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[_.ehman Brothers

De-risking and depending on markets to hold

» A rush-to-market earnings release and strategic response to
what Moody’s called a “crisis in confidence” was received
skeptically by markets, although there are a few positives in
our opinion

» Moody’s downbeat conference call and threat to downgrade
the firm’s senior debt rating into the triple-B category
highlights the need to find a long-term strategic partner

» The meaningful distinctions with Bear Stearns should limit
how wide this name could trade; still, near-term uncertainty
keeps us Underweight

A work in progress

In an effort to restore confidence in its firm, Lehman Brothers did much of what it could
do yesterday, in our opinion, in getting out preliminary Q3 earnings, such as they were,
while setting a plan to materially reduce the pile of illiquid assets that have caused market
participants to question the integrity of its balance sheet.

Through it all, there were positives in yesterday’s announcement, including (1) feasible
plans to reduce commercial and residential real estate exposure; (2) marks against the
problem assets seem to be conservative; (3) evidence that the firm can still make money,
ex-writedowns; (4) devising a creative way to raise capital off of its investment in asset
management, while retaining a significant amount of its earnings; (5) no diminution of the
firm’s liquidity pool; (6) reduced financial leverage; and (7) a commitment to continue to

explore strategic alternatives.

The negatives from our perspective include (1) the firm has not been able to line up a
strategic partner to backstop the firm; (2) it will have to finance—both with debt and
equity—most of the planned spin-off of commercial real estate assets and the sale of $4
billion of UK residential real estate assets it is selling to BlackRock; and (3) it is still
overgrown. Moreover, investor sentiment—both credit and equity—is not favorable,
indicating that there are scars from September 9’s powerful equity sell-off.

But the biggest negative in our opinion might have come at 4:00 pm, when Moody’s
belatedly opined on Lehman’s ratings. The agency put the firm’s long-term rating (A2)
under review with the unusual qualifier that the direction is uncertain. The short-term
rating was placed under review for downgrade.
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Ratings for a securities business are always important, but they are doubly so for a large, global firm, like
Lehman. Smaller, niche firms can successfully operate in our opinion, with ratings below mid-single-A
(Jefferies is an example, as was DLJ in the past). Moody’s even pointed out that Lehman was rated in the
Baa category in 1998. The difference, of course, is that Lehman was much smaller back then. With $311
billion in net assets, Lehman needs an awful lot of counterparty risk analysts to vote confidently on the

name to maximize its competitiveness.

The importance of mid-single-A is that is the breakpoint where short-term ratings go from “1” to “2”. In
other words, if a firm’s long-term rating falls from mid-single-A to low-single-A, its short-term rating
will drop to a “2”. That is a meaningful drop as the short-term rating is often used by counterparty risk
analysts when setting lines of credit and collateral requirements. Should Lehman’s long-term ratings fall
one notch (Moody’s and S&P, which is reviewing the company for downgrade, rate the company right on
the breakpoint, mid-single-A; Fitch is reviewing its high-single-A rating), its short-term rating at
Moody’s and S&P would drop to a “2” level, which would require the firm to post additional collateral
with counterparties and potentially result in a loss of counterparty capacity. Moody’s referred to a

potential downgrade as being “suboptimal” to Lehman.

So, let’s go back to Moody’s announcement this afternoon. Essentially, the agency is saying that if
Lehman is able to line up a strategic investment—not a financial investor such as a private equity firm—it
would likely result in an upgrade. That does not sound so bad. However, “should a strategic arrangement
fail to materialize in the near term,” the agency went on, “...the ratings would likely be downgraded,
likely into the Baa category.” Moreover, the ratings would remain under review for further downgrade.
When asked about a timetable on its conference call reviewing the announcement, Moody’s made it clear

that such a strategic investment has to happen quickly.

Notwithstanding its inability to find a strategic investor, the firm is doing what it can to reduce the illiquid
assets with the highest visibility, primarily commercial and residential mortgage assets. These assets have
been difficult to hedge, and so management has decided that the “best hedge is to reduce absolute
exposure.” At August 31, and pro forma for the upcoming sale of approximately $4.0 billion of primarily
UK residential real estate assets to BlackRock, mortgage and other asset-backed securities have been
reduced to $41.8 billion, or 1.4x tangible equity capital, down from 3.3x at November 30, 2007. That
figure should be reduced to approximately 0.8x if it can launch REI Global, the proposed spin-off of

commercial real estate assets planned for fiscal Q1 2009.

Overall, we are comfortable with the concept of the spin-off and the portfolio, which is well diversified.
We are concerned, however, with how much of the financing Lehman is having to provide in both the
sale of UK assets to BlackRock (75%) as well as REI Global. In the latter’s case, Lehman will transfer
equity equal to 20-25% of the assets, which is expected to be $25-$30 billion. That implies equity of $5-
$7.5 billion, with the balance of the funding to come from debt that “may” be syndicated “as markets
normalize.” “Core Lehman” could then be run theoretically with less capital, since the riskier assets have

been substantially reduced.
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Asset exposure

2Q08 3008 Change Comment/Assumptions
Acquisition finance 18 10.4 -42%
HY acquisition finance 11.5 71 -38%
Other asset backed positions 6.5 4.6 -29%
Commercial Mortgage RE HFS ($B) 39.8 32,6 -18% $25-30B is expected to be spun off into REI Global
Residential RE HFS ($B) 24.9 13.2 -47% Reduction includes impending sale of $4B in UK residential
assets that will be sold to Blackrock; a couple of add'l txn
being contemplated in Europe; objective is to run this book at
$10B
Asset type ($B
Less risky (as defined by LEH)
Alt-A servicing rights 1.6 Most have negative correlation to deteriorating markets
Alt-A AAA 10 securities 0.6 LTV of 39%
Reverse mortgages 0.6
Asia 0.5
2005 vintages and earlier (US) 0.9
Remaining assets*
Alt-A 3.7 Marked at 39 cents vs. 63 cents last quarter
Second-lien subprime 1.6 Marked at 34 cents vs. 55 cents last quarter
European exposure 3.6 Marked at 69 cents vs. 83 cents last quarter
ABS CDO 0.5 Marked at 29 cents vs. 35 cents last quarter
Additional US Exposure 0.5 Marked at 45 cents vs. 48 cents last quarter
Total* 14.1
Weighted average price per dollar (§)
US residential book 0.59 0.39
Yield on US Book at current price (%) 12% Yield: L+800bps w/ default of 50% average recovery rate of
40%; Base case yield assumption include a peak to trough
drop in national home prices of 32% (vs. actual of 18%, with
CA down 50% (vs. actual of 27%)
60+ day delinquency (includes REQ)
Alt-A 18% Yield: L+1000 w/ 44% default, L+100 w/ 63% default, and
zero w/ 79% (all cases assume 20-30% recovery)
Non-prime 23% Yield: L+1100 w/ 59% default, L+100 w/ 76% default, and

zero w/ 85% (all cases assume 40-45% recovery)

“Note high-risk assets include the $900M of 2005 vintage and earlier (US) residential assets

Source: Company reports

The capital base should be bolstered by the sale of a majority stake in IMD, which will remove $3 billion

in goodwill associated with Neuberger Berman, plus whatever gain might be achieved in the sale. In
addition, the dramatic cut in the annual dividend ($0.68 to $0.05) will save some $450 million.

It could have been worse

As for the quarter, we viewed it as reasonable, all things considered, which management characterized as

“extremely trying.” Excluding all of the noise (net mark-to-market adjustments, debt valuation gains and

principal losses), net revenues were $3.6 billion, down 30% from the year ago period (on a run-rate

basis), and 35% from the credit bubble high water mark for Lehman (Q2 2007). Adjusted pretax earnings

were approximately $600 million, down 50% from the year ago period.
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Run-rate revenue (ex. net mark to market adj., debt valuation gain, principal losses)
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Investment banking revenues of $611 million were 43% lower year-over-year, with meaningful drop-offs
in all three categories (debt underwriting, equity underwriting, M&A). Capital markets fared a bit better,
down just 9% over the prior year, which was a very strong quarter in equities. Fixed income net revenues
of $1.8 billion were flat to the prior quarter, and just 18% off of its all-time record set in Q2 2006.
Equities fared far worse, posting run rate net revenues of $425 million, 43% below the previous quarter,
69% lower than the year ago quarter, and 75% off or the firm’s quarterly record (Q2 2007). Proprietary
trading losses were the primary culprit as customer revenues were down just 22% sequentially.
Investment management net revenues of $664 million got hit with a $60 million loss on investments in
hedge fund managers, which reduced net revenues by 8%. Excluding those losses, IMD accounted for

20% of the firm’s net revenues run rate.

A quick word on expenses. We believe that Lehman has done a commendable job thus far of taking
advantage of the opportunities opened up by the markets’ dislocations. But we see growing risk that
persistent overhang of staff reductions will take its toll. Is management responding to the revenue
downdraft in a prudent way? Possibly yes, possibly no. Management pointed out that the majority of the
cuts were targeted at “discretionary corporate areas” and at those businesses in secular decline, and only

minimally toward client-facing positions. Time will tell.
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Valuation

From a valuation standpoint, there are important distinctions that need to be made from our starting point, Bear
Stearns. Lehman is a better, more diversified franchise. It is much more conservatively funded, and carries a

huge liquidity pool of some $42 billion. It has access to the Federal Reserve for emergency funding.

It also has one thing that it shares with Bear Stearns—it is too big to fail in our opinion. The
interconnectedness of the firm within the global financial system is firmly bound. We have to believe that no

regulator or central banker really wants to find out what a massive counterparty risk failure would look like.

All of this should put a lower ceiling on spread widening than what we saw at Bear Stearns, where 5-year
CDS got out to close to 800 bp. Although the firm has been unable to find a strategic buyer thus far, and
one could logically conclude that every day Lehman remains independent, some franchise value is lost,
we believe that its business is worth preserving, and that eventually it will find that deep-pocketed
strategic investor. A sovereign wealth fund-type investor could drive the name into 400 bp or so on the
back of a minority investment, and, of course, acquisition by a large depository, as has been discussed in
the press and on the Moody’s call, would be far more beneficial to the credit. So there is considerable

upside from current levels (577 bp).

But are there many potential buyers as has been widely suggested in the press? Not in our opinion. Is
Lehman “cheap,” now that its market capitalization has fallen to $5 billion? Plenty of institutions could
afford that, right? Maybe not. Buying any firm is not about what you have to pay, it’s what it ultimately
costs, in terms not only of profit and loss but also market cap impact to the acquirer. There is also the
issue of size. At $300 billion in net assets, Lehman would be a meaningful investment for even the largest

of institutions to take on, especially in this capital-sensitive environment.

So while there is considerable upside, there is also near-term risk, including further pressure from markets
(the stock finished down 7% on the day, after trading up 18% at one point; in after-hours trading, it was
trading still lower from the close) and a possible multi-notch downgrade from Moody’s. As was the case
with Bear Stearns, the worse it gets the better it may get for creditors, which benefited greatly when the
regulators stepped in and forced a sale to J.P. Morgan Chase. Yet the considerable uncertainty will keep

us Underweight in the name for now.
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Disclosure appendix

Analyst certification

The following analyst(s), who is(are) primarily responsible for this report, certifies(y) that the opinion(s) on the subject
security(ies) or issuer(s) and any other views or forecasts expressed herein accurately reflect their personal view(s) and that no
part of their compensation was, is or will be directly or indirectly related to the specific recommendation(s) or views contained
in this research report: Van Hesser

Basis for financial analysis

This report is designed for, and should only be utilised by, institutional investors. Furthermore, HSBC believes an investor's
decision to make an investment should depend on individual circumstances such as the investor's existing holdings and other
considerations.

HSBC believes that investors utilise various disciplines and investment horizons when making investment decisions, which
depend largely on individual circumstances such as the investor's existing holdings, risk tolerance and other considerations.
Given these differences, HSBC has two principal aims in its credit research: 1) to identify long-term investment opportunities
based on particular themes or ideas that may affect the future earnings or cash flows of companies on a six-month time
horizon; and 2) from time to time to identify trade ideas on a time horizon of up to three months, relating to specific
instruments, which are predominantly derived from relative value considerations or driven by events and which may differ
from our long-term credit opinion on an issuer. HSBC has assigned a fundamental recommendation structure only for its long-
term investment opportunities, as described below.

HSBC believes an investor's decision to buy or sell a bond should depend on individual circumstances such as the investor's
existing holdings and other considerations. Different securities firms use a variety of terms as well as different systems to
describe their recommendations. Investors should carefully read the definitions of the recommendations used in each research
report. In addition, because research reports contain more complete information concerning the analysts' views, investors
should carefully read the entire research report and should not infer its contents from the recommendation. In any case,
recommendations should not be used or relied on in isolation as investment advice.

Definitions for fundamental credit recommendations

Overweight: The credits of the issuer are expected to outperform those of other issuers in the sector over the next six months

Neutral: The credits of the issuer are expected to perform in line with those of other issuers in the sector over the next six
months

Underweight: The credits of the issuer are expected to underperform those of other issuers in the sector over the next six
months

Prior to 1 July 2007, HSBC applied a recommendation structure in Europe that ranked euro- and sterling-denominated bonds
and CDS relative to the relevant iBoxx/iTraxx indices over a 3-month horizon.

Rating changes for long-term investment opportunities
Recommendation History of LEHMAN BROTHERS

From To Date
Neutral Underweight 2008-03-17
Overweight Neutral 2007-11-08
Not Rated Overweight 2007-08-01
Source: HSBC
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Distribution of fundamental credit opinions
As of 10 September 2008, the distribution of all credit opinions published is as follows:

___All Covered Companies___ Companies where HSBC has provided Investment Banking in the past 12 months

Count Percentage Count Percentage

Overweight 108 23 24 22
Neutral 234 50 50 21
Underweight 127 27 20 16

Source: HSBC

HSBC & Analyst disclosures

Disclosure checklist

Company Ticker Recent price Price Date Disclosure

LEHMAN BROTHERS LEH.N 7.25 11-Sep-2008 2,56,7, 11

Source: HSBC

1 HSBC* has managed or co-managed a public offering of securities for this company within the past 12 months.

2 HSBC expects to receive or intends to seek compensation for investment banking services from this company in the next
3 months.

3 At the time of publication of this report, HSBC Securities (USA) Inc. is a Market Maker in securities issued by this
company.

4 Asof 31 August 2008 HSBC beneficially owned 1% or more of a class of common equity securities of this company.

5  As of 31 July 2008, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of investment banking services.

6 As of 31 July 2008, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of non-investment banking-securities related services.

7 As of 31 July 2008, this company was a client of HSBC or had during the preceding 12 month period been a client of

and/or paid compensation to HSBC in respect of non-securities services.

A covering analyst/s has received compensation from this company in the past 12 months.

9 A covering analyst/s or a member of his/her household has a financial interest in the securities of this company, as
detailed below.

10 A covering analyst/s or a member of his/her household is an officer, director or supervisory board member of this
company, as detailed below.

11 At the time of publication of this report, HSBC is a non-US Market Maker in securities issued by this company.

e e}

Analysts are paid in part by reference to the profitability of HSBC which includes investment banking revenues.

For disclosures in respect of any company, please see the most recently published report on that company available at
www.hsbcnet.com/research.

* HSBC Legal Entities are listed in the Disclaimer below.

Additional disclosures

1 Thisreport is dated as at 11 September 2008.

2 All market data included in this report are dated as at close 10 September 2008, unless otherwise indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of Research
operate and have a management reporting line independent of HSBC's Investment Banking business. Chinese Wall
procedures are in place between the Investment Banking and Research businesses to ensure that any confidential and/or
price sensitive information is handled in an appropriate manner.



Gredit Rescaroh HSBC <»

US Financials
11 September 2008

Disclaimer

* Legal entities as at 22 August 2007 Issuer of report

'UAE' HSBC Bal?k Middle East Limited, Dubai; 'HK '.The Hongkong and S.hang}.zaz. Banking HSBC Securities (USA) Inc.
Corporation Limited, Hong Kong;, 'TW' HSBC Securities (Taiwan) Corporation Limited; 'CA’ .

HSBC Securities (Canada) Inc, Toronto; HSBC Bank, Paris branch; HSBC France; 'DE' HSBC 452 Fifth Avenue
Trinkaus & Burkhardt AG, Dusseldorf; 000 HSBC Bank (RR), Moscow; 'IN' HSBC Securities HSBC Tower

and Capital Markets (India) Private Limited, Mumbai; 'JP' HSBC Securities (Japan) Limited, New York, NY 10018, USA
Tokyo; 'EG' HSBC Securities Egypt S.A.E., Cairo; 'CN' HSBC Investment Bank Asia Limited, Telephone: +1 212 525 5000
Beijing Representative Office; The Hongkong and Shanghai Banking Corporation Limited, Fax: +1 212 525 0356
Singapore branch; The Hongkong and Shanghai Banking Corporation Limited, Seoul Securities
Branch; HSBC Securities (South Africa) (Pty) Ltd, Johannesburg; 'GR' HSBC Pantelakis
Securities S.A., Athens; HSBC Bank plc, London, Madrid, Milan, Stockholm, Tel Aviv, 'US’
HSBC Securities (USA) Inc, New York; HSBC Yatirim Menkul Degerler A.S., Istanbul; HSBC
Meéxico, S.A., Institucion de Banca Miiltiple, Grupo Financiero HSBC, HSBC Bank Brasil S.A. -
Banco Multiplo.

This material was prepared and is being distributed by HSBC Securities (USA) Inc., (“HSI”’) a member of the HSBC Group, the NYSE and
the NASD. This material is for the information of clients of HSI and is not for publication to other persons, whether through the press or by
other means. It is based on information from sources, which HSI believes to be reliable but it is not guaranteed as to the accuracy or
completeness. Expressions of opinion herein are subject to change without notice. This material is not, and should not be construed as, an
offer or the solicitation of an offer to buy or sell any securities. HSI and its associated companies may make a market in, or may have been a
manager or a co-manager of the most recent public offering of, any securities of the recommended issuer herein. HSI, its associated
companies and/or their directors and employees may own the securities, options or other financial instruments of any of the issuers discussed
herein and may sell them to or buy them from customers on a principal basis. In Singapore, this publication is distributed by The Hongkong
and Shanghai Banking Corporation Limited, Singapore Branch for the general information of institutional investors or other persons specified
in Sections 274 and 304 of the Securities and Futures Act (Chapter 289) (“SFA”) and accredited investors and other persons in accordance
with the conditions specified in Sections 275 and 305 of the SFA. This publication is not a prospectus as defined in the SFA. It may not be
further distributed in whole or in part for any purpose. The Hongkong and Shanghai Banking Corporation Limited Singapore Branch is
regulated by the Monetary Authority of Singapore. In Hong Kong, this document has been distributed by The Hongkong and Shanghai
Banking Corporation Limited in the conduct of its Hong Kong regulated business for the information of its institutional and professional
customers; it is not intended for and should not be distributed to retail customers in Hong Kong. The Hongkong and Shanghai Banking
Corporation Limited makes no representations that the products or services mentioned in this document are available to persons in Hong
Kong or are necessarily suitable for any particular person or appropriate in accordance with local law. All inquiries by such recipients must be
directed to The Hongkong and Shanghai Banking Corporation Limited. In the UK this report may only be distributed to persons of a kind
described in Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001. The protections afforded by the
UK regulatory regime are available only to those dealing with a representative of HSBC Bank plc in the UK. HSBC México, S.A., Institucién
de Banca Miuiltiple, Grupo Financiero HSBC is authorized and regulated by Secretaria de Hacienda y Crédito Ptblico and Comisién Nacional
Bancaria y de Valores (CNBV). HSBC Bank (Panama) S.A. is regulated by Superintendencia de Bancos de Panama. Banco HSBC Honduras
S.A. is regulated by Comisién Nacional de Bancos y Seguros (CNBS). Banco HSBC Salvadorefio, S.A. is regulated by Superintendencia del
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© Copyright. HSBC Securities (USA) Inc 2008, ALL RIGHTS RESERVED. No part of this publication may be reproduced, stored in a
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