthen segregation of duties controls. :

o Management is in the process of developing and implementing action plans to.address the individual
findings.

e Control Enhancements and Efficiency Opportunities

o While the primary focus has been on addressing findings in the control concern category,
management is also focused on addressing control enhancements and efficiency opportunities.

LEHMAN BROTHERS Page §
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Corporate Audit
Sarbanes-Oxley 404(a) — 2006 Year End Results

Update on 2004 Findings Themes

e IT controls for specific systems applications, particularly access security, functional segregation of
duties, and change management

IT management has made significant progress over the past several years implementing standards for
these technology general controls. As a result, Corporate Audit was able to streamline testing in 2006
and use sample-based techniques. Testing indicated the following;:

o

The Firm’s solution for access security, Total Access Control (TAC), is effectively implemented for
a significant number of the Firm’s applications, including all that are deemed relevant to financial
reporting. Enhancements are being developed to further automate access controls and IT continues
to roll out TAC across the Firm’s applications.

Trade authorization controls have been implemented for many of the Firm’s trade capture systems.
In addition, IT is rolling out an entitlements process that will allow for discreet tailoring of access
privileges granted to individuals, which will become part of the Firm’s access control standards.

The change management standard has been largely implemented for a sig_niﬁcdnt number of the
Firm’s applications, including all that are deemed relevant to financial reporting.

Testing exceptions and areas for enhancement were noted mcludmg the following:

(o}

Exceptions with reviewing and approving changes made directly into the Firm's productzon
environment; IT continues to refine this standard and develop more scalable tools to make it easier
to achieve compliance.

Implement metrics and supervisory processes to monitor compliance with these standards and
broaden them across the Firm's applications.

o  Documentation and timeliness of Product Control policies and procedures

Product Control continues to make progress enhancing the quality and timeliness of documentation
supporting daily and monthly activities.

O

(o}

Developed policies and procedures for price verification methodology and monthly process.

Standardized price testing procedures and improved management reporting and monitoring.

Testing identified areas for enhancement including the following:

O

o}
[}
o

Ensuring documentation is in line with the policy for timing adjustments.
Improving the process of evaluation and resolution of deferrals and aged timing adjustments.
Developing procedures for monitoring accounts coded as “not live” for P&L.

Demonstrating price testing completeness for certain products.

o Formal model validation policies and procedures

Significant progress has been made to enhance controls over the Firm’s valuation models.

o

Formal procedures have been established including model control committees and procedures to
provide notification, testing, documentation and approval of new models and changes to models.

LEHMAN BROTHERS Page 6
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Corporate Audit
Sarbanes-Oxley 404(a) — 2006 Year End Results

o Application Change Management processes and an automated tool for tracking new models and
enhancements have been implemented to properly control and ensure appropriate sign-off on
valuation models.

o Quantitative Risk Management has enhanced the documentation maintained to evidence the specific
independent procedures performed to test new/revised models.

Continued focus is required for the following:

o Developing a process to ensure that the methodology for all model-related valuation adjustments is
properly documented by Product Control.and reviewed and validated by Quantitative Risk
Management.

o Enforcing new standards for the procedures and timeframe for granting temporary model approval.

o ' Documentation and analysis around confirmations backlog

o With the involvement of the Federal Reserve Bank of New York, fourteen major dealers agreed to
reduce the number of outstanding confirmations for credit derivatives trades.

¢ Specific reduction targets were established, and market participants agreed to adopt a protocol
that requires counterparties to obtain consent when transferring a derivative transaction.

¢ The Firm has successfully met all of the benchmarks established and continues to provide
monthly metrics to the regulators.

. o The market participants are now working to improve the efficiency of the equity denvatnves market
and monitor the interest rate, currency and commodity derivatives markets.

o Unlike credit derivatives, where the backlog of unconfirmed trades stemmed from volume, Equity
Derivatives backlogs relate to the need for industry-agreed standard trade documentatlon and the use
of paper confirmations rather than electronic platforms.

o The major dealers agreed with the Federal Reserve to reduce the number of outstanding
confirmations greater than 30 days by 25% by January 31, 2007. The Firm was able to exceed this
target by reducing the outstanding confirms by approximately 50%. : : .

o The next stage of this process will be to explore alternatives for automating confirmations using
industry utilities (e.g., DTCC).

e Documentation and management review of Legal Entity Control appllcatton of new accountmg
policies and financial statement footnotes

o Significant enhancements to the legal entity control framework and certification have been.

o Documentation and review procedures for financial statement footnotes are improving, particularly
for derivatives. However, the process for obtaining disclosure information continues to be manual. - -

Management continues to focus on:
o Broadening legal entity control review.

o Ensuring the timeliness and completeness of documentation supporting footnote disclosures.
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o Timing of certain reconciliations

Standards and process enhancements have been implemented to improve the timeliness of the specific
reconciliations identified in 2004.

Since aspects of these enhancements are still manual or tactical, management should continue
implementing automation plans for these reconciliations.

o Infrastructure surrounding the Fund of Funds derivatives business

Enhancements have been made to the Fund Derivatives infrastructure including improvements to daily
P&L controls, risk management methodology, system reconciliations and the month-end close process.

Further enhancéments should continue to be implemented including:

o Complete migration of the daily P&L process from spreadsheets to Firm systems.

o Automate cash reconciliations. o

o Ensure new deals are properly reviewed with full information and sign-off by the front office.
o

Provide support.and management review for all deferral balances.

Update on 2005 Findings Themes

e Continue to automate and enhance key reconciliations and reduce reliance on manual processes
including spreadsheets

Due to the Firm’s extensive set of products and systems, the accuracy of financial reporting is reliant on
numerous reconciliations and control processes, some of which are manual and spreadsheet based.

Progress has been made on specific reconciliations and spreadsheets identified in 2005. Management
should continue to implement plans to automate and enhance reconciliations that will facilitate more
timely resolution of differences as well as migrate onto Firm standard systems to improve controls.

Testing identified specific opportunities to automate reconciliations and spreadsheets.
o Enhancing IT data feed standards to help automate and improve completeness controls.

o Complete the automation of trade reconciliations between trade capture, risk management and P&L
systems.

o Improving the timing of break resolution for certain products.
o Enhancing the automation of estimated versus actual cash reconciliations.

o Migrating control processes from spreadsheets to standard systems for specific structured products.

There are a number of strategic initiatives underway to address these.
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¢ Enhance documentation standards and ensure adherence to policies and procedures for new and
structured product deal review and implementation

Significant progress has been made to formalize and enhance new business and transaction review and
committee oversight. Additional oversight procedures have been implemented to ensure that appropriate
approval is given in a complete, consistent and timely manner. As previously mentioned, these
enhancements include the following:

o The Internal Control Committee Governance and Oversight group was formed.
o New committees were established and committee review practices were enhanced.

o Corporate Audit is finalizing reviews of committee oversight and key committees required by CSE.

Management should continue to ensure that new products and transactions are appropriately presented
and reviewed by the oversight committees of the Firm.

o Continue to enhance documentation and controls over the reporting of financial information related
to consolidated real estate positions .

" Management has significantly increased controls around the accumulation of financial data, which
supports the consolidation of commercial real estate debt and equity investments under FAS 94 -
(Consolidation of all Majority-Owned Subsidiaries) and/or FIN 46R (Consolidation of Variable Interest
Entities).

o Product Control implemented a quarterly sample review of investments’ capital structure, litigation
status and balance sheet.

o Financials are received for many of the investments.

Management should continue to obtain and review financials for these investments and increase the
number of audited financial statements received. '

o Continue to enhance timeliness and review of underlying securitization documentation for
compliance with the “Qualified Special Purpose Entity” rules of FAS 140

There continues to be a significant focus in the market place and by the regulators on the application of
the Qualified Special Purpose Entity rules of FAS 140. These rules are very complex and require the
review of substantially all of the documents related to each securitization. The misapplication of these
rules could require the consolidation of the securitization onto the Firm’s books and records.

Documentation and management review of each securitization is important and should be completed
prior to closing each deal in order to resolve any issues before the securitization is finalized.
Enhancements have been made to the documentation and review process.

o Product Control documentation checklist has been completed and appropriate information is being
provided to Accounting Policy for review and validation.

o Accounting Policy reviews 50% of deals prior to the 10-Q and 80% of all deals prior to 10-K filing.

Management should continue to enhance the timing of the review of each securitization in order ensure
that issues can be resolved before securitizations are finalized.
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e Enhance controls over monitoring and documentation of FAS 133 hedging requirements

The FAS 133 rules related to hedge accounting are very complex and have received a lot of attention
recently by the SEC. Further guidance was provided by the SEC as to the application of certain aspects
of FAS 133 and in particular the application of the short cut and long haul hedging methodologies.

Treasury currently uses the long haul method. Management has substantially completed enhancements
to monitoring controls and documentation to demonstrate compliance with FAS 133 including;

o Written procedures for trade verification and hedging methodology were implemented.
o A documentation checklist and hedging template was developed and implemented.

Given the complexity of this accounting standard, it is important that further enhancement plans are
implemented including streamlining reconciliations and documentation procedures.

2006 Findings Themes

Based on 2006 ‘testing to date, the following themes have been identified. These findings to not include the
results of testing internal risk management controls as required by CSE. These are discussed in a separate
report to the Audit Committee.

o Strengthen the control infrastructure for the EMG FX business

o While the EMG FX business is not material in size, the control infrastructure required enhancements
due to technology limitations and resource attrition.

o This resulted in reconciliation differences that were not resolved on a timely basis.

Enhancements to the control infrastructure for this business have been implemented or are underway.

o Strengthen the control infrastructure for the Equity Volatility business

o In 2006, volume and complexity of the OTC Equity Derivatives business significantly increased and
the implementation of the new front end trade capture and risk management system (“Euclid”) was
slower than planned.

o This resulted in continued reliance on manual and spreadsheet based controls and created a
reconciliation backlog (although the percentage declined as volumes increased).

While progress continues to be been made and tactical enhancements have been implemented, the
growing volume and complexity of this business makes it important for management to continue to
aggressively focus on maintaining manual controls and completing the implementation of Euclid and
other strategic technology enhancements.

o Continue to enhance timeliness and review of underlying securitization documentation for
compliance with the “Qualified Special Purpose Entity” rules of FAS 140

As previously discussed, management should continue to enhance the timing of the review of each
Securitization in order ensure that issues can be resolved before securitizations are finalized.
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APPENDIX A
Sarbanes-Oxley 404(a) — Findings Categories

Findings that are identified through Corporate Audit’s review and testing activities are reported in the
categories below and defined as follows:

Material Weaknesses' — This category is reserved for control items of a serious nature, that pose a
significant risk and for which there are no compensating controls within the organization. A material
weakness is reportable under Section 302 and 404 of Sarbanes-Oxley and would qualify the outside auditor’s
opinion of the Firm’s financial statements. All material weaknesses would be reported to the Audit
Committee and the Firm’s Operating Exposures Committee immediately upon discovery.

O &% &%
00 00 o

Control Concerns — This category is reserved for control items that pose a risk to the internal control
structure within the audited area and which if left unresolved could create legal, financial, regulatory,
operational, or reputation risk to the Firm. However, the concern is mitigated by other controls within the
organization and is therefore not a material weakness.

Business unit management is expected to address and resolve these findings as an immediate high priority.

>

s
X3

)
*
X3

o
6

Control Enhancements — Findings ranked as control enhancements do not pose a significant risk but rather
are controls that could be enhanced to further reduce risk. The risk typically does not extend beyond the
audited area or if it does, it is not viewed as significant.

It is expected that business unit management address and resolve these issues with an action plan that
concludes in a reasonable amount of time.

00 % o
O G O

Efficiency Opportunities — Throughout the course of an audit, opportunities to enhance operational
efficiency will come to light. These findings typically pose no control risk and are designed to provide ideas
to improve the work flow or structure of a business process in order to save money.

K K T )
LR .'.’

! A material weakness is a significant deficiency, or combination of significant deficiencies, that results in more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not be prevented or detected. (PCAOB — 2004-001, paragraph 10)
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APPENDIX B
Sarbanes-Oxley 404(a) — 2006 Universe

Division Region Business
Capital Markets Prime Services Americas Equity Financing - Stock Loan
Americas Equity Swaps & Yield Enhancement
Americas Financing (CFU)
Americas Futures (includes Listed Derivatives in London & Asia)
Europe Credit / EMG Financing
Europe Equity Financing - Stock Lending
Europe Equity Swaps
Europe Financing (CFU) - Liquid Markets Financing
Europe Financing (Reverse Repos) - Bankhaus Frankfurt
Europe Futures
Europe Prime Broker
Europe Statistical Arbitrage
Europe Strategic Transactions Group
Europe Yield Enhancement
Corporate Advisory Americas Derivatives Trade Confirmation Process
Asia Documentation (Masters, Confirms) - TMG Group
Europe Derivative Documentation (Masters, Confirms)
Equities Americas Cash Equities - US
Americas Convertibles
Americas Equity Structured and Flow Volatility
Americas Program Trading (includes ETFs & Index Arb)
Asia Cash Equities - Japan '
Asia Equity OTC Derivatives - Asia
Europe Equity Strategies
Europe Execution Services (Cash Equities, Program Trading and Proprietary Trading)
Europe Volatility
Finance Americas Accounting Policy
Americas Accounts Payable - Processing
Americas Asset Management Finance (2006)
Americas Auditor Services-SOX Section 201 & 202
Americas B/S Close - Consolidation
Americas B/S Close - Futures/FX
Americas B/S Close - Inventory
Americas B/S Close - Stockholders Equity
Americas B/S Control and Validation
Americas Cash Management
Americas Corporate Reserves (Credit|Valuation|Legal)
Americas Corporate Tax Department
Americas Deferred Compensation & Pensions
Americas External Reporting
Americas Fin Ops Regulatory Reporting
Americas Fixed Assets
Americas Mutual Fund Fees
Americas NB Production Compensation
Americas NB/ARMS AUM
Americas Non-Personnel Expenses (NPE)
Americas Payroll & Benefits
Americas PIM Finance (2006)
Americas Private Equity Direct investment
Americas Private Equity Fund Fees
Americas Revenues & P&L Reporting
Americas Sales Commissions
Americas Separate Account IA Fees
Americas Stock-based Compensation
Americas Treasury
Asia Accounts Payable
Asia Cash Management
Asia Cash Management 2
Asia Employee Benefits - Deferred Comp/Pensions/OPEB
Asia Employee Compensation - Payroll/Stock
Asia Expense Close - P & L Mgmt/Expense Mgmt
Asia Financial Statement Close and Legal Entity Control
Asia Fixed Assets/Intangibles
Asia Regulatory Capital
Asia Treasury - FX Exposure Management
Europe Accounts Payable
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Division Region Business
Europe Cash Management
Europe Deposits Schuldscheine - Bankhaus Frankfurt
Europe Employee Benefits - Deferred Comp Pensions OPEB
Europe Employee Compensation - Payroll/Stock
Europe Expense Close - P& Mgmt/Expense Mgmt
Europe Fixed Assets
Europe FSCP - Bankhaus Frankfurt
Europe FSCP - Externally accounted Cos Real Estate
Europe FSCP - Mortgage Origination
Europe FSCP - Other
Europe FSCP - Real Estate
Europe FSCP - Regulated Entities
Europe FSCP - Treasury
Europe FSCP - Zurich LBF
Europe Product Control - Central
Europe Regulatory Reporting
Europe Revenue Close - P & L Mgmt/Expense Mgmt (Revenue Process)
Europe Treasury - Short-Term and Long-Term Debt
Fixed iIncome Americas Bank Loans/Relationship Lending
Americas CDOs - Cash
Americas CDOs - Synthetics and Exotics
Americas Commercial Real Estate - Conduits/Large Loans/CMBS
Americas Commercial Real Estate - Mezzanine & Equity
Americas Credit Default Swaps - US
Americas Credit Products - High Grade
Americas Credit Products - High Yield
Americas FID Derivative Settlement
Americas Foreign Exchange - Options and Proprietary
Americas Foreign Exchange - Spot/Forward
Americas Governments
Americas interest Rate Products - Core Derivatives
Americas Liquid Markets Prop
Americas Mortgages - Residential Real Estate (Whole Loans)
Americas Mortgages - Secondary Trading/Asset Backed Securities (Resid
Americas Muni Derivatives
Americas Municipal Bonds
Americas Municipal Structured Products
Asia Credit Products (High Grade/High Yield Preferreds|Eur (Cros
Asia High Yield - LIQ SEA
Asia High Yield - Non LIQ Korea
Asia Interest Rate Products - Core Derivatives (Asia Agency FID)
Asia Japan High Yield
Asia Non Performing Loan
Asia Performing Loans
Asia Real Estate Owned Assets
Asia SCT - Bonds Options
Asia SCT - CLN and CDS
Asia SCT - CSO/ASO
Evrope Bank Loans - Bankhaus
Europe Bank Loans/Relationship Lending
Europe CDOs - Synthetics and Exotics
Europe Credit Products - Corporate Bonds
Europe EMG Credit
Europe EMG Local Markets
Europe Foreign Exchange - Options
Europe Foreign Exchange - Spot/Forward
Europe Fund Derivatives
Europe Governments
Europe GPS - Europe
Europe Interest Rate Products - Core Derivatives
Europe MBS Trading Captive
Europe OTC Interest Rate Exotics - Exotics
Europe Real Estate - Europe
Europe Structured Credit Trading
Global Risk Management Americas Credit Risk Management
Americas Model Validation
Americas MPE Framework
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Division Region Business
Americas VaR Framework
Global Trading Strategies Americas Global Trading Strategies
Information Technology Americas Application General Controls Compliance
Americas Backup and Recovery
Americas CATs - Cash and Credit
Americas Change Management
Americas Data Centers
Americas Databases
Americas Dynamix
Americas Entitlement Modeling System (ELMO)
Americas Equity Prime Brokerage Systems
Americas Incident Management (IT Security)
Americas India IT - Business Continuity Management (BCM)
Americas India IT - Infrastructure Change Management
Americas India IT - Networks
Americas India IT - Problem Management (IT Operations)
Americas India IT - SDLC
Americas IT Infra (Europe) - BCP
Americas IT Infra (Europe) - Data Centre
Americas IT Transition (India) - Database Support
Americas Job Scheduling
Americas Key Reconciliations and Interface Controls
Americas LehmanLive
Americas Networks Perimeter
Americas Operating Systems (AS/400)
Americas Operating Systems (Mainframe)
Americas Operating Systems (Solaris and Linux)
Americas Problem Management (IT Operations)
Americas SIMS Payout Application
Americas Single Sign-On (SSO)
Americas Total Access Control (TAC)
Asia BOJ-Net
Asia CitiDirect
Asia Data Center
Asia MIZUHO
Asia SMBC
Asia UFJ
Europe Automated Market Maker
Europe BACSTEL-IP
Europe Capstone - General {T Infrastructure
Europe Data Centre
Europe EUCLID
Europe GMC (MINT)
Europe GSSR
Europe Key Reconciliations and Interface Controls
Europe (0]:]]
Europe SnM
Investment Banking Americas Corporate Finance Advisory and M&A
Americas Syndicates - Equities
Americas Syndicates - Muni/Mortgages/Structured Finance
Americas Syndicates- FID Credit Products
Europe Corporate Finance Advisory and M&A
Europe Debt Capital Markets
Europe Equity Capital Markets
Investment Management Americas Asset Management Research (2006)
Americas Capital Advisory - Corporate and Executive Services (2006)
Americas Capital Advisory - Legacy Partners and Venture Capital (2006)
Americas Capital Analytics Fund Accounting (2006)
Americas Closed End Funds (2006)
Americas Fund Administration (2006)
Americas Fund Advisory Services (2006)
Americas Hedge Advisor Program (2006)
Americas Hedge Fund Minority Interests (2006)
Americas Investment Partnerships (2006)
Americas LBAIM Americas - Fund of Funds (2006)
Americas LBAIM Americas - Single Manager Hedge Funds (2006)
Americas LBTC - Account Closing (2006)
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Division Region Business
Americas LBTC - Account Opening (2006)
Americas LBTC - Annual Investment Review (2006)
Americas LBTC - Bank Secrecy Act/Anti Money Laundering (2006)
Americas LBTC - Collective Investment Funds (2006)
Americas LBTC - Compliance Monitoring and Affiliate Activity (2006)
Americas LBTC - Custody Services (2006)
Americas LBTC - Customer Statements (2006)
Americas LBTC - EMM Conversion (2006)
Americas LBTC - Investments (2006)
Americas LBTC - IRA (2006)
Americas LBTC - Management Supervision (2006)
Americas LBTC - NAV Calculation (2006)
Americas LBTC - Regulatory Reporting (2006)
Americas LBTC - Special Asset Administration (2006)
Americas LBTC - Third Party Service Providers (2006)
Americas LBTC - Trust Middie Office (2006)
Americas LBTC - Wealth Asset Management (2006)
Americas Lehman Brothers Private Equity Funds Investment Advisors (2006)
Americas Liberty View (2006)
Americas Managed Account Group (2006)
Americas Manager Access Program (2006)
Americas NB Tech Fund (2006)
Americas Neubridge (2006)
Americas Performance Reporting - Asset Management Division (2006)
Americas Performance Reporting - Mutual Funds (2006)
Americas PIM Branches (2006)
Americas Portfolio Advisory (2006)
Americas Portfolio Management - Cash Management - LBAM, LLC (2006)
Americas Portfolio Management - Equity - NB, LLC (2006)
Americas Portfolio Management - Equity - PAM (2006)
Americas Portfolio Management - Fixed Income - LBAM, LLC (2006)
Americas Portfolio Management - Fixed Income - NB, LLC (2006)
Americas Portfolio Management - Fixed Income - PAM (2006)
Americas Portfolio Management - Mutual Funds (2006)
Americas Private Equity New York (2006)
Americas RFP Services (2006)
Americas Security Lending/Borrowing - Mutual Funds (2006)
Americas Shareholders Operations (2006)
Americas Sub-advised Accounts (2006)
Americas Texpool Participant Services (2006)
Americas Treasury Auction (2006)
Americas Wealth Advisory (Tax and Estate Planning) (2006)
Mortgage Capital Americas Appraisal Department
Americas Appraisal Department
Americas Broker Loan Origination: Pacific
Americas Broker Loan Originations
Americas Broker Loan Originations - Southeast
Americas Bulk Purchases
Americas Closing & Funding Departments
Americas Correspondent Flow Originations
Americas DE & NJ Branches
Americas Finance - ALS Financial Statement Close
Americas Finance - ALS Treasury (Wire Transfers)
Americas Finance - BNC Accounting Operations
Americas Finance - BNC Financial Statement Close
Americas Finance - BNC Wire Transfers
Americas Finance - Financial Statement Close
Americas Finance - Treasury Funding
Americas Master Servicing
Americas Operations Control - Balancing (bua)
Americas Sales Compensation
Americas Sales Compensation
Americas Servicing - Cashiering
Americas Servicing - Default Administration
Americas Servicing - Escrow Administration
Americas Servicing - Investor Relations
Americas Servicing - Sales and Acquisitions
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Division Region Business
Europe Lynx - Preferred Mortgages Limited
Europe Lynx Southern Pacific Mortgages Limited
Europe Preferred Mortgages Limited
Europe Southern Pacific Mortgage Ltd
Europe SPML - Great Plains
Operations Americas Branch Operations - Neuberger Berman (2006)
Americas Branches Operations - PIM (2006)
Americas Clearance and Settlement
Americas Client Reporting - Asset Management (2006)
Americas Client Reporting (AXYS) (2006)
Americas Corporate Actions
Americas Margin
Americas Mortgage Allocation
Americas Operations Control - Balancing
Americas P & L Close
Americas Portfolio Administration - Asset Management (2006)
Americas Portfolio Services - Asset Management (2006)
Americas Receivables and Payables
Asia Cash and Stock Reconciliation
Asia Corporate Actions
Asia Margin
Asia Stock Segregation
Europe CASE
Europe Clearance and Settlement
Europe Client Money Segregation
Europe Corporate Actions tncome
Europe Corporate Actions Reorg
Europe Custody - ITS
Europe Derivatives Settlement
Europe eClerx
Europe Firm Balancing
Europe Margin
Other Asia Client Money Segregation
Europe Corporate Tax and VAT
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APPENDIX C
Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

TEXT OF ELECTRONIC CERTIFICATION

I hereby certify that, as of the date hereof:

1. Thave reviewed the attached template(s) and acknowledge that those internal controls over financial reporting* for
Lehman Brothers Holdings Inc. and its consolidated subsidiaries (together, the Company) indicated as belonging to
my functional area (the Applicable Controls) are accurately described in the attached template;

2. There are no significant internal controls over financial reporting for which 1 am responsible that are not identified
within the associated template(s);

3. lamresponsible for establishing and maintaining the Applicable Controls for the Company and have designed the
Applicable Controls, or caused them to be designed under my supervision, to provide reasonable assurance
regarding the reliability of financial reporting of the matters covered by the Applicable Controls and, to the extent
that it is my responsibility, the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles (GAAP);

4. Ihave tested, participated in testing, and/or reviewed testing results of the Applicable Controls to ensure that they
are operating as designed;

5. Changes, if any, in the Applicable Controls that occurred during the Company's most recent fiscal quarter are
disclosed in the associated template(s);

6. Except as disclosed in the associated template(s), there are no significant deficiencies or material weaknesses in the
design or operation of the Applicable Controls, or, to my knowledge, of any of the Company's other internal controls
over financial reporting, that are reasonably likely to adversely affect the Company's ability to record, process,
summarize and report financial information; and

7. 1am not aware of any fraud, whether or not material, and whether in my area of responsibility or otherwise, that
involves management or other employees who have a significant role in the Company's internal control over
financial reporting.

By clicking on the "Certify" link, I am asserting that the above statements are true as of the date of my action. I have
noted any exceptions in my comments.

The term intemal control over financial reporting is defined as a process designed [by, or under the supervision of, the Company's principal

executive and principal financial officer and effected by the Company's board of directors, management and other personnel,] to provide reasonable

assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with GAAP

and includes those policies and procedures that:

1)  pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the transactions and dispositions of the assets of
the Company;

2 ) provide reasonable assurance that transactions are recorded as necessary 10 permit preparation of financial statements in accordance with
GAAP, and that receipts and expenditures of the Company are being made only in accordance with authorizations of management and
directors of the Company; and

3 ) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or disposition of the Company's
assets that could have a material effect on the financial statements.
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

SUMMARY OF ELECTRONIC SIGNERS BY AREA

Number of Individuals

Sign-off Business Area

Asked to Certify

 Business DevelopmentServices 2
_Capital Markets Prime Services . .~ 14 |
. Corporate Advisory L
Corporate Real Estate 5
Equities , 19
" Executive & Administration ) 12
Finance IV LY A
! Fixed | Income o . 54
- Global Prmcnpal Strateglesv - 1
| Global Risk Management o
. Global Trading Strategies 3
Human Resources _ .10 :
_Information Technology 21

* Investment Banking

_InvestmentManagement . &
Mortgage Capital 29
: Operations S 14

LIST OF ELECTRONIC SIGNERS

Reguired Signer

Carol Dewar

. Business Development Services

Robin M Yenk - Business Development Services :
‘BenChalice ___ CapitalMarkets Prime Services |
Dave W Lohuis . Capital Markets Prime Services =
_ Gunner C Burkhart, o ) . Capital Markets Prime Services
" lan R Maynard o _ ! Capital Markets Prime Services = !

JanetTHurley
: Jeffrey D Jennlngs B
. John C Nicholson
“JohnF Coghlan
~ Paul F Brannan
~ Paul John Draper _
Peter M Sugarman . .
. Peter N Barrowcliff
"RonHFiller
. Terrence Burke
. Aaron O Johari

.., Capital Markets Prime Services
.. Capital Markets Prime Services
! Capital Markets Prime Services
- Capital Markets Prime Services
- Capital Markets Prime Services
. Capital Markets Prime Services
~ Capital Markets Prime Services
...~ Capital Markets Prime Services S
.., Capital Markets Prime Services
_Capital Markets Prime Services

| Corporate Advisory

Andrew Maclean ~ Corporate Advisory - -
. Angela Knott Corporate Advisory e
| Bhavesh Dattani Corporate Advisory |

- Bob Guglielmo

Courtney Jenkins A

DavidN Swanson
~ Huw W Merriman

Naheed Yacub

. Corporate Advisory
" Corporate Advisory )

_Corporate Advisory
- Corporate Advisory
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Required Signer . Admin Division

~ Piers A Le Marchant i Corporate Advisory

_Rosalind AMason : Corporate Advisory
Scott E Willoughby . Corporate Advisory
Ser Kiat Tan ' . Corporate Advisory
Stephen M Lukow Corporate Advisory
Zdenka S Griswold v , ~ Corporate Advisory
Eugene J Mianti . Corporate Real Estate

. Joseph DeGregorio _...Corporate Real Estate
Lee Mitchell . Corporate Real Estate

~Mark J Marcucci . Corporate Real Estate

Stephen J Coogan Corporate Real Estate
“AbdelkermKarim [ Equites
~ Benjamin A Fuchs - Equities
Chris Wendel Equities
Duff Bergquist Equities
Gerald A Donini Equities
Jeffrey Radtke _ Equities
JoeJCorcoran ~~ _  [Equities
~John Lane Lowrey - Equities
| KevinMMurphy | Equities : ;
Mark | Rutherford * Equities :
MartinSPatterson _~ Equities
~Matt W Johnson . Equites
Rachid Bouzouba . .Equities
Richard J Gatward Equities
- RobArancio . Equtes
- Sam J Ruiz - Equities
Siggi Thorkelsson o | . Equities
Stephen Melville Robert K - Equities
TimBGould . . .. . Equites ,
Anthony Setaro Executive & Administration
Eric Edington Executive & Administration
James R La Piedra - Executive & Administration
. John S McDougall . .. .. . :Executive & Administration
Ken Damstrom . Executive & Administration ,
- Maria DiCarlo Cofell o ... Executive & Administration =
- Mark Kendal Skelton . " Executive & Administration
_NicolaRead . __ . _ Executive&Administration
Rich O'Brien - Executive & Administration
Roger Goble S , - Executive & Administration
Ron J Geraghty Executive & Administration
Steven Holm_ .. Executive & Administration
- Ajay K Bolaky - Finance
AliBaradar | . Finance
Andrew M Nelson ~ Finance
Andrew T Homan . .., Finance
Andrew V Bailey . Finance
Annayu _ . Finance
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APPENDIX C
Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Required Signer Admin Division
- Anthony Stucchio . Finance
AntonyJRush _Finance ) :
* Anuraj Bismal " Finance o _
_BarryMJones . Finance .
- Bill T Burke . Finance

‘BjomSolberg _ __ __ Finance
Bob Wharam Finance

" Brad Heine ‘ , . Finance
* Brian Breakstone ~ Finance
Brian Nicholson | ~Finance
Brian Potasiewicz Finance
Brian Sciacca =~ . ~, Finance
Bruce J Aiello.  Finance |
. Carlo Pellerani _ L _ _Finance = _
Cheng Liu ~Finance f
Chris J Deegan_ . - .- .... iFinance - -
Christian Fischer . Finance |
_Clare Christofi = _Finance |
Clive Turner - Finance :
. Craig Howell . Finance
Craig L Jones " Finance
Cynthia Flackman _ o Finance
Damon R Lerner , . Finance
 Daniel Fleming o . Finance
Daniel Hood ~ Finance
-DarryiR Steinberg ~~~~~__ Finance
Dave S Rushton _ _ Finance
. DavidGrogan . . :Fimamce .
DavidN Lau ' Finance "
Deborah M Nordell . ...... ... . iFinance_ _ .
. Dilruk Jayamanna - Finance
DivyeshChokshi ~~~~~~  Finance
Dominic | Gibb ' . Finance
~Dunstan Gotham S _Finance
, Edwin Corneiro _ . Finance
Elliot Attie _ Finance
Enrico Edward Gironi .. _Finance
Eric D Larson - Finance
Erik R Addington . .. Finance
F John Ambrose - Finance
Fred E Steinberg. .. . Finance
Gareth M Bowen ~ Finance
Geoff L Spindler * Finance
GeradJFox ~~ ~~ Finance
~ Gilda Yee-Kurre ,  Finance
Graham F Kettle L . Finance
LEHMAN BROTHERS Page 4
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Required Signer Admin Division
" Graham P Burr . Finance
,GrantAMcPherson ~  Finance
 Gregory lto ~ Finance
Heidemarie U Echtermann : . . Finance
~ Herbert Moos ~ Finance
_lan Anthony William Sandl Finance
lan Harris ~ Finance
lan Walker _ - Finance
_Jacqueline Dolby , . Finance
.JamesCConnely _ _  _ ___ :Finance
. James C Morrison o , | Finance
JamesGuarno [ Finance ] ]
James Ross ’ ' Finance
. Jamie Michaels o S Finance_
Janet Birney Finance
~Jay Zoufaly . . - Finance
Jean-Pierre L Gaume Finance
JeffreyJ Ciongoli ~_~~_ Finance
~Jerry Shi- - Finance
i Jim R Emmert i Finance ,
Joe Beukers ~ Finance
JomGTriolo . . . Fimamce
John Reynen . Finance o L ‘
JohnTham ... |Fimance
John Tuosto ' Finance
Jonathan Cohen .. Finance
Jose A Galvan Finance
~ Joseph Monico , .. Finance
Joseph Scamuffo ~ Finance
. Julian Douglas KelseyBur _ ~_ Finance
. Kate Alice Braatvedt - Finance
Katie Chan Finance
Kayoko Nishimura _ Finance
Kazuyoshi Hasegawa . o Finance
Kevin Douglas White - Finance
Kleber Rodriguez _ v - Finance
Kristine Smith ~ Finance
- LauraAFaviano - . . . Finance
Lawrence D Nazimowitz . Finance
- Leonard Scicutella . Finance
Leroy Jerome Navaratne Finance
.Lily Mclnerney e ... . Finance
~ Louise M Roberto . Finance
. Lovedip K Dhaliwal - ... . Finance
. Malcolm Lawes . Finance
Marcus Jackson =~ .. i Finance i
~Marie Stewart - Finance
Mark Fiebert - Finance
LEHMAN BROTHERS Page 5
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APPENDIX C

Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Reguired Signer

Mark J Hammett
Mark R Silvaggio
Martin W Potts
Matt S Mirfield
Matthew J Way

" Michael P Bishop
Nadeem Magsood Kiyani

" Nahill Younis

' Nanda Muller

- Narinder Kundi
Natasha Pogrebinsky Joly
Neeraj Chopra
Paolo R Tonucci
Pascale Vidalie

_Paul John Kirkland
Paula Mary Smith
PawanKaul
Pete J McKenna

. Peter A Julian

" Philip F Deluca
Pierre Mengal
Raj Sethi
RajVYadav
Raymond M O'Grady

- Richard Holmes
Richard J Allibone

~RobPiden
Rob T Goodliffe
Robert Azerad
Robert Shaw
Ron N Antonelli
Sal Alioto
Scott A Simon
Scott Goswami

_Scott Heaydon
Shane Flatman

~ Sharyn L Angley
Shinichi Okuda

- Shiv Kapoor
Simon J Murfin
Simon James Smith

~ Simon McKee
Soo Anne Lim
Stephan Gaude

_ Stephanie E Dolan

. Stephen J Evans
Steven Cloves

~ Finance
* Finance

" Finance

_, Finance
. Finance
Finance

' Finance

_ Finance

. Finance
~ Finance
_ Finance

- Finance
. Finance

- Finance

~ Finance
. Finance _
. Finance

- Finance

. Finance |
~ Finance
Finance
Finance
. Finance
" Finance
_Finance
Finance

. Finance

* Finance

- Finance
. Finance
- Finance

Finance

- Finance
. Finance
- Finance
_Finance
. Finance

| Finance _

. Finance

~_ Finance _

Finance
. Finance
- Finance
- Finance
~ Finance
. Finance

LEHMAN BROTHERS

CONFIDENTIAL TREATMENT REQUESTED BY

LEHMAN BROTHERS HOLDINGS, INC.
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Required Signer \ Admin Division .

~ Steven K Novack

Stirling B Fielding
SuiSLu

“SvenFarup _
Thomas Christopher Kane

 TonyJElis

* Tony J Taranto

D Alex Kirk

" Alfredo L Bequnllard
Amany Attia

Anthony J Barséntl o

Christian J Howe

" Dan C Singer
Daniel Covello
David N Sherr

. EdwinWong
Eric J Felder

~ Faisal Mian
. Fred S Orlan

i Finance
.- Finance

Finance

- Finance

Finance

~ Finance
- Finance
~ Fixed Income
. Fixed Income
. Fixedlncome_ =
; Fixed Income
 Fixed Income
~ Fixed Income
. Fixed Income
Fixed Income
__. Fixed Income
_Fixed Income
. Fixed Income

]

Gary M Killian
Georges Assi
Gordon G Sweely
 Greg L Smith
Gregory Shlionsky
Henry M Haligowski
James C Blakemore
James P Seery
Jerry A Rizzieri
JimW Merli
Jonathan Hoffman
~Kaushik Amin
~Ken C Cohen

_Kerim Hasan Acanal =~ =

Kieran Noel Higgins
Kieron Harlowe

Lawrence Edward McC a rthy .

“MarkAWalsh = _
Mark Gabbay
Mark Z Ames
Michael Ruiz
Michael Y Chew

Mohammed Grlméh -
_Nicholas C Papandreou

Peter E Coleman

Peter Joseph Duenas-Brcko

~ Pritpal Gill
 Raymond A Kahn

" Fixed Income
- Fixed Income
 Fixed Income
_ FixedIncome
" Fixed Income
. Fixed Income
" Fixed Income
_ Fixed Income

Fixed Income

Fixed Income
~ Fixed Income
. Fixed Income
. Fixed Income
__, Fixed Income

., Fixed Income :
Fixed Income ,
' Fixedncome
. Fixed Income
' Fixed Income

Fixed Income

. Fixed Income
~ Fixed Income
. Fixed income
. Fixed Income
! Fixed Income

. Fixed Income
_Fixed Income

LEHMAN BROTHERS

CONFIDENTIAL TREATMENT REQUESTED BY

LEHMAN BROTHERS HOLDINGS, INC.
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

‘ Required Signer f Admin Division

: Rene' J Canezin
_ Rich S McKinney

~ Richard Victor Gladwm o

Rod M Gancas
S Michael M Whang
Satu § Parikh
Shu-Wie Chen
Steve M Milano
Thomas Robson

. Thomas Siegmund

- Tom M Pearson
Tom P Corcoran
- Yukihiro Masuda
" Assan Din N
Anand Srinivasan
* Eduardo Canabarro
Eric Spray

' Fixed Income
__Fixed Income
. Fixed Income ‘
; Fixed Income N .
. Fixed Income
~ Fixed Income
. Fixed Income
. Fixed Income
. Fixed Income
. Fixed Income
* Fixed Income
 Global Principal Strategies
_ Global Risk Management
.. Global Risk Management
- Global Risk Management
. Global Risk Management

' Manhua Leng
: Mark Weber

 Global Risk Management
| Global Risk Management

Michele Bourdeau
Patrick Chen
Paul Nigel Shotton
Peter M Whitehead
_ Steven Simonte
John K Sweeney
~Marc L Paley
William M Yelsits
" Carrie L He|ss _

_Hilary KMcNamara

~ Mark D Gross

- Paul S Imbimbo
Peter J Donaghy

. Raul A Gumagay
Sarah J Lewis
Stephen J Snelling
Steven Lammin
Susan T Murphy
Adam Mason-Clark
AlanJ Simon

~ Alex Lazen

_Alexander Petito

Alexander Pevzner
Alper Ozcakir
Anand Kulkarni

- Andrew Paul Johnson
Angelo A Cascio
Anil Kumar Singh

* Global Risk Management

Global Risk Management
Global Risk Management
Global Risk Management

. Global Risk Management

. Global Trading Strategies

. Global Trading Strategies :

. Global Trading Strategies =~ -

_ Human Resources
: Human Resources

" Human Resources
;. Human Resources

* Human Resources

- Human Resources _

. Human Resources

- Human Resources

- Human Resources
Human Resources

. Information Technology

| Information Technology

. Information Technology
__.Information Technology
. Information Technology
__ Information Technology
. Information Technology

Information Technology
Information Technology

_Information Technology

LEHMAN BROTHERS

CONFIDENTIAL TREATMENT REQUESTED BY
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Required Signer
* Anthony J Mallano

~Anup Menon - Information Technology
Benjamin N Wu Information Technology
Bhoja Vundyala . Information Technology
Bill Schulhoff _ Information Technology

. BrianDolan
Brian Doyle

. Brian H Saker

* Brian Kirk

- Brian R MacMillan

| Admin Division
. Information Technology

_Information Technology

. Information Technology

~ . Information Technology

! Information Technology

_ ! Information Technology

Dovid Joel Friedman
+ Eric Brothers
Eugene Billeci

Ford M Stewart

Fredric L Gilde
Gary LaRocco
Generosa P De Guzman

| Information Technology
.. Information Technology .~

, Information Technology
. Information Technology
~ Information Technology

Information Technology
~Information Technology

Gennadiy Lempert . Information Technology
Guy A Majestic Information Technology

Herman Yavno
Hood Qa'im-Maqgami
_HughEvans

. Humy Agha

. Husam Abu-Zaydeh

lan Gillies

IndiaGary
Ivette Lan Ayers

James G Ramsay

Jane Gavronsky
Jasonlee

Joanne Desocio
John E Evans _

o Wi
Joseph M Hedgecock

.. Information Technology

- Information Technology

.. Information Technology

- Information Technology

N ,_mj___lnformation Technology

. Information Technology

- Information Technology

~ Information Technology
~ Information Technology
- Information Technology
_ Information Technology
- Information Technology
. Information Technology

. Information Technology
_ i Information Technology

: Burkhard Kloss i Information Technology
Chad Fulgham _ . Information Technology
Christian Adam _; Information Technology
Christopher L D'Alessandr - Information Technology
Connie Yim Information Technology
Daniel Marcus , ~ Information Technology
Darren Patrick Rodohan *Information Technology
David A Smith . ... Information Technology
David J Adams Information Technology

. David L Bishop . Information Technology :

~ David Ritenour " Information Technology
Daylis Fuentes. Information Technology
Diane T Crean - Information Technology
Dmitry Zeldin . Information Technology _

LEHMAN BROTHERS

CONFIDENTIAL TREATMENT REQUESTED BY
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

| Required Signer I Admin Division

' Kathleen R Sorensen : Information Technology
.KeiranLFelton . . Information Technology
_KeithM Craw . Information Technology
_KenAGillingham =~ __ __ _ Information Technology
_ Kevin Polakoff ~ Information Technology .
 KinjalBakshi =~ _Information Technology
- Kom Nadesan _ . Information Technology
Kris J Kasperkiewicz _ Information Technology
- Larry G Simons _ Information Technology
_Lauren S Silverman _ Information Technology
- Lawrence J Cohn . Information Technology
Leonid Sokolin , ~ Information Technology
Lisa J Markey ~ Information Technology
Mahavir Sarda L ~ Information Technology
Mark Davis Information Technology
Mark Russell |  Information Technology
Mark W Sharland Information Technology
.MasoudModarresi . _ . Information Technology
Maureen A Ryan - Information Technology ;
- Mervyn C Stovell | Information Technology
Michael Boccio " Information Technology ‘
- Michael R Fahy ... .. Information Technology
: Michael Smith , . Information Technology
Mike C Healy - Information Technology
Mike Urciuoli . Information Technology
Navin Rajapakse .. . .. . Information Technology
Nelda C Raful ' - Information Technology
_NickAdragna -, Information Technology
Paul A Rubin - Information Technology
PaulC Nally ... ... .loformation Technology .
Paul Metzger . Information Technology
Pavan Kumar Palle .. .. . . ilnformation Technology
~ Peter Strauss ‘ - Information Technology
PeterTChang _____ __ Information Technology _ i
Phil Diggle * Information Technology
Philip Bowles - .. _Information Technology
_ Phillip Sinclair _Information Technology
~ Prasad Sabbineni | n Technology
Qun Zuo nation Technology
Ramin Safai . - Information Technology
Rashed Ahmed - Information Technology

Ratnadeep Palshetkar

Raz Haramati

Richard M Snow

Robert Forgione
_ Robert J Regan
Satbir Dhaliwal
Scott D Gibson

. Information Technology
... Information Technology
" Information Technology

 Information Technology

. Information Technology
. Information Technology

LEHMAN BROTHERS

CONFIDENTIAL TREATMENT REQUESTED BY
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Required Signer { Admin Division

Sergio A Galindo
- Shwo-Peng J Rung
Soheil Motaghi
.Steve Woods
Susan R Spitz
Tashia Bothe
Ted Jestin
Thanos | Mitsolides
. Timothy Key
Victor Fu B
* Walter N Eachus
William P Weitzel
- William R Schenck
Wilson Tham_
Yijia Hu
Francis J Pearn
Mark G Shafir

i Information Technology
. Information Technology

Information Technology

. Information Technology
- Information Technology
~ Information Technology

Information Technology

" Information Technology

. Information Technology

! Information Technology
_: Information Technology
_ Information Technology
. Information Technology

- Information Technology

Information Technology

' Investment Banking
~ Investment Banking

MorvenWdJones ~  :lnvestmentBanking
Peter J Toal Investment Banking

: Richard D Howell . Investment Banking
Steven V McClatchey - Investment Banking

William J Hughes
Adam W Levine
Frank Rosato

. Frederic Soule

- Joe KHerlihy
John McGovern

. Marc Bernhardt
Michael J Bradler
Robert Conti
Al L Lapena

Brenna E De Paris

Brian Brian Lelmbach -

Carl E Peterson
Cheryl Ann Howe

Christopher Rupp

" Craig D Wildrick
~ Don E D'Ambrosio

Erle Todd Whlttemore ‘
_Fardad Khadem

- Gale E Stawicki

- Gerry Martin McHugh

James R Park

Jamie Langford

Jason V Naik

~ Jeff W Schaefer
John Michael Skoba
Karen L Whitney

_Investment Banking
. Investment Management
_Investment Management
. Investment Management
_. Investment Management
_ Investment Management
__ Investment Management
; Investment Management
. Investment Management
- Mortgage Capital
. Mortgage Capital
. Mortgage Capital
. Mortgage Capital
- Mortgage Capital
. Mortgage Capital

' Mortgage Capital
_ ... Mortgage Capital
- Mortgage Capital
_ . Mortgage Capital
- Mortgage Capital
. Mortgage Capital
_ Mortgage Capital
.+ Mortgage Capital -
Mortgage Capital
. Mortgage Capital

!
‘

LEHMAN BROTHERS
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Required Signer Admin Division _

* Kathryn A Palmer  Mortgage Capital

Kenneth J Defeo Mortgage Capital

Lana Franks Harber ~Mortgage Capital
 MikeFerraro . . _ _ . Mortgage Capital
" Robert J Rieb “ Mortgage Capital ;
Shelley Rae SchaalPettet _ _ Mortgage Capital _ B
~ Simon Duthie Hinsheiwood , ' Mortgage Capital i
Stephen Wade Faulkner _ ___ Morgage Capital |
" Steven Douglas Hemperly - Mortgage Capital
. Terry Lee Gentry ; . _ . .Mortgage Capital | .
* Waiman Carol Hui ‘ - . Mortgage Capital
~ Aaron H Torgler .. Operations

Adam Husted - Operations

Alan G Grant Operations

Alan T Van Lint Operations
~ Alex F Crepeau o . Operations

Ann P Haeussler - Operations

AnnaMcAndrew . __ Operations

Anthony D Ghibesi - Operations 1
. Anthony Whiteman ' | Operations - - i
* Bill Gallagher ' Operations ’,
Bill Gilmore . Operations

Binita Patel ~ Operations

Carl Anderson . Operations

Cheryl F De Souza . Operations

Chkato ..~ . Operatons

Christopher S Wahl ~ Operations
 Christopher Visconti . Operations

Clare Mitchenere . Operations

ColinMHM__ . Operatons

Daniel J Fryer . Operations

- Dave P Blundell . Operations

Dean Robinson - Operations
- Dennis Shanley ~~~ ; Operations
- Dina A Masterpalo ¢ Operations

DipakModasia [ Operations
. Edward M Steffens . Operations
_Edward O'Connel ~~~ Operations

Erika Wessel _ : _ Operations

Everett C Leach Operations

Frank F Angelos - Operations

Gary H Bunce .. ... . 0Operations

Gary P Joseph ~Operations

Gary S Tagarelli ] . Operations -

George P Paragham Operations

GerardoCalo .~ Operations

Jack J Fondacaro . Operations

James M Hardisty _ ‘ ... Operations

LEHMAN BROTHERS Page 12
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Required Signer l Admin Division ‘

" James V Persico ; Operations S _ o
~JamesWHraska | Operations o
. Jason C Sumner . Operations
“Jason G Farrell o .. . Operations _
Joe Abbondandolo - Operations
.JohnADorogoff ~ ~  _  __ _ Operations
John Dolan . Operations
_John K McNally _ ' _Operations
- John N Palchynsky Operations
Jonathan S Cook S _ Operations
Jorge Acevedo ¢ Operations
Joseph R Dickinson = - .., Operations
_Kate M Searle _ - Operations | .
Katherine Elliot ~_ Operations . .. |
Kelly Grant . Operations
Kevin Humphryes .. .DOperations
- Kirk D Butryn - Operations
KristenChenYang . _ _  Operations _
Kristin G Desario Operations
. i Lawrence R Parsons . . 'Operations )
Lenny J Legotte - Operations
- Leonard A Musso oo o . .Operations
Leonard Belvedere " Operations
Lesley A Hughes  Operations
Linda M Seger . Operations
Luigi A Zeppetelli . ... Operations
Marco F Costella . Operations
" Maria P Barrio-Tabares ) . ~ Operations
Mark A Ford ~ Operations
Mark G Fairclough _ - Operations
Martha D Mochel Operations
Matt Hodgson o . Operations
Maura Pallone - Operations
 MelissaPang .. .. .. _Operatons _
~ Michael H Karp . * Operations
MichelleLBastin ~~ ___Operatons
Michelle S Dulieu i Operations
Mick JOMara __~ ~  ~  Op
Miyuki Ebara Ope s
Nancy Denig . Operations
Neal H Uliman ~ Operations
Neil Yates . ..., Operations
Nicholas J Mayer ~ Operations
Nikhil Barshikar . Operations
" Paron Kwok - Operations
- PaulA Puskuldjian ~~~~~__ Operations
Paul Burleton : Operations
 PaulTlindner = . _  Operations
LEHMAN BROTHERS Page 13
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Sarbanes-Oxley 404(a) — List of Individuals Providing Online Sub-Certification

Required Signer Admin Division |

! Paul W Zediovich | Operations
. PeterBorzi . Operations
Peter Pitarresi  Operations
Pilar Maria D Baltazar . Operations
Ramin B Guppy - Operations
Richard A Laufer _ Operations
Robert D Chapman - Operations
Robert J Eby .. Operations )
Sadeque Ahmed . Operations
. Sally Nancoz . Operations
Santo Trombetta . Operations
Sarah Morrison . Operations
- Saul H Spital Operations
Sean Fineran - Operations
Seth L Konheim Operations
- Shaun Bramham . Operations
Soncko Shibuya Operations
StephenF Cody __Operations
Steve H Groom - Operations
i Steven A Morgan | Operations ’
Steven C Hodges ! Operations f
Steven P McFadden _..Operations
~Stuart A Clark . Operations
_Tara E Baquero . Operations
" Terry Brennan " Operations
Thomas J Croke - Operations
. Tom Gisonda . Operations
Tracey J Colwell ..Operations.
William C Foley . Operations

LEHMAN BROTHERS
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APPENDIX D
Sarbanes-Oxley 404(a) ~ Senior Management Written Certification

TEXT OF SENIOR MANAGEMENT CERTIFICATION

Sarbanes-Oxley
Section 404 Certification

| hereby certify that, as of the date hereof:

1. | have designated senior individuals within my areas of responsibility who are responsible for
controls over financial reporting* (“Applicable Controls™) for Lehman Brothers Holdings Inc. and its
consolidated subsidiaries (together, the Company) and these individuals have confirmed to me
that these Applicable Controls have been accurately identified and described in the Firm's
Sarbanes-Oxley 404(a) process (“the Process”);

2. 1 am aware of the review and signoff activity within my areas of responsibility for the timeframe
that | have had the responsibility and to my knowledge all significant internal controls over
financial reporting within my areas of responsibility have been identified in the Process;

3. 1 am responsible for establishing and maintaining the Applicable Controls for the Company and
have caused them to be designed to provide reasonable assurance regarding the reliability of
financial reporting of the matters covered by the Applicabie Controls and, to the extent that it is
my responsibility and for the timeframe during which it has been my responsibility, the preparation
of financial statements for external purposes in accordance with generally accepted accounting
principles (GAAP),

4. | understand that the Applicable Controls have been tested for my areas of responsibility and
am aware of the results of that testing and that the Applicable Controls are operating as designed
or operated as designed during the period in which the Applicable Controls were my
responsibility;

5. Any changes in the Applicable Controls that occurred during the Company's most recent fiscal
quarter have been reflected in the controls documentation as part of the Process;

6. Significant deficiencies or material weaknesses in the design or operation of the Applicable
Controls, have, to my knowledge, been identified and reported in the Process and | am not aware
of any of the Company's other internal controls over financial reporting, that are reasonably likely
to adversely affect the Company's ability to record, process, summarize and report financial
information; and

7. 1 am not aware of any fraud, whether or not material, and whether in my area of responsibility
or otherwise, that involves management or other employees who have a significant role in the
Company's internal control over financial reporting.

By signing this document, | am asserting that the above statements are true as of the date of my
action. | have noted any exceptions in attached comments.

*The term internal control over financial reporting is defined as a process designed [by, or under the supervision of, the
Company's principal executive and principal financial officer and effected by the Company’s board of directors,
management and other personnel,] to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with GAAP and includes those policies and
procedures that:

(1) pertain to the maintenance of records that in reasonabie detail accurately and fairly reflect the transactions and
dispositions of the assets of the Company;

(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with GAAP, and that receipts and expenditures of the Company are being made only in
accordance with authorizations of management and directors of the Company; and

(3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or disposition
of the Company'’s assets that could have a material effect on the financial statements.

Signature Date

LEHMAN BROTHERS Page 1
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APPENDIX D

Sarbanes-Oxley 404(a) — Senior Management Written Certification

SENIOR MANAGEMENT SIGNED SUB-CERTIFICATIONS

Amat, Richard
Antoncic, Madelyn
Berkenfeld, Steven
Bhattal, Jasjit
Bilsborough, Bill
Blackwell, Alastair
Bolland, Tom
Busswell, Pam
Cho, Kunho
Corsalini, Enrico
Elias, Sabet

Endo, Akira
Evans, Pete
Gelband, Michael
Gentile, Joe
Goldfarb, David*
Gopalkrishnan, Hari
Gregory, Joseph*
Grieb, Edward*

Hoffmeister, Perry C
Isaacs, Jeremy*
Janulis, Ted
Jotwani, Tarun
Katoh, Tomoya
Katsuragi, Akio

Lee, Elizabeth

Lee, Hyung

Lowitt, lan

Lucocq, Simon
Malin, Mark
McDade, Bart*
Meissner, Christian Andreas
Monahan, Kelly
Moore, Chris
Morton, Andy
Nagioff, Roger
Neave, Jon
Nineham, Stuart

O'Connor, Brian
O'Connor, Bridget
O'Meara, Christopher*
Polizzotto, Joe*
Primiano, Vincent A
Reilly, Gerald
Rothbort, Lonnie
Russell, Mark
Russo, Tom*
Savoret, Benoit
Sherratt, Peter
Sveen, Paul

Testa, Ray

Vena, Stephen
Whalen, Patrick
Whiteside, Grant
Whittaker, Alan
Wickham, John
Wind, Tom

* - Internal control certification languége included in Section 302 Certification

LEHMAN BROTHERS

CONFIDENTIAL TREATMENT REQUESTED BY
LEHMAN BROTHERS HOLDINGS, INC.
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APPENDIX E
Sarbanes-Oxley 404(a) - Corporate Audit Certification

Sarbanes-Oxley
Section 404 Certification

| hereby certify that, as of the date hereof:

1. | have designated individuals within my areas of audit responsibility who are responsible for
validating that management have accurately and completely identified and reviewed controls over
financial reporting* for Lehman Brothers Holdings inc. and its consolidated subsidiaries (together,
the Company);

2. 1 am aware of the review and signoff activity within my areas of audit responsibility and to my
knowledge all significant internal controls over financial reporting (“Applicable Controls”) within my
areas of responsibility have been identified;

3. l understand that the Applicable Controls have been tested for my areas of audit responsibility
and am aware of the results of that testing and that the Applicable Controls are operating as
designed, except otherwise noted;

4. Any changes that | have been made aware of in the Applicable Controls that occurred during
the Company's most recent fiscal quarter have been reflected in the controls documentation;

5. To my knowledge, there are no significant deficiencies or material weaknesses in the design or
operation of the Applicable Controls, or of any of the Company's other internal controls over
financial reporting, that are reasonably likely to adversely affect the Company's ability to record,
process, summarize and report financial information; and

6. 1 am not aware of any fraud, whether or not material, and whether in my area of responsibility
or otherwise, that involves management or other employees who have a significant role in the
Company's internal control over financial reporting.

By signing this document, | am asserting that the above statements are true as of the date of my
action. | have noted any exceptions in attached comments.

*The term internal control over financial reporting is defined as a process designed [by, or under the supervision of, the
Company'’s principal executive and principal financial officer and effected by the Company's board of directors,
management and other personnel,] to provide reasonable assurance regarding the reliability of financial reporting and-the
preparation of financial statements for extemal purposes in accordance with GAAP and includes those policies and
procedures that:

(1) pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the transactions and
dispositions of the assets of the Company;

(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with GAAP, and that receipts and expenditures of the Company are being made only in
accordance with authonizations of management and directors of the Company; and

(3) provide reasonable assurance regarding prevention or timely detection of unauthonzed acquisition, use or disposition
of the Company's assets that could have a matenal effect on the financial statements.

Date:

AUDIT MANAGEMENT COMMITTEE SIGNED SUB-CERTIFICAT!ONS

Bopp Flynn, Kathryn Phelps, David
Costello, Theresa Rudofker, Beth*
Galynsky, Sunny Sutton, Julian
Gilfenbaum, Amy Tringali, James
Hamilton, Arthur Watson, Ed
Leboutet, J.P. Wong, Johnson
Painchaud, Andre

* . Internal control certification language included in Section 302 Certification

LEHMAN BROTHERS Page |
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PRIVILEGED AND CONFIDENTIAL
ATTORNEY / CLIENT WORK PRODUCT

CORPORATE AUDIT REPORT

CONSOLIDATED SUPERVISED ENTITY
2006 YEAR-END RESULTS

OVERVIEW

Effective December 1, 2005, the Firm began operating as a Consolidated Supervised Entity (CSE) following
approval by the Securities and Exchange Commission (SEC) on November 9, 2005. Electing the SEC as
consolidated supervisor enables the Firm to use a risk-based method of computing net capital while giving
the SEC oversight of Lehman Brothers Holdings Inc. and its affiliates.

The CSE Rule requires that the Firm:

o Ensure the integrity of its regulatory capital calculations.

¢ Maintains stringent risk management, operations and internal control procedures.
e Satisfies periodic reporting obligations.

Requirements for risk management focus on risk measurement, monitoring and management processes along
with accountability at appropriate organizational levels within the Firm.

CORPORATE AUDIT REQUIREMENTS

Under the terms of mutually accepted agreed upon procedures (AUP), the SEC will rely on the work of
Corporate Audit for review and testing of the Firm’s risk management controls. The AUP:

® Addresses regulatory requirements for independent verification of the operating effectiveness of controls
supporting the capital calculation and other CSE activities.

¢ Provides a testing framework that meets the SEC’s expectations.
e Replaces the need for a formal external auditor agreed upon procedures review.
The agreement requires that Corporate Audit:

e Conduct annual testing of CSE controls on a scope and frequency determined by the department’s risk
assessment methodology.

o Report all important findings from CSE reviews to the Audit Committee.
e Meet quarterly with the SEC to review the scope of Audit activities, reviews, and results.

Coverage areas subject to the AUP include corporate governance, functional risk management activities,
business specific products, and capital calculation and reporting.

CONCLUSION

In conducting reviews and testing, Corporate Audit considers the overall business environment; complexity
and operating risks; control activities; automation and management information; and monitoring activities.

Based on reviews conducted, no material weaknesses were noted in internal risk management controls that
would have an impact on the Firm’s compliance with CSE requirements, as of November 30, 2006.
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Corporate Audit
Consolidated Supervised Entity — 2006 Year End Results

SCOPE OF COVERAGE

SUMMARY

The Firm implemented a risk-based capital calculation, infrastructure control and reporting framework in
accordance with the guidelines of CSE. This includes:

e Market Risk (VaR), Credit Risk (Potential Exposure) and specific risk drivers of the Firm’s capital
requirement.

e Stress-testing, back-testing and scenario risk analytics.
e Data and model controls (e.g., completeness, categorization of trades into banking vs. trading book).

To validate compliance with the CSE requirements under terms of the AUP, Corporate Audit tests the Firm’s
internal risk management controls on three levels:

¢ Risk Oversight and Governance — Committee structure and administration.
¢ Functional Risk Management — Market, Credit, Quantitative and Operational Risk Management.
¢ Business Level Risk Management — Business and product specific risk controls.

In addition, reviews are conducted of the Firm’s regulatory reporting and liquidity management processes to
verify the accuracy of data provided to regulators in specific filings (see Appendix A for all CSE areas).

Specific areas reviewed in 2006 are described below (see Appendix B for scope of 2006 CSE reviews).

SPECIFIC AREAS OF REVIEW
¢ VaR Framework

The 2006 review covered High Yield, High Grade, Interest Rate Products and Equity Derivatives,
including:

© Review of policies and procedures.

Calculation / aggregation methodology and accuracy of implementation.
Back-testing and stress-testing procedures.

Completeness and accuracy of data feeds.

Controls and documentation for changes to current methodology.

Limit monitoring, reporting and exception escalation procedures.

0O O 0 0O o o

Technology general access security and change management controls.

¢ Potential Exposure Framework

The 2006 review focused on Potential Exposure (PE) for Interest Rate Products and Credit Derivatives,
including:

o Review of policies and procedures.
o Calculation methodology and accuracy of implementation.

o Completeness and accuracy of data feeds.
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o Limit monitoring, reporting and aggregation process.

o Technology general access security and change management controls.

¢ Risk Appetite Reporting

Risk Appetite represents the loss the Firm is prepared to incur in any one year due to market, event and
counterparty credit risks using a 95% confidence level. Specific areas reviewed included:

o Review of policies and procedures.
Framework and accuracy of calculation.
Completeness and accuracy of systems feeds.

Reporting results, explanations and adjustments.

0O O O o

Technology general access security and change management controls.

. Credrit Risk Management
Counterparty credit exposure impacts regulatory and financial reporting. The 2006 review included:
Review of policies and procedures.
Timeliness of counterparty credit reviews and internal credit rating assignment.
Credit limit management framework.
Accuracy of credit exposure reporting.

Accuracy of the credit valuation adjustment and adequacy of commentary.

O 0O O O O o

Technology general access security and change management controls.

e Internal Control Committee Oversight and Governance Group

The 2006 reviews focused on the Commitment, Investment, New Products (NPC) and Complex
Structured Finance Transactions (CSFTC) Committees and included:

o Governance framework.

o Committee policies and procedures.

o Compliance with committee charters and overall governance standards.
o

Contingency tracking and follow-up.

¢ Liquidity Risk Management

Treasury’s liquidity strategy seeks to ensure that the Firm maintains sufficient liquidity to meet the
Firm’s funding obligations in all market environments. The 2006 reviews included:

o Review of policies and procedures.

o Review adherence to key elements of the Firm's Funding Framework (Cash Capital and Maximum
Cumulative Output Model).

o Evaluate internal controls and practices within Treasury over debt issuance process.
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e Pricing Model Validation

The 2006 review focused on independent review and approval of valuation/pricing models by
Quantitative Risk Management (QRM), including:

o Review of policies and procedures.

Procedures for maintaining model inventory.

Model approval documentation as it relates to new and revised pricing.
Controls over temporarily approved models.

Model valuation allowance documentation.

O O 0O o o

Technology general access security and change management controls.

¢ Regulatory Reporting
This review focused on LBHI CSE and LBI Focus Reporting and evaluated the:
o Accuracy and completeness of Statements of Financial Condition and Income.

o Accuracy and completeness of CSE capital calculations.

To support the more quantitative aspects of CSE testing, Corporate Audit entered into a co-sourcing
arrangement with PriceWaterhouseCoopers (PWC), primarily to assist with evaluating models used in the
calculation of VaR and MPE.

Under the guidance of Corporate Audit personnel, PWC’s quantitative experts evaluated the completeness of
the supporting documentation for the Firm’s VaR and PE models, assessed the adequacy of the methodology
and tested that the models were implemented in accordance with the underlying policies and procedures.
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TESTING RESULTS

Findings have been communicated to management and reports are in the process of being finalized. Testing
results can be summarized into the following themes:

o Data validation controls for feeds into risk management systems

o Data feeds into LehmanRisk and the MPE system require enhancements in order to ensure accuracy,
completeness and timeliness of each feed.

o While some feeds contain record counts, an assessment has not been performed to ensure that all
data elements required to calculate exposure are captured.

o Certain complex structures with multiple transaction legs were not properly linked due to a lack of
common trade identifiers.

e IT Infrastructure

o The current infrastructure supporting risk management is highly dependent upon manual processes
for the calculation, aggregation and reporting of risk exposure.

o General IT controls require strengthening to ensure compliance with the Firm’s standards for
application change management, user access controls and disaster recovery.

e Reconciliation of key risk data

o Although significant improvement has been made, continued enhancements are required to ensure
that risk data is reconciled to the Firm’s books and records on a daily basis.

o Aggregation Processes

o The aggregation processes for Risk Appetite, VaR and the regulatory capital calculation are
manually intensive and prone to error.

o The VaR process does not utilize the same hierarchy used for P&L reporting. This complicates the
reconciliation of VaR data to the Firm’s books and records, leads to inconsistencies in the treatment
of trading book and banking book positions, and discrepancies in the calculation of legal entity VaR.

e Model Methodology and Process
o Continue to enhance documentation supporting the:
*  Methodology and assumptions used to calculate and aggregate market and credit exposure.
= Rationale for adjustments made to the calculations.

o Identified inconsistencies in methodology and market data used to calculate exposure across
businesses and regions.

. 0 - Identified a number of recommended enhancements to the current methodology.
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e Policies and Procedures and Documentation

o Enhance policies and procedures to include key activities such as limit monitoring, exception
escalation, capital calculations, stress-testing, aggregation and mapping logic.

o Maintain documentation to support key processes including back-testing, limit breaches, exception
resolution and manual adjustments.

e  Pricing Model Controls
o Ensure that the model inventory is periodically approved.
o Ensure that trade limits on temporarily approved models are monitored.

o Document legacy model valuation allowances and ensure review by QRM.

e Corporate Governance
o Process for tracking and follow-up on contingencies is decentralized and inconsistent.
o Identified instances where key departmental representatives were not present at Committee meetings.

o While volume/risk limits established in NPC meetings are documented in the minutes, responsibility
for monitoring these limits was not assigned.

o Update certain committee charters to be consistent with guidelines established by the Internal
Control Committee Oversight and Governance Group (ICCOG).

O o o
% %0 o
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APPENDIX A
Consolidated Supervised Entity — Detailed Scope by Universe Area

OVERVIEW

Outlined below is the detailed scope for each CSE-relevant area in the Audit Universe. The frequency of
coverage for each area is determined by assessing the inherent and control risk factors in accordance with
Corporate Audit’s risk assessment methodology. The detailed scope of these reviews is tailored each year to
ensure that all significant controls are covered over a multi-year cycle.

RISK OVERSIGHT AND GOVERNANCE

Risk Oversight and Governance reviews focus on the Firm’s internal control committees that play a role in
managing market, credit, liquidity, legal, regulatory and compliance, operational and reputation risks and/or
approving transactions.

e Audit coverage will be achieved through centralized review and testing of the Firm’s Internal Control
Committee Oversight and Governance Group’s (ICCOG) policies and procedures.

o Testing of individual committee adherence to internal guidelines.
o Decentralized review and testing in product/business areas.

o The centralized review of risk oversight is designed to assess compliance with standards governing the
formation, authorities, maintenance and operations of Primary Risk, Screening & Other Committees.

o Evaluate the completeness of committee inventory.
Independently evaluate the Charter Guidelines and the classification of committees.
Review Committee Charters according to ICCOG group “Charter Guidelines.”

Assess committee membership and verify that appropriate control/business groups are represented.

o 0 O O

Testing of the Primary Risk Committees will include:

* Attending a sample of committee meetings.

= Ensure that committee members receive appropriate information to make decisions.
* Prepare, maintain and distribute meeting Minutes.

®* Record and track approval/disapprovals of items presented.

» Identify and track all approval contingencies and responsibilities.

= Track follow-up and completion of contingencies.

¢ Product/business reviews will test that transactions/business activities are approved in accordance with
ICCOG standards.

o Verify that transactions/activities identified during business reviews are presented to the relevant
committee for approval.

o Test that contingencies/follow-up items are addressed.
o Verify that approval is obtained prior to engaging in transaction/activity.

o Assess controls to ensure that transactions booked reflect committee-approved parameters/limits.
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FUNCTIONAL RISK MANAGEMENT AUDIT COVERAGE

Functional Risk Management reviews focus on the independent, dedicated risk management functions that

have responsibility for managing risks arising out of business activities, including market, credit, liquidity,
legal, and operational risks.

These reviews, supported by work performed within the product/business audits, test for the completeness
and accuracy of data utilized to calculate market and credit risk exposures, limit monitoring and escalation
policies, model controls and controls over management reporting.

For audit purposes, the functional risk units have been divided into targeted universe areas to allow for more
efficient and focused reviews of specific risks and controls.

Risk Reporting
Reviews focus on the preparation of the risk aggregation reports distributed to senior management.
e Evaluate Risk Reporting policies and procedures
e Assess Risk Appetite/Equity framework and evaluate individual components for:
o Accuracy of system feeds and aggregation.
o Completeness of data.
s  Assess Risk Appetite commentéry process
o Evaluate Risk Appetite restatement process

e  Assess technology/user access control environment, including Application Change Management (ACM)
process for the Risk Appetite reporting process

Credit Risk
Credit Risk Management

Reviews focus on credit administration, counterparty credit reviews, limit monitoring and exception
escalation, valuation allowances and reconciliations to books and records.

o Evaluate Credit Risk Management policies and procedures.
e Assess documentation, timeliness and consistency of ICR assignments.
o Counterparty credit reviews for new and existing counterparties.
o Scorecard framework for new and existing counterparties.
o Consistency between ICR and external credit ratings, where available.
o Monitoring of past-due reviews and scorecard updates.
e Evaluate credit limit framework.

o Limit setting and reevaluation process.

o Proper limit authorization.
o Monitoring of credit limits versus exposures.
o Escalation and resolution of limit excesses.
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¢ Review credit authorization process and completeness for all applicable trading activity, including:
o Derivative deal by deal trades are approved by Credit Risk Management.
e Assess credit valuation allowance calculation versus current policies and procedures.

o Evaluate Credit Work Station (CWS) to General Ledger and CWS to MPE reconciliations.

CWS Framework
Reviews focus on system controls, exposure calculation and aggregation.
e Assess CWS system control environment and output.

o Accuracy and completeness of system feeds into CWS, including trade, collateral, netting, external
ratings and account hierarchy data.

o Counterparty Credit Exposure (CCE) calculation methodology, accuracy and aggregation.
o Controls over top side adjustments to CCE output.

e Assess technology/user access control environment, including Application Change Management (ACM)
process for CWS.

Potential Exposure Framework
¢ Evaluate EPE and MPE calculation methodology and accuracy.
o Evaluate maximum potential and expected potential exposure reporting process.
o EPE and MPE aggregation across the various engines.
o Accuracy and completeness of data.
o Control environment.
® Assess the control environment surrounding the PE engines.
o Accuracy and completeness of system feeds.
o Logic used by CWS to identify risk-bearing trades.
o Daily reporting utilized by technology to monitor changes in trade population.
o Evaluate documentation and approvals for PE models.
s Controls over updates to the MPE II scenarios in “Scenario Store”
* Model documentation and approval process for pricing models in the MPE II engine.
=  Controls over model changes.

e Assess technology/user access control environment, including Application Change Management (ACM)
process for the MPE system.

e Review of planning and project management processes for model developments and enhancements.
o Periodic re-evaluation of needs.

o Review of Lehman Project Framework (LPF) processes is in place to monitor the implementation of
the planned developments/enhancements.

LEHMAN BROTHERS Page 3

CONFIDENTIAL TREATMENT REQUESTED BY LBEX-AM 066223
LEHMAN BROTHERS HOLDINGS, INC.



APPENDIX A
Consolidated Supervised Entity — Detailed Scope by Universe Area

Market Risk
Value-at-Risk (VaR) Framework

Review Market Risk Management policies and procedures.

Assess accuracy of VaR implementation (will require external consultant).

Evaluate controls and documentation for changes to current methodology.

Evaluate accuracy and completeness of system feeds into risk reporting system.

Assess stress-testing and back-testing processes and exception reporting processes.
Review VaR limit monitoring process, excess reporting process and escalation procedures.
Review Market Risk Management analysis of VaR results.

Review reconciliation of market risk data to books and records.

Assess technology/user access control environment, including Application Change Management (ACM)
process for VaR models.

PncmgM odeI ‘ Valtdattonby éhantitative Risk Management

Review Quantitative Risk Management policies and procedures.

Assess procedures for maintaining mode! inventory.

Evaluate model approval documentation as it relates to new and revised pricing, VaR and Credit models.
Evaluate controls over temporarily approved models.

Evaluate documentation supporting model valuation adjustments.

Assess technology/user access control environment, including Application Change Management (ACM)
process for pricing models.

Operational Risk Management

Review Operational Risk Management (ORM) policies and procedures and ensure compliance with the
Supervisory Standards.

Evaluate ORM’s framework as it relates to the following:

o Risk identification, including collection and tracking of internal loss data, external loss data, Key
Risk Indicators (KRI’s), and Risk and Control Self Assessment (RCSA) process.

o Risk measurement, including determination of economic and regulatory capital needed to support
business activities.

o Risk monitoring and reporting, including preparation and distribution of periodic reports of the
Firm’s global operational risk profiles, as well as escalation triggers and metrics.

o Risk control and mitigation, including evaluation of Business Continuity Plans, and use of insurance
and other financially engineered structures.

Evaluate accuracy and completeness of system feeds to risk reporting system.

Review reconciliation of operational risk data to books and records.
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o Review the accuracy of the calculation of operational risk exposure.
o Assess ORM’s analytical framework including:

o Rationale for all assumptions underlying chosen analytical framework, including the choice of
inputs, distributional assumptions, and the weighting across qualitative and quantitative elements.

o Rationale for quantification of dependence (e.g., correlations) among operational losses within and
across business lines.

¢ Evaluate documentation supporting the process of back-testing and scenario analysis to verify the
accuracy and appropriateness of the operational risk framework.
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OTHER RISK MANAGEMENT AUDIT COVERAGE
Treasury — Liquidity Risk Management
e Review adherence to key elements of the Firm’s Funding Framework.
o Cash Capital model - A model used to assess long-term funding sources and uses.
= Review the accuracy of the calculation of Cash Capital.
»  Verify Cash Capital sources and uses.
* Verify the calculation of surplus Cash Capital and management oversight.

o Maximum Cumulative Outflow model - a short-term liquidity model that assesses the amount of cash
outflows over a 12 month period in a stressed liquidity environment.

* Validate the accuracy of the data inputs into the model.
* Review supporting documentation for completeness.
= Validate the components of the Liquidity Pool.

¢ Evaluate internal controls and practices within Treasury over debt issuance process, including
authorization, recordkeeping, daily and monthly reconciliations, FAS 133 and 155 adjustments and
reporting, and information provided to External Reporting.

Financial Control — Regulatory Reporting

e Review control procedures over the calculation and reporting of risk-based capital requirements for
LBHI CSE reporting, LBI Focus reporting and LOTC Focus reporting.

o CSE and Focus Filing Audit Scope.
=  Accuracy and completeness of Statement of Financial Condition and Statement of Income.
» Accuracy of capital computations.
= Validate allowable capital.
= Validate deductions and charges.

*  Verify that completeness controls are in place for market risk (VaR, scenario analysis and
specific risk add-on), credit risk and operational risk allowances and risk weighted assets.

o Supplemental Reporting Schedules Audit Scope.
=  Accuracy of back-testing results and reporting
*  Accuracy of supplementary reports produced by Credit and Market Risk management including:
¢ Reporting of NYSE capital information (LBI Focus report).
¢ Geographic distribution of OTC derivatives exposures.

¢ Exposures by counterparty.
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OVERVIEW

Outlined below are the specific scope and tests performed for each of the 2006 CSE-relevant reviews. The
scope of these reviews was tailored to focus on significant controls. Each year, Corporate Audit will reassess
the level of coverage and businesses/products reviewed to ensure compliance with our risk assessment
methodology.

RISK APPETITE REPORTING:

Objective: To evaluate the design and operating effectiveness of the internal controls over the completeness
and accuracy of the Risk Appetite reporting process. Risk Appetite represents the loss the Firm is prepared
to incur in any one year due to market, event and counterparty credit risks using a 95% confidence level. In
conjunction with other key management reports, this daily report provides senior management with
recurring risk data to make informed decisions.

Evaluate Risk Appetite Reporting policies and procedures
Test steps.
o Assessed the completeness and adequacy of the Risk Appetite Reporting policies and procedures.

Evaluate Risk Appetite framework, including accuracy and completeness of system feeds

Test steps:

e  Obtained understanding of the overall Risk Appetite framework, with focus on major risk drivers/key
data inputs and their impacts on the overall effect/fluctuation of the Risk Appetite framework.

e Performed a system and process walkthrough of the Risk Appetite Reporting process and evaluated
its control framework.

® Reviewed the accuracy of VaR and Credit Risk Exposure used in the Risk Appetite calculation by
comparing data feed into the ROE database from LehmanRisk and Credit Risk (CCE) database.

e  Verified the computation of the Risk Appetite in accordance with the methodology.

e Reviewed and assessed the reconciliation of the Risk Appetite Reporting database and source
systems for data completeness, accuracy and timeliness.

Assess Risk Appetite commentary process
Test steps:
o  Performed trend analysis for Risk Appetite and components (e.g., market, event and credit risk).

e Based on this analysis, further tested the material fluctuation of the Risk Appetite to ensure adequate
commentary was provided to senior management.

Evaluate Risk Appetite restatement process
Test steps:
® Reviewed and assessed controls in the Risk Appetite restatement process.
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Assess technology/user access control environment, including Application Change Management
(ACM) process for the Risk Appetite reporting process

Test steps:

® Reviewed and assessed the Application Change Management process including:
o Changes are authorized and documented.
o Development and production environments are secured.

o Reviewed the appropriateness and entitlement of access control to directories and databases.

POTENTIAL EXPOSURE (PE) FRAMEWORK:

Objective: To evaluate the methodology and implementation of the PE models, the completeness and
accuracy of data feeds, and the reporting and aggregation process. The framework is designed to measure
the MPE of a counterparty at any future time point in the upper percentile limit of the distribution of the
potential exposure (PE) of the portfolio held by the counterparty at that time. Lehman Brothers chooses the
95™ percentile point as the level for the MPE. The output of the PE framework is utilized in various areas,
i.e. CSE regulatory reporting, credit valuation adjustment, etc.

Review PE policies and procedures

Test steps:

®  Reviewed the policies and procedures and assessed its adequacy and completeness. For test
performed as part of the review, Audit ensured adherence to the policies.

Evaluate PE calculation methodology and accuracy

Test steps:

e For 2006, Audit focused on the two major product groups — Fixed Income Derivatives and
Credit Derivatives and performed the following:

o Simulation Engine - used to generate future scenarios of market risk factors such as interest
rate, credit spread, etc.

o Evaluated methodology documentation for quality, completeness and methodology
soundness.

o Reviewed the parameters, assumptions and approach used in the selected models for
adequacy.

Reviewed the treatment of correlation of risk factors.

Reviewed and assessed the calibration process and results of selected models by analyzing
outputs based on model vs. market implied data/output.

o Reviewed and tested the implementation of simulation grid.

* Tested in MPE analyzer with specially designed swaptions to exam whether the outputs
are consistent with expectation

» Tested in MPE system with actual callable swap trades, analyzed the outputs of MPE
profiled generated by the selected model for adequacy

e Pricing Engine — consists of individual models that are used to generate MtM values of each
trade at each specified time point in the future based on the simulated market environment.

o Reviewed pricing model documents to assess theoretical soundness.
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Reviewed assumptions and parameters used in pricing models for adequacy.

Performed independent revaluation (by comparing the MPE MtM vs. Independent MtM vs.
Front Office MtM) of sample trades covering major product types within Interest Rate
Products (IRP) and Credit Derivatives.

« Interest Rate Products — 80 trades including Interest Rate Swaps,
European/American/Bermudan Swaptions, Callable Swaps, Cap/Floors, Inflation Linked
Swaps.

* Credit Derivatives — 70 trades including CDS single name, standard index, basket,
Bespoke, Risk bond options.

Assess whether the trades are captured correctly in the MPE system in accordance with the
terms and conditions specified in the legal confirmation.

Evaluate maximum potential and expected potential exposure reporting process

Test steps:

Reviewed the methodology documentation on netting/aggregation and margining algorithm.

Reviewed and tested the implementation of netting/aggregation algorithm for selected samples of
counterparties.

Reviewed the accuracy of the MPE utilization report and monitored limits against exposures.

Reviewed and assessed the integrity of access control around the reporting portal.

Assess the control environment surrounding all the PE engines
Test steps:

Reviewed the timing consistency between market data and position data used in the MPE system.

Reviewed the accuracy of market data used in the MPE system by comparing data fed into the
MPE system to the Front Office systems.

Reviewed and assessed the reconciliation of the MPE system and source systems for data
completeness, accuracy and timeliness.

Reviewed and assessed the integrity of access control to directories and databases.

Reviewed and assessed the UAT process including documentation of changes, tests performed
and result analysis prior to the release.

Assess technology/user access control environment, including Application Change Management
(ACM) and Disaster Recovery process for the MPE system

Test steps:

Reviewed and assessed the Application Change Management and Disaster Recovery process
including:

o Changes are authorized and documented.

Development and production environments are secured.

Software deployment, versioning and communication to users are effective.
All emergency changes follow proper procedures.

All changes are migrated to the backup environment.

0O 0O o o

Ability to provide service to clients in the event of a disaster.
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Objective: To evaluate the design and operating effectiveness of the system of internal controls including
controls over financial reporting in accordance with Sarbanes. Specifically focus on the timeliness of
counterparty credit reviews and internal credit rating assignment, system access and functionality of the
limit management framework, accurate reporting of credit exposures, and the accuracy and adequacy of the
credit valuation adjustment. Counterparty credit exposure impacts regulatory and financial reporting.

Evaluate Credit Risk Management policies and procedures

Test steps:

e Reviewed policies and procedures and assessed their adequacy and completeness. For test
performed as part of the review, Audit ensured adherence to the policies.

Assess documentation, timeliness and consistency of ICR assignments

Test steps:

e Reviewed the accuracy, completeness and control environment of the past due review and
scorecard MIS reporting process.

e Reviewed and assessed the timeliness of credit review and ICR assignment process.

o Evaluated the process to ensure consistency between ICR and external credit rating.

Evaluate credit limit framework, including limit setting and monitoring process
Test steps:

o Performed a walkthrough of the Credit Limit Framework, in addition IT Audit performed the
following to ensure the accuracy of the systemic limit approval process:

o Reviewed user access to the Limit Management Module for appropriateness and entitlement.

o Assessed the workflow logic and coding/application in the system.

Ensure credit valuation adjustment (CVA) calculation agrees to current policies and procedures
Test steps:
o Performed a walkthrough of the CVA calculation and performed the following:

o Reviewed and obtained an understanding of a sample of adjustments made to the MPE
engine output used to calculate the CVA requirement.

© Reviewed the CVA schedules for accuracy and compliance to policies.

o Reviewed the adequacy of the fluctuation explanations provided to senior management.

Evaluate CWS to General Ledger and CWS to MPE reconciliations
Test steps:
o Performed a walkthrough of the CWS to General Ledger and CWS to MPE reconciliations and:
o Reviewed and validated a sample of adjustments back to source data.
o Evaluated the accuracy of the reconciliation.

© Reviewed the adequacy of the commentary on the reconciling items.
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TREASURY — LIQUIDITY RISK MANAGEMENT

Objective: To evaluate the adequacy and effectiveness of the internal controls maintained over Liquidity
Risk Management, primarily focusing on the controls over the calculation and reporting of the Cash Capital
and Maximum Cumulative Outflow (MCQ) models, including components of the Liquidity Pool. In addition,

this review focused on the controls over financial reporting in accordance with Section 404(a) of the
Sarbanes-Oxley Act.

Review adherence to key elements of the Firm’s Funding Framework (Cash Capital and MCO
Models)

Test steps:

o Performed a walkthrough of the Cash Capital calculation and performed the following:
o Evaluated the accuracy of the calculation.

o Verified Cash Capital sources and uses against source data.

© Reviewed for evidence of management's review process of the weekly calculation.

o Performed a walkthrough of the MCO calculation and performed the following:

o Validated the accuracy of the data inputs by agreeing back to source data.

o Reviewed for evidence of management'’s review process of the weekly calculation.
o Validated the components of the Liquidity Pool to source data.
o

Reviewed the reconciliation between the Liquidity Pool and the MCO calculation and
obtained supporting documentation adjustments.

Evaluate internal controls and practices within Treasury over debt issuance process
Test steps:
e Performed a walkthrough of the debt issuance process and performed the following:

© Reviewed for debt issuance authorization, including authorization, recordkeeping, FAS 133
and 155 adjustments and reporting.

o Verified the accuracy and completeness of debt extinguishment..
o Validated the accuracy and completeness of key monthly and quarterly reconciliations.
® Long-term debt database to general ledger.
» TWS to general ledger.
® FAS reconciliations.
o Validated information provided to External Reporting.
» Cash-flow activities relating to debt.
® Fair value disclosures.

* Short-term and long-term borrowing disclosures.
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REGULATORY REPORTING

Objective: To evaluate the adequacy and effectiveness of the internal controls maintained over the
calculation, compilation and reporting of requirements for LBHI CSE and LBI Focus Reporting. The results
of the MPE and VaR audits will impact the accuracy of regulatory reporting.

Evaluate accuracy of risk-based capital requirement calculations for LBHI and LBI CSE Reporting,
as well as various risk management reports

LBHI CSE reporting test steps:
o Validated the accuracy and completeness of the Statements of Financial Condition and Income.
®  Performed a walkthrough of the CSE Capital Calculation and performed the following:

o Validated the accuracy of allowable capital and other assets risk allowance.

o Verified the computation of the market risk charge, including the VaR based, non-VaR based
and specific risk Add-on (Reg Y) component in accordance with CSE requirements

o Verified the computation of the credit risk charge, including the counterparty credit risk,
retained interests and other components in accordance with CSE requirements.

o Verified the computation of the operational risk charge in accordance with CSE
requirements.

® Reviewed and assessed the back-testing process and ensured that the results utilized in the
capital calculation are in accordance with the CSE requirements.

®  Reviewed the accuracy of the supplementary reports.

LBI Focus report test steps.

o Validated the accuracy and completeness of the Statement of Financial Condition.
o Performed a walkthrough of the Computation of Net Capital and performed the following:
o Validated the accuracy of the deductions and/or charges to arrive at Tentative Net Capital.

o Verified the computation of the market risk charge, including the VaR based, non-VaR based
and specific risk Add-on (Reg Y) component in accordance with CSE requirements.

o Verified the computation of the credit risk charge, including the counterparty credit risk,
retained interests and other components in accordance with CSE requirements.

® Reviewed and assessed the back-testing process and ensured that the results utilized in the
capital calculation are in accordance with the CSE requirement..

® Reviewed the accuracy of the supplementary reports.

® Reviewed the controls over the calculation and reporting of the valuation allowance requirement
under SEC Rule 15c3-3.

*  Reviewed the controls over the calculation and reporting of segregation and secured amounts
for domestic and foreign commodities accounts.
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VALUE-AT-RISK (VAR) FRAMEWORK

Objective: To evaluate the methodology and implementation of the VaR models, the back-testing and stress-
testing procedures, the completeness and accuracy of data feeds, and the reporting and aggregation
processes. Depending on the purposes for which the VaR measures are intended, different confidence levels
and holding periods are used as appropriate. For daily reporting and monitoring purposes, a one-day VaR

measured at a 95% confidence level is used. For regulatory reporting purposes, a 10-day VaR measured at
a 99% confidence level is used.

Review VaR policies and procedures

Test steps:

o Reviewed the policies and procedures and assessed its adequacy and completeness. For test
performed as part of the review, Audit ensured adherence to the policies.

Assess VaR methodology utilized and accuracy of implementation
Test steps:
e For 2006, Audit focused on HY, HG, IRP and Equity Derivatives and performed the following:
o Reviewed the accuracy of the methodologies implemented into production

»  Performed independent recalculation of VaR using methodology implemented for sample
trades by comparing independent result and sample portfolio result. For example:

*  4-year historical time series, including using Taylor expansion approximation for an
option where stress matrix was not available.

¢ Issuer specific risk (ISR) components.
+ Individual general market risk component, linear and non-linear P&L vectors.

¢ Reviewed mapping logic applied to sample trades to the individual buckets
assignment for VaR calculations.

o Reviewed the accuracy of the Firm's VaR aggregation process including the aggregation of
systematic and ISR components of VaR.

Review Market Risk Management analysis of VaR results
Test steps:
o  For stress-testing, the following was performed:
o Reviewed and assessed stress-testing policies and procedures for quality and completeness.
o Reviewed and evaluated the methodology and rationale used for stress-testing.
o Analyzed the stress scenarios and updating frequency.
»  Examined testing procedures and test frequency.
" Analyzed action taken based on stress-testing resullts.

o  For back-testing, the following was performed:

o Reviewed and assessed the back-testing policy and procedures for quality and completeness.
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o Reviewed historical back-testing results and assessed whether the failure rate is consistent
with the expected failure rate for the specified confidence level and given time horizon as
well as understanding the reason for exceptions.

* Reviewed and assessed the clean P&L generation and sign-off process.
»  Reviewed the back-testing process and results and assessed the methodology.

Evaluate accuracy and completeness of system feeds into risk reporting system ,

Test steps:
® Reviewed and assessed the reconciliation of the LehmanRisk VaR engine and source systems for
data completeness, accuracy and timeliness.

® Reviewed and assessed the integrity of access controls to directories, database and reporting
portal.

Evaluate controls and documentation for changes to current methodology

Test steps:
e Reviewed and assessed the UAT process including documentation of changes, tests performed
and result analysis prior to the release.

Review VaR limit monitoring process, excess reporting process and escalation procedures

Test steps.
e Reviewed the VaR Limit policies and procedures and performed a walkthrough of the
monitoring, excess reporting and escalation process.

o Analyzed action taken and escalation process on the limit excesses.

Assess technology/user access control environment, including Application Change Management
(ACM) and Disaster Recovery process for VaR models ’

Test steps:

¢ Reviewed and assessed the Application Change Management and Disaster Recovery process
including:
o Changes are authorized and documented.

Development and production environments are secured.

Software deployment, versioning and communication to users are effective.

All emergency changes follow proper procedures.

All changes are migrated to the backup environment.

0O O 0O 0 o

Ability to provide service to clients in the event of a disaster.
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Objective: To evaluate the design and operating effectiveness of the system of internal controls including
controls over financial reporting in accordance with Section 404(a) of the Sarbanes-Oxley Act. Specifically,
this review focused on the controls around independent review and approval of valuation models.

Review Quantitative Risk Management policies and procedures

Test steps:

® Reviewed the policies and procedures and assessed its adequacy and completeness. For test
performed as part of the review, Audit ensured adherence to the policies.

Assess procedures for maintaining model inventory
Test steps: '
® Reviewed and assessed the process on model inventory completeness by:
o Reviewed evidence of quarterly sign-off.

o Evaluated model approval workflow to ensure that new models are reviewed on a timely
basis.

o Reviewed Model Control Committee minutes to ensure models discussed are included on the
model inventory list.

Evaluate model approval documentation as it relates to new and revised pricing
Test steps:
o  Performed a walkthrough of the model approval website process.
o Selected a sample of the models from the inventory list and performed the following:

o Reviewed and assessed the completeness of the methodology documentation, including
testing data, prepared by Front Office Quantitative Research and Quantitative Risk
Management.

o Reviewed the approval conclusion and verified contingency on the approval (if applicable)
are monitored.

o Reviewed documentation on model limitation and proper model valuation allowances (if
applicable).

Evaluate controls over temporary approved models

Test steps:
e Evaluated the monitoring process on temporarily approved models.

o  Reviewed that the trade limits on temporarily approved models adhere to the policies.

Evaluate model valuation allowance documentation

Test steps:
o Performed a walkthrough of the model valuation allowance approval process.

e  Evaluated documentation to support model valuation allowances.
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Assess technology/user access control environment, including Application Change Management
(ACM) process for pricing models and approval website

Test steps:

® Reviewed and assessed the Application Change Management process for pricing models and
approval website including:

o Changes are authorized and documented.
o Development and production environments are secured.
o Software deployment, versioning and communication to users are effective.

® Reviewed and assessed the integrity of access control around the model approval website.
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INTERNAL CONTROL COMMITTEE OVERSIGHT AND GOVERNANCE (ICCOG)

Objective: To evaluate the adequacy and effectiveness of the internal controls maintained over corporate
governance, primarily focusing on the controls over committee classification and the development of
standards governing the formation, authorities, maintenance and operation of the risk committees. For the
2006 review, Audit focused on the following committees to ensure adherence to the guidelines established by
the ICCOG Group: Commitment Committee, Investment Committee, New Products Committee and Complex
Structured Finance Transaction Committees.

Assess compliance with standards governing the formation, authorities, maintenance and operations of
Primary Risk Committees

Test steps:

e Reviewed the policies and procedures and Charter Guidelines and assessed the adequacy and
completeness. In addition as part of the reviews performed on selected committees, Audit
ensured adherence to the policies.

e Reviewed a sample of the committees and independently determined whether the risk monitoring
role designated by ICCOG was reasonable.

o For the selected committees, we performed the following:

o Reviewed the committee charters for a sample of risk committees to ensure compliance to
Charter guidelines.

o Reviewed a sample of minutes and performed the following:
»  Ensured minutes were documented for all meetings in accordance to the Charters.

»  Ensured minutes were assessable or distributed to committee members as required in
Charter guidelines.

»  Ensured transactions brought to the committee were monitored.

e  Evaluated the contingency tracking process and performed the following:
= Reviewed the completeness of tracking tool.

s Ensured action items are resolved on a timely basis.
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