Yale University

EliScholar — A Digital Platform for Scholarly Publishing at Yale

YPFS Documents Browse by Media Type

3-11-2010

Lehman Brothers Examiner's Report: Volume 5

Anton R. Valukas

Follow this and additional works at: https://elischolar.library.yale.edu/ypfs-documents

Recommended Citation

Valukas, Anton R., "Lehman Brothers Examiner's Report: Volume 5" (2010). YPFS Documents. 1379.
https://elischolar.library.yale.edu/ypfs-documents/1379

This Document is brought to you for free and open access by the Browse by Media Type at EliScholar — A Digital
Platform for Scholarly Publishing at Yale. It has been accepted for inclusion in YPFS Documents by an authorized
administrator of EliScholar — A Digital Platform for Scholarly Publishing at Yale. For more information, please
contact elischolar@yale.edu.


https://elischolar.library.yale.edu/
https://elischolar.library.yale.edu/ypfs-documents
https://elischolar.library.yale.edu/ypfs-media
https://elischolar.library.yale.edu/ypfs-documents?utm_source=elischolar.library.yale.edu%2Fypfs-documents%2F1379&utm_medium=PDF&utm_campaign=PDFCoverPages
https://elischolar.library.yale.edu/ypfs-documents/1379?utm_source=elischolar.library.yale.edu%2Fypfs-documents%2F1379&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:elischolar@yale.edu

UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

Inre :  Chapter 11 Case No.
LEHMAN BROTHERS HOLDINGS INC., : 08-13555 (JMP)
et al., :

(Jointly Administered)
Debtors.

REPORT OF
ANTON R. VALUKAS, EXAMINER

Jenner & Block LLP
353 N. Clark Street
Chicago, IL 60654-3456
312-222-9350

919 Third Avenue

37th Floor

New York, NY 10022-3908
212-891-1600

March 11, 2010 Counsel to the Examiner

VOLUME 5 OF 9

Section 111.B: Avoidance Actions

Section 111.C: Barclays Transaction






EXAMINER’S REPORT
TABLE OF CONTENTS
(SHORT-FORM)
VOLUME 1
Introduction, Sections I & II: Executive Summary & Procedural Background
INErOAUCHION. ... s 2
I.  Executive Summary of the Examiner’s Conclusions...........ccccoceeuiiiinininiicinnicncnnne, 15

A. Why Did Lehman Fail? Are There Colorable Causes of Action That
Arise From Its Financial Condition and Failure?......coeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeenn 15

B. Are There Administrative Claims or Colorable Claims For Preferences or
VOIAADLE TTANSEOTS? .o e e e e e e e eeeeesaeeeeeeeesaeaasseneeeeeeeeeaaannnne 24

C. Do Colorable Claims Arise From Transfers of LBHI Affiliate Assets To

Barclays, or From the Lehman ALI Transaction? ..........cccocceeviiinninincincininncnne. 26

II. Procedural Background and Nature of the Examination ...........c.ccoovvviiiiinnnnne. 28
A. The Examiner’'s AUthOTity ..o 28

B. Document Collection and ReView...........ccccvuiuiiiiininiiiiiniiiiciccc, 30

C. SYStEMS ACCESS....cuiiitiuiictiietcctete et 33

D. Witness INterview Process.........c.cooviiiiniiniiiiiniiiccciccce e, 35

E. Cooperation and Coordination With the Government and Parties...................... 37

Section ITII.A.1: Risk
TII. EXQIMINET’S CONCIUSIONS ccceitieiiiiieeieteeeieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeaeeeeeeeaeeeaeeeeeeeeeeeeeeeeeeeeeaaeane 43

A. Why Did Lehman Fail? Are There Colorable Causes of Action That

Arise From Its Financial Condition and Failure?............ccccccooiiiiiiniininnnnne 43
1. Business and Risk Management...........ccccoeceviiiiniiiniininiciniccincceennes 43
a) Executive SUMMATY .......ccooviiiiiiicicc e 43



VOLUME 2

Section III.A.2;: Valuation

2. Valuation ... 203
a) Executive SUMMATY .....ccccviiiiiiiiiiiiii 203
b) Overview of Valuation of Lehman’s Commercial Real Estate

POTtfOlio ....oiiiiiiiiiiiiiic s 215
c) Senior Management’s Involvement in Valuation.............cccceviiiiins 241
d) Examiner’s Analysis of the Valuation of Lehman’s Commercial

BOOK ...t 266
e) Examiner’s Analysis of the Valuation of Lehman’s Principal

Transactions Group........cccceiveviiininiiiiiniis 285
f) Examiner’s Analysis of the Valuation of Lehman’s Archstone

POSIHONS....oiitiiiiiitt 356
g) Examiner’s Analysis of the Valuation of Lehman’s Residential

Whole Loans Portfolio ... 494
h) Examiner’s Analysis of the Valuation of Lehman’s RMBS

POTtfOlio ....oiiiiiiiiiiiiici s 527
i) Examiner’s Analysis of the Valuation of Lehman’s CDOs..................... 538
j) Examiner’s Analysis of the Valuation of Lehman’s Derivatives

POSIHONS. ..ottt 568
k) Examiner’s Analysis of the Valuation of Lehman’s Corporate

Debt POSIHIONS ......covviiii e 583
1) Examiner’s Analysis of the Valuation of Lehman’s Corporate

Equities POSIHIONS ..ot 594

ii



Section III.A.3: Survival
3. Lehman’s Survival Strategies and Efforts..........ccccccoeviniiininninncncne. 609
a) Introduction to Lehman’s Survival Strategies and Efforts..................... 609

b) Lehman’s Actions in 2008 Prior to the Near Collapse of Bear
SEEATTIS ...ttt 622

c) Actions and Efforts Following the Near Collapse of Bear Stearns ....... 631
VOLUME 3

Section I11.A.4: Repo 105

4. REPO T05..ieiiiiiieett s 732
a) Repo 105 — Executive SUMMATY .......ccccoveviriiiiniiiiiiiicceices 732
D) INtrOdUCHON ..cviiiiiiieie ettt 750

c) Why the Examiner Investigated Lehman’s Use of Repo 105

TTanSactions ..o 764
d) A Typical Repo 105 Transaction ...........ccceceevieviieiecininininicciineecces 765
e) Managing Balance Sheet and Leverage ..........ccccocooeevviiniinincincininncns 800
f) The Purpose of Lehman’s Repo 105 Program Was to Reverse

Engineer Publicly Reported Financial Results............ccccccceuiiiniininnnen, 853
g) The Materiality of Lehman’s Repo 105 Practice .........coovviiiiiiinnnee. 884
h) Knowledge of Lehman’s Repo 105 Program at the Highest Levels

Of the FIrm ..o 914
i) Ernst & Young’'s Knowledge of Lehman’s Repo 105 Program.............. 948
j)  The Examiner’s CONCIUSIONS ........ccceceiviruivirieiniiiiiieiiciiccceecees 962

iii



VOLUME 4

Section III.A.5: Secured Lenders

5. Potential Claims Against Lehman’s Secured Lenders............cccooueuennnee. 1066
a) Introduction and Executive Summary ........cccoccceviiiiniiniinncinccne 1066
b) Lehman’s Dealings With JPMorgan ...........cccccceeeieieiiicienccrccccienennes 1084
c¢) Lehman’s Dealings With Citigroup........ccccceceiviininiiiniiniiciniciiccne, 1224
d) Lehman’s Dealings With HSBC ...........cccooiiiiie, 1303
e) Lehman’s Dealings With Bank of America .........cccccooviiviiiniiiininnnne 1375
f) Lehman’s Dealings With Bank of New York Mellon............cccccc...... 1376
g) Lehman’s Dealings With Standard Bank............cccoooiinn, 1382
h) Lehman’s Dealings With the Federal Reserve Bank of New York .....1385
i) Lehman’s Liquidity POOL........ccccoovniiiiiiiii 1401

Section III.A.6: Government

6. The Interaction Between Lehman and the Government..............ccc.c........... 1482
a)  INtrOdUCHON ...ooueiiiiiieie e 1482
b) The SEC’s Oversight of Lehman ..........ccccoccciiiiiiiinniiiiine, 1484
c¢) The FRBNY’s Oversight of Lehman ..........cccccociiiinininiinn 1494
d) The Federal Reserve’s Oversight of Lehman ..........ccooviiiiinnnnen. 1502
e) The Treasury Department’s Oversight of Lehman ............cccccceee 1505
f) The Relationship of the SEC and FRBNY in Monitoring

Lehman’s Liquidity .....ccccoooeiininiiiiiiiiccc 1507

The Government’s Preparation for the “Lehman Weekend”
Meetings at the FRBNY .........ccccoiiiiiiice, 1516

1v



h) On the Evening of Friday, September 12, 2008, the Government
Convened a Meeting of the Major Wall Street Firms in an

Attempt to Facilitate the Rescue of Lehman .........ccccocoooiiiinn, 1523
i) Lehman’s Bankruptcy Filing ..o 1535
VOLUME 5
Section IIL.B: Avoidance Actions
B. Are There Administrative Claims or Colorable Claims for Preferences or

Voidable Transfers............ccooiiiiiiiiiniiiiiiii 1544
1. Executive SUMMATY ..o 1544
2. Examiner’s Investigation of Possible Administrative Claims Against

LBHI (First Bullet) ......ccccoviiiiiiiiiiiiccicccc s 1546
3. Examiner’s Investigation of Possible Avoidance Actions (Third,

Fourth and Eighth Bullets)..........ccccoiiiiiiniiiiiiiiiicccccce 1570
4. Examiner’s Investigation of Possible Breaches of Fiduciary Duty by

LBHI Affiliate Directors and Officers (Fifth Bullet) .........ccccoceeverviinniinnee. 1894
5. Examiner’s Analysis of Lehman’s Foreign Exchange Transactions

(SECONA BUILEL) ...ttt 1912
6. Examiner’s Review of Intercompany Transactions Within Thirty

Days of LBHI's Bankruptcy Filing (Seventh Bullet)............ccccccceviinnnnnnne. 1938
7. Examiner’s Analysis of Lehman’s Debt to Freddie Mac.............ccccccucueece. 1951

Section III.C: Barclays Transaction
C. Do Colorable Claims Arise From Transfers of LBHI Affiliate Assets to

Barclays, or From the Lehman ALI Transaction? ..o, 1961
1. Executive SUMMATY ..o 1961
2. FaCES s 1965
3. Whether Assets of LBHI Affiliates Were Transferred to Barclays............. 1997
4. Lehman ALI Transaction.........cccccceiiiiininiiiiininiiiccccces 2055



B CONCIUSIONS ..o

6. Barclays Transaction .........c.cccoceeneiniiiiniciniiiiiciccececeeeeceeeen

vi



UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

Inre :  Chapter 11 Case No.

LEHMAN BROTHERS HOLDINGS INC.,, : 08-13555 (JMP)
et al., :

(Jointly Administered)
Debtors.

REPORT OF
EXAMINER ANTON R. VALUKAS

Section II1.B: Avoidance Actions



TABLE OF CONTENTS

B. Are There Administrative Claims or Colorable Claims for Preferences or

Voidable Transfers..........cccouiiiiiiiiic s
1. Executive SUMMATY ..o
2. Examiner’s Investigation of Possible Administrative Claims Against

LBHI (First BUllet) .....c.coevieiiiieieieeecee et
W10 0 ¥ o 0= o OO
D) INtrOdUCHON ...t
c¢) Lehman’s Cash Management System ..........ccccocoeiiniiiiiiiiicccinnnn,
(1) LBHI's Role as Central Banker..........ccccccevevienenenenincnenieieieene
(2) Global Cash and Collateral Management ..........cc.cccceeiviriiininnnnnne.
(3) Lehman’s External and Virtual Bank Accounts.......c..cccceceeveunennee
(4) Bank Account Reconciliations........c.ceceeeeevevienieneneneneneeieieeeeene
d) Effect of the Bankruptcy on the Cash Management System................
e) Cash Transfers Giving Rise to Administrative Claims.........................
(1) Cash Transfers from LBHI Affiliates to LBHI..........cccceceeviriennnnnne.
(2) Cash Received by LBHI on Behalf of LBHI Affiliates....................
(3) Other Relevant Transactions ..........cccceeeverereeerieriereenieneenieseseeenenne

Examiner’s Investigation of Possible Avoidance Actions (Third,
Fourth and Eighth Bullets)..........cccccociiiiiniiiiiiiiiciccce

@)  SUMMATY .ooviviiiniiiieicicceec s
b) LBHI Solvency Analysis........ccccouimiiviiininiiiiiiceeceeces
(1) INtrodUCHON .c..eviiiiiiicicceee e
(2) Market-Based Valuation Analysis.........ccccoceviviiiiiiiiniiiiiiiniccee

(a) Basis for Utilization of a Market-Based Valuation
ANALYSIS ..o

(b) Market Value of Assets Approach ...,

(i) Implied Asset Value.........cccoceouvuiiviiiiiiniiiniiiiiciice,

(i) Small Equity Cushion........cccoeiviiiiniiniiiiiiiie,

(iii) Limitations of the Market-Based Approach..................

a. Application of Retrojection............ccccceevvviiiiiininnnns

b. The Application of “Current Awareness” ..............

() CONCIUSION «.ontiiiiiiiiitceccteteereee ettt

c) LBHI Affiliate Solvency Analysis ..........coeeeiviniiiinininiiiiiiccces

1537



(1) SUMMATY ..oooviiiiiiiiiiiicc e 1587

(2) Description of the Examiner’s Analysis..........ccccocovniviinnininnnne. 1595
(3) Debtor-by-Debtor Analysis .........cccccoeeiiviniiiiiiiiiccce 1610
(a) Lehman Commercial Paper Inc. ........cccooeiiiiniiiiiininiincnnen, 1610
(b) CES Aviation, CES Aviation V LLC, CES Aviation IX.......... 1615
(c) LB Special FINANCING ......ccceuiuiiiiiiiiiiiicccccce, 1618
(d) LB Commodity Services........ccouivireiniiininiciniciiicsiccinnes 1622
(e) Luxembourg Residential Properties Loan Finance

SAARL. s 1627
(f) LB OTC DerivatiVes.....ccccecereeiiieienienienieneneneeeeeeeeeeseeseeneene 1628
(8) LB 745 LLC ... 1629
(h) LB Derivative Products.....c..cccceceevuevienenenenininiiiceeieieieene 1631
(i) LB Financial Products .......cc.ceceveeieniencneneninencecceene 1633
(G) LB Commercial Corporation..........cccoeeeveieieenieininicccninienennen. 1635
(k) BNC Mortgage LLC.......cccooiiiiiiiiiiiieccece, 1638
() East Dover Limited........ccceceeirieienienienienenceeeeeteeeee e 1638
(m) Lehman Scottish Finance ...........coccoeeeeeneinncneincncceneees 1640
(n) PAMI Statler ATIMS ...cccovevverieeieieieieesieseeeeeee et 1641
d) Unreasonably Small Capital..........cccoviiiiiininiiiiniiiiiiccin, 1642
(1) SUMIMATY ..oooviiiiiiiiicc e 1645
(2) Analysis of the “Unreasonably Small Capital” Test...................... 1648
(a) Summary of Legal Standard ..........cccceeiviiiiininniiinne. 1648
(b) Lehman’s Countercyclical Strategy.........c.cccccvecvvurinincinncnnne. 1650
(c) Lehman’s Repo Book and Liquidity Risk.........cccccccceveuennnee. 1654

(i) Bear Stearns Demonstrates the Liquidity Risk
Associated with Repo Financing...........ccccccoevevniiennne. 1656
(i) Quality and Tenor of Lehman’s Repo Book.................. 1658
(d) Deleveraging to “Win Back” Market Confidence.................. 1662

(e) Beginning in the Third Quarter of 2008, Lehman Could
Have Reasonably Anticipated a Loss of Confidence
Which Would Have Triggered Its Liquidity Risk.................. 1665

(f) Lehman Was Not Sufficiently Prepared to Absorb a
Liquidity Crisis Marked by a Sudden Loss of Non-
Government, Non-Agency Repo Funding...........cccccccevecene. 1674

1538



e)

(i) Lehman’s Liquidity Pool........ccccocooiiininiiiiin 1675

(ii) Liquidity Stress Tests.........ccevvvvveireinininiicceccen, 1678

(iii) Other Capital Adequacy Metrics .......ccoervviiirircnnnnnnne. 1687

a. Cash Capital Surplus.......ccccccevviiiiinniiiiicines 1687

b. Equity Adequacy Framework...........cccceuviinnnnn. 1688

c. CSE Capital Ratio......cccoeveveiiiniiiiiiiiiiicccn 1690

(g) LBHI Affiliate “Unreasonably Small Capital” Analysis....... 1692

Insider Preferences Against LBHI (Third Bullet) ...........ccccoeeiiiiins 1694

(1) SUMIMATY ..ooiviiiiiiiiicc e 1694

(2) Legal SUMMATY .....ceoieiiiiiiiiiiiiciciiccneeecee e 1696

(3) Sources of Potential Preferential Activity........ccccceoeevvuiviniiccinucnnne 1698
(4) Determinations and Assumptions on Section 547(b)

ELIEMENLS ...t 1705

(5) Scope of Defenses Under Section 547(C) ........ccoeeuvuriniininncinncnnnnne 1710

(6) Findings for LBSFE........cccccoviiiiiiiiiiin 1713

(7) Findings for LBCS........ccccoviiiiiiiiicc 1718

(8) Findings for LCPL.......ccccccoiiiiiiiiiiiiiiciiics 1722

Preferences Against Non-LBHI Lehman Affiliates (Fourth Bullet)....1730

Avoidance Analysis of LBHI and LBHI Affiliates Against
Financial Participants and Pre-Chapter 11 Lenders (Fourth and

Eighth Bullets) ..o 1731

(1) SUMMATY ..ooviiiiiiiiiiiiiccee e 1731

(2) APB ANalysis ....ccoeiviiiiiiiiiiiiiciciice e 1734

(3) Cash Disbursement Analysis ..........ccccoeiviriiniiiniiininiiniiciiccee 1737

(4) Pledged Collateral Accounts Analysis........ccoceeevureviricinincninncnnnee 1738
(5) Avoidance Analysis for Certain Pre-Chapter 11 Lenders and

Financial Participants ..., 1739

(@) JPMorgan Avoidance Analysis.........cccccoviiiiinniiiiiininiiicnne, 1739

(i) Background............ 1739

(ii) Avoidability of the September Agreements and
Transfers in Connection with the September
AGreemMEeNts .......c.oveviiiiiiieiiice e 1742

a. Avoidability of the September Guaranty as a
Constructive Fraudulent Obligation....................... 1743

1539



1. There Is Evidence To Support A Finding
That LBHI Incurred an Obligation Within
the Applicable Look-Back Periods When it
Executed the September Guaranty...................

2. There Is Evidence To Support A Finding
That LBHI Received Less Than Reasonably
Equivalent Value or Did Not Receive Fair
Consideration in Exchange for Granting
JPMorgan the September Guaranty .................

3. Insolvency as of September 10, 2008.................

Undercapitalization as of September 10,

b. Defenses to Avoidability of the September
Guaranty ..o

1. Applicability of the Good Faith Defense of
Section 548(c) of the Bankruptcy Code and
Section 279 of the N.Y. Debtor Creditor
Law to the September Guaranty.......................

2. Applicability of the Safe Harbor Provisions
of the Bankruptcy Code to the September
Guaranty ...

c. Avoidability of Transfers of Collateral in
Connection with the September Guaranty.............

1. LBHI’s Collateral Transfers and Post-
Petition SEtOffS. .. .

2. Application of the Safe Harbors to the $8.6
Billion Cash Collateral Transfers......................

3. There Is Evidence to Support Potential
State Law Claims Available to LBHI
Pursuant to Section 541 to Avoid the
Transfers In Connection with the
September Guaranty..........ccccccoeeriieiiiniiccnnnn.

4. To the Extent the September Guaranty
Provided for a Guaranty of Non-Protected
Contract Obligations, or to the Extent
JPMorgan Liquidated Collateral Pursuant
to Non-Protected Contract Exposure, a

1540



(iii)

(iv)

(v)

(vi)

(1)

(i)
(iii)
(iv)

Colorable Basis Exists That the Safe Harbor

Provisions Are Not Applicable........................

Avoidability of the August Agreements and
Transfers in Connection With the August

AGreements .........ccoevviiiiiiiiiiin

a. Avoidability of the August Guaranty as a

Constructive Fraudulent Obligation.......................

1. LBHI Incurred an Obligation Within the
Applicable Look-Back Periods When it

Executed the August Guaranty .......................

2. There Is Evidence That LBHI Received
Less Than Reasonably Equivalent Value or
Did Not Receive Fair Consideration in
Exchange for Granting JPMorgan the

August Guaranty ........cccceeveviiiiiniiiiniie,
3. Insolvency as of August 29, 2008.....................

Undercapitalization and Inability to Pay
Debts as They Come Due as of August 29,

b. Defenses to Avoidability of the August
Guaranty......cococcvviniinini

c. Avoidability of Transfers of Collateral in

Connection With the August Guaranty.................

Avoidability of the August and the September
Security Agreements And Collateral Transfers

Pursuant to Section 548(a)(1)(A) «c.eevvevververeneneneneeenes

Avoidability of the Transfers of Collateral in
Connection with the September Guaranty Pursuant

to Section 547(b) of the Bankruptcy Code.....................

Avoidability of Obligations of LBHI to Funds

Managed by JPMorgan...........cccoevvicinininicccininnne,
(b) Citi Avoidance Analysis
Background. ...,
Avoidability of the $2 Billion Deposit............ccccceuunrnce.
Avoidability of the Amended Guaranty.......................

Avoidability of the $500 Million Transfer From an

LBHI Account to an LBI Account ......cccoeeveveveeveeeeeennnnn.n.

1541



(c) FRBNY Avoidance Analysis ........cccccoviiviiiniininiiiccinne, 1829

(d) HSBC Avoidance Analysis.........ccccecviviiviiciiiiiniiiiiciinne, 1830
(i) Background...........iiiiniinii, 1830
(ii) The U.K. Cash Deed Transactions ..........ccceeueruerveruenuenne. 1832
(iii) The Hong Kong Cash Deposit Transactions................. 1833
(iv) September 9, 2009 Stipulation ...........ccccoevevvvrvririeveinnnne. 1834
(v) Avoidability of the January 4, 2008 Guaranty .............. 1835
(vi) Avoidability of the Hong Kong Cash Deed
Transactions ..o 1836
(vii) Avoidability of the U.K. Cash Deed......................c......... 1836
(viii) Avoidability of the Transfer of the Remaining
Collateral ..o 1837
(e) Standard Bank Avoidance Analysis........c.cccccuveinuiuininccnncnnne. 1837
(f) BNYM Avoidance Analysis........cccceceeuvuiinienincciniciniccininne 1839
(g) BofA Avoidance Analysis.......ccccoevreeiviiniiciiniciiniciiiccne, 1840
(h) CME Avoidance Analysis........cccooriiiniiniiiiiiiiiiciiccene, 1841
(1)  SUMMATY .o 1841
(ii) Background...........iiiie, 1843
a. Energy Derivatives .......cccccoveviiiiniinniiiiincnne 1851
b.  EX Derivatives ......cccccceeveerinenieeneneieeneeenenenes 1852
c. Interest Rate Derivatives.........cccccocevvvniniininnnnne. 1852
d. Equity Derivatives ........cccoooivniiiinniiccnnes 1853
e. Agricultural Derivatives ..........ccccooviiiininiicnnn. 1854
(iii) Defenses to Avoidability of Claims...........cccecevviiunnnnne. 1855
a. Applicability of CEA Preemption..........ccccccevevvnnes 1855
b. Applicability of Self-Regulatory Organization
Immunity ..o 1862
c. Applicability of the Safe Harbor Provisions of
the Bankruptcy Code........cccovveieieiiniiiiicice 1870
h) Avoidance Analysis of LBHI Affiliate Payments to Insider
Employees (Fourth Bullet) .........ccccocoviiiiniiiiiiiicicin, 1871
(1) SUMMATY ..ooviiiiiniiiicie e 1871
(2) Methodology ......ccvvviiiiiiiiiiiiicicc 1873
(3) Applicable Legal Standards..........cccooviiviniinniiiiiice 1874

1542



(4) FINAINES ...ooiiviiiiiiiiiiiciiccc s
(a) LBHI Affiliate Severance Payments............cccccccovviiiinnnninnne.
(b) LBHI Affiliate Bonus Payments.........ccccccoveiiiinniinnnninnne.
(c) LBHI's Assumptions of Limited Partnership Interests.........

Examiner’s Investigation of Possible Breaches of Fiduciary Duty by
LBHI Affiliate Directors and Officers (Fifth Bullet) .........ccccoceeenieiinnnnnee.

a) Fiduciary Duty Standard for a Wholly-Owned Affiliate
Subsidiary under Delaware Law ..........cccccooiiiiininiiiinniice

b) Fiduciary Duty Standard for a Wholly-Owned Affiliate
Subsidiary under New York Law ..o,

(1) LCPI's Background and Officers and Directors.............ccccceeunenee.
(@) Duty of Care ...
(b) Duty to MONItor ......cccciviiiiiiiiiiicic

c) Breach of Fiduciary Duty for Aiding or Abetting Under
Delaware Law ...

Examiner’s Analysis of Lehman’s Foreign Exchange Transactions

(SECONA BUILEL) ..ttt
@) SUIMIMATY .oouiiiiniiiiiiicieic et
b) Foreign Exchange at Lehman ..........ccccccoiiiiiiiic,
c) Foreign Exchange Transactions During the Stub Period .....................
Examiner’s Review of Intercompany Transactions Within Thirty

Days of LBHI's Bankruptcy Filing (Seventh Bullet)...............cccoooenninnnn
@)  SUMMATY .oviviviiiiiiiccetec s
D) DiSCUSSION......euiiiiiieiicieteieeter ettt s
C)  ANALYSIS c.oviiiiiiicc

d) Analysis of Overall Net Intercompany Data for the 2007 and
2008 Periods of ANAlYSis ........cccoviuiviiiiniiiiiiiii s

T T 0 =] 3 | s
(2) LBIE ceeumeeeeeeeeeeoeeeeeseeeeeeeeeeeesssssssesssseeseessssssssssssesssesesssssesssseeseessssseeee
(B) LBSF oo eeeeeeeseesseeeeeseeeeeeessesssessssseesessesssssssssesseeseesssessssseeeeessessseee

e) Analysis of Net Daily Intercompany Data for the 2007 and 2008
Periods of ANalysis ..o

Examiner’s Analysis of Lehman’s Debt to Freddie Mac............ccccccccvuennns

1543



B. Are There Administrative Claims or Colorable Claims for Preferences or
Voidable Transfers

1. Executive Summary

This Section of the Report addresses the first, second, third, fourth, seventh and
eighth bullet points of the Examiner Order. The Examiner’s findings are as follows:

Administrative Claims (First Bullet). The Examiner concludes that LBHI
Affiliates may have administrative claims against LBHI related to “cash sweeps”
totaling approximately $60 million.

Transfers in Respect of Foreign Exchange Transactions (Second Bullet). The
Examiner identified foreign exchange (“FX”) transaction settlements involving LBHI
Affiliates that took place between September 15, 2008 and the date upon which each
applicable LBHI Affiliate commenced its Chapter 11 case. The Examiner concludes that,
(1) as a result of LBHI's bankruptcy, LBCC did not have sufficient funds to meet all of
its obligations to its FX counterparties, and (2) operational disruption impacted
whether, and in what order, counterparties were paid.

Preference Claims Against LBHI (Third Bullet). The Examiner concludes that
LBSF and LBCS have colorable preference claims against LBHI under Section 547(b) of
the Bankruptcy Code, but there is also evidence to support LBHI's assertion of new
value and ordinary course defenses.

Potentially Voidable Transfers or Incurrences of Debt Claims (Fourth Bullet).

The Examiner has not identified any fraudulent transfers under Section 548 of the
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Bankruptcy Code or under state law based on the methodologies employed by the
Examiner’s financial advisors. The Examiner’s financial advisors reviewed the Debtors’
expansive trading databases, SOFAs, and general ledger. Ultimately, the Examiner
identified several transfers in the Debtors’ trading databases that may warrant further
investigation, but any such potential claims belong to LBI. The SIPA Trustee has been
contacted about these transfers. As for the other analytical approaches, the Examiner
has not been able to complete his analyses because the Debtors have not been able to
provide back-up material for certain transfers of interest.

Intercompany Accounts and Transfers Thirty Days Prior to the Petition Date
(Seventh Bullet). The Examiner has investigated and catalogued intercompany
funding transfers not involving collateral between LBHI and certain LBHI Affiliates that
took place between August 1, 2008 and September 12, 2008, as well as for the
corresponding time period in 2007.

Avoidance Transactions (Eighth Bullet). The Examiner reviewed various
guaranties entered into by LBHI shortly before its bankruptcy filing and transfers of
collateral in connection with those guaranties. The Examiner concludes that there are
colorable claims against JPMorgan and Citi to avoid the guaranties that they received
from LBHI and to avoid certain of the transfers made in connection with those
guaranties under Sections 547(b), 548 and 544 of the Bankruptcy Code and state law.

Such claims, however, are subject to substantial defenses including that the transfers of
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collateral to JPMorgan or Citi are protected from avoidance based upon the safe-harbor
provisions of the Bankruptcy Code. The Examiner concludes that the evidence does not
support the existence of colorable claims against FRBNY, BNYM, HSBC and the CME
Group (“CME”). The Examiner elected not to examine the BofA transactions for
purposes of determining whether colorable claims exist with respect to such
transactions because they are the subject of on-going litigation. The Examiner was
unable to reach a conclusion with respect to a $200 million collateral transfer to
Standard Bank because of the lack of information showing whether a Lehman Chapter
11 debtor was the source of this collateral transfer.®”

2. Examiner’s Investigation of Possible Administrative Claims Against
LBHI (First Bullet)

a) Summary

The Examiner investigated and identified cash transfers constituting post-
petition extensions of credit that may give rise to administrative claims by LBHI
Affiliates. Such transfers include those from LBHI Affiliates to LBHI, as well as receipts
of cash by LBHI for the benefit of LBHI Affiliates. The Examiner concludes that cash
transfers in a total amount of approximately $60 million may give rise to administrative

claims.

59 The Examiner notes that the claims analyzed herein arising under Sections 547(b), 548 and 544 of the
Bankruptcy Code and state law are dependent upon an analysis of Lehman’s financial condition as of the
time of these transfers. Because the Examiner was directed only to determine if these claims were
colorable, the Examiner’s financial advisors have limited their analysis to a determination as to whether
evidence exists to support a finding of the requisite financial condition.
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b) Introduction

This Section of the Report examines “whether LBCC or any other entity that
currently is an LBHI Chapter 11 debtor subsidiary or affiliate (“LBHI Affiliate(s)”) has
any administrative claims against LBHI resulting from LBHI's cash sweeps of cash
balances, if any, from September 15, 2008, the commencement date of LBHI's Chapter
11 case, through the date that such applicable LBHI Affiliate commenced its Chapter 11
case.”5%

Neither the Examiner Order nor the Bankruptcy Code define the term “cash
sweep.” However, in seeking authority to continue its pre-petition cash management
system after the LBHI petition date, the Debtors described their practice of collecting,
concentrating and disbursing cash, including intercompany funding and the sweeping
of excess cash.®® In a Cash Management Order, the Bankruptcy Court thereafter
approved the Debtors” post-bankruptcy continuation of its cash management system,
including intercompany funding, and provided that any post-petition intercompany
cash sweep by the Debtors was a post-petition extension of credit entitled to

superpriority status.®® Specifically, the Court ordered that “from and after the

5% Examiner Order at p. 3, first bullet.

599 See Debtors” Motion Pursuant to Sections 105(a), 345(b), 363(b), 363(c) and 364(a) of the Bankruptcy
Code and Bankruptcy Rules 6003 and 6004 (A) for Authorization to (i) Continue Using Existing
Centralized Cash Management System, as Modified ... (“Cash Management Motion”), at pp. 6-7, Docket
No. 669, In re Lehman Brothers Holdings Inc., No. 08-13555 (Bankr. S.D.N.Y. Oct. 3, 2008).

6000 Final Order Pursuant to Sections 105(a), 345(b), 363(b), 363(c) and 364(a) of the Bankruptcy Code and
Bankruptcy Rules 6003 and 6004 (A) Authorizing the Debtors to (i) Continue to Use Existing Cash
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Commencement Date, (i) the transfer of cash to or for the benefit of any Debtor directly
or indirectly from any Debtor or non-Debtor affiliate shall entitle the transferring
affiliate to an allowed claim in the recipient Debtor’s Chapter 11 case, under Sections
364(c)(1) and 507(b) of the Bankruptcy Code, having priority over any and all
administrative expenses of the kind specified in Sections 503(b) and 507(b) of the
Bankruptcy Code....”®" Section 364(c) of the Bankruptcy Code allows a debtor to
obtain credit or incur debt with priority over administrative expenses.5?

Thus, in light of the terms of the Cash Management Order, in this Section of the
Report, “cash sweep” refers to any cash transfer that occurred between September 15,
2008 and the date that the applicable LBHI Affiliate commenced its Chapter 11 case (in
each case, the “Stub Period”), from (1) an LBHI Affiliate to LBHI or (2) a third party to
LBHI for the benefit of an LBHI Affiliate. Excluded from the definition of “cash sweep”
are post-petition cash transfers made in payment or settlement of existing obligations;
such transfers would not be post-petition extensions of credit in accordance with

Section 364(c)(1) of the Bankruptcy Code.

Management System, as Modified ... (the “Cash Management Order”), at p. 6, Docket No. 1416, In re
Lehman Brothers Holdings Inc., No. 08-13555 (Bankr. S.D.N.Y. Nov. 6, 2008).

6001 [

6002 Section 364(c)(1) of the Bankruptcy Code states, in relevant part, “the court... may authorize the
obtaining of credit or the incurring of debt... with priority over any or all administrative expenses of the
kind specified in section 503(b) ... of this title.” 11 U.S.C. § 364(c)(1). Section 503(b) of the Bankruptcy
Code states, in relevant part, that “there shall be allowed administrative expenses ... including ... the
actual, necessary costs and expenses of preserving the estate.” 11 U.S.C. § 503(b).
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In order to provide the context for identifying cash sweeps giving rise to
administrative claims, this Section of the Report begins with an overview of Lehman’s
pre-petition cash management system, which, as the Bankruptcy Court noted, “was
extraordinarily complex and involved the regular movement of vast sums among
affiliated entities.” 50

¢) Lehman’s Cash Management System

Lehman’s Global Treasury Group (the “Treasury Group”) was responsible for
managing the firm’s liquidity pool, funding the entities” business needs and ensuring
effective use of the firm’s capital.®* The Treasury Group was subdivided into various
departments,® including the Cash and Collateral Management Group.® The Cash
and Collateral Management Group, among other things, monitored the cash position of

Lehman entities and managed their intra-day funding requirements.

6008 Memorandum Decision Denying Relief from the Automatic Stay to Effectuate Setoff under 11 U.S.C.
§ 553(a), at p. 16, Docket No. 3551, In re Lehman Brothers Holdings Inc., No. 08-13555 (Bankr. S.D.N.Y. May
12, 2009).

6004 See Lehman, FSA Arrow Assessment - Treasury (Aug. 11, 2008), at p. 2 [LBHI_SEC07940_3272979].

6005 The Treasury Group was comprised of the following departments: Cash and Collateral Management,
Asset Liability Management, Financial Planning and Analysis, Creditor Relations, Treasury Controllers
and Network Management. _See id.

6006 Jd. At the time of the LBHI bankruptcy filing, Daniel J. Fleming was Senior Vice President and Global
Head of the Cash and Collateral Management Group. Examiner’s Interview of Daniel J. Fleming, Apr. 22,
2009, at p. 1.
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(1) LBHI’s Role as Central Banker

LBHI acted as the central banker for the Lehman entities, controlling the cash
disbursements and receivables for itself, its subsidiaries and its affiliates.®®” In addition,
through its central banking system, LBHI managed cash globally, allowing Lehman
entities to use cash efficiently. LBHI’'s cash management system was designed to track
all cash activity, manage cash, maximize investment opportunities and minimize
costs.®®  The firm-wide cash management system also streamlined Lehman’s
management and regulatory reporting process.®

LBHI's cash management system was not completely integrated, and certain
elements of the system functioned independently.®® As such, in order to view
Lehman’s global cash picture, LBHI's cash management team gathered information

from various financial software management tools,®!" as opposed to retrieving the

6007 Cash Management Motion, at p. 4 (1 10), Docket No. 669, In re Lehman Brothers Holdings Inc., No. 08-
13555 (Bankr. S.D.N.Y. Oct. 3, 2008). Notwithstanding LBHI's role as central banker, LBI paid expenses
for the benefit of many U.S. Lehman entities. However, LBHI was primarily responsible for funding the
business operations of these entities. Id. at pp. 4 (1 10), 8 (1 21).

6008 See Lehman, GCCM System Description / Project Overview [LBEX-LL 385979]; Lehman, Introduction
to GCCM; Concepts and Detail of GCCM Disbursements and Receipts Accounting, at p. 2 [LBEX-LL
029285].

6009 While the cash management system was the same for regulated and non-regulated entities, regulated

entities were subject to certain regulatory requirements which, among other things, caused such entities
to account for some intercompany transactions differently and to retain more cash in their bank accounts
than they would absent such regulatory requirements. Examiner’s Interview of Daniel ]J. Fleming, Dec.
17,2009, at p. 2.

6010 Examiner’s Interview of David Forsyth, Oct. 29, 2009, at p. 2.

6011 LBHI used various applications and platforms including the Summit Treasury Workstation (“TWS”)
to manage its treasury functions. With respect to cash management, LBHI also used a variety of software
programs in conjunction with TWS, including the Global Cash and Collateral Management system, which
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information from one integrated system. Because the system was not fully integrated,
the cash management team could obtain only an approximation of Lehman’s cash
position at any point in time.®%12

(2) Global Cash and Collateral Management

In 2006, LBHI began to implement the Global Cash and Collateral Management
("GCCM”) system, an in-house banking platform. GCCM was created to, among other
things: (1) generate real-time integrated views of cash positions across time zones; (2)
provide transparency into the generation and use of cash; (3) manage risk by calculating
real-time unsecured bank credit usage and minimize payment by systematically
releasing payment messages based on credit availability; and (4) forecast and fund
efficiently by providing start-of-day, intra-day and end-of-day projected and actual cash
positions across all currencies, legal entities and bank accounts.5?

While GCCM was intended by Lehman to facilitate efficient monitoring of the
cash activity of its entities, an entity may have used multiple source systems®!* that may

or may not have been integrated into GCCM at the time of the LBHI bankruptcy

functioned as a gateway for cash flows to and from the firm, and Lehman’s general ledger system (DBS).
Lehman, Finance Systems Overview, pp. 8, 14 [LBEX-AM 004340].

6012 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 5.

6013 Lehman, GCCM System Description / Project Overview [LBEX-LL 385979].

6014 Source systems are the applications in which business transactions were recorded, and which
subsequently transmitted transaction information to DBS. At the time of the LBHI bankruptcy petition,
the source systems integrated with GCCM served various functions, including: (1) clearance, payment

and settlement of trades; (2) loan product administration; (3) employee compensation, benefits and
expenses; (4) cash netting and wire transfers; and (5) firm funding. Examples of source systems include
(1) ASAP, a payment and settlement system for fixed income and equity; (2) Loan IQ, a source system for
loan product transactions and; (3) ITS, a multi-currency trade processing, settlement and book-keeping
system.
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filing.®'s Therefore, the Treasury Group was able to track only a portion of certain
entities” cash activity using GCCM.

Lehman also used GCCM to consolidate cash for investment purposes, reduce
the number of bank accounts at other financial institutions and manage its bank
accounts more efficiently.®¢ Cash consolidation within the GCCM system was unlike a
traditional “cash sweep” system in that funds from individual accounts were not
automatically transferred into a consolidation account on a daily basis. Rather, the
Treasury Group used GCCM to manually sweep cash from LBHI Affiliate accounts to
an LBHI consolidation account on an intra-day or daily basis, as needed.®'”

In other words, Treasury Group personnel monitored GCCM on a daily basis to
determine whether affiliate bank accounts had excess cash that was not immediately
needed for the affiliate’s business operations. If an affiliate had excess cash, the

Treasury Group manually wired such cash to a designated consolidation account of

6015 Integration into GCCM was done on a system-by-system basis, not on an entity-by-entity basis.
Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 4. The Examiner observed that Loan IQ, a
global multi-currency system for the processing and administration of bank loan products utilized by
LCPI, had been integrated into GCCM at the time of the LBHI bankruptcy filing, and therefore data from
Loan IQ was transmitted to GCCM. On the other hand, MTS (Mainframe Trading System), a securities
trading system utilized by LBCC, had not been integrated into GCCM at the time of the LBHI bankruptcy
filing, and therefore no data from MTS trades was included in GCCM.

6016 See Lehman, Introduction to GCCM; Concepts and Detail of GCCM Disbursements and Receipts
Accounting, at p. 4 [LBEX-LL 029285] (discussing Lehman’s goal of creating an in-house bank model to,
among other things, reduce the number of external bank accounts).

6017 Cash Management Motion, at p. 5 (1 12), Docket No. 669, In re Lehman Brothers Holdings Inc., No. 08-
13555 (Bankr. S.D.N.Y. Oct. 3, 2008). The Treasury Group did not manually transfer cash between the
External Bank Accounts of LBHI and its regulated subsidiaries on a daily basis. Rather, LBHI prefunded
the obligations of its regulated subsidiaries, and such subsidiaries periodically transferred funds to LBHI
or made payments to third parties on behalf of LBHI to decrease their intercompany payable. See id.
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LBHI. On the other hand, if an affiliate had a negative cash position, LBHI funded the
affiliate by wiring cash from its consolidation account to the affiliate’s bank account.

The following diagram illustrates the paths of these cash transfers among LBHI and its

affiliates.
Movement of Cash Among LBHI and its Affiliates
LBHI
(central banker)
Excess cash I I
was I I
transferred —
firom affiliates I I
of LBHI to | [
LBHI
I Cash was I
transferred from
| LBHI to its affiliates ———— |
to cover funding
I needs I
v v

A

Affiliates transferred cash among
Affiliate themselves in connection with Affiliate
intercompany transactions

»
»

As indicated in the diagram above, Lehman entities entered into transactions
with other Lehman entities in the ordinary course of business. Such transactions may
have resulted in transfers of cash among Lehman entities. However, in order to
minimize the need to transfer cash among affiliates, Lehman established intercompany
relationships in GCCM called “funding trees.”®® Lehman entities connected to the

same funding tree did not transfer cash to each other in connection with intercompany

6018 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at pp. 3-4.
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transactions. Instead, such intercompany transactions were recorded on the books of
these entities as intercompany payables and receivables.®?

Because GCCM was not fully integrated with Lehman’s source systems, some
transactions related to cash management took place outside of GCCM. For instance,
certain cash transfers between LBHI and LCPI were recorded in the MTS system, %
which was responsible for the trading of fixed-income securities.®?! Because MTS was a
trading system that was not designed to record cash transfers, cash transfers were
recorded in MTS as securities repurchase transactions.5?

(3) Lehman’s External and Virtual Bank Accounts

LBHI maintained accounts at various banking institutions (collectively, the
“External Bank Accounts”). Lehman tracked the movement and allocation of funds in
External Bank Accounts using virtual accounts within GCCM. GCCM maintained two
types of virtual accounts: (1) “Nostro Accounts,” which mirrored External Bank
Accounts,® and (2) “In-House Accounts,” which reflected the cash position,

receivables and disbursements for each affiliate.c02

6019 Id. at pp. 3-5.

6020 In addition to cash transfers between LCPI and LBHI, the MTS system was also used to record cash
transfers between LCPI and other Lehman entities. Id. at p. 7.

6021 Id. at pp. 6-7.

6022 Id. See Section II.B.3.e,8 of this Report, which discusses cash transfers recorded in MTS.

6023 "Nostro” referred both to the actual accounts maintained at outside financial institutions and a
representation of those actual accounts maintained within the GCCM system.

6024 See Lehman, Introduction to GCCM; Concepts and Detail of GCCM Disbursements and Receipts
Accounting, at pp. 3-4 [LBEX-LL 029285].
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The In-House Accounts documented the amount of cash in LBHI's External Bank
Account allocated to a particular entity. When an affiliate transferred monies to LBHI,
those monies would be recorded with an accounting entry as an “intercompany
payable” by LBHI owed to the affiliate, and a corresponding “intercompany receivable”
would be recorded on the books of the affiliate.%? In this way, GCCM allowed LBHI to
conduct its funding activity through a small number of External Bank Accounts,
without segregating affiliate funds.

Furthermore, because Nostro Accounts and In-House Accounts within GCCM
captured cash payment and receipt information, GCCM served as a conduit between
the Lehman source systems and external banks.®? The transactions recorded in GCCM
were ultimately recorded on the books of the participating Lehman entities via
Lehman’s general ledger system (DBS).%

GCCM also facilitated the process by which LBHI and its affiliates made and
received payments for the benefit of other affiliates.®® A receipt or payment of funds
by one Lehman entity for the benefit of another was recorded in the Nostro Accounts

and In-House Accounts within GCCM via an automated real-time process, and was

6025 See id. at pp. 6-17. This recording of intercompany payables and receivables applied to cash transfers,
but not necessarily to transactions, such as securities trades, where cash is exchanged for items of value.
6026 See Yury Marasanov, Ernst & Young, Accounts Payable / Fixed Assets / NPE / Cash Mgmt. Process
Walkthrough (Nov 30, 2008), at p. 11 [EY-SEC-LBHI-CORP-GAMX-08-056981].

6027 Jay Chan, Lehman, GCCM Training Manual, at p. 5 [LBEX-LL 652833].

6028 In later Sections of this Report, the Examiner refers to activity captured in GCCM when LBHI acted as
central banker for affiliates, thereby receiving or extending value on their behalf, as “quasi-
funding” activity. See Section IIL.B.3.e of this Report, which discusses insider preferences against LBHI,
and Section III.B.6 of this Report, which discusses activity occurring in the thirty days before bankruptcy.
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subsequently posted to the DBS system via an automated daily batch process.®
Typically, the receipt of funds by one Lehman entity for the benefit of another was
recorded as follows: (1) the source system generated a notice that a receipt of funds was
expected, which was sent to GCCM,; (2) upon receipt of this notice GCCM translated the
In-House account information associated with the transaction to the Nostro Account; (3)
GCCM then notified the bank that a receipt of cash was expected; (4) the bank received
the funds in an External Bank Account; (5) the bank transmitted the wire’s SWIFT
data®® to GCCM, which provided the details of the transaction; (6) GCCM then
compared the SWIFT data against the notice generated by the source system, and
transmitted an acknowledgement of a receipt of funds to the source system; and (7) the
transaction information recorded in GCCM and the source system was thereafter
recorded in DBS.503

The following diagram illustrates the electronic transmissions that took place
between the source systems, GCCM and banking institutions, as well as the subsequent
recording of the transaction information in DBS in connection with the receipt of cash

by LBHI for the benefit of an affiliate.

6029 Jay Chan, Lehman, GCCM Training Manual, at pp. 2-6 [LBEX-LL 652833].

6030 SWIFT (Society for Worldwide Interbank Financial Telecommunication) is the global standard by
which banking customers automate and standardize financial transactions with banks.

6031 See Jay Chan, Lehman, GCCM Training Manual, at pp. 3-5 [LBEX-LL 652833].
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Receipt of Funds by LBHI for the Benefit of an Affiliate

Source System GCCM Bank Third Party
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Source System to GCCM
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benefit of an affiliate

(7) Journal entries related
to the transaction are made in DBS

The receipt of cash by one Lehman entity for the benefit of another was recorded
with one journal entry in the source system and two journal entries in GCCM, which
subsequently posted to DBS. The diagrams below illustrate the journal entries made in
GCCM, the source system and the general ledger for the receipt of cash by LBHI for the
benefit of LCPI, such as those received in connection with loan payments from third

parties in the ordinary course of business.
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Receipt of Funds by LBHI for the Benefit of LCPI
GCCM and Source System Journal Entries
GCCM Source System
Debit Credit Debit Credit
Cash — LBHI $100(a)
Cash-LCPI $100(b) $100(e)
Receivable-LCPI $100(f)
Intercompany
(Due from LBHI) $100(c)
Intercompany
(Due to LCPI) $100(d)
Total $200 $200 $100 $100

As shown in the diagram above, the journal entries in GCCM were as follows:
(a) a debit to cash for LBHI corresponding to the receipt of cash in LBHI's External Bank
Account; (b) a credit to cash for LCPI corresponding to the allocation of cash to LCPI’s
In-House Account; (c) a debit to an intercompany receivable to LCPI from LBHI for cash
received by LBHI; and (d) a credit to an intercompany payable from LBHI to LCPI for
the cash owed by LBHI to LCPL

The diagram above also illustrates the following journal entries in the source
system: (e) a debit to cash for LCPI for the receipt of cash from the third party; and (f) a

credit to receivables for LCPI for a reduction of the third party’s liability to LCPL.
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These journal entries were subsequently recorded to the general ledger in a daily
batch process. The diagram below illustrates the recording of these entries for LBHI

and LCPI in the general ledger.

Receipt of Funds by LBHI for the Benefit of LCPI
LBHI and LCPI General Ledger Entries
LBHI General Ledger LCPI General Ledger
Activity Activity
Debit Credit Debit Credit
Cash - LBHI $100(a)
Cash-LCPI $100 (1) $106 (2)
Receivable-LCPI $100(d)
Intercompany
(Due from LBHI) $100(c)
Intercompany
(Due to LCPI) $100(b)
Total $100 $100 $200 $200

This transaction was recorded in the general ledger as follows: (a) a debit to cash
for LBHI, corresponding to the receipt of cash in an LBHI External Bank Account; (b) a
credit to LBHI's intercompany payables owed to LCPI, corresponding to the allocation
of this cash to LCPI's In-House Account; (c) a corresponding debit to LCPI’s

intercompany receivables reflecting an increase in intercompany receivables from LBHI;
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and (d) a credit to LCPI's receivables reflecting the receipt of cash from the third

party'6032
(4) Bank Account Reconciliations

Bank account reconciliations were a critical component of LBHI's cash
management system, and were necessary for maintaining complete and accurate cash
records. A bank account reconciliation was performed by matching data from a
financial institution with data recorded in both LBHI's internal cash management
system and source systems to identify any inconsistencies or errors.®® LBHI used a
third-party-vendor bank account reconciliation system, Global Smart Stream
Reconciliations (“GSSR”), which supplemented GCCM and automated the majority of
the bank reconciliation process.®3

GSSR performed the following two key cash reconciliations on a daily basis: (1)
the reconciliation of Nostro Accounts against External Bank Accounts; and (2) the

reconciliation of In-House Accounts against source system records.®® Reconciliations

6032 There is also an entry in the general ledger related to LCPI with corresponding debit and credit
amounts that offset each other. These are: (1) a debit to cash reflecting the receipt of cash from a third
party; and (2) a credit to cash reflecting the allocation of cash held by LBHI to LCPI's In-House Account.
6033 See Yury Marasanov, Ernst & Young, Accounts Payable / Fixed Assets / NPE / Cash Mgmt. Process
Walkthrough (Nov. 30, 2008), at pp. 12-13 [EY-SEC-LBHI-CORP-GAMX-08-056981].

6034 Jim McMahon, Ernst & Young, Bank Reconciliation Process Walkthrough (Nov. 30, 2008), at pp. 9-12
[EY-SEC-LBHI-EED-GAMX-08-024858].

6035 In addition, reconciliations of Nostro Account and In-House Account balances in GCCM against DBS
were performed in GSSR. In some cases, reconciliations of source systems against External Bank
Accounts or against other source systems were also performed in GSSR. See Yury Marasanov, Ernst &
Young, Accounts Payable / Fixed Assets / NPE / Cash Mgmt. Process Walkthrough (Nov. 30, 2008), at pp.
12-13 [EY-SEC-LBHI-CORP-GAMX-08-056981].
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of the Nostro Accounts against External Bank Accounts assessed the accuracy of the
balances in an entity’s External Bank Accounts at the end of the day.® Reconciliations
of the In-House Accounts against source system records substantiated the cash balances
documented in each entity’s books and records. In addition, reconciliations of Nostro
Account and In-House Account balances in GCCM against DBS records ensured that all
entries to GCCM were correct, serving as an additional safeguard against inaccuracies
in the In-House Account and Nostro Account reconciliations.

As part of the reconciliation process, GSSR identified inconsistencies, or
“breaks,” between the data reported by financial institutions and the data reported in
LBHI’s cash management system.®” Breaks were not an unusual occurrence. A break
report was created when listed items from either the bank system or GCCM did not
have a corresponding match in the other system.® Each break was investigated and
resolved by Treasury Group personnel.®* For example, if an External Bank Account
received a wire transfer from a third party, but the corresponding deposit had not been
recorded in the corresponding Nostro Account within GCCM prior to the reconciliation,
this transaction was listed on the break report. Likewise, if a payment to a third party

was recorded in a Nostro Account within GCCM, but the bank did not complete the

6036 See id. at p. 13.
6037 See id. at p. 12.
6038 See id.

6039 See id. at p. 13.
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wire transfer until after the account reconciliation, the transaction would be listed on
the break report.

d) Effect of the Bankruptcy on the Cash Management System

Just prior to the LBHI bankruptcy filing, financial institutions including Citibank
and JPMorgan froze LBHI's bank accounts.®® As a result, immediately following
LBHI's bankruptcy filing: (1) funds could not be withdrawn from these accounts; (2)
payments could not be made using funds in these accounts;**! and (3) the Treasury
Group was unable to retrieve real-time account information. Nonetheless, the banks
continued to accept payments made to these accounts.

Because LBHI's bank accounts were frozen, the cash management processes of
LBHI affiliates were also disrupted. Funds were no longer transferred from LBHI's
External Bank Accounts to the External Bank Accounts of its subsidiaries and
affiliates.®2 In addition, LBHI stopped manually transferring cash from affiliate bank
accounts to its accounts, as it had done prior to the bankruptcy petition.®* On

September 19, 2008, Lehman regained access to its bank accounts.

6040 Examiner’s Interview of David Forsyth, Oct. 29, 2009, at p. 3; Citigroup, Written Responses to
Examiner’s Inquiry (Jan. 12, 2010), at p. 3.

6041 An exception was a payment of $23.5 million by LBHI to Weil on September 15, 2008.

6042 The notable exception was pass-through principal and interest payments made to LCPI, which is
discussed below in this Section of the Report.

6043 Prior to the bankruptcy filing, LBHI treasury personnel transferred cash into LBHI accounts either
daily or intra-day as needed. See Cash Management Motion, at pp. 6-7 (1 16), Docket No. 669, In re
Lehman Brothers Holdings Inc., No. 08-13555 (Bankr. S.D.N.Y. Oct. 3, 2008).
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Following the LBHI bankruptcy filing and the bankruptcy filings of LBHI
Affiliates, Lehman continued to use its cash management system, honored certain pre-
petition obligations related to the cash management system and maintained and used
certain existing External Bank Accounts.®# In addition, the Debtors closed certain
External Bank Accounts and established new External Bank Accounts (“New
Accounts”), transferring cash into the New Accounts. Further, the Debtors maintained
certain pre-petition External Bank Accounts (“Legacy Accounts”) because closing those
accounts and opening new accounts would have required re-establishing the interfaces
between such accounts and the various systems that Lehman operated pre-petition, and
would thus have involved significant costs. To the extent Legacy Accounts were not
maintained, monies slated for deposit into such accounts were redirected to New
Accounts. The Debtors continue to use New Accounts and Legacy Accounts for all
purposes of the estate, including collecting monies and making payments.5

As an example of the changes described above, prior to September 15, 2008,
LBHI received certain loan payments for the benefit of LCPI from third-party borrowers
in the ordinary course of business. LBHI then transferred these funds on behalf of LCPI

directly to the third-parties, LCPI investment vehicles or Lehman non-Debtor affiliates

6044 See generally Cash Management Order, Docket No. 1416, In re Lehman Brothers Holdings Inc., No. 08-
13555 (Bankr. S.D.N.Y. Nov. 6, 2008).

6045 Lehman Brothers Holdings Inc., LBHI Operational Issues and Challenges (Nov. 3, 2008), at pp. 11-12
[LBEX-OTS 000866].
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that held the loans.®* After the LBHI bankruptcy filing, funds received by LBHI on
behalf of LCPI could not be transferred because LBHI's External Bank Accounts were
frozen.

Consequently, on September 17, 2008, LCPI established new External Bank
Accounts to collect such funds and LBHI no longer received such funds for the benefit
of LCPI. LCPI subsequently made payments directly to third-party investors in
connection with such transactions. On September 18 and 19, 2008, LBHI transferred the
majority of the funds it previously received for the benefit of LCPI to an LCPI External
Bank Account.s

e) Cash Transfers Giving Rise to Administrative Claims

The methodology the Examiner used to identify cash transfers constituting post-
petition extensions of credit that may give rise to administrative claims included a
review of the Debtors” GCCM Records, Statements of Financial Affairs, cash transaction
reports for Legacy Accounts and New Accounts, bank statement data®# and general
ledger reports (collectively, the “Cash Transaction Records”). In addition, the Examiner

conducted interviews with current and former Lehman personnel.

6046 GCCM Intercompany Report, Sept. 1-15, 2008 [LBEX-LL 2551231- LBEX-LL 2564078].
6047 See Section II1.B.2.e.2 of this Report, which discusses the funds that remain in the LBHI External Bank
Account.

6048 Three separate data files including (1) Legacy Account data (2) New Account data and (3) a separate
data file for LCPI Legacy Account data comprised the population of bank statement data.
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Specifically, to identify (1) cash transfers from LBHI Affiliates to LBHI and (2)
cash received by LBHI for the benefit of any LBHI Affiliate, for the period from
September 15, 2008 through the date that the applicable LBHI Affiliate commenced its
Chapter 11 case, the Examiner created queries and analyzed reports generated from
Debtor bank statement data and GCCM. Transactions with common characteristics
were analyzed to determine whether such transactions met the definition of cash
sweeps.®® Finally, the Examiner reconciled the cash transfer information identified in
the bank statement data against the GCCM funding report and intercompany report
data.

The Examiner analyzed bank statement data for approximately 65 accounts,
constituting the Debtors” U.S. and foreign bank accounts.®® The Examiner’s findings
based on the methodology described above are as follows:

(1) Cash Transfers from LBHI Affiliates to LBHI

The Examiner has identified a transfer of $58,969,818 from LCPI to LBHI on

October 1, 2008.6051

6049 See Section IIL.B.2.b of this Report, which discusses cash sweeps that give rise to administrative
claims.

6050 The Debtors provided bank statement data for: (1) U.S. bank accounts of LBHI, East Dover, LB 745,
LBCC, LBCS, LBDP, LBFP, LBSF, LCPI, LOTC and PAMI Statler; and (2) foreign bank accounts of LBHI
(UK Branch), LBSF and LBCS. E-mail from Lauren Sheridan, Lehman, to Heather D. McArn, Jenner &
Block (Jan. 21, 2010) (noting that Lehman has provided the Examiner with the complete universe of all
transaction activity for Debtor entities); e-mail from Lauren Sheridan, Lehman, to Heather D. McArn,
Jenner & Block, et al. (Jan. 29, 2010) (indicating that Scottish Finance, CES, CES V, CES IX, Luxembourg
LLC and BNC had either minimal or no banking activity during the Stub Period).

6051 See XO Jet LCPI Receipt Support Analysis [LBEX-AM-5641494 - LBEX-AM-5641497].
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On September 30, 2008, LCPI received $58,969,818 from a third party in
connection with an aircraft lease.%> These funds were subsequently transferred to
LBHI on October 1, 2008, three business days prior to the LCPI bankruptcy filing.
According to Lehman, this transfer likely occurred in order to “protect” the funds from
being seized by Citibank.® These funds have not been remitted by LBHI to LCPI as of
the date of this Report.®* The Examiner has determined that LCPI may be entitled to
an administrative claim against LBHI in connection with this transfer.

(2) Cash Received by LBHI on Behalf of LBHI Affiliates

The Examiner has identified cash received by LBHI for the benefit of LBHI
Affiliates in the total amount of $264,944,535.605

LBHI received $258,903,936 of this total amount for the benefit of LCPL relating
to principal and interest payments from third parties.® On September 18 and 19, 2008,
LBHI remitted a total of $258,745,279 to LCPI for these principal and interest
payments.®”” LBHI has not remitted the remaining balance of $158,657 to LCPI in

connection with these transactions, as of the date of this Report. The Examiner has

6052 See id.

6053 E-mail from Lauren Sheridan, Lehman, to Ken Halperin, Duff & Phelps (Jan. 5, 2010).

6054 See XO Jet LCPI Receipt Support Analysis [LBEX-AM-5641494 - LBEX-AM-5641497].

6055 Gee Debtor Bank Statement Data [LBEX-AM 5642100 - LBEX-AM 5642389]; see also GCCM
Intercompany Report [LBEX-LL 2040576 - LBEX-LL 2041244].

6056 See  Debtor Bank Statement Data [LBEX-AM 5642100 - LBEX-AM 5642389]; see also GCCM
Intercompany Report [LBEX-LL 2040576 - LBEX-LL 2041244].

6057 See  Debtor Bank Statement Data [LBEX-AM 5642100 - LBEX-AM 5642389]; see also GCCM
Intercompany Report [LBEX-LL 2040576 - LBEX-LL 2041244].
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determined that LCPI may be entitled to an administrative claim against LBHI in
connection with these transactions.

LBHI also received a total amount of $6,038,929 for the benefit of LBSF during
the period from October 1 through October 3, 2008, related to interest rate swap coupon
payments from third parties.%®® During 2009, LBHI remitted a total amount of
$5,710,986 to LBSF in connection with these transactions.®* LBHI has not remitted the
remaining balance of $327,943 to LBSF as of the date of this Report. The Examiner has
determined that LBSF may be entitled to an administrative claim against LBHI in
connection with these transactions.

In addition, the Examiner identified two receipts by LBHI for the benefit of LBCS
and LBSF, which were de minimis in amount. On September 15, 2008, LBHI received
$1,484 for the benefit of LBCS and $186 for the benefit of LBSF.c%0 As of the date of this
Report, LBHI has not remitted these amounts to LBCS and LBSF. The Examiner has
determined that LBCS and LBSF may be entitled to administrative claims against LBHI

in connection with these transactions.

6058 T BHI bank statement data [LBEX-AM 5642390].

6059 [,

6060 See Debtor Bank Statement Data [LBEX-AM 5642100 - LBEX-AM 5642389]; see also GCCM
Intercompany Report [LBEX-LL 2040576 - LBEX-LL 2041244].
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(3) Other Relevant Transactions

The Examiner identified two transfers in the total amount of 7,065,352 NOK from
LBI (on behalf of LBCC) to LBHI (for the benefit of LBIE) on September 15, 2008.5¢!

This transaction was the subject of a Bankruptcy Court decision dated May 12,
2009, concerning DnB NOR Bank ASA’s (“DNB”) entitlement to setoff funds deposited
to a LBHI bank account post-petition.®> In its decision denying DNB’s request for relief
from the automatic stay to effectuate setoff, the Court noted that the transaction
involved a transfer of funds from LBCC to LBHI. The Court noted that:

[Tlhe current record fails to provide any explanation concerning the

reason that LBCC initiated the transfer of funds to LBHI, the consequence

of the transfer (other than as it relates to the setoff question) or whether

the transfer either satisfies or gives rise to an intercompany claim. The

Court also does not know whether the transfer is an example of ordinary

course prepetition cash management procedures or represents an isolated
transaction.®

In investigating whether these NOK transfers constitute cash sweeps entitling
LBCC to an administrative claim, the Examiner reviewed the record before the Court as
well as Lehman’s GCCM and RISC®* records. These records provided additional

information regarding the entities involved in this transaction. Reflective of the

6061 See GCCM transaction detail [LBEX-LL 3356465 - LBEX-LL 3356471, LBEX-LL 3356472 - LBEX-LL
3356479] (funds transfer by LBI (for LBCC) was to the UK branch of LBHI (for LBIE).) The 7,065,352
Norwegian Kroner (“NOK”) is equivalent to approximately $1.2 million.

6062 See Memorandum Decision Denying Relief from the Automatic Stay to Effectuate Setoff Under 11
U.S.C. § 553(a), Docket No. 3551, In re Lehman Brothers Holdings Inc., No. 08-13555, (Bankr. S.D.N.Y. May
12, 2009).

6063 Id. at p. 15.

6064 RISC stands for Real-time Information Systems for Commodities.
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complicated nature of Lehman’s cash management system, this data revealed that the
transaction involved cash transfers made in settlement of foreign exchange transactions
between LBCC and LBIE to exchange NOK for U.S. dollars.®¢ The transfers of NOK
originated from an LBI bank account at DNB (on behalf of LBCC) to an LBHI (UK
Branch) bank account at DNB (for the benefit of LBIE).%% Based on available
information, the Examiner has determined that the corresponding U.S. dollar transfer
from LBIE to LBCC was not consummated.5¢

Because these cash transfers were made in settlement of existing obligations and
were not post-petition extensions of credit, they do not constitute “cash sweeps” as
defined in this Report.® Thus, any potential claims that may arise from this multi-

entity transaction are outside the scope of the Examiner’s investigation.

6065 See RISC statement detail [LBEX-AM 5641773, LBEX-AM 5641774, LBEX-AM 564177 and LBEX-AM
564180] (listing the execution and scheduled settlement dates for these foreign exchange transactions); see

also Francois Chu-Fong, Lehman, Written Responses to Examiner Inquiry Regarding DnB NOR
Transaction, attached to e-mail from Lauren Sheridan, Lehman, to Heather D. McArn, Jenner & Block
(Jan. 15, 2010).

606 The Examiner determined that because LBCC did not have foreign currency bank accounts, LBI paid
and received foreign currencies on its behalf. Likewise, in this transaction, LBHI UK served as LBIE’s
agent for the receipt of NOK.

6067 See Debtor Bank Statement Data [LBEX-AM 5642100 - LBEX-AM 5642389] (reflecting that the U.S.
dollar amounts were not transferred to LBCC).

6068 The Examiner’s review of these transfers focused on potential administrative claims by LBCC (an
LBHI Affiliate) against LBHI arising from cash sweeps. The Examiner has not assessed whether any non-
Debtor affiliates including LBI and LBIE may have claims against any Debtor in connection with these
transfers.
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3. Examiner’s Investigation of Possible Avoidance Actions (Third, Fourth
and Eighth Bullets) ¢

a) Summary

This Section includes a discussion of (1) LBHI and LBHI Affiliate solvency
determinations, (2) unreasonably small capital determinations, (3) insider preferences
against LBHI, and (4) potential avoidance claims available to LBHI and LBHI Affiliates
against financial participants and pre-Chapter 11 lenders.

b) LBHI Solvency Analysis
(1) Introduction

The analysis of LBHI's solvency is necessary as part of the Examiner’s
investigation into potential preferential and fraudulent transfers made by LBHI in the
time leading up to its bankruptcy filing.©” The Bankruptcy Code defines “insolvent” as
a “financial condition such that the sum of such entity’s debts is greater than all of such
entity’s property, at a fair valuation . . .”%” This “definition of insolvency is the
traditional bankruptcy balance sheet test of insolvency: whether debts are greater than

assets, at a fair evaluation, exclusive of exempted property.”®” Although GAAP is

6069 This Section of the Report includes data extracted from Lehman’s source systems, including, for
example, GCCM, GSSR, and DBS.

6070 Whether a debtor was insolvent at the time of a transfer affects the avoidability of that transfer as
either a preference or a fraudulent transfer under the Bankruptcy Code. See 11 U.S.C. §§ 547(b)(3),
548(a)(1)(B)(i)(1)-

607111 U.S.C. § 101(32)(A).

6072 Akers v. Koubourlis (In re Koubourlis), 869 F.2d 1319, 1321 (9th Cir. 1989).
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relevant to a solvency analysis, it is not determinative.®”> A court should ask: “What
would a buyer be willing to pay for the debtor’s entire package of assets and liabilities?
If the price is positive, the firm is solvent; if negative, insolvent.”®”* Whether a company
is insolvent is considered a mixed question of law and fact.®7
Valuation need not be exact:¥”¢ indeed, the “precise value of a company as a
going concern is far from certain.”®” The Second Circuit, in Roblin, explained:
The matrix within which questions of solvency and valuation exist in
bankruptcy demands that there be no rigid approach taken to the subject.
Because the value of property varies with time and circumstances, the

finder of fact must be free to arrive at the “fair valuation” defined in §
101[32] by the most appropriate means.5”

As explained in Iridium, “[n]Jo rigid approach should be taken regarding the fair
valuation of a company within the context of [a] solvency analysis, but rather courts

should consider the totality of the circumstances.”®” Additionally, “though not

6073 Shubert v. Lucent Tech., Inc. (In re Winstar Comm’c., Inc.), 348 B.R. 234, 274 (Bankr. D. Del. 2005), aff'd
2007 WL 1232185 (D. Del. Apr. 26, 2007), aff'd in part, modified in part on other grounds, 554 F.3d 382 (3d Cir.
2009).

6074 Covey v. Commercial Nat'l Bank of Peoria, 960 F.2d 657, 660 (7th Cir. 1992).

075 Travelers Int’'l AG v. Trans World Airlines, Inc. (In re Trans World Airlines, Inc.), 134 F.3d 188, 193 (3rd
Cir. 1998), cert. denied 523 U.S. 1138 (1998).

6076 Briden v. Foley, 776 F.2d 379, 382 (1st Cir. 1985).

6077 Wolkowitz v. Am. Research Corp. (In ve Dak Indus., Inc.), 170 F.3d 1197, 1200 (9th Cir. 1999); see also Brown
v. Shell Canada, Ltd. (In re Tenn. Chem. Co.), 143 B.R. 468, 479 (Bankr. E.D. Tenn. 1992) (“Exactness is not
required in determining solvency or insolvency.”), aff'd 112 F.3d 234 (6th Cir. 1997).

6078 Lawson v. Ford Motor Co. (In re Roblin Indus., Inc.), 78 F.3d 30, 38 (2d Cir. 1996) (quoting Porter v. Yukon
Nat’l Bank, 866 F.2d 355, 357 (10th Cir. 1989)).

607 Iridium Capital Corp. v. Motorola, Inc. (In re Iridium Operating LLC), 373 B.R. 283, 344 (Bankr. S.D.N.Y.
2007) (Peck, B.]J.) (the Second Circuit has adopted a “flexible approach to insolvency analysis”); see also
Neuger v. Casgar (In re Randall Constr., Inc.), 20 B.R. 179, 184 (N.D. Ohio 1981) (determination of fair
valuation “is, at best, an inexact science, and may often be impossible. As a result, insolvency frequently
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dispositive, expert appraisals and valuations should be considered, when possible, in a
solvency analysis.” %0

In order to perform this analysis, the Examiner’s financial advisors utilized an
approach based on the market prices for LBHI equity and debt. This approach was
complemented by (1) the utilization of the technique of retrojection; and (2) the
application of “current awareness,” as explained below.

The Examiner’s financial advisors did not perform either a discounted cash flow
valuation (“DCF”) or a market comparable valuation of Lehman for several reasons.
First, such analyses would have required significant time and expense to perform, and
each has significant shortcomings with regard to its dependability and applicability to
the Examiner’s analyses. Second, Lehman’s assets were comprised mostly of financial
assets for which a projection of cash flows would have been challenging. Further, the
investigation done by the Examiner’s financial advisors included numerous dates over
which Lehman’s financial health was fluctuating with some severity. As a result, a DCF
performed on a single date would not necessarily be applicable to any other date,
causing the Examiner’s financial advisors to have to perform separate DCFs for each
date in which there was a potentially avoidable transaction. Finally, due to the

subjectivity necessary when projecting cash flows or determining appropriate

must be determined by proof of other facts or consideration of other factors from which insolvency may
be inferred.”)
6080 Tyidium, 373 B.R. at 344.
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multiples, the Examiner’s financial advisors found it more appropriate in this situation
to rely on the contemporaneous analyses performed by all of the market participants.
The presentation of price-book ratios, for example, indicates the collective,
contemporaneous analysis of all market participants with regard to an appropriate
discount that should be applied to Lehman relative to its peers. Any comparable
company valuation performed by the Examiner’s financial advisors would merely serve
to replicate this analysis a year later.

Utilizing a market-based approach, the Examiner first concluded that there is
sufficient evidence to support a finding of insolvency of LBHI beginning on September
8, 2008. Adjusting the market based approach pursuant to the technique of retrojection
and the application of “current awareness,” which would factor in information in
existence but not known by the market, the Examiner concluded that there is sufficient
evidence to support a finding of insolvency of LBHI beginning on September 2, 2008.

(2) Market-Based Valuation Analysis
(a) Basis for Utilization of a Market-Based Valuation Analysis

Lehman was in an industry where it was required to mark many of its assets to
market every day. Although not all of Lehman’s assets were marked with daily

frequency,®! the book value of the firm’s equity is typically a reasonable starting point

6081 GAAP does not require firms to mark fixed assets to market. Rather, it allows those assets to be
reported at book or depreciated values. Further, GAAP requires firms to perform goodwill impairment
analyses, but it does not require firms to report appreciating values of goodwill or intangibles. Finally,
GAAP does not require firms to mark most debt to market.
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for the assessment of the firm’s true equity. Despite the Examiner’s financial advisor’s
determination that Lehman’s valuation methodology for certain asset categories was
reasonable,® there is evidence indicating that Lehman’s valuations were inaccurate or
did not properly allow for firm-wide illiquidity and/or the appropriate levels of current
distress.®®3  Although Lehman’s internal mark-to-market marking models have an
advantage over the market owing to their access to extensive private information, the
markings that are reported to the public occur relatively infrequently (quarterly), and
quickly become outdated. Quarterly mark-to-market values depend on quarterly
accounting data and may not reflect the changing risk profile of the institution.
Moreover, during the time period relevant to the Examiner’s financial advisor’s
analyses, market values were declining rapidly and new information that impacted
pricing was released frequently. Thus, while fluid equity markets interpret public
information and incorporate new data into prices very quickly, the quarterly accounting
marks of Lehman lacked such timeliness.

An additional explanation for the discrepancy between the market values and
Lehman’s book values is that the firm’s internal mark-to-market models focus on the
riskiness of the individual assets, and therefore do not necessarily correctly reflect the
overall riskiness of Lehman. Often, large firms are less risky than the sum of their

individual assets because of the benefit gained by diversification. In Lehman’s case,

6082 See Section III.B.3.(c) of this Report, which discusses this determination.
6083 See Section IIL.A.5.i of this Report for a discussion of Lehman’s liquidity pool.
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where the liquidity of the firm was questionable, the firm as a whole may have been
seen as riskier than the sum of its individual assets. Thus, the aggregate value of the
firm’s assets could be less than their sum, making it entirely reasonable and rational for
the company’s stock to trade below GAAP book value of equity.

Moreover, while Lehman’s competitors and the investment banking community
in general had equity market price-to-book ratios®* in excess of 1.0x throughout most of
the summer of 2008, Lehman did not. As displayed in the chart below, Lehman’s price
to book ratio was well below 1.0x at all times beginning June 1, 2008, and for most of

July, August and September, it was between 0.4x and 0.6x.

Price to Book Ratios for Lehman and Comps
June 1, 2008 - September 14, 2008
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6084 Price to Book ratio is measured as the market capitalization of a firm divided by the firm’s book value
of equity.
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Thus, reliance upon Lehman’s balance sheet alone would be imprudent in an
insolvency analysis.

Rather than relying on a corporation’s own balance sheet valuations, some courts
have indicated that a market capitalization valuation methodology is the appropriate
solvency analysis for a large, publicly traded financial institution such as LBHI.®
According to the court in Iridium, “[a] company’s stock price “is an “ideal datapoint” for
determining value.”s% The advantage of such contemporaneous market evidence is
that it is “untainted by hindsight or post-hoc litigation interests.”6” The Third Circuit
in VFB, in affirming the district court’s “primary” reliance on market-based valuations
as a measure of value, reasoned that “[e]quity markets allow participants to voluntarily
take on or transfer among themselves the risk that their projections will be
inaccurate,”®® and that absent some reason to distrust it, the market price is “a more
reliable measure of the stock’s value than the subjective estimates of one or two expert
witnesses.” 60

It is for these reasons that the Examiner and his financial advisors believe that a
market-based approach to the valuation of LBHI's solvency is the most relevant, with

other approaches providing further analysis.

6085 See Iridium, 373 B.R. at 346; VFB LLC v. Campbell Soup Co., 482 F.3d 624, 631-33 (3rd Cir. 2007).
6086 Tridium, 373 B.R. at 346.

6087 VFB LLC v. Campbell Soup Co.,2005 WL 2234606, at *13 (D. Del. Sept. 13, 2005).

6088 VFB, 482 F.3d at 631.

6089 Jd. at 663 (citing In re Prince, 85 F.3d 314, 320 (7th Cir. 1996)).
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(b) Market Value of Assets Approach

While the courts in Iridium and VFB focused primarily, if not exclusively, on the
market value of equity, the Examiner’s financial advisors have included in their analysis
the implication of solvency that results from an analysis of both the market value of
equity and the market value of debt.

It is important to consider the market value of debt along with the market value
of equity for several reasons. First, in the case of a bankruptcy, the value achieved from
selling the assets of the company would have to fund the repayment of both debt and
equity. To the extent that the creditors (and the debt market participants) feel that the
value of the assets will not be sufficient to repay all of the debt, they will cause the debt
to trade at a discount to par. This was the case in the months leading up to Lehman’s
bankruptcy filing.

In addition to discounts in the debt markets, one must consider option value
embedded in the equity prices.®® As an illustrative example, the following chart tracks
the stock price for CIT Group in the period up to and after its bankruptcy filing on

November 1, 2009:

60% For a more detailed discussion of the option value embedded in equity prices, see Appendix No. 21,
Duff & Phelps, LBHI Solvency Analysis (Feb. 1, 2010).
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CIT Group - Stock Price
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CIT Group was a company that was widely known to be insolvent; however
even two days before the company filed for bankruptcy, its stock was trading above $1
per share. This phenomenon illustrates the fact that equity — being non-recourse, which
definitively caps potential downside — encourages speculative trading even at times
where upside potential is highly unlikely.

(i) Implied Asset Value

Discounts in the bond market work in conjunction with optionality in the
equities market. A solvency analysis consists of a view of a company at a single point in
time. At that point in time, asset and debt prices are essentially fixed and, as a result,
the total expected payout to equity and debt holders is fixed as well. For a given value

of a firm’s assets, any increase in expected payout to bond holders comes at the expense
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of equity holders and vice versa. As such, the Examiner’s financial advisors considered
both the equity and debt markets for Lehman in their analysis of implied asset value.
The valuation principal that establishes the framework for this analysis is, “The
current value of assets minus the current value of liabilities equals the current value of
the business owners’ equity,”*! or:
Assets — Liabilities = Equity
Rearranging that formula, the current value of assets equals the current value of
business owners’ equity plus the current value of liabilities, or:
Assets = Equity + Liabilities
The exhibit below shows that the public market (for debt and equity) indicated
that Lehman was insolvent on a balance sheet basis (1) between July 11 and July 15,
2008 (around the time of the IndyMac collapse); (2) on July 28, 2008; (3) on several dates
between August 19 and August 28, 2008 (during certain KDB rumors and when certain
customers were leaving); (4) on September 4, 2008; (5) and on all dates on and after
September 8, 2008 (Fannie and Freddie failed on September 7;52 the termination of KDB

talks®? became publicly known on September 9).%¢ There is evidence, however, that

6091 Shannon Pratt, Valuing a Business, Fifth Edition 350 (McGraw-Hill 5th ed. 2007) (1981). This
accounting formula holds true regardless of whether one is referring to book value or fair market value —
provided that one maintains consistency across his evaluation.

602 Office of Federal Housing Enterprise Oversight Press Release, (Sept. 7, 2008) (available at
http://www .treas.gov/press/releases/hp1129.htm).  Given that September 7, 2008 was a Sunday,
September 8, 2008 was the first trading day thereafter.

609 See Section III.A.3.c for a discussion of the KDB negotiations.
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the markets were not fully informed with regard to Lehman’s true liquidity position,
because of issues such as Repo 105 and Lehman’s liquidity pool.® Accounting for this
potential for misinformation would result in findings of less solvency on all dates

impacted by the misinformation.

Lehman - Implied MV of Assets Relative to Total Liabilities
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(ii) Small Equity Cushion

As is true with many highly leveraged firms, Lehman’s small margin of equity

relative to assets meant it did not need much loss of asset value to render it insolvent.

60% For calculations supporting the exhibit below, see Appendix 21, Duff & Phelps, LBHI Solvency
Analysis (Feb. 1, 2010).

60% See Section III.A.4 of this Report which discusses Repo 105; see also Section III.A.5.i of this Report,
which discusses Lehman'’s liquidity pool.
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Beginning July 10, 2008, on all dates but one (August 5, 2008), the value of Lehman’s
solvency equity (computed as the market value of assets minus the par value of debt)
was less than 1% of the market value of assets. This implies a very low margin for
error. Thus, while it appears that Lehman was marginally solvent on several dates
throughout August 2008, a fact finder may conclude that, given Lehman’s small equity

cushion and the low margin for error, LBHI was insolvent on those dates as well.

Lehman Brothers Market Value of Equity as a Percentage of Market
Value of Assets
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(iii) Limitations of the Market-Based Approach

A market value is not always a reliable measure of solvency, especially if the
market is not aware of circumstances in existence which, if known, would adversely

effect the market value. For example, the Third Circuit noted in VFB that “if the market
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capitalization was inflated by [former parent]’s manipulations it was not good evidence
of value.”%

In Adler I, the bankruptcy court for the Southern District of New York held that
in determining the solvency or insolvency of a bankrupt securities clearing firm, the
court was not bound by the price at which the stock was trading at the time of the
challenged transfers, to the extent that the price was being maintained due to massive
manipulation of the market.*” Instead, the court relied on stock prices one business
day after the market manipulator closed, February 27, 1995, as a measure of the market
price of the stock on the day of the challenged transfers, February 16, 1995. The result
was a stock price more than seventy-five percent lower than what it had been trading at
under manipulation.®” Because a solvency analysis must ascribe a price to the stock
that “reflect[s] as nearly as possible a market untainted by [ ] manipulation,” the court
held that the stock prices after the market manipulator had closed were a more
appropriate measure of value.®” The Southern District of New York in Adler II agreed,

holding that the most accurate reflection of the stock’s fair market worth as of February

60% VFB, 482 F.3d at 632.

6097 Mishkin v. Ensminger (In re Adler, Coleman Clearing Corp.), 247 B.R. 51, 110 (Bankr. S.D.N.Y. 1999) (Adler
I), aff'd 263 B.R. 406 (S.D.N.Y. 2001) (Adler II).

6098 I,

609 1d. at 113.
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16 was the stock price on February 27, after the market manipulator was out of business
and thus unable to manipulate the market.¢1%

In order to adjust for the limits of market knowledge, the Examiner and his
financial advisors analyzed how the valuation of LBHI might be affected if techniques
of retrojection and “current awareness,” described more fully below, were utilized to
ascertain a more accurate value of LBHI, given its market capitalization prior to the
filing.

a. Application of Retrojection

Because of the difficulty in valuing the assets and liabilities of a debtor on the
exact date of a preferential or fraudulent transfer “courts often utilize the well-
established bankruptcy principles of ‘retrojection” and ‘projection. . .””61 There are two
types of retrojection: (1) where evidence of insolvency at a reasonable time subsequent
to the date of a transfer can be used as competent evidence of the debtor’s insolvency on
the date of the transfer, and (2) where evidence of insolvency at an early date and
evidence of insolvency at a later date can be used as competent evidence of the debtor’s

insolvency for all of the dates in between. For both types of retrojection, courts

6100 Adler II, 263 B.R. at 466-470.
6101 Coated Sales, Inc. v. First E. Bank (In re Coated Sales, Inc.), 144 B.R. 663, 666 (Bankr. S.D.N.Y. 1992)
(citations omitted).
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universally require proof that the debtor’s financial situation did not change materially
during the intervening period.'2

Accounting for the implied market value of LBHI's assets relative to its total
liabilities, the exhibit in Section III.B.3.b.2.(i) demonstrates that LBHI was insolvent
between July 11 and July 15, 2008, on July 28, 2008, on several dates between August 19
and August 28, 2008, on September 4, 2008, and on all dates beginning September 8,
2008. In order to utilize retrojection, Lehman’s financial situation must not have
materially changed in the intervening periods. Thus, the Examiner concludes that the
earliest date to apply retrojection is September 2, 2008, the point at which KDB
indicated that it relayed its decision not to continue talks with Lehman.¢1%

b. The Application of “Current Awareness”

The court in Coated Sales emphasized that although “a company’s assets must be
valued at the time of the alleged transfer and not what they turned out to be worth at
some time after the bankruptcy court intervened,” “it is not improper hindsight for a

court to attribute ‘current circumstances’” which may be more correctly defined as

6102 See, ¢.g., Killips v. Schropp (In re Prime Realty, Inc.), 380 B.R. 529, 535 (B.A.P. 8th Cir. 2007) (recognizing
validity of retrojection, but refusing to apply where trustee did not establish that debtor’s financial
condition had not substantially changed between the time of the transfer and when it may have become
insolvent); Briden, 776 F.2d at 382, 382-83 (court found debtor insolvent at the time of a March and April
transfer to sole stockholder where debtor’s balance sheet for April overstated value of debtor’s inventory;
the court used retrojection to infer insolvency in March as well, given slow state of debtor’s business).

6108 For a more detailed account of circumstances surrounding the KDB deal, see Section III.A.3.c of this
Report.
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‘current awareness’ or ‘current discovery’ of the existence of a previous set of
circumstances.”¢'* As described by Coated Sales:

‘Fair market’” or ‘going concern’ value, although presumed to be
determined free of impermissible hindsight, is not determined in a
vacuum — free of external stimuli. In fact, fair market value presumes
that all relevant information is known by seller and buyer. It follows, that
a party purchasing assets at the time of the alleged preferential transfer
would be aware of all relevant factors, which would include knowledge of
a massive business-wide fraud and environmental contamination:
otherwise, that party would be the victim of fraud. In sum, fair market
valuation entails a hypothetical sale, not a hypothetical company. Thus, it
is not improper hindsight for a court to attribute ‘current circumstances’
which may be more correctly defined as ‘current awareness’ or ‘current
discovery’ of the existence of a previous set of circumstances.®'%

In order to apply such an analysis, described as a “current awareness”
methodology, the Examiner’s financial advisors identified and evaluated circumstances
that existed, but were unknown to the investing public, and which would have
materially impacted a valuation of LBHI if they had been known. Such circumstances
generally fall into one of two categories: (1) information that was made public by
Lehman or other parties but was known or knowable as of an earlier date; and
(2) information that was never made public, but has since been discovered during the
course of the Examiner’s investigation either through witness interviews or the review

of either confidential or previously unreleased documents.

6104 Coated Sales, 144 B.R. at 668 (citing Cissel v. First Nat. Bank of Cincinnati, 476 F. Supp. 474, 484 (S.D.
Ohio 1979)); Mutual Savings & Loan Ass'n v. McCants, 183 F.2d 423, 425 (4th Cir. 1950)).
6105 Coated Sales, 144 B.R. at 668.
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For the first category, the Examiner has determined that there is sufficient
evidence to support a finding to apply “current awareness” to circumstances
surrounding the KDB deal. Following the Korean government official’s statement
regarding the end of negotiations with Lehman, the cost of insuring Lehman’s debt
surged by almost 200 basis points, Lehman’s hedge funds pulled out, short-term
creditors cut lending lines, JPMorgan required Lehman to execute Security and
Guaranty Agreements, and Citi sought a guarantee agreement to continue to clear in
Asia.s'% Because Lehman was insolvent on the date that the public was informed of the
end of negotiations between KDB and Lehman, and because this fact was in existence as
of September 2, 2008 (the point at which KDB indicated that it relayed its decision not to
continue talks with Lehman), the Examiner concludes that there is sufficient evidence to
support a finding of insolvency beginning on September 2, 2008.

For the second category of information, information that has not yet become
known to the public (at least prior to the publishing of this Report), the Examiner has
determined that there is sufficient evidence to apply current awareness to the
circumstances of Repo 105 and issues of liquidity.®” Applying a current awareness
methodology to such circumstances, however, is inherently complicated because of the

difficulty in predicting how the stock market might react to information that has never

6106 For a more detailed account of circumstances surrounding the KDB deal, see Section III.A.3.c of the
Report.

6107 See Section III.A.4 of this Report for a more detailed discussion of Repo 105; see Section III.A.5.i of this
Report for a more detailed discussion of Lehman’s liquidity pool.
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become publicly known. Thus, this is an issue of fact that the Examiner has left
unresolved due to the difficulty in reliably quantifying the result that such
circumstances would have had on the fair market value of Lehman had they been
known to the public.

(3) Conclusion

Utilizing a market-based approach, the Examiner first concludes that there is
sufficient evidence to support a finding of insolvency of LBHI beginning on September
8, 2008. Adjusting the market-based approach pursuant to the technique of retrojection
and the application of “current awareness,” which would factor in information in
existence but not known by the market, the Examiner concludes that there is sufficient
evidence to support a finding of insolvency of LBHI beginning on September 2, 2008.

c¢) LBHI Affiliate Solvency Analysis
(1) Summary

This Section of the Report addresses whether there is sufficient evidence to
support a finding that an LBHI Affiliate was “insolvent,” as such term is defined by the
Bankruptcy Code and applicable state law, prior to the date that each LBHI Affiliate
commenced its Chapter 11 case.®® The Bankruptcy Court has charged the Examiner

with determining, among other things: (1) whether any LBHI Affiliate has colorable

6108 Consistent with the Court’s order, the Examiner has only addressed those LBHI Affiliates that
commenced their bankruptcy cases prior to the appointment of the Examiner. See Order Directing
Appointment of an Examiner Pursuant to Section 1104(c)(2) of the Bankruptcy Code, at p. 3, Docket No.
2569, In re Lehman Brothers Holdings Inc., et al., No. 08-13555 (Bankr. S.D.N.Y. Jan. 16, 2009).

1587



claims against LBHI for potentially insider preferences arising under the Bankruptcy
Code or state law; and (2) whether any LBHI Affiliate has colorable claims against LBHI
or any other entities for potentially voidable transfers or incurrences of debt, under the
Bankruptcy Code or otherwise applicable law.¢® In order to prevail on a preference
claim, the plaintiff must establish that the debtor entity was insolvent at the time of the
challenged transfer.s® With respect to constructively fraudulent transfers, the plaintiff
must establish that at the time of the transfer the debtor (1) was insolvent or became
insolvent as a result of the transfer, (2) had unreasonably small capital for the purpose
of continuing to engage in its business, or (3) incurred debts that were beyond the
debtor’s ability to pay as they matured.s'" Accordingly, the determination of whether
there are colorable claims of either preferences or constructively fraudulent
conveyances requires an examination of each LBHI Affiliate’s solvency condition as of
the date a challenged transfer occurred.o'?

The Bankruptcy Code defines “insolvent,” for entities other than a partnership
and a municipality, as the “financial condition such that the sum of such entity’s debts

is greater than all of such entity’s property, at a fair valuation.”¢"® Fair value is “the

6109 See id.

6110 See Appendix 1, Legal Issues, at Section IV.D.

6111 14 at Section IV.A.2.

6112 I4  at Sections IV.A.2, IV.A.D.

611311 U.S.C. § 101(32)(A). The solvency analysis is undertaken exclusive of property transferred with
intent to hinder, delay or defraud the entity’s creditors, and property exempt from the debtor’s estate
pursuant to Section 522 of the Bankruptcy Code. Id.
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price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date.”¢"* This Section of
the Report addresses the “going concern” value of each LBHI Affiliate.!'s

A debtor is presumed to be insolvent for purposes of a preferential transfer
analysis under the Bankruptcy Code during the period beginning 90 days prior to the
commencement of the debtor’s bankruptcy case.s'¢ The following table sets forth the
tiling dates for each LBHI Affiliate, and the corresponding dates under Section 547(b)(4)
of the Bankruptcy Code for the beginning of the 90-day preference period for non-

insider transfers and for the one-year preference period for insider transfers.s'”

6114 Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 157, Fair
Value Measurements, at 6. See also Appendix 1, Legal Issues, at Section IV.B.

6115 An alternate means of valuation determines the “liquidation” value of the debtor. Courts in the
Southern District of New York have applied this valuation standard when it is determined that the debtor
is “nominally extant” or on its “deathbed,” at the time in question. Coated Sales, Inc. v. First E. Bank (In re
Coated Sales), 144 B.R. 663, 667 (Bankr. S.D.N.Y. 1992). The individual circumstances of each LBHI
Affiliate present questions of fact, to be determined by the Court, as to whether “going concern” or
“liquidation” value is most appropriate for any given solvency determination. However, because each of
the LBHI Affiliates was able to “continue day-to-day operations” in the months prior to commencing
their bankruptcy cases, the Examiner deems it most appropriate to consider “going concern” value for the
purpose of this analysis. Iridium Capital Corp. v. Motorola, Inc. (In re Iridium Operating LLC), 373 B.R. 283,
344 (Bankr. S.D.N.Y. 2007).

6116 11 U.S.C. § 547(f).

6117 These periods are calculated pursuant to Federal Rule of Civil Procedure 6(a) and the similar Federal
Rule of Bankruptcy Procedure 9006(a).
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Debtor Entity

LB 745 LLC

PAMI Statler Arms LLC

Lehman Brothers Commodity Services
Inc.

Lehman Brothers Special Financing Inc.

Lehman Brothers OTC Derivatives Inc.
Lehman Brothers Derivative Products
Inc.

Lehman Commercial Paper Inc.
Lehman Brothers Commercial
Corporation

Lehman Brothers Financial Products
Inc.

Lehman Scottish Finance L.P.

CES Aviation LLC

CES Aviation V LLC

CES Aviation IX LLC

East Dover Limited

Luxembourg Residential Properties
Loan Finance S.a.r.l.

BNC Mortgage LLC

Date Filed
9/16/08
9/22/08
10/3/08

10/3/08
10/3/08
10/5/08

10/5/08
10/5/08

10/5/08

10/5/08
10/5/08
10/5/08
10/5/08
10/5/08
1/7/09

1/9/09

90 Days Prior
6/18/08
6/24/08
7/3/08

7/3/08
7/3/08
7/7/08

7/7/08
7/7/08

7/7/08

7/7/08
7/7/08
7/7/08
7/7/08
7/7/08
10/9/08

10/10/08

One Year Prior
9/14/07
9/21/07
10/3/07

10/3/07
10/3/07
10/5/07

10/5/07
10/5/07

10/5/07

10/5/07
10/5/07
10/5/07
10/5/07
10/5/07
1/7/08

1/9/08

While a debtor is presumed insolvent for the 90-day period identified above, this

presumption is rebuttable. The Second Circuit has explained that “[a] creditor may

rebut the presumption by introducing some evidence that the debtor was not in fact

insolvent at the time of the transfer. If the creditor introduces such evidence, then the

trustee must satisfy its burden of proof of insolvency by a preponderance of the

evidence.”®"s A balance sheet showing that the debtor was solvent at the time of the

6118 [ gwson v. Ford Motor Co. (In re Roblin Industries, Inc.), 78 F.3d 30, 34 (2d Cir. 1996).
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transfer may be sufficient to rebut the presumption of insolvency.®® A balance sheet
may be particularly effective if its accuracy can be confirmed by witness testimony from
experts or officers and directors of the debtor.c* However, a court need not accept a
balance sheet at face value, and a balance sheet deemed to be inaccurate will not suffice
to overcome the presumption.¢?! Accordingly, this analysis considers the nature of the
assets held by the debtor entities and notes when the possibility of misstatement affects
the solvency determination.

This Section addresses the solvency of each LBHI Affiliate in turn. The following
analysis assesses whether the fair value of each LBHI Affiliate’s assets exceeded the face
value of its liabilities during the period prior to its bankruptcy case. The Examiner also
considered the risk that Lehman’s valuation of each LBHI Affiliate’s less liquid assets —
those identified as FASB Level 2 and 3 — was unreasonable, and whether any reduction
in the value of such assets would impact the determination as to the solvency of the

LBHI Affiliate. Additionally, observations are provided on other factors impacting the

6119 See Jones Truck Lines, Inc. v. Full Service Leasing Corp., 83 F.3d 253, 258 (8th Cir. 1996) (“A financial
statement showing positive net worth is sufficient to rebut the presumption of insolvency [under
§547(f)].”); cf. In re Ramba, Inc., 416 F.3d 394, 403 (5th Cir. 2005) (noting that balance sheet did address
issue of solvency, but holding that presumption was not rebutted because balance sheet in question did
not reflect status at time of transfer).

6120 See Toy King Distributors Inc. v. Liberty Sav. Bank, FSB (In re Toy King Distributors, Inc.), 256 B.R. 1,
91 (Bankr. M.D. Fla. 2000) (relying on balance sheets in conjunction with expert testimony in finding
rebuttal of § 547(f) presumption); T.M. Sweeney & Sons v. Crawford (In re T.M. Sweeney & Sons, LTL
Services, Inc.), 120 B.R. 101, 103, 106 (Bankr. N.D. Ill. 1990) (holding that presumption was rebutted by
balance sheet showing solvency and testimony of debtor’s former president).

6121 See Appendix 1, Legal Issues, at Section IV.D.
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solvency of the debtor entities, including the credit ratings for the applicable LBHI
Affiliates.6122

The Examiner has reached the following conclusions:

1. There is sufficient evidence to support a finding that three LBHI Affiliates
— LCPI, CES Aviation IX and CES Aviation V — were balance sheet insolvent as of
May 31, 2008. Two of these entities, CES Aviation IX and CES Aviation V, remained
insolvent through the commencement of their bankruptcy cases. LCPI was balance
sheet insolvent through much of 2008, but received a $900 million capital infusion on
August 29, 2008, which allowed it to become borderline solvent as of August 31, 2008.
The Examiner concludes that there is insufficient evidence to rebut the presumption of
insolvency for LCPI under Section 547(f) of the Bankruptcy Code after September 12,
2008, the last business day prior to the commencement of LBHI's bankruptcy case, for
the reasons set forth in the following paragraph.

2. Three LBHI Affiliates — LBSF, LBCS and CES Aviation — were borderline
solvent as of May 31, 2008, meaning that their balance sheets showed assets just slightly
in excess of liabilities such that a minimal write down of asset values or a small

unaccounted-for liability would render these entities insolvent. The small margin by

6122 As will be explained in more detail, for certain entities, such as LBDP and LBFP, which were rated
independently of LBHI, ratings of AAA were reflective of the solvency of the entity. For other entities,
such as LBSF and LBCS, investment-grade ratings were not dispositive of solvency. LBHI was rated ‘A’
at the time it filed for bankruptcy.

6123 E-mail from A. Jacob, Lehman, to Kristie Wong, Lehman, et al. (August 28, 2008) [LBEX-SIPA 005564].
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which these entities were solvent creates a factual issue to be resolved by the court on a
case-by-case basis.®>* During the week following LBHI's bankruptcy and thereafter,
LBHI Affiliate counterparties terminated derivatives and other contracts at balance
sheet losses estimated to be in the tens of billions of dollars;®'?> the securities in which
certain LBHI Affiliates held an interest at LBI were transferred to Barclays;s'* and
exchange-traded derivatives positions cleared by LBI for the benefit of LBHI Affiliates
(such as LBSF and LBCS) at clearing organizations such as the CME®?” and OCC¢2 were
liquidated. Moreover, after September 12, 2008, the collectability of intercompany
obligations reflected as assets on the balance sheets of LBHI Affiliates became
questionable. The LBHI Affiliates continued to update their balance sheets to reflect
such activity, but based upon information made available to him to date, the Examiner

concludes that there is insufficient evidence to rebut the presumption of insolvency

612¢ The Examiner did not conduct an asset-by-asset valuation of each asset owned by LBHI Affiliates
because of the time and cost required for such an exercise. Rather, positions across a number of different
asset classes were reviewed for several Debtors. An entity’s equity-to-total-assets ratio, as well as the
relative likelihood of a misstatement of the value of an entity’s assets, is considered in determining
whether an entity that posted positive equity might nonetheless be borderline solvent. As the term is
used here, a low equity-to-total-assets ratio would make an entity borderline solvent unless the
composition of its assets was such that misstatement of their value was very unlikely. In light of the cost
and time necessary to evaluate the valuation of all of the assets of each of the borderline solvent entities,
the Examiner determined that it would not be a prudent use of Estate resources to perform such an
exercise. For purposes of analyzing whether these LBHI Affiliates have colorable avoidance claims, the
Examiner assumed that the borderline entities were insolvent.

6125 See Section II1.C.4 of this Report.

6126 See Section III.C.3.a.2.c.i of this Report.

6127 See Section III.B.3.g.5.h of this Report for a description of the liquidation of the CME house positions.
6128 See Section II1.C.6.£.3.c of this Report.
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under Section 547(g) of the Bankruptcy Code after September 12, 2008, with respect to
any of these LBHI Affiliates.

3. Nine LBHI Affiliates — LOTC, LB 745, LBDP, LBCC, BNC Mortgage LLC,
LBFP, East Dover Limited, LSF and LRP — were solvent as of as May 31, 2008, and there
is insufficient evidence to support a finding that any of these LBHI Affiliates became
insolvent during the period ending August 31, 2008. However, for the reasons set forth
above, the Examiner concludes that there is insufficient evidence to rebut the
presumption of insolvency under Section 547(g) of the Bankruptcy Code after
September 12, 2008 with respect to LOTC and LBCC.6!»

4. There is insufficient evidence to reach a determination as to the solvency
of debtor entity PAMI Statler Arms.¢® PAMI Statler Arms is a subsidiary of Property

Asset Management, Inc. (“PAMI”), and its sole asset is an apartment complex in

6129 LB 745’s principal asset was Lehman’s headquarters building at 745 Seventh Avenue in New York.
See Section III.B.3.c.3.g of this Report. Following LBHI's bankruptcy, LBDP and LBFP continued to
maintain their AAA-ratings, and the balance sheets of these entities continued to reflect positive equity.
See Section III.C.4 of this Report. BNC Mortgage LLC’s principal assets, as of August 31, 2008, were
receivables owing by non-debtor Lehman subsidiaries. See Section III.B.3.c.3.k of this Report. East Dover
Limited, according to its August 31, 2008 balance sheet, had liabilities of $4 million and equity of
approximately $105.4 million. See Section II1.B.3.c.3.1. LSF did not have any liabilities according to its
May 31, 2008 and August 31, 2008 balance sheets. See Section III.B.3.c.3.m of this Report. LRP was
established in May 2008 and did not post a balance sheet until June 2008. LRP was solvent as of August
31, 2008, and its assets consisted of one corporate loan whose value was protected by price flex. See
Section II1.B.3.c.3.e of this Report.

6130 A motion to dismiss PAMI Statler Arms LLC’s bankruptcy petition was filed on May 26, 2009. See
Motion of Debtors Seeking Entry of an Order Pursuant to Section 1112(b) of the Bankruptcy Code
Dismissing Chapter 11 Case of PAMI Statler Arms LLC, Docket No. 3650, In re Lehman Bros. Holdings Co.,
No. 08-13555 (Bankr. S.D.N.Y. May 26, 2009). The hearing on the motion has been adjourned without a
date. See Notice of Adjournment of Motion of Debtors Seeking Entry of an Order Pursuant to Section
1112(b) of the Bankruptcy Code Dismissing Chapter 11 Case of PAMI Statler Arms LLC, Docket No. 4060,
In re Lehman Bros. Holdings Co., No. 08-13555 (Bankr. S.D.N.Y. June 20, 2009).
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Cleveland, Ohio. Lehman did not maintain separate financial statements for PAMI
Statler Arms in its general ledger software program.

(2) Description of the Examiner’s Analysis

The Examiner investigated the solvency of each of the LBHI Affiliates, taking as a
starting point the balance sheets of each entity as of May 31 and August 31, 2008.¢3" The
Examiner did not perform an audit, review, or examination (as defined by the American
Institute of Certified Public Accountants) of any of the historical financial information,
and therefore expresses no opinion with regard to same. The balance sheet information
provided below for each of the debtor entities was obtained from Lehman’s Hyperion
system, which contains adjusted general ledger information. Lehman also used the DBS
general ledger system, accessed through EssBase, for internal management purposes,
but the Hyperion system was the source for all public financial statements.®'®> Balance
sheet information for LBHI Affiliates that had their own subsidiaries is presented on a
consolidated basis. Information regarding the composition of each debtor entity’s
financial inventory, and the SFAS 157 level of individual assets of the financial
inventory, is available on Lehman’s Global Finance System (“GFS”), a position-level

database. However, the Examiner’s investigation has revealed that the GFS database is

6131 The Examiner’s analysis focuses on May 31, 2008 and August 31, 2008, because these were the end
dates of Lehman’s second and third quarter reporting periods. Although Lehman did not file a 10-Q
statement for the third quarter of 2008, its finance employees created financial statements for the third
quarter ending August 31, 2008. Examiner’s Interview of Kristie Wong, Dec. 2, 2009, at p. 4.

6132 Examiner’s Interview of Kristie Wong, Dec. 2, 2009, at p. 4.
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incomplete and inaccurate with respect to many of the assets held by LBHI Affiliates.¢!3
Accordingly, information from the GFS database is not relied upon in this Report unless
it has been reconciled to publicly disclosed financial statements to ensure its accuracy.
Based on interviews with former and current Lehman financial personnel, as
well as the Examiner’s analysis of the systems and financial reports that were created by
Lehman prior to the bankruptcy filing, the Examiner has determined that there is
sufficient evidence to conclude that the LBHI Affiliates” balance sheets fairly represent
the financial condition of each LBHI Affiliate as of May 31 and August 31, 2008.613¢
However, the Examiner has determined that the balance sheets of the LBHI
Affiliates created after August 31, 2008, which capture financial activity during the
remaining pre-petition period for each LBHI Affiliate, are not sufficient for purposes of
making a determination of the solvency of each LBHI Affiliate during this period.®'
The Examiner bases this conclusion on a review of financial information obtained from
various Lehman software systems. For example, in September 2008, the financial
systems lacked information technology support and, contrary to normal operation,

were not consistently receiving certain daily feeds between systems carrying pricing

6133 [,
6134 The Examiner did not conduct an investigation of each of the liabilities reported by the LBHI Affiliates
and recognizes the possibility that there may be unreported or misstated liabilities which would be
considered when determining the solvency of any given LBHI Affiliate.

6135 This determination did not impact the use of balance sheet information for the limited purposes set
forth in Section II1.C.3.b.
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and other information.®® As a result, the financial statements produced by such
systems are not sufficiently reliable for use as the basis of any solvency determination.

Additionally, financial statements prepared by Lehman in the course of the
bankruptcy proceedings confirm that they differ materially from the public financial
statements that Lehman created in the ordinary course of its business prior to
bankruptcy. The Monthly Operating Reports (“MOR”), which are filed with the U.S.
Bankruptcy Court, specifically state that:

The Debtors have prepared [the MORs], as required by the Office of the
United States Trustee, based on the information available to The Debtors
at this time, but note that such information may be incomplete and may be
materially deficient in certain respects. This MOR is not meant to be relied
upon as a complete description of the Debtors, their business, condition
(financial or otherwise), results of operations, prospects, assets or
liabilities. The Debtors reserve all rights to revise this report.¢¥

Among others, the MORs identify the following issues rendering the financials
reported insufficient for the purposes of a solvency determination:

e They are not prepared in accordance with U.S. GAAP.

e They do not reflect normal quarterly adjustments that were generally
recorded by the Debtor.

e Certain items are under research and may be accounted for differently in
future monthly reports (no updates have been filed as of November 2009).

e Cash and restricted cash may not belong to the Debtor.

6136 Examiner’s Interview of Kristie Wong, Dec. 2, 2009, at p. 4.
6137 Monthly Operating Report, Selected Debtor Balance Sheets, Docket 3916, In re Lehman Bros. Holdings
Inc., et al., No. 08-13555, at p. 11 (Bankr. S.D.N.Y. June 15, 2009).
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e Securities and financial instruments are sometimes reported as of the last
valuation recorded by Lehman and do not reflect realizable values of assets
(i.e., they are not FAS 157 compliant).6'3

Given the foregoing, and because of the extraordinary time and expense required
to investigate the solvency of the LBHI Affiliates after August 31, 2008, the Examiner
expresses no view of the solvency of the LBHI Affiliates after August 31, 2008.
However, the Examiner notes that, of the evidence obtained, none suggests that the
solvency status of the borderline solvent or insolvent LBHI Affiliates materially
improved during the period beginning September 1, 2008, and ending on the
commencement of the respective bankruptcy cases. Furthermore, as noted above, the
Examiner finds that there is insufficient evidence to rebut the presumption of
insolvency under Section 547(g) of the Bankruptcy Code after September 12, 2008 with
respect to each of the borderline solvent LBHI Affiliates, LOTC, and LBCC.

Because the balance sheet solvency test asks whether the fair value of a debtor’s
assets exceeds its liabilities, the solvency analysis performed is not based on GAAP.
Certain concepts that are not accounted for under GAAP, but which implicate the fair
value of the Debtor’s assets and its liabilities, are addressed here. For instance, the
Examiner has investigated whether any LBHI Affiliate held intangible assets.
Intangible assets are identifiable non-monetary assets that are not physical in nature,

but contribute to the value of a firm. They do not appear on a balance sheet except in

6138 Jd. at 4.
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certain circumstances, such as when an intangible asset is purchased in a transaction
and recorded under GAAP purchase accounting rules.?® Examples of intangible assets
include customer lists, proprietary technology, internally developed software, and trade
names. For purposes of this Section of the Report, intangible assets are relevant to the
extent that they would render an otherwise insolvent debtor solvent, or impairment of
the book value of intangible assets would render a solvent debtor insolvent. Therefore,
the analysis has focused on identifying intangible assets for insolvent or borderline
debtors as identified above.

Addressing the LBHI Affiliates on a consolidated basis, the Examiner has
reviewed available documents and interviews with Legal Entity Controllers (“LEC”)
and identified intangible assets in the form of goodwill owned by LBSF and LBCS.
However, the existence of these assets, discussed below, does not change the
determination of those entities” solvency. Furthermore, based on the analysis provided
in Section III.C.3 of this Report, it is possible that additional intangible assets may be
held by certain LBHI Affiliates in the form of customer lists, proprietary technology or a
workforce-related asset, but such intangible assets are not of material value and would

not change the solvency determination for any of the LBHI Affiliates.

6139 See Financial Accounting Standards Board, Statement of Fin. Accounting Standards No. 141(R),
Business Combinations (2007).
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The following is a summary table of the Examiner’s conclusions regarding the

solvency of LBHI Affiliates as of May 31, 2008:614

Entity Primary Business Shareholder Shareholder Balance Sheet
Equity Equity as % of Solvency as of
($million) Total Assets6141 May 31, 2008
Lehman Originate and trade (62.0) N/M Insolvent
Commercial Paper | secured and unsecured (borderline as of
Inc. loans; provide August 2008)
warehouse loans
secured by mortgage
loans and other assets
CES Aviation IX Acquire and operate 0.9) N/M Insolvent
LLC aircraft for Lehman
CES Aviation V Acquire and operate (3.5) N/M Insolvent
LLC aircraft for Lehman
Lehman Brothers | Lehman Brothers Inc.’s | 475.1 0.4% Borderline
Special Financing | principal dealer in a
Inc. broad range of
derivative products
including interest rate,
currency, credit and
mortgage derivatives
Lehman Brothers | Trade power, natural 26.0 0.4% Borderline
Commodity gas, oil, and structured
Services Inc. products
CES Aviation LLC | Acquire and operate 0.1 0.6% Borderline
aircraft for Lehman
Luxembourg Investment and 2.6 0.4% Solvent
Residential financing vehicle, which
Properties Loan held loans (typically
Finance S.a.r.1. commercial loans
including Term B
Archstone loans)
Lehman Brothers | Over-the-counter 225.5 4.2% Solvent
OTC Derivatives derivatives dealer
Inc.
LB 745 LLC Owner of Lehman’s 55.3 7.2% Solvent

headquarters located at
745 Seventh Avenue in
New York

6140 Data is as of May 31, 2008, except in the case of Luxembourg Residential Properties Loan Finance
S.a.r.l. whose data is as of August 31, 2008. Financial data is not available for PAMI Statler Arms LLC.
6141 ”"N/M” indicates that the ratio is not meaningful due to the fact that the entity had negative equity.

1600




Entity

Primary Business

Shareholder
Equity
($million)

Shareholder
Equity as % of
Total Assets6141

Balance Sheet
Solvency as of
May 31, 2008

Lehman Brothers
Derivative
Products Inc.

AAA-rated termination
derivative product
company that
intermediates interest
rate and currency swaps
between market
counterparties and
Lehman Brothers
Special Financing

47.4

8.9%

Solvent

Lehman Brothers
Commercial
Corporation

Dealer in over-the-
counter foreign
currency forwards and
options and exchange-
traded futures and
futures options

230.9

6.9%

Solvent

BNC Mortgage
LLC

Subprime mortgage
origination

11.1

45.8%

Solvent

Lehman Brothers
Financial Products
Inc.

AAA-rated continuation
derivative product
company that engages
in over-the-counter
interest rate and
currency swaps and
options, purchasing or
selling exchange-traded
futures and options, or
government bonds and
options

290.0

54.1%

Solvent

East Dover
Limited

Historically purchased,
leased and sold aircraft
and related equipment;
as of the bankruptcy
filing, no longer
performed these
activities but held
mostly intercompany
receivables and
payables

101.1

92.9%

Solvent

Lehman Scottish
Finance L.P.

Hold equity-linked
notes of other Lehman
entities

57.4

100%

Solvent

1601




Entity Primary Business Shareholder Shareholder Balance Sheet
Equity Equity as % of Solvency as of
($million) Total Assetsé41 May 31, 2008
PAMI Statler Owner of Statler Arms Unknown Unknown Unknown
Arms LLC Apartments, a 297-suite
apartment complex in
Cleveland

As indicated in the table above, while most of the 16 debtor entities maintained
some degree of positive GAAP equity as of May 31, 2008, six entities posted negative or
very low levels of capital in relation to their level of assets."*> These entities were LCP],
CES Aviation V LLC, CES Aviation IX, CES Aviation, LBCS, and LBSF.

The following issues and concepts are common to the analysis of one or more
LBHI Affiliates and are discussed at the outset for clarity.

Fair Market Value of Balance Sheet Assets and SFAS 157 Assets. For the
purpose of determining the balance sheet solvency of LBHI Affiliates, the asset values
reported in financial statements must be representative of fair market value, or
adjustments must be made to ensure that the fair value is captured.s** In the case of the

assets held by LBHI Affiliates, most reported values are representative of fair market

6142 For the period May 31, 2008, through August 31, 2008, all of the Debtors, except one, posted net
payables to LBHI. The exception was LBDP, which posted a net $7.7 million receivable from LBHI in
May 2008. However, this accounted for only 1.4% of LBDP’s total assets and even with a complete loss of
the receivable from LBHI, LBDP would remain solvent. Therefore, LBHI's potential failure to pay its
receivables is not an issue in regard to the solvency of the LBHI Affiliates.

6143 See In re Roblin Indus., Inc., 78 F.3d at 36 (“It is also true that book values are not ordinarily an accurate
reflection of the market value of an asset.”); In re Iridium Operating LLC, 373 B.R. at 344 (“When a business
is a going concern, fair value is determined by the fair market price of the debtor’s assets that could be
obtained if sold in a prudent manner within a reasonable period of time to pay the debtor’s debts.”)
(internal quotation marks omitted).
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value. Following is a list of asset types owned by LBHI Affiliates, and the relationship

of the reported value to fair market value for each:

Asset Relationship to Fair Market Value
Cash Presumed to be at Fair Market Value
Accounts Receivable Presumed to be at Fair Market Value assuming no material

change in the financial health of counterparties.

Prepaid and Deferred Presumed to be at Fair Market Value pending investigation.
Expenses The instances of debtors owning these assets are addressed
on a case by case basis below.

Securities and Other Presumed to be at Fair Market Value considering the
Financial Inventory requirement to mark these assets to market under SFAS 157.
These assets are discussed further below.

Plant, Property and Unlikely to be at Fair Market Value. Other than land, these

Equipment assets are assumed to be wasting assets, meaning that their
value decreases over time. Accordingly, Fair Market Value
for these assets will generally be less than the purchase price.
Due to cost and time constraints, the Examiner did not
pursue an independent valuation of these assets for any
LBHI Affiliate. As discussed below, certain LBHI Affiliates
carried significant amounts of Plant, Property and
Equipment, though in no case would a change from book
value to Fair Market Value change the findings contained

herein.
Goodwill and Unlikely to be at Fair Market Value. Goodwill and
Intangibles Intangibles are the result of purchase accounting
requirements and do not necessarily reflect Fair Market
Value.
Off Balance Sheet As the name suggests, these are assets that do not appear on
Assets the balance sheet. Based on interviews with LECs, no off-

balance sheet assets have been identified for any debtor.
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In assessing the equity component of the LBHI Affiliates” balance sheets, an
analysis of the components of each entity’s Securities and Financial Instruments Owned
has been performed in order to understand where there may be risks of misstatement of
the value of the entity’s assets. Under SFAS 157, a firm is required to assess the fair
value of a financial instrument based on Level 1 (a market quoted price), Level 2
(measurement with no observable price, but based on observable inputs) and Level 3
(measurement using unobservable inputs).©# Level 2 and 3 assets are at the greatest
risk of misstatement because their valuation is not based on a market-quoted price.
Data from Lehman’s GFS system, modified by Lehman’s finance team,’* has been
assessed in order to identify the amount of Level 2 and 3 assets held by each debtor.
The ratio of equity to Level 2 and 3 assets is used as a measure of risk of possible
insolvency as it represents the relative size of an entity’s equity cushion as compared to
the value of its assets subject to misstatement.

Capital Infusions. The task of monitoring the equity levels of Lehman’s various
legal entities was performed by LECs. While each legal entity required a different level

of attention based on its activity, each was assigned an LEC who was responsible for

6144 Statement of Fin. Accounting Standards No. 157, Fair Value Measurements, at SFAS 157-10 to -12.

6145 Lehman’'s controllers indicated that GFS was inaccurate and, on a quarterly basis, GFS was reconciled
to publicly filed financial statements for LBHI on a consolidated basis. When necessary, other source
systems were considered to provide support. No such exercise was performed at the legal entity level.
Examiner’s Interview of Kristie Wong, Dec. 2, 2009, at p. 4.
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monitoring and producing entity financials.®¥ Unlike product controllers, whose
responsibilities were assigned along product and business lines, LECs” responsibilities
were determined by which legal entities they were assigned. The LECs were a critical
part of the process whereby the financial data of each entity was assembled in a
reportable form. The Examiner has found no evidence of a formal written policy prior
to 2008 or any consistent unwritten policy that LECs were to keep entities solvent.6'#’
However, when an operating entity did become balance sheet insolvent, LECs would
often respond by proposing that a capital infusion be made into that entity.6* In
general, the LECs for non-regulated entities aimed to maintain enough capital so as to
avoid negative capital.s®

In 2008, however, Lehman’s regulatory group markedly changed the way it
approached capitalization requirements for certain legal entities because those entities,
or entities of which they were subsidiaries, were the subject of heightened scrutiny by
regulators and third parties as a result of falling asset prices. At least one witness has
suggested that LBI, a broker/dealer, would be precluded from trading if one of its
subsidiaries failed to meet a particular capital requirement.®® This is because a

broker/dealer was required to meet reporting requirements on a consolidated basis,

6146 See Examiner’s Interview of Michael Montella, Oct. 26, 2009, at pp. 2-7.

6147 1d. at pp. 4-5.

6148 Jd. In the case of LCP], these infusions were, until August 2008, insufficient to actually establish
solvency.

6199 1d. at pp. 10-11.

6150 Examiner’s Interview of Ada Shek, Nov. 24, 2009, at p. 6.
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which included the financial information of all its subsidiaries.6’3 Moreover, LCPI had
a triparty repo clearing agreement with JPMorgan, pursuant to which LCPI was
obligated to maintain a particular equity-to-asset or leverage ratio.®’* Beginning in May
2008, therefore, the LECs would meet in the beginning or middle of each month to
identify projected profits and losses, write-offs, and other metrics.c'® The LECs would
then compare these figures to the previous month’s equity and attempt to predict future
equity levels and any capital infusion needs.®** It was not uncommon for front-office
traders to send e-mails noting capital levels for certain entities, such as LCPL.¢'%

LCPI and LBSF, both subsidiaries of LBI, were of considerable concern to
Lehman, regulators, and third parties because they were forced to take significant write-
downs during 2008. Although there was a minor capital infusion in February 2008 of
$200,000,¢% the first major capital infusion occurred in May 2008, which was in response
to a significant write-down of securities backed by real estate in California.®’” From

April through July 2008, LCPI continued to post negative equity levels and required

6151 [,
012 1d. atp. 7.

6153 [ 4.

6154 Id. at pp. 6-7.

6155 [,

61% Jd. The LEC for LCPI was unaware of any capital infusion for LCPI before February 2008.
6157 [
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significant capital infusions. The following chart shows capital infusions (in millions)

received by LCPI, LBSF, and LBDP during 2008 in response to these concerns:¢'5

Debtor | Jan-08 | Feb-08 | Mar-08 | Apr-08 | May-08 | Jun-08 | Jul-08 | Aug08
LCPI - 0.2 200.0 - 150.0 - 275.0 | 900.0
LBSF - - - - 100.0 - - -
LBDP - - - - - 150.0 - -

In terms of mechanics, the Examiner has identified three internal Lehman e-mails
that describe the capital infusions for LCPI and LBSF and provide the relevant journal
entries and wire transfers.®’® The Examiner has not located any e-mail with respect to
the July 2008 capital infusion of LCPI. As for LCPI, LBI would first request a
“paydown” from LBHI to LBI, which was consummated by a wire transfer. LBHI
would record a reduction in cash and an increase in its investment asset in LBI. Second,
LBI would send the money back to LBHI because LCPI, according to internal e-mails,
did not have a bank account.®® In other words, LBHI accepted LCPI's money on its
behalf. Third, when LBHI received the money from LBI, it increased its cash account

and reduced its intercompany receivable from LCPI. Finally, LCPI reduced its debt

obligation to LBHI and credited its paid-in capital account. LCPI did not record a

6158 Capital Infusions are determined by noting the change in Additional-Paid-In-Capital, as reported in
Lehman’s Hyperion financial system.

6159 E-mail from Jeffrey Su, Lehman, to Arthur Hiller, Lehman, et al. (Mar. 27, 2008) [LBEX-BARLEG
0000001 to -03]; e-mail from Jeffrey Su, Lehman, to Arthur Hiller, Lehman, ef al. (May 30, 2008) [LBEX-
BARLEG 0000004]; e-mail from Hui Wang, Lehman, to Helen Chu, Lehman, ef al. (Aug. 28, 2008) [LBEX-

SIPA 003320].

6160 This is inconsistent with observations of LCPI's books and records. Dan J. Fleming, Lehman’s former
Global Head of Cash and Collateral Management, also stated in an interview that LCPI did have bank
accounts. Examiner’s Interview of Dan J. Fleming, Dec. 17, 2009, at p. 8.
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receivable on its books and records when the money was given back to LBHI. In short,
LCPT’s liability in its intercompany account with LBHI decreased and LBHI kept the use
of the money it originally transferred to LBI, causing no impact to its liquidity. As for
infusions into LBSF, the process was identical, except that LBSF received the funds on
its own behalf (they were not immediately remitted back to LBHI). The following
illustrates the steps of the capital infusions received by LCPI and LBSF:

Infusions into LCPI March, May and August 2008

Step 1: LBI requests paydown
from LBHI for the purpose of
mfusing capital mto LCPI

LBHI

A
Step 2. LBHI wires monev to Step 3. LBHI recetves wire on
LBI (LBI increases cash and behalf of LCPI (LEI increases

credits paid-in capital; LBHI investment asset in LCPI and )
decreases cash and increases reduces cash; LBHI increases cash me__l LCH Wﬂr”ms
investment asset in LBI) and reduces receivable firom LCFPI) its debt ab!}ga{r.an fo
v LBHI and credits
paid-in capital (from
LBI (subsidiary of LBHI) LRI's infusion)

LCPI (subsidiary of LBI) +_/_//
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Infusion into LBSF Mavy 2008

Step 1: LBI requests payvdown
from LBHI for the purpose of
infusing capital into LBSF

LEHI

Step 2: LBHI wires money to
LEI (LBl increases cash and

credits paid-in capital; LEHT
decreases cash and increases
investment asset in LBI)

LEBI (subsidiary of LBHI)

Step 3: LBI wires money to
LBSFE (LBSF increases cash and
credits paid-in capital; LBI
decreases cash and ncreases
invesiment asser in LBSF)

LBSF (subsidiary of LBI)
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(3) Debtor-by-Debtor Analysis
(@) Lehman Commercial Paper Inc.

LCPI primarily engaged in the origination, trading, and servicing of secured and
unsecured loans.c LCPI’s monthly balance sheets as of May 31, 2008 through August

31, 2008 were as follows:6162

Lehman Commercial Paper, Inc

RECEIVABLES- CUSTOMERS
RECEIVABLES- OTHER

2,101,522,190
13,160,040,651

2,698,515,924
7,493,297,900

1,406,513,724
7,764,947,048

Balance Sheet Items at: May 31, 2008 June 30, 2008 July 31, 2008 August 31, 2008
CASH & CASH EQUIVALENTS 675,756,009 725,929,267 2,708,432,808 961,859,857
SEC. & OTHER FINANCIAL INSTRUMENTS OWNED 29,433,762,189 28,305,430,247 25,718,241,256  23,593,952,592
CASH & SECURITIES SEGR. AND ON DEPOSIT (31) (32) (74) (31)
SECURITIES PURCHA SED UNDER AGREEMENT TO SELL 19,578,651,244 22,275,502,285 21,168,272,398 21,366,118,677
RECEIVABLES- BROKER/DEALER 464,902,039 622,970,642 583,521,985 434,533,107

1,421,687,767
8,246,411,601

PROPERTY, EQUIPMENT & LEASE IMPROVEMENTS 1,462,823 1,828,038 1,773,679 1,707,311
TOTAL BRIDGE ACCOUNTS 6 6 6 6
DEFFERED EXPENSE & OTHER ASSETS 328,525,248 330,203,124 371,986,965 285,342,973
TOTAL ASSETS " 65,744,622,369 " 62,453,677,403 59,723,689,795 56,311,613,860

COMMERCIAL PAPER & S.T. DEBT

SEC.& OTHER INSTRUMENTS SOLD NOT Y ET PURCHASED
SECURITIES SOLD UNDER AGREEMENT TO REPURCHASE
SECURITIES LOANED

OTHER SECURED FINANCING

454,183,781
1,105,104,778
20,267,872,715

(8,857,059)

6,684,055,232

28,140,653
2,122,362,958
19,123,893,904
(13,412,434)
6,745,696,751

18,158,345
2,369,393,978
19,549,285,798

(15,791,168)
6,430,902,517

3,020,383,281
3,369,552,952
18,438,230,178

(18,248,658)
6,729,268,740

PAYABLES- BROKER/DEALER 70,772,641 33,162,439 80,435,168 47,118,454
PAY ABLES- CUSTOMERS 482,545,031 529,525,271 274,976,726 232,856,709
ACCD LIABILITIES & OTHER PAY . 36,750,913,611 34,026,234,430 31,177,301,584 24,285,597,683
SENIOR DEBT 0 0 0 0
TOTAL LIABILITIES 65,806,590,731 62,595,603,973 59,884,662,948 56,104,759,340
COMMON STOCK 10,000 10,000.00 10,000.00 10,000
F/X TRANSLATION ADJUSTMENT 22,422,006 18,600,078.01 22,624,113.30 45,165,409
RETAINED EARNINGS (940,598,231) -1,016,734,510.84 -1,314,805,129.27 (1,869,518,752)
TOTAL ADDITIONAL PAID IN CAPITAL 856,197,863 856,197,863.00  1,131,197,863.00  2,031,197,863
TOTAL STOCKHOLDER'S EQUITY (61,968,362) (141,926,570) (160,973,153) 206,854,520
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 65,744,622,369 62,453,677,403 59,723,689,795 56,311,613,860
CAPITAL INFUSION 150,000,000 275,000,000 900,000,000

6161 Lehman, LCPI Corporate Description [LBEX-BARLCT 0000723]. However, LCPI was not always used

for this purpose as it formerly traded in commercial paper.

6162 All balance figures are presented on a consolidated LCPI basis.
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As this table shows, from May through July 2008, LCPI reported negative equity by
amounts ranging from $62 million to $161 million. In August 2008, LCPI reported $207
million in positive equity.

As of May 31, 2008, LCPI held approximately $29.4 billion in financial inventory,
with the remaining assets on its balance sheet comprised largely of reverse repos and
intercompany receivables. Following is a table of the financial inventory directly held

by LCPI as of May 31, 2008 and August 31, 2008.663

Lehman Commercial Paper, Inc.
Total Financial Instruments Owned (Assets

GAAP Asset Class as of 5/31/08 |% of Total| as of 8/31/08 |% of Total
Commercial Paper & Money Market 1,500,606,326 510%  1,742,658,697 7.55%
Third Party Derivatives 274,401,594 " 0.93% 203,889,227 0.88%
Intercompany Derivatives 712,018,593 2.42%  2,831,028,078 12.26%
Total Derivatives 986,420,187 3.35%  3,034,917,305 13.15%
Corporate Debt 17,332,854,996 58.89% 12,442,838,192 53.90%
Corporate Equity 1,034,329,176 3.51% 88,723,365 0.38%
Governments & Agencies 19,658,550 0.07% 80,840,327 0.35%
Real Estate Held for Sale 5,090,122,271 17.29%  3,863,492,546 16.74%
Mortgages & Mortgage Backed 3,469,770,683 11.79%  1,831,526,818 7.93%

| 29,433,762,189  100.00% 23,084,997,251  100.00%
Source: Hyperion.

6163 Information regarding the financial inventory held by each Debtor entity is obtained from Lehman’s
Hyperion reporting system. Note that there is an irreconcilable variance between the sum of the
individual line items for financial instruments owned in this table and the total stated in Hyperion for
August.
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As of May 2008, approximately $17.3 billion, or 59%, of LCPI's financial
instrument positions were corporate loans, dropping to approximately $12.4 billion, or
53%, by August 2008. At the same time, the value of intercompany derivatives
increased significantly from approximately $710 million, or 2.4% of total financial
instruments in May 2008, to $2.8 billion, or 12.3%, in August 2008.

As of August 31, 2008, LCPI held approximately $23.6 billion in financial
inventory, with the remaining assets on its balance sheet comprised largely of reverse
repos and intercompany receivables. Because over 99% of Corporate Debt and
Mortgage and Mortgage Backed securities are SFAS levels 2 and 3, the Examiner
estimates that approximately 60% of LCPI’s financial inventory was FASB 157 levels 2
and 3.¢¢ The marks assigned these assets are not supported by a market quoted price
and they have a high risk of misstatement.

Section III.C.3 of this Report analyzed potential intangible assets held by LCPI on
a stand-alone (i.e., unconsolidated) basis. While it is possible that additional intangible
assets may exist in LCPI in the form of customer lists, proprietary technology and
human capital, the Examiner has determined that such intangible assets are not of

material value and would not change the solvency determination of LCPL.¢'¢>

6164 Lehman Brothers Holdings Inc., Quarterly Report as of May 31, 2008 (Form 10-Q) (filed on Jul. 10,
2008).

6165 Due to the cost and time required by such an exercise, the Examiner did not perform an investigation
into the possible intangible assets in each of LCPI’s subsidiaries.
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The majority of LCPI's Deferred Expenses and Other Assets relate to its
investment of $225 million in its subsidiary Leveraged Loan Trading Holdings Partners
(“LLTHP”). Based on a review of the consolidated balance sheets of LLTHP, the
Examiner has concluded that the value of LCPI’s investment in LLTHP should not have
been impaired.6'%

LCPI Capital Infusions. LCPI was significantly leveraged and posted negative
equity from April 2008 through July 2008. In February, March, May, July and August
2008, LCPI obtained capital infusions from LBI in an attempt to post positive equity.
According to internal documents, the negative equity in July was a result of $1 billion in
losses in, among others, SunCal and TXU Energy positions.c'¥ Losses in August 2008
were the result of write-downs in mortgage residual positions as well as write-downs of
certain corporate loans.s® Interviews with Lehman finance personnel revealed that

there was an effort to keep LCPI, as the subsidiary of LBI, balance sheet solvent.é®

6166 LLTHP’s consolidated balance sheets showed a level of assets that remained relatively steady
throughout fiscal year 2008. Its largest asset was its investment in Luxembourg Trading Finance SARL,
which, in turn, holds Archstone Term B loans. Because of the price flex feature of these loans, their value
would not be impaired. Furthermore, LLTHP posted steady increases in retained earnings throughout
fiscal year 2008, and, with few liabilities, posted significant positive equity.

6167 E-mail from Kristie Wong, Lehman, to Anthony Stucchio, Lehman, et al. (July 29, 2008) [LBEX-SIPA
005520].

6168 E-mail from Kristie Wong, Lehman, to Paolo Tonucci, Lehman (August 27, 2008) [LBEX-SIPA 005564].
6169 Examiner’s Interview of Kristie Wong, Dec. 2, 2009, at p. 2; Examiner’s Interview of Joselito Rivera,
Oct. 13, 2009, at pp. 5-6. However, LEC Mike Montella stated that LECs may in some circumstances
allow a non-regulated entity to post negative equity at month end. Examiner’s Interview of Michael
Montella, Oct. 26, 2009, at p. 10-12. This contradiction may be explained by the fact that Wong, who was
head LEC, also stated that the capital infusions LCPI received in May and July of 2008 were intended to
allow it to post positive equity, but that the amount of capital necessary to do so was underestimated.
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While there were no capital guidelines other than the principle of avoiding negative
equity, LECs were aware of the fact that an entity such as LCPI would be reviewed and
questioned by regulators.¢7°

LCPI became balance sheet insolvent for the first time in February 2008. It
posted positive equity by a small margin in March 2008, but then posted negative
equity until August, despite the capital infusions it received during this time.?”! In
August 2008, LCPI received a $900 million capital infusion from LBI which was
sufficient to allow it to maintain borderline balance sheet solvency apparently until its
bankruptcy filing. Below is a table of LCPI's monthly equity in the year prior to its
bankruptcy filing, along with its ratio of equity-to-total-assets, and the Examiner’s

solvency determination as of each month.

Examiner’s Interview of Kristie Wong, Dec. 2, 2009, at p. 3. Thus, LECs attempted to maintain positive
equity in LCPL, but were occasionally unable to do so.

6170 Examiner’s Interview of Michael Montella, Oct. 26, 2009, at pp. 10-12; Examiner’s Interview of Kristie
Wong, Dec. 2, 2009, at p. 2.

6171 Wong stated that she did not know why this would be so. She surmised that the capital infusions
were simply inadequate. Examiner’s Interview of Kristie Wong, Dec. 2, 2009, at p. 3.

1614



Ratio of
Solvency Equity to
Equity Determination ~ Total Assets
September 30, 2007 $372,928,608  Borderline 0.61%
October 31, 2007 $484,906,910  Borderline 0.74%
November 30, 2007 $310,007,656  Borderline 0.53%
December 31, 2007 $302,649,926  Borderline 0.51%
January 31, 2008  $132,490,100  Borderline 0.20%
February 29, 2008  ($6,669,838) Insolvent N/M
March 31, 2008 $255,994,138  Borderline 0.41%
April 30, 2008 ($159,512,650) Insolvent N/M
May 31, 2008 ($61,968,362) Insolvent N/M
June 30, 2008 ($141,926,570) Insolvent N/M
July 31, 2008 ($160,973,153) Insolvent N/M
August 31, 2008  $206,854,520  Borderline 0.37%
Note: N/M signifies "Not Meaningful" due to negative values of equity.
Source: Hyperion.

(b) CES Aviation, CES Aviation V LLC, CES Aviation IX

The CES Aviation entities — CES Aviation, CES Aviation V LLC, and CES
Aviation IX — were established for the purpose of acquiring and operating aircraft for

Lehman. Their balance sheets as of May 31, 2008 and August 31, 2008 are as follows:

CES Aviation
Balance Sheet Items at: May 31, 2008 August 31, 2008
CASH & CASH EQUIVALENTS 665,422 354,419
PROPERTY, EQUIPMENT & LEASE IMPROVEMENTS 21,873,360 21,467,298
DEFFERED EXPENSE & OTHER ASSETS 49,778 19,911
TOTAL ASSETS 22,588,560 21,841,628
ACCRUED LIABILITIES & OTHER PAYABLES 22,456,891 21,913,826
TOTAL LIABILITIES 22,456,891 21,913,826
RETAINED EARNINGS (6,868,331) (7,072,197)
TOTAL ADDITIONAL PAID IN CAPITAL 7,000,000 7,000,000
TOTAL STOCKHOLDER'S EQUITY 131,669 (72,197)
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 22,588,560 21,841,628
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CES Aviation VLLC

Balance Sheet Items at: May 31, 2008 August 31, 2008
CASH & CASH EQUIVALENTS 67,210 149,463
RECEVABLES- OTHER 38,622 38,622
PROPERTY, EQUIPMENT & LEASE IMPROVEMENTS 4,343,043 4,242,042
DEFFERED EXPENSE & OTHER ASSETS 51,572 20,629
TOTAL ASSETS " 4,500,447 4,450,756
ACCD LIABILITIES & OTHER PAY. 7,954,035 8,003,875
TOTAL LIABILITIES 7,954,035 8,003,875
RETAINED EARNINGS (3,453,588) (3,553,119)
TOTAL STOCKHOLDER'S EQUITY (3,453,588) (3,553,119)
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 4,500,447 4,450,756

CES Aviation IX

Balance Sheet Items at: May 31, 2008 August 31, 2008
CASH & CASH EQUIVALENTS 237,092 247,444
RECENABLES- OTHER 7,934 7,934
PROPERTY, EQUIPMENT & LEASE IMPROVEMENTS 7,865,753 7,686,986
DEFFERED EXPENSE & OTHER ASSETS 33,672 13,469
TOTAL ASSETS " 8,144,451 7,955,833
ACCRUED LIABILITIES & OTHER PAYABLES 9,001,137 8,952,961
TOTAL LIABILITIES 9,001,137 8,952,961
RETAINED EARNINGS (856,686) (997,128)
TOTAL STOCKHOLDER'S EQUITY (856,686) (997,128)
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 8,144,451 7,955,833

These entities” assets consisted largely of aircraft, cash and prepaid insurance on
aircraft. Liabilities are related to the use of the aircraft, such as transportation costs, and
intercompany payables to LBHI and LBI. Because of the nature of their business, all
three CES entities held exclusively fixed assets, and the Examiner concludes that none

held significant intangible assets.
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With no intangible assets associated with these entities, CES Aviation V LLC and
CES Aviation IX were balance sheet insolvent as of May 31, 2008, and August 31, 2008.
The entities” book value for property, equipment and lease improvements (“PEL”) takes
into account depreciation and does not reflect the fair market value of these entities’
aviation equipment. However, even assuming the PEL was worth its purchase price
($8.7 million), the entities” equity deficit is too significant to overcome any increase from
the book value of the assets.

As of May 31, 2008, CES Aviation posted positive shareholders” equity by a very
slim margin. Accordingly, the Examiner concludes that CES Aviation was borderline
solvent as of May 31, 2008. In July 2008, CES Aviation posted negative equity and did
so through August 31, 2008. However, because its margin of negative equity was very
small — $15,813 and $72,197 in July and August 2008, respectively — it is possible that the
fair market value of PEL in this entity would be sufficiently above the value reported on
its balance sheet to push CES into positive equity. Accordingly, given the uncertainty
of the market value of certain aviation assets in this entity, and their impact on the
solvency of the entity, the Examiner concludes that CES Aviation remained borderline
solvent as of August 2008. In light of the time and expense to the Debtors’ estates
required to conduct an independent valuation of these assets, the Examiner has
determined that it would be an imprudent use of the Estate’s resources to do so. The

table below provides the monthly equity positions of each entity.
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CES Aviation CES Aviation V CES Aviation 1X
Solvency Solvency Solvency
Equity  Determination Equity Determination Equity Determination
September 30, 2007|  $917,722  Borderline| ($2,841,129) Insolvent ($465,808) Insolvent
October 31,2007  $770,068  Borderline| ($2,939,739) Insolvent ($524,954) Insolvent
November 30, 2007|  $765,759  Borderline| ($2,953,150) Insolvent ($589,790) Insolvent
December 31, 2007|  $626,549  Borderline| ($3,026,449) Insolvent ($648,527) Insolvent
January 31, 2008 $444,105  Borderline| ($3,059,305) Insolvent ($701,748) Insolvent
February 29, 2008|  $331,361  Borderline| ($3,148,726) Insolvent ($720,203) Insolvent
March 31, 2008|  $237,230  Borderline| ($3,220,516) Insolvent ($761,657) Insolvent
April 30, 2008 $49,335  Borderling| ($3,401,644) Insolvent ($802,240) Insolvent
May 31, 2008| $131,669  Borderline| ($3,453,588) Insolvent ($856,686) Insolvent
June 30, 2008 $49,067  Borderline| ($3,446,161) Insolvent ($909,705) Insolvent
July 31,2008  ($15,813)  Borderline| ($3,494,369) Insolvent|  ($1,013,850) Insolvent
August 31, 2008|  ($72,197)  Borderline| ($3,553,119) Insolvent ($997,128) Insolvent
Source: Hyperion.

(c) LB Special Financing

LBSF was Lehman Brothers Inc.’s principal dealer in a broad range of derivative
products, including interest rate, currency, credit and mortgage derivatives. For the
reasons described below, the Examiner deems LBSF to have been borderline solvent as
of May 31, 2008, and August 31, 2008. LBSF’s balance sheets as of April 30, 2008,

through August 31, 2008 are as follows:¢172

6172 Note that all balance figures are presented on a consolidated LBSF basis.

1618



Balance Sheet Items at:

CASH & CASH EQUVALENTS

CASH & SEC.SEGR. & ON DEPOSIT

SEC. & OTHER FININANCIAL INSTRUMENTS OWNED
SECURITIES PURCHA SED UNDER AGREEMENT TO SELL
SECURITIES BORROWED

RECENVABLES- BROKER/DEALER

RECENVABLES- CUSTOMERS

RECEVABLES- OTHER

LB Special Financing Inc.

April 30, 2008
32,268,168

0
78,574,785,243
4,799,272,249
43,783,917,364
4,553,931,571
1,462,805,597
2,581,362,126

May 31, 2008
39,695,084
121,898,763
71,822,087,467
5,579,013,493
26,365,338,267
6,946,351,256
1,584,409,453
2,159,122,186

June 30, 2008
40,170,990
130,804,614
81,038,596,170
3,117,305,188
34,440,447,484
3,907,417,323
1,503,468,998
2,162,547,954

July 31, 2008
38,978,054
142,211,812
77,021,236,554
3,213,698,449
36,632,787,111
6,618,862,372
2,306,493,702
2,394,986,043

August 31, 2008
54,277,418
158,859,102
66,005,066,729
3,253,884,281
26,565,362,945
4,083,561,521
2,230,283,390
3,549,323,316

SEC.& OTHER INSTRUMENTS SOLD NOT YET PURCHASED
SECURITIES SOLD UNDER AGREEMENT TO REPURCHASE
SECURITIES LOANED

OTHER SECURED FINANCING

PAYABLES- BROKER/DEALER

PAYABLES- CUSTOMERS

ACCD LIABILITIES & OTHER PAY.

55,595,965,409
4,347,510,621
43,991,644,009
2,429,178,131
3,696,490,806
3,689,374,176
21,622,506,426

40,456,549,211
2,936,970,849
40,672,680,943
1,918,859,123
3,304,690,852
4,268,820,487
20,211,734,488

45,632,121,885.11
2,887,343,577.67
43,011,801,476.53
1,906,166,762.30
3,956,473,979.96
3,154,191,489.04
25,187,338,234.46

GOODWILL & INTANGIBLES 284,765,999 284,763,199 287,253,790 287,250,990 291,248,190
PROPERTY, EQUIPVENT & LEASE IMPROVEMENTS 11,460,586 10,919,044 12,549,216 12,328,440 10,108,220
DEFFERED EXPENSE & OTHER ASSETS 219,240,440 199,515,090 391,189,073 448,445,623 430,075,277
TOTAL BRIDGE ACCOUNTS 31 3 1 4 2
TOTAL ASSETS " 136,303,809,375 ' 115,113,113,305 ' 127,031,750,801 = 129,117,279,154 = 106,632,050,391
COMMERCIAL PAPER & S.T. DEBT 188,128,111 184,568,237 185,291,739.29 190,472,213.47 176,893,415

45,395,025,250.05
3,698,729,925.45
44,678,811,748.63
1,414,153,886.91
4,240,558,371.16
2,980,868,156.83
25,373,700,109.15

33,540,848,955
4,249,528,937
35,540,001,644
1,074,702,425
5,253,116,854
2,657,840,130
23,040,698,961

SENIOR DEBT 695,725,691 683,144,683 659,429,677.75 640,889,783.27 630,005,545
TOTAL LIABILITIES 136,256,523,382 114,638,018,874 126,580,158,822 128,613,209,445 106,163,636,866
COMMON STOCK 1,000 1,000 1,000 1,000 1,000
F/X TRANSLATION ADJUSTMENT (26,146) (55,861) (23,322) (15,863) (16,532),
RETAINED EARNINGS (202,688,861) 125,149,292 101,614,301 154,084,572 118,429,057
TOTAL ADDITIONAL PAID IN CAPITAL 250,000,000 350,000,000 350,000,000 350,000,000 350,000,000
TOTAL STOCKHOLDER'S EQUITY 47,285,993 475,094,431 451,591,979 504,069,709 468,413,525
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 136,303,809,375 115,113,113,305 127,031,750,801 129,117,279,153 106,632,050,391
CAPITAL INFUSION 0 100,000,000 0 0 0
EQUITY AS % OF TOTAL ASSETS 0.03% 0.41% 0.36% 0.39% 0.44%

As of May 31, 2008, LBSF held approximately $72 billion in financial inventory,

with the remaining asset balance made up largely of receivables, reverse repos and

securities borrowed. Of the financial inventory, nearly 80% is comprised of derivatives

and government and agency securities, including 15% allocated to intercompany

derivatives. Following is a table of the inventory directly held by LBSF as of May 31,

2008 and August 31, 2008.
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Lehman Brothers Special Financing
Total Financial Instruments Owned (Assets)

GAAP Asset Class as of 5/31/08 |% of Total| as of 8/31/08 |% of Total
Commercial Paper & Money Market 87,851,674 0.12% 38,050,077 0.06%
Third Party Derivatives 21,490,667,702 " 29.92% 22,267,378,700 33.74%
Intercompany Derivatives 11,124,364,636 15.49% 10,977,690,112 16.63%
Total Derivatives 32,615,032,338 4541% 33,245,068,813 50.37%
Physical Commodities 526,763,622 0.73% 413,833,886 0.63%
Corporate Debt 3,279,571,273 457%  5,215,184,322 7.90%
Corporate Debt & Other 3,806,334,896 530% 5,629,018,208 8.53%
Corporate Equity 9,379,851,772 13.06%  9,113,820,996 13.81%
Governments & Agencies 24,877,048,749 34.64% 17,668,641,729 26.77%
Mortgages & Mortgage Backed 1,055,968,037 1.47% 310,466,906 0.47%

| 71,822,087,467  100.00% 66,005,066,729  100.00%

As set forth in Section III.A.2 of this Report, the Examiner has determined that there is
insufficient evidence to support a finding, for purposes of a solvency analysis, that
Lehman’s derivative instruments or corporate debt and equity positions were
unreasonably marked.

LBSF was a warehouse for derivative positions and did not originate business
activity or perform significant business operations. However, goodwill did appear on
its consolidated balance sheet as of June 2007 in the amount of approximately $285
million due to the acquisition of Eagle Energy. Due to the cost and time required, the
Examiner did not conduct an investigation of the reasonableness of the magnitude of
the goodwill and intangibles; even if the goodwill was written off completely, LBSF

would continue to post positive equity for all months in 2008 other than March and
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April. Moreover, Section III.C.3 of this Report analyzes potential intangible assets in
LBSF on a stand-alone (i.e., unconsolidated) basis. While it is possible that additional
intangible assets may exist in the form of customer lists, proprietary technology and/or
human capital, such intangible assets are not of material value and would not change
the solvency determination of LBSF.¢'* Below is a table of LBSF’s monthly equity in the
year prior to its bankruptcy filing, along with its ratio of equity-to-total-assets, and the

Examiner’s solvency determination as of each month.

Ratio of

Solvency Equity to

Equity Determination Total Assets

September 30, 2007 $418,047,690  Borderline 0.51%
October 31, 2007 $812,630,989  Borderline 0.85%
November 30, 2007 $574,878,581  Borderline 0.60%
December 31, 2007 $712,458,966  Borderline 0.64%
January 31, 2008 $723,769,461  Borderline 0.55%
February 29, 2008 $953,503,304  Borderline 0.73%
March 31, 2008 $270,750,552  Borderline 0.19%
April 30, 2008  $47,285,993  Borderline 0.03%
May 31, 2008 $475,094,431  Borderline 0.41%
June 30, 2008 $451,591,979  Borderline 0.36%

July 31, 2008 $504,069,709  Borderline 0.39%
August 31, 2008 $468,413,525  Borderline 0.44%

Source: Hyperion.

As with other LBHI Affiliates, LECs attempted to make sure that LBSF had
positive equity. Accordingly, while in February and March of 2008, LBSF paid

dividends of $300 million and $500 million to LBI, just two months later, in May 2008,

6173 Due to the cost and time required, the Examiner did not perform an investigation into the possible
intangible assets in each of LBSF’s subsidiaries.
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LBSF received a capital infusion of $100 million from LBI. Without this additional $100
million, LBSF would have been balance sheet insolvent as of May 2008.

As illustrated above, LBSF maintained an equity-to-total-assets ratio of no more
than 0.44% from March through August 2008. Even though the Examiner concludes
that there is insufficient evidence to support a finding, for purposes of a solvency
analysis, that the assets held by LBSF were unreasonably marked, LBSF’s assets would
only need to lose 0.45% of their value in order to render LBSF balance sheet insolvent.
Because of its small equity cushion, the Examiner deems LBSF to have been borderline
solvent as of May 31, 2008, and August 31, 2008.

(d) LB Commodity Services

LBCS’s principal business was the trading of power, natural gas, oil, and
structured products. The following table details LBCS’s balance sheets as of May 31,

2008, and August 31, 2008:617+

6174 Note that all balance figures are presented on a consolidated LBCS basis.
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Balance Sheet Items at:

CASH & CASH EQUIVALENTS

SEC. & OTHER FININANCIAL INSTRUMENTS OWNED
SECURITIES PURCH. UNDER AGREEMENT TO SELL
RECEN ABLES- BROKER/DEALER

RECEN ABLES- CUSTOMERS

RECENVABLES- OTHER

PROPERTY, EQUIPMENT & LEASE IMPROVEMENTS
DEFFERED EXPENSE & OTHER ASSETS
GOODWILL & INTANGIBLES

TOTAL BRIDGE ACCOUNTS

LB Commodity Services Inc.

May 31, 2008 August 31, 2008

6,850,371
5,488,309,683
0
1,263,880,051
265,921,188
106,985,698
7,718,516
145,476,400
284,763,199
0

22,550,284
4,340,355,972
4,155,555
1,085,836,004
86,194,370
280,851,379
7,034,975

0

291,248,190
378,237,034

TOTAL ASSETS

7,569,905,106

6,496,463,763

SEC.& OTHER INSTRUMENTS SOLD NOT Y ET PURCHASED

3,538,571,157

2,058,364,215

COMMERCIAL PAPER & ST DEBT 152 79,068
PAYABLES- BROKER/DEALER 145,550,384 8,834,794
PAYABLES- CUSTOMERS 207,624,790 115,438,486
ACCD LIABILITIES & OTHER PAY. 2,974,541,324  3,485,452,763
SENIOR DEBT 677,617,075 624,483,872
TOTAL LIABILITIES 7,543,904,882  6,292,653,199
COMMON STOCK 100 100
F/X TRANSLATION ADJUSTMENT (116,705) (47,837)
RETAINED EARNINGS (4,883,170) 172,858,302
TOTAL ADDITIONAL PAID IN CAPITAL 31,000,000 31,000,000
TOTAL STOCKHOLDER'S EQUITY 26,000,224 203,810,565
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 7,569,905,106  6,496,463,763
EQUITY AS % OF TOTAL ASSETS 0.34% 3.14%

The increase in stockholders’ equity from May to August was due to an increase
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of approximately $117 million in retained earnings between May and June 2008, and
another $60 million increase between June and July 2008. LBCS also posted a receivable
from LBI of $1.3 billion on May 31, 2008, and $1.1 billion on August 31, 2008. Given the
pending failure of LBI and LBH], it is possible that the August 31 value of the receivable

from LBI should be valued at less than book value. However, in light of the cost and




expense of examining this issue, and because the Examiner deems LBCS to be
borderline solvent even if the receivable from LBI is valued at full book value, the
Examiner has determined that it would not be a prudent use of resources to investigate
this issue further.

As shown above, as of May 31, 2008, LBCS’s balance sheet showed $5.5 billion in
financial inventory, decreasing to $4.3 billion by August 31, 2008. Following is a table of

the inventory directly held by LBCS as of May 31, 2008, and August 31, 2008.

LB Commodity Services
Total Financial Instruments Owned (Assets)

GAAP Asset Class as 0f 5/31/08 |% of Total| as of 8/31/08 |% of Total
Commercial Paper & Money Market 3,016,437 0.05% 2,343,645 0.05%
Third Party Derivatives 3982759627 ©  7257%  2,763,758,194 63.68%
Intercompany Derivatives 914,611,931 16.66%  1,009,617,031 23.26%
Total Derivatives 4,897,371,558 89.23%  3,773,375,225 86.94%
Physical Commodities 526,763,622 9.60% 413,833,886 9.53%
Corporate Debt 61,158,066 1.11% 150,801,915 3.47%
Corporate Debt & Other 587,921,688 10.71% 564,635,801 13.01%
Governments & Agencies (0)] 0.00% 1,301 0.00%

| 5488,309,683  100.00%  4,340,355,972  100.00%

Of LBCS’s financial inventory portfolio, almost 90% pertains to derivatives, with
17% and 23% allocated to intercompany derivatives in May and August, respectively.
The Examiner’s valuation analysis of derivative positions, described in Section III.A.2 of
the Report, indicates that there is insufficient evidence to support a finding, for
purposes of a solvency analysis, that they were unreasonably marked. Also, while

LBCS did perform business operations and, as discussed in Section III.C.3, it is possible

1624



that additional intangible assets may exist in the form of customer lists, proprietary
technology and human capital, the Examiner has determined that such intangible assets
are not of material value.®”> However, as noted above for LBSF, LBCS’s parent entity,
approximately $285 million in goodwill and intangibles did exist beginning in June 2007
due to the acquisition of Eagle Energy. These same goodwill assets are reflected on
LBCS’s consolidated balance sheet. The Examiner has determined that if this goodwill
were entirely written off, LBCS would become balance sheet insolvent as of May and
August 2008. However, due to the expense and time required, the Examiner has not
engaged in an investigation of the reasonableness of the magnitude of the goodwill and
intangibles.s17¢

Below is a table of LBCS’s monthly equity in the year prior to its bankruptcy
filing, along with its ratio of equity-to-total assets, and the Examiner’s solvency

determination as of each month.

6175 As noted above, the analysis in Section III.C.3 was performed on LBCS on a stand-alone (i.e.,
unconsolidated) basis. Due to the cost and time required, the Examiner did not perform an investigation
into the possible intangible assets in each of LBCS’s subsidiaries.

6176 LBHI guaranteed certain of the obligations of LBCS, LBCC, LOTC and LBSF, pursuant to a Lehman
Executive Committee Order dated June 9, 2005. See Lehman, Unanimous Written Consent of the
Executive Committee of the Board of Directors of Lehman Brothers Holdings Inc. (June 9, 2005) [LBEX-
AM 003415-003417]. LCPI and LOTC also received guaranties from LBHI for their activity with
JPMorgan Chase on August 26, 2008. JPMorgan, Guaranty [JPM-2004 0005879-0005884]. The Executive
Committee Order stated that LBHI would guarantee “payment of all liabilities, obligations and
commitments of the subsidiaries.” JPMorgan, Guaranty [JPM-2004 0005879-0005884]. Assuming that the
guaranty is a legally enforceable obligation, it is not an asset of the Debtor entity, nor does it contribute to
the solvency of the LBHI Affiliates. See Section IILA.5 and IIL.B.3.g of this Report for additional
information on LBHI guaranties.

1625



Ratio of

Solvency Equity to

Equity Determination Total Assets

September 30, 2007  $90,229,685 Borderline 3.74%
October 31, 2007 $124,441,423 Borderline 4.15%
November 30, 2007 $132,927,603 Borderline 4.17%
December 31, 2007 $111,784,670 Borderline 3.18%
January 31, 2008 $123,068,926 Borderline 3.28%
February 29, 2008  $83,838,341 Borderline 1.81%
March 31, 2008  $54,934,471 Borderline 1.02%
April 30, 2008  $25,662,935 Borderline 0.38%
May 31, 2008  $26,000,224 Borderline 0.34%
June 30, 2008 $143,082,271 Borderline 1.46%

July 31, 2008 $203,052,519 Borderline 2.58%
August 31, 2008 $203,810,565 Borderline 3.14%

Source: Hyperion.

LBCS’s equity-to-total-assets ratio of 0.3% in May 2008 and 3.14% in August of 2008,
rendered it vulnerable to small write-downs or unforeseen liabilities.®’”” Accordingly,
although LBCS’s balance sheet indicates that it was solvent as of May 31 and August 31,
2008, the Examiner has determined that LBCS was borderline solvent during the period

noted in the table above.6178

6177 There is evidence that one of LBCS’s subsidiaries, Eagle Energy Partners 1 L.P. (“Eagle Energy”) may
have been overvalued as of May and August of 2008. In May 2008, Eagle Energy’s shareholder equity
was $354 million. Hyperion report [LBEX-BARHYP 0000038-0000049]. In August, Eagle Energy’s
shareholder equity was $363 million. Id. The magnitude of Eagle Energy’s book value of shareholder
equity is relevant because in October 2008, LBCS sold Eagle Energy to Electricite de France SA for $230.5
million, over $100 million less than book value of the equity. Edvard Pettersson, Lehman to Sell Eagle
Energy Unit to EDF for $230.5 Million, Bloomberg, October 1, 2008; Federal Energy Regulatory
Commission, FERC Authorizes Lehman-EDF Transaction, October 30, 2008. Because of the narrow margin
by which LBCS was balance sheet solvent in May 2008, a significant decrease in the equity of Eagle
Energy, a Level 2 asset, would have rendered LBCS insolvent.

6178 There were four Debtor entities that were reviewed and rated by rating agencies: LBCS, LBFP, LBDP
and LBCC. Each entity obtained credit ratings of at least A. In light of the applicable precedent, the
Examiner does not consider the rating itself to be dispositive of solvency.
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(e) Luxembourg Residential Properties Loan Finance S.A.R.L.

LRP was established in May 2008 as an investment and financing vehicle to hold
primarily commercial loans.®” Balance sheet information was not available for this

entity until June and its balance sheet as of August 31, 2008, is stated as follows:

Luxembourg Residential Properties

Balance Sheet Items at August 31, 2008

CASH & CASH EQUIVALENTS 20,000
SEC. & OTHER FININANCIAL INSTRUMENTS OWNED 596,624,913
TOTAL ASSETS 596,644,913
ACCD LIABILITIES & OTHER PAY. 593,998,140
TOTAL LIABILITIES 593,998,140
COMMON STOCK 20,000
RETAINED EARNINGS 2,626,773
TOTAL STOCKHOLDER'S EQUITY 2,646,773
Total Liabilities & Stockholder's Equity 596,644,913

LRP’s assets consist entirely of one corporate loan; an Archstone Term B loan in
the principal amount of $597 million. As noted in Section III.A.2, the Examiner has
determined that it was reasonable for Lehman to value its Archstone Term B loan at
99% of stated principal due to price flex.

Based on the fact that the Archstone Term Loan B was the only asset of LRP, and
because there is no basis to expect any deterioration in the value of that asset, there is

insufficient evidence to support a finding that LRP was insolvent as of August 31, 2008.

6179 Examiner’s Interview of Gerald Haupt, Oct. 13, 2009, at pp. 2-3. LRP is a distinct and separate entity
from Luxembourg Finance, S.a.r.l., which is not a Debtor LBHI Affiliate.
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(f) LB OTC Derivatives

LOTC is an over-the-counter derivatives dealer and its balance sheets as of May

31, 2008 and August 31, 2008 are stated as follows:

LB OTC Derivatives

Balance Sheet Items at: May 31, 2008 August 31, 2008

CASH & CASH EQUIVALENTS 0 31,661
SEC. & OTHER FININANCIAL INSTRUMENTS OWNED 2,006,960,062 1,760,363,783
SECURITIES PURCHA SED UNDER AGREEMENT TO SELL 99,617,347 759,230,174
SECURITIES BORROWED 99,412,565 53,742,524
RECENV ABLES- BROKER/DEALER 1,531,638,380 944,631,818
RECEN ABLES- CUSTOMERS 1,605,884,195  1,095,052,703
RECENVABLES- OTHER 47,733,513 54,138,936
DEFERRED EXPENSE & OTHER ASSETS 0 2,559,784
TOTAL BRIDGE ACCOUNTS © 0

TOTAL ASSETS

5,391,246,062

L

4,669,751,382

COMMERCIAL PAPER & S.T. DEBT 187,220,440  1,013,982,923
SEC.& OTHER INSTRUMENTS SOLD NOT YET PURCHASED  3,900,934,006 2,274,803,899
SECURITIES SOLD UNDER AGREEMENT TO REPURCHASE 3,024,306 129,388
PAYABLES- BROKER/DEALER 48,967,601 14,091,730
PAYABLES- CUSTOMERS 196,846,122 199,396,799
ACCD LIABILITIES & OTHER PAY. 578,708,851 702,239,780
SUBORDINATED INDEBTEDNESS 250,000,000 250,000,000
TOTAL LIABILITIES 5,165,701,327  4,454,644,519
COMMON STOCK 100 100
RETAINED EARNINGS 125,544,736 115,106,863
TOTAL ADDITIONAL PAID IN CAPITAL 99,999,900 99,999,900
TOTAL STOCKHOLDER'S EQUITY 225,544,736 215,106,863

TOTAL LIABILITIES & STOCKHOLDER'S EQUITY

5,391,246,062

4,669,751,382

Of its $5 billion in total assets as of May 31, 2008, approximately $2 billion was in
the form of financial instruments owned by LOTC. Almost 40% of the financial
inventory was derivatives, with the other 60% comprised of corporate equity and

corporate debt positions. The Examiner’s valuation review of these assets suggests that
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there is insufficient evidence to support a finding that these assets were unreasonably
marked.®® The following is a table of the financial inventory directly held by LOTC as

of May 31, 2008 and August 31, 2008:

LB OTC DERIVATIVES
Total Financial Instruments Owned (Assets)

0]
GAAP Asset Class as of 5/31/08 |% of Total| as of 8/31/08 ?;tZIf
Commercial Paper & Money Market (1,037,563) -0.05% (737,700) -0.04%
Third Party Derivatives 792,685,335 " 39.50% 664,058,534  37.72%
Intercompany Derivatives 263,105 0.01% 51,169  0.00%
Total Derivatives 792,948,439 39.51% 664,109,703  37.73%
Corporate Debt 911,345,248 45.41% 775,426,806 44.05%
Corporate Equity 303,715,608 15.13% 321,564,974  18.27%
Governments & Agencies (11,670) 0.00% 0) 0.00%

| 2,006,960,062 100.00%  1,760,363,783 100.00%

Based on the positive equity cushion reflected on its balance sheet and the
reasonableness of the value of the financial assets it owned, there is insufficient
evidence to support a finding that LOTC was insolvent as of May 31, 2008 and August
31, 2008.

() LB 745 LLC

LB 745 is an entity established for the primary purpose of acquiring Lehman’s
headquarters building at 745 Seventh Avenue in New York. As of May 2008, the

entity’s core assets included approximately $193 million in receivables and $576 million

6180 See Section III.A.2 of this Report.
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for the property and related equipment.®¥! These values had not varied significantly by

August 31, 2008. Although the value of the property on LB 745’s balance sheet is not

fair market value, the value of commercial real estate property in New York would

likely have experienced significant appreciation from its purchase in 2001 to May 2008

or August 2008.6%> The entity’s largest liability is comprised of intercompany debt of

approximately $600 million. LB 745’s balance sheets as of May 31, 2008 and August 31,

2008 are as follows:

LB 745 LLC
Balance Sheet Items at: May 31, 2008 August 31, 2008
RECEVABLES- OTHER 193,404,492 197,484,533
PROPERTY, EQUIPMENT & LEASE IMPROVEMENTS 576,533,350 568,301,224
DEFFERED EXPENSE & OTHER ASSETS 1,206,427 6,028,918
TOTAL ASSETS 4 771,144,269 771,814,675
SECURITIES SOLD UNDER AGREEMENT TO REPURCHASE 4 4
ACCD LIABILITIES & OTHER PAY. 715,829,776 711,579,742
TOTAL LIABILITIES 715,829,780 711,579,746
RETAINED EARNINGS 55,314,488 60,234,928
TOTAL STOCKHOLDER'S EQUITY 55,314,488 60,234,928
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 771,144,269 771,814,675

Based on the assets held by LB 745, there is insufficient evidence to

tinding that LB 745 was insolvent as of May 31, 2008 and August 31, 2008.

support a

6181 Note that approximately $25 million of total receivables was an intercompany receivable from LCPI

and $8 million from LBSF.

6182 See Moody’s/REAL Commercial Property Price Index, New York City Metro Area, Q4 2000-Q2 2009,

available at, http://web.mit.edu/cre/research/credl/rca.html.
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(h) LB Derivative Products

LBDP is a termination derivative product company that intermediates interest
rate and currency swaps between market counterparties and LBSF. In order for
investment banks like Lehman, which are rated below AA or AAA, to trade with certain
highly rated counterparties, banks establish derivative product companies that can
maintain a high rating from the rating agencies. In general, these AAA ratings are
dependent on certain criteria, the most visible of which are: (1) hedging market risk
through back-to-back transactions or “mirror transactions” with another corporate
entity; (2) minimizing counterparty credit risk with the hedging counterparty by
requiring collateral on negative mark-to-market exposures to the counterparty; and (3)
maintaining strict capital requirements.®s3

LBDP entered into a variety of derivative transactions and eliminated market
risk by entering into “mirror transactions” with LBSF, which were guaranteed by LBHI.
As a termination structure, LBDP would provide for the acceleration and cash
settlement of all contracts before their maturity upon certain events.#* Furthermore,
LBDP purchased a surety bond from Ambac Assurance Corp., which guaranteed that

its obligations to counterparties would be fulfilled.¢s5

6183 Standard & Poor’s Ratings Direct, Lehman Brothers Derivative Products Inc. (Feb. 4, 2000).

6184 Lehman, Lehman Brothers Derivatives Products Operating Guidelines, Article X (July 16, 1998)
[LBEX-BARLEG 0001824-0001885]; Examiner’s Interview of Michael Montella, Oct. 26, 2009, at p. 5.

6185 Standard & Poor’s Ratings Direct, Lehman Brothers Derivative Products Inc., at p.2 (Feb. 4, 2000).

1631



LBDP’s assets consisted almost entirely of interest rate swaps and money market

instruments. Its balance sheets as of May 31, 2008, and August 31, 2008, are as follows:

LB Derivative Products Inc
Balance Sheet Items at: May 31, 2008 August 31, 2008
CASH & CASH EQUIVALENTS 86,538,624 5,745,136
SEC. & OTHER FININANCIAL INSTRUMENTS OWNED 432,292,498 756,349,084
RECENVABLES- CUSTOMERS 7,600,000 0
RECEIV ABLES- BROKER/DEALER 0 0
RECEIVABLES- OTHER 7,720,095 99
DEFFERED EXPENSE & OTHER ASSETS 514,973 674,972
TOTAL ASSETS 4 534,666,190 762,769,292
SEC.& OTHER INSTRUMENTS SOLD NOT YET PURCHASED 375,222,833 488,716,675
PAYABLES- CUSTOMERS 10,266,440 0
ACCD LIABILITIES & OTHER PAY. 91,767,234 66,595,639
SUBORDINATED INDEBTEDNESS 10,000,000 10,000,000
TOTAL LIABILITIES 487,256,507 565,312,314
COMMON STOCK 100 100
RETAINED EARNINGS 22,409,683 22,456,978
TOTAL ADDITIONAL PAID IN CAPITAL 24,999,900 174,999,900
TOTAL STOCKHOLDER'S EQUITY 47,409,683 197,456,978
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 534,666,190 762,769,292

The increase in LBDP’s stockholder equity between May 31, 2008, and August 31,
2008, was largely due to a capital infusion of $150 million received from LBI, through
LBHI, on June 12, 2008.5'%¢ This capital infusion was in response to the downgrade of

Ambac, LBDP’s insurer, and was required in order to maintain LBDP’s AAA rating.6'¥”

6186 Lehman, Daily Treasury MIS as of 6/12/08 [LBEX-DOCID 552032].

6187 E-mail from J. Palumbo, Ernst & Young, to W. Schlich and Jennifer Jackson, Ermnst & Young, (Jun. 8,
2008) [EY-LE-LBHI-KEYPERS 257754]; e-mail from ]J. Goodman, Lehman, to C. O’'Meara and V.
DiMassimo, Lehman (June 6, 2008) [LBHI_SEC07940_781486].
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LBDP was consistently rated AAA by S&P until it was placed on CreditWatch
with negative implications on September 25, 2008. The entity’s operating guidelines
provide for the termination of all outstanding swaps should the following events
occur:6s8

e LBDP ceased to maintain an ‘A’ rating;

e LBSF fails to deliver the required collateral under the back-to-back
transactions within a two-day cure period;

e LBDP fails to maintain the capital required; or
o LBHI or LBSF file for bankruptcy protection.

In this case, the termination trigger was the bankruptcy filing of LBHI on
September 15, 2008.

Because the Examiner finds, for purposes of a solvency analysis, that there is
insufficient evidence to conclude that LBDP’s derivative assets were marked
unreasonably, there is also insufficient evidence to support a finding that LBDP was
insolvent during the period in question. The Examiner concludes that LBDP was
balance sheet solvent on May 31, 2008, and August 31, 2008.

(i) LB Financial Products

LBFP was established for the purpose of engaging in over-the-counter interest
rate and currency swaps and options, as well as trading exchange-traded futures and

options, and government bonds and options. Similar to its sister company LBDP, LBFP

6188 Lehman, Lehman Brothers Derivatives Products Operating Guidelines, Article X, at p. 25 (July 16,
1998) [LBEX-BARLEG 0001824-0001885].
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was a derivative product company. As such, it eliminated market risk by entering into
offsetting “mirror transactions” with LBSF, which was unconditionally backed by LBHI,
and was bound by strict capital requirements. However, unlike LBDP, which had a
termination structure, LBFP was a continuation derivative product company that would
maintain its derivative positions through maturity, even upon a trigger event.cs

LBFP’s assets consisted almost entirely of interest rate swaps and money market

instruments. Its balance sheets as of May 31, 2008, and August 31, 2008, are as follows:

LB Financial Products Inc.
Balance Sheet Items at: May 31, 2008 August 31, 2008
CASH & CASH EQUIVALENTS (56,027) 1,430,613
SEC. & OTHER FININANCIAL INSTRUMENTS OWNED 530,169,151 548,897,873
RECENV ABLES- OTHER 106 3,504
DEFFERED EXPENSE & OTHER ASSETS 5,889,140 5,779,137
TOTAL ASSETS 4 536,002,370 556,111,126
SEC.& OTHER INSTRUMENTS SOLD NOT YET PURCHASED 220,854,048 237,596,839
ACCD LIABILITIES & OTHER PAY. 25,142,974 29,705,786
TOTAL LIABILITIES 245,997,022 267,302,625
COMMON STOCK 10 10
RETAINED EARNINGS 39,871,006 38,674,159
TOTAL ADDITIONAL PAID IN CAPITAL 250,134,332 250,134,332
TOTAL STOCKHOLDER'S EQUITY 290,005,348 288,808,502
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 536,002,370 556,111,126

LBHI's bankruptcy filing automatically placed LBFP into “continuation mode,”

forcing LBFP into a wind-down phase as the entities were intertwined to a great extent,

6189 Lehman, Lehman Brothers Financial Products Inc. Operating Guidelines [LBEX-BARLEG 0001886-

0001933]; Examiner’s Interview of Michael Montella, Oct. 26, 2009, at p. 5.

1634



with LBHI playing both operational and financial roles for LBFP.¢* LBFP’s assets were
primarily interest rate swaps and money market instruments. As a continuation
structure, LBFP would not terminate these positions with counterparties upon a
triggering event. Instead, a contingent manager would assist in managing the portfolio
until final maturity and take responsibility for hedging the portfolio against interest rate
movements. At the time of LBFP’s voluntary bankruptcy filing, however, the status of
the outstanding derivatives positions was unclear.5*!

The Examiner finds insufficient evidence to support a finding, for purposes of a
solvency analysis, that the assets held by LBFP were unreasonably marked. Therefore,
the Examiner concludes that LBFP was balance sheet solvent on May 31, 2008, and
August 31, 2008.

(j) LB Commercial Corporation

LBCC acted primarily as a dealer in over-the-counter (“OTC”) foreign currency
forwards and options and exchange-traded futures and futures options. LBCC'’s

balance sheets as of May 31, 2008, and August 31, 2008, were as follows:

619 Examiner’s Interview of Michael Montella, Oct. 26, 2009, at p. 5; Standard & Poor’s, Lehman Bros
Financial Prod Ratings Put on Watch; Lehman Bros Derivative Prod Ratings Affirmed, Sept. 25, 2008.

6191 Lehman, Lehman Brothers Financial Products Inc. Operating Guidelines, [LBEX-BARLEG 0001886-
0001933]; Standard & Poor’s, Lehman Bros Derivative Product Rts Cut, Put on Watch Neg; Lehman Bros
Financial Product Rts Cut, Oct. 6, 2008.
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LB Commercial Corp.

Balance Sheet Items at:

CASH & CASH EQUIVALENTS

SEC. & OTHER FININANCIAL INSTRUMENTS OWNED
RECENV ABLES- BROKER/DEALER

RECENVABLES- CUSTOMERS

RECEVABLES- OTHER

DEFFERED EXPENSE & OTHER ASSETS

May 31, 2008 August 31, 2008

678,036
1,356,600,864
1,250,349,674
13,541,462
702,816,861
(803)

23,755
912,862,084
1,264,899,973
1,716,562
939,587,074
(803)

TOTAL ASSETS

" 3,323,086,094

3,119,088,646

SEC.& OTHER INSTRUMENTS SOLD NOT Y ET PURCHASED
COMMERCIAL PAPER & S.T. DEBT

PAY ABLES- BROKER/DEALER

PAYABLES- CUSTOMERS

ACCD LIABILITIES & OTHER PAY.

773,420,701

0

608,606,177
79,895,667
1,631,146,162

1,301,089,939
9,402,088
468,207,184
77,720,011
1,058,172,121

TOTAL LIABILITIES

3,093,068,707

2,914,591,343

COMMON STOCK 1,000 1,000
RSU MTM APPRECIATION (211,560) (211,560)
RETAINED EARNINGS 219,827,971 193,407,886
TOTAL ADDITIONAL PAID IN CAPITAL 11,299,976 11,299,976
TOTAL STOCKHOLDER'S EQUITY 230,917,387 204,497,303

TOTAL LIABILITIES & STOCKHOLDER'S EQUITY

3,323,986,094

3,119,088,646

A review of LBCC’s balance sheet reveals that LBCC'’s financial inventory as of
May 31, 2008, and August 31, 2008, was comprised entirely of derivatives. A sample of
these derivatives was reviewed and are summarized below. The remainder of LBCC’s

assets as of these dates was largely receivables.
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LB Commercial Corporation
Total Financial Instruments Owned (Assets)

GAAP Asset Class as of 5/31/08 |% of Total| as of 8/31/08 [% of Total

Commercial Paper & Money Market (27,625,745) -2.04% (48,950,953) -5.36%

Third Party Derivatives 760,551,422 " 56.06% 393,277,657 43.08%
Intercompany Derivatives 623,334,582 45.95% 568,535,577 62.28%
Total Derivatives 1,383,886,004  102.01% 961,813,234  105.36%
Corporate Debt 887 0.00% - 0.00%
Governments & Agencies 204,987 0.02% - 0.00%
Mortgages & Mortgage Backed 134,731 0.01% (197) 0.00%

| 1,356,600,864  100.00% 912,862,084  100.00%

As described in Section III.A.2, the Examiner has found insufficient evidence to
support a finding that Lehman’s derivatives positions, as an asset class, were
unreasonably marked. Additionally, the Examiner evaluated the reasonableness of the
valuation of twelve option positions held by LBCC as of May 31, 2008.¢2 Lehman’s
GFS quotes for price and total dollar value for these positions were evaluated by
comparison to price quotes from either Bloomberg or MarketWatch. The Examiner has
determined that Lehman’s prices for these positions were reasonable.

Given the makeup of its assets and the reasonableness of their marks, the
Examiner concludes that there is insufficient evidence to support a finding that LBCC

was balance sheet insolvent as of May 31, 2008 and August 31, 2008.

6192 The Examiner evaluated call and put options on American International Group, Apple Inc., BP PLC,
Citigroup, Google Inc., and the S&P 500. The GFS ticker symbols for the positions investigated were
QWAPMG, QAPVAP, QQAAAR, QBPAN, QBPMM, QSXYUO, QBPMN, QSXYFS, QCIT, QBPSL,
QGOOFN, and QVAFAO.
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(k) BNC Mortgage LLC

BNC Mortgage LLC was a subprime mortgage originator. As of May 31, 2008,

and August 31, 2008, its balance sheets were as follows:

BNC Mortgage LLC
Balance Sheet Items at: May 31, 2008 August 31, 2008
CASH & CASH EQUVALENTS 1,572 1,572
RECEVABLES- OTHER 23,843,678 20,335,920
DEFFERED EXPENSE & OTHER ASSETS 436,122 427,302
TOTAL ASSETS " 24,281,373 20,764,794
ACCD LIABILITIES & OTHER PAY. 13,155,418 10,316,050
TOTAL LIABILITIES 13,155,418 10,316,050
COMMON STOCK 25,000,000 25,000,000
RETAINED EARNINGS (56,305,764) (56,982,974)
TOTAL ADDITIONAL PAID IN CAPITAL 42,431,718 42,431,718
TOTAL STOCKHOLDER'S EQUITY 11,125,954 10,448,744
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 24,281,373 20,764,794

As detailed above, 98% of BNC’s assets consisted of intercompany receivables,
split between receivables from Lehman Brothers Bank and Aurora Loan Services.
Given BNC’s substantial equity cushion, as well as the fact that its largest assets were
receivables from non-debtor entities, its balance sheet was relatively strong.
Accordingly, the Examiner concludes that there is insufficient evidence to support a
tinding that BNC was balance sheet insolvent as of May 31, 2008 and August 31, 2008.

(1) East Dover Limited

East Dover Limited was established for the sole purpose of purchasing, leasing
and selling aircraft and related equipment. However, at the time of its bankruptcy

filing, this entity was no longer used for this purpose and held mostly intercompany
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receivables and payables. Its balance sheets as of May 31, 2008, and August 31, 2008,

were as follows:

East Dover Ltd
Balance Sheet Items at: May 31, 2008 August 31, 2008
CASH & CASH EQUIVALENTS 59,605,203 100,373
SEC. & OTHER FININANCIAL INSTRUMENTS OWNED (34) 0)
RECEIVABLES- OTHER 49,135,409 109,486,530
DEFFERED EXPENSE & OTHER ASSETS 117,344 117,344
TOTAL ASSETS " 108,857,921 = 109,704,246
ACCD LIABILITIES & OTHER PAY. 7,686,388 4,215,167
COMMERCIAL PAPER S.T. DEBT 32,513 30,817
TOTAL LIABILITIES 7,718,901 4,245,983
RETAINED EARNINGS 25,139,020 29,458,263
TOTAL ADDITIONAL PAID IN CAPITAL 76,000,000 76,000,000
TOTAL STOCKHOLDER'S EQUITY 101,139,020 105,458,263
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 108,857,921 109,704,246

As of May 31, 2008, over 50% of East Dover’s assets were derived from cash. The
remaining assets consisted largely of $46 million of intercompany receivables from LBI
and LCPL. An intercompany receivable from LCPI of $39.1 million comprised 37% of
East Dover’s total assets. However, even if LCPI were unable to repay its obligation,
East Dover had sufficient equity, $101 million, to cover its loss.

By August 31, 2008, East Dover’s cash had decreased to less than 1% of total
assets and was replaced by a $99 million intercompany receivable from LCPL
However, in this instance as well, even if LCPI were unable to repay its obligation, East

Dover had sufficient equity — $105 million — to cover its loss.
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There is insufficient evidence to support a finding that East Dover was insolvent
and the Examiner concludes that East Dover was balance sheet solvent as of May 31,
2008, and August 31, 2008.

(m) Lehman Scottish Finance

LSF was established for the sole purpose of holding equity-linked notes of other

Lehman entities. Its balance sheets as of May 31, 2008, and August 31, 2008, were as

follows:
Lehman Scottish Finance LP

Balance Sheet Items at: May 31, 2008 August 31, 2008
CASH & CASH EQUIVALENTS 1,541,639 1,544,815
SEC. & OTHER FININANCIAL INSTRUMENTS OWNED 2,793,978 7,263,935
RECEIVABLES- OTHER 53,032,408 53,914,704
TOTAL ASSETS " 57,368,026 62,723,454
TOTAL LIABILITIES - -

COMMON STOCK 50,000,000 50,000,000
RETAINED EARNINGS 7,368,026 12,723,454
TOTAL STOCKHOLDER'S EQUITY " 57,368,026 62,723,454
TOTAL LIABILITIES & STOCKHOLDER'S EQUITY 57,368,026 62,723,454

LSF did not post any liabilities on its balance sheet as of May 31, 2008, or August
31, 2008. This is consistent with its role as a non-operating entity that was not involved
in transactions and which was created for the sole purpose of holding equity-linked
notes of other Lehman entities. At the same time, on May 31, 2008, LSF’s assets
consisted of $2.8 million in U.S. equities and $53 million in intercompany receivables.

By August 31, 2008, its financial inventory, still consisting entirely of derivatives,
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increased to $7.2 million. The receivables reported by LSF are primarily comprised of
$9 million in Luxembourg Finance, S.a.r.l. redeemable common stock and $40 million in
subordinate debt purchased from Luxembourg Finance, S.a.r.l. in 2007.

Given the lack of any liabilities and the composition of its assets, 93% being
redeemable common stock and a subordinate loan, the Examiner concludes that there is
insufficient evidence to support a finding that LSF was balance sheet insolvent as of
May 31, 2008, and August 31, 2008.

(n) PAMI Statler Arms

PAMI was a Lehman entity created to own and manage a variety of real estate
properties. One of its subsidiaries, PAMI Statler Arms, was established to hold title to
the Statler Arms Apartments, a 297-suite apartment complex in Cleveland, Ohio. PAMI
Statler Arms took ownership of the building in May 2008.

According to the Chapter 11 petition filed by PAMI Statler Arms, it had $20
million in assets and $38.5 million in liabilities at the time of its bankruptcy filing.t"* No
financial information is available for PAMI Statler Arms in Lehman’s financial systems.
Given the lack of data available on this entity, as well as the immaterial amount of
assets involved, the Examiner is unable to draw any conclusion regarding the solvency

of this entity.

619 Exhibit “A” to Voluntary Petition, Docket 1, In re PAMI Statler Arms LLC, No. 08-13664 (Bankr.
S.D.N.Y. Sept. 22, 2008).
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d) Unreasonably Small Capital

As set forth supra, the avoidance of a pre-petition transfer as constructively
fraudulent requires, among other things, one of three measures of a debtor’s financial
condition to be satisfied: insolvency, “unreasonably small capital,” or an inability to
pay debts as they come due.** This Section addresses whether, and as of what date,
there is evidence sufficient to establish a finding that LBHI or an LBHI Affiliate had
“unreasonably small capital.” Because of the fact-intensive nature of the “unreasonably
small capital” test, this Section draws extensively upon the facts and findings set forth
more fully in other Sections of this Report, but repeats those facts to the extent
necessary to provide clarity to the discussion of undercapitalization.

Given the relatively limited number of reported cases applying the unreasonably
small capital test, as compared to the insolvency test, the unreasonably small capital test
can fairly be characterized as an alternative test that a court may consider in the event
that it determines that the debtor was not insolvent as of the date of the challenged
transfer. As noted by Judge Richard Posner in a recent Seventh Circuit decision, the
“unreasonably small capital” test allows a court to assess the avoidability of a given

pre-petition transfer without necessarily “haggling over whether at the moment of the

6194 Gee 11 U.S.C. § 548(a)(1)(B)(ii).

1642



transfer the corporation became “technically” insolvent, a question that only accountants
could relish having to answer.”¢1%

This test seems particularly apt in the Lehman matter, as the “unreasonably
small capital” test can allow a fact-finder to take a broader view of certain risks, such as
liquidity risk, that are not necessarily reflected on a balance sheet. Financial institutions
such as Lehman have a relatively greater risk of failure due to a lack of liquidity, as
compared to a risk of failure due to the value of their liabilities exceeding the fair value
of their assets. As noted by Paul Shotton, Lehman’s Global Head of Risk Control, in the
aftermath of the near collapse of Bear Stearns, “[l]liquidity is more important than
capital; most entities which go bankrupt do so because they run out of financing, not
because the value of their assets falls below the value of their liabilities.”¢1%

Accordingly, and in light of the purpose of the fraudulent conveyance laws — to
ensure that property transferred by the debtor for less than reasonably equivalent value
during the applicable period is available for distribution to the debtor’s creditors — the
Examiner has determined that it is prudent to address the “unreasonably small capital”
test.

The Examiner emphasizes that a finding of “unreasonably small capital” is

germane only to the narrow question of evaluating the viability of certain claims to

619 Boyer v. Crown Stock Distrib., Inc., 587 F.3d 787, 794 (7th Cir. 2009).
619 See  E-mail from Paul Shotton, Lehman, to Christopher O’Meara, Lehman (Apr. 15, 2008)
[LBHI_SEC07940_768467].
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avoid transfers as constructively fraudulent under Section 548(a)(1)(B) of the
Bankruptcy Code or under analogous sections of applicable state law. As
“unreasonably small capital” denotes a financial condition short of insolvency, a finding
of “unreasonably small capital” is not relevant to evaluating claims that require a
finding of insolvency as one of their essential elements.¢” Moreover, a finding that a
transfer is constructively fraudulent does not require or imply a finding that a party to
the transfer committed any bad acts.s®® Rather, the purpose of fraudulent conveyance
law is to protect creditors from “last-minute diminutions of the pool of assets in which
they have interests” and not to identify or punish bad actors.c” For these reasons, the
Examiner’s application of the “unreasonably small capital” test is relevant only to his
consideration of constructively fraudulent avoidance claims and is discussed only in
that context.

As set forth in detail below, the Examiner has identified evidence that would
support a determination by a finder of fact that LBHI, and each of the LBHI Affiliates
that relied on LBHI to provide funding or credit support, had “unreasonably small
capital” beginning early in the third quarter of 2008 and continuing through to the

applicable petition date. The Examiner has also identified evidence that would support

6197 See Pereira v. Farace, 413 F.3d 330, 343 (2d Cir. 2005) (holding that a cash flow-based analysis that
"projects into the future to determine whether capital will remain adequate over time" is not relevant to
"determining whether a corporation is insolvent under the applicable Delaware law."); but see ASARCO
LLC v. Americas Mining Corp., 396 B.R. 278, 395 (Bankr. S.D. Tex. 2008).

6198 See In re FBN Food Servs., Inc., 82 F.3d 1387, 1394 (7th Cir. 1996).

619 Bonded Fin. Servs., Inc. v. European American Bank, 838 F.2d 890, 892 (7th Cir. 1988).
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a contrary finding. As such, a future finder of fact would need to weigh carefully all
evidence to determine whether the “unreasonably small capital” element is satisfied.
Because conflicting evidence exists and because the “unreasonably small capital” test is
“fuzzy”® and infrequently considered by courts, the Examiner expresses no opinion as
to how such a finder of fact would find.

(1) Summary

The “unreasonably small capital” test is a forward-looking analysis that
considers whether, and at what point, a debtor could have reasonably projected that it
faced an unreasonable risk of insolvency given its business model and financial
condition.® As a highly leveraged investment bank that required tens of billions of
dollars in overnight funding, Lehman’s primary insolvency risk was that it would not
have sufficient funds to satisfy its debts as they came due.®? This risk, referred to as
liquidity risk, differs from balance sheet insolvency, the condition where the fair value

of the entity’s assets is less than its liabilities.

6200 Boyer v. Crown Stock Distribution, Inc., 587 F.3d 787, 794 (7th Cir. 2009).

6201 See Boyer v. Crown Stock Distrib., Inc., No. 1:076-CV-409RM, 2009 WL 418275, at *11 (N.D. Ind. Feb. 17,
2009) (describing the “unreasonably small capital” test as “forward-looking, requiring consideration of
liabilities the debtor would incur or contemplated transactions for which the remaining assets were
unreasonably small”), aff'd in part, rev’d in part, Boyer, 587 F.3d at 787; see also Brandt v. Hicks, Muse & Co.,
Inc. (In re Healthco Inter’l), 208 B.R. 288, 302 (Bankr. D. Mass. 1997) (describing “unreasonably small
capital” as “an unreasonable risk of insolvency, not necessarily a likelihood of insolvency” that is “similar
to the concept of negligence, which is conduct that creates an unreasonable risk of harm to another’s
person or property”); cf. In re Vadnais Lumber Supply, Inc., 100 B.R. 127, 137 (Bankr. D. Mass. 1989) (noting
that “unreasonably small capital . . . encompasses difficulties which are short of insolvency in any sense
but are likely to lead to insolvency at some time in the future”).

6202 Although Lehman and other investment banks measured their “capital adequacy” according to
metrics such as net leverage ratios and CSE Capital Ratios, as discussed below, these metrics do not
adequately monitor or address an investment’s bank’s liquidity risk.
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Lehman relied upon repo funding — a form of short-term secured financing — to
support a substantial part of its less liquid assets.®?® After the near collapse of Bear
Stearns, Lehman recognized that its ability to obtain such financing was more
dependent on the market’s confidence in Lehman’s viability than the actual value of the
underlying asset being financed.®* After having engaged in a countercyclical strategy
of increasing its real estate assets as well as increasing its positions in leveraged loans,
private equity and other less liquid assets, by late 2007, Lehman recognized the need to
reduce its firm-wide leverage. By January 2008, Fuld had ordered Lehman to cut its
balance sheet in half, and by the second quarter of 2008, Lehman reversed course and
executed a deleveraging plan in the second quarter of 2008 to “win back” the confidence
of the market and Lehman’s lenders.®% Notwithstanding Lehman’s execution of this
plan, the market did not respond as Lehman had anticipated.©? As discussed below,
sufficient evidence exists to support a determination that Lehman knew or should have

known that, beginning early in the third quarter of 2008, there was a reasonable

628 Lehman defined “less liquid” inventory positions as including “derivatives, private equity
investments, certain corporate loans, certain commercial mortgages and real estate positions.” Lehman
Brothers Holdings Inc., Quarterly Report as of Feb. 29, 2008 (Form 10-Q), at p. 68 (filed on Apr. 9, 2008)
[LBEX-DOCID 1024435] (“LBHI 10-Q (Apr. 9, 2008)”).

6204 See, e.g., E-mail from Paul Shotton, Lehman, to Chris O’Meara, Lehman (Apr. 15, 2008)
[LBHI_SEC07940_768467].

6205 Erin Callan, Lehman, Leverage Analysis [Draft] (Apr. 7, 2008), at p. 1 [LBEX-DOCID 1303158].

6206 Starting in June 2008, Lehman’s share price was approaching its 52-week low, would soon fall below
$30 per share and would not again return to that level. See also Ben Levisohn, Lehman: Independent for How
Long? The diversified investment bank does not have the requisite strength or size for the current environment.
But suitors are holding back - for mnow, Business Week, June 11, 2008, available at
http://www .businessweek.com/investor/content/jun2008/pi20080610_650233.htm) (“The market believes
Lehman hasn’t fully cleaned up its balance sheet and that the worst is still to come, management’s
assurances notwithstanding.”).
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possibility, or risk, that Lehman would suffer a material loss of market confidence in its
near future, and that this loss of confidence would manifest itself as a loss of ability to
finance its less liquid assets through the repo market.

The next step is to assess whether Lehman was reasonably prepared to absorb or
address this reasonably foreseeable risk. Following the Bear Stearns event, the SEC and
the FRBNY requested that each of the CSEs develop liquidity stress tests that addressed,
among other things, a significant loss of repo financing of less liquid assets.®”
Although Lehman projected that it could survive such a stress event, there is sufficient
evidence to support a determination that certain of these projections were based on
assumptions that failed to take into account factors that Lehman knew, or should have
known, would directly impact its liquidity position in a stress event. In particular,
Lehman assumed that its clearing banks would provide unsecured credit on an intra-
day basis and that operational friction would not have a material impact on its liquidity,
in each case during the projected stress event.

For the reasons discussed below, the Examiner finds that sufficient evidence
exists to support a finding that, beginning in the third quarter of 2008 and at all times
through each applicable petition date, LBHI and each of the LBHI Affiliates that relied
on LBHI to provide funding or credit support had “unreasonably small capital” to

engage in their businesses.

6207 Joint Request of SEC and FRBNY: Liquidity Scenarios for CSEs (May 20, 2008),
[LBHI_SEC07940_505195].
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(2) Analysis of the “Unreasonably Small Capital” Test
(@) Summary of Legal Standardss

Courts and commentators have recognized that the criteria for determining
whether a company has “unreasonably small capital” are not clearly defined.©?® There
is agreement, however, that the “unreasonably small capital” test is a forward-looking
analysis that examines not only how a company is performing at a given point in time,
but also whether the company had sufficient resources to withstand reasonably
foreseeable downturns in its performance or in the broader market in which it
operates.®1°

To determine whether a company has “unreasonably small capital,” courts have
assessed “both the nature of the enterprise itself and the extent of the enterprise’s need

for capital during the period in question.”®?"' In conducting this analysis, courts look at

6208 The legal standard for “unreasonably small capital” is discussed more fully in Appendix 1, Legal
Issues, at Section IV.A.2.b.

6209 In re Best Products Co., Inc., 168 B.R. 35, 54 (Bankr. S.D.N.Y. 1994) (noting that the test is “far from
clear”). There is no statutory definition of the term “unreasonably small capital” (or its equivalent,
“unreasonably small assets”) under the Bankruptcy Code or applicable state law. The “unreasonably
small capital” test requires “judicial consideration of the overall state of affairs surrounding the
corporation and the challenged transfer itself,” and thus is generally analyzed and applied on a “case-by-
case” basis. In re Suburban Motor Freight, Inc., 124 B.R. 984, 998-99 (Bankr. S.D. Ohio 1990); see also Credit
Managers Ass'n of So. Cal. v. Federal Co., 629 E. Supp. 175, 183 (C.D. Cal. 1985) (describing the
“unreasonably small capital” test as “a question of fact that must be ascertained on a case by case basis”);
Barrett v. Continental Ill. Nat’l Bank & Trust Co., 882 F.2d 1, 4 (1st Cir. 1989) (““Unreasonably’ is clearly a
relative term and demands, for the purposes of [Section 5 of the UFCA], the sort of relative, contextual
judgment which looks to both the ends served by §5 and the overall state of affairs surrounding the
transferor corporation and the challenged transfer itself.”).

6210 Moody v. Sec. Pacific Bus. Credit, Inc., 971 F.2d 1056, 1074 (3d Cir. 1992) (“The critical question is
whether the parties’ projections were reasonable.”); see also Boyer, 2009 WL 418275, at *11; In re Healthco
Int’l, 208 B.R.at 302.

6211 Barrett, 882 F.2d at 4.
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“all reasonably anticipated sources of operating funds, which may include new equity
infusions, cash from operations, or cash from secured or unsecured loans over the
relevant time period.”#? In addition, a company “must account for difficulties that are
likely to arise,”¢?"* and otherwise “incorporate some margin for error.”®* The object of
an “unreasonably small capital” analysis is to determine the “moment . . . that
bankruptcy is a consequence both likely and foreseeable.”62!5

Application of the unreasonably small capital test to Lehman involves a fact-
intensive two-step analysis. The first inquiry is whether and at what point it was
reasonably foreseeable that Lehman was at risk of losing access to the financing it
required to operate its business and to satisfy its obligations as they came due. The
second inquiry is whether Lehman’s liquidity stress tests, which projected that Lehman
could survive a period during which it would obtain reduced levels of financing, were

reasonably constructed.

6212 Moody, 971 F.2d at 1072 n.24.

6213 Id; In re TOUSA, Inc., -- B.R. --, Bankr. No. 08-10928, Adv. No. 08-1435-JKO, 2009 WL 3519403, at *74
(Bankr. S.D. Fla. Oct. 30, 2009) (describing the test as “whether a company has sufficient capital to
support operations in the event that performance is below expectations”) (emphasis added); Carpenter v.
Roe, 10 N.Y. 227, 232 (1851) (invalidating a pre-bankruptcy transfer made at a time when the debtor was
indebted, and had reason to believe that “insolvency would be the inevitable or probable result of want of
success in the business in which he was engaged”); In re Iridium Operating LLC, 373 B.R. at 344 (Bankr.
S.D.N.Y. 2007 ).

6214 Moody, 971 F.2d at 1073.

6215 Boyer, 587 F.3d at 794.
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(b) Lehman’s Countercyclical Strategy

In August 2006, Lehman decided to pursue a strategy to significantly increase its
subprime lending and commercial real estate financing businesses.®?'¢ In 2007, as the
sub-prime residential mortgage market deteriorated, Lehman made a countercyclical
bet on commercial real estate on the assumption that the subprime crisis would not spill
over into the commercial market.®?” A significant element of Lehman’s strategy was to
monetize certain of these assets through syndication or securitization.®’® Lehman
described itself in its Form 10-Q for the third quarter of 2006 as the “market leader in
mortgage and asset backed securitizations and other structured financing

arrangements.”621°

6216 See E-mail from Jeffrey Goodman, Lehman, to Madelyn Antoncic, Lehman, ef al. (Aug. 23, 2006)
[LBEX-DOCID 1368052]; see also Ronald Marcus, U.S. Department of the Treasury, Office of Thrift
Supervision, Examiner’s Report of Lehman Brothers Holdings Inc. (July 7, 2008), at pp. 1-2 (describing the
strategic decision to grow the balance sheet as an “outsized bet on real estate.”).

6217 Examiner’s Interview of Richard S. Fuld, Jr. Sept. 30, 2009, at pp. 14-15; Examiner’s Interview of
Joseph Gregory, Nov. 13, 2009, at pp. 7-8; Examiner’s Interview of Mark A. Walsh, Oct. 21, 2009, at pp. 7-
9.

6218 See Lehman Brothers Holdings Inc., Annual Report for FY 2007 as of Nov. 30, 2007 (Form 10-K) (filed
on Jan. 29, 2008), at p. 104 (“LBHI 2007 10-K”) (describing Lehman’s “intent to sell through securitization
or syndication activities, residential and commercial mortgage whole loans we originate, as well as those
we acquire in the secondary market”); see also Binyamin Appelbaum, et al., Fed’s approach to regulation left
banks exposed to crisis, Wash. Post, Dec. 21, 2009, available at http://www.washingtonpost.com/wp-
dyn/content/article/2009/12/20/AR2009122002580.html (“Rather than wait for borrowers to repay loans,
banks were adopting a technique called securitization. The banks created pools of loans and sold
investors the right to collect portions of the inflowing payments. The bank got its money upfront.
Equally important, under accounting rules it was allowed to report that the loans had been sold, and
therefore it did not need to hold any additional capital. But in many cases, the bank still pledged to cover
losses if borrowers defaulted.”).

6219 Lehman Bros. Holdings Inc., Quarterly Report as of Aug. 31, 2006 (Form 10-Q) (filed on Oct. 10, 2006),
at p. 18.
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Timothy Geithner, the then-President of the FRBNY, described securitization in a
June 9, 2008 speech as a $2.2 trillion parallel financial system outside of the traditional
banking system.?? The assets so financed were assumed to be readily saleable at fair
values, and “the liquidity supporting them was assumed to be continuous and
essentially frictionless, because it had been so for a long time.” 622

In 2007, it became apparent that the market for asset-backed securities (“ABS”)
began to become more illiquid in light of the weak performance of such securities that
were backed by subprime mortgages:

Asset-backed securities . . . experienced the greatest degree of stress in

2007. The loss of the value of subprime mortgages throughout the year

led to growing uncertainty about the value of credit instruments such as

collateralized debt obligations (CDOs) that often included such subprime

mortgages in what investors and ratings agencies had previously
considered high-quality assets.52

FRBNY President Geithner described the state of the securitization markets
beginning in late 2007 as follows: “The funding and balance sheet pressures on banks
were intensified by the rapid breakdown of securitization and structured finance

markets. Banks lost the capacity to move riskier assets off their balance sheets, at the

620 FRBNY President Timothy F. Geithner, Reducing Systemic Risk In A Dynamic Financial System,
Transcript of Remarks to The Economic Club (June 9, 2008), available at
http://www .newyorkfed.org/newsevents/speeches/2008/tfg080609.html (“In early 2007, asset-backed
commercial paper conduits, in structured investment vehicles, in auction-rate preferred securities, tender
option bonds and variable rate demand notes had a combined asset size of roughly $2.2 trillion.”).

6221 [ 4.

6222 Senjor Supervisors’ Group, Observations on Risk Management Practices during the Recent Market
Turbulence (Mar. 6, 2008) at p. 1, available at http://www.newyorkfed.org/newsevents/news/banking/2008/
SSG_Risk_Mgt_doc_final.pdf.
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same time they had to fund, or to prepare to fund, a range of contingent commitments
over an uncertain time horizon.”

The disruptions in the securitization market put pressure on the balance sheets of
major investment banks, as noted by S&P in a November 2007 report:

Recent disruptions in the subprime market and its contagion effects into

the leveraged finance, asset-backed commercial paper (ABCP), and CDO

spaces have substantially curtailed market liquidity. The sudden loss of

appetite for subprime and other high-yield exposure has significantly

narrowed these markets, while uncertainty regarding asset valuations left

many institutions unable to unwind exposures at fair market prices. .. As

a result, the markets for these assets have considerably shrunk, while the

spiral effects have led to concerns with respect to the broker-dealers’

funding liquidity risk. 62+

Lehman, in a September 2007 presentation to the Finance Committee of its Board
of Directors, observed that the commercial paper, structured finance and other financial
markets had experienced “significant turmoil in 2007.”¢% Such turmoil began with
initial tremors in the sub-prime mortgage market at the end of 2006, and then spread
with the failure of two hedge funds operated by Bear Stearns that were heavily exposed

to sub-prime mortgage loans in June 2007.¢% Lehman observed that, by July 2007, “the

fear of contagion” had spread “to other markets causing a rout in all credit products, of

622 FRBNY President Timothy F. Geithner, Transcript of Remarks to The Economic Club, New York City,
New York, Reducing Systemic Risk In A Dynamic Financial System, (June 9, 2008), available at
http://www.newyorkfed.org/newsevents/speeches/2008/tfg080609.html.

6224 Diane Hinton, S&P, Liquidity Management In Times Of Stress: How The Major U.S. Broker-Dealers Fare,
S&P RatingsDirect, Nov. 8, 2007, at pp. 2-3 [LBHI_SEC07940_439424].

6225 Lehman, Presentation to the Finance Committee of the Board of Directors, Risk, Liquidity, Capital &
Balance Sheet Update: Risk Update (Sept. 11, 2007), at p. 4 [LBEX-DOCID 505941].

6226 [,
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every rating including all the way up to AAA bonds.”®?” Lehman concluded that the
asset-backed commercial paper market was “facing challenging conditions, with very
little liquidity” and that “[fJunding for almost any type of mortgage or ABS product
dried up.”

As Lehman executed its countercyclical strategy and the securitization and
structured finance markets deteriorated, the size of Lehman’s balance sheet increased.
Lehman’s reported gross assets grew from $504 billion at the end of FY 2006 to $691
billion by the end of FY 2007, and its net assets grew by a similar proportion, from
$269 billion to $373 billion over the same time period.s> Although by late 2007 certain
senior Lehman personnel identified the need for Lehman to reduce the firm-wide
leverage, Lehman'’s balance sheet continued to grow through the end of the first quarter
of 2008, with gross assets of approximately $786 billion and net assets of approximately
$397 billion.®»' Lehman’s net leverage ratio, which measured the ratio of Lehman’s net

assets against its tangible equity capital base,®? increased from 14.5x at the end of fiscal

6227 [ 4.
622817_

6229 LBHI 2007 10-K, at p. 29.

6230 Id. Lehman calculated “net assets” by starting with “total assets” and excluding from that amount the
following three categories: (i) cash and securities segregated and on deposit for regulatory reasons and
other purposes; (ii) collateralized lending agreements; and (iii) identifiable intangible assets and goodwill.
Id. atp. 30 n.3.

6231 LBHI 10-Q (Apr. 9, 2008), at p. 72.

6232 Lehman defined “tangible equity capital” as “stockholders’ equity and junior subordinated notes
minus identifiable intangible assets and goodwill.” Tangible equity capital was used as the denominator
in Lehman’s net leverage ratio calculation. LBHI 2007 10-K, at p. 29.
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year 2006 to 16.1x by the end of fiscal year 2007.¢%* Lehman noted that its net leverage
ratio had “crept back toward the higher end of the peer group in recent years.” 62+

At the end of the second quarter of 2008, Lehman reported a quarter-over-
quarter reduction of $146.6 billion of gross assets, and $68.9 billion of net assets.®5 The
asset reductions, together with the issuance of equity capital, contributed to the
reduction in Lehman’s gross leverage ratio to 24.3x and its net leverage ratio to 12.06x
as of the end of the second quarter of 2008.% As discussed elsewhere in this Report,
Lehman’s reported leverage ratios were enhanced (that is lowered) by its use of Repo
105 transactions.®?” At the end of the second quarter of 2008, Lehman proclaimed,
based on its reported numbers, that it had its “lowest net leverage ratio in its history as
a public company,”®® and Lehman CEO Richard Fuld stated that Lehman’s capital
position had “never been stronger.” 6%

(c) Lehman’s Repo Book and Liquidity Risk

The reported deleveraging of Lehman’s balance sheet during the second quarter

of 2008 allowed Lehman to project the appearance of capital adequacy to the extent

6233 [,
6234 Erin Callan, Lehman, Leverage Analysis [Draft] (Apr. 7, 2008), at p. 5 [LBEX-DOCID 1303158].

6235 Lehman Brothers Holdings Inc., Quarterly Report as of May 31, 2008 (Form 10-Q) (filed on July 10,
2008), at pp. 56, 86 (“LBHI 10-Q (July 10, 2008)").

6236 Id. at pp. 55, 56, 89.

6237 See Section III.A.4, which discusses Lehman’s use of Repo 105/108 transactions.

6238 Lehman, Capital Adequacy & Liquidity Update (June 4, 2008), at p. 7, [LBHI_SEC07940_513590]
(“Despite a forecast loss in Q2 ‘08, the actions taken by Lehman in the quarter will result in the strongest
capital and liquidity positions the Firm has ever had.”).

623 Final Transcript of Lehman Brothers Holdings, Inc. Second Quarter 2008 Earnings Call (June 16, 2008),
at p. 4 [LBHI_SEC07940_519082].
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measured in terms of the ratio of its assets to its tangible equity capital base. As noted
above, however, Lehman’s Global Head of Risk Control stated that “[lJiquidity is more
important than capital,”®* and Lehman recognized that “[l]iquidity, that is ready access
to funds, is essential to our businesses.”®*1 Lehman was, like other investment banks,
“heavily reliant upon wholesale funding sources” to finance the inventory on its
balance sheet.©2 Callan, in an interview after the Bear Stearns event, stated that
“[1liquidity is the thing that will kill you in a moment.”¢>

Accordingly, the analysis as to whether Lehman had “unreasonably small
capital” must begin with Lehman’s exposure to liquidity risk, while taking into account
other metrics of capital adequacy. Lehman’s liquidity risk arose primarily from its
reliance upon short-term repo funding to support assets that would take longer to sell if
they could not be financed, particularly in a stressed environment.?*# The other metrics

of capital adequacy that Lehman measured, such as Lehman’s reported cash capital

6240 See E-mail from Paul Shotton, Lehman, to Chris O'Meara, Lehman (Apr. 15, 2008)
[LBHI_SEC07940_768467].

6241 LBHI 2007 10-K, at p. 17.

6242 Diane Hinton, S&P, Liquidity Management In Times Of Stress: How The Major U.S. Broker-Dealers Fare,
S&P RatingsDirect, Nov. 8, 2007, at p. 2 [LBHI_SEC07940_439424].

6243 Maria Bartiromo, Lehman CFO Erin Callan: Back from Ugly Monday, Business Week, Mar. 20, 2008,
available at http://www businessweek.com/magazine/content/08_13/b4077023363140.htm?chan=
magazine+channel_the+business+week.

6244 Gee, e.q, Tobias Adrian, et al., The Federal Reserve’s Primary Dealer Credit Facility, 15 Current Issues In
Economics and Finance, at pp- 3-4 (Aug. 2009) available at
http://www.newyorkfed.org/research/current_issues (“Originally focused on the highest quality
collateral — Treasury and agency debt—repo transactions by 2008 were making use of below-investment-
grade corporate debt and equities and even whole loans and trust receipts. This shift toward less liquid
collateral increased the risks attending a crisis in the market since, in the event of a crisis, selling these
securities would likely take time and occur at a significant loss.”).
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surplus, its Equity Adequacy Framework and its CSE Capital Ratios, did not fully
account for the nature and extent of Lehman’s liquidity risk, especially following the
Bear Stearns event.

(i) Bear Stearns Demonstrates the Liquidity Risk
Associated with Repo Financing

Lehman was highly dependent upon repo funding,* a form of secured lending
structured as a sale of assets and forward commitment to repurchase the same or
similar assets with a slight margin.®* Because repo funding is typically short-term, and
credit is designed to be provided on an oversecured basis,®?* it was generally viewed as
a reliable form of short-term financing, even in a stressed environment.® Robert
Azerad, Lehman’s Global Head of Asset and Liability Management, stated that, prior to

the Bear Stearns event, liquidity risk managers were concerned that their firms would

6245 L.BHI 2007 10-K, at p. 17 (discussing Lehman’s reliance on “continuous access” to the repo market).

6246 FRBNY, Repurchase  and  Reverse  Repurchase Transactions, Fedpoint,  available  at
http://www.newyorkfed.org/aboutthefed/fedpoint/fed04.html. The repo market has a long pedigree,
dating back to the early 20th century when the Federal Reserve used repos in government securities to
either drain or add liquidity to the banking system. See Moorad Choudhry, The Repo Handbook 6 (2002).
6247 For each class or type of asset, there is a “haircut” provided by the liquidity provider. For lesser
quality collateral, the haircut would be larger. In this manner, the repo counterparty in the event of a
default was able to sell the collateral such that even if it was sold at less than par, so long as it was not
sold for less than haircut, the repo counterparty would not suffer a loss.

6248 See Lehman, Liquidity Stress Scenario Analysis (Apr. 21, 2008), at p. 8 [LBEX-DOCID 008608]

(asserting that “[l]iquidity risk at the broker dealers is thought to be less of an issue” because the “[r]epo
market is thought to be much more reliable than unsecured market” with a “[lJow credit risk because of
the collateral received by the lender and the haircut” and also due to the “[s]ophisticated nature of most
lenders.”).
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lose access to unsecured forms of financing, but not necessarily access to repo
funding.6>

The near collapse of Bear Stearns in March 2008 was a paradigmatic event
because it demonstrated that repo funding, even when supported by relatively high
quality assets, could prove unreliable in a crisis. In a number of presentations, Lehman
quoted then-SEC Chairman Christopher Cox’s observations and conclusions regarding
the liquidity lessons learned from the Bear Stearns event, where he described the cause
of the near collapse of Bear Stearns as beginning with a reluctance to deal with Bear on
an unsecured basis, which extended to secured lending on less liquid and lower quality
assets and later, an inability of Bear Stearns to obtain secured financing even on high-
quality agency securities. ©*© Chairman Cox also observed that “[t]he Bear Stearns
experience has challenged the measurement of liquidity in every regulatory approach,
not only here in the United States but around the world.”®»! Azerad told the Examiner
that the Bear Stearns event “shattered commonly held assumptions about the

market.” 622

60249 Examiner’s Interview of Robert Azerad, Sept. 23, 2009 (second interview), at p. 4.
6250 Lehman, Liquidity Management At Lehman Brothers, Presentation to the S&P (May 15, 2008), at p. 20
[LBEX-DOCID 008669].

6251 Id.; see also Lehman, Leverage, and Liquidity, Presentation to the Federal Reserve Update on Capital,
(May 28, 2008), at p. 6 [LBHI SEC07940_062581]; Lehman, Project Green: Liquidity & Liquidity
Management [Draft] (June 2008), at p. 19 [LBHI_SEC07940_844120].

6252 Examiner’s Interview of Robert Azerad, Sept. 23, 2009 (second interview), at p. 4.
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(ii) Quality and Tenor of Lehman’s Repo Book

The nature and extent of Lehman’s liquidity risk is demonstrated through a basic
analysis of the composition of Lehman’s repo book. Two key criteria that Lehman
monitored were the quality of the repo collateral and the tenor, or term, of the repo
agreements (e.g., overnight). Lehman disclosed in its quarterly report, or form 10-Q, for
the second quarter of 2008 that it had $188 billion of repo financing, $105 billion of
which was secured by non-government, non-agency collateral.®»> Lehman specifically
tracked its repo collateral that was not government and agency fixed income securities
— government and agency securities were perceived as highly liquid forms of collateral
in virtually any market condition.”* As of May 30, 2008, the composition of Lehman’s

non-government, non-agency repo book was as follows: ¢

Collateral Type Amount ($billion)

Asset Backs - Investment Grade 25.4
Asset Backs - Non-Investment Grade 2.0
C1 - Investment Grade Convertibles 1.5
C2 - Non-Investment Grade Convertibles 2.3

623 LBHI 10-Q (Apr. 9, 2008), at pp. 84-85. Lehman thus had $83 billion of government and agency
inventory that was used to generate short-term funding through the repo market, although $71 billion of
this funding was used in “matched book” transactions to provide financing to Lehman’s prime broker
clients (through reverse repo transactions). The remaining $12 billion of cash generated through the repo
market was cash for Lehman’s liquidity pool. See E-mail from Robert Azerad, Lehman, to Thomas Luglio,
Lehman, et al. (June 26, 2008) [LBHI_SEC07940_522788].

6254 See  FRBNY, System  Open  Market  Account, Fedpoint (Mar. 2009), available at
http:/www.newyorkfed.org/aboutthefed/fedpoint/fed27.html (describing how the New York Fed uses
Open Market Operations to control the money supply by lending money to primary dealers in
government securities in exchange for high quality securities as general collateral against the repo funds);
see also FRBNY, Understanding U.S. Government Securities Quotes, Fedpoint (Aug. 2007), available at
http://www.newyorkfed.org/aboutthefed/fedpoint/fed07 html (“Because the market for U.S. Government
securities is both global and highly competitive, prices tend to be similar throughout the world.”).

62% Lehman, Global Liquidity MIS (May 30, 2008) at p. 20 [LBEX-DOCID 1058911]. Note the total differs
slightly from the sum of the parts, which we believe is due to rounding.
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Corporates - Investment Grade 12.8
Corporates - Non-Investment Grade 8.2
EMG (Emerging Markets bonds) 7.1
Equities 23.4
Money Markets 7.3
Muni 2.2
Private Labels - High Yield 2.3
Private Labels - Investment Grade 9.9
Residential Whole Loan 1.1
Total 105.3

Lehman, for internal reporting purposes, divided its non-government, non-
agency repo book into two categories: assets that were eligible to be funded by the
Federal Reserve and European Central Bank (ECB), and non-central bank eligible assets.
According to its internal analysis, from May 30, 2008 to July 3, 2008, Lehman’s non-
government, non-agency repo book ranged between $105 billion and $112 billion, and
its non-government, non-agency repo book that was also non-central bank eligible
ranged between $60 billion and $67 billion.® In other words, approximately 60 percent
of its non-government, non-agency repo book was composed of non-central-bank
eligible assets — assets that are less liquid, by definition, because central banks would
not accept them as collateral.

Based on the categorization of its non-government, non-agency repo book in the
above table, Lehman was relying upon repo funding to finance certain of its less liquid
non-investment grade and high yield assets. Further, by the fall of 2007, Lehman

understood that the market was becoming less liquid for certain of its investment grade

625 Lehman, Liquidity Slides (July 29, 2008), at p. 8 [LBEX-DOCID 1300268].
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assets. In a September 11, 2007 presentation to the Finance Committee of the Board of
Directors, Lehman noted that the “fear of contagion” had spread from subprime
mortgage loans to other credit products “of every rating including all the way up to
AAA bonds.”®?7 In February 2008, it was reported that “[t]he seizure in the credit
markets caused by the collapse of subprime mortgages is making investors doubt even
the AAA rated securities of companies with investment-grade credentials.”62%

To the extent that repo funding, which is short-term in nature, was used to
finance longer-term, less liquid assets, there was a maturity mismatch that could expose
Lehman to liquidity risk. Lehman monitored the tenor of its non-government, non-
agency repo funding, and in an internal presentation noted that, as of the end of the first
quarter 2008, 56% of its repo funding was overnight, and an additional 18% had a term
of less than one week.?® Lehman acknowledged that “[d]aily refinancing risk is higher
than we would want.”®% By the end of the second quarter of 2008, of its $105 billion

non-government, non-agency repo book, Lehman was funding 42% ($43.9 billion) on an

6257 Lehman, Risk, Liquidity, Capital & Balance Sheet Update: Risk Update, Presentation to the Finance
Committee of the Board of Directors (Sept. 11, 2007) at 4 [LBEX-DOCID 505941].

6258 Abigail Moses, Investment-Grade Defaults to Rise, Credit Models Show (Update 2), Bloomberg.com (Feb.
15, 2008), available at http://www.bloomberg.com/apps/news?pid=20601087&sid=aly82dumycXgé&refer=
home.

629 Lehman, Funding Lehman Brothers, (Sept. 10, 2008), at p. 13 [LBHI_SEC07940_739985].

62600 Lehman, Liquidity Update (Apr. 1, 2008), at p. 6 [LBEX-DOCID 1300141].
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overnight basis, and an additional 19% ($19.7 billion) with a term of less than two
weeks. 621

The risk accompanying reliance upon short-term funding to support long-term,
illiquid assets was well recognized, particularly in the aftermath of the Bear Stearns
crisis. For example, FRBNY President Geithner noted in his June 2008 speech:

The scale of long-term risky and relatively illiquid assets financed by very
short-term liabilities made many of the vehicles and institutions in this
parallel financial system vulnerable to a classic type of run, but without
the protections such as deposit insurance that the banking system has in
place to reduce such risks. Once the investors in these financing
arrangements—many conservatively managed money funds—withdrew
or threatened to withdraw their funds from these markets, the system
became vulnerable to a self-reinforcing cycle of forced liquidation of
assets, which further increased volatility and lowered prices across a
variety of asset classes.52

Lehman internally measured and monitored its “repo book at risk,” which
assessed its repo book in terms of asset quality and tenor of funding in order to

determine how much secured funding Lehman could expect to lose in a crisis.®® As of

6261 [ ehman, 2008 Q2 Liquidity Metrics, Version 2, (June 14, 2008), at p. 18 [LBHI_SEC07940_601022].

0222 FRBNY President Timothy F. Geithner, Reducing Systemic Risk In A Dynamic Financial System,
Transcript of Remarks to The Economic Club (June 9, 2008), available at
http://www.newyorkfed.org/newsevents/speeches/2008/tfg080609.html.

6268 Shortly after the Bear Stearns event, Lehman recognized that in a stress event, a substantial portion of
its repo book would be at risk, and Lehman modeled this impact. Lehman, Liquidity Stress Scenario
Analysis (Apr. 21, 2008), at p. 5 [LBEX-DOCID 008608] (showing $25.3 billion net loss of secured funding
on the first day of a stress event). As of June 2008, Lehman began internally measuring its “repo book at
risk” in its performance of stress tests. See, e.g. “Apocalypse Now” liquidity scenario as of June 12, 2008
[LBEX-DOCID 022363]; “Apocalypse Now” Liquidity Scenario as of July 10, 2008 [LBEX-DOCID
1300118]. As of August 1, 2008, Lehman began internally tracking “repo at risk” in its daily liquidity MIS
reports. See, e.g., Lehman, Global Liquidity MIS (Aug. 1, 2008), at p. 14 [LBEX-DOCID 1058944] (showing
$55.7 billion of “repo at risk”); Lehman, Global Liquidity MIS (Aug. 4, 2008), at p. 14 [LBEX-DOCID
1058945] (showing $56.9 billion of “repo at risk”). Lehman continued to track this “repo book at risk”
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June 12, 2008, for example, Lehman projected it could lose, in a stressed environment,
approximately $56.7 billion of repo capacity out of its $107.9 billion total repo book for
non-government, non-agency collateral.* Thus, after the Bear Stearns event, Lehman
was increasingly aware of the nature and extent of its liquidity risk, both in terms of the
quality of the repo book and the maturity mismatch.

(d) Deleveraging to “Win Back” Market Confidence

Notwithstanding the technical complexity of their day-to-day business, financial
institutions cannot operate absent the fundamental ability to trade with third parties.
That ability, in turn, requires those potential counterparties to have confidence in the
financial institution — specifically, the institution’s ability to satisfy its obligations to its
counterparties. In this manner, as S&P noted in a May 2008 report, investment banks
“rely on their reputations in all aspects of their business,” from facilitating trading and
financial advisory work, to finding new investments, to borrowing capital.®> Thus, the
“most troublesome crisis that these firms can face ... is a crisis of confidence in the
firm.”¢2¢ The importance of confidence and credibility to Lehman’s franchise is evident

in the materials Lehman used to train its traders, which emphasized that “[c]redibility

metric through the week leading up to its bankruptcy filing on September 15, 2008. See, ¢.g., Lehman,
Liquidity Management MIS (Sept. 8, 2008), at p. 2 [LBEX-DOCID 022279] (showing $56.5 billion “repo at
risk”); Lehman, Liquidity Update (Sept. 10, 2008), [LBHI_SEC07940_845894], at p. 8.

6264 ” Apocalypse Now” liquidity stress scenario as of June 12, 2008 [LBEX-DOCID 022363].

6265 Matthew Albrecht, S&P, Investment Services Industry Survey (May 29, 2008), at p. 1.

6266 1.
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takes years to earn, and one day to lose.”%?” Azerad confirmed that confidence is a very
fleeting concept that could disappear in a day.®

Given the nature and the extent of Lehman’s liquidity risk, the next step in the
“unreasonably small capital” analysis is to assess whether (and if applicable, when)
Lehman could or should have anticipated that it could be faced with a loss of market
confidence that would materially impair its ability to obtain financing.

Immediately following the near collapse of Bear Stearns, Lehman was widely
viewed as one of the next most vulnerable investment banks.62° Eric Felder, Lehman’s
US head of Global Credit Products, in a March 26, 2008 e-mail to Herbert “Bart”
McDade, the then-Global Head of Lehman’s Capital Markets-Equities Group, explained
the risk facing Lehman in light of Lehman’s repo funding maturity mismatch and the

size and illiquidity of Lehman’s real estate-related investments:

6267 Kentaro Umezaki, Lehman, Lehman Brothers - 1998 Liquidity Risk Case Study, at p. 13 [LBEX-DOCID
251244].

6268 Examiner’s Interview of Robert Azerad, Sept. 23, 2009 (second interview), at p. 3.

6269 The assessment that Lehman was seen as the next most vulnerable was noted by Federal Reserve
chairman Ben S. Bernanke, former Treasury Secretary Henry M. Paulson, Jr., and present Treasury
Secretary and former FRBNY President Timothy F. Geithner in their interviews with the Examiner.
Examiner’s Interview of Ben S. Bernanke, Dec. 23, 2009, at p. 3; Examiner’s Interview of Timothy F.
Geithner, Nov. 24, 2009, at p. 3; Examiner’s Interview of Henry M. Paulson, Jr., June 25, 2009, at p. 11.
This view reflects reports in the financial press immediately following Bear Stearns. For example, on
March 20, 2008, an article appeared on Portfolio.com stating, “After the [near] collapse [of Bear Stearns],
Wall Street’s attention naturally turned to the other investment banks, especially Lehman Brothers,
perceived as the most vulnerable.” Jesse Eisinger, The Debt Shuffle: Wall Street cheered Lehman’s earnings,
but there are questions about its balance sheet, Portfolio.com (Mar. 20, 2008), available at
http://www .portfolio.com/news-markets/top-5/2008/03/20/Lehmans-Debt-Shuffle. Eric Felder forwarded
the article to lan Lowitt, with the note, “bunch of people looking at this article.” E-mail from Eric Felder,
Lehman, to Ian Lowitt, Lehman (Mar. 23, 2008) [LBHI_SEC07940_625905]. Lowitt responded, “Doesn’t
help.” E-mail from Ian Lowitt, Lehman, to Eric Felder, Lehman (Mar. 23, 2008) [LBHI_SEC07940_625905].
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Every financial failure has been the result of not being match funded. I'm
scared our repo is going to pull and our 7b over overnight [commercial
paper] is going to go away mid april. . . . We need to set up for
[commercial paper] going to zero and a meaningful portion of our secured
repo fading (not because it makes sense but just because). . . . The reality
of our problem lies in our dependence on repo and the scale of the real
estate related positions which will take longer to sell.s?”

In response to Felder’s warnings, Ian Lowitt, who was then Lehman’s co-chief
administrative officer (and who would later become Lehman’s CFO), reassured Felder
by emphasizing the availability of the liquidity pool, Lehman’s expectation that it
would be able to obtain temporary funding from central banks, as well as ongoing
efforts to deleverage the balance sheet:

The [commercial paper] fading will just come out of the excess liquidity in
holding company liquidity pool - so 32 bn goes to 24. LBI will be able to
fund itself via the fed window in one way or another to get flat cash. LBIE
is getting securities into form can pledge via bankhaus to the [European
Central Bank], to the tune of 4 bn or so by mid April. There is a lot of term
in the secured funding book. The deleveraging focus is now real. It will
be tough but we are much more active than the others. . . . People are on
it. Agree there will be another run, but believe it will be industry wide not
Lehman specific. You are not Cassandra, cursed by Apollo to be able to
see the future but have no one believe you !!67!

Lehman’s balance sheet, in terms of its size and composition, was a main focus of
the market in late 2007 and early 2008, and Lehman was focused upon reducing its
leverage numbers by raising equity and selling or otherwise transferring assets off of its

balance sheet in order to engender market confidence. For example, Callan, Lehman’s

6270 E-mail from Eric Felder, Lehman, to Herbert “Bart” McDade, Lehman (Mar. 26, 2008)
[LBHI_SEC07940_326400-01].
6271 E-mail from Ian Lowitt, Lehman, to Eric Felder, Lehman (Mar. 26, 2008) [LBHI_SEC07940_326400].
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CFO at the time, stated in an internal April 7, 2008 presentation that deleveraging was

1,

designed to “win back the confidence of the market, lenders and investors.”s>> The
presentation demonstrates that, as of April 2008, Lehman recognized that it had already
lost some measure of market confidence, and in particular, the confidence of Lehman’s
lenders.

(e) Beginning in the Third Quarter of 2008, Lehman Could

Have Reasonably Anticipated a Loss of Confidence Which
Would Have Triggered Its Liquidity Risk

Prior to Lehman’s earnings announcement for the second quarter of 2008, on
June 2, 2008, S&P downgraded Lehman’s long-term rating from “A+” to “A)”
expressing concern about “persistent dislocations in global capital markets [that] could
further weigh on core operating performance for the securities industry as a whole.”¢7
Although S&P acknowledged Lehman’s “stable funding profile” and “excess liquidity
position,” S&P noted that Lehman’s repo capacity “could be adversely affected if there
is a change in market perception of the firm, however ill founded.”2+

Lehman noted that in a June 3, 2008 conference call with S&P, the ratings agency

referred to Lehman’s capital raises during the quarter and stated that “Lehman does not

6272 Erin Callan, Lehman, Leverage Analysis [Draft] (Apr. 7, 2008), at p. 1 [LBEX-DOCID 1303158]. She
also noted that, in addition to deleveraging, Lehman needed to “use more conservative term structures to
fund less liquid securities (EMG, high yield, E2 and E3 equities).” Id. at p. 14.

6273 See Diane Hinton, S&P, Research Update: Lehman Brothers Holdings Inc. Rating Lowered To ‘A’ From ‘A+’;
Outlook Negative, S&P RatingsDirect, June 2, 2008, at p. 2 [LBHI_SEC07940_512922], available at
http://www2.standardandpoors.com/spf/pdf/events/fiart56308.pdf.

6274 Id.
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have a capital issue at this time.”®?> Lehman also stated its belief that the S&P
downgrade did not fully “reflect or acknowledge Lehman’s material improvement[s]”
in its “all-time low for net leverage” or its significant reduction in its “exposure to high-
risk assets.” 6276

Lehman recognized and anticipated the impact of this downgrade, and on June
4, 2008, responded by preparing a written presentation entitled, “Capital Adequacy &
Liquidity,” which was intended for Lehman’s significant repo counterparties®?”” and in
which Lehman downplayed the anticipated action as reflecting “industry concerns,”
insofar its ratings “relative to most of its direct peers did not change.”¢7

Prior to the opening of business on June 9, 2008, Lehman announced that it
intended to raise $6 billion through offerings of common stock and non-cumulative
mandatory convertible preferred stock, and that it expected to report a net earnings loss
of $2.8 billion for the second quarter of 2008.¢2° These announcements were reported

upon shortly before 7:00 am. EST on June 9, 2008 by the Wall Street Journal

6275 Lehman, Capital Adequacy & Liquidity (June 4, 2008), at p. 19 [LBHI_SEC07940_513590].

6276 1.

6277Ea’c p. 18.

6278 See also Diane Hinton, S&P, Research Update: Lehman Brothers Holdings Inc. Rating Lowered To ‘A’ From
"A+’; Outlook Negative, S&P RatingsDirect (June 2, 2008), at p. 2 [LBHI_SEC07940_512922], available at
http://www2.standardandpoors.com/spf/pdf/events/fiart56308.pdf (stating that ratings were also lowered
for Morgan Stanley and Merrill Lynch & Co., Inc.).

6279 Lehman, Press Release: Lehman Brothers Announces Expected Second Quarter Results (June 9, 2008),
at p. 1 [LBHI_SEC07940_035278-287]; Lehman, Press Release: Lehman Brothers Announces Offerings of
Common Stock and Mandatory Convertible Preferred Stock (June 9, 2008), at p. 1
[LBHI_SEC07940_2218262-63].
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MarketWatch.2 This loss was Lehman’s first as a public company.»! Although the
market had anticipated a loss, its size was nearly 10 times what many analysts had been
predicting for Lehman.®> At 10:00 a.m., Lehman, led by its then-CFO Erin Callan,
hosted a preliminary earnings call regarding its second quarter performance and
financial condition.®* To offset the negative earnings report, Lehman emphasized that
it had engaged in and successfully executed an “aggressive” deleveraging effort over
the course of the second quarter of 2008, that a “large part of the reduction” occurred
with “less liquid asset categories,” and that it had raised $6 billion in new equity. 62
Lehman also stated that the effect of these efforts was to reduce Lehman’s gross
leverage ratio to less than 25 times equity, and its net leverage ratio to less than 12.5
times equity.®> Notwithstanding the earnings loss, Lehman’s position was that its goal

for the quarter was to “bring down gross and net leverage,” and that Lehman had

6280 Steve Gilsi, Lehman Brothers to post $3 bin loss; sets $6 bln stock sale, Wall Street Journal MarketWatch,
June 9, 2008, available at http://www.marketwatch.com/story/lehman-brothers-to-post-3-bln-loss-sets-6-
bln-stock-sale?siteid=bnbh.

6281 Ben White, et al, Lehman targets up to $6bn in fresh capital, Financial Times (June 6, 2008), available at
http://www.ft.com/cms/s/0/51c1624c-3417-11dd-869b-0000779fd2ac.html.

6282 Susanne Craig, Lehman Set to Raise $5 Billion Amid Losses, Wall Street Journal, June 9, 2008, available at
http://online.wsj.com/article/SB121296377617855623. html?mod=djemalertMARKET (“Until recently, most
analysts who follow Lehman have been predicting a loss of about $300 million.”).

6283 Transcript of Lehman Brothers Holdings Inc. Second Quarter 2008 Preliminary Earnings Call (June 9,
2008) [LBHI_SEC07940_592160].

6284 Id. at p. 2.

6285 [
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accomplished this goal.®¢ Thus, Lehman made its case for why the market should not
lose confidence in its core franchise or capital position.

However, notwithstanding this presentation, on June 9, 2008, Fitch Ratings
issued a ratings downgrade for Lehman, citing “increased earnings volatility, changes
in its business mix due to contraction in the securitization and structured credit markets
and the level of risky assets exposing earnings to challenges in hedge effectiveness.” 62
Fitch noted that “[d]espite [its] asset sales, Lehman’s exposure to higher risk asset
categories as a percent of Fitch core capital is higher than [its] peers.”®¢ Further, Fitch
expressed concern that Lehman’s deleveraging was removing its “most attractive
assets” from its balance sheet, “leaving a concentrated level of least desirable or more
problematic assets.”®* Moody’s similarly changed Lehman’s outlook from stable to
negative on June 9, despite Lehman’s June 6 announcement of its $6 billion equity
raise.®® Moody’s stated that its decision reflected its concern about “risk management
decisions that resulted in elevated real estate exposures and the subsequent

ineffectiveness of hedges to mitigate these exposures in the recent quarter.”

6286 Id. at p. 3.

6287 Fitch Ratings Press Release: Fitch Downgrades Lehman Brothers” L-T & S-T IDRs to ‘A+/F1’; Outlook
Negative (June 9, 2008), available at http://www.pr-inside.com/fitch-downgrades-lehman-brothers-I-t-
r633111.htm.

6288 [,

6289 [ 4.

629 Ruby McDermid, Moody’s downgrades Lehman to negative from stable, Wall Street Journal MarketWatch
June 9, 2008, available at http://www.marketwatch.com/story/moodys-downgrades-lehman-to-negative-
from-stable.

6291 [ 4.
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Following the preliminary earnings call on June 9, the market had an
opportunity to reflect on the earnings announcement, Lehman’s reported deleveraging
and Lehman’s $6 billion equity raise. There is evidence sufficient to support a
determination that, notwithstanding Lehman’s plan to “win back” the confidence of the
market, its plan had not succeeded.

The price of Lehman’s common stock could support a determination that the
steps taken by Lehman throughout the second quarter and the first part of June did not
result in increased market confidence. From the beginning of 2008 through the end of
the second quarter of 2008, Lehman’s common stock traded in range between a high of
$66 per share on February 1, 2008 to a low of $31.75 on March 17, 2008, immediately
after the near collapse of Bear Stearns. Starting in June 2008, Lehman’s share price was
approaching its 52-week low, would soon fall below $30 per share and would not again
return to that level.©2 On June 12, 2008, Lehman’s stock opened at $21.35/share, and
closed at $21.17/share — lows that Lehman had not reached since 1996 — and the
volume on trading of Lehman’s shares reached an all-time high of over 173 million — a
level of trading that would only be eclipsed in Lehman’s final week prior to the

bankruptcy filing.62

6292 The last time Lehman’s stock had traded below $30/share was in September and October 1998 — in
the aftermath of the collapse of Long-Term Capital Management and the Russian Sovereign Debt Crisis.
All historical pricing information is publicly available from sites such as Yahoo! Finance.

6293 [,
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Press reports at that time are also an indicator of the declining confidence in
Lehman. On June 11, 2008, Robert Azerad forwarded to Paolo Tonucci two articles
from that day.®»* The first article from Business Week, entitled, “Lehman: Independent
for How Long?” concluded with a quote from an analyst: “Lehman is next. When you
have a pack of dinosaurs, the slowest gets picked off.”¢» The second article, a
commentary from Jonathan Weil of Bloomberg.com, stated:

Lehman reported a $2.8 billion quarterly loss on June 9, the same day it

said it had raised $6 billion in fresh capital. Investors seemed surprised,

judging by the stock’s 15 percent decline since then. They shouldn’t have

been. Wall Street stock analysts were predicting a much smaller loss. Yet

Lehman’s market capitalization, at $19.2 billion, is now almost $7 billion

less than the company’s $26 billion book value, or assets minus liabilities.

That suggests that the market believes Lehman hasn’t fully cleaned up its

balance sheet and that the worst is still to come, management’s assurances
notwithstanding.62¢

In his e-mail to Tonucci, Azerad described these articles as “[r]epresentative of the tone
of the market.”6297
On June 12, Lehman announced that it was replacing its long-standing President

and COQ, Joseph Gregory, as well as Callan.®*® As described in official Lehman talking

624 E-mail from Robert Azerad, Lehman, to Paolo Tonucci, Lehman (June 11, 2008)
[LBHI_SEC07940_517806-809].

62% Ben Levisohn, Lehman: Independent for How Long? Business Week, June 11, 2008, attached to e-mail
from Robert Azerad, Lehman, to Paolo Tonucci, Lehman (June 11, 2008) [LBHI SEC07940].

62% E-mail from Robert Azerad, Lehman, to Paolo Tonucci, Lehman (June 11, 2008)
[LBHI_SEC07940_517806-809] (Jonathan Weil, Lehman’s Greatest Value Lies In Lessons Learned,
Bloomberg.com (June 11, 2008), attached to email from Robert Azerad, Lehman, to Paolo Tonucci,
Lehman (June 11, 2008) [LBHI SEC 07940].

627 E-mail from Robert Azerad, Lehman, to Paolo Tonucci, Lehman (June 11, 2008)
[LBHI_SEC07940_517806].
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points distributed to Lehman managers for internal distribution, these senior
management changes were made in an effort to “regain the confidence” of investors
and its business partners, and to repair the firm’s “eroded” credibility.6>*

Also, on June 12, 2008, one of Lehman’s clearing banks, Citigroup, requested that
Lehman provide it with a substantial cash deposit to cover its exposure to Lehman on
an intra-day basis, in an initial amount of between $3 billion and $5 billion, which was
later negotiated down to a $2 billion “comfort deposit.”#® In an e-mail sent internally
between Citigroup personnel on that date, Citigroup risk manager Thomas Fontana

stated:

629 See Alistair Barr, et. al, Lehman CFO Callan, COO Gregory ousted from posts, MarketWatch, June 12, 2008,
available at  http://www.marketwatch.com/story/lehmans-cfo-and-coo-ousted-as-turmoil-takes-a-new-
turn-2008612111300.

6029 Lehman, President, COO, CFO Changes: Internal Talking Points (June 12, 2008), at p. 1 [LBEX-DOCID
362070], e-mail from George Creppy, Lehman, to Steven Hash, Lehman, et al. (June 12, 2008) [LBEX-
DOCID 362233] (subject line: “For Internal Use by Managers: TPs/FAWSs on Senior Mgmt Changes.”).

6300 See E-mail from Thomas Fontana, Citigroup, to Christopher Foskett, Citigroup, et al. (June 12, 2008)
[CITI-LBHI-EXAM 00074930] (“After speaking with the CFO and Treasurer, we made a request for $5B in
a cash deposit.”); see also e-mail from Christopher Foskett, Citigroup, to John Havens, Citigroup, et al.
(June 12, 2008) [CITI-LBHI-EXAM 00074930] (“I have been on the phone this morning with Ian Lowitt,
new CFO of Lehman and Paolo Tonucci, global Treasurer. In order to keep our clearing capabilities at
levels they require to efficiently operate, I have asked them to put up a cash deposit - as we did with Bear
Stearns last summer - to offset any intra-day or end of day shortages that may occur. While
disappointed, they have directed their team to put it in place.”); ¢f. e-mail from Daniel J. Fleming,
Lehman, to lan Lowitt, Lehman (June 12, 2008) [LBEX-AM 008609-008610] (“Citibank is asking for a $3bn
cash deposit tonight to cover intra-day exposures.”). Ultimately, Lehman provided and Citigroup
accepted a deposit in the amount of $2 billion. See E-mail from Thomas Fontana, Citigroup, to Richard
Blaszkowski, Citigroup, et al. (June 12, 2008) [CITI-LBHI-EXAM 00051023] (“A lot of stress on the Lehman
name in the market today. We took in a $2B deposit and re-sized the clearing lines.”); e-mail from Daniel
J. Fleming, Lehman, to Ian Lowitt, Lehman, et al. (June 12, 2008) [LBEX-AM 008608] (“Will be depositing
$2bn with Citi tonight. No lien or right of offset, a straight overnight fed funds deposit.”).
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Fuld oust[ed the] CFO and COO . ... We have cut back clearing lines in
Asia . . . .This is bad news. Market is saying Lehman can not make it
alone. Loss of confidence is huge at the moment.5!

On the same date, Donald Kohn, the Federal Reserve Bank Vice Chairman, wrote
to Federal Reserve Bank Chairman Ben Bernanke, noting that while Lehman had raised
$6 billion through an equity offering that day, the additional injection of equity did not
restore the market’s confidence in Lehman, and that there was a “possibility” that “this
is Thursday of BS [Bear Stearns] weekend, and equity holders could wake up Monday
with no value.”® Kohn also noted that “Fuld really [had] no alternative plan at this
point.”®#% Kohn provided Bernanke with a report of a joint call between the Federal
Reserve, Treasury Department and the SEC that occurred on the afternoon on June 12,
2008 regarding Lehman, and noted that the discussion turned to “thinking about

options in the event the slow erosion of confidence [in Lehman] turns into a rout and

6301 E-mail from Thomas Fontana, Citigroup, to Christopher Foskett, Citigroup, et al. (June 12, 2008) [CITI-
LBHI-EXAM 00081606].

6302 E-mail from Donald Kohn, FRBNY, to Ben S. Bernanke, Federal Reserve, ef al. (June 12, 2008) [FRB to
LEH Examiner 00073].

6303 Jd. Coincidentally, on June 12, 2008, the Economist magazine published an article titled, “Litterbin of
Last Resort,” criticizing the ECB for allowing investment banks to dump asset-backed securities, “like so
much radioactive waste,” and for sticking to its pre-crisis acceptance rules that were being “’gamed’ or
arbitraged” by investment banks, who were creating asset-backed securities that had no publicly traded
value but were designed solely for pledging to ECB windows. See E-mail from Robert Azerad, Lehman, to
Paolo Tonucci, Lehman, et al. (June 12, 2008) [LBEX-DOCID 008040]. Lehman had been internally
concerned about its increasing reliance on its strategy of creating ABS solely for the purpose of pledging
to the ECB, even discussing the possible “reputational issue” if the extent of its reliance became public.
See e-mail from Carlo Pellerani, Lehman, to Robert Azerad, Lehman (May 12, 2008)
[LBHI_SEC07940_336321]; cf. Carlo  Pellerani, Lehman, ECB Strategy (June  2008)

[LBHI_SEC07940_345777-786]. At the same time, however, Lehman’s contingency plan in the event of a

loss of repo funding relied upon increased funding through the ECB. See Lehman, Presentation to the
Federal Reserve: Update on Capital, Leverage, and Liquidity (May 28, 2008), at pp. 7, 16
[LBHI_SEC07940_062581].
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liquidity fled quickly.”s®* Kohn concluded that the Federal Reserve did not have “any
options to provide confidence in the firm.”

After the release of its second quarter 2008 financials, Fuld was receiving
increasingly blunt pressure from Secretary Paulson and FRBNY President Geithner to
sell Lehman or find a strategic partner.®% Secretary Paulson told the Examiner that
Lehman’s “devastating” announcement of its first-ever earnings loss in the second
quarter of 2008 convinced Fuld that dramatic action was necessary to save Lehman.s”
According to Secretary Paulson, the release of the numbers served as a “wake-up call”
to Fuld who, at that point, “appreciated Lehman’s fragility and comprehended that the
future portended nothing better.” 63

The Examiner finds that there is evidence sufficient to support a determination
that, beginning early in the third quarter of 2008, there was a reasonable likelihood of

Lehman losing the confidence of the markets in the near term, such that its ability to

6304 E-mail from Donald Kohn, FRBNY, to Ben S. Bernanke, Federal Reserve, et al. (June 12, 2008) [FRB to
LEH Examiner 00073].

6305 I 4.
6306 Examiner’s Interview of Treasury Secretary Henry Paulson, June 25, 2009, at p. 14; Examiner’s
Interview of Treasury Secretary Timothy F. Geithner, Nov. 24, 2009, at p. 6. However, Federal Reserve
Chairman Ben S. Bernanke told the Examiner that he was not of the view in the summer of 2008 that
Lehman’s failure was “inevitable.” Examiner Interview of Chairman Ben S. Bernanke, Dec. 22, 2008, at p.
7.

6307 Examiner’s Interview of Treasury Secretary Henry Paulson, June 25, 2009, at pp. 13-14.

6308 Id. at p. 14.
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obtain financing to support its non-government, non-agency asset classes through the
repo market was at risk.®®
(f) Lehman Was Not Sufficiently Prepared to Absorb a

Liquidity Crisis Marked by a Sudden Loss of Non-
Government, Non-Agency Repo Funding

The next step of the analysis is to determine whether Lehman was adequately
prepared to manage the liquidity risk posed by the reasonably foreseeable loss of
market confidence. After the Bear Stearns event, Lehman conducted liquidity stress
tests that assumed Lehman would lose a certain measure of repo funding for non-
government, non-agency assets over a four-week period. Each of Lehman’s stress tests,
other than one, predicted that they would survive.®*® If these stress scenarios were
founded upon reasonable and prudent assumptions, the results support the conclusion
that Lehman was adequately prepared to handle such risks and it did not have
unreasonably small capital. Conversely, if Lehman was only able to project survival

under these stress scenarios through the use of assumptions that were imprudent or

6309 Selecting a precise date that a company has “unreasonably small capital” is a matter of judgment. As
a matter of law, such precision is unnecessary: a fact-finder can examine the financial condition of the
company for a “reasonable period of time” both before and after the date of the transfer in question. See,
e.q., Barrett v. Continental Ill. Nat’l Bank & Trust Co., 882 F.2d 1, 4 (1st Cir. 1989). The Examiner has focused
on June of 2008 in light of the applicable facts and governing law.

6310 The April 21 stress test, which was the first that Lehman presented to the Federal Reserve and SEC,
showed Lehman surviving a four-week stress scenario with less than $500 million of liquidity. Lehman,
Liquidity Stress Scenario Analysis (Apr. 21, 2008), at p. 5 [LBEX-DOCID 008608]. Lehman’s next stress
test, presented to the Federal Reserve and SEC on May 28, 2008, showed Lehman surviving the four-week
stress event with more than $20 billion left in its liquidity pool. Lehman, Presentation to the Federal
Reserve: Update on Capital, Leverage & Liquidity (May 28, 2008), at p. 13 [LBHI_SEC(07940_062581].
However, Lehman Brothers was asked to restate its May 28th stress test results using more conservative
assumptions, and as restated, Lehman Brothers would have shown failure by approximately $6 billion.
See Lehman, Liquidity Stress Tests At Lehman Brothers (Aug. 8, 2008), at p. 3 [LBEX-DOCID 3211633].
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unreasonable, then the result of these stress tests do not preclude a determination that
Lehman was operating with unreasonably small capital. Furthermore, notwithstanding
the liquidity stress tests, the Examiner has evaluated other metrics of capital adequacy
that Lehman monitored and that purported to show Lehman’s strong capital position to
determine whether these metrics preclude a conclusion that Lehman was operating
with “unreasonably small capital.”

(i) Lehman’s Liquidity Pool

As noted above, Lehman was well aware that a loss of short-term financing
could impair its ability to continue operations. Lehman had experienced a liquidity
crisis in 1998 following the Russian Sovereign Debt Crisis and the collapse of the hedge
fund, Long-Term Capital Management.®*" In response, Lehman adopted a “three
dimension[al] funding framework” to guide its funding of assets and mitigate its

liquidity risk (the “Funding Framework”).®2 One of the principal components of

6311 See Kentaro Umezaki, Lehman Brothers, 1998 - Liquidity Risk Case Study, at p. 7 [LBEX-DOCID
251244], attached to e-mail from Kentaro Umezaki, Lehman, to Rebecca Miller, Lehman (Sept. 5, 2007)

[LBEX-DOCID 427653].

0312 Lehman, Project Green - Liquidity & Liquidity Management [Draft] (June 2008), at p. 2
[LBHI_SEC07940_844120].  The principal components of Lehman’s Funding Framework were the
liquidity pool, the cash capital surplus, and the reliable secured funding model. The three components
were designed to work in conjunction with each other. See LBHI 10-Q (July 10, 2008), at pp. 81-82. The
reliable secured funding model was designed to address the risk of a loss of repo funding through a
relationship-based strategy of Lehman obtaining a certain level of financing from counterparties the
relationships of which with Lehman were sufficiently strong such that Lehman projected that these firms
would continue to trade with Lehman during a stress event. See Lehman, Secured Liquidity Risk Model
(Jan. 2006) [LBEX-DOCID 1313333]. The cash capital surplus principally measured the amount by which
the sum of Lehman’s long-term debt and equity capital exceeded Lehman’s estimates of its less liquid and
illiquid assets as well as the aggregate haircuts applied to such assets. In this sense, the cash capital
model built upon the assumptions of the reliable secured funding model, insofar as the assessment of
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Lehman’s Funding Framework was the LBHI liquidity pool.#®* The liquidity pool was
designed to cover the loss of unsecured debt, specifically, the rolling off of commercial
paper and the maturity of the current portion of long-term debt.5** Lehman reported a
record liquidity pool of $44.6 billion and a record cash capital surplus of $15.0 billion as
of May 31, 2008.6315

However, Lehman’s liquidity pool was not, at least prior to the Bear Stearns
event, primarily designed or sized to address a loss of repo funding. In its Annual
Report for fiscal year 2007, Lehman disclosed that “[e]ven within the one-year time
frame contemplated by our liquidity pool, we depend on continuous access to secured
financing in the repurchase and securities lending markets, which could be impaired by
factors that are not specific to Lehman Brothers, such as a severe disruption of the
tinancial markets.”®*¢ In a March 2008 presentation to the Federal Reserve and the SEC,

Lehman noted that the liquidity pool was primarily designed to cover the inability to

which assets were “less liquid” (and therefore needed to be match-funded with cash capital). The
liquidity pool was designed to cover the loss of unsecured debt, specifically, the rolling off of commercial
paper and the maturity of the current portion of long-term debt. See Lehman, Liquidity Management At
Lehman Brothers, Presentation to the Chicago Mercantile Exchange, [Draft] (June 5, 2008), at p. 10 [LBEX-
DOCID 1300305] (describing the MCO or “maximum cumulative outflow” assumptions).

0313 Lehman, Project Green - Liquidity & Liquidity Management [Draft] (June 2008), at p. 2
[LBHI_SEC07940_844120].

6314 Lehman, Presentation to the Chicago Mercantile Exchange, Liquidity Management At Lehman
Brothers [Draft] (June 5, 2008), at p. 10 [LBEX-DOCID 1300305] (describing the MCO or “maximum
cumulative outflow” assumptions).

6315 LBHI 10-Q (July 10, 2008), at pp. 81-82.

6316 LBHI 2007 10-K, at p. 17 (emphasis added).
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roll maturing, unsecured debt for one year, not the loss or reduction of repo funding,
which was to be addressed with “[o]verfunding of less liquid asset classes.””
Following the Bear Stearns event, Lehman made a “series of modifications” to its
funding framework to bolster its “liquidity fortress” and to manage the liquidity risk
presented by short term secured funding.©'® Although Lehman acknowledged that a
loss of short-term secured funding could result in “an impairment of the franchise,” its
liquidity pool was not part of its risk mitigation plan against the potential loss of
secured funding: “Lehman Brothers manages its secured liquidity using a four-pronged
risk mitigation strategy, which conservatively assumes: (a) no reliance on Holdings’

liquidity; (b) no reliance on customer collateral or free credits.”®"

6317 Lehman, Presentation to Federal Reserve & SEC: Liquidity Management At Lehman Brothers (Mar.
26, 2008), at p. 10 [LBHI_SEC07940_057097]. Lehman would later describe “overfunding” as the “ability
to absorb adverse changes in secured funding capacity in times of stress by reducing total collateral
borrowed in or reallocating the higher quality, easy to fund treasury or agency securities.” See LBHI 10-Q
(July 10, 2008), at p. 84.

6318 Lehman, Liquidity Management At Lehman Brothers (May 15, 2008), at pp. 12, 23 [LBEX-DOCID
008669]. Lehman stated that it would mitigate its secured funding risk by increasing “overfunding of less
liquid asset classes,” increasing its use of its captive banking entities, especially Lehman Brothers

Bankhaus, and “transforming” its balance sheet through the use of securitization to “create liquid,
investment grade securities out of a pool of less liquid collateral.” Id at p. 12. Of these three
modifications, overfunding was a major part of Lehman’s post-Bear Stearns funding framework. In its
Form 10-Q for the second quarter of 2008, Lehman reported that it had an overfunding cushion of $27
billion. LBHI 10-Q (July 10, 2008), at p. 84. By comparison, Lehman estimated that it could fund
approximately $3 billion of its lost repo capacity through its captive banking entities, which is a fraction
of the amount of “overfunding” it projected. See Lehman, Liquidity Management At Lehman Brothers
(May 15, 2008), at pp. 12, 14 [LBEX-DOCID 008669]. Lehman noted that its ability to transform the
balance sheet through the securitization and structured finance markets (which were largely moribund
by summer 2008) would take 1 to 2 weeks. Id. at 24.

6319 Lehman, Presentation to Federal Reserve & SEC: Liquidity Management At Lehman Brothers (Mar.
26, 2008), at p. 11 [LBHI_SEC07940_057097] (emphasis added); see also Lehman, Liquidity Management At
Lehman Brothers (May 15, 2008), at p. 12 [LBEX-DOCID 008669].

1677



However, in its quarterly report for the second quarter of 2008, Lehman
disclosed, for the first time, that the LBHI liquidity pool could be available, “[a]s a last
resort,” as a mitigant against “the loss of secured funding capacity.”©* Lehman
provided an assessment of its repo book at risk, starting with its non-government, non-
agency repo book of $105 billion, and excluding certain asset classes that it considered
to be relatively liquid even under stressed conditions, and disclosed that its projected
loss of $32 billion of repo capacity “may be mitigated by the liquidity pool available to
the Company.” 62!

(ii) Liquidity Stress Tests

Following the Bear Stearns event, Lehman met with the FRBNY and the SEC on
several occasions to discuss the results of successive versions of its liquidity stress
tests.522 With one exception noted below, Lehman reported that it survived the stress

tests, and beginning with its May 28, 2008 stress test report, Lehman reported that it

6320 LBHI 10-Q (July 10, 2008), at p. 84. Previously, Lehman had only made general statements that its
liquidity pool was “sized to cover expected cash outflows” associated with an “anticipated impact of
adverse changes on secured funding, either in the form of a greater difference between the market and
pledge value of the assets (also known as ‘haircuts’) or in the form of reduced borrowing availability.”
See, e.g., LBHI 2007 10-K, at p. 56; LBHI 10-Q (Apr. 9, 2008), at p. 65.

6321 LBHI 10-Q (July 10, 2008), at pp. 84-85.

032 E-mail from Michael Hsu, SEC, to Paolo Tonucci, Lehman, et al. (Apr. 9, 2008)
[LBHI_SEC07940_477096] (noting that the SEC was looking for Lehman and its peers to agree upon ‘the
principle of a new liquidity standard” which he described as “a 30-day ‘bulletproof’ liquidity survival
window”); Joint Request of SEC and FRBNY: Liquidity Scenarios for CSEs (May 20, 2008)
[LBHI_SEC07940_505195]; see also Lehman, Liquidity Stress Scenario Analysis (Apr. 21, 2008), at p. 5
[LBEX-DOCID 008608]; Lehman, Presentation to the Federal Reserve Update on Capital, Leverage &
Liquidity (May 28, 2008), at p. 13 [LBHI_SEC(07940_062581]; Lehman, Presentation to the Federal Reserve
& SEC: Updated Stressed Liquidity Scenario (July 2, 2008), at p. 10 [LBEX-DOCID 1300104]; Lehman,
Liquidity Stress Tests At Lehman Brothers (Aug. 8, 2008), at p. 3 [LBEX-DOCID 3211633].
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survived the stress tests by a margin exceeding $10 billion at the end of the four week
projection period.®»

These stress tests were based on Lehman’s own projections, and in substantial
part, employed assumptions determined by Lehman.©* Courts have recognized that a
company’s own projections “tend to be optimistic,” and therefore, a fact-finder should
not simply take them at face value.®®” Accordingly, the key inquiry is whether the
projection itself was based upon prudent and reasonable assumptions.2

The assumptions employed by the stress tests had a material impact on the test
results. For example, Lehman’s stress test presented to the FRBNY and the SEC on May
28, 2008, assumed that Lehman’s liquidity position would benefit over the four-week
projection period due to the “positive impact” of $16.0 billion of “balance sheet

reduction,” and a $10.0 billion reduction in prime broker customer funding.®”” This

6323 The April 21 stress test, which was the first that Lehman presented to the Federal Reserve and SEC,
showed Lehman surviving a four-week stress scenario with less than $500 million left of its original
liquidity position. Lehman, Liquidity Stress Scenario Analysis (Apr. 21, 2008), at p. 5 [LBEX-DOCID
008608]. Lehman’s next stress test, presented to the Federal Reserve and SEC on May 28, 2008, showed
Lehman surviving the four-week stress event with more than $20 billion left in its liquidity pool.
Lehman, Presentation to the Federal Reserve Update on Capital, Leverage & Liquidity (May 28, 2008), at
p- 13 [LBHI_SEC07940_062581]. However, Lehman Brothers was asked to restate its May 28th stress test
results using more conservative assumptions, and as restated, Lehman Brothers would have shown

failure by approximately $6 billion. See Lehman, Liquidity Stress Tests At Lehman Brothers (Aug. 8,
2008), at p. 3 [LBEX-DOCID 3211633].

6324 Examiner’s Interview of Irina Veksler, Sept. 11, 2009, at. p. 6; Examiner’s Interview of Laura M.
Vecchio Apr. 16, 2009, at p. 5.

6325 Moody v. Security Pac. Bus. Credit, Inc., 971 F.2d 1056, 1073 (3rd Cir. 1992).

6326 MIFS/Sun Life Trust-High Yield Series v. Van Dusen Airport Servs. Co., 910 F. Supp 913, 944 (S.D.N.Y.
1995); see also In Re Iridium Operating LLC, 373 B.R. at 347.

6327 Lehman, Presentation to the Federal Reserve Update on Capital, Leverage & Liquidity (May 28, 2008),
at pp. 13-14 [LBHI_SEC07940_062581].
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stress test projected that Lehman would survive a liquidity stress event with $20.7
billion of its available liquidity at the end of the four-week period.®®” At the request of
the regulators, Lehman subsequently conducted the stress test without these
assumptions.®® Without the benefit of these assumptions, the restated stress test
demonstrated that Lehman would have failed the May 28, 2008 stress test by $6
billion.®** In this manner, altering two assumptions had a $26.7 billion effect on the
test’s result.

A second demonstration of the impact of a liquidity stress test’s assumptions on
the result can be found in the independent stress tests developed by the FRBNY. In
May 2008, the FRBNY generated two stress test scenarios which modeled how Lehman
would respond to a “Bear Stearns” and “Bear Light” scenarios.®* The “Bear Stearns”
scenario assumed a run on the bank in all business areas, and the “Bear Light” scenario
assumed that the run was 35 percent as strong as the “Bear Stearns” scenario.®® These
stress tests projected that Lehman would fail the “Bear Stearns” scenario by $84 billion

and the “Bear Light” scenario by $15 billion.®*% In June 2008, the FRBNY ran another

6328 Id. at p. 13.

6329 Lehman, Liquidity Stress Tests At Lehman Brothers (Aug. 8, 2008), at p. 3 [LBEX-DOCID 3211633]; see
also e-mail from Robert Azerad, Lehman, to Laura M. Vecchio, Lehman, et al. (Aug. 8, 2008) [LBEX-
DOCID 3207542] (noting that the restated stress test was “the follow-up to last week’s meeting with the
Fed.”).

6330 Lehman, Liquidity Stress Tests At Lehman Brothers (Aug. 8, 2008), at p. 1 [LBEX-DOCID 3211633].

6331 Bill Brodows, FRBNY, ef al., Primary Dealer Monitoring: Initial Assessment of CSEs (May 12, 2008), at
p. 9 [FRBNY to Exam 000017].

6332 4.

6333 Id. at p. 11.
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stress test with assumptions that were generally consistent with the May 2008 Bear
Light scenario.®®* According to the FRBNY’s projections, the June 2008 stress test
showed that Lehman would fail in a reasonably foreseeable stress event by a margin of
$15 billion.s

There is sufficient evidence to support the determination that certain of the
material assumptions employed in Lehman’s tests were not reasonable. For example,
Lehman assumed that it would not be able to issue any unsecured commercial paper
during the term of the four-week stress event. This assumption was based on the
reasonable determination that Lehman would not be able to obtain unsecured debt
during a liquidity stress event. Lehman, however, did not apply this determination
consistently throughout the scenario. As discussed in Section III.A.5.i of this Report, at
the time the stress tests were conducted, Lehman’s clearing banks provided a measure
of unsecured credit on an intra-day basis.®** Given that Lehman deemed the loss of
unsecured financing a reasonable and necessary assumption under its stress
scenarios,®® it was inconsistent not to apply that assumption to the unsecured credit

provided by the clearing banks.

633 FRBNY, Primary Dealer Monitoring: Liquidity Stress Analysis (June 25, 2008, revised June 26, 2008)
[FRBNY to Exam 000033].

63%5 Id. at p. 2.

6336 See Section III.A.5.b.1.b, noting that the Net Free Equity metric was “the market value of Lehman
securities pledged to JPMorgan plus any unsecured credit line JPMorgan extended to Lehman minus cash
advanced by JPMorgan to Lehman.”

6337 See, e.g., LBHI 10-Q (July 10, 2008), at p. 85. (“Most of the Company’s [stress] scenarios assume
complete disruption of unsecured funding markets (i.e. the inability to issue new unsecured debt).”) See

1681



Furthermore, there are sufficient facts to demonstrate that its assumption that its
clearing banks would continue to provide unsecured credit on an intra-day basis during
a stress event was unreasonable. By February 2008, Lehman’s primary clearing bank
JPMorgan had expressed concern to Lehman about its intra-day exposure to Lehman.s3%
Additionally, as noted above, on June 12, 2008, Lehman’s foreign exchange clearing
bank, Citigroup, initially requested that Lehman provide it a “comfort deposit” of
between $3 billion and $5 billion to mitigate Citigroup’s perceived intra-day

exposure.®® Further, on June 19, 2008, Lehman provided $5.4 billion in collateral to

also Lehman, Liquidity Stress Scenario Analysis (Apr. 21, 2008), at p. 3 [LBEX-DOCID 008608] (noting that
loss of unsecured funding is a “key assumption.”); Lehman, Presentation to the Federal Reserve Update
on Capital, Leverage & Liquidity (May 28, 2008), at p. 6 [LBHI_SEC07940_062581] (distinguishing the
Bear Stearns event by noting that Lehman had “[n]o reliance on short-term unsecured funding” and that
its liquidity framework “assumes that unsecured debt cannot be rolled in a liquidity event”); Lehman,
Presentation to the Federal Reserve & SEC: Updated Stressed Liquidity Scenario (July 2, 2008), at p. 5
[LBEX-DOCID 1300104] (noting a complete inability to roll unsecured debt such as commercial paper and
letters of credit at maturity).

638 E-mail from Janet Birney, Lehman, to Daniel ]. Fleming, Lehman, et al. (Feb. 26, 2008)
[LBHI_SEC(07940_436414]. JPMorgan was specifically concerned that Lehman’s repo counterparties were
not valuing the collateral correctly, and assessed increasing haircuts against the repo collateral in the
triparty repo book accordingly.

6339 See e-mail from Thomas Fontana, Citigroup, to Christopher Foskett, Citigroup, et al. (June 12, 2008)
[CITI-LBHI-EXAM 00074930] (“After speaking with the CFO and Treasurer, we made a request for $5B in

a cash deposit.”); see also e-mail from Christopher Foskett, Citigroup, to John Havens, Citigroup, et al.
(June 12, 2008) [CITI-LBHI-EXAM 00074930] (“I have been on the phone this morning with Ian Lowitt,
new CFO of Lehman and Paolo Tonucci, global Treasurer. In order to keep our clearing capabilities at
levels they require to efficiently operate, I have asked them to put up a cash deposit - as we did with Bear
Stearns last summer - to offset any intra-day or end of day shortages that may occur. While
disappointed, they have directed their team to put it in place.”); ¢f. e-mail from Daniel J. Fleming,
Lehman, to lan Lowitt, Lehman (June 12, 2008) [LBEX-AM 008609-008610] (“Citibank is asking for a $3bn
cash deposit tonight to cover intra-day exposures.”). Ultimately, Lehman provided and Citigroup
accepted a deposit in the amount of $2 billion. See e-mail from Thomas Fontana, Citigroup, to Richard
Blaszkowski, Citigroup, et al. (June 12, 2008) [CITI-LBHI-EXAM 00051023] (“A lot of stress on the Lehman
name in the market today. We took in a $2B deposit and re-sized the clearing lines.”); e-mail from Daniel
J. Fleming, Lehman, to Ian Lowitt, Lehman, et al. (June 12, 2008) [LBEX-AM 008608] (“Will be depositing
$2bn with Citi tonight. No lien or right of offset, a straight overnight fed funds deposit.”).
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address JPMorgan’s intra-day exposure.®* In fact, at the time of LBHI's bankruptcy,
Lehman had provided more than $16 billion in the aggregate to its clearing banks to
secure their intra-day exposure — a liquidity outflow that Lehman failed to account for
in any amount in its liquidity stress tests.®*

Lehman also failed to take into account the temporary liquidity cost of
“operational friction,” which Lehman knew would be present in a stress event.
Operational friction includes the temporary impact on liquidity arising from the
difference in timing between Lehman’s delivery of payment of the account balance to
clients and the time it took Lehman to sell and process payment for these assets.5

Azerad acknowledged that Lehman was aware that operational friction would
get worse in a stress event.®# In the ordinary course of its business, Lehman employed
two sources of funding to address the temporary liquidity impact of operational friction

— commercial paper and the broker-dealer’s “operational cash cushion.”®# While these

6340 E-mail from Craig Jones, Lehman to John Feraca, Lehman (June 19, 2008) [LBEX-AM 001775]. Jones
informed Feraca: “Today we moved several unencumbered assets (Sasco, Spruce, Pine, Fenway) to
LCPI's DTC box at Chase to generate an additional $5.4 billion of NFE. This will help us absorb the
increase in intra-day margining that Chase wants us to implement.”

6341 Paolo Tonucci & Robert Azerad, Liquidity Of Lehman Brothers (Oct. 7, 2008), at p.
9[LBHI_SEC07940_844701].

6342 Lehman, Presentation to S&P, Liquidity Management At Lehman Brothers (May 15, 2008), at p. 17
[LBEX-DOCID 008669] (defining operational friction as “change in lock ups, transfer of positions across
depots, change in secured funding, etc.”).

6343 Examiner’s Interview of Robert Azerad, Sept. 23, 2009 (second interview), at p. 9.

6344 Lehman, Presentation to the Chicago Mercantile Exchange, Liquidity Management At Lehman
Brothers [Draft] (June 5, 2008), at p. 24 [LBEX-DOCID 1300305] (Lehman assumed that it could “[u]se
term commercial paper to mitigate short-term liquidity outflows such as unforeseen operational friction
(fails)”); see also Lehman, Presentation to the Federal Reserve Update on Capital, Leverage, and Liquidity
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sources were available outside of a stress event, Lehman’s own stress tests assumed that
neither of these would be available during a stress event.

As noted above, the tests assumed that Lehman would not be able to issue
commercial paper during the stress event.®* Lehman’s broker-dealers were structured
to not require liquidity infusions from LBHI in order to operate in the ordinary course
of their business, and their prime broker business, in particular, was designed to be
“self-sufficient.”#* However, in a stress event, Lehman projected that “the largest
liquidity stress would be felt at the broker dealers, which because they could not roll
maturing repos, would experience significant cash outflows.”* For example, in the
April 21 scenario, Lehman projected that its main broker-dealers, LBI and LBIE, would
lose $33.1 billion of repo capacity on the first day of a liquidity stress event and a total
of $57.3 billion after four weeks.®* In an internal version of the stress test done on June

12, 2008, Lehman projected that LBI and LBIE would lose $21.8 billion of repo capacity

(May 28, 2008), at pp. 7, 16 [LBHI_SEC07940_062581] (stating that Lehman “[i]ncreased our CP program
to mitigate risk of operational friction in a very volatile environment” following Bear Stearns).

6345 See, e.g., Lehman, Presentation to the Federal Reserve & SEC Updated Stressed Liquidity Scenario
(July 2, 2008), at p. 3 [LBEX-DOCID 1300104] (“Inability to roll unsecured debt”); see also Joint Request of
SEC and FRBNY: Liquidity Scenarios for CSEs (May 20, 2008), at p. 2 [LBHI_SEC07940_505195-96]
(identifying commercial paper as an area of potential impact in a stress event).

6346 Lehman, Presentation to S&P, Liquidity Management At Lehman Brothers (May 15, 2008), at p. 17
[LBEX-DOCID 008669].

6347 Lehman, Liquidity Stress Scenario Analysis (Apr. 21, 2008), at p. 5 [LBEX-DOCID 008608]; see also
“Apocalypse Now” liquidity stress scenario as of June 12, 2008 [LBEX-DOCID 022363]; cf. Paolo Tonucci
& Robert Azerad, Change In Liquidity Week Of September 8, 2008 (Sept. 24, 2008), at p. 4
[LBHI_SEC07940_740011] (“During the week of September 8, LBI and LBIE, Lehman’s U.S. and

European broker dealers, respectively, experienced a loss of liquidity, which required Holdings to
provide liquidity support, resulting in an increase of their payables to Holdings.”).
6348 Lehman, Liquidity Stress Scenario Analysis (Apr. 21, 2008), at p. 5 [LBEX-DOCID 008608].
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on the first day of a liquidity event, and $33.9 billion over four weeks.®** As Lehman
acknowledged in its April 21 stress test, LBI and LBIE would have to “borrow cash from
the Holding companies” to compensate for the lost repo funding.©®® Thus, it was
unreasonable for Lehman to assume that broker-dealers, which it projected would
require substantial infusions of liquidity during the stress event, would have the
necessary liquidity to mitigate the impact of operational friction.

Despite the absence of these funding sources, and the foreseeable logistical
challenges of covering the concurrent withdrawal of assets by Lehman’s prime broker
customers in a stress event, Lehman’s stress test projections made no allowance for
operational friction. Azerad acknowledged that Lehman believed there would be a
liquidity impact due to operational friction, but because it was difficult for them to
model or estimate precisely, they did not take it into account at all in their
projections.®® During the week prior to LBHI's bankruptcy filing, Lehman experienced
a $4 billion liquidity outflow arising from the “temporary impact of the unwinding of
the prime broker business.”®2 On September 24, 2008, Tonucci and Azerad prepared a

post-mortem analysis after the bankruptcy petition showing that after it released its

6349 ” Apocalypse Now” liquidity stress scenario as of June 12, 2008 [LBEX-DOCID 022363].

6350 Lehman, Liquidity Stress Scenario Analysis (Apr. 21, 2008), at p. 5 [LBEX-DOCID 008608].

6351 Examiner’s Interview of Robert Azerad, Sept. 23, 2009 (second interview), at pp. 9-10.

6352 Paolo Tonucci & Robert Azerad, Change In Liquidity Week Of September 8, 2008 (Sept. 24, 2008), at p.
4 [LBHI_SEC07940_740011]. A post-mortem prepared by Azerad and Tonucci showed there was a total
$9 billion loss attributable to operational friction, including the $4 billion prime broker unwind, a $3
billion liquidity outflow due to “[p]ending payments between LBI and LBIE,” a $1 billion “[i]ncrease in
margin requirements,” and a $1 billion effect of “repo rebalancing.” Id.
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third quarter 2008 earnings on September 9, 2008, its “prime broker customers started
pulling their long and short balances from LBIE to other prime brokers,” that the “speed
of their withdrawal coupled with their request for same-day transfers . . . resulted in
operational frictions as Lehman’s operations group was struggling processing these
requests,” and that the resulting operational friction “worsened our liquidity position
... at a critical point for Lehman.”*

Therefore, because there is sufficient evidence to support a determination that
Lehman could have reasonably foreseen the substantial effect that operational friction
arising from the withdrawal of customer accounts would have on its liquidity, even if
on a temporary basis, it was unreasonable for Lehman not to take the impact of
operational friction into account in its liquidity stress event planning. Lehman knew or
should have known that the factors that it assumed would mitigate an increase in
operational friction would not have that effect in a stress event. In view of the
foregoing, there is sufficient evidence to support a determination that the stress tests
employed two assumptions which, given the information available to Lehman when the
tests were developed, were not reasonably constructed and that LBHI and the LBHI
Affiliates identified below were operating with unreasonably small capital during the
period beginning early in the third quarter of 2008 and ending the date of each

respective bankruptcy filing.

6358 See Paolo Tonucci & Robert Azerad, Liquidity Of Lehman Brothers (Oct. 7, 2008), at p. 13
[LBHI_SEC(07940_844701].
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(iii) Other Capital Adequacy Metrics

There are other metrics bearing upon capital adequacy such as Lehman’s cash
capital surplus, which was at a record $15.0 billion as of September 2, 2008 and “near
record levels” as of September 10, 2008, its Equity Adequacy Framework, which
showed that it had sufficient equity to avoid bankruptcy provided it could liquidate all
its assets in an orderly wind-down,®® and its CSE Capital Ratio, which had
substantially improved by the end of the second quarter of 2008.%% Although these
metrics provide some evidence that Lehman could have reasonably believed it was
engaged in business with adequate capital, these metrics do not preclude a
determination that Lehman was not adequately capitalized against the specific,
foreseeable and likely liquidity risk arising from its reliance on short-term repo funding
to support less liquid and illiquid inventory, and the other contingent costs that might
arise in a liquidity stress event.

a. Cash Capital Surplus

Lehman tracked and reported a metric of capital adequacy called its “cash capital

surplus,” which it defined as its measure of “long-term funding sources over long-term

6354 Lehman, 2008 Q3 Liquidity Metrics, Version 1 (Sept. 2, 2008), at p. 8 [LBEX-DOCID 1300336]; Lehman,
Funding Lehman Brothers (Sept. 10, 2008), at p. 10 [LBHI_SEC(07940_739985].

63% Lehman, Equity Adequacy Framework (May 19, 2008), at p. 1 [LBEX-DOCID 1302799].

63% Compare LBHI 10-Q (July 10, 2008), at p. 103 (showing a Tier 1 CSE Capital ratio of 10.7 percent and a
Total Risk-Based Capital Ratio of 16.1 percent), with Lehman, Presentation to the Executive Committee,
The Firm’s Equity Adequacy [Draft] (Oct. 2007), at p. 15 [LBEX-DOCID 2489685] (showing a Tier 1
Capital Ratio of 7.0 percent and a Total Capital Ratio of 10.5 percent).
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funding requirements.”®” In theory, if a company’s long-term capital needs are
covered by sources of long-term capital (including debt and equity), its risk of a
liquidity mismatch is manageable because its long-term needs mature with its long-
term capital sources.®5

The existence of Lehman’s “cash capital surplus” does not preclude a
determination that Lehman was engaged in business with “unreasonably small capital”
because it was based on assumptions about the normal functioning of the repo market
to support less liquid inventory even under adverse market conditions.©** Lehman’s
Cash Capital Model explicitly assumed that there would only be an impairment of
secured funding, not a complete loss for certain asset classes, and that such impairment
would be addressed by the liquidity pool.s3®

b. Equity Adequacy Framework

Another measure of capital adequacy was Lehman’s “Equity Adequacy
Framework.” The Equity Adequacy Framework was an attempt to measure the

“estimated amount of capital required to allow the Firm to reorganize and restructure

6357 LBHI 10-Q (July 10, 2008), at p. 82.

63%8 Lehman, Presentation to the Chicago Mercantile Exchange, Liquidity Management At Lehman
Brothers [Draft] (June 5, 2008), at p. 7 [LBEX-DOCID 1300305] (noting that under its principle of “match
funding,” its assets and liabilities would have “self-funding and self-liquidating characteristics.”).

639 Lehman calculated the size of the “long inventory haircut” as the average difference between the
market value of the collateral pledged and secured financing proceeds received for a specific asset
category “in a normal market environment.” Lehman, GFS Training: Cash Capital Module (Jan. 2006), at
pp- 4, 15 [LBEX-DOCID 1682556]. Lehman’s cash capital model did not assume that Lehman’s repo
counterparties would simply stop funding certain asset classes entirely.

6360 “Since Cash Capital is raised to fund only the normal market haircut . . . , Lehman funds contingent
haircut widening requirement with short term funds (current portion of LTD or STD).” Id. at 27.
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without resorting to bankruptcy in case of a severe and prolonged crisis.”®*! An
important assumption behind this orderly liquidation scenario was that Lehman relied
upon the sufficiency of its liquidity pool to “ensure[] we have sufficient time (one year)
to arrange for disposition of assets or restructuring of liabilities.” 3¢

Although the orderly liquidation scenario envisioned by the Equity Adequacy
Framework is some evidence that Lehman was adequately capitalized, the Equity
Adequacy Framework analysis did not properly account for the market reaction in a
stressed liquidity event, given Lehman’s business model and the importance of market
confidence to its day-to-day operation and survival.#® Lehman could not expect to
conduct an orderly and complete liquidation of its inventory and assets without a

market reaction, especially given the swiftness of the near collapse of Bear Stearns.®

6361 Lehman, Equity Adequacy Framework (May 19, 2008), at p. 2 [LBEX-DOCID 1302799].

6362 [, at 3.

6363 Matthew Albrecht, S&P, Investment Services Industry Survey (May 29, 2008), at p. 1 (noting that
investment banks “rely on their reputations in all aspects of their business,” from facilitating trading and
financial advisory work, to finding new investments, to borrowing capital, and that the “most
troublesome crisis that these firms can face . . . is a crisis of confidence in the firm.”).

6364 Although following the Bear Stearns event, the Federal Reserve created new facilities designed to
support the liquidity of non-commercial banks — namely, the Primary Dealer Credit Facility (PDCF) and
the Term Securities Lending Facility (TSLF) — through which financial institutions holding less liquid
collateral could obtain temporary loans or temporary exchanges for more liquid forms of collateral, such
as government and agency securities, Lehman admitted that use of such facilities was seen as carrying a
“stigma” that would undermine market confidence. Examiner’s Interview of Robert Azerad, Sept. 23,
2009 (second interview), at p. 11 (noting that use of the PDCF window carried a “stigma.”); see also U.S.
Department of the Treasury, Office of Thrift Supervision, Examiner-in-Charge Ronald S. Marcus, Report
of Examination of Lehman Brothers Holdings Inc. (May 19, 2008), at p. 2 (describing the PDCF as a “last
resort line of credit.”); e-mail from Donald Kohn, FRBNY, to Ben S. Bernanke, Federal Reserve (June 11,
2008) [FRB to LEH Examiner 000069] (noting that if Lehman accessed the PDCF window, such usage
“might be the kiss of death in any case.”). Further evidence shows that in its final week prior to its
bankruptcy filing, Lehman did not utilize the PDCF window to stave off bankruptcy. The SEC and
Federal Reserve, in their joint request to CSEs to perform liquidity stress tests following the Bear Stearns
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Thus, the mere fact of a reported equity adequacy surplus does not, without more,
preclude a determination of “unreasonably small capital.”

c. CSE Capital Ratio

In December 2005, Lehman submitted itself to supervision under the SEC as a
CSE. This supervision subjected Lehman to certain minimum capital requirements,
including the reporting of a capital adequacy measurement consistent with the
standards adopted by the Basel Committee on Banking Supervision.®* By 2008,
Lehman was required to measure and disclose its Total Risk-Based Capital Ratio, which
was essentially a measure of Lehman’s equity capital and subordinated debt divided by
its risk-weighted assets, although it also measured its Tier 1 Capital Ratio, which was a
similar metric that used a narrower definition of equity capital.#%¢ Lehman was also

required to notify the SEC if its Total Risk-Based Capital Ratio fell below 10 percent.®*”

event, asked CSEs to model their stress test projections without reliance upon the PDCF or TSLF. See
Joint Request of SEC and FRBNY: Liquidity Scenarios for CSEs (May 20, 2008), at p. 1
[LBHI_SEC07940_505195].

6365 LBHI 10-Q (July 10, 2008), at p. 102.

6366 Id. at p. 101.

6367 Jd. Total Risk Based Capital was the sum both Tier 1 and Tier 2 capital. Tier 1 Capital was composed

of Lehman’s common stockholders’ equity, less (i) Lehman’s identifiable intangible assets and goodwill;
(ii) deferred tax assets dependent upon future taxable income; (iii) cumulative gains or losses, net of
taxes, that arise from application of fair value accounting on Lehman'’s financial debt liabilities, and
which are attributable to Lehman’s credit spread, and (iv) other deductions, including Lehman’s
investments in insurance subsidiaries, but plus (x) unrestricted securities issued by Lehman, including
perpetual, non-cumulative preferred securities and (y) restricted securities used by Lehman. Tier 2
Capital includes all components of Tier 1 Capital plus senior and subordinated notes, generally including
qualifying senior and unsecured notes that are unsecured and have maturities greater than five years. Id.
at 101-102.
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There was substantial correlation between Lehman’s Equity Adequacy, CSE Capital
Adequacy and Net Leverage Ratio metrics.53¢

However, like its improved net leverage ratios as of the second quarter of 2008,
Lehman’s CSE Capital Ratio metrics do not preclude a finding that Lehman was
engaged in business with “unreasonably small capital.” Given the nature of Lehman’s
enterprise, Lehman’s ability to operate was primarily a function of its liquidity risk, not
necessarily the value of its assets as compared to its liabilities.s*® Metrics of capital
adequacy such as the CSE Capital Ratio, the net leverage ratio, the Equity Adequacy
Framework and the Cash Capital Surplus were essentially snapshots of Lehman’s
capital structure at a given point in time. However, it is difficult to measure liquidity
risk with such metrics.®”° As Paul Shotton, one of Lehman’s most senior risk managers,

recognized in the aftermath of the Bear Stearns event, “[e]quity-sufficiency metrics need

6368 Lehman, Equity Adequacy Framework (May 19, 2008), at p. 8 [LBEX-DOCID 1302799] (recognizing a
“close alignment between [the] EAF and CSE” metrics); Lehman, Presentation to the Executive
Committee, The Firm’s Equity Adequacy [Draft] (Oct. 2007), at p. 12 [LBEX-DOCID 2489685] (noting that
the net leverage ratio and CSE Capital ratio were “complementary” capital adequacy metrics).

039 E-mail from Paul Shotton, Lehman, to Chris O’Meara, Lehman (Apr. 15  2008)
[LBHI_SEC07940_768467] (“Liquidity is more important than capital; most entities which go bankrupt do

so because they run out of financing, not because the value of their assets falls below the value of their
liabilities.”).

6370 See Peter Neu & Leonard Maltz, Liquidity Risk Management 3 (John Wiley & Sons 2007) (“Retrospective
and concurrent measures of liquidity have little value. Prospective views are critical.”). See also Ethan
Penner, “Can the Financial Markets Make a Comeback?” Wall Street Journal, Aug. 27, 2007, p. All
(attributing maxim, “liquidity is an illusion ... always there when you don’t need it, and rarely there
when you do,” to former Drexel Burnham Lambert CEO Michael Milken). A similar statement was
voiced by Lehman’s Paul Shotton in his April 15, 2008 e-mail to Chris O’Meara: “Liquidity is the ultimate
useless concept — plentifully available when it's not needed, never present when it is.” See e-mail from
Paul Shotton, Lehman, to Chris O’Meara, Lehman (Apr. 15, 2008) [LBHI_SEC07940_768467]. Both
comments illustrate the principle that liquidity cannot be measured with a static metric.
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to be based on anticipated liquidity-availability during stressed market periods, not on
normal-market experience.”®”! Therefore, these static capital adequacy metrics do not
preclude a determination that Lehman was engaged in business with “unreasonably
small capital” to the extent they are not based upon projections of liquidity under
stressed market conditions.

(g) LBHI Affiliate “Unreasonably Small Capital” Analysis

In the preceding Section of the Report, the Examiner concludes that, pursuant to
a debtor-by-debtor analysis, there is sufficient evidence to support a determination that
certain LBHI Affiliates were either solvent or insolvent, but that there was insufficient
evidence to determine the solvency of others.®> However, the financial condition of
“unreasonably small capital” is distinct from insolvency, such that an entity might be

solvent and yet still have “unreasonably small capital.”®” Thus, a separate debtor-by-

671 E-mail from Paul Shotton, Lehman, to Chris O'Meara, Lehman (Apr. 15, 2008)
[LBHI_SEC07940_768467] (“Liquidity is more important than capital; most entities which go bankrupt do
so because they run out of financing, not because the value of their assets falls below the value of their
liabilities.”).

6372 See Section IIL.B.3.c of this Report for a discussion of LBHI Affiliate solvency.

6373 Boyer v. Crown Stock Distrib., Inc., 587 F.3d 787, 794 (7th Cir. 2009) (“The difference between insolvency
and “unreasonably small” assets in the LBO context is the difference between being bankrupt on the day
the LBO is consummated and having at that moment such meager assets that bankruptcy is a
consequence both likely and foreseeable.”); see also Moody, 971 F.2d at 1070 (“Because an inability to
generate enough cash flow to sustain operations must precede an inability to pay obligations as they
come due, unreasonably small capital would seem to encompass financial difficulties short of equitable
insolvency.”); Brandt v. Hicks, Muse & Co., Inc. (In re Healthco Int’l), 208 B.R. 288, 302 (Bankr. D. Mass. 1997)
(describing the “unreasonably small capital” standard as “connot[ing] a condition of financial debility
short of insolvency (in either the bankruptcy or equity sense), but which makes insolvency reasonably
foreseeable”); MFS/Sun Life Trust, 910 F. Supp. at 944 (“The test is aimed at transferees that leave the
transferor technically solvent but doomed to fail.”); In re Vadnais Lumber Supply, Inc., 100 B.R. 127, 137
(Bankr. D. Mass. 1989) (noting that “unreasonably small capital[] . . . encompasses difficulties which are
short of insolvency in any sense but are likely to lead to insolvency at some time in the future”).
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debtor analysis is warranted to determine which, if any, of the LBHI Affiliates was
engaged in business with “unreasonably small capital.”

A determination that LBHI was operating with “unreasonably small capital” has
implications upon whether any of LBHI's Affiliates were also operating with
“unreasonably small capital.” Courts have held that where a parent company is left
with “unreasonably small capital” to operate its business, its subsidiaries would also be
left in that same financial condition to the extent they were not independently
funded.®” This is especially true in cases where there is a centralized cash management
system between parent company and affiliates on a consolidated enterprise basis,*”> or
where there is direct or indirect funding support from a parent to its subsidiaries or
affiliates.®76

The Examiner’s analysis of whether the LBHI Affiliates may have had
“unreasonably small capital” focused on those entities that had significant operations
dependent on funding and/or capital support from LBHI since the LBHI Affiliates’

capital adequacy is directly linked to that of LBHIL.®”” The Examiner finds that the eight

6574 In re TOUSA, Inc., - B.R. -, Bankr. No. 08-10928, 2009 WL 3519403, at 14 (Bankr. S.D. Fla. Oct. 30,
2009). See also Ingalls v. SMTC Corp. (In re SMTC Mfg. of Tex.), Bankr. No. 04-16354-CAG, Adv. No. 06-
1283, 2009 WL 2940161, at *56-58 (Bankr. W.D. Tex. Sept. 11, 2009).

6375 In re TOUSA, Inc., 2009 WL 3519403, at *31.

6376 See Teleglobe USA, Inc. v. BCE Inc. (In re Teleglobe Commc’ns Corp.), 392 B.R. 561, 602-603 (Bankr. D. Del.
2008) (holding that the test for subsidiary solvency should not exclude “the funding support actually
given” by the immediate corporate parent until the point when it would no longer be reasonable to
expect such support).

6377 See Section III.B.3.c of this Report, which provides the Examiner’s Debtor-by-Debtor analysis of the
solvency of the LBHI Affiliates.
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LBHI Affiliates that relied on LBHI for funding and/or credit support were CES
Aviation, CES Aviation V, CES Aviation IX, LCPI, LBSF, LBCS, LOTC and LBCC. The
Examiner therefore concludes that there is sufficient evidence to support a colorable
basis for finding that these entities had “unreasonably small capital” beginning early in
the third quarter of 2008 and at all times through each applicable petition date. The
Examiner also observes that there exists evidence that would support a contrary
finding. As conflicting evidence exists, a finder of fact will need to consider carefully all
available evidence in determining whether LBHI and the LBHI Affiliates had
“unreasonably small capital.” The Examiner expresses no opinion as to what

determination a finder of fact would make in considering this element.

e) Insider Preferences Against LBHI (Third Bullet)
(1) Summary

This Section of the Report discusses insider preferences against LBHI. The
Examiner identified LBSF, LBCS and LCPI as those LBHI Affiliates for which a
determination could be made of insolvency or borderline solvency beginning on June 1,
2008. The Examiner tailored the preference analysis to colorable claims that these LBHI
Affiliates might have against LBHI. Generally, the Examiner identified cash transfers to
LBHI not in connection with safe-harbored activity as preferential if the cash was
transferred “for or on account of an antecedent debt.” The Examiner’s findings are as

follows:
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There is evidence to support a finding for each element of a preference claim
under Section 547(b) of the Bankruptcy Code in an action by LBSF against LBHI. There
is also evidence to support a finding for each element of the new value and ordinary
course defenses that LBHI could assert. Any conclusion would be determined by a trier
of fact.

There is evidence to support a finding for each element of a preference claim
under Section 547(b) of the Bankruptcy Code in an action by LBCS against LBHI. There
is also evidence to support a finding for each element of the new value and ordinary
course defenses that LBHI could assert. Any conclusion would be determined by a trier
of fact.

The Examiner has been unable to determine whether there is evidence to support
a finding for each element of a preference claim under Section 547(b) of the Bankruptcy
Code in an action by LCPI against LBHI because the Examiner, as discussed below, has
been unable to trace the material movement of money between LCPI and LBHI that was
not in connection with a safe-harbored event.

The Examiner has not analyzed whether CES Aviation LLC, CES Aviation V
LLC, and CES Aviation IX LLC have colorable preference claims against LBHI because
these entities” claims would be relatively insignificant compared to the potential claims
of other LBHI Affiliates; the Examiner determines that it would be an imprudent use of

estate resources to further investigate any potential claims.
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Because the Examiner determined that the remaining LBHI Affiliates were not
insolvent or on the borderline of solvency on May 31, 2008, the Examiner, for reasons
stated below, did not investigate whether there was evidence to support each element
of a preference claim under Section 547(b) of the Bankruptcy Code in an action against
LBHI.

(2) Legal Summary

This Section addresses whether any LBHI Affiliate has colorable claims against
LBHI for potential insider preferences arising under the Bankruptcy Code or state
law.s The LBHI Affiliate is the debtor seeking to avoid a preference payment; LBHI is

the insider or creditor receiving that payment.®” A successful preference claim under

6378 Some courts have found that “state preference law is an adjunct to, and supplemental of, those
powers specifically provided for in the Bankruptcy Code which enable the trustee to avoid certain
transfers.” Perkins v. Petro Supply Co. (In re Rexplore Drilling, Inc.), 971 F.2d 1219, 1222 (6th Cir. 1992); see
also Provident Hosp. Training Ass'n v. GMAC Mortgage Corp. (In re Provident Hosp. & Training Ass'n), 79 B.R.
374, 379 (Bankr. N.D. Ill. 1987) (recognizing availability of state preference law as a means of attacking a
transfer under section 544(b)); Associated Grocers of Neb. Coop., Inc. v. Am Home Prod. Corp. (In re Associated
Grocers of Neb. Coop., Inc.), 62 B.R 439, 445 (D. Neb. 1986). But see Sherwood Partners, Inc. v. Lycos, Inc., 394
F.3d 1198 (9th Cir. 2005) (finding that state preference law was preempted by section 547).

The Examiner reviewed preference law in New York and Delaware. The Examiner concluded
that New York does not have a preference statute available to the trustee. Cf. Sharp Int’l Corp. v. State
Street Bank and Trust Co. (In re Sharp Int’l Corp.), 403 F.3d 43, 54-55 (2d Cir. 2005) (explaining that
preferential payments to non-insiders are not fraudulent conveyances and are not avoidable under New
York law). Delaware does have a preference statute, see DEL. CODE 10 § 7387 (1995), but it is unclear
whether the Delaware statute could be used by the trustee in these cases because it has been applied
narrowly by Delaware courts. See Dodge v. Wilmington Trust Co., 1995 WL 106380, at *2-4 (Del. Ch. 1995)
(noting that Delaware’s preference statute had “not been cited by a Delaware court since 1917” and
refusing to broaden its reach beyond assignments in trust). The Examiner’s focus in identifying
potentially preferential transfers, therefore, is on transfers subject to avoidance under Section 547 of the
Bankruptcy Code.

6379 See 11 U.S.C. §§ 101(2)(A), (31)(B)(iii), (31)(E).
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Section 547 of the Bankruptcy Code requires®° the debtor®®! to prove: “a transfer of an
interest of the debtor in property-- (1) to or for the benefit of a creditor; (2) for or on
account of an antecedent debt owed by the debtor before such transfer was made; (3)
made while the debtor was insolvent; (4) made (A) on or within 90 days before the date
of filing of the petition; or (B) between ninety days and one year before the date of the
tiling of the petition, if such creditor at the time of such transfer was an insider; and (5)
that enables such creditor to receive more than such creditor would receive if (A) the
case were a case under Chapter 7 of this title; (B) the transfer had not been made; and
(C) such creditor received payment of such debt to the extent provided by the
provisions of this title.”¢#2 LBHI is an insider of LBHI Affiliates. Consequently, the
applicable reachback period for insider preferences is one year.

The Bankruptcy Code presumes insolvency “on and during the 90 days
immediately preceding the date of the filing of the petition.”®$ The creditor can rebut
the presumption of insolvency “by introducing evidence that tends to suggest that the

debtor was solvent at the time the transfer was made.” 3%

6380 For a more detailed discussion of the law of preferences, see Appendix 1, Legal Issues, at Section
IV.AD.

6381 Section 1107 of the Bankruptcy Code gives the debtor in possession all the rights of a trustee with
exceptions not relevant here.

6382 11 U.S.C. § 547(b).

638311 U.S.C. § 547(f). See Section III.B.3.c of this Report, which discusses each Debtor’s solvency.

6384 5 Collier on Bankruptcy, I 547.12 (15th ed. 2005).
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The Examiner Order refers to “colorable claims against LBHI” and does not
mention any potential defenses that LBHI could assert. The Examiner recognizes,
however, that in the context of preference claims under Section 547(b) of the Bankruptcy
Code, it is important to consider potential defenses that could be raised by a defendant
under Section 547(c). The debtor has the burden of proving the elements of a preference
claim, and the creditor has the burden of proving any defense to such a claim.®5 There
are many potential defenses that defendant-creditors may assert, % but the Examiner
has limited the discussion of potential defenses to those that appear to be colorable
based on a review of the Debtors” books and records.

In addition to the defenses discussed above, the “safe harbors” of the Bankruptcy
Code protect qualifying transfers from being avoided as preferential.®*”

(3) Sources of Potential Preferential Activity

Upon initial investigation, most of the activity at Lehman was in respect of
transfers that were protected, or exempt from avoidance, by the Bankruptcy Code’s safe
harbor provisions. Therefore, even if such transfers satisfied the criteria for preferential
transfers pursuant to Section 547 of the Bankruptcy Code, they could not be avoided
pursuant to Section 546. In light of this determination, the Examiner focused the

investigation on activity not in connection with transfers protected by the safe harbors.

638511 U.S.C. § 547(g).

6386 See 11 U.S.C. § 547(c).

637 For a more detailed discussion of the Bankruptcy Code’s safe harbor provisions, see Appendix 1,
Legal Issues, at Section IV.E.
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The Examiner identified the movement of cash between LBHI and its Affiliates for or on
account of an antecedent debt that was not in connection with securities contracts,
commodities contracts, forward contracts, repo agreements, or swap agreements.s
The Examiner identified three sources of cash transfers that are potentially not in
connection with safe-harbored activity: (1) “funding” activity®* in GCCM, which was
the manual movement of cash between bank accounts owned by affiliates and bank
accounts owned by LBHI; (2) “quasi-funding” activity, which was automatic funding-
like activity occurring in GCCM when LBHI acted as central banker by receiving or
extending value on behalf of its affiliates; and (3) “trust receipt” activity, which was the
movement of money recorded through Lehman’s MTS trading system. Each source of
activity will be discussed in turn.

First, GCCM funding activity refers to the manual movement of cash between

bank accounts owned by affiliates and bank accounts owned by LBHIL.®* Although

6388 See Section III.B.2.c of this Report, which addresses the operation of Lehman’s cash management
system.

638 Funding activity, as referred to in this Section of the Report, is similar to what is often referred to as
cash sweeps, but it is non-directional. As discussed in Section II.B.2.b of this Report, the Examiner
defines “cash sweeps” to mean the transfer of cash that occurred between September 15, 2008 and the
date that the applicable LBHI Affiliate commenced its Chapter 11 case from (i) an LBHI Affiliate to LBHI
or (ii) a third party to LBHI for the benefit of an LBHI Affiliate (it does not include the settlement of pre-
existing obligations).

639 The Examiner’s investigation of potential preferences related to funding activity assumes that money
transferred from an LBHI Affiliate to LBHI removed the money from the affiliate’s estate. The Examiner,
for the purposes of this preference analysis, assumes that the affiliate would not have a section 541/542
claim against LBHI. See Amdura Nat'l Distrib. Co. v. Amdura Corp. (In re Amdura Corp.), 75 F.3d 1447 (10th
Cir. 1996) (concluding that money held by parent-debtor in a cash management system was not property
of subsidiary-debtor under section 541 of the Bankruptcy Code); Southmark Corp. v. Grosz (In re Southmark
Corp.), 49 F.3d 1111 (5th Cir. 1995) (concluding that money held by parent debtor pursuant to a cash
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GCCM referred to such activity as funding activity, which this Section of the Report
adopts, the Examiner bifurcates funding activity into the following two categories: up-
funding, which refers to transfers of money from affiliates to LBHI (commonly referred
to as cash sweeps), and down-funding, which refers to transfers from LBHI to affiliates.
The purpose of up-funding was to concentrate Lehman’s cash at LBHI. Lehman’s
Treasury Group sought to fund each affiliate’s account to $0.00 by the end of the day.s”
Although Lehman invested the concentrated money overnight, the Examiner has
observed no evidence suggesting that up-funding activity was in connection with any
safe-harbored event.®? The Examiner expresses no opinion in this Section of the
Report, however, on whether down-funding is protected by the safe harbors, as the
Examiner Order does not task the Examiner to investigate claims that LBHI may have

against affiliates for potential insider preferences.®»

management system was property of parent-debtor’s estate for purposes of preference analysis when
parent-debtor made payment on behalf of subsidiary-debtor); Enron Corp. v. Port of Houston Auth. (In re
Enron Corp.), 2006 WL 2385194, at *6-7 (Bankr. S.D.N.Y. June 2, 2006); cf. R? Inv. v. World Access, Inc. (In re
World Access, Inc.), 301 B.R. 217, 263-71 (Bankr. N.D. Ill. 2003) (discussing at length ownership of
concentration account); Cassirer ex rel. Estate of Schick v. Herskowitz (In re Schick), 234 B.R. 337 (Bankr.
S.D.N.Y. 1999); see generally Derek Feagans, Concentration Accounts and Bankruptcy: “Where O'Where did the
Bankruptcy Estate Go?,” 67 U. MO. KAN. CITY L. Rev. 145 (1998).

6391 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 2. Fleming noted many exceptions to
the general policy of funding accounts to zero. For example, if LBI had extra money at the end of the day
it was “trapped” because LBI could not lend to LBHI on an unsecured basis like other Lehman entities.
632 ]d. The Examiner has observed no evidence suggesting that up-funding is in connection with a
Protected Contract. For a more detailed discussion of the Bankruptcy Code’s safe harbor provisions, see
Appendix 1, Legal Issues, at Section IV.E.

6393 See 11 U.S.C. § 741(7)(A)(v) (extension of credit to settle a securities transaction is a “securities
contract”). No reported cases have been found interpreting Section 741(7)(A)(v). The Examiner
addressed down-funding in the context of LBHI's new value defense, however, because new-value
calculations do not exclude safe-harbored activity. See 11 U.S.C. § 547(c)(4).
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Second, quasi-funding activity refers to automatic funding-like activity occurring
in GCCM when LBHI acted as central banker by receiving or extending value on behalf
of affiliates. In other words, when LBHI acted as central banker, GCCM created many
automatic quasi-funding transactions that were coupled with activity that is potentially
protected by the safe harbors. Quasi-funding activity takes many forms, but it follows
the basic premise that Lehman attempted to reduce the movement of cash between
bank accounts that eventually up-funded to LBHIL.®** Quasi-funding activity is coupled
with an event that, absent GCCM, would have required the movement of cash in a
different way.®> The Examiner and his financial advisors have been unable to
catalogue all types of quasi-funding activity,®* but several examples are described in

the following paragraphs.

639 See Section IIL.B.2 of this Report, which discusses the concept of funding trees in GCCM.

6395 GCCM referred to this activity as “intercompany” activity. Examiner’s Interview of Daniel J. Fleming,
Dec. 17, 2009, at pp. 3-4.

63% The Examiner has not categorically determined whether quasi-funding is in connection with safe-
harbored activity because there are so many permutations of activity generated by GCCM. Whether the
safe harbors apply to quasi-funding activity will depend on how expansively the phrase “in connection
with” found in each of the safe harbor provisions of Sections 546(e), (f), (g), and (j) is interpreted. One
court has stated that a “natural reading of ‘in connection with” suggests a broader meaning similar to
‘related to.”” Interbulk, Ltd. v. Louis Dreyfus Corp. (In re Interbulk Ltd.), 240 B.R. 195, 202 (Bankr. S.D.N.Y.
1999). Another court, in interpreting this phrase, held that prejudgment attachments that a party to pre-
petition swap agreements obtained in state court actions brought to recover for the debtor’s alleged
breach of the swap agreements were transfers made “in connection with” swap agreements, and were
therefore protected by Section 546(g) because the actions taken by the party stemmed from the failure of
the swap agreements. Casa de Cambio Majapara S.A. de C.V. v. Wachovia Bank, N.A. (In re Casa de Cambio
Majapara S.A. de C.V.), 390 B.R. 595 (Bankr. N.D. Ill. 2008). Although no court has addressed any
limitation on the “in connection with” language, it cannot be boundless. In any event, the Examiner notes
the tension between the safe-harbor’s expansive “in connection with” language and the general
proposition that courts look to substance over form in the context of preference identification. E.g., Dean
v. Davis, 242 U.S. 438, 443 (1917) (“Mere circuity of arrangement will not save a transfer which effects a
preference from being invalid as such.”); Nat'l Bank of Newport v. Nat'l Herkimer County Bank, 225 U.S. 178,
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When Lehman implemented GCCM, it sought to limit the number of bank
accounts that it needed to maintain. But Lehman determined that it was less
cumbersome to convert existing affiliate bank accounts into “no-credit” accounts than it
was to close them and provide new payment instructions to third-parties.®*” When
money was deposited into “no-credit” bank accounts, it was automatically forwarded to
and deposited into an LBHI bank account. In substance, therefore, deposits into “no-
credit” accounts represented two distinct transactions: a counterparty remits a payment
to the affiliate (transaction number one, which is potentially a safe-harbored activity),
and Lehman up-funds the money to LBHI at the end of the day (transaction number
two, which is an up-funding activity).5*® Indeed, Lehman employees noted that it

would be a distinction without a difference to consider quasi-funding activity to be

184 (1912) (“It is not the mere form or method of the transaction that the [bankruptcy] act condemns, but
the appropriation by the insolvent debtor of a portion of his property to the payment of a creditor’s claim,
so that thereby the estate is depleted and the creditor obtains an advantage over other creditors.”); Pacific
N. Oil, Inc. v. Erickson (In re Seaway Express Corp.), 940 F.2d 669 (Table), 1991 WL 136238, at *2 (9th Cir.
1991) (“In determining whether a transfer has been a preference, a bankruptcy court must look through
form to substance, and treat the transaction according to its real nature.” (citations omitted)); Katz v. First
Nat’l Bank of Glen Head, 568 F.2d 964, 970-71 (2d Cir. 1977) (looking beyond form to substance in
preference action); ¢f. Orr v. Kinderhill Corp., 991 F.2d 31, 35 (2d Cir. 1993) (noting in context of fraudulent
transfer under New York law that “[ijn equity, substance will not give way to form, and technical
considerations will not prevent substantial justice from being done” (citation omitted)).

6397 The Examiner understands that these accounts may also be referred to as subaccounts.

3% Quasi-funding activity could work in the opposite direction - that is, LBHI could pay an obligation
owed by an affiliate. In other words, this functioned in the same way as having LBHI forward the money
on an unsecured basis to the LBHI Affiliate (transaction number one), and then having the LBHI Affiliate
remit the payment to the counterparty (transaction number two).
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anything other than funding activity,®» and the resulting accounting entries would be
the same. In fact, before Lehman implemented GCCM,, activity occurred this way.#®
There are many other examples of quasi-funding activity outside the context of
no-credit accounts. For example, it was common practice for an affiliate to direct
counterparties to remit settlement payments to LBHI because it was easier for LBHI to
keep the cash and adjust the affiliate’s intercompany obligation to LBHI than it was to
direct counterparties to pay the affiliate and up-fund later. Or, for example, if the payor
and payee of a transaction were both Lehman affiliates, and their bank accounts were
on the same funding tree (that is, their respective bank accounts would ultimately up-
fund to LBHI at the end of the day), cash would not move in respect of that transaction
and each affiliate’s intercompany obligation to LBHI would be adjusted accordingly.
The Examiner bifurcates quasi-funding activity into the following two categories:
quasi-up-funding, which refers to GCCM activity that caused an affiliate’s antecedent
debt to LBHI to shrink because LBHI kept money or value that was owed to an affiliate,
and quasi-down-funding, which refers to GCCM activity that caused an affiliate’s
antecedent debt to LBHI to grow because it represents an extension of credit given by

LBHI.

639 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 4. See Section IIL.B.2.c.3 of this Report,
which discusses the distinctions between in-house virtual bank accounts and real-world bank accounts.
6400 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 4.
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Third, the Examiner’s financial advisors reviewed MTS, Lehman’s age-old fixed
income trading platform, for potential preferential activity that occurred outside of
GCCM. Although Lehman’s goal was to move all of Lehman’s cash management
functions to GCCM,#' LBHI continued to fund its affiliates in different ways through a
multitude of extraordinarily complex source systems and trading platforms at the time
of its bankruptcy.®”? Lehman created securities known as “trust receipts” in MTS that
funded certain affiliate bank accounts tied to that system.®®* The Examiner’s financial
advisors reviewed MTS, where appropriate, to identify potential preferential activity.

The identification of cash transfers not in connection with safe-harbored activity
was very difficult outside of GCCM, and Daniel ]J. Fleming, Lehman’s former Head of
Global Cash and Collateral Management, could not identify all potential sources of
funding activity, nor could he identify all the systems used to transfer money between
Lehman’s 3000-plus bank accounts.®* Notwithstanding the scope and diligence of the

investigation, the Examiner recognizes that the data available are likely incomplete and

6401 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 3.

6402 See Section III.B.2.c of this Report, which discusses Lehman’s cash management system. GCCM was
fully integrated in Europe and partially integrated in the United States. It was not integrated in Asia.

6403 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 6; Examiner’s Interview of Ada Shek,
Nov. 24, 2009, at p. 8. The Examiner has found no evidence that funding through “trust receipts” was
improper. The use of trust receipts is discussed in greater detail later in the Report. The LEC for LCP],
which was a primary LBHI Affiliate that utilized trust receipts, would manually allocate the funding
associated with trust receipts to the general ledger intercompany funding account between LCPI and
LBHI at the end of each month. Examiner’s Interview of Ada Shek, Nov. 24, 2009, at pp. 8-9. Moreover,
the trade detail in the MTS system labels these transactions as “unsecured intercompany funding.”
Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010).

6404 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 8.
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that money moved through Lehman in ways not identified in this Section of the Report.
Accordingly, it is possible that potential preferential activity may have occurred outside
what is captured by funding and quasi-funding activity in GCCM, and trust receipts in
MTS.

(4) Determinations and Assumptions on Section 547(b) Elements

The Examiner determined that it was prudent to focus the preference analysis on
LBHI Affiliates that were either insolvent or on the borderline of insolvency, because
proof of insolvency at the time any preferential transfer is made is a required element of
a preference claim. Only six LBHI Affiliates were insolvent or on the borderline of
insolvency for significant portions of the twelve months before their respective filing

dates, which is illustrated by the following chart:6+5

Balance Sheet Solvency for Borderline and Insolvent Debtor Entities
Fiscal Years 2007 and 2008

CES Aviation CES Aviation V| |CES Auviation 14 LBCS LBSF LCPI

Solvency Solvency Solvency Solvency Solvency Solvency

Determination Determination Determination Determination Determination Determination
September-07]  Borderline Insolvent Insolvent Borderline Borderline Borderline
October-07| Borderline Insolvent Insolvent Borderline Borderline Borderline
November-07| Borderline Insolvent Insolvent Borderline Borderline Borderline
December-07| Borderline Insolvent Insolvent Borderline Borderline Borderline
January-08| Borderline Insolvent Insolvent Borderline Borderline Borderline
February-08] Borderline Insolvent Insolvent Borderline Borderline Insolvent
March-08| Borderline Insolvent Insolvent Borderline Borderline Borderline
April-08] Borderline Insolvent Insolvent Borderline Borderline Insolvent
May-08| Borderline Insolvent Insolvent Borderline Borderline Insolvent
June-08| Borderline Insolvent Insolvent Borderline Borderline Insolvent
July-08 Insolvent Insolvent Insolvent Borderline Borderline Insolvent
August-08 Insolvent Insolvent Insolvent Borderline Borderline Borderline

6405 See Section III.B.3.c of this Report, which discusses each LBHI Affiliate’s solvency during the pre-
petition period.
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Given the complexity of Lehman’s numerous source systems and the substantial
cost of analyzing them, the Examiner has determined that it would be prudent to limit
the analysis to the period between June 1, 2008 and each debtor’s respective filing
date, ¢ which is referred to as the “Defined Preference Period.” Moreover, because the
assets of the aviation entities were relatively insignificant when compared to the other
LBHI Affiliates, the Examiner focused the analysis on LBSF, LBCS, and LCPI. As the
Examiner also focused his analysis on the Defined Preference Period, this Report does
not address colorable preference claims that LBSF, LBCS, and LCPI may have against
LBHI in respect of pre-Defined Preference Period transfers.

In light of the Examiner’s conclusion that there is insufficient evidence to rebut
the presumption of insolvency pursuant to Section 547(g) of the Bankruptcy Code with
respect to LOTC and LBCC after September 12, 2008, the Examiner considered
conducting a preference analysis with respect to those LBHI Affiliates. The Examiner
notes, as the Defined Preference Period for LBSF, LBCS, and LCPI began on June 1,
2008, there was a sufficient universe of potentially preferential transfers to warrant the
expenditure of resources to analyze such transfers. Conversely, the applicable period

for LOTC and LBCC would only begin after September 12, 2008; thus the universe of

6406 As discussed in greater detail in Appendix 22, Duff & Phelps, Preferences Against LBHI and Other
Lehman Entities (Feb. 1, 2010), p. 4, there was no “funding” activity recorded in GCCM during October
2008. There was some activity in GCCM relating to quasi-funding in October 2008 that did not exceed
$10 million for LBSF and LBCS combined. Id. at pp. 13, 16. The Examiner’s financial advisors
disregarded activity in October 2008 for the purposes of this preference analysis.
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potential preferential transfers for LOTC and LBCC would be much smaller and would
consist of a type likely to be shielded by the safe harbor provisions of the Bankruptcy
Code. At the same time, the cost of conducting such a review for LOTC and LBCC
would be material because of the complexity of Lehman’s financial reporting systems,
the dislocation caused by LBHI's bankruptcy filing on September 15, 2008, and the
resulting disruption in Lehman’s financial reporting systems.  Consequently, the
Examiner determined that it would not be a prudent use of resources to conduct a
preference analysis for LOTC and LBCC.

The Examiner made the following determinations with respect to certain
elements of a Section 547(b) claim (these determinations apply to all preference claims
that could be asserted by LBSF, LBCS, and LCPI, as discussed herein). First, the
Examiner concludes, in the context of funding, that the transferring LBHI Affiliate had a
colorable “interest . . . in [the] property” transferred. This was evidenced by the
accounting records®” (including virtual account titles in the cash management
system®), and the lack of any evidence suggesting that the transferring entity did not
have an interest in the property transferred.

Second, LBSF, LBCS, and LCPI had significant antecedent debt obligations to

LBHI. This is evidenced by intercompany credit balances with, or obligations to, LBHI

6407 E.q., In re Schick, 234 B.R. at 342-43 (discussing whether funds in debtor’s bank account were owned by
debtor for purposes of section 541 of the Bankruptcy Code).
6408 See Section IIL.B.2.c of this Report, which discusses in-house virtual accounts in GCCM.
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on the books and records of LBSF, LBCS, and LCPI. Similarly, the books and records of
LBHI reflect debit balances with, or receivables from, LBSF, LBCS, and LCPI. The
Examiner has observed no evidence suggesting these intercompany payables to LBHI
represented anything other than debt obligations.5®

Third, the Examiner concludes that up-funding and quasi-up-funding
transactions represented payments “for or on account” of the antecedent debt because
the liability on the books and records of LBSF, LBCS, and LCPI was reduced when the
transfers were made. Similarly, the receivable on the books and records of LBHI was
reduced when the transfers were made.®41° For the same reason, the Examiner concludes
that the payments made by LBSF, LBCS, and LCPI benefited LBHI.*!

Furthermore, the Examiner assumed for the purposes of this analysis that LBHI
received more from any preferential activity than it would have received under a
hypothetical Chapter 7 liquidation. Before making this assumption, however, the
Examiner first considered whether all or any part of the debt that was satisfied would

have been on account of a secured obligation by virtue of Section 553’s preservation of

6409 See, e.g., Celotex Corp. v. Hillsborough Holdings Corp. (In re Hillsborough Holdings Corp.), 176 B.R. 223, 248-
50 (M.D. Fla. 1994) (finding that, under the circumstances of the case, the intercompany account payables
were debt obligations and not equity investments); ¢f. Amdura Corp. v. Ryder Truck Rental, Inc. (In re
Amdura Corp.), 151 B.R. 557, 559-60 (Bankr. D. Colo. 1993).

6410 LCPI, LBSF, and LBCS (as well as the other LBHI Affiliates) had multiple intercompany accounts with
LBHI. However, unsecured funding was always recorded in the same intercompany account on the
books and records (the account numbers all began with “12620”). Ernst and Young Walkthrough
Template (Nov. 30, 2009), at p. 6 [EY-SEC-LBHI-CORP-GAMX-07-033384].

6411 See generally Bank of Am. Nat'l Trust & Sav. Assoc. v. 203 N. LaSalle St. P’ship, 526 U.S. 434 (1999)
(discussing “on account of” language in a different context under the Bankruptcy Code).
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setoff rights. Braniff Airways, Inc. v. Exxon Co., U.S.A.%? addressed the concept of
“permissible preference[s]” by virtue of Section 506(a) of the Bankruptcy Code, which
affords secured status to claims of setoff under Section 553(a).%* The Examiner
concludes that LBHI does not have an argument that such preferential transfers would
be on account of a secured claim by virtue of any setoff right under the rationale of

Braniff Airways.s44

6412814 F.2d 1030 (5th Cir. 1987).

6413 Id. at 1034.

6414 LBHI's books and records reflect multiple intercompany accounts with its affiliates. Similarly, many
of the affiliates” books and records reflect multiple intercompany accounts with LBHI. In many cases,
however, the books and records of an affiliate reflect both payables and receivables with LBHI and the
books and records of LBHI reflect both payables and receivables with any particular affiliate. The
apparent mutuality of obligations raises the question of whether an LBHI Affiliate could prove the
hypothetical liquidation analysis under Section 547(b)(5) of the Bankruptcy Code given the secured status
of mutual debts under Sections 553 and 506. In other words, if LBHI was indebted to an affiliate for more
than the affiliate was indebted to LBHI, the affiliate may not satisfy its Section 547(b)(5) burden because
LBHI's right of setoff under Section 553 would have encompassed any preference payment amount had
the preference not been made. See Braniff Airways, 814 F.2d at 1035; cf. Brooks Farms v. U.S. Dep't of Agric.
(In re Brooks Farms), 70 B.R. 368, 372-73 (Bankr. E.D. Wis. 1987); In re Revere Copper and Brass, Inc., 32 B.R.
577, 583 n.3 (Bankr. S.D.N.Y. 1983). The Examiner reviewed the intercompany account balances on
LBHI's books and records against the intercompany account balances on LBSF, LBCS, and LCPI’s books
and records for August and September 2008. The Examiner also reviewed Schedules B and F from LBH],
LBSF, LBCS, and LCPI's Amended Schedules and Statements, which address inter alia intercompany
receivables and unsecured intercompany payables, respectively. The schedules for LBCS, LBSF, and
LCPI can be found at docket numbers 3061, 3066, and 3067, respectively, and the Amended Schedules for
LBCS, LBSF, and LCPI can be found at docket numbers 3939, 3921, and 3927, respectively. As illustrated
in Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010) at ex.
1, LBSF, LBCS, and LCPI all owed LBHI significantly more than LBHI owed LBSF, LBCS, or LCP],
respectively, at the end of September 2008. As such, the Examiner has observed no evidence suggesting
that LBHI owed LBSF, LBCS, and LCPI more than it was owed on September 15, 2008. Therefore, the
Examiner has concluded that LBSF, LBCS, and LCPI will not be precluded from proving a hypothetical
liquidation analysis as required by Section 547(b)(5) of the Bankruptcy Code under the rationale of Braniff
Airways.
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(5) Scope of Defenses Under Section 547(c)

The Examiner analyzed the “new value” and “ordinary course” defenses under
Sections 547(c)(4) and 547(c)(2) of the Bankruptcy Code, respectively, for funding and
quasi-funding activity, where appropriate.®!

New Value Defense. The new value defense provides that a creditor may
deduct from any liability it owes a debtor as a result of a preferential transfer any
amount of “new value” that it gave the debtor after the preferential transfer occurred.®¢
For example, if a debtor pays a creditor $100 on day one in respect of an antecedent
debt and all other criteria for a preference are satisfied, and on day two, the creditor
extends new credit worth $90 that is not subsequently repaid by the debtor, only $10 of

the $100 payment is a preference.”

6415 The Examiner does not address whether LBHI may assert multiple defenses under Section 547(c) of
the Bankruptcy Code. See G.H. Leidenheimer Baking Co. v. Sharp (In re SGSM Acquisition Co., LLC), 439 F.3d
233, 242 n.7 (5th Cir. 2006).

6416 Section 547(c)(4) provides that “[t]he trustee may not avoid under this section a transfer -- . . . (4) to or
for the benefit of a creditor, to the extent that, after such transfer, such creditor gave new value to or for
the benefit of the debtor— (A) not secured by an otherwise unavoidable security interest; and (B) on
account of which new value the debtor did not make an otherwise unavoidable transfer to or for the
benefit of such creditor.”

6417 If there were multiple extensions of new value, the Examiner applied the well-established rule that
extensions can be applied to any preceding preferential transfer and not just the immediately preceding
preferential transfer. See Williams v. Agama Sys., Inc. (In re Micro Innovations Corp.), 185 F.3d 329, 336-37
(5th Cir. 1999) (discussing the majority and minority rules for “new value,” and adopting majority rule,
which permits the crediting of new value against any prior preference and not only the immediately
preceding one); see also In re SGSM Acquisition Co., LLC, 439 F.3d at 241-43; Katz v. Stark Trust (In re Van
Dyck/Columbia Printing), 289 B.R. 304, 315 (D. Conn. 2003); 5 Collier on Bankruptcy q 547.04[4][d] (15th ed.
2008); cf. In re Adelphia Bus. Solutions, Inc., 341 B.R. 415, 426 (Bankr. S.D.N.Y. 2003) (recognizing new value
defense in the context of a cash management system).
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How quasi-funding will be characterized in relation to the safe harbors, however,
appears to be an issue of first impression - that is, whether such funding is safe-
harbored, not safe-harbored, or somewhere in-between.®*8 Therefore, the Examiner’s
tinancial advisors constructed three models to calculate LBHI's preference exposure net
of new value.® First, the Examiner’s financial advisors calculated LBHI's preference
exposure solely by considering up-funding activity as preferential and down-funding
activity as new value. Second, the Examiner’s financial advisors calculated LBHI's
preference exposure by considering only up-funding activity as preferential, but gave
LBHI new value credit for both down-funding and quasi-down-funding activity. The

following chart illustrates this calculation:

Antecedent Debt Antecedent
p E debt
$0 reference Exposure New Value obligation

(up-funding)
. (Down-funding +
Safe-Harbored Activity

$-10 (Quasi-u i quasi-down- '
-up-funding e !
excluded as non- funding v
referential)
s20 | 7"

v

Time

Third, the Examiner’s financial advisors calculated LBHI's preference exposure

by considering up-funding and quasi-up-funding as preferential, but gave LBHI new

6418 Each day there were many quasi-funding transactions between LBHI and LBSF, LBCS and LCPI. For
the purposes of this analysis, however, the Examiner grouped them all together, even though each one is
potentially unique.

6419 These are referred to as models one, two, and three in Appendix 22, Duff & Phelps, Preferences
Against LBHI and Other Lehman Entities (Feb. 1, 2010).
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value credit for both down-funding and quasi-down-funding activity. The following

illustrates this calculation:

Antecedent Debt Antecedent
$0 Preference dte)?t .
Exposure (Up- New Value obligation

funding + (Down-funding + E
$-10 quasi-up- quasi-down- !
funding) funding) v

$-20

v

Time
Ordinary Course Defense. The ordinary course defense permits creditors to
argue that debts were incurred in the ordinary course and payments on account of

those debts were made in the ordinary course of business between the parties.*? The

6420 Section 547(c)(2) provides that “[t]he trustee may not avoid under this section a transfer -- . . . (2) to
the extent that such transfer was in payment of a debt incurred by the debtor in the ordinary course of
business or financial affairs of the debtor and the transferee, and such transfer was— (A) made in the
ordinary course of business or financial affairs of the debtor and the transferee; or (B) made according to
ordinary business terms.” 11 U.S.C. § 547(c)(2). The Examiner addressed subsection 547(c)(2)(A) and not
subsection (B), which discusses whether the payments were “made according to ordinary business
terms.”

The purpose of section 547(c)(2) “is to leave undisturbed normal financial relations, because it
does not detract from the general policy of the preference section to discourage unusual action by either
the debtor or his creditors during the debtor’s slide into bankruptcy.” Savage & Assocs., P.C. ex rel.
Teligent, Inc. v. Mandl (In re Teligent, Inc.), 380 B.R. 324, 340 (Bankr. S.D.N.Y. 2008) (quoting H.R. Rep. No.
95-595, at 373 (1977)). In determining whether the debt was incurred in the ordinary course of business,
the court will look to other transactions between the parties. Jacobs v. Matrix Cap. Bank (In re
AppOnline.com, Inc.), 315 B.R. 259, 283 (Bankr. E.D.N.Y. 2004). “In determining whether a transfer is made
in the ordinary course of business, a court may consider (i) the prior course of dealing between the
parties, (ii) the amount of the payment, (iii) the timing of the payment, (iv) the circumstances of the
payment, (v) the presence of unusual debt collection practices, and (vi) changes in the means of
payment.” In re Teligent, 380 B.R. at 340. “[T]he cornerstone of this element of a preference defense is that
the creditor needs [to] demonstrate some consistency with other business transactions between the debtor
and the creditor.” In re Schick, 234 B.R. at 348 (quoting WJM, Inc. v. Mass. Dep’t of Pub. Welfare, 840 F.2d
996, 1011 (1st Cir. 1988)) (alteration in original). “The creditor must establish a ‘baseline of dealings’ to
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Examiner has not located any authority that discusses ordinary course defenses in
preference actions asserted by debtor-affiliates against their debtor-parents in the
context of complex cash management systems, which is the primary source of potential
preferential activity here.#? Nonetheless, repeated transfers made to a debtor’s
corporate parent on account of an antecedent debt that resulted from continual
extensions of credit for operating purposes have been upheld as unavoidable ordinary

course transfers in other cases.®

(6) Findings for LBSF

The following chart illustrates LBHI's preference exposure to LBSF during the

Defined Preference Period:

enable the court to compare the payment practices during the preference period with the prior course of
dealing.” Id.

6421 Cf. In re Adelphia Bus. Solutions, Inc., 341 B.R. at 426 (recognizing ordinary course defense in the context
of a cash management system); In re Hillsborough Holdings Corp., 176 B.R. at 247-50 (recognizing ordinary
course defense in context of piercing the corporate veil when parent swept cash from subsidiaries).

0422 E.q., Waldschmidt v. Ranier (In re Fulghum Constr. Corp.), 872 F.2d 739 (6th Cir. 1989) (upholding
ordinary course defense when debtor made repeated payments to parent-partnership to reduce
antecedent debt obligation that was created by more than 100 extensions of credit for various purposes
including operating expenses); CCI Constr. Inc. v. Allfirst Bank (In re CCI Constr. Co.), 371 B.R. 83 (Bankr.
M.D. Pa. 2007) (discussing ordinary course defense in context of revolving unsecured cash management
facility with bank lender); Redmond v. Ellis County Abstract & Title Co. (In re Liberty Livestock Co.), 198 B.R.
365 (Bankr. D. Kan. 1996) (discussing ordinary course and new value defenses on running account
balance between related companies).
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Preferential Preference Preference Exposure Net of New Value
Activity Exposure without during the Defined Preference Period
New Value during Down-funding Down-funding
the Defined New Value Only and Quasi-down-
Preference Period funding New
Value
Up-funding Only | $19.4 billion $3.8 billion $636 million
Up-funding and $29.4 billion n/a $718 million
Quasi-up-funding

In addition, there is evidence supporting LBHI's ordinary course defense. In short,
there is evidence to support each element of a preference claim, but there is also
evidence to support each element of the new value and ordinary course defenses.®?
Discussion of Preferential Transfers. On June 1, 2008, LBSF had an antecedent
debt owed to LBHI of approximately $7.5 billion.#* The intercompany accounts
between LBSF and LBHI experienced significant activity after that day. The

intercompany account activity resulted from funding and quasi-funding activity that

6423 See Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010)
for a detailed and lengthy discussion of the models developed, methodologies used, and assumptions
made in reaching these calculations.

6424 As illustrated in Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities
(Feb. 1, 2010) at ex. 2, LBHI and LBSF had multiple intercompany accounts. Not every intercompany
account was used for funding activities - that is, some accounts represented repo or derivative liabilities
or receivables, and they were generally in connection with safe-harbored activity. The $7.5 billion
obligation noted above was derived from the sum of the intercompany obligations based on the two
accounts in the general ledger that were used for funding and quasi-funding activities in GCCM. One
account was between LBHI-New York and LBSF, and the other account was between LBHI (UK) and
LBSE. If the other intercompany accounts between LBSF and LBHI were included, the obligation would
be larger. Inclusion of the other accounts was unnecessary for the preference analysis, however, because
the total dollar amount of every potential preferential transfer was less than the outstanding liability from
the sum of these two funding accounts on the day each transfer was made.
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was observed in GCCM.#?» The Examiner has observed nothing suggesting that up-
funding was related to trades, repos, or similar activity, and the Examiner understands
that it was performed on an unsecured basis for the purpose of concentrating cash at
LBHI. During the Defined Preference Period, there was $19.4 billion and $10.1 billion in
up-funding and quasi-up-funding activity, respectively.®* Together, this amounts to
$29.4 billion in potentially preferential activity.

New Value Defense. LBHI's new value defense captures the majority of LBSF’s
preference claim. The Examiner’s financial advisors calculated LBHI's new value
defense in three ways as noted above. First, the Examiner’s financial advisors
calculated LBHI's preference exposure solely by considering up-funding activity as
preferential and down-funding activity as new value. LBHI's exposure to LBSF during
the Defined Preference Period under this calculation is $3.8 billion.®>” Second, the
Examiner’s financial advisors calculated LBHI's preference exposure by considering up-
funding activity as preferential, but gave LBHI new value credit for both down-funding

and quasi-down-funding activity. LBHI's exposure to LBSF during the Defined

6425 Daniel J. Fleming noted that “funding” activity for LBSF occurred in an LBI bank account in which
LBSF was clearing its derivative payment activity from RISC, another Lehman trading platform (it is
unclear whether LBHI or LBHI (UK) provided the funds for this account). This “funding” activity would
not be captured in the “funding” column because LBSF did not own the account into and from which the
money was transferred. Nonetheless, Fleming noted that this activity was likely captured in the quasi-
funding activity column. As for LBSF generally, Fleming noted that “funding” activity may have
occurred in other regions, but he could not identify how it may have been captured by Lehman’s systems.
Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 8.

6426 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010).

6427 Id.
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Preference Period under this calculation is $636 million.##2¢ Third, the Examiner’s
financial advisors calculated LBHI's preference exposure by considering up-funding
and quasi-up-funding as preferential, but gave LBHI new value credit for both down-
funding and quasi-down-funding activity. LBHI's exposure to LBSF during the
Defined Preference Period under this calculation is $718 million.s+

Ordinary Course Defense. There is evidence for LBHI to assert an ordinary
course defense even if the new value defense does not preclude recovery.

Based on LBHI and LBSF’s books and records, the debts incurred by LBSF
appear to be in the ordinary course of business between LBHI and LBSF. There is
consistent funding activity between LBHI and LBSF during the two years prior to
LBSF’s bankruptcy. During the year prior to bankruptcy, the number of down-funding
transactions ranged from thirty-two to sixty-three per month, and during the two years
prior to bankruptcy, the number of down-funding transactions ranged from seven to
sixty-three per month.#* Such down-funding activity is consistent with LBHI's role as

central banker within the Lehman enterprise. Similarly, there is consistent quasi-down-

6428 14

6429 Jd. LBHI's preference exposure to LBSF under the second and third calculations resulted from up-
funding that occurred at the end of the day on September 12, 2008. Although such a potential preference
may not be covered under the new value defense, this fact pattern is similar to that described in In re
Fulghum Constr. Corp. 872 F.2d 739, which addressed this issue under the ordinary course defense.

6430 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010) at
exs. 18-21. The low number of funding transactions (either up- or down-funding) prior to May 2007 is
consistent with the Examiner’s understanding that GCCM was in the implementation phases.

1716



funding activity.®** The Examiner has observed no evidence suggesting that down-
funding or quasi-down-funding was not in the ordinary course of business between
LBHI and LBSF.

Similarly, the Examiner has reviewed the non-exhaustive factors courts use when
determining whether payments made on account of an antecedent debt are in the
ordinary course of business between the debtor and the transferee.®> Upon review of
those factors, there is evidence to support LBHI's defense. As a threshold matter,
former Lehman employees stated that it was Lehman’s goal to up-fund each affiliate’s
bank account to $0.00 at the end of each day,** which is not inconsistent with the books
and records. The Examiner and his financial advisors reviewed funding activity dating
back to June 2006; funding activity (both up- and down-funding) regularly occurred in
significant amounts in every month before LBSF’s bankruptcy.®** The Examiner has not
identified anything in the Defined Preference Period that deviated from this historical
practice. Finally, the Examiner has observed no evidence that LBSF’'s potentially
preferential transfers were made in anticipation of bankruptcy, or that they were done

because of unusual debt practices by LBHI. In short, there is evidence to support a

6431 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010) at
ex. 1.

6432 The Examiner has not reviewed the alternative grounds for relief under Section 547(c)(2)(B), namely
whether the purported preference payments were “made according to ordinary business terms.”

6433 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 2. The notable exception to this practice
was with LBIL.

6434 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010) at
exs. 18-20.
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finding that such activity was “recurring, customary, and designed” to facilitate LBSF’s
business.®> The Examiner has therefore determined that there is evidence for LBHI to
assert a defense under Section 547(c)(2) of the Bankruptcy Code. Any conclusion would
be determined by a trier of fact.

(7) Findings for LBCS

The following chart illustrates LBHI's preference exposure to LBCS during the

Defined Preference Period:

Preferential
Activity

Preference
Exposure without
New Value during

Preference Exposure Net of New Value
during the Defined Preference Period

Down-funding

Down-funding

the Defined New Value Only and Quasi-down-
Preference Period funding New
Value
Up-funding Only $3.3 billion $643 million $15 million
Up-funding and $4.3 billion n/a $633 million

Quasi-up-funding

In addition, there is evidence supporting LBHI's ordinary course defense. In short,

there is evidence to support each element of a preference claim, but there is also

evidence to support each element of the new value and ordinary course defenses.®3
Discussion of Preferential Transfers. On June 1, 2008, LBCS had an antecedent

debt owed to LBHI of approximately $2.2 billion.#” The intercompany accounts

6435 In re Fulghum Constr. Corp., 872 F.2d at 745.

6436 See Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010)
for a detailed and lengthy discussion of the models developed, methodologies used, and assumptions
made in reaching these calculations.
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between LBCS and LBHI experienced significant activity after that day. The
intercompany account activity resulted from funding and quasi-funding activity that
was observed in GCCM. The Examiner has observed nothing to suggest that up-
funding was related to trades, repos, or similar activity, and evidence suggests that it
was performed on an unsecured basis for the purpose of concentrating cash at LBHIL
During the Defined Preference Period, there was $3.3 billion and $1.0 billion in up-
funding and quasi-up-funding activity, respectively.®# Together, there was $4.3 billion
in potentially preferential activity.

New Value Defense. LBHI's new value defense captures the majority of the
amount of LBCS’s preference claim. The Examiner’s financial advisors calculated
LBHI’s new value defense in three ways as noted above. First, the Examiner’s financial
advisors calculated LBHI's preference exposure solely by considering up-funding

activity as preferential and down-funding activity as new value. LBHI's liability to

6437 As illustrated in Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities
(Feb. 1, 2010) at ex. 1, LBCS and LBHI had multiple intercompany accounts. Not every intercompany
account was used for funding activities - that is, some accounts represented repo or derivative liabilities
or receivables, and they were generally in connection with safe-harbored activity. The $2.2 billion
obligation noted above was derived from the sum of the intercompany obligations based on the two
accounts in the general ledger that were used for funding and quasi-funding activities in GCCM. If the
other intercompany accounts between LBCS and LBHI were included, the obligation would be larger.
Inclusion of the other accounts was unnecessary for the preference analysis, however, because the total
dollar amount of every potential preferential transfer was less than the outstanding liability from the sum
of these two funding accounts on the day each transfer was made.

6438 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010), at
ex. 6.
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LBCS during the Defined Preference Period under this calculation is $642 million.®
Second, the Examiner’s financial advisors calculated LBHI's preference exposure by
considering up-funding activity as preferential, but gave LBHI new value credit for
both down-funding and quasi-down-funding activity. LBHI's exposure to LBCS during
the Defined Preference Period under this calculation is $15 million.®#0 Third, the
Examiner’s financial advisors calculated LBHI's preference exposure by considering up-
funding and quasi-up-funding as preferential, but gave LBHI new value credit for both
down-funding and quasi-down-funding activity. LBHI's exposure to LBCS during the
Defined Preference Period under this calculation is $633 million.644

Ordinary Course Defense. There is evidence for LBHI to assert an ordinary
course defense in the event that the new value defense does not preclude recovery.

Based on LBHI and LBCS’s books and records, the debts incurred by LBCS
appear to be in the ordinary course of business between LBHI and LBCS. There is
consistent funding activity between LBHI and LBCS during the sixteen months prior to
LBCS’s bankruptcy. During the sixteen months prior to bankruptcy, the number of
down-funding transactions ranged from nine to thirty-seven per month.#* This down-

funding activity is consistent with LBHI's role as central banker within the Lehman

6439 T4,
6440 Id.

6441 [ 4.

6442 Id. at exhs. 9-11. The low number of funding transactions (either up- or down-funding) prior to May
2007 is consistent with the Examiner’s understanding that GCCM was in the implementation phases.

1720



enterprise. Similarly, there is consistent quasi-down-funding, although such activity
was less frequent before February 2008.44 The Examiner has observed no evidence
suggesting that down-funding or quasi-down-funding was not in the ordinary course of
business between LBHI and LBCS.

Similarly, the Examiner has reviewed the non-exhaustive factors courts use when
determining whether payments made on account of an antecedent debt are in the
ordinary course of business between the debtor and the transferee.®# Upon a review of
those factors, there is evidence to support LBHI's ordinary course defense. As a
threshold matter, former Lehman employees stated that it was Lehman’s goal to up-
fund each affiliate’s bank account to $0.00 at the end of each day,** which is not
inconsistent with the books and records. The Examiner reviewed funding activity
dating back to April 2007; funding activity (both up- and down-funding) regularly
occurred in every month before LBCS’s bankruptcy. The Examiner has not identified
anything in the Defined Preference Period that deviated from this historical practice.

The Examiner does note, however, that quasi-up-funding exceeds quasi-down-funding

6443 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010) at
ex. 12. The low number of quasi-funding transactions (either up- or down-quasi-funding) prior to
February 2008 is consistent with the Examiner’s understanding that GCCM was in the implementation
phases.

6444 The Examiner has not reviewed the alternative grounds for relief under Section 547(c)(2)(B), which is
whether the purported preference payments were “made according to ordinary business terms.”

645 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 2. The notable exception to this practice
was with LBIL.
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for the first time in August 2008, which deviates from the prior months.®# Finally, the
Examiner has observed no evidence that LBCS’s potentially preferential transfers were
made in anticipation of bankruptcy, or that they were done because of unusual debt
practices by LBHI. In short, there is evidence to support a finding that such activity was
“recurring, customary, and designed” to facilitate LBCS’s business.® The Examiner
thus determines that there is evidence for LBHI to assert a defense under Section
547(c)(2) of the Bankruptcy Code. Any conclusion would be determined by a trier of
fact.

(8) Findings for LCPI

The Examiner has been unable to determine whether there is evidence to support
a finding for each element of a preference claim under Section 547(b) of the Bankruptcy
Code in an action by LCPI against LBHI because the Examiner’s financial advisors have
been unable to trace the material movement of money between LCPI and LBHI that was
not in connection with a safe-harbored event.

Discussion of Preferential Activity. On June 1, 2008, LCPI had an antecedent

debt of at least $35.2 billion to LBHI*# and there was significant activity in the

6446 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010) at
ex. 22.

6447 In re Fulghum Constr. Corp., 872 F.2d at 745.

6448 As illustrated in Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities
(Feb. 1, 2010) ex. 3, LCPI and LBHI had multiple intercompany accounts. Not every intercompany
account was used for funding activities - that is, some accounts represented repo or derivative liabilities
or receivables. The $35.2 billion obligation noted above was derived from the sum of the intercompany
obligations based on the two accounts in the general ledger that were used for funding and quasi-funding

1722



intercompany accounts between LCPI and LBHI after that day. Similar to LBSF and
LBCS, the Examiner attempted to identify funding and quasi-funding activity as the
primary source of potential preferential activity. However, identifying and analyzing
potential preferential activity for LCPI proved considerably more complicated than for
LBSF and LBCS. Consequently, the Examiner has been unable to identify and analyze
all potential sources of preferential activity.

As a threshold matter, LCPI’s main operating account was not tied to GCCM,
and therefore, there was no “funding” activity in GCCM during the Defined Preference
Period. There was, however, significant “quasi-funding” activity flowing through
GCCM, which primarily came from a source system called Loan 1Q.% The Examiner
concludes not to include quasi-funding activity in the preference analysis for LCP],
however, because payments flowing from Loan IQ through GCCM consisted of
principal and interest payments, among other things, on loans in which LCPI had a
nominal interest. Moreover, other quasi-funding activity was de minimis when
compared to the other sources of potential preferential activity the Examiner identified.
Unlike LBSF and LBCS, the Examiner looked beyond GCCM and focused on two

specific sources of potential preferential activity: transfers made on account of trust

activities. Examiner’s Interview of Ada Shek, Nov. 24, 2009, at pp. 8-9. One account was between LBHI-
New York and LCPL and the other account was between LBHI (UK) and LCPL. If the other intercompany
accounts between LCPI and LBHI were included, the obligation would be larger.

6449 Loan IQ “is a fully integrated global, multi-currency system for the processing and administration of
the commercial bank loan product.” Lehman, GTS: Operations Technology - Loan IQ Homepage on
Lehman Live, at p. 1 [LBEX-LL 3356457].
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receipts in the MTS trading system, and payments made to LBHI resulting from capital
infusions made into LCPI by LBIL

Trust Receipts. As noted in Section III.B.2.c of this Report, prior to 2002,
Lehman’s infrastructure for cash management was decentralized and fragmented.®
There were numerous systems used to transfer and manage cash,#' and this
fragmentation was a driving factor behind the creation of GCCM. At the time of LBHI's
bankruptcy, however, GCCM was only partially integrated, and the implementation
process was rolled-out by source system or trading platform. MTS, one of Lehman’s
primary trading platforms used primarily for domestic fixed-income securities, was not
integrated into GCCM. MTS was an antiquated trading platform® and its functionality
was limited to buys, sells, repos, reverse repos, borrowings, and pledgings.®* MTS did
not have payment functionality, and unlike some of Lehman’s other trading platforms
that settled transactions through GCCM, settlements from MTS flowed through FPS, an
entirely separate payment and settlement system.

Because MTS was outdated, Lehman used “trust receipts,” which were dummy

securities created in MTS, to fund certain bank accounts that were tied to MTS.4* Trust

6450 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 3.

6451 [,

6452 MTS was used by Lehman before it merged with Shearson in 1984. Id. at 6.
6453 [,

6454 Id. at p. 7.
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receipts were used to overcome MTS’s limited functionality as a trading system,** and
the Examiner has discovered no evidence suggesting that their use was for an improper
purpose. Trust receipts had different security names or IDs, which were used for
different funding and recordation purposes, and some examples include “Trust 01,”
“Trust 15,” or “Trust 24.”¢% During the Defined Preference Period, LCPI primarily
used “Trust 86” and “Trust 89.”

Historically, LCPI’s main operating account was resident in MTS, although LCPI
opened accounts on other systems over time.*” Therefore, the Examiner understands
that to move cash between LBHI and LCPI, a “funding” transaction needed to be
executed in MTS. Because MTS had limited functionality, however, Lehman used the
repo and reverse repo functions. The Examiner has discovered no evidence suggesting
that anyone at Lehman considered trust receipts to be repos or reverse repos, and all
evidence points to the contrary. The Examiner understands that settlements from the
MTS system into LCPI's bank account occurred through the FPS settlement system.®5
This process is roughly equivalent to the funding functions that existed in GCCM.

The Examiner’s financial advisors identified all Trust 86 and Trust 89 activity in

MTS during the Defined Preference Period and have performed an analysis on such

645 Id. at p. 6.

645 Lehman used more than a hundred different trust receipts and eventually started recycling them. Id.
atp.6n.2.

o457 1d. at p. 7.

6458 The transaction was also booked in Treasury Workstation, a software platform utilized by Lehman’s
Treasury Group.
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activity, which is discussed in considerable detail in the attached appendix.®® The
Examiner’s financial advisors reviewed data in GCCM (for LBHI cash receipt
information, even though MTS and GCCM were not tied together), GSSR (Lehman'’s
bank account reconciliation software that showed bank account transactions), Treasury
Workstation (a suite of applications utilized by Lehman Treasury Group for various
funding functions), and MTS (Lehman’s fixed income trading system). The Examiner’s
financial advisors attempted to trace the movement of money and to identify the
purpose associated with trust receipts used by LCPI.  To complete this task, access to
certain FPS data, which contained settlement and payment data for MTS, as well as
certain “pre-settlement” data, is required because this information is understood to
contain netting information before transfer instructions were created between LCPI and
LBHI bank accounts. Barclays would not grant the Examiner’s financial advisors access
to FPS because the Examiner understands that Barclays could not adequately segregate
Lehman legacy data.®® The Examiner’s financial advisors have further advised that a
review of the “pre-settlement” data could potentially require a lengthy and costly
investigation. Accordingly, the Examiner cannot make a determination about whether

LCPI has a colorable preference claim against LBHI on account of trust receipts.

645 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010) at
pp- 18-22.
6460 Appendix 6, Duff & Phelps, Data Systems Access (Feb. 1, 2010), at p. 33.
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LCPI Capital Infusions. As noted above, LCPI received multiple capital
infusions from LBI, its parent, over the course of the several months prior to its
bankruptcy filing.#! Generally, when a company receives a capital infusion it records
an asset (in many instances cash) and paid-in capital on its books and records. When
LBI infused capital into LCPI, however, LCPI never received an asset on its books and
records because the individuals instructing the transfer indicated that LCPI did not
have a bank account to receive LBI’s infusion.t42 Instead, LBI transferred the cash in
respect of the capital infusion to LBHI, which received the cash on LCPI's behalf.#
Because LCPI had a significant intercompany obligation to LBHI, the transfer from LBI
to LBHI was recorded as satisfying part of that obligation in the amount of the capital

infusion.** The following illustrates the flow of cash and journal entries:

6461 See Section I1I.B.3.c.3.a, which discusses capital infusions.

6462 E-mail from Jeffrey Su, Lehman, to Arthur Miller, Lehman, et al., (May 30, 2008), at p. 1 [LBEX-DOCID
276482]; e-mail from Hui Wang, Lehman, to Helen Chu, et al, Lehman (Aug., 28, 2008), at p. 1
[LBHI_SEC07940_552712]. It was confirmed on multiple occasions, however, that LCPI did have its own
bank accounts. Examiner’s Interview of Daniel F. Fleming, Dec. 17, 2009, at p. 8. LCPI’s schedules that
were filed with the U.S. Bankruptcy Court also confirm that LCPI had bank accounts. See Amended
Schedules of Assets and Liabilities for Lehman Commercial Paper Inc., In re Lehman Bros. Holdings, Inc.,
No. 08-13555 (Bankr. S.D.N.Y. June 15, 2009).

6463 Daniel J. Fleming noted that if LCPI had received the cash it would have eventually up-funded to
LBHI anyway. In other words, he noted that it did not matter if LCPI or LBHI received the money
because LBHI would eventually receive the money at the end of the day. Examiner’s Interview of Daniel
J. Fleming, Dec. 17, 2009, at p. 8.

6464 See E-mail from Hui Wang, Lehman, to Helen Chu Lehman, et al., (Aug. 28, 2008), at pp. 1-2
[LBHI_SEC07940_552712].
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LBHI Relevant Journal Entries:

Potential ____ | LBHI receives wire LBl increases investment

Indirect on behalf of LCPI asset in LCPI and reduces
Preference cash; LBHI increases cash

LBI and reduces receivable
from LCPL
LCPI reduces its debt
obligation to LBHI and
credits paid-in capital
LCPI (from LBI’s infusion).

There were two capital infusions during the Defined Preference Period: one in
July 2008 for $275 million and one in August 2008 for $900 million.#*> The Examiner has
located internal e-mails relating to the $900 million infusion. The $900 million
transfer could represent an indirect preference even if LCPI never had the infused cash
in its bank account because the transfer reduced LCPI's antecedent debt owed to
LBHI.&+7

Although the Examiner Order did not direct the Examiner to analyze potential
defenses to claims, it is important to note that money flowed between LCPI and LBHI

(and between LBI and LBHI) in significant amounts on an almost daily basis through

6465 As noted above, these amounts were determined by noting the change in Additional-Paid-In-Capital
as reported in Lehman’s Hyperion financial system.

6466 The Examiner located documentation for the May 2008 capital infusion but it was outside the Defined
Preference Period. See E-mail from Jeffrey Su, Lehman, to Arthur Miller, Lehman, ef al., (May 30, 2008), at
p.- 1 [LBEX-DOCID 276482].

6467 E.q., Warsco v. Preferred Technical Group, 258 F.3d 557, 564 (7th Cir. 2001) (“As the explicit language of
the Bankruptcy Code makes clear, however, the transfer need not be made directly by the debtor; indirect
transfers made by third parities to a creditor on behalf of the debtor may also be avoidable under the
Code.” (citing Dean v. Davis, 242 U.S. 438, 443 (1917) (“Mere circuity of arrangement will not save a
transfer which effects a preference from being invalid as such.”)).
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trust receipts and potentially other means. For example, $900 million was a common
dollar amount for transfers between affiliates, and the Examiner’s financial advisors
identified at least three $900 million payments from LBI to LBHI on August 28, 2008.545
The Examiner’s financial advisors also identified two transfers from LCPI to LBHI on
August 29, 2008 (one was for $900 million and one was for $104 million).#*® As such,
the $900 million potential indirect preference is likely one in a very large series of
transfers between LCPI and LBHI (and between LBI and LBHI). This makes analyses of
new value and ordinary course defenses very relevant for purposes of determining the
benefit of a claim to recover these transfers. Because the costs of performing this
accounting would be substantial, the Examiner did not trace the movement of cash
associated with trust receipts (nor has it been confirmed whether the $900 million
potential preference is mutually exclusive of transfers occurring through the use of trust
receipts) or perform the other accounting necessary to conclude a new value or ordinary

course analysis under Sections 547(c)(2) or (4) with respect to these transfers.s”

6468 See Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010) ,
at ex. 25.

6469 Jd. The $900 million transfer from LCPI to LBHI was between different bank accounts than those
identified on the e-mails instructing the wire transfers.

6470 As discussed in Section II1.B.3.c.3 of this Report, the Examiner concluded that the August 2008 capital
infusion was sufficient to render LCPI solvent. Indeed, members of Lehman’s LEC group would meet
regularly to predict the amount of capital that LCPI and other entities needed. Examiner’s Interview of
Ada Shek, Nov. 24, 2009, at p. 7. The May and July 2008 infusions were insufficient to establish solvency,
but in August 2008 infusion was sufficient. The Examiner concluded, however, that the August 2008
capital infusion was sufficient to render LCPI “borderline” solvent, such that its ratio of equity to assets
was 0.4%. The Examiner has not, however, obtained sufficient and reliable post-August 2008 information
to make a determination as to LCPI's solvency after August 31, 2008. Thus, the Examiner recognizes that
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f) Preferences Against Non-LBHI Lehman Affiliates (Fourth Bullet)

As with the previous Section discussing insider preferences against LBHI, the
Examiner identified LBSF, LBCS and LCPI as those LBHI Affiliates that were insolvent
or on the borderline of insolvency beginning on June 1, 2008. There is a significantly
larger population of potential intercompany relationships from which potential
preferences could be identified, however. Although LBSF, LBCS and LCPI did not
maintain extensive intercompany accounts with each affiliate, the list of potential
intercompany relationships is extensive.

The approach for identifying non-LBHI preferences was similar to that with
LBHI, as discussed above, but LBHI Affiliates generally did not provide funding to each
other.#' This created problems in identifying potential preferences that were not in
connection with safe-harbored activity. To be sure, the Examiner’s financial advisors
reviewed GCCM and confirmed that no “funding” activity for LBSF, LBCS, and LCPI
was located in that system. Fleming did note, however, that LCPI may have funded

some of its subsidiaries through MTS, and there was significant trust receipt activity

all post-August 2008 transfers may be subject to an extensive solvency determination by a trier of fact.
See, e.g., Matson v. Strickland (In re Strickland), 230 B.R. 276, 283 (Bankr. E.D. Va. 1999) (noting that
“[e]vidence of insolvency on the date of the alleged preference is the critical issue and proof of insolvency
on any other date is insufficient”). Because the Examiner has observed that Lehman may have over-
marked some of its assets, the Examiner included post-infusion transfers within the preference analysis
and makes no distinction between transfers made while LCPI was “insolvent” or while it was
“borderline” solvent.

6471 Examiner’s Interview of Daniel J. Fleming, Dec. 17, 2009, at p. 2. Funding activities, as described
under the section addressing insider preferences against LBHI, were the primary source of interest for
insider preferences because most activity at Lehman was in respect of safe-harbored activity. See Section
I11.B.3.e of this Report, which discusses the rationale for identifying funding activities.
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involving LCPI with both LBHI and other affiliates.#> The Examiner’s financial
advisors identified every counterparty for trust receipts involving LCPI and other
Lehman entities during the Defined Preference Period, which can be found in the
attached appendix.®”

The Examiner’s financial advisors attempted to trace the movement of cash
associated with trust receipts between LCPI and LBHI. The Examiner’s financial
advisors primarily reviewed GCCM, GSSR, Treasury Workstation, and MTS. The
Examiner did not have access to certain FPS data, which would purportedly contain the
settlement and payment data for MTS. As explained above, the Examiner received data
regarding Lehman’s “pre-settlement” function very late in the investigation and has not
reviewed such data for these purposes.

g) Avoidance Analysis of LBHI and LBHI Affiliates Against

Financial Participants and Pre-Chapter 11 Lenders (Fourth and
Eighth Bullets)

(1) Summary

This Section of the Report addresses: (1) the fourth bullet of the Examiner Order,
regarding whether any LBHI Affiliate has colorable claims against LBHI or any other
entities for potentially voidable transfers or incurrences of debt; and (2) the eighth bullet

of the Examiner Order, which covers “the transactions and transfers, including but not

6472 See Section II.B.3.e.8 of this Report, which discusses trust receipt activity and how it was the result of
a software limitation in MTS.

6473 Appendix 22, Duff & Phelps, Preferences Against LBHI and Other Lehman Entities (Feb. 1, 2010), at
ex. 26.
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limited to the pledging or granting of collateral security interest among the debtor and
the pre-Chapter 11 lenders and/or financial participants including but not limited to,
JPMorgan Chase, Citigroup, Inc., Bank of America, the Federal Reserve Bank of New
York and others.”#”* The Examiner has consulted with the parties in interest, reviewed
issues identified by those parties, conducted his own independent review and
examination and exercised his discretion as to which issues to include in this analysis.
First, with respect to the fourth bullet, the Examiner has not identified any LBHI
Affiliate that has a colorable claim against LBHI under Sections 548 or 544 and state law
for potentially voidable transfers or incurrences of debt. Because of the magnitude of
the data and the costs involved in reviewing every transfer that occurred during the
applicable look-back periods, the Examiner and his financial advisors developed a set of
criteria designed to pull suspect transfers from the information contained in Lehman’s
APB trading database (“APB”). The APB contains over five terabytes of data. The
Examiner’s financial advisors applied their methodology to determine whether any
trades or other activity could potentially be avoidable as against an identified group of
counterparties. Upon review of that analysis, the Examiner did not find any colorable
claims belonging to an LBHI Affiliate or LBHI. The Examiner did, however, identify
trades involving thirty-seven securities that belonged to LBI that warranted further

investigation and has provided that information to the SIPA Trustee. The Examiner

6474 A complete discussion of Lehman’s dealings with pre-Chapter 11 lenders and/or financial participants
and potential colorable state law claims against them is discussed in Section III.A.5 of this Report.
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concluded that further analysis of data in the APB would not be cost-effective. The
Examiner also sought to test his review of the Debtors’ transfers by examining cash
disbursements identified on the Debtors’ Statement of Financial Affairs (“SOFA”). The
Examiner was not able to complete his analysis because the Debtors have been unable
to provide the back-up data for these transfers in the time-frame necessary to allow the
Examiner to reach conclusions about the transfers identified on the SOFA.

Second, with respect to the eighth bullet, the Examiner reviewed various
guaranties entered into by LBHI shortly before its bankruptcy filing and transfers of
collateral in connection with those guaranties and concludes that there are colorable
claims against JPMorgan and Citi to avoid the guaranties that they received from LBHI
and certain related transfers under Sections 547(b), 548 and 544 and state law. The
Examiner believes that such claims are subject to substantial defenses including, but not
limited to, that the transfers of collateral to JPMorgan or Citi are protected from
avoidance based upon the safe-harbor provisions of the Bankruptcy Code. The
Examiner finds insufficient evidence to support the existence of colorable claims against
FRBNY, BNYM, HSBC and the CME Group (“CME”). The Examiner elected not to
examine the BofA transactions for purposes of determining whether colorable claims
exist with respect to these transactions due to the fact that these transactions are the
subject of ongoing litigation. The Examiner was unable to reach a conclusion with

respect to a $200 million collateral transfer to Standard Bank because of the lack of
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information showing whether a Lehman Chapter 11 Debtor was the source of this
collateral transfer.s4s

(2) APB Analysis

Lehman kept systematic records of trades in its APB database, which
consolidated trade records from multiple Lehman trading systems. The APB database
is extensive and it contains over five terabytes of data.*’¢ When the Examiner’s
tinancial advisors obtained access to the database, the scope of information that the
database contained was unclear. The Examiner’s objective was to identify patterns of
trading behavior, trades of interest or other activity after August 1, 2008 that warranted
further investigation, such as trades with indicia of actual fraud under Section
548(a)(1)(A) or other potentially avoidable activity. The Examiner’s financial advisors’
methodology is described in detail in Appendix 23, Duff & Phelps, Analysis of APB,
Journal Entry, Cash Disbursement and JPMorgan Collateral (Feb. 1, 2010).

The Examiner first identified a population of trading counterparties consisting of

large banks and clearing houses, potentially related parties, and counterparties trading

6475 The Examiner notes that claims analyzed herein arising under Sections 547(b), 548 and 544 and state
law are dependent upon an analysis of Lehman’s financial condition as of the time of these transfers.
Because the Examiner was directed only to determine if these claims were colorable, the Examiner’s
financial advisors have limited their analysis to a determination as to whether evidence exists to support
a finding of the requisite financial condition.

6476 Appendix 23, Duff & Phelps, Analysis of APB, Journal Entry, Cash Disbursement and JPMorgan
Collateral (Feb. 1, 2010).
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in illiquid assets.#” The Examiner’s financial advisors then applied two selection
methodologies. First, the Examiner’s financial advisors excluded all non-principal
trades, Level 1 and most Level 2 assets, and trades involving exchange-listed assets.
This yielded 30,000 trades for further review. Second, the Examiner’s financial advisors
identified trades involving either (1) asset-backed securities, (2) non-investment grade
debt securities, or (3) Lehman’s own debt or equity securities as being the most
appropriate to review. Further, the Examiner’s financial advisors scrutinized individual
transactions exceeding $50 million regardless of these criteria and generally included
such trades for subsequent testing. This yielded 5,100 trades for further review.

After this population of trades was identified, the Examiner’s financial advisors
classified the trades by counterparty; this analysis is discussed at length in Appendix
23, Duff & Phelps, Analysis of APB, Journal Entry, Cash Disbursement and JPMorgan
Collateral (Feb. 1, 2010). From these approximately 5,100 trades, the Examiner’s
financial advisors then identified those trades where a price discrepancy of over 30% to
the then-current market value existed to Lehman’s detriment. This yielded thirty-seven
trades of interest that required further investigation.

The first step in investigating these thirty-seven trades was to identify the prior

owner of the securities to determine which Lehman entity received a potentially unfair

6477 The fourteen selected counterparties were Bank of America, Barclays, Citi, HSBC, JPMorgan, BNYM,
FRBNY, Standard Bank, R3 Capital Management, One William Street, Fortress Investment Group,
Blackrock, BlueMountain Capital and Stark Investments. Narrowing the field of APB by date only,
beginning August 1, 2008, yielded over one million trades.
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price (the APB database did not permit this query to be conducted in the first instance).
The Examiner’s financial advisors discovered, however, that no LBHI Chapter 11
Affiliate owned any of the thirty-seven securities identified under this methodology
between August 1 and September 19, 2008. In many cases, however, LBI (a Chapter 7
Affiliate) was the owner. Because this matter is outside of the scope of the Examiner
Order, the Examiner contacted the SIPA Trustee and provided him with the
information that the Examiner discovered so that he may investigate these trades
further. Because this methodology did not yield any LBHI Affiliate transactions
warranting further review (i.e., there was never an interest of the Debtor in the
property), the Examiner ceased the analysis under the APB Approach as it did not
appear that further analysis would be cost-effective or result in the identification of

colorable claims.%78

6478 The Examiner’s financial advisors also attempted to analyze significant manual journal entries (with a
gross balance of greater than $500 million) that were entered into the general ledger between September
1, 2007 and September 12, 2008. There were 138 manual journal entries that satisfied this criteria and it
was determined that they potentially could represent one or more of the following activities: (1) third-
party asset transfers; (2) forgiveness of debt; (3) equity transfers; or (4) any unusual or indistinguishable
activity. Completion of this analysis was dependent upon assistance from Barclays and the Debtors with
specific knowledge regarding the purpose of the entries. The Examiner attempted to gain such
supporting documentation for the 138 selected entries and to schedule interviews with the controllers
responsible for preparation of these entries. Based on communications with the Debtors and the
conclusion that the Examiner’s financial advisors would be too reliant on third parties to complete this
analysis, the Examiner ceased this methodology prior to completion. For a complete discussion of the
analysis conducted by the Examiner’s financial advisors, see Appendix 23, Duff & Phelps, Analysis of
APB, Journal Entry, Cash Disbursement and JPMorgan Collateral (Feb. 1, 2010).
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(3) Cash Disbursement Analysis

In addition to the APB analysis, the Examiner and his financial advisors
reviewed the Debtors” SOFA schedules. In order to identify payments most likely to
represent avoidable transactions, the following selection criteria were applied to
identify activity of interest. First, the Examiner’s financial advisors identified payments
made to counterparties that satisfy one or more of the following criteria: (1) the
counterparty is a major bank/clearing house, (2) the counterparty conducts a significant
volume of trades, and (3) the counterparty is involved in transactions with illiquid
assets. There were thirteen such counterparties. Second, the Examiner’s financial
advisors identified payments to creditors that were opaquely described (for example,
“ATTN FUNDS MANAGEMENT”) or that received $1 billion or more in total
payments during the period reflected in the SOFA Schedules 3b. Third, the Examiner’s
tfinancial advisors identified six additional payments because the term “collateral” was
included in the creditor’s name.

The foregoing selection criteria yielded 416 payments representing
disbursements of approximately $160 billion. The Debtors provided assistance to the
Examiner’s financial advisors in identifying the Lehman cash settlement system used to
transact each payment. Pursuant to an analysis of the cash settlement systems,
however, the Examiner’s financial advisors determined that 192 of the 416 payments

were likely related to transactions subject to the safe-harbor provisions of the
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Bankruptcy Code because there is evidence that these payments pertain to either repo
transactions (51) or derivatives payments (141). The Examiner’s financial advisors were
unable to resolve the remaining selected payments (224) because the Debtors’ post-
petition managers were unable to provide the Examiner with the necessary data prior to
the filing of this Report. For the complete discussion of the analysis conducted by the
Examiner’s financial advisors, see Appendix 23, Duff & Phelps, Analysis of APB,
Journal Entry, Cash Disbursement and JPMorgan Collateral (Feb. 1, 2010).

(4) Pledged Collateral Accounts Analysis

In the period prior to the bankruptcy, certain counterparties that provided
clearing services or other credit to Lehman requested increases in pledged collateral as a
prerequisite for continuing to extend credit. Such pledges of collateral often involved
cash disbursements, which are subject to the Cash Disbursement Analysis. However, in
circumstances where assets were seized from accounts subject to lien, no cash or trade
record exists. With access to a firm’s pledged collateral accounts, it is possible to
identify seized assets and trace the assets back to the original legal entity that provided
the assets used for collateral. The Examiner was provided with limited access to certain
Lehman pledged accounts at JPMorgan. For a summary of findings relating to tracing
certain securities believed to be held in pledged accounts at JPMorgan at September 12,

2008, see Appendix 23, Duff & Phelps, Analysis of APB, Journal Entry, Cash
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Disbursement and JPMorgan Collateral (Feb. 1, 2010). This pledged collateral account
analysis also did not yield any colorable avoidance claims.*”

(5) Avoidance Analysis for Certain Pre-Chapter 11 Lenders and
Financial Participants

(a) JPMorgan Avoidance Analysis
(i) Background

JPMorgan acted as LBI's (LBHI's U.S. broker-dealer subsidiary) principal
clearing bank for securities trading and triparty repo agreements. In that role,
JPMorgan assisted LBI's clearance and settlement of securities and LBI's funding
through triparty repos.

Beginning in early 2008, JPMorgan began the process of revamping its approach
to dealing with its credit risk to Lehman. To protect itself, JPMorgan requested
additional collateral, sought amendments to its agreements with Lehman to strengthen
its rights in the event of a Lehman default and made changes to its procedures for
dealing with Lehman. The Examiner’s analysis of claims arising under the Bankruptcy
Code to avoid the transfers of this additional collateral or the incurrence of obligations

focused on two sets of agreements that JPMorgan and LBHI entered into on August 29,

%479 The pledged collateral account analysis provides further detail with respect to LBHI's pledge of
Spruce, Freedom, Pine, Kingfisher, and Verano, all asset backed securities, to JPMorgan. See Appendix
23, Duff & Phelps, Analysis of APB, Journal Entry, Cash Disbursement and JPMorgan Collateral (Feb. 1,
2010); see also Appendix 18, Lehman Collateral at JPM. LCPI appears to have sold these securities to LBHI
via principal trades. See Appendix 23, Duff & Phelps, Analysis of APB, Journal Entry, Cash Disbursement
and JPMorgan Collateral (Feb. 1, 2010) (containing trade information for many of these securities). As
such, the transfers of these securities from LCPI to LBHI would be protected from avoidance by the safe-
harbor provisions of the Bankruptcy Code as a “transfer” in connection with a “securities contract.”
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2008 and September 10, 2008. The facts upon which this analysis is based are set forth
in greater detail in Section III.A.5.b, but are summarized herein to the extent necessary
to assist the reader in understanding the Examiner’s conclusions.

In August 2008, JPMorgan requested that Lehman enter into new agreements in
part because JPMorgan wanted a guaranty from LBHI. In addition, JPMorgan
requested the new agreements given concern by JPMorgan and Lehman counterparties
that additional Lehman subsidiaries that were not party to the Clearance Agreement
were conducting operations through JPMorgan’s clearing system.® The parties
ultimately executed three documents on August 29, 2008 (though dated August 26,
2008):%41 (1) an amendment to a clearance agreement (the “August Amendment to the
Clearance Agreement”);* (2) a guaranty (the “August Guaranty);*$> and (3) a security
agreement (the “August Security Agreement,” collectively, the “August
Agreements”).o44

In late August and September 2008, Lehman’s deteriorating financial condition

became increasingly apparent.®>  Reports began to surface that The Korea

6480 Examiner’s Interview of Daniel J. Fleming, Apr. 22, 2009, at p. 5; Examiner’s Interview of Paul W.
Hespel, Apr. 23, 2009, at p. 3.

6481 See e-mail from Paul W. Hespel, Goodwin Procter, to Nikki G. Appel, JPMorgan, et al. (Aug. 29, 2008)
[JPM-2004 0004629].

6482 See Amendment to Clearance Agreement (Aug. 26, 2008) [JPM-2004 0005856].

6483 Guaranty (Aug. 26, 2008) [JPM-2004 0005879].

6484 Security Agreement (Aug. 26, 2008) [JPM-2004 0005867].

6485 See e.g., Andrew Ross Sorkin, Struggling Lehman Plans to Lay Off 1,500, N.Y. Times, Aug. 28, 2008

(Lehman shares lost 73% of their value between January 2008 and the end of August 2008); see also e-mail
from Ricardo S. Chiavenato, JPMorgan, to David A. Weisbrod, JPMorgan (Aug. 22, 2008) [JPM-2004
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Development Bank (“KDB”) had abandoned (or was likely to abandon) its acquisition
talks with Lehman,*$ and Lehman’s stock price had dropped significantly.®” Shortly
before 9:00 p.m. on September 9, JPMorgan sent draft guaranty and security agreements
to Andrew Yeung, in-house counsel at Lehman.®$ A draft amendment to the Clearance
Agreement arrived later that night.#® The parties ultimately executed three key
documents on September 10, 2008: (1) an Amendment to the Clearance Agreement (the
“September Amendment to the Clearance Agreement”);** (2) an amended Guaranty
(the “September Guaranty”);*' and (3) an amended Security Agreement (the
“September Security Agreement,” and collectively, the “September Agreements”).2
The Examiner concludes that there are colorable claims to avoid the September

and August Guaranties as constructive fraudulent obligations under Sections 548 and

0061226] (“Lehman may face serious problems next week if it is not acquired . . . and its losses are
large.”).

6486 Francesco Guerrera, et al., Equities Suffer as Lehman Shares Fall 45%, Fin. Times, Sept. 9, 2008
(“Lehman’s shares fell after a newswire report cited an unnamed Korean government official as saying
that Korea Development Bank, a state-run lender, had decided not to invest in Lehman.”); Susanne Craig,
et al., Korean Remarks Hit Lehman, Wall St. J., Sept. 9, 2008 (“A KDB official said the comments [by the
Chairman of South Korea’s Financial Services Commission] would likely be strong enough to deter the
bank from pursuing a Lehman deal . . ..”).

6487 Examiner’s Interview of Richard S. Fuld, Jr., May 6, 2009, at p. 11; Examiner’s Interview of Donna
Dellosso, Feb. 27, 2009, at p. 4; Susanne Craig, et al., Lehman Faces Mounting Pressures, Wall St. J., Sept. 10,
2008, at A1; Susanne Craig, et al., Korean Remarks Hit Lehman, Wall St. J., Sept. 9, 2008.

6488 E-mail from Jeffrey Aronson, JPMorgan, to Andrew Yeung, Lehman, et al. (Sept. 9, 2008) [JPM-2004
0005594]; Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4.

6489 E-mail from Jeffrey Aronson, JPMorgan, to Andrew Yeung, Lehman, et al. (Sept. 9, 2008) [JPM-2004
0005039]. A draft Aurora Guaranty and draft Control Agreement were sent with the draft Amendment to
the Clearance Agreement as well. See id.

649 Amendment to Clearance Agreement (Sept. 9, 2008) [JPM-2004 0005861].

6491 Guaranty (Sept. 9, 2008) [JPM-2004 0005813].

6492 Security Agreement (Sept. 9, 2008) [JPM-2004 0005873].
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544 and New York state law.# In addition, the Examiner concludes that there are
colorable claims to avoid as much as $6.9 billion of the $8.6 billion in collateral that
LBHI transferred to JPMorgan to secure the September Guaranty under Sections 547(b),
548 and 544 and state law, but that the claims to avoid the collateral transfers may be
defeated by the defenses under Sections 546(e), (f), (g) and (j).***

(ii) Avoidability of the September Agreements and

Transfers in Connection with the September
Agreements

The September Amendment to the Clearance Agreement expanded JPMorgan’s
lien on the Lehman parties” accounts and secured their existing or future indebtedness,
obligations and liabilities of any kind to JPMorgan, whether arising under the Clearance
Agreement or not.** The September Guaranty expanded LBHI's liability to JPMorgan
making it the guarantor of all obligations and liabilities of all direct or indirect

subsidiaries of LBHI to JPMorgan and its affiliates of whatever nature, irrespective of

649 Although Section 548 of the Code authorizes the avoidance of the incurrence of an obligation as
constructively fraudulent if less than reasonably equivalent value is exchanged and the debtor is either
(a) insolvent, or (b) undercapitalized or (c) unable to pay its debts as such debts are expected to mature,
the New York Uniform Fraudulent Conveyance Act only allows for the avoidance of the incurrence of an
obligation if the debtor is insolvent or has a subjective intent not to pay such debts as such debts are
expected to come due. Compare 11 U.S.C. § 548(a), with McKinney's Debtor and Creditor Law § 274
(2010); see also In re M. Fabrikant & Sons, Inc., 394 B.R. 721, 734 n.13 (Bankr. S.D.N.Y. 2008) ("By its terms,
section 274 ("unreasonably small capital") applies to conveyances but not obligations ...."). For a more
detailed discussion of the elements of a fraudulent transfer or a preference claim, see Appendix 1, Legal
Issues, at Sections IV.A, IV.D.

649 For a complete discussion of potential colorable state law claims against JPMorgan, see Section
IL.A.5.b.

6495 Amendment to Clearance Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005861].
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whether they accrued pursuant to the Clearance Agreement.* The September Security
Agreement expanded the definition of accounts in which JPMorgan held a security
interest to include all Lehman accounts at JPMorgan or its affiliates.®”

a. Avoidability of the September Guaranty as a
Constructive Fraudulent Obligation

1. ThereIs Evidence To Support A Finding That
LBHI Incurred an Obligation Within the
Applicable Look-Back Periods When it
Executed the September Guaranty

The Examiner has concluded that there is evidence to support a finding that
LBHI incurred an obligation within the applicable look-back periods set forth in Section
548 or New York state law when it entered into the September Guaranty. Rubin v.
Manufacturers Hanover Trust Co.*® is the seminal decision addressing whether the
incurrence of obligations under a guaranty may be avoided as a constructive fraudulent
obligation. Rubin held that the execution of a guaranty itself is not the incurrence of an
obligation but that the obligation is incurred when the loan is made to the primary
obligor, thereby creating a contingent liability for the guarantor.»*® Here, the September
Guaranty required LBHI to guarantee “all obligations and liabilities of the Borrowers to

the Bank of whatever nature, whether now existing or hereafter incurred.”®® As of

64% Guaranty (Sept. 9, 2008), at p. 1-2 [JPM-2004 0005813].

6497 Security Agreement (Sept. 9, 2008), at p. 1 [JPM-2004 0005873].

6498 Rubin v. Manufacturers Hanover Trust Co., 661 F.2d 979 (2d Cir. 1981).
6499 Id. at 990-91.

6500 Guaranty (Sept. 9, 2008), at p. 1 [JPM-2004 0005813].
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September 9, 2008, the Lehman entities (which included LBI and all of LBHI's direct or
indirect subsidiaries) owed obligations to JPMorgan. Thus, upon execution of the
September Guaranty on September 10, 2008, LBHI had a contingent liability to repay
JPMorgan if one of the Lehman entities could not repay JPMorgan. Thus, LBHI
incurred an obligation to JPMorgan within the two-year look back period of Section
548(a) and the six-year look back period under New York law.c%!
2. There Is Evidence To Support A Finding That
LBHI Received Less Than Reasonably
Equivalent Value or Did Not Receive Fair

Consideration in Exchange for Granting
JPMorgan the September Guaranty

The Examiner has concluded that there is evidence to support a finding that
LBHI did not receive reasonably equivalent value or fair consideration in exchange for
incurring the additional obligations imposed upon it by the September Guaranty.
Reasonably equivalent value or fair consideration “means more than just the ‘good and
valuable” consideration needed to support a simple contract.”® Instead, consideration
is “fair” or “reasonably equivalent” if, in exchange for incurring the obligation, the
debtor receives property of a reasonably equivalent value or is relieved of an antecedent

obligation.®®» The focus of this analysis is upon LBHI and whether LBHI and its

6501 McKinney's Civil Practice Law and Rules § 213 (2010); Island Holding, LLC v. O’Brien, 775 N.Y.5.2d 72,
74 (Sup. Ct. 2004).

6502 Rubin, 661 F.2d at 991.

6503 Id.; see also Liebowitz v. Parkway Bank & Trust Co. (In re Image Worldwide, Ltd.), 139 F.3d 574, 580 (7th Cir.

1998). Section 548 defines value to mean “property, or satisfaction or securing of a present or antecedent
debt of the debtor ...” 11 U.S.C. § 548(d).
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creditors received something of value when, on the eve of its Chapter 11 filing, LBHI
took on additional debt. In this analysis, Rubin permits the consideration of both direct
and indirect benefits received by the entity that incurs the obligation, and subsequent
case law has expanded that concept.©** The economic benefits, both direct and indirect,
“must be measured and then compared to the obligations that the bankrupt
incurred.” 655 “The touchstone is whether the transaction conferred realizable
commercial value on the debtor reasonably equivalent to the realizable commercial
value of the assets transferred [or obligation incurred]. Thus, when a debtor is a going
concern and its realizable going concern value after the transaction is equal to or
exceeds its going concern value before the transaction, reasonably equivalent value has
been received.”®% In this case, that measurement would occur on September 10, 2008,
because as of the execution of the September Guaranty on September 10, JPMorgan had
made outstanding loans to LBHI subsidiaries.®”

Although LBHI became a “Customer” under the JPMorgan Clearance Agreement
when that Agreement was amended on August 29, 2008, the clearance services
provided under the August Amendments to the Clearance Agreement were provided to

LBHI subsidiaries and affiliates. Because the services JPMorgan provided under the

6504 See, e.g., Liebowitz, 139 F.3d at 577-82 (general discussion of direct and indirect benefits in the context
of corporate family guaranties).

6505 Mellon Bank, N.A. v. Metro Comm’cns, Inc., 945 F.2d 635, 647 (3d Cir. 1991).

6506 Jd. at 647.

6507 Rubin, 661 F.2d at 990-91.
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Clearance Agreement were all used by LBHI’s subsidiaries, the possible direct benefits
to LBHI from the September Guaranty are limited to (1) the potential increase in the
value of its subsidiaries” stock as a result of LBHI's credit support of the subsidiaries’
obligations to JPMorgan and (2) any additional capital that the subsidiaries were able to
access as a result of any loans that were guaranteed. Possible indirect benefits to LBHI
may include (1) the strengthening of the corporate group as a whole and (2) the
increased ability to access other capital as a result of JPMorgan’s continued agreement
to extend credit to LBI in connection with clearing trades and otherwise.®® Possible
indirect benefits also may include the additional time provided to LBHI to find a
solution to its financial problems as a result of forestalling JPMorgan’s possible
withdrawal of credit from LBI.®» Prospective benefits, however, must be measured “by

the likelihood that the debtor will actually realize those benefits.”s"® Thus, a “buying of

6508 Cf. Liebowitz, 139 F.3d at 581 (noting that in general courts uphold cross-stream guarantees when the
transaction strengthens the viability of the corporate group).

6509 See Commerce Bank of Kansas City, N.A. v. Achtenberg, No. 90-0950-CV-W-6, 1993 WL 476510, *4 n.5
(W.D. Mo. Nov. 10, 1993) (suggesting that a parent company may benefit in the form of giving a
subsidiary a “‘fighting chance’ to escape insolvency” by guaranteeing “a large loan to marginally
insolvent company.”); but see Liebowitz, 139 F.3d at 581-82 (finding no reasonably equivalent value where,
by paying of the affiliate’s debts, the debtor kept the affiliate out of bankruptcy but bankrupted itself).

510 Silverman v. Paul’s Landmark (In re Nirvana Restaurant Inc.), 337 B.R. 495, 504 (Bankr. S.D.N.Y. 2006)
(citations omitted); but see Official Committee of Unsecured Creditors of Tousa, Inc. v. Citicorp North America,
Inc. (In re Tousa, Inc.), No. 08-10928-JKO, 2009 WL 3519403 at *78 (Bankr. S.D. Fla. Oct. 30, 2009) (“hoped
for” benefits insufficient).
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time” benefit needs to be measured by the likelihood that LBHI would find a solution to
its financial problems.®!

To be considered in a reasonably equivalent value analysis, indirect benefits, like
direct benefits, must be quantifiable.> With respect to the benefits realized from the
ability to borrow additional money, the Third Circuit has stated this additional
borrowing ability

has considerable value in the commercial world. To quantify that value,

however, is difficult. Quantification depends on the business

opportunities the additional credit makes available to the borrowing

corporation and on other imponderables in the operation or expansion of
its business.®'?

In this case, LBHI provided a “downstream guaranty” — a guaranty by a parent
corporation of the debts of its wholly-owned subsidiaries. Downstream guaranties are
typically viewed as less vulnerable to avoidance than fraudulent transfers as the parent
corporation presumably increases its own value (through the increased value of its
subsidiaries) by providing a guaranty to a lender so that capital can flow to its

subsidiaries.®514

6511 See 337 B.R. at 504. (holding that guaranty was a “sunk cost” and debtor “did not receive a benefit by
throwing good money after bad” where chance that affiliate, a restaurant, would open and make enough
to pay its own expenses, including those guaranteed by the debtor, was highly speculative).

6512 Gee [ jebowitz, 139 F.3d at 578; Metro Commc'ns, 945 F.2d at 646-48.

6513 Metro Commc’ns, 945 F.2d at 646-48. The Third Circuit found that by failing to present evidence of
what the indirect benefit of an increased ability to borrow money was worth and instead contending,
without expert support, that the indirect benefits had no value, the plaintiff failed to satisfy its burden of
proof as to lack of reasonably equivalent value. Id. at 650.

6514 See Achtenberg, 1993 WL 476510 at *4 (downstream guaranties to a solvent subsidiary are presumed to
be reasonably equivalent value); see also Lawrence Paperboard Corp. v. Arlington Trust Co. (In re Lawrence
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If, however, the subsidiaries were insolvent at the time of the guaranty, the
guaranty may not provide direct value to the parent as the guaranty would not increase
the value of the subsidiaries and would instead only serve to create an additional claim
against the parent that would dilute the recovery of the parent-guarantor’s creditors.®'s

“i

The Seventh Circuit noted in a recent case that “/[o]ne theme that permeates the
authorities upholding guaranty obligations: that the guaranty at issue was the result of
arm’s length negotiations at a time when the common enterprise was commercially
viable.””¢16

The first question to be asked is what LBHI gave up as a result of entering into
the September Guaranty. Previously, on August 29, 2008, LBHI had agreed to
guarantee the obligations of only certain of its subsidiaries (LBI, LBCPI, LBOTC, LBIE
and LBJ) under the August Amendment to the Clearance Agreement. The September
Guaranty expanded the subsidiaries covered by LBHI's guaranty to include all of its

subsidiaries and expanded its obligations to include all of their obligations, not just

those arising under the Clearance Agreement.®” The ex post effect of the September

Paperboard Corp.), 76 B.R. 866, 871 (Bankr. D. Mass. 1987); Garrett v. Falkner (In re Royal Crown Bottlers of
North Ala., Inc.), 23 B.R. 28, 30 (Bankr. N.D. Ga. 1982).

6515 See, e.g., Achtenberg, 1993 WL 476510 at *4 (stating that it “can hardly be said that the debtor’s net
worth has been preserved and the interests of the creditors not injured when the debtor guarantees a loan
to an insolvent entity”).

6516 Liebowitz, 139 F.3d at 577-78 (quoting Williams, The Fallacies of Contemporary Fraudulent Transfer Models
as Applied to Intercorporate Guaranties: Fraudulent Transfer Law as a Fuzzy System, 15 Cardozo L. Rev. 1403,
1438 (1994)).

6517 Examiner’s Interview of Andrew Yeung, Mar. 13, 2009, at p. 4. Compare Guaranty (Sept. 9, 2008), at p.
1 [JPM-2004 0005813], with Guaranty (Aug. 26, 2008), at p.1 [JPM-2004 0005879].
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Guaranty was an increase of LBHI's exposure by an estimated $4.2 billion, assuming the
validity of JPMorgan's underlying claims.®'

LBHI's increased exposure as a result of the expanded September Guaranty
occurred in two ways. First, in the case of LBHI's obligations with respect to JPMorgan
derivatives contracts, LBHI had already guaranteed such claims on an unsecured basis
and the September Agreements transformed this pre-existing obligation into a secured
debt.5* Second, the September Guaranty imposed upon LBHI new obligations for
which it previously had no responsibility. The estimated $4.2 billion increase in
exposure was principally attributable to: (1) JPMorgan derivatives claims of $3.08
billion; (2) other investment bank and treasury and security services claims of $390
million; and (3) asset management exposure claims of $750 million.s5»

The $4.2 billion increase in exposure (assuming the validity of JPMorgan’s
underlying claims) represents the total additional debt guaranteed, or that became

secured, as a result of the September Agreements. In analyzing this increase in

6518 JPMorgan, Exposure, Collateral and Setoff Summary (Oct. 27, 2009) [LBEX-JPMC 000199].

6519 See ISDA Master Agreement between JPMCB and LBCC (Nov. 15, 1993), at p. 25 [JPM-2004 0000368]
(providing a guaranty by LBHI); ISDA Master Agreement between JPMM and LBIE (Aug. 26, 1997), at p.
14 [JPM-2004 0086169] (providing a guaranty by LBHI); ISDA Master Agreement between JPMCB and
LBFSA (Nov. 15, 1993), at p. 24 [JPM-2004 000850] (providing a guaranty by LBHI); Amendment to the
ISDA Master Agreement between JPMM and LBFSA (July 11, 2008), at p. 35 [JPM-2004 0086103]
(providing guaranty by LBHI); ISDA Master Agreement between JPMCB and LBSF (Dec. 20, 1995), at p.
22 [JPM-2004 0000345] (providing guaranty by LBHI); ISDA Master Agreement between JPMBD and
LBIE (Feb. 23, 1998), at p. 21 [JPM-2004 0086072]; Guarantee of LBHI for ISDA Master
Agreement between WMB and LBSF (May 28, 1998) [LBEX-JPM 0000210]; Guarantee of LBHI for ISDA
Master Agreement between JPMM and LBSF (June 7, 2002) [LBEX-JPM 0000212].

6520 Id. The asset management claims are discussed in detail in Section I11.B.3.g.5.a.vi of this Report.
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exposure, it is important to note that the September Guaranty was for payment, not
collection, such that JPMorgan could look first to LBHI for payment without being
required to exhaust its collection efforts against the subsidiaries.®?' As such, the $4.2
billion estimate of the exposure would find support in the September Agreements
themselves. This measure of exposure, however, does not account for collateral owned
by LBHI's subsidiaries. Although it is theoretically possible that JPMorgan could look
to LBHI alone to satisfy the obligations, this would be unlikely. The subsidiaries
themselves had assets to pay JPMorgan and collateral pledged to support their direct
obligations to JPMorgan.®®? Thus, JPMorgan would have no reason to look solely to
LBHI, but would likely collect from all sources at once (which is what it in fact did to
the extent it was able to apply its collateral to reduce its claims post-petition relying
upon the safe-harbor provisions of Section 362).©2 Further, even if JPMorgan were to
collect only from LBHI, LBHI would have a subrogation claim against its subsidiaries,
reducing the September Guaranty’s impact on LBHI and its creditors.5»* For this
reason, the increased exposure should not be measured by the full difference in gross

exposure, but should be discounted by two factors: (1) the probability that the

6521 See Guaranty (Sept. 9, 2008) at p. 1 (“The Guarantor unconditionally and irrevocably guarantees to the
Bank the punctual payment of all obligations and liabilities of the Borrowers to the Bank.”) [JPM-2004
0005813].

6522 JPMorgan, Exposure, Collateral and Setoff Summary (Oct. 27, 2009) [LBEX-JMPC 000199].

6523 [ 4.

6524 Under Section 5 of the September Guaranty, LBHI's right of subrogation could not be exercised until

JPMorgan was paid in full, all Lehman accounts were closed and all of Lehman’s obligations under any
agreements with JPMorgan were fulfilled. See Guaranty (Sept. 9, 2008), at p. 2-3 [JPM-2004 0005813].

1750



September Guaranty would be called at all; and (2) the value of the collateral that
secured the obligations at the subsidiary level and the ability of each subsidiary to
contribute to a JPMorgan deficiency claim arising under the September Guaranty.

Because of the potential overcollateralization of JPMorgan,®? the net exposure to
LBHI, after accounting for the collateral pledged by the subsidiaries and assuming that
the subsidiaries would not pay anything on account of any general unsecured
deficiency claim held by JPMorgan after application of that collateral, was theoretically
zero under the September Guaranty.

Conflicting evidence exists as to whether a zero value net exposure under the
September Guaranty is reasonable. Some documents indicate that JPMorgan believed it
was fully collateralized against Lehman, but those documents do not address all non-
clearing obligations.®?* In addition, interviews with JPMorgan personnel indicate that
JPMorgan was concerned over the adequacy of Lehman’s collateral, suggesting that
JPMorgan believed the guaranties were necessary to protect itself.5”? Other evidence
suggests that JPMorgan was unsure how much collateral it needed at any given time to

cover its exposure.©® Determining the amount of appropriate collateral was “art, not

652 See III.A.5.b. for a discussion of the issue of overcollateralization.

6526 See JPMorgan, Tri-Party Repo Margin Gap Analysis — Lehman — 9/10/2008 (Sept. 10, 2008) [JPM-2004
0029886-89]; see also Section III.A.5.b of this Report.

6527 Examiner’s Interview of Donna Dellosso, Feb. 27, 2009, at pp. 4-5; see also Section III.A.5.b of this
Report for a more detailed discussion of the basis of JPMorgan’s collateral demands.

6528 Examiner’s Interview of Gail Inaba, Apr. 28, 2009, at pp. 11-12.
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science,”%? and was dependent upon estimates.®® Even if LBHI's net exposure under
the September Guaranty could reasonably be valued at zero, the September Guaranty
still imposed a cost upon LBHI: namely, the risk that the actual sale of collateral would
generate proceeds less than the gross exposure to JPMorgan, triggering LBHI's liability
as a guarantor.

Post-bankruptcy events suggest that: (1) these values were incorrect, or (2) the
value of the collateral significantly declined following the execution of the September
Guaranty. After September 15, 2008, JPMorgan liquidated approximately $1.95 billion
of the $8.6 billion in cash collateral LBHI posted on or after September 9, 2008.6
JPMorgan claims a right to an additional $943 million of collateral in connection with
the September Guaranty.*? As of October 27, 2009, JPMorgan asserted $7.6 billion in
remaining claims and had $7.14 billion remaining in cash, money market funds, and
other collateral. Thus, if all the remaining collateral were liquidated to pay the
remaining obligations that JPMorgan asserts are still due, JPMorgan would have
approximately $459 million in remaining claims on account of obligations guaranteed
by the September Guaranty. Given that approximately $1.95 billion of the $8.6 billion
LBHI collateral has been used to pay JPMorgan already and additional LBHI collateral

may be used to reduce the claim to zero, the net exposure on September 10, 2008 was

6522 Examiner’s Interview with Steven D. Black, Sept. 23, 2009, at p. 6.
6530 Examiner’s Interview of Mark G. Doctoroff, Apr. 29, 2009, at p. 3.
6531 JPMorgan, Exposure, Collateral and Setoff Summary (Oct. 27, 2009) [LBEX-JPMC 000199].

6532 [
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either greater than zero (assuming that JPMorgan’s claims and valuations of collateral
are correct) or JPMorgan was overcollateralized pre-bankruptcy and the value of
collateral posted by the subsidiaries fell after September 10, 2008 by these amounts.
Thus, the Examiner concludes that there is evidence to support a finding that LBHI did
in fact increase its exposure to JPMorgan by entering into the September Guaranty.

The next step of the “less than reasonably equivalent value” inquiry is to
determine what LBHI received in exchange for increasing its exposure to JPMorgan and
whether what it received was approximate in value to what it gave up. In analyzing the
likely direct benefits, the starting point for determining whether the September
Guaranty increased the value of the subsidiaries is to determine whether the
subsidiaries had any value at the time of the September Guaranty. Section III.B.3.c
discusses the findings of the Examiner with regard to the solvency of the subsidiaries of
LBHI. To summarize, the Examiner has concluded that there is evidence to support a
finding of insolvency for the following subsidiaries as of May 31, 2008: LCPI, CES
Aviation IX and CES Aviation V. Two of these entities, CES Aviation IX and CES
Aviation V, remained insolvent through filing for bankruptcy. LCPI was insolvent
through much of 2008, but received a $900 million capital infusion on August 29, 2008,
which allowed it to become borderline solvent and to apparently maintain this status

until its bankruptcy filing.* Three LBHI Affiliates — LBSF, LBCS and CES Aviation —

6533 See Section IILB.3.c of this Report for a discussion of the solvency of LCPL
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were borderline solvent as of May 31, 2008, meaning that their balance sheets showed
assets just slightly in excess of liabilities and that a minimal write down of asset values
or a small unaccounted-for liability would render these entities insolvent. The small
margin by which these entities were solvent creates a factual issue to be resolved by the
court on a case-by-case basis.®** Nine LBHI Affiliates — LOTC, LB 745, LBDP, LBCC,
BNC Mortgage LLC, LBFP, East Dover Limited, LSF and LRP - were solvent as of as
May 31, 2008, and there is insufficient evidence to support a claim that any of these
LBHI Affiliates became insolvent during the period ending upon the commencement of
the applicable Chapter 11 case.®® There is insufficient evidence to reach a
determination as to the solvency of Debtor entity PAMI Statler Arms.* PAMI Statler

Arms is a subsidiary of Property Asset Management, Inc. (“PAMI”), and its sole asset is

6534 The Examiner did not conduct an asset-by-asset valuation of each asset owned by LBHI Affiliates
because of the time and cost required for such an exercise. Rather, positions across a number of different
asset classes were reviewed for several Debtors. An entity’s equity-to-total-assets ratio, as well as the
relative likelihood of a misstatement of the value of an entity’s assets, is considered in determining
whether an entity that posted positive equity might nonetheless be borderline solvent. As the term is
used here, a low equity-to-total-assets ratio would make an entity borderline solvent unless the
composition of its assets was such that misstatement of their value was very unlikely. In light of the cost
and time necessary to evaluate the valuation of all of the assets of each of the borderline solvent entities,
the Examiner determined that it would not be beneficial to perform such an exercise. For purposes of
analyzing whether these LBHI Affiliates have colorable avoidance claims, the Examiner assumed that the
borderline entities were insolvent.

6535 LRP was established in May 2008 and did not post a balance sheet until June 2008. LRP was solvent
as of August 31, 2008 and there is insufficient evidence to support a claim that it became insolvent at any
time between its incorporation and the commencement of its Chapter 11 case.

6536 A motion to dismiss PAMI Statler Arms LLC’s bankruptcy petition was filed on May 26, 2009. See
Motion of Debtors Seeking Entry of an Order Pursuant to Section 1112(b) of the Bankruptcy Code
Dismissing Chapter 11 Case of PAMI Statler Arms LLC, Docket No. 3650, In re Lehman Bros. Holdings Inc.,
No. 08-13555 (Bankr. S.D.N.Y. May 26, 2009). The hearing on the motion has been adjourned without a
date. See Notice of Adjournment of Motion of Debtors Seeking Entry of an Order Pursuant to Section
1112(b) of the Bankruptcy Code Dismissing Chapter 11 Case of PAMI Statler Arms LLC, Docket No. 4060,
In re Lehman Bros. Holdings Inc., No. 08-13555 (Bankr. S.D.N.Y. June 20, 2009).
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an apartment complex in Cleveland, Ohio. Lehman did not maintain separate financial
statements for PAMI Statler Arms in its general ledger software program.

The Examiner did not make a finding as to the solvency of LBI in as much as this
issue is likely being examined by the SIPA Trustee. The Examiner, for the purposes of
this analysis, assumes that LBI was insolvent on September 10, 2008. As set forth in
Section III.C, this assumption is supported by the sale of LBI to Barclays five days later
that did not result in LBHI receiving any value for LBI.

Because there is evidence that supports a finding that some of LBHI's
subsidiaries including LBI were insolvent and not likely to generate any value for LBHI,
there is a colorable basis to claim that LBHI did not receive any direct quantifiable
benefits from entering into the September Guaranty.

Apart from whether the September Guaranty may have increased the value of
LBHI's subsidiaries, the September Guaranty may have benefited LBHI by allowing
LBHI the ability to sell itself to Barclays or otherwise gain time to execute a rescue. This
purported benefit is subject to an indirect benefit analysis. The burden is upon the
plaintiff to prove the value — or lack of value — of any indirect benefits.®” A plaintiff
could value this indirect benefit by quantifying the “option” value of having additional

time before the petition date to attempt to enter into a more favorable transaction.

0537Metro Commc’ns, 945 F.2d at 650; but see Tousa, 2009 WL 3261963 at *77-78 (holding if trustee meets
burden that debtor did not receive indirect benefits, burden shifts to defendant to produce evidence that
debtor received an indirect benefit that was tangible and concrete).
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Quantifying this indirect benefit is difficult because it is unclear whether LBHI
(as opposed to its subsidiaries) benefited from the opportunity to devise another
solution to its problems. KDB relayed its decision not to continue talks with Lehman on
September 2, 2008.5% In addition to KDB, Lehman pursued alternative transactions
with Bank of America, Barclays, and MetLife." Only the Barclays transaction reached
the point of fixing consideration for a sale, but this deal was expressly contingent upon
approval by the Financial Services Authority and, thus, a definitive sales agreement had
not been executed.®* Under the proposed transaction, Barclays would have purchased
the operating subsidiaries of LBHI for $3 billion and guaranteed the debt of LBHI and
its former subsidiaries.®* LBHI's remaining assets would equal the assets for the
proposed SpinCo plus $3 billion from the Barclays sale.®**2 Post-sale, LBHI planned to
seek $40 billion in new debt financing from a consortium of financial institutions.®#

Given the speculative nature of the proposed Barclays transaction,®* a colorable

6538 See Section ITI.A.3 of this Report for a discussion of the KDB deal.

6539 See Section I1I.A.3 of this Report for a discussion of other deals pursued by Lehman.

6540 Examiner’s Interview of Shari D. Leventhal, Apr. 30, 2009, at p. 4; Examiner’s Interview of Thomas C.
Baxter, Jr., May 20, 2009, at p. 10; e-mail from John Varley, Barclays, to Frits Seegers, Barclays (Sept. 13,
2008) [BCI-EX-(5)-00053344]; Examiner’s Interview of Richard S. Fuld, Jr., Apr. 28, 2009, at pp. 9-10.

6541 Examiner’s Interview of Richard S. Fuld, Jr., Apr. 28, 2009, at p. 8.

6542 [ 4.

6543 [ 4.

6544 Notably, Lowitt stated that even if JPMorgan had agreed to return some collateral to Lehman, the
larger issue for Lehman was that Lehman had lost enormous amounts of secured funding and the
confidence of the market, suggesting, albeit with the benefit of hindsight, that additional time may not
have benefitted LBHI. Examiner’s Interview of Ian T. Lowitt, Oct. 28, 2009, at pp. 22-23.
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argument exists that LBHI received no quantifiable indirect benefit from the additional
time afforded by the September Guaranty.

Any “value of time” argument must also be discounted if the September
Guaranty accelerated Lehman’s demise. Evidence exists that the September Guaranty
caused LBHI's liquidity problems to become more acute. By providing cash and money
market funds to JPMorgan (in the form of collateral in connection with the September
Guaranty), LBHI drained its rapidly depleting liquidity pool in the critical days prior to
the bankruptcy filing.* If LBHI had declined to execute the September Guaranty, the
additional liquidity may have extended LBHI's lifeline. This additional time might
have provided an opportunity for the parties to structure an out-of-court reorganization
or at least a more orderly liquidation, as opposed to the “free-fall” bankruptcy that
occurred.®* Thus, there is evidence to support a finding that LBHI did not receive
reasonably equivalent value by entering into the September Guaranty.

3. Insolvency as of September 10, 2008

The Examiner has concluded that there is evidence to support a finding that

LBHI was insolvent on September 10, the date the September Guaranty was executed.s

6545 Lehman, Minutes of Meeting of Board of Directors (Sept. 14, 2008) [LBEX-AM 003933].
6546 Of course, if JPMorgan had pulled its credit, LBHI might have been forced to file bankruptcy before

September 15.
6547 See Section IIL.B.3.b of this Report for a more detailed discussion of the solvency analysis of LBHI.
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4. Undercapitalization as of September 10, 2008

The Examiner also has concluded that there is evidence to support a finding that
LBHI was undercapitalized as of September 10, 2008. ¢# Undercapitalization is relevant
only to claims made to avoid the September Guaranty under Section 548(a).*

b. Defenses to Avoidability of the September
Guaranty

1. Applicability of the Good Faith Defense of
Section 548(c) of the Bankruptcy Code and
Section 279 of the N.Y. Debtor Creditor Law to
the September Guaranty

The Examiner has concluded that JPMorgan will have substantial contrary facts
to overcome if it raises the defense of good faith under Section 548(c) or Section 279 of
the N.Y. Debtor Creditor Law. Under both Section 548(c) and New York law, a
transferee who acts in good faith may enforce an obligation to the extent that it gave
value to the debtor in exchange for the obligation.®® The burden of proof for each
element of a Section 548(c) defense is on JPMorgan.¢!

Courts apply an objective test when assessing good faith.5> JPMorgan would
not be found to have taken the obligation in good faith if the circumstances would place

a reasonable person on inquiry of LBHI's fraudulent purpose, and a diligent inquiry

6548 See Section IIL.B.d of this Report for a more detailed discussion of the undercapitalization analysis of
LBHI

6549 Compare 11 U.S.C. § 548(a), with McKinney's Debtor and Creditor Law, § 274 (2010).

655011 U.S.C. § 548(c).

6551 See Nisselson v. Empyrean Inv. Fund, L.P. (In re MarketXT Holdings Corp.), 376 B.R. 390, 403 (Bankr.
S.D.N.Y. 2007); McColley v. Rosenberg (In re Candor Diamond Corp.), 76 B.R. 342, 351 (Bankr. S.D.N.Y. 1987).
6552 I re Bayou Group, LLC, 396 B.R. 810, 844 (Bankr. S.D.N.Y. 2008) (citations omitted).
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would have discovered the fraudulent purpose.©® Good faith requires either that: (1)
JPMorgan was not on “inquiry notice,” or (2) if on notice, JPMorgan was “diligent in its
investigation” of LBHL.* Whether JPMorgan was on “inquiry notice” may also be
informed by its experience or sophistication.®*

Courts have found that a transferee was put on “inquiry notice” in a variety of
contexts, including (1) fraudulent purpose of the transfer; (2) underlying fraud; (3)
unfavorable financial condition of the transferor; (4) insolvency of the transferor; (5)
improper nature of the transaction; and (6) voidability of the transfer.®® The
enumerated examples, however, “are not exhaustive and thus ‘good faith” must be
evaluated on a case-by-case basis.” %5

Some interviews with JPMorgan personnel indicate that JPMorgan did not
suspect that Lehman’s bankruptcy was imminent.®* JPMorgan stated that it did not
believe its collateral requests would cause a crisis within Lehman and JPMorgan

expressed concern with becoming known as the firm that caused Lehman’s demise.®*

6553 See id. (citing Jobin v. McKay (In re M&L Bus. Machine Co., Inc.), 84 F.3d 1330, 1338 (10th Cir. 1996)).

6554 See id. (quoting In re Manhattan Inv. Fund Ltd., 397 B.R. 1 (5.D.N.Y. 2007)).

6555 See id. (citing Jobin, 84 F.3d at 1338).

6556 I, at 845-46 (citations omitted).

6557 Id. at 846 (citations omitted).

65% Examiner’s Interview of Mark G. Doctoroff, Apr. 29, 2009, at p. 15; Examiner’s Interview of James L.
Dimon, Sept. 29, 2009, at p. 10 (the first time he thought Lehman may not survive was Saturday,
September 13); Examiner’s Interview of John J. Hogan, Sept. 17, 2009, at p. 8 (the first time he thought
Lehman may not survive was Sunday, September 14).

65% Examiner’s Interview of Donna Dellosso, Feb. 27, 2009, at pp. 2, 5; Examiner’s Interview of James L.
Dimon, Sept. 29, 2009, at p. 10; Jane Buyers-Russo, JPMorgan, Unpublished Notes (Sept. 9, 2008), at p. 2
[JPM-EXAMINER00006052]; see also e-mail from Jane Buyers-Russo, JPMorgan, to Kelly A. Mathieson,
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On the other hand, some JPMorgan personnel stated that JPMorgan was concerned
about the status of Lehman and worried by a company [Lehman] that was hanging on
to the edge.®*® JPMorgan personnel stated that the rumor mill was rampant concerning
firms no longer doing business with Lehman and Lehman’s stock was “getting
killed.”s**  In addition, JPMorgan executives had analyzed and expressed serious
concerns about Lehman’s survival plans,®* including the viability of Lehman’s SpinCo
proposal.®*? JPMorgan similarly had expressed concerns about presentations that
Lehman prepared for the rating agencies;*** in particular, JPMorgan was concerned
about the treatment of Lehman’s survival strategies in the presentations.®> In short,
evidence exists to support a finding that, given JPMorgan’s experience and
sophistication,®® JPMorgan was on inquiry notice of Lehman’s “unfavorable financial

condition.” 6567

JPMorgan, et al. (Sept. 12, 2008) [JPM-2004 0050097] (“The goal was to protect jpm without pushing
[Lehman] over the edge.”).

6560 Interview of James L. Dimon, Sept. 29, 2009, at p. 5.

6%1 Examiner’s Interview with Steven D. Black, Sept. 23, 2009, at p. 6

6562 See Section III.A.5.b of this Report.

6563 [

6564+ E-mail from Paolo R. Tonucci, Lehman, to Mark G. Doctoroff, JPMorgan, et al. (Sept. 4, 2008) [JPM-

2004 0006302]. Lehman highlighted the sensitive nature of these documents multiple times. See id.
(“There is a lot of confidential info . . . .”); e-mail from lan T. Lowitt, Lehman, to Barry L. Zubrow,
JPMorgan (Sept. 5, 2008) [JPM-2004 0006314] (“The materials we sent you are obviously very sensitive . . .
”); e-mail from Ian T. Lowitt, Lehman, to Barry L. Zubrow, JPMorgan (Sept. 7, 2008) [JPM-2004 0006317].
JPMorgan limited the circulation of the materials. See e-mail from Barry L. Zubrow, JPMorgan, to Ian T.
Lowitt, Lehman, et al. (Sept. 8, 2008) [JPM-2004 006317].

655 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 7; see e-mail from Barry L. Zubrow,
JPMorgan, to Mark G. Doctoroff, JPMorgan, et al. (Sept. 5, 2008) [JPM-2004 0006286].

6566 In re Bayou Group, LLC, 396 B.R. 810, 844 (Bankr. S.D.N.Y. 2008) (citing Jobin, 84 F.3d at 1338).

6567 Id. at 845-46 (citations omitted).
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Once on inquiry notice, if JPMorgan “failled] to conduct a ‘diligent

177

investigation’” it will lack a good-faith defense.®*® To prove “good faith,” JPMorgan’s
“diligent investigation” must “ameliorate the issues that placed the transferee [or
obligee] on inquiry notice in the first place.”s* There is evidence that JPMorgan made
inquiries of Lehman regarding its financial condition. James Dimon, JPMorgan’s CEQO,
stated that, in every conversation he had with Fuld, he reiterated that JPMorgan wanted
to help and that if anything JPMorgan was doing was hurting Lehman, Fuld should let
Dimon know.%” In addition, Donna Dellosso, a risk manager in JPMorgan’s investment
bank, was receiving daily liquidity pool updates from Lehman.¢”!

The Examiner has observed no evidence, however, that JPMorgan’s investigation
ameliorated the issues that put JPMorgan on inquiry notice in the first place. The
evidence suggests the opposite.©2 After meeting with Lehman on September 4, 2008 to
discuss Lehman’s third quarter earnings and the status of its SpinCo plans,*” JPMorgan

left concerned about the viability of its plans.©”* In addition, after reviewing a draft

copy of a presentation Lehman intended to give the rating agencies, executives at

6568 Id. at 859.

6569 Id. (citing Jobin, 84 F.3d at 1335-56).

6570 Examiner’s Interview of James L. Dimon, Sept. 29, 2009, at p. 2.

6571 Examiner’s Interview of Donna Dellosso, Oct. 6, 2009, at p. 11; e-mail from Edward A. Deleon,
JPMorgan, to Donna Dellosso, JPMorgan (Sept. 4, 2008) [JPM-2004 0001065]; e-mail from Mark G.
Doctoroff, JPMorgan, to Donna Dellosso, JPMorgan, et al. (Sept. 11, 2008) [JPM-2004 0002262]. See also
Section III.A.5.b of this Report for a discussion of the daily liquidity reporting.

6572 See Section III.A.5.b of this Report for a detailed discussion of the attempts of JPMorgan to investigate
Lehman'’s financial condition and JPMorgan’s increasing concerns.

6573 Examiner’s Interview of Paolo R. Tonucci, Sept. 16, 2009, at pp. 10-11.

6574 Id. at p. 11.
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JPMorgan found the presentation to be too vague and were concerned about the
strategies Lehman outlined.®”> Thus, there is evidence to support a finding that
JPMorgan lacks a good-faith defense because JPMorgan was on inquiry notice and
subsequent investigation did not ameliorate the issues that put JPMorgan on inquiry
notice in the first place.

With respect to the question of value, this element of the good-faith defense
raises the same inquiry as the reasonably equivalent value analysis. If JPMorgan were
to prove that it acted in good faith, JPMorgan would retain its rights under the
Guaranty to the extent of the value it provided. As described in Section
II1.B.3.g.5.a.ii.a.2 above, however, the Examiner has determined that there is sufficient
evidence to conclude that JPMorgan did not transfer a quantifiable benefit to LBHI in
connection with the September Guaranty.

2. Applicability of the Safe Harbor Provisions of

the Bankruptcy Code to the September
Guaranty

The Examiner concludes that there is sufficient legal basis to support a
determination that the September Guaranty is not protected under Sections 546(e), (f),
(g) or (j), which provide that “the trustee may not avoid a transfer” made to a Protected

Party in connection with Protected Contracts, except in the case of actual fraud.®® In

6575 Examiner’s Interview of Barry L. Zubrow, Sept. 16, 2009, at p. 7; see e-mail from Mark G. Doctoroff,
JPMorgan, to Barry L. Zubrow, JPMorgan, et al. (Sept. 5, 2008) [JPM-2004 0006286].
6576 See 11 U.S.C. §§ 546(e), (f), (g) and (j) (emphasis added).
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contrast, Section 548 provides that “[t]he trustee may avoid any transfer . . . of an
interest of the debtor in property, or any obligation . . . incurred by the debtor.”¢”7 The
decision to include “obligations” within a trustee’s avoidance powers under Section 548
but to exclude that same language from Section 546 suggests that the safe harbors do
not protect the incurrence of obligations from avoidance.®> Whether the safe harbors
protect the September Guaranty turns on whether a debtor makes a transfer or incurs
an obligation when a debtor executes a guaranty.

Courts have uniformly determined that when a debtor incurs an obligation
under a guaranty, this incurrence of debt is not a transfer under the Bankruptcy Code or
New York state law, both of which define a transfer to include disposing or parting

with an interest in property.©” These cases generally follow the rationale set forth in

657711 U.S.C. § 548(a)(1) (emphasis added).

6578 The Examiner has not located any reported decisions directly addressing this issue. However, this
reading of Section 546 finds strong support in the case law. See BEP v. Resolution Trust Corp., 511 U.S. 531,
537 (1994) (interpreting differently the phrases “fair market value” in Section 522 and “reasonably
equivalent value” in Section 548 of the Bankruptcy Code because “it is generally presumed that Congress
acts intentionally and purposely when it includes particular language in one section of a statute but omits
it in another.”) (quoting Chicago v. Envtl. Def. Fund, 511 U.S. 328 (1994)); In re Joelson, 427 F.3d 700, 705
(10th Cir. 2005) (“Because the phrase ‘respecting the debtor’s . . . financial condition’ is used in both §
523(a)(2)(A) and § 523(a)(2)(B) and both provisions were enacted as part of the same statute, this is ‘a
classic case for application of the normal rule of statutory construction that identical words used in
different parts of the same act are intended to have the same meaning.””) (internal citations omitted); In re
Merchants Grain, Inc., 93 F.3d 1347, 1356 (7th Cir. 1996) (applying same meaning to the phrase “fixing of
liens” in Sections 522 and 545 of the Bankruptcy Code because “[t]here is a natural presumption that
identical words used in different parts of the same act are intended to have the same meaning.”) (internal
citations omitted); In re Revco D.S., Inc., No. 588-1308, 1990 Bankr. LEXIS 2966 (Bankr. N.D. Ohio Dec. 17,
1990) (comparing Section 544, which references attacking as fraudulent either the transfer of property or
the incurrence of an obligation, with Section 502(d), which limits its application to fraudulent transfers
and omits any reference to incurrence of an obligation).

6579 11 U.S.C. § 101(54); N.Y. DEBT & CRED. LAW § 270 (McKinney 2009); see, e.g., Covey v. Commercial
Nat’l Bank of Peoria, 960 F.2d 657, 661 (7th Cir. 1992) (“Although a note or guarantee is not a “transfer” for
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the Supreme Court’s decision in Barnhill v. Johnson.5*® In that case, the Court considered
whether, for purposes of Section 547, a preferential transfer occurs on the date a check is
written or on the date the drawee bank honors the check. The Court first noted that
“/[w]hat constitutes a transfer and when it is complete” is a matter of federal law.”és!
Nevertheless, because the Bankruptcy Code’s definition of transfer includes references
to undefined terms such as “property” and an “interest in property,” the Court had to
look to state law to determine when a transfer of property occurred. After reviewing
applicable state law, the Court concluded that the issuance of a check merely creates a
promise to pay — i.e.,, an obligation — for the maker and that the maker’s property did
not transfer until the drawee bank honored the check.®* The Court rejected the
argument that issuing the check created a “conditional transfer,” determining that the
payee had no control over any of the maker’s property until the check was honored:

Until the moment of honor the debtor retains full control over disposition

of the account and the account remains subject to a variety of actions by

third parties. To treat petitioner's nebulous right to bring suit as a

“conditional transfer” of the property would accomplish a near-limitless
expansion of the term “conditional.” In the absence of any right against

purposes of 11 U.S.C. § 101(54) . . . both note and guarantee are obligations”); In re Nirvana Restaurant Inc.,
337 B.R. 495, 508 (citing Covey and holding that guaranty could not be avoided under N.Y.D.C.L § 274
because that statute did not apply to fraudulent obligations); In re Asia Global Crossing, Ltd., 333 B.R. 199,
204 (Bankr. S.D.N.Y. 2005) (a guaranty is an “obligation” rather than a “transfer” within the meaning of
11 U.S.C. 101(54)); see also Rubin v. Mfrs. Hanover Trust, 661 F.2d 979, 990-91 (2d Cir. 1981) (granting of a
guaranty is an “obligation incurred”); accord In re Lawrence Paperboard Corp., 76 B.R. 866, 872 (Bankr. D.
Mass. 1987).

6580 503 U.S. 393 (1992).

6581 Id. at 397-98 (quoting McKenzie v. Irving Trust Corp., 323 U.S. 365, 369-70 (1945)).

6%82 Id. at 398.

6%83 Id. at 400.
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the bank or the account, we think the fairer description is that petitioner
had received no interest in debtor's property, not that his interest was
“conditional.” 65

Relying upon Barnhill, the Bankruptcy Court in the Southern District of New
York concluded that when a debtor executes a guaranty, it incurs an obligation. The
court reasoned:

Like the check in Barnhill, the Guaranty gave 360networks a chose in
action against Asia Global, conditioned on the default by GC Bandwidth.
It did not grant 360networks any interest in or right to Asia Global’s
property. As such, it was an “obligation” rather than a “transfer” within
the meaning of § 101(54). See Covey v. Commercial Nat'l Bank, 960 F.2d 657,
661 (7th Cir. 1992) (“Although a note or guarantee is not a ‘transfer’ for
purposes of 11 U.S.C. § 101(54) . . . both note and guaranty are
obligations.”); cf. Barnhill, 503 U.S. at 400 n. 8 (even if the delivery of a
check gave rise to a cause of action against the debtor, it would still not be
a “transfer” under the Bankruptcy Code).®%

Thus, a court may find that LBHI's incurrence of obligations under the September
Guaranty is not protected by the safe harbors.

A contrary argument may be constructed based upon recent Congressional
amendments to expand the protections of the safe harbors. Pursuant to the 2005

amendments to the Bankruptcy Code, the definition of Protected Contracts was

684 Id. at 401.

6585 Asig Global Crossing, 333 B.R. at 204. In In re Adler, Coleman Clearing Corp., 263 B.R. 406 (S.D.N.Y. 2001),
the issue of whether a guaranty was outside of the reach of the safe harbors because it was the incurrence
of an obligation and a not a transfer was raised, but not decided. Id. at 472-73. The trustee argued that
because 546(e) shelters only “transfers” and because the Trustee was attempting to avoid “obligations,”
those “obligations” were not protected by the safe harbor. The court held that it did not need to reach
this issue because, “[r]egardless of how broadly or narrowly the term [transfer] is defined, this Court is
persuaded that the transfers which [defendants] seek to enforce against Adler either did not constitute
qualifying ‘payments’ or did not contemplate consummation of a bona fide securities ‘settlement’” in the
relevant sense of these words.” Id. at 480.
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expanded to include "any security agreement or arrangement or other credit
enhancement related to any agreements or transactions referred to [ ], including any
guarantee or reimbursement obligation...."®% An argument may also be made based
upon the legislative history of the enactment of the safe-harbor provisions and the
amendments thereto which evidence that Congress sought to reduce the systemic risk
in the financial marketplace and prevent a "ripple effect”" in which the insolvency of one
financial firm triggers failures elsewhere in the market.s

The Examiner observes that no decisions have been reported that apply the
distinction between the avoidability of a transfer and an obligation in a case involving
the safe harbor provisions of the Bankruptcy Code. Consequently, this issue will
ultimately have to be resolved by the Court. If the September Guaranty is avoided,
LBHI would not be liable for any unsecured deficiency claims that JPMorgan might

assert based on the September Guaranty.

6586 See §§ 11 U.S.C. 101(25) (forward contracts); 101(38)(A) (master netting agreements); 101(47)
(repurchase agreements); 101(53)(B) (swap agreements) 761(4) (commodity contracts); and 741(7)
(securities contracts).

6587 See Section III.C.5.b.1 for a discussion of the application of the safe harbor provisions in light of recent
Congressional amendments. The issue addressed in that Section of the Report deals with an actual
transfer of securities as opposed to the creation of an obligation, which is the issue the Examiner is
addressing here. An argument based upon legislative history and the discernment of perceived
Congressional policy contravenes the instruction of various appellate court decisions requiring
application of the plain meaning of the statute in the absence of ambiguity. See QSI Holdings, Inc., v Alford
(In re QSI Holdings, Inc.), 571 F.3d 545, 549 (6th Cir. 2009); Contemporary Indus. Corp. v. Frost, 564 F.3d 981,
984-85 (8th Cir. 2009); Lowenschuss v. Resorts Int’l, Inc. (In re Resorts Int’l, Inc.), 181 F.3d 505, 515 (3rd Cir.
1999); Kaiser Steel Corp. v. Charles Schwab & Co., Inc., 952 F.2d 1230, 1237 (10th Cir. 1991).
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c. Avoidability of Transfers of Collateral in
Connection with the September Guaranty

While avoidance of the September Guaranty would eliminate any general
unsecured deficiency claim filed by JPMorgan against LBHI for amounts owed to it in
excess of its collateral, it would not automatically result in the return of the $8.6 billion
pledged to secure the September Guaranty or an unwinding of the post-petition
application of $1.95 billion of this pledge. The more difficult issue is whether (1) the
transfers made between September 9 and September 12 of additional collateral to
JPMorgan in connection with the September Agreements can be avoided either as
fraudulent transfers or preferences or based upon a common law claim belonging to the
LBHI estate under Section 541, or (2) the approximately $1.95 billion in setoffs that
JPMorgan took post-petition may be avoided as improper post-petition transfers.

1. LBHI’s Collateral Transfers and Post-Petition
Setoffs

Between September 9 and the bankruptcy filing on September 15, 2008, LBHI
transferred approximately $8.6 billion in cash collateral in connection with the
September Agreements.©® Specifically, the following collateral transfers occurred

during this period:®®

6588 See Section III.A.5.b of this Report for a more detailed discussion of the transfers of collateral.

6589 Appendix 18, Lehman Collateral at JPMorgan summarizes collateral posted by Lehman at JPMorgan
from June 2008 through September 2008 in response to JPMorgan’s margin requirements and collateral
requests, which are discussed in detail at Section III.A.5.b of this Report. The chart neither lists every
collateral movement nor tracks every individual security, but summarizes significant collateral posts,
transfers and returns.
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September 9, 2008 Cash Lehman posted $1 billion cash in response to
JPMorgan’s September 9 collateral request for
$5 billion (of which Lehman agreed to post $3
billion immediately).

September 9, 2008 Money Market | Lehman posted approximately $1.7 billion in

Funds money market funds in response to
JPMorgan’s September 9 collateral request.

September 10, 2008 | Cash Lehman posted $300 million cash in response
to JPMorgan’s September 9 collateral request
for $5 billion (of which Lehman agreed to post
$3 billion immediately).

September 10, 2008 | Corporate Lehman provided JPMorgan corporate bonds

bonds with a value of approximately $1.5 billion to
value and possibly to substitute for some of
the cash collateral Lehman posted in response
to JPMorgan’s September 9 collateral request.

September 11, 2008 | Cash Lehman posted $600 million cash related to
JPMorgan’s September 9 collateral request.

September 11, 2008 | Corporate JPMorgan returned approximately $500

bonds million of corporate bonds posted by Lehman.

September 12, 2008 | Cash Lehman posted $5 billion cash in response to
JPMorgan’s September 11 collateral request
for $5 billion cash.

September 12, 2008 | Corporate JPMorgan returned the remaining corporate

bonds bonds (approximately $1 billion) to Lehman.

September 12, 2008 | Pine JPMorgan released $1 billion (Lehman’s

valuation) of the Pine CLO to Lehman.

1768




Of these transfers, the two that occurred on September 9 were made before the
September Agreements were executed. Although it may be claimed that these transfers
fall under the August Agreements, the evidence suggests that they were made in
connection with JPMorgan’s requests of LBHI to enter into the September
Agreements.®%

Following LBHI's bankruptcy, JPMorgan applied $10.6 million of the $8.6 billion
in cash collateral that LBHI pledged to repay obligations that were not owed by LBHI
prior to the execution of the September Guaranty and applied $1.94 billion of the $8.6
billion in cash collateral to repay obligations that LBHI had guaranteed prior to
September 9 on an unsecured basis. JPMorgan is holding the balance of the $8.6 billion
in collateral (approximately $6.9 billion®") and is asserting a right of offset in its Proofs
of Claim. The specific setoffs that JPMorgan has already taken to date, asserting that
these repayments were allowed under the safe-harbor provisions, are listed as follows:

e JPMorgan liquidated $10.1 million of LBHI collateral to pay an LBI obligation
to JPMSI arising from securities lending activity.®*

e JPMorgan liquidated $545,000 of LBHI collateral to pay an LBI obligation to
JPMorgan Clearing arising from securities lending activity.6

659 See Section III.A.5.b of this Report.

6591 This amount includes subsequent interest earned.

6592 See JPMorgan, Exposure, Collateral and Setoff Summary (Oct. 27, 2009), at p. 5 [LBEX-JMPC 000199].
This collateral liquidation repays an obligation that was not owed by LBHI before the execution of the
September Guaranty.

659 See id. This collateral liquidation repays an obligation that was not owed by LBHI before the execution
of the September Guaranty.
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e JPMorgan liquidated $1.57 billion of collateral against a JPMCB derivative
claim on LBSF.65%

e JPMorgan liquidated $80.3 million of collateral against a WMB derivative
claim on LBSF.65%

e JPMorgan liquidated $138.5 million of collateral against a JPMCB derivative
claim on LBCC.&%

e JPMorgan liquidated $3.4 million of collateral against a JPMM derivative
claim on LBIE.®

e JPMorgan liquidated $2.1 million of collateral against a JPMBD derivative
claim on LBIE.®%

e JPMorgan liquidated $91.0 million of collateral against a JPMCB derivative
claim on LBFSA .65

e JPMorgan liquidated $10.2 million of collateral against a JPMM derivative
claim on LBFSA .s6®

e JPMorgan liquidated $3.9 million of collateral against a JPMCFI claim on
LBIE for repo transaction exposure.®

e JPMorgan liquidated $1.9 million of collateral against a JPMM claim on LBIE
for repo transaction exposure.5

659 See id. at p. 3. This collateral liquidation repays an obligation that was guaranteed by LBHI on an
unsecured basis before the execution of the September Agreements.

65% See id. This collateral liquidation repays an obligation that was guaranteed by LBHI on an unsecured
basis before the execution of the September Agreements.

65% See id. This collateral liquidation repays an obligation that was guaranteed by LBHI on an unsecured
basis before the execution of the September Agreements.

6597 See id. This collateral liquidation repays an obligation that was guaranteed by LBHI on an unsecured
basis before the execution of the September Agreements.

5% See id. This collateral liquidation repays an obligation that was guaranteed by LBHI on an unsecured
basis before the execution of the September Agreements.

659 See id. This collateral liquidation repays an obligation that was guaranteed by LBHI on an unsecured
basis before the execution of the September Agreements.

6600 See id. This collateral liquidation repays an obligation that was guaranteed by LBHI on an unsecured
basis before the execution of the September Agreements.

6601 See id. at p. 5. This collateral liquidation repays an obligation that was guaranteed by LBHI under the
August Guaranty.
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e JPMorgan liquidated $17.6 million of collateral against a JPMM derivative
claim on LBSF 3

e JPMorgan liquidated $18.9 million of collateral against a JPMM claim on
LBREM II BS Financing Mezz Holdings LLC for repo transaction
exposure.s6

In summary, JPMorgan has liquidated approximately $1.95 billion of the $8.6
billion in cash collateral; it is still holding approximately $6.9 billion of this collateral
and it is asserting a right of setoff against the following obligations: (1) approximately
$6.56 billion in exposures related to clearance advances; (2) approximately $75.6 million
related to derivative contract claims; (3) approximately $228.8 million related to other
investment bank and treasury and security services claims;*% and (4) $733.5 million
related to asset management exposure.5%

Absent application of the safe harbors, the Examiner concludes that there is a
colorable claim to avoid, at least in part, the collateral transfers LBHI made in
connection with the September Guaranty. If the September Guaranty is avoided as a

fraudulent obligation, it cannot serve as the underlying claim supporting the collateral

6602 See id. This collateral liquidation repays an obligation that was guaranteed by LBHI under the August
Guaranty.

6603 See id. at p. 3. This collateral liquidation repays an obligation that was guaranteed by LBHI on an
unsecured basis before the execution of the September Agreements.

6604 See id. at p. 5. This collateral liquidation repays an obligation that was guaranteed by LBHI under the
August Guaranty.

6605 See Section I11.B.3.g.5.a.ii.c.4, of this Report for a description of the investment bank and treasury and
security services claims.

6606 See Section III.B.3.g.5.a.vi of this Report for a description of asset management exposure claims.
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pledges.c®” Because there would be no underlying debt owed by LBHI there would be
no basis for [PMorgan to retain collateral posted by LBHI. Thus, to the extent that
JPMorgan declined to return the collateral voluntarily, the transfers of cash made solely
in reliance upon the September Guaranty would be subject to claims for a return of the
collateral under Article 9 of the UCC and New York common law,®% fraudulent transfer
lawé® and state law claims for unjust enrichment, money had and received and
conversion.®® Alternatively, as set forth in Section III.B.3.g.5.a.ii.b.2, absent application
of the safe harbors, there is a colorable claim to avoid certain of the transfers made
following the execution of the September Guaranty as preferences.

There are two important caveats to this analysis. First, with respect to any
collateral that is found to be posted in favor of [JPMorgan to secure derivatives contracts,
LBHI had previously guaranteed these obligations on an unsecured basis for certain of

its subsidiaries and the September Agreements simply made LBHI's prior guaranty

6607 See Silverman v. Paul’s Landmark, Inc. (In re Nirvana Restaurant Inc.), 337 B.R. 495, 502 (Bankr. S.D.N.Y.
2006) (“if the Guaranty is avoided as a fraudulent obligation, it cannot serve as ‘fair consideration’ for the
subsequent Transfers”) (citing Dempster v. Overview Equities, Inc., 4 A.D.3d 495 (N.Y. App. Div. 2004)
(unenforceable obligation cannot constitute “fair consideration”)).

6608 For collateral where a secured party exerts control (deposit accounts, electronic chattel paper,
investment property, letter of credit right, electronic document), Section 9-208 of the New York UCC
requires the secured party to turn over the property if no further obligations are owed to the secured
party "within 10 days after receiving an authenticated demand by the debtor."” McKinney's Uniform
Commercial Code Law § 9-208 (2010). New York law further provides that when the underlying
obligation is satisfied, the debtor is entitled to the property back. Keshishian Bros. v. Deverian, 279 A.D. 324
(N.Y. App. Div. 1952), order amended by 280 A.D. 910 (N.Y. App. Div. 1952); Kirsch v. Provident Loan Soc. of
N.Y, 71 N.Y.S.2d 241 (N.Y. App.. Term 1947). If the property is not returned the creditor is liable for
conversion. Rutherford Nat. Bank v. Manniello, 271 N.Y.S. 69 (N.Y. App. Div. 1934), aff'd, 195 N.E. 203
(N.Y. 1935).

6609 Nirvana Rest., 337 B.R. at 502

6610 See II1.B.3.g.5.a.v of this Report.
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secured.®!" Thus, even if the September Guaranty is avoided, there remains in place a
contract that creates liability for LBHI on account of the derivatives contracts. Because
transfers in favor of guaranties of derivatives contracts are safe-harbored,*™ unless the
underlying unsecured derivatives guaranty can be avoided, this analysis does not
apply. Although the Examiner has not undertaken to analyze whether any claims exist
to avoid LBHI's guaranties of its subsidiaries’ obligations under various ISDA
agreements, he notes that these guaranties were all executed well outside of the time
period during which the Examiner has found evidence to support a finding of
insolvency or undercapitalization, and thus the Examiner does not believe that there
would be colorable claims to avoid these guaranties.

Second, on June 9, 2005, the Executive Committee of LBHI’s Board of Directors
approved a Unanimous Written Consent pursuant to which LBHI “hereby fully

guarantees the payment of all liabilities, obligations and commitments of the

6611 See ISDA Master Agreement between JPMCB and LBCC (Nov. 15, 1993), at p. 25 [JPM-2004 0000368]

(providing a guaranty by LBHI); ISDA Master Agreement between JPMM and LBIE (Aug. 26, 1997), at p.
14 [JPM-2004 0086169] (providing a guaranty by LBHI); ISDA Master Agreement between JPMCB and
LBFSA (Nov. 15, 1993), at p. 24 [JPM-2004 000850] (providing a guaranty by LBHI); Amendment to the
ISDA Master Agreement between JPMM and LBFSA (July 11, 2008), at p. 35 [JPM-2004 0086103]
(providing guaranty by LBHI); ISDA Master Agreement between JPMCB and LBSF (Dec. 20, 1995), at p.
22 [JPM-2004 0000345] (providing guaranty by LBHI); ISDA Master Agreement between JPMBD and
LBIE (Feb. 23, 1998), at p. 21 [JPM-2004 0086072]; Guarantee of LBHI for ISDA Master
Agreement between WMB and LBSF (May 28, 1998) [LBEX-JPM 0000210]; Guarantee of LBHI for ISDA
Master Agreement between JPMM and LBSF (June 7, 2002) [LBEX-JPM 0000212].

661211 U.S.C. § 546 (e), (£), (g), and (j).
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subsidiaries set forth on Schedule A.”%%3 The Schedule A guaranteed subsidiaries
include LBJ, LBIE, LBCB, and Lehman Brothers Bankhaus AG.%4 Later Unanimous
Written Consents of LBHI's Board of Directors provide for a guaranty of Lehman
Brothers Treasury Co., LBCS, LBB, Lehman Brothers PTE, Ltd, and Lehman Brothers
Finance Asia Pte. Ltd.®®> In addition, in at least one instance, LBHI revoked the
guaranteed status of its subsidiary, Lehman Re Ltd.®¢ The Examiner cannot conclude
with certainty whether or to what extent other LBHI guaranties of subsidiaries were
added or revoked. There is evidence to support a conclusion, however, that LBI was
not a guaranteed subsidiary of LBHIL®*7 The Amended and Restated Code of

Authorities for LBHI authorized LBHI upon resolution of the Executive Committee of

6613 Unanimous Written Consent of the Executive Committee of the Board of Directors of Lehman
Brothers Holding Inc. (June 9, 2005) [LBEX-AM 003415].

6614 [,

661> Unanimous Written Consent of the Executive Committee of the Board of Directors of LBHI (Feb. 24,
2005) [LBEX-WGM 1102366] (resolution to make Lehman Brothers Treasury Co. a guaranteed subsidiary
of LBHI); Unanimous Written Consent of the Executive Committee of the Board of Directors of LBHI
(Nov. 7, 2005) [LBEX-WGM 1104149] (resolution to make LBCS a guaranteed subsidiary of LBHI);
Unanimous Written Consent of the Executive Committee of the Board of Directors of LBHI (May 14,
2007) [LBEX-WGM 965000] (resolution to make LBB a guaranteed subsidiary of LBHI); Unanimous
Written Consent of the Executive Committee of the Board of Directors of LBHI (Apr. 9, 2008) [LBEX-AM
003644] (resolution to make Lehman Brothers Finance Asia Pte. Ltd a guaranteed subsidiary of LBHI);
Lehman Brothers Holdings Inc. Minutes of the Board of Directors (Nov. 8, 2007)
[LBHI_SEC07940_026649] (reflecting consent to make Lehman Brothers PTE Ltd. a guaranteed subsidiary

of LBHI].

616 TLehman Brothers Holdings Inc. Minutes of the Board of Directors (Nov. 8, 2007)
[LBHI_SEC07940_026649] (reflecting consent to revoke the guaranteed subsidiary status of Lehman Re
Ltd.).

6617 Alvarez & Marsal, Responses to Questions for Alvarez & Marsal/Weil, Gotshal & Manges (Dec. 7,
2009), at p. 1 (confirming that LBI was not a guaranteed subsidiary of LBHI).
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its Board of Directors to provide a full guaranty of all of the obligations of its
subsidiaries.’'s

The Examiner has located no decision involving the enforceability of a guaranty
contained only in a corporate resolution. This resolution, however, may be viewed as a
unilateral contract for a general guaranty that may be enforced by “anyone to whom it
is presented who acts upon it.”% The guaranty resolution appears to satisfy the
basic general guarantee requirements of knowledge,? acceptance (which can be
implied) and consideration and therefore may be held to create an enforceable general
guaranty obligation.®?! To the extent this guaranty is upheld, it would serve as a pre-
existing debt that would support the application of LBHI's collateral to the claim of
entities covered by the guaranty resolution. As set forth in Section III.B.3.g.5.a.ii.c.4,
some of the non-Protected obligations asserted in JPMorgan’s proof of claim are
obligations owed by subsidiaries covered by the guaranty resolution. As analyzed in

Section II1.B.3.g.5.a.v, this fact may make the transfers of collateral to secure obligations

6618 The Amended and Restated Code of Authorities for LBHI As Amended Through July 1, 2004 [LBEX-
AM 043802].

6619 FinanceAmerica Private Brands, Inc. v. Harvey E. Hall, Inc., 380 A.2d 1377, 1379 (Del. Super. Ct. 1977).

6620 The LBHI 2006 10-K (Feb. 13, 2007) and 2007 10-K (Jan. 29, 2008) refer to the fact that LBHI
“guarantee[s] all of the obligations of certain subsidiaries....”

6621 See APL, Inc. v. Ohio Valley Aluminum, Inc., 839 SW. 2d 571, 573 (Ky. Ct. App. 1992) (“When the
circumstances surrounding the issuance of an absolute guaranty and the terms of the writing itself
evidence no indication that the guarantor anticipates notification of acceptance from the creditor, the
guarantor will be held liable on the instrument from the time the creditor acts in reliance on it.”).

1775



covered by the guaranty resolution avoidable as preferences and not as fraudulent
transfers or under state law.%2

2. Application of the Safe Harbors to the $8.6
Billion Cash Collateral Transfers

Whether the September Guaranty is protected by the safe harbors is, as noted
above, a question of first impression that must be resolved by the Court. If the Court
determines that a guaranty is an obligation not protected by the safe harbors and thus
avoidable, the transfers of collateral pursuant to the September Agreements
nevertheless may still be protected by the safe harbors. The safe-harbor provisions of
Sections 546(e), (), (g), and (j) protect transfers made to Protected Parties in connection
with the Protected Contracts from avoidance.®” Protected Contracts include “any
security agreement or arrangement or other credit enhancement related to any
agreements or transactions referred to [ ], including any guarantee or reimbursement
obligation. . . .”%> Thus a transfer made pursuant to a guaranty of a Protected Contract
is also itself protected under the safe harbors. This would seem to insulate the transfers
of collateral to JPMorgan to the extent that the transfers were made to secure obligations

owed by LBHI or its affiliates on account of Protected Contracts. This results in the

6622 Given the manner in which LBHI's liability under the August Guaranty is calculated, as explained in
Section III.B.3.g.5.a.iii, LBHI's liability under the August Guaranty may have been minimal or zero as of
September 15, 2008.

6623 See §§ 11 U.S.C. 546(e), (f), (g) and (j).

6624 See §§ 11 U.S.C. 101(25) (forward contracts); 101(38)(A) (master netting agreements); 101(47)
(repurchase agreements); 101(53)(B) (swap agreements) 761(4) (commodity contracts); and 741(7)
(securities contracts).
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anomaly of the September Guaranty being subject to avoidance while the pre-petition
transfers of collateral made pursuant to the September Guaranty not being subject to
avoidance.

Nonetheless, the Examiner concludes that there are three different colorable
bases to assert that the safe-harbor provisions of the Bankruptcy Code do not apply.
First, the safe-harbor provisions do not create rights for JPMorgan that do not otherwise
exist in the parties’ agreements. If the September Guaranty is avoided, there is no
underlying debt owed by LBHI to JPMorgan (subject to the caveats noted above) and no
basis for JPMorgan to apply the $8.6 billion in LBHI collateral to repay the debts owed
in the first instance by LBHI's subsidiaries. Put another way, the safe-harbor provisions
do not grant a financial participant rights to collateral it does not enjoy under its
agreements. Moreover, the safe-harbor provisions do not apply to Section 553 except in
certain circumstances or to Section 549 of the Code.®? Thus, if JPMorgan seeks
permission to apply the collateral to its claims under Section 553, the Bankruptcy Court
is not constrained by the safe-harbor provisions in denying the request (except in the
circumstances set forth in Sections 362(b)(6), (7), (17), (27) and 561). Because Section

553(a)(1) expressly provides that a right of setoff is not preserved if the “claim of such

662511 U.S.C. §§ 546(e), (), (g), and (j).
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creditor against the debtor is disallowed,”®? the Court would likely deny a request for
leave to setoff LBHI's cash against the obligations owed by other Lehman entities.

Alternatively, if JPMorgan applies the LBHI collateral without first seeking
Bankruptcy Court permission, the Bankruptcy Court will be entitled to examine that
setoff under Section 549, again without being constrained by the safe-harbor provisions
of the Code, except to the extent that the setoffs are covered by Sections 362(b) (6), (7),
(17), (27) and 561. Because the exceptions to the automatic stay only allow for collateral
to be liquidated to pay claims in accordance with the parties’” agreements and do not
expand the rights of the financial participant, if the September Guaranty is avoided,
there would be no authority in the Code to authorize the setoff and it would be
recoverable under Section 549(a).

Second, the Enron bankruptcy produced several decisions involving the safe
harbors of Section 546(e), including decisions that held that transfers made by Enron to
acquire its own shares at a time when it was allegedly already insolvent or rendered
insolvent by virtue of the transactions were not protected from avoidance by Section
546(e) because the transactions at issue were illegal and unenforceable, and therefore

void from inception, pursuant to an Oregon statute that prohibits distributions by an

6626 11 U.S.C. § 553(a)(1).
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insolvent corporation on account of its stock.%” Thus, the argument here would be that
transfers made pursuant to a void guaranty are not protected.

Third, the transfers of collateral in connection with the September Guaranty
could be avoided under state law claims that belong to LBHI pursuant to Section 541.
Although the safe-harbor provisions explicitly prohibit a trustee from avoiding
transfers under Sections 544, 545, 547, 548(a)(1)(B) and 548(b), they apparently do not
prohibit a trustee from asserting causes of actions that become property of a debtor’s
estate under Section 541, such as state law claims arising under the UCC, for
conversion, unjust enrichment or money had and received, nor do they prohibit a
trustee from bringing claims under Sections 549 or 553 (subject to Sections 362(b)(6), (7),
(17), (27) and 561) to unwind improper post-petition setoffs.®? Therefore, because the
safe harbors omit Section 541, the safe harbors may not protect against actions brought
pursuant to Section 541 to avoid the transfers made pursuant to the September

Agreements. %6

6627 See Enron Corp. v. UBS AG (In re Enron), No. 01 B 16034 (AJG), 2005 WL 3873897 (Bankr. S.D.N.Y. Aug.
10, 2005); Enron Corp. v. Credit Suisse First Boston Int’l (In re Enron Corp.), 328 B.R. 58 (Bankr. S.D.N.Y.
2005); Enron v. Bear, Stearns Int’l Ltd. (In re Enron Corp.), 323 B.R. 857 (Bankr. S.D.N.Y. 2005).

6628 A general canon of statutory construction is that “the enumeration of specific statutory sections
subject to a rule implies that the omitted sections are excluded from that rule’s application.” DiCello v.
U.S.A. (In re Railway Reorganization Estate, Inc.), 133 B.R. 578, 581 (Bankr. D. Del. 1991) (citations omitted).
The Bankruptcy Code specifically provides that the terms “includes” and “including” are not limiting. 11
U.S.C. § 102(3). Because the list of sections subject to the safe harbors is not set off by terms such as
“includes” or “including,” “it may be assumed Congress meant the list to be exhaustive.” DiCello, 133
B.R. at 581-82 (interpreting list of enumerated Sections subject to 546(a)).

2 In other contexts, courts have read Section 546 narrowly and limited its application expressly as
written. See Hartvig v. Tri-City Baptist Temple of Milwaukee, Inc. (In re Gomes), 219 B.R. 286, 296 (Bankr. D.
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However, as set forth more fully in Appendix 1, Legal Issues, Section IV.F., any
court addressing this issue will likely be faced with the argument that Section 546
preempts all state law claims, including those arising under Section 541,
notwithstanding the lack of an express reference to Section 541 within Section 548.66%
The case law on preemption is unsettled and the two leading decisions, neither of which
would be controlling in this case, are distinguishable in that in one of these cases the

state law claims asserted were not state law claims belonging to the estate under Section

Or. 1998) (bankruptcy court “is in no position to recognize an exception to avoidance powers where
Congress did not create one.”); see also In re Nat’l Forge Co., 343 B.R. 340, 370 (W.D. Pa. 2006) (refusing to
read into Section 546(e) “terms that are presently absent” where to do so “would result ‘not [in] a
construction of [the] statute, but, in effect, an enlargement of it by the court, so that what was omitted,
presumably by inadvertence, may be included within its scope.””) (quoting Lamie v. U.S. Trustee, 540 U.S.
526, 538 (2004); see also El Paso City of Texas v. Am. W. Airlines, Inc. (In re Am. W. Airlines, Inc.), 217 F.3d
1161, 1167-68 (9th Cir. 2000) (objections to claims pursuant to Section 502(d) were not subject to Section
546(a) limitations even though trustee was precluded from filing Section 547 actions by Section 546(a)
limitations); In re Stoecker, 143 B.R. 118, 131-38 (Bankr. N.D. Ill. 1992) (same), order aff'd in part, rev’d in part
on other grounds, 143 B.R. 879 (N.D. Ill. 1992), judgment aff'd in part, vacated in part on other grounds, 5 F.3d
1022 (7th Cir. 1993); Schwartz v. Pierucci, 60 B.R. 397, 399 (E.D. Penn. 1986) (trustee’s claims pursuant to
Uniform Fiduciary Act were not brought pursuant to trustee’s avoiding powers and therefore were not
subject to Section 546(a) limitations); Smith v. Morris R Greenhaw Oil and Gas, Inc. (In re Greenhaw Energy,
Inc.), 359 B.R. 636, 640-42 (Bankr. S.D. Tex. 2007) (although trustee was barred by Section 546(a)
limitations period from asserting wrongful foreclosure under Section 544, trustee had authority to pursue
such claim under Section 541 which was not so time barred); Miller v. Spitz, M.D. (In re CS Assoc.), 156
B.R. 755 (Bankr. E.D. Penn. 1993) (holding that trustee’s proceeding under Section 723 was not subject to
Section 546(a) limitations and rejecting argument that Section 723 actions were within the scope of Section
544 actions); Mann v. Commonwealth Savings & Loan Assoc. (In re Ollada), 114 B.R. 654 (Bankr. E.D. Mo.
1990) (trustee’s action for turnover pursuant to Sections 542 and 543 was not subject to Section 546(a)
limitations); Britton v. Fessler & Bowman, Inc. (In re Britton), 66 B.R. 572, 575 (Bankr. E.D. Mich. 1986)
(debtor’s claims categorized by the court as an “equitable action for restitution” were not subject to
Section 546(a) limitations because the action was not brought by a trustee and because it did not arise
under Section 544, 545, 547, 558 or 553).

6630 See Contemporary Indus. Corp. v. Frost, 564 F.3d 981, 988 (8th Cir. 2009) (state law claims for unjust
enrichment and illegal and/or excessive shareholder distributions preempted by § 546(e)); Official Comm.
of Unsecured Creditors of Hechinger Inv. Co. v. Fleet Retail Fin. Group (In re Hechinger Inv. Co.), 274 B.R. 71, 96
(D. Del. 2002) (unjust enrichment claim preempted by § 546(e)).
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541.5¢1 Further, one of the cases relies upon the conclusion that the claim at issue was
effectively the same as an action to avoid a transfer under Sections 544 or 548, and
therefore, the court determined that the claim could not be brought.®2 Apart from the
fact that the preemption decisions are both distinguishable and not controlling, a valid
argument can be made, as set forth in Appendix 1, Legal Issues, Section IV.F, that
preemption does not apply to Section 546 because by its own terms Section 546 does not
apply to actions brought under Sections 541, 548(a)(1)(A), 549 and 553 (subject to certain
exceptions), suggesting that Congress did not intend to fully cover all types of claims
against financial participants when it enacted the safe-harbor provisions.®* Thus, the
Examiner concludes that notwithstanding the existence of the preemption case law,
there is a colorable basis to conclude that state law claims belonging to LBHI under
Section 541 are not barred.
3. There Is Evidence to Support Potential State
Law Claims Available to LBHI Pursuant to

Section 541 to Avoid the Transfers In
Connection with the September Guaranty

If the September Guaranty is avoided, and the Court finds that state law claims

that belong to LBHI under Section 541 are not preempted by the safe-harbor provisions

6631 Contemporary Indus., 564 F.3d at 984 (state law claims asserted pursuant to section 544).
6632 Hechinger, 274 B.R. at 96.

6633 See Appendix 1, Legal Issues, at Section IV F. for a discussion of the issue of preemption of such state
law claims.
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of Section 546, then LBHI has three colorable state law claims to recover the transfers of
collateral.

First, under Section 9-208 of the UCC, a secured creditor is under a duty to
relinquish control over deposit accounts if the underlying obligation is satisfied.s** The
Official Comments to Section 9-208 provide that a secured party also is required to
relinquish possession of collateral when the underlying obligation is satisfied and the
failure to do so would constitute conversion. 3

Conversion is “any unauthorized exercise of dominion or control over property
by one who is not the owner of the property that interferes with and is in defiance of a
superior possessory right of another in the property.”®% To maintain a claim for
conversion, a plaintiff must show: “(1) legal ownership or an immediate superior right
of possession to a specific identifiable thing and (2) that the defendant exercised an
unauthorized dominion over the thing in question, to the alteration of its condition or to
the exclusion of the plaintiff’s rights.”%¥ A conversion claim “may only succeed if the

party alleges a wrong that is distinct from any contractual obligations.”*3 Rather, a

6634 McKinney's Uniform Commercial Code Law § 9-208 (2010).

6635 Id. at cmt. 4; Rutherford Nat. Bank v. Manniello, 240 A.D. 506, 508, 271 N.Y.S. 69, 72 (1934).
6636 Command Cinema Corp. v. VCA Labs, Inc., 464 F. Supp. 2d 191, 199 (S.D.N.Y. 2006).

6637 [,

6638 Id. (quoting Phensalker v. Anderson Weinroth & Co., L.P., 175 F. Supp. 2d 635, 639 (S.D.N.Y. 2001),
vacated on other grounds, 344 F.3d 184 (2d Cir. 2003) (internal quotations omitted)).
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“plaintiff must show acts that were unlawful or wrongful as opposed to violations of
contractual rights.” 6

Evidence exists to support this claim because (1) LBHI had legal ownership or an
immediate superior right of possession to the $8.6 billion in cash transfers made to
JPMorgan in connection with the September Guaranty; and (2) if the September
Guaranty is avoided and JPMorgan is not entitled to recover from LBHI, JPMorgan will
have exercised unauthorized dominion over the funds, to the alteration of their
condition and to the exclusion of LBHI's rights. Although JPMorgan might argue that
LBHI authorized JPMorgan’s possession and control over the transfers, LBHI could not
have consented to an agreement that violates the law.®** Therefore, if the September
Guaranty is found to be a fraudulent obligation, there is a colorable claim against
JPMorgan for conversion to recover the $8.6 billion in collateral less an amount equal to
any unpaid obligations covered under any other guaranties, such as the August

Guaranty,** the derivatives guaranties®* or the guaranty resolution.®+

6639 [,
6630 Smith v. Brown, 778 N.E.2d 490, 496 (Ct. App. Ind. 2002) (finding that the defendant exerted
unauthorized control, despite consent to an agreement, because a party cannot consent to an agreement
that violates state law).

6641 As set forth in Section II1.B.3.g.5.a.iii, there are likely no claims covered by the August Guaranty.

6642 The claims covered by the derivatives guaranties remaining after the application of subsidiaries’
collateral total approximately $1.94 billion. See JPMorgan, Exposure, Collateral and Setoff Summary (Oct.
27,2009) [LBEX-JPMC 000199].

6643 The guaranty resolution would appear to apply to a $95 million claim asserted by LBJ and contingent
claims asserted by Lehman Brothers Bankhaus AG and Woodlands Commercial Bank (f/k/a/ Lehman
Brothers Commercial Bank). Unanimous Written Consent of the Executive Committee of the Board of
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Second, LBHI may have a cause of action for unjust enrichment to remedy the
transfers made to JPMorgan in connection with the September Guaranty because: (1)
JPMorgan was enriched, (2) at Lehman’s expense and (3) it would be against equity and
good conscience to permit JPMorgan to retain what is sought to be recovered.®* Here,
if the September Guaranty is avoided, LBHI may have a colorable claim for unjust
enrichment because JPMorgan received a benefit on a contract later found to be void or
unenforceable.®> The remedy for unjust enrichment is restitution.®* Where a party has
a claim for unjust enrichment, the value of the claim will depend on the conduct of the
parties, but will not be less than the value of the property at the time it was transferred
unless the transferee is without fault.®

If LBHI were to prevail on a claim for unjust enrichment, LBHI would likely

recover at least the value of the assets at the time of the transfer. As the assets may have

Directors of Lehman Brothers Holding Inc. (June 9, 2005) [LBEX-AM 003415]. It also would cover the
LBIE line of credit but no amounts are claimed as due under that line of credit. Id.

6644 See AHA Sales, Inc. v. Creative Bath Prods., Inc., 867 N.Y.S. 2d 169, 180 (N.Y. App. Div. 2008) (citations
omitted).

6645 See U.S. E. Telecomm., Inc. v. US W. Comm. Servs., 38 F.3d 1289, 1299 (2d. Cir. 1994) (holding that a
subcontractor could recover against a general contractor under unjust enrichment theory where the
contract between the parties was found to be unenforceable); see also Taylor & Jennings, Inc. v. Bellino Bros.
Constr. Co. Inc., 483 N.Y.S. 2d 813 (N.Y. App. Div. 1984) (finding that where a subcontract was voided as
induced by fraud, recovery by the subcontractor against the contractor under the equitable doctrine of
quantum meruit was proper); Aluminum Fare, Inc. v. Abdella, 456 N.Y.S. 2d 184 (N.Y. App. 1982) (where no
valid agreement existed because written proposal was never signed and parties subsequently orally

altered proposal, contractor could still recover from owner on theory of quantum meruit for services
rendered).

6646 State of New York v. SCA Servs. Inc., 761 F. Supp. 14, 15 (S.D.N.Y. 1991) (“a plaintiff who establishes a
prima facie case of unjust enrichment is entitled to the equitable remedy of restitution.”).

6647 See Vanleigh Carpet Corp. v. Gene Schoor’s Iron Forge, 318 N.Y.S.2d 402 (N.Y. Civ. Ct. 1971); see also 22A
N.Y. Jur. 2d Contracts § 587 (2009).

1784



declined in value since the transfer, a court would have to determine their value as of
the time of transfer. However, the amount of that value available to LBHI for recovery
will depend on the Court’s determination of LBHI and JPMorgan’s behavior. If the
court determines that JPMorgan was conscious that its demands that LBHI execute
additional and expanded guaranties or that its subsequent demands for collateral under
those guaranties were wrongful, then LBHI would be able to recover the full value of
the assets plus any of JPMorgan’s profits from them. If the court determines that
JPMorgan’s demands were not consciously wrongful, LBHI would be able to recover
the value of the property up to the amount of its loss. If the court determines that LBHI
is entitled to restitution for the assets but that JPMorgan acquired them innocently and
with no more fault than LBHI, LBHI's recovery would be limited to the benefit
JPMorgan received from the assets or the return of the transferred assets.

Finally, the Examiner has concluded that LBHI has a colorable claim against
JPMorgan for money had and received. Such cause may lie to remedy the transfers
made to JPMorgan in connection with the September Guaranty because (1) JPMorgan
received money belonging to the claimant, (2) JPMorgan benefited from receipt of the
money, and (3) under principles of equity and good conscience, the defendant should
not be permitted to keep the money.** An action for money had and received is based

upon unjust enrichment and therefore the analysis is similar. JPMorgan will likely

6648 Brewer v. State of New York, 672 N.Y.S.2d 650, 656 (N.Y. Ct. CI. 1998).
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argue that there was a contract, and therefore unjust enrichment or money had and
received cannot apply. If the September Guaranty is avoided, however, there is no
contract.®® As in the case of Friar, there is evidence to support a finding that LBHI had
no realistic alternative but to accept to JPMorgan’s demands.® Therefore, the transfers
at issue may be subject to a claim for money had and received.

The remedy for a cause of action for money had and received is restitution.s!
Therefore, LBHI's recovery for claims for money paid and received will be governed by

the principles of unjust enrichment and restitution set forth above.s

6649 Underlying contracts would exist with respect to the derivatives contracts and any obligations also
falling within the scope of the August Guaranty or the LBHI guaranty resolution. For this reason,
avoiding the August Guaranty may also be necessary.

6650 Friar v. Vanguard Holding Corp., 434 N.Y.S.2d 698, 701-02 & n.2 (N.Y. App. Div. 1980) (holding that an
action for money had and received was adequately pled where the seller of home alleged he was
compelled to pay mortgage tax to lender or else sale would be aborted, and seller had no realistic
alternative to surrender to lender’s demands).

6651 Citipostal, Inc. v. Unistar Leasing, 724 N.Y.S.2d 555, 559 (N.Y. App. Div. 2001).

6652 Whether preemption applies may depend on whether the state law causes of action are in the nature
of avoidance actions. See In re Fin. Mgmt. Servs., Inc., 261 B.R. 150, 156 (Bankr. W.D. Pa. 2001). The remedy
for an unjust enrichment or money had and received is restitution. A person obtains restitution when he
is restored to the position he formerly occupied either by the return of something that he formerly had or
by the receipt of its equivalent in money. Restatement (First) of Restitution (2009), Chap. 1, Topic 1, § 1.
Even if JPMorgan acted tortiously, the most LBHI would be able to recover through restitution is the
value of the property up to the full amount of LBHI’s loss and the profits JPMorgan obtained. Therefore,
restitution is basically an avoidance of the benefit received by the wrongdoer, or a legal doctrine
“designed to avoid unjust enrichment.” In re Rezulin Prods. Liability Litig., 390 F. Supp. 2d 319, 340
(S.D.N.Y. 2005). Because restitution can be equated to an avoidance action, the causes of action of unjust
enrichment and money had and received could be deemed preempted by the safe harbors if a court
applies the doctrine. A state law cause of action for conversion, however, cannot be equated to an
avoidance action. The remedy for conversion is a damage remedy. The property itself is not returned to
the party who was wronged; rather, the party receives damages in the amount of the value of the
property at the time of conversion. See Bank Brussels Lambert v. Credit Lyonnais (Suisse), 192 B.R. 73, 76 n.3
(S.D.N.Y. 1996) (“recovery on a conversion claim will be an amount equal to the full value of the
converted property, rather than return of the specific property”). Therefore, a state law cause of action
for conversion cannot be equated to an avoidance action, and thus is arguably not preempted by the safe
harbors.
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In summary, if the safe harbors set forth in Section 546 do not protect the
transfers of collateral in connection with a voided guaranty, or if, in the alternative,
state law claims are not preempted, then there are colorable claims that transfers of
collateral made in connection with the September Agreements totaling as much as $6.9
billion®® (the $8.6 billion in transfers less the $1.95 billion in setoffs JPMorgan has
already taken on account of obligations that are both Protected Contracts and/or subject
to the derivatives guaranties) would be avoidable as fraudulent transfers or preferences.

4. To the Extent the September Guaranty
Provided for a Guaranty of Non-Protected
Contract Obligations, or to the Extent
JPMorgan Liquidated Collateral Pursuant to
Non-Protected Contract Exposure, a Colorable

Basis Exists That the Safe Harbor Provisions
Are Not Applicable

The Examiner concludes that LBHI has a colorable basis to claim that even if the
safe harbors are generally applicable, not all of the collateral transfers made pursuant to
the September Agreements are protected. The safe-harbor provisions of Sections 546(e),
(f), (g), and (j) protect transfers made to the Protected Parties in connection with the
Protected Contracts from avoidance.®** Whether or not guaranties that secure both
Protected Contracts and non-Protected Contracts fall within the safe-harbor provisions

depends on a court’s interpretation of the “in connection with” language.

6653 See Appendix 23, Duff & Phelps, Analysis of APB, Journal Entry, Cash Disbursement and JPMorgan
Collateral for a detailed listing of the amount, and timing, of the collateral transferred from LBHI to
JPMorgan in connection with the September 9 Guaranty.

6654 See 11 U.S.C. §§ 546(e), (f), (g) and (j).
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The court in American Home Mortgage provides some guidance on this issue.5
There, the debtors entered into a repurchase agreement that governed the rights and
obligations related to the sale and repurchase of mortgage loans or interests in
mortgage loans from the debtors to counterparty Calyon. The agreement also provided
for the servicing of mortgage loans subject to the repurchase agreement.* Applying
the plain meaning of the statute, the court held that the sale and repurchase of mortgage
loans under the contract constituted a repurchase agreement under the criteria of
Section 101(47). Therefore, Section 559 applied and Calyon could enforce its rights
under the contract triggered by a condition of the kind specified in Section 365(e)(1).6¢
The court also held that the contract was a securities contract and that Calyon was a
tinancial institution and therefore Section 555 was also applicable.®* Although it found
portions of the contract subject to the safe harbors, the court held that the debtor’s
obligations relating to the servicing of mortgage loans under the contract were
severable.®® Because the servicing contract was neither a repurchase agreement nor a
securities contract, it was not subject to Sections 555 or 559, and therefore the court held

that this part of the contract was not subject to the safe harbors, and Calyon could not

6655 Calyon N.Y. Branch v. American Home Mortgage Corp. (In re American Home Mortgage, Inc.), 379 B.R. 503
(D. Del. 2008).

6656 Jd. at 509.

6657 Id. at 517-18.

6658 Jd. at 518-19.

6659 Jd. at 521.

1788



enforce its rights relating to the servicing of the mortgage loans triggered by a condition
of the kind specified in Section 365(e)(1).66¢

A plausible reading of American Home Mortgage would be that if a contract is not
severable and involves transactions or agreements that do not qualify for safe-harbor
protection, then the entire agreement falls outside of the safe-harbor provisions.
American Home Mortgage, however, first determined the subject contract was a
repurchase agreement entitled to safe-harbor protection and then determined whether
it could sever the protected portions of the contract from the part of the contract that
was not safe-harbored.

Applying American Home Mortgage’s rationale to this case, a court may first
determine whether the September Guaranty overall qualifies for safe-harbor protection
and then determine whether any portions of the September Guaranty could be severed
and excluded from safe-harbor protection. Alternatively, a court may interpret Section
546’s ”in connection with” language more broadly, departing from American Home
Mortgage, and hold that severable portions of a contract are still “in connection with”
the Protected Contracts and entitled to protection. Still another possibility exists: a
court may determine that, to the extent the September Guaranty is entitled to safe-

harbor protection, it is entitled to protection only to the extent it guarantees Protected

6660 Jd. at 523.
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Contract obligations, or to the extent JPMorgan liquidated collateral pursuant to
Protected Contract exposure.

In any event, there is evidence to support a finding that JPMorgan liquidated
collateral only pursuant to clearance and settlement obligations, derivative obligations,
and repurchase transactions — all Protected Contracts.®¢! Thus, even if a court were to
limit the scope of the “in connection with” language, it appears that JPMorgan’s post-
petition collateral liquidations were all entitled to safe-harbor protection absent a
conclusion that because September Guaranty is avoided, all of the collateral transfers
may be avoided as well.

The Examiner has identified four categories of obligations incurred by LBHI
pursuant to the September Guaranty that are not subject to the protection of the safe-
harbor provisions of the Bankruptcy Code.

First, there is a $95.6 million loan to LB] that was originally made on an
unsecured basis.®®> In March 2008, JPMorgan requested that LBHI pledge $60 million as
security for this loan.® Under the September Agreements, LBHI guaranteed this debt.
As a result, this loan, which was originally partially unsecured, became fully secured on
account of the September Agreements. The Examiner has not found any basis to assert

that this loan would be protected from avoidance by any of the safe-harbor exemptions.

6661 JPMorgan, Exposure, Collateral and Setoff Summary (Oct. 27, 2009) [LBEX-JPMC 000199].
6662 [,
6663 JPMorgan, Lehman Brothers Exposure Overview (Sept. 2008), at p. 3 [[PM-EXAMINER00005966].
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There also is no evidence indicating that JPMorgan has liquidated LBHI's prior $60
million pledge, or applied any of the $8.6 billion in cash collateral to repay this loan.
Based upon American Home Mortgage, a colorable claim exists that the transfer of
collateral totaling at least $35.6 million to secure the LB] loan should be returned to the
LBHI estate.o664

Second, there is a $2 billion line of credit that JPMorgan extended to LBIE that
was unsecured prior to the September Agreements, but became secured thereafter.5¢
The Examiner has uncovered no evidence of any outstanding obligations on this $2
billion line of credit owed as of the Petition Date,%% nor has JPMorgan asserted any
claims in its Proofs of Claim against this line. In addition, there is no evidence that
JPMorgan applied any of the $8.6 billion of collateral to repay obligations owing under
this line between September 9 and 15. Thus, there are no collateral transfers made
pursuant to the September Agreements that apply to this line of credit.

Third, JPMorgan has asserted a secured claim totaling $295,885,149 as to certain
fees and expenses.® There is no clear basis on which JPMorgan can assert that the

safe-harbor provisions would apply to these fees and expenses. For example, one such

6664 Tf the guaranty resolution is upheld, then the transfer of additional collateral to JPMorgan to secure
the LBJ loan would be a transfer made on account of an antecedent debt (the guaranty resolution) and
avoidable as preferential under 11 U.S.C. § 547(b).

6665 Id. at p. 6 [JPM-EXAMINER 00005971].

6666 See E-mail from Kelly Mathieson, JPMorgan, to Jeff Hack, JPMorgan, et al. (Sept. 15, 2008) [JPM-2004
0069403] (“there is $0 credit in use with LBIE”).

6667 JPMorgan, Exposure, Collateral and Setoff Summary (Oct. 27, 2009), at p. 1 [LBEX-JPMC 000199].
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fee, an operational overdraft fee of $23,500,000 in connection with a payment to a law
firm, does not appear to be connected to any Protected Contract pursuant to the safe-
harbor provisions of the Bankruptcy Code.®s8 Other listed expenses, however, may be
subject to safe-harbor provisions. One is a claim of $54,041,439 for “Repo
Agreement/Securities Lending Closeout Amounts.”®® This amount may arguably be
protected by the safe-harbor provisions as being in connection with the Protected
Contracts of repurchase contracts and/or securities contracts. Thus, while some of these
fees and expenses may be subject to the safe-harbor provisions, and therefore
unavoidable, it appears that others may not be protected and therefore colorable claims
exist to avoid the collateral transfers made to secure these fees and expenses.

Finally, JPMorgan has asserted contingent claims relating to (1) LCPI
participation obligations in the amount of $687.8 million; (2) Aurora Bank FSB letters of
credit in the amount of $587.3 million; (3) Lehman Brothers Bankhaus AG in the amount
of $209.3 million;*” and (4) Woodlands Commercial Bank (f/k/a/ Lehman Brothers
Commercial Bank) in the amount of $261.3 million.®”" The Examiner has not attempted

to estimate the value of these claims. To the extent that the claims are estimated as

6668 [,
6669?i

6670 Id. This entity is a subsidiary covered by the guaranty resolution. Unanimous Written Consent of the
Executive Committee of the Board of Directors of Lehman Brothers Holding Inc. (June 9, 2005) [LBEX-AM
003415].

6671 Jd. at p. 10. This entity is a subsidiary covered by the guaranty resolution. Unanimous Written

Consent of the Executive Committee of the Board of Directors of Lehman Brothers Holding Inc. (June 9,
2005) [LBEX-AM 003415].
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having a positive value, the Examiner is not aware of facts to support a finding that
these claims are subject to Section 546’s safe-harbor provisions and any collateral
pledged on account of these claims may be subject to avoidance.

To the extent that the collateral remaining in JPMorgan’s hands is not sufficient
to allow for the full return of the transfers made to secure non-Protected Contracts, a
colorable basis exists to find that JPMorgan should not be permitted to “cherry pick”
obligations in which to liquidate collateral to ensure safe-harbor protection. American
Home Mortgage supports the conclusion that a court should assume that collateral
transfers to JPMorgan were first posted to secure non-Protected Contracts and avoid
those dollars first for the benefit of the estate.®2 In other contexts, courts assume, for
example, that a payment to a creditor with a partially secured claim is first applied to
the unsecured obligation to allow the trustee to avoid the transfer as a preference.%”
While this analogy is not perfect, it supports a finding that, based, upon American Home
Mortgage, of the $6.9 billion in cash still held by JPMorgan, JPMorgan must first return
cash equal to the amounts owed on account of non-Protected Contracts before applying

any of the funds to reduce obligations owed on account of Protected Contracts.

6672 See id.

6673 Covey v. Comm’l Nat'l Bank of Peoria, 960 F.2d 657, 662-63 (7th Cir. 1992) (interests of creditors dominate
in determining whether a creditor may apply payments to avoid liability under Section 548); see also
Drabkin v. A.L Credit Corp., 800 F.2d 1153, 1157 (D.C. Cir. 1986) (recognizing conclusive presumption that
an undersecured creditor first applies any transfer it receives from the debtor to the unsecured portion of
the debt); Deutsche Bank Securities, Inc. v. Kendall (In re Consilient, Inc.), No. C 05-2430 CW, 02-40383 NK,
2006 WL 335415, *3 (N.D. Cal. 2006) (same); Armstrong v. John Deere Co. (In re Gilbertson), 90 B.R. 1006,
1010 (Bankr. N.D. 1988) (same).
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(iii) Avoidability of the August Agreements and Transfers
in Connection With the August Agreements

The August Agreements consisted of (1) the August Amendment to the
Clearance Agreement, which expanded the reach of the Clearance Agreement by
adding LBHI, LBIE, LOTC and LBJ as parties and adding language that the liability of
the Lehman entities under the Clearance Agreement was several, not joint;*” (2) the
August Guaranty, under which LBHI guaranteed the Lehman parties” obligations under
the Clearance Agreement;*”> and (3) the August Security Agreement, which secured
LBHI's Guaranty, granting JPMorgan a security interest in a Cash Account, Securities
Account and certain related accounts.s7

a. Avoidability of the August Guaranty as a
Constructive Fraudulent Obligation

1. LBHI Incurred an Obligation Within the
Applicable Look-Back Periods When it
Executed the August Guaranty

As described above, in Section III.B.3.g.5.a.ii.a.1, execution of a guaranty is not
itself the incurrence of an obligation; rather, the obligation is incurred when the loan is
made to the primary obligor, thereby creating a contingent liability for the guarantor.®”
Here, the August Guaranty required LBHI to guarantee “all obligations and liabilities

(including without limitation the “Obligations” as defined in the Clearance Agreement)

6674 See Amendment to Clearance Agreement (Aug. 26, 2008), at p. 1 [JPM-2004 0005856].

6675 Guaranty (Aug. 26, 2008), at p. 1 [JPM-2004 0005879].

6676 Security Agreement (Aug. 26, 2008), at p. 2 [JPM-2004 0005867]. See Section III.A.5.b of this Report
for a comprehensive account of the August Agreements-.

6677 See Rubin, 661 F.2d at 990-91.
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of [the Lehman parties] to [[PMorgan] . . . pursuant to the Clearance Agreement.”%” As
of August 29, 2008, the Lehman parties (LBI, LCPI, LBIE, LOTC and LBJ) owed
obligations to JPMorgan. Thus, upon execution of the August Guaranty on August 29,
2008, LBHI had a contingent liability to repay JPMorgan if one of the Lehman parties to
the August Amendment to the Clearance Agreement could not repay JPMorgan.
2. There Is Evidence That LBHI Received Less
Than Reasonably Equivalent Value or Did Not

Receive Fair Consideration in Exchange for
Granting JPMorgan the August Guaranty

The Examiner has concluded that there is evidence to support a finding that
LBHI did not receive reasonably equivalent value or fair consideration in exchange for
incurring the additional obligations imposed upon it by the August Guaranty. Prior to
August 29, 2008, LBHI had not guaranteed the obligations of LBI to JPMorgan under the
Clearance Agreement.®” Under the August Agreements, LBHI guaranteed all of the
obligations that the Lehman parties owed to JPMorgan under the Clearance
Agreement.*® LBHI's liability was capped at the amount of cash and securities held by
JPMorgan in two pledged accounts.®* As LBHI had not guaranteed these obligations

V/awrs

previously, its gross exposure was adjusted “each day” “and for each such day shall be

equal to the dollar amount of cash and securities (based on the market value of such

6678 Guaranty (Aug. 26, 2008), at p. 1 [JPM-2004 0005879].

6679 Compare Amendment to Clearance Agreement (Aug. 26, 2008) [JPM-2004 0005856] with Clearance
Agreement (June 15, 2000) [JPM-2004 0031786].

6680 Guaranty (Aug. 26, 2008) at p.1-2 [JPM-2004 0005879].

6681 [
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securities as determined by the Bank in its reasonable discretion)” held in two accounts
that were subject to the Clearance Agreement and the related Security Agreement.

For the same reasons as set forth in Section III.B.3.g.5.a.ii.a.2 with respect to the
September Guaranty, the net increase in exposure to LBHI was theoretically zero under
the August Guaranty because of the potential overcollaterization of JPMorgan. This
preliminary conclusion is made taking into account the collateral pledged by the
subsidiaries, and assumes that the subsidiaries would not pay anything on account of
general unsecured deficiency claims held by JPMorgan after application of the
collateral.#2 This preliminary conclusion is also subject to the caveats and further
analysis discussed in Section III.B.3.g.5.a.ii.a.2 above regarding the net exposure under
the September Agreements.

After assessing LBHI's net exposure under the August Agreements, it is
necessary to determine what benefit LBHI received in exchange. This analysis mirrors
that set forth in SectionII.B.3.g.5.a.ii.a.2, above with respect to the September
Guaranty. Because the Examiner has determined that there is evidence to support a
finding of insolvency for some of LBHI's subsidiaries, any benefit provided to those
subsidiaries would not have resulted in a quantifiable increase in the subsidiary’s value
to LBHI. Whether or not reasonably equivalent value was exchanged will depend on

whether the time between August 29, 2008 and September 15, 2008 had, as of August

6682 See Section IIL.A.5.b of this Report for a discussion of the issue of overcollateralization
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29, 2008, any quantifiable value to LBHI. Moreover, as explained in Section
II1.B.3.g.5.a.ii.a.2 above, any benefit to LBHI could be discounted or eliminated entirely
if entry into the August Guaranty in any way accelerated Lehman’s demise.

3. Insolvency as of August 29, 2008

The Examiner concludes that there is insufficient evidence to support a finding of
insolvency on August 29, the date on which the August Guaranty was executed. 6%

4. Undercapitalization and Inability to Pay Debts
as They Come Due as of August 29, 2008

The Examiner concludes that there is sufficient evidence to support a finding of
undercapitalization of LBHI as of August 29, 2008, the date of the execution of the
August Guaranty.®$* Undercapitalization is relevant only to claims made to avoid the
August Guaranty under Section 548(a).56%

b. Defenses to Avoidability of the August Guaranty

As discussed in Section IIL.B.3.g.5.a.ii.b, which addresses the defenses to
avoidability of the September Guaranty, the two primary defenses at issue are good
faith pursuant to Section 548(c) and the safe-harbor provisions of Section 546 of the
Bankruptcy Code. The Examiner concludes that a colorable basis exists to avoid the
August Guaranty notwithstanding these defenses, although with respect to the good-

faith defense, because LBHI's troubled financial condition was less apparent on August

6683 See Section II1.B.3.b of this Report for a more detailed discussion of the solvency analysis of LBHI.
6684 See Section III.B.3.d for a more detailed discussion of the undercapitalization analysis of LBHL
6685 Compare 11 U.S.C. § 548(a), with McKinney's Debtor and Creditor Law section 274 (2010)
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29 than it was on September 10, JPMorgan’s claim of good faith is stronger. See Section
III.B.3.g.5.a.ii.b.1 above for a full discussion of this defense.

As discussed in Section I1I.B.3.g.5.a.ii.b.2, the Examiner has concluded that there
is a colorable basis to find that the August Guaranty is not protected by the safe-harbor
provisions.

c. Avoidability of Transfers of Collateral in
Connection With the August Guaranty

Because the August Guaranty is limited to the value of the pledged collateral and
this cap changed to match the value of the pledged collateral held in two accounts,
avoidance of the August Guaranty would not benefit the LBHI estate by eliminating a
potential unsecured claim.®* Further, LBHI did not pledge any additional collateral in
connection with the August Agreements.®¥ However, because the September
Agreements did not replace the August Agreements, JPMorgan may claim that the
August Security Agreement and Guaranty also serve as a basis to retain the $8.6 billion

in collateral transferred between September 9 and September 12, 2008.

6686 Guaranty (Aug. 26, 2008) at p.2 [JPM-2004 0005879]. The Guaranty provided that: “The Guarantor’s
maximum liability under this Guaranty shall adjust each day and for each such day shall be equal to the
dollar amount of cash and securities (based on the market value of such securities as determined by the
Bank in its reasonable discretion) (i) held on such day in the accounts of the guarantor subject to the
Clearance Agreement and the Security Agreement and (ii) that the Bank has notified the Guarantor to be
delivered to the Bank on such day in support of the Guaranty.” Id. at p. 2.

6687 See Appendix 18, Lehman’s Collateral at JPMorgan. But see Section III.LA.5.b. noting that LBHI
transferred cash collateral to JPMorgan on September 9, 2008 before the execution of the September
Security Agreement.
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The August Security Agreement only granted JPMorgan a lien upon a Securities
Account, a Cash Account and certain related accounts.® Of the $8.6 billion in collateral
transferred to JPMorgan from LBHI, cash totaling $6.9 billion was transferred to the
Cash Account in which JPMorgan would have had a lien pursuant to the August
Security Agreement and Guaranty.®* Following the receipt of this $6.9 billion in cash,
the cash was moved to other accounts and as of the Petition Date, there was a zero
balance in the Cash Account.®® If the $6.9 billion was moved from the Cash Account by
JPMorgan and not at LBHI's direction, then under the definition of “Accounts” found in
the August Security Agreement, JPMorgan may have lost its lien on the $6.9 billion.
Some evidence exists that JPMorgan controlled the movement of cash from the Cash
Account.®' In addition, JPMorgan witnesses stated that the September 9 collateral

requests were based primarily on its investment bank exposure, not in connection with

6688 Security Agreement, (Aug. 26, 2009), at p.1-2 [JPM-2004 00058567]. The “Accounts” against which

JPMorgan had a lien under the August Security Agreement are defined as:
(i) the securities account of [LBHI] at [JPMorgan] known as LCE or any subaccount or
replacement accounts thereto (the “Securities Account”), (ii) DDA# 066-141-605 (the “Cash
Account”) and (iii) any other account at [JPMorgan] to which [LBHI] transfers (A) cash from the
Cash Account, (B) any interest, dividends, cash, instruments and other property from time to
time received, receivable (including without limitation sales proceeds) or otherwise distributed in
respect of or in exchange for any or all of the cash or securities in the Securities Account or the

Cash Account or (C) any cash or securities from the Securities Account or the Cash Account
during such time as [LBHI] or an Other Obligor has an outstanding obligation or liability to
[JPMorgan] under the Guaranty or the Clearance Agreement.
Id. atp. 1.
6689 See LBHI Account Statement (Sept. 30, 2008) JPM-EXAMINERO00006270-72]; see also Security
Agreement (August 26, 2008) [JPM-2004 0005867].
669 JPMorgan, Account Statement for Acct. No. XXX-605 (Aug. 30, 2008-Sept. 30, 2008), at pp. 2-4 [JPM-
Examiner00006269].
6091 Memorandum of Teleconference between Harold Novikoff, Wachtell, Lipton, Rosen & Katz, et al. and
Jerome Epstein, Jenner & Block, et al.(Nov. 19, 2009) at p. 4.
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the Clearance Agreement.®®? Because the stated basis for requesting a significant
portion of the $6.9 billion was not to secure obligations arising under the Clearance
Agreement and also because the definition of “Accounts” would appear to exclude
these funds once they were moved by JPMorgan out of the Cash Account, the August
Security Agreement would not appear to create a basis to retain these funds as they
were not in accounts covered by the August Security Agreement on LBHI's petition
date. In addition, there is evidence that the remaining $1.7 billion, consisting of money
market funds, was transferred to accounts in which JPMorgan would not have a lien
pursuant to the August Security Agreement.®® Thus, even if the September Guaranty is
avoided and the August Guaranty is not, there is a colorable basis to assert that the
August Security Agreement does not cover the $8.6 billion in cash transfers. There also
is a colorable basis to claim that based upon the language limiting LBHI's liability under
the August Guaranty to the collateral held in the Securities Account and Cash Account
as adjusted on a daily basis that there is no claim arising under the August Guaranty to
collect from the $8.6 billion because this money was not held in the Cash Account or

Securities Account as of LBHI's September 15 bankruptcy filing.¢

6692 See Section III.A.5.b.(1).(h) of this Report, which discusses the basis for the Sept. 9 collateral call.

6695 See JPMorgan, Accounts Holding LBHC Collateral Pledged to JPM [JPM-2004 0083539]; see also
Security Agreement (August 26, 2008) [JPM-2004 0005867].

669 The same analysis for avoiding the September collateral transfers applies to those transfers if they are
considered as having been made under the August Security Agreement. See Section II1.B.3.g.5.a.ii.c.
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(iv) Avoidability of the August and the September Security
Agreements And Collateral Transfers Pursuant to
Section 548(a)(1)(A)

There is evidence to support a finding that some of the badges of fraud necessary
to prove the requisite intent to state a claim under Section 548(a)(1) exist. Therefore, the
Examiner concludes that there is a colorable claim to avoid the August and September
Guaranties and the $8.6 billion of collateral transfers made pursuant to the September
Guaranty as actual fraudulent obligations and transfers.®®> The Examiner, however,
also notes that when these badges of fraud are viewed against the backdrop of events
overtaking LBHI and in connection with its conduct in dealing with its creditors during
this time-period, it is likely that the trier of fact may also conclude that LBHI did not
have the requisite intent to hinder, delay or defraud its other creditors when it agreed to
grant JPMorgan a guaranty under either the August or September Guaranties or when
it transferred $8.6 billion of cash collateral to JPMorgan.

Under Section 548(a)(1)(A), any transfer of an interest of the debtor in property
or the incurrence of an obligation that occurs within two years of the debtor’s

bankruptcy filing is subject to avoidance if the debtor made the transfer with an “actual

669 If successful, a claim made under Section 548(a)(1)(A) is not protected by the safe-harbor provisions of
Section 546(e), (f), (g) or (j). There is no comparable exclusion for actual fraudulent transfer claims made
under 11 U.S.C. § 544 and state law and thus the Examiner’s Report focuses only upon a claim based
upon Section 548(a)(1).
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intent to hinder, delay or defraud any entity to which the debtor was or became
indebted, on or after such transfer was made or such obligation was incurred.”¢

As set forth in connection with the Examiner’s analysis of the constructive
fraudulent transfer claims, LBHI incurred obligations and made transfers within the
applicable look-back period. The only issue is whether LBHI did so with the requisite
intent. Courts consider whether a debtor incurred an obligation or made a transfer with
an actual intent to hinder, delay or defraud its creditors generally by looking to whether
certain “badges of fraud” are present.®” The intent that matters here is the intent of
LBHI.%* Because intent is rarely susceptible to direct proof, the courts have developed
what are known as the “badges of fraud” to assess whether a debtor has the requisite
intent. The badges of fraud include, but are not limited to: (1) the transfer of property
by a debtor during the pendency of a suit; (2) a transfer of property that renders the
debtor insolvent or greatly reduces its estate; (3) a series of contemporaneous
transactions that strip the debtor of all property available for execution; (4) secret or
hurried transactions not in the usual mode of doing business; (5) any transaction
conducted in a manner differing from customary methods; (6) a transaction whereby

the debtor retains benefits over the transferred property; (7) little or no consideration in

6% 11 U.S.C. § 548(a)(1)(A).

6697 See Appendix 1, Legal Issues, at Section IV.A.1, which discusses of the legal elements of an actual
fraudulent transfer claim in greater detail.

6698 See Rubin Bros. Footwear, Inc. v. Chem. Bank (In re Rubin Bros. Footwear, Inc.), 119 B.R. 416, 423 (S.D.N.Y.
1990) (“For purposes of 11 U.S.C. § 548(a)(1), plaintiff must show fraudulent intent on the part of the
transferor, rather than on the part of the transferee.”) (citations omitted).
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return for the transfer; or (8) a transfer of property between family members or related
entities.®® A plaintiff is not required to prove all of the badges of fraud, but once the
plaintiff establishes a confluence of several badges of fraud, the trustee is entitled to a
presumption of fraudulent intent, shifting the burden to the obligee or transferee to
prove some “legitimate supervening purpose” for the transfers and incurrences of
obligations at issue.s7

The intent that is relevant is that of the debtor, not the recipient of the fraudulent
transfer.#®! JPMorgan’s intent is irrelevant unless it can be shown that JPMorgan so
dominated or controlled LBHI so as to make its intent, LBHI's intent.¢®2 The doctrine of
imputed intent is generally reserved for circumstances where: (1) the person or entity
exercising control over the disposition of the debtor’s property stands in a position to
do so by reason of a relationship of ownership, executive office or other insider role; (2)
the controlling person, standing in the position of either principal or agent on either
side of the transaction, may be presumed to act with actual or apparent authority to
effectuate the disposition of the relevant property from the debtor on behalf of and for

the benefit of the transferee; (3) the controlling person is considered to stand in a

6699 Salomon v. Kaiser (In re Kaiser), 722 F.2d 1574, 1582-83 (2d Cir. 1983) (identifying badges of fraud under
11 U.S.C. S 548) (citing In re May, 12 B.R. 618, 627 (N.D. Fla. 1980)); Wall St. Assocs. v. Brodsky, 684 N.Y.S.2d
244, 248 (N.Y. App. Div. 1999) (identifying badges of fraud under N.Y. D.C.L. § 276).

6700 Acequia, Inc. v. Clinton (In re Acequia, Inc.), 34 F.3d 800, 806 (9th Cir. 1994); accord Tavenner v. Smoot, 257
F.3d 401, 408 (4th Cir. 2001); Kelly v. Armstrong, 141 F.3d 799, 802 (8th Cir. 1998).

6701 Rybin Bros. Footwear, 119 B.R. at 423.

6702 In re Roco Corp., 701 F.2d 978, 984 (1st Cir. 1983); In re James River Coal Co., 360 B.R. 139, 161 (Bankr.
E.D. Va. Feb. 8, 2007) (collecting cases); Armstrong v. United Bank of Bismark (In re Bob’s Sea Ray Boats, Inc.),
144 B.R. 451, 459 (Bankr. D.N.D. 1992).
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tiduciary capacity or hold a position of trust in the transferor entity; (4) imputation is
necessary in order to recognize and discourage the misuse of the corporate form by
means of transferring property between affiliated entities.”®> While JPMorgan may
have been in a superior bargaining position, cases indicate that such control is not
sufficient to impute intent.#* Thus, there does not appear to be evidence to support a
colorable basis for its application in this case. Therefore, only LBHI's intent should be
considered in assessing whether a colorable claim exists to avoid the August and
September Guaranties and the collateral transfers as actual fraudulent transfers and
obligations exists.

As for LBHI's intent, the following badges of fraud are present: (1) LBHI did not
incur the obligation or make the transfers during the pendency of one lawsuit, but it did
so during the pendency of a market free-fall that was directly impacting LBHI's value.
This free-fall was more pronounced at the time of the execution of the September
Guaranty and the transfers of collateral in connection with the September Guaranty. (2)
There is evidence to support a finding of insolvency of LBHI at the time of the execution
of the September Guaranty. (3) There is evidence to support a finding that little or no
value was given to LBHI in exchange for incurring the guaranty obligations or making

the collateral transfers (this analysis mirrors the question of what value LBHI received

6703 Jackson, 263 B.R. at 447-48.

6704 Andrew Velez Constr., Inc. v. Consol. Edison Co. of N.Y. (In re Andrew Velez Constr., Inc.), 373 B.R. 262, 269
(Bankr. S.D.N.Y. 2007).
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in exchange for guaranteeing its subsidiaries’ debts, see Section IIL.B.3.g.5.a.ii.a.2,
above). (4) The negotiations that resulted in the incurrence of the obligations and the
requests for collateral on September 9, 2008 were hurried transactions, executed
overnight on a very rushed basis without key Lehman officers reviewing the September
Agreements or understanding their scope before they were signed.”” By way of
contrast, the August Guaranty was negotiated over a period of more than a week,
between August 18, 2008, when Doctoroff e-mailed a draft,* and August 29, 2008
when the August Agreements were executed.””” Thus, this badge of fraud is likely not
present with respect to the August Guaranty. (5) The transfers of $8.6 billion of cash
collateral were significant to Lehman’s overall liquidity and were done in a manner
designed to create the public impression that the cash pledged still counted as part of
Lehman’s liquidity pool.#® Although it is an issue for the trier of fact to determine
whether these badges of fraud are sufficient to shift the burden to JPMorgan to justify
the transfers and the incurrence of the obligation, a colorable basis exists to find that

they could shift the burden to JPMorgan. The analysis of the common law claims set

6705 See Section III.A.5.b. for a discussion of the hurried nature of the transactions.
6706 E-mail from Mark G. Doctoroff, JPMorgan, to Daniel J. Fleming, Lehman (Aug. 18, 2008) [LBEX-
DOCID 451527].

6707 See, e.g., id.; e-mail from Daniel J. Fleming, Lehman, to Mark G. Doctoroff, JPMorgan (Aug. 21, 2008)
[LBEX-DOCID 310528]; e-mail from Jeffrey Aronson, JPMorgan, to Paul W. Hespel, Goodwin Procter, et
al. (Aug. 25, 2008) [JPM-2004 0003466]; e-mail from Nikki G. Appel, to Paul W. Hespel, Goodwin Procter,
et al. (Aug. 28, 2008) [JPM-2004 0004408]. See Section III.A.5.b of this Report, which discusses the August
Agreement negotiations in greater detail.

6708 E-mail from Mark G. Doctoroff, JPMorgan, to Jane Buyers-Russo, JPMorgan, et al. (Sept. 9, 2008) [JPM-
2004 0032520].
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forth in Section III.A.5.b includes arguments that JPMorgan may employ to justify the
transfers.

The Examiner notes that these badges of fraud must be viewed in the context of
what was happening in the market and in light of the fact that LBHI granted similar
guaranties and made similar collateral pledges in favor of other creditors of its
subsidiaries as LBHI and the other Lehman entities slipped into bankruptcy. A
reasonable inference could be drawn from this conduct that LBHI did not agree to all of
these additional obligations or collateral pledges to hinder, delay or defraud its other
creditors, i.e., it was not making a transfer to one friendly creditor to avoid paying
others or to protect its assets for later use, but rather was attempting to quell creditor
concerns by granting parent guaranties and pledging collateral where necessary based
upon its perception that failing to do so might cause the credit flowing to Lehman to
dry up and its business to fail. Nonetheless, because the question of intent is fact
intensive, and there exists evidence to support some of the badges of fraud, the
Examiner concludes that a colorable claim exists, although that claim is subject to
substantial contrary evidence and inferences drawn from the evidence.

(v) Avoidability of the Transfers of Collateral in

Connection with the September Guaranty Pursuant to
Section 547(b) of the Bankruptcy Code

The Examiner concludes that there is not sufficient evidence to support a

colorable claim to avoid the transfers of collateral from LBHI to JPMorgan on or after
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September 9 that secured obligations that LBHI had previously guaranteed on an
unsecured basis as avoidable preferences. Specifically, prior to the execution of the
September Guaranty, LBHI had guaranteed, on an unsecured basis, JPMorgan
derivatives claims totaling approximately $3.08 billion as of September 9. Thus, the
pledge of collateral under the September Agreements was: (1) a transfer to or for the
benefit of JPMorgan; (2) for or on account of an antecedent debt owed by LBHI before
such transfer was made; (3) made while LBHI was insolvent;¥! (4) made on or within
90 days of the date of the filing of LBHI's bankruptcy petition; and (5) enabled
JPMorgan to receive more than it would have received if the case were under Chapter 7
of this title, the transfers had not been made and JPMorgan received payment of such
debt to the extent provided by the provisions of this title."”!t Transfers generally made

in connection with derivatives contracts, however, are Protected Contracts, and thus

6709 See ISDA Master Agreement between JPMCB and LBCC (Nov. 15, 1993), at p. 25 [JPM-2004 0000368]
(providing a guaranty by LBHI); ISDA Master Agreement between JPMM and LBIE (Aug. 26, 1997), at p.
14 [JPM-2004 0086169] (providing a guaranty by LBHI); ISDA Master Agreement between JPMCB and
LBFSA (Nov. 15, 1993), at p. 24 [JPM-2004 000850] (providing a guaranty by LBHI); Amendment to the
ISDA Master Agreement between JPMM and LBFSA (July 11, 2008), at p. 35 [JPM-2004 0086103]

(providing guaranty by LBHI); ISDA Master Agreement between JPMCB and LBSF (Dec. 20, 1995), at p.
22 [JPM-2004 0000345] (providing guaranty by LBHI); ISDA Master Agreement between JPMBD and
LBIE (Feb. 23, 1998), at p. 21 [JPM-2004 0086072]; Guarantee of LBHI for ISDA Master
Agreement between WMB and LBSF (May 28, 1998) [LBEX-JPM 0000210]; Guarantee of LBHI for ISDA
Master Agreement between JPMM and LBSF (June 7, 2002) [LBEX-JPM 0000212]; see also JPMorgan,
Exposure, Collateral and Setoff Summary (Oct. 27, 2009) [LBEX-JPMC 000199].

6710 The Examiner has concluded that there is evidence to support a finding that LBHI was insolvent as of

September 2, 2009. For the complete analysis of LBHI's solvency, see Section III.B.3.b of this Report. For
purposes of a Section 547(b) claim insolvency is presumed. 11 U.S.C. § 547(f).

6711 See 11 U.S.C. § 547(b). See Appendix 1, Legal Issues, at Section IV.D of this Report, which discusses
Section 547(b) in greater detail.
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there is not a colorable claim to avoid the transfer of collateral to secure these
previously unsecured obligations of LBHL.¢7'2

To the extent that LBHI's June 9, 2005 guaranty of certain subsidiaries’ debts
through its corporate resolution is enforceable by JPMorgan against LBHI, then that
portion of the transfer of the $8.6 billion that secured obligations owed to subsidiaries
covered by the resolution guaranty would be: (1) a transfer to or for the benefit of
JPMorgan; (2) for or on account of an antecedent debt owed by LBHI before such
transfer was made; (3) made while LBHI was insolvent; (4) made on or within 90 days
of the date of the filing of LBHI's bankruptcy petition; and (5) enabled JPMorgan to
receive more than it would have received if the case were under Chapter 7 of this title,
the transfers had not been made and JPMorgan received payment of such debt to the
extent provided by the provisions of this title. Based upon JPMorgan’s Proofs of Claim,
there appear to be at least three claims implicated by this analysis: (1) the LBJ of $95.6
million;’®® (2) the Lehman Brothers Bankhaus AG contingent claim of $209.3 million;
and (3) the Woodlands Commercial Bank (f/k/a Lehman Brothers Commercial Bank)
contingent claim in the amount of $261.3 million. In addition, some of the $391,490,210

in fees and expenses may be implicated as well; however, the JPMorgan Proofs of Claim

6712 See 11 U.S.C. § 546(e).
6713 The transfer subject to avoidance would be limited to $35 million as LBHI had posted approximately
$60 million to secure this debt outside of the preference period and thus, LBHI's transfer of additional

collateral in September, 2008 only secured $35.6 million of this debt. See JPMorgan, Lehman Brothers
Exposure Overview (Sept. 2008), at p. 3 [[PM-EXAMINER00005966].
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are not clear in all respects as to which subsidiary owes these fees. Because there is no
evidence to suggest that any of these obligations fall under the safe harbors, they are not
barred from avoidance and there is evidence to support a colorable preference claim.

In addition, the Examiner concludes that there are colorable claims to avoid as
preferential the collateral transfers made on account of Non-Protected Contracts. Much
of the $8.6 billion in cash transfers took place following the execution of the September
Agreements, and thus, there is a colorable basis to claim that the post-execution
collateral transfers secured an antecedent debt owed by LBHI arising under the
September Guaranty. JPMorgan’s counsel has asserted that the cap on liability
contained in the September Guaranty defeats a preference claim because any transfer of
collateral would not be on account of an antecedent debt. The September Guaranty,
however, provided that LBHI's “maximum liability under this Guaranty shall be
THREE 