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Lehman Brothers Neutral
Management Has Plan, Not Action -- We Await Inv. $7.25

Mgmt Sale 10 September 2008

Lehman reported a F3Q08 loss of $5.92/share, including $5.6B of net write- Brokers, Asset Managers, and

downs. LEH also announced strategic initiatives to spin-off $25-$30B of Exchanges
comm. real estate and sell majority interest in itsinv. mgmt arm. The plan buys Kenneth B. Worthington, CFAAC

time for credit markets to improve or for a suitor to be found. However, with (1-212) 622-6613

rating agency downgrades looming and LEH’s stock price under pressure, we kenneth.b.worthington@jpmorgan.com
believe there are materia risks to Lehman in a conclusion that we see as Funda Akarsu

imminent. In the meantime, CFTC data confirms clients are pulling assets. (1-212) 622-5319

funda.m.akarsu@jpmorgan.com

e Commercial mortgage portfolio spin-off likely requires equity and
financing from LEH. LEH plans to sell $25-$30B of comm. real estate J:P. Morgan Securities Inc.
which is marked at 85c. We see further marks of 10-15c, and expect Lehman
financing of both the debt and equity. As a result of the debt financing, we
believe Lehman retains downside risk. 60

Price Performance

e 55% of Inv. Mgmt. for sale — bids unclear. LEH is trying to sell the IM 40
business and expects a minimal impact to profits. Given CEO Fuld's
standing in the financial community, we see success as possible, but the
suitor needs Neuberger mgmt ‘buy-in’” which is unclear. We believe a spin-
off will certainly mean greater earnings volatility, a less diversified earnings
base, and a higher comp. ratio.
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e More write-downs to come and core business prospects uncertain. We
are not comfortable with the marks on the commercial real estate portfolio at
85c and see further downside to the resi portfolio give potentia structure
with BlackRock. Core business also appears to be struggling with customer
retention and employee morale. CFTC data indicates that in July Lehman lost
22% in FCM customer assets, data effective prior to recent confidence issues.

e | owering estimates. Low valuation does not peak our interest, and we are
concerned about LEH's ability to execute its strategic plan without further
depleting the capital base. We maintain our Neutral rating and do not see the
stock asinvestable unless LEH can execute onits plan.
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Q4 (Nov) 1.54 0.46 (1.80) 1.16 0.72 Shares O/S (mn) 691
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Credit outlook —downgrades a concern.

Three ratings agencies are reviewing Lehman’ s ratings for possible downgrades,
possibly for more than one-notch. Moody's put the long-term ratings on review with
direction uncertain reflecting “the high degree of fluidity in Lehman's current
situation" and limited financial flexibility given the precipitous decline in the stock
price. Moody’s also said the ratings would be downgraded if LEH failsto find a
strategic partner in the near term.

CFTC data shows declining customer assets.
CFTC dataindicates that Lehman lost material customer assets whereit actsasa

futures commission merchant. The CFTC reports customer segregated funds for the
trading of designated contracts within Lehman’s FCM business.

Figure 1: LEH customer assets decline 22% in July
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The recent declinein assets likely signals customer withdrawals and could be an
indication of waning customer confidence in this and other businesses where
disclosure does not exist. CFTC data shows Lehman has lost 22% of client assetsin
July, amore rapid decline than the peers. Bear lost 55% of customer assetsin March
2008. While confidencein LEH dlipped, it was not as extreme as was seen at Bear,
although August and September, the months of greatest stock pressure Lehman could
show adifferent story.

Table 1: CFTC Data Shows Lehman's Futures Commission Merchant Business under Pressure
(assetsin billions of $)

Dec-07 Jan-08 Feb-08 Mar-08 Apr-08 May-08 Jun-08 Jul-08
Companies Under Stress
Lehman $6.5 $7.3 $7.3 $7.2 $6.4 $7.5 $7.6 $6.0
seq change 12.8% -0.5% 1.3% 16.1% 2.0% 218%
MF Global $10.3 $10.4 $13.0 $9.7 $9.5 $9.7 $10.6 $9.1
seq change 0.5% 25.3% -25.5% -2.4% 2.2% 9.3% -14.3%
Bear $3.6 $3.6 $4.8 $2.1 $2.2 2.27 nm nm

seq change 1.6% 33.5% 4.2% 3.6%

Companies Not Under Stress

Goldman $14.9 $15.9 $16.5 $17.9 $18.8 $19.4 $19.7 $18.1
$8.0 $1.0 $1.1 $1.0 $1.3 $1.1 $1.1 $1.0
seq change -25.8% 4.3% 7.0% 6.5% 1.8% 1.5% -8.6%
JPMorgan $9.6 $11.9 $10.8 $11.2 $12.2 11.97 12.44 11.9
seq change 24.3% -9.7% 4.3% 8.9% -2.3% 4.0% -4.4%
Source: CFTC
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Changes to the Model — Estimates Decline

We are lowering our 2008 and 2009 estimates for LEH. The downside to our 4Q08
and 2009 estimates comes from the weaker fixed income projections given the
estimated write-downs for 4Q08 of app $3B and the slowdown in the client activity,
aswell as adecline in origination revenue growth.

We fear that weaker market conditions in 2008 will continue to reduce the number of
profitable trading days. The markets have not yet indicated that the credit and
mortgage markets are getting healthier. In addition, given the decline in the
investment banking backlog, we see the potential for the underwriting and advisory

window to close quickly. Accordingly, we build further conservativeness to our
projections.

Valuation and Rating Analysis

We rate Lehman Neutral. While we view Lehman as nimble and having one of the
best cultures on Wall Street, deteriorating fixed income asset valuations and
leveraged loans have led to downward earnings revisions.

LEH currently trades at 0.21 times book value, at its lowest level in eight-years and
well below the current peer average, 1.29 times. Low valuation does not peak our
interest, and we are concerned about LEH's ability to execute its strategic plan

without further depleting the capital base. We maintain our Neutral rating and do not
see the stock as investable unless LEH can execute on its plan.

Figure 2: Lehman 8-yr P/BV chart
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Source: FactSet, September 10, 2008.

Risks to Our Rating

Lehman Brothers' business and earnings are highly sensitive to many economic
factors, which are subject to periods of extreme volatility. Events that may cause the
firm to outperform our thesis and its peer group include i) consolidation, ii) material
improvement in credit markets; iii) improving valuationsin CDO and mortgage asset
classes; iv) increasing levels of M& A activity, amount of debt and equity capital
raising; v) changesin global interest & foreign exchange rates, security valuations as
well as geopolitical events; and, vi) industry competition. Events that may lead

L ehman to underperform our rating and its peer group include i) inability to execute
its strategic plan to spin-off $25-$30B of commercial real estate and sell majority
interest in itsinvestment management arm, ii) deterioration in credit markets that will
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lead to further write downs; ii) inadequate risk management; iii) the firm’sinability
to materially improve performance in fixed income and maintain its market share
gainsin investment banking, iv) the firm's inability to grow its equity trading
volumes in line with the market or its peers, or v) significant market
underperformance at its investment management arm.
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Figure 3: Lehman Earnings Model
Lehman Brothers (NYSE: LEH)

Consolidated Statement of Earnings 2006 2007 2008E 2009E 1Q07 2Q07 3Q07 4Q07] 1Q08 2Q08 3Q08E 4QO8E
Revenues
Principal Transactions 9,687 9,198 2,921 2,889 1,612 1,776 773 -3,534
Investment Banking 3,160 3,902 850 1,150 1,071 831 867 858
Commissions 2,144 2,470 540 568 674 688 658 639
Interest and Dividends 30,284 41,693 9,089 10,558 10,910 11,136 9,635 7,771
Asset Management and Other 1,434 1,740 395 414 472 459 437 506
Total revenues 46,709 59,003 13,795 15,579 14,739 14,890 12,370 6,240
Interest Expense 29,126 39,746 8,748 10,067 10,431 10,500 8,863 6,908
Net Interest Income 1,158 1,947 341 491 479 636 772 863
Revenues, net of interest expense 17,583 19,257 482 14,618 5,047 5,512 4,308 4,390 3,507 -668 -2,903 546

Operating Expenses

Technology and Communications 974 1,146 1,220 1,128 266 287 282 311 302 309 309 300
Brokerage and Clearance Fees 630 859 955 888 194 201 224 240 253 252 232 218
Occupancy 539 641 730 640 146 152 170 173 185 188 202 155
Professional Fees 363 466 402 400) 98 120 128 120 98 100 104 100
Business Development 301 378 312 356 84 100 91 103 89 87 68 68
Other 202 260 341 269 72 55 84 49 76 158 56 51
Amortization of intangibles 0 0 0 0 0 0 0 0 0 0 0 0]
Special Charges 0 0 0 0| 0 0 0 0 0 0 0 0|
Non-Comp Operating Expenses 3,009 3,750 3,961 3,681 860 915 979 996 1,003 1,094 971 893
Operating Income before Comp 14,574 15,507 -3,478 10,937 4,187 4,597 3,329 3,394 2,504 -1,762 -3,874 -346
Compensation and Benefits 8,669 9,494 7,316 7,828 2,488 2,718 2,124 2,164 1,841 2,325 1,950 1,200
Income before Taxes 5,905 6,013 -10,794 3,109] 1,699 1,879 1,205 1,230 663 -4,087 -5,824 -1,546
Pre-Tax Margin 34% 31% -2239% 21%) 34% 34% 28% 28% 19% 612% 201% -283%)
Provision for Taxes 1,945 1,821 -3,500 993 553 606 318 344] 174 -1,313 -1,897 -464
Tax Rate 33% 30% 32% 32% 33% 32% 26% 28%| 26% 32% 33% 30%
Net Operating Income 3,960 4,192 -7,295 2,116 1,146 1,273 887 886 489 2,774 -3927 -1,083
Margin (net rev.) 23% 22% -1513% 14%) 23% 23% 21% 20%] 14% 415% 135% -198%
Preferred Stock Dividends 66 68 449 652 17 17 17 17 24 99 163 163
Net Income Applicable to Common Stock 3,941 4124 (7,744) 1,464 1,129 1,256 870 869 465 (2.873) (4,090) (1,246)
Basic EPS $7.26 $7.63 ($12.42) $2.10 $2.09 $2.33 $1.61 $1.60 $0.84 (5.14) ($5.92) ($1.80)
Diluted EPS $6.81 $7.26 ($12.32) $2.03 $1.96 $2.21 $1.54 $1.54 $0.81 (5.14) ($5.92) ($1.80)

YIY % Growth 25.4% 6.5% -269.7% -116.4% 34.8% 95.8% 4.5% 11.8% -58.6% -332.3% -484.8% -216.9%)

Pro forma average common shares outstanding
Basic 542.9 540.5 6233 697.2 540.9 538.2 540.4 542.6] 5515 559.3 691.2 691.2
Diluted 578.4 568.3 628.6 722.7 5754 568.1 565.8 563.7] 572.8 559.3 691.2 691.2

Key Ratios and Statistics

Book value per share 33.64 39.44 25.44 27.26 35.15 37.15 38.29 39.44 39.45 34.21 27.29 25.44
Dividends paid per share 0.96 1.04 1.06 0.20 0.26 0.26 0.26 0.26 0.68 0.28 0.05 0.05
Dividend payout ratio 14.1% 14.3% -8.6% 9.9% 13.3% 11.8% 16.9% 16.9% 83.8% -5.5% -0.8% -2.8%
Return on Average Tangible Equity 29.1% 25.7% 29.9% 31.6% 21.1% 20.6%] 10.6% 10.6%

Return on Average Equity 23.4% 20.8% -38.0% 7.7% 24.4% 25.8% 17.1% 16.6% 8.6% -55.8% -77.0% -21.3%

Source: Company reports and JPMorgan estimates.
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Analyst Certification:

The research analyst(s) denoted by an “AC” on the cover of this report certifies (or, where multiple research analysts are primarily
responsible for this report, the research analyst denoted by an “AC” on the cover or within the document individually certifies, with
respect to each security or issuer that the research analyst coversin this research) that: (1) all of the views expressed in this report
accurately reflect his or her personal views about any and all of the subject securities or issuers; and (2) no part of any of the research
analyst’s compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by the
research analyst(s) in this report.

Important Disclosures

e Lead or Co-manager: JPMSI or its affiliates acted as lead or co-manager in a public offering of equity and/or debt securities for
Lehman Brothers within the past 12 months.

e Client of the Firm: Lehman Brothersis or wasin the past 12 months aclient of JPMSI; during the past 12 months, JPM S| provided
to the company investment banking services, non-investment banking securities-related service and non-securities-related services.

e Investment Banking (past 12 months): JPMSI or its affiliates received in the past 12 months compensation for investment banking
services from Lehman Brothers.

e Investment Banking (next 3 months): JPMSI or its affiliates expect to receive, or intend to seek, compensation for investment
banking services in the next three months from Lehman Brothers.

e Non-Investment Banking Compensation: JPMSI has received compensation in the past 12 months for products or services other
than investment banking from Lehman Brothers. An affiliate of JIPM S| has received compensation in the past 12 months for products
or services other than investment banking from Lehman Brothers.

e Andffiliate of JIPMSI is associated with a specialist or market maker that makes a market in the options of Lehman Brothers, and
therefore such specialist may have a position (long or short) in the options of the issuer and may be on the opposite side of public
ordersin such options. JPMSI is affiliated with the specialist or market maker that makes a market in the common stock of Lehman
Brothers, and therefore such specialist may have a position (long or short) and may be on the opposite side of public ordersin such
common stock.
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Source: Reuters and JPMorgan; price data adjusted for stock splits and dividends.

This chart shows JPMorgan's continuing coverage of this stock; the current analyst may or may not have covered it over
the entire period.

JPMorgan ratings: OW = Overweight, N = Neutral, UW = Underweight.

Explanation of Equity Resear ch Ratings and Analyst(s) Coverage Univer se:

JPMorgan uses the following rating system: Overweight [Over the next six to twelve months, we expect this stock will outperform the
average total return of the stocksin the analyst’s (or the analyst' steam’s) coverage universe.] Neutral [Over the next six to twelve
months, we expect this stock will perform in line with the average total return of the stocksin the analyst’s (or the analyst’steam’s)
coverage universe.] Underweight [Over the next six to twelve months, we expect this stock will underperform the average total return of
the stocksin the analyst’s (or the analyst’ s team'’s) coverage universe.] The analyst or analyst’s team’s coverage universe is the sector
and/or country shown on the cover of each publication. See below for the specific stocksin the certifying analyst(s) coverage universe.
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Coverage Universe: Kenneth B. Worthington, CFA: BM&F Bovespa (BVMF3.SA), CME Group Inc. (CME), Eaton
Vance Corp (EV), Evercore Partners Inc. (EVR), Federated Investors, Inc. (FII), Franklin Resources (BEN), Goldman Sachs
(GS), Invesco Ltd. (1VZ), Investment Technology Group (ITG), Janus Capital Group (JNS), Knight Capital Group (NITE),
L ehman Brothers (LEH), MF Global (MF), Merrill Lynch (MER), Morgan Stanley (MS), NASDAQ Stock Market
(NDAQ), NY SE Euronext (NY X), Och-Ziff Capital Management (OZM), Penson Worldwide (PNSN), Pzena Investment
Management (PZN), T. Rowe Price Group, Inc (TROW), The Intercontinental Exchange (ICE)

JPMorgan Equity Resear ch Ratings Distribution, as of June 30, 2008
Overweight Neutral  Underweight

(buy) (hold) (sell)

JPM Global Equity Research Coverage 45% 42% 14%
IB clients* 51% 52% 41%
JPMSI Equity Research Coverage 41% 48% 11%
IB clients* 75% 70% 60%

*Percentage of investment banking clients in each rating category.
For purposes only of NASD/NY SE ratings distribution rules, our Overweight rating falls into a buy rating category; our Neutral rating fallsinto a hold
rating category; and our Underweight rating fallsinto a sell rating category.

Valuation and Risks: Please see the most recent company-specific research report for an analysis of valuation methodology and risks on
any securities recommended herein. Research is available at http://www.morganmarkets.com , or you can contact the analyst named on
the front of this note or your JPMorgan representative.

Analysts Compensation: The equity research analysts responsible for the preparation of this report receive compensation based upon
various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall firm revenues, which
include revenues from, among other business units, Institutional Equities and Investment Banking.

Other Disclosures

JPMorgan is the global brand name for J.P. Morgan Securities Inc. (JPMSI) and its non-US affiliates worldwide.

Optionsrelated resear ch: If the information contained herein regards options related research, such information is available only to persons who
have received the proper option risk disclosure documents. For a copy of the Option Clearing Corporation’s Characteristics and Risks of
Standardized Options, please contact your JPMorgan Representative or visit the OCC’ s website at

http://www.opti onscl earing.com/publications/ri sks/ri skstoc.pdf .
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