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5. Potential Claims Against Lehman’s Secured Lenders
a) Introduction and Executive Summary

Pursuant to the eighth bullet of paragraph 2 of the Examiner Order, this Section
of the Report examines transactions and transfers among the debtors and pre-Chapter
11 third-party lenders. The Examiner has consulted with the parties in interest,
reviewed issues identified by those parties, conducted his own independent review and
examination and exercised his discretion as to which issues to include in the Report.
This Section of the Report covers potential common law claims against Lehman’s
lenders. Section IIL.B covers potential avoidance and preference actions.

Throughout 2008, and up to the date that Lehman filed for bankruptcy,
Lehman’s clearing banks demanded collateral to secure risks they assumed in
connection with clearing and settling Lehman’s triparty and currency trades, and other
extensions of credit. This Section of the Report examines the circumstances
surrounding Lehman’s provision of approximately $15 to $21 billion in collateral (both
in cash and securities) to its clearing banks, and Lehman’s simultaneous inclusion of
those funds in its reported liquidity pool.

As set forth in more detail below, the importance of liquidity to investment bank
holding companies cannot be overstated. Broker-dealers are dependent on short-term
financing to fund their daily operations, and a robust liquidity pool is critical to a

broker-dealer’s access to such financing. The Examiner has found that the size of
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Lehman’s liquidity pool provided comfort to market participants and observers,
including rating agencies. = The size of Lehman’s liquidity pool encouraged
counterparties to continue providing essential short-term financing and intraday credit
to Lehman. In addition, the size of Lehman’s liquidity pool provided assurance to
investors that if certain sources of short-term financing were to disappear, Lehman
could still survive.

Critically, the collateral posted by Lehman with its various clearing banks was
initially structured in a manner that enabled Lehman to claim the collateral as
nominally lien-free (at least overnight), and continue to count it in its reported liquidity
pool. However, by September 2008, much of Lehman’s reported liquidity was locked
up with its clearing banks, and yet this fact remained undisclosed to the market prior to
Lehman’s bankruptcy.

What follows is a review of the demands for added credit protection by
JPMorgan, Citi, HSBC, Bank of America, Bank of New York Mellon and Standard Bank,
followed by a brief synopsis of the Examiner’s legal conclusions. The Examiner
concludes that there may be a colorable claim against one clearing bank — JPMorgan —
arising from these collateral demands in 2008. Then, this Section discusses Lehman’s

public statements about its liquidity pool.
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(1) JPMorgan

JPMorgan acted as LBI's principal clearing bank pursuant to a Clearance
Agreement between JPMorgan and LBI. The most significant component of JPMorgan’s
clearing services was “triparty repo” clearing. Although triparty-repo investors
typically required a broker-dealer such as LBI to post “margin” (that is, additional
collateral) overnight to account for investor risk, before 2008, JPMorgan did not retain
that margin intraday.

In February 2008, JPMorgan informed Lehman that JPMorgan would begin
retaining the same margin intraday that triparty investors required overnight. This
change — JPMorgan’s retention of “triparty-investor margin” — was implemented
gradually in 20 percent increments over the course of approximately five months.

JPMorgan also determined that its risk vis-a-vis broker-dealers such as LBI was
greater than the risk faced by overnight investors. JPMorgan therefore instituted an
additional margin requirement, which it called “risk-based margin,” and incrementally
imposed that margin on broker-dealers as well. Lehman initially responded to
JPMorgan’s risk-based margin requirement by posting approximately $5 billion in
securities in June 2008. Lehman continued to post additional collateral at JPMorgan
throughout the summer in response to JPMorgan’s margin requirements.

In August 2008, JPMorgan raised concerns about collateral that Lehman had

posted. In particular, Lehman had posted illiquid and difficult-to-price CDOs that
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Lehman had self-priced. JPMorgan was also concerned because LCPI (not LBI or its
holding company) had posted collateral to cover JPMorgan’s risk-based margin.
Lehman transferred much of this collateral from LCPI to LBHI in early August to
alleviate JPMorgan’s concern.

At the end of August, after significant negotiation, Lehman and JPMorgan
entered into three agreements: an Amendment to the Clearance Agreement, a Guaranty
and a Security Agreement. The Amendment to the Clearance Agreement added
additional Lehman parties to the Clearance Agreement. Under the Guaranty, LBHI
guaranteed the Lehman parties’ obligations under the Clearance Agreement. The
Security Agreement secured LBHI's Guaranty, granting JPMorgan a security interest in
a Cash Account, Securities Account and certain related accounts. The Security
Agreement also provided for an “Overnight Account” into which LBHI could transfer
cash or securities overnight if no obligations remained outstanding under the Clearance
Agreement at the end of the day. Those assets, however, generally had to be returned
to Lehman’s liened accounts by morning in order for JPMorgan to continue clearance
operations. Lehman understood the August Agreements as documenting existing
practice, not fundamentally altering its relationship with JPMorgan.

By late August and early September, Lehman’s deteriorating financial condition
became increasingly apparent. On September 4, 2008, Lehman and JPMorgan

executives met to discuss Lehman’s third quarter earnings and survival strategies.
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JPMorgan emerged concerned with Lehman’s plans. JPMorgan also reviewed a draft of
Lehman’s planned presentation to rating agencies, and JPMorgan expressed concerns
about that presentation as well. The following day (September 5), JPMorgan’s
Investment Bank Risk Committee met to discuss the Investment Bank’s exposures to
various broker-dealers, and expressed particular concerns about Lehman. Then, on
September 9, 2008, reports surfaced that acquisition talks between Lehman and KDB
had fallen through, and Lehman’s stock plummeted. In response, Lehman decided to
preannounce its third quarter earnings the following morning, September 10. Also on
September 9, JPMorgan requested $5 billion of additional collateral to cover all of
JPMorgan’s exposures to Lehman, not limited to triparty-repo clearing exposure.
Lehman agreed to post $3 billion immediately, and posted the $3 billion in cash and
money market funds by the next day.

JPMorgan further determined that it wanted a new “master-master” agreement
with Lehman to cover its entire relationship across all Lehman liabilities and entities.
For the collateral that JPMorgan requested on September 9 to cover all of JPMorgan’s
exposures to all Lehman entities, new documentation had to be executed. JPMorgan
insisted that an Amendment to the Clearance Agreement, Security Agreement and
Guaranty be in place before Lehman’s earnings call the next morning. The evidence
does not suggest, however, that JPMorgan threatened to cease clearing for Lehman if

the agreements were not executed by then.
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JPMorgan’s and Lehman’s legal teams negotiated the documents through the
night. Lehman’s attorneys received virtually no input from Lehman’s senior financial
officers or other business personnel, who were immersed in preparations for the
upcoming earnings call. Indeed, neither Lehman’s Treasurer nor its Chief Financial
Officer reviewed the terms of the agreements or even a summary of the key terms
before the agreements were signed.

These agreements significantly extended JPMorgan’s rights to request and retain
collateral by expanding the Lehman accounts over which JPMorgan had a lien and the
obligations that its lien secured. The September Security Agreement and Guaranty also
required three-days’ written notice for LBHI to attempt to retrieve any of its collateral.

On September 11, JPMorgan executives met to discuss significant valuation
problems with securities that Lehman had posted as collateral over the summer.
JPMorgan concluded that the collateral was not worth nearly what Lehman had
claimed it was worth, and decided to request an additional $5 billion in cash collateral
from Lehman that day. The request was communicated in an executive-level phone
call, and Lehman posted $5 billion in cash to JPMorgan by the afternoon of Friday,
September 12. Around the same time, JPMorgan learned that a security known as
Fenway, which Lehman had posted to JPMorgan at a stated value of $3 billion, was
actually asset-backed commercial paper credit-enhanced by Lehman (that is, it was

Lehman, rather than a third party, that effectively guaranteed principal and interest
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payments). JPMorgan concluded that Fenway was worth practically nothing as
collateral.

Notwithstanding JPMorgan’s concerns with the quantity and quality of collateral
posted by Lehman, Lehman believed that JPMorgan was overcollateralized. There is no
evidence, however, that Lehman requested in writing the return of the billions of
dollars of collateral it had posted in September. Lehman did informally request the
return of at least some of its collateral, and JPMorgan returned some securities to
Lehman on September 12. JPMorgan did not, however, release any of the cash
collateral that Lehman had posted in response to the September 9 and September 11
requests.

The Examiner has analyzed a number of potential common law claims against
JPMorgan in connection with the September Agreements and collateral demands. The
Examiner concludes:

e The evidence does not support the existence of a colorable claim against

JPMorgan for economic duress principally because the Examiner has found
no evidence of an express unlawful threat by JPMorgan.

e The evidence does not support the existence of a colorable claim that the
September Agreements are invalid for lack of consideration because (i) the
September Amendment to the Clearance Agreement was a modification of
an existing contract and, therefore, required no additional consideration, and
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(ii) the September Security Agreement and Guaranty were supported by
JPMorgan’s continued extension of credit to Lehman.>

There may be a technical claim that the September Agreements are invalid
for lack of authority, but there are substantial defenses to such a claim,
including that Lehman ratified the agreements when it posted collateral on
September 12. Accordingly, the Examiner concludes that the evidence does
not support the existence of a colorable claim.

The evidence does not support the existence of a colorable claim that
JPMorgan fraudulently induced the September Agreements even if
JPMorgan counsel told Lehman counsel that an agreement in principle had
already been reached by Lehman’s and JPMorgan’s senior management.
There is conflicting evidence as to whether there was such an agreement in
principle. Nonetheless, regardless of the outcome of that disputed issue of
fact, it does not appear that Lehman counsel in fact relied on the
representation or reasonably could have relied upon it.

The Examiner also concludes that the evidence does not support the
existence of a colorable claim that JPMorgan breached the September
Agreements by refusing to return collateral to Lehman. JPMorgan was not
legally required to do so principally because Lehman failed to provide
JPMorgan with written notice for return of collateral as required under the
September Agreements.

Finally, the Examiner concludes that the evidence may support the existence
of a colorable claim — but not a strong claim — that JPMorgan breached the
implied covenant of good faith and fair dealing by making excessive
collateral requests to Lehman in September 2008. A trier of fact would have
to consider evidence that the collateral requests were reasonable and that
Lehman waived any claims by complying with the requests.

(2) Citibank

Citibank was Lehman’s designated settlement member on the Continuous

Linked Settlement (“CLS”) system, a trading platform operated by a consortium of

352 See infra Section II1.B.3.g.5.a for a discussion of claims to avoid the September Guaranty under
applicable fraudulent transfer law where a different standard applies for assessing “reasonably
equivalent value.”
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banks for the clearance and settlement of foreign exchange (“FX”) trades. In executing
trades for Lehman on the CLS system, Citi accepted Lehman’s CLS trades, submitted
them to the CLS Bank, and extended intraday credit to Lehman, thereby assuming a
certain amount of intraday credit risk. Citi provided the clearing and settlement
services on CLS under the aegis of a CLS Settlement Services Agreement for CLS User
Members, originally entered into by Lehman and Citi in December 2003, and later
amended in October 2004. Notably, this Agreement provided that any extension of
credit by Citi was within Citi’s “sole discretion.”

Citi provided Lehman with additional financial services, such as maintaining
cash deposit and custodial accounts, providing credit facilities, and some custody and
clearing services in emerging markets and in the United States.

After the market’s negative reaction to Lehman’s second quarter earnings
announcement and Lehman’s announced personnel changes on June 12, 2008, Citi
sought to reduce its intraday risk exposure to Lehman. Consequently, on that same
day, Citi obtained a $2 billion “comfort” deposit from Lehman, to be maintained at Citi
in an overnight call account. Although the $2 billion deposit was not formally pledged,
Citi believed that it had a general right of setoff. In addition, according to Citi
personnel, had Lehman withdrawn the deposit, Lehman would have had to prefund its
transactions in order for Citi to continue clearing and settling Lehman’s trades. The $2

billion deposit was included in Lehman’s reported liquidity pool.
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Further, beginning in July, the parties negotiated — without success — the terms of
a formal pledge agreement on the understanding that Lehman would pledge securities
to collateralize Citi's clearing and settlement lines, in lieu of the cash deposit. Citi
proposed several versions of a collateral pledge agreement, and Lehman proposed
different portfolios of assets to post as collateral. Citi declined to accept any of the
securities proposed by Lehman as collateral; Citi had difficulty pricing the assets and
questioned whether there was a ready market for them.

The negotiations between Citi and Lehman over the pledge agreement ceased
when, between September 9 and 12, Lehman and Citi amended two critical agreements
instead of executing the pledge agreement. By early September, Citi had become
acutely concerned about its claim on the $2 billion deposit. Then, on September 9, the
reported failure of the KDB deal, coupled with Lehman’s announcement that it would
accelerate its third quarter earnings announcement to September 10, prompted Citi to
request that Lehman immediately amend the parent Guaranty Amendment to expand
the scope of the holding company Guaranty (to include obligations owed to Citi under
any custodial agreement with Citi in addition to extensions of credit by Citi) and
ultimately added 10 additional Lehman subsidiaries to the guaranty (Citi had originally
requested that 17 be added). On September 12, the parties also amended the Direct
Custodial Services Agreement (“DCSA”), which provided Citi with a broad and explicit

security interest over cash, securities or other assets held by Citi on behalf of Lehman.
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Citi continued thereafter to provide clearing and trade settlement services for
Lehman, albeit under reduced clearing limits, until Lehman filed for bankruptcy on
September 15. Ultimately, Citi cleared for Lehman through CLS until Friday,
September 19.

The Examiner has identified potential common law claims against Citi arising
out of these transactions, but has not found any of them to be colorable.

e The evidence does not support the existence of a colorable claim for
economic duress surrounding Citi’s demand that Lehman execute the
September 9 amendment to the Guaranty because, inter alia, there is no
evidence of an express unlawful threat by Citi to induce Lehman to agree to
its terms. Indeed, Lehman successfully negotiated certain terms in its favor
prior to signing the amendment.

o Likewise, the evidence does not support the existence of a colorable claim for
failure of consideration: Citi extended credit to Lehman at its sole discretion,
and the September 9 amendment induced Citi to continue providing
intraday credit to Lehman subsidiaries. Given the rapidly deteriorating
market conditions, it was not unreasonable for Citi to seek added security
from Lehman %

e The evidence does not support the existence of a colorable claim against Citi
for breach of the duty of good faith and fair dealing in connection with its
CLS agreement with Lehman. The Examiner found no evidence to suggest
any obligation by Citi to provide clearing and settlement services to Lehman,
and given the increased risk Citi faced vis-a-vis Lehman on September 9,
there is no colorable claim that Citi acted unreasonably, irrationally,
arbitrarily, or in bad faith by exercising or threatening to exercise its
contractual right to cease extending clearing advances and to cease serving
as Lehman’s CLS settlement member bank.

3958 See infra Section III.B.3.g.5.b for a discussion of claims to avoid the Guaranty under applicable
fraudulent transfer law where a different standard applies for assessing "reasonably equivalent value."
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(3) HSBC

HSBC principally provided Lehman with clearing and settlement services for
sterling-denominated trades in CREST, a clearing and settlement system for certain
securities. Sterling-denominated trades in CREST are settled in real time; consequently,
as Lehman’s settlement bank, HSBC extended Lehman intraday credit to facilitate the
settlement of its CREST trades. The governing agreement between Lehman and HSBC
(the “CREST agreement”) provided that HSBC had “absolute discretion” to terminate
its responsibilities as Lehman’s CREST settlement bank (which included extensions of
intraday credit associated with settling Lehman’s trades). The CREST agreement
further provided that HSBC could terminate the contract without notice, only requiring
30 days’ notice to the extent that HSBC “consider[ed] it practicable and appropriate.”

HSBC provided myriad other banking services to Lehman, including acting as
Lehman’s trustee for special purpose vehicles in the Cayman Islands, as Lehman’s
counterparty in derivatives trades and other transactions, and providing various other
credit products to Lehman. HSBC’s most significant credit exposure, however, derived
from HSBC’s role as Lehman’s CREST settlement bank.

Beginning in mid-2006, HSBC took steps to reduce its credit exposure to the
financial sector generally, and, in 2007, it reduced its lines of uncommitted credit
available to the investment banks. HSBC accelerated these measures after the near

collapse of Bear Stearns in early 2008. Viewing Lehman as the next most vulnerable
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investment bank, HSBC further reduced various lines of credit it had extended to
Lehman. Initially, HSBC implemented these measures quietly, undetected by both
Lehman and the marketplace. However, on August 18, 2008, HSBC advised Lehman of
its intention to withdraw from its business relationship with Lehman entirely. In
addition, over the next several days, HSBC demanded that Lehman deposit just under
$1 billion into accounts in the U.K. and in Hong Kong, ultimately to be secured by three
cash deeds. HSBC intended the U.K. deposit to cover its exposure arising from CREST
clearing and settling. The smaller Hong Kong deposit was intended to collateralize
various lines of credit HSBC provided to Lehman subsidiaries in the Asian market.

Lehman understood that HSBC would cease clearing and settling trades in
CREST for Lehman if Lehman did not post this collateral. Lehman initially deposited
the equivalent of approximately $800 million with HSBC on August 28. Later that same
day, HSBC permitted Lehman to retrieve that deposit to assist Lehman in meeting its
third quarter balance sheet targets. Lehman subsequently re-deposited the equivalent
of approximately $800 million with HSBC on September 1. On September 2, Lehman
deposited approximately $180 million in an HSBC Hong Kong account.

Negotiations over the terms of the cash deeds ensued, and Lehman secured
favorable concessions during that process. Two cash deeds were executed to cover the
U.K. deposit on September 9 (the “U.K. Cash Deeds”), and the parties executed a third

cash deed on September 12 related to the Hong Kong deposit (the “Hong Kong Cash
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Deed”). English law governed the terms of the U.K. Cash Deeds, while Hong Kong law
governed the terms of the Hong Kong Cash Deed. Notably, the deeds limited Lehman’s
ability to access the collateral unless there were no debts in certain, specified accounts
(and no contingent liabilities), and HSBC retained general rights of setoff in all events.

The Examiner has identified several potential claims under English law against
HSBC arising out of these transactions involving the U.K. Cash Deeds, but has not
found any of them to be colorable.

e The evidence does not support the existence of a colorable claim that the
U.K. Cash Deeds are invalid for lack of consideration. English law does not
require consideration to enforce an agreement contained in a deed. In any
event, because the CREST agreement gave HSBC absolute discretion in
providing Lehman with settlement and clearing services, Lehman received
consideration in HSBC’s agreement to continue providing those services.
Lehman may have also received consideration in the form of the interest it
received on the collateral it posted.

o Likewise, the evidence does not support the existence of a colorable claim for
economic duress because the operative CREST agreement (and other credit
agreements) permitted HSBC to terminate its services at its discretion. In
any event, the Examiner found no evidence of duress, in particular given that

Lehman negotiated more favorable terms for itself in the provisions of the
deeds.

e The evidence does not support the existence of a colorable claim for breach
of the duty of good faith and fair dealing. HSBC’s absolute discretion over
offering CREST services and extensions of credit to Lehman is not subject to
such an obligation under English law, and even if it was, HSBC’s demands
were grounded in legitimate commercial concerns about Lehman’s viability.

o HSBC did not breach the notice provision of the CREST agreement. HSBC’s
determination not to provide more advanced notice of its decision to
terminate services was not arbitrary, capricious, unreasonable or in bad faith;
instead, it was legitimately grounded in its commercial interest.
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e The evidence does not support the existence of a colorable claim that the U.K
Cash Deeds were contracts of adhesion or standard form contracts. HSBC
and Lehman were sophisticated parties to agreements that were extensively
negotiated (ultimately resulting in changes that favored Lehman).

o Likewise, the evidence does not support the existence of a colorable claim
that HSBC was unjustly enriched through the U.K. Cash Deeds. The
Examiner concludes that the U.K. Cash Deeds are valid contracts, under
which Lehman had a duty to convey a benefit to HSBC, for which Lehman
received a benefit.

e The evidence does not support the existence of a colorable claim that HSBC
breached a fiduciary duty to Lehman. HSBC did not owe Lehman a duty
independent of its narrowly defined role as Lehman’s CREST settlement
bank, and the CREST agreement imposed no obligation on HSBC to continue
providing services to Lehman.

e Even if HSBC’s collateral demands were to have factored materially in
Lehman’s decision to file for bankruptcy, the evidence does not support the
existence of a colorable claim that HSBC’s demand for collateral tortiously
interfered with Lehman’s contracts with other parties. HSBC was acting to
protect its own commercial interests.

e Finally, the evidence does not support the existence of a colorable claim that
HSBC fraudulently or negligently represented its plans to terminate its
commercial relationship with Lehman. To the contrary, HSBC was forthright
about its intentions to reduce its exposure to Lehman and ultimately to cease
doing business with Lehman.

(4) Other Lenders

Several banks, in addition to JPMorgan, Citi and HSBC, demanded increased
security from Lehman in the weeks preceding the petition date. While the Examiner
did not investigate whether or not there were colorable claims arising from these
transactions, the Examiner sets forth factual findings as they are relevant to the analysis

of Lehman’s reported liquidity pool.
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e Bank of America (“BofA”). BofA provided clearing and other financial
services to Lehman. In connection with its clearing services, BofA provided
unsecured, intraday credit to cover overdrafts. On August 14, 2008, BofA
demanded a deposit from Lehman in order for Lehman to retain its overdraft
credit. In addition, BofA required Lehman to sign a Security Agreement
(executed on August 25), in which Lehman agreed to maintain $500 million
in collateral with BofA, and granted BofA a security interest in that collateral.
The Security Agreement permitted Lehman to remove assets from the
deposit account with advance notice of three days.

e Bank of New York Mellon (“BNYM”). BNYM provided Lehman with
credit related to commercial paper and medium term note programs. On
August 20, BNYM requested that Lehman prefund its transactions with
BNYM. After a series of discussions, Lehman and BNYM agreed on
September 8, 2008, that Lehman would open a money market account with
BNYM and maintain a sufficient deposit there to cover BNYM’s forecasted
intraday exposure to Lehman. Thereafter, on September 11, Lehman and
BNYM executed a Collateral Deposit Agreement, requiring Lehman initially
to deposit $125 million intraday and maintain a collateral account of at least
$50 million.

e Standard Bank. Standard Bank provided Lehman with clearing and
settlement services in South Africa. On August 18, Standard Bank requested
that Lehman begin prefunding its trades. Discussions ensued, and on
September 4, 2008, Standard Bank demanded $200 million in collateral by
September 9, or it would cease settling Lehman’s trades. Consequently,
Lehman provided $200 million in collateral to Standard Bank on September
9, and executed a pledge agreement to cover the deposit on September 11.
The Examiner’s financial advisors have not been able to identify a U.S.
debtor as the source of these funds.

(5) The Federal Reserve Bank of New York

The FRBNY was one of Lehman’s major creditors, particularly in the wake of
Bear Stearns’ near collapse in March 2008, and in the weeks subsequent to Lehman’s

bankruptcy.
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During the time period surrounding the near collapse of Bear Stearns in March
2008, the FRBNY established the Primary Dealer Credit Facility, or PDCF, through
which the FRBNY offered short-term, collateralized loans to broker-dealers at its
“discount window,” in effect acting as a repo counterparty of last resort. Additionally,
the FRBNY created the Term Securities Lending Facility, or TSLF, under which, every
28 days, broker-dealers could engage in a competitive auction and could swap
mortgage-backed securities and other securities for Treasuries. The Examiner finds the
evidence does not support the existence of colorable claims in connection with the
lending transactions between the FRBNY and Lehman.

(6) Lehman’s Liquidity Pool

Lehman represented in regulatory filings and in public disclosures that it
maintained a liquidity pool that was intended to cover expected cash outflows for 12
months in a stressed liquidity environment and was available to mitigate the loss of
secured funding capacity. After the Bear Stearns crisis in March 2008, it became acutely
apparent to Lehman that any disruption in liquidity could be catastrophic; Lehman thus
paid careful attention to its liquidity pool and how it was described to the market.

Lehman reported the size of its liquidity pool as $34 billion at the end of first
quarter 2008, $45 billion at the end of second quarter, and $42 billion at the end of the

third quarter. Lehman represented that its liquidity pool was unencumbered — that it
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was composed of assets that could be “monetized at short notice in all market
environments.”

The Examiner’s investigation of Lehman’s transfer of collateral to its lenders in
the summer of 2008 revealed a critical connection between the billions of dollars in cash
and assets provided as collateral and Lehman’s reported liquidity. At first, Lehman
carefully structured certain of its collateral pledges so that the assets would continue to
appear to be readily available (i.e., the Overnight Account at JPMorgan, the $2 billion
comfort deposit to Citi, and the three-day notice provision with BofA). Witness
interviews and documents confirm that Lehman’s clearing banks required this collateral
and without it would have ceased providing clearing and settlement services to
Lehman or, at the very least, would have required Lehman to prefund its trades. The
market impact of either of those outcomes could have been catastrophic for Lehman.
Lehman also included formally encumbered collateral in its liquidity pool. Lehman
included the almost $1 billion posted to HSBC and secured by the U.K. Cash Deeds in
its liquidity pool; Lehman included the $500 million in collateral formally pledged to
BofA; Lehman included an additional $8 billion in collateral posted to JPMorgan and
secured by the September Agreements; and Lehman continued to include the $2 billion
at Citi, even after the Guaranty and DCSA amendments.

By the second week of September 2008, Lehman found itself in a liquidity crisis;

it no longer had sufficient liquidity to fund its survival. Thus, an understanding of
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Lehman’s collateral transfers, and Lehman’s attendant loss of readily available liquidity,
is essential to a complete understanding of why Lehman ultimately failed.

b) Lehman’s Dealings With JPMorgan

This Section of the Report discusses collateral posted by Lehman entities during
2008 in response to requests made by JPMorgan Chase (“JPMorgan”) and agreements
between Lehman and JPMorgan relating to clearing operations, credit, and collateral.
In addition to the many witness interviews conducted and documents reviewed by the
Examiner, the Examiner has informally sought and obtained information from Alvarez
& Marsal, counsel for the Debtors, counsel for JPMorgan and counsel for the Creditors’
Committee relating to the issues discussed in this Section of the Report.

(1) Facts
(a) Overview of JPMorgan-Lehman Relationship

JPMorgan acted as LBI's (LBHI's U.S. broker-dealer subsidiary) principal
clearing bank for securities trading and triparty repurchase (“repo”) agreements.** In
that role, JPMorgan assisted in the clearance and settlement of securities traded by LBI
and LBI funding through triparty repos. Clearing banks facilitate security trades

between buyers and sellers and secured loans between borrowers and lenders by

3954 JPMorgan engaged in other roles with Lehman, including as a counterparty to derivative transactions,
counterparty to purchases and sales of securities and other financial instruments, lender on both secured
and unsecured terms, investment banker to assist with the issuance of loans, bonds and equity, and
counterparty to securities lending transactions. Tonucci described Lehman’s dealings with JPMorgan as

Lehman’s “most important relationship.
4.

”

Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p.
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providing services such as valuing the collateral posted by borrowers, applying and
enforcing specific rules regarding collateralization and moving cash and collateral
between accounts.*®> JPMorgan was one of only two banks in the United States that
provided the vast majority of clearing services to broker-dealer entities such as LBI; the
other was The Bank of New York.3%

JPMorgan’s clearing services for broker-dealers such as LBI consisted principally
of triparty-repo clearing and clearing for other types of securities transactions. Triparty
repos are a principal source of funding for broker-dealers*>” and represented the largest
intraday risk to JPMorgan of the clearing activities it carried out for Lehman.®*® As
implied by its name, triparty repo involves three parties: an investor (typically a
pension fund, money market mutual fund or bank), a borrower (such as a broker-

dealer) and a clearing bank.*® In a triparty repo, a triparty clearing bank such as

3955 See, e.g., Tobias Adrian, et al., The Federal Reserve’s Primary Dealer Credit Facility, CURRENT ISSUES IN
ECON. & FIN., Aug. 2009, at p. 6, available at http://www .newyorkfed.org/research/current_issues/cil5-
4.pdf [hereinafter “Current Issues: PDCF”]; Lehman, Repo Manual (Nov. 8, 2005), at p. 11 [LBEX-LL
1175483] [hereinafter “Repo Manual”].

396 Current Issues: PDCF, at p. 6; Working Group on Government Securities Clearance and Settlement,
Report to the Federal Reserve Board (Dec. 2003), at p. 10, available at http://www .federalreserve.gov/
boarddocs/press/Other/2004/20040107/attachment.pdf [hereinafter “Working Group Report”].

357 Counterparty Risk Management Policy Group III, Containing Systemic Risk: The Road to Reform (Aug. 6,
2008), at p. 113, available at http://www.crmpolicygroup.org/docs/CRMPG-IILpdf [hereinafter “CRMPG III
Report”]. A document drafted by JPMorgan, “Best Practices — Intraday and Overnight Tri-party Dealer
Financing,” formed a basis for what was ultimately published by the CRMPG. Examiner’s Interview of
Ricardo S. Chiavenato, Sept. 21, 2009, at p. 7; JPMorgan, Best Practices — Intraday and Overnight Tri-Party
Dealer Financing [JPM-EXAMINER00006026]; Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at
p- 4 (explaining that Lehman was “very reliant on triparty repo” and that triparty repo “is the lifeblood of
an investment bank”).

3958 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 5.
399 Current Issues: PDCEF, at pp. 2, 6.
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JPMorgan acts as an agent, facilitating cash transactions from investors to broker-
dealers, which, in turn, post securities as collateral.* The broker-dealers and investors
negotiate their own terms; JPMorgan acts only as an agent.*®! Triparty repos typically
mature overnight, although investors and broker-dealers can also enter into “term
repos” (repos that mature at a later time) or “open repos” (repos without a set maturity
date that permit the agreement to be terminated on any day).>

Each night collateral is allocated to investors (into designations called “triparty
shells”), either manually by the broker-dealer or, more typically, through an automated
process in JPMorgan’s Broker Dealer Automation System (“BDAS”).*# The investors,
in turn, provide overnight or longer-term funding to the broker-dealer. The following
morning, JPMorgan “unwinds” the triparty repos, returning cash to the triparty

investors and retrieving the securities posted the night before by the broker-dealer.

3960 CRMPG III Report, at p. 114; Repo Manual, at p. 7 [LBEX-LL 1175483]. Triparty repos are similar to
loans in which collateral is posted to secure the loan. See Current Issues: PDCF, at p. 2 (“In a repo
transaction, the holder of a security obtains funds by selling that security to another financial market
participant under an agreement to repurchase the security at a fixed price on a predetermined future
date. In essence, the seller is borrowing funds against the security, typically as a means of financing the
original purchase of the security.”).

361 E.¢., Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 3.

3962 See CRMPG 1II Report, at pp. 114-15; Committee on Payment and Settlement Systems of the Central
Banks of the Group of Ten Countries, Cross-Border Securities Settlements (Mar. 1995), at p. 42, available at
http://www.bis.org/publ/cpss12.pdf.

3963 JPMorgan’s Responses to Examiner’s First Set of Questions re Lehman/JPM Accounts & Collateral
dated September 3, 2009 (Oct. 23, 2009), at pp. 1, 19 [hereinafter “JPMorgan First Written Responses”];
Examiner’s Interview of John N. Palchynsky, May 11, 2009, at p. 4. BDAS is a mainframe system that
JPMorgan uses to manage its clearance activities. Examiner’s Interview of Ricardo S. Chiavenato, Sept.
21, 2009, at p. 12; JPMorgan, U.S. Clearance, http://www.jpm.com/tss/General/U_S_Clearance/
1114735376505 (last visited Dec. 17, 2009). BDAS handles tens of thousands of trade settlements daily.
JPMorgan, U.S. Clearance, http://www.jpm.com/tss/General/U_S_Clearance/1114735376505 (last visited
Dec. 17, 2009).
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These securities then serve as collateral against the risk created by JPMorgan’s cash
advance to investors.** During the business day, broker-dealers arrange the funding
that they will need at the close of business through new triparty-repo agreements. This
new funding must repay the cash that JPMorgan advanced during the business day, as
well as any other non-JPMorgan cash needs. Thus, throughout the day, broker-dealers
send instructions into JPMorgan’s system to indicate the details of new triparty repos
(e.g., collateral amount and type) that will close at the end of the day.*®> The process
then repeats itself.

JPMorgan also facilitates the settlement of broker-dealer sales and purchases of
securities.®¢ For example, a broker-dealer client may wish to purchase a bond for $10
million. At time of settlement, the “delivery-versus-payment” (“DVP”) convention
entails the simultaneous exchange of cash for the security. JPMorgan would advance
the $10 million cash for the benefit of the broker-dealer. The cash would go out while
the security came in to an account over which JPMorgan held a security interest. The
broker-dealer would effectively receive a $10 million loan from JPMorgan collateralized
by the security. The broker-dealer will in most cases repay this loan at end of day by
borrowing the $10 million from a triparty-repo investor. The risks to JPMorgan after

advancing the cash and prior to repayment are that the just-purchased security will fall

3964 See CRMPG III Report, at pp. 114-15.

395 Examiner’s Interview of John N. Palchynsky, May 11, 2009, at pp. 3-4; JPMorgan First Written
Responses, at p. 19.

3966 See CRMPG III Report, at p. 113; Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 4.
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in value below the $10 million cash advance or the broker-dealer will default on its
repayment obligation.

The JPMorgan-LBI clearing relationship was governed by a Clearance
Agreement between LBI and JPMorgan’s predecessor, The Chase Manhattan Bank,
executed in June 2000.* JPMorgan agreed to act as LBI's “non-exclusive clearance
agent for securities transactions” and “to open and maintain a clearance account.”%s

The Clearance Agreement also provided for the extension of credit to LBI by
JPMorgan, but at JPMorgan’s sole discretion. JPMorgan could “solely at [its] discretion,
permit [LBI] to use funds credited to the Account prior to final payment . . . or
otherwise advance funds to [LBI] prior to final payment.”3® Further,
“[n]otwithstanding the fact that [JPMorgan] may from time to time make advances or
loans . . . or otherwise extend credit to [LBI], whether or not as a regular pattern,
[JPMorgan] may at any time decline to extend such credit at [JPMorgan’s] discretion,
with notice.”37

In consideration of any advances or loans JPMorgan extended to LBI pursuant to
the Clearance Agreement, LBI granted JPMorgan “a continuing security interest in, lien

upon and right of set-off as to” certain LBI assets (explicitly excluding certain

3967 Clearance Agreement (June 15, 2000), at p. 20 [JPM-2004 0031786]. For ease of reference, The Chase
Manhattan Bank is referred to hereinafter as part of JPMorgan.

3968 Id. at p. 1. The clearance account is actually a set of accounts: Clearing Accounts, Custody Accounts
and Segregated Accounts. Id.
99 Id. at p. 4.

3970 i
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segregated customer accounts).*”! In other words, daily credit extended by JPMorgan
was secured by a lien on certain LBI accounts maintained at JPMorgan.

Initially, the Clearance Agreement was to expire on October 7, 2002, at which
time if the parties had not entered into a written extension, the agreement would
automatically renew for a one-year period.*”> The Examiner is unaware of any written
extension of the agreement during that time. The parties, however, continued to
operate pursuant to the terms of the Clearance Agreement, as evidenced by their
amending the agreement on May 30, 2008.373

(b) Triparty Repo Prior to 2008

The September 11, 2001 terrorist attacks significantly disrupted the operations of
the clearing banks (in particular the Bank of New York, due to its proximity to the
World Trade Center), exacerbating policy concerns about the concentration of clearing
banks and risk of disruptions to financial markets.*” In the attacks’ aftermath, the

Federal Reserve, the SEC and the Treasury Department initiated discussions with

¥711d. at pp. 12-13. In the Clearance Agreement, this provision was in tension with the definition of
“Clearing Accounts” and “Custody Accounts,” which JPMorgan agreed to “hold as [LBI’s] custodian, free
of [JPMorgan’s] lien, claim or interest.” Id. at p. 1. In May 2008, the Clearance Agreement was amended
to delete this lien-free language in the definition of “Clearing Accounts” and “Custody Accounts.”
Amendment to Clearance Agreement (May 30, 2008), at p. 1 [JPM-2004 0085662].

372 Clearance Agreement (June 15, 2000), at p. 17 [JPM-2004 0031786].

373 The May Amendment to the Clearance Agreement added Lehman Commercial Paper Inc. (“LCPI”) as
a party to the Clearance Agreement. Amendment to Clearance Agreement (May 30, 2008), at p. 1 [JPM-
2004 0085662]. Furthermore, JPMorgan and Lehman entered into agreements after the Clearance
Agreement that secured Lehman’s obligations arising from JPMorgan’s provision of specific clearing
services to Lehman. See, e.g., Cash Collateral Agreement (Oct. 3, 2005) [JPM-2004 0085509].

374 Working Group Report, at p. 11; Examiner’s Interview of Christopher J. McCurdy, Aug. 26, 2009, at p.
2.
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market participants to explore the risks of having only two clearing banks.*”> The
Federal Reserve considered the option of creating its own clearing bank of last resort
called “NewBank.” It looked at ways to transfer positions quickly from one clearing
bank to “NewBank” in the event that customers lost confidence in a clearing bank or in
the event that a clearing bank was incapacitated by some catastrophic event.
Ultimately, there was “no easy solution” to these problems, and the “NewBank” project
was held in abeyance.®”¢ The Federal Reserve and the clearing banks continued,
however, to discuss a broad range of risks to clearing banks, including risks posed by
failure of a broker-dealer.*”

In evaluating triparty-repo clearing risks in 2008, JPMorgan recognized that the

triparty-repo market had recently expanded, both in terms of volume and the types of

375 Working Group Report, at p. 11.

376 Examiner’s Interview of Christopher J. McCurdy, Aug. 26, 2009, at p. 2; see also Working Group
Report, at pp. 28-37; Working Group on NewBank Implementation, Report to the Federal Reserve Board
(Dec. 2005), available at
http://www .federalreserve.gov/boarddocs/Press/Other/2005/20051215/attachment. pdf [hereinafter
“NewBank Working Group Report”].

377 See, e.g., e-mail from Janet Birney, Lehman, to Daniel J. Fleming, Lehman, et al. (Feb. 26, 2008) [LBEX-
DOCID 280175] (“The recent market turmoil has prompted the Fed to question JPMC on the viability of
Triparty financing in the event of broker dealer default.”); e-mail from Janet Birney, Lehman, to Daniel ].
Fleming, Lehman, et al. (May 5, 2008) [LBEX-DOCID 065656]; e-mail from Lucinda M. Brickler, FRBNY, to
Timothy F. Geithner, FRBNY, et al. (July 16, 2008) [FRBNY to Exam. 034046] (attaching “talking points”
the FRBNY developed for a July 17, 2008 meeting with “Dimon and Kelly regarding near-term measures
to enhance the stability of the triparty repo market”); FRBNY, Talking Points, Near-term Measures to
Enhance the Stability of the Triparty Repo Market [Draft] (July 16, 2008), at p. 1 [FRBNY to Exam. 034047]
(talking points noting, “[i]n the event of the default of a large borrower, the potential for systemic risk to
materialize co[u]ld be reduced”).
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securities funded.*”® That is, more triparty-repo transactions were occurring and
triparty-repo parties were using less-liquid and often harder-to-price securities.®”
Liquidity and ease-of-pricing are both critical factors affecting risks to triparty investors
and clearing banks. The premise of a triparty repo is that it constitutes secured funding
in which the lender (investor) has the opportunity to sell the collateral immediately
upon a broker-dealer’s (borrower’s) failure to pay maturing principal. U.S. Treasury
securities are the optimal collateral for U.S. dollar transactions since large blocks can be
sold readily within one trading day and the widely quoted prices of such securities are
highly reliable. Stated differently, if a triparty investor has, for example, a value of par
on its $100 million of Treasury security collateral and needs to sell it quickly because a
borrower failed to repay its loan in the morning, the investor would almost certainly be
able to sell the collateral during the same business day at a value very close to par.

To guard against the possibility of the investor realizing less than the loan
amount in a liquidation scenario, the borrower must pledge additional “margin” (i.e.,
additional collateral) to the lender®® — for example, $100 million of Treasury securities

in exchange for $98 million in cash. This 2 percent “haircut” (i.e., discount) is typical for

378 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 4; see also Current Issues: PDCF, at

p-2.
3979 CRMPG III Report, at pp. 113-14; Current Issues: PDCF, at p. 2.

3980 Repo Manual, at p. 14 [LBEX-LL 1175483].
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U.S. Treasury collateral.®! Even if the borrower defaults, the lender will suffer no loss
if it can sell the $100 million of Treasury securities for $98 million or more.

As noted above, the risk of investor loss depends upon the investor’s ability to
sell collateral quickly and on the accuracy of the quoted price. Illiquid collateral
requires longer time periods for sale at more uncertain prices, with time periods and
prices dependent on the type of collateral, the amount of collateral to sell and prevailing
market conditions.?*

Due to the salvage-value uncertainty associated with illiquid collateral, triparty
investors demand higher haircuts as perceived collateral illiquidity increases. Equally
important, haircuts generally increase as market volatility increases. For example, some
lenders increased haircuts on asset-backed securities by 10 percent or more during

times of market turmoil.*® Larger haircuts directly reduce the amount of funding

3981 See, e.g., NewBank Working Group Report, at p. 10.

382 As one example, consider a broker-dealer that owns $10 million of a triple-B rated residential
mortgage-backed security (RMBS). Assume the entire issuance of this particular bond is $20 million, so
the broker-dealer owns half of the bond issue. Typically there would be zero or very few observable
trades of this specific bond during the preceding month. Hence, there is no way to know beforehand
how the market will react — in terms of liquidation time and price - to a triparty-repo investor (as lender
to the broker-dealer secured by the RMBS collateral) who seeks to sell $10 million of the RMBS bond
quickly (upon a default of the broker-dealer). The market may treat this triple-B bond as it has other
similarly rated RMBS bonds in the prior month, but assumptions of this type add uncertainty. Even the
quoted price in advance of any attempt to sell the bond is an estimate based on models and the recent
performance of the prevailing residential housing market rather than a representation of recent trade
activity. In short, the more illiquid the collateral, the greater the uncertainty of the salvageable value of
such collateral to the triparty lender.

3983 See, e.g., e-mail from Laura M. Vecchio, Lehman, to Lori Bettinger, SEC, et al. (May 7, 2008) [LBEX-
WGM 012803] (showing Dresdner increasing haircut on ABS from 110 to 120 during stress period); see
also e-mail from Amberish Ratanghayra, Lehman, to John Feraca, Lehman, et al. (Mar. 24, 2008) [LBEX-
DOCID 046250] (“Danske has requested an increase in haircut to 15%.”). Craig Delany, a managing
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available to a broker-dealer, which may force the broker-dealer to sell collateral, find
other funding arrangements (such as issuance of unsecured debt), or accept a reduction
in excess liquidity.

As triparty-repo agent to broker-dealers, JPMorgan was effectively their intraday
triparty lender. When JPMorgan paid cash to the triparty investors in the morning and
received collateral into broker-dealer accounts (which secured its cash advance), it bore
a similar risk for the duration of the business day that triparty lenders bore overnight.
If a broker-dealer such as LBI defaulted during the day, JPMorgan would have to sell
the securities it was holding as collateral to recoup its morning cash advance.

JPMorgan used a measurement for triparty and all other clearing exposure
known as Net Free Equity (“NFE”). In its simplest form, NFE was the market value of
Lehman securities pledged to JPMorgan plus any unsecured credit line JPMorgan
extended to Lehman minus cash advanced by JPMorgan to Lehman.*** An NFE value
greater than zero indicated that Lehman had not depleted its available credit with
JPMorgan. The NFE methodology also enabled JPMorgan to monitor its exposure

position at all times during the trading day and thereby evaluate collateral substitutions

director at JPMorgan’s Investment Bank, however, stated that, in triparty repos, typically investors look
to the counterparty (i.e., broker-dealer) first and the collateral second when setting haircuts. In other
words, a haircut may not be sufficient for an investor if it has serious concerns about the viability of its
counterparty. Examiner’s Interview of Craig M. Delany, Sept. 9, 2009, at p. 13.

384 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 5.
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by Lehman that might produce undesired credit exposures.®> If a trade would put
Lehman’s NFE below zero, the trade would not be permitted.*®* Through February
2008, JPMorgan gave full value to the securities pledged by Lehman in the NFE
calculation and did not require a haircut for its effective intraday triparty lending.
Consequently, through February 2008, JPMorgan did not require that Lehman post the
margin required by investors overnight to JPMorgan during the day.**”

Dan Fleming, Lehman Global Head for Cash and Collateral Management, stated
that Lehman objected to the opaque nature of JPMorgan’s NFE formula and that there
often was disagreement between Lehman and JPMorgan regarding NFE figures, with
Lehman struggling to find causal connections between drops in NFE and Lehman’s
actions.*® In February 2008, Lehman requested that JPMorgan provide a daily NFE
snapshot in order to allow Lehman to obtain better estimates of its position.*

(c) JPMorgan Restructures Its Approach to Triparty Risk

In early 2008, the Federal Reserve Bank of New York (“FRBNY”) urged

JPMorgan to focus on the risks associated with its intraday exposure to broker-dealer

985 1d. at p. 6.

386 Id. at p. 5; Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at p. 3.

3987 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 4.

3988 Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at p. 4, Examiner’s Interview of Craig L.

”

Jones, Sept. 28, 2009, at p. 5. Tonucci described NFE as “not a transparent thing.” Examiner’s Interview
of Paolo R. Tonucci, Sept. 16, 2009, at p. 6.

389 E-mail from Craig L. Jones, Lehman, to Daniel J. Fleming, Lehman (Feb. 26, 2008) [LBEX-DOCID

280175].
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clients.®° In February 2008, JPMorgan’s Ricardo Chiavenato, a risk manager at
JPMorgan, was tasked with reviewing JPMorgan’s triparty business.*! After analyzing
the market and increasing risks faced by clearing banks handling triparty repo
transactions, Chiavenato recommended that JPMorgan retain triparty-investor margin —
the same margin triparty investors required.*”? JPMorgan decided to implement the
margin requirements gradually .

JPMorgan incorporated its new margin requirements into the NFE calculation.
Under its new approach, JPMorgan reduced the value it assigned to securities it held
commensurate with the margin requirements of the triparty investors.*** For example,
if Lehman had borrowed $19 million in an overnight triparty repo from an investor, it
might have pledged $20 million (market value) of corporate bonds as collateral (at a
haircut of 5 percent). Before February 2008, JPMorgan required no triparty-investor
margin, so JPMorgan’s payment of $19 million cash in the morning to repay the lender

(a cash advance for the benefit of Lehman) in concert with the receipt of the $20 million

399 See e-mail from Janet Birney, Lehman, to Daniel J. Fleming, Lehman, et al. (Feb. 26, 2008) [LBEX-
DOCID 280175].
3991 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at pp. 3, 5.

392]d. at p. 5. This recommendation that clearing banks retain margin against cash advances is consistent
with a December 2005 report of a working group commissioned by the Federal Reserve Board to study
“NewBank” feasibility. A portion of this report dealt with prudent risk management practices and
included the requirement that clients post margin to collateralize the clearing bank’s risk exposure. See
NewBank Working Group Report, at p. 17.

39 E-mail from Janet Birney, Lehman, to Daniel J. Fleming, Lehman, ef al. (Feb. 26, 2008) [LBEX-DOCID
280175]. -

3994 Id.; Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 6.
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of securities would give Lehman an immediate $1 million “surplus” of NFE.** Lehman
could then use this surplus by withdrawing cash or securities or by executing other
trades that might draw down the surplus.

Upon full implementation of JPMorgan’s plan to retain triparty-investor margin,
the change to the NFE calculation would be to treat the $20 million market value of
corporate bonds as if they were worth only $19 million. With this applied discount,
there would then be no NFE surplus to Lehman generated by JPMorgan paying
$19 million cash in the morning and receiving $20 million of bonds. Operationally,
JPMorgan implemented this change by adjusting NFE each morning by the amount of
margin required by triparty investors the night before.»¢ For example, if triparty
investors required $4.5 billion margin from LBI on Tuesday night, JPMorgan would
subtract $4.5 billion from LBI's NFE on Wednesday morning, effectively retaining the
same amount of margin as triparty investors required.

Lehman and JPMorgan representatives discussed these new collateral
requirements, as well as other changes, on a February 26, 2008 conference call.
JPMorgan explained that because “recent market turmoil . . . prompted the Fed to
question JPMC on the viability of [t]riparty financing in the event of broker dealer

default,” JPMorgan proposed that it “hold back the margin on the collateral as a counter

39% Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 4.

39% See JPMorgan’s Responses to Examiner’s Second Set of Questions re Lehman/JPM Accounts &
Collateral dated October 13, 2009 (Nov. 2, 2009), at p. 6 [hereinafter “JPMorgan Second Written
Responses”].
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debit to the Net Free Equity (NFE) calculation, e.g. - for an asset at 102 they would keep
the 2.737 JPMorgan offered to implement this plan “incrementally . . . over the next 5-6
weeks.”39%

Despite Lehman’s initial resistance to JPMorgan’s proposal,®* effective March 17,
2008, JPMorgan began accounting for 20 percent of the triparty-investor margin in its
NEFE calculation for Lehman.#® Lehman reported internally that JPMorgan had begun
implementing the intraday margin due to “market conditions.”#t  “[M]arket
conditions” was an apparent reference to the near collapse of Bear Stearns and resultant
market instability occurring at the time.

JPMorgan continued to meet with Lehman throughout the summer to discuss
triparty risk and margin requirements. On May 2, 2008, Fleming and others from
Lehman participated in a conference call with Ed Corral, then JPMorgan’s Global Head

of U.S. Fixed Income Clearing, Mark Doctoroff, JPMorgan’s primary relationship

3997 E-mail from Janet Birney, Lehman, to Daniel J. Fleming, Lehman, et al. (Feb. 26, 2008) [LBEX-DOCID
280175].

3998 14

399 See e-mail from Paolo R. Tonucci, Lehman, to Janet Birney, Lehman, et al. (Feb. 29, 2008) [LBEX-
DOCID (098461] (describing JPMorgan’s proposal as “a blunt tool being used to address a very complex

issue”). Lehman was concerned that “debiting the NFE for the margin [would] be a problem,”
apparently because Lehman had “hit [its] NFE limit several times” over the prior few weeks. E-mail from
Craig L. Jones, Lehman, to Daniel J. Fleming, Lehman (Feb. 26, 2008) [LBEX-DOCID 280175].

4000 L ehman, JPM Chase Triparty Repo, at p. 4 [LBEX-AM 001399]; e-mail from Jack Fondacaro, Lehman,
to Janet Birney, Lehman, et al. (Mar. 17, 2008) [LBEX-DOCID 280168] (“Chase just notified us that they
will begin charging us intra day margin (20% of the 2%).”); JPMorgan Second Written Responses, at pp.
4-5.

4001 E-mail from Jack Fondacaro, Lehman, to Janet Birney, Lehman, et al. (Mar. 17, 2008) [LBEX-DOCID
280168].
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manager for Lehman, and others from JPMorgan.#” JPMorgan had “requested the
meeting to discuss where they are headed and how their risk department is looking at
the [triparty product] business (prompted by discussions with the FED).”*% According
to Lehman, JPMorgan “was very clear that the meeting was a product specific issue and
... assured [Lehman] that they had no intention of hindering [Lehman’s] business.” 40
The parties discussed, among other things, “[c]hanges to the [i]ntra-[d]ay [m]argining
process and the impact on Lehman’s NFE.”*% At the meeting JPMorgan stated that
Lehman must post 100 percent triparty-investor margin by the end of June.®% In
addition, “Chase agreed to provide a real time credit screen to monitor their NFE and

analysis on the potential impact to [Lehman’s] NFE.”407

4002 E-mail from Janet Birney, Lehman, to Daniel J. Fleming, Lehman, et al. (May 5, 2008) [LBEX-DOCID
065656].

4003 4.

4004 E

4005 E-mail from Janet Birney, Lehman, to Jack Fondacaro, Lehman, et al. (May 2, 2008) [LBEX-DOCID
036292]; Discussion Points [LBEX-DOCID 077455]. The parties also discussed a schedule of “[c]ollateral
and haircut changes for Lehman end-of-day ‘box’ clearance loans.” E-mail from Janet Birney, Lehman, to
Jack Fondacaro, Lehman, et al. (May 2, 2008) [LBEX-DOCID 036292]; Discussion Points [LBEX-DOCID
077455]; see also JPMorgan, Fail Financing Collateral Schedule [LBEX-DOCID 014193]; Lehman, JPM
Chase Triparty Repo, at p. 1 [LBEX-AM 001399] (“JPM Chase wants to revise the collateral schedule for
overnight box loans. This would include the exclusion of certain asset types and an overall increase in

haircuts.”).

4006 E-mail from Janet Birney, Lehman, to Daniel J. Fleming, Lehman, et al. (May 5, 2008) [LBEX-DOCID
065656]. There apparently was some confusion as to whether JPMorgan would require the same margin
amount as triparty investors held overnight or instead a static 2 percent margin. JPMorgan clarified that
it intended the former. E-mail from Craig L. Jones, Lehman, to Janet Birney, Lehman, et al. (May 5, 2008)
[LBEX-DOCID 065656]; e-mail from Craig L. Jones, Lehman, to Janet Birney, Lehman (May 5, 2008)
[LBEX-DOCID 023260].

4007 E-mail from Craig L. Jones, Lehman, to Rachel Zera, Lehman (May 2, 2008) [LBEX-DOCID 031544].
As here, some witnesses refer to JPMorgan as “Chase.” It appears that Lehman also “[a]greed to pledge
over to Chase excess non-investment grade and non-rated priced collateral to assist with NFE.” Id.;
Examiner’s Interview of Craig L. Jones, Sept. 28, 2009, at p. 7 (pledging non-rated assets to JPMorgan was
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Retention of 100 percent triparty-investor margin, phased in incrementally, was
only one aspect of JPMorgan’s risk-mitigation measures for its triparty-repo business.*%
JPMorgan believed that its risk was actually greater than that of individual triparty
investors because, as a clearing bank, JPMorgan would hold larger collateral positions
than any individual investor, and thus would face greater risks in a liquidation
scenario.®” In addition, JPMorgan concluded that triparty-repo investors had not
adequately assessed risks in the margins they charged.®® Thus, in order to mitigate
liquidation and price risk, JPMorgan advised Lehman, as well as other broker-dealer
clients, that additional margin would be required, based on collateral type, above and

beyond the margin required by the investors.#" JPMorgan’s new “risk-based margin”

beneficial to NFE). Despite having access to its own credit screen, Lehman often struggled to understand
NFE and how different factors affected it. E.g., Examiner’s Interview of Craig L. Jones, Sept. 28, 2009, at
pp. 2, 9-10; Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at p. 4; e-mail from Craig L. Jones,
Lehman, to Daniel J. Fleming, Lehman (July 7, 2008) [LBEX-DOCID 055604].

4008 As of early summer, JPMorgan was assigning a 125 percent margin to equities without regard to
triparty-investor margin. See, e.g., JPMorgan, Tri-party Repo Discussion - Lehman (May 29, 2008), at p. 2
[JPM-EXAMINER00006028]; e-mail from Ricardo S. Chiavenato, JPMorgan, to David A. Weisbrod,
JPMorgan (Aug. 20, 2008) [JPM-2004 0006544]; e-mail from Ricardo S. Chiavenato, JPMorgan, to David A.
Weisbrod, JPMorgan, et al. (Sept. 8, 2008) [JPM-2004 0007292].

4009 For example, a triparty-repo investor that had loaned $19 million against collateral with quoted
market value of $20 million (5 percent haircut) would need to sell this collateral during the trading day if
the borrower declared bankruptcy overnight. JPMorgan’s “concentration risk” to the broker-dealer
borrower was much higher than that of any triparty investor. The bank faced a higher relative risk than
any one investor given the concentration of positions it held against a single broker-dealer. Examiner’s
Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at pp. 9-10.

40 E g, id. at p. 10; Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 4 (overnight investors
were not concerned about liquidation pricing because they assumed clearing banks would unwind
securities).

4011 See, ¢.g., e-mail from Ricardo S. Chiavenato, JPMorgan, to Thomas H. Mulligan, JPMorgan, et al. (Aug.
14, 2008) [JPM-2004 0061182] (discussing risk-based margin with respect to “all dealers”); e-mail from
Jane Buyers-Russo, JPMorgan, to Stephen Eichenberger, JPMorgan, ef al. (Sept. 11, 2008) [JPM-2004
0032729] (“We have taken steps this summer to improve the intraday exposures by increasing margins
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would take into account “liquidation risk” to account for one-day price volatility for
securities, and “price risk,” an “estimate of potential vendor price overstatement for
illiquid securities.”

As with triparty-investor margin, JPMorgan planned to implement its new risk-
based margin requirement incrementally. JPMorgan first calculated risk-based margin
manually because BDAS did not yet have the capability.*® Initially JPMorgan was able
to calculate only a static snapshot of risk-based margin based on a broker-dealer’s
collateral pool at the start of the day. Throughout the day, however, broker-dealers
could substitute triparty collateral and buy and sell securities. Both activities changed
the risk profile of the collateral pool. JPMorgan planned eventually to implement the
risk-based-margin concept and “dynamic” margining into BDAS, which would track

JPMorgan’s risk in real-time as collateral was substituted.*

and excluding certain collateral classes . . . .”); Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21,
2009, at p. 6.

4012 JPMorgan, Tri-party Repo Discussion - Lehman (May 29, 2008), at p. 10 [JPM-EXAMINER00006028].
Chiavenato explained that vendor pricing may not be accurate for some types of securities; JPMorgan

accounted for this “price risk” in its risk-based margin calculation. The “price risk” component did not
mitigate the risk of dealer self-pricing. Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at
p- 11. JPMorgan’s views of the liquidation risk and the price risk rolled up into one haircut (or margin
amount) for each collateral type. See JPMorgan, Detailed Summary - Breakdown by Security and Rating
(Sept. 5, 2008) [JPM-EXAMINER(00006088].

4013 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 6; e-mail from Thomas H.
Mulligan, JPMorgan, to Jane Buyers-Russo, JPMorgan, et al. (Sept. 11, 2008) [JPM-2004 0032729] (“We are
close to having a system to calculate the risk based margin required to address the 1 day price +
liquidation risk (Zubrow agreed to this methodology).”).

4014 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 6. JPMorgan had not
implemented dynamic margining as of September 15, 2008, when LBHI filed its bankruptcy petition. E.g.,
id.
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(d) Lehman Begins Posting Additional Collateral

On June 2, 2008, JPMorgan met with Lehman to discuss the move toward risk-
based margin.«'> At that time, JPMorgan was applying only 20 percent investor margin
for intraday financing.®'¢ JPMorgan presented Lehman with calculations showing that
$2.8 billion of additional collateral would be required to reach 100 percent investor
margin and an additional $3.2 billion would be necessary to satisfy JPMorgan’s new
risk-based margin requirement based on the prevailing (May 23, 2008) portfolio data.*'”
JPMorgan calculated that $6.1 billion of additional collateral (with apparent rounding)
was necessary to cover both the liquidation and price risk.#® As a result of that
meeting, Lehman agreed to post $5 billion of collateral to begin to cover this deficit.«"
Although JPMorgan’s calculations from late May suggest that JPMorgan required only
an additional $3.2 billion to cover risk-based margin (and that the $6.1 billion figure
included the adjustment to 100 percent triparty-investor margin as well), JPMorgan

witnesses stated that the $5 billion that Lehman agreed to post covered risk-based

4015 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 5; JPMorgan Second Written Responses,
atp.5.

4016 JPMorgan, Tri-party Repo Discussion - Lehman (May 29, 2008), at p. 2 [[PM-EXAMINER00006028].

407 Id. at pp. 3,5, 7.

4018 14, at p. 5.

4019 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at pp. 10-11; Examiner’s Interview of
Edward J. Corral, Sept. 30, 2009, at pp. 4-5; Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p.
5; JPMorgan Second Written Responses, at p. 5. JPMorgan and Lehman initially attempted to document
this collateral pledge through a letter agreement. See e-mail from Daniel J. Fleming, Lehman, to Mark G.
Doctoroff, JPMorgan, et al. (July 16, 2008) [LBEX-AM 001354]; Letter from JPMorgan to Paolo R. Tonucci,
Lehman, re: Delivery to JPMorgan Chase Bank, N.A. of $5 billion of Securities [Draft] (July 2008) JLBEX-
AM 001356]. That letter agreement does not appear to have ever been executed. Examiner’s Interview of
Paolo R. Tonucci, Sept. 16, 2009, at p. 7.
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margin, not triparty-investor margin.#» Internally, Lehman stated in August that the
amount required for JPMorgan’s risk-based margin was “estimated at $6.2 billion” and
“[iln lieu of implementing the additional haircut systemically” JPMorgan reduced
Lehman’s “intraday credit position by $5 billion, requiring [Lehman] to pledge
additional collateral for a like amount.”#?" Although the additional $5 billion was not
the ultimate level of collateral JPMorgan wanted, JPMorgan viewed the $5 billion
collateral as a “step in the right direction.”+2

To fulfill its offer to pledge $5 billion of collateral, Lehman posted approximately
$5.7 billion (face value) of securities at JPMorgan on June 19, 2008.92 The collateral
consisted of large positions in four CDOs — called SASCO, Freedom, Spruce and Pine —

and one asset-backed commercial paper position, known as Fenway.#?* Lehman posted

4020 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 10; Examiner’s Interview of
Edward J. Corral, Sept. 30, 2009, at pp. 4-5; Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at pp.
4-5; see also e-mail from Ricardo S. Chiavenato, JPMorgan, to Mark G. Doctoroff, JPMorgan, et al. (Aug. 13,
2008) [JPM-2004 0061165] (referencing “the $5bi static margin to meet our risk-based margin”); e-mail
from Ricardo S. Chiavenato, JPMorgan, to David A. Weisbrod, JPMorgan (Aug. 20, 2008) [JPM-2004
0006544] (listing “$5 bi extra collateral” separate from “100% of tri-party investor margin”); JPMorgan
Second Written Responses, at p. 5.

4021 E-mail from Janet Birney, Lehman, to Paolo R. Tonucci, Lehman, et al. (Aug. 5, 2008) [LBEX-DOCID
4165589]; see also e-mail from Daniel J. Fleming, Lehman, to Janet Birney, Lehman (Aug. 1, 2008) [LBEX-

DOCID 63603]. While risk-based margin changed throughout the summer, it appears that Birney was
likely referencing the $6.1 billion calculation from late May.

4022 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 11.

4023 JPMorgan Second Written Responses, at p. 5.

4024 E-mail from Craig L. Jones, Lehman, to John Feraca, Lehman, et al. (June 19, 2008) [LBEX-DOCID
055575]; JPMorgan Second Written Responses, at p. 5. The SASCO 2008-C2 (“SASCO”) bond was a
commercial real estate (“CRE”) CDO, although it was sometimes described less precisely as a
collateralized mortgage obligation (“CMO”). Freedom, Spruce and Pine were collateralized loan
obligations (“CLOs”) — a special type of CDO that consists of primarily high-yield (or “leveraged”) loans
to corporate borrowers. The Fenway transaction was widely described as asset-backed commercial paper
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these securities to a clearance account within JPMorgan called “LCD,” which JPMorgan
characterizes as an LBI account.#? The securities pledged in June, however, were
owned by LCPI.402

Lehman did not reach 100 percent triparty-investor margin by JPMorgan’s
original target date.*” On July 2, 2008, Lehman posted over $1 billion additional
collateral to the LCD account: Kingfisher (an Asian CLO) and HD Supply (a corporate
loan).#» Lehman continued to post collateral to and substitute collateral in the LCD
account throughout July and August 2008, including a large position in another CDO

called Verano.4

(“ABCP”), but most short-term debt obligations of this issuer were extendible CP also known as “secured
liquidity notes” (“SLNs”). For purposes of this discussion we will refer to Fenway as ABCP. Lehman
created all of these positions in 2008 (except for Fenway, which was first launched in 2007) by securitizing
(the CDOs) or funding (the ABCP) its own illiquid corporate and commercial real estate loans.

402 JPMorgan First Written Responses, at p. 7; JPMorgan Second Written Responses, at p. 5; see also
Spreadsheet [JPM-EXAMINER(00006151] (spreadsheet showing LCD as part of DG92, an LBI dealer
group). Alvarez & Marsal, however, “underst[ood] JPMorgan referred to the LCD account in a way that
suggests it was a LCPI account.” Alvarez & Marsal, Responses to Questions for Alvarez & Marsal/Weil,
Gotshal & Manges (Dec. 7, 2009), at p. 1.

4026 JPMorgan First Written Responses, at p. 7; see also e-mail from Rob Rodriguez, Lehman, to Michael
Prestolino, Lehman, et al. (Aug. 11, 2008) [LBEX-DOCID 116020] (e-mail chain documenting “sale of CDO
assets to LBHI from LCPI”); e-mail from Ricardo S. Chiavenato, JPMorgan, to Henry R. Yeagley,
JPMorgan, et al. (Aug. 7, 2008) [JPM-2004 0008051] (discussing “collateral posted by LCPI”).

4027 See e-mail from Piers Murray, JPMorgan, to Paolo R. Tonucci, Lehman (July 1, 2008) [LBEX-DOCID
036475].

4028 See e-mail from John N. Palchynsky, Lehman, to Richard Policke, Lehman, et al. (July 2, 2008) [LBEX-
DOCID 077515] (e-mail chain documenting pledge); JPMorgan Second Written Responses, at p. 5.

4029 JPMorgan Second Written Responses, at p. 6; see e-mail from Ricardo S. Chiavenato, JPMorgan, to
Henry R. Yeagley, JPMorgan, et al. (Aug. 7, 2008) [JPM-2004 0008051]; JPMorgan, Position Pricing Report
(Aug. 7, 2008), at p. 1 [JPM-2004 008062] (listing securities in LCD as of August 7, 2008).
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Securities in the LCD account contributed to LBI's NFE requirement, which, as
discussed above, was incrementally adjusted to account for triparty-investor margin.43
By the end of July, Lehman had posted approximately $8 billion to JPMorgan (face
value), and Lehman understood that JPMorgan had “taken an official lien over $5bn . . .
above and beyond what [was] required for NFE.”#3! The final adjustment to achieve
100 percent triparty-investor margin occurred on August 14, 2008.4032

Additionally, Lehman posted collateral in July to an LCPI clearance account
called “LCP,” including smaller amounts in securities known as Golden Gate (surplus
notes of a captive reinsurer SPV), Loan FNG (a Lehman loan to the R3 hedge fund),
Delta Topco (a non-public security comprised of high-yield loans), Cayman Partners (a

Lehman loan to an SPV) and Riopelle Broadway (another Lehman loan to an SPV).43

4030 See JPMorgan Second Written Responses, at p. 6. JPMorgan also adjusted LBI's NFE to account for the
$5 billion of risk-based margin that Lehman agreed to post. This adjustment ceased when securities were
moved to the “LCE” account in early August. See Jenner & Block, Memorandum re November 18, 2009
Teleconference with JPMorgan Counsel (Nov. 19, 2009), at p. 3; see also infra at Section III.A.5.b.1.e
(discussing transfer of securities).

4031 E-mail from Craig L. Jones, Lehman, to James W. Hraska, Lehman (July 31, 2008) [LBEX-DOCID
077621].

4032 See e-mail from Daniel J. Fleming, Lehman, to Paolo R. Tonucci, Lehman (Sept. 3, 2008) [LBEX-AM
000870]; JPMorgan Second Written Responses, at p. 7; see also Lehman, NFE Tracking Spreadsheet, at pp.
140-42 [LBEX-LL 385672] (spreadsheet of NFE tracking maintained by Craig Jones that shows NFE
Adjustment increasing from $10.6 billion on August 13 to $11.6 billion on August 14).

4033 See JPMorgan Second Written Responses, at pp. 7-8; e-mail from Craig L. Jones, Lehman, to Daniel J.
Fleming, Lehman, et al. (Aug. 27, 2008) [LBEX-DOCID 454649]; Lehman, NFE Data (Aug. 27, 2008), at p. 2
[LBEX-DOCID 453380] (listing these securities as pledged collateral); see also Lehman, $[450],000,000
Floating Rate Surplus Notes due 20[37], First British American Reinsurance Company II, Information
Memorandum (2006) [LBEX-WGM 974136] (information concerning Golden Gate); Lehman, R3 Capital
Partners Strategic Acquisition Review Committee (May 20, 2008) [LBHI_SEC07940_098444] (information
concerning R3 and Loan FNG); Spreadsheet [LBEX-BARFID 0016221] (information concerning Delta
Topco); Spreadsheet re: Financing Trades [LBHI_SEC07940_2594028] (information concerning Riopelle
Broadway and Cayman Partners). Riopelle Broadway was transferred out of LCP on August 27; Golden
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Lehman also posted Pine physicals, Spruce physicals, Verano physicals and SASCO
physicals to an LCPI physical account, Titan account G 72456.43¢ Although Lehman
listed these securities on internal “NFE Collateral” charts,*% according to JPMorgan,
neither LCP nor G 72456 contributed to LBI's NFE.#% Appendix 18 summarizes some
of the significant collateral postings and movements during the summer of 2008.

(e) JPMorgan Concern Over Lehman Collateral in August 2008

By early August 2008, JPMorgan had learned that Lehman had pledged self-
priced CDOs as collateral over the course of the summer.# By August 9, to meet

JPMorgan’s margin requirements, Lehman had pledged $9.7 billion of collateral, $5.8

Gate was transferred out of LCP on August 29. See JPMorgan Second Written Responses, at pp. 7-8; e-
mail from Craig L. Jones, Lehman, to Daniel J. Fleming, Lehman (Sept. 3, 2008) [LBEX-DOCID 055415];
Lehman, NFE Data (Sept. 2, 2008), at p. 2 [LBEX-DOCID 046772] (no longer listing these securities as
pledged collateral).

4034 See e-mail from Kristen Coletta, Lehman, to Craig L. Jones, Lehman (Sept. 3, 2008) [LBEX-DOCID
055422]; Lehman, NFE Data (Sept. 3, 2008), at p. 3 [LBEX-DOCID 046675] (showing new pledged CUSIPs
of Pine, Spruce, Verano and SASCO); e-mail from Michael Prestolino, Lehman, to Carolyn Murillo,
Lehman, et al. (Aug. 27, 2008) [LBEX-DOCID 046646] (identifying CUSIPs as physical notes); Collateral
Pledged to JPM for Intraday As of 9/12/2008 COB [LBEX-AM 047008]; JPMorgan Second Written
Responses, at p. 8.

4035 See, .., e-mail from Kristen Coletta, Lehman, to Craig L. Jones, Lehman, et al. (Sept. 11, 2008) [LBEX-
DOCID 055424]; Lehman, NFE Collateral Details As of 9/10/2008 COB (Sept. 11, 2008) [LBEX-DOCID
046774]; e-mail from Craig L. Jones, Lehman, to Daniel J. Fleming, Lehman, et al. (Aug. 27, 2008) [LBEX-
DOCID 454649]; Lehman, NFE Data (Aug. 27, 2008), at p. 2 [LBEX-DOCID 453380].

403 JPMorgan Second Written Responses, at pp. 7-8; JPMorgan First Written Responses, at p. 7. But see e-
mail from John N. Palchynsky, Lehman, to Craig L. Jones, Lehman (July 15, 2008) [LBEX-DOCID 053633]
(confirming that Lehman could pledge assets to LCPI's physicals box “to get...NFE benefit”).
According to Alvarez & Marsal, Lehman believed that securities pledged in LCP and Titan account G
72456 impacted LBI's NFE. Alvarez & Marsal, Responses to Questions for Alvarez & Marsal/Weil,
Gotshal & Manges (Dec. 7, 2009), at p. 1.

4037 See, ¢.g., e-mail from Ricardo S. Chiavenato, JPMorgan, to Mark G. Doctoroff, JPMorgan, et al. (Aug. 9,
2008) [IPM-2004 0006527]. Lehman attempted to pledge some of these CLOs to Citi in early August as
well, namely, Kingfisher, Freedom, Spruce and Verano. E-mail from Michael Mauerstein, Citigroup, to
Yingli Xie, Citigroup, et al. (Aug. 4, 2008) [CITI-LBHI-EXAM 00082162]. Unlike JPMorgan, Citi refused to
accept the CLOs as collateral. E-mail from Michael Mauerstein, Citigroup, to Katherine Lukas, Citigroup,
et al. (Aug. 12, 2008) [CITI-LBHI-EXAM 00021175].
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billion of which were CDOs priced by Lehman, mostly at face value.*® JPMorgan
expressed concern as to the quality of the assets that Lehman had pledged and,
consequently, Lehman offered to review its valuations.*®*  Although JPMorgan
remained concerned that the CDOs were not acceptable collateral,# Lehman informed
JPMorgan that it had no other collateral to pledge.** The fact that Lehman did not have

other assets to pledge raised some concerns at JPMorgan about Lehman’s liquidity.4+

4038 E-mail from Ricardo S. Chiavenato, JPMorgan, to Mark G. Doctoroff, JPMorgan, et al. (Aug. 9, 2008)
[JPM-2004 0006527].

4039 E-mail from Edward J. Corral, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 8, 2008)
[JPM-2004 0006511]; e-mail from Edward J. Corral, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al.
(Aug. 8, 2008) [JPM-2004 0006515]. Chiavenato explained that only when JPMorgan finally received
prospectuses for Lehman’s CDOs did it realize that the CDOs were not the type of collateral that
JPMorgan would typically take. Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 11;
see also e-mail from Daniel J. Fleming, Lehman, to Mark G. Doctoroff, JPMorgan (Sept. 8, 2008) [IPM-2004
005807] (attaching offering memoranda for Pine, Spruce, Verano and SASCO). Chiavenato stated that he
was unaware of Lehman ever having defended the quality of its collateral. Examiner’s Interview of
Ricardo S. Chiavenato, Sept. 21, 2009, at p. 16. At least in early August 2008, however, Tonucci
questioned whether JPMorgan should be the price provider. E-mail from Paolo R. Tonucci, Lehman, to
Craig L. Jones, Lehman, et al. (Aug. 8, 2008) [LBEX-SIPA 003932]; see also e-mail from Mark G. Doctoroff,
JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 5, 2008) [[PM-2004 0061153] (reporting that
Lehman did “not agree with [JPMorgan’s] liquidity/price risk numbers”); e-mail from Paolo R. Tonucci,
Lehman, to Mark G. Doctoroff, JPMorgan, ef al. (Aug. 5, 2008) [LBHI_SEC07940_534634] (“Not sure
whether it makes sense to be collateralising you on the basis [of] your wrong/erroneous information.”).

Corral recalled that Lehman provided prospectuses of its securities to try to persuade JPMorgan’s third-
party pricing provider to revise its pricing, but that provider did not change its values. Examiner’s
Interview of Edward J. Corral, Sept. 30, 2009, at p. 9.

4040 See e-mail from Donna Dellosso, JPMorgan, to Ricardo S. Chiavenato, JPMorgan (Aug. 6, 2008) [JPM-
2004 0061153] (“I. . . don’t want [CDOs] as collateral for the intra-day exposure.”); e-mail from Ricardo S.
Chiavenato, JPMorgan, to Mark G. Doctoroff, JPMorgan, et al. (Aug. 9, 2008) [JPM-2004 0006527] (“We
never intended to have our margin requirements met by CDOs . . . .”).

4041 E-mail from Ricardo S. Chiavenato, JPMorgan, to Donna Dellosso, JPMorgan (Aug. 6, 2008) [JPM-2004
0061153].

4042 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 5.
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At the time, the market for CDOs was illiquid generally, rendering them less
desirable as collateral.®+ With regard to the specific CDOs pledged by Lehman,
JPMorgan’s David Weisbrod commented in an August 6 e-mail that “[e]ssentially
[Lehman was] packaging up securities it underwrote and structured and couldn’t sell.
[Lehman] put[] its own price on these securities . . . .”%% Weisbrod questioned
Lehman’s intentions: “[T]his strikes me as borderline insulting to think we would
accept Lehman’s self structured and self priced CDOs to meet our margin
requirements.”** Chiavenato told the Examiner that Lehman had posted the worst
type of collateral with Lehman’s own prices attached.®* Yet, at the time, at least one
person within JPMorgan, Mark Doctoroff, defended Lehman’s conduct. Doctoroff
stated in a contemporaneous e-mail that “it sounds like we think [Lehman has] been
acting in bad faith, which I disagree with as we did not give clear instructions to them
when we asked for the $5bn . . . .”%¥ The Examiner has not discovered evidence
suggesting that JPMorgan told Lehman directly that Lehman could not post CDOs as

collateral through August 2008.

0B ]d. at p. 4.

4044 E-mail from David A. Weisbrod, JPMorgan, to Edward J. Corral, JPMorgan (Aug. 6, 2008) [JPM-2004
0061153].

4045 E-mail from David A. Weisbrod, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 6, 2008)
[JPM-2004 0061153].

4046 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 15.

4047 E-mail from Mark G. Doctoroff, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 9, 2008)
[JPM-2004 0006537].
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In early August 2008, JPMorgan engaged Gifford Fong Associates (“GFA”), a
third-party boutique pricing vendor, to price Lehman’s difficult-to-value collateral.
JPMorgan’s Ed Corral noted that GFA “impressed the heck out of” him,** although the
managing director that oversaw JPMorgan’s Investment Bank’s triparty-repo business,
Craig Delany, stated that he ignored almost any pricing from GFA.#% Delany stated
that, in his experience, model pricing is materially inaccurate and could not be trusted
for large, illiquid assets.*® Nonetheless, JPMorgan used GFA to value Lehman’s self-
priced CDOs and continues to use GFA to price other difficult-to-price assets in its
system. 4!

On August 8, 2008, GFA priced Lehman’s collateral at a significantly lower value
than the value assigned by Lehman.*>2 Chiavenato explained that, using GFA’s pricing,
the $5.8 billion of pledged CDOs would be worth less than $2 billion.#%* Chiavenato

likely misstated GFA’s results, however. At the time, GFA had not priced Kingfisher

4048 E-mail from Edward J. Corral, JPMorgan, to David A. Weisbrod, JPMorgan (Aug. 7, 2008) [JPM-2004
0061153].

4049 Examiner’s Interview of Craig M. Delany, Sept. 9, 2009, at p. 8.

4050 4.

4051 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at pp. 7, 11; Examiner’s Interview of
Edward J. Corral, Sept. 30, 2009, at p. 8.

4052 See e-mail from Edward J. Corral, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 8, 2008)
[JPM-2004 0008073]; e-mail from Jessie Zhang, GFA, to Edward J. Corral, JPMorgan, et al. (Aug. 8, 2008)
[LBEX-GF 000040].

4053 E-mail from Ricardo S. Chiavenato, JPMorgan, to Mark G. Doctoroff, JPMorgan, et al. (Aug. 9, 2008)
[JPM-2004 0006527]. JPMorgan also learned that Lehman had $3.9 billion in CDOs in its triparty shells
which, using GFA’s pricing of Lehman’s extra collateral as a proxy, would have been worth less than $1.5
billion. _See id.; see also e-mail from Ricardo S. Chiavenato, JPMorgan, to Henry R. Yeagley, JPMorgan, et
al. (Aug. 7, 2008) [JPM-2004 0008051]. For the reasons stated in text, the valuation applied as a proxy was
likely too low.
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and Verano; “* instead of accounting for that fact, Chiavenato apparently assigned a
price of zero to Kingfisher and Verano. Excluding Kingfisher and Verano,
approximately $3.5 billion of pledged CDOs were valued at about $2 billion by GFA -
still a significant difference.*% Later in the summer, when Lehman had fewer securities
pledged in the relevant collateral account, GFA again assigned a significantly lower
value to Lehman’s securities than had Lehman.*

Upon learning that JPMorgan had been accepting dealer self-pricing, Chiavenato
undertook a general analysis of dealer-priced securities tracked in JPMorgan’s BDAS
system. In late August, Chiavenato concluded that Lehman was providing more self-
priced securities than other dealers.# Those securities, he explained, were also the
riskiest ones.“0%

In addition to concerns it had with valuation, JPMorgan in early August raised

concerns over the fact that LCPI, rather than LBI or LBHI, was posting collateral to

4054 See e-mail from Edward J. Corral, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 8, 2008)
[[PM-2004 0008073]; LB Excess Collateral Priced by GF (Aug. 8, 2008) [JPM-2004 0008074].

405 See e-mail from Edward J. Corral, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 8, 2008)
[JPM-2004 0008073]; LB Excess Collateral Priced by GF (Aug. 8, 2008) [JPM-2004 0008074].

405 E-mail from Edward J. Corral, JPMorgan, to David A. Weisbrod, JPMorgan, et al. (Sept. 4, 2008) [JPM-
2004 0006562] (reporting that GFA priced three CDOs $1.5 billion lower than Lehman’s assigned market
value of approximately $3.25 billion); Spreadsheet (Sept. 4, 2008) [JPM-2004 0006563].

4057 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 7; e-mail from Ricardo S.
Chiavenato, JPMorgan, to Edward ]. Corral, JPMorgan, et al. (Aug. 27, 2008) [JPM-2004 0009300]

(“Lehman has the highest number and market value of self-priced securities.”).

4058 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 7; see also e-mail from Thomas H.
Mulligan, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 29, 2008) [JPM-2004 0006549] (“The
risk is the size of the largest securities in each of the dealers pool of securities. For example Lehman has 4
securities of dealer priced securities with a total par value of $4,900MM in its portfolio valued at 100%.”).
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cover intraday risk.#® JPMorgan preferred that “additional collateral supporting LBI's
clearing exposure be provided by LBl itself, or its parent company, LBHIL.”#% Lehman —
according to JPMorgan — “want[ed] to avoid substituting other collateral for this block
as it would have to come from the holdco liquidity pool directly and the way they
report this number would change.”#¢t As of August 5, 2008, LCPI had pledged both $5
billion in “extra collateral” for risk-based margin and $4 billion related to triparty-
investor margin.%2 In order to alleviate JPMorgan’s concern, Lehman transferred
Spruce, Freedom, Pine, Kingfisher and Verano from LCPI to LBHI on August 8, and
JPMorgan sought and obtained a guaranty from LBHI for LBI's obligations.#®* The
securities moved concurrently from LCD to “LCE,” an LBHI account at JPMorgan.4

Lehman also transferred Fenway from LCPI to LBHI (and from LCD to LCE) on August

4059 See, e.¢., e-mail from Ricardo S. Chiavenato, JPMorgan, to Edward J. Corral, JPMorgan, et al. (Aug. 5,
2008) [JPM-2004 0061153].

4060 JPMorgan First Written Responses, at p. 7.

4061 E-mail from Piers Murray, JPMorgan, to Barry L. Zubrow, JPMorgan, et al. (Aug. 1, 2008) [JPM-2004
0061182].

4062 E-mail from Ricardo S. Chiavenato, JPMorgan, to Edward J. Corral, JPMorgan, et al. (Aug. 5, 2008)
[[PM-2004 0061153]. As discussed supra, these LCPI securities were posted in LCD, apparently an LBI
account, according to JPMorgan. Through counsel, JPMorgan clarified that “we do not believe that there
was an agreement that there would be separate collateral requirements for the approximately $4 billion in
investor margin. Rather, that margin was implemented by entry of a debit to NFE each morning in the
amount of the preceding night’s investor margin.” JPMorgan Second Written Responses, at pp. 5-6.

4063 See e-mail from Michael Prestolino, Lehman, to Craig L. Jones, Lehman, et al. (Aug. 8, 2008) [LBEX-
DOCID 046703]; Lehman, Prices for LCD Box (Aug. 8, 2008) [LBEX-DOCID 023772].

4064 JPMorgan Second Written Responses, at pp. 6-7.
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11.4%5  The guaranty from LBHI was memorialized in a new agreement, discussed
below.

JPMorgan’s collateral requests through the summer of 2008 were all part of
JPMorgan’s move toward requiring a risk-based margin.#% Chiavenato described
Lehman’s responses to JPMorgan's request as Lehman dragging its feet.*¢ In
Chiavenato’s view, Lehman had delayed collateral pledges and pledged collateral of
questionable quality.4

At least some of the Lehman personnel involved in discussions with JPMorgan
believed that JPMorgan was requiring more margin than necessary.*® Paolo Tonucci,

LBHI's Vice President and Global Treasurer, stated that JPMorgan’s haircuts and related

4065 E-mail from Rob Rodriguez, Lehman, to Michael Prestolino, Lehman, et al. (Aug. 11, 2008) [LBEX-
DOCID 116020]; JPMorgan Second Written Responses, at p. 7.

4066 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at pp. 15-16. The amount of risk-based
margin required increased over the course of the summer. See, e.g., e-mail from David A. Weisbrod,
JPMorgan, to Piers Murray, JPMorgan, et al. (Aug. 3, 2008) [JPM-2004 0061182] (“Based on the 7/29
numbers provided by Ricardo, our approach should be to get $6.7bn of margin to achieve coverage for
the liquidity risk and price risk.”). By August 22, 2008, JPMorgan calculated risk-based margin every
morning and Lehman’s “risk-based margin ha[d] gone up to the $8bi range due to more volume, CDOs,
and higher risk factors for ABSs and CPs.” E-mail from Ricardo S. Chiavenato, JPMorgan, to David A.
Weisbrod, JPMorgan (Aug. 22, 2008) [JPM-2004 0061234].

4067 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 16.

4068 Id. at pp. 11, 15.

4069 E.¢., Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 6. On August 5, Doctoroff
reported that Lehman did “not agree with [JPMorgan’s] liquidity/price risk numbers.” See e-mail from
Mark G. Doctoroff, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 5, 2008) [JPM-2004
0061153]; see also e-mail from Paolo R. Tonucci, Lehman, to Mark G. Doctoroff, JPMorgan (Aug. 5, 2008)
[LBHI_SEC07940_534634] (“Not sure whether it makes sense to be collateralising you on the basis [of]
your wrong/erroneous information.”). Chiavenato recalled that Lehman believed its margin was higher
than it should be. Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 12. In a follow-up
e-mail the same day, Doctoroff stated that Lehman “agree[d]/underst[ood] the margin/price/liquidity
risk.” E-mail from Mark G. Doctoroff, JPMorgan, Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 5, 2008)
[JPM-2004 0061153].
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collateral demands were “completely inappropriate” and made pursuant to “simplistic
calculations” that were not done on a “sophisticated portfolio-wide basis.”#” Lehman
believed that JPMorgan was requiring too much margin because JPMorgan
unnecessarily unwound term repos daily.*#” Term repos lasted longer than one day,
and, therefore, theoretically should not have required an extension of credit by
JPMorgan every morning to unwind. But JPMorgan unwound all repos — including
term repos — in the morning, apparently to allow broker-dealers to substitute allocated
securities during the day.#”? Chiavenato stated that term-repo investors had come to
expect to receive cash intraday.*” JPMorgan did not alter this process prior to
Lehman’s bankruptcy.#” Lehman also resisted to some degree JPMorgan’s risk-based
margin implementation by asking for more time to meet JPMorgan’s demands.*7
Notably, however, Dan Fleming — one of Lehman’s principal contacts with
JPMorgan — believed that, at least through mid-August, JPMorgan had been acting in

good faith in negotiating issues surrounding NFE and the adequacy of Lehman

4070 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 7.

4071 See, e.g., e-mail from Thomas H. Mulligan, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, ef al. (Aug.
9, 2008) [JPM-2004 0006537] (Lehman “feel[s] that the margin will be reduced dramatically once we can
stop the daily unwind of the term repo.”); e-mail from Mark G. Doctoroff, JPMorgan, to David A.
Weisbrod, JPMorgan, et al. (Aug. 3, 2008) [JPM-2004 0061182] (“Lehman’s Treasurer and other seniors
there believe that the liquidity and price risks are different or non-existent on certain types of repo, like
the term repo that they do not think they have to unwind, as well as some open repo.”); Examiner’s
Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 8; Examiner’s Interview of Paolo R. Tonucci, Sept. 16,
2009, at p. 6.

4072 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 8.

4073 4.

4074 1d.

W07 Id. at p. 9.
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collateral.#7¢ Jan Lowitt also believed that until September 11 (the date of an additional
collateral request, discussed below) JPMorgan had not acted unreasonably toward
Lehman.477

(f) The August Agreements

As discussed above, JPMorgan requested that Lehman enter into new
agreements in part because JPMorgan wanted a guaranty from LBHI. In addition,
JPMorgan requested the new agreements upon discovering that additional Lehman
subsidiaries were conducting operations through JPMorgan’s clearing system.*”® On
August 18, 2008, Doctoroff e-mailed Fleming “the documents . . . that will allow for the
lien in all the clearance accounts in Lehman’s broker/dealer group,” that is, a draft
Amendment to the Clearance Agreement, draft Guaranty and draft Security Agreement
(collectively, the “August Agreements”).47

Paul Hespel, Lehman’s outside counsel at Goodwin Procter, stated that the
primary business issue animating the August Agreements was a concern by Lehman
counterparties that Lehman’s clearing relationship with JPMorgan consisted of an
undocumented course of dealing.#% Specifically, several Lehman subsidiaries were

already trading using JPMorgan’s system, but were not formally added to the Clearance

4076 Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at p. 5.
4077 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at pp. 20-21.
4078 Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at p. 5.
4079 E-mail from Mark G. Doctoroff, JPMorgan, to Daniel J. Fleming, Lehman (Aug. 18, 2008) [LBEX-

DOCID 451527].

4080 Examiner’s Interview of Paul W. Hespel, Apr. 23, 2009, at p. 3.
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Agreement until the August Agreements.®®! Paolo Tonucci also explained that the
August Agreements were meant to “close gaps in exposure” — multiple Lehman entities
did business with JPMorgan, but JPMorgan did not believe that the obligations of these
entities were adequately secured.*® Tonucci emphasized that the August Agreements
were executed to manage exposures more efficiently and did not represent a
fundamental change in the JPMorgan-Lehman clearing relationship.4s

The August Agreements also clarified that Lehman’s collateral would secure
only JPMorgan’s intraday risk. In the weeks leading up to the August Agreements,
JPMorgan raised the issue of collateralizing its overnight exposures as well.#% Lehman
objected to the change.*$> JPMorgan's request appeared to be the result of a
misunderstanding: internally, JPMorgan had recognized that its goal had “always been

to ensure that our intraday exposure to Lehman [was] properly collateralized.”*% Thus,

4081 4.
4082 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at pp. 8-9.

4083 Id. at p. 9.

4084 Examiner’s Interview of Craig L. Jones, Sept. 28, 2009, at p. 13; e-mail from Craig L. Jones, Lehman, to
Paolo R. Tonucci, Lehman, ef al. (Aug. 8, 2008) [LBEX-DOCID 457557] (relaying “an urgent call from a
group at Chase” in which JPMorgan “stated they want[ed] to ensure the assets have a continuing lien and
not just an intraday lien”); e-mail from Craig L. Jones, Lehman, to Paolo R. Tonucci, Lehman, et al. (Aug.
14, 2008) [LBEX-AM 001764] (noting that Doctoroff apologized for JPMorgan requesting a continuing
rather than intraday lien); e-mail from Edward J. Corral, JPMorgan, to Ricardo S. Chiavenato, JPMorgan,
et al. (Aug. 8, 2008) [JPM-2004 0006527] (explaining that Fleming was concerned that JPMorgan was
looking for an overnight lien but agreement was for an intraday lien only).

4085 See, e.g., e-mail from Edward J. Corral, JPMorgan, to Ricardo S. Chiavenato, JPMorgan, et al. (Aug. 8,
2008) [JPM-2004 0006519]. Fleming stated that JPMorgan was acting unreasonably because JPMorgan did
not face an overnight exposure with Lehman. Examiner’s Interview of Daniel ]. Fleming, Apr. 22, 2009, at
p- 5.

4086 E-mail from Ricardo S. Chiavenato, JPMorgan, to Mark G. Doctoroff, JPMorgan, ef al. (Aug. 9, 2008)
[JPM-2004 0006519].
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Doctoroff called Craig Jones, a Senior Vice President at Lehman in charge of cash and
collateral management, on or about August 15 “to apologize for the issues raised when
Chase requested the continuing lien” and acknowledged that “he was well aware it was
only intended to be an intraday lien.”«% The August Agreements were understood as
“documentation for the intraday lien.”4ss

The August Agreements were negotiated over more than a week by legal and
business representatives of both parties, with much interaction over specific terms.4%
In the course of drafting and negotiating the August Agreements, Lehman’s counsel
interacted with Lehman business personnel, who provided the “big picture idea” of
how the legal agreements would affect Lehman’s dealings with JPMorgan.#®

The parties ultimately executed three documents on August 29, 2008 (though
dated August 26):**' (i) an Amendment to the Clearance Agreement, (ii) a Guaranty

and (iii) a Security Agreement. The Amendment to the Clearance Agreement and

4087 E-mail from Craig L. Jones, Lehman, to Paolo R. Tonucci, Lehman, et al. (Aug. 15, 2008) [LBEX-DOCID
457560].

4088 1

4089 See, e.g., e-mail from Mark G. Doctoroff, JPMorgan, to Daniel J. Fleming, Lehman (Aug. 18, 2008)
[LBEX-DOCID 451527]; e-mail from Daniel J. Fleming, Lehman, to Mark G. Doctoroff, JPMorgan (Aug.
21, 2008) [LBEX-DOCID 310528]; e-mail from Jeffrey Aronson, JPMorgan, to Paul W. Hespel, Goodwin
Procter, et al. (Aug. 25, 2008) [JPM-2004 0003466]; e-mail from Nikki G. Appel, JPMorgan, to Paul W.
Hespel, Goodwin Procter, et al. (Aug. 28, 2008) [JPM-2004 0004408].

40% Examiner’s Interview of Paul W. Hespel, Apr. 23, 2009, at p. 3; Examiner’s Interview of Andrew
Yeung, Mar. 13, 2009, at p. 2.

4091 See e-mail from Paul W. Hespel, Goodwin Procter, to Nikki G. Appel, JPMorgan, et al. (Aug. 29, 2008)
[JPM-2004 0004629].
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Security Agreement were executed by LBHI Treasurer Paolo Tonucci; the Guaranty was
executed by LBHI Chief Financial Officer Ian Lowitt.4%

The Amendment to the Clearance Agreement expanded the reach of the
Clearance Agreement in two ways. First, the parties added LBHI, Lehman Brothers
International (Europe), Lehman Brothers OTC Derivatives Inc. and Lehman Brothers
Japan Inc. as “Customers,” that is, parties to the Clearance Agreement.** In addition,
pursuant to a request from Lehman,*** the parties added language providing that the
liability of Lehman entities under the Clearance Agreement was several, not joint (with
the exception of LBHI's obligations under the Security Agreement and Guaranty), and,
therefore, “any security interest, lien, right of set-off or other collateral accommodation
provided by any Lehman entity pursuant to” the Clearance Agreement would “not be
available to support the obligations of any other Lehman entity” under that
agreement.

Under the Guaranty, LBHI “unconditionally and irrevocably guarantee[d] to
[JPMorgan] the punctual payment of all obligations and liabilities” of the Lehman

parties to the Clearance Agreement (other than LBHI) “of whatever nature, whether

4092 See Security Agreement (Aug. 26, 2008), at p. 6 [JPM-2004 0005867]; Amendment to Clearance
Agreement (Aug. 26, 2008), at pp. 1-2 [JPM-2004 0005856]; Guaranty (Aug. 26. 2008), at p. 6 [JPM-2004
0005879].

40% See Amendment to Clearance Agreement (Aug. 26, 2008), at p. 1 [JPM-2004 0005856].

409 See e-mail from Paul W. Hespel, Goodwin Procter, to Jeffrey Aronson, JPMorgan, et al. (Aug. 25, 2008)
[JPM-2004 0003439].

40% Amendment to Clearance Agreement (Aug. 26, 2008), at p. 1 [JPM-2004 0005856]; see also e-mail from
Jeffrey Aronson, JPMorgan, to Paul W. Hespel, Goodwin Procter, et al. (Aug. 26, 2008) [JPM-2004
0003482]; Amendment to Clearance Agreement [Draft] (Aug. 26, 2008), at p. 1 [JPM-2004 0003485].
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now existing or hereinafter incurred . . . pursuant to the Clearance Agreement.”** The
Guaranty further gave JPMorgan a right of setoff against LBHI.**

The Security Agreement secured LBHI's commitments under the Guaranty and
granted JPMorgan “a security interest in, and a general lien upon and/or right of set-off
of” certain LBHI accounts and proceeds from these accounts.®* Although JPMorgan
initially sought a lien on essentially all LBHI accounts,®® Lehman successfully
narrowed the lien in the Security Agreement to cover only a “Securities Account”
(known as “LCE”), a “Cash Account” (known as “DDA# 066-141-605") and certain
related accounts.#® Andrew Yeung, Lehman in-house counsel and one of the
negotiators of the August Agreements, described this as a “floating” lien that followed
the proceeds of the Cash Account and the Securities Account.!

The Security Agreement contained a provision that allowed LBHI to transfer

collateral from its encumbered accounts to a generally lien-free “Overnight Account” at

40% Guaranty (Aug. 26, 2008), at p. 1 [JPM-2004 0005879].

4097 See id. at p. 4.

40% Security Agreement (Aug. 26, 2008), at p. 2 [JPM-2004 0005867]. Lehman initially questioned
JPMorgan’s request for a stand-alone Security Agreement given that the Clearance Agreement already

granted JPMorgan a lien on Lehman assets for obligations incurred under the Clearance Agreement.
Examiner’s Interview of Paul W. Hespel, Apr. 23, 2009, at p. 3; Examiner’s Interview of Andrew Yeung,
Mar. 13, 2009, at p. 3; e-mail from James J. Killerlane, Lehman, to Jeffrey Aronson, JPMorgan, et al. (Aug.
22, 2008) [JPM-2004 0003332]. Yeung explained, however, that JPMorgan may have wanted the Security
Agreement because it offered greater detail over the parties’ rights and remedies in the event of a breach
or default. Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 3.

409 See e-mail from Mark G. Doctoroff, JPMorgan, to Daniel J. Fleming, Lehman (Aug. 18, 2008) [LBEX-

DOCID 451527]; Security Agreement [Draft] (Aug. 18, 2008), at p. 1 [LBEX-DOCID 448423].

4100 Security Agreement (Aug. 26, 2008), at p. 1 [JPM-2004 0005867].
4101 Examiner’s Interview of Andrew Yeung, May 14, 2009, at p. 4.
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the end of each business day if LBHI had no outstanding obligations under the
Clearance Agreement.#® Specifically, in the overnight-account provision, the Security
Agreement provided:

Except as otherwise provided herein, at the end of a business day, if
[LBHI] has determined that no [obligations under the Clearance
Agreement] remain outstanding, [LBHI] may transfer to an account (the
“Overnight Account”) any and all Security held in or credited to or
otherwise carried in the Accounts [(that is, the Securities Account, Cash
Account, and certain related accounts)]. Any determination of [Lehman]
that no Obligations remain outstanding shall not be binding upon the
Bank. 410

Under the Security Agreement, JPMorgan had a general lien upon the “Security,”
defined as:

(i) the Accounts, together with any security entitlements relating thereto
and any and all financial assets, investment property, funds and/or other
assets from time to time held in or credited to the Accounts or otherwise
carried in the Accounts (or to be received for credit or in the process of
delivery to the Account), (ii) any interest, dividends, cash, instruments
and other property from time to time received, receivable or otherwise
distributed in respect of or in exchange for any or all of the then existing
Security and (iii) all proceeds of any and all of the foregoing Security.+%

“Accounts” was defined as:

(i) the . .. “Securities Account” .. ., (ii) . . . the “Cash Account” ... and (iii)
any other account at [JPMorgan] to which [LBHI] transfer[ed] (A) cash
from the Cash Account, (B) any interest, dividends, cash, instruments and
other property from time to time received, receivable (including without
limitation sales proceeds) or otherwise distributed in respect of or in

4102 See Security Agreement (Aug. 26, 2008), at p. 3 [JPM-2004 0005867]; Examiner’s Interview of Andrew
Yeung, May 14, 2009, at p. 5.

4103 Security Agreement (Aug. 26, 2008), at p. 3 [JPM-2004 0005867].

404 Id, at pp. 1-2.
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exchange for any or all of the cash or securities in the Securities Account
or the Cash Account or (C) any cash or securities from the Securities
Account or the Cash Account during such time as [Lehman] ha[d] an
outstanding obligation or liability to [JPMorgan] under the Guaranty or
the Clearance Agreement.%

As relevant here, with the exception of the Cash Account and Securities Account, the
“Accounts” definition covered only accounts to which LBHI transferred “securities
from the Securities Account . . . during such time as [Lehman] ha[d] an outstanding
obligation or liability to [JPMorgan] under the Guaranty or the Clearance
Agreement.”4% Thus, were Lehman to transfer securities to the Overnight Account at a
time during which it had no outstanding obligation to JPMorgan, JPMorgan would
have no lien on that account.

In theory, Lehman would have only intraday liability to JPMorgan under the
Clearance Agreement because, at the end of the day, cash from triparty investors repaid
JPMorgan’s early morning cash advances.#”” Therefore, as a general matter, if Lehman
did not have any advances or loans under the Clearance Agreement outstanding
overnight (generally known as “failed financing” or “box loans”), assets in the

Overnight Account transferred from the Securities Account would be lien-free.+1%

405 1d. atp. 1.

4106 [

407 Cf. e-mail from Daniel J. Fleming, Lehman, to Mark G. Doctoroff, JPMorgan (Aug. 21, 2008) [LBEX-
DOCID 035862] (“at the end of the day (after we have settled all of our obligations with JPM) we will
have the full value of the collateral in the Holdings account . . . to apply to other Leh needs . ...”).

4108 Examiner’s Interview of Andrew Yeung, May 14, 2009, at p. 5 (explaining that the Overnight Account
was lien-free); Examiner’s Interview of Donna Dellosso, Feb. 27, 2009, at p.3 (collateral in Overnight
Account would be free of any lien overnight but subject to a lien again in the morning).
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The Security Agreement did not specifically define an “Overnight Account.”
According to JPMorgan’s counsel, the Overnight Account was a construct that Lehman
never actually sought to use.#® Lehman did have an LBHI account at JPMorgan called
“LXH,” which it had opened earlier in August.4® LXH was a “seg account” associated
with the LBHI clearance account LCE (that is, the “Securities Account” defined in the
Security Agreement and the account into which Lehman transferred securities from
LCD in early August).#" At the end of the day, the contents of LCE were automatically
transferred to LXH and to a shell referred to as “LHXX"; after the triparty unwind,
those securities were swept back into LCE at the beginning of each day.#2 Although,
according to JPMorgan counsel, LHXX was not technically a “lien-free excess shell”

(that is, the type of shell into which a broker-dealer would place securities not slated for

4109 Jenner & Block, Memorandum re November 18, 2009 Teleconference with JPMorgan Counsel (Nov.
19, 2009), at pp. 1-2. Alvarez & Marsal advised the Examiner that it was not aware of what account at
JPMorgan was the “Overnight Account.” Alvarez & Marsal, Responses to Questions for Alvarez &
Marsal/Weil, Gotshal & Manges (Dec. 7, 2009), at p. 1.

4110 See Letter from Emily M. Critchett, Lehman, to Lika Vaivao, JPMorgan (Aug. 14, 2008) [LBEX-DOCID
462130].

411 JPMorgan First Written Responses, at p. 9; see e-mail from Michael A. Mego, JPMorgan, to Janet
Birney, Lehman, et al. (Aug. 13, 2008) [JPM-2004 0005515] (identifying LXH as a “seg account”). A “seg
account” corresponded to a particular clearance account and consisted of one or more triparty-repo shell
designations into which securities from the clearance account would be transferred. Shells were used in
triparty repos, but could also hold securities pledged to JPMorgan to collateralize extensions of credit or
be “no-lien excess shells,” which would hold securities overnight not needed for triparty repos or
overnight financing. JPMorgan First Written Responses, at p. 1.

4112 JPMorgan First Written Responses, at p. 9; Jenner & Block, Memorandum re November 16, 2009
Teleconference with JPMorgan Counsel (Nov. 16, 2009), at p. 2. Jones stated that the sweep into LBI lien-
free shells was not automatic but done manually by John Palchynsky. Examiner’s Interview of Craig L.
Jones, Sept. 28, 2009, at p. 17; Examiner’s Interview of John N. Palchynsky, May 11, 2009, at p. 4.
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triparty repo overnight), and LXH was a “pledge account,”#"* from August 26 to
September 9, Lehman had no outstanding overnight obligations under the Clearance
Agreement.** Thus, there was no obligation for LXH or the LHXX shell to secure
overnight. LHXX therefore was, in practice, essentially a lien-free excess shell similar to
what was described in the Security Agreement as the “Overnight Account.”

According to JPMorgan’s counsel, Lehman could not transfer securities out of
LXH or the LHXX shell on its own; Lehman would have had to ask JPMorgan to issue
such an instruction.#> Lehman could issue an instruction to transfer securities out of

LCE, but a $5 billion NFE block imposed by JPMorgan ensured that $5 billion of

4113 Jenner & Block, Memorandum re November 18, 2009 Teleconference with JPMorgan Counsel (Nov.
19, 2009), at pp. 1-2. Lehman, however, sometimes internally referred to LHXX as a lien-free excess shell.
See e-mail from John N. Palchynsky, Lehman, to Jack Fondacaro, Lehman, et al. (Aug. 18, 2008) [LBEX-
DOCID 459729]. There is some evidence that JPMorgan — at least after Lehman’s bankruptcy — referred to
LHXX as such as well. See e-mail from Karen Donahue, JPMorgan, to Paolo R. Tonucci, Lehman (Sept. 21,
2008) [LBEX-DOCID 036183]; Spreadsheet (Sept. 21, 2008) [LBEX-DOCID 014382] (referring to LHXX as
“LBHI LIEN FREE EXCESS”). And, although the account-opening letter referred to LXH as a “pledge
account,” Lehman attempted to put a no-lien letter in place. See Letter from Emily M. Critchett, Lehman,
to Lika Vaivao, JPMorgan (Aug. 14, 2008) [LBEX-DOCID 462130]; e-mail from Emily M. Critchett,
Lehman, to Lika Vaivao, JPMorgan, et al. (Aug. 18, 2008) [LBEX-DOCID 451532] (“As this account is a
segregated account we will require a no-lien letter be put in place.”). Yet, in his interview with the
Examiner, Richard Policke, Senior Vice President of Lehman, stated that there was a lien on LHXX.
Examiner’s Interview of Richard Policke, May 28, 2009, at p. 6.

4114 Jenner & Block, Memorandum re November 18, 2009 Teleconference with JPMorgan Counsel (Nov.
19, 2009), at p. 1.

4115 Jenner & Block, Memorandum re November 16, 2009 Teleconference with JPMorgan Counsel (Nov.
16, 2009), at p. 2. According to JPMorgan, Lehman could not transfer or otherwise control securities in
seg accounts, and, therefore, Lehman could not control securities in LXH — whether or not lien-free —
overnight. JPMorgan First Written Responses, at pp. 1, 9. Tonucci confirmed that Lehman never
attempted to remove collateral overnight from its lien-free account at JPMorgan. Examiner’s Interview of
Paolo R. Tonucci, Sept. 16, 2009, at p. 10; Examiner’s Interview of Craig L. Jones, Sept. 28, 2009, at pp. 17-
18. Yeung's understanding, however, was that Lehman was able to transfer funds in the “Overnight
Account,” and, indeed, could transfer funds outside of JPMorgan. Examiner’s Interview of Andrew
Yeung, May 14, 2009, at p. 4.
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securities remained in that account during the day.#'¢ In other words, any attempt to
remove securities from LCE that would reduce its value under $5 billion would result in
negative NFE, and, thus, the transaction would be blocked.

Whether or not Lehman had the right, as a technical matter, to access the
securities in LXH, it could not, as a practical matter, have transferred or monetized
those securities overnight.#” According to Chiavenato, by the time JPMorgan freed
collateral at night, it would be too late for Lehman to sell the securities because the
markets would be closed.#® In addition, JPMorgan’s BDAS system was not even
accessible overnight.#" Furthermore, JPMorgan stated that it required almost all of the
collateral the following morning to support the triparty unwind.#* Thus, it is

unsurprising that Tonucci could not recall any instance in which Lehman transferred

4116 Jenner & Block, Memorandum re November 16, 2009 Teleconference with JPMorgan Counsel (Nov.
16, 2009), at p. 2; JP Morgan First Written Responses, at p. 10; see also e-mail from Michael A. Mego,
JPMorgan, to Ray Stancil, JPMorgan, et al. (Sept. 12, 2008) [JPM-2004 0051670] (“Instead of putting in a
Debit (WDDB) daily for $5 billion on the LCE account and having it drop overnight. We have asked to
put in a $5 billion debit on the LCE intra day line of Credit so as to always have a debit on the account at
all times.”). Note that this “NFE Adjustment” was unrelated to LBI's NFE. LCE was an LBHI account
and, therefore, the adjustment was placed on LBHI's NFE.

417 Lehman's ability to liquidate quickly the securities in the “Overnight Account” is relevant to an
analysis of Lehman’s liquidity pool, discussed in Section III.A.5.i of this Report.

4118 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 18.

419 Jenner & Block, Memorandum re November 18, 2009 Teleconference with JPMorgan Counsel (Nov.
19, 2009), at p. 3.

4120 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 18. JPMorgan confirmed each
morning whether Lehman had sufficient collateral prior to the triparty unwind. Examiner’s Interview of
Edward J. Corral, Sept. 30, 2009, at p. 6. While Lehman did have sufficient collateral each morning,
Corral confirmed that if Lehman had ever failed this test, JPMorgan could have decided not to unwind
the triparty repos. Id. Corral dismissed the possibility that JPMorgan would partially unwind the
triparty repos (and await collateral for uncovered trades) in such a scenario, noting that practically
speaking, the triparty unwind was an all or nothing proposition. Id.
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these securities (such as Spruce, Pine, Fenway and Verano) out of JPMorgan
overnight.#?! Craig Jones of Lehman Treasury also confirmed the practical impossibility
of Lehman transferring the securities overnight, stating that such a move would require
someone to reopen the DTC credit facility in the middle of the night.#> At most, Jones
thought Lehman may have been able to transfer collateral overnight between its
accounts at JPMorgan if JPMorgan reopened during the night, but Jones did not recall
any such overnight transfer and only recalled generally the collateral movement from
LCD to LCE.#

According to Lehman’s counsel, the overnight-account provision formalized a
prior course of dealing between JPMorgan and Lehman.#* At least as of August 18
(around the time when the LXH account was created), securities were swept from LCE
each night into a separate account overnight.#>> Lehman understood that the overnight-

account provision in the August Agreements confirmed that JPMorgan’s lien operated

4121 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 9.

4122 Examiner’s Interview of Craig L. Jones, Sept. 28, 2009, at p. 17.

423 Id. at pp. 17-18; see supra at Section IILLA.5.b.1.e.

4124 Examiner’s Interview of Paul W. Hespel, Apr. 23, 2009, at p. 4; Examiner’s Interview of Andrew
Yeung, Mar. 13, 2009, at p. 3 (characterizing this prior course of business as using excess funds in
clearance accounts at the end of each day to fund overnight lending and describing the overnight-account
provision as “mechanical”). JPMorgan’s counsel stated, however, that there was no particular statement
or action by Lehman or JPMorgan that made the overnight-account provision resemble a “carry-over” of
a structure already in place. Jenner & Block, Memorandum re November 18, 2009 Teleconference with
JPMorgan Counsel (Nov. 19, 2009), at p. 2.

4125 See JPMorgan First Written Responses, at p. 9.
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on an intraday basis only, and that Lehman’s excess collateral was lien-free
overnight.#12¢

According to JPMorgan witnesses, however, Lehman requested the overnight-
account provision because Lehman needed contractual language to justify Lehman’s
inclusion of pledged collateral as part of Lehman’s liquidity pool.#? Significantly,
Lehman’s counsel, Hespel, confirmed that the overnight-account provision was
important for liquidity-reporting purposes and that assets in the Overnight Account
were classified as unencumbered in Lehman’s liquidity estimations.#
Contemporaneous internal Lehman e-mails further confirmed that the overnight-
account provision related to liquidity reporting,+? and Lehman did, in fact, include

securities pledged under the August Agreements in its liquidity pool.+%

4126 E ¢., Examiner’s Interview of Andrew Yeung, May 14, 2009, at p. 8 (Yeung recalled an e-mail exchange
with Fleming in which Fleming instructed him that JPMorgan’s lien was an intraday lien and that
Lehman had to be able to claim for liquidity-reporting purposes the collateral was lien-free); e-mail from
Daniel J. Fleming, Lehman, to Mark G. Doctoroff, JPMorgan (Aug. 21, 2008) [LBEX-DOCID 310528] (“at
the end of the day (after we have settled all of our obligations with JPM) we will have the full value of the
collateral in the Holdings account”).

4127 Examiner’s Interview of Mark G. Doctoroff, Apr. 29, 2009, at pp. 12, 22-23 (recalling that Paolo
Tonucci represented that the purpose of the overnight-account provision was to preserve Lehman’s
ability to include in Lehman’s Liquidity Pool collateral pledged to cover JPMorgan’s intraday risk);
Examiner’s Interview of Donna Dellosso, Feb. 27, 2009, at p. 3 (Lehman informed JPMorgan that it
wanted overnight access to the collateral, presumably for its overnight liquidity pool); e-mail from Mark
G. Doctoroff, JPMorgan, to David A. Weisbrod, JPMorgan, et al. (Sept. 2, 2008) [JPM-2004 0006556]
(acknowledging that $5 billion posted by Lehman was part of Lehman’s liquidity pool).

4128 Examiner’s Interview of Paul W. Hespel, Apr. 23, 2009, at p. 4.

4129 Examiner’s Interview of Andrew Yeung, May 14, 2009, at p. 8 (Yeung recalled an e-mail exchange

with Fleming in which Fleming instructed him that Lehman had to be able to claim collateral pledged
with JPMorgan was lien-free for liquidity reporting).

4130 See infra at Section III.A.5.i (discussing the propriety of including certain assets in Lehman’s liquidity
pool). It should be noted, however, that Lehman had the ability to, and did, remove securities from the
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(g) Background to the September 9 Collateral Request and
September Agreements

In late August and September, Lehman’s deteriorating financial condition
became increasingly apparent.#® On September 4, 2008, JPMorgan executives, led by
Chief Risk Officer Barry Zubrow, met with Lehman executives Ian Lowitt, Paolo
Tonucci and Chris O’Meara, to discuss Lehman’s upcoming third quarter results, then
scheduled for release on September 18.42 In preparation for the meeting, JPMorgan
summarized significant issues affecting Lehman:

We expect [Lehman] will have further significant asset write-downs
primarily originating from their commercial and residential real estate
related assets. Their 3Q results will likely also come with announcements
regarding the actions they will be taking to shore-up their balance sheet,
bolster capital . . . , and to operate successfully in the coming quarters in
the new market environment. Major themes in the press — (i) potential
capital injection by Korea Development Bank (KDB) or other sovereign
wealth fund; (ii) sale of all or part of their Investment Management
Division (Neuberger Berman included) . . . ; (iii) sale of real estate assets or

LCE account during the day as long as the value of the LCE account remained at or above $5 billion. For
example, Lehman moved Kingfisher from LCE to LCD on September 2. See JPMorgan Second Written
Responses, at p. 8; Jenner & Block, Memorandum re November 18, 2009 Teleconference with JPMorgan
Counsel (Nov. 19, 2009), at p. 2.

4131 See supra at Section II1.A.3.a.2; e.g., Andrew Ross Sorkin, Struggling Lehman Plans to Lay Off 1,500, N.Y.
Times, Aug. 28, 2008 (Lehman shares lost 73 percent of their value between January 2008 and the end of
August 2008); see also e-mail from Ricardo S. Chiavenato, JPMorgan, to David A. Weisbrod, JPMorgan
(Aug. 22, 2008) [JPM-2004 0061226] (“Lehman may face serious problems next week if it is not acquired . .
. and its losses are large.”).

4132 JPMorgan, Lehman Brothers Holdings Inc. Briefing Memorandum (Sept. 4, 2008), at p. 1 [JPM-2004
0006171]; see also Lehman, JP Morgan Agenda (Sept. 4, 2008) [LBEX-DOCID 445367]. Although the
JPMorgan agenda indicated that the earnings call was initially scheduled for September 17, it was in fact
scheduled for September 18. See AFP, Lehman Brothers in Freefall as Hopes Fade for New Capital (Sept. 9,
2008), available at http://afp.google.com/article/ ALeqM5jEijYPZUGeWNO_F{IIPEg_6CaQ7w.
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formation of a bad bank/good bank with a private equity sponsor/s may
be touched on during this discussion.+33

Tonucci described the meeting as an opportunity for Lowitt to update JPMorgan on
Lehman’s third quarter earnings and the status of its “SpinCo” plans.*3

In the September 4 meeting between executives from Lehman and JPMorgan, the
parties also discussed issues concerning triparty repo and Lehman’s posted collateral, 35
although Tonucci stated that this was not the focus of the meeting.#% At that time
Lehman had about $8 billion of collateral (as priced by Lehman) on deposit with
JPMorgan to support intraday triparty risk in the United States, and discussions were
underway to secure $2 billion in intraday risk associated with European triparty
exposures.*¥ Lehman believed that JPMorgan was overcollateralized against intraday
risk, and JPMorgan acknowledged that Lehman disagreed with JPMorgan’s collateral

valuations and that collateral substitutions might be necessary.** Notably, JPMorgan

4133 JPMorgan, Lehman Brothers Holdings Inc. Briefing Memorandum (Sept. 4, 2008), at p. 1 [JPM-2004
0006171]. JPMorgan’s Briefing Memorandum also stated: “There is a strong desire at [Lehman] to have
open and frank dialogue with JPM at all levels of our organizations. . . . As [Lehman]’s primary operating
services provider, [Lehman] management want to ensure that we are fully briefed on their strategy and
challenges as they need our support to operate their business.” Id.

4134 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at pp. 10-11.

4135 See JPMorgan, Lehman Brothers Holdings Inc. Briefing Memorandum (Sept. 4, 2008), at pp. 1-2 [JPM-
2004 0006171]; Lehman, JP Morgan Agenda (Sept. 4, 2008) [LBEX-DOCID 445367]. T
4136 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 11; Examiner’s Interview of Ian T.
Lowitt, Oct. 28, 2009, at p. 18.

4137 JPMorgan, Lehman Brothers Holdings Inc. Briefing Memorandum (Sept. 4, 2008), at p. 2 [JPM-2004
0006171]; Lehman, JP Morgan Agenda (Sept. 4, 2008) [LBEX-DOCID 445367].

4138 JPMorgan, Lehman Brothers Holdings Inc. Briefing Memorandum (Sept. 4, 2008), at p. 2 [JPM-2004

0006171].
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also acknowledged that Lehman’s collateral postings were “part of [its] liquidity
pool . .. despite their less than cash liquidity profile.”+%

JPMorgan had its doubts about the plan that Lehman presented at the September
4 meeting.#* For example, Lehman walked JPMorgan through its SpinCo proposal
(whereby Lehman planned to spin off its illiquid assets into a separate company in
order to remove them from Lehman’s balance sheet),**! but the proposal did not instill
confidence in JPMorgan executives. Zubrow had difficulty understanding how Lehman
would infuse enough money into the SpinCo entity to cover the exposure of its real
estate loans.#*> He told Lowitt that Lehman needed to provide more clarity on SpinCo,
and relayed concern that Lehman’s plan would “spook” the market.#** Tonucci
confirmed to the Examiner that JPMorgan was concerned about the viability of the
SpinCo plan.##

JPMorgan offered to assist Lehman by providing feedback on the presentations
Lehman was planning to make to the various rating agencies in the coming days.**
Accordingly, later in the evening of September 4, Tonucci sent to JPMorgan a draft copy

of a presentation Lehman intended to give the ratings agencies, seeking JPMorgan’s

4139 1d.

4140 Examiner’s Interview of Mark G. Doctoroff, Apr. 29, 2009, at p. 15.
4141 See Section III.A.3.c.4 (discussing Lehman’s SpinCo proposition).
4142 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 7.
4143 [4

4144 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 11.
4145 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 7.
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comments.#4 Executives at JPMorgan found the presentation to be too vague and were
concerned about the strategies Lehman outlined.#* Zubrow viewed the presentation as
not detailed enough to provide confidence in Lehman’s planned course of action with
its SpinCo proposal.#* Doctoroff consolidated the feedback from JPMorgan in an e-
mail to Tonucci on September 5, 2008.44 Among other concerns, JPMorgan identified
the following: Lehman needed to be more definitive about its timeline and how its
business would be operated over that timeline; Lehman should determine whether it
could make its expense reduction more aggressive; and Lehman needed to address
additional issues such as management changes.#* JPMorgan executives also expected
more focus on liquidity, especially expected liquidity uses over the 12 to 18 months
ahead.*® JPMorgan further suggested that Fuld participate in the rating agency

meetings.#®2  This final point was the most important in JPMorgan’s view because

4146 E-mail from Paolo R. Tonucci, Lehman, to Mark G. Doctoroff, JPMorgan, et al. (Sept. 4, 2008) [JPM-
2004 0006300]. Lehman highlighted the sensitive nature of these documents multiple times. See id.
(“There is a lot of confidential info . . . .”); e-mail from Ian T. Lowitt, Lehman, to Barry L. Zubrow,
JPMorgan (Sept. 5, 2008) [JPM-2004 0006314] (“The materials we sent you are obviously very sensitive
....”); e-mail from Ian T. Lowitt, Lehman, to Barry L. Zubrow, JPMorgan (Sept. 7, 2008) [JPM-2004
0006317]. JPMorgan limited the circulation of the materials. See e-mail from Barry L. Zubrow, JPMorgan,
to Ian T. Lowitt, Lehman, et al. (Sept. 8, 2008) [JPM-2004 006317].

4147 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 7; see e-mail from Mark G. Doctoroff,
JPMorgan, to Barry L. Zubrow, JPMorgan, et al. (Sept. 5, 2008) [JPM-2004 0006286].

4148 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 7; see e-mail from Barry L. Zubrow,
JPMorgan, to Mark G. Doctoroff, JPMorgan, et al. (Sept. 5, 2008) [JPM-2004 0006286] (“strategy is
presented with a lot of equivocation”).

4149 See e-mail from Mark G. Doctoroff, JPMorgan, to Paolo R. Tonucci, Lehman (Sept. 5, 2008)
[LBHI_SEC07940_556179].

4150 Spp jd.

4151 Id

4152 M
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Lehman needed to show the rating agencies and the larger market that Lehman was
resolute about bringing its plan to completion, and that vision had to start from the
top.#$® Tonucci agreed with JPMorgan’s feedback and said he would push Fuld to
participate in future meetings with the agencies.*>

While concern was growing inside JPMorgan about Lehman’s condition,
Doctoroff stated that there was no serious belief within JPMorgan at the time that
Lehman would file for bankruptcy.#* Other JPMorgan witnesses likewise stated that
they did not see the bankruptcy of Lehman as a serious possibility until the weekend
preceding LBHI’s bankruptcy filing.4* JPMorgan was, however, facing increasing risks
from its business with Lehman.

Also on September 5, JPMorgan’s Investment Bank Risk Committee (“IBRC”)
met and discussed a presentation titled “Overview of Debt Maturities for Major US

Broker Dealers” (the “IBRC Deck”).#” The discussion of the IBRC Deck was led by

4153 See e-mail from Mark G. Doctoroff, JPMorgan, to Barry L. Zubrow, JPMorgan, et al. (Sept. 5, 2008)
[JPM-2004 0006304].

4154 [ ],

4155 Examiner’s Interview of Mark G. Doctoroff, Apr. 29, 2009, at p. 15.

4156 E.¢., Examiner’s Interview of Jamie L. Dimon, Sept. 29, 2009, at p. 10 (the first time he thought Lehman
may not survive was Saturday, September 13); Examiner’s Interview of John ]J. Hogan, Sept. 17, 2009, at p.
8 (the first time he thought Lehman may not survive was Sunday, September 14). On Friday morning,
September 12, however, Lowitt anticipated problems with JPMorgan over the weekend and felt that
JPMorgan was “acting as though” Lehman was “filing over the weekend.” E-mail from Ian T. Lowitt,
Lehman, to Paolo R. Tonucci, Lehman (Sept. 12, 2008) [LBEX-DOCID 072153].

4157 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 6; JPMorgan, Overview of Debt Maturities
for Major US Broker Dealers, IBRC Presentation (Sept. 5, 2008) [JPM-EXAMINER00005998]. The details
underlying this presentation are reflected in another presentation, “Lehman Brothers Exposure
Overview,” which calculated exposure as of September 5 (the IBRC Deck calculated exposure as of
September 1). The second presentation was not discussed at the September 5 meeting. See JPMorgan
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Piers Murray, and the meeting included broad discussions about investment banks,
trading, markets and the skittishness of hedge funds regarding novations.** JPMorgan
was supportive of accepting novations and, thus, stepping into hedge funds’ shoes to
face investment banks, but discussed the risk of runs on the banks.#® There were
particular concerns about Lehman and one other broker-dealer, but JPMorgan
reiterated its support of both entities.#® The IBRC Deck covered a number of broker-
dealers, including Lehman, and revealed that JPMorgan had a primary exposure to
Lehman of $2.645 billion, the largest component of which was $1.904 billion in
derivatives exposure. The IBRC Deck showed an approved limit for settlement and
operating exposure of $10.681 billion intraday (but did not show how much exposure
JPMorgan actually had during the day).#®* The presentation addressed the exposure

only of JPMorgan’s Investment Bank, separate from the triparty-repo business.*¢

First Written Responses, at p. 17; JPMorgan, Lehman Brothers Exposure Overview (Sept. 2008) [JPM-
EXAMINER00005966].

4158 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 6. Lehman was aware by the end of July

2008 that novation requests were increasing, and some banks were declining novation requests from
Lehman counterparties. See e-mail from Eric Felder, Lehman, to Ian T. Lowitt, Lehman, et al. (July 28,
2008) [LBEX-DOCID 028924].

4159 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 6.

4160 14

4161 TPMorgan, Overview of Debt Maturities for Major US Broker Dealers, IBRC Presentation (Sept. 5,
2008), at p. 6 [JPM-EXAMINER00005998].

4162 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at pp. 2, 6-7; see JPMorgan, Overview of Debt
Maturities for Major US Broker Dealers, IBRC Presentation (Sept. 5, 2008), at p. 6 [JPM-
EXAMINER00005998]. “Intraday exposure” in the IBRC Deck referred to Investment Bank intraday

exposure, not intraday exposure related to clearing activities. See JPMorgan, Overview of Debt Maturities
for Major US Broker Dealers, IBRC Presentation (Sept. 5, 2008), at p. 6 [JPM-EXAMINER00005998].
Notably, analyzing the September 5 triparty-repo unwind data, Chiavenato concluded that JPMorgan
held $9.9 billion in collateral (incorporating Gifford Fong’s pricing of collateral in the LCE account) where
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JPMorgan subsequently shared information discussed in IBRC meetings with the
FRBNY 4163

Zubrow stated that after the September 5 IBRC meeting he called Lowitt to relay
that JPMorgan might need an additional $5 billion in collateral given its concerns about
an adverse market reaction to Lehman’s plans.#¢* Zubrow characterized this as a
speculative and informal conversation to provide a “place marker” in case JPMorgan
followed through with a collateral request.#> According to Zubrow, while Lowitt
hoped that JPMorgan would ultimately not make the request, Lowitt assured him that
he understood the nature of the situation.*¢ Lowitt recalled speaking with Zubrow by
phone, but could not be certain of when the call took place or whether Zubrow specified
the precise amount of collateral sought by JPMorgan. The focus of the conversation,

according to Lowitt, was the rating agency meetings.*¢’

only $9.4 billion was needed to cover risk-based margin. E-mail from Ricardo S. Chiavenato, JPMorgan,
to David A. Weisbrod, JPMorgan, et al. (Sept. 8, 2008) [JPM-2004 0007292]. Yet, Chiavenato also pointed
out that collateral held by triparty investors overnight and securing JPMorgan’s exposure intraday
included “$15 bi in less liquid collateral self-priced by Lehman, with half of that priced in the 90-100+
range (which we believe is overstated) - using lower vendor prices [would] reduce” JPMorgan’s margin.
Id.

4163 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 11; see also e-mail from Arthur G. Angulo,
FRBNY, to Timothy F. Geithner, FRBNY, et al. (Sept. 10, 2008) [FRBNY to Exam. 014605] (attaching
September 7, 2008 JPMorgan “Lehman Brothers Exposure Overview”).

4164 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 10.
4165 [

4166 Id

4167 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 18.
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JPMorgan witnesses stated that JPMorgan’s derivatives exposure was the
primary impetus for the new collateral request.#% In addition, Donna Dellosso, a risk
manager in JPMorgan’s investment bank, stated that the $5 billion figure was grounded
in the IBRC Deck analysis,*® and Steven Black, co-Chief Executive Officer of
JPMorgan’s Investment Bank, described JPMorgan’s arrival at the $5 billion figure as
“art, not science.”*” JPMorgan witnesses stated that no one at JPMorgan believed a $5
billion request was too high; indeed, JPMorgan believed that it could have requested
more.*”" Through its counsel, JPMorgan explained to the Examiner that:

The derivatives primary exposure was a principal item of focus because it
was expected to increase substantially due to novations and market
changes. . . . On the other hand, JPMorgan viewed the settlement and
operating exposures as likely to decrease over time as Lehman de-
leveraged. JPMorgan also recognized that it was possible to ameliorate
the operating and settlement exposures through careful attention to the
timing of payments and deliveries. Thus, JPMorgan did not feel it
necessary to request collateral in the full amount of the identified
settlement and operating exposures. Taking all of this into consideration,
it was decided that, in order to be able to continue to support Lehman, it

4168 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 10; Examiner’s Interview of John ]J.
Hogan, Sept. 17, 2009, at pp. 3-4.

4169 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 7.

4170 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 6.

471 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 8. Buyers-Russo recalled that triparty-repo
stress analyses at the time showed a shortfall approaching $20 billion. Examiner’s Interview of Jane
Buyers-Russo, Sept. 25, 2009, at p. 5. In addition, Ed Corral stated his view that JPMorgan was
undercollateralized throughout the summer of 2008 and could have asked for more collateral, even in a
magnitude reaching $25 billion. Examiner’s Interview of Edward ]. Corral, Sept. 30, 2009, at p. 12. As
discussed in more detail below, there is some evidence to suggest that JPMorgan may have considered
itself already adequately collateralized. See, e.g., JPMorgan, Tri-Party Repo Margin Gap Analysis —
Lehman - 9/10/2008 (Sept. 10, 2008), at pp. 2-3 [JPM-2004 0029886]. But, as discussed infra, JPMorgan
asserted that its written collateral analyses assumed face values for certain illiquid Lehman collateral, and
thus understated JPMorgan’s exposure.
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was necessary for JPMorgan to obtain collateral of $5 billion for the
existing and anticipated risks.+72

In addition, JPMorgan determined that it needed a “master-master” agreement
with Lehman to cover the entire relationship across all Lehman and JPMorgan
entities.#” Dellosso stated that she discussed such an agreement with Tonucci.**
JPMorgan witnesses also stated that during this same time period JPMorgan sought
additional collateral, as well as broader guaranties and pledge agreements, from other
broker-dealers in addition to Lehman.75

By September 9, the following Tuesday, Lehman’s situation had continued to
deteriorate. Reports began to surface that The Korea Development Bank (“KDB”) had
abandoned (or was likely to abandon) its acquisition talks with Lehman,*7 and

Lehman’s stock had dropped significantly.#”7 Ultimately, a news article reporting that

4172 JPMorgan First Written Responses, at p. 17.

4173 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 8; Examiner’s Interview of John J. Hogan,
Sept. 17, 2009, at p. 7.

4174 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 8.

4175 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 6; Examiner’s Interview of Donna
Dellosso, Oct. 6, 2009, at p. 8; see also JPMorgan Second Written Responses, at p. 1. Although discussions
with other broker-dealers could have been taking place at this time, JPMorgan did not provide evidence
of any agreements with other broker-dealers that were actually executed in late August or September
prior to the date of the LBHI bankruptcy petition.

4176 Francesco Guerrera, et al., Equities Suffer as Lehman Shares Fall 45%, Fin. Times, Sept. 9, 2008
(“Lehman’s shares fell after a newswire report cited an unnamed Korean government official as saying
that Korea Development Bank, a state-run lender, had decided not to invest in Lehman.”); Susanne Craig,
et al., Korean Remarks Hit Lehman, Wall St. J., Sept. 9, 2008 (“A KDB official said the comments [by the
Chairman of South Korea’s Financial Services Commission] would likely be strong enough to deter the
bank from pursuing a Lehman deal . . . .”); see also supra at Section IIL.A.3.c.5.b.

4177 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at p. 11; Examiner’s Interview of Donna
Dellosso, Feb. 27, 2009, at p. 4; Susanne Craig, et al., Lehman Faces Mounting Pressures, Wall St. J., Sept. 10,
2008, at A1; Susanne Craig, et al., Korean Remarks Hit Lehman, Wall St. J., Sept. 9, 2008.
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KDB had determined not to strike a deal with Lehman prompted Lehman to accelerate
its earnings announcement; instead of releasing its earnings on September 18, as
planned, Lehman decided to make its announcement the next morning, on September
10.47¢ Black explained that the “rumor mill” was rampant with claims that firms were
no longer doing business with Lehman.+7

As discussed in more detail below, on September 9, JPMorgan formally
requested $5 billion of additional collateral from Lehman.#® This collateral request
intersected with already-commenced discussions about preparing new agreements with
Lehman. JPMorgan insisted that the collateral be posted and the documentation signed
by the following morning.*!

Several JPMorgan witnesses stated that in determining the amount of collateral
to request, JPMorgan did not want to do anything that would harm Lehman or
destabilize financial markets.#®> For example, Jane Buyers-Russo, who heads the

securities industry coverage group at JPMorgan’s corporate bank, stated that JPMorgan

4178 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at p. 11.

4179 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 6; see also e-mail from Pandora Setian,
JPMorgan, to Jamie L. Dimon, JPMorgan, et al. (Sept. 9, 2008) [JPM-2004 0006332] (“Today S&P placed the
ratings of Lehman Brothers on CreditWatch with negative implications.”).

4180 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 6.

4181 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 6; Examiner’s Interview of Donna
Dellosso, Oct. 6, 2009, at p. 9; see also infra at Section III.A.5.b.1. JPMorgan was not the only bank to
request additional documentation from Lehman on September 9; Lehman also executed a Guaranty
Amendment with Citi and cash deeds with HSBC. See infra at Sections III.A.5.c.1, IIL.A.5.d.3.

4182 F ¢., Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 6.
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wanted to maintain a market-neutral stance so that outsiders would observe JPMorgan
facing Lehman normally in its operating and trading businesses.*!?

There were discussions within JPMorgan about JPMorgan’s options if Lehman
did not post the collateral or execute the additional agreements by September 10, and
how those options related to JPMorgan’s desire to remain a stabilizing force. One
option available to JPMorgan was to cease unwinding triparty repos in the morning,
which would result in LBI default on payment obligations (causing government
securities not to trade and investors to lock up). This was an option JPMorgan retained,
but was not one it wanted to use because it would be highly disruptive of the market.+8
JPMorgan also considered limiting transfers until accounts were funded, but, again,
outsiders would notice if they were not receiving payments in a timely fashion.*s
JPMorgan further considered restricting or reducing JPMorgan’s extension of intraday
liquidity.#®¢ JPMorgan’s options fell along a spectrum: on one extreme, JPMorgan could
cancel all lines and require manual approval for all Lehman transactions and, on the

other extreme, JPMorgan could continue business as usual with Lehman. In between

4183 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 6. There is some evidence of concern
about harming Lehman in contemporaneous internal JPMorgan communications. See e-mail from
Ricardo S. Chiavenato, JPMorgan, to Paul Wilson, JPMorgan (Sept. 9, 2008) [JPM-2004 0032609] (“For the
time being we are not changing any credit limits for seclending due to our collateralization and to the fact
that pulling out at this stage might make things worse and even trigger their collapse.”).

4184 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 6.
4185 Id
4186 Id
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these extremes, for example, JPMorgan could scale back lines and put personnel on alert
to monitor Lehman accounts.*%

Jamie Dimon, JPMorgan’s CEO and Chairman of the Board, asserted that in
every conversation he had with Fuld, Dimon reiterated that JPMorgan wanted to help
and that if anything JPMorgan was doing was hurting Lehman, Fuld should let Dimon
know.#% Dimon stated that JPMorgan did not want to harm Lehman and that at no
time did Lehman come to JPMorgan for relief on the amount of collateral sought.*
Dimon stated that had Fuld called him, JPMorgan probably would not have insisted on
the collateral because JPMorgan did not want to be blamed for Lehman’s demise.*
The Chief Risk Officer in JPMorgan’s Investment Bank, John Hogan, stated that when
he spoke with Lehman’s Chief Risk Officer, Chris O’Meara, about collateral, including a
call with O’'Meara about the September 9 request, O’Meara expressed no acrimony and
said he understood why JPMorgan needed the collateral.#** Hogan added that

JPMorgan wanted to protect its own risk, but not to a point where it would cause

487 Id. at pp. 6-7.

4188 Examiner’s Interview of Jamie L. Dimon, Sept. 29, 2009, at p. 2.

4189 Id. at pp. 2, 10. Chiavenato stated that, although collateral return was not his decision, he would not
have recommended that JPMorgan return any collateral in August in response to a request from Lehman.
At that point, JPMorgan claimed it did not have enough collateral. Examiner’s Interview of Ricardo S.
Chiavenato, Sept. 21, 2009, at pp. 15-16; Examiner’s Interview of Edward J. Corral, Sept. 30, 2009, at p. 12.
419 Examiner’s Interview of Jamie L. Dimon, Sept. 29, 2009, at p. 10.

4191 Examiner’s Interview of John J. Hogan, Sept. 17, 2009, at p. 4.
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Lehman any distress; he stated he had heard from others that Fuld had no issue with
the September 9 collateral request.+2

Finally, Ed Corral, JPMorgan’s head of Fixed Income Clearing, stated that he
believed that JPMorgan did not ask for nearly as much collateral as it could or should
have because it wanted to help Lehman.#* While the Examiner gives little weight to
these statements made long after the fact and in light of pending claims between
Lehman and JPMorgan (in particular the suggestion that JPMorgan would have backed
down from its collateral requests if Fuld had just asked), it is significant that in
contemporaneous notes made on September 9, Buyers-Russo wrote that JPMorgan
“[did]n’t want to push [Lehman] over edge or signal to market.”#** And, on a
conference call with the FRBNY the following afternoon, when the FRBNY questioned
whether “senior management ha[d] put forth any triggers or course of events that
would signal a desire by JPMC to stop trading, cut lines, and run from Lehman,”
JPMorgan risk executives “reiterated, as they [had] in the past, that they [did] not want
to be the first one to make that call and [were] mindful of the implications of such a

decision. However, they did state that they [did] not want to be the last one to make

49214, at p. 5.

419 Examiner’s Interview of Edward J. Corral, Sept. 30, 2009, at pp. 2, 11; Examiner’s Interview of Donna
Dellosso, Feb. 27, 2009, at p. 4 (stating that the September 9 collateral request should have been higher
given JPMorgan’s aggregate risk exposures to Lehman).

419 Jane Buyers-Russo, JPMorgan, Unpublished Notes (Sept. 9, 2008), at p. 2 [JPM-EXAMINER00006052];
see also e-mail from Jane Buyers-Russo, JPMorgan, to Kelly A. Mathieson, JPMorgan, et al. (Sept. 12, 2008)
[JPM-2004 0050097] (“The goal was to protect jpm without pushing [Lehman] over the edge.”).
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that decision . . . .”#% The evidence suggests that JPMorgan exhibited some flexibility as
to the amount of collateral it would accept from Lehman,** but there is no
contemporaneous evidence suggesting JPMorgan would have eliminated its September
collateral requests in the face of resistance from Lehman.

(h) September 9 Calls Between Steven Black and Richard Fuld

According to JPMorgan witnesses, Black communicated the $5 billion collateral
request to Richard Fuld by telephone on September 9.47 Black stated that he explained
that the collateral was intended to cover JPMorgan’s exposure to Lehman in its entirety,
and was not limited to triparty-repo exposure.#* Ultimately, according to Black,
Lehman offered to post $3 billion immediately and post an additional $2 billion at a
later time.** There is some evidence, however, that Lehman agreed only to top up to $4

billion.#

419 E-mail from Gregory Gaare, FRBNY, to William A. Rutledge, FRBNY, et al. (Sept. 10, 2008) [FRBNY to

Exam. 014605].
419 See Section III.A.5.b.1.h.

4197 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 6; Examiner’s Interview of Barry L.
Zubrow, Sept. 16, 2009, at p. 10; Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 7.
Deciphering a contemporaneous note, Buyers-Russo recalled that JPMorgan would ask for $5 billion, but
accept $3 billion from Lehman. Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 9; Jane
Buyers-Russo, JPMorgan, Unpublished Notes (Sept. 9, 2008), at p. 1 [JPM-EXAMINER00006052]. In a
later contemporaneous note on September 9, Buyers-Russo wrote, “Black called Dick[,] asked for $3B —
said ok.” Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 10; Jane Buyers-Russo,
JPMorgan, Unpublished Notes (Sept. 9, 2008), at p. 3 [[PM-EXAMINER00006052].

4198 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 7. Note, however, that Dellosso, in an
internal e-mail, referred to the new collateral as covering intraday exposure. See e-mail from Donna
Dellosso, JPMorgan, to Steven D. Black, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0006377] (“[Lehman]
will maintain collateral of $4bln to cover intra-day exposure.”).

419 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at pp. 6, 9; see also JPMorgan First Written
Responses, at p. 17. Black’s communications did not occur in a single telephone call with Lehman that
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Black stated that he relayed to Fuld that JPMorgan was not trying to solve
JPMorgan’s problem by creating new problems for Lehman. He asserted that he told
Fuld that, if Lehman was “near the edge,” Fuld should say so. According to Black, Fuld
asked whether JPMorgan was interested in making a capital infusion, but JPMorgan
was not. Black stated that he advised Fuld that if Lehman were skating close to the
edge, Lehman should call the Federal Reserve so that the Federal Reserve could “herd
the cats” needed to assist Lehman. According to Black, Fuld said Lehman was not
anywhere close to the point of needing such assistance.*!

Taking advantage of JPMorgan’s offer to help in another way, Fuld asked Black
to send a JPMorgan team to a meeting that evening with Citi and Lehman to discuss a
capital markets plan.2? JPMorgan did so.2® The JPMorgan team reported back that

Lehman had not offered a viable plan and that a preannouncement of Lehman’s

day, but in multiple calls. Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at pp. 6-9. Lehman’s
acceptance of the $3 billion request is consistent with the September Guaranty which specifically invoked
that figure in establishing maximum liability. Guaranty (Sept. 9, 2008), at p. 2 [JPM-2004 0005813] (“The
Guarantor’s maximum liability under this Guaranty shall be THREE BILLION DOLLARS ($3,000,000,000)
or such greater amount that the Bank has requested from time to time as further security in support of

this Guaranty.”).

4200 See e-mail from Donna Dellosso, JPMorgan, to Steven D. Black, JPMorgan, et al. (Sept. 10, 2008) [JPM-
2004 0006377] (“[Lehman] will maintain collateral of $4bln to cover intra-day exposure.”); e-mail from
Daniel J. Fleming, Lehman, to Mark G. Doctoroff, JPMorgan (Sept. 12, 2008) [LBEX-DOCID 405652] (“JPM
now has a total of 4.6bn, 600mm more then agreed.”).

4201 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at pp. 6-7.
420214, atp. 7.

4203 See e-mail from Jane Buyers-Russo, JPMorgan, to Tim Main, JPMorgan (Sept. 9, 2008) [JPM-2004
0006361].
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earnings without a plan in place was unwise.®* The JPMorgan team also noted that
Lehman had sent junior executives who pitched a “good bank/bad bank” proposal, but
who could not answer specific questions or provide enough detail for JPMorgan to take
the proposal seriously.*%

Black also stated that he told Fuld that if JPMorgan ultimately did not need the
collateral that Lehman was pledging, JPMorgan would return it.*% In response to the
Examiner’s questions about issues that may have come up in JPMorgan’s discussions
with Lehman that evening concerning whether the collateral would be available to
Lehman overnight, Black recalled that there was a “capital issue” that Lehman was
attempting to solve vis-a-vis the September Agreements, but he was not involved in
specific discussions about it.#2””

Internal JPMorgan documents are consistent with the statements by JPMorgan

executives to the Examiner that on September 9, 2008, Black requested additional

4204 See e-mail from John J. Hogan, JPMorgan, to Steven D. Black, JPMorgan (Sept. 9, 2008) [JPM-2004
0006362]; Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 7. JPMorgan’s Investment Bank
Management Committee listened to Lehman’s earnings call the next morning. Black stated that
JPMorgan’s concerns from the night before were realized. JPMorgan became concerned after the call
because, in Black’s words, it revealed that “the emperor had no clothes.” Examiner’s Interview of Steven
D. Black, Sept. 23, 2009, at p. 9.

4205 Examiner’s Interview of John J. Hogan, Sept. 17, 2009, at p. 8; e-mail from John J. Hogan, JPMorgan, to
Steven D. Black, JPMorgan (Sept. 9, 2008) [JPM-2004 0006362]. This proposal is discussed in more detail
supra at Section III.A.3.c.4.

4206 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 8.

4207 Id. The “capital issue” that Black recalled was likely Lehman’s request for a three-day notice period to
call its collateral back so that Lehman could count the cash as part of its liquidity pool.
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collateral from Fuld, who agreed to the request.®%® Fuld, however, denied having made
any such agreement. Indeed, he stated that he did not even have the authority to agree
to changes in collateral.®®

Although there is a September 9 entry in Fuld’s call log reflecting a call with
Black,*' Fuld stated that he had no recollection of any such call.#" Fuld explained that
he was reminded of the call by Thomas Russo (Lehman’s Chief Legal Officer) weeks
after LBHI's bankruptcy, who suggested that Fuld would not recall a conversation with
Black because Fuld had asked Russo to return Black’s call.#2 However, Russo said he
did not recall speaking with Black specifically, but did recall speaking with someone at
JPMorgan related to an agreement that JPMorgan wanted signed quickly.# Fuld,
however, recalled Russo reporting to him that the topic of the call was collateral and
that Russo did not have authority to agree to changes in collateral .

Lehman’s posting of additional collateral on September 9 and 10 is consistent

with statements by witnesses from JPMorgan to the Examiner that Lehman did agree on

4208 E-mail from Jane Buyers-Russo, JPMorgan, to Susan Stevens, JPMorgan, et al. (Sept. 9, 2008) [JPM-2004
0006331] (“Black spoke with Fuld who agreed to the $3B.”); Jane Buyers-Russo, JPMorgan, Unpublished
Notes (Sept. 9, 2008), at p. 3 [[PM-EXAMINER00006052] (“Black called Dick[,] asked for $3B — said ok.”)
Doctoroff was informed of the conversation by Buyers-Russo and instructed to work with Fleming to put
the request in place. Examiner’s Interview of Mark G. Doctoroff, Apr. 29, 2009, at p. 11.

4209 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at pp. 15-16.

4210 OOC Client Activity Log (03/15/2008-09/15/2008), at p. 66 [LBHI_SEC07940_016911].

4211 Examiner’s Interview of Richard S. Fuld, Jr.,, May 6, 2009, at pp. 15-16; Examiner’s Interview of
Richard S. Fuld, Jr., Dec. 9, 2009, at p. 4.

4212 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at pp. 15-16.

4213 Examiner’s Interview of Thomas A. Russo, May 11, 2009, at p. 4.

4214 Examiner’s Interview of Richard S. Fuld, May 6, 2009, at p. 16.
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September 9 to post up to $3 billion in collateral. On September 9, Lehman pledged to
JPMorgan $1 billion in cash and approximately $1.7 billion of money market funds.*5
The next day Lehman “top[ped] [JPMorgan] up to $3Bn” by delivering another $300
million cash.#

On September 10, Lehman requested that JPMorgan substitute corporate bonds
(from LBI) for a portion of the $3 billion Lehman had just posted.#” Lehman
transferred approximately $1.6 billion of corporate bonds to JPMorgan, which were
placed into an account subject to JPMorgan’s lien and held by JPMorgan overnight.+'
JPMorgan endeavored to value the corporate bonds that Lehman provided, haircutting

them to approximately $1 billion.#2® On September 11, Lehman posted an additional

4215 JPMorgan Second Written Responses, at p. 9; Lehman, Collateral Pledged to JPM for Intraday As of
9/12/2008 COB [LBEX-AM 047008]; see also e-mail from Mark G. Doctoroff, JPMorgan, to Jane Buyers-
Russo, JPMorgan, et al. (Sept. 9, 2008) [JPM-2004 0032520]; e-mail from Daniel J. Fleming, Lehman, to
Paolo R. Tonucci, Lehman (Sept. 9, 2008) [LBEX-DOCID 073380].

4216 E-mail from Mark G. Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, et al. (Sept. 10, 2008) [JPM-
2004 0032634]; see also e-mail from Mark G. Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan (Sept. 10,
2008) [JPM-2004 0010289]; JPMorgan Second Written Responses, at p. 9; Lehman, Collateral Pledged to
JPM for Intraday As of 9/12/2008 COB [LBEX-AM 047008].

4217 See e-mail from Mark G. Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, et al. (Sept. 10, 2008)
[JPM-2004 0010289]; e-mail from John N. Palchynsky, Lehman, to Jon Ciciola, JPMorgan, et al. (Sept. 10,
2008) [JPM-2004 0002216]; e-mail from Mark G. Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, et al.
(Sept. 10, 2008) [JPM-2004 0032634]; JPMorgan Second Written Responses, at p. 2. As described infra,
JPMorgan ultimately did not agree to this substitution.

4218 JPMorgan Second Written Responses, at pp. 2-3; e-mail from Mark G. Doctoroff, JPMorgan, to Donna
Dellosso, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0032684]; e-mail from Mark G. Doctoroff, JPMorgan,
to Donna Dellosso, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0032634]; e-mail from Mark G. Doctoroff,
JPMorgan, to Daniel J. Fleming, Lehman (Sept. 10, 2008) [LBEX-DOCID 035938]. Initially, on September
10, Lehman provided ABSs and CMOs to JPMorgan as well, but JPMorgan informed Lehman that it
would not consider that collateral. JPMorgan Second Written Responses, at p. 2; e-mail from Mark G.
Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, et al. (Sept. 11, 2008) [JPM-2004 0032684].

4219 JPMorgan Second Written Responses, at pp. 2-3; e-mail from Mark G. Doctoroff, JPMorgan, to Daniel
J. Fleming, Lehman (Sept. 10, 2008) [LBEX-DOCID 035938]; e-mail from Donna Dellosso, JPMorgan, to
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$600 million in cash*® and requested that $500 million of the corporate bonds be
returned.”?! JPMorgan released a portion of the bonds to Lehman, but retained
approximately $1 billion (market value according to Lehman) of them.#?? The posting
of the additional $600 million in cash, as well as JPMorgan’s retention — at least
temporarily — of some of the corporate bond collateral, is consistent with Black’s
statement that Lehman had agreed to post $3 billion initially and supplement the
collateral at a later date. Thus, at the end of the day on September 11, JPMorgan held
$1.9 billion in cash, approximately $1.7 billion in money market funds and
approximately $1 billion in corporate bonds from Lehman (in addition to the securities
collateral pledged by Lehman over the course of the summer).

(i) September Agreements

Shortly before 9:00 p.m. on September 9, JPMorgan sent draft guaranty and

security agreements to Yeung.#» A draft amendment to the Clearance Agreement

Matthew E. Zames, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0010289]; e-mail from Craig M. Delany,
JPMorgan, to Henry E. Steuart, JPMorgan (Sept. 11, 2008) [JPM-EXAMINER00006219].

4220 Collateral Pledged to JPM for Intraday As of 9/12/2008 COB [LBEX-AM 047008]; Examiner’s Interview
of Steven D. Black, Sept. 23, 2009, at p. 12; e-mail from Mark G. Doctoroff, JPMorgan, to Henry E. Steuart,
JPMorgan, et al. (Sept. 11, 2008) [JPM-2004 0062065]; JPMorgan Second Written Responses, at p. 9.

4221 JPMorgan Second Written Responses, at p. 3; e-mail from Mark G. Doctoroff, JPMorgan, to Henry E.
Steuart, JPMorgan, et al. (Sept. 11, 2008) [JPM-2004 0062065].

4222 JPMorgan Second Written Responses, at p. 3; see e-mail from Henry E. Steuart, JPMorgan, to Jane
Buyers-Russo, JPMorgan, et al. (Sept. 12, 2008) [JPM-EXAMINER00006225]; e-mail from Robert H. Milam,
JPMorgan, to John J. Hogan, JPMorgan, et al. (Sept. 11, 2008) [JPM-EXAMINER00006222]. The remainder
of these bonds was returned on September 12. See infra at Section III.A.5.b.1.m.

4223 E-mail from Jeffrey Aronson, JPMorgan, to Andrew Yeung, Lehman, et al. (Sept. 9, 2008) [JPM-2004
0005594]; Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4.
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arrived later that night.#?* The new agreements surprised Yeung, both because they
came so soon after the August Agreements were negotiated and executed, and because
small wording changes dramatically expanded the scope of JPMorgan’s lien and the
scope of obligations guaranteed by LBHI.**

Yeung stated that while reviewing the draft documents that evening, he placed a
call to Gail Inaba, a JPMorgan in-house counsel.** According to Yeung, Inaba
explained that the changes to the agreements had already been agreed upon in a
conversation between Black and Fuld.#? She further explained that the agreements had
to be executed prior to Lehman’s accelerated earnings announcement scheduled for the
next morning.#? This message was communicated among business personnel as well.
Dellosso stated that she called Tonucci on the night of September 9 and told him that

the documents needed to be signed. According to Dellosso, Tonucci replied that he

4224 E-mail from Jeffrey Aronson, JPMorgan, to Andrew Yeung, Lehman, et al. (Sept. 9, 2008) [JPM-2004
0005039]. A draft Aurora Guaranty and draft Control Agreement were sent with the draft Amendment to
the Clearance Agreement as well. See id. The September Guaranty, Security Agreement and Amendment
to the Clearance Agreement are referred to herein as the “September Agreements.”

4225 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 3.

4226 Id. at p. 4. Inaba did not recall Yeung calling her that night. Examiner’s Interview of Gail Inaba, Apr.
28,2009, at p. 7.

4227 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4. According to Yeung, when he
expressed his concern over the expanded scope of the collateral pledge, Inaba said “if you have concerns
about this we will contact Dick Fuld.” Id. Although she did not remember Yeung calling her, Inaba
stated to the Examiner that she told Yeung and Hespel that an agreement had been reached by very
senior management at both firms, though not necessarily that Fuld and Black had reached agreement.
Examiner’s Interview of Gail Inaba, Apr. 28, 2009, at p. 7.

4228 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4; Examiner’s Interview of Gail Inaba,
Apr. 28,2009, at p. 8.
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needed to speak to Lowitt, who was sleeping at the time.®* Dellosso further said that
Tonucci told her that he needed Lowitt’s approval of the agreements, but she did not
recall any follow-up information from Tonucci as to whether Lowitt was consulted.#3
Similarly, Mark Doctoroff, at the instruction of Dellosso, told Dan Fleming between 10
p.m. and 11 p.m. that Lehman needed to wake Lowitt up because the agreements had to
be completed.+»!

Tonucci recalled an evening phone call with Buyers-Russo on September 9.
According to Tonucci, Buyers-Russo inquired whether Lowitt had reviewed the
agreements; he had not. Tonucci reported that Lowitt was likely asleep and, although
Buyers-Russo requested that Tonucci wake him up, Tonucci decided not to do so.#
Buyers-Russo did not discuss any such call with the Examiner,*® and it may be that
Tonucci was mistaken in saying that the call was with Buyers-Russo rather than
Dellosso.#2

Yeung and Hespel negotiated the agreement with JPMorgan. The core JPMorgan

in-house legal team consisted of Inaba, who took the lead in the negotiations, Jeffrey

4229 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 9.

4230 4.

4231 Examiner’s Interview of Mark G. Doctoroff, Apr. 29, 2009, at p. 19; Examiner’s Interview of Donna
Dellosso, Oct. 6, 2009, at p. 9.

4232 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 13.

4233 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at pp. 6-11.

4234 This interpretation is supported by the fact that Buyers-Russo’s notes from September 9 do not refer to
such a conversation with Tonucci. See Jane Buyers-Russo, JPMorgan, Unpublished Notes (Sept. 9, 2008),
at pp. 1-5 [JPM-EXAMINER00006052]. Her September 11 notes, by comparison, do record conversations
with Tonucci. See Jane Buyers-Russo, JPMorgan, Unpublished Notes (Sept. 11, 2008), at p. 5 [JPM-
EXAMINER00006040].
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Aronson, who worked on the Guaranty and Security Agreement, and Nikki Appel, who
worked on the Amendment to the Clearance Agreement.#%

The draft agreements raised several concerns for Yeung, which he identified in e-
mails to Tonucci and others.#* Thus, notwithstanding the representation from Inaba
that the agreements reflected an understanding between senior executives of Lehman
and JPMorgan, Yeung took the step of identifying his concerns to Lehman business
personnel in order to confirm their understanding. In response, Fleming instructed
Yeung to proceed as if Lehman would ultimately agree to all of JPMorgan’s proposed
terms.#” According to Yeung, Fleming separately instructed Yeung to do everything
required to advance the agreements as quickly as possible, and that Tonucci would
review them eventually.*2*

Through the night and into the next morning, Yeung and Hespel negotiated the

agreements with JPMorgan’s legal team. Yeung said he felt he was under “significant

4235 Examiner’s Interview of Gail Inaba, Apr. 28, 2008, at p. 6. In addition, Peter Wasserman worked on a
separate LBHI Guaranty on behalf of Aurora Loan Services, LLC. Id.

4236 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4; Examiner’s Interview of Andrew
Yeung, May 14, 2009, at p. 9. As discussed below, Tonucci stated that he did not review his e-mails that
evening. Yeung stated that Fleming told him that the agreements had already been agreed to, but Yeung
responded that he would review them and provide comments nonetheless. Examiner’s Interview of
Andrew Yeung, May 14, 2009, at p. 9.

4237 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4. Fleming stated that he consulted with
Tonucci before responding to Yeung's e-mail. Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at
p. 7. Tonucci did not report any such consultation and instead noted that after forwarding the original
drafts of the agreements to Yeung and Fleming, he “paid no attention” to the issue on the evening of
September 9. Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 13. Further, Tonucci added
that he turned his Blackberry off that night and recalled that Fleming was likely the only business contact
working with counsel on the night of September 9. Id.

4238 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4.
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pressure” and subject to a “very fast time-frame.” He felt the terms of the proposed
agreements were “dictated” rather than negotiated, and that JPMorgan did not expect
substantive changes or any “drawn-out discussion” on material provisions.®* Appel,
by contrast, described the negotiations as “professional” and “cordial.”#* Although
JPMorgan continually emphasized that the agreements had to be in place by the next
morning, no Lehman witness on either the legal or business side told the Examiner that
anyone at JPMorgan made any explicit threat during the negotiation to cease clearing
services for Lehman if Lehman did not sign by the morning.*+

According to Dellosso, if Lehman did not sign the agreements, it would have
been difficult for JPMorgan to extend credit to and continue being supportive of
Lehman. Dellosso recalled discussing with Tonucci JPMorgan’s desire to continue to
support Lehman in the public domain and JPMorgan’s extension of credit to Lehman.*#

Tonucci did not recall any specific threat from Dellosso (or anyone else at JPMorgan)

4239 [d. at p. 5. Hespel described the negotiations as “acrimonious.” Examiner’s Interview of Paul W.
Hespel, Apr. 23, 2009, at p. 6. While different in tone and manner from the August negotiations, the
September Agreements were not the first time Lehman had experienced difficulties negotiating with
JPMorgan. For instance, when JPMorgan was negotiating a SubCustodial agreement with Lehman and
one of its triparty investors, Federated, one of the Lehman negotiators commented: “In the past year or
so, JPMorgan has become increasingly uncooperative, reneging on previous agreements regarding
acceptable language, dictating the form of agreements that they will review . . . and taking positions
contrary to either the clear language of an agreement . . . or refusing to take language acceptable in the
Lehman-boilerplate form if inserted in a different form provided by the counterparty . ...” E-mail from
Charles Witek, Lehman, to George V. Van Schaick, Lehman, ef al. (Apr. 23, 2008) [LBEX-DOCID 110245].
4240 Examiner’s Interview of Nikki G. Appel, Sept. 11, 2009, at p. 4.

4241 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4; Examiner’s Interview of Paul W.
Hespel, Apr. 23, 2009, at p. 6; Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at p. 7; Examiner’s
Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 15.

4242 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 9; see e-mail from Donna Dellosso,
JPMorgan, to Steven D. Black, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0061485].
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concerning what would happen if the agreements were not signed.”* Indeed, Tonucci
believed that JPMorgan would have continued to clear for Lehman without the

AT

agreements in place, albeit with “friction,” “stress,” and “operational difficulties” for
Lehman.##

Other than the general instructions from Fleming to proceed with the
agreements, Yeung received almost no guidance that night from Lehman’s business-
side regarding the crucial September Agreements.®*> Yeung believed that the
September Agreements had already been agreed to in principle, and stated that Fleming
had specifically told him that the agreements had been agreed to; accordingly, Yeung
reported that Fleming was not expecting too much from Yeung by way of comments.*#
Yeung’s only communication from Tonucci occurred on the morning of September 10,
and was for the limited purpose of executing the final documents.®* Tonucci
confirmed that he “paid no attention” to the agreements during the evening of

September 9.2% Indeed, while the September Agreements were being negotiated,

Lehman senior management was immersed in all-night meetings to ready the earnings

4243 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 15.

4244 Id.

4245 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at pp. 4-5; Examiner’s Interview of Andrew
Yeung, May 14, 2009, at p. 9.

4246 Examiner’s Interview of Andrew Yeung, May 14, 2009, at p. 9. Fleming repeatedly attempted to
distance himself from any role in providing business guidance, stating it was not his job. He said: “This
is why we have lawyers.” Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at pp. 2, 6.

4247 Examiner’s Interview of Andrew Yeung, May 14, 2009, at p. 9.
4248 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 13.
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report for early release on the morning of September 10.2# According to Tonucci, he
and Lowitt were off e-mail the entire night#* Thus, it appears that there was no
Lehman executive-level review of the agreements or even an effort by Lehman
executives to obtain a summary of the terms or impact of the proposed agreements.
Although in the course of the negotiations JPMorgan did not significantly alter
the scope of the Security Agreement and Guaranty from JPMorgan’s original proposal,
JPMorgan did make some changes to the proposed agreements at Lehman’s request.
For example, JPMorgan agreed to change language in the Guaranty to reference
collateral “request[s]” rather than stronger language suggestive of an obligation or
demand.®' JPMorgan also removed language by which LBHI guaranteed performance
obligations.#?? In the Amendment to the Clearance Agreement, although initially

against the change,*® JPMorgan ultimately removed references to affiliates in the lien

4249 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4. According to Yeung, Lowitt left the
earnings meeting that night because he feltill. Id.

4250 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at pp. 2, 13; Examiner’s Interview of Ian T.
Lowitt, Oct. 28, 2009, at p. 19.

4251 Compare Guaranty [Draft] (Sept. 9, 2008), at p. 2 [JPM-2004 0005596] (“maximum liability” is $3 billion
or “such greater amount that the Bank has notified the Guarantor it must deliver to the Bank in support
of this Guaranty”), with Guaranty (Sept. 9, 2008), at p. 2 [JPM-2004 0005813] (“maximum liability” is $3
billion or “such greater amount that the Bank has requested from time to time as further security in
support of this Guaranty”).

4252 Compare Guaranty [Draft] (Sept. 9, 2008), at p. 1 [JPM-2004 0005595] (guaranteeing “punctual payment
and performance of all obligations and liabilities”), with Guaranty (Sept. 9, 2008), at p. 1 [JPM-2004
0005813] (guaranteeing “punctual payment of all obligations and liabilities”).

4253 See e-mail from Nikki G. Appel, JPMorgan, to Andrew Yeung, Lehman, et al. (Sept. 10, 2008) [JPM-
2004 0001997].
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provision intended to provide for cross-collateralization.”>* These changes did not
involve the most significant aspects of the agreements, but it is clear that at least some
give-and-take occurred during the negotiation.

At 6:30 a.m. on September 10, Yeung e-mailed JPMorgan counsel and reported
that he had sent the agreements “on to our executive officers for their final approval
and signature.”#*  Yeung instructed Fleming to prepare Lowitt to sign the
agreements,* but Tonucci signed them. Shortly after 7:00 a.m., Fleming e-mailed
Doctoroff and informed him that “Andrew [was] on his way . . . to pick up signed docs
from Paolo/Ian.”#¥  Yeung forwarded the signature pages to JPMorgan at

approximately 7:30 a.m.®® Appel stated that JPMorgan did not request any type of

4254 Compare Amendment to Clearance Agreement [Draft] (Sept. 9, 2008), at p. 1 [JPM-2004 0005055], with
Amendment to Clearance Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005861]. Examiner’s Interview of
Gail Inaba, Apr. 28, 2009, at p. 7.

4255 E-mail from Andrew Yeung, Lehman, to Gail Inaba, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004
0002032]. Under Lehman’s Code of Authorities, other than for a “Guaranteed Subsidiary,” a Holdings’
guaranty of a subsidiary’s obligations for over $500 million or for an unspecified amount must be
approved by LBHI's CEO, President, COO or CFO. LBHI & LBI, Amended and Restated Code of
Authorities (July 1, 2004), at Ex. 3 [LBEX-AM 043802]. LBI — one of the entities covered by the September
Guaranty — is not a “Guaranteed Subsidiary,” and thus this provision governs. See Alvarez & Marsal,
Responses to Questions for Alvarez & Marsal/Weil, Gotshal & Manges (Dec. 7, 2009), at p. 1 (confirming
LBI was not a “Guaranteed Subsidiary”). The Code of Authorities also provides, however, that “[i]f the
required approval is obtained, any proper officer of Holdings . . . may sign documents.” LBHI & LBI,
Amended and Restated Code of Authorities (July 1, 2004), at Ex. 1 [LBEX-AM 043802].

4256 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 5.

4257 E-mail from Daniel J. Fleming, Lehman, to Mark G. Doctoroff, JPMorgan (Sept. 10, 2008) [LBEX-
DOCID 457582].

4258 E-mail from Andrew Yeung, Lehman, to Gail Inaba, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004

0005218].
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certification of Tonucci’s authority; she stated that JPMorgan relied on apparent
authority.#%

Notably, Tonucci told the Examiner that he “did not understand” the terms of
the agreements when he signed them and, if he had, he would have been “reluctant” to
sign.®2® Lowitt spoke with Tonucci about the September Agreements after the earnings
call on September 10 (after the agreements were signed). Lowitt did not recall
communicating with anyone about the agreements prior to that point.# Tonucci
relayed to Lowitt that JPMorgan had wanted Lowitt to sign the agreements the night
before, but that Tonucci had decided not to bother Lowitt. In response to questions
from the Examiner, Lowitt recalled having no concern about Tonucci’s authority to sign
the agreements, citing the fact that even though JPMorgan wanted Lowitt to sign, they
accepted Tonucci’s signature.#2 In any event, neither Lowitt nor anyone else at
Lehman sought to rescind the agreements based on Tonucci’s lack of authority.

As executed, the September Amendment to the Clearance Agreement expanded
JPMorgan’s lien on the Lehman parties’ accounts, securing their “existing or future

indebtedness, obligations and liabilities of any kind” to JPMorgan whether arising

4259 Examiner’s Interview of Nikki G. Appel, Sept. 11, 2009, at p. 6.

4260 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 14.

4261 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at pp. 19-20. Yeung did e-mail Lowitt that
evening, but Lowitt did not respond. Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4; see
also e-mail from Paul W. Hespel, Goodwin Procter, to Jeffrey Aronson, JPMorgan (Sept. 10, 2008) [LBEX-
AM 039572] (forwarding Lehman comments on draft Guaranty and Security Agreement to JPMorgan,
copying Lowitt).

4262 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 19. Lowitt’s reasoning does not, of course,
address the issue of Lehman’s chain-of-authority requirements.

1151



under the Clearance Agreement or not.”?® The September Guaranty also extended
LBHTI’s liability. LBHI “unconditionally and irrevocably guarantee[d] to [JPMorgan] the
punctual payment of all obligations and liabilities of” all direct or indirect subsidiaries
of LBHI to JPMorgan and its affiliates, subsidiaries, successors and assigns “of whatever
nature, whether now existing or hereinafter incurred.”+* Not only did the universe of
guaranteed Lehman entities expand, but LBHI guaranteed obligations irrespective of
whether they accrued pursuant to the Clearance Agreement and guaranteed obligations
to all JPMorgan affiliates as well.

In addition, as requested by Lehman, the September Guaranty imposed a three-
day written notice requirement*® on Lehman to transfer any security:

... [LBHI] may upon three written days notice to [[PMorgan] transfer any

Security . . ., provided that [LBHI] shall not transfer any such Security if

[JPMorgan] has exercised or been stayed or otherwise prohibited from

exercising any of its rights under this Guaranty or the Security Agreement

or in the event any default . . . has occurred and is continuing, in any such
case, prior to the end of the three day notice period.+s6

4263 Amendment to Clearance Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005861]. The September
Amendment to the Clearance Agreement contained a recital of consideration. It stated that it was entered
“for good and valuable consideration, the receipt and sufficiency of which are hereby acknowledged.” Id.
4264 Guaranty (Sept. 9, 2008), at p. 1 [JPM-2004 0005813]. The September Guaranty contained a recital of
consideration. It stated that it was entered “for good and valuable consideration and in order to induce
the Bank from time to time, to extend or continue to extend credit, clearing advances, clearing loans or
other financial accommodations to [LBHI and its subsidiaries] and/or to transact business, trade or enter
into derivative transactions with [LBHI and its subsidiaries].” Id. It further noted that “[t]his Guaranty
shall be in addition to and does not replace that certain Guaranty dated August 26, 2008.” _Id. Neither the
September Guaranty nor the September Security Agreement defined the term “affiliates.”

4265 The three-day provision first appeared in Bank of America’s agreement with Lehman, discussed in
more detail in Section III.A.5.e, infra.

4266 Guaranty (Sept. 9, 2008), at p. 2 [JPM-2004 0005813].
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Although Yeung stated that the three-day-notice provision in the draft Guaranty
originated with JPMorgan,¢ all other evidence supports the view that it was Lehman
that first requested the provision.®# As reported in a contemporaneous e-mail from
Doctoroff, Lehman would provide collateral only if JPMorgan agreed to “a 3-day notice
period to call the cash back.”#% He explained that Lehman had requested this condition
to “allow [Lehman] to count the cash as part of their liquidity pool.”#” Lehman’s “logic
[was] that with a 3-day notice [JPMorgan could] effectively stop doing business that
creates exposure if [Lehman] want[ed] to take [the collateral] back.”#" If JPMorgan did
not agree, Doctoroff noted that there would be “the public issue of [Lehman’s] liquidity
pool having to drop.”#”? Discussion of Lehman’s request occurred among several
JPMorgan executives, including Dellosso, Corral, Hogan, Buyers-Russo and Murray,
and the group decided to accede to Lehman’s request.*”> Buyers-Russo regarded

Lehman’s proposal as giving Lehman the right to make a request for a return of

4267 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 5; Examiner’s Interview of Andrew
Yeung, May 14, 2009, at p. 7.

4268 E.¢., Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at pp. 7-8; Examiner’s Interview of
Donna Dellosso, Oct. 6, 2009, at p. 8; Examiner’s Interview of Paul W. Hespel, Apr. 23, 2009, at pp. 5-6.

4269 E-mail from Mark G. Doctoroff, JPMorgan, to Jane Buyers-Russo, JPMorgan, et al. (Sept. 9, 2008) [JPM-
2004 0032520].

4270 14

Q71 g,

4272 i

4273 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 8.
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collateral, but imposing no obligation on JPMorgan. She understood having just the
right to request that collateral be returned to be meaningless.*

In parallel, the September Security Agreement expanded the definition of
“Accounts” in which JPMorgan held a security interest; instead of just one cash account,
one securities account and related accounts, it now included “all accounts of [LBHI] at
[JPMorgan or its affiliates] . . . or any shares or accounts held by or registered to [LBHI]
or any nominee in any money market fund issued, managed, advised or subadvised by
[JPMorgan or its affiliates],” except for the Overnight Account.#?”> A three-day notice
provision was repeated in the September Security Agreement as well.#7

Three other Lehman entities executed clearance agreements with JPMorgan on
the morning of September 10: Lehman Brothers Bankhaus, Lehman Brothers
Commercial Bank and Lehman Brothers Bank FSB.#”7 According to Nikki Appel, those

entities maintained essentially inactive clearance boxes at the time, and JPMorgan

4274 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 7.
4275 Security Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005873]. The September Security Agreement
contained a recital of consideration. It stated that it was entered “[i]Jn consideration of [JPMorgan]

extending credit to and/or transacting business, trading or engaging in derivative transactions with
[Lehman and subsidiaries].” Id.
4276 Id. at p. 3.

4277 See e-mail from Andrew Yeung, Lehman, to Gail Inaba, JPMorgan, ef al. (Sept. 10, 2008) [JPM-2004
0005696]; e-mail from Andrew Yeung, Lehman, to Gail Inaba, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004
0002093]; e-mail from Andrew Yeung, Lehman, to Gail Inaba, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004
0002133]. These agreements had been discussed earlier in the week. E-mail from Daniel ]. Fleming,
Lehman, to Mark G. Doctoroff, JPMorgan (Sept. 8, 2008) [JPM-2004 005807] (“Paul, our outside counsel,
received a call today from JPM asking that the three banking entities we left off the amended clearance
agreement be added back on. . . . I think the preferred route is to execute a separate agreement for each.”).
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wanted to ensure clearance agreements were in place in case Lehman moved any assets
into them.#7s

Consistent with the broad reach of the September Agreements,” once the
agreements were executed, JPMorgan notified LBIE that its previously unsecured credit

line of $2 billion was effectively secured by the execution of the agreements.*

4278 Examiner’s Interview of Nikki G. Appel, Sept. 11, 2009, at p. 6. When JPMorgan initially did not
receive the clearance agreement for Lehman Brothers Bank FSB, it informed Lehman that it would “close
its account this morning.” E-mail from Jeffrey Aronson, JPMorgan, to Andrew Yeung, Lehman (Sept. 10,
2008) [[PM-2004 0002124]. Lehman quickly informed JPMorgan that the document would be executed
shortly. E-mail from Andrew Yeung, Lehman, to Jeffrey Aronson, JPMorgan (Sept. 10, 2008) [JPM-2004
0002124].

4279 The Examiner’s financial advisors have estimated the potential impact of the September Agreements

to be as follows: First, JPMorgan applied LBHI collateral to set off claims totaling approximately $10.6
million that LBHI had not guaranteed prior to entering the September Agreements. Second, JPMorgan
applied LBHI collateral to set off claims totaling approximately $1.94 billion from collateral it pledged
pursuant to the September Agreements for obligations that had been unsecured prior to LBHI entering
the September Agreements. Third, JPMorgan received payments in excess of $1.1 billion (against the
newly secured obligations) through setoff of collateral other than the LBHI collateral obtained under the
September Agreements (i.e., collateral held at LBHI subsidiaries). Fourth, JPMorgan asserts claims that
are not yet paid for approximately $943 million related to lost fees and losses in managed funds. Duff &
Phelps, Impact on LBHI Claim Payments of the September 9 Agreements (Jan. 5, 2010). Thus, assuming
arguendo the validity of the JPMorgan claims, the September Agreements may have had a $4 billion
impact on LBHI.

4280 See e-mail from Kelly A. Mathieson, JPMorgan, to Daniel J. Fleming, Lehman, ef al. (Sept. 10, 2008)
[JPM-2004 0032674]; Examiner’s Interview of Kelly A. Mathieson, Oct. 7, 2009, at pp. 11, 13-14; see also
Lehman, JPM Chase Triparty Repo, at p. 1 [LBEX-DOCID 014562] (“JPM Chase provides a $2bn line of
unsecured credit to facilitate triparty repo in Europe. JPM Chase has indicated that they want to change
the line from unsecured to secured.”). Lehman’s U.K. executives understood even during the summer of
2008 that JPMorgan’s discussions with Tonucci and O’'Meara were part of a “high-level” discussion to
further collateralize the clearance business. E-mail from Joseph Igoe, Lehman, to Philip Morgan, Lehman,
et al. (July 31, 2008) [LBEX-DOCID 075820]. While the September Agreements were being negotiated,
JPMorgan'’s executives in charge of global collateral management were preparing for possible options if
Lehman refused to sign. See e-mail from Kelly A. Mathieson, JPMorgan, to Steven X. Taylor, JPMorgan
(Sept. 10, 2008) [JPM-2004 0032521]; Examiner’s Interview of Kelly A. Mathieson, Oct. 7, 2009, at pp. 14-
15. At 5:17 a.m. London time on September 10 when the September Agreements were still not executed,
Kelly Mathieson reported instructions from Barry Zubrow and Mark Doctoroff to move LBIE’s unsecured
credit line to $1.1 billion — the amount that LBIE was using at that time — until the agreements were
executed. See e-mail from Kelly A. Mathieson, JPMorgan, to Colleen T. Morris, JPMorgan, et al. (Sept. 10,
2008) [JPM-2004 0029858]; Examiner’s Interview of Kelly A. Mathieson, Oct. 7, 2009, at p. 14.
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(j) Daily Liquidity Pool Updates From Lehman to JPMorgan

In September, Dellosso received daily liquidity pool updates from Lehman.*!
Dellosso believed that Doctoroff and others at JPMorgan also received these updates.
After Lehman posted collateral in response to JPMorgan’s September 9 request,
Dellosso realized that Lehman’s liquidity pool had not changed, and at the same time
Dellosso recalled the three-day notice provision in the September Agreements. Dellosso
linked the three-day notice provision to the unchanged Lehman liquidity-pool number.
She made that observation to JPMorgan senior managers, but did not discuss the issue
with anyone at Lehman. Dellosso stated to the Examiner that she would not have
counted Lehman’s collateral pledge in a liquidity pool.#%2 Dellosso explained that if
Lehman had requested collateral back on three days’ notice, JPMorgan would have
needed to consider factors such as JPMorgan’s exposure before agreeing to return any
collateral.#s3  Thus, to Dellosso, Lehman’s pledged assets seemed like encumbered

assets.4284

4281 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 11; e-mail from Edward A. Deleon,
JPMorgan, to Donna Dellosso, JPMorgan (Sept. 4, 2008) [JPM-2004 0001065]; e-mail from Mark G.
Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, et al. (Sept. 11, 2008) [JPM-2004 0002262].

4282 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 11.

483 Id. at pp. 3, 8.

4284 Id. at p. 8. Dimon stated that there were no firm industry rules and there may be circumstances under
which one might count a pledged asset in a liquidity pool. However, he noted that he would not have
characterized as liquid the collateral that Lehman posted with JPMorgan because it was the subject of
valuation disputes between Lehman and JPMorgan. Examiner’s Interview of Jamie L. Dimon, Sept. 29,
2009, at p. 12.
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Similarly, Tonucci, while defending Lehman’s decision to include collateral
posted to JPMorgan in the liquidity pool, stated that he understood Lehman would
have needed JPMorgan’s permission to withdraw the collateral.#*> Lowitt stated that
collateral pledged with JPMorgan was ultimately Lehman’s money, although he
acknowledged that JPMorgan probably would have been “reluctant” to give back the
collateral .+

When Dellosso advised Buyers-Russo that Lehman’s reported liquidity had not
changed despite pledges of collateral to JPMorgan, Buyers-Russo also “connected the
dots” between the three-day notice provision and Lehman’s liquidity pool.#¥” Buyers-
Russo stated to the Examiner that she also believed it was inappropriate for Lehman to
include encumbered assets in its liquidity pool.#*® Buyers-Russo did not understand the
three-day notice provision as rendering Lehman'’s collateral unencumbered because, in

her view, JPMorgan had no duty to return that collateral upon Lehman’s request.*

4285 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 20. Lehman outside counsel Hespel
also believed that the return of collateral to Lehman upon the end of the three-day period was not
mandatory and that JPMorgan could refuse to return it. Examiner’s Interview of Paul W. Hespel, Apr. 23,
2009, at p. 6.

4286 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 22. While JPMorgan’s Hogan offered no
general view as to whether the assets pledged by Lehman should have been included in Lehman’s
liquidity pool, he believed that, hypothetically speaking, Lehman could have taken back its collateral on a
couple of days’ notice. Examiner’s Interview of John J. Hogan, Sept. 17, 2009, at p. 7.

4287 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 8.

4288 1d.

4289 1d.
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Even if JPMorgan did have such a duty, Buyers-Russo explained, Lehman should not
have counted pledged collateral in its liquidity pool until that collateral was returned.®

(k) September 11 Collateral Request Pursuant to the
September Agreements

After September 9, JPMorgan continued to evaluate its exposure to Lehman and
the value of Lehman’s collateral. On September 10, Chiavenato prepared a presentation
titled, “Tri-Party Repo Margin Gap Analysis - Lehman - 9/10/2008.”4° The presentation
analyzed the previous night’s triparty-repo portfolio.*> Chiavenato concluded that
“Lehman’s total intraday margin on 9/10 was sufficient to cover JPM’s risk-based
margin, which was calculated as US$9.2 billion based on the estimated one-day

liquidation risk and the price risk of the collateral.”#* Chiavenato explained that this

429 4.
491 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 17; JPMorgan, Tri-Party Repo
Margin Gap Analysis — Lehman — 9/10/2008 (Sept. 10, 2008), at pp. 1-4 [JPM-2004 0029886]. There is at
least one earlier version of this analysis, JPMorgan, Tri-Party Repo Margin Gap Analysis — Lehman -
9/9/2008 (Sept. 9, 2008) [JPM-EXAMINER00006009], though it is not clear whether Chiavenato or
Weisbrod authored it, see e-mail from Ricardo S. Chiavenato, JPMorgan, to David A. Weisbrod,
JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0029885] (sending Weisbrod the September 10 analysis and
stating, “[h]ere is the 3-page deck you sent for Lehman with this morning’s numbers”).

4292 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 17; JPMorgan, Tri-Party Repo
Margin Gap Analysis — Lehman — 9/10/2008 (Sept. 10, 2008), at p. 2 [JPM-2004 0029886].

429 JPMorgan, Tri-Party Repo Margin Gap Analysis — Lehman — 9/10/2008 (Sept. 10, 2008), at p. 2 [JPM-
2004 0029886]; Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 17. Chiavenato further
analyzed a “worst-case scenario” that would occur if no triparty investor rolled and Lehman had to rely
on the PDCF for overnight financing. In that situation, Chiavenato concluded that JPMorgan would be
116 percent collateralized. JPMorgan, Tri-Party Repo Margin Gap Analysis — Lehman — 9/10/2008 (Sept.
10, 2008), at p. 3 [JPM-2004 0029886]. Chiavenato repeated this analysis on September 12 and concluded
that JPMorgan would be 117 percent collateralized in a triparty worst-case scenario. JPMorgan, Tri-Party
Repos and Collateral — Lehman — 9/11/08 (Sept. 12, 2008), at p. 3 [JPM-EXAMINER00006022]. Notably,
this analysis did not account for the $3 billion posted on September 9-10 or the $5 billion posted on
September 12. Id. Chiavenato performed this analysis again on September 13 and concluded that
JPMorgan would be 125 percent collateralized during a September 15 unwind in a triparty-worst-case
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conclusion did not mean that JPMorgan was overcollateralized, however, because
JPMorgan was still valuing the “extra collateral” (i.e., collateral in the LCE account)
Lehman had posted at $4.5 billion. Even though that number reflected GFA’s pricing,
Chiavenato explained that there was a problem with the Fenway commercial paper
(valued at $3 billion) that had not yet been resolved. In addition, Chiavenato stated that
his analysis did not account for dealer-pricing of collateral in the triparty shell.**

Although there had been conversations within JPMorgan in August concerning
valuation of Lehman collateral, JPMorgan witnesses stated that it was not until
September 11, during a widely attended internal meeting, that JPMorgan concluded
that much of the collateral that Lehman had posted was not worth anything near what
Lehman had represented.> Black stated that this came as a surprise to many people at
the September 11 meeting.*® JPMorgan’s outside counsel described the substance of
the meeting as follows:

Questions were raised by senior management about the value of each of

the non-cash items of JPMorgan’s additional collateral [posted by

Lehman]. Specifically, there was considerable doubt expressed about the

value of the “conduit CP” [Fenway] and the CLOs [Spruce, Pine and
Verano], all of which had been represented by Lehman to be worth par,

scenario. JPMorgan, Tri-Party Repos and Collateral — Lehman — 9/12/08 (Sept. 13, 2008), at p. 3 [[PM-2004
0033219]. This analysis, however, also valued the “extra collateral” posted by Lehman at Gifford Fong
prices of $4.5 billion. Id. at pp. 2-3. While the analysis recognized that JPMorgan would have “the
additional US$5 billion cash collateral” obtained on September 12 “as a cushion,” the analysis noted that
that collateral “covers all JPM’s credit exposure” and not just intraday financing. Id. at p. 2.

4294 Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at pp. 17-18.

429 Examiner’s Interview of Barry L. Zubrow, Oct. 20, 2009, at pp. 4-5; Examiner’s Interview of Steven D.
Black, Sept. 23, 2009, at p. 12; Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 14.

4296 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 12.
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with a total face value of $6.7 billion. . . . Craig Delany and analysts
working with him were asked to provide a ballpark estimate of the value
of these and other large securitized positions in the tri-party repo
portfolio, and the conclusion that was brought back to senior management
was that the collateral securities and some of the securities in the tri-party
portfolio could not be relied upon to be worth anything near par if
liquidated. As a result, JPMorgan believed it had at least a $5 billion
deficiency in its existing collateral, and informed Lehman that it had to
have $5 billion in cash collateral in order to continue to extend credit and
support Lehman the next day.#”

Black described JPMorgan’s formulation of the $5 billion amount as “part art, part

science, and part catch up.”+%

4297 JPMorgan First Written Responses, at p. 18. Through counsel, JPMorgan also identified one
document, “Collateral Detail,” prepared by a member of Dellosso’s team, as the only document that
constitutes a quantitative analysis underlying JPMorgan’s September 11 collateral request. See JPMorgan,
Collateral Detail, at p. 1 [JPM-2004 0084867]. Buyers-Russo, however, did not recall any particular
document being discussed at the September 11 meeting. Examiner’s Interview of Jane Buyers-Russo,
Sept. 25, 2009, at p. 14. Delany confirmed that the first file he received that contained the collateral he
was tasked with pricing was sent to him around 8:00 p.m. that night (although he received an incorrect
file around 5:00 p.m.). Examiner’s Interview of Craig M. Delany, Sept. 9, 2009, at pp. 5-6; e-mail from
Edward J. Corral, JPMorgan, to Craig M. Delany, JPMorgan (Sept. 11, 2008) [JPM-2004 0013515]. An
analyst sent Delany a spreadsheet containing a “net exposure” analysis a few hours later. E-mail from
Jonathan D. Platt, JPMorgan, to Craig M. Delany, JPMorgan (Sept. 11, 2008) [JPM-2004 0017401]

(attaching spreadsheet calculating “net exposure”). Although Delany’s written analysis was not
completed until after the meeting, JPMorgan counsel stated that Delany had conversations throughout
the day with Matt Zames, who led the JPMorgan trading desk, and that Zames made oral reports to the
meeting about Lehman’s collateral valuation. Jenner & Block, Memorandum re November 18, 2009
Teleconference with JPMorgan Counsel (Nov. 19, 2009), at p. 4.

4298 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 12 n.4. In addition, by September 11,
JPMorgan knew there were “key reductions” from Lehman counterparties, as well as an “uptick in
novations” with Lehman. Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at pp. 16-17; Jane
Buyers-Russo, JPMorgan, Unpublished Notes (Sept. 11, 2008), at pp. 6-7 [JPM-EXAMINER00006040]; see
also e-mail from Eric S. Rosen, JPMorgan, to Steven D. Black, JPMorgan, et al. (Sept. 11, 2008) [JPM-2004
0006397] (“[M]oody’s suggested a downgrade to Baa if asset sales were not completed quickly with a real
counterparty.”). JPMorgan also believed that Lehman had liquidity in the order of $20 billion to $40
billion such that a $5 billion request would not hurt Lehman. Examiner’s Interview of Barry L. Zubrow,
Oct. 20, 2009, at p. 5; Examiner’s Interview of Donna Dellosso, Feb. 27, 2009, at pp. 7-8. By the early
evening, however, when the call was made to Lehman, JPMorgan had reason to believe that Lehman’s
liquidity was not so robust. E-mail from John J. Hogan, JPMorgan, to Barry L. Zubrow, JPMorgan, ef al.
(Sept. 11, 2008) [JPM-2004 0006404] (Chris O’Meara, Chief Risk Officer at Lehman, “did not know at this
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After the internal JPMorgan meeting, Black and Dimon called Fuld, who brought
Lowitt into the conversation.#* Tonucci from Lehman and Zubrow from JPMorgan
recalled participating in the conversation as well.#® On that call, Black and Dimon
requested $5 billion in collateral from Lehman, in cash, by the next morning.*"
JPMorgan witnesses stated to the Examiner that they informed Lehman that JPMorgan
was concerned about the value of the collateral that Lehman had previously
provided.# According to Black, the collateral request was also based, in part, on the

fact that Lehman had provided only $3.6 billion in response to JPMorgan’s September 9

moment where the liquidity stood relative to the $36 bio they quoted on the earnings call . . . .”). Further,
JPMorgan was aware of the changes in Lehman’s triparty-repo book. E-mail from Jane Buyers-Russo,
JPMorgan, to Barry L. Zubrow, JPMorgan, et al. (Sept. 11, 2008) [JPM-2004 0029932] (Trend analysis shows
“how the balances have reduced from a peak of $222B to $123B last night. While much of this decline up
to last week has been self imposed and they’ve been fairly steady for the past month or so, there was an
$18B decline last night, which I believe was replaced with funding via the FICC’s GCF product.”); see also
e-mail from Ricardo S. Chiavenato, JPMorgan, to Barry L. Zubrow, JPMorgan, et al. (Sept. 12, 2008) [JPM-
2004 0050420]; e-mail from Julia A. Fox, JPMorgan, to Edward ]. Corral, JPMorgan, et al. (Sept. 12, 2008)
[JPM-2004 0006456] (“Fidelity has requested back all the TPR overnight deals with Lehman.”). At the
same time, JPMorgan was aware of the effects its decisions with respect to Lehman’s triparty repo book
might have on Lehman. E-mail from Jane Buyers-Russo, JPMorgan, to Heidi Miller, JPMorgan (Sept. 11,
2008) [JPM-2004 0029932] (“It will cause an immediate liquidity issue for [Lehman] if we give them zero
intraday value for the non-pdcf collateral.”).

4299 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 12; e-mail from Jane Buyers-Russo,
JPMorgan, to Bryn Thomas, JPMorgan, et al. (Sept. 12, 2008) [JPM-2004 0050095] (“Jamie Dimon and Steve
Black spoke with Fuld and Ian Lowitt last night.”).

4300 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 16; Examiner’s Interview of Barry L.
Zubrow, Oct. 20, 2009, at pp. 5-6. Lowitt recalled Tonucci being on the call. Examiner’s Interview of lan
T. Lowitt, Oct. 28, 2009, at p. 21.

4301 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at p. 13; Examiner’s Interview of Jamie L.
Dimon, Sept. 29, 2009, at pp. 9-10; Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 12;
Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 21.

4302 Examiner’s Interview of Jamie L. Dimon, Sept. 29, 2009, at p. 10; Examiner’s Interview of Steven D.
Black, Sept. 23, 2009, at p. 12; Examiner’s Interview of Barry L. Zubrow, Oct. 20, 2009, at p. 6. Tonucci
stated that JPMorgan did not give any reason for the collateral call. Examiner’s Interview of Paolo R.
Tonucci, Sept. 16, 2009, at p. 16.
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collateral request for $5 billion; Black stated that Lehman understood that it still needed
to provide $1.4 billion in response to the September 9 request.+

Tonucci recalled that during the call, or on a separate call the same day, he asked
why JPMorgan wanted the collateral. According to Tonucci, one of the JPMorgan
participants, perhaps Jamie Dimon, responded “no reason.” Tonucci stated that he then
asked: “What is to keep you from asking for $10 billion tomorrow?” to which someone,
perhaps Dimon, responded: “nothing” and “maybe we will.”+* Zubrow recalled that
when questions were raised by Lehman executives about having to send more
collateral, Lehman’s Herbert “Bart” McDade cut off the discussion and stated that
Lehman understood what JPMorgan needed, and that Lehman would forward the
collateral to JPMorgan as soon as possible.*

Fuld stated to the Examiner that Dimon told both him and Lowitt that JPMorgan

would give the collateral back at the end of the day.#*% Dimon, however, had no

4303 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at pp. 12-13. As discussed, supra, however,
Lehman did post corporate bonds (at least temporarily) as well, and may have understood its obligation
as posting $4 billion.

4304 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 16. Dimon did not recall anyone asking
this question on the call, but stated that he could understand why someone would. Examiner’s Interview
of Jamie L. Dimon, Sept. 29, 2009, at p. 10.

4305 Examiner’s Interview of Barry L. Zubrow, Oct. 20, 2009, at p. 6.

4306 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at p. 13. The Examiner is unaware of any
contemporaneous e-mail documenting this understanding. In the early morning of September 12, Ian
Lowitt e-mailed Paolo Tonucci to ask “Deposit to jpm. Do we have ability to call it back at end of the day
or could they hold it over weekend?” E-mail from lan T. Lowitt, Lehman, to Paolo R. Tonucci, Lehman
(Sept. 12, 2008) [LBEX-DOCID 70144]. Tonucci responded, “We should be be able to call back.” E-mail
from Paolo R. Tonucci, Lehman, to Ian T. Lowitt, Lehman (Sept. 12, 2008) [LBEX-DOCID 70144].
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recollection as to whether he made that promise.®” Lowitt also did not recall any
discussion about Lehman retrieving its collateral from JPMorgan.#*® However, Tonucci
believed that the $5 billion discussed on the call was meant to collateralize only
intraday exposure, but also stated that this point was not clarified during the call.®®
According to Black, when Lehman agreed to post $5 billion cash collateral, Lehman
asked JPMorgan to return some of the “detritus” (Black’s description) that JPMorgan
was holding in exchange. JPMorgan did give some of it back, although Black was not
involved in the details.#

Dellosso and Buyers-Russo separately relayed the $5 billion collateral request to
Lehman through Tonucci. On a September 11 telephone call, they said that they
wanted to continue to be supportive of Lehman through the extension of credit and
other services.#'" Buyers-Russo told Tonucci that, in order to execute the triparty
unwind, JPMorgan needed additional collateral.#'> According to Buyers-Russo,
JPMorgan wanted to continue to support Lehman in as public and as stabilizing a way
as possible; thus, Buyers-Russo advised Tonucci that JPMorgan preferred to have

Lehman post collateral rather than reducing lines of credit or ceasing trading, which

4307 Examiner’s Interview of Jamie L. Dimon, Sept. 29, 2009, at p. 8.

4308 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 22.

4309 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 16.

4310 Examiner’s Interview of Steven D. Black, Sept. 23, 2009, at p. 13. See Section IIL.LA.5.b.1.m, infra
(discussing return of selected collateral).

4311 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 10.

4312 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 13.
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would be more visible to the market.#3 Buyers-Russo stated that Tonucci responded
that JPMorgan was making things difficult for Lehman.#* Dellosso recalled that
Tonucci said that he was not sure whether he should continue doing business with
JPMorgan.#’> According to Buyers-Russo, Tonucci also defended Lehman’s valuation
of its collateral.#'® He additionally said, according to Dellosso, that he needed to discuss
the request with Lowitt.#” Buyers-Russo recalled referring to Lehman’s $35 billion
liquidity pool in her conversation with Tonucci; Tonucci responded that Lehman’s
liquidity pool was not, in fact, $35 billion: $15 billion of the liquidity pool was already
encumbered.®!® Buyers-Russo recorded this statement in contemporaneous notes.**
Buyers-Russo later forwarded Tonucci written notice of the $5 billion collateral
call “as discussed between senior management.”#? Pursuant to the notice, if JPMorgan
did not receive this collateral by the opening of business on September 12, 2008,

JPMorgan would “exercise [its] right to decline to extend credit to [Lehman] under the

BB 4. at pp. 13-14.

BT, at p. 13.

4315 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 10.

4316 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 14.

4317 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 10. During his interview with the
Examiner, Tonucci did not have a clear recollection of a call with just Dellosso and Buyers-Russo, and
may have been conflating various calls he had with JPMorgan. Examiner’s Interview of Paolo R. Tonucci,
Sept. 16, 2009, at p. 16 (recalling call with Buyers-Russo, Dellosso, Dimon, and others from JPMorgan).

4318 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 15.

4319 See Jane Buyers-Russo, JPMorgan, Unpublished Notes (Sept. 11, 2008), at p. 12 [JPM-
EXAMINER00006040] (“15 of 35 is encumber[e]d intraday”); Examiner’s Interview of Jane Buyers-Russo,
Sept. 25, 2009, at p. 17.

4320 E-mail from Jane Buyers-Russo, JPMorgan, to Paolo R. Tonucci, Lehman (Sept. 11, 2008) [JPM-2004
0005411].
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[Clearance] Agreement.”#?! The Notice made no mention of JPMorgan returning the
collateral at night.

Lehman delivered the full $5 billion cash collateral to JPMorgan by the following
afternoon.®2 Much of the cash was delivered from LBHI’s cash account at Citi.*»

(I) Additional Valuation Analyses by JPMorgan Beginning
September 11

As discussed above, on September 11, 2008, Craig Delany, a managing director at
JPMorgan’s Investment Bank, had been asked to review the valuation of Lehman’s
securities. Delany had not had any significant involvement with Lehman collateral
before that point.+>

Delany first reviewed the valuation of selected securities, and stressed problems

with the valuations of two in particular: RACERS, which was part of the triparty shell

4321 Id. at p. 2 (Revised Notice re Credit Extension attachment). At the same time, JPMorgan revised credit
lines for some Lehman entities. E-mail from David A. Weisbrod, JPMorgan, to Kelly A. Mathieson,
JPMorgan (Sept. 12, 2008) [JPM-2004 0050026] (revised LBIE credit line from $2 billion to $1.4 billion);
Examiner’s Interview of Kelly A. Mathieson, Oct. 7, 2009, at pp. 16-17.

4322 E-mail from Christopher D. Carlin, JPMorgan, to Barry L. Zubrow, JPMorgan, et al. (Sept. 12, 2008)
[JPM-2004 0033002] (“At 1130 EDT current balance in the Lehman Holding Co account is 4 billion 450
million vs the target 5 billion.”); e-mail from Christopher D. Carlin, JPMorgan, to Barry L. Zubrow,
JPMorgan, et al. (Sept. 12, 2008) [JPM-2004 0050902] (“Last 550 million received from Citi at 1:26PM NY
time . . . balance in the Lehman Holding co account is now at 5 billion . . . .”); see also e-mail from Paolo R.
Tonucci, Lehman, to Ian T. Lowitt, Lehman (Sept. 12, 2008) [LBEX-DOCID 4050567] (“JP should have
their $5 bn.”).

4323 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at p. 14; Jane Buyers-Russo, JPMorgan,
Unpublished Notes (Sept. 11, 2008), at p. 12 [JPM-EXAMINER00006040] (Buyers-Russo’s notes indicating
“3B coming from Citi”); e-mail from Mark G. Doctoroff, JPMorgan, to Christopher D. Carlin, JPMorgan, et
al. (Sept. 12, 2008) [JPM-2004 0006447] (e-mail chain showing accumulation and sources of $5 billion cash
collateral); see also e-mail from Katherine Lukas, Citigroup, to Tom Isaac, Citigroup, et al. (Sept. 11, 2008)
[CITI-LBHI-EXAM 00014488] (Lehman deposited $3.02 billion with Citi on the evening of September 11
in addition to Lehman’s $2 billion cash deposit).

4324 Examiner’s Interview of Craig M. Delany, Sept. 9, 2009, at pp. 3-4.
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(and, thus, pledged to third-party investors overnight and held by JPMorgan during the
day), and Fenway, which was collateral pledged by Lehman outside of the triparty shell
(i.e., it was in the LCE account).®” Delany concluded that the two securities were
problematic because of their structure (commercial paper and short-term notes credit-
enhanced by Lehman) and because of the illiquidity of the underlying assets.#* Delany
concluded that RACERS and Fenway should be considered greatly devalued, far below
their $8 billion assigned face value.*?

Although Fenway positions had been pledged to JPMorgan since June, Delany
may have been the first person to question Fenway’s value as collateral. GFA had not
priced Fenway, and, as of September 4, Corral had indicated “we have no issue with its
value.”#?% On September 12, Delany wrote Corral and expressed that “the real dicey
position is” Fenway and “you should not accept this collateral.”+?

At the same time, Delany valued the other collateral posted by Lehman in the

LCE account, namely the Pine, Spruce and Verano CDOs. He priced Pine at 70 percent

$5]d. atp. 6.

4326 Id. at pp. 6-8.

4271d. at pp. 7, 9.

4328 E-mail from Edward J. Corral, JPMorgan, to David A. Weisbrod, JPMorgan (Sept. 4, 2008) [[PM-2004
0006562]; see also e-mail from Edward J. Corral, JPMorgan, to David A. Weisbrod, JPMorgan, et al. (Sept. 3,
2008) [JPM-2004 0006557] (“we are OK with [Fenway’s] value”); e-mail from Mark G. Doctoroff,
JPMorgan, to Jane Buyers-Russo, JPMorgan, et al. (Sept. 3, 2008) [JPM-2004 0006558] (“at least the $3bn is
firm”).

4329 E-mail from Craig M. Delany, JPMorgan, to Edward ]J. Corral, JPMorgan (Sept. 12, 2008) [JPM-2004
0050997]. Chiavenato explained, however, that he learned by late August that Fenway was worth
nothing. Examiner’s Interview of Ricardo S. Chiavenato, Sept. 21, 2009, at p. 16.
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face value and Spruce and Verano at 50 percent.®* Although GFA had priced Verano
similarly, it priced Pine and Spruce at a lower value than Delany had.*!

Delany also determined new margin requirements by collateral type and
produced a series of spreadsheets that calculated JPMorgan’s “net exposure” vis-a-vis
Lehman’s triparty book, factoring in the additional collateral that Lehman had posted.
One version of Delany’s spreadsheets suggests that, including the $5 billion cash
deposit that day, JPMorgan was overcollateralized by as much as $6.1 billion on
September 12.432 Delany stressed in his interview with the Examiner, however, that the
resultant number was not a real “net exposure” because, for the triparty shell, he
accepted all market values contained in the BDAS system as accurate.#® (Delany did,
however, incorporate his own valuations for collateral in the LCE account; he assigned

no value to Fenway.)** Delany stated that in retrospect his spreadsheets should have

4330 E-mail from Craig M. Delany, JPMorgan, to Edward J. Corral, JPMorgan (Sept. 12, 2008) [JPM-2004
0050997].

4331 E-mail from Edward ]. Corral, JPMorgan, to David A. Weisbrod, JPMorgan (Sept. 4, 2008) [[PM-2004
00065621,

4332 See JPMorgan, Spreadsheet, at p. 8 [JPM-2004 0029769]; see also JPMorgan, Spreadsheet, at p. 1 [JPM-
2004 0017402] (similar exposure analysis); JPMorgan, Spreadsheet, at p. 4 [[PM-2004 0025920] (similar
exposure analysis).

4333 Examiner’s Interview of Craig M. Delany, Sept. 9, 2009, at p. 9; see e-mail from Craig M. Delany,
JPMorgan, to Mike Cavanagh, JPMorgan, ef al. (Sept. 14, 2008) [JPM-2004 0025947] (noting that analysis
“[a]ssumes all tss market values are correct mid market valuations” and that “[t]his may NOT be a good
assumption for collateral priced by the collateral provider”).

4334 Examiner’s Interview of Craig M. Delany, Sept. 9, 2009, at p. 9 n.11.
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made clear that JPMorgan did not agree with the values in BDAS, citing RACERS as an
example .+

(m) Lehman Requests for Return of Collateral

Lehman sought the return of some of its collateral between September 10 and
September 15. On September 10, for example, Lehman advised JPMorgan that Lehman
would request that $1.3 billion of its cash collateral be returned in connection with
discussions about separately securing LBIE’s $2 billion line of credit.#** Lehman
believed it was overcollateralized with JPMorgan,®¥ insisting that it had excess
securities in both its U.S. and U.K. clearance accounts and that the value of these
securities, coupled with the $3 billion in cash Lehman posted, exceeded $4 billion (the
amount Tonucci allegedly assured JPMorgan that Lehman would post).#3 At the time,
Lehman had the impression that JPMorgan’s “requests for collateral (more top-ups)
[were] somewhat arbitrary and also that the collateral valuation [was] arbitrary, which

[caused] some confusion/mistrust.”#* JPMorgan ultimately determined that the

4335 1d. atp. 9.

4336 JPMorgan Second Written Responses, at p. 3; e-mail from Mark G. Doctoroff, JPMorgan, to
Donna Dellosso, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0032684].

4337 E-mail from Mark G. Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, et al. (Sept. 10, 2008) [JPM-
2004 0032684].

4338 JPMorgan Second Written Responses, at p. 3; e-mail from Donna Dellosso, JPMorgan, to Steven D.
Black, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0006377] (“After speaking with LEH’s Treasurer, we
have confirmed that they will maintain collateral of $4bln to cover intra-day exposure.”). Note that Black
stated that Lehman agreed to post $3 billion collateral immediately on September 9 and top up to $5
billion (not $4 billion) collateral shortly thereafter. Examiner’s Interview of Steven D. Black, Sept. 23,
2009, at pp. 8-9.

4339 E-mail from Mark G. Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, et al. (Sept. 11, 2008) [JPM-

2004 0061651].

1168



collateral posted under the September Agreements was needed to cover the LBIE $2
billion line (among other things).#* Thus, that collateral was not returned.

On September 12, JPMorgan released nearly $1 billion of the Pine CLO back to
Lehman upon Lehman’s request.#* Although JPMorgan initially agreed to release Pine
on the condition that Lehman replace it with cash,#* Pine was ultimately released
without any provision of additional cash.## Through counsel, JPMorgan explained that
the conditions for the release of that collateral changed once Lehman posted the full $5
billion JPMorgan had requested on September 11.4% JPMorgan’s counsel also stated
that Lehman operationally could have removed Pine from LCE without asking
JPMorgan first, and that Lehman likely made the request, rather than effecting the

transfer itself, as a matter of relationship management.**

4340 JPMorgan Second Written Responses, at p. 3.
4341 E-mail from Edward J. Corral, JPMorgan, to Michael A. Mego, JPMorgan, et al. (Sept. 12, 2008) [TPM-
EXAMINER00005961] (“Let the CLO go.”); e-mail from Michael A. Mego, JPMorgan, to Mark G.

Doctoroff, JPMorgan, et al. (Sept. 12, 2008) [JPM-EXAMINER00005936] (“Lehman Brothers is looking to
Release $1 billion from the $6.2 billion held on their LCE account.”); e-mail from Edward J. Corral,
JPMorgan, to Jane Buyers-Russo, JPMorgan (Sept. 12, 2008) [JPM-2004 0033023] (“JBR, my gut tells me to
let Lehman do what they want here. We have so heavily discounted the value of this security (one of the
CLOs), that we (JPM) isn’t giving much up.”); e-mail from Michael A. Mego, JPMorgan, to Ray Stancil,
JPMorgan, et al. (Sept. 12, 2008) [JPM-2004 0050888] (“Lehman wants to release CUSIP # 722490AA7 for
$1,000,000,000.”); JPMorgan Second Written Responses, at p. 10.

4342 E-mail from Henry E. Steuart, JPMorgan, to Jon Ciciola, JPMorgan, et al. (Sept. 12, 2008) [JPM-
EXAMINER00005961] (stating conditions for agreement including JPMorgan wanting “to receive the face
value of the CLO ($1.025B) back in cash”); e-mail from Mark G. Doctoroff, JPMorgan, to Edward J. Corral,
JPMorgan, et al. (Sept. 12, 2008) [JPM-2004 0032972].

4343 Examiner’s Interview of Edward J. Corral, Sept. 30, 2009, at p. 11 (Corral was not aware of any
condition attached to the release of the Pine CLO); JPMorgan Second Written Responses, at p. 10.

4344 JPMorgan Second Written Responses, at p. 10.
434 Jenner & Block, Memorandum re November 18, 2009 Teleconference with JPMorgan Counsel (Nov.
19, 2009), at p. 2.
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In addition, on September 12, Lehman requested that JPMorgan release $600
million of the approximately $1 billion of corporate bond collateral that JPMorgan was
still holding so that Lehman could fund part of JPMorgan’s $5 billion collateral
request.#* JPMorgan agreed to do this and, by the end of the day, all of these corporate
bonds that JPMorgan was still holding at the time were released back to Lehman. 4+

There is also evidence to suggest that after the close of business on Friday,
September 12, Lehman sought the return of its $5 billion in collateral posted in response
to JPMorgan’s September 11 request. Tonucci reported to Lowitt at 6:10 p.m. that
Lehman may end up long in its account with JPMorgan.#* When Lowitt asked if
JPMorgan would release cash to Lehman that night, Tonucci replied that it was too late
to get cash that night, but that JPMorgan should release cash on Monday (September
15).434

In addition, on the evening of September 12, there were conversations within

Lehman about the need to pressure JPMorgan to return collateral, including with

4346 JPMorgan Second Written Responses, at p. 3; e-mail from Mark G. Doctoroff, JPMorgan, to Jane
Buyers-Russo, JPMorgan (Sept. 12, 2008) [JPM-2004 0050446].

4347 JPMorgan’s Second Written Responses, at p. 3; e-mail from Edward J. Corral, JPMorgan, to Mark G.
Doctoroff, JPMorgan, et al. (Sept. 12, 2008) [JPM-2004 0050913]; e-mail from Lika Vaivao, JPMorgan, to
Karen M. Sharf, JPMorgan, et al. (Sept. 12, 2008) [JPM-EXAMINER00006236]; Examiner’s Interview of
Mark G. Doctoroff, Apr. 29, 2009, at p. 23; Examiner’s Interview of Edward J. Corral, Sept. 30, 2009, at p.
12; Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 9. Compare Lehman, Collateral Pledged to
JPM for Intraday As of 9/10/2008 COB [LBEX-DOCID 046681] (showing corporate bonds pledged), with
Lehman, Collateral Pledged to JPM for Intraday As of 9/12/2008 COB [LBEX-DOCID 046684] (no longer
showing corporate bonds pledged).

4348 E-mail from Paolo R. Tonucci, Lehman, to Ian T. Lowitt, Lehman (Sept. 12, 2008) [LBEX-DOCID
3331070].

4349 E-mail chain between Paolo R. Tonucci, Lehman, and Ian T. Lowitt, Lehman (Sept. 12, 2008) [LBEX-
DOCID 3331070].
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assistance from the FRBNY.#%* Then-President of the FRBNY, Timothy Geithner, did
contact Dimon about concerns surrounding JPMorgan’s collateral requests. Dimon
insisted, however, that Geithner was merely reporting what he had heard, rather than
having those concerns himself.#*' In addition, Steven Berkenfeld, Head of the Legal,
Compliance, and Audit Division at Lehman Brothers, stated that on the afternoon of
September 14 he participated in a call between Dimon and several Lehman executives
in which Dimon expressed sympathy that LBHI would be filing for bankruptcy and that
he wished JPMorgan could assist further. Berkenfeld replied to Dimon that the decision
to file for bankruptcy was not yet made, and that JPMorgan could assist by returning
Lehman’s collateral.# According to Berkenfeld, Dimon then left the call without
responding to Berkenfeld, and the call ended.®%

The Examiner is not aware of any written request or notice by Lehman to
JPMorgan for return of collateral pursuant to the September Agreements. It is clear,

however, that by the end of the weekend of September 13 to 14, Lehman had made

4350 E-mail from Michael Gelband, Lehman, to Herbert H. (Bart) McDade III, Lehman (Sept. 12, 2008)
[LBEX-AM 001337].

4351 Examiner’s Interview of Jamie L. Dimon, Sept. 29, 2009, at pp. 8-9.

4352 Examiner’s Interview of Steven Berkenfeld, Oct. 5 & 7, 2009, at p. 21. Although Lowitt recalled
speaking to Dimon with Berkenfeld on September 14, Lowitt stated that the call was not about collateral.
Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 21.

4353 Examiner’s Interview of Steven Berkenfeld, Oct. 5 & 7, 2009, at p. 21. At 8:31 p.m. on that same day,
September 14, Berkenfeld sent an e-mail directly to Stephen Cutler, JPMorgan’s General Counsel, titled
“Urgent - Need to speak to you as soon as possible” that read: “It is extremely important and could have
devastating consequences if we do not resolve it tonight.” E-mail from Steven Berkenfeld, Lehman, to
Stephen M. Cutler, JPMorgan (Sept. 14, 2008) [JPM-2004 0047020]. The e-mail, however, does not specify
what Berkenfeld needed to speak to Cutler about, and came at a frantic time just hours before LBHI
declared bankruptcy. See id.
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several calls to JPMorgan requesting the return of collateral,#* and that JPMorgan had
not responded by the time LBHI filed for bankruptcy.%

(2) Analysis of Potential Claims

After receiving substantial evidence from the interested parties, the Examiner has
analyzed a number of potential common-law claims arising out of the facts discussed
above. The Examiner has not attempted to analyze all conceivable claims and has
excluded, for example, potential claims that appeared particularly weak on their face.

This Section of the Report focuses on several possible common law claims
relating to JPMorgan’s collateral demands.#** The Examiner’s legal analysis is based on

his review of documents and interviews of Lehman and JPMorgan witnesses.* Formal

4354 E-mail from Ian T. Lowitt, Lehman, to Paolo R. Tonucci, Lehman, et al. (Sept. 14, 2008) [LBEX-AM
5640836] (At 5:18 p.m., Lowitt wrote, “Can you press jpm to get our cash back?”); e-mail from Ian T.
Lowitt, Lehman, to Paolo R. Tonucci, Lehman, et al. (Sept. 14, 2008) [LBEX-AM 5640835] (At 9:21 p.m.,
Lowitt followed up with an e-malil titled “Where do we stand getting cash from chase?” and asks if
Tonucci or Berkenfeld had spoken to “jane,” presumably Buyers-Russo).

435 See e-mail from Heidi Miller, JPMorgan, to Jamie L. Dimon, JPMorgan, et al. (Sept. 15, 2008) [JPM-2004
0006510] (“[W]e need to talk this morning about the calls Leh has been making about having us return a
portion of our excess collateral to their holding co.”); e-mail from Heidi Miller, JPMorgan, to Matthew E.
Zames, JPMorgan, et al. (Sept. 15, 2008) [JPM-2004 0029748] (Miller explained that Lehman had “a full
court press on to get us to release”); e-mail from Barry L. Zubrow, JPMorgan, to Heidi Miller, JPMorgan,
et al. (Sept. 15, 2008) [JPM-2004 0068975] (“We have to make sure that we do not allow LEH to suck our
collateral away from us thru these different requests.”); e-mail from Jane Buyers-Russo, JPMorgan, to
Heidi Miller, JPMorgan, et al. (Sept. 15, 2008) [JPM-2004 0029748] (“I am of the opinion we should not
give any collateral back to Lehman if we are going to continue to operate for them.”).

4356 See Section III.B below for a discussion of potential avoidance and preference actions. See Section
III.C below for a discussion of potential claims against JPMorgan arising out of the Barclays transaction.
4357 In addition to the many witness interviews conducted and documents reviewed by the Examiner, the
Examiner sought and obtained information from Alvarez & Marsal, counsel for the Debtors, counsel for
JPMorgan, and counsel for the Creditors” Committee relating to the issues discussed in this Section of the
Report.

1172



discovery between the parties could lead to additional evidence that could materially
affect the legal analysis of these claims.

This Section of the Report discusses the following common-law theories under
which the September Agreements between Lehman and JPMorgan could be deemed
invalid: economic duress, lack of consideration, lack of authority and fraudulent
inducement. In addition, this Section discusses theories of breach of the September
Agreements and the implied covenant of good faith and fair dealing, assuming the
agreements are enforceable.*5

(a) The Evidence Does Not Support a Colorable Claim
Against JPMorgan for Economic Duress

The evidence available to the Examiner does not support a colorable claim that
the agreements Lehman executed with JPMorgan in September 2008 are invalid due to
economic duress.®»

(i) Legal Background: Economic Duress

Under New York law, “[a] contract may be voided and a party may recover
damages ‘when it establishes that it was compelled to agree to the contract terms
because of a wrongful threat by the other party which precluded the exercise of its free

will.””#%  The Examiner has analyzed the available evidence to determine if the

4358 The Examiner is not aware of any plausible common law claim to invalidate the August Agreements
between Lehman and JPMorgan and thus does not address that issue.

4359 For a discussion of the September Agreements, see Section III.A.5.b.1 of this Report.

4360 Madey v. Carman, 858 N.Y.S.2d 784, 786 (App. Div. 2008) (quoting 805 Third Ave. Co. v. M.W. Realty
Assocs., 448 N.E.2d 445, 447 (N.Y. 1983)).
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following elements of economic duress are present: “(1) a threat, (2) which was
unlawfully made, and (3) caused involuntary acceptance of contract terms, (4) because
the circumstances permitted no other alternative.”+#!

The burden on a party seeking to invalidate a contract on grounds of economic
duress is formidable.#2 “This is so regardless of evidence that one side enjoyed a
decided economic advantage over the other at the moment the agreements were
executed.”#s3 The burden is particularly difficult to meet where, as here, the parties
involved are sophisticated entities represented by both in-house and outside counsel.
Significantly, “to establish a claim of economic duress, a sophisticated party must do
more than merely claim that the other party knew about and used his or her poor
financial condition to obtain an advantage in contract negotiations. Rather, the plaintiff
must demonstrate that the defendant’s actions deprived him of his free will, and that
the ordinary remedy of an action for breach of contract would not be adequate.”

(ii) There Is No Available Evidence of an Express

Unlawful Threat Made by JPMorgan in Connection
With the Formation of the September Agreements

The September Agreements were negotiated and executed by the parties under

an atmosphere that was rushed, and JPMorgan had considerable leverage over Lehman.

4361 Kamerman v. Steinberg, 891 F.2d 424, 431 (2d Cir. 1989) (quoting Gulf & W. Corp. v. Craftique Prods., Inc.,
523 F. Supp. 603, 610 (S.D.N.Y. 1981)).

4362 Davis & Assocs., Inc. v. Health Mgmt. Servs., Inc., 168 E. Supp. 2d 109, 114 (S.D.N.Y. 2001) (“The party
seeking to void” an agreement “on grounds of economic duress shoulders a heavy burden.” (internal
quotation marks and citation omitted)).

4363 Id. (internal quotation marks and citation omitted).

4364 Id. (internal quotation marks and citation omitted).
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Lehman’s stock price was plummeting and reports had surfaced that at least one of its
major survival strategies, involving KDB, had fallen through.#% Lehman could ill
afford to challenge its primary clearing bank in the face of intense market pressures,
and any attempt to change clearing banks overnight, when Lehman was attempting to
restore market confidence, would have been exceedingly difficult if not impossible. The
negotiation of the agreements occurred literally overnight, at a time when senior
Lehman executives were engaged in an evaluation of survival strategies and how to
approach a critical earnings call the next morning.#% Nevertheless, JPMorgan’s
substantial leverage and pressure on Lehman to sign the agreements by the morning are
not sufficient under New York law to invalidate the agreements due to economic
duress.

Rather, evidence of an actual and wrongful threat made by JPMorgan is a
necessary element of any claim against JPMorgan for economic duress. The Examiner
has found no evidence of an explicit threat by JPMorgan, much less a wrongful explicit
threat. Key Lehman witnesses each denied that any JPMorgan employee made an
express threat to them during the negotiation of the September Agreements.®” And

Yeung, Fleming and Tonucci, as well as Lehman’s outside counsel, Hespel, were each

4365 See Section I11.A.3.¢.5.b of this Report, which discusses Lehman'’s potential deal with KDB.

4366 See supra at Section IILLA.5.b.1.i.

4367 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4; Examiner’s Interview of Paul W.
Hespel, Apr. 23, 2009, at p. 7; Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at p. 7; Examiner’s
Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 15.
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questioned by the Examiner on the issue.®# The Examiner finds this testimony
particularly credible given the absence of any discussion of a JPMorgan threat in any
contemporaneous internal Lehman correspondence related to the September
Agreements. Had such a threat been made, someone at Lehman, either at the time of
the negotiations or when questioned by the Examiner, would have identified the threat
and its effect on Lehman’s actions.

Although the Examiner places much less weight on after-the-fact statements
made when the parties were contemplating litigation, Dimon, Inaba and Doctoroff all
denied that any JPMorgan employee made any threats to Lehman in connection with
the negotiation of the September Agreements. However, Dellosso stated that if Lehman
had not signed the September Agreements, it would have been difficult for JPMorgan to
extend credit to and continue being supportive of Lehman. She stated that she recalled
discussing being supportive and “extending credit” with Tonucci.#®® Significantly,
however, Tonucci did not recall Dellosso ever threatening him that JPMorgan would
stop advancing credit if the September Agreements were not put in place.#” To the

contrary, Tonucci stated he believed JPMorgan would have continued to clear for

4368 Yeung and Hespel were Lehman’s counsel who negotiated the agreements directly with JPMorgan;
their only direct business contact at Lehman that evening was Fleming, as Lowitt and Tonucci did not
check their e-mails that evening. See supra Section III.A.5.b.1.i.

4369 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 9.
4370 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 15.
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Lehman even if Lehman had refused to execute the September Agreements.#” There is
also no evidence that Tonucci directed others at Lehman to proceed with the
agreements because of an express threat by JPMorgan.

In addition, “[t]he threatened exercise of a legal right cannot constitute
duress.”#”2 Even before September 9, under the agreement governing the clearance
arrangement between Lehman and JPMorgan (including the amendments made
pursuant to the August Agreements), the decision to advance credit was wholly within
JPMorgan’s discretion.+7

As noted above, there is little doubt that Lehman was experiencing extraordinary
economic difficulty and that JPMorgan’s provision of clearing services was particularly
crucial to Lehman at the time. Economic difficulty, however, even in the exceptional
circumstances confronted by Lehman, is not sufficient by itself to establish economic
duress. “Duress may ‘take the form of unlawful restraint of property or use of
wrongful economic compulsion to force a party to yield to demands that would
otherwise be rejected,” but it “‘may not be found merely from the existence of a difficult

bargaining position or the pressure of financial circumstances.””#”* The testimony of

371 [4.
4372 Marine Midland Bank v. Stukey, 427 N.Y.S.2d 123, 123 (App. Div. 1980); Kamerman, 891 F.2d at 432.

4373 Clearance Agreement (June 7, 2000), at p. 4 [JPM-2004 0031786] (Section 5 provides that JPMorgan
“may at any time decline to extend such credit at [its] discretion, with notice”). This remained so even
after the August Amendments to the Clearance Agreement.

4374 Del Turco v. BRB Ceramic Tiles Marble & Stone, 03 CV 1516(JG), 2006 U.S. Dist. LEXIS 61390, at *17
(E.D.N.Y. Aug. 18, 2006) (quoting McIntosh v. Consolidated Edison Co., No. 96-3624, 1999 WL 1511102, at *2
(S.D.N.Y. Mar. 19, 1999)).
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Lehman witnesses that there was no direct threat, and the absence of any mention of
such a threat in Lehman’s internal e-mails during the negotiation, lead the Examiner to
conclude there is no colorable claim that the September Agreements are invalid due to
economic duress.

(iii) The Available Evidence Suggests JPMorgan Did Not
Have an Improper Purpose

In the context of a claim of economic duress, a threat can be considered wrongful
or unlawfully made when motivated by an improper purpose.*”> Nevertheless, the
threatened exercise of a legal right does not generally constitute an improper
purpose.®76

Some courts applying New York law have suggested that to establish a claim of
business or economic duress, improper purposes “may be accomplished through lawful
means . . . if they are used to trade upon the victim’s poor financial condition with the
improper purpose of securing personal advantage.”#” “A necessary element of [this]

type of business compulsion, however, is a showing that the victim’s financial straits

4375 See 28 Williston on Contracts § 78:13 (4th ed. 2009).

4376 Marine Midland Bank, 427 N.Y.S.2d at 123 (“The threatened exercise of a legal right cannot constitute
duress.”); Kamerman, 891 F.2d at 432 (same).

4377 US West Fin. Servs., Inc. v. Tollman, 786 E. Supp. 333, 338 (5.D.N.Y. 1992) (quoting Nat. Am. Corp. v. Fed.
Republic of Nigeria, 448 F. Supp. 622, 644 (5.D.N.Y. 1978), aff'd, 597 F.2d 314 (2d Cir. 1979)). In US West,
Judge Mukasey found that a bank requiring a guaranty from an investor group did not cause the
financial distress of the investor group even though the bank knew of the investor group’s precarious
financial condition and the bank’s actions “may have further destabilized” the investor group’s financial
condition. Id. at 339-340.
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were caused by the other party.”#” Thus, even under this view, Lehman would have to
demonstrate that its underlying financial straits had been caused by JPMorgan. There is
no credible basis to conclude that prior to September 9, JPMorgan was the cause of
Lehman’s financial straits.

Furthermore, by September 9 Lehman’s creditors had a reasonable basis for
concern as to whether Lehman would default on its obligations.#” JPMorgan had
witnessed how rapidly Bear Stearns had declined, and JPMorgan executives had
analyzed and expressed serious concerns with Lehman’s survival plans.# For
example, JPMorgan was concerned about the viability of Lehman’s SpinCo proposal,
which had been discussed at a September 4 meeting involving JPMorgan and Lehman
executives.®s! JPMorgan similarly expressed concerns about presentations that Lehman
prepared for the rating agencies, including Lehman’s presentation of survival
strategies.

In addition, JPMorgan’s Investment Bank Risk Committee met on September 5
and reviewed the exposure of JPMorgan’s Investment Bank to Lehman. At that time,

JPMorgan had a primary exposure to Lehman of $2.645 billion, the largest component

478 Id. at 338.

4379 See Section IIILA.3 of this Report, which discusses Lehman’s survival strategies, and Appendix 15 of
this Report, which discusses the events of the week of September 8, 2008.

4380 See id.

4381 See Section I11.A.5.b.1 of this Report.

4382 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 7; see e-mail from Barry L. Zubrow,
JPMorgan, to Mark G. Doctoroff, JPMorgan, et al. (Sept. 5, 2008) [JPM-2004 0006286].
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of which was a $1.904 billion derivatives exposure.®® Several JPMorgan witnesses
focused on JPMorgan’s derivative exposure as the key factor motivating the September
9 collateral request.#%* Moreover, on September 9, public reports surfaced stating that
KDB had abandoned (or was likely to abandon) its acquisition talks with Lehman.
As an apparent result, Lehman’s stock had dropped significantly.*

Furthermore, the FRBNY had been discussing with JPMorgan for months the
need for better protection against a broker-dealer failure.#*” The fact that other banks

were demanding more protection from Lehman at the same time further demonstrates

4383 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at pp. 6-7; JPMorgan, IBRC Presentation,
Overview of Debt Maturities for Major US Broker Dealers (Sept. 5, 2008), at p. 6 [JPM-
EXAMINER00005998].

4384 Examiner’s Interview of Barry L. Zubrow, Sept. 17, 2009, at pp. 9-11; Examiner’s Interview of John ]J.
Hogan, Sept. 17, 2009, at p. 4.

4385 Francesco Guerrera, et al., Equities Suffer as Lehman Shares Fall 45%, FT.com, Sept. 9, 2008 (“Lehman’s
shares fell after a newswire report cited an unnamed Korean government official as saying that Korea
Development Bank, a state-run lender, had decided not to invest in Lehman.”); Susanne Craig, ef al.,
Korean Remarks Hit Lehman, Wall St. ]., Sept. 9, 2008; see also supra at Section III.A.3.c.5.b.

4386 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at p. 11; Examiner’s Interview of Donna
Dellosso, Feb. 27, 2009, at p. 4; Lehman Drops 45%; Wall St. J., Sept. 10, 2008; Susanne Craig, et al., Korean
Remarks Hit Lehman, Wall St. J., Sept. 9, 2008.

4387 See, e.g., e-mail from Janet Birney, Lehman, to Daniel J. Fleming, Lehman, et al. (Feb. 26, 2008) [LBEX-
DOCID 280175] (“The recent market turmoil has prompted the Fed to question JPMC on the viability of
Triparty financing in the event of a broker dealer default.”); e-mail from Janet Birney, Lehman, to Daniel
J. Fleming, Lehman, et al. (May 5, 2008) [LBEX-DOCID 065656] (JPMorgan reevaluation of risk associated
with Triparty financing “prompted by discussions with the FED”); e-mail from Lucinda Brickler, FRBNY,
to Timothy F. Geithner, FRBNY, et al. (July 16, 2008) [FRBNY to Exam. 034046] (attaching “talking points”
the FRBNY developed for a July 17, 2008 meeting with “Dimon and Kelly regarding near-term measures
to enhance the stability of the triparty repo market”); Talking Points, at p. 1 [FRBNY to Exam. 034047]

(noting “[i]n the event of the default of a large borrower, the potential for systemic risk to materialize
co[u]ld be reduced”).
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that there was overall market concern with Lehman’s viability, and that it was not
improper for JPMorgan to seek greater security.*

The Examiner concludes that there is insufficient evidence to support a colorable
claim that JPMorgan had an improper purpose in seeking the September
Agreements.

(iv) There Was a Degree of Negotiation Over the Terms of
the September Agreements

Lehman counsel Hespel and Yeung suggested that, for all practical purposes,
JPMorgan dictated the material terms of the September Agreements.#** Even if there
had been no meaningful negotiation, there is no colorable claim of economic duress
because the Examiner has found no evidence of an explicit and wrongful threat. That
conclusion is further supported by the evidence of a limited negotiation between the
parties.

During the overnight negotiations of the September Agreements, JPMorgan
agreed to certain changes proposed by Yeung, including (a) changing the language
regarding additional collateral from “obligations” to “requests”; (b) agreeing to remove

performance obligations of Lehman subsidiaries; and (c) agreeing to remove reference

4388 See Sections IIILA.5.c and IILLA.5.d of this Report, which discuss Lehman’s dealings with Citi and
HSBC, respectively.

438 Whether JPMorgan truly “needed” the full amount of collateral it demanded on September 9 and
September 11 is a different question, but the Examiner concludes that JPMorgan had a legitimate basis for
seeking additional protection in the form of the September Agreements.

43% Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 5; Examiner’s Interview of Paul W.
Hespel, Apr. 23,2009, at p. 6.
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to Lehman’s affiliates in the Amendment to the Clearance Agreement.**' The change to
the Amendment to the Clearance Agreement is of note because JPMorgan had
originally rejected this proposed change at 3:11 a.m. on September 10.42 When asked
by the Examiner about the degree of negotiation of the agreements, JPMorgan counsel
Inaba pointed to the deletion of these references as one of the points of negotiation
between the parties.*%

The negotiation never reached the point of Lehman fully testing whether
JPMorgan might yield on the core issues, such as the expansion of the agreements to
cover all Lehman liabilities of any type. Yeung made some effort to confirm with
Lehman business managers whether Lehman had actually agreed in principle to
expand the agreements to cover all Lehman liabilities. Yeung did not, however,
recommend to senior executives that Lehman resist the proposed terms or escalate any
issues to senior JPMorgan executives. Whether or not JPMorgan would have agreed to
remove terms that expanded the agreements to cover all liabilities if Lehman had

escalated the dispute, Lehman’s failure to push the issue and fully test JPMorgan’s

4391 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 5; Examiner’s Interview of Gail Inaba,
Apr. 28,2009, atp. 7.

4392 E-mail from Nikki G. Appel, JPMorgan, to Andrew Yeung, Lehman, et al. (Sept. 10, 2008) [JPM-2004
0001997] (Appel told Yeung that JPMorgan had reviewed Lehman’s proposed changes to the
Amendment to the Clearance Agreement and JPMorgan requested “that the scope of the amendment stay
unchanged.”).

43% Examiner’s Interview of Gail Inaba, Apr. 28, 2009, at p. 7.

1182



resolve — knowing JPMorgan had agreed to at least some changes Lehman requested —
creates yet another significant hurdle to a viable claim of economic duress.*®
(b) There Is Insufficient Evidence to Support a Colorable

Claim That the September Agreements Are Invalid for
Lack of Consideration

The Examiner concludes that there is insufficient evidence to support a colorable
claim against JPMorgan to invalidate or rescind the September Agreements for lack of
consideration.®* Consideration is “either a benefit to the promisor or a detriment to the
promisee.”#% “Failure of consideration gives the disappointed party the right to
rescind the contract.”#” By New York statute, however, a contract modification “shall
not be invalid because of the absence of consideration, provided that the [modification]
agreement . . . shall be in writing and signed by the party against whom it is sought to
enforce the . . . modification . . . or by his agent.”+%

The September Amendment to the Clearance Agreement is a modification to an
existing contract (that is, the 2000 Clearance Agreement), in writing, and signed by both

Lehman and JPMorgan. It therefore requires no additional consideration.+*

4394 See Section III.A.5.b.1 of this Report, which notes that JPMorgan agreed to at least some of the changes
that Lehman requested to current drafts.

4395 See Section I11.B.3.g of this Report.

43% Holt v. Feigenbaum, 419 N.E.2d 332, 336 (N.Y. 1981).

4397 Fugelsang v. Fugelsang, 517 N.Y.S5.2d 176, 177 (App. Div. 1987).

43%8 N.Y. Gen. Oblig. Law § 5-1103 (2009); see also Deutsche Bank Secs. Inc. v. Rhodes, 578 E. Supp. 2d 652, 660
(S.D.N.Y. 2008).

4399 See Amendment to Clearance Agreement (Sept. 9, 2008), at pp. 1-6 [JPM-2004 005861]. In addition, the
September Amendment to the Clearance Agreement states that it was entered “for good and valuable
consideration, the receipt and sufficiency of which are hereby acknowledged.” Id.
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The September Guaranty and the September Security Agreement, however, are
best understood as new agreements. The September Guaranty explicitly states that it is
“in addition to and does not replace that certain Guaranty dated August 26, 2008” made
by LBHIL.#® The September Security Agreement expressly references the September
Guaranty, and includes a reference to the “Existing Security Agreement,” that is, the
August Security Agreement.* The question thus arises whether the September
Guaranty and Security Agreement are supported by consideration.

Both agreements contain recitations of consideration. The September Guaranty
expressly notes:

The Guarantor and each of the direct or indirect subsidiaries of the
Guarantor . . . desires to transact business and/or trade with and/or enter
into derivative transactions with and/or to obtain credit, clearing
advances, clearing loans or other financial accommodation from the Bank
and to continue such business, trading, derivative activity and/or such
extensions of credit, clearing advances, clearing loans or other financial
accommodation and the Bank has requested that it receive the following
guaranty of the undersigned before it will consider extending such credit. >

The September Security Agreement provides:

In consideration of JPMORGAN CHASE BANK, N.A. or any of its
affiliates, subsidiaries, successors and assigns . . . extending credit to
and/or transacting business, trading or engaging in derivative transactions
with the undersigned and/or its subsidiaries, the undersigned hereby

4400 Guaranty (Sept. 9, 2008), at p. 1 [JPM-2004 0005813].

401 Security Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005873].

402 Guaranty (Sept. 9, 2008), at p. 1 [JPM-2004 0005813] (emphasis added) (the recitation of consideration
states “for good and valuable consideration and in order to induce the Bank from time to time, to extend
or continue to extend credit, clearing advances, clearing loans, or other financial accommodations to the
Borrowers and/or to transact business, trade or enter into derivative transactions with the Borrowers.”).

1184



agree(s) that the Bank shall have the rights, remedies and benefits
hereinafter set forth.4o03

Even when a contract includes a recitation of consideration, however, a party
may use parol evidence to challenge that recitation.#* Having reviewed all available
evidence, the Examiner concludes that there is no colorable claim that the September
Agreements were not supported by sufficient consideration.

Although “[a] promise by one party to do that which he is already under a legal
obligation to perform is insufficient as a consideration to support a contract,”#% an
agreement to continue to act where there is no obligation to do so is proper
consideration.#®% The September Agreements are supported, inter alia, by JPMorgan’s
agreement to continue extending credit to Lehman. Under the Clearance Agreement,
that extension of credit was discretionary.*”” Buyers-Russo confirmed that JPMorgan

considered ceasing or limiting credit extensions as an option if Lehman did not sign the

4403 Security Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005873].

4404 See Diamond v. Scudder, 845 N.Y.S.2d 452, 453-54 (App. Div. 2007); see also Ehrlich v. Am. Moninger
Greenhouse Mfg. Corp., 257 N.E.2d 890, 892 (N.Y. 1970) (“The recitation of receipt of consideration is a
mere admission of a fact which, like all such admissions, may be explained or disputed by parol
evidence.” (citation and internal quotation marks omitted)).

4405 Carpenter v. Taylor, 58 N.E. 53, 55 (N.Y. 1900); see also Roth v. Isomed, Inc., 746 E. Supp. 316, 319
(5.D.N.Y. 1990).

4406 See Andre v. Gaines Berland, Inc., No. 95-10524, 1996 U.S. Dist. LEXIS 9383, at *6-7 (S.D.N.Y. July 8,
1996) (where “ongoing professional services relationship [was] terminable at-will,” there was no
obligation to continue providing such services and, thus, continued services constituted valid
consideration for subsequent agreements); see also 3 WILLISTON ON CONTRACTS § 7:41 (4th ed.) (“If one is
privileged to avoid a contractual duty or to refuse to perform under a contract, and promises to perform
or does perform in consideration of the promise of some additional payment by another . . . the promise
to perform or the actual performance is consideration . ...”).

407 Clearance Agreement (June 7, 2000), at p. 4 [JPM-2004 0031786].
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September Agreements.** Dellosso also recalled discussing the extension of credit with
Tonucci in the context of the September Agreements.*® JPMorgan’s agreement to
continue extending discretionary credit to Lehman is sufficient consideration to support
the September Agreements.*1°

(c) There is Sufficient Evidence to Support the Existence of a

Technical, But Not Colorable, Claim That the September
Agreements Are Invalid for Lack of Authority

The Examiner concludes that there is sufficient evidence to support a technical
claim that the September Agreements are invalid for lack of authority but that the claim
is not colorable because of substantial evidence supporting defenses to such a claim,
including that Lehman ratified the agreements when it posted collateral on September
12.

Tonucci, Lehman’s Treasurer, signed the September Agreements on LBHI's
behalf.#" However, under Lehman’s Code of Authorities, an LBHI guaranty of a

subsidiary’s obligations — other than certain “Guaranteed Subsidiaries” — for over $500

4408 Examiner’s Interview of Jane Buyers-Russo, Sept. 25, 2009, at pp. 6-7. JPMorgan did in fact continue
extending credit to Lehman in the days after the September Agreements were executed. For example, it
continued to unwind Lehman’s triparty repos. JPMorgan also extended discretionary credit when, after
the execution of the September Agreements, it restored to LBIE a $2 billion line of credit. In addition,
there is evidence that JPMorgan continued accepting novations from Lehman counterparties after
September 9, even with rumors that others were abandoning Lehman. See e-mail from John J. Hogan,
JPMorgan, to Donna Dellosso, JPMorgan, ef al. (Sept. 12, 2008) [JPM-2004 0050952] (recognizing that
JPMorgan was still “trading” with Lehman in that they were still allowing Lehman derivative credit).

4409 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 9.

4410 See, e.q., Weiss v. Weiss, 41 N.Y.S.2d 777, 777 (App. Div. 1943) (“Performance by a promisee of an act
which he is not obligated to perform, or the surrender by him of a privilege which he has the legal right
to assert, is sufficient consideration for a promise . ...”).

4411 See Security Agreement (Sept. 9, 2008), at p. 6 [JPM-2004 0005873]; Guaranty (Sept. 9, 2008), at p. 6
[JPM-2004 0005813]; Amendment to Clearance Agreement (Sept. 9, 2008), at p. 3 [JPM-2004 0005861].
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million or an unspecified amount required the approval of LBHI's CEO, President,
COO or CFO.#2 LBI - one of the entities covered by the September Guaranty — was not
a “Guaranteed Subsidiary.”#" Notably, “[i]f the required approval [was] obtained, any
proper officer of Holdings . .. [could] sign documents.”#* Thus, for Tonucci to have
had actual authority to sign the September Guaranty, the agreement had to have been
approved by Lowitt or Fuld.

The Code of Authorities is less clear about Tonucci’s authority to sign the

September Security Agreement and Amendment to the Clearance Agreement.*5

#4121 BHI & LBI, Amended and Restated Code of Authorities (July 1, 2004), at p. 7 [LBEX-AM 043802].

4413 See Alvarez & Marsal, Responses to Questions for Alvarez & Marsal/Weil, Gotshal & Manges (Dec. 7,
2009), at p. 1.

#4141 BHI & LBI, Amended and Restated Code of Authorities (July 1, 2004), at p. 2 [LBEX-AM 043802].

4415 According to Alvarez & Marsal, the Amendment to the Clearance Agreement was governed by the
“secured borrowings” provision of the Code of Authorities, which provided that “[a]ny secured
borrowings (excluding any collateral arrangement authorized under the Trading Lines)” requires
approval of the “CEO, President, COO, CFO, or Treasurer.” LBHI & LBI, Amended & Restated Code of
Authorities (July 1, 2004), at Ex. 6 [LBEX-AM 043802]; Alvarez & Marsal, Responses to Questions for
Alvarez & Marsal/Weil, Gotshal & Manges (Dec. 7, 2009), at p. 2. It thus appears that Tonucci had actual
authority to sign the Amendment to the Clearance Agreement. Alvarez & Marsal also stated that
Lehman personnel evidently believed that the Security Agreement was governed by the “secured

borrowings” provision as well, but stated no opinion as to whether this belief was correct. See Alvarez &
Marsal, Responses to Questions for Alvarez & Marsal/Weil, Gotshal & Manges (Dec. 7, 2009), at p. 2. The
Estate may argue that the September Agreements are so intertwined as to constitute a single agreement,
and, thus, if one of the September Agreements is invalid, then they all must be. See Tecorp Entm’t Ltd. v.
Heartbreakers, Inc., No. 209861, 2001 Mich. App. LEXIS 661, at *9-10 (Mich. Ct. App. Feb. 9, 2001) (per
curiam) (affirming trial court’s holding that, where management agreement was void ab initio because
there was no meeting of the minds, asset purchase agreement was void ab initio given that agreements
were interdependent). Agreements contained in separate documents are generally presumed to be
separable in the absence of a clear indication that the parties intended otherwise. See Nat. Union Fire Ins.
Co. v. Clairmont, 662 N.Y.S.2d 110, 112 (N.Y App. Div. 1997); Ripley v. Int’l Rys. of Central Am., 171 N.E.2d
443, 446 (N.Y. 1960). “In determining whether contracts are separable or entire, the primary standard is
the intent manifested, viewed in the surrounding circumstances.” Rudman v. Cowles Commc’ns, Inc., 280
N.E. 2d 867, 873 (N.Y. 1972). Although there may be a reasonable argument that the September Guaranty
and Security Agreement are integrated given that, for example, both documents were executed by LBHI
and the Security Agreement incorporated the Guaranty’s definition of “Liabilities,” see Security
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Yeung, Lehman’s counsel, did not differentiate among the September Agreements and
explained that they all required Lowitt’s approval.#'¢ Yet, somewhat inconsistently, he
also noted that the August agreements were executed in a “typical” fashion, with
Tonucci signing the Amendment to the Clearance Agreement and Security Agreement,
and Lowitt signing the Guaranty, per Lehman’s Code of Authorities.*"

According to JPMorgan’s Donna Dellosso, Tonucci informed her on the evening
of September 9 that the agreements had to be approved by Lowitt, who was sleeping at
the time. Tonucci also informed the Examiner that Buyers-Russo called him on the
night of September 9 to inquire whether Lowitt had reviewed the agreements.*
According to Tonucci, Lowitt had not reviewed the agreements — he had left Lehman’s
headquarters earlier that evening to rest in advance of the following morning’s earnings

call, which Lowitt would lead, and was likely asleep at the time of Buyers-Russo’s call.

Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005873], an argument that the Amendment to the Clearance
Agreement is integrated with the other September Agreements is weaker. The Amendment to the
Clearance Agreement, for example, was executed by several Lehman parties in addition to LBHI. See
Amendment to the Clearance Agreement (Sept. 9, 2008), at pp. 1-3 [JPM-2004 0005861]. It also modifies
an already existing standalone agreement — the Clearance Agreement — that was not intertwined with the
September Security Agreement and Guaranty. In addition, while New York courts have suggested that a
breach of one agreement may be a breach of another agreement with which it is interrelated, see, e.g.,
Rudman, 280 N.E.2d at 873, the Examiner is unaware of any case under New York law in which the
invalidity of one agreement requires the invalidity of another agreement with which it is interrelated but
that is not subject to the same infirmity. This issue, of course, is not relevant if JPMorgan is able to
establish that Tonucci acted with apparent authority or that Lehman ratified the September Guaranty.

4416 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 5.
714, at p. 3.
4418 Tonucci may have confused a phone call with Dellosso for one with Buyers-Russo.
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Tonucci recalled that although Buyers-Russo asked Tonucci to wake up Lowitt, Tonucci
did not do so.#®

Lowitt spoke with Tonucci about the September Agreements after the earnings
call on September 10 (and thus after they were signed). Lowitt did not recall whether he
communicated with anyone about the agreements prior to that point.#? Tonucci
relayed to Lowitt that JPMorgan had wanted Lowitt to sign the agreements the night
before, but that Tonucci had decided not to bother Lowitt.#42t Thus, the available
evidence suggests that Lowitt had not approved of the September Agreements before
Tonucci signed them.+2

Lowitt told the Examiner that he had no questions about Tonucci’s authority to

sign the agreements, citing the fact that even though JPMorgan wanted Lowitt to sign,

4419 Doctoroff stated that he called Fleming between 10:00 and 11:00 p.m. on September 9 at the direction
of Dellosso to tell Fleming to wake Lowitt up. Examiner’s Interview of Mark G. Doctoroff, Apr. 29, 2009,
atp.19.

4420 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at pp. 19-20. Yeung did e-mail Lowitt that
evening, but Lowitt did not respond. Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4; see
also e-mail from Paul W. Hespel, Goodwin Procter, to Jeffrey Aronson, JPMorgan (Sept. 10, 2008) [LBEX-
AM 039572] (forwarding Lehman comments on draft Guaranty and Security Agreement to JPMorgan,
copying Lowitt).

4421 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 19.

4422 Notably, despite Lowitt’s lack of approval of the September Agreements with JPMorgan before they
were executed, Lowitt had approved an amendment to Lehman’s Guaranty with Citi on September 9. E-
mail from Paolo R. Tonucci, Lehman, to Emil R. Cornejo, Lehman (Sept. 9, 2008) [LBEX-AM 008564]

(reporting that Lowitt signed Lehman’s Guaranty amendment with Citi); Amendment 1 to Guaranty
(Sept. 9, 2008) [LBEX-DOCID 4263143] (executed amendment with Lowitt’s signature). Indeed, Lowitt
was told that he was “required to sign” the Guaranty amendment with Citi. E-mail from Emil F. Cornejo,
Lehman, to Ian T. Lowitt, Lehman, et al. (Sept. 9, 2008) [LBEX-AM 008571].
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JPMorgan had accepted Tonucci’s signature.#? Fuld denied knowing about the
agreements until after Lehman filed for bankruptcy, #2* although there is evidence that
the agreements were based at least in part on a high-level agreement reached between
Fuld and JPMorgan’s Steven Black.#?

(i) Tonucci May Have Acted With Apparent Authority

Assuming that Tonucci lacked actual authority to sign the September Guaranty,
he may have acted with apparent authority. Apparent authority is established by the
words or conduct of the principal, ie., Lehman, vis-a-vis the third party, ie.,
JPMorgan.#? Apparent authority “arises when a principal places an agent in a position
where it appears that the agent has certain powers which he may or may not possess. If
a third person holds the reasonable belief that the agent was acting within the scope of
his authority and changes his position in reliance on the agent’s act, the principal is
estopped to deny that the agent’s act was not authorized.”#¥” Formulated slightly
differently, “a principal may be estopped from denying apparent authority if (1) the
principal’s intentional or negligent acts, including acts of omission, created an

appearance of authority in the agent, (2) on which a third party reasonably and in good

4423 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 19. This reasoning is not relevant to a legal
analysis of apparent authority, but does reflect Lowitt’s personal views.

4424 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at pp. 15-16.

4425 See supra at Section IIILA.5.b.1.h.

4426 See Fennell v. TLB Kent Co., 865 F.2d 498, 502 (2d Cir. 1989).

4427 Gen. Owerseas Films, Ltd. v. Robin Int’l, Inc., 542 F. Supp. 684, 688-89 (S.D.N.Y. 1982) (citation and
internal quotation marks omitted).
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faith relied and (3) such reliance resulted in a detrimental change in position on the part
of the third party.”+2

Under New York law, in the apparent authority context, a duty of inquiry arises
when “(1) the facts and circumstances are such as to put the third party on inquiry, (2)
the transaction is extraordinary, or (3) the novelty of the transaction alerts the third
party to a danger of fraud.”#* The duty of inquiry is an “alternative way of asking
whether reliance was reasonable.”#% The question whether JPMorgan reasonably relied
on Tonucci’s apparent authority is essentially a question of fact.*

There are disputed issues of fact on the issue of apparent authority. JPMorgan,
on the one hand, can point to the fact that at the conclusion of negotiations, Yeung e-
mailed JPMorgan counsel and reported that he had sent the agreements “on to our
executive officers for their final approval and signature.”*? Later, Fleming e-mailed
Doctoroff and informed him that “Andrew [was] on his way . . . to pick up signed docs
from Paolo/Ian.”#3 As noted above, Paolo Tonucci, as LBHI's Vice President and
Global Treasurer, signed the agreements on LBHI's behalf. The fact that JPMorgan sent

the agreements to Lehman’s counsel, who returned them signed by Tonucci — coupled

4428 Minskoff v. Am. Express Travel Related Servs. Co., 98 F.3d 703, 708 (2d Cir. 1996).

4429 FDIC v. Providence Coll., 115 F.3d 136, 141 (2d Cir. 1997).

430 Providence Coll., 115 F.3d at 142.

4431 See C.E. Towers Co. v. Trinidad & Tobago (BWIA Int’l) Airways Corp., 903 E. Supp. 515, 524 (S.D.N.Y.
1995).

432 E-mail from Andrew Yeung, Lehman, to Gail Inaba, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004
0002032].

4433 E-mail from Daniel J. Fleming, Lehman, to Mark Doctoroff, JPMorgan (Sept. 10, 2008) [LBEX-DOCID

457582].
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with Tonucci’s title — could establish that JPMorgan reasonably relied on Tonucci’s
apparent authority.*#* In addition, the fact that Tonucci signed the August Amendment
to the Clearance Agreement and Security Agreement further bolsters his apparent
authority to sign analogous agreements in September.**> Moreover, the statements that
the agreements had been sent to the “executive officers for their final approval” and
that the signed documents were being picked up from “Paolo/lan,” and not just
“Paolo,” could have led to a reasonable conclusion by JPMorgan that Lowitt had
approved of the agreements, even though they were signed by Tonucci. (JPMorgan
counsel Appel stated to the Examiner that JPMorgan relied on “apparent authority” as
to the September Agreements, but the Examiner places little weight on this after-the-fact
statement at a time when litigation was contemplated between JPMorgan and
Lehman.* Appel further explained that JPMorgan generally did not require regular
customers to provide certification of authority.)*

The Estate and Creditors Committee, on the other hand, can point to the fact that
JPMorgan apparently knew that Lowitt had to approve the agreements but was asleep
on the night of September 9. Indeed, JPMorgan encouraged Tonucci to wake Lowitt,

but did not pursue the inquiry to determine if Lehman had done so and obtained

4434 Cf. C.E. Towers Co., 903 F. Supp. at 524.

4435 See Indosuez Int’l Fin. B.V. v. Nat'l Reserve Bank, 774 N.E.2d 696, 700-01 (N.Y. 2002) (third-party’s
reliance on apparent authority was reasonable where agent executed similar agreements on behalf of
principal in past).

4436 Examiner’s Interview of Nikki G. Appel, Sept. 11, 2009, at p. 6.

4437 See id.
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Lowitt’s approval. JPMorgan was also aware that it was Lowitt, not Tonucci, who had
signed the August Guaranty.** JPMorgan may therefore have been under a duty to
conduct further inquiries concerning Tonucci’s authority.**

(ii) There Is Substantial Evidence That Lehman Ratified
the September Agreements

Ratification is “the express or implied adoption of acts of another by one for
whom the other assumes to be acting but without authority.”#% Consequently, “a
principal may ratify and thereby become liable for the acts of an agent even if those acts
were initially unauthorized.”*#' Whether express or implied, the principal’s intent to

ratify the unauthorized act “must be clearly established and may not be inferred from

4438 The Estate and Creditors Committee may also argue that Yeung’s statements concerning approval of
the agreements do not constitute actions by the “principal” because Yeung was not a senior executive.

4439 See Providence Coll., 115 F.3d at 141 (duty of inquiry arises when “the facts and circumstances are such
as to put the third party on inquiry”); Herbert Constr. Co. v. Continental Ins. Co., 931 F.2d 989, 996 (2d Cir.
1991) (“Apparent authority can exist only as long as the third person, to whom the principal has made a
manifestation of authority, continues reasonably to believe that the agent is authorized.” (citation and
internal quotation mark omitted)); Scientific Holding Co. v. Plessey Inc., 510 F.2d 15, 24 (2d Cir. 1974) (“a
person with notice of a limitation which has been placed on an agent’s authority cannot subject the
principal to liability upon a transaction with the agent if he knows or should know that it is outside the
scope of the agent’s authority”). Among other factors relevant to the issue of inquiry notice is whether
the underlying transaction was “extraordinary.” Providence Coll., 115 F.3d at 141. Although courts have
held the guaranty of a debt of an unrelated corporation to be “extraordinary” and, thus, sufficient to
trigger the duty of inquiry, see, e.g., Gen. Overseas Films, 542 F. Supp. at 691, here, LBI and other Holdings’
subsidiaries were far from unrelated to LBHI. Indeed, LBHI entered into a Guaranty on behalf of several
subsidiaries (including LBI) just a few weeks earlier. Nevertheless, expansion of the agreements to
extend to all Lehman liabilities, as part of an overnight negotiation and at a time when Lehman was
rapidly deteriorating, could be viewed as “extraordinary.” Cf. Gen. Overseas Films, Ltd. v. Robin Int’l, Inc.,
542 F. Supp. 684, 691 (S.D.N.Y. 1982) (extraordinary transaction where corporate treasurer executed
agreement to guarantee debt of unrelated corporation).

4440 Prisco v. New York, 804 F. Supp. 518, 523 (S.D.N.Y. 1992); see also Hamm v. United States, 483 F.3d 135,
140 (2d Cir. 2007).

441 Prisco, 804 F. Supp. at 523.
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doubtful or equivocal acts or language.”*# In order for a ratification to be effective, the
individual ratifying an unauthorized contract must have been able to authorize the
contract originally.## In other words, only those individuals who could have originally
authorized a certain contract or act on behalf of the corporation can ratify it after it has
been made without authority or performed.## The question of ratification is a question
of fact.#4

A principal ratifies an act by manifesting assent or by conduct that justifies a
reasonable assumption that the principal consents to becoming subject to the legal
consequences of the act.#4 Lehman received a notice from JPMorgan on September 11
explicitly requesting funds to “be held by JPMorgan as collateral under the Security
Agreement, dated September 9, between [LBHI] and JPMorgan.”+ JPMorgan initially

sent the notice to Tonucci, who forwarded it to Lowitt. 44 On September 12, Lehman

4442 Holm v. C.M.P. Sheet Metal, Inc., 455 N.Y.5.2d 429, 432 (App. Div. 1982).

B N.Y. State Med. Transporters Ass'n, Inc. v. Perales, 566 N.E.2d 134, 138 (N.Y. 1990) (citing RESTATEMENT
(SECOND) OF AGENCY § 84(2) (1958)).

4444 Schwab v. E.G. Potter Co., 87 N.E. 670, 673 (N.Y. 1909); Aronoff v. Albanese, 446 N.Y.S.2d 368, 370 (App.
Div. 1982); see also 11 William Meade Fletcher et al., Fletcher Cyclopedia of the Law of Corporations § 763
(rev. vol. 2009) (“[T]he president or other like officer of a corporation may ratify a contract that he or she
has authority to make; but an unauthorized contract . . . cannot be binding on the corporation, even
though it has been ratified by both the president and secretary, if they themselves possessed no power to
enter such a contract.”).

4445 See In re Nigeria Charter Flights Contract Litig., 520 F. Supp. 2d 447, 466 (E.D.N.Y. 2007).

4446 RESTATEMENT (THIRD) OF AGENCY § 4.01 (2009).

4447 E-mail from Jane Buyers-Russo, JPMorgan, to Paolo R. Tonucci, Lehman (Sept. 11, 2008) [JPM-2004
0005411] (September 11, 2008 Notice attachment).

4448 E-mail from Paolo R. Tonucci, Lehman, to Ian T. Lowitt, Lehman (Sept. 12, 2008) [LBEX-DOCID
036127].
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pledged $5 billion in cash collateral in response. Such affirmative conduct, in and of
itself, suggests that Lehman intended to be bound by the September Agreements.

Ratification can also occur “when the principal, upon learning of an
unauthorized act of its agent, acquiesces in, or affirms that act through his conduct by
retaining any benefits of the compromise.”** As discussed above, the September
Agreements allowed Lehman to continue to receive credit from JPMorgan. Lehman
continued to take advantage of JPMorgan’s extensions of credit after the agreements
were signed, and posted collateral pursuant to those agreements in order to continue
receiving such credit. 4%

Not only did Lehman explicitly perform under the September Agreements, but
the Examiner is aware of no instance in which Lehman sought to repudiate the
September Agreements due to concerns over Tonucci’s authority to sign them. Upon
learning on September 10 that Tonucci had signed the September Agreements, Lowitt
took no action to repudiate them.*#' Failure to repudiate is considered evidence from

which ratification may be inferred,*? and will often support a presumption of

44499 Marnell v. Carbo, 499 F. Supp. 2d 202, 208 (N.D.N.Y. 2007) (citation and internal quotation mark
omitted).

4450 The September notice stated, “[i]f JPMorgan does not receive such monies by opening of business
tomorrow . . . we intend to exercise our right to decline to extend credit to you under the [Clearance
Agreement].” E-mail from Jane Buyers-Russo, JPMorgan, to Paolo R. Tonucci, Lehman (Sept. 11, 2008)
[JPM-2004 0005411] (September 11, 2008 Notice attachment).

4451 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 19.

4522 A N.Y. Jur. 2d Agency § 197 (1979); see also Suncoast Capital Corp. v. Global Intellicom, Inc., 719 N.Y.S.2d
652, 652 (App. Div. 2001) (where principal’s attorney did not renounce stipulation when copy was faxed
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ratification.#® In determining whether a principal’s silence demonstrates a failure to
repudiate, courts look to the relationship between the agent and the principal. The
principal’s silence is generally more significant where, as here, an agency relationship
exists and the agent in the particular case has exceeded the delegated powers.*>

The principal performing an allegedly ratifying act generally must have
knowledge of the material facts of the unauthorized contract.#> While Fuld and Lowitt
arguably may not have had full knowledge of the material facts of the September
Agreements at the time of the September 12 pledge,** they cannot avoid the effect of
ratification if they were in a position to learn those facts at that time.*” A principal
“having once ratified its agents’ acts, cannot afterwards avoid the effect of such
ratification by showing that it was not acquainted with all of the facts of the transactions
ratified, when it was always in a position and was in possession of means of learning

them.”#®  Lowitt knew that the September Agreements had been signed as of

to him immediately upon execution, and only renounced it six months later in response to a motion to
enforce, such silence constituted ratification of agent’s authority).

458 Agency, § 197 (citing Goldstein v. Tank, 134 N.Y.S. 262, 264 (App. Div. 1912)).

4454 Id. § 199 (1979) (citing Merritt v. Bissell, 50 N.E. 280 (N.Y. 1898)).

4455 See Perales, 566 N.E.2d at 138 (1990); Cooperative Agricole Groupement de Producteurs Bovins de L'Ouest v.
Banesto Banking Corp., No. 86-8921, 1989 WL 82454, at *16 (5.D.N.Y. July 19, 1989) (“Ratification requires
knowledge by the principal of the material facts of a transaction, coupled with the retention of benefits.”),
aff'd, 904 F.2d 35 (2d Cir. 1990).

4456 Examiner’s Interview of Richard S. Fuld, Jr, May 6, 2009, at p. 3; Examiner’s Interview of Ian T.
Lowitt, Oct. 28, 2009, at pp. 19-20; Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at pp. 13-14.
457 See Orix Credit Alliance v. Phillips-Mahnen, Inc., No. 89-8376, 1993 WL 183766, at *5 (May 26, 1993) (a
principal “may be deemed to have ratified the acts of an agent through silence when there is an
opportunity to speak and, under the circumstances, a desire to repudiate would normally be expressed”).
4458 Harvey v. J. P. Morgan & Co., 2 N.Y.S.2d 520, 531 (N.Y. Mun. Ct. 1937), rev’d on other grounds, 25
N.Y.S.2d 636 (N.Y. App. Term 1938) (per curiam).
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September 10;%* he clearly was in a position to read the agreements himself or confer
with others more familiar with them.

Despite this evidence of ratification, the Estate could argue that Lehman did not
have adequate time in which to knowingly ratify or repudiate the September
Agreements given that Lehman filed for bankruptcy shortly after the agreements were
executed.# Although a principal does have a “reasonable time”#¢ to repudiate,
Lehman did more than simply remain silent or tacitly acquiesce after the September
Agreements were executed; it had knowledge of the agreements and, instead of
repudiating them, affirmatively acted under them. Finally, if Lehman ratified the
agreements by posting collateral in response to the September 11 request, any later
repudiation would be ineffective; once ratified, an act is as binding as if it had been
originally authorized by the principal.“* Accordingly, the Examiner concludes that a
claim to invalidate the September Agreements based on a lack of authority is not

colorable in light of substantial evidence of apparent authority and/or ratification.

4459 Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at p. 19.

4460 Tn addition, JPMorgan terminated the Clearance Agreement as to LBI on September 22, 2008. Letter
from Edward J. Corral, JPMorgan, to Paolo R. Tonucci, Lehman, re: termination of Clearance Agreement
(Sept. 22, 2008), at p. 1 [LBEX-DOCID 088860].

4461 See, e.g., Merex A.G. v. Fairchild Weston Sys., Inc., 810 F. Supp. 1356, 1370-71 (S.D.N.Y. 1993).

462 See Hamm, 483 F.3d at 140.
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(d) There Is Insufficient Evidence to Support a Colorable
Claim That JPMorgan Fraudulently Induced the
September Agreements

The Examiner concludes that there is insufficient evidence to support a colorable
claim that JPMorgan fraudulently induced the September Agreements when Inaba told
Yeung in the midst of their negotiation that an agreement in principle had already been
reached by senior management at Lehman and JPMorgan. ¢

Under New York law, a fraud claim has five elements: “(1) a material
misrepresentation or omission of fact (2) made by defendant with knowledge of its
falsity (3) and intent to defraud; (4) reasonable reliance on the part of the plaintiff; and
(5) resulting damage to the plaintiff.”+

As recounted above, if Inaba’s statement was true, that would of course defeat a
claim of fraud. Regardless of the outcome of that disputed issue of fact, however, it
does not appear that Yeung in fact relied on Inaba’s statement or reasonably could have.
When Inaba told Yeung about the alleged agreement, Yeung said he would confirm
Inaba’s understanding with Lehman’s “business guys.”#® Yeung e-mailed Lowitt,

Tonucci and others, identifying issues of concern in the draft agreements and seeking to

4463 Yeung recalled that Inaba relayed that the terms of the September Agreements had been agreed upon
by Steven Black and Richard Fuld. Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4. Inaba
recalled that she advised Yeung that the September Agreements were agreed to in principle by very
senior management, but did not recall whether she mentioned Black and Fuld specifically. Examiner’s
Interview of Gail Inaba, Apr. 28, 2009, at p. 7.

464 Fierro v. Gallucci, No. 06-5189, 2008 WL 2039545, at *7 (E.D.N.Y. May 12, 2008) (citations and internal
quotation marks omitted).

4465 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4.
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confirm their understanding.#® It is therefore clear that Yeung did not solely rely on
JPMorgan’s representation as to the alleged executive-level understanding. Fleming
responded by instructing Yeung to proceed as if Lehman would ultimately agree to all
of JPMorgan’s proposed terms.*” This evidence establishes that despite Inaba’s
representation, Yeung sought business-side approval of key terms and was instructed
by Fleming to proceed.

Moreover, even if Yeung had relied on Inaba’s statement, that reliance would not
have been reasonable.## The Examiner does not believe it would be reasonable for
counsel negotiating a major agreement to accept the representation of the counterparty
that critical terms had already been agreed to by the client, without at least confirming
that representation with the client. This is not a case in which the critical facts —
whether a lawyer’s own client had consented to the terms of an agreement — were in the
sole possession of the counterparty or otherwise inaccessible to the party claiming
fraudulent inducement. There is insufficient evidence to support a colorable claim for

fraudulent inducement because it would not have been reasonable for Lehman to have

4466 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4; Examiner’s Interview of Andrew
Yeung, May 14, 2009, at p. 9.

4467 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4. Yeung stated that Fleming confirmed
to Yeung that the September Agreements had already been agreed to, but that Yeung responded that he
would review the agreements and comment on them nonetheless. Examiner’s Interview of Andrew
Yeung, May 14, 2009, at p. 9.

468 See Grumman Allied Indus., Inc. v. Rohr Indus., Inc., 748 F.2d 729, 737 (2d Cir. 1984) (“Where
sophisticated businessmen engaged in major transactions enjoy access to critical information, but fail to
take advantage of that access, New York courts are particularly disinclined to entertain claims of
justifiable reliance.”).
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relied without verification on a general statement by JPMorgan that Lehman had
previously consented to the proposed terms, and because Lehman did not in fact rely
on such a representation.

% % %

Next, the Examiner analyzes claims arising under the September Agreements —
assuming that they are, in fact, enforceable — based on JPMorgan’s collateral demands
and failure to return collateral to Lehman in its final week.

(e) There Is Insufficient Evidence to Support a Colorable

Claim for Breach of Contract of the September Agreements
Based on JPMorgan’s Refusal to Return Collateral

After considering all available evidence, the Examiner concludes that there is
insufficient evidence to support a colorable claim against JPMorgan for breach of
contract for failure to return collateral to Lehman.

(i) Legal Background: Contractual Obligations Under
September Agreements

From the period of February 26 to September 11, 2008, JPMorgan made a number
of collateral requests to Lehman pursuant to the 2000 Clearance Agreement and
amendments thereto, the August and September Guaranties, and the August and

September Security Agreements. By the close of business on Friday, September 12,
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2008, Lehman had posted collateral totaling nearly $17 billion as a result of these
requests.#¢

The three dominant collateral components were (i) JPMorgan’s clearing-related
margin requirements aggregating to roughly $8 billion during 2008, (ii) JPMorgan’s
request of $5 billion on September 9, 2008, primarily relating to the exposure of its
Investment Bank to Lehman entities and (iii) JPMorgan’s request for $5 billion cash on
September 11, 2008. Derivative termination risk (that is, the risk that the non-defaulting
party will not be properly compensated by posted collateral) was the dominant factor of
the September 9 collateral request.*#”° Primary elements of the September 11 request
were a perceived deficit in Lehman’s fulfillment of the earlier September 9 request and
JPMorgan’s determination that collateral in the form of securities it had already
received was valued inappropriately or otherwise constituted inappropriate
collateral .7

The Examiner has considered whether there is a colorable claim that JPMorgan
breached any of the September agreements by refusing to return to Lehman collateral
that JPMorgan was not entitled to retain. The Examiner is not aware of any requests by

Lehman for return of allegedly “excess” collateral prior to the execution of the

4469 E-mail from Edward J. Corral, JPMorgan, to Michael A. Mego, JPMorgan (Sept. 12, 2008) [JPM-2004
0050402]. As discussed in Section III.A.5.b.1 above, the value of the collateral is disputed. -
470 See supra at Section IILLA.5.b.1.g.

471 See supra at Section IILLA.5.b.1.g.
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September Agreements.*”> Thus, while the Examiner provides a description of the
evolving contractual landscape between Lehman and JPMorgan during the period from
February 2008 until September 15, 2008, the most relevant set of contractual obligations
for JPMorgan are those established by the September Agreements.

(1) February 2008 to August 26, 2008. Between February 2008 and the execution
of the August Agreements, JPMorgan and Lehman were bound by the terms of the 2000
Clearance Agreement. Under that agreement, JPMorgan agreed to act as Lehman’s
“non-exclusive clearance agent for securities transactions.”+73

To accomplish this purpose, Section 3 of the Clearance Agreement authorized
JPMorgan:

(a) to receive and transfer securities for any purpose whatsoever,
including, without limitation, as a pledge of collateral; (b) to make
payments and collections of monies; (c) to permit [Lehman] to make
transfers between the Clearing Account(s), Custody Account(s) and the
Segregated Account(s) or other accounts, it being understood that we shall
only permit transfers from the Clearing Account(s) to the Custody
Account(s) or Segregated Account(s) to the extent that after such transfer
we remain fully collateralized; have been fully paid with respect to any
securities being transferred into the Segregated Account(s) or other
accounts; and (d) to transfer securities which we hold for [Lehman] as
such securities may be needed to secure loans with such entities as
[Lehman] may specity; (e) to receive from such entities as [Lehman] may
specify securities held as collateral for loans against the payment of funds

4472 When asked by the Examiner, Alvarez & Marsal and counsel for JPMorgan were not able to identify
any evidence of requests by Lehman for return of allegedly “excess” collateral prior to the execution of
the September Agreements. The Examiner is aware of certain collateral movements, however, such as the
removal of Freedom from LCD on August 15 and the transfer of Kingfisher from LCE to LCD on
September 2.

4473 Clearance Agreement (June 7, 2000), at p. 1 [JPM-2004 0031786].
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required to obtain the release of [Lehman’s] collateral; (f) to perform any
other act incidental or necessary to the performance of the above.#”*

This contractual provision enabled JPMorgan to clear triparty repurchase
transactions for Lehman. In doing so, JPMorgan reserved the following right: “All
credits to the Account in connection with triparty repo transactions and physical
securities, regardless of how characterized, are conditioned upon the actual receipt of
final payment and may be reversed to the extent payment is not received.”+” Further,
under the same Section 4(d), JPMorgan could credit the Clearing Account with proceeds
from sales from triparty repurchase prior to actual receipt of final payment (e.g.,
“immediately available” or “same day” funds). JPMorgan had the discretion but not
the obligation to allow Lehman to use any such funds prior to final payment.+7

Importantly, under Section 5, while JPMorgan could — solely at its discretion —
advance or loan Lehman funds, the 2000 Clearance Agreement emphasized JPMorgan’s
right to decline credit: “Notwithstanding the fact that we may from time to time make
advances or loans pursuant to this paragraph or otherwise extend credit to you,
whether or not as a regular pattern, we may at any time decline to extend such credit at
our discretion, with notice and if we are precluded from extending such credit as a

result of any law, regulation or applicable ruling.”+7

74 Id. at pp. 1-2 (§ 3).
475 I4 at p. 3 (§ 4(d)).
4476 Seeii_

W7 Id. atp.4(§5).
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1"

The 2000 Clearance Agreement provided several liens to JPMorgan “in

consideration of any advances or loans [JPMorgan] may extend to [Lehman] pursuant

to this Agreement.”*” Specifically, Section 11 of the Clearance Agreement provided:

a continuing security interest, lien upon and right of a setoff as to all
collateral,;

if any advances or loans are outstanding at the end of a business day, a right
to, with notice to Lehman, carry any collateral in JPMorgan’s general account
and to sell, transfer, assign, pledge, re-pledge, hypothecate and re-
hypothecate any collateral;

if any advances or loans are not re-paid, the right to sell collateral;

the ability to maintain that all collateral is in its “possession” and under its
“control” unless and until JPMorgan receives full and final payment for
advances or loans;

no denial of JPMorgan’s status as a bona fide purchaser of all or part of any
collateral;

status as securities intermediary with respect to any securities accounts
maintained with JPMorgan, which entitles JPMorgan to a priority lien over
all property maintained in such accounts pursuant to Section 8-106(e).*#”

Thus, in operation, the 2000 Clearance Agreement provided a framework for

clearance services, including triparty repos, which enabled JPMorgan to provide “same

day” and “immediately available” loans or advances to Lehman, and in return

conferred liens on Lehman accounts with respect to such advances or loans.

This Agreement, as amended by the parties, was the operative contractual

framework prior to the execution of the August Agreements.

W8 Id. at pp. 12 (§ 11).
479 See id. at pp. 12-14 (§ 11).
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(2) August Agreements. The operative contractual framework was modified by
the three August Agreements.

The August Amendment to the Clearance Agreement expanded the reach of the
2000 Clearance Agreement by (1) adding several Lehman entities (LBHI, LBIE, LB OTD
Derivatives and LBJI); and (2) including a provision clarifying that liability was several
and not joint for all Lehman entities under the Clearance Agreement.*

The parties also executed Guaranty and Security Agreements. The Security
Agreement included an “Overnight Account” provision to the effect that “[e]xcept as
otherwise provided herein, at the end of a business day, if the undersigned has
determined that no” advances or loans “remain outstanding, the [undersigned Lehman
entities] may transfer to an account (the “Overnight Account”) any and all Security held
in or credited to or otherwise carried in their Accounts.”#$!

(3) September Agreements. Shortly after execution of the August Agreements,
JPMorgan and Lehman once again executed a set of agreements that changed their
contractual obligations.

As discussed above, the September 9 Amendment to the Clearance Agreement

broadened the scope of the obligation in Section 11 of the Clearance Agreement, by

4480 Amendment to Clearance Agreement (Aug. 26, 2008), at p. 1 [JPM-2004 0005856]. LCPI had been
added as a Customer in May. Amendment to Clearance Agreement (May 30, 2008), at p. 1 [JPM-2004
0085662].

481 Security Agreement (Aug. 26, 2008), at p. 3 [JPM-2004 0005867]. The Security Agreement was silent as
to what type of account Lehman had the right of transfer.
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replacing language that limited Section 11 to clearing-related advances and loans with

the following:
In consideration of any credit, advances, loans or other financial
accommodations [JPMorgan] may extend to [Lehman] and in order to
induce [JPMorgan] from time to time, in our discretion, to extend or
continue to extend credit, clearing advances, clearing loans or other
financial accommodations to any of the Customers and/or to transact
business, trade or enter into derivative transactions with any of the
Customers and as security for the payment of all of your existing or future
indebtedness, obligations, and liabilities of any kind to [JPMorgan]
including, without limitation, arising in connection with trades, derivative

transactions, settlement of securities hereunder or any other business
(hereinafter the “Obligations”) you hereby:#52

The September Amendment to the Clearance Agreement thus greatly expanded
the scope of “Obligations” from being limited to loans and advances specifically in
connection with clearing services to encompassing any indebtedness or obligation of any
kind with JPMorgan. This language significantly expanded the scope of JPMorgan’s
security liens.

In addition, the parties executed a Guaranty and a Security Agreement that
likewise expanded the scope of JPMorgan’s lien. For purposes of evaluating whether a
colorable breach of contract claim exists, a few provisions are salient.

First, the Security Agreement states: “As security for the payment of all the

Liabilities, the undersigned hereby grant(s) to the Bank a security interest in, and a

4482 Amendment to Clearance Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005861] (emphasis added).
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general lien upon and/or right of set-off of, the Security.”#$* The Security Agreement
incorporates the Guaranty’s broad definition of “Liabilities,” which includes “all
obligations and liabilities of the Borrowers to the Bank of whatever nature” with the
proviso that: “The Guarantor’s maximum liability under this Guaranty shall be THREE
BILLION DOLLARS ($3,000,000,000) or such greater amount that the Bank has
requested from time to time as further security in support of this Guaranty.”+$ This
last provision of the Guaranty is also consistent with a clause in the Security Agreement
that states: “The undersigned acknowledges and agrees that the Bank may from time to
time request further security or payments on account of any of the Liabilities.” 45

The practical effect of this language was that JPMorgan could, under the
September Agreements, make collateral requests to cover the broad definition of
Liabilities.

The September Agreements also altered Lehman’s ability to secure the return of
collateral — and JPMorgan’s contractual obligation to do so. The Security Agreement
included a “three-day notice provision” for the return of a Security to Lehman:

Notwithstanding anything provided for herein, the undersigned may

upon three days written notice to the Bank transfer any Security, provided

that the undersigned shall not transfer any Security if the Bank has

exercised or been stayed or otherwise prohibited from exercising any of its
rights under this Security Agreement or the Guaranty or in the event any

4483 Security Agreement (Sept. 9, 2008), at pp. 1-2 [JPM-2004 0005873].

4484 Guaranty (Sept. 9, 2008), at pp. 1-2 [JPM-2004 00005813]. The Guaranty defines “Borrowers” as “the
direct or indirect subsidiaries” of LBHI. Id. at p. 1.

4485 Security Agreement (Sept. 9, 2008), at p. 5 [JPM-2004 0005873].
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DEFAULT has occurred and is continuing, in either case, prior to the end
of the three day notice period and upon any such transfer in the security
interest hereunder shall be released .4

This meant that Lehman had to provide written notice three days in advance before it
could attempt to require JPMorgan to transfer any security under the September
Agreements.

(ii) There Was No Written Notice for Collateral Return

To invoke the right to access collateral under the September 2008 Security
Agreement, Lehman would have needed, at a minimum, to provide JPMorgan with
written notice for return of collateral.#¥ Lehman never provided any such written
notice.

The Examiner is aware of a claim by Fuld that on a September 11 conference call
between Fuld and Lowitt of Lehman and Black and Dimon of JPMorgan, there was
some type of oral promise for the return of collateral. According to Fuld, Dimon

promised that if Lehman would post $5 billion in additional collateral the next day,

4486 Id. at p. 3 (emphasis added).

487 The Examiner has considered whether providing notice might be regarded as futile. If a party
understands that honoring a contractual notice requirement may be futile, there are at least some
circumstances under which a party is relieved of that requirement. 24/7 Records, Inc. v. Sony Music Entm’t
Int’l, 566 F. Supp. 2d 305, 313 (5.D.N.Y. 2008). That line of cases, however, requires that it be clear that the
other party — in this case, JPMorgan — will not live up to its contractual obligations. The Examiner has not
found any credible evidence to suggest that JPMorgan made clear that it would not have returned at least
some collateral under any circumstances on three days’ written notice. Indeed, there is evidence that
JPMorgan returned some of Lehman’s collateral. See, e.g., e-mail from Edward ]J. Corral, JPMorgan, to
Michael A. Mego, JPMorgan (September 12, 2008) [JPM-EXAMINER00005961] (“Let the CLO go.”);
Examiner’s Interview of Edward J. Corral, Sept. 30, 2009, at p. 11.
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JPMorgan would return that collateral at the end of that business day.*# Dimon denied
knowledge of any such promise.*® The existence of such a promise is a disputed issue
of fact, but an oral promise could not have modified the written notice requirement of
the September 2008 Security Agreement. By their terms, the September Guaranty and
Security Agreement provide that all modifications to their terms be in writing.*%
Further, New York General Obligations Law § 15-301(1) reinforces these provisions,
providing:

A written agreement . . . which contains a provision to the effect that it

cannot be changed orally, cannot be changed by an executory agreement

unless such executory agreement is in writing and signed by the party
against whom enforcement of the change is sought or by his agent.

Although there are some doctrinal exceptions to the statute — waiver, equitable estoppel
and partial performance — none appears applicable here given that Lehman’s actions
(i.e., pledging collateral) were consistent with the original agreements.*' Thus, a
written modification would have been needed to satisfy the written notice requirement

from the September Agreements.

4488 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at p. 14.

4489 Examiner’s Interview of Jamie L. Dimon, Sept. 29, 2009, at pp. 9-10.

4% Guaranty (Sept. 9, 2008), at p. 5 [JPM-2004 0005813] (Section 13 states: “No amendment or waiver of
any provision of this Guaranty . . . shall be effective unless it is in writing and signed by the Bank, and
then the waiver or consent shall be effective only in the specific instance and for the specific purpose for
which given.”); Security Agreement (Sept. 9, 2008), at p. 6 [JPM-2004 0005873] (“No provision hereof shall
be modified or limited except by a written instrument expressly referred hereto and to the provision so
modified or limited.”).

491 See 22 A N.Y. Jur. 2d Contracts § 486 (2009).
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As noted above, the Examiner has not identified any such written request from
Lehman to JPMorgan for the return of collateral. The Examiner specifically requested
from JPMorgan, Alvarez & Marsal and the Creditors’” Committee any evidence of any
written requests, but none of those entities was aware of any written requests.*®
Accordingly, and assuming the validity of the September Agreements, the Examiner
concludes there is insufficient evidence to support a colorable claim that JPMorgan
breached agreements with Lehman by refusing to return collateral to Lehman following
the execution of the September Agreements.*

(f) There Is Evidence to Support a Colorable, But Not Strong,
Claim That JPMorgan Breached the Implied Covenant of

Good Faith and Fair Dealing by Demanding Excessive
Collateral in September 2008

The Examiner concludes that there is evidence to support a colorable claim that
JPMorgan breached the implied covenant of good faith and fair dealing by making

excessive collateral requests of Lehman during September 2008. The claim is not strong,

492 There is some circumstantial evidence suggesting that at various times between September 11 and
September 15, Lehman executives informally inquired about the return of collateral. E.g., Examiner’s
Interview of Steven Berkenfeld, Oct. 5 & 7, 2009, at p. 21 (Berkenfeld stated that on a telephone call on the
afternoon of September 14 he asked Dimon to return collateral); e-mail from Michael Gelband, Lehman,
to Herbert H. (Bart) McDade III, Lehman (Sept. 12, 2008) [LBEX-AM 001337] (discussing the need to
pressure JPMorgan for return of collateral). These requests are discussed in detail in Section III.A.5.b.1.m
of this Report. The Examiner, however, has found no evidence that any of these informal requests were

sent in written form as required by the September Agreements.

4% Notably, Lowitt told the Examiner that even if JPMorgan had agreed to return some collateral to
Lehman, the larger issue for Lehman was that Lehman had lost enormous amounts of secured funding
and the confidence of the market. Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at pp. 22-23.
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however, because of evidence that the requests were reasonable and that Lehman
waived any such claim by complying with the requests.

(i) Legal Standards Governing Implied Covenant of Good
Faith and Fair Dealing

Under New York common law, implicit in every contract is the covenant of good
faith and fair dealing.*** To succeed on a claim for breach of the covenant of good faith
and fair dealing, a plaintiff must prove “1) fraud, 2) malice, 3) bad faith, 4) other
intentional wrongdoing, or 5) reckless indifference to the rights of others such as gross
negligence.”#>> Where a contract contemplates the exercise of discretion, the duty of
good faith and fair dealing “includes a promise not to act arbitrarily or irrationally.”+
However, a “party to a contract is allowed to act in its own self-interest consistent with
its rights under the contract.”*

The plaintiff must show that the defendant’s conduct infringed on the plaintiff’s
“actual rights or benefits embodied in the underlying contract,”#%* and “[n]o obligation
can be implied . . . which would be inconsistent with other terms of the contractual

relationship.”#* In addition, New York law “does not recognize a separate cause of

4494 Cont’l Cas. Co. v. State of N.Y. Mortgage Agency, No. 94 Civ. 8408, 1998 WL 513054, at *13 (S.D.N.Y. Aug.
18, 1998).

49 Cont’l Cas., 1998 WL 513054, at *13 (internal citation and quotation mark omitted).

449 Citibank v. United Subcontractors, Inc., 581 F. Supp. 2d 640, 645 (S.D.N.Y. 2008) (quoting Dalton v. Educ.
Testing Serv., 663 N.E.2d 289, 291 (N.Y. 1995)).

4497 Id. at 646.

4498 Sch. Dist. of Erie v. J.P. Morgan Chase Bank, Nos. 08 CV 07688, 08 CV 07982, 2009 WL 234128, at *5
(S.D.N.Y. Jan. 30, 2009).

4499 Murphy v. Am. Home Prods. Corp., 448 N.E.2d 86, 91 (N.Y. 1983).
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action for breach of the implied covenant of good faith and fair dealing when a breach
of contract claim, based on the same facts, is also pled.”#® A claim for breach of the
implied covenant “will be dismissed as redundant where the conduct allegedly
violating the implied covenant is also the predicate for breach of covenant of an express
provision of the underlying contract.”*

New York courts have allowed claims for breach of the duty of good faith and
fair dealing to proceed where a plaintiff alleges that a bank has valued its secured
position in bad faith. For example, in CDO Plus Master Fund Ltd. v. Wachovia Bank,
N.A.,#%%2 the court denied Wachovia’s motion for judgment on the pleadings as to
plaintiff’s claim that Wachovia breached the implied covenant of good faith and fair
dealing where the plaintiff alleged that Wachovia had acted “arbitrarily and
irrationally” in its capacity as “Valuation Agent” under ISDA agreements between the

parties.®®  When the plaintiff challenged a collateral demand made by Wachovia,

4500 CDO Plus Master Fund Ltd. v. Wachovia Bank, N.A., No. 07 Civ. 11078, 2009 U.S. Dist. LEXIS 59540, at
*19 (S.D.N.Y. July 13, 2009) (quoting Harris v. Provident Life & Accidental Ins. Co., 310 F.3d 73, 81 (2d Cir.
2002)).

401 [CD Holdings S.A. v. Frankel, 976 F. Supp. 234, 243-44 (S.D.N.Y. 1997) (quoting Houbigant, Inc. v. ACB
Mercantile, Inc. (In re Houbigant, Inc.), 914 F. Supp. 964, 989 (S.D.N.Y. 1995), modified by 914 F. Supp. 997
(5.D.N.Y. 1996)).

4502 No. 07 Civ. 11078, 2009 U.S. Dist. LEXIS 59540 (S.D.N.Y. July 13, 2009).

4503 Id. at *21-22; see also Mallon Res. Corp. v. Midland Bank, PLC, No. 96 Civ. 7458, 1997 U.S. Dist. LEXIS
10346, at *8 (S.D.N.Y. July 17, 1997) (denying motion to dismiss claim of breach of covenant of good faith
and fair dealing where contract allowed defendant in its discretion to determine a “Borrowing Base”
premised upon values assigned to plaintiff's assets, where plaintiff alleged that its business was
successful and its reserves had substantially increased). Notably, however, the court held that the
plaintiff failed to state a breach of contract claim based on Wachovia’s collateral demands where the
contract at issue “unambiguously provide[d] Wachovia with the right to make [collateral] demands” and
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Wachovia, in its capacity as Valuation Agent, was required to recalculate its
exposure.©* Wachovia confirmed the legitimacy of the collateral request and ultimately
demanded that plaintiff post collateral in excess of the notional amount of the contract —
a result that the plaintiff alleged was “absurd.”#% The court held these allegations
sufficient to state a claim for breach.*%

In addition, under N.Y. U.C.C. Law Section 1-203, JPMorgan had an obligation of
good faith in its performance or enforcement of its various security agreements with
Lehman.#” N.Y. U.C.C. Law Section 9-102, which applies to secured transactions,
defines “[glood faith” as “honesty in fact and the observance of reasonable commercial
standards of fair dealing.”+% The second clause of this definition — “the observance of

reasonable commercial standards of fair dealing” — establishes an objective standard for

the plaintiff “complied with Wachovia’s [collateral] demands on fourteen occasions without exercising its
right . . . to challenge the . . . demands.” CDO Plus Master, 2009 U.S. Dist. LEXIS 59540, at *15-17.

4504 CDO Plus Master, 2009 U.S. Dist. LEXIS 59540, at *5-6.

4505 Jd. at *7, *21.

4506 Jd. at *22. The determination of good faith is generally a question of fact. See Pernet v. Peabody Eng’g
Corp., 248 N.Y.S5.2d 132, 135 (App. Div. 1964).

4507 N.Y. U.C.C. Section 1-208 also imposes an obligation to act in good faith in the request of additional
collateral. The annotations to Section 1-208 refer to it “as an application of [Section] 1-203 which imposes
a general obligation of good faith upon the parties in performing or enforcing obligations.” N.Y. U.C.C.
Law § 1-208 N.Y. annotations (McKinney’s 2001).

#508 N.Y. U.C.C. Law § 9-102(a)(43). This definition of “good faith” applies both under Section 1-203 and
Section 1-208. The official comment to Revised Article 9 notes that Section 9-102’s definition of “good
faith” — which includes the objective consideration of “the observance of reasonable commercial
standards of fair dealing” — applies “for purposes of the obligation of good faith imposed by Section 1-
203.” 1d. §9-102(a)(43) official cmt. 19. Section 1-208 cross-references Section 1-201, id. § 1-208 official
cmt.,, which provides an alternate definition of “[glood faith” as “honesty in fact in the conduct or
transaction concerned,” id. § 1-201(19). This alternate definition of “good faith” provided in Section 1-201,
however, is “[s]ubject to additional definitions contained in the subsequent Articles of this Act which are
applicable to specific Articles or Parts thereof,” including the definition of “good faith” provided in
Section 9-102. See id. § 1-201. Thus, the definition of “good faith” provided in Section 9-102 would also
control the obligations imposed by Section 1-208.
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good faith, in addition to the requirement of “honesty in fact.”+* Under the objective

component of the standard, JPMorgan was required to observe reasonable commercial

standards of fair dealing in the determination of its collateral demands from Lehman.
(ii) There Is Sufficient Evidence To Support a Colorable,

But Not a Strong, Claim That JPMorgan Violated the
Implied Covenant by Demanding Excessive Collateral

The September Guaranty provided that LBHI's “maximum liability under this
Guaranty shall be THREE BILLION DOLLARS ($3,000,000,000) or such greater amount
that the Bank has requested from time to time as further security in support of this
Guaranty.”# The September Security Agreement, in turn, provided “that the Bank
may from time to time request further security or payments on account of any of the
Liabilities [including Liabilities as defined in the Guaranty].”+'" As discussed in detail

above,*" the definition of “Liabilities” in the Guaranty had been greatly expanded to

4509 See Christie’s Inc. v. Davis, 247 F. Supp. 2d 414, 421 (S.D.N.Y. 2002) (applying Section 9-102 definition of
“good faith” to reasonableness of presale valuations and noting that “the fact that of the 52 items of
collateral that have been auctioned, only 9 sold for more than their high presale estimate, and most were
well within the two estimates”); see also Wawel Savings Bank v. Jersey Tractor Trailer Training, Inc. (In re
Jersey Tractor Trailer Training, Inc.), 580 F.3d 147, 156 (3d Cir. 2009) (finding that identical definition of
“good faith” under New Jersey U.C.C. provision governing secured transactions “has both a subjective
prong — ‘honesty in fact’ — and an objective prong — observance of ‘reasonable commercial standards of
fair dealing’”); Bank of Am., N.A. v. Prestige Imports, 917 N.E.2d 207, 218 n.25 (Mass. App. Ct. 2009) (noting
that Massachusetts’ revision of U.C.C. definition of “good faith” to “honesty in fact and the observance of
reasonable commercial standards of fair dealing” adds “an objective component to the previously
subjective definition”); Sunoco, Inc. (R & M) v. Honeywell Int’l Inc., No. 05CIV7984, 2006 WL 709202, at *6
(S.D.N.Y. Mar. 21, 2006) (observing that an almost-identical definition of “good faith” under the
Pennsylvania Commercial Code “has a subjective and objective component”).

4510 Guaranty (Sept. 9, 2008), at p. 2 [JPM-2004 0005813] (emphasis added).

4511 Security Agreement (Sept. 9, 2008), at p. 5 [JPM-2004 0084861].

4512 See supra at Section IIILA.5.b.2.e.i.
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cover any type of Lehman obligation to JPMorgan and its affiliates.#> Thus, the
September Agreements established that JPMorgan had the discretion to make
additional collateral requests to cover any of its liabilities with Lehman, but the
September Agreements did not expressly define how JPMorgan was to calculate its
exposure. Under these circumstances, JPMorgan’s discretion was limited by its
common law duty to avoid acting in an arbitrary or irrational manner, and by its duty
under the New York U.C.C. to exhibit honesty in fact while observing reasonable
commercial standards of fair dealing.+

It is standard in the industry to request and hold collateral with market value in
excess of a loan amount.®’5 The Examiner is aware of no clear-cut definition, however,
as to how much collateral cushion is “too much” — for example, at what point a bank’s
legitimate demands for self-protection in the face of uncertainties in exposure and
valuation of existing collateral become arbitrary or irrational. A trier of fact would
almost certainly require expert testimony as to objective standards of reasonable

conduct in estimating exposure and assessing and valuing collateral.*'

413 Guaranty (Sept. 9, 2008), at p. 1 [JPM-2004 0005813].
4514 See supra at Section III.A.5.b.2.f.i (discussing legal background).

4515 See Current Issues: PDCEF, at p. 2 (noting that clearing banks require collateral with a higher market
value than the amount a lender can borrow).

416 In addition, the parties would likely seek to introduce studies or literature relevant to ascertaining
typical industry practices as to capitalization, margin and collateral practices of clearing banks. See, e.g.,
NewBank Working Group Report.
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Based on testimony and evidence as to reasonable commercial practices in the
industry, the trier of fact would then need to evaluate the reasonableness of JPMorgan’s
requests and whether JPMorgan had acted irrationally or arbitrarily — in addition to
evaluating whether JPMorgan subjectively exhibited “honesty in fact.”

There are sufficient competing facts for a trier of fact to resolve as to whether
JPMorgan acted reasonably,®” and thus the Examiner concludes a colorable claim
exists. Some of JPMorgan’s own documents suggest that JPMorgan recognized it was
overcollateralized during the days leading up to Lehman’s bankruptcy. For example,
JPMorgan’s Ricardo Chiavenato prepared a series of analyses concerning JPMorgan’s
triparty-repo exposure that suggested that JPMorgan was sufficiently collateralized at
least as of September 10, 2008.4% Starting on September 11, 2008, Craig Delany did the
same.#! One version of Delany’s analysis suggests that JPMorgan was
overcollateralized by as much as $6.1 billion on September 12.42 These documents
could be interpreted to suggest that JPMorgan understood it was more than adequately

collateralized as to clearing risks.*?

417 The Examiner hereinafter uses the term “reasonably” as shorthand to encompass both the U.C.C.
standard and the common law standard of good faith and fair dealing.

4518 See supra at Section IILLA.5.b.1.k.

4519 See supra at Section IILA.5.b.1.1.

4520 See JPMorgan, Spreadsheet, at p. 8 [JPM-2004 0029769].

4521 Tn addition, an internal JPMorgan e-mail could be interpreted to suggest that JPMorgan believed it
was overcollateralized as of September 15. See e-mail from Heidi Miller, JPMorgan, to Jamie Dimon,
JPMorgan, et al. (Sept. 15, 2008) [JPM-2004 0006510] (“All we need to talk this morning about the calls Leh
has been making about having us return a portion of our excess collateral to their holding co. We have
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There is also substantial evidence to support a contention that JPMorgan’s
collateral requests were reasonable. First, both Chiavenato’s and Delany’s analyses
accounted only for JPMorgan’s triparty-repo exposure to Lehman. The September
Agreements, however, expanded LBHI’s obligations under the Guaranty and Security
Agreement to all manner of liabilities between Lehman and JPMorgan. Thus the
written analyses do not reflect JPMorgan’s full range of exposures under the September
Agreements.#2 As discussed above, JPMorgan stated that it based the September 9
collateral request on its Investment Bank exposure — a request that Black characterized
as “art, not science.”*#» Second, it was reasonable for JPMorgan to have taken into
account Lehman’s rapidly deteriorating financial condition and the risk of a Lehman
failure. There is evidence, for example, suggesting that JPMorgan continued to accept
novations from Lehman counterparties, and that novation requests were increasing

over time.®#? Ultimately, because the JPMorgan September 9 request was based on

£’ 77

art” and not science, a trier of fact will have to evaluate expert testimony and

taken the position that their is no excess but they have not yet accepted that. We should make sure our
statements are consistent since I am sure you will soon get called as well”).

4522 Several JPMorgan witnesses stated that JPMorgan could have justified a request for more collateral
than JPMorgan ultimately demanded. See supra at Section III.A.5.b.1.g.

4523 See id. Note, however, that Dellosso, in an internal e-mail, referred to the new collateral as covering
intraday exposure. See e-mail from Donna Dellosso, JPMorgan, to Steven D. Black, JPMorgan, et al. (Sept.
10, 2008) [JPM-2004 0006377] (“[Lehman] will maintain collateral of $4bln to cover intra-day exposure.”).
JPMorgan’s largest Investment Bank exposure to Lehman was in the form of derivative transactions.
While Lehman and JPMorgan employed standard ISDA and credit support agreements to mitigate
counterparty risk, each party still faced the risk that, in the event of a default, it would not be able to
replace the defaulted trades at the previously understood market value. At the time of the September 9
collateral request, JPMorgan also had exposure due to its provision of a $2 billion credit line to LBIE. See
supra at Section III.A.5.b.1.i.

4524 See supra at Sections IILA.5.b.1.k & IIL.A.5.b.2.b.
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determine whether the amount JPMorgan arrived at was consistent with reasonable
commercial standards.

With respect to JPMorgan’s September 11 collateral request, JPMorgan witnesses
contend that the internal JPMorgan analyses discussed above, which imply
overcollateralization, did not reflect JPMorgan’s concerns with specific elements of the
existing Lehman collateral. Chiavenato stated that his written analysis assumed the full
face value of $3 billion for the “Fenway” commercial paper even though he knew that
there was a problem with its valuation,®? and that his analysis did not account for
dealer-pricing of collateral in the triparty shell.#?* Delany similarly stressed that his
analysis accepted all valuations of triparty-shell collateral in the BDAS system as
accurate.#” In addition, as with the September 9 request, the reasonableness of the
September 11 request must be analyzed in part based on Lehman’s deteriorating

position in the market.

42 As discussed above, Delany concluded that RACERS and Fenway were problematic because of their
structure (commercial paper and short-term notes credit-enhanced by Lehman) and because of the
illiquidity of the underlying assets. Delany concluded that RACERS and Fenway should be considered
greatly devalued, far below their $8 billion assigned face value. See supra at Section III.A.5.b.1.1; see also
infra Section IIILA.5.c.1.c.ii (Citigroup witness characterized CLOs offered by Lehman to Citigroup —
including Freedom, Spruce and Verano — as “bottom of the barrel” and “junk”). Because LBHI was the
ultimate liquidity and credit provider for the Fenway securities, Fenway was effectively equivalent to
Lehman short-term debt that would pay principal at maturity only if Lehman remained creditworthy.
Stated differently, Fenway’s value would drop precipitously upon a Lehman default, and it was not
unreasonable for JPMorgan to have discounted its value as collateral.

4526 See supra at Section IIILA.5.b.1.k.

4527 See supra at Section IILLA.5.b.1.L
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Furthermore, there are disputed issues of fact concerning the impact of post-
petition events, if any, on an analysis of the reasonableness of JPMorgan’s collateral
demands in the first instance.*”® For example, according to JPMorgan, it has unpaid
claims of $7.60 billion, against $7.14 billion of remaining cash and money market funds
— suggesting it was undercollateralized, or at least that its collateral demands were
reasonable.#” In addition, JPMorgan also holds “unliquidated securities collateral”
separately pledged by LBHI, LCPI and LBI for which JPMorgan asserts the value is not
currently determinable.#® The Examiner understands that the Estate contends the
“unvalued collateral” is worth approximately $6 billion (and was worth that amount in
September 2008), which would arguably imply that JPMorgan was more than $5 billion
over-collateralized.**** Ultimately, however, the Examiner concludes that JPMorgan’s
assessment of its exposure on September 9 and September 11, and the factors and data
JPMorgan considered at that time, are the most probative evidence of whether

JPMorgan acted reasonably and honestly in making the September collateral requests.

4528 The trier of fact will have to determine the probative value, if any, of evidence as to the effect of post-
September 11 activity (such as liquidations and valuations) on the question whether the collateral
requests were reasonable at the time they were made.

4529 Duff & Phelps, Ex Post Evaluation and Claims of JPM Collateralization (Jan. 15, 2010), at p. 1. A trier
of fact considering the probative value of these post-petition events would have to consider, among other
things, the underlying validity of JPMorgan’s post-petition claims (for example, whether JPMorgan is
attempting to apply collateral to obligations that fall outside the scope of the September Guaranty), and
the impact of intervening events after September 11 on the value of the collateral Lehman originally
provided.

30 1d. at p. 1.

481 1d. at p. 2. In addition, JPMorgan continued to extend credit to Lehman the week of September 15,
2008, supported in part by collateral received from Lehman prior to September 15. Those events,
including the involvement of the FRBNY, are discussed in Section III.A.6.
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The different potential interpretations of this evidence and the necessity of establishing
industry standards by expert testimony are sufficient to support the existence of a
colorable claim as to the reasonableness of JPMorgan’'s September 2008 collateral
requests.

(iii) A Trier of Fact Will Likely Have to Resolve a Waiver
Defense

JPMorgan will likely raise a defense of waiver to any claim that JPMorgan
breached its contractual obligations or duty of good faith and fair dealing in making the
September 2008 collateral requests. Under New York law, “[i]t is well-established that
where a party to an agreement has actual knowledge of another party’s breach and
continues to perform under and accepts the benefits of the contract, such continuing
performance constitutes a waiver of the breach.”#* JPMorgan will likely contend that
Lehman not only acceded to the September requests by posting collateral, but that
Lehman also enjoyed the benefits of its actions by continuing to receive discretionary
credit from JPMorgan.

A recent New York decision, VCG Special Opportunities Master Fund Ltd. v.
Citibank, N.A. (“Citibank”),%® applied the waiver doctrine to bar a claim of breach of the

implied covenant of good faith and fair dealing. In that case, VCG entered into a credit

432 VCG Special Opportunities Master Fund Ltd. v. Citibank, N.A., 594 F. Supp. 2d 334, 342 (S.D.N.Y. 2008)
(quoting Nat’l Westminster Bank v. Ross, U.S.A., 130 B.R. 656, 675 (5.D.N.Y. 1991), aff'd sub nom. Yaeger v.
Nat’'l Westminster, 962 F.2d 1 (2d Cir. 1992)), reconsideration denied, No. 08-CV-01563, 2009 WL 311362
(S.D.N.Y. Jan. 29, 2009), aff'd, No. 08-5707-cv, 2009 WL 4576542 (2d Cir. Dec. 8, 2009).

4533 594 F. Supp. 2d 334.

1220



default swap transaction with Citibank. Although the parties disagreed as to whether
their contract allowed Citibank “to demand additional collateral (or ‘variation margin”)
based upon a downward movement in the daily ‘mark-to-market value’ of the
underlying reference obligation,” Citibank demanded collateral from VCG four times
over a span of weeks.#* While VCG delivered the collateral each time, VCG alleged
that it questioned Citibank’s evaluation of its credit risk under the transactions. VCG
claimed that it delivered the sums out of fear that Citibank might use a refusal to
deliver the collateral as a reason to declare a technical default under the agreements.**
The Court found VCG had waived its breach of contract claim, concluding that “[g]iven
VCG's actual posting of the disputed credit support, and its receipt of Citibank’s regular
payments during this time, VCG cannot now claim that Citibank breached the CDS
Contract by wrongly demanding additional collateral.”+% The Court then applied the
same reasoning to conclude that VCG had also waived its claim that Citibank breached
the implied covenant of good faith and fair dealing.**

JPMorgan could argue that Lehman similarly waived any breach of the implied

covenant of good faith and fair dealing by posting collateral in response to JPMorgan’s

4534 Jd. at 338. The Court later stated that it disagreed with VCG'’s contract interpretation and noted that
“[t]he Credit Support Annex allowed Citibank to request additional collateral from VCG.” Id. at 342.

4535 Id. at 338.

4536 Jd. at 342-43. The Court also noted that VCG was barred from challenging Citibank’s request for
additional collateral because the Credit Support Annex to the contracts in question had a Dispute
Resolution provision with which VCG failed to comply. See id. at 343.

437 Id. at 344 (“With regard to VCG’s allegation of a breach of the implied covenant on the basis of
variation margin, . . . this claim is waived in light of VCG’s continued posting of the demanded collateral
and acceptance of the benefits of the CDS Contract.”).
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demands. The September Security Agreement and September Guaranty specifically
allowed JPMorgan to make collateral requests to secure a broad range of obligations.*?3
Furthermore, like VCG’s actions in Citibank, even though Lehman at times questioned
JPMorgan’s valuation of Lehman’s collateral or the size of JPMorgan’s requests,**
Lehman ultimately posted additional collateral in response to the September 9 and
September 11 requests.

There is also evidence available to Lehman to contest a defense of waiver.
Lehman did not provide the full $5 billion requested on September 9 by JPMorgan,
suggesting that Lehman did not entirely cede to JPMorgan’s demands.*** Also, there
are reports that Lehman did resist the collateral requests, especially on September 11,
when they were first communicated by JPMorgan.** For example, there is evidence
that Fleming and Tonucci communicated to Doctoroff on September 10 Lehman’s view
that JPMorgan’s requests for collateral were “somewhat arbitrary” as was JPMorgan’s

valuation of collateral.## The Estate could argue that such resistance was sufficient to

4538 See Security Agreement (Sept. 9, 2008), at p. 5 [JPM-2004 0084865]; Guaranty (Sept. 9, 2008), at p. 2
[JPM-2004 0005813].

4539 See supra at Section IILLA.5.b.1.

4540 See id., supra. Lehman’s objections to the full amount of the demand may not, however, excuse a
waiver as to the amounts it did provide.

4541 See id., supra.
4542 See e-mail from Mark G. Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, ef al. (Sept. 11, 2008)
[JPM-2004 0061651] (reporting the impression of Fleming and Tonucci); see also e-mail from Donna

Dellosso, JPMorgan, to Steven D. Black, JPMorgan, et al. (Sept. 10, 2008) [JPM-2004 0061485] (reporting
that while Tonucci confirmed that Lehman “will maintain collateral of $4bln to cover intra-day
exposure,” Tonucci believed JPMorgan had “excess collateral in [Lehman’s] UK and US boxes that in
addition to the cash and money market funds likely exceeds our $4bln request”).
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constitute a notice to JPMorgan of its breach of the implied covenant of good faith and
fair dealing.®* TFinally, there are reports of requests from Lehman for return of its
collateral, including evidence to support the contention that Lehman believed that the
$5 billion posted in response to the September 11 request would be returned at the end
of the day on September 12.4# This evidence could support the position that Lehman’s
posting of collateral was not a waiver because it was not “an intentional and voluntary
relinquishment of a known right.”#* Thus, there are credible disputed issues of
material fact concerning whether JPMorgan would ultimately succeed on a defense of
waiver.

The Examiner concludes that there is sufficient evidence to determine that a
colorable claim exists for breach of the implied covenant of good faith and fair dealing,
but that the claim is not strong because of substantial evidence that JPMorgan was
neither arbitrary nor irrational in its requests for collateral pursuant to its broad

discretion under the September Agreements, and because of evidence that Lehman

4543 “IA] party to an agreement who believes it has been breached may elect to continue to perform the
agreement rather than terminate it, and later sue for breach; this is true, however, only where notice of
the breach has been given to the other side.” Nat’l Westminster Bank, U.S.A. v. Ross, 130 B.R. 656, 675
(5.D.N.Y. 1991), aff'd sub nom. Yaeger v. Nat’l Westminster, 962 F.2d 1 (2d Cir. 1992). But cf. Citibank, No. 08-
CV-01563, 2009 WL 311362, at *2 (5.D.N.Y. Jan. 29, 2009) (denying motion for reconsideration; “VCG's
hindsight explanations for why it failed to object to the collateral demands do not constitute notice of a
breach to Citibank. Neither do VCG’s attempts to introduce ‘expert discovery’ to demonstrate that ISDA
documents have not caught up with the substance of the transaction at issue.”).

4544 See supra at IILA.5.b.1.

4545 Citibank, 2009 WL 311362, at *2.
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waived the right to assert such a claim by complying with the collateral requests
without asserting a breach, and by accepting benefits from JPMorgan.

¢) Lehman’s Dealings With Citigroup

This Section analyzes Lehman’s relationship with Citigroup, Inc., another of its
clearing banks, and certain of its subsidiaries and affiliates (“Citi” or “Citibank”),
focusing predominantly on the parties” interaction in 2008.

(1) Facts

(a) Citigroup Provided Continuous Linked Settlement Service
and Other Clearing and Settlement Operations to Lehman

Citigroup provided a wide array of financial services to Lehman, including “the
establishment and maintenance of cash deposit and custodial accounts, the provision of
credit facilities, trade clearing and settlement services, agency and trust services, foreign
exchange-related services, and securities lending.”4>

(i) Background Information on the Continuous Linked
Settlement Service Citi Provided to Lehman

Citibank, N.A. (London) was the Designated Settlement Member on the CLS

system for Lehman’s broker-dealer, LBI, and three other Lehman subsidiaries.** The

4546 Statement of Citigroup, Inc. in Support of Motion of Debtors for Order, Pursuant to Section 105 of the
Bankruptcy Code, Confirming Status of Citibank Clearing Advances, at p. 2 (1 1), Docket No. 110, In re
Lehman Bros. Holdings, Inc., No. 08-13555 (Bankr. S.D.N.Y. Sept. 18, 2008). In addition, Citi was
counterparty to some Lehman entities in connection with “thousands of trading positions under
numerous financial contracts such as interest-rate and foreign-exchange swap agreements, securities
contracts, and repurchase agreements.” Id.

4547 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, Ex. A, Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-13555 (Bankr.
S.D.N.Y. Sept. 18, 2008). The LBI-Citibank CLS relationship was established by a “CLS Settlement
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CLS system is a trading platform, operated by a consortium of banks, for the clearance
and settlement of foreign exchange (“FX”) trades.** Approximately 80 percent of
Lehman’s FX trades went through CLS.+*

In the CLS community, Lehman was a shareholder and “user member,” while
Citi was Lehman’s “settlement member.”+* As a “user member” of the CLS system,
Lehman relied on Citi to execute FX trades in the CLS system by making payments to
the CLS Bank#5' at scheduled times throughout the day.#® Each member submitted
trades on a gross basis, and the system then determined a payment schedule setting
forth net amounts companies had to pay in at certain times and for various
currencies.®*® By executing Lehman’s FX trades in the CLS system, Citi indicated its

acceptance of those trades, extended intraday credit to the Lehman entity, and assumed

Services Agreement for CLS User Members” dated December 19, 2003. Id. at p. 1. This CLS clearance
agreement was amended and restated in a “Citibank CLS Settlement Services Amended and Restated
Agreement for CLS User Members” dated October 28, 2004. Id. References to the “CLS Agreement” refer
to the Agreement as amended and restated.

4548 See CLS, About CLS, http://www.cls-group.com/About/Pages/default.aspx (last visited Dec. 23, 2009).
4549 Examiner’s Interview of Jonathan D. Williams, Aug. 5, 2009, at p. 6.

450 d. at p. 5. A settlement member “has a single multi-currency account with CLS Bank” and may
submit payment instructions relating to its own FX transactions in addition to FX transactions of its
customers. See CLS, Our Community, http://www.cls-group.com/About/Community/Pages/default.aspx
(last visited Dec. 30, 2009). A user member, on the other hand, does not have an account with the CLS
Bank and must submit its payment instructions through its settlement member. Id. The settlement
member must then authorize the user member’s instruction, at which point, the settlement member
becomes “responsible for all funding obligations” related to the user member’s instructions. Id.

4551 CLS Bank is owned by the foreign exchange community and operates the largest multi-currency cash
settlement system. CLS, About CLS, http://www.cls-group.com/About/Pages/default.aspx (last visited
Dec. 23, 2009).

4552 Examiner’s Interview of Jonathan D. Williams, Aug. 5, 2009, at p. 5.

4553 14
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a corresponding amount of intraday risk in connection with that credit.#> After Citi
authorized Lehman’s payment instructions, Citi was obligated to settle all of Lehman’s
currency payments to the CLS Bank.%

The timing for payments to the CLS Bank was such that Citi’s payments into the
system on Lehman’s behalf preceded currency funding and payment cutoff times,
which meant that Citi often had to pay the CLS Bank monies Lehman owed before
Lehman received funds from non-CLS settlement trades.** For instance, Citi paid
Japanese Yen to the CLS Bank for Lehman’s obligations well before Citi received U.S.
dollars into Lehman’s accounts, thus leaving Citi at risk for the Japanese Yen amount if
Lehman’s U.S. dollar funds did not come in.#*” Prior to 6:00 p.m. New York time each
business day, Citi had the option of not settling the CLS transactions, but, after 6:00

p.m., Citi was “irrevocably committed to settle” the CLS transactions.®* Typically, Citi

454 ]d.; see also Lehman, Citibank Clearing and Intraday Credit (June 17, 2008), at p. 1
[LBHI_SEC07940_745595].

4555 Lehman, Citibank Clearing and Intraday Credit (June 17, 2008), at p. 1 [LBHI_SEC07940_745595].

4556 Jd, at p. 2.

4557 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (June 17, 2008) [CITI-
LBHI-EXAM 00073791]; see also e-mail from Julius Silbiger, Citigroup, to Thomas Obermaier, Citigroup, et
al. (Sept. 9, 2008) [CITI-LBHI-EXAM 00065668] (explaining that Japanese Yen had been released late that
day and all other Asian Currencies had been approved for release, creating a daylight overdraft limit
overdraft of $1.4 billion which was scheduled to be repaid later in the day on September 10 when U.S.
dollars came in).

4558 Citigroup, Overview of GTS Clearing and Settlement Lines (Sept. 4, 2008), at p. 4 [CITI-LBHI-EXAM
00102127].
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received an overview of the next day’s anticipated CLS payment flows by 6:30 p.m. the
previous evening.+%

As part of its FX business on the CLS system, Lehman consolidated its currency-
specific “nostro” accounts with Citi.#® A nostro account is “an account one bank holds
with a bank in a foreign country, usually in the currency of that foreign country.”#¢ For
instance, a Lehman Japanese Yen nostro account would exist at Citi in Tokyo because
the payments and receipts occurred during Tokyo business hours.#2 At the end of the
day, the nostro accounts should have had a zero balance because the accounts were
used to facilitate purchases and sales where Lehman would buy Japanese Yen from one
entity and sell the Japanese Yen to another entity in the same day .+

(ii) Other Clearing and Settlement Services That Citi
Provided to Lehman

Citi provided other clearing and settlement services to Lehman in addition to
CLS. Citi served as Lehman’s primary cash clearer and a significant provider of
custody and clearing services in emerging markets, as well as a provider of those

services in the United States.*** Citi Direct Custody and Clearing facilitated

#4559 E-mail from Janet Birney, Lehman, to Robert Eby, Lehman, et al. (Sept. 10, 2008) JLBEX-AM 008560].
4560 Examiner’s Interview of Jonathan D. Williams, Aug. 5, 2009, at p. 5.

4561 See InvestorWords.com, Nostro Account, http://www.investorwords.com/3348/nostro_account.html
(last visited Dec. 23, 2009).

4562 Examiner’s Interview of Jonathan D. Williams, Aug. 5, 2009, at p. 5.

4563 4.

4564 Lehman, Citibank Clearing and Intraday Credit (June 17, 2008), at p. 1 [LBHI_SEC07940_745595].
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international clearing and settlement of securities transactions.**> Occasionally, Citi had
to extend intraday credit to pay out cash or transfer securities in connection with
securities transactions on behalf of Lehman if insufficient funds or securities were
available in Lehman’s account at the time when payments were required.*

As Lehman’s cash clearer in emerging markets and in the United States, Citi
provided uncommitted clearing lines, which meant the lines could be cancelled at Citi’s
discretion.*¥” Generally, Citi expected Lehman to cover the intraday credit extended by
the day’s end in New York.+

As of May 31, 2008, Citi provided Lehman with substantial clearing lines to
support the business Lehman transacted on Citi’s Global Transaction Services Securities
and Cash Clearing business.*® Among the 26 countries in which Citi extended a
clearing line to Lehman were: the United Kingdom ($6.3 billion), the United States ($5.9
billion), Italy ($3.1 billion), Japan ($1.8 billion), Canada ($500 million) and Mexico ($500

million).#” As Lehman’s Global Transaction Services clearing agent, Citi served as an

4565 Citigroup, Overview of GTS Clearing and Settlement Lines (Sept. 4, 2008), at p. 3 [CITI-LBHI-EXAM
00102127].

4566 [,

4567 Id. at p. 5.
4568 See e-mail from Julius Silbiger, Citigroup, to Thomas Obermaier, Citigroup, et al. (Sept. 9, 2008) [CITI-
LBHI-EXAM 00065668] (concerning intraday credit limit overdraft created by processing payments of

Japanese Yen on Lehman’s behalf would be repaid by U.S. dollars later in the day on September 10).

4569 Citigroup, Lehman Brother Holding Inc. (Exposure Summary) (as of May 31, 2008), at p. 1 [CITI-
LBHI-EXAM 00110721].

4570 ld.
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intermediary between Lehman and its trade counterparties, acting as both buyer and
seller for the securities trades.

(iii) Citi’s Clearing and Settlement Exposure to Lehman,
Generally

As of mid-June 2008, Lehman had approximately 487 bank accounts with Citi in
the United States, Europe and Asia.*”* By then, Citi had pared back to $3 billion the
intraday-credit amounts provided in the aggregate for CLS and non-CLS eligible
currencies, $3 billion for U.S. dollar clearing and $1.2 billion for Asian currencies.*”
These aggregate intraday-credit allotments were divided among various Lehman
facilities and subsidiaries.*” In order to exceed the set credit limits, an excess approval
request had to be submitted to Citi Risk personnel in the New York office; local Citi
personnel outside of New York did not have the authority to authorize a Lehman

transaction to be paid if it exceeded the established credit limit.+7

#71 Lehman, Citibank Clearing and Intraday Credit (June 17, 2008), at p. 1 [LBHI_SEC07940_745595].

4572 [,

4573 See e-mail from Risk Systems Support Europe group, Citigroup, to CMB CRMS LatAm group,
Citigroup (Sept. 9, 2008) [CITI-LBHI-EXAM 00007751] (Lehman Brothers Incorporated had a $10 million
settlement risk limit for its Chile unit); e-mail from Risk Systems Support Europe group, Citigroup, to
CMB CRMS Asia group, Citigroup (Sept. 9, 2008) [CITI-LBHI-EXAM 00006741] (Lehman Brothers
Securities Taiwan had a direct risk limit of approximately $10 million through Citi).

4574 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 7; see also e-mail from Thomas
Fontana, Citigroup, to Anna Jankowiak, Citigroup, et al. (June 26, 2008) [CITI-LBHI-EXAM 00042270]
(Fontana approved a $6.2 million excess for a Lehman Brothers RR3 transaction); e-mail from Melissa J.
Torres, Citigroup, to Anna Jankowiak, Citigroup, et al. (July 2, 2008) [CITI-LBHI-EXAM 00042500] (Torres
approved a $1.3 million excess for a Lehman Brothers RR3 transaction).
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According to officials at Citi, Lehman rarely made it through a day in the spring
of 2008 without being overdrawn at some point.#”> According to Lehman, it exceeded
its CLS intraday credit line because of an imbalance between CLS and non-CLS trades,
which, once realized, Lehman was able to monitor and control better by having its FX
desk trade in or out of CLS as necessary.®” Following discussions with Lehman in June
2008, Citi analyzed Lehman’s usage of the daylight overdraft limit during the week of
June 23 to June 27, 2008.4”7 Because Citi did not have the “technology to systemically
track intraday exposure,” Citi created a manual process through which local Citi staff
physically noted Lehman’s cash and securities overdraft positions on an hourly basis
over those five days.#” The exercise was carried out in seven major markets that
accounted for 94 percent of Lehman’s clearing lines with Citi.*” However, the manual
nature of the process made it prone to human error.#® Nevertheless, Citi came to the
conclusion through this exercise that Lehman’s average daily daylight overdraft limit

usage for cash and securities clearing combined ranged from $1.457 billion to $2.53

4575 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, et al. (July 11, 2008)
[CITI-LBHI-EXAM 00076243] (noting that that day was the first time in more than three months that
Lehman was not overdrawn at all); see also e-mail from Katherine Lukas, Citigroup, to Seamus Kennedy,
Citigroup, et al. (May 2, 2008) [CITI-LBHI-EXAM 00023281] (reporting Lehman used the full CLS clearing
line of $3 billion and exceeded that limit on a regular basis).

4576 Lehman, Citibank Clearing and Intraday Credit (June 17, 2008), at p. 3 [LBHI SEC07940 745595].

4577 Citigroup Global Transaction Services Risk Management, Lehman: Intraday (DOL) Usage Profile
(July 2, 2008), at p. 2 [CITI-LBHI-EXAM 00107335].

4578 4.

4579i

4580 i
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billion, while Lehman’s actual minimum usage of the daylight overdraft limit was
$7.741 million and the actual maximum usage was $10.354 billion.*!

(iv) The Terms of Lehman’s CLS Agreement with Citi

LBI and Citibank, N.A. (London) entered into a CLS Settlement Services
Agreement for CLS User Members on December 19, 2003, and later agreed to the
Citibank CLS Settlement Services Amended and Restated Agreement for CLS User
Members (“Agreement” or “CLS Agreement”) on October 28, 2004.42 For purposes of
the issues analyzed by the Examiner, the October 28, 2004 version governs.®*> The
Agreement lists Lehman Brothers Commercial Corporation (“LBCC”) as a “Permitted
Affiliate,” which meant that LBI could submit CLS transaction instructions on behalf of
LBCC as well as itself.#* In addition to LBCC, Lehman Brothers Special Financing Inc.
(“LBSF”) and Lehman Brothers International (Europe) (“LBIE”) were added as affiliates

on November 8, 2007 .48

481 Jd. at p. 6. Citi also measured the potential maximum usage for cash and securities clearing combined
at $17.654 billion. Id.; see also e-mail from Vivek Tyagi, Citigroup, to Thomas Fontana, Citigroup, et al.
(July 2, 2008) [CITI-LBHI-EXAM 00107333] (stating there “was a high degree of volatility over the week”
that Citi performed this exercise).

4582 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, Ex. A at p. 1, Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-13555
(Bankr. S.D.N.Y. Sept. 18, 2008).

4583 Id. (specifying that the “Original Agreement is hereby amended and restated in its entirety”).

484 1d. at pp. 1, 12-13.

4585 [d.; Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status
of Citibank Clearing Advances, Ex. B at p. 1, Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-
13555 (Bankr. S.D.N.Y. Sept. 18, 2008). These four Lehman entities are the only entities that agreed to the
terms of the CLS Agreement. Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy
Code, Confirming Status of Citibank Clearing Advances, Ex. A at pp. 1, 12, Docket No. 109, In re Lehman
Bros. Holdings, Inc., No. 08-13555 (Bankr. S.D.N.Y. Sept. 18, 2008); Motion of Debtors for Order, Pursuant
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Under the CLS Agreement, LBI could submit transaction instructions for itself or
the three Lehman “affiliates” either directly to the CLS Bank or through Citi.#* As
Lehman’s “Designated Settlement Member,” Citi had to authorize the transaction
instructions that LBI submitted directly to the CLS Bank, and the decision whether to
provide such authorization was to “be made in Citibank’s sole discretion.”#% By
authorizing a transaction in the CLS system, “Citibank necessarily assume[d] a credit
exposure to CLS Bank” on Lehman’s behalf.#8 Further, the Agreement provides:

Unless Citibank has expressly agreed in writing to a committed credit

facility and received a commitment fee therefore, any extension of credit

on behalf of the Customer or a Permitted Affiliate is within Citibank’s sole

discretion and may be changed or discontinued at any time without prior

notice, notwithstanding any other provision of this agreement, provided,

however, that Citibank may not without Customer’s consent, cancel or
rescind any instruction that Citibank has previously authorized.**

While the Agreement provided that Lehman could terminate the Agreement at
any time, the Agreement required that Citibank provide 90 days’ written notice before it

could terminate the “Agreement as a whole or with respect to any Permitted

to Section 105 of the Bankruptcy Code, Confirming Status of Citibank Clearing Advances, Ex. B at p. 1,
Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-13555 (Bankr. S.D.N.Y. Sept. 18, 2008); see also
Letter from Citibank, N.A., to Lehman Brothers Inc., et al., re: CLS Settlement Services Agreement (Sept.
15, 2008), at p. 2 [LBEX-DOCID 462068] (terminating the CLS Agreement with LBI, LBCC, LBSF and LBIE
on the afternoon of September 15).

4586 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, Ex. A at p. 2 (1 1), Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-
13555 (Bankr. S.D.N.Y. Sept. 18, 2008). The CLS Agreement also holds LBI responsible for any transaction
submitted by an affiliate even if that affiliate is not a “Permitted Affiliate.” Id.

4587 4.

4588 Id. at p. 3.

4589 Jd. (emphasis added).
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Affiliate.”#* However, Citibank “reserve[d] the right to terminate this Agreement
immediately, without notice” in other instances, including in the event of: (1) a
Default;** (2) a bankruptcy, reorganization or receivership against any of the
Transaction Parties or parent corporation; or (3) “upon the occurrence of a material
adverse change in the financial or other condition of a Transaction Party.”+* Paragraph
8 of the Agreement specifies that the laws of England govern the Agreement.+%

(b) Lehman Provided a $2 Billion Cash Deposit with Citi on
June 12, 2008 To Support its Clearing Needs

Following the near collapse of Bear Stearns in March 2008, Lehman’s second
quarter 2008 earnings preannouncement on June 9 of a $2.8 billion loss, and Lehman’s
announced changes in upper-management on June 12, Citibank requested a “comfort

deposit” from Lehman to help cover Citi’s risk exposure.®* Consequently, on June 12,

459 Id. at p. 6 (1 6: Termination).

491 As defined in ] 6 of the CLS Agreement an event of Default with respect to a “Transaction Party shall
exist immediately upon the occurrence of any of the following events with respect to that Transaction
Party: (i) Transaction Party fails to make any payment to Citibank to fund a short balance of such
Transaction Party in any currency by the applicable cut-off time; (ii) Transaction Party has breached any
obligation hereunder to make any payment other than a payment covered by (i) by the applicable due
date and fails to remedy such default within ten (10) days after Customer’s receipt of notice from
Citibank advising Transaction Party of such failure to pay; or (iii) Transaction Party has breached any
material obligation hereunder not covered by (i) or (ii) and fails to remedy such default within thirty (30)
days after Customer’s receipt of notice from Citibank detailing the nature of the claimed breach.” Id. A
“Transaction Party” is defined as the “Customer or the Permitted Affiliate on whose behalf an instruction
is submitted with respect to a transaction to which it is a counterparty.” Id. at p.2 (1 1).

92 1d. at p. 6 (1 6).

B Id. atp. 9 (1 8).

49 E-mail from Brian R. Leach, Citigroup, to Vikram S. Pandit, Citigroup, et al. (June 12, 2008) [CITI-
LBHI-EXAM 00114115] (stating that Citi initially asked for $3 billion segregated but Lehman sent $2
billion in a call account).
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Lehman posted a $2 billion deposit in an overnight call account with Citi.** Citi and
Lehman had discussions for the next several months regarding Lehman pledging
securities to cover intraday risk, but a formal pledge agreement was never executed.*
Instead, on September 9, 2008, Lehman signed an amendment to its 2004 Guaranty
Agreement,*” adding nine subsidiaries to its holding company guaranty and an
additional subsidiary on September 11.4% Additionally, on September 12, Lehman and
Citi amended their DSCA,%* which gave Citi stronger rights over the assets it held for

Lehman. 4600

459 E-mail from Daniel J. Fleming, Lehman, to Ian T. Lowitt, Lehman (June 12, 2008) [LBEX-AM 008608].
45% See e-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup (Sept. 10, 2008)
[CITI-LBHI-EXAM 00075863] (discussing how Citi spent two months negotiating the collateral

arrangement and should have had it completed long ago instead of the “fire drill” of getting the
Guaranty Amendment on September 9).

4597 Guaranty (Jan. 7, 2004) [LBEX-DOCID 1090071].

45%8 See Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 090568] (executed version signed by Ian
Lowitt and adding LBCC on September 11, 2008). Even though LBCC was added to the Guaranty
Amendment on September 11, the executed document retains “September 9, 2008” as the amendment
date specified in the text. As such, references in this Report to the “September 9 Guaranty Amendment”
refer to the amendment as effective on the evening of September 11 with LBCC added.

4% The DCSA is alternatively titled the Direct Custody Agreement (“DCA”) in the document signed on
March 26, 1992, and referred to as the DCSA in the September 12, 2008 amendment. However, the DCA
and DCSA are the same document, amended by the Deed addendum on September 12, 2008. For
consistency, the Examiner refers to the 1992 version as the “DCSA,” or “original DCSA,” and the 2008
version as the “DCSA Amendment.” See Direct Custodial Services Agreement Deed (Sept. 12, 2008)
[LBEX-DOCID 4263617] (referring to the DCSA entered into by LBI, then known as Shearson Lehman
Brothers Inc.,, and Citibank on March 26, 1992), and Direct Custody Agreement for Citibank, N.A.,,
Subsidiaries and Affiliates and Shearson Lehman Brothers Inc. (Mar. 26, 1992) [LBEX-DOCID 1091570].
4600 Direct Custodial Services Agreement Deed (Sept. 12, 2008), at p. 2 [LBEX-DOCID 4263617].
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(i) The Market Environment and Other Circumstances
Surrounding Citi’s Request for the $2 Billion Cash
Deposit on June 12

In March 2008, after the near collapse of Bear Stearns, counterparties and clearing
banks turned their attention to those broker-dealers regarded as the next-most
vulnerable. LBI, as the next-smallest, with its large leverage ratios and real estate-heavy
balance sheet at the parent company level, was widely viewed as particularly
vulnerable.

In addition, in a June 5, 2008 meeting with Citi, Lehman previewed its second
quarter earnings announcement, disclosing an anticipated $2.6 billion loss.%
Subsequently, Lehman’s then-CFO Callan formally delivered the earnings
announcement on June 9 during a preannouncement call, where she reported an official
loss amount of $2.8 billion.#® The market reacted negatively, and Lehman lost further
credibility in the market when it also announced a $6 billion equity capital raise on June

9404 even though Callan had stated numerous times, including on February 6, 2008, that

4601 Jenny Anderson, At Lehman, Allaying Fears About Being the Next to Fall, N.Y. Times, Mar. 18, 2008.

4602 T ehman, Q2 2008 Update (June 4, 2008), at p. 2 [CITI-LBHI-EXAM 00078768]; e-mail from Michael
Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup, et al. (June 4, 2008) [CITI-LBHI-EXAM
00081461] (describing the agenda for the June 5 meeting as including a look at Lehman’s second quarter
results).

4603 pPreliminary 2008 Lehman Brothers Holdings Inc. Earnings Conference Call - Final, Fair Disclosure Wire,
June 9, 2008.

4604 4. The $6 billion capital raise was comprised of $4 billion of common equity and $2 billion of
mandatorily convertible preferred stock. Id.
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Lehman had no interest in raising new common equity capital.#* Lehman announced
on June 12 that Callan and Gregory had been dismissed from their positions, although
Callan remained at Lehman in an investment-banking position*% until she resigned in
mid-July 2008.47

Thus, as a result of Lehman’s rapidly declining stock price, and negative market
reactions to Lehman’s earnings preannouncement and changes in upper-management,
Citi experienced a three-fold increase in novation requests on June 124% for a total of
approximately 26 novation requests to trade out of Lehman that week.#® Typically,

when a novation would occur, Citi would step in to face Lehman in place of one of

4605 [ ehman Brothers Holdings Inc. at Credit Suisse Group Financial Services Forum - Final, Fair Disclosure
Wire, Feb. 6, 2008 (“We have no interest -- and someone may ask me this question at some point, in
raising new common equity capital.”); see also Citigroup, Initial Classification Memorandum (June 13,
2008), at p. 1 [CITI-LBHI-EXAM 00051049] (noting that Lehman’s “management team’s credibility
however has come under fire with 3 additional capital raises since January after the company indicated it
did not need any more after the first one” when Callan said in March 2008 that Lehman would not need
to raise additional capital after raising $1.9 billion in February, but had since raised an additional $10
billion in fresh capital).

4606 Alistair Barr, et al., Lehman CFO Callan, COO Gregory ousted from posts, MarketWatch, June 12, 2008.

4607 Jenny Anderson, Demoted Lehman Officer Leaves for Credit Suisse, N.Y. Times, July 16, 2008, available at
http://www.nytimes.com/2008/07/16/business/16lehman.html (last visited Dec. 23, 2009).

4608 L ehman, CITIGROUP Call Report (June 17, 2008), at p. 1 [LBEX-AM 008578] (summarizing remarks
made by Citi CRO Brian Leach in a June 17, 2008 meeting with Lehman that “Citi began receiving three
times the number of novation requests (on average 6) starting in Asia” on June 12) (attached to e-mail
from Emil F. Cornejo, Lehman, to Julie M. Boyle, Lehman, et al. (June 20, 2008) [LBEX-AM 008577].

4609 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al. (June 16, 2008) [CITI-
LBHI-EXAM 00115773]. Fontana identified the counterparties who requested novations during the week
of Monday June 9: “Putnam (15 trades), GSAM (4), BOA (2), KingStreet (2), Elliot (2) and Citadel (1).” Id.
Additionally, Fontana stated that Bracebridge novated nine trades to Citi during the week of June 2, and
other Lehman counterparties who sought novations out of Lehman in the preceding few weeks included
MetWest, PIMCO and ING. Id.; see also e-mail from Paolo R. Tonucci, Lehman, to Ian T. Lowitt, Lehman,
et al. (June 12, 2008) [LBEX-DOCID 458725] (Lehman was informed that Citi Asia refused to take a
novation on an Indonesia credit default swap).
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Lehman’s counterparties who wanted out of the transaction.*" In the first half of 2008,
Citi had accepted a total of approximately 1100 novation requests industry-wide, where
the average notional value per trade was just under $10 million*'" and the average
monthly total was $3-4 billion.*> Approximately 90 percent of the novation requests
Citi received involved credit default swaps.#3 Citibank Global Financial Institutions
Risk Management Risk Officer Thomas Fontana, in an internal June 12 Citi e-mail
exchange, stated:

Fuld oust[ed the] CFO and COO. ... We have cut back clearing lines in

Asia. ... This is bad news. Market is saying Lehman can not make it

alone. Loss of confidence here is huge at the moment. We are seeing
novations and are passing on them!*

In a later e-mail in the same chain, Fontana wrote that Citi’s “internal team has
lost complete confidence [in Lehman]. No telling what will happen.”+'> Citi was loath

to reject these counterparty requests, but desired additional security for the increased

4610 A novation is defined as “an agreement to change a contract by substituting a third party for one of
the two original parties.” See BNET Business Dictionary, Business Definition for: Novation,
http://dictionary.bnet.com/definition/novation.html.

4611 E-mail from Thomas Fontana, Citigroup, to Paolo R. Tonucci, Lehman, et al. (June 20, 2008) [LBEX-
DOCID 038249]. The 1100 novations were not Lehman-specific. See id.

4612 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al. (June 16, 2008) [CITI-
LBHI-EXAM 00115773].

4613 T4

4614 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, ef al. (June 12, 2008)
[CITI-LBHI-EXAM 00072923].

4615 Id.; Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 3 (explaining that only a few
people on Fontana’s internal team had lost confidence, not the entire Citi team).
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risk exposure it faced in novating these trades.#¢ That day, Citi turned down “a
number of trades with clients desiring to novate” over to them.#"”

Later that day, Citi requested that Lehman deposit $3-5 billion to cover intraday
exposures or end of day shortages.*® The documents suggest that Citi and Lehman
negotiated the deposit amount: Fontana reported internally at Citi that Citi “made a
request for $5B in a cash deposit,”# Fleming informed Lowitt by e-mail that Citi was

seeking a $3 billion cash deposit to cover intraday exposures,*2 but, later that day,

4616 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, ef al. (June 12, 2008)
[CITI-LBHI-EXAM 00106013] (Fontana wrote “[a]fter speaking with the CFO and Treasurer [of Lehman],
we made a request for $5B in a cash deposit” and noted that Citi had turned down a number of trades
with clients desiring to novate over to Citi); see also e-mail from Jasmin Herrera, Lehman, to Emil F.
Cornejo, Lehman (June 16, 2008) [LBEX-AM 008659] (attached memorandum summarizes the cash
deposit negotiations from Lehman’s perspective); Jasmin Herrera, Lehman, Global Creditor Relations-
Highlights Citigroup (June 16, 2008), at p. 1 [LBEX-AM 008660]). The memorandum states that, “[u]ntil
June 12, 2008, Citi has consistently been Lehman’s strongest provider of credit. However, due to a
substantial increase in novation requests from counterparties, Citi requested that we collateralize $3-$5 B
in intraday exposure. Lehman declined, but did agree to a $2B term deposit, callable daily.” Jasmin
Herrera, Lehman, Global Creditor Relations-Highlights Citigroup (June 16, 2008), at p. 1 [LBEX-AM
008660]; see also e-mail from Christopher M. Foskett, Citigroup, to John P. Havens, Citigroup, et al. (June
12, 2008) [CITI-LBHI-EXAM 00026400] (Foskett wrote that he had been on the phone that morning with
Lowitt and Tonucci, and that he asked Lehman to put up a cash deposit “to keep our clearing capabilities
at levels they require to efficiently operate”).

4617 E-mail from Brian R. Leach, Citigroup, to Vikram S. Pandit, Citigroup, et al. (June 12, 2008) [CITI-
LBHI-EXAM 00114272]; e-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al. (June
12, 2008) [CITI-LBHI-EXAM 00114466].

4618 E-mail from Brian R. Leach, Citigroup, to Vikram S. Pandit, Citigroup, et al. (June 12, 2008) [CITI-
LBHI-EXAM 00114115] (stating that Citi initially asked for $3 billion segregated but Lehman sent $2
billion in a call account). But see e-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett,
Citigroup, et al. (June 12, 2008) [CITI-LBHI-EXAM 00106013] (Fontana wrote that Lehman asked for $5
billion in a cash deposit); Jasmin Herrera, Lehman, Global Creditor Relations-Highlights Citigroup (June
16, 2008), at p. 1 [LBEX-AM 008660) (stating that Citi asked Lehman to collateralize $3-5 billion in
intraday exposure).

4619 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, ef al. (June 12, 2008)
[CITI-LBHI-EXAM 00106013].
4620 E-mail from Daniel J. Fleming, Lehman, to Ian T. Lowitt, Lehman (June 12, 2008) [LBEX-AM 008609].
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LBHI agreed to deposit a $2 billion “comfort deposit” with Citibank.#2 Some within
Citi questioned whether this was the right thing to do,*? while others viewed Lehman’s
$2 billion cash deposit as necessary for Citi “to continue to do business with them--
that’s just for us to keep answering the phones if they call.”+>

Citi had received a similar deposit from Bear Stearns during the summer of
2007 42+ According to Michael Mauerstein, Citi’'s Managing Director of the Financial
Institutions - Broker Dealers Group, Citi’s motivation in seeking the “comfort deposit”
from Lehman was grounded mainly in concerns about operational efficiency, but also
due, to a lesser extent, to concerns about Lehman’s stability.4» When Mauerstein met
with Lehman’s Emil Cornejo (Senior Vice President Treasury), Julie Boyle (Senior Vice
President in Commercial Bank and Global Creditor Relations) and Janet Birney (Global
Head of Network Management) on the evening of June 12, they informed Mauerstein

that Citi was the only bank to “bother” them that day.42

4621 E-mail from Daniel J. Fleming, Lehman, to Ian T. Lowitt, Lehman (June 12, 2008) [LBEX-AM 008608].
4622 E-mail from Vikram S. Pandit, Citigroup, to Lewis Kaden, Citigroup, et al. (June 12, 2008) [CITI-LBHI-
EXAM 00114272]

4623 E-mail from Stephen G. Malekian, Citigroup, to Sanjay V. Reddy, Citigroup, et al. (June 14, 2008)
[CITI-LBHI-EXAM 00034822].

4624 E-mail from Christopher M. Foskett, Citigroup, to John P. Havens, Citigroup, et al. (June 12, 2008)
[CITI-LBHI-EXAM 00026400].

4625 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at pp. 2, 4.

4626 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup (June 12, 2008)
[CITI-LBHI-EXAM 00072943].
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Initially, Citibank had asked for a pledge of cash or the right of setoff on
collateral rather than just a cash deposit,*? but Lehman refused that request because
Lehman did not want to reduce the size of its liquidity pool, as Tonucci and Cornejo
were concerned about keeping the liquidity pool at a high reported level.#? In
addition, Citi expressed its concern to Lehman that such a collateral pledge might
trigger a requirement that Lehman report the transaction by filing an 8-K form with the
SEC.#4» Cornejo asked Citi to consider higher yielding alternatives to the overnight
account into which Citi’s Funds desk swept Lehman’s deposit, as the sweep paid about
20 to 30 basis points below what Lehman earned on its money market funds.
However, Lehman officials indicated numerous times that they would not encumber
the deposit, even if such an encumbrance would earn them a higher interest rate on the

deposit.#* Citi understood that Lehman wanted to keep the $2 billion deposit an

4627 Lehman, Citigroup Agenda (June 17, 2008), at p. 2 [LBEX-AM 008597].

4628 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 5.

4629 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, ef al. (July 12, 2008) [CITI-
LBHI-EXAM 00076243] (Mauerstein conveyed his opinion that Lehman would not agree to grant

collateral at the Treasurer level because granting $2 billion in collateral “will likely be an 8-K event and
therefore a CEO discussion”); e-mail from Emil F. Cornejo, Lehman, to Paolo R. Tonucci, Lehman, et al.
(July 13, 2008) [LBHI_SEC(07940_528212] (Cornejo stated that Mauerstein “opined that a pledge of this
size would probably be a reportable event”). An 8-K is “the ‘current report’ companies must file with the
SEC to announce major events that shareholders should know about.” See SEC, Form 8-K, available at
http://www .sec.gov/answers/form8k.htm.

4630 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup, et al. (June 17, 2008)
[CITI-LBHI-EXAM 00047242].

4631 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup, et al. (June 12, 2008)
[CITI-LBHI-EXAM 00073732] (reporting that Lehman indicated it will not encumber the deposit); e-mail
from Christopher M. Foskett, Citigroup, to Thomas Fontana, Citigroup, et al. (July 14, 2008) [CITI-LBHI-
EXAM 00076293] (recapping conversation where Lowitt conveyed concern about not wanting to tie up
Lehman’s liquidity unnecessarily); e-mail from Emil F. Cornejo, Lehman, to Joseph Igoe, Lehman (July 4,
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overnight deposit “to have maximum liquidity,”#* and Lowitt explained to Christopher
Foskett (Managing Director, Global Head of Citi’s Financial Institutions Group) that
Lehman was willing to work out a solution to Citi’s intraday credit concerns, so long as
the solution did not tie up Lehman’s liquidity unnecessarily.*

Throughout the summer, after Lehman posted the $2 billion cash deposit,
Lehman proposed several alternatives to the cash deposit in an effort to, inter alia,
protect the deposit from a Citi insolvency.*3* Lehman considered the $2 billion cash
deposit to be a direct exposure to Citi because Lehman’s exposure was “rolling intraday
and not one consistent exposure.”#* According to Mauerstein, Tonucci proposed
giving Citi a cash deposit each morning in anticipation of clearing and getting that
deposit back each evening when Lehman closed flat, i.e., without any overdrafts.#3%
Cornejo proposed not leaving a deposit with Citi, which would have caused Citi to

reduce Lehman’s daylight overdraft limits to zero, prompting Lehman to use its cash as

2008) [LBEX-DOCID 1078431] (Cornejo explains that Lehman could make the cash deposit “a time
deposit, but steve needs to keep the deposit liquid”).

4632 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup (July 10, 2008) [CITI-
LBHI-EXAM 00076191].

4633 E-mail from Christopher M. Foskett, Citigroup, to Thomas Fontana, Citigroup, et al. (July 14, 2008)
[CITI-LBHI-EXAM 00076293] (summarizing conversation in which Lowitt conveyed concern about not
wanting to tie up Lehman’s liquidity unnecessarily).

4634 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup, et al. (July 21, 2008)
[CITI-LBHI-EXAM 00082127]. Specifically, Tonucci sought to ensure that any securities Lehman pledged

would be remote from a Citibank insolvency. Id.

4635 Katherine Lukas, Citigroup, Unpublished Notes (July 10, 2008), at p. 36 [CITI-LBHI-EXAM 00110294]
(contemporaneous handwritten notes).

4636 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup (July 14, 2008) [CITI-
LBHI-EXAM 00018024] (conveying topics discussed during a conversation Mauerstein had with Tochi).
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working capital during the day in lieu of Citi extending intraday credit to Lehman.#”
Yet another proposal from Tonucci was for Lehman to put up securities that would
apply only to outstanding clearing exposure, with the understanding that the securities
would only be “pledged” when Lehman actually had outstanding clearing exposure.#3
None of these alternatives were ever implemented, nor does it appear any of these
alternatives advanced beyond preliminary discussions.*%

(ii) The Parties Did Not Share the Same Understanding of
the Terms of the $2 Billion Cash Deposit

Citi required the deposit in order to continue clearing and settling trades for
Lehman; if Lehman failed to maintain the deposit at Citi, Lehman likely would have
had to prefund its trading activity.** In addition, Citi officials informed Lehman that
Citi believed it had a general right of offset against the $2 billion deposit.** Finally, Citi
subjected the deposit to a number of internal controls designed to retain the funds at

Citi.*#2 In contrast, Lehman officials maintained that the deposit was simply a sign of

4637 4.
4638 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup, et al. (July 21, 2008)
[CITI-LBHI-EXAM 00082127]. According to Mauerstein, Tonucci also wanted further clarification that
the securities pledged would be remote from a Citi insolvency (which was part of Lehman’s concern

about leaving the cash deposit with Citi), wanted clarification that the collateral amount would match the
lower level of daylight overdraft limit Lehman was using at the time, and wanted to discuss this with the
Federal Reserve. Id. Tonucci reportedly further commented that, should Lehman not feel protected, it
would take its clearing business away from Citi. Id.

4639 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 7.

4640 Id. at p. 9.

4641 T ehman, CITIGROUP Call Report (Aug. 7, 2008), at p. 1 [LBEX-DOCID 450310].

4642 E-mail from Katherine Lukas, Citigroup, to Ranjit Chatterji, Citigroup, et al. (Aug. 27, 2008) [CITI-
LBHI-EXAM 00020787]; Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 5.
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Lehman’s “good faith,” and could have been retrieved by Lehman upon request.*+
Lehman included the deposit in its reported liquidity pool.4#

a. What Lehman Understood the Terms of the
Deposit To Be

In a June 12 e-mail to Lowitt and Tonucci, Fleming characterized the terms of the
deposit as “[n]o lien or right of offset, a straight overnight fed funds deposit.”#* The
assumption that the deposit was freely returnable, and distinguishable from a “pledge”
of collateral, was widely held within Lehman.## In his interview with the Examiner,
Tonucci stated that he made it abundantly clear to Citibank that the deposit should be
returnable to Lehman daily, and that there were to be no restrictions on getting the
deposit back.#* He also characterized the deposit as a “good faith deposit” to maintain
Citibank’s “good will.”## Lehman was “always beholden, to an extent, on the good
will of its clearing banks,” Tonucci explained, and Lehman gave the $2 billion deposit to

Citi to maintain its positive relationship with that bank.#* By early August, Tonucci

4643 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 20; Examiner’s Interview of Irina
Veksler, Sept. 11, 2009, at p. 6.

4644 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 21.

4645 E-mail from Daniel J. Fleming, Lehman, to Ian T. Lowitt, Lehman, et al. (June 12, 2008) [LBEX-AM
008608].

4646 Lehman, Citigroup Agenda (June 17, 2008), at p. 2 [LBEX-AM 008597]. Lehman’s Agenda stated:
“Lehman did not agree to pledge cash or give the right of set-off on collateral as Citi requested, but we
reluctantly did agree to deposit $2B in a call account, callable daily.” Id.

4647 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 20; Examiner’s Interview of Irina
Veksler, Sept. 11, 2009, at p. 6 (expressing her understanding that Lehman could have the $2 billion cash
deposit at Citi at any time).

4648 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 20.

4649 Id
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and Cornejo were aware that Citi believed it had the right under New York law to offset
the cash deposit.*® Fleming stated that while Citi viewed the deposit as something that
could be offset, Lehman viewed it as a trade where Lehman was earning a return on the
deposit.+!

Tonucci further noted that Lehman could have operated with less intraday credit
from Citi.#2 In addition, Tonucci expressed confidence that Lehman could have
continued to trade through Citi, albeit with a little more difficulty, even if Lehman had
withdrawn the $2 billion cash deposit. Tonucci, however, acknowledged that the full
impact of Lehman withdrawing its deposit was unknown because it was never
attempted.*®* Had Lehman withdrawn the $2 billion cash deposit prior to September
2008, Fleming acknowledged that this would likely have resulted in senior-level
discussions at Citi, but he also expressed doubt that Citi would actually have returned
the deposit if asked.** However, Fleming stated that, in hindsight, Lehman likely
could not have continued to clear through Citi had Lehman successfully withdrawn its

cash deposit.*

4650 L ehman, CITIGROUP Call Report (Aug. 7, 2008), at p. 1 [LBEX-DOCID 450310]. Cornejo and Tonucci
participated in the call for Lehman, while Foskett and Mauerstein participated for Citigroup. Id.
According to Lehman’s summary, Citi would not have the right to offset unpledged securities if Lehman
replaced the $2 billion cash deposit with less liquid collateral. Id.

4651 Examiner’s Interview of Daniel J. Fleming, Sept. 24, 2009, at p. 8.
4652 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 20.
4653 [,
4654 Examiner’s Interview of Daniel J. Fleming, Sept. 24, 2009, at p. 8.
4655 [4
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b. What Citi Understood the Terms of the Deposit To
Be

Interviews of witnesses from Citi confirmed that the deposit was structured as an
unencumbered, overnight call deposit, returnable daily upon Lehman’s request.#%
However, Fontana, Mauerstein and Foskett each stated his belief that, either under New
York state law or the Uniform Commercial Code, Citi had a right of setoff against the $2
billion, which gave the bank some measure of comfort.*>

However, Citi officials recognized that Lehman’s comfort deposit was not as
secure as the deposit posted with Citi by Bear Stearns in the summer of 2007.4% The
deposit agreement Citi reached with Bear Stearns explicitly provided a right of offset,
whereas there was no “clean right of offset” with respect to the Lehman deposit.**

Foskett explained that this concern about the lack of a clean right of offset to the deposit

4656 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 2. Fontana stated that the $2 billion
deposit was structured as a lien-free, overnight call deposit, returnable daily on Lehman’s request. Id.
Mauerstein stated that the deposit was structured as an unencumbered call deposit with Citi’s Federal
Funds desk, which was returnable on Lehman’s request. Examiner’s Interview of Michael Mauerstein,
Sept. 16, 2009, at p. 5; see also e-mail from Michael Mauerstein, Citigroup, to Katherine Lukas, Citigroup,
et al. (Aug. 29, 2008) [CITI-LBHI-EXAM 00076678] (describing the deposit as “an overnight deposit that
Lehman can ask to be returned at any time”).

4657 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 5 (Foskett explained that
someone in Citi’s legal department informed him that Citi had a general right of offset, the type that any

bank generally has against a bank deposit); Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at
p- 5; Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 5; e-mail from Michael Mauerstein,
Citigroup, to Katherine Lukas, Citigroup, et al. (Aug. 29, 2008) [CITI-LBHI-EXAM 00076678] (Mauerstein
wrote that Citi personnel believed they had the right of offset under New York state law).

4658 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, ef al. (June 12, 2008)
ICITI-TLBHI-EXAM 00073732]; see also e-mail from Patrick Ryan, Citigroup, to Elena T. Matrullo, Citigroup
(Mar. 14, 2008) |CITI-LBHI-EXAM 00113393] (the amount of the deposit Bear Stearns placed with Citi was
$1.5 billion as of March 2008).
4659 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, ef al. (June 12, 2008)
[CITI-LBHI-EXAM 00073732].
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arose, in part, from the fact that the deposit supporting Citi’s relationship with LBI did
not come from LBI, but from LBHI.4% Additionally, unlike the Bear Stearns deposit,
Lehman was not borrowing from Citi and had not executed a “promissory note with
‘right of offset’” language” with Citi as Bear Stearns had done.*' While Bear Stearns’
deposit was pledged to Citi and Bear Stearns could only borrow against the deposit,
there was no similar pledge with Lehman’s deposit when the deposit was made.#¢
Citi’s Global Head of Global Transaction Services viewed overnight accounts (such as
Lehman’s $2 billion cash deposit) that could be “yanked” at any time by the client as
counting “for nothing as it relates to collateral / security interest.” 463

Although the Lehman deposit with Citi was not formally pledged as collateral,
there was an understanding within Citi as to the consequences to Lehman if Lehman
were to withdraw the deposit.*#* In response to an internal Citi e-mail from Mauerstein
highlighting the distinction between treating the $2 billion amount as a “pledge” versus
a “deposit,” Citi’'s Managing Director of Global Transaction Services Cash Management

stated, “Mike, I am aware and understand all of this — though their asking for the

4660 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 5.

4661 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup, et al. (June 12, 2008)
[CITI-LBHI-EXAM 00073732].

4662 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 4.

4663 E-mail from Paul S. Galant, Citigroup, to Jerry Olivo, Citigroup, et al. (Aug. 29, 2008) [CITI-LBHI-
EXAM 00076678].

4664 See e-mail from Jerry Olivo, Citigroup, to Michael Mauerstein, Citigroup, et al. (Aug. 29, 2008) [CITI-
LBHI-EXAM 00076678].
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deposit back does have distinct impacts on clearing capacity.”#® Fontana further
explained that, had Lehman withdrawn the deposit, Citi would have reassessed
whether it would have continued doing “business as usual” with Lehman, and that, in
order for Citi to continue clearing and settling trades for Lehman, Lehman would have
had to prefund its transactions through Citi.#% According to Fontana, that prefunding
would have been a liquidity drain for Lehman.*” Mauerstein and Foskett each also
opined that Citi would likely have reduced Lehman’s intraday credit lines if Lehman
had withdrawn the deposit.#¢ Moreover, Fontana and Foskett stated that Citi would
have stopped providing credit lines to Lehman if Lehman had withdrawn its cash
deposit and did not replace it by, for example, pledging collateral or prefunding.+

Notably, Citi subjected the “comfort deposit” to a number of internal controls
designed to keep the $2 billion within Citi.# Shortly after Lehman provided the
deposit, Fontana stated in an internal Citi e-mail exchange:

My concerns are twofold: keeping the liquidity [of the deposit] within Citi

and being able to control the release of the deposit. I don’t want to learn

the deposit was not renewed a week after Lehman has the funds. The
standing order to Eddie [Hewett, Jr.] is as soon as he gets the call [from

4665 4.
4666 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 5.

4667 4.

4668 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 9; Examiner’s Interview of
Christopher M. Foskett, Sept. 24, 2009, at p. 9.

4669 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 9; Examiner’s Interview of
Thomas Fontana, Aug. 19, 2009, at p. 5.

4670 See e-mail from Katherine Lukas, Citigroup, to Ranjit Chatterji, Citigroup, ef al. (Aug. 27, 2008) [CITI-
LBHI-EXAM 00020787].
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Lehman asking for release of the deposit] he is to call me to advise me of
[Lehman’s] intentions. "

Citi’s Risk Treasury desk was charged with notifying Fontana prior to the release of any
portion of the deposit.*> Further, in discussions concerning the most applicable
interest rate to provide Lehman on the $2 billion, and how to count the “comfort
deposit” internally within Citi’s systems, Citi's Managing Director of Global
Transaction Services Cash Management characterized the deposit as “essentially captive
funds.” 473

In providing “background” to others at Citi on the nature of the “comfort
deposit,” one relationship manager at Citi described the deposit as:

[A] $2BN Cash Deposit from [LBHI] placed with Eddie’s Risk Treasury

Desk. . .. This is an overnight investment that gets rolled on a daily basis.

Once of the caveats from Risk was that Citi Risk would have control and

final approval prior to releasing funds should Lehman look to pull the

funds back. A process is in place for Tom Fontana to be notified for
approval by the desk prior to a withdrawal being made.*"*

In his interview with the Examiner, Fontana confirmed that an internal
notification process, such as the one described above, governed the release of the

deposit.#  Although Citi likely would have released the deposit if asked, before

4671 E-mail from Thomas Fontana, Citigroup, to Robert Blackburn, Citigroup, et al. (June 19, 2008) [CITI-
LBHI-EXAM 00018405].

4672 1d.

4673 E-mail from Jerry Olivo, Citigroup, to Robert Blackburn, Citigroup, ef al. (June 25, 2008) [CITI-LBHI-
EXAM 00020787]. -
4674 E-mail from Katherine Lukas, Citigroup, to Ranjit Chatterji, Citigroup, et al. (Aug. 27, 2008) [CITI-

LBHI-EXAM 00020787].
4675 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 5.
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releasing the deposit Citi would have decided internally if it would continue to conduct
“business as usual” with Lehman.*7 This internal procedure was “just to check” with
people at Citi before the deposit was released.*””

Thus, while Lehman considered the deposit to be “lien-free” and offered merely
as a “good faith” gesture to maintain a positive working relationship, Citi officials
emphasized that Citi had a legal right of setoff against the deposit, and that
withdrawing the deposit would have negative implications on Citi’s willingness to clear
for Lehman. Further, Citi subjected the deposit to an internal procedure, whereby
release of the deposit was subject to its risk desk’s notification and approval.+7

At least once during the summer of 2008, Lehman used $210 million of the $2
billion deposit to cover a Demand Deposit Account overdraft, and promised to replace
the used funds the next business morning.#” Neither Fontana nor Foskett recalled

another instance where Lehman asked for any portion of its cash deposit back.*

4676 4.
4677 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 5.

4678 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 5; Examiner’s Interview of Michael
Mauerstein, Sept. 16, 2009, at p. 5.

4679 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup (June 30, 2008)
[CITI-LBHI-EXAM 00074989]; see also e-mail from Thomas Fontana, Citigroup, to Brian R. Leach,
Citigroup, ef al. (July 1, 2008) [CITI-LBHI-EXAM 00111749] (reporting that Lehman had a fail from
another bank on June 30, 2008, which would have resulted in a $268 million overdraft, but Citi “permitted
the company to use part of its deposit to cover the OD [and this] avoided a potential asset which the OD
would have created over month-end”); e-mail from Emil F. Cornejo, Lehman, to Joseph Igoe, Lehman
(July 4, 2008) [LBEX-DOCID 1078431] (Cornejo explained that Lehman withdrew $210 million from the
deposit at Citi to cover a fail in Lehman’s account with Citi); Citigroup, Spreadsheet (as of Sept. 18, 2008)
[CITI-LBHI-EXAM 00115772] (showing a $210 million withdrawal on June 30, 2008).

4680 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 5; Examiner’s Interview of Christopher
M. Foskett, Sept. 24, 2009, at p. 6.
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c. The Exact Terms of the “Comfort Deposit” Are

Unknown Because the Terms Were Not Reduced to

Writing
The terms controlling Lehman’s $2 billion “comfort deposit” were not reduced to
writing.*#!  Foskett said that, after the near collapse of Bear Stearns, it became
“standard” practice for clients to leave a deposit with Citi to facilitate clearing without
the parties necessarily formalizing the arrangement in writing.*2 Specifically, during
the summer of 2008, at least one other large investment bank in addition to Lehman
maintained a cash deposit at Citi for clearing purposes, and Citi was in talks with
another investment bank to do the same until market conditions in September 2008

made that deposit unnecessary.*%

(iii) Citi Knew the “Comfort Deposit” was Included in
Lehman’s Liquidity Pool

Lehman included the $2 billion “comfort deposit” in its liquidity pool.4s
Fontana understood that Lehman included the $2 billion deposit in its liquidity pool.#
In preparation for a June 17, 2008 meeting with Lehman, Mauerstein’s list of “talking

points” included conveying to Lehman that “Lehman has over $40 billion liquidity

4681 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 4; Examiner’s Interview of
Michael Mauerstein, Sept. 16, 2009, at p. 5.

4682 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 4.

4683 4.

4684 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at p. 21.

4685 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 6. Fontana was not aware, however,
that Lehman’s deposits or collateral pledges with other clearing banks were included in the liquidity
pool. Id. When presented with this possibility by the Examiner, Fontana stated: “The whole thing [pool]
could have been pledged out!” Id.
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pool, and [Citi] felt that it would help us if Lehman kept some of that on deposit with
us.”#%6  Likewise, Foskett recalled that Lehman insisted the deposit be liquid so that
Lehman could include the $2 billion in the liquidity pool in reports sent to analysts and
regulators (and, presumably, filings with the SEC for public investors as well).4” From
Mauerstein’s perspective, Lehman’s decision about what to report in its liquidity pool
was a matter between Lehman and its regulators.*® Foskett, Mauerstein and Fontana
each acknowledged that they did not consider the June 12 cash deposit officially
encumbered.#

(c) Collateral Pledge Discussions Between Lehman and Citi
Began in June 2008 and Continued Until September 2008

(i) The Unexecuted Pledge Agreement: the Parties
Agreed to Negotiate the Terms but Not Execute the
Agreement Until It Was Needed

Several weeks after Lehman placed the $2 billion “comfort deposit” with Citi on

June 12, 2008, Citi and Lehman began to discuss executing a collateral pledge agreement

4686 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (June 17, 2008) [CITI-
LBHI-EXAM 00073791]; see also e-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett,
Citigroup, ef al. (July 2, 2008) [CITI-LBHI-EXAM 00073015] (Mauerstein wrote that “[w]e should remind
prople in our organization that Lehman has $50 billion of holding company cash/liquidity (including the
$2B with us) and access to the Fed discount window”).

4687 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 5.

4688 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 6.

4689 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 5; Examiner’s Interview of
Michael Mauerstein, Sept. 16, 2009, at p. 6; Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at

p- 5.
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to replace the cash deposit.#® Citi and Lehman met in late June and agreed that Citi
would collect data on daylight overdrafts, which Citi would then use to perform its risk
analysis, and from that, the parties would be able to determine how much collateral Citi
would request.#!

In mid-July, the parties planned to agree on the terms of the pledge agreement,
but to leave it unexecuted with the idea that the parties could execute the agreement
later if the market deteriorated further.4? The rationale was that, should market
conditions deteriorate such that the agreement would become necessary from Citi’s
perspective, the firms’ respective legal departments would have already reviewed the
agreement and the companies could execute the agreement immediately.** Some at
Citi questioned the logic of this, and queried whether the parties would actually be
willing to execute the agreement at a time when it was needed because market
conditions or company circumstances would likely have changed significantly.**

Nevertheless, the parties proceeded with this arrangement and Mauerstein sent the first

4690 E-mail from Christopher M. Foskett, Citigroup, to Michael Mauerstein, Citigroup, ef al. (July 2, 2008)
[CITI-LBHI-EXAM 00073015] (discussing whether Citi should take some collateral from Lehman since
Lehman offered).

4691 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup, et al. (July 2, 2008)
[CITI-LBHI-EXAM 00073015].

492 E-mail from Emil F. Cornejo, Lehman, to Paolo R. Tonucci, Lehman, et al. (July 13, 2008)
[LBHI_SEC07940_528212].

46% Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 7; e-mail from Richard C.S. Evans,
Citigroup, to Gregory Frenzel, Citigroup, et al. (July 16, 2008) [CITI-LBHI-EXAM 00082047] (“What we
need is their agreement to agree the documentation now so that it can be signed at a moment’s notice,
and not require another 24-48 hours of legal review at a later stage when we don’t have that time.”).

4694 E.¢., Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 8.
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version of a draft pledge agreement to Cornejo on July 14, 2008,%% a second version on
July 16, 2008,4* and a third version on July 28, 2008.47 As of July 18, 2008, a collateral
account titled “Lehman Brothers Holdings Inc., Pledge to Citibank” had been reserved
(but not yet opened).#%

Lehman wanted to move away from a cash deposit in July toward a “more cash
capital friendly collateral deposit” of less liquid securities.** Specifically, Tonucci was
agreeable to replacing the cash deposit with securities,”® but in general Lehman was
resistant to a pledge of any kind.+

Some Citi officials questioned whether the comfort deposit would have been
returned upon the execution of the pledge agreement. Citi’'s Chief Risk Officer in

Global Transaction Services expressed his preference in July to hold the cash deposit for

469 E-mail from Michael Mauerstein, Citigroup, to Emil F. Cornejo, Lehman, et al. (July 14, 2008) [LBEX-
DOCID 1078879].

469 E-mail from Michael Mauerstein, Citigroup, to Emil F. Cornejo, Lehman (July 16, 2008) [LBEX-DOCID
1076467].

4697 E-mail from Michael Mauerstein, Citigroup, to Emil F. Cornejo, Lehman (July 28, 2008) JLBEX-DOCID
1076205].

4698 E-mail from Ken Porcaro, Citigroup, to Katherine Lukas, Citigroup (July 18, 2008) [CITI-LBHI-EXAM
00022307]; e-mail from Katherine Lukas, Citigroup, to Janet Birney, Lehman, et al. (Aug. 4, 2008) JLBEX-
DOCID 459043] (informing Lehman that the collateral account had been reserved).

4699 E-mail from Reto Faber, Citigroup, to Vivek Tyagi, Citigroup, et al. (July 15, 2008) [CITI-LBHI-EXAM
00022615].

4700 E-mail from Thomas Fontana, Citigroup, to Michael Mauerstein, Citigroup, et al. (July 22, 2008) [CITI-
LBHI-EXAM 00075055].

4701 E-mail from Emil F. Cornejo, Lehman, to Paolo R. Tonucci, Lehman, et al. (July 13, 2008)
[LBHI SEC07940 528212] (Cornejo told Mauerstein “that any pledge would not be acceptable to
[L]lehman”).
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“10 years” before Citi had to give any back.#> When asked whether Citi would have
returned the cash deposit to Lehman upon a pledge of securities, Foskett speculated
that it would likely have depended on how the collateral was structured.*

Finally, as set forth supra, Citi officials opined that a pledge of this size would
likely be an 8-K reportable event for Lehman, which would require CEO approval.+*
The pledge agreement negotiations continued into September, but an agreement was
never finalized and executed.#

(ii) Citi Had Difficulty Pricing the Collateral Offered by
Lehman as a Substitute for the Cash Deposit

Part of the delay in agreeing to terms for the collateral pledge agreement
stemmed from the difficulties Lehman and Citi encountered in July and August in

negotiating what securities would be placed with Citi.+

4702 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup (July 2, 2008) [CITI-LBHI-
EXAM 00081921)].

4703 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 6.

4704 E-mail from Emil F. Cornejo, Lehman, to Paolo R. Tonucci, Lehman, et al. (July 13, 2008)
[LBHI_SEC07940_528212]; e-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et
al. (July 12, 2008) [CITI-LBHI-EXAM 00076243] (“Granting $2B collateral will likely be an 8-K event and
therefore a CEO discussion.”); e-mail from Richard C.S. Evans, Citigroup, to Gregory Frenzel, Citigroup,
et al. (July 16, 2008) [CITI-LBHI-EXAM 00082047] (characterizing the execution of a pledge agreement as a
regulatory disclosure for Lehman).

4705 See e-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup (Sept. 10, 2008)
[CITI-LBHI-EXAM 00075863] (discussing how Citi should have had the collateral arrangement completed
long ago instead of the “fire drill” of getting the Guaranty Amendment on September 9).

4706 See, e.g., e-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Aug. 4,
2008) [CITI-LBHI-EXAM 00074286] (noting the absence of a ready market for the collateral and the
difficulty of pricing the collateral because the referenced CLOs did not trade); e-mail from Thomas
Fontana, Citigroup, to Christopher M. Foskett, Citigroup, et al. (Aug. 12, 2008) [CITI-LBHI-EXAM

00077310] (questioning the reliability of Citi’'s Global Transaction Services collateral system to provide
real prices which Citi could execute against); Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at

p-7.
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An overview of a contemplated transaction in April 2008 between Citi and
Lehman is helpful for an understanding of the securities valuation issue. Prior to the
collateral negotiations in connection with the pledge agreement, in April 2008, Citi’s
CEO Vikram Pandit and Lehman’s CEO Richard Fuld discussed setting up a
“commercial real estate” repo.#”” While this proposed repo was not connected to the
pledge negotiations of import to the instant analysis, valuation difficulties in both
instances were similar because both instances involved illiquid assets.#® According to

Foskett, the repo discussions in April and May 2008 broke down in part because Citi

4707 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 6; see e-mail from Nancy Kim,
Citigroup, to Thomas Mellina, Citigroup, et al. (May 21, 2008) [CITI-LBHI-EXAM 00034330] (attaching
CMAC Memo - BVP against Lehman’s Asset Backed Notes); Citigroup, Lehman Brother Holding Inc
(June 4, 2008), at p. 2 [CITI-LBHI-EXAM 00078763] (detailing Lehman’s CEO contact of Citi’s Pandit in
spring 2008 concerning Citi providing some liquidity against certain Lehman commercial real estate
assets). A Borrow versus Pledge transaction was proposed where Citi would have borrowed a security (a
RACERS Trust Note that was backed by commercial real estate assets) from Lehman and pledged U.S.
Agency Mortgages to Lehman as collateral for the borrowed security. Citigroup, Lehman Brother
Holding Inc (June 4, 2008), at p. 2 [CITI-LBHI-EXAM 00078763]. Lehman then would have lent out the
agency securities in return for cash. Id. The commercial real estate assets being considered were loans
against Hilton properties. Id. Citi’s Senior Risk Management was not comfortable with taking any
additional exposure to Hilton properties and declined to approve the financing transaction. Id. This
“would have been booked as direct exposure (not PSE) given that Citi’s ability to liquidate the collateral
under a Lehman bankruptcy remained questionable.” [d.; see also e-mail from Thomas Fontana,
Citigroup, to Patrick Ryan, Citigroup, et al. (Apr. 25, 2008) [CITI-LBHI-EXAM 00038195] (noting Pandit
and Fuld having some discussion regarding commercial real estate financings); e-mail from Christopher
M. Foskett, Citigroup, to Michael Mauerstein, Citigroup, et al. (Apr. 18, 2008) [CITI-LBHI-EXAM

00080817] (noting high level dialogue between Fuld and Pandit); e-mail from Thomas Mellina, Citigroup,
to Thomas Fontana, Citigroup, et al. (May 30, 2008) [CITI-LBHI-EXAM 00081443] (summarizing how the
deal fell through because Lehman was supposed to contribute a diverse pool of commercial real estate
assets but, instead, contributed only loans against Hilton properties; also, the deal was supposed to be
structured so that it would be safe from a bankruptcy stay, but this failed); e-mail from Michael
Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup (May 29, 2008) [CITI-LBHI-EXAM 00081410]

(summarizing a conversation Mauerstein had with Cornejo that the deal falling through was not about
Lehman risk and more because Citi’s risk people expected the portfolio to contain a diverse set of
commercial real estate assets but the deal presented was only against a single asset - Hilton).

4708 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 8.
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was prepared to give only 50 cents on the dollar for the collateral, whereas Lehman
thought the assets were worth closer to 90 cents on the dollar.+®

With this recent significant discrepancy in valuation, some at Citi recognized that
any collateral deposit negotiations were going to be difficult, particularly when Lehman
offered more illiquid assets, this time in the form of CLOs and CDOs, in July in
connection with the collateral pledge agreement negotiations.#"° Citi communicated to
Lehman that Citi was trying to be flexible in what collateral Citi would accept, and
suggested it would not view favorably a proposition that included emerging market
sovereign bonds.#'" Citi expanded the collateral listed in the proposed pledge
agreement to reflect that Citi would accept more than just government securities, which

Citi had initially requested.*'2

4709 Id. at p. 6. One of the advantages of using this type of trade was that it disguised the source of the
assets by sending it through a trust. See e-mail from Thomas Mellina, Citigroup, to Joseph Martinelli,
Citigroup, et al. (May 16, 2008) [CITI-LBHI-EXAM 00082707]. Thomas Mellina commented that, “[w]hen
the market becomes concerned about a given party, the market should not be willing to lend against
assets issued by or guaranteed by that party,” and the special structure of the repo would hide the
issuer’s identity for a while. Id.; see also e-mail from Thomas Mellina, Citigroup, to Thomas Fontana,
Citigroup, et al. (July 23, 2008) [CITI-LBHI-EXAM 00115293] (showing that the repo discussions did not
terminate entirely in May, but the parties had not made much progress by the end of July because Citi
was still trying to create a financing structure that addressed all of Citi’s concerns); e-mail from Stephen J.
Bujno, Citigroup, to Kenneth Quay, Citigroup (Sept. 3, 2008) [CITI-LBHI-EXAM 00034297] (forwarding
“Lehman CRE Repo” document).

4710 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 8.

4711 E-mail from Michael Mauerstein, Citigroup, to Emil F. Cornejo, Lehman (July 25, 2008) [LBEX-DOCID
1078883] (relaying a message from Fontana in response to Cornejo’s query regarding what type of
collateral Citi would consider taking, including Fontana’s comment that the collateral had “to be
relatively simple from a pricing perspective and we are quite limited in our [collateral management
systems] abilities”) (brackets in original).

4712 E-mail from Michael Mauerstein, Citigroup, to Emil F. Cornejo, Lehman (July 28, 2008) [LBEX-DOCID
1076205] (Mauerstein commented that Citi’s “inhouse attorney revised the Pledge Agreement to include
securities other than US Govies”).
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In early August, Lehman offered Citi the Kingtfisher, Freedom, Spruce and
Verano CLOs — recently rated tranches of asset-backed securities that were backed by
corporate loans and structured by Lehman — as collateral in connection with the pledge
agreement.*”* Cornejo was concerned about Citi’s reaction to Lehman proposing these
assets as collateral** and, according to Mauerstein, Lehman was not surprised when
Citi ultimately rejected the CLOs as collateral.#"> Citi personnel characterized the CLOs
offered by Lehman in connection with the pledge negotiations as “bottom of the
barrel”+16 and “junk.”+7

Citi encountered several problems when trying to price this collateral due to Citi

not having a robust platform for valuing the collateral, !¢ the absence of a ready market

4713 E-mail from Michael Mauerstein, Citigroup, to Yingli Xie, Citigroup, et al. (Aug. 4, 2008) [CITI-LBHI-
EXAM 00082162]; see also e-mail from Michael Mauerstein, Citigroup, to Anthony Lieggi, Citigroup, et al.
(Aug. 1, 2008) [CITI-LBHI-EXAM 00022065] (seeking information on Lehman’s Kingfisher, Freedom and
Spruce CLOs). The CLOs Lehman offered to Citigroup were pledged to JPMorgan in response to
JPMorgan’s margin requirements. Compare e-mail from John N. Palchynsky, Lehman, to Richard Policke,
Lehman, et al. (July 2, 2008) [LBEX-DOCID 077515] (Kingfisher), e-mail from Craig L. Jones, Lehman, to
John Feraca, Lehman, et al. (June 19, 2008) [LBEX-DOCID 55577] (Freedom and Spruce), and LB Excess
Collateral Priced by GF (Aug. 8, 2008) [[PM-2004 0008074] (Verano), with e-mail from Michael Mauerstein,
Citigroup, to Yingli Zie, Citigroup, et al. (Aug. 4, 2008) [CITI-LBHI-EXAM 00082162] (listing CUSIPs for
Kingfisher, Freedom, Spruce and Verano). JPMorgan was also having difficulty pricing these securities.
4714 E-mail from Emil F. Cornejo, Lehman, to Julie M. Boyle, Lehman (July 31, 2008) [LBEX-AM 008649].
4715 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 8.

4716 1d.

4717 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 6.

4718 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, et al. (Aug. 12, 2008)
[CITI-LBHI-EXAM 00077310] (questioning the reliability of Citi’s Global Transaction Services collateral
system to provide real prices against which Citi could execute); Examiner’s Interview of Thomas Fontana,
Aug. 19, 2009, at p. 7. Citi’s clearing risk division also did not have the ability to track a company’s
clearing usage in real time. E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al.
(July 1, 2008) [CITI-LBHI-EXAM 00111749]. Additionally, in April 2008, Lehman’s CLS line was reduced
from $3 billion to $1.8 billion, and Lehman’s clearing lines were removed from the nostro accounts. E-
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for the collateral and the nature of the collateral itself.#’* The CLOs were held by
Lehman and, according to Citi’s secondary trading desk, the CLOs proposed by
Lehman did not trade.#» If Citi wanted to sell them in the market under conditions that
existed in August 2008, Citi estimated that perhaps five investors would show a price
and that Citi would essentially have to do a road show.#?! On a call with Citi’s Foskett
and Mauerstein, Tonucci described the CLOs in the initial collateral portfolio as trading
“only occasionally.”+>

In August 2008, Mauerstein told Cornejo that Citi would not consider taking any
CLOs as collateral unless Citi was sure it could value them and was confident it could

sell them for an amount that covered the advance rate.#22 However, Citi believed it had

mail from Katherine Lukas, Citigroup, to Seamus Kennedy, Citigroup, et al. (May 2, 2008) [CITI-LBHI-
EXAM 00023281].

4719 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 7; see also e-mail from Michael
Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Aug. 4, 2008) [CITI-LBHI-EXAM 00074286].
4720 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Aug. 4, 2008) [CITI-
LBHI-EXAM 00074286].

a7 g,
4722 L ehman, CITIGROUP Call Report (Aug. 7, 2008), at p. 1 [LBEX-DOCID 1035842]. Based on document
research and witness testimony, the Examiner does not believe these Lehman CLOs ever traded. Lehman
was occasionally able to repo them for short periods, but actual trades between arm’s length
counterparties that would permit even limited price discovery do not appear to have occurred. See e-mail
from Marie Stewart, Lehman, to Jonathan Cohen, Lehman, et al. (May 8, 2008) [LBHI_SEC07940_1069905]
(“Like Freedom CLO and Spruce CLO [SASCO transaction] is just creating securities to take to Fed
window”); Lehman, Securitizing Leveraged Loans: Freedom, Spruce, Thalia CLOs, at p. 2 [LBEX-WGM
835699] (“Securities thereby created are not meant to be marketed” with unidentified person’s
handwriting in the margin emphasizing “No intention to market”).

4723 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Aug. 5, 2008) [CITI-
LBHI-EXAM 00076589] (relaying a conversation Mauerstein had with Cornejo the previous day).
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no basis for establishing any initial price for the CLOs.#?* Citi’s secondary trading desk
had informed Mauerstein that there were no active secondary market prices for the
CLOs Lehman offered as collateral, and Citi was not going to price them based solely
on their ratings.#» Fontana found it surprising that, according to Lehman’s valuation, a
single-A rated CLO would be priced as high as 96 to 97 cents on the dollar.#* Overall,
Citi seemed more concerned about whether there was a ready market for these CLOs,
as opposed to Citi’s ability (or inability, as it were) to assign an exact price to them — but
Citi could not get sufficient information in either respect.#>” Ultimately, Citi decided in
mid-August that the CLOs Lehman offered were not going to “work” for the pledge
agreement.»

On August 11, Emil Cornejo provided another portfolio of securities that
Lehman proposed Citi accept as collateral; according to Lehman, these securities were

asset-backed across the spectrum with a notional value of $3.7 billion.#* Fontana still

4724 E-mail from Thomas Fontana, Citigroup, to Michael Mauerstein, Citigroup, et al. (Aug. 4, 2008) [CITI-
LBHI-EXAM 00074286].
4725 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Aug. 5, 2008) [CITI-
LBHI-EXAM 00076589].

4726 E-mail from Thomas Fontana, Citigroup, to Joseph A. Cuniglio, Citigroup, et al. (Aug. 1, 2008) [CITI-
LBHI-EXAM 00022065].

4727 E-mail from Michael Mauerstein, Citigroup, to Yingli Xie, Citigroup, et al. (Aug. 4, 2008) [CITI-LBHI-
EXAM 00082162].

4728 E-mail from Michael Mauerstein, Citigroup, to Katherine Lukas, Citigroup, ef al. (Aug. 12, 2008) [CITI-
LBHI-EXAM 00021175] (discussing pricing the proposed portfolio of asset-backed securities for the
pledge agreement).

4729 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Aug. 11, 2008) [CITI-
LBHI-EXAM 00077310]; see also Lehman, CITIGROUP Call Report (Aug. 7, 2008), at p. 1 [LBEX-DOCID
450310] (describing the second portfolio of collateral as $3 billion “of investment grade private label ABS,
CMOs”").
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doubted whether Citi’s desk would be able to provide pricing information on many of
these newly proposed assets, and noted that most of the securities had limited liquidity
in the market at the time.#* By late August, some at Citi wanted an agreement in place
as soon as possible detailing which securities Lehman would pledge as collateral in
place of the cash deposit.#!

Contributing to the difficulty of finding collateral that was agreeable to both
parties was the fact that Fleming told Citi that Lehman repoed out for cash all of the
marketable securities in its liquidity pool.#32 On July 31, 2008, Cornejo stated,
“[a]pparently, the only way to find acceptable collateral for Citi, is to repo in collateral
which then can be pledged.”#* In contrast, if Citi had accepted the CLOs, Lehman
would not have had to reverse repo in any securities.*”* Thus, if Citi refused to accept
the CLOs, and requested that Lehman pledge marketable securities to Citi in connection
with the pledge agreement, Lehman would have had to “reverse-in securities to deliver
to us, and absorb the funding cost (what they would avoid doing if they pledge

CLOs).”#7%

4730 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, et al. (Aug. 12, 2008)

[CITI-LBHI-EXAM 00077310].

4731 E-mail from Paul S. Galant, Citigroup, to Jerry Olivo, Citigroup, et al. (Aug. 29, 2008) [CITI-LBHI-

EXAM 00076678].

4732 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Aug. 5, 2008) [Cli
LBHI-EXAM 00076589] (recounting a conversation he had with Fleming the previous week).

4733 E-mail from Emil F. Cornejo, Lehman, to Julie M. Boyle, Lehman (July 31, 2008) [LBEX-AM 008649].

4734 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Aug. 5, 2008) [CITI-
LBHI-EXAM 00076589].

4735 [d.
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(iii) The Guaranty Amendment Was Signed in a “Fire
Drill” on September 9, 2008

The original Guaranty between Citi and Lehman, whereby LBHI guaranteed the
credit obligations of certain subsidiaries, was signed on January 7, 2004, and listed
seven Lehman entities as “Borrowers” which LBHI guaranteed.#* This was
subsequently amended between September 9 and 11, 2008 by adding ten Lehman
subsidiaries and extending the scope of the Guaranty.¥*

In the January 7, 2004 Guaranty, the consideration provision stated that LBHI
entered into the Guaranty “[flor good and valuable consideration, the receipt and
sufficiency of which are hereby acknowledged, and to induce Citigroup to extend
and/or maintain credit to or for the account of [LBHI’s] subsidiaries listed on Schedule
A48 Section 1 of the Guaranty provided that LBHI unconditionally guaranteed “the
punctual payment when due... of all obligations ... of each Borrower to Citigroup
under any and all extensions of credit extended and/or maintained by Citigroup.”+%

The September 9, 2008 “Amendment 1 to Guaranty” (“September 9 Guaranty
Amendment”) contained an identical consideration provision, as it provided that LBHI

entered into the Amendment “[flor good and valuable consideration, the receipt and

4736 Guaranty (Jan. 7, 2004), at pp. 1, 6 [LBEX-DOCID 1090071]. Schedule A lists the seven “Borrowers:”
Lehman Brothers Holdings PLC, Lehman Brothers Securities Asia Limited, Lehman Brothers Special
Financing Inc., Lehman Brothers Japan Inc., Lehman Brothers International (Europe), Lehman Brothers
Commercial Corporation Asia Limited and Lehman Brothers Bankhaus AG. Id. at p. 6.

4737 See Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 090568] (executed version signed by Ian
Lowitt on September 11, 2008).

4738 Guaranty (Jan. 7, 2004), at p. 1 [LBEX-DOCID 1090071].

739 Id. (§ 1).
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sufficiency of which are hereby acknowledged, and to induce Citigroup to extend
and/or maintain credit to or for the account of [LBHI’s] subsidiaries listed on Schedule
A.#%  The September 9 Guaranty Amendment altered Section 1 of the original
Guaranty so that LBHI now unconditionally guaranteed “the punctual payment when
due. .. of all obligations . .. of each Borrower (i) under any agreements with Citigroup
or any Citigroup Entity pursuant to which any Citigroup Entity opens and maintain
accounts for the custody of cash, securities, and/or other assets of such Borrower or
provides custodial and related services for such Borrower. .. and (ii) to any Citigroup
Entity under any and all extensions of credit . .. .”#4

Fontana characterized the September 9 Guaranty Amendment as adding “the
clearing side which was not previously expressly covered in our existing guarantees”
and confirmed that the $2 billion deposit was thereby “completely secure[d] for [Citi]
and any exposures.”#* Thus, the Amendment (1) increased the number of entities
covered by LBHI's Guaranty by adding ten Lehman subsidiaries, including LBI, and

(2) expanded the category of obligations covered by the Guaranty by including

4740 Amendment 1 To Guaranty (Sept. 9, 2008), at p. 1 [LBEX-DOCID 090568].

741 14 (§ 1).

4742 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup (Sept. 10, 2008) [CITT-
LBHI-EXAM 00075863]. But see e-mail from Emil F. Cornejo, Lehman, to Huw Rees, Lehman, et al. (Sept.
13, 2008) [LBEX-DOCID 1078385] (Cornejo stated there is no agreement, and the deposit is still a callable
one); e-mail from Emil F. Cornejo, Lehman, to Huw Rees, Lehman, et al. (Sept. 13, 2008) [LBEX-DOCID

1078385] (Cornejo stated that, because Citi had a right of offset under New York law, if there was a
negative balance the cash would not be released).
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obligations owed to Citigroup under any custodial agreement with Citi in addition to
extensions of credit provided by Citi.#*

a. Events Prior to the Signing of the September 9
Guaranty Amendment from Citi’s Perspective

By September 2008, Citi had become increasingly concerned about the lack of an
ironclad claim to Lehman’s $2 billion “comfort deposit,” and had worked on the
collateral pledge arrangement with Lehman for approximately two months.#*# On
September 9, the failure of the KDB deal was widely reported, Lehman accelerated its
third quarter 2008 earnings announcement to September 10, and Lehman’s stock price
plummeted. These events led Citi to seek the September 9 Guaranty Amendment.*#
Specifically, on the morning of September 9, the Head of Citi’s Institutional Clients
Group requested that the comfort deposit be officially taken into collateral.#* In
response to this request, Citi sought an amendment to the 2004 Guaranty that would

allow Citi to offset the $2 billion deposit against obligations that LBI and several other

4743 Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 090568].

4744 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al. (Sept. 9, 2008) [CITI-LBHI-
EXAM 00077391] (discussing attempts to improve Citi’s claim on the $2 billion deposit); see also e-mail
from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup (Sept. 10, 2008) [CITI-LBHI-EXAM
00075863] (stating that Citi should have had the collateral arrangement completed long ago instead of the
“fire drill” of getting the Guaranty Amendment on September 9).

4745 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 8.

4746 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, et al. (Sept. 9, 2008)
[CITI-LBHI-EXAM 00076762].
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Lehman entities owed to Citi.## Additionally, on September 9, Citi reduced Lehman’s
clearing lines significantly, some to zero.#** Worldwide, Lehman’s clearing lines at Citi
that were not reduced to zero were reduced to the level of the deposit Lehman had
posted with Citi, which remained at $2 billion.#*

Citi set a deadline of 6:00 p.m. Eastern time** on September 9 by which Lehman
had to execute the amendment.#>' According to Foskett, Citi did not present the
amendment on a “take-it-or-leave-it” basis,**> and Lehman said it had no problem with
providing a guaranty for LBL.#* In fact, Foskett stated that Lehman quickly faxed the
signed amendment back to Citi*** after Ian Lowitt signed it shortly before the 6:00 p.m.
deadline.**5

After LBI was added to the Guaranty prior to the 6:00 p.m. deadline, the

negotiations continued in an effort by Citi to get additional Lehman subsidiaries added,

4747 Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 4263143] (adding LBI to the January 7, 2004
LBHI Guaranty and expanding the scope of the Guaranty to include Custody Agreements as well as
Credit Agreements).

4748 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, ef al. (Sept. 9, 2008) [CITI-LBHI-
EXAM 00076776].

4749 E-mail from Gregory Frenzel, Citigroup, to John Dorans, Citigroup, et al. (Sept. 9, 2008) [CITI-LBHI-
EXAM 00076798].

4750 All time references in this section regarding the September 9 Guaranty Amendment refer to Eastern

Time.

4751 E-mail from Emil F. Cornejo, Lehman, to Ian T. Lowitt, Lehman, et al. (Sept. 9, 2008) [LBEX-AM
008564].

4752 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 9.

4753 E-mail from Christopher M. Foskett, Citigroup, to Thomas Fontana, Citigroup, et al. (Sept. 9, 2008)
[CITI-LBHI-EXAM 00077391] (noting Citi sending over an amendment to the existing agreement to reflect
Lehman’s agreement to guarantee LBI).

4754 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 9.

4755 E-mail from Paolo R. Tonucci, Lehman, to Emil F. Cornejo, Lehman (Sept. 9, 2008) [LBEX-AM 008564].
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specifically those in Asia.#** Indeed, Citi advised Lehman that Citi would not open for
Lehman in Asia under the existing Guaranty.#”” This meant that Citi would reduce
Lehman’s intraday credit lines to zero for the entities not covered by the Guaranty if
Lehman did not sign the amendment in time; it did not mean that Citi would cease
clearing for Lehman entirely.#s Citi likely would have continued clearing for Lehman
even without a signed amendment, but Lehman would have had to prefund its
trades.#* In order to prefund its trades, Lehman would have had to estimate its
exposure and provide funds to cover that exposure, rather than relying on Citi to cover
the exposure while being able to pay Citi back later in the day. Citi was concerned
about its own business at this time and had to balance these issues carefully so that it
did not expose itself to so much Lehman risk that Citi’s business became endangered.*®

b. Events Prior to the Signing of the September 9
Guaranty Amendment from Lehman’s Perspective

At 12:47 p.m. on September 9, Cornejo wrote to Tonucci and Boyle stating that he
had just received a call from Foskett, during which Foskett told Cornejo that Citi was
requesting a guaranty with LBI [in fact, an amendment of the existing 2004 LBHI-

Citibank Guaranty] with the right to set off the $2 billion comfort deposit that had been

4756 E-mail from Thomas Fontana, Citigroup, to Emil F. Cornejo, Lehman, et al. (Sept. 9, 2008) [LBEX-
DOCID 1079016].

4757 M
4758 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 8.
4759 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 9.

4760 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 8; see also Thomas Fontana,
Citigroup, Unpublished Notes (Sept. 12, 2008), at p. 193 [CITI-LBHI-EXAM 00099649] (contemporaneous
handwritten notes noting the “need to protect shareholders”).
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placed by Lehman in a call account with Citi on June 12.#¢* Cornejo wrote that this
request was coming in response to Lehman’s “stock price decline,” and that Lehman
had a $3.4 billion intraday overdraft with Citi when he spoke with Foskett.#s2 Cornejo
was initially resistant to the idea and said he would get back to Foskett.#s* Tonucci
suggested Cornejo speak to Andrew Yeung, in-house counsel at Lehman, because
Lehman “did something similar for JP[Morgan] so hopefully [it will not be] an issue to
have legal review and agree.”+76*

Cornejo sent the draft agreement to James “Jim” Killerlane in Lehman’s legal
department for review.#¢ Killerlane expressed some concern about how the setoff
provision in the original Guaranty would interact with Lehman’s Custody
Agreements.#® Despite this concern, Killerlane stated he would be comfortable with
executing the amendment if Lowitt and Treasury personnel were comfortable with it.+767
While Killerlane was expressing his concern about the proposed amendment, Craig

Jones e-mailed Fleming, writing: “Citibank still has not released our $2bn. They say

4761 E-mail from Emil F. Cornejo, Lehman, to Paolo R. Tonucci, Lehman, et al. (Sept. 9, 2008) [LBEX-AM
008563)].

4762 Id

4763 I_d

4764 E-mail from Paolo R. Tonucci, Lehman, to Emil F. Cornejo, Lehman, et al. (Sept. 9, 2008) [LBEX-AM
008690].

4765 E-mail from Emil F. Cornejo, Lehman, to James J. Killerlane, Lehman (Sept. 9, 2008) [LBEX-DOCID
1079080].

4766 E-mail from James J. Killerlane, Lehman, to Emil F. Cornejo, Lehman (Sept. 9, 2008) [LBEX-AM
008571] (stating that he was “not sure if we can logistically [sign the amendment to the guaranty] with
our Custody Agreements or if we are comfortable with this”).

4767 1d.
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they are working on it. We have over funded the account”#® such that it appears
Lehman believed it had more money in the account than was necessary to release the
payment.

At 5:45 p.m., Cornejo forwarded Lowitt and Tonucci an execution draft of the
Guaranty Amendment, stating in the e-mail: “Citi is holding payments unless we
execute by 6pm tonight. Jim [Killerlane] has reviewed . ... Ian, you are required to
sign. ... I will deliver to Citi tonight.”#® In fact, at approximately 4:14 p.m. on the
afternoon of September 9, Citi had ordered a $2.088 billion CLS payment to be held*”
because Lehman’s account balance was only $37 million with no daylight overdraft
limit.#7? When Lehman’s account balance reached $2.085 billion, Fontana provided
verbal approval shortly after 5:30 p.m. to release the CLS payment even though the
account was $3 million short.+72

At approximately 5:56 p.m., Cornejo transmitted the executed document to

Citi¥7 after Lowitt signed the September 9 Guaranty Amendment.#* In the first

4768 E-mail from Craig L. Jones, Lehman, to Daniel J. Fleming, Lehman (Sept. 9, 2008) [LBEX-AM 008562].
4769 E-mail from Emil F. Cornejo, Lehman, to Ian T. Lowitt, Lehman, et al. (Sept. 9, 2008) [LBEX-AM
008571].

4770 E-mail from William R. Maher, Citigroup, to Katie Evans, Citigroup, et al. (Sept. 9, 2008) [CITI-LBHI-
EXAM 00032799].

4771 E-mail from Katie Evans, Citigroup, to William R. Maher, Citigroup, et al. (Sept. 9, 2008) [CITI-LBHI-
EXAM 00032799].

4772 E-mail from Chris Deukmedjian, Citigroup, to Peter Dehaan, Citigroup, et al. (Sept. 9, 2008) [CITI-
LBHI-EXAM 00032799].

4773 E-mail from Emil F. Cornejo, Lehman, to Michael Mauerstein, Citigroup (Sept. 9, 2008) [LBEX-DOCID

4043703].
4774 E-mail from Paolo R. Tonucci, Lehman, to Emil F. Cornejo, Lehman (Sept. 9, 2008) [LBEX-AM 008564].
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executed version of the amendment, LBI was the only entity listed on “Schedule 1,”
which specifies the Lehman subsidiaries added to the parent Guaranty.*”>
c¢. Negotiations Between Lehman and Citi Personnel
Regarding Which Lehman Entities Were To Be

Added to the Parent Guaranty by the September 9
Guaranty Amendment

At 12:54 p.m. on September 9, Mauerstein e-mailed the draft parent Guaranty
Amendment to Cornejo, which proposed an additional 17 subsidiaries to the LBHI
guaranty.*’¢ Mauerstein told the Examiner that Citi had not sought a guaranty of LBI
prior to September 9 because the U.S. broker-dealer was usually the most creditworthy
Lehman entity.#”” Nevertheless, because most of Citi’s exposure was through LBI, Citi
determined that, given market events, it needed its exposure to LBI covered.#”¢ In the
initial amendment draft, Citi’s proposed list of 17 Lehman subsidiaries to be added to

the parent guaranty included LBI.+7

4775 Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 4263143].

4776 E-mail from Michael Mauerstein, Citigroup, to Emil F. Cornejo, Lehman (Sept. 9, 2008) [LBEX-DOCID
1079048].

4777 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 8.

4778 4.

4779 Amendment 1 To Guaranty [Draft] (Sept. 9, 2008), at p. 3 [LBEX-DOCID 1032313] (this proposed draft
was attached to Mauerstein’s September 9, 2008 e-mail (LBEX-DOCID 1079048) at 12:54 p.m. to Cornejo).
The subsidiaries that Citi proposed be added were: Caistor Trading BV, Lehman Brothers Australia
Securities Pty Limited, Lehman Brothers Finance AG, Lehman Brothers Financial Products Incorporated,
Lehman Brothers Incorporated, Lehman Brothers (Taiwan) Limited, Lehman Brothers Securities Private
Limited, Libertus Jutaku Loan K K., Neuberger Berman LLC, Lehman Brothers Commodity Services
Incorporated, Lehman Brothers Equity Finance (Cayman) Limited, Lehman Brothers Finance Japan
Incorporated, Lehman Brothers GCS Financing, Lehman Brothers Securities Taiwan Limited, Lehman
Scottish Finance LP, Marcy Limited and Property Asset Management Inc. Id.

1268



However, the signed amendment that was returned to Citi shortly before the 6:00
p-m. deadline only extended the Guaranty to LBL.#* When Citi received the September
9 Guaranty Amendment shortly before 6:00 p.m. on September 9 with only LBI added,
Citi viewed the absence of Lehman’s Asian subsidiaries as problematic for opening in
Asia the next day.#®! Lehman officials explained to Citi that it intended to provide
guarantees for the Asian subsidiaries, but that Lehman needed to check with its
overseas offices to ensure that no regulatory issues would prevent LBHI from doing
s0.4%2 Nevertheless, Citi still needed Lehman to add the subsidiaries initially listed on
the amendment’s schedule of parties, and stated it would withhold credit in Asia until
Lehman did so.##

Specifically, at 6:34 p.m., Fontana e-mailed Cornejo to request that Lehman
guarantee all of the entities Citibank had included in its initial proposal, including “the

international subs which are critical for us to clear for you in Asia.”#% Cornejo

4780 E-mail from Emil F. Cornejo, Lehman, to Michael Mauerstein, Citigroup (Sept. 9, 2008) [LBEX-DOCID
4043703]; see also Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 4263143] (first executed
version remitted to Citigroup shortly before 6:00 p.m. on September 9, 2008 and adding only LBI as a
guaranteed subsidiary).

4781 E-mail from Thomas Fontana, Citigroup, to Gregory Frenzel, Citigroup (Sept. 9, 2008) [CITI-LBHI-
EXAM 00108845]; e-mail from Christopher M. Foskett, Citigroup, to Thomas Fontana, Citigroup (Sept. 9,

2008) [CITI-LBHI-EXAM 00073290] (relaying Michael Mauerstein’s statement that Lehman had
guaranteed the U.S. broker-dealer).

4782 E-mail from Emil F. Cornejo, Lehman, to Thomas Fontana, Citigroup (Sept. 9, 2008) [LBEX-DOCID
1079021].

4783 E-mail from Thomas Fontana, Citigroup, to Emil F. Cornejo, Lehman, et al. (Sept. 9, 2008) [LBEX-
DOCID 1079021] (specifically, Fontana wrote that Citi “will not open you in Asia with the agreement we
have in place”).

4784 1d.
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responded that Lehman intended to include those subsidiaries in the Guaranty, but
needed more time to ensure there were no regulatory obstacles.#®> Shortly after 7:00
p.m., Cornejo forwarded the September 9 Guaranty Amendment to others within
Lehman to make sure there were no local legal or regulatory issues that prevented
Lehman from adding any the remaining 16 subsidiaries that Citi had requested.*#

At 711 p.m., Fontana e-mailed Cornejo, “[w]e have a problem as we will not
open you in Asia with the agreement we have in place. Call me.”#% In an e-mail from
Cornejo to Lehman personnel at 7:36 p.m., Cornejo wrote that “Citi wants LBHI to
guaranty each of these legal entities. . . . I am not sure each of the entities is 100% owned
by Lehman or that we have lines in Asia. Citi will reduce all limits to 0, unless we
sign. ... We signed off on [a] guaranty today in NY for LBL.”#% Citi explained to the
Examiner that Lehman either needed to agree to a parental guaranty for those Lehman
entities or prefund its trades in order for Citi to clear for Lehman in Asia the next

d ay L4789

4785 E-mail from Emil F. Cornejo, Lehman, to Thomas Fontana, Citigroup (Sept. 9, 2008) [LBEX-DOCID
1079021].

4786 E-mail from Emil F. Cornejo, Lehman, to Aireen Phang, Lehman, et al. (Sept. 9, 2008) [LBEX-DOCID
1079057].

4787 E-mail from Thomas Fontana, Citigroup, to Emil F. Cornejo, Lehman, et al. (Sept. 9, 2008) [LBEX-
DOCID 1079021].

4788 E-mail from Emil F. Cornejo, Lehman, to Janet Birney, Lehman, et al. (Sept. 9, 2008) JLBEX-AM
008669].

478 Examiner’s Interview of Thomas Fontana, Aug. 19, 2009, at p. 9 (Citi counsel Claudia Hammerman

clarified this point to the Examiner).
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During the evening of September 9, Lehman rejected eight of the original 17
entities that Citi had proposed including in the amended guaranty, and the final version
that night contained nine Lehman subsidiaries that were ultimately added to the
Guaranty.#® Specifically, Cornejo noted in an e-mail that evening that Lehman
personnel had deleted five of the 17 additional subsidiaries Citi had proposed.+*
Following that modification, Lehman removed three more entities because: (i) two of
the subsidiaries had no accounts with Citi, and (ii) another subsidiary was “a division
SARL.”#%2 Lehman personnel also confirmed that one of the subsidiaries Cornejo had
removed earlier was appropriately removed because it was a Special Purpose
Vehicle.#» Thus, the Guaranty was amended on September 9 to add nine Lehman

subsidiaries,*** while a tenth, LBCC, was added late on September 11, 2008+ after

479 See e-mail from Emil F. Cornejo, Lehman, to Thomas Fontana, Citigroup, et al. (Sept. 10, 2008) [LBEX-
DOCID 458344)]; Schedule 1 (To Amendment 1) (Sept. 9, 2008) [LBEX-DOCID 443684] (attached to

Cornejo e-mail).

4791 E-mail from Emil F. Cornejo, Lehman, to Janet Birney, Lehman (Sept. 9, 2008) [LBEX-DOCID 1075546].
(sent at 8:59 p.m. Eastern time). Cornejo noted that “[w]e have deleted the following names” but did not
explain why the subsidiaries were deleted. Id. The deleted names were: Lehman Brothers Financial
Products Incorporated, Property Asset Management Inc., Libertus Jutaku Loan K.K., Marcy Limited, and
Caistor Trading BV. Id.

4792 E-mail from Emily Critchett, Lehman, to Janet Birney, Lehman, ef al. (Sept. 9, 2008) [LBEX-DOCID
1009802] (sent at 9:08 p.m. Eastern time). “SARL” is the abbreviation for “société a responsibilité limitée,”
and typically appears after the name of a French private limited company. Encyclopedia.com, SARL
definition (last accessed Jan. 27, 2010).

479 E-mail from Emily Critchett, Lehman, to Janet Birney, Lehman, ef al. (Sept. 9, 2008) [LBEX-DOCID
1009802] The subsidiary was Lehman Brothers Financial Products Incorporated. Id.

4794 See Schedule 1 (To Amendment 1) (Sept. 9, 2008), at p. 1 [LBEX-DOCID 443684]. Those nine entities
added on September 9, 2008 were: Lehman Brothers Australia Securities Pty Limited, Lehman Brothers
Incorporated, Lehman Brothers (Taiwan) Limited, Lehman Brothers Securities Private Limited,
Neuberger Berman LLC, Lehman Brothers Commodity Services Incorporated, Lehman Brothers Finance
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Mauerstein told Cornejo that LBCC’s CLO obligations would have to be prefunded that
night if Lehman did not sign the Schedule to the Guaranty with LBCC included.*

With the exception of the Lehman subsidiaries that were initially proposed, the
terms of the executed Guaranty Amendment remained unchanged from what was sent
via e-mail to Cornejo by Mauerstein at 12:54 p.m. on September 9.4 The documents do
not show whether Lehman advised Citi as to the reasons for its removal of some of the
proposed subsidiaries from the list, nor do they establish whether Citi resisted

Lehman’s removal of eight of the subsidiaries initially proposed by Citi.+*

Japan Incorporated, Lehman Brothers GCS Financing and Lehman Brothers Securities Taiwan Limited.
Id.

4795 E-mail from Rosa Garcia, Lehman, to Emil F. Cornejo, Lehman, et al. (Sept. 12, 2008) [LBEX-DOCID
065565] (noting that the attached signed Guaranty was sent to Mauerstein at Citi; this e-mail was sent at
8:55 p.m. Eastern time); see also Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 090568]
(executed version signed by Ian Lowitt on September 11, 2008).

479 E-mail from Michael Mauerstein, Citigroup, to Emil F. Cornejo, Lehman (Sept. 11, 2008) [LBEX-
DOCID 1078857].

4797 Compare Amendment 1 To Guaranty [Draft] (Sept. 9, 2008) [LBEX-DOCID 1032313] (draft version sent
by Mauerstein to Cornejo at 12:54 p.m. on September 9, 2008), with Amendment 1 To Guaranty (Sept. 9,
2008) J|LBEX-DOCID 4263143] (executed version from September 9 which added only LBI to the
Guaranty), and Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 090568] (final executed version
signed by Ian Lowitt on September 11, 2008, listing 10 Lehman subsidiaries that were ultimately added to
the parent Guaranty).

4798 See generally e-mail from Paolo R. Tonucci, Lehman, to Emil F. Cornejo, Lehman, ef al. (Sept. 9, 2008)
[LBEX-AM 008690] (suggesting that, because Lehman had executed a similar guaranty with JPMorgan,
this guaranty amendment would not, he hoped, be an issue for Lehman’s legal department).
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(iv) September 12, 2008: A Lehman Collateral Account at
Citi was Activated After Two Months of Discussion,
and Lehman Signed an Amendment to the Direct
Custodial Services Agreement

A collateral account titled “Lehman Brothers Holdings Inc., Pledge to Citibank”
at Citi was reserved by July 18,4 opened on September 11, and became active on
September 12,%% but no collateral was ever transferred into it. The account was opened
in conjunction with the proposed pledge of securities by LBHI because Lehman needed
to have a “US securities custody account and cash account” at Citi.*"

Unlike JPMorgan, which discussed a guaranty amendment with Lehman on
September 9 that was subsequently signed on September 10 and followed by a Security
Agreement from Lehman on September 10,4% Citi did not obtain a Security Agreement.
However, Citi did obtain an amendment on September 12, 2008 to its DCSA with
Lehman.#% Specifically, on the afternoon of September 12, Citibank’s Lukas and

Lehman’s Birney and Boyle signed the DCSA amendment which gave Citi stronger

4799 E-mail from Ken Porcaro, Citigroup, to Katherine Lukas, Citigroup (July 18, 2008) [CITI-LBHI-EXAM
00022307]; e-mail from Katherine Lukas, Citigroup, to Janet Birney, Lehman, et al. (Aug. 4, 2008) [LBEX-
DOCID 459043] (informing Lehman that the collateral account had been reserved).

4800 E-mail from Robson R. Morri, Citigroup, to Thomas Fontana, Citigroup, et al. (Sept. 11, 2008) [CITI-
LBHI-EXAM 00012865].

4801 E-mail from Deborah Mercer-Miller, Citigroup, to Craig S. Dudsak, Citigroup, et al. (Sept. 11, 2008)
[CITI-LBHI-EXAM 00012697]. The collateral account number was 203489. E-mail from Deborah Mercer-
Miller, Citigroup, to Rachel V. Cole, Citigroup, et al. (Sept. 11, 2008) [CITI-LBHI-EXAM 00012697]; e-mail
from Robson R. Morri, Citigroup, to Thomas Fontana, Citigroup, et al. (Sept. 11, 2008) [CITI-LBHI-EXAM
00012865].

4802 See Section III.A.5.b of this Report, which discusses the JPMorgan agreement amendments.

4803 Direct Custodial Services Agreement Deed (Sept. 12, 2008) [LBEX-DOCID 4263617]; see also Direct
Custodial Services Agreement Deed (Sept. 12, 2008) [CITI-LBHI-EXAM 00005903] (with Katherine Lukas’
signature).
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rights over the custody assets and included a carve-out for customer accounts that
Lehman requested be added.**

Lehman had initially approached Citi in February 2008 about updating the
original DCSA.#% While the parties negotiated this, Citi sought to re-introduce lien and
setoff language into the agreements (Fontana noted in July that most major broker-
dealers had negotiated the lien language out of the DCSA).#%

In the original DCSA signed on March 26, 1992, LBI authorized Citi to establish
Custody Accounts®” and Client Deposit Accounts*® in LBI's name.#® The original

DCSA granted Citi “a general lien” on property so long as it was not held for the benefit

4804 Direct Custodial Services Agreement Deed (Sept. 12, 2008), at p. 1 (§ 1.3) [LBEX-DOCID 4263617]. The
carve-out provision specifies that the “security interest and right of set-off provided in this Deed shall not
apply to any account and cash or Securities held therein if the account is identified as for the benefit” of

LBI's customers, except to the extent that the client assets are needed to be used to cover fees,
administrative expenses and irrevocable transactions yet to settle. Id.; see also e-mail from Katherine
Lukas, Citigroup, to Emily Critchett, Lehman, et al. (Sept. 12, 2008) [LBEX-DOCID 4026355] (noting that
the updated Deed attached “includes the language relating to customer accounts under [section] 1.3”); e-
mail from Katherine Lukas, Citigroup, to Tom Isaac, Citigroup, et al. (Sept. 12, 2008) [CITI-LBHI-EXAM
00011569] (explaining that the Deed includes a carve-out paragraph for customer accounts except Citi
retains a lien over the client assets “for fees and admin expenses as well as being covered for those
irrevocable transactions yet to be settled”).

4805 E-mail from Reto Faber, Citigroup, to Kathy El Ong, Citigroup, et al. (Aug. 1, 2008) [CITI-LBHI-EXAM
00022171]; see also e-mail from Emily Critchett, Lehman, to Katherine Lukas, Citigroup, et al. (Feb. 29,
2008) [LBEX-DOCID 1010232].

4806 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup (July 1, 2008) [CITI-LBHI-EXAM

00111749].

4807 Direct Custody Agreement for Citibank, N.A., Subsidiaries and Affiliates and Shearson Lehman
Brothers Inc. (Mar. 26, 1992), at p. 1 [LBEX-DOCID 1091570]. Custody Accounts were “for the deposit of
any Securities, Precious Metals and other property (apart from cash) from time to time received by” Citi
for the account of LBI. [d. at p. 4 (§2).

4808 I, Client Deposit Accounts were “for the deposit of funds in any currency from time to time”

received by Citi for the account of LBI. Id.

4809 1.
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of Lehman’s customers.#® The general lien in the original DCSA extended to Property
“held by [Citi] under this Agreement until the satisfaction of all liabilities and
obligations of [LBI] (whether actual or contingent) owned to [Citi] hereunder, provided,
that such lien shall secure only [LBI's] obligations to [Citi] for the safe custody and
administration of the Property.”*!

In Section 4.1 of the September 12 DCSA amendment, the lien was strengthened
and expanded as Lehman granted Citi “a first fixed security interest . . . over all rights it
has or may have now or in the future in respect of the Collateral” where Collateral was
defined to include cash, securities or other assets held by Citi.#"? Citi was only “obliged
to release Collateral to [LBI] if there are no outstanding or contingent Secured
Obligations.”#” The Deed defines Secured Obligations as “(i) all obligations of the
Client to reimburse the Custodian in respect of Irrevocable Commitments; and (ii) all
other present and future obligations of the Client to repay the Custodian including, but

not limited to, daylight and overnight overdraft lines and reversals of provisional

810 Jd. atp. 19 (§ 17).

#11Jd. Section 1 contains the definitions, including defining “Property” as “any Securities, Precious
Metals, cash or any other property held” by Citi under the terms of the Agreement. Id. at p. 4 (§1).

4812 Direct Custodial Services Agreement Deed (Sept. 12, 2008), at p.2 (§ 4.1) [LBEX-DOCID 4263617]. The
amendment defines Collateral in section 1.1 as “(i) cash held in any cash account with any Custodian; (ii)
Securities or other assets held by any Custodian; and (iii) rights in respect of transactions in Securities in
conjunction [with] services provided by any Custodian.” Id. The “Custodian” is defined as “CITIBANK,
N.A. on behalf of each branch or affiliate of the Bank from time to time selected and appointed by [LBI] as
custodian or clearing agent.” Id.

BB atp.2(§4.2).
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credits.”# Additionally, Section 5 of the DCSA amendment provides Citi with the
right to set off any payment obligation owed by Lehman against any such obligation
owed by Citi to Lehman, and specifies that Citi “may set off an amount estimated by it
in good faith to be the amount of that obligation” if the obligation is unliquidated or
unascertained.#15

(d) Lehman’s Clearing Environment at Citi During the Week
of September 8, 2008

(i) Citi Required Lehman To Operate Under Lower
Daylight Overdraft Limits

During the collateral pledge negotiations in July 2008, some Citi personnel were
baffled as to why Lehman needed such large daylight overdraft limits with Citi, as Citi
understood Lehman to have almost $50 billion in its liquidity pool.#' Citi did not
understand why Lehman could not put to use some of its liquidity, so that Citi could
significantly reduce the daylight overdraft limits, as “this doesn’t create any disclosure

issues and [Lehman has] the liquidity.”#” Moreover, in Citi’s view, because Lehman

®14]d atp.1(§1.1).

B> 1d. atp. 2 (§5).

4816 E-mail from Gregory Frenzel, Citigroup, to Thomas Obermaier, Citigroup, et al. (July 16, 2008) [CITI-
LBHI-EXAM 00082047] (concerning the Lehman Pledge Agreement, Frenzel suggested Citi insist on a

larger pledge amount and set the intraday lines to that amount, or reduce Lehman’s intraday lines to zero
and let Lehman use its liquidity to prefund its transactions).

4817 E-mail from John Dorans, Citigroup, to Brian R. Leach, Citigroup, et al. (July 16, 2008) [CITI-LBHI-
EXAM 00108067]. -
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represented that it had such a large liquidity pool, it would have been helpful to Citi if
Lehman kept some of that deposit with Citi.*®

On Friday, September 5, 2008, Citi decided to downgrade its internal
classification of Lehman’s creditworthiness.®" Citi took this step because Lehman had
“clearly defined problems,”#2 whereas Lehman’s prior creditworthiness classification
at Citi only indicated “potential weakness.”#2?! When Citi internally downgraded
Lehman’s creditworthiness on September 5, “the credit [system] automatically
suspended all trading lines,” which meant not that Citi cut the lines, but that Citi more
carefully, manually monitored Lehman’s trading activities.#? In addition to carefully
monitoring Lehman’s trading activities, Citi required internal approvals for any trades
that were larger, longer in tenor, or riskier than usual.#? On September 10, Citi

personnel mistakenly informed Lehman that Citi had cut the trading lines, which was

4818 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (June 17, 2008) [CITI-

LBHI-EXAM 00073791].

4819 E-mail from Melissa J. Torres, Citigroup, to John J. Foley, Citigroup, et al. (Sept. 6, 2008) [CITI-LBHI-
EXAM 00088683] (noting this change was made on Friday, September 5, 2008); see also e-mail from
Gregory Frenzel, Citigroup, to NA IRM Weekly Updates group, Citigroup (Sept. 7, 2008) [CITI-LBHI-
EXAM 00107376] (weekly update from September 5, 2008); e-mail from Michael Mauerstein, Citigroup, to
Katherine Lukas, Citigroup, et al. (Sept. 8, 2008) [CITI-LBHI-EXAM 00051890] (noting that the
classification “is strictly an internal Citi matter,” Citi had not communicated anything to Lehman about

the change in its internal classification of Lehman, nor had Citi changed its operations with Lehman due
to the classification change).

4820 Thomas Fontana, Citigroup, Unpublished Notes (Sept. 5, 2008), at p. 168 [CITI-LBHI-EXAM 00099649]
(contemporaneous handwritten notes).

421 Thomas Fontana, Citigroup, Unpublished Notes (Sept. 12, 2008), at p. 191 [CITI-LBHI-EXAM

00099649] (contemporaneous handwritten notes).
422 E-mail from Kathy El Ong, Citigroup, to Ajaypal S. Banga, Citigroup, ef al. (Sept. 11, 2008) [CITI-
LBHI-EXAM 00012823].

4823 I,
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not the case, and Citi thereafter reminded its employees to be extra vigilant so that
misinformation would not be communicated to Lehman or to the marketplace.*2

On September 8, Lehman presented to Citi’s Mauerstein, Fontana and Foskett its
expected third quarter 2008 results and game plan for Lehman going forward.#» Citi’s
impression of the presentation was that the plan made sense, but that executing the
plan was going to be key.#* Foskett commented that Lehman was “the most open
amongst the brokers about [third quarter 2008] results and [its] plans to address the
stress and strain of the current environment.”*?

Mid-day on September 9, Citi’s Silbiger requested that Lehman’s daylight
overdraft limit be reduced from $3 billion to zero while Citi, instead, used Lehman’s $2
billion deposit (plus any overnight funds that Lehman had placed with Citi’s treasury
desk) to clear transactions for Lehman.®#? Citi’s Chief Risk Officer requested that Citi
pare back the Global Transaction Services clearing lines “in order to monitor flows”
while keeping FX trading available.#” Citi had frequently requested that Lehman leave

a larger deposit, and had difficulty manually managing Lehman’s clearing and

4824 1d.
4825 E-mail from Christopher M. Foskett, Citigroup, to Ian T. Lowitt, Lehman (Sept. 8, 2008) [LBEX-DOCID
070422].

4826 [
4827 [ 4.
4828 E-mail from Joseph Chesakis, Citigroup, to Katherine Lukas, Citigroup, et al. (Sept. 9, 2008) [CITI-
LBHI-EXAM 00014706]. Citigroup’s Responses to Examiner’s First Set of Questions re Pre-Bankruptcy

Setoff dated November 16, 2009 (Dec. 18, 2009), at p. 4 [hereinafter “Citigroup First Written Responses”].
4829 E-mail from Paul Egan, Citigroup, to Ajaypal S. Banga, Citigroup, et al. (Sept. 10, 2008) [CITI-LBHI-
EXAM 00075863].
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settlement activities using just the $2 billion deposit after the lines had been reduced to
zero.®® Despite the reduced daylight overdraft limit, Citi told its FX traders to continue
trading with Lehman, so long as Citi’s net exposure to Lehman did not exceed the $2
billion deposit.*!

In an interview with the Examiner, Foskett stated that, prior to Lehman
Weekend, several smaller multi-national companies had to prefund their activity with
Citi, suggesting that such prefunding was possible.#2 Additionally, Foskett stated that
over Lehman Weekend, two large companies had to prefund their transactions through
Citi.ss3

(ii) Lehman Deposited Amounts in Excess of the $2 Billion
Deposit at Various Times in 2008 With Citi

At various times during the summer of 2008, Lehman deposited excess cash with

Citi overnight, including: $343 million on June 13,%* $900 million on July 10,%% $1

4830 E-mail from Thomas Fontana, Citigroup, to Michael Mauerstein, Citigroup, et al. (Sept. 9, 2008) [CITI-
LBHI-EXAM 00065673].

4831 E-mail from Christopher M. Foskett, Citigroup, to Paul Egan, Citigroup, et al. (Sept. 10, 2008) [CITI-
LBHI-EXAM 00076841].

4832 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 8. Two broker-dealers, each with
approximately $1 billion in daily clearing exposure, pre-funded their cash clearing through Citi after the
collapse of Bear Stearns. In addition, a larger broker-dealer may have also pre-funded after Citi limited
its clearing exposure facing it. Citigroup First Written Responses, at p. 6.

4833 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 8.

4834 E-mail from Edward A. Hewett, Jr., Citigroup, to Scott Bere, Citigroup, et al. (June 13, 2008) [CITI-
LBHI-EXAM 00115260].

4835 E-mail from Edward A. Hewett, Jr., Citigroup, to Scott Bere, Citigroup, et al. (July 10, 2008) [CITI-

LBHI-EXAM 00114179].
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billion on July 11,43 $1.25 billion on July 14,%% $1.4 billion on July 15%% and $1.1 billion
on August 6.4 Citi viewed these excess cash deposits as Lehman’s attempts “to
demonstrate to us that they [did] not have a liquidity issue.”#% These funds would
typically be returned to Lehman the following business day, along with interest earned
on the deposit overnight.®#* During the week of September 8, 2008, Lehman continued
to deposit additional funds with Citi overnight: $680 million on the evening of
September 9,%+ $3.3 billion on September 104+ and $3.02 billion on September 11.44 On

the morning of September 12, Lehman requested Citi return $1.8 billion, the last of the

4836 E-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (July 12, 2008) [CITI-
LBHI-EXAM 00076243].

4837 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup (July 14, 2008) JCITI-
LBHI-EXAM 00018024] (conveying topics discussed during a conversation Mauerstein had with Tonucci).
4838 E-mail from Edward A. Hewett, Jr., Citigroup, to Scott Bere, Citigroup, et al. (July 15, 2008) [CITI-
LBHI-EXAM 00115664].

4839 E-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett, Citigroup, et al. (Aug. 7, 2008)
[CITI-LBHI-EXAM 00074313].

4840 E-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, et al. (July 11, 2008)
[CITI-LBHI-EXAM 00082020]; e-mail from Michael Mauerstein, Citigroup, to Christopher M. Foskett,

Citigroup, et al. (Aug. 7, 2008) [CITI-LBHI-EXAM 00074313] (commenting that the $1.1 billion excess
deposit on August 6, 2008, was “possibly a demonstration of ‘liquidity’”
Christopher M. Foskett, Sept. 24, 2009, at p. 7.

4841 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al. (Sept. 10, 2008)_[CITI-
LBHI-EXAM 00054016] (noting that, while Lehman’s deposit was $2.68 billion that morning, the $680
million in excess of the $2 billion cash deposit was to be returned that morning); Citigroup First Written
Responses, at p. 4.

4842 E-mail from Emil F. Cornejo, Lehman, to Michael Mauerstein, Citigroup (Sept. 10, 2008) [LBEX-
DOCID 1078918]; see also Citigroup First Written Responses, at p. 4 (identifying the amount sold as $679

); Examiner’s Interview of

million).
4843 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al. (Sept. 10, 2008) [CITI-
LBHI-EXAM 00054016].

4844 E-mail from Katherine Lukas, Citigroup, to Tom Isaac, Citigroup, et al. (Sept. 11, 2008) [CITI-LBHI-
EXAM 00014488].

1280



additional funds Lehman had placed with Citi’s desk the previous night.#* Citi
complied approximately three hours later at 12:52 p.m.#% Citi tried to hold on to the
additional funds as long as it could on September 12 because Citi saw $4 billion of line
utilization, “including FX settlements from Asia, trade settlements and clearing usage in
Europe,”¥ but Fontana later authorized the release of the funds in excess of the $2
billion cash deposit because “Lehman [was] in dire need” of the money.®## When
trading ended on September 12, Lehman did not ask for its $2 billion deposit back.*#

(iii) Citi Endeavored To Help Lehman in September 2008,
Prior to the Bankruptcy Filing

Citi endeavored to assist Lehman on numerous occasions in the days leading up
to Lehman’s bankruptcy filing. For example, on September 10, Citi approved a $500
million extension of credit in excess of the aggregate deposit held so that a CLS

payment could be made.#*® That brought all of Lehman’s clearing lines up to capacity,

4845 See e-mail from Michael Mauerstein, Citigroup, to Thomas Fontana, Citigroup, et al. (Sept. 12, 2008)
[CITI-LBHI-EXAM 00101294] (reporting that Fleming made the request prior to 10:00 a.m. that day).

4846 E-mail from Katherine Lukas, Citigroup, to Chris Deukmedjian, Citigroup, et al. (Sept. 12, 2008) [CITI-
LBHI-EXAM 00032758] (funds were released back to Lehman shortly before 1:00 p.m.).

4847 E-mail from Thomas Fontana, Citigroup, to Thomas Schwartz, Citigroup, et al. (Sept. 12, 2008) [CITI-

LBHI-EXAM 00048225].

4848 E-mail from Thomas Fontana, Citigroup, to Richard C.S. Evans, Citigroup, et al. (Sept. 12, 2008) [CITI-
LBHI-EXAM 00048225].

449 E-mail from Thomas Fontana, Citigroup, to Karen Kirchen, Citigroup (Sept. 12, 2008) [CITI-LBHI-
EXAM 00054412]. But see e-mail from Daniel ]. Fleming, Lehman, to David Forsyth, Lehman (Sept. 12,

2008) [LBEX-DOCID 083098] (Fleming confirmed that morning that he wanted to ask Citi for the money
back, but it is not clear whether he was referring to the $2 billion cash deposit or the $3 billion in extra
funds deposited with Citi the evening of September 11; also, there is no indication from this e-mail or
others that Lehman renewed this request at the end of the day on September 12).

4850 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al. (Sept. 10, 2008) [CITI-
LBHI-EXAM 00108863].
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and Citi advised Lehman that Lehman needed to get more money into its accounts
before any further payments could be made.®#>' Additionally, late on September 14, Citi
transferred $500 million from LBHI's account at Citi to LBI's account at Citi to fund
Lehman’s CLS obligations after Fleming made the request on the afternoon of
September 14.42

Citi sought other ways to help Lehman in September.# For example, Citi was
engaged by Hellman and Friedman regarding a potential acquisition of Neuberger
Berman.#* Citi also approached Lehman in early September to see if Citi could assist
with capital raises.#* Lehman also discussed spinning off most of its illiquid real estate

assets into a separate publicly traded company, the “bad bank,” to move those assets off

4851 4.
4852 E-mail from Daniel J. Fleming, Lehman, to Paolo R. Tonucci, Lehman, et al. (Sept. 14, 2008) [LBEX-
DOCID 457630]; see also e-mail from Julius Silbiger, Citigroup, to Thomas Obermaier, Citigroup, et al.
(Sept. 14, 2008) [CITI-LBHI-EXAM 00104189] (stating that the $500 million had moved by 9:42 p.m. that
evening); e-mail from Roger Barnes, Citigroup, to Naresh N. Kumar, Citigroup, et al. (Sept. 14, 2008)
[CITI-LBHI-EXAM 00104189] (explaining that Citichecking opened at 9 p.m. that evening so the transfer
could be made then); e-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, et al.
(Sept. 14, 2008) [CITI-LBHI-EXAM 00101129] (approving the transfer); Lehman Brothers Inc. Account
Report (Oct. 1, 2008), at p. 1033 [CITI-LBI 00024142] (account statement confirming that the transaction
transferred $500 million from Lehman Brothers Holdings Main Open Account 4061-5202 to Lehman
Brothers Inc. account 3054-4658).

4853 E-mail from John P. Havens, Citigroup, to Herbert H. (Bart) McDade III, Lehman (Sept. 9, 2008)
[LBEX-DOCID 4191451].

4854 E-mail from Gary Shedlin, Citigroup, to Christopher M. Foskett, Citigroup, et al. (Sept. 9, 2008) [CITI-
LBHI-EXAM 00075818].

485 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 9; e-mail from Christopher M.
Foskett, Citigroup, to Gary Shedlin, Citigroup, et al. (Sept. 9, 2008) [CITI- BHI-EXAM 00075818] (asking
whether Shedlin and David Head “have any interest in getting involved to help Lehman” as it is
“obvious they need capital”); e-mail from Christopher M. Foskett, Citigroup, to Peter Heidinger,
Citigroup, et al. (Sept. 10, 2008) [CITI-LBHI-EXAM 00076841] (Citi in discussions with Lehman on a
capital raise transaction).
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Lehman’s balance sheet.#* Under this plan, Lehman would provide a cash infusion,
but then seek more funds from shareholders or other investors to enable the spin-off
company to operate.®” Although Lehman did not ask Citi to fund the real estate assets
in the “bad bank” part of the good bank/bad bank alternative,®> Citi dispatched
personnel from its equity capital markets business to speak with Lehman about
alternatives for raising money to support those assets.®#* In addition, Citi was involved
in discussions over Lehman Weekend with other banks (as part of a proposed loan
facility for Lehman by a bank consortium) to fund the $33 billion in assets that Lehman
contemplated spinning off into a “bad bank.”

Throughout Lehman’s difficulties, Citi seemed to maintain confidence in the firm
almost until the petition date.® On September 12, Foskett wrote that “[m]arket forces
are irrational,” and he and Fontana lamented how the market was treating Lehman.*¢
This exchange is similar to Citi’s view of Lehman in June 2008 when, even though Citi

personnel referred to a “loss of confidence” in Lehman on June 12, Foskett clarified that

4856 See Section I1.A.3 of this Report, which discusses SpinCo.

4857 See id.

4858 See id.

4859 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 9.

4860 E-mail from Thomas Fontana, Citigroup, to William Mandaro, Citigroup, et al. (Sept. 14, 2008) [CITI-
LBHI-EXAM 00073424]. Citigroup First Written Responses, at p. 4.

4861 See e-mail from Geoff Richards, Citigroup, to John Trohan, Citigroup, et al. (May 29, 2008) [CITI-LBHI-
EXAM 00082821] (the “No Smoking Guns” research paper assessed Lehman’s liquidity as good and

thought concerns about another Bear Stearns-type funding problem were overblown); e-mail from John
P. Havens, Citigroup, to Herbert H. (Bart) McDade III, Lehman (Sept. 9, 2008) [LBEX-DOCID 4191451

(Citi’s team was very positive about Lehman’s September 8, 2008 game plan presentation).

4862 E-mail from Christopher M. Foskett, Citigroup, to Thomas Fontana, Citigroup (Sept. 12, 2008) [CITI-
LBHI-EXAM 00073399].
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the “loss of confidence” referred to a couple of people on Fontana’s team, not a Citi-
wide loss of confidence in Lehman. 4¢3

(iv) Lehman’s Accounts at Citi Closed on Friday September
12 With Funds in Excess of the $2 Billion Deposit

On September 12, Citi was aware of approximately $1.5 billion in anticipated
payments that Citi would have had to make on Lehman’s behalf on September 15.4¢
Thus, in preparation for trading on September 15, Citi held on to the full $2 billion
deposit on September 12.465 According to contemporaneous Citi e-mails, in addition to
the $2 billion deposit, Lehman ended Friday with approximately $970 million in
additional funds in its accounts at Citi because Citi did not make four Lehman

payments worth just over $2.4 billion.#% Two of the transactions failed because there

4863 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 3.

4864 E-mail from Thomas Fontana, Citigroup, to Brian R. Leach, Citigroup, et al. (Sept. 12, 2008) [CITI-
LBHI-EXAM 00054412].

4865 4.

4866 E-mail from Julius Silbiger, Citigroup, to Naresh N. Kumar, Citigroup, et al. (Sept. 14, 2008) [CITI-
LBHI-EXAM 00068053] (breaking down the failed transaction amounts as affecting LBHI ($616 million),

LBI ($335 million) and LBSA ($19 million)); e-mail from Paul S. Galant, Citigroup, to John P. Havens,
Citigroup (Sept. 12, 2008) [CITI-LBHI-EXAM 00114766] (listing the failed payments as “$883MM to
Chase; $850MM to Chase; $670MM to Chase; and 224MM (USD eqv) C$ to RBC”); but see e-mail from
Thomas Fontana, Citigroup, to Richard C.S. Evans, Citigroup (Sept. 13, 2008) [CITI-LBHI-EXAM
00052719] (stating the amount in excess of the deposit was $996 million). It appears that most of the
money in the LBHI account was transferred on September 14 to LBI's account at Citi to support CLS
service. See e-mail from Julius Silbiger, Citigroup, to Thomas Obermaier, Citigroup, et al. (Sept. 14, 2008)
[CITI-LBHI-EXAM 00104189] (stating that the $500 million had moved by 9:42 p.m. that evening); e-mail
from Roger Barnes, Citigroup, to Naresh N. Kumar, Citigroup, et al. (Sept. 14, 2008) [CITI-LBHI-EXAM
00104189] (explaining that Citichecking opened at 9 p.m. that evening so the transfer could be made
then); e-mail from Thomas Fontana, Citigroup, to Christopher M. Foskett, Citigroup, et al. (Sept. 14, 2008)
[CITI-LBHI-EXAM 00101129] (approving the transfer); Lehman Brothers Inc. Account Report (Oct. 1,
2008), at p. 1033 [CITI-LBI 00024142] (account statement confirming that the transaction transferred $500
million from Lehman Brothers Holdings Main Open Account 4061-5202 to Lehman Brothers Inc. account
3054-4658).
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was not enough cash to cover them, the third was returned by JPMorgan, and the fourth
payment failed because Lehman did not fund its Canadian currency in time.®¢
According to an e-mail from Fontana, Lehman ran its balances at Citi too late on Friday,
and Citi decided not to ask for an extension of the Fedwire service®s so that Citi could
attempt to send those payments out.#® Similarly, Fleming wrote that day that Lehman
did not have enough time that evening to transfer the funds.®#” One Citi official’s
contemporaneous characterization of the day’s activity was that it looked like Lehman
was “clearing out the cash.”#7!

(e) Citi’s Participation in “Lehman Weekend” Events

Over Lehman Weekend, Citi personnel worked with other banks to value
Lehman’s assets and participated in discussions with other banks about the possibility
of creating a loan facility for Lehman to support the wind-down of certain Lehman

assets. 4872

4867 E-mail from Paul S. Galant, Citigroup, to John P. Havens, Citigroup (Sept. 12, 2008) [CITI-LBHI-
EXAM 00114766].
4868 Fedwire services are owned and operated by the Federal Reserve Banks, and provide a secure method

of transferring large-value, time-critical payments between participants. See Federal Reserve Bank,
Fedwire Services Offerings, available at http://www frbservices.org/fedwire/index.html (last accessed Jan.
21, 2010).

4869 E-mail from Thomas Fontana, Citigroup, to Richard C.S. Evans, Citigroup (Sept. 13, 2008) [CITI-LBHI-
EXAM 00052719].

470 E-mail from Daniel J. Fleming, Lehman, to Ian T. Lowitt, Lehman (Sept. 12, 2008) [LBEX-DOCID
070225] (explaining that Lehman ran out of time that evening to make certain payments because “by the
time Citi confirmed our position it was after 6:30 which is the last time banks can transfer funds through
the fed”).

471 E-mail from John P. Havens, Citigroup, to Vikram S. Pandit, Citigroup (Sept. 12, 2008) [CITI-LBHI-
EXAM 00114766].

4872 Citigroup First Written Responses, at p. 4.
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With regard to the latter, the Examiner’s investigation revealed that Citi
personnel were involved in discussions regarding the creation of a loan facility by a
consortium of banks that would assist in an orderly wind-down of assets that were
excluded from a sale, but these discussions ended when the proposed purchaser
withdrew.#” In addition, discussion about creating a $100 billion equity repo backstop
facility to fund collateral that could not be pledged at the PDCF was mooted by the
FRBNY’s announcement that it was expanding the types of collateral it would accept at
the TSLF and PDCF windows.*7*

In addition, Citi was one of several banks involved with valuing Lehman’s real
estate portfolios to gain a better understanding of Lehman’s hidden contingencies and
unfunded obligations.*”> According to FRBNY e-mails, through this valuation analysis,
the banks reported to the FRBNY that they assigned a value to Lehman’s CRE of $17-20

billion in contrast to the $41 billion value Lehman had assigned.® In addition,

4873 Id

4874 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 9; Examiner’s Interview of
Christopher M. Foskett, Sept. 24, 2009, at p. 9; e-mail from Christopher M. Foskett, Citigroup, to Albert
May, Citigroup, et al. (Sept. 14, 2008) [CITI-LBHI-EXAM 00075998]; Citigroup First Written Responses, at
p- 4.

4875 E-mail from Sarah Bell, FRBNY, to Meg McConnell, FRBNY, et al. (Sept. 14, 2008) [FRBNY to Exam.
014832]; see also e-mail from Kenneth Cohen, Lehman, to Kevin Genirs, Lehman, et al. (Sept. 13, 2008)
[LBEX-DOCID 1900538] (stating that Credit Suisse, Goldman Sachs and Citi would have access shortly to

information on the estimated $41 billion global commercial real estate balance sheet, and noting that this
would not include cash flows).

4876 E-mail from Sarah Bell, FRBNY, to Meg McConnell, FRBNY, et al. (Sept. 14, 2008) [FRBNY to Exam.
014832]; see also e-mail from Brian R. Leach, Citigroup, to Vikram S. Pandit, Citigroup, et al. (June 12,
2008) [CITI-LBHI-EXAM 00114272] (expressing doubt that Lehman’s balance sheet could be liquidated
within 10 percent of its marks and commenting that it would likely be worse than that unless the
government stepped in).
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regarding Lehman’s residential real estate, the banks reported an assigned value
(exclusive of derivatives) of $9 billion, compared to Lehman’s assigned value of $17.2
billion.#”” However, according to e-mails produced by the FRBNY, the banks, including
Citi, did not think they had either sufficient time or information to value Lehman’s
assets thoroughly.®#” Indeed, some within Citi specifically recognized that “time is not
on anyone’s side,”%” especially given Lehman’s complex balance sheet.

On the afternoon of Sunday September 14, Lehman informed Citi that it would
be filing for bankruptcy.#!

(f) Citi’s Actions Toward Lehman After Lehman Filed for
Bankruptcy Protection

(i) Citi Continued to Provide CLS Services for Lehman,
But Not in an Entirely Uninterrupted Manner

On September 15, 2008, Citi sent a letter to Lehman’s CLS user members — LBI,

LBCC, LBSF and LBIE — advising them that, “effective immediately, we are terminating

4877 E-mail from Sarah Bell, FRBNY, to Meg McConnell, FRBNY, et al. (Sept. 14, 2008) [FRBNY to Exam.
014832].
4878 1d.
4879 E-mail from Thomas Obermaier, Citigroup, to Paul S. Galant, Citigroup (Sept. 12, 2008) [CITI-LBHI-
EXAM 00101309].

4880 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at pp. 9-10; see also e-mail from
Christopher M. Foskett, Citigroup, to David ]J. Spinks, Citigroup (Sept. 14, 2008) [CITI-LBHI-EXAM

00074716] (responding to Spinks’ comment that Spinks hoped Henry Paulson and the Federal Reserve
knew what they were doing by not putting together a deal to save Lehman, Foskett stated “FSA put the
squash on the Barclays deal”).

4881 See e-mail from Christopher M. Foskett, Citigroup, to FIG Executive Committee, Citigroup (Sept. 14,
2008) [CITI-LBHI-EXAM 00074716] (“Lehman will be filing for bankruptcy. There is no deal to save
them.”).
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the CLS Settlement Services Amended and Restated Agreement.”#% Later that same
day, Lowitt signed an agreement requiring that Lehman deposit $1 billion in a deposit
account at Citi in exchange for Citi agreeing to maintain CLS services for LBI and LBCC
on September 16.4% Consequently, LBI established a $1 billion time deposit at Citi on
the afternoon of September 15 to induce Citi to continue to effect CLS payments for LBI
and LBCC.#% In recognition of this, Citi sent another letter suspending the September
15 termination notice for one day, which meant that Lehman was “authorized to submit
orders through the CLS system using Citibank’s account” on September 16.4%5 Some
within Lehman viewed Citi’s change in position on the evening of September 15 as the
result of pressure from officials at the Federal Reserve and SEC.4%

During the evening of September 17, Citi again terminated the CLS Agreement

with LBIL, which, by that point, was the only Lehman subsidiary still authorized by Citi

4882 L etter from Citibank, N.A., to Lehman Brothers Inc., et al., re: CLS Settlement Services Agreement
(Sept. 15, 2008) [LBEX-DOCID 462068].

4883 E-mail from Julie Barboza, Lehman, to Latoya Horton, Citigroup (Sept. 15, 2008) [LBEX-DOCID
4043766]; Letter Agreement from Citibank, N.A., to Lehman Brothers Inc. and Lehman Brothers
Commercial Corporation, re: CLS Agreement (Sept. 15, 2008) [LBEX-DOCID 4043766x4264053]; see also e-
mail from Jonathan D. Williams, Lehman, to Rob Close, CLS Bank, et al. (Sept. 15, 2008) [LBEX-DOCID
457922] (rescinding trades in CLS for LBIE and LBSF because LBIE was in receivership in the U.K. and
LBSF was a U.S. non-regulated entity with very few FX trades).

4884 Letter Agreement from Citibank, N.A., to Lehman Brothers Inc. and Lehman Brothers Commercial
Corporation, re: CLS Agreement (Sept. 15, 2008) [LBEX-DOCID 4264053]; see also Letter Agreement from
Citibank, N.A., to Lehman Brothers Inc., re: CLS Agreement (Sept. 16, 2008) [CITI-LBI 00024114]
(referencing the September 15, 2008 Letter Agreement).

4885 T etter from Citibank, N.A., to Lehman Brothers Inc., et al., re: CLS Settlement Service Agreement and
our letter dated 15th September (the Letter) (Sept. 15, 2008), at p. 1 [LBEX-DOCID 462068].

4886 E-mail from Gregory Eickbush, Lehman, to Alastair Blackwell, Lehman, ef al. (Sept. 15, 2008) [LBEX-
DOCID 026761] (“FED and SEC told Citi to turn CLS back on for us. All fine for a few days.”).
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to submit orders to the CLS system.#” This termination lasted only approximately
three hours because Barclays signed a pledge agreement with Citi on the evening of
September 17 in the amount of $700 million so that Citi would clear for value for LBI on
September 18.4% After receiving the $700 million pledge from Barclays at LBI's request,
Citi withdrew its termination of the CLS Agreement.®® Citi thereafter cleared for
Lehman through the CLS system through Friday September 19.4%

Citi felt comfortable continuing to serve as Lehman’s CLS agent the week LBHI
tiled for bankruptcy protection because Barclays had stepped into the shoes of LBI, and
because Citi still held the $2 billion comfort deposit.#" In the end, Citi served as

Lehman’s settlement member in CLS through Friday, September 19, by which time the

4887 Letter from Citibank, N.A., to Lehman Brothers Inc., re: CLS Settlement Services Agreement (Sept. 17,
2008) [LBEX-DOCID 462072]; see also Letter Agreement from Citibank, N.A., to Lehman Brothers Inc., re:
CLS Agreement (Sept. 16, 2008) [CITI-LBI 00024114] (listing only LBI as authorized to submit orders to
the CLS system on September 17, 2008).

4888 E-mail from Katherine Lukas, Citigroup, to Daniel J. Fleming, Lehman, et al. (Sept. 17, 2008) [LBEX-
DOCID 457387)] (with letter attached concerning Citi “withdrawing the termination of the CLS
Agreement” as to LBI); see also e-mail from John P. Emert, Citigroup, to Stephen W. Stites, Paul Weiss, et
al. (Sept. 17, 2008) [BCI-EX-00077688] (the proposed pledge agreement for Barclays to sign is referenced as
attached to the e-mail). For the entire pledge agreement, see Pledge Agreement (Sept. 17, 2008) [BCI-EX
00077694] (unexecuted version), and Signature Page (Sept. 17, 2008) [BCI-EX 00077639] (signature page of
the pledge agreement contains Gerard LaRocca’s signature, Managing Director at Barclays, but the
Citibank signature block is blank).

488 Letter from Citibank, N.A., to Lehman Brothers Inc., re: CLS Settlement Services Agreement (Sept. 17,
2008) [LBEX-DOCID 457387x462072]. Citi ultimately returned the $700 million to Barclays pursuant to
the terms of the November 13, 2008 Supplement to Pledge Agreement. See Supplement to Pledge
Agreement (Nov. 13, 2008) [CITI-LBI 000541].

4% Examiner’s Interview of Jonathan D. Williams, Aug. 5, 2009, at p. 6 (Citi’s clearing for Lehman
included Wednesday September 17, which was the International Monetary Market’s quarterly settlement
date for CME currency futures and which Williams explained was significant because a “huge volume”
of trades settled that day through CLS); e-mail from Jonathan D. Williams, Lehman, to Paolo R. Tonucci,
Lehman, et al. (Sept. 16, 2008) [LBEX-DOCID 457949] (commenting that having CLS service on September
17 was extremely important because it was the IMM settlement date).

4891 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 10.
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settlement activity was significantly less than it had been at the beginning of the
week.#? Citi stopped advancing funds and terminated the CLS agreement when Citi’s
exposure reached approximately $16 billion.®#* Citi notified Lehman for the last time on
September 19 that, effective September 22, Citi was terminating the CLS Services
Agreement.

(ii) Prior to Lehman’s Bankruptcy Filing, Citi Set Off a
Portion of the Cash Deposit

Late on Sunday night, September 14, 2008, Citi’s John Dorans wrote in an e-mail
that Citi had “set-off certain funds and the balance of the money on deposit we will be
holding as cash collateral subject to determining what we are ow[ed] by Lehman.”+%

The amount of the setoff was $512 million,*% which was ordered to be placed in a

4892 Examiner’s Interview of Jonathan D. Williams, Aug. 5, 2009, at p. 6.

4% Thomas Fontana, Citigroup, Unpublished Notes (Sept. 17-18, 2008), at pp. 236, 241 [CITI-LBHI-EXAM
00099649] (contemporaneous handwritten notes suggesting CLS was short $15 billion on September 17,
2008, and short $16 billion when the New York markets opened on September 18, 2008).

4894 Letter from Tom Isaac, Citigroup, to Lehman Brothers Inc., re: CLS Settlement Services Agreement
(Sept. 19, 2008) [CITI-LBI 00024117].

489 E-mail from John Dorans, Citigroup, to James A. Forese, Citigroup, et al. (Sept. 14, 2008) [CITI-LBHI-
EXAM 00105795].

489 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, at p. 3 n.1, Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-13555
(Bankr. S.D.N.Y. Sept. 18, 2008). Citigroup First Written Responses, at p. 1; Thomas Fontana, Citigroup,
Unpublished Notes (Sept. 14-15, 2008), at pp. 202, 211, 219, 223 [CITI-LBHI-EXAM 00099649]
(contemporaneous handwritten notes showing a breakdown of the $512 million setoff as $275 million for
Lehman Brothers Commercial Corporation Asia Ltd. facility, $164 million for overdrafts and placements,
$50 million for letters of credit and $23 million for miscellaneous mark-to-market. The $164 million
amount was further broken down into $56 million for Lehman Brothers Finance AG Zurich Placement,
$43 million for LBHI NY, $17.3 million for LBHI U.K. and $48.3 million for Lehman Brothers Securities
Asia Ltd.).
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segregated account in Citibank North America’s name,*” but, according to Citi’'s
counsel, was reversed (by $275 million) on September 16.#% The balance of the setoff
was reversed ($237 million) on December 18, 2008, when Citi transferred those funds
back into LBHI's cash deposit account 3077-8171.4* LBHI still maintains a $2 billion
deposit with Citibank, against which Citibank “asserts rights of netting, offset,
recoupment, or other claims of right.”+

(2) Analysis of Potential Colorable Claims

The Examiner’s investigation has not revealed evidence supporting the existence
of any colorable claims against Citi.

(a) Validity of the September 9 Guaranty Amendment
(i) Economic Duress

Because the September 9 Guaranty Amendment was proposed and executed in

the same day, and because Citi officials stated on September 9 that they would not open

497 E-mail from Thomas Fontana, Citigroup, to Edward A. Hewett, Jr., Citigroup (Sept. 14, 2008) [CITI-
LBHI-EXAM 00068353].

48% Citigroup First Written Responses, at p. 7.
4899 Account 3077-8171 Statement (Jan. 2, 2009), at p. 1 [CITI-LBHI 0005070].
400 Notice of Presentment of Stipulation and Order Authorizing (1) Transfer of Certain Prepetition

Deposits, and (2) Preservation of Citibank’s Setoff Rights, if any, in Respect of Amounts Transferred,
Annex at p. 2, Docket No. 3272, In re Lehman Bros. Holdings, Inc., No. 08-13555 (Bankr. S.D.N.Y. Apr. 3,
2009) (stating that LBHI maintains a $2 billion deposit with Citibank); Stipulation and Order Authorizing
(1) Transfer of Certain Prepetition Deposits, and (2) Preservation of Citibank’s Setoff Rights, if any, in
Respect of Amounts Transferred, at p. 2 (1 B), Docket No. 3372, In re Lehman Bros. Holdings, Inc., No. 08-
13555 (Bankr. S.D.N.Y. Apr. 15, 2009) (order signed by Judge James M. Peck); see also Statement of
Citigroup Inc. in Support of Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy
Code, Confirming Status of Citibank Clearing Advances, at p. 2 (1 2), Docket No. 110, In re Lehman Bros.
Holdings, Inc., No. 08-13555 (Bankr. S.D.N.Y. Sept. 18, 2008) (showing that, as of September 18, 2008, the
amount in LBHI's cash deposit account at Citi excluding any potential amount that had been set off, was
$1.763 billion.).
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for Lehman in Asia the next day without an amended agreement, this Section analyzes
whether the September 9 Guaranty Amendment is invalid due to economic duress.

a. Legal Framework

Section 4 of the September 9 Guaranty Amendment provides that the
Amendment is to be “governed by and construed in accordance with the laws of the
State of New York.”#0!

As discussed supra in the analysis of potential colorable claims against JPMorgan,
at Section III.A.5.b.2.a, under New York law “[a] contract may be voided and a party
may recover damages ‘when it establishes that it was compelled to agree to the contract
terms because of a wrongful threat by the other party which precluded the exercise of
its free will.””#2 The elements of economic duress are: “(1) a threat, (2) which was
unlawfully made, and (3) caused involuntary acceptance of contract terms, (4) because

the circumstances permitted no other alternative.”+%

4901 Amendment 1 To Guaranty (Sept. 9, 2008), at p. 2 [LBEX-DOCID 090568] (executed version signed by
Ian Lowitt and adding LBCC on September 11, 2008).

4902 Madey v. Carman, 858 N.Y.S5.2d 784, 786 (App. Div. 2008) (quoting 805 Third Ave. Co. v. M.W. Realty
Assocs., 448 N.E.2d 445, 447 (N.Y. 1983)).

4903 Kamerman v. Steinberg, 891 F.2d 424, 431 (2d Cir. 1989) (quoting Gulf & W. Corp. v. Craftique Prods., Inc.,
523 F. Supp. 603, 610 (S.D.N.Y. 1981)).
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b. The Evidence Does Not Support the Existence of a
Colorable Claim Against Citi for Economic Duress

Citi imposed a tight, same-day deadline on Lehman on September 9, providing
Lehman with less than six hours to review the September 9 Guaranty Amendment.*
Internal Lehman e-mails suggest Citi was holding up payments until the amendment
was signed and, specifically, that Citi was not releasing a $2 billion CLS payment.+
Moreover, while negotiating the inclusion of Lehman’s Asian subsidiaries in the later-
added parties to the September 9 Guaranty Amendment, Citibank informed Lehman
that it would “not open [Lehman] in Asia with the agreement we have in place.”*% Citi
personnel stated to the Examiner that this meant Citibank would not clear trades for
Lehman entities unless LBHI guaranteed the entities or they prefunded the trades.*”

The e-mails between Cornejo and Killerlane suggest that Lehman may have had
very little time to verify whether Lehman could sign the amendment without infringing
on their Custody Agreements. Specifically, Killerlane was unsure about how the setoff

provision in the original Guaranty would interact with Lehman’s Custody

4904 E-mail from Emil F. Cornejo, Lehman, to Paolo R. Tonucci, Lehman, et al. (Sept. 9, 2008) [LBEX-AM
008563] (Foskett called Cornejo just prior to 1:00 p.m. requesting a guaranty with LBI); e-mail from Emil
F. Cornejo, Lehman, to Ian T. Lowitt, Lehman, et al. (Sept. 9, 2008) [LBEX-AM 008564] (explaining that Citi
wanted the guaranty executed by 6:00 p.m. that evening).

4905 E-mail from Emil F. Cornejo, Lehman, to Ian T. Lowitt, Lehman, et al. (Sept. 9, 2008) [LBEX-AM
008571]; e-mail from Craig L. Jones, Lehman, to Daniel ]J. Fleming, Lehman (Sept. 9, 2008) [LBEX-AM_
008562].

4906 E-mail from Thomas Fontana, Citigroup, to Emil F. Cornejo, Lehman, et al. (Sept. 9, 2008) [LBEX-
DOCID 1079016].

4907 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 8, Examiner’s Interview of Thomas
Fontana, Aug. 19, 2009, at p. 9.

1293



Agreements.®® Nor did Killerlane seem comfortable with the September 9 Guaranty
Amendment, but stated he would not demur, so long as Lowitt and Treasury at
Lehman were comfortable with it.«®

Citi e-mails suggest that Lehman had little to no objection to signing the
amendment to the Guaranty,*® and that Cornejo’s only hesitation was that Lehman
needed to verify that providing a guaranty for Asian entities would not create any
regulatory issues.®'! Based on documentary evidence, there was no disagreement over
any of the substantive terms of the amendment, and there is no evidence contradicting
Foskett’s statement that Citi did not present the amendment to Lehman on a “take-it-or-
leave-it” basis.*?

Moreover, Citi’s initial proposal early in the afternoon of September 9 included
17 Lehman entities. Lehman, however, accepted these entities piecemeal, first agreeing
prior to 6:00 p.m. to amend the Guaranty to include only LBI, and subsequently adding
eight more Lehman entities on September 9, followed by one more subsidiary on
September 11. Thus, Lehman agreed to add only one of the 17 proposed entities before

the 6:00 p.m. deadline on September 9 before finally accepting eight additional entities

4908 E-mail from James J. Killerlane, Lehman, to Emil F. Cornejo, Lehman (Sept. 9, 2008) [LBEX-AM
008571] (stating that he was “not sure if we can logistically [sign the amendment to the guaranty] with
our Custody Agreements or if we are comfortable with this”).

4909 14

#9910 E-mail from Christopher M. Foskett, Citigroup, to Thomas Fontana, Citigroup, et al. (Sept. 9, 2008)
[CITI-LBHI-EXAM 00077391].

#1 E-mail from Emil F. Cornejo, Lehman, to Thomas Fontana, Citigroup (Sept. 9, 2008) [LBEX-DOCID
1079021].

412 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 9.
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later that evening, and adding LBCC on September 11. Even though some of Lehman’s
refusals were based on the fact that three of the proposed subsidiaries had no accounts
with Citi or were Special Purpose Vehicles, Lehman'’s ability to resist Citi’'s demands at
least to some degree indicates Lehman’s acceptance of the terms was not involuntary.
To the extent that the reference to Citi’'s “holding payments” until execution of
the Amendment*" refers to holding clearing advances under the CLS Agreement, the
advance of those funds was left to Citi’s “sole discretion,” and was a practice that could
be ended “without prior notice.”#"* Thus, any statement by Citi that it would or would
not do something that was within Citi’s “sole discretion” would not be unlawful or
improper. The same is true if Fontana’s threat not to “open [Lehman] in Asia”#'> was
made and understood to be a threat not to advance credit to Lehman rather than a
complete refusal to clear. Citi personnel have confirmed to the Examiner that Fontana’s
statement that it would not open for Lehman in Asia without the signed amendment
simply meant that Lehman would have had to prefund its trades in the region if the
subsidiaries in Asia were not added to the holding company guaranty.*'¢ This reading

is further supported by Fontana’s approval to release CLS payments Citi was holding

413 See e-mail from Emil F. Cornejo, Lehman, to Ian T. Lowitt, Lehman, et al. (Sept. 9, 2008) [LBEX-AM
008564].

4914 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, Ex. A at p. 3 (§ 1), Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-
13555 (Bankr. S.D.N.Y. Sept. 18, 2008).

#9915 E-mail from Thomas Fontana, Citigroup, to Emil F. Cornejo, Lehman, et al. (Sept. 9, 2008) [LBEX-
DOCID 1079021].

#9916 Examiner’s Interview of Michael Mauerstein, Sept. 16, 2009, at p. 8, Examiner’s Interview of Thomas
Fontana, Aug. 19, 2009, at p. 9.
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on September 9; Citi waited until Lehman had prefunded the payment by providing
$2.085 billion of the $2.088 billion necessary to cover the payment.®” The documents
suggest that Citi was holding that payment, not because Citi refused to clear trades for
Lehman in order to induce Lehman to sign the September 9 Guaranty Amendment, but
because Citi had reduced Lehman’s daylight overdraft limit to zero and Lehman’s
account did not have sufficient funds to cover the payment.

Additionally, the 6:00 p.m. deadline imposed by Citi on September 9 must be
viewed in the context of the rest of the news of that day, including the KDB deal falling
through, the advancement of Lehman’s third quarter 2008 earnings announcement to
September 10 and Lehman’s stock price continuing to plummet. The 6:00 p.m. deadline
was important for Citi because Citi was “irrevocably committed to settle” Lehman’s
CLS transactions after that time.*'® In this setting, imposing a sub-six hour deadline for
executing the amendment was not an unreasonable effort by Citi to protect its own
business interests. As Foskett explained to the Examiner, Citi was very concerned about
its business at this time and had to balance its actions carefully regarding Lehman to

avoid harming itself.«"

4917 E-mail from Thomas Fontana, Citigroup, to Chris Deukmedjian, Citigroup, ef al. (Sept. 9, 2008) [CITI-
LBHI-EXAM 00032799]. -
#9918 Citigroup, Overview of GTS Clearing and Settlement Lines (Sept. 4, 2008), at p. 4 [CITI-LBHI-EXAM
00102127].

419 Examiner’s Interview of Christopher M. Foskett, Sept. 24, 2009, at p. 8; see also Thomas Fontana,
Citigroup, Unpublished Notes (Sept. 12, 2008), at p. 193 [CITI-LBHI-EXAM 00099649] (contemporaneous
handwritten notes noting the “need to protect shareholders”).
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Alternatively, Lehman may have ratified the September 9 Guaranty Amendment
through acquiescing to its terms. Many Lehman entities, including those operating on
the CLS system, continued to accept clearing advances from Citi after the execution of
the Amendment. Far from repudiating the September 9 Guaranty Amendment,
Lehman sought to confirm the status of Citibank clearing advances in the Bankruptcy
Court after the holding company filed its petition.#? There is also no evidence that the
period of duress continued through that time, nor is there evidence that Lehman
desired to repudiate the Amendment at any point.

The Examiner concludes that the evidence does not support the existence of a
colorable claim that the September 9 Guaranty Amendment is invalid due to economic
duress.

(ii) The Failure of Consideration

The September 9 Guaranty Amendment greatly expanded Citi’s protection
while, on the surface, did not provide Lehman with any clearing or custody services
beyond what Citi had previously been providing. Based on these facts, this Section
analyzes whether the September 9 Guaranty Amendment fails for lack of

consideration.#?!

4920 See Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status
of Citibank Clearing Advances, Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-13555 (Bankr.
S.D.N.Y. Sept. 18, 2008).

4921 See Section III.B.3 for a discussion of claims to avoid the September 9 Guaranty Amendment under
applicable fraudulent transfer principles where “the consideration needed to support a simple contract”
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a. Legal Framework

Consideration is “either a benefit to the promisor or a detriment to the
promisee.”#? A recitation of consideration in a contract is an admission of fact that can
be disputed or explained with parol evidence.#> Notably, “a promise by one party to
do that which he is already under a legal obligation to perform is insufficient as a
consideration to support a contract.”#?*  “Failure of consideration gives the
disappointed party the right to rescind the contract.”+? By New York statute, however,
a contract modification “shall not be invalid because of the absence of consideration,
provided that the [modification] agreement . . . shall be in writing and signed by the
party against whom it is sought to enforce the . . . modification . . . or by his agent.”*?2

b. The Evidence Does Not Support the Existence of a

Colorable Claim Against Citi for Failure of
Consideration

Even though both the original 2004 Guaranty and the September 9 Guaranty
Amendment contain the same boilerplate recitation of consideration, and even though

Citi did not offer to increase the credit lines extended to Lehman in any way, the

is not sufficient to establish reasonably equivalent value. Rubin v. Mfrs. Hanover Trust Co., 661 F.2d 979,
991 (2d Cir. 1981).

4922 Holt v. Feigenbaum, 419 N.E.2d 332, 336 (N.Y. 1981).

4923 See Diamond v. Scudder, 45 A.D.3d 630, 632 (App. Div. 2007).

4924 Carpenter v. Taylor, 58 N.E. 53, 55 (N.Y. 1900); see also Roth v. Isomed, Inc., 746 E. Supp. 316, 319
(S.D.N.Y. 1990); see also supra Section III.A.5.b.2.b for further discussion of legal principles relating to
consideration.

4925 Fugelsang v. Fugelsang, 131 A.D.2d 810, 812 (App. Div. 1987).

4926 N.Y. Gen. Oblig. Law § 5-1103 (McKinney 2009); see also Deutsche Bank Secs. Inc. v. Rhodes, 578 F. Supp.
2d 652, 660 (S.D.N.Y. 2008).
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September 9 Guaranty Amendment is a modification of the January 7, 2004 Guaranty.
Paragraph 1 of the September 9 Guaranty Amendment explicitly states that “[s]ection 1
of the Guaranty is amended by replacing the first sentence thereof in its entirety with
the following.”#” As such, under New York law, because the September 9 Guaranty
Amendment is in writing and signed by Lowitt, additional consideration is not required
and the Amendment is valid. The September 9 Guaranty Amendment gave Citi a
guaranty for the repayment of credit obligations of various additional Lehman
subsidiaries in order to induce Citi to extend or continue extending credit to those
subsidiaries.

Under the CLS Agreement, the authorization of any transaction through the CLS
system was left to Citi’s “sole discretion,” and any extension of credit could be changed
or terminated without prior notice.#” Therefore, there was consideration for the
Amendment insofar as the September 9 Guaranty Amendment induced Citi to provide
or continue providing credit to Lehman subsidiaries, and insofar as Citi did not have an
obligation to continue extending credit under the CLS Agreement — or, for that matter,

any other credit agreement known to the Examiner. Considering the difficult economic

427 Amendment 1 To Guaranty (Sept. 9, 2008) [LBEX-DOCID 090568] (executed version signed by Ian
Lowitt and adding LBCC on September 11, 2008).

4928 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, Ex. A at p. 3 (1 1), Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-
13555 (Bankr. S.D.N.Y. Sept. 18, 2008).
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situation Lehman found itself in on September 9, it does not seem unreasonable for Citi
to have sought additional security from Lehman via the Guaranty Amendment.

Moreover, the documents suggest that Citi intended to continue to extend
clearing advances to Lehman after the execution of the September 9 Guaranty
Amendment. During negotiations over the September 9 Guaranty Amendment,
Citibank refused to extend intraday credit to Lehman entities that were not guaranteed
by LBHI, requiring them to prefund their trades. After Lehman executed the September
9 Guaranty Amendment, Citibank set Lehman’s credit lines for clearing at the level of
the deposit amount of $2 billion with the expectation that Citi personnel would
manually approve extensions of credit above the deposit amount. Thus, there was
consideration for the September 9 Guaranty Amendment because it induced Citi to
continue providing intraday credit to Lehman.

The Examiner has thus concluded that the evidence does not support the
existence of a colorable claim that the September 9 Guaranty Amendment is invalid due
to lack of consideration.

(b) Breach of the Duty of Good Faith and Fair Dealing in
Connection With the CLS Services Agreement

The CLS Agreement specifies that the laws of England govern the rights and

obligations between Citibank and Lehman. Generally, New York courts honor parties’
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choice of law provisions.#* As discussed in more detail in the HSBC Section below at
Section III.LA.5.d, English contract law does not recognize a generally applicable
principle of good faith and fair dealing, and English courts will allow a commercial
lender to exercise contractual, discretionary powers in what the lender genuinely
believes to be its best commercial interest.
(i) The Evidence Does Not Support the Existence of a
Colorable Claim Against Citi for Breach of the Duty of

Good Faith and Fair Dealing in Connection With the
CLS Services Agreement

Only four Lehman subsidiaries were authorized to submit transaction
instructions to the CLS Bank through LBI: LBI, LBCC, LBSF and LBIE#* If an
instruction were submitted to the CLS Bank directly, Citi still had to authorize the
transaction and did not have any responsibility for any such transaction that it had not

yet authorized.*?' On September 9, Citi significantly reduced the amount of credit it

4929 Boss v. Am. Express Fin. Advisors, Inc., 791 N.Y.S5.2d 12, 14 (App. Div. 2005).

4930 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, Ex. A at pp. 1, 12, Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-
13555 (Bankr. S.D.N.Y. Sept. 18, 2008) (LBI and LBCC); Motion of Debtors for Order, Pursuant to Section
105 of the Bankruptcy Code, Confirming Status of Citibank Clearing Advances, Ex. B at p. 1, Docket No.
109, In re Lehman Bros. Holdings, Inc., No. 08-13555 (Bankr. S.D.N.Y. Sept. 18, 2008) (listing LBSF and LBIE
as Affiliates); see also Letter from Citibank, N.A., to Lehman Brothers Inc., et al., re: CLS Settlement
Services Agreement (Sept. 15, 2008), at p. 2 [LBEX-DOCID 462068] (terminating the CLS Agreement with
LBI, LBCC, LBSF, and LBIE on the afternoon of September 15).

4931 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, Ex. A at p. 2 (1 1), Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-
13555 (Bankr. S.D.N.Y. Sept. 18, 2008).
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extended to Lehman for its CLS transactions, and Citi found it difficult to manage
manually using only the $2 billion deposit.**

As discussed infra, English law will likely recognize that any extension of credit
provided by Citi to Lehman was within Citi’s sole discretion unless Citi had expressly
agreed in writing to provide a committed credit facility and had received a commitment
fee. The Examiner did not discover anything to suggest that Citi had any such express
agreement or was obligated to provide a certain level of CLS clearing service. Citi was
obligated to make a CLS payment only after Citi had authorized the transaction, and that
authorization was given in Citi’s sole discretion. Given the increased risk Citibank
faced vis-a-vis Lehman in September 2008, it is unlikely a court would find that Citi
acted unreasonably, irrationally, arbitrarily, or in bad faith in exercising, or threatening
to exercise, its contractual right to cease extending clearing advances, and cease serving
as Lehman’s settlement member.

Moreover, the terms of the CLS Agreement between Lehman and Citibank left
the extension of credit to Citibank’s “sole discretion,” and provided Citibank with the
right to “discontinue[]” such advances “at any time, without prior notice” so long as

Citi had not already authorized the transaction instruction.** The CLS Agreement also

4932 E-mail from Thomas Fontana, Citigroup, to Michael Mauerstein, Citigroup, et al. (Sept. 9, 2008) [CITI-
LBHI-EXAM 00065673].

4933 Motion of Debtors for Order, Pursuant to Section 105 of the Bankruptcy Code, Confirming Status of
Citibank Clearing Advances, Ex. A at p. 3 (1 1), Docket No. 109, In re Lehman Bros. Holdings, Inc., No. 08-
13555 (Bankr. S.D.N.Y. Sept. 18, 2008).
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granted Citi the right to terminate the agreement immediately and without notice if any
one of a number of events occurred, including: a bankruptcy of a Lehman party, a
material adverse change in the financial condition of a party, or the inability of a party
to pay debts as they came due.** Under the legal framework above, it is unlikely a
court would use the implied covenant to contradict an express term of the
Agreement - namely that it was within Citi’s “sole discretion” to stop advancing funds
“without notice.”

The Examiner has thus concluded that the evidence does not support the
existence of a colorable claim for breach of the covenant of good faith and fair dealing in
connection with the CLS Agreement.

d) Lehman’s Dealings With HSBC

HSBC was a clearing bank, source of intraday credit for settling trades and
counterparty to Lehman for a variety of treasury products.#?> Approximately one
month prior to the petition date, HSBC informed Lehman that HSBC would be
completely, albeit gradually, exiting their relationship.#* During the last week of
August and the first week of September, HSBC demanded the equivalent of

approximately $945 million and received the equivalent of approximately $947 to 992

4984 Id. at p. 6 (1 6).

4935 Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 3.

4936 Nicholas J. Taylor, HSBC, Briefing Note — Project Milan (Aug. 18, 2008), at pp. 1-2 [HBUS 90];
Examiner’s Interview of Nicholas ]. Taylor, Oct. 15, 2009, at p. 6; Examiner’s Interview of Guy Bridge,
Sept. 29, 2009, at p. 4.

1303



million cash collateral in order to continue providing clearing and settlement services to
Lehman.®¥” (HSBC returned approximately $282 million of these funds on September
11).40%

HSBC also demanded that Lehman execute the U.K. and Hong Kong Cash Deeds
to secure the collateral.#®* Lehman successfully negotiated with HSBC to narrow the

proposed right of setoff and expand its own access to the cash secured by the cash

4987 E-mail from Guy Bridge, HSBC, to Carlo Pellerani, Lehman, et al. (Aug. 27, 2008) [HBUS 3
(demanding combined deposits of $945 million in London and Hong Kong); e-mail from Guy Bridge,
HSBC, to Nicholas J. Taylor, HSBC, et al. (Aug. 28, 2008) [HBUS 9250] (reporting receipt of GBP 435
million, or approximately $800 million); e-mail from Martina C. W. Kung, HSBC, to Patricia Gomes,
HSBC, et al. (Sept. 1, 2008) [HBUS 397] (reporting pending deposit of HKD 1.4 billion, or approximately
$180 million); Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 5. But see e-mail from Stirling
Fielding, Lehman, to Carlo Pellerani, Lehman, ef al. (Sept. 1, 2008) [LBEX-AM 008963] (recording instant
message conference stating that the Hong Kong deposit is equivalent to $192 million with unspecified
credit due to Lehman); Memorandum from Ken Coleman, HSBC counsel, to Examiner, re: Transfers in
Connection With the Hong Kong Cash Deed (Oct. 23, 2009), at p. 1 (representing that HSBC’s Hong Kong
affiliate received the equivalent of approximately $148 million). As discussed below, the Examiner’s
financial advisors were unable to identify a Hong Kong transfer with certainty. Pellerani and Lowitt
discussed the possibility of offering securities instead of cash, although Lowitt expressed concern that
such an offer might “set off alarm bells.” E-mail from Carlo Pellerani, Lehman, to Ian T. Lowitt, Lehman,
et al. (Sept. 11, 2008) [LBEX-AM 008934]. The plan to use securities as collateral instead of cash never
progressed beyond the proposal stage. Examiner’s Interview of Nicholas J. Taylor, Oct. 15, 2009, at p. 9.
On September 11, HSBC returned to Lehman approximately EUR 200 million, or approximately $280
million, of the cash collateral. See Section III.A.5.d 4, infra.

4938 Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 7. According to Lehman’s Daily Funding Call
Update e-mail for September 11: “Trsy have reduced cash deposit with HSBC to GBP200m to release
liquidity in the firm.” E-mail from Maria Barrio, Lehman, to Neil Ullman, Lehman, et al. (Sept. 11, 2008)
[LBEX-DOCID 1898196]. The Examiner’s financial advisors’ analysis of Lehman’s transactions during

this period shows that this report was erroneous, and that Lehman received EUR 200 million on
September 11. Duff & Phelps, Preliminary Findings re: HSBC Deposits (Dec. 2, 2009), at p. 1.

4939 E-mail from Guy Bridge, HSBC, to Carlo Pellerani, Lehman, et al. (Aug. 27, 2008) [HBUS 3];
Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at pp. 5-6; Examiner’s Interview of Nicholas J. Taylor,
Oct. 15, 2009, at pp. 6-7 (discussing plan to require collateral).
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deeds.#* Lehman executed two cash deeds to cover the U.K. deposit (collectively, the
“U.K. Cash Deeds”) on September 9,44 and the Hong Kong Cash Deed on September
12,42 Because Lehman executed the Hong Kong Cash Deed too late in the day for
HSBC to transfer the cash collateral to a secured account covered by the deed, and
because of a September 15 public holiday in Hong Kong, HSBC was unable to transfer
the funds into such an account until September 16,4+ and the funds were subsequently
returned to a Lehman cash account.#*# On September 9, 2009, HSBC and LBHI entered
into a stipulation allowing HSBC to offset GBP 100,062,061.97 (approximately $164.6
million) in debts and interest covered under the U.K. Cash Deeds.**

(1) Overview of HSBC'’s Relationship With Lehman

HSBC'’s relationship with Lehman covered four broad functions: 1) facing
Lehman as a counterparty in derivatives trades and other transactions; 2) acting as a

trustee for Lehman’s special purpose vehicles in the Cayman Islands; 3) performing

4940 Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 6; see e-mail from Guy Bridge, HSBC, to
Nicholas J. Taylor, HSBC, et al. (Sept. 3, 2008) [HBUS 570] (discussing Lehman’s refusal to sign the Cash
Deeds without changes to the terms). -

4941 E-mail from Guy Bridge, HSBC, to Nicholas ]J. Taylor, HSBC, et al. (Sept. 9, 2008) [HBUS 1179];
Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 6.

4942 E-mail from Patricia Gomes, HSBC, to Agnes Y. L. Lau, HSBC, et al. (Sept. 12, 2008) [HBUS 1760].

4943 Gpp i,

494 Memorandum from Ken Coleman, HSBC counsel, to Examiner, re: Transfers in Connection With the
Hong Kong Cash Deed (Oct. 23, 2009), at p. 1.

4945 Stipulation, Agreement and Order, Pursuant to Sections 362 and 553 of the Bankruptcy Code,
Modifying the Automatic Stay for the Limited Purpose of Permitting HSBC Bank plc to Effect Setoff and
Resolution of Certain Banking Arrangements Between Lehman Brothers Holdings Inc. and HSBC Bank
plc, at p. 2, Docket No. 5089, In re Lehman Bros. Holdings, Inc., No. 08-13555 (Bankr. S.D.N.Y. Sept. 9, 2009).
The stipulation also allowed a setoff of GBP 605,000 for a misdirected payment and committed to return
EUR 70,000,000 to Lehman at a later date. Id. at pp. 2-3.

1305



clearing and settlement services for Lehman’s sterling-denominated securities trades in
the CREST system; and 4) providing credit support to LBHI and its subsidiaries through
a variety of credit products.*# For purposes of this Report, functions three and four —
HSBC’s exposure to Lehman through credit products, including credit advanced as part
of clearing and settlement services for CREST — are the most significant aspects of the
HSBC-Lehman relationship.

(a) HSBC Provided CREST Clearing and Settlement Services
to Lehman

The CREST system is a clearing and settlement system for certain securities.*
CREST settles securities trades denominated in U.S. dollars, Euros and Pounds
Sterling.** Sterling-denominated trades are the most relevant to this Report.

In the CREST system, a CREST member bank, such as LBIE, appoints one of the
14 approved commercial banks, such as HSBC, to act as its CREST settlement bank.*+
The CREST settlement bank then “stands in” for the CREST member bank to execute

trades through CREST’s central computer system.*%

4946 Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 3 (describing the first three functions);
Examiner’s Interview of Ken Coleman, David Esseks, and Angela Somers, July 22, 2009, at p. 2
(describing the first three functions); Lehman Global Annual Review (May 12, 2008), at pp. 1-2 [HBUS
10275] (describing exposure to Lehman arising from other credit products).

4947 Angela Somers, HSBC counsel, CREST System Overview (July 22, 2009), at p. 1.

48 Id. at p. 2.

494 [d.; Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 3.

4950 Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 3; Angela Somers, HSBC counsel, CREST
System Overview (July 22, 2009), at pp. 1-2 (describing in more detail the process of settlement banks
acting for member banks).
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Sterling-denominated trades are settled in real-time.*>* Throughout the day,
CREST members direct their CREST settlement banks to execute trades.#> The CREST
settlement banks then send messages with the trade information to the CREST central
computer system.®#® The CREST central computer checks the transferee member’s
CREST account to determine whether it holds sufficient funds and the transferor
member’s CREST account to determine whether it holds the relevant securities.®* If
both conditions are satisfied, the CREST central computer system settles the transaction
in its records and generates a message notifying the parties that the transaction has been
completed.+5

Unlike other settlement systems such as Euroclear or DTC, the CREST system is
neither a custodian nor depository of the securities being traded.** Once the CREST
central computer system settles a trade, the settlement bank (here, HSBC) — not the
member bank (here, Lehman) — is directly liable for payment of the transaction.®>
Rather than require member banks to prefund every transaction with their settlement

banks, settlement banks often extend intraday credit to facilitate trades.®® In the

451 Angela Somers, HSBC counsel, CREST System Overview (July 22, 2009), at p. 2.
4952 Id. at p. 1; Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 3.

4953 Angela Somers, HSBC counsel, CREST System Overview (July 22, 2009), at p. 2.
4954 [4.

4955 [4.

4956 4.

4957 Id. at pp. 1-2.

4958 [d.; Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 3; Examiner’s Interview of Nicholas ]J.
Taylor, Oct. 15, 2009, at p. 7.
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CREST system, this credit is called the “debit cap.”+#* The member bank and settlement
bank typically settle their account at the end of each day.*®

A settlement bank may reduce the debit cap to zero at any time, although the
settlement bank would be obligated to clear trades that had been approved through
CREST before the reduction, and the CREST member would still be able to sell securities
with a debit cap of zero.#' However, HSBC personnel opined that it would be
impractical to the point of impossible to trade securities through CREST without
intraday credit.#2 According to Nicholas J. Taylor, Chief Operating Officer of HSBC's
Global Financial Institutions Group and head of HSBC’s Financial Institutions Group
for the Americas, relying on prefunding instead of intraday credit is not feasible
because of the difficulty of accurately modeling a member bank’s CREST trades each
day.## Inaccurate modeling could cause a member bank to post inadequate funds to
cover its trades, which would cause failed trades and send negative signals to the

market about the financial health of the member bank.4%+

4959 Angela Somers, HSBC counsel, CREST System Overview (July 22, 2009), at p. 2.

4960 [d.; Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 3; Examiner’s Interview of Nicholas ]J.
Taylor, Oct. 15, 2009, at p. 7 (discussing impracticality of prefunding trades compared to relying on
intraday credit).

4961 Angela Somers, HSBC counsel, CREST System Overview (July 22, 2009), at p. 2.

4962 Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 5; Examiner’s Interview of Nicholas J. Taylor,
Oct. 15, 2009, at p. 7.

4963 Examiner’s Interview of Nicholas J. Taylor, Oct. 15, 2009, at p. 7; Examiner’s Interview of Guy Bridge,
Sept. 29, 2009, at p. 5.

4964 Examiner’s Interview of Nicholas J. Taylor, Oct. 15, 2009, at p. 7.
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(b) Overview of the Operative Agreements

The CREST relationship between HSBC and LBIE was governed by a Facility
Letter, which makes the CREST settlement facility available to LBIE;*% a Security Deed,
which grants HSBC a security interest in LBIE’s property held in connection with or
derived from the CREST facility;* and a list of Terms and Conditions, which are
incorporated into the Facility Letter and specify the parties” rights and obligations.*”
At the time of the petition, the CREST relationship between Lehman and HSBC was
governed by a facility letter HSBC sent to Lehman on July 31, 2008, which Lehman
accepted on August 19, 2008.4¢¢ This agreement supersedes the terms Lehman
approved when it expanded its CREST activity with HSBC on May 5, 2007, but does not
change the parties’ relationship in a way that would be material to the bankruptcy

proceedings.+¢

4965 See CREST Facility Letter between LBIE and HSBC (Aug. 19, 2008) [HBEU 138].

4966 See Security Deed Creating Charges over CREST Stock (Gilts and Equities) and Receivables to Secure
the Liabilities of a CREST Member or Sponsored Member (Apr. 24, 2002) [HBEU 72].

4967 See Terms and Conditions Relating to CREST Settlement Bank Facilities Made Available to a CREST
Member or Sponsored Member (Aug. 19, 2008) [HBEU 102].

4968 See CREST Facility Letter between LBIE and HSBC (Aug. 19, 2008), at p. 4 [HBEU 138].

4969 See Terms and Conditions Relating to CREST Settlement Bank Facilities Made Available to a CREST
Member or Sponsored Member (May 5, 2007) [HBEU 142]; Letter from HSBC to LBI(E), re: CREST
Settlement Bank Facility Made Available in Multicurrency on a Secured Basis (Apr. 3, 2007) [HBEU 174];
CREST Facility Letter between LBIE and HSBC (May 5, 2007) [HBEU 174] (adding additional participant
IDs for LBI(E) under existing Terms and Conditions); Jenner & Block, Memorandum re: Representations
by HSBC counsel (Jan. 11, 2010), at pp. 2-3. The Terms and Conditions attached to the May 5, 2007 Letter
grant HSBC absolute discretion to terminate, without notice. See Terms and Conditions Relating to
CREST Settlement Bank Facilities Made Available to a CREST Member or Sponsored Member (May 5,
2007), at § 16.1 [HBEU 142]. This clause is materially identical to the termination clause in the August 19,
2008 Terms and Conditions. See Terms and Conditions Relating to CREST Settlement Bank Facilities
Made Available to a CREST Member or Sponsored Member (Aug. 19, 2008), at § 16.1 [HBEU 102].
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Further, Section 16.1 of the Terms and Conditions of the CREST facility allows
HSBC to

terminate its responsibilities as Settlement Bank for the Customer under

this Agreement either generally or in relation to one or more Designated

Currencies [EUR, USD and GBP] at any time and at its absolute discretion,

without notice, provided that [HSBC] shall, where it considers it

practicable and appropriate, give not less than 30 days’ notice to the

Customer and Euroclear U.K. & Ireland Limited but shall not in any event
have any liability to the Customer if it fails to do so.#7

LBIE also acknowledged that HSBC does not owe a duty of care to monitor or enforce
compliance with CREST requirements and procedures.®”* LBIE further agreed to
various indemnifications of HSBC*72 and exemptions of HSBC from liability.*”* The
parties additionally agreed that the terms of the exclusions and limitations of liability
contained in the agreement are fair and reasonable,*”* and that any single waiver,
forbearance or failure to exercise rights under the contract in one instance would not
operate as waiver or forbearance in any other instance or prevent a party from
exercising its rights under the agreement.*#”> Finally, the agreement grants HSBC an
irrevocable right to apply, without notice, any debts arising under the CREST

agreement against any credit balance LBIE held with HSBC.#7

#70 Terms and Conditions Relating to CREST Settlement Bank Facilities Made Available to a CREST
Member or Sponsored Member (Aug. 19, 2008), at § 16.1 [HBEU 102].

Y7114, at§9.7.

972 1] at § 7.

973 Id. at §§ 3.4-3.5, 9.

4974 14 at § 9.11.

75 1d. at §18.

76 Id. at § 19.
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As Lehman’s CREST settlement bank, HSBC routinely extended between $100
million and $1 billion in intraday credit for CREST transactions, and Lehman typically
repaid the balance at the end of the day.*”” Lehman was one of HSBC’s 25 largest
clients for sterling clearing and settlement services.*”* HSBC was Lehman’s only bank
for clearing and settling sterling-denominated securities trades.*”

(2) The Examiner’s Investigation of Particular Transactions

The most significant issues arising from the HSBC-Lehman relationship stem
from HSBC’s demand that Lehman post collateral and execute cash deeds in exchange
for continued CREST clearing and settlement services. Accordingly, that demand and
the related transactions are the focus of this Section of the Report.

The Examiner has also identified other transactions that do not directly affect the
CREST relationship but nevertheless warrant additional explanation because of their
size, timing, or divergence from the usual course of dealing between HSBC and
Lehman. They are:

(a) HSBC Cancelled a $1 Billion Intraday Credit Facility

The single largest component of HSBC’s exposure to Lehman through credit
products and services other than CREST was a $1 billion intraday credit facility. HSBC

had provided Lehman with a $1 billion intraday credit facility for the limited purpose

4977 Examiner’s Interview of Ken Coleman, David Esseks, and Angela Somers, July 22, 2009, at p. 2.
4978 Examiner’s Interview of Guy Bridge, Sept. 29, 2009, at p. 3.
4979 Id
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of financing the intraday liquidity risk Lehman incurred when marketing its clients’
issuances of new equity.*

Paul Lopez, HSBC’s Global Relationship Manager for Financial Institutions,
stated that Lehman had not used the facility since approximately 2003.%' Sometime
between May and July 2008, Lehman proposed repurposing the facility as a general
intraday liquidity facility to cover shortfalls in triparty repos with JPMorgan.+*? Lopez
stated that he decided not to proceed with repurposing the facility because Lehman’s
deteriorating financial condition made it too difficult to justify taking on an unsecured
exposure to cover risks JPMorgan would not accept.#®* HSBC cancelled the unused
credit facility in July 2008 as a risk reduction measure during “Project Opaque,”
discussed infra.#%* However, the decision to cancel the facility may have preceded the
decision to withdraw from Lehman.#%

(b) Lehman Maintained a $1 Billion Segregated Deposit with
HSBC

Documents produced by HSBC (through its American subsidiary, HSBC Bank

USA, N.A. (“HBUS”)) indicate that in June 2008, personnel at HSBC were concerned

4980 Examiner’s Interview of Paul M. Lopez, Oct. 19, 2009, at pp. 3-4 (referring to corroborating statements
by both Lopez and Taylor to the Examiner).

4981 1d.

4982 [4.

4983 [4.

4984 Memorandum from Nicholas J. Taylor, HSBC, to Global Financial Institutions Group, HSBC, re:
Project Opaque [Draft] (July 28, 2008), at p. 4 [HBUS 16204] (describing cancellation of day loan facility as
“already in train”). See Section III.A.5.d.3.a, below, for further discussion of Project Opaque.

4985 Examiner’s Interview of Paul M. Lopez, Oct. 19, 2009, at p. 3 (expressing uncertainty about when the
facility was cancelled but opining that the cancellation preceded the decision to withdraw from Lehman).
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that Lehman would withdraw a $1 billion deposit that was technically unencumbered
but nevertheless governed by an “understanding” that Lehman would not make
withdrawals.#®¢ Lopez confirmed that LBI kept this deposit with HSBC to satisfy the
net capitalization requirements of broker-dealers under Rule 15c3, promulgated under
the Securities Exchange Act of 1934.4% Lopez explained that HSBC was concerned that
Lehman’s clients would make simultaneous withdrawals from their accounts at
Lehman and prompt Lehman to withdraw funds from the segregated deposit at HSBC
to meet the demand.*®® Lopez stated that the deposit was unencumbered and that
HSBC had expressly waived its right of setoff.*® Lopez stated that the deposit was
available to Lehman on demand, but that Lehman was required to provide notice to
HSBC before making a withdrawal.#® Lopez also explained that sometime post-

petition in September 2008, Lehman directed HSBC to deliver the deposit to Barclays

4986 E.g., e-mail from Paul M. Lopez, HSBC, to Karen von Ruffer, Lehman (June 5, 2008) [HBUS 12633]
(describing the deposit and understanding).

4987 Examiner’s Interview of Paul M. Lopez, Oct. 19, 2009, at p. 4. Rule 15¢3 establishes the minimum net
capital broker-dealers must keep on hand in order to participate in various market activities, including
holding funds and securities on behalf of customers. See 17 C.F.R. § 240.15¢3-1; see also Memorandum
from Robert Azerad, Lehman, to Investor Relations Department, Lehman, re: 2008 Q2 Liquidity Position
(June 7, 2008), at p. 3 [LBEX-DOCID 008829] (discussing customer free credit balances in LBI that “are
segregated from the Firm'’s liquidity per Rule 15¢3”), attached to e-mail from Robert Azerad, Lehman, to
John Feraca, Lehman, et al. (June 7, 2008) [LBEX-DOCID 68690].

4988 Examiner’s Interview of Paul M. Lopez, Oct. 19, 2009, at p. 4.

4989 14

4990 Id. (Lopez could not recall precisely how much notice was required).
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and that HSBC complied with the request®' According to Lehman’s internal
memoranda, LBHI did not include this deposit as part of its liquidity pool.+*

(c) Lehman Deposited $750 Million with HSBC on June 24

On June 24, Lehman personnel notified Lopez that Lehman was placing deposits
with HSBC totaling $750 million.# Lopez did not recall the specific deposits except
insofar as he recalled that they were part of the ordinary course of business between
Lehman and HSBC.#** Lopez opined that the deposits represented Lehman selling $750
million to HSBC’s money desk, and that the deposits would have likely been returned
to Lehman the next day.#* Lopez stated that these sorts of transactions usually pass