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5. Potential Claims Against Lehman’s Secured Lenders
a) Introduction and Executive Summary

Pursuant to the eighth bullet of paragraph 2 of the Examiner Order, this Section
of the Report examines transactions and transfers among the debtors and pre-Chapter
11 third-party lenders. 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 the Report.
This Section of the Report covers potential common law claims against Lehman’s
lenders. Section IIL.B covers potential avoidance and preference actions.

Throughout 2008, and up to the date that Lehman filed for bankruptcy,
Lehman’s clearing banks demanded collateral to secure risks they assumed in
connection with clearing and settling Lehman’s triparty and currency trades, and other
extensions of credit. This Section of the Report examines the circumstances
surrounding Lehman’s provision of approximately $15 to $21 billion in collateral (both
in cash and securities) to its clearing banks, and Lehman’s simultaneous inclusion of
those funds in its reported liquidity pool.

As set forth in more detail below, the importance of liquidity to investment bank
holding companies cannot be overstated. Broker-dealers are dependent on short-term
financing to fund their daily operations, and a robust liquidity pool is critical to a

broker-dealer’s access to such financing. The Examiner has found that the size of
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Lehman’s liquidity pool provided comfort to market participants and observers,
including rating agencies. = The size of Lehman’s liquidity pool encouraged
counterparties to continue providing essential short-term financing and intraday credit
to Lehman. In addition, the size of Lehman’s liquidity pool provided assurance to
investors that if certain sources of short-term financing were to disappear, Lehman
could still survive.

Critically, the collateral posted by Lehman with its various clearing banks was
initially structured in a manner that enabled Lehman to claim the collateral as
nominally lien-free (at least overnight), and continue to count it in its reported liquidity
pool. However, by September 2008, much of Lehman’s reported liquidity was locked
up with its clearing banks, and yet this fact remained undisclosed to the market prior to
Lehman’s bankruptcy.

What follows is a review of the demands for added credit protection by
JPMorgan, Citi, HSBC, Bank of America, Bank of New York Mellon and Standard Bank,
followed by a brief synopsis of the Examiner’s legal conclusions. The Examiner
concludes that there may be a colorable claim against one clearing bank — JPMorgan —
arising from these collateral demands in 2008. Then, this Section discusses Lehman’s

public statements about its liquidity pool.
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(1) JPMorgan

JPMorgan acted as LBI's principal clearing bank pursuant to a Clearance
Agreement between JPMorgan and LBI. The most significant component of JPMorgan’s
clearing services was “triparty repo” clearing. Although triparty-repo investors
typically required a broker-dealer such as LBI to post “margin” (that is, additional
collateral) overnight to account for investor risk, before 2008, JPMorgan did not retain
that margin intraday.

In February 2008, JPMorgan informed Lehman that JPMorgan would begin
retaining the same margin intraday that triparty investors required overnight. This
change — JPMorgan’s retention of “triparty-investor margin” — was implemented
gradually in 20 percent increments over the course of approximately five months.

JPMorgan also determined that its risk vis-a-vis broker-dealers such as LBI was
greater than the risk faced by overnight investors. JPMorgan therefore instituted an
additional margin requirement, which it called “risk-based margin,” and incrementally
imposed that margin on broker-dealers as well. Lehman initially responded to
JPMorgan’s risk-based margin requirement by posting approximately $5 billion in
securities in June 2008. Lehman continued to post additional collateral at JPMorgan
throughout the summer in response to JPMorgan’s margin requirements.

In August 2008, JPMorgan raised concerns about collateral that Lehman had

posted. In particular, Lehman had posted illiquid and difficult-to-price CDOs that
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Lehman had self-priced. JPMorgan was also concerned because LCPI (not LBI or its
holding company) had posted collateral to cover JPMorgan’s risk-based margin.
Lehman transferred much of this collateral from LCPI to LBHI in early August to
alleviate JPMorgan’s concern.

At the end of August, after significant negotiation, Lehman and JPMorgan
entered into three agreements: an Amendment to the Clearance Agreement, a Guaranty
and a Security Agreement. The Amendment to the Clearance Agreement added
additional Lehman parties to the Clearance Agreement. Under the Guaranty, LBHI
guaranteed the Lehman parties’ obligations under the Clearance Agreement. The
Security Agreement secured LBHI's Guaranty, granting JPMorgan a security interest in
a Cash Account, Securities Account and certain related accounts. The Security
Agreement also provided for an “Overnight Account” into which LBHI could transfer
cash or securities overnight if no obligations remained outstanding under the Clearance
Agreement at the end of the day. Those assets, however, generally had to be returned
to Lehman’s liened accounts by morning in order for JPMorgan to continue clearance
operations. Lehman understood the August Agreements as documenting existing
practice, not fundamentally altering its relationship with JPMorgan.

By late August and early September, Lehman’s deteriorating financial condition
became increasingly apparent. On September 4, 2008, Lehman and JPMorgan

executives met to discuss Lehman’s third quarter earnings and survival strategies.
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JPMorgan emerged concerned with Lehman’s plans. JPMorgan also reviewed a draft of
Lehman’s planned presentation to rating agencies, and JPMorgan expressed concerns
about that presentation as well. The following day (September 5), JPMorgan’s
Investment Bank Risk Committee met to discuss the Investment Bank’s exposures to
various broker-dealers, and expressed particular concerns about Lehman. Then, on
September 9, 2008, reports surfaced that acquisition talks between Lehman and KDB
had fallen through, and Lehman’s stock plummeted. In response, Lehman decided to
preannounce its third quarter earnings the following morning, September 10. Also on
September 9, JPMorgan requested $5 billion of additional collateral to cover all of
JPMorgan’s exposures to Lehman, not limited to triparty-repo clearing exposure.
Lehman agreed to post $3 billion immediately, and posted the $3 billion in cash and
money market funds by the next day.

JPMorgan further determined that it wanted a new “master-master” agreement
with Lehman to cover its entire relationship across all Lehman liabilities and entities.
For the collateral that JPMorgan requested on September 9 to cover all of JPMorgan’s
exposures to all Lehman entities, new documentation had to be executed. JPMorgan
insisted that an Amendment to the Clearance Agreement, Security Agreement and
Guaranty be in place before Lehman’s earnings call the next morning. The evidence
does not suggest, however, that JPMorgan threatened to cease clearing for Lehman if

the agreements were not executed by then.
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JPMorgan’s and Lehman’s legal teams negotiated the documents through the
night. Lehman’s attorneys received virtually no input from Lehman’s senior financial
officers or other business personnel, who were immersed in preparations for the
upcoming earnings call. Indeed, neither Lehman’s Treasurer nor its Chief Financial
Officer reviewed the terms of the agreements or even a summary of the key terms
before the agreements were signed.

These agreements significantly extended JPMorgan’s rights to request and retain
collateral by expanding the Lehman accounts over which JPMorgan had a lien and the
obligations that its lien secured. The September Security Agreement and Guaranty also
required three-days’ written notice for LBHI to attempt to retrieve any of its collateral.

On September 11, JPMorgan executives met to discuss significant valuation
problems with securities that Lehman had posted as collateral over the summer.
JPMorgan concluded that the collateral was not worth nearly what Lehman had
claimed it was worth, and decided to request an additional $5 billion in cash collateral
from Lehman that day. The request was communicated in an executive-level phone
call, and Lehman posted $5 billion in cash to JPMorgan by the afternoon of Friday,
September 12. Around the same time, JPMorgan learned that a security known as
Fenway, which Lehman had posted to JPMorgan at a stated value of $3 billion, was
actually asset-backed commercial paper credit-enhanced by Lehman (that is, it was

Lehman, rather than a third party, that effectively guaranteed principal and interest
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payments). JPMorgan concluded that Fenway was worth practically nothing as
collateral.

Notwithstanding JPMorgan’s concerns with the quantity and quality of collateral
posted by Lehman, Lehman believed that JPMorgan was overcollateralized. There is no
evidence, however, that Lehman requested in writing the return of the billions of
dollars of collateral it had posted in September. Lehman did informally request the
return of at least some of its collateral, and JPMorgan returned some securities to
Lehman on September 12. JPMorgan did not, however, release any of the cash
collateral that Lehman had posted in response to the September 9 and September 11
requests.

The Examiner has analyzed a number of potential common law claims against
JPMorgan in connection with the September Agreements and collateral demands. The
Examiner concludes:

e The evidence does not support the existence of a colorable claim against

JPMorgan for economic duress principally because the Examiner has found
no evidence of an express unlawful threat by JPMorgan.

e The evidence does not support the existence of a colorable claim that the
September Agreements are invalid for lack of co