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CONFIDENTIAL TREATMENT REQUESTED BY 
LEHMAN BROTHERS HOLDINGS, INC. 

LBEX-WGM 835699 
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Introduction 
I 

• Background 

Credit crunch intensified in early 2008, putting focus on LEH balance sheet and liquidity 

Credit desks proposed securitizing leveraged loans in CLO format in conjunction with other firms 

Liquidity crisis at Bear Stearns and opening of Fed I ECB discount windows to non-banks provided 
trigger to complete the deal immediately 

I# 1 1MilttMtfi.~.t!iti.UffllttidlMffliUiWliY:UI'Tt~!rU.C-=:::~::~,~:~:::~il:~"·-~, 
E;tle tdtt: ~tew Fwortes [ools t;1elp 

·-···· .................. . 
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Apnlll, :200S 

How Lehmnn Opened the Fed's Spig< . 
llt-<.11 T,)L,_.s _.:.,th -~m·~~f· 
f./1 ~l\>\'. l.~'Wht\~ F<~d.bfY 

By SER.F.NA NG and SUSANNE CRAIG 
A.~,· . ' 

Agj~J 

1J • 

Financial engineenng helped get W a] Street mto tts current 
Now, Wall Street's Lelunan Entheu Hold.in~;<> Inc. 1s 

~orne help from the US. Federal Reserve --to bolster 1ts 
May 15 (LCD). Letwldn Bruthecs has pnced Thal1.1 Europun CLO BV 2008-1 The E:1 1 

ctJOn IS a stanc vehicle and :here 1s no remvestmer1: pe·1od Lehman Brothers 
(Europe) acts as llqurdation and seMtrng agent. The closrng date was Apr.l 29 

b rec~nt weeks. :..ehm(Ul moved $2 8 billion in loans, 
to sell, into a newly created mvestment veiucle it named 
loans 

.. Class A. '!700 mrllrcn, 6M=+100, rated AAAby S&P 

.. Class B -!§50 mdlror, 6ME+200 rated AAby 5&P 

., Class C- E46 mrllron. 6ME•4GO, rated A by S&P 
• Subordrnated notes- ~314 mrl,ron 

• The lle...,3: Letmwn Brother-s repecketged soone 
o111.s unsold buyout loans rnto a new securty thert It 
used as coiiErteral to obtetn cash loens from the 
Feder~JI Reserve 
• 8aekqrootmd: Lest month, the Fed oroedened rts 
ler1ding facil~ies to extend $-hort-ter'fl •Otms to 
secuntres dealers thm" bring ft a range of securities 
With "rnvestment gre:::le" ratings. 

Thalia European CLO rssued floating-rate notes and. after payr'1g transactron fees and 
rnvested t'1e proceeds in a portfol•o of predomrnantty senror-secured leveraged leans 

• Wh.rt It Me.ant~-: Other Well street tnvestnent 
banks, known for therr lngenUJty, are expectP.d to 
1ollowsuil 

:fed's new borrowing facility, 1t was able to tum loans that had been 
mostly shunned by investon for mor.tl:.s mto cash It could use to finance 1ts 
business 
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Keypoints \ 

Repackage portlolio of HY leveraged 
loans acros~nto CLO form for 
financing purposes 

Loans are not deliverable to the Fed I 
ECB discount window, but CLO 
tranches are 

Securities thereby created arEU!.Qi_ 
meant to be marketed No balance 
sheet relief; liquidity relief only Nv ivlk"-1h.'f:t! -to 

¥'\.t...J~-f 
No "true sale" opinion of loans tci 
Freedom CLO. Senior note cannot be 
rated higher than LEH's rating 
)-hH c\u.St.;~'~e<Q OA ~~-~ • 

~-

PNL continues to be recognized at the 
underlying loans (trader),level rather 

< 

than the CLO tranche level 
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Freedom CLO 2008-1 

Freedom LLC- original capital structure 

Principal Principal Issue Rating 
Class Balance (US$) Balance Price (Moody's/S&P) 

Senior $2,260,000,000 8000% 100.0% "A2"/"A" 

Equity $565,000,000 20.00% 100.0% NR/NR 

Total 2,825,000,000 100.00% 

LEHMAN BROTHERS 3 

I 

Senior Notes 

Equity Class 

Expected 
Expected Average Life Stated 
Spread (yrs) Maturity 

3ML +2.25% 2.1 Nov 
2016 

Excess Nov 
2016 
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Risk Issues 
+ Where to recognize risk 

Risk of entire portfolio of loans should equal risk of combined CLO !ranches 

Risk should follow PNL where possible. 

Loans level: dummy positions for the underlying loans continue to be marked by traders 

CLO (tranche) level: analytics not set up initially; risk would be pooled among traders. PNL changes only for equity tranche 

Various proposals made to reallocate PNL I risk back to traders via TR swaps 

Event risk cannot be easily reallocated back from CLO tranche back to traders in proportion to their participation 

~ ~ 30··-SO ~~~ 
+ Legal entity problems 

$2.2bn senior tranche was initially booked in regulated broker-dealer (LSI) while equity in LCPI 

SEC wanted VaR to be reported for the senior (LSI) tranche 

+ Solution 

• 

Senior notes, not intending to be marketed, were moved out of LSI to LCPI. 

Senior note can be delivered to Fed window via match book trade via LSI (reverse repo in LSI, LBI repo to Fed) 

VaR I event risk continues to be calculated at underlying loans level 

Notional WAL PV01 Delta 10 95 VaR 10 99 VaR 

$2,825,000,000 2.60 917,723 1.00 9,183,726 16,501,521 

Use delta = 0.43 (225bps I 527bps) 

Tranche Notional WAL PV01 Delta %Risk 10 95 VaR 10 99 VaR 

Senior $2,260,000,000 2.00 0.43 21.0% 1,931 '158 3,469,947 

Equity $ 565,000,000 5.00 2.57 79.0% 7,252,569 13,031,575 

Additional issues 

Operational risk introduced due to elaborate booking for the trades. Need for dummy loans to flow into Risk 

100 99 VaR 

52,182,392 

100 99 VaR 

10,972,935 

41,209,457 

I 

Loans continue to be sold in improving market environment, reducing need for these trades·- Hu.u~ ~-e(.t.u .. ,e.J f0~ ~ -~ W1!•kY'l 

LEHMAN BROTHERS 4 



t""'('l 

rn~ 
~~ 
~ti 
~~ 
t:l:i>-l ?;:!......, 
0> 
>-lt""" 
:::r:...., 

~G; [/).> 
:::r:...., 

0~ 
t""'tn oz z...., 
@G; 
"!0 ze 
ntn . [/). 

@ 
ti 

~ 

r 
OJ 
m 
1< 
~ 
G) 
s:: 
00 
(..) 

01 
-...J 
0 
(..) 

Deals to Date 

• Freedom 2008 

$2.825bn in US leveraged loans, two tranche 
structure originally 

Modified to three tranche structure subsequently 
to success of Spruce trade 

• Spruce 

$1.875bn in US leveraged loans, three tranche 
structure 

• Thalia 

€1.1 bn in leveraged loans, three tranche structure 

w·~ \~ ~~ 

Upcoming trades 

• Kingfisher 

$1.1 bn in Asia HY loans, three tranche structure 

+ SASCO 

Real estate loans 

LEHMAN BROTHERS 

Tranche 

Senior 

Mezz 

Equity 

Tranche 

Senior 

Mezz 

Equity 

Tranche 

Senior 
Sr Mezz 

Jr Mezz 

Equity 

5 

I 
Notional % Rating Mat Rate 

$1,540,800,000 80.0% A21 A Nov 2016 3ML+190 

$ 250,400,000 13.0% 81/8+ 3ML+350 

$ 134,800,000 7.0% NR/NR NA 

Notional % Rating Mat Rate 

$1,462,050,000 78.0% A2/A Oct 2017 3ML+190 

$ 243,670,000 13.0% 81/8+ 3ML+350 

$ 168,700,000 9.0% NR/NR NA 

Notional % Rating Mat Rate 

€700,000,000 63.1% AAA Aug 2018 6ML+100 

€50,000, 000 4.5% AA 6ML+200 

€ 46,000,000 4.1% A 6ML+400 

€ 314,000,000 28.3% NR NA 


