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Summ;ny: 

\Vhile the current Tem1 Securities Lending Facility (TSLFI has been enormously useful in terms of providing 
liqttidity to primary de<lli~L~ for som" of their most diflklllt to finance assets, we bdicve there are some modes! 
modifications that cotlld make the pmgram an C'~lC:n bigger success parhcu!arty in the futHJT Specifically: 

• We recommend ~xpand1ng the t:{!l!ateral eligible in the Schedule 2 program to include ail investment 
g.mde MBS securities_ 

• We recommend that the ten:n of the Schedule 2 program be mude consistent with tbe newly exte!lded 
TAF - with 3· month co!l:.m~ral swap auctions, 

\)./e believe these modifications to the TSLF program will increase usage and hdp address the need to fund 
what's likdy 10 bt": a growing supply ofnon-~ligib!e mortgage asseis. 

Currently the TSLF pmgram is nm.kntti!iztd. Wh<~n tlK: program was first adopted in early \.·farch, the Fed 
expected to swap $200bn worth of its TS Y collateral for primary d~akrs' lvlBS securities. However, nearly every 
auction over the last sev(~ral months has faHcd to generate adequate dt.'mand and, as of 13 .August. the total 
anwum l)f TSLF collat~ral outstanding was Just under $!30bn (5 5hln A GY, 75bln A A .A) 

DecHning E!iglbHity: 

• Nearly 50~n of the 2006 and 2007 vintage AAA-mted Subprime mortgage bonds ba·,·e been dovmgraded, 
mnmmting to r\mghb-- l :5% of the Olltsl.andi-rlg A.AA Non-Agency !'v1wtgages issued duri·ng those ye-ars __ 

• Bm;cd on loss expectations and the r<lting ag(:ncy criwria we expect am}ther 25% of the do!!ar value 
outstanding <)f t:he 2006 and 2007 vintage AAA-rat{:d mmtgage securities will eventually be 
downgraded. 

• l11is would bring the total share of these vintages ineligible as TSLF collateral tn 40'% -~ or roughly 
$400bn worth of formerly AAA-mted securities that dealers could not finance at the Fed. 

\Ve believe the solution to the undemtiliz.ation of the TSLF program is to expand the defin.ition of Schedule 1 
collateral to include :all investmem grade MRS securities and extend the program to provide 3- month financing. 
The primary teason for the lack of dern<md and repeated low· bid~to·cover ratkls at Schedule 2 TSLF auctions is 
the kick of eligible wllan::ml l.iil dealer· balance sh.;:ets. 

\Ve hop~ lh~ Fed will C(m'iider expanding hoth the co !lateral eligible in the TSLF program and the length of the 
collateral swaps to 3 months. Unlike banks which have access to tem1 funding for these 'fallen angels' via the 
TAF and discount ·window, dealers have only one mechanism-- the TSLE And the TSLF only provides TSY 
colJ.ateral for 28-days. V·/e do not believe it was the Fed's intention in setting up the TSLF program in March to 
exclude nearly half {lf non-agency mortgages from its liquidity operations. Allowing all investmen!: grade 
mortgage collateral to be digibk together with an extension of fhe program to J .. months wouldn't necessarily 
incrt.~ase the risk on the Fed's balance sheet. For instance, the fed could limit the size ofthe 3- month operations 
relative t(l the one-month ones so that no more of the Fed's balance sheet \Vas committed. Unlike the TAF, the 
TSLF would not require the sale of other Federal Reserve assets, if it was later decided to increase the size of the 
3- month mtctions, 

PDCF 

\~'e strongly believe that the PDCF program, v;.'hich currently accepts most investment grade assets is not a good 
substitute for the TSLF, 
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.. The PDCF is an overnight program that ·while it can be roiled duily, isn't meant to be a const<ml ~~ounx: 
of daily funding for mortgage assets a~ it inrpnses frequem::y of use fees. 

• PDCF borrowing has a con,siderable stigma in spite (If the hu!'s efTorts: to cloak acce% and guMantee 
anonymity, Instead, primary dealers vie1v the PDCF as. a last resort and will t:xhaust all other fimmcing 
sources bdon: pl.cdging collateral hen:. Fm· this reason, borrowing a!: this pmgram has evaponlted since 
the nsc mel-gt::r closed. 

\"~/e believe that a modification in the term<; of the ·rsLF would go a long way to alleviating the pn:ssure In 
mortgage funding markets. 

Tt1is mat<Jri<JI w<:s pre9are<J tlY leJfltlllli1 8rolh;;r:; F>Jnding DEsk anc! is not a product of Lehman Brc!hers Fixed !:lcome R"'""3a;ch Dr:r.•anm<J:1t The view;;, of lr's 
firm's tradi~g des~s may diftm fmm tlio~'' JJf the Researc.h O<Jpartrnent Thi& ma:.eria! i~ fm informstion purpos;:;s only. le!l>l1lll1 BmlhBrS m~Kes r~o 
rt!'p:resenta~i:on tr-ta~ thB ~nf~Jrn~ati:r~m cz·mtahed i"n ~.h·is dE"fC'.I.m18nt :s accurate tlr comple~e. O~)f~ions t:~xpr~e~ herein -~1·3 S·Ubj-ec~ ~o c..~ang~ wftt'H.-::·l~t ~ot:ce. f'W 
~ev'6Js: pr:lces end ~.pre~~·:.is a:-e f"!-ismm:ai and ~~ n-ot r.epr·E}S"ent 1':;:'!J1ren~ m~rf.:e~ ~ev-els. p:ices or spreads~ somfr ·o:r aH ~f wr~:r.ft !nay h:ave ch~"tn:g~d since ~he 
issuance ol this dowment. Un<ler no c~rct,msiances snmtl<i trlis r.locurnen; be m.:<,>u or e<Jnsider~d as an of!M to sell Dr a sc•llcilalk<i'l ot ;m otter to t<Ll)' any 
linMcial i:>.slmtmmt 1n•:mt<oned in it The prodvcts menl;cmoo in !his document may not be eligible h· sale in some stales o; countries, {Jr s~;itabl~ lm '.Ill t.l'fJSS o1 
i~ves!crs: ihelr valuE! and the ir~cume !My produce may fluc-;ttsa:a andlor be :o~dver~ai\' atia~:.te<J by exc1l<onge r<Jie>, ~nter:;>$1 r<:lt<;<s or other factors. j::;lie'1t:i ;;.re 
;;Hjvisei;ll.o '"""~" an inae:.r..>emj<mt rev!E<W r~:;g<;rdlf'1g the economic b<mefit:; an!:! risks o! purchasir.g or sellin<:Jihe !inancial instn,!Tleni:; ,~nentlone'i in tl:is. .docament 
J>nd reach their own conc!L:sions regafdit:g the !egi.!l, t<l:<, acwuntir<g and ether <:>$!JS(fe-,; of any tr<>.nsactir.mln the financi<~: instrumsnt !.f' r~:,;lalion to !tl<m pmil~ula.r 
c:in:.<tmslances. Lehman 8rottJers enleTs inlc iranssctktn'> tJn sn arm's length basi5 2!'111 does no: eel e;; ai:Jvt:s>::.r or !i,;:l!;ciary 10 ils wur.ter pJrti;:;s .oxcep\ wheco: "' 
!aw. n.ile N written agreamem expressly pmvides otherwise. leh:mm tlrotl1ers zmd/vr its afflli<lted companies may maKI:! ;;. flV!f~f.!! ·~r deal as princ;pal 1n the 
finanda! lnstmmenis mentioned in !his !J1:1wment or in related s.tlcuritie>s, options ::>r o!Mr ::Jerivaijve instruments baseo en trosm. lr. '.l\irli~1on, l&.man 8rotr1~rs, 
its affii,ated c:.omp.llnies. ~hareholde.rs. directors, af1ir.:;,rs and/or ernploycc~. m<Jy fr.:;,m time lo lime Mve !or;g ·~r cShaft posi!iom; in \he li:JarJaal ;r,strurr;en!s. 
indu•:J'mg (~1Bns. securi!le~ cr ~n ·:)Pt!on.~. f1J~~Jres or ot:her cterjv-~tive :nstruments basBd on th:~m- Qn.g or rno~e dir-~f..:~o;s, offk.:r:·)::; anC!or e:rr-.~loJ~ees of lehmert 
Brol!lers or i!s allil:<!tm'l ccmp.3Jijes mE>' be ~· director ,)t the !JormWl"> or ossuer ment":med in this documef!l. lehman Sroiners o;- 1\s pn~ctet:,;;ssors 1111,jl,:Jr lts 
llfmlated companies may '18'-''e .3Cl'8d ;>s agent or arr<Jr.ger w;il'< r-espect to tl1<; loans of the bortow<:rs mentioned in ttl!~ o·epon .. ami may !'lave w0.r>ager.l ur eo· 
manag<Jd a r.•ur,iic offunl:g of or !lC!;:d i.ls iriillal pmehassr or placem;,nt agent br a private place!TIE!r<! of ar;y of !M se.cunties of any iSWflf mentioned m this 
document \l'>ilh~n the Ills; tt1ree years or may, fmrr. t.ime to time perfo;m investmenl !Ji3.n,:ing. le:mt!ing or otf'ler s-ervices lot, or 5clid!. inves\fl1<ml b1:H'l~;il'lg or olher 
busiil€5:< from any romp<my mt'<r>tion<:d i~1 ihir; d<x~um;,nt. 

N::> part of !!,IS docum<mt may be r<!!j)<oduwd 1!1 any rMiflM< withOllt the written pennission of Lehman Brother$ @ 2008 lehmall 8r>?thers In:::. All right~. 
r•%erved. Member ol S!PC. 
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