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offset to the lower level of stable deposit funding compared to banks.

Other factors that need to be considered include the Basel Il standards themselves which allow
companies some flexibility in determining their capital allocation based on their own credit/capital
models. How much that has enhanced the ratios is not determinable at this point, and it may not
be as the company never adopted the BIS | regime. In contrast banks adopting the BIS I
standards can do so over a transition period during which they report under both standards. This
allows analysts to decide how much flexibility between BIS | and BIS |l is warranted and how
much is discretionary to the benefit of the companies.

As a rule of thumb we have been using the net leverage ratio as an approximation of the Tier 1
ratio under a more BIS I|-like regime. Reverse translating the pro forma Tier 1 ratio of 12.5%
would imply net leverage of 8x. This is considerably lower than the 12.5x pre-capital raise in
2Q08, and the level of just under 10x mentioned in last week's call. In any case we would find it
challenging for Lehman to rebuild its mid-teen equity returns with low leverage of 8x to 10x and
given market conditions that could stymie revenue growth.

We would note that in order to reach a 15% ROE given this leverage by year-end 2008,
core revenues would need to grow by 7% per quarter. To reach a LTM 15% ROE return by
1Q09, core revenues would need to grow by 5% and for a year from now at 2Q09, 4%. We find it
hard to see core revenues growing to this run rate by at least mid-2009 and there could be a
good deal of asset markdown pressure between now and then that could delay this equity
returns goal (see: Lehman Brothers President and CFO Replaced: Lehman Loves Liguidit
- Who Loves Lehman?)

Lower Leverage: Always Good for Bondholders?

According to conventional wisdom, lower balance sheet leverage is a positive for bondholders,
but a negative for shareholders. From a shareholder's perspective, lower balance sheet leverage
is likely to lead to lower earnings over the long term. While we view lower leverage as typically
positive for bondholders, we note that Lehman needs balance sheet capacity to conduct its
business.

So, even though lower leverage by itself is a positive, in this case we have to take a more holistic
view of whether the significant leverage pull-back could have an adverse impact to Lehman's
operating flexibility. If so, this could lead the company to lower earnings and potential franchise
impairment in the long term. So, perhaps more than any other industry, brokers face a
delicate balancing act of finding the appropriate size and leverage of its balance sheet to
operate in the market while also maintaining appropriate ratings and addressing
bondholders concerns. At this point, it seems that Lehman has taken the bondholders' view
with regard to leverage. Still, we note that significant further balance sheet reductions at Lehman
could be a negative vis-a-vis its competitive position in the brokerage industry.

Liquidity Position Higher

Lehman also provided an in-depth review of its liquidity position. The company stated that its
liquidity pool rose to $45 billion from $34 billion. Additionally, the company stated that it had
completed its funding plan for 2008, having issued all the long-term debt needed to refinance
current portions this year. The company said that it does not expect to return to the markets for
funding in 2008, unless it sees an opportunity for pre-fundings for refinancings in 2009. Lehman
also noted that it had increased the funding provided by the bank subsidiaries, with $47 billion of
assets funded from the bank level as of 2Q08, up $3 billion sequentially. So, Lehman noted that
bank funding represents around 19% of the company's inventory, up from around 14% at 1Q08.

Lehman noted that its holding company liquidity position, which excludes liquidity at the
regulated broker-dealers and banks, fully covered all maturing unsecured debt over the next 12
months. The holding company liquidity pool is also available to fund potential outflows from loan
commitments being drawn, losses of secured funding, and other contingencies.

Appoints Grundhofer to the Board
In April, Lehman announced that it had appointed Jerry Grundhofer to the Board of Directors of
Lehman. Mr. Grundhofer was the former CEO and Chairman of U.S. Bancorp, and was a long
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for another 18% of the marks. We note that as a percentage of reported exposures, residential
mortgages, including ABS CDOs and subprime loans/securities, resulted in a -7.5% mark,
followed by other asset backed (-4.6%), real estate held for sale (-2.3%), commercial mortgages
(-1.9%), and acquisition finance (-1.0%).

Lehman: Markdowns Summary
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Risk Asset Exposures - Details

In our 2Q08 broker preview, we detailed risky asset exposures and related potential marks
for brokers using 1Q08 data. Lehman provided details of its 2Q08 hot stove exposures ($82.7
billion) including residential mortgages ($24.9 billion), commercial real estate ($29.4 billion), real
estate investments ($10.4 billion), and leveraged loans ($18.0 billion). We note that total hot
stove exposures declined to $82.7 billion, down $33.4 billion (-29%) from 1Q08. Within
residential mortgages, the U.S. ($14.3 billion) accounted for 57% of the entire portfolio and was
largely concentrated in Alt-A ($10.2 billion). Europe had the next biggest concentration at $9.3
billion (see chart). WWe note that the company’s linked quarter decline was primarily driven by
AAA-rated Alt-A and prime securities, and to a lesser extent by loans.

Rezidential Mortgage Exposure
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Of the company’s commercial mortgage portfolio, little north of 50% is backed by U.S. properties,
while Europe (27%), and Asia (21%) accounted for the rest. By type, the commercial portfolio
comprised of whole loans ($19.9 billion), securities and other ($9.5 billion), and real estate held
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for investment ($10.4 billion). Lehman noted that included in its commercial real estate portfolio
were mezzanine level loans ($5.9 billion), purchased nonperforming loans ($1.9 billion), and
equity ($7.2 billion). Lehman’s leveraged loan exposure declined about -37% during the quarter
and was driven mainly by a drop in its contingent financing facilities. At 2Q08, funded loans
amounted to $12.7 billion (~71% of total leveraged loans), followed by unfunded commitments
($3.2 billion or 18%), and contingent financing facilities ($2.1 billion or 12%).

Acquisition Finance Facilities
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We noted in our broker preview that based on our stress test estimates, Lehman could incur
further marks of between $2.0 billion to $4.0 billion related to its residential portfolio, and $1.3
billion to $2.6 billion in its commercial mortgage book in the event of further weakness in the real
estate market.

Commercial Mortgade Exposui e
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SuncCal, Archstone Exposures

Lehman touched on its commercial real estate positions in SunCal and Archstone. SunCal is
one of the largest privately held developers of planned communities in the Western region of the
U.S. Lehman's exposure to SunCal is through the developer’s portfolio in southern California (23
residential land development projects and a luxury condo development). The aggregate carrying
value of these positions was $1.6 billion, with approximately 90% originated as senior debt.
SuncCal's position is held in real estate held for sale and is currently marked in the mid-
70s.

Archstone owns a diversified portfolio of apartment assets. Lehman stated that it took a
markdown of $350 million in 2Q08 related to its Archstone exposure. The company accounts
for its Archstone exposure as an equity investment and is carried at around 75 cents. The
total exposure to Archstone is just south of $1.8 billion.

VaR Moved Higher

Lehman reported that its average historical simulation VaR fell to $123 million in 2Q08, a -5%
decrease from the $130 million reported in 1Q08. Lehman's historical simulation approach to
measuring VaR involves constructing a distribution of hypothetical daily changes in the value
of its financial instruments based on risk factors in the current portfolio and historical
observations of daily changes in these risk factors. Lehman’s period end VaR declined to $104
million down -2 million (-2%) from the prior quarter.

In addition to reported VaR, we adjust the figures to better analyze the loss potential in a
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potential fat-tail event. After adjusting to a 99% confidence level for gross VaR (excluding the
diversification effect), Lehman’s VaR increased to $253 million for 2Q08, which compares to
$251 million in 1Q08.

Adjusting to a ten day holding period and applying a five sigma formula (Basel Il pro forma
standards) to the company’s average gross VaR, we estimate that Lehman could lose about
$2.5 billion or 82% of its 2009e EPS in a five sigma fat-tail event. So just as we have for the last
15 months, we remain concerned about Lehman's outsized risk appetite in relation to its effects
on earnings.

Segment Results

Capital markets net revenues decreased to -$2.4 billion, down $4.0 billion compared to
revenues of $1.7 billion in 1Q08. The company attributed the sequential decline to mark-to-
market losses in fixed income capital markets, which fell to a loss of $3.0 billion, down $3.2
billion from $262 million in 1Q08. Equity capital markets net revenues fell to $601 million, down
$809 million (-57%) sequentially. We note that this is Lehman’s first quarterly loss within fixed
income capital markets during the past six years.

Lehman noted that it has taken about $17 billion of cumulative writedowns since early 2007 on
various hot stove exposures including residential mortgage-related ($11 billion), commercial real
estate ($3.5 billion), and leveraged lending ($2.2 billion). Over that time frame it had hedging
benefits of around $7.5 billion or about 44% of losses.

It made some brief comments on its Archstone REITs deal and Suncal. In both cases it noted
that following markdowns, the underlying assets were improving with mid-teen IRRs for both
projects.

Seqment BFesubts - Capital Markets
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Source: Company Reports, CreditSights

Investment banking was flattish sequentially with revenues of $858 million. On a sequential
basis, revenues weakened in Global Finance - Debt to $288 million, down $34 million (-11%),
and strengthened in Global Finance — Equity to $330 million, up $115 million (+53%), while
Advisory Services revenues declined to $240 million, down $90 million (-27%). On a YoY
basis, all segment revenues were lower with Global Finance — Equity, slightly down $3 million (-
1%), followed by Advisory Services, down $37 million (-13%), and Global Finance — Debt, down
$252 million (-47%).

Seqgment Fesuhlts  Investment Banking
20108 1008 2001 lLinked & Y0y
Global Finance - Debt §255 F322
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Source: Company Reports, CreditSights
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Investment Management net revenues declined to $848 million, down $120 million (-12%)
sequentially. The sequential decline was led by lower Asset Management revenue of $496
million, down $122 million (-20%) from 1Q08, while Private Investment Management revenue
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was flattish at $352 million, up $2 million (+1%) from the prior quarter.

Income Statement

Net revenues was reported at a loss of $668 billion, compared to $3.5 billion the prior quarter.
The linked quarter decline was driven by negative mark to market adjustments, as well as
principal trading, and hedging related losses. These markdowns were driven by cash sales and
better price visibility on many of its troubled positions. Lehman noted that it reduced its
residential and commercial mortgage-related, real estate held for sale positions by around 20%
in each asset class. Leveraged finance declined by 35%, while high yield inventory, including
leveraged finance fell by 20%. We believe that going forward, the lower asset base may
contribute to a decline in the company’s revenues.

Partially offsetting these decreases was an increase in global equity finance of investment
banking, up $115 million (+53%). Fixed income capital markets saw the largest declines at -$3.0
billion, compared to $262 million in 1Q08. Declines in equities capital markets (-57%) and asset
management (-43%) sequentially also contributed to Lehman's negative revenues.

Non interest expenses increased to $3.4 billion, up $575 billion (+20%) sequentially.
Compensation costs were higher sequentially due in part to severance related expenses at
$2.3 billion, up $484 million (+26%) from the prior quarter. The company noted that it would be
taking a $150 million restructuring charge related to company headcount reductions and related
activities. Lehman noted an effective tax rate of 32.1%.

Geographically, non-U.S net revenue declined to -$442 million, down $2.6 billion from the
linked quarter and was driven by decreases in both Europe and Middle East (down $1.3 billion)
as well as in the Asia-Pacific region (down $1.3 billion). In the Americas, net revenues fell to -
$226 million, down $1.6 billion from the prior quarter. Americas’ results were driven by a $1.6
billion decline in the United States, partially offset by a $7 million increase in other Americas, the
only geographic segment to report revenue growth.

Capital Strategy

Lehman did not disclose its share repurchases for the second consecutive quarter. Common
shareholders’ equity declined to $19.3 billion at 2Q08, down $2.6 billion (-12%) from the linked
quarter. The company’s gross leverage ratio improved to 24.3x (vs. 31.7x in 1Q08) and its
net leverage ratio decreased to 12.0x, down from 15.4x in the prior quarter. The improvement
in the leverage ratios were driven by lower assets, partially offset by a drop in equity as the firm
delivered its balance sheet.

Segment Pezults  hwestment Managemenmt
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