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Highly Confidential New York Fed Information
Fresentation Overview

« Leverage and Capital (slides 3-7)
= Liguidity (slides 8-11)
= Risk Management (slide 12)

= GConclusions (slide 13)
= Appendix (slides 14-16)
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Highly Confidential New York Fed information

Four Views on Leverage

v
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Gross Leverage Ratios (FRBNY Calculation)

I

Luverage Rattos™ at the Large Securities Firms Toverage Katios® of the Lavge Securities Tirms: Indeged fo 2002
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Adjusted Leverage Ratios (FRBNY Calculation)

Asfjusted Levernge Hattos® at the Yarge Serurities Firws
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S

tliquid Assets Comprise a Larger Portion of Balance Sheets

(x) Hiiquid Risk Assets/ Tangible Common Equity
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Net Repo Borrowing
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A Framework for Setting Liguidity Standards

it Ecanomic Capital is the capital needed. then Economic Liquidity is the liquidity needed to support
business activities:

Liguidity Sources

> 100%
Economic Liguidity

s An Economic Liquidity model must specify Risk Tolerance (or desired survival probability and Time
Horizon.

« Current models for Credil and Ops rislc 99.9% over 1 year; Market riske 99% aver 10 days.

« Gurrent contingency funding plans (CFPs) for Liguidity risk: no firm has explicitly stated a desired probability of
sutvival {though they do target a credit raling).

Pre-Bear: CFPs assumad "no access 1o unsecured funds over a 1-year horizon” (Le., a slow bleed).
Post-Bear: CFPs now modelng a “rurn on the bank over a 2 — 4 week horizon.”

« Economic Liguidity medeling is scenario driven and does not fend itsell naturally to a statistical
approach.
« GFPs are similar to indernal models, ke Market Risk (MBA} and Ops Risk (AMA}, as well as to interest rate and
higuidity risk treaiments under Pillar 2
+ There is enormous hetemgeﬁeity acrass firms, 50 a requlatory “one size fis all” approach is likely inappropriate.
+ CSE liquidity risk guidelines by the SEC are a series of scenarios, including:
2-notoh ratings downgrade, no unsecursd funding for 1 year, deterioration of secured funding envirenment,
= iy an infernal models approach to Economic Liquidity, stress assumplions and choice of scenarios can be guided by
statistical analysis and form the basis for discussion with supenisors.
A similar approach, with perhaps some different {and some of the same) scenanios, could work for banks.

FRBNY to Exarm 000024
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Liguidity Framework: “Bear” and “Bear Light” Scenarios

= The Liquidity Stress Analysis, which is summarized on slide 10, provides a preliminary analysis of
“Liguidity Sources” versus “Ligquidity Required” {L.e., Economic Liguidity) in two scenarios:

- “Bear’
- Ayun an the bank in all business argas: no ralfover of secured funding except OMO sligible collaterat; no
roflover of unsecured funding; withdrawal of free Credils; increases in margin requirements and on-boarding of

assets dus to collateral triggers and customer actions; and delays in receipt of operating cash flows {(margin calls
and derivalives receipis).

= “Bear Light”

Same as Bear except severity is 35% of the Bear scenario. Conceptually, this scenario could be interpreted as
a) the scope of the run is only 35% of the clients (versus 100% in Bear), or b} a run could be prevented if the

market is aware that the firm mainiains enough liquidily 1o wilhstand a 35% run, or ¢} contagion from 3 run on
another investment bank.

« The data for the Liqruidity Stress Analysis is drawn from CFPs developed by Morgan, Lehman and
Merrill in response o an SEC request {o estimate liquidity requirements in a "Bear Stearns” scenario.
Goldman has yet 1o submit its GFP under this scenario, so FRENY adapted Guldman’s existing CFP for
the analysis.

«  Caveats:

+ The Liquidity Stress Analysis is very crude. FRBNY adjusted the Bear scenario submilted by the GSEs and
Goldman's current CFP 1o make the projections more consistent across institutions, Time horizons and as of dates
are different lor each CSE.

» Firms provided no input info the Bear Light scenario. That said, scaling the run on the bank 1o 35% is not difficult o
conceptualize or calculate.

FRBNY to Exam 000025
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2

Summary of Liquidity Stress Analysis

« For gach institution, the table below compares the size of the current "Liquidity Pool” to the amount of
“Liquidity Required” in the Bear and Bear Light scenarios (see Appendix for details).

§ in bilions Liquidity Pool vs. Liquidity Required: (Deficit)/Cushion
{“Additional Funding Scurces,” red bar, not included in {Deficity/Cushion calculation)
Morgan Lehman Merrill Goldman
Bear Bear {84} ¥ Bear Boar
Bear Light Bear Light {15) | Bear Light Bear Light

Lepikdgy 0 Uguediy
ST SRR S S0 To5
Brar L Bex light
NorGass 1 abwn Keorodt Lot
L2 Ligpacily ol @ Adslioved Sourtes % Sevurend Furefitg ot Uanunitines s, Othes Bigixibes, ared Qoab Ploves o rgenured Funting
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“Healr” ang "Bear Light” Scenarios:
Preliminary Conclusions and Suggested Approach

« Lehman's deficits in the two scenarios, $84 billion and $15 billon, are large in relation o the size of its
Liguidity Pool.

= Lehman has plans lo improve i3 Liquidity Pool by $19 biflion by the end of June 2008, including the sale of $16 billion
i liquid assets.

- Sugg‘ested Near-Term Approach: Refine and bring consistency across institutions to the scenario-
aseda meinodoiogy of estimating Economic Liguidity.
+ Work with each institution to bring consistency lo the Bear scenario in terms of calegories used and sevenity of
assumphons,

« Ask sach Institution to develop a second scenario, largely specified by the reguiators, with a severity simitar to the.
Bear Light scenarin, Tha institutions would be required to demonstrate they Could survive this scenario without RDCF
oy other central bank support.

- Such an approach could be the first siep in moving o g multiple scenario approach,

ERBNY to Exam G002 7
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Conclusions: Capital, Liquidity, and Risk Management

L%':;iatgie ! Liguidity Maﬂ:&z‘;em Oversl
Goldman B — i
Maorgan
Lebman
Merrill

= Lehman: Reasonable capital ratio; poor, but improving liquidity position; moderate risk appetite; no

view from FRBNY on depth of controls.

- gsrsg;«fzy Cﬁnfid&ﬁﬁaﬁ
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Appendix: Liguidity Stress Analysis, Assumptions

Assumptions are given below for the “Bear” scenario. “Bear Light” scenario assumes a 35%
severily compared o "Bear.”

&

SECURED FUNDING MATURING WITHIN 2-4 WEEKS ({lines 1-6)

« Fixed Income: all maturing OMO Eligible securities can be rolled at an increased hajreut of 4%. All Less Liquid
securilies cannot be rolled, No cash inflow from reverse repos of Less Liquid secunties.

= Equity: all maturing squily financing either does not roff or is subject to increased haircuts.

«  UNSECURED FUNDING MATURING WITHIN 2-4 WEEKS (lines 7-13)

+ All maturing unsecured funding is not rolfed aver and no new unsecured funding is avaiable.

« COMMITMENTS, OTHER LIABILITIES AND CASH FLOWS (lines 14-22)

« Various assets are brought on balance sheet due to contractual conumitments and ratings downgrades.

+ Operating Cash Flaws: the Prime Brokerage business experences 100% withdrawal of Free Credit balances: in
the Derivatives business, courderparties delay payments under swap obligations while margin reguirements
increage due to collateral friggers.

= LIQUIDITY REQUIRED/PARENT COMPANY LIQUIDITY POOL (lines 23-24)

Liquidg?/ Required is the sum of Secured Funding, Unsecured Funding and Commitments, Cther Liabilities and
Cash Flows.

+ Liguidity Pool is the actual Parent Company Liquidity Pool as of the date of the CFP,

«  ADDITIONAL FUNDING SOURCES (lines 25-29)

+ The G’%Es draw on available bank lines and affiliates to provide cash. In addition, moderale amounts of assets
are sold.

FRBNY to Exam D00030
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Appendix: “Bear Light” Liguidity Stress Analysis
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