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Lehman Bros.- Untenable 
position 

   
 
 

 Confidence collapse forces change 
Lehman Brother’s Holdings’ (LEH: A2*/A*-) continuing losses and rapid erosion of 
market confidence have pushed it to the brink.  LEH’s current organizational 
structure is no longer feasible, and management is effectively considering all 
strategic options.  There is a range of potential outcomes for fixed income 
investors, both positive and negative, with little clarity.   

LEH announces action steps, though more news to come 
In conjunction with pre-announcing a $3.9bn 3Q loss, management announced 
several actions it is planning to reshape its business, reduce risk, and bolster 
capital.  These include: (1) spinning off commercial real estate assets, (2) selling 
a majority stake in its asset management business, and (3) reducing the annual 
common dividend to $0.05/share.  There is risk to completion of these actions, 
and we see the situation as extremely fluid. 

Credit ratings under renewed pressure 
Moody’s placed the long-term ratings under review (direction uncertain), while 
S&P reiterated its negative watch announced earlier this week.  Importantly, 
Moody’s notes that senior unsecured ratings could be lowered to the Baa 
category in the absence of a strategic transaction with a stronger financial partner. 

Liquidity not the primary concern 
Despite the material erosion of liquidity in the wake of the debt and equity market 
sell-off, liquidity does not appear to be a major concern based on LEH reporting it 
had a $42bn gross liquidity pool at the end of 3Q, and maintains borrowing 
access through uncollateralized assets and has access to Federal Reserve 
facilities.  That said, the lack of customer/counterparty confidence poses 
significant risk to LEH’s viability. 

Investors should consider as part of high risk allocation 
While it is clear that change is imminent, it is very unclear what form the 
restructuring of LEH will take.  LEH bonds and preferreds have traded down 
sharply in recent days to discount the risks (2010 bonds trading at $82, or 19.6% 
yield), though future pricing action will depend on the strategic outcome.  While 
there is the possibility of a sale to a stronger strategic buyer, bonds and 
preferreds could fall further in the absence of a transaction and/or negative rating 
agency actions.  The outcome is difficult to predict, and the overall risk profile is 
substantially greater than credit ratings suggest.  Accordingly, we believe 
investors should treat any holdings as part of their high risk/high yield allocation.  

     

 
  

 

  
 United States  
12 September 2008 

 
 

 

 Brian Zinser +1 212 449 8382 
F.I. & Convertibles Strategist 
MLPF&S 
brian_zinser@ml.com  
  

 

  

 
     
 
 
 
This report is one of our occasional 
strategic assessments of corporate 
issuers whose bond/preferred prices have 
been exceptionally volatile. Although we 
do not provide fundamental coverage for 
the debt of LEH, our aim is to provide 
insight surrounding considerations for the 
holders of the bonds and preferreds.  
Investors should refer to the reports on 
the common shares by fundamental 
equity analyst Guy Moszkowski for further 
information regarding company 
fundamentals and risks. 
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Strategic outcomes are varied  
LEH has announced plans to strategically reshape its business, though it is still 
unclear whether any of these actions will be taken.  While it prepares to spin-off 
mortgage real estate holdings and find a majority investor for its asset 
management business, LEH specified in its press release that it is “committed to 
examining all strategic alternatives to maximize shareholder value.”  That leaves 
a considerably wide range of outcomes for holders of bonds and preferreds. 

Media reports suggest merger talks have intensified  
As an indication of the rapidly evolving nature of the situation, media reports on 
Thursday indicated LEH is in active discussions with various suitors regarding a 
full scale merger.  Reports also suggest that the Treasury and Federal Reserve 
are engaged in the discussions to help broker a solution, which would be 
consistent with prior statements and actions of the central bank.   

Treatment of debt in a takeover uncertain 
As we have seen with the recent acquisitions of financial firms such as Bear 
Stearns (BSC) and Countrywide Financial (CFC), there is no definitive answer on 
how the public debt obligations of LEH would fare in any takeover.  In addition, 
senior debt, preferreds, and common shareholders can experience markedly 
different outcomes.  Ultimate credit quality, credit ratings and trading levels would 
depend on a number of factors such as the type of buyer (i.e., strategic versus 
financial), deal structure (stock or debt), capitalization, ongoing risk profile, etc.  

The legal structure of any transaction would also be a significant factor for fixed 
income investors.  Importantly, a buyer of LEH would not be required to legally 
guarantee any of LEH’s bonds or preferreds, though there may be financial and 
strategic advantages in doing so.  Bank of America (BAC), for example, acquired 
CFC but chose not to extend guarantees to its debt or preferreds.  As a result, 
CFC’s bonds and preferreds trade considerably weaker than its parent.  In the 
case of BSC, however, JPMorgan extended guarantees to BSC’s bonds  
and preferreds. 

Rating agencies decidedly more negative 
Both Moody’s and S&P have commented on increased risk at LEH, and appear to 
be positioned for multi-notch rating downgrades.  Moody’s in particular has added 
pressure to LEH’s already difficult situation by stating the company’s current 
proposal for restructuring is inadequate.  The agency cited that LEH’s ratings 
would be downgraded to the “Baa” category and left under review if the company 
is unable to find a strategic partner in the “near term”.  Conversely, positive rating 
actions could result in the event of a strategic transaction with a stronger financial 
partner.  Merrill Lynch fundamental equity research believes that this action has 
effectively put LEH “in play” given the negative operational and financial 
consequences of a rating downgrade.   

Preferred ratings more at risk if downgraded 
Moody’s also suggested that its current notching of preferred ratings below the 
senior unsecured level would be widened in the event of a downgrade.  This 
would be a result of the lack of satisfactory improvement, increasing the risk of 
dividend suspensions.  As such, we would expect any downgrade of LEH’s senior 
rating to even the highest triple-B category would result in some preferreds falling 
to high yield.     

As LEH considers asset sales/spins, a full 
sale of LEH is being explored. 

Outcome for bonds and preferreds in any 
strategic transaction depends on many 
factors.   
 

Multi-notch credit rating downgrades 
have become increasingly likely. 
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Downgrades would impair business model and liquidity 
In the event LEH is unable to line up an acceptable strategic solution and is 
downgraded to the triple-B category, there would likely be severe ramifications to 
the firm.  Liquidity would be impacted by less borrowing capacity and collateral 
postings under counterparty arrangements.  Access to the Fed facilities, however, 
helps mitigate liquidity risk in the short term and the potential for a “run on the 
bank.”  Operationally, however, competitive disadvantages, impaired 
customer/counterparty confidence, and erosion of brand value could undermine 
LEH’s viability.  If LEH were unable to find a strategic partner and it were forced 
into a bankruptcy/liquidation scenario, both preferred stock and trust preferred 
securities could see their value reduced to zero in our view.  However, we do not 
see this as the most likely outcome. 

 
 
 
  
 

Analyst Certification 
I, Brian Zinser, hereby certify that the views expressed in this research report 
accurately reflect my personal views about the subject securities and issuers. I 
also certify that no part of my compensation was, is, or will be, directly or 
indirectly, related to the specific recommendations or view expressed in this 
research report. 
  
 

   
 

A downgrade would not appear to trigger 
a liquidity crisis, but viability could 
become increasingly uncertain. 
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Important Disclosures   
  
LEH Price Chart 
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Prior to May 31, 2008, the investment opinion system included Buy, Neutral and Sell. As of May 31, 2008, the investment opinion system includes Buy, Neutral and Underperform. Dark Grey shading indicates that a security is restricted with the 
opinion suspended. Light grey shading indicates that a security is under review with the opinion withdrawn. The current investment opinion key is contained at the end of the report. Chart is current as of August 31, 2008 or such later date as 
indicated. 
    

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK 
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium and C - High. INVESTMENT RATINGS reflect the analyst’s assessment of a 
stock’s: (i) absolute total return potential and (ii) attractiveness for investment relative to other stocks within its Coverage Cluster (defined below). There 
are three investment ratings: 1 - Buy stocks are expected to have a total return of at least 10% and are the most attractive stocks in the coverage cluster; 
2 - Neutral stocks are expected to remain flat or increase in value and are less attractive than Buy rated stocks and 3 - Underperform stocks are the least 
attractive stocks in a coverage cluster. Analysts assign investment ratings considering, among other things, the 0-12 month total return expectation for a 
stock and the firm’s guidelines for ratings dispersions (shown in the table below). The current price objective for a stock should be referenced to better 
understand the total return expectation at any given time. The price objective reflects the analyst’s view of the potential price appreciation (depreciation). 
Investment rating Total return expectation (within 12-month period of date of initial rating) Ratings dispersion guidelines for coverage cluster* 

Buy ≥ 10% ≤ 70% 
Neutral ≥ 0% ≤ 30% 

Underperform N/A ≥ 20% 
* Ratings dispersions may vary from time to time where Merrill Lynch Research believes it better reflects the investment prospects of stocks in a Coverage Cluster. 

INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend considered to be secure), 8 - same/lower (dividend not considered 
to be secure) and 9 - pays no cash dividend. Coverage Cluster is comprised of stocks covered by a single analyst or two or more analysts sharing a common 
industry, sector, region or other classification(s). A stock’s coverage cluster is included in the most recent Merrill Lynch Comment referencing the stock.  
 

MLPF&S or one of its affiliates acts as a market maker for the securities recommended in the report: Lehman Brothers. 
MLPF&S or an affiliate was a manager of a public offering of securities of this company within the last 12 months: Lehman Brothers. 
The company is or was, within the last 12 months, an investment banking client of MLPF&S and/or one or more of its affiliates: Lehman Brothers. 
MLPF&S or an affiliate has received compensation from the company for non-investment banking services or products within the past 12 months: Lehman 

Brothers. 
MLPF&S or an affiliate has received compensation for investment banking services from this company within the past 12 months: Lehman Brothers. 
MLPF&S or an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months: 

Lehman Brothers. 
MLPF&S or one of its affiliates is willing to sell to, or buy from, clients the common equity of the company on a principal basis: Lehman Brothers. 
The company is or was, within the last 12 months, a securities business client (non-investment banking) of MLPF&S and/or one or more of its affiliates: Lehman 

Brothers. 
Due to the nature of strategic analysis, the issuers or securities recommended or discussed in this report are not continuously followed. Accordingly, investors 

must regard this report as providing stand-alone analysis and should not expect continuing analysis or additional reports relating to such issuers and/or securities. 
The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill 

Lynch, including profits derived from investment banking revenues.   
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Other Important Disclosures 
 

Merrill Lynch fixed income analysts regularly interact with Merrill Lynch sales and trading desk personnel in connection with their research, including to ascertain 
pricing and liquidity in the fixed income markets. 

MLPF&S or one of its affiliates has a significant financial interest in the fixed income instruments of the issuer. If this report was issued on or after the 10th day of 
a month, it reflects a significant financial interest on the last day of the previous month. Reports issued before the 10th day of a month reflect a significant financial 
interest at the end of the second month preceding the date of the report: Lehman Brothers. 
 

Information relating to Non-U.S. affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S): 
MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets 

(France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd; 
Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch 
Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; Merrill 
Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch 
Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill 
Lynch (Taiwan): Merrill Lynch Global (Taiwan) Limited; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrill Lynch 
Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill Lynch (Russia): Merrill Lynch CIS Limited, 
Moscow; Merrill Lynch (Turkey): Merrill Lynch Yatirim Bankasi A.S.; Merrill Lynch (Dubai): Merrill Lynch International Bank Ltd, Dubai Branch; MLPF&S (Zürich rep. 
office): MLPF&S Incorporated Zürich representative office. 

This research report has been prepared and issued by MLPF&S and/or one or more of its non-U.S. affiliates. MLPF&S is the distributor of this research report in 
the U.S. and accepts full responsibility for research reports of its non-U.S. affiliates distributed in the U.S. Any U.S. person receiving this research report and wishing 
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates. 

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and 
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer 
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is 
issued and distributed in Taiwan by Merrill Lynch Global (Taiwan) Ltd or Merrill Lynch, Pierce, Fenner & Smith Limited (Taiwan Branch); is issued and distributed in 
Malaysia by Merrill Lynch (KL) Sdn. Bhd., a licensed investment adviser regulated by the Malaysian Securities Commission; is issued and distributed in India by DSP 
Merrill Lynch Limited; and is issued and distributed in Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd 
(Company Registration No.’s F 06872E and 198602883D respectively). Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte 
Ltd. are regulated by the Monetary Authority of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 235132, provides this 
report in Australia. No approval is required for publication or distribution of this report in Brazil. 

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin. 
Copyright, User Agreement and other general information related to this report: 
Copyright 2008 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and 

may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch 
research reports are distributed simultaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of 
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report 
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including 
any investment recommendations, estimates or price targets) prior to Merrill Lynch's public disclosure of such information. The information herein (other than 
disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. Merrill Lynch makes no 
representations or warranties whatsoever as to the data and information provided in any third party referenced website and shall have no liability or responsibility 
arising out of or in connection with any such referenced website. 

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer, 
to buy or sell any securities or other investment or any options, futures or derivatives related to such securities or investments. It is not intended to provide personal 
investment advice and it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may 
receive this report. Investors should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies 
discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should note that income 
from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall. Accordingly, investors may 
receive back less than originally invested. Past performance is not necessarily a guide to future performance. Any information relating to the tax status of financial 
instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice based on 
their particular circumstances from an independent tax professional. 

The bonds of the company are traded over-the-counter. Retail sales and/or distribution of this report may be made only in states where these securities are 
exempt from registration or have been qualified for sale. MLPF&S usually makes a market in the bonds of this company. 

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition, 
investors in securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk. 

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related 
investments. 

Merrill Lynch Research policies relating to conflicts of interest are described at http://www.ml.com/media/43347.pdf. 
Fixed income research reports relating to securities covered by our Credit Rating Scale are produced on a regular basis as necessary to keep the investment 

recommendations current. Analysis on fixed income securities and financial instruments not covered by the Credit Rating Scale is provided on a stand alone basis 
and investors should not expect additional reports relating to such securities or financial instruments.   
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