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The Coftton Kings

— 1844 - Henry Lehman, an immigrant from Germany opene
' abama.

d by brothers Emanuel and Mayer -t
Brothers.

piton merchants.

the office near to Wall Street financial
opd their office.

sdin Civil War.

dlished the New York Cotfton Exchange.

'dthers became members of the New York Stock




In 1850, Mayer Lehman
joined his brother Henry in
Montgomery, Alabama, to

become a partnerin




The Second Generation

— Focused on the investment banking industry.
------ orporation is created - a closed-end i

came major players in financial deriv
in the final decade of the twentieth ¢

e of exotic financial derivatives became
Volent; these new derivatives collateralized
| ult swaps, and interest rate swaps, among




Playing with fire...

» The Lehman Brothers Company was a major player in the fj
derivatives market.

ith a price that is dependent upon or derived fr
e derivative itself is a confract between two or
nssets. Its value is determined by fluctuations in t
nderlying assets include stocks, bonds, commo
ind market indexes.
pdia.com/terms/d/derivative.asp

is “particularly active in the market for RMB

rity (MBS) is a type of asset-backed security that is secured
silon of mortgages
B dic.com/ferms/m/mibs.asp

the risks
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Playing with fire...

— By 2005 LB produced more RMBS annually than any other entity.
— Housing prices peaked in the US in 2006, but by late 2007 ha
begun to tumble, declining in many residential markets by 20%
the residential markets that had see
the previous years, such Las Vegas @
blunged by 50%.

N Americans had a negative equity in
0 rapid rise in mortgage defaults and

J B owned nearly 90 billion of toxic assets. By
|'§tockholders equity at that time was only 22.5




— Securisation process involved
purchasing residential
mortgages from banks,
mortgage companies, and
other entities that originated
them, bundling or “pooling”
these mortgages together
ond then sellmg ownershlp
Intere g) N nese

the

eC'OF
bprime
risk,
igher

Residential Mortgage-Backed Securities

Fimanei | i rrs ree g lpﬂ:'kd!h-.'l'.u.ll'lpm-,r_ Adr-A and arher mo g gcs i doasm ied A long
a4 the hougng marker cantinued o boom, thear sauritics wm]d'pr.g’m Rur when the
ccanamy falrered and the morpagpes defanled, lwer-rated rranches were lgft worthleas

1 m:i-u RMBS
TRANCHES
L el (B j‘ihld

2 Pool
Securitkes firms
purchase theseloans

i
and pood them, h J
| Ferst clawn o cash flow
M froemy principal & inlerest

3 Tranche

Hes idervtial mortgape-had ked

el ties are sold 1o

invess tors, gving them the

rigghit 1o the pancipal and

H‘l‘tu et fnoin the mortgages.

T ety s itiess e S0l im

tramohes, or shoes, The Thiow

of cash detenmines the rating Thase tranches
of the secur ties, with AAA hy were aften
tramches getting the first cut b [ r pure ILHE:d by
o principal and interest ' CDOs. Soc page
payments, then Af, then A,

and S0 on.




And yet, LB was apparently
sfrong results...

EXHIBIT 1

2007 2005
— LEHMAN BROTHERS
Revenues $ 19.3 $ 14.6 FINANCIAL

Net Income 4.2 . 3.3 . . I;{I]C{‘]P:;L_[SEES?’*
Total Assets 691.1 410.1
Total Stockholders’
Equity 22.5 16.8
Earnings per Share 7.26 5.43
Dividends per Share .60 . .40
Year-end Stock Price 62.63 63.00
Return on Equity 20.8% 21.6%
Leverage Ratio 30.7 24.4

Net Leverage Ratio 16.1 13.6

*In billions of dollars except for per share amounts.

// bn, 9th Edition.
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PROBLEM :

Sasaiae r0ged »

bUSINESS IS
nd is unable
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om/terms/o/

LFvanu

SOLUTION

v

« Deleveraging strateg

HOW ¢
Accounting-motivated
transactions

NAME : Repo 105
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Repo Ceniral :

SFAS No.140

Unusual co
me

Financing transactions Sales of securifies




Auditors on the firing line -




— E&Y were has been Lehman’s independent audit firm fro
Inal qudit before the bankruptcy filing bein

er pointed out the audit firm as a guil
tice which caused the losses to stake




“Window-dressing” is the accounting technique used to temporarily
ompany’'s balance sheet for creditors and i
ging the true amount of asset and liabilit
nudulent.




Main charges against E&Y

“Failure to conduct adequate inquiry” info the whistleblower’
' ailing to properly inform management a

action” to investigate whether Lehm
for the first two quarters of 2008 were
§e company’s failure to disclose its Repo

Hru ptcy report




“If oudn‘ors issue opinions that are unreliable
r their clients by helping to
tion, that harms the investi
omy, and our country,”

Eric Schneiderman, New York attorney




When Lehman was developing its Repo 105 accounting polic
E&Y have aresponsibility to be involved in that process?

dit firm have when a client develops
ting policy?




Al

E&Y was not directly involved in the process but auditors wer
he Rena 108 They didn't formally approve it, but 1

Sibility
D.02 : “The auditor has a responsibility to plan and p

ssurance about whether the FS are free of material miss
aud”

2fonfidence in fhe economy. They don't w
any, and it is not the purpose of the profession to
J | and deal with the gap of the law.




Q2, Q3

Do you agree with the assertion that “intent doesn’t matter” when a
' should reporting entities be allowed to ap

pved exceptions to accounting rules for th
bellishing their financial statements or re

ac2 ThAt i

dnsibility fo determine whether the transactions
motivated”?




A2, A3

— Audit risk - Materiality

If window dressing in fact has a material effect on the firm financial hea
should be disclosed in the financial statements. Failure to disclose t
of ’rhe Wlndow dressing is then a violation of the accounting fram

e iN faCct Mmisleading the investors to believe

h was good when it was not.

entity and its environment)

to identify and focus on areas that pose

oWl 105" transactions posed significant risks sin

nnsactions had direct impact on Lehman lev

| obligated to evaluate business entities and provide
nge that the financial statements are a true reflection
2l health and that the statements are compliant with
ial reporting framework i.e. US (GAAP)/IFRS




Q4

Ble you believe that Schlich or one of his subordinates should
ere Why or why not¢ In general, how sh
erent facets of a multinational audit b
or among the individual practice offi
igemente




A4

Schlich or one of his subordinates should have reviewed the letter fr
BI’ITISh law firm, as no law firm in the United States would review L
Repo-1{ policy, which should have caused conce

e Repo 105 policy would be subject to le

ransfers assets to one of its international di

should review both sides of the asset tran

international divisions who are more famili
to input various opinions.

336 provides guidelines on when to rely on the w
Ion, the auditor is required to exercise professional
nent when deciding fo what extent he or she will rely
okt




What responS|b|I|ty, if any, do auditors have to assess the material
aadk in those two sections of a client’'s annual

have to be included in the company's a
was not a “GAAP financial measure subje
damse).
ntify the risks that are pervasive (= potential imp

\ s in the FS). Have to identify the risks that could
thtement of the financial statement.




At thls era, the NLR didn’t have to be included in the company's audi
- i was not a “GAAP financial measure subj

1Se).

ntify the risks that are pervasive (= poten

s in the FS). Have to identify the risks tha

itement of the financial statement.




Summary - E&Y did not sutfe

Auditors are not responsible of
detecting fraud or unintentional

material misstatements as the

......

—

CONSeQUENCES NI r

SCANDAL (2008)

COMPANY LEHMAN BROTHERS
Global financial services firm

WHAT HAPPENED

Hid over $50 billion in
loans disguised as sales.

MAIN PLAYERS

Lehman the company’s auditors,
executives Ernst & Young

HOW THEY DID IT

©

Allegedly sold toxic assets to Cayman %50 BILLION
Island banks with the understanding that

they would be bought back eventually.

Created the impression Lehman had $50

billion more cash and $50 billion less in

toxic assets than it really did.

HOW THEY GOT CAUGHT _ .
Went bankrupt.

PENALTIES

Forced into the largest bankruptcy
in U.5. history. SEC didn’t prosecute
due to lack of evidence. /

FUN FACT

In 2007 Lehman Brothers was
ranked the #1 "Most Admired
Securities Firm™ by Fortune
Magazine.

b'd




