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Data * LEH has fallen precipitously over the past two trading days to sub-$8/shr.
52-week range (USD) 7.79-66.00 This increases the counterparty-panic risk meaningfully, and at least one
Price Target (USD) 50.00 credit ratings agency put Lehman’s counterparty ratings on neg. watch. As
Upside/downside to price target (%) 541.8 a result, mgmt now may have to act quickly to avoid a panic, and a
Market cap (USDm) 4,305.6 subsequent Bear Stearns-like fate.
D!V!dend (L.JSD) na * Mgmt is holding an emergency call tomorrow AM at 7:30am. We see
Dividend Yield (%) na three alternatives.
Performance (%) ¢« OPTION 1: As outlined in our 7/25/08 analysis, we believe an MBO/going-
W _IM 3™ YTD private transaction is feasible, and while not ideal, would be preferable to
Price performance -5L.7 -58.2 -736 -88.1 Bear's fate. Such a deal, which we viewed feasible when LEH was $17, is
Rel. S&P 500 513 -57.2 -716 -86.2

now dramatically easier—mgmt could now simply sell inv. mgmt to fund
the entire public tender (ex-insiders). Previously, the biggest issue was
how to convince public shareholders to take sell at such a depressed price
($17+25% premium). But that shouldn’t be an issue now.

Rel. FPKCCW Investment Bank -51.8 -58.3 -73.9 -84.4

Operating EPS (USD)
Quarterly EPS breakdowns ) i _
2007 2008e 2009 < OPTION 2: Mgmt may sell to a strategic buyer (a private equity deal would

10 1.96 08 a 003 represent the going-private scenario above), but such a buyer would hold

Consensus 0.69 all the cards; we believe Lehman insiders would pay more (in an MBO).

éQ 221 S5l a ég; ¢ OPTION 3: Mgmt could execute a multi-faceted plan to remove the

3gnsensus 160 28 089 overhang once and for all, including: (a) a spin-off of comml. mortgage; (b)
’ ’ ' a sale of resi mortgage; and (c) either a sale of inv. mgmt or a dilutive

Consensus -2.58 0.63 . . . . : . )

4Q 1.54 0.61 117 capital raise to replace the associated equity hit. With LEH now trading at

TEEIE ’ 0,70 075 0.3x book, the mkt is clearly already assuming a massive raise.

Annual 730 633 3.99 » Our discussion section below outlines each option in further detail.

Consensus -6.94 3.13 * On balance, we view Option 3 as the most attractive, since it would have

the best long-term return. We believe mgmt had been pursuing this or a
similar path, but with the mkt's behavior the last two days, mgmt now may
not have enough time to achieve all the formal agreements necessary.

¢ Ideally, mgmt would have time to dispose of its problem assets in an
orderly fashion, but equity mkts are not giving public cos. this option. This
is why distressed assets ultimately end up in private funds, which can
work them out over time.

* In any event, we believe deal scenarios would have current shareholders
getting $10-$15, while there is huge upside over time in Option 3 if mgmt
has the time and ability to pull it off. Hybrid outcomes are possible.
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DISCUSSION

Like many financials that are burdened by “problem” assets, Lehman has been able to sell
assets into the open market at reasonable prices in small doses, thus avoiding
unnecessary hits to equity. However, in holding large amounts of perceived problem
assets—including some that aren’t really problem assets at all—Lehman needs time
because there is simply not enough buyer demand volume to handle its offerings.

Late last year, E*TRADE (ETFC, $3.22, In Line) looked like it would careen to zero, and
its clients headed for the exits. However, this freefall was halted and the company’s
situation—while not resolved—has stabilized enough to give shareholders some fighting
chance over time.

However, Lehman’s counterparties are likely more fleet-footed in nature than E*TRADE’s
retail clients, and credit ratings actions are looming.

OPTION 1: MBO-Going Private Transaction.

We generally defer to the analysis from our notes on July 14 and particularly July 25,
2008, with the following adjustments. Lehman’s market cap (fully diluted, vested,
converted, etc., thanks to change of control context) is now $6 billion. If we once again
assume the insiders (about 25%) take the company private via an MBO, the public tender
amount would be $4.5 billion. Adding a 25% premium to the current price would yield a
$5.6 billion need for cash. This could be raised by simply selling the inv. management unit,
which could fetch about $8 billion, a discount to our valuation at a fully public basis of $10
billion. This cash would be plenty to pay for the $5.6 billion in tendered shares (technically
one could argue the $8 billion should be reduced by a cash tax liability of $1.7 billion on
the expected $5 billion sale gain).

Instead of selling investment mgmt, Lehman could lure the $5.6 billion tender amount from
private equity or sovereign wealth fund sources. Or management could sell half of
investment management and raise just $1.6 billion from private sources.

This route has many issues and hurdles, and our initial note on July 14 met with some
criticism. We addressed these in our subsequent, fuller July 25 note, and we stand by our
assessment that an MBO—while not ideal under normal times—is not only feasible but
could serve as the best course.

Once private, management would be free to work out the real problem assets, and hold
onto those good assets that we believe equity mkts are mis-assessing as troubled. Once
out of the spotlight, we believe constituencies would be better able to think and act more
rationally. We believe Lehman would indeed be able to raise new capital, improve its
balance sheet in due time, benefit from cyclical recovery, and eventually come back public
(thankfully, in their case, equity mkts are extremely fickle).

OPTION 2: Sale to a Strategic Buyer.

Knowing its “problem” assets (and the split between real and perceived) better than
anyone, Lehman management would surely be willing to pay more than a strategic buyer,
like a large foreign bank. The leaders of said-foreign bank would have “executive-career
political risk"—they would want a big buffer to protect their careers. By contrast, Lehman
management is already knee-deep in it, and would probably see this as a way out, with
big personal upside.

However, it is possible that—at such a massively depressed 0.3x book price—the market
has already instituted the fire sale price. Strategic buyers given access to the books could
well decide Lehman is worth the risk above the current $7.79. However, given the current
negative sentiment, we are not holding our breath.

OPTION 3: Multi-Faceted Transactions to Remove Commercial and Residential
Mortgage.

This option represents new analysis, so we spend more time here. We believe mgmt was
seeking to remove commercial and residential mortgages, with losses funded by either a
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sale of investment management or a capital raise. At first glance, the latter would now
seem impossible with the stock at $7.79. However, it is plausible that a singular investor
or small group could pay much higher if they are convinced that the removal of these
problem assets will end the storm.

Mgmt Probably Needs To Rid Itself Of All Problem Mortgage Assets At Once. Last
week, we provided analysis on the feasibility of Lehman removing its commercial
mortgage exposure via four alternatives (simple spin-off, sponsored spin-off, structured
vehicle, and fire-sale). The problem is that Lehman’s critics would still point to its $25
billion in residential mortgage assets (we believe this now resides at $19.5 billion post-
3Q08). In normal times, the removal of perceived risk via actions on comml. mortgage
would result in multiple expansion, but the market’'s view of Lehman is so overwhelmingly
negative that we aren’t holding our breath.

As a result, management may have no choice but to “exit” both commercial mortgage and
residential mortgage in one fell swoop. Naturally, these transactions are challenging
enough to analyze and negotiate, so we don't underestimate the practical difficulty of
pulling off two complex transactions at once. Furthermore, funding would be needed, and
one alternative could be a sale of the Investment Management unit, which would mean
three major transactions to be analyzed, negotiated, and executed.

Without Mortgage, Lehman’s Balance Sheet Would Be the Cleanest Among Peers.
Were the commercial and residential mortgage portfolios to be removed, with no residual
risk exposure, this would put Lehman'’s balance sheet as the cleanest among peers, each
of which has exposure to several perceived problem asset categories. Nonetheless,
Lehman’s remaining exposures would be:

1. Leveraged Loans--$18 bhillion; this category is seeing stable pricing, sales
clearing the market, and not all of this exposure is of problematic vintage; this
bucket includes about $2 billion in senior debt associated with Archstone, whose
threat of future write-downs/losses is not particularly material.

2. “Other” real estate--$10 billion; this category includes another overhyped
problem—SuncCal debt, which is a $1.6 billion—but otherwise includes various
small miscellaneous real estate related holdings.

3. Archstone equity—this is carried at $1.8 billion and resides in the equities
portfolio.

4. *“Other” asset-backed—this $6.5 billion includes plain-vanilla securitizations of
non-mortgage/real-estate including student loans, small business, franchise
loans, credit card, and auto.

So even with a commercial and residential mortgage removed, there would still be about
$30-$35 billion in assets that cynics could pick at. In reality, however, we believe only half
of this aggregate balance represents bona-fide “problem” assets, and that Lehman’s
balance sheet would be cleaner than each of its peers, were the commercial and
residential portfolios to indeed be removed.

Residential Mortgage Fire-Sale=$5.6 Billion Pre-Tax or $3.9 Billion After-Tax Loss.
In this note, we add to our commercial mortgage analysis (dated 9/4/08), by looking at a
residential mortgage fire-sale, which we believe is the only alternative, given that these
are legitimately “problem” assets. By contrast, as stated in our prior analysis, we view
Lehman’s mostly floating rate/2-yr duration commercial mortgage portfolio as reasonably
sound, so much so, that we believe a spin-off is feasible.

The first step in the residential sale is to assess where these assets might be at 3Q08-
end. We expect $2.4 billion in gross write-downs/losses and $3 billion of sales. This
would put the 3Q08 exposure at about $19.5 billion. We assume incremental haircuts (i.e.
beyond the 3Q08-end valuations) of 40% for Alt-A, 25% for EU, 20% for subprime-related,
10% for Asia, and 20% for “other U.S.”. We believe these represent clear-the-mkt prices,
based on size of the sub-portfolios and that sub-mkt's pricing dynamics. We don't
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presume one buyer or a collection of buyers. We believe such a bulk sale would result in
a $5.6 billion pre-tax or $3.9 billion after-tax loss.

Lehman ($bil) 3Q08 Estimates Bulk Sale (after 3Q08)
2Q08| Est. Gross Est. Gross Sales 3QO08 Est.| Bulk Sale Bulk Sale Bulk Sale
Exposure Write Write Exposure| Est. Write Est. Write Est. after-
Down % Down Down % Down tax Write
Down

Residential mortgages

Prime, Alt A $10.2 17% $1.73 $1.50 6.97 40% $2.79 $1.95
EU 9.3 5% 0.47 1.50 7.34 25% 1.83 1.28
Subprime 2.8 5% 0.14 0.00 2.66 20% 0.53 0.37
ABS CDO 0.6 5% 0.03 0.00 0.57 20% 0.11 0.08
Asia 0.7 2% 0.01 0.00 0.69 10% 0.07 0.05
Other U.S 1.3 5% 0.07 0.00 1.24 20% 0.25 0.17
Total Residential mortga $24.9 10% $2.4 $3.0 $19.5 $5.6 $3.9

Source: Company reports, FPK CCW.

Assessing the Capital Impact. Lehman’s controversy and associated stock free-fall
became particularly acute upon its 2Q08 earnings report. The company announced plans
to raise $6 billion in capital in order to cover the $2.9 billion operating loss in 2Q08, leaving
a $3.1 billion capital buffer. From this, we subtract our forecasted $1.8 billion net loss
expected for 3Q08, leaving the buffer at a mere $1.3 billion. Now subtracting the
expected residential fire-sale loss of $3.9 billion, we arrive at a forthcoming short-fall of
$2.6 billion. We next factor in the worst-case scenario from our prior commercial
mortgage analysis of $3.3 billion, which yields a total capital shortfall of $5.9 billion, before
adjustments. We believe there would be some associated compensation savings, but
more importantly, the removal of $50 billion in assets—not to mention higher risk assets—
would create a capital release of about $2.5 billion. Still, we will use a mere $1 billion
adjustment, thus arriving at a net capital need of $5 billion.

Lehman - Sale of Residential Mortgage Portfolio ($bil)

Capital Raised 04/08-06/08 $6.0
2008 Net Loss -2.9
3Q08 Est. Net Loss -1.8
Capital Left from $6 bil raise 1.3
Est. Post 3Q08 Net Loss from Resi. Bulk Sale -3.9
Capital Shortfall post Resi. Sale -2.6
Comm. Mortg. Divestiture Loss (worst scenario) -3.3
Capital Shortfall Post-Disposals of Comml. & Resi. Mortgage -5.9

Source: Company reports, FPK CCW.

Where to Raise the $5 Billion? We see two avenues: (a) a sale of the investment
management unit; and (b) a capital raise in the mid-teens (more on this below).

Sale of Investment Management: As we've have outlined several times over the past few
months, we believe the investment management unit would be worth about $10 billion,
were it publicly-traded. In a sale context, particularly in a sluggish equity cycle, Lehman
would probably only fetch about $8 billion, a low price for very attractive asset
management and private client units. Assuming a carrying value that is (rounded up) $3
billion, then the gain would be $5 billion.

Disposal of Comml. & Resi. With Sale of Inv. Mgmt Unit ($mil)

2Q08 Pro| Projected New Losses/ ﬁi,mh;ror;nt New CE Shares New Book
Forma CE| 3Q08 Loss  Write-Downs ' Sgale Value/Shr
$25,283 $1,826 $7,241 $5,000 $21,216 767 $27.66

Lehman Brothers
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Projected Projected . . Projected| Pro Forma Fully-Proj.
Pro F P ted Proj. 3Q08

2Q08 Assets| 3Q08-End Assets Post- ro rorma rojecte roj. 3Q Total SE Gross Gross
Total SE  3Q08 Loss Total SE

Assets Sales Post-Sales| Leverage Leverage

$639,432|  $575,489 $537,225 $32,276 $1,826 $30,450 $28,209 19.8x 19.0x

Source: Company reports, FPK CCW.

Some have argued that the credit ratings agencies would let Lehman sell investment
management, lest that incur a ratings downgrade. We can see this in an isolated sale, but
if Lehman were ridding itself of its primary problem assets in concert with the unit sale, we
believe the credit ratings agencies would actually upgrade the ratings, not downgrade
them.

Since the company would be loss-making, even with the sale gain, we use $5 billion for
the after-tax result as well. Such a maneuver would put the new book value per share at
about $27.66. This is meaningfully higher than the alternative (common raise) but the
earnings power and thus the book growth would be lower given the absence of that
investment management unit. When the dust settles, the gross leverage would be 19.0x.

Raise of Common Equity: If we assume a $5 billion common equity raise at $15/share, the
share count would increase by 333 million. Why would someone pay $15, with the stock
now at $7.79? It's not likely, but it's plausible that the intangible benefits/results of the
investment itself—funding the removal of Lehman’s overhang—would have such positive
implications for the multiple that someone would bite even at $15.

Disposal of Comml. & Resi. With Resulting Capital Raise ($mil)
Shares from

2Q08 Pro| Projected New Losses/ Capital Cabital New CE New New Book
Forma CE| 3Q08 Loss  Write-Downs Raise RZ\ise Sharecount Value/Shr
$25,283 $1,826 $7,241 $5,000 333 $21,216 1,100 $19.28

. . Proj. Total Droi

Projected Projected Pro Forma Projected Proj. 3008 SE Post- Pro Forma Fully-Proj.

2Q08 Assets| 3QO08-End Assets Post-
Assets Sales & Raise

Gross Gross

Total SE  3Q08 Loss Total SE Sales &
Leverage Leverage

Raise
$639,432|  $575,489 $537,225 $32,276 $1,826 $30,450 $28,209 19.8x 19.0x
Source: Company reports, FPK CCW.

What Would Happen to LEH Shares If Commercial and Residential Mortgage Were
Gone? Were management to pull off this strategy, it would lift a huge weight of concern
from the story. With no commercial or residential mortgage assets, Lehman’s balance
sheet would suddenly be the most attractive among peers, who trade at 1.4x book. Now,
we don’t doubt that some of Lehman’s critics will bash its earnings power. Certainly,
Lehman'’s initial (2009) earnings won't be anywhere near 2006 levels, but of course with
the stock trading in the low-teens, it already fully reflects that. Lehman would clearly have
a lowered earnings base in 2009, as a result of the absence of mortgage, cyclically weak
results in its core investment banking/trading units, and perhaps even the absence of
investment management. We put Lehman’s earnings for 2009 at $3.99, although this
would be $2.78 with the dilutive raise.

From that point, however, we see no evidence that would suggest that Lehman would
grow slower than peers. Frankly, we see Lehman growing faster on the next up-cycle
than peers, since its investment banking franchise still has room to grow and surely the
negative press and stock behavior here in 2008 has made some trading and perhaps
even banking clients pause.

As impossible as this is to envision today, we believe a cleansed Lehman would
eventually achieve a peer multiple once the hysteria resides. Moreover, we fully expect all
brokerage stocks to experience group P/B multiple expansion upon cyclical recovery (our
targets use a cross-cycle view).
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Disclosure information
The compensation earned by the analysts on this report is based, in part, on the overall profitability of FPK, which includes investment banking revenues.

To the knowledge of the research analyst(s) responsible for the preparation of this report, no actual material conflict of interest of FPK, or any research analyst(s)
contributing to this report, or any member of such research analyst's household exists concerning the stock(s) discussed in this report. A description of FPK's
established arrangements for the prevention and avoidance of conflicts of interest is available at www.fpk.com.

The research analyst(s) contributing to this report certify that (i) all of the views expressed in this report accurately reflect the personal views of such research analyst(s)
about any and all of the subject securities or issuers; and, (ii) no part of the compensation of such research analyst(s) was, is, or will be, directly or indirectly, related to
the specific recommendations or views expressed by such research analyst(s) in this research report.

This material has not been disclosed to the issuer(s) prior to dissemination.
Neither FPK nor its affiliates is a party to an agreement with this (these) company(ies) relating to the production of the research rating.
Investment recommendations relating to issuers covered by this material will generally be updated quarterly or as required by changing circumstances.

Lehman Brothers [LEH]
The method(s) used to determine the valuation and/or price target for this stock is/are: Discounted Cash Flow Valuation

Risks that may impede achievement of the target price include: Extended economic weakness, proprietary trading risk, competitive risk manifesting in weaker profits.
No research analyst contributing to this report or member of such analyst's household has any financial interest in the securities of the subject company.
No research analyst contributing to this report or member of such analyst's household serves as an officer, director or advisory board member of the subject company.

FPK or its affiliates may seek compensation for investment banking services from this company during the next three months.
Neither FPK nor its affiliates owns 1% or more of any class of common equity securities of the subject company as determined by the beneficial ownership rules of
Section 13(d) of the Securities Exchange Act of 1934.
Neither FPK nor its affiliates managed or co-managed a public offering of the securities of this company during the past 12 months.
Neither FPK nor its affiliates received compensation for financial services from this company during the past 12 months.
Neither FPK nor its affiliates makes a market in this security.
Historical closing prices and rating/target prices

LEH current rating is: Outperform
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Ratings distribution and investment banking involvement

% of covered companies currently % of companies assigned this rating with which FPK has provided

Rating type assigned this rating investment banking services over the past 12 months

Buy [OP/UW; IL/IOW] 36.7% 2.2%
Hold [OP/UW; IL/OW; IL/MW; IL/UW; UP/OW] 49.6% 2.4%
Sell [UP/MW; UP/UW] 13.7% 0.2%

Ratings definition information

Global company rating definitions

Outperform (OP) We expect the stock to outperform its sector over the next 12 months

In Line (IL) We expect the stock to perform in line with its sector over the next 12 months

Underperform (UP) We expect the stock to underperform its sector over the next 12 months

Global sector ranking definitions

Overweight (OW) We expect the sector to outperform the relevant market index over the next 12 months
Marketweight (MW) We expect the sector to perform in line with the relevant market index over the next 12 months
Underweight (UW) We expect the sector to underperform the relevant market index over the next 12 months
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