U S Seountles and Exchange Commssswn
Office of ’l'nSpector!’Geh”e"raAI'
Office of Audits

SEC’s Oversight of Bear Stearns
and Related Entities:

The Consolidated Supervnsed
Entlty Program

| Sép__’iember 25, 2008
~ Report No. 446-A.

- The SEC believes this report contains
‘non-public and confidential
TInformation’ &

SEC_TM_FCIC_006667




UNITED STATES
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WASHINGTON, D.C. 20549

OFFICE OF
INSPECTOR GENERAL

* September 25, 2008

To: Chairman Christopher Cox :
Erik Sirri, Director, Division of Trading and Markets
Lori Richards, Director, Office of Compliance Inspections and
Examinations
John White, Director, Division of Corporation Finance
Jonathan Sokobin, Director, Office of Risk Assessment

From: H. David Kotz, Inspector GeneW,(

Subject: Audit of SEC’s Oversight of Bear Stearns and Related Entities: The
Consolidated Supervised Entity Program, Report No. 446-A

This memorandum transmits the Securities and Exchange Commission, Office of
Inspector General's (OIG) final report detailing the results of our audit on the
SEC’s Oversight of Bear Stearns and Related Entities: The Consolidated
Supervised Entity Program. This audit was conducted pursuant to a
Congressional request from Ranking Member Charles E. Grassley of the United
States Senate Committee on Finance.

The final report consists of 26 recommendations that are addressed primarily to
the Division of Trading and Markets (TM). Recommendations 18 and 25 are also
addressed to the Office of Compliance Inspections and Examinations (OCIE)
and Recommendation 19 is also addressed to the Office of Risk Assessment
(ORA). Recommendations 20 and 21 are addressed to the Division of
Corporation Finance (CF), Recommendation 17 is addressed to CF and TM, and
Recommendation 22 is addressed to Chairman Cox. -

In response to the draft report, responsible management officials agreed with 21
out of 26 recommendations. TM concurred with 20 of 23 recommendations
addressed to them and disagreed with Recommendations 13, 15, and 16. OCIE
concurred with both recommendations addressed to them. CF concurred with
Recommendation 17, but disagreed with Recommendations 20 and 21.

Your written responses to the draft reporf, dated September 18, 2008, are

included in their entirety in Appendices VI and VII. In addition, OIG's response
to Chairman Cox’s and Management's comments are included in Appendix VII.

SEC_TM_FCIC_006668



Should you have any questions regarding this report, please do not hesitate to
contact me. During this audit we appreciate the courtesy and cooperation that
you and your staff extended to our auditors.
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cc.  Peter Uhlmann, Chief of Staff, Chairman’s Office
Diego Ruiz, Executlve Director, Office of the Executive Director
Brian Cartwright, General Counsel, Office of General Counsel
Andrew Donohue, Director, Division of Investment Management
John Nester, Director Office of Public Affairs
William Schulz, Office of Legislative and Intergovernmental Affairs
Bob Colby, Deputy Director, TM
Daniel Gallagher, Deputy Director, TM
Shelley Parratt, Deputy Director, CF
Michael Macchiaroli, Associate Director, TM
Mary Ann Gadziala, Associate Director, OCIE
Matthew Eichner, Assistant Director, TM
John Walsh, Chief Counsel, OCIE
Thomas K. McGowan, Assistant Director, TM
Herb Brooks, Assistant Director, TM
William Lenox, Ethics Counsel, Office of General Counsel
Denise Landers, Legal Counsel, TM
Juanita Bishop Hamlett, Branch Chief, OCIE
Darlene L. Pryor, Management Analyst, Office of the Executive Dlrector

Rick Hillman, Managing Director of Financial Markets and Community
Investment, GAO
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The CSE Program (Including Reviews Performed
on Bear Stearns)

Executive Summary

Background. During the week of March 10, 2008, rumors spread about liquidity
problems at The Bear Stearns Companies, Inc. (Bear Stearns).! As the rumors
spread, Bear Stearns was unable to obtain secured financing from
counterparties. This caused severe liquidity problems. As a result, on Friday
March 14, 2008, JP Morgan Chase & Co. (JP Morgan) provided Bear Stearns
with emergency funding from the Federal Reserve Bank of New York (FRBNY).2
According to Congressional testimony,? after the markets closed on March 14,
2008, it became apparent that the FRBNY’s funding could not stop Bear Stearns’
downward spiral. As a result, Bear Stearns concluded that it would need to file
for bankruptcy protection on March 17, 2008, unless another firm purchased it.
On Sunday March 16, 2008, (before the Asian markets opened), Bear Stearns’
sale to JP Morgan was announced with financing support from the FRBNY. In
May 2008, the sale was completed.

Because Bear Stearns had collapsed, at the time of our fieldwork, there were six
holding companies in the Securities and Exchange Commission’s (Commission)
Consolidated Supervised Entity (CSE) program. In addition to Bear Stearns,
these six holding companies include or included Goldman Sachs Group, Inc.
(Goldman Sachs), Morgan Stanley, Merrill Lynch & Co. (Merrill Lynch), Lehman
Brothers Holdings Inc. (Lehman Brothers), Citigroup Inc. and JP Morgan. On
September 15, 2008, Lehman Brothers announced that it would file for
bankruptcy protectlon and Bank of America announced that it agreed to acquire
Merrill Lynch Both firms had experienced serious financial difficulties. Finally,
on September 21, 2008, the Board of Governors of the Federal Reserve System
(Federal Reserve) approved, pending a statutory five-day antitrust waiting period,
appllcatlons from Goldman Sachs and Morgan Stanley to become bank holding
companies with the Federal Reserve as their new principal regulator. As a

~ result, the future of the CSE program is uncertain.

1 See Acronyms used in Appendix I.

2 The funding was from the Federal Reserve Bank of New York (FRBNY) through JP Morgan Chase & Co.
(JP Morgan) to The Bear Stearns Companies, Inc. (Bear Stearns) because JP Margan, unlike Bear
Stearns, could borrow money from the FRBNY.

8 Timothy Geithner (President and Chief Executive Officer, FRBNY) and Alan Schwartz (Presndent and
Chief Executive Officer of Bear Stearns) before U.S. Senate Committee on Banking, Housing and Urban
Affairs on Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial Regulators
dated April 3, 2008.

4 The audit fieldwork was completed prior to these events on September 15, 2008.
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Of the seven original CSE firms, the Commission exercised direct oversight over
only five firms (Bear Stearns, Goldman Sachs, Morgan Stanley, Merrill Lynch
and Lehman Brothers), which did not have a principal regulator. The
Commission does not directly oversee Cmgroup Inc. and JP Morgan because
these firms have a principal regulator, the Federal Reserve.

The CSE program is a voluntary program that was created in 2004 by the
Commnssnon pursuant to rule amendments under the Securities Exchange Act of
1934.° This program allows the Commission to supervise these broker-dealer
holding companies on a consolidated basis. In this capacity, Commission
supervision extends beyond the registered broker-dealer to the unregulated
affiliates of the broker-dealer to the holding company itself. The CSE program
was designed to allow the Commission to monitor for financial or operational
weakness in a CSE holding company or its unregulated affiliates that might place
United States regulated broker-dealers and other regulated entities at risk.

A broker-dealer becomes a CSE by applying to the Commission for an
exemption from computing capital using the Commission’s standard net capital
rule, and the broker-dealer’s ultimate holding company consenting to group-wide
Commission supervision (if it does not already have a principal regulator). By
obtaining an exemption from the standard net capital rule, the CSE firms’ broker-
dealers are permitted to compute net capital using an alternative method. The
Commission designed the CSE program to be broadly consistent with the
Federal Reserve’s oversight of bank holding companies.

Bear Stearns’ main activities were investment banking, securities and derivatives
sales and trading, clearance, brokerage and asset management. Bear Stearns
was highly leveraged with a large exposure (i.e., concentration of assets) in
mortgage-backed securities. Bear Stearns had less capital and was less
diversified than several of the other CSE firms.

The Commission stated that Bear Stearns’ unprecedented collapse was due to a
liquidity crisis caused by a lack of confidence. Chairman Christopher Cox
described Bear Stearns as a well-capitalized and apparently fully liquid major
investment bank that experienced a crisis of confidence, denying it not only
unsecured financing, but short-term secured fi nancmg, even when the collateral
consisted of agency securities with a market value in excess of the funds to be
borrowed.®

5 Source: Final Rule: Alternative Net Capital Requirements for Broker-Dealers That Are Part of
Consolidated Supervised Entities (69 Fed Reg: 34.428). Secuntles and Exchange Commission
(Commission). 21 June 2004.
<http:/iwww.sec.gov/rules/final/34-49830.htm>.

8 Source: Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial Regulators
Before United states (U.S.) Senate Committee on Banking, Housing and Urban Affairs, 110" Cong. (April
3, 2008) (statement of Christopher Cox, Chairman, Commissjon).
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Congressional Request. On April 2, 2008, the Office of Inspector General
(OIG) received a letter from Ranking Member Charles E. Grassley of the United
States Senate Committee on Finance, requesting that the OIG analyze the
Commission’s oversight of CSE firms and broker—dealers subject to the
Commission’s Risk Assessment Program.” This letter noted that the
Commission’s Division of Trading and Markets (TM) was responsible for
regulating the largest broker-dealers, and their associated holding companies.
The letter requested a review of TM’s oversight of the five CSE firms it directly
oversees, with a special emphasis on Bear Stearns. The letter requested that
the OIG analyze how the CSE program is run, the adequacy of the
Commission’s monitoring of Bear Stearns, and make recommendations to
improve the Commission’s CSE program.

The United States Senate Committee on Finance letter also requested that the
OIG provide an update of findings made in its previous audit report on the
Commission’s Broker-Dealer Risk Assessment Program (Broker-Dealer Risk
Assessment Program, Report no. 354, issued on August 13, 2002)

Audit Objectives. In response to the Aprit 2, 2008 Congressional Request, thé
OIG conducted two separate audits with regard to the Commission’s oversight of

-Bear Stearns and related entities. This audit's objectives were to evaluate the

Commission’s CSE program, emphasizing the Commission’s overS|ght of Bear
Stearns and to determine whether improvements are needed in the
Commission’s monltorlng of CSE firms and its admmlstratlon of the CSE
program.

The OIG performed a second audit on the Commission’s Broker-Dealer Risk
Assessment Program to follow up on the current status of recommendations
made in the OIG’s prior audit report of the Risk Assessment Program (Broker-
Dealer Risk Assessment Program, Report no. 354, issued on August 13, 2002)
and to examine the Broker-Dealer Risk Assessment program to determine
whether improvements are needed. The Commission’s Risk-Assessment
program tracks the filing status of 146 broker-dealers that are part of a holding
company structure and have at least $20 million in capital. The Risk
Assessment Program report found that TM is not fulfilling its obligations in
accordance with the underlying purpose of the Broker-Dealer Risk Assessment
program in several respects. TM has failed to update and finalize the rules
governing the program, TM has not enforced the filing requirement incumbent on
broker-dealers, resulting in the failure of nearly one-third of the required firms to

. file 17(h) documents, TM has not yet determined whether the two remaining

Bear Stearns’ broker-dealers are obligated to file Form 17-H, and TM only

7 A copy of this request letter is attached to this report in full in Appendix II.

8 The U.S. Senate Committee on Finance letter also requested that the Office of Inspector General (OIG)
conduct an investigation into the facts and circumstances surrounding the Commission’s decision not to
pursue an Enforcement Action against Bear Stearns. This issue WIII be addressed in an OIG
investigative report to be issued on September 30, 2008.
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conducts an in-depth review of the filings for six of the 146 filing firms that TM
determined are most significant, based on their free credit balances and
customer accounts. Audit report number 446-B examining the Commission’s
Risk Assessment program contains 10 recommendations and was issued on
September 25, 2008.

Retention of an Expert. Given the complexity of the subject matter, the OIG
retained an expert, Albert S. (Pete) Kyle to provide assistance with this audit.
Professor Kyle joined the University of Maryland faculty as the Charles E. Smith
Chair Professor of Finance at the Robert H. Smith School of Business in August
2006. He earned a Bachelor of Science degree in Mathematics from Davidson
College in 1974, studied Philosophy and Economics at Oxford University as a
Rhodes Scholar and completed his Ph.D. in Economics at the University of
Chicago in 1981. He was a professor at Princeton University’s Woodrow Wilson
School from 1981-1987, at the University of California’s Haas Business School in
Berkeley from 1987-1992, and at Duke University from 1992-2006.

Professor Kyle is a renowned expert on many aspects of capital markets, with a
particular focus on market microstructure. He has conducted significant
research on such topics as informed speculative trading, market manipulation,
price volatility, and the information content of market prices, market liquidity, and
contagion. His paper "Continuous Auctions and Insider Trading" (Econometrica,
2005) is one of the mostly highly cited papers in theoretical asset pricing.

Professor Kyle was elected a Fellow of the Econometric Society in 2002. He
was also a board member of the American Finance Association from 2004-
2006. He served as a staff member of the Presidential Task Force on Market
Mechanisms (Brady Commission), after the stock market crash of 1987. During
his career, he has worked as a consultant on finance topics for several
government agencies, in addition to the Commission, including the Department
of Justice, the Internal Revenue Service, the Federal Reserve and the
Commodity Futures Trading Commission. '

Professor Kyle's Curriculum Vitae appears in Appendix |ll of this report.

In this audit, Professor Kyle analyzed TM's oversight of the CSE firms, with a
particular focus on Bear Stearns. Professor Kyle reviewed TM's internal
memoranda on the CSE firms, which documented TM's assessment of the CSE"
firms’ operations and reviewed data in the CSE firms’ monthly and quarterly CSE
program filings.

From this information, Professor Kyle analyzed the firms’ financial data, holdings,
risk management strategies, tolerance for risk and assessed the adequacy of the
firms’ filings. In particular, Professor Kyle analyzed Bear Stearns’ capital,

liquidity, and leverage ratios, access to secured and unsecured financing, and its
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compliance with industry and worldwide standards such as the Basel Standards.®
Professor Kyle analyzed how TM supervised or oversaw Bear Stearns’
mortgage-backed securities portfolio, its use of models to measure risk, the
adequacy of its models, its model review process, the relationship between its
traders and risk management department, and its risk-management scenarios.
Professor Kyle also examined how TM supervised Bear Stearns’ internal
operations, including its funding of two prominent hedge funds that collapsed in
the summer of 2007.

Audit Conclusions and Results. The CSE program's mission (goal) provides
in pertinent part as follows:

The regime is intended to allow the Commission to monitor for, and
act quickly in response to, financial or operational weakness in a
CSE holding company or its unregulated affiliates that might place
regulated entities, including US and foreign- reglstered banks and
broker-dealers, or the broader financial system at risk."® [Emphasis
added]

"Thus, it is undisputable that the CSE program failed to carry out its mission in its
overmght of Bear Stearns because under the Commission and the CSE
program’s watch, Bear Stearns suffered significant financial weaknesses and the
FRBNY needed to intervene during the week of March 10, 2008, to prevent
significant harm to the broader financial system."!

This audit was not intended to be a complete assessment of the multitude of
events that led to Bear Stearns’ collapse, and accordingly, does not purport to
demonstrate any specific or direct connection between the failure of the CSE
Program’s oversight of Bear Stearns and Bear Stearns’ collapse. However, we
have identified serious deficiencies in the CSE program that warrant
improvements. Overall, we found that there are significant questions about the
adequacy of a number of CSE program requirements, as Bear Stearns was
compliant with several of these requirements, but nonetheless collapsed. In

® “The Basel Committee on Banking Supervision (Basel Committee) seeks to improve the quality of
banking supervision worldwide, in part by developing broad supervisory standards.  The Basel Committee
consists of central bank and regulatory officials from 13 member countries: Belgium, Canada, France,
Germany, ltaly, Japan, Luxembourg, the Netherlands, Spain, Sweden, Switzerland, United Kingdom, and
United States. The Basel Committee’s supervisory standards are also often adopted by nonmember
countries.” Source: Government Accountability Office. Bank Requlators Need to Improve Transparency
and Overcome Impediments to Finalizing the Proposed Basel Il Framework. Report No. 07-253, February
15, 2007.

1 Source: SEC [Commission] Consolidated Supervision of Broker-Dealer Holding Companies Proagram
Overview and Assessment Criteria. Commission. 16 Mar 2007.
<http://lwww.sec.gov/divisions/marketreg/cseoverview.htm>.

11 The Commission established criteria (the fink is provided below) for measuring the success of the
Consolidated Supervised Entity (CSE) program. White the CSE program may have been successful in
achieving its established criteria, none of the criteria standards directly related to the failure of a CSE firm .
and its effect on the broader financial system (as stated in the CSE program's goal statement).

Source: SEC [Commission] Consolidated Supervision of Broker-Dealer Holding Companies Program
Overview and Assessment Criteria. Commission. 16 Mar 2007.
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~ addition, the audit found that TM became aware of numerous potential red flags

prior to Bear Stearns’ collapse, regarding its concentration of mortgage
securities, high leverage, shortcomings of risk management in mortgage-backed
securities and lack of compliance with the spirit of certain Basel |l standards, but
did not take actions to limit these risk factors.

In addition, the audit found that procedures and processes were not strictly
adhered to, as for example, the Commission issued an order approving Bear
Stearns to become a CSE prior to the completion of the inspection process.
Further, the Division of Corporation Finance (CF) did not conduct Bear Stearns’
most recent 10-K filing review in a timely manner.

The audit also identified numerous specific concerns with the Commission’s
oversight of the CSE program, some of which are summarized as follows: '

(a) Bear Stearns was comghant with the CSE program’s capital and
liquidity requirements;' however, its collapse raises questions
about the adequacy of these requirements;

(b)  Although TM was aware, prior to Bear Stearns becoming a CSE
firm, that Bear Stearns’ concentration of mortgage securities was
increasing for several years and was beyond its internal limits, and
that a portion of Bear Stearns’ mortgage securities (e.g., adjustable
rate mortgages) represented a significant concentration of market
risk, TM did not make any efforts to limit Bear Stearns’ mortgage
securities concentration;

(c) Prior to the adoption of the rule amendments which created the
CSE program, the broker-dealers afflllated with the CSE firms were
required to either maintain:

e A debt to-net capital ratio of less than 15 to 1 (after their first
year of operation); or

¢ Have net capital not less than the greater of $250,000 or two
percent of aggregate debit items computed in accordance
with the Formula for Determination of Reserve Requirements
for Broker-Dealers.

However, the CSE program did not require a leverage ratio limit for
the CSE firms. Furthermore, despite TM being aware that Bear -
Stearns’ leverage was high, TM made no efforts to require Bear
Stearns to reduce its leverage, despite some authoritative sources
describing a linkage between leverage and liquidity risk;

12 We have no specific evidence indicating whether any of these issues directly contributed to Bear Stearns’
collapse since our audit scope did not include a determination of the cause of Bear Stearns’ collapse
(see Appendix IV).

13 As discussed in the Scope and Methodology section (see Appendix IV) we did not independently verlfy
(i.e., recalculate and determine the accuracy) Bear Stearns’ capital or liquidity amounts.
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(d)  TM became aware that risk management of mortgages at Bear
~ Stearns had numerous shortcomings, including lack of expertise by

risk managers in mortgage-backed securities at various times; lack
of timely formal review of mortgage models; persistent
understaffing; a proximity of risk managers to traders suggesting a
lack of independence; turnover of key personnel during times of
crisis; and the inability or unwillingness to update models to reflect
changing circumstances. Notwithstanding this knowledge, TM -
missed opportunities to push Bear Stearns aggressively to address
these identified concerns;

(e)  There was no documentation of discussions between TM and Bear
Stearns of scenarios involving a meltdown of mortgage market
liquidity, accompanied by a fundamental deterioration of the
mortgages themselves. TM appeared to identify the types of risks .
associated with these mortgages that evolved into the subprime
mortgage crisis yet did not require Bear Stearns to reduce its
exposure to subprime loans;

® Bear Stearns was not compliant with the spirit of certain Basel Il
standards and we did not find sufficient evidence that TM required
Bear Stearns to comply with these standards;

(@9 TMtook no actions to assess Bear Stearns’ Board of Directors’ and
senior officials’ (e.g., the Chief Executive Officer) tolerance for risk
although we found that this is a prudent and necessary oversight
procedure;

(h) - TM authorized (without an appropriate delegation of authorlty) the
CSE firms’ internal audit staff to perform critical audit work involving
the risk management systems instead of the firms’ external
auditors as required by the rule that created the CSE program;

(i) In June 2007, two of Bear Stearns’ managed hedge funds
collapsed. Subsequent to this collapse, significant questions were
raised about some of Bear Stearns’ senior managements’ lack of
involvement in handling the crisis. However, TM did not reassess
the communication strategy component of Bear Stearns’
Contingency Funding Plan (CFP) after the collapse of the hedge
funds, and very significant questions were once again raised about
some of Bear Stearns’ managements’ handling of the crisis during
the week of March 10, 2008;

G) The Commission issued four of the five Orders approving firms to
use the alternative capital method, and thus become CSEs
(including Bear Stearns) before the inspection process was
completed; and

(k)  CF did not conduct Bear Stearns’ most recent 10-K filing review in
- atimely manner. The effect of this untimely review was that CF
deprived investors of material information 'that they could have
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used to make well-informed investment decisions (i.e., whether to
buy/sell Bear Stearns’ securities). In addition, the information (e.g.,
Bear Stearns’ exposure to subprime mortgages) could have been
potentially beneficial to dispel the rumors that led to Bear Stearns’
collapse.

Recommendations. We identified 26 recommendations (see Appendix V) that
should significantly improve the Commission's oversight of CSE firms. Chairman
Cox’s and Management’s comments are attached in Appendix VI and VI,
respectively. Our recommendations include:

(@) A reassessment of guidelines and rules regarding the CSE firms’
capital and liquidity levels;

(b)  Taking appropriate measures to ensure that TM adequately
incorporates a firm’s concentration of securities into the CSE
program’s assessment of a firm’s risk management systems and
more aggressively prompts CSE firms to take approprrate actions
to mitigate such risks;

(¢)  Areassessment of the CSE program s policy regarding leverage
ratio limits;

(d)  Ensuring that: (1) the CSE firms have specific criteria for reviewing
and approvrng models used for pricing and risk management, (2)
the review and approval process conducted by the CSE firms is
performed in an independent manner by the CSEs’ risk _

- management staff, (3) each CSE firm’s model review and approval
process takes place in a thorough and timely manner, and (4) limits
are imposed on risk taking by firms in areas where TM determines
that risk management is not adequate;

(e)  Being more skeptical of CSE firms’ risk models and working with
regulated firms to help them develop additional stress scenarios
that have not already been contemplated as part of the prudential
regulation process;

(f) Greater involvement on the part of TM in formulating action plans
for a variety of stress or disaster scenarios, even if the plans are
informal;

(9)  Taking steps to ensure that mark disputes do not provide an
occasion for CSE firms to inflate the combined capital of two firms
by using inconsistent marks;

(h)  Encouraging the CSE firms to present Value at Risk and other risk
management data in a useful manner, which is consistent with how
the CSE firms use the information internally and allows risk factors
to be applied consistently to individual desks;

() - Ensuring (in accordance with Basel II) that the Consolidated
Supervised Entities take appropriate capital deductions for illiquid
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assets and appropriate capital deductions for stressed repos,
especially stressed repos where illiquid securities are posted as
collateral,

) Greater discussion of risk tolerance with the CSE firms’ Boards of
Directors and senior management to better understand whether the
actions of CSE firms’ staff are consistent with the desires of the
Boards of Directors-and senior management:

(k) Requiring compliance with the existing rule that requires external
auditors to review the CSE firms’ risk management control systems
or seek Commission approval in accordance with the
Administrative Procedures Act for this deviation from the current
rule’s requirement;

] Ensuring that reviews of a firm’s CFP includes an assessment of a
CSE firm'’s internal and external communication strategies;

(m)  Developing a formal automated process to track material issues
identified by the monitoring staff to ensure they are adequately
resolved;

(n)  Ensuring that they complete all phases of a firm’s inspection
process before recommending that the Commission allow any
additional CSE firms the authority to use the alternative capital
method; _ '

(0) Improving collaboration efforts among TM, CF, the Office of
Compliance Inspections and Examination (OCIE), and the Office of
Risk Assessment (ORA);

(p)  The development by CF of internal guidelines for reviewing filings
timely and tracking and monitoring compliance with its internal
guidelines; and

@ The creation of a Task Force led by ORA with staff from TM™, the
Division of Investment Management, and OCIE to perform an
analysis of large firms with customer accounts that hold significant
amounts of customer funds and have unregulated entities, to
determine the costs and benefits of supervising these firms on a

“ consolidated basis.

The final report consists of 26 recommendations that are addressed primarily to
the Division of Trading and Markets (TM). Recommendations 18 and 25 are also
addressed to the Office of Compliance Inspections and Examinations (OCIE)
and Recommendation 19 is also addressed to the Office of Risk Assessment
(ORA). Recommendations 20 and 21 are addressed to the Division of
Corporation Finance (CF), Recommendation 17 is addressed to CF and T™, and
Recommendation 22 is addressed to Chairman Cox.

In response to the draft report, responsible management officials agreed with 21
out of 26 recommendations. TM concurred with 20 of 23 recommendations
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addressed to them and disagreed with Recommendations 13, 15, and 16. OCIE
concurred with both recommendations addressed to them. CF concurred with
Recommendation 17, but disagreed with Recommendations 20 and 21.
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Background and Objectives

Background

General Background Information. The Division of Trading and Markets (TM)"*
is responsible for regulating broker-dealers, which includes administering the
Consolidated Supervised Entity (CSE) and Broker-Dealer Risk Assessment
programs. The Office of Compliance Inspections and Examinations (OCIE) has
responsibility within the Secuntles and Exchange Commission (Commission) for
conducting the mspectlons of broker-dealers, lncludmg broker-dealers that are
affiliated with CSE firms'® (i.e., investment banks)."” The following TM offices
are directly involved in these programs: ‘

o Office of Financial Responsibility: This office is responsible for
administering the financial responsibility regulations (e.g., net capital rule®

14 See Acronyms used in Appendix .

15 The Division of Trading and Markets (TM) uses the term “inspections”, however, the Office of Compliance
Inspections and Examinations (OCIE) uses the term “examinations”. For purposes of this audit report, we
use the term “inspections” to refer to both. In addition, for purposes of this audit report, OCIE also
includes the Inspection staff in the Commission’s regional offices.

18 During our audit fieldwork, there were four Consolidated Supervised Entity (CSE) firms whose principal
regulator (as discussed below) was the Commission: Goldman Sachs Group, Inc., Lehman Brothers
Holdings Inc. (Lehman Brothers), Merrill Lynch & Co., Inc., and Morgan Stanley. On September 15,
2008, Lehman Brothers announced that it would file for bankruptcy protection and Bank of America
announced that it agreed to acquire Merrill Lynch & Co., Inc. On September 21, 2008, the Federal
Reserve approved, pending a statutory five-day antitrust waiting period, applications from Goldman
Sachs and Morgan Stanley to become bank holding companies. The Bear Stearns Companies, Inc.
(Bear Stearns) was also a CSE firm (approved in November 2005) until its collapse. in addition, JP
Morgan Chase & Co. (JP Morgan) and Citigroup Inc. have been approved to use the alternative methad
for their broker-dealer capital requirements, but the Board of Governors of the Federal Reserve System
(Federal Reserve) is their principal regulator (i.e., is responsible for the consolidated entity) but the
Commission is responsible for the oversight of their broker-dealers. As a result, the Securities and
Exchange Commission (Commission) defers oversight (of the consolidated entity) of JP Morgan and
Citigroup to the Federal Reserve to avoid duplicative or inconsistent regulation.

17 In 2007, in response to a Govemnment Accountability Office (GAO) report Financial Market Regulatlon
Agencies Engaged in Consolidated Supervision Can Strengthen Performance Measurement and
Collaboration. Report 07-154, March 15, 2007 (as discussed in the Prior Audit Coverage section of the
Scope and Methodology - see Appendix lll); the Chairman (in consultation with the other Commissioners)
decided to transfer the responsibility for conducting inspections of the consolidated entities from OCIE to
TM. The timing of the actual transfer is discussed in more detail later in this report. OCIE retained
(within the Commission) responsibility for conducting inspections of the CSEs' broker-dealers. The Self
Regulatory Organizations (SRO) have the primary inspection responsibility for the registered broker-
dealers. OCIE has oversight responsibility of these broker-dealers and conducts periodic inspections.
The Financial Industry Regulatory Authority (FINRA) is the primary regulator of approximately 5,000
broker-dealers registered in the United States (U.S.).

18 “The net capital rule focuses on liquidity and is designed to protect securities customers, counterparties,

~ and creditors by requiring that broker-dealers have sufficient liquid resources on hand at all times to
satisfy claims promptly”. Source: GAO Report Risk-Based Capital Regul atogg and Industry Approaches

1o Capital and Risk, Report No. GGD-98-153, July 20, 1998.
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and customer protection'). These regulations are intended to protect
customers and financial institutions. This office also oversees the
Securltles Investor Protection Corporation and has approximately nine
staff.

o Office of Prudential Supervision and Risk Analysis: The staff (referred to
as “monitors”) in this office work in teams of three to review each CSE
firm. They perform their work mainly through periodic meetings and
informal discussions with CSE staff. The staff also review CSE required
financial filings. The staff have backgrounds in economics, accounting,
and finance and expertise in credit, market, or liquidity risk. Approximately
13 individuals comprise the staff.

« - Office of CSE Inspections: This office is responsible for conducting the
inspections on the CSE firms. They have seven staff who are located in
both Washington D.C. and New York.

CSE Program. In 2004, the Commlssmn adopted rule amendments under the
Securities and Exchange Act of 1934,2" which created the voluntary CSE
program. This program allows the Commission to supervise certain broker-
dealer holding companies on a consolidated basis. In this capacity, Commission
supervision extends beyond the registered broker-dealer to the unregulated
affiliates of the broker-dealer and the holding company itself. The CSE program
was designed to allow the Commission to monitor for financial or operational
weakness in a CSE holding company or its unregulated affiliates that might place
United States (U.S.) regulated broker-dealers and other regulated entities at risk.

A broker-dealer becomes a CSE by applying to the Commssnon for an
exemption from the Commission’s standard net capital rule,?? and the broker-
dealer’s ultimate holding company consenting to group-wide Commission
supervision, if it does not already have a principal regulator. By obtaining an
exemption from the standard net capital rule, the CSE firms’ broker-dealers are
permitted to compute net capital using an alternative method.??

19 The customer protection rule “is designed to ensure that customer property (securities and funds) in the
custody of broker-dealers is adequately safeguarded.”

Source: GAO Report Risk-Based Capital Requlatory and Industry Approaches to Capital and Risk,
Report No. GGD-98-153, July 20, 1998. :

26 The Securities Investor Protection Act of 1970, 15 U.S.C. § 78aaa et. seq., as amended, was enacted to
protect customers from losses resulting from a broker-dealers’ failure, thereby promoting investor
confidence in the securities markets. The Securities Investor Protection Corporation was created by the
Act to pay investor claims. (See 15 U.S.C. § 78ccc).

21 Source: Final Rule: Alternative Net Capital Requirements for Broker-Dealers That Are Part of
Consolidated Supervised Entities (69 Fed Reg. 34.428). Commission. 21 June 2004.
<http:/fwww.sec.gov/rules/final/34-49830.htm>.

22 See 17 C.F.R. § 24015c3-1.

28 The alternative capital method is based on mathematical models and scenario testing, while broker-
dealers operating under the standard net capital rule must meet certain ratios and maintain minimum net
capital levels based on the type of securities activities they conduct. (See 17 C.F.R. 240.15¢3-1(a)(7)).
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The Commission designed the CSE program to be broadly consistent with the
Board of Governors of the Federal Reserve System’s (Federal Reserve)
oversight of bank holding companies. However, the CSE program “reflects the
reliance of securities firms on mark-to-market accounting as a critical risk and
governance control. Second, the design of the CSE regime reflects the critical
importance of maintaining adequate liquidity in all market environments for
holding companies that do not have access to an external liquidity provider.”
The CSE application process includes TM reviewing a firm's application25 (foran
exemption from the net capital rule) and makes a recommendation to the
Commission. Approval of the firm’s application is contingent on the firm agreeing
to group-wide Commission supervision of the consolidated entity (including
unregulated affiliates), if the firm does not already have a principal regulator. In
addition, CSE firms must agree to:

¢ “Maintain and document an internal risk management control system for
the affiliate group,

e ‘“Calculate a group-wide capital adequacy measure consistent with the
international standards adopted by the Basel Committee on Banking
Supervision [*'] (‘Basel Standards) "2® The CSEs are required to maintain
an overall Basel capital ratio®® of not less than the Federal Reserve’s 10
percent “well-capitalized” standard for bank holding companies. The CSE
must notify the Commission (e.g., file an Early Warnmg Notice) if the 10
percent capital ratio is or is likely to be vnolated or if tentative net capital
of the broker-dealer falls below $5 billion;*

24 Source: Examining Regulation and Supervision of /ndustnal Loan Companies Before US Senate
Comnmittee on Banking, Housing and Urban Affairs, 110" Cong. (October 4, 2007) (statement of Erik
Sirri, Director of TM, Commission).

25 The application process includes inspections whose purpose is to verify the information the firms
provides during the application process and to “assess the adequacy of the implementation of the firm's
internal risk management policies and procedures.”

Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <http://vww.sec.gov/divisions/marketreg/hcsupervision htm>.

%6 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <http://www.sec.gov/divisions/marketreg/hcsupervision.htm>.

27 “The Basel Committee on Banking Supervision (Basel Committee) seeks to improve the quality of -
Jbanking supervision worldwide, in part by developing broad supervisory standards. The Basel Committee
consists of central bank and regulatory officials from 13 member countries: Belgium, Canada, France,
Germany, ltaly, Japan, Luxembourg, the Netherlands, Spain, Sweden, Switzerland, United Kingdom, and
United States. The Basel Committee’s supervisory standards are also often adopted by nonmember
countries.” Source: GAO. Bank Regulators Need to Improve Transparency and Overcome Impediments
1o Finalizing the Proposed Basel It Framework. Report No. 07-253, February 15, 2007.

2 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008." <http://www.sec.gov/divisions/marketreg/hcsupervision.htm>. {ootnote added]

2% The Basel capital ratio is capital divided by risk weighted assets.

30 We are aware of one instance where this occurred. In our opinion, TM acted reasonably.

31 Sources for the information include:

« Risk Management and its Implications for Systemic Risk Before U.S. Senate Committee on
Banking, Housing and Urban Affairs, 110" Cong. (June 19, 2008) (statement of Erik Sirri, Director
of TM, Commission); and
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¢ Maintain “sufficient stand-alone liquidity and sufficient financial resources
to meet its expected cash outflows in a stressed liquidity environment
where access to unsecured funding is not available for a period of at least
one year. Another premise of this liquidity planning is that any assets held
in a regulated entity are unavailable for use outside of the entity to deal
with weakness elsewhere in the holding company structure, based on the
assumption that during the stress event, including a tightening of market
liquidity, regulators in the U.S. and relevant foreign jurisdictions would not
permit a withdrawal of capital; "3

» “Consent to Commission examination [inspection] of the books and
records of the ultimate holding company [i.e., the consolidated entltgl and
its affiliates, where those affiliates do not have principal regulators;”

e+ “Regularly report on the financial and operational condition of the holding
company, and make available to the Commission information about the
ultimate holding company or any of its material affiliates that is necessary
to evaluate financial and operatlons rlsks within the ultimate holding
company and its material affiliates:" and

¢ “Make available [examination] inspection reports of principal regulators for
those affiliates that are not subject to Commission [examination]
inspection.”*®

The firms agreed to consolidated supervision because of the preferential capital
treatment under the alternative method and international requirements. The
European Union’s (EU) Conglomerates Directive required that affiliates of U.S.
registered broker-dealers demonstrate that they were subject to consolidated
supervision by a U.S. regulator or face significant restrictions on their European
operations.

« Final Rule: Alternative Net Capital Requirements for Broker-Dealers That Are Part of Consolidated
Supervised Entities (69 Fed Req. 34-428). Commlssmn 21 June 2004.

<http://www.sec.govirules/final/34-49830.htm>.

32 Source: Risk Management and its Impllcatlons for Systemic Risk Before U.S. Senate Committee on
Banking, Housing and Urban Affairs, 110" Cong. (June 19, 2008) (statement of Erik Sirri, Director of TM,
Commission).

33 Source: SEC [Commission] Holqu Company Supervision Program Description. Commission. 5 June
2008. <http://www.sec.gov/divisions/marketreg/hcsupervision.htm>.

3 Source: SEC [Commission] Holding Compariy Supervision Program Description. Commission. 5 June
2008. <http:/iwww.sec.gov/divisions/marketreg/hcsupervision.htms.

35 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <http:/lwww.sec.gov/divisions/marketreg/hcsupervision.htms>. ‘

3 According to the CSE final rule, “EU [European Union] ‘consolidated supervision’ consists of a series of
quantitative and qualitative rules, imposed at the level of the uitimate holding company, regarding fi irms’
internal controls, capital adequacy, intra-group transactions, and risk concentration. Without a
demonstration of ‘equivalent’ supervision, U.S. securities firms have expressed concerns that an affiliate
institution located in the EU either may be subject to additional capital charges or be required to form a
sub-holding company in the EU." See ‘Directive 2002/87/EC of the European Parliament and of the
Council of 16 December 2002.” Source: Einal Rule; Alternative Net Capital Requirements for Broker-

Dealers That Are Part of Consolidated Supervised Entities (69 Fed Reg. 34.428). Commission: 21 June
2004. <http://www.sec.govirules/final/34-49830.htmP42_10820>.
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Mortgage Loans. Beginning around late 2004, lenders offered mortgages to
individuals who did not meet the normal qualifications (e.g., income or credit
history). Many of these loans had teaser rates and/or were interest only. These
more risky loans are referred to as “subprime mortgages.” The theory behind
approving these risky loans was that the homeowner would be able to refinance
the loan in a few years because of the increased growth in home values and the
individual's improved credit rating. Banks converted these loans into securities
and sold the securities to other firms (known as the securitization process).

Once home values began to decrease, mortgage loan defaults started to
increase, causing the market value of the mortgage securities to decrease. In
the ensuing months, the financial services rndustry wrote-down billions of dollars
in the value of all types of mortgage securities.”

Bear Stearns’ Collapse.*® The Bear Stearns Companies, Inc. (Bear Stearns)
was a holding company that had two registered broker-dealers. Its main
activities were investment banking, securities and derivatives sales and trading,
clearance, brokerage and asset management ° Bear Stearns was highly
Ieveraged with a Iarge exposure (i.e., concentration of assets) in mortgage-
backed securities.*! Bear Stearns also had less capital and was less diversified
than several of the CSE firms.

In June 2007, two of Bear Stearns managed hedge funds collapsed because of
subprime mortgage losses.* Nearly a year later, during the week of March 10,
2008, rumors spread about liquidity problems at Bear Stearns. Due to Bear
Stearns’ lenders not rolling over secured financing, Bear Stearns faced severe
liquidity problems on March 14, 2008. 3 As a result, on March 14, 2008, JP
Morgan Chase & Co. (JP Morgan) provided Bear Stearns with emergency

7 In accordance with Generally Accepted Accounting Principles, the securities must be valued at fair
market value (/.e., mark to market accounting).
38 Sources for this information include:
e Tumoil in U.S. Credit Markets: Examining the Recent Actions of Federal Fmancral Regulators
Before U.S. Senate Committee on Banking, Housing and Urban Affairs, 110" Congress (April 3,
2008) (statement of Timothy Geithner, President and Chief Executive Officer, Federal Reserve
Bank of New York (FRBNY);
e Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial Regulators
Before U.S. Senate Committee on Banking, Housing and Urban Affairs, 110" Congress (April 3,
2008) (statement of Jamie Dimon (Chairman and Chief Executive Officer, JP Morgan); and
s Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial Regulators
Before U.S. Senate Committee on Banking, Housing and Urban Affairs, 110" Congress (April 3,
2008) (statement of Alan Schwartz (President and Chief Executlve Officer, Bear Stearns).
- 3 Source: 2006 Bear Stearns’ Annual Report (page 32).
40 There are many definitions of leverage. A simple definition of leverage is assets divided by capital. Bear
Stearns’ gross leverage ratio was about 33-1. See Appendix IX.
41 Depending on the definition used to classify a morigage as “subprime”, Bear Stearns’ exposure to
subprime mortgages varied. However, it clearly had a large exposure to morigage securities overall.
42 Bear Stearns’ direct exposure to these hedge funds was minimal. i
43 A pledge of collateral supports secured financing.
‘SEC’s Oversight of Bear Stearns and Related Entities: The CSE Program September 25, 2008
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funding."‘4 According to Congressional testimony,45 after the markets closed on
March 14, 2008, it became apparent that FRBNY's funding could not stop Bear
Stearns’ downward spiral. As a result, Bear Stearns concluded that it would
need to file for bankruptcy protection on March 17, 2008, unless another firm
purchased it.** On March 16, 2008, Bear Stearns’ sale to JP Morgan was
announced with financing support from the FRBNY. In May 2008, the sale was
completed.

In testimony given before the Senate Committee on Banking, Housing, and
Urban Affairs on April 3, 2008, Chairman Christopher Cox stated that Bear
Stearns’ collapse was due to a liquidity crisis caused by a lack of conﬂdence
Chairman Cox described Bear Stearns’ collapse as a “run on the bank™® which
occurred exceptionally fast and in an already distressed market environment
(i.e., the credit crisis). Specifically, Chairman Cox testified as follows:

What happened to Bear Stearns during the week of March 10th
was likewise unprecedented. For the first time, a major investment
bank that was well-capitalized and apparently fully liquid
experienced a crisis of confidence that denied it not only unsecured
financing, but short-term secured financing, even when the
collateral consisted of agency securities with a market value in
excess of the funds to be borrowed. Counterparties would not
provide securities lending services and clearing services. Prime
brokerage clients moved their cash balances elsewhere. These
decisions by counterparties, clients, and lenders to no longer
transact with Bear Stearns in turn influenced other counterparties,
clients, and lenders to also reduce their exposure to Bear
Stearns.*®

44 The funding was from FRBNY through JP Morgan to Bear Stearns because JP Morgan could borrow
money from FRBNY.

45 Source: Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial Regulators
Before U.S. Senate Committee on Banking, Housing and Urban Affairs, 110" Congress {April 3, 2008)
(statements of Timothy Geithner, President and Chief Executlve Officer, FRBNY) and Alan Schwartz,
President and Chief Executive Officer, Bear Stearns).

46 Source: Turmoil in the U.S. Credit Markets: Exam/nlng the Regulation of Investment Banks by the
Secunt/es and Exchange Commission Before the U.S. Senate on Securities, Insurance, and Investment
110" Cong. (May 7, 2008) (statement of Erik Sirri, Director of TM, Commission).

47 Source: Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial Regulators
Before US Senate Committee on Banking, Housing and Urban Affairs, 110" Cong. (Aprit 3, 2008)
(statement of Christopher Cox, Chairman, Commission).

48 Source: Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial Regulators
Before US.. Senate Committee on Banking, Housing and Urban Affairs, 110th Cong. (April 3, 2008)
(statement of Christopher Cox, Chairman, Commission). .

49 Source: Turmoil in U.S. Credit Markets: Examining the Recent Actions of Federal Financial Regulators
Before U.S. Senate Committee on Banking, Housing and Urban Affairs, 110" Cong. (April 3, 2008)
(statement of Christopher Cox, Chairman, Commission).
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According to a Commission press release,” TM monitored Bear Stearns’ capital
and liquidity daily since Bear Stearns’ hedge funds collapsed. According to data
(provided to TM by Bear Stearns), there was adequate capital at the holding
company level and at Bear Stearns’ two registered broker-dealers prior to and
during the week of March 10, 2008. In addition, the Commission stated that
Bear Stearns was compliant with the $5 billion liquidity requirement.®* :
Furthermore, according to data we reviewed, Bear Stearns had significantly
increased its liquidity levels since May 2007.%

The Commission stated that neither the CSE program nor any regulatory model
(i.e., the Basel Standards)™ used by commercial or investment banks considered
the possibility that secured financing, even when backed by high-quality
collateral could become completely unavailable. Instead, the CSE program only
considered that a deterioration of secured financing could occur (e.g., that
financing terms could become less favorable) and that unsecured funding could
be unavailable for at least one year. :

The Commission’s Response to Bear Stearns’ Collapse. In the aftermath of
Bear Stearns’ collapse, the Commission has:

 Supported the work of the Basel Committee on Banking Supervision
regarding their planned updated guidance (i.e., strengthening the
standards applicable to liquidity risks) on liquidity management;>*

* Supported legisiation to make the CSE program mandatory.®® At a recent
Congressional hearing before the Committee on Financial Services,
House of Representatives, July 24, 2008, Chairman Christopher Cox
stated:

50 Source: Statement of SEC Division of Trading and Markets Regarding The Bear Steamns Companies.

- Commission. 14 March 2008. <http:/fwww.sec.govinews/press/2008/2008-44.htm>. The Chairman also
made similar statements in his letter to the Basel Committee regarding liquidity management; and
testimony (Turmoil in U.S. Credit Market: Examining the Recent Actions of Federal Financial Regulators
Before US Senate Committee on Banking, Housing and Urban Affairs, 110th Cong. (April 3, 2008)
(statement of Christopher Cox, Chairman, Commission)).

&1 As discussed in the Scope and Methodology section (see Appendix IV), we did not independently verify
(.., recalculate and determine the accuracy) Bear Stearns' capital or liquidity amounts.

5 According to the Commission, Bear Stearns had a high of $21 billion (in liquidity) in early March 2008,
(i.e., before the week of March 10), compared to $7.6 billion in May 2007 according to TM data.

Source: Chairman Cox Letter to Basel Committee in Support of New Guidance on Liguidity Management.
Commission. 14 March 2008. <http://lwww.sec.govinews/press/2008/2008-48.htm>.

53 The CSE firms operate under the Basel !l standards. _

54 Source: Chairman Cox Letter to Basel Committee in Support of New Guidance on Liquidity Management.
Commission. 14 March 2008. <http://www.sec.gov/news/press/2008/2008-48.htm>.

% Sources of this information include: , ,

¢ Risk Management and its Implications for Systemic Risk Before U.S. Senate Committee on
Banking, Housing and Urban Affairs, 110" Cong. (June 19, 2008) (statement of Erik Sirri, Director
of TM, Commission); and .

»  Systemic Risk and the Financial Markets Before U.S. House of Representatives Committee on
Financial Services, 110" Cong. (July 24, 2008) (statement of Christopher Cox, Chairman,
Commission), :
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The mandatory consolidated supervision regime for
investment banks should provide the SEC
[Commission] with several specific authorities.
Broadly, with respect to the holding company, these
include authority to: set capital and liquidity
standards; set recordkeeping and reporting
standards; set risk management and internal control
standards; apply progressively more significant
restrictions on operations if capital or liquidity
adequacy falls, including requiring divestiture of lines
of business; conduct examinations and generally
enforce the rules; and share information with other
regulators. Any future legislation should also establish
a process for handling extraordinary problems,
whether institution-specific or connected with broader
market events to provide needed predictability and
certalnty

¢ Requested dedicated Congressional fundmg for the CSE program and
increased CSE staffing from about 25 to 40 people;*’

e Consulted with the CSE firms on their liquidity situation (e.g., funding
plans). Specifically, the Commission worked with the firms to:

increase their liquidity levels;*®
lengthen the terms of their secured and unsecured financing;59
review their risk practices and models;°

0O o0 O ©°

discuss their long-term funding plans, including plans for ralsmg
new capital by accessing the equity and long-term debt markets;®*

o increase their public disclosures of their capital and Ilqu,ldlty;

56 Source: Systemic Risk and the Financial Markets Before U.S. House of Representatives Committee on
Financial Services, 110" Cong. (July 24, 2008) (statement of Christopher Cox, Chairman, Commission).

57 Source: Risk Management and its lmpllcatlons for Systemic Risk Before U.S. Senate Committee on
Banking, Housing and Urban Affairs, 110 Cong. (June 19, 2008) (statement of Erik Sirri, Director of TM,
Chairman, Commission).

58 Source: Turmoil in U.S. Credit Market: Examining the Recent Actions of Federal Financial Regulators,
Before the U.S. Senate Committee on Banking, Housing, and-Urban Affairs, 110" Gong. (April 3, 2008)
(statement of Christopher Cox, Chairman, Commission).

53 Source: Turmoil in the U.S. Credit Markets Examining the Regulation of Investment Banks by the
Securities and Exchange Commission Before the U.S. Senate on Securities, Insurance, and Investment
110" Cong. (May 7, 2008) (statement of Erik Sirri, Director of TM, Commission).

8 Source: Turmoil in the U.S. Credit Markets: Examining the Regulation of Investment Banks by the
Securities and Exchange Commission Before the U.S. Senate on Securifies, Insurance, and Investment
110" Cong. (May 7, 2008) (statement of Erik Sirri, Director of TM, Commission).

81 Source: Systemic Risk and the Financial Markets Before U.S. House of Representatives Committee on
Financial Services, 110" Cong. (July 24, 2008) (statement of Christopher Cox, Chairman, Commission).

SEC'’s Oversight of Bear Stearns and Related Entities: The CSE Program September 25, 2008
Report No. 446-A
' 8

SEC_TM_FCIC_006690



o Invited FRBNY examiners to rewew the CSE firms’ funding and how the
firms are managing their fundlng, and

e In July 2008, the Commission and the Federal Reserve agreed on a
Memorandum of Understandlng (MOU) involving coordination and
information sharing. o4

Objectives

As a result of the collapse of Bear Stearns in March 2008, we received a
Congressional request to perform this audit of the Commission’s CSE Program,
in addition to an audit of the Commission’s Broker-Dealer Risk Assessment
Program (see Appendix II). ' '

The objectives of this audit were to evaluate the Commission’s CSE program,
emphasizing the Commission’s oversight of Bear Stearns and to determine
whether improvements are needed in the Commission’s monitoring of CSE firms
and its administration of the CSE program.

The objectives of the audit on the Commission’s Broker-Dealer Risk Assessment
Program were to follow up on recommendations made in the Office of Inspector
General's (OIG) prior audit report of the Risk Assessment Program (Broker-
Dealer Risk Assessment Program, Report No. 354, issued on August 13, 2002)
and to examine the Broker-Dealer Risk Assessment process to determine
whether improvements are needed. Audit report number 446-B discusses the
Risk Assessment Program in detail and addresses these objectives.

62 Source: Speech by SEC [Commission] Chairman: Address to the Security Traders 12th Annual
Washington Conference. Commission. 7 May 2008.
<http:/lwww.sec.gov/news/speech/2008/spch050708cc.htm>.

68 Source: Turmoil in U.S. Credit Market: Examining the Recent Actions of Federal Financial Regulators
Before US Senate Committee on Banking, Housing, and Urban Affairs, 110™ Cong. (Aprit 3, 2008)
(statement of Christopher Cox, Chairman, Commission).

64 SEC [Commission]. FRB Sign Agreement to Erihance Collaboration, Coordination and Information
Sharing. Commission. 7 July 2008. <http'//www sec. gov/news/press/2008/2008-1 34.htm>.
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Findings.a:nd Recommendations

Finding 1: Bear Stearns Was Compliant With The
CSE Program’s Capital Ratio And Liquidity
Requirements, But The Collapse Of Bear Stearns
Raises Questions About The Adequacy Of These
Requirements

Bear Stearns was compliant with the capital and liquidity
requirements; however, its collapse raises serious questions about
the adequacy of these requirements.

|66

Capita
Adequacy of Capital Levels

In 2004, the Commission adopted rule amendments under the Securities and
Exchange Act of 1934, which created the CSE program and allowed broker-
dealers to apply for an exemptlon from the net capital rule and instead use the
alternative capital method.®” The Commission designed the CSE program to be
broadly consistent with the Federal Reserve’s oversight of bank holding
companies. However, the CSE program “reflects the reliance of securities firms
on mark-to-market accounting [ ] as a critical risk and governance control.
Second, the design of the CSE regime reflects the critical importance of
maintaining adequate liquidity in all market environments for holding companies
that do not have access to an external liquidity prov:der »89

If approved, a firm must comply with capital requ1rements at both the holding
company and the broker-dealer levels. The CSEs at the holding company level
are required to maintain an overall Basel capital ratio of not less than the Federal

85 The capital ratio requirement is stipulated by Basel ll, which TM incorporated into the CSE program. T™M .
developed the CSE program’s liquidity requirements.

8 Capital is the difference between a firm’s assets and liabilities. ‘

Source: Answers to Frequently Asked Investor Questions Regarding The Bear Stearns Companies, Ing,
Commission. 8 March 2008. <http://www.sec.gov/news/press/2008/2008-46.htm>. .

67 The alternative capital method is based on mathematical models and scenario testing while broker-
dealers operating under the standard net capital rule must meet certain ratios and maintain minimum net
capital levels based on the type of securities activities they conduct.

68 Mark-to-market accounting refers to a requirement that the securities must be valued at fair market value
in accordance with Generally Accepted Accounting Principles.

9 Source: Examining Regulation and Supervision of industrial Loan Companies Before U. S. Senate
Committee on Banking, Housing and Urban Affairs, 110 Cong. (October 4, 2007) (statement of Erik
Sirri, Director of TM, Commission).
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Reserve’s 10 percent “well-capitalized” standard for bank holding companies.”
In addition, a broker-dealer calculating its capital using the alternative method
must maintain tentative net capital’’ of at least $1 billion and net capital of at
least $500 million. If the tentative net capital of a broker-dealer using alternative
method falls below $5 billion, it must notify the Commission.” '

According to Bear Stearns’ data, it exceeded the required capital amounts at the
holding company and broker-dealer level the entire time it was in the CSE
program, including during the week of March 10, 2008.7 Although Bear Stearns
was compliant with the capital requirements, there are serious questions about
whether the capital requirement amounts were adequate.”™ For instance, some
individuals have speculated that Bear Stearns would not have collapsed if it had
more capital than was required by the CSE program. In fact, a former Director of
TM has stated:”

The losses incurred by Bear Stearns and other large broker-dealers
were not caused by ‘rumors’ or a ‘crisis of confidence,’ but rather by
inadequate net capital and the lack of constraints on the incurring
of debt.

Increased Access to Secuvred Financing

Notwithstanding the fact that Bear Stearns was compliant with the CSE
program’s capital requirements, there are serious questions about whether Bear
Stearns had enough capital to sustain its business model. As the subprime crisis
unfolded, Bear Stearns’ cost of unsecured financing tended to increase. For

_ example, by March 2008, a ten-year bond which had recently been issued at a
spread of 362 basis points over Treasury rates was trading at 460 basis points
over Treasury rates. The high spread indicates that market participants believed
that Bear Stearns’ creditworthiness was deteriorating in a manner consistent with
downgrades by ratings agencies. According to the expert retained by the OIG in
connection with this audit,”® the high cost of financing tended to undermine the

0 Source: SEC [Commission] Holding Company Supervision with Respect to Capital Standards and
Liquidity Planning. Commission. 7 Mar 2007. <http:/iwww.sec.govidivisions/marketreg/hcliquidity. htm>.

‘11 Tentative capital is net capital before deductions for market and credit risk.

"2 Source: Final Rule: Alternative Net Capital Requirements for Broker-Dealers That Are Part of
Consolidated Supervised Entities (69 Fed Reg. 34.428). Commission. 21 June 2004.
<http://iwww.sec.gov/rules/inal/34-49830.htm>.

3 Source: Chairman Cox Letter to Basel Committee in Support of New Guidance on Liquidity Management.
Commission. 14 March 2008. <http://www.sec.gov/news/press/2008/2008-48.htm>.

" Itis worth noting that prior to the current mortgage crisis, a main concern surrounding the securities
industry was a real/perceived lack of competitiveness with overseas markets. One specific area of
concern was that U.S. firms were potentially at a competitive disadvantage because U.S. regulators were
requiring excessive capital compared to foreign banks. Source: Sustaining New York's and the US’
Global Financial Services Leadership (Recommendation 6, page 24) by McKinsey & Company.

" Source: Pickard Lee. “SEC’s [Commission] Old Capital Approach Was Tried-and-True.” American Banker
August 8, 2008.

"6 Professor Albert S. (Pete) Kyle was retained by the Office of Inspector General (OIG) to provide
assistance with this audit. See Appendix I}l for Professor Kyle's Curriculum Vitae and the Methodology
section of Appendix IV.
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viability of Bear Stearns’ business model, which relied heavily on leverage.
Therefore, to preserve the viability of its business model, Bear Stearns had a
strong incentive to lower its financing costs. One way to lower borrowing costs is
to raise new equity capital, thus providing a larger equity cushion to protect
unsecured lenders. To the extent that secured financing was cheaper than
unsecured financing, another way for Bear Stearns to lower its borrowing costs
was to shift its funding model from unsecured to secured financing.

From April 2006 to March 2008, Bear Stearns’ Basel capital ratio decreased from
21.4 percent to 11.5 percent.”” TM memoranda suggest that in March 2008, TM
inquired about whether Bear Stearns was contemplating capital infusions, but the
memorandum does not suggest that TM exerted influence over Bear Stearns to
raise additional capital.”® The OIG expert was unable to find TM memoranda
indicating that TM had formally required or informally pressured Bear Stearns to
raise additional equity capital prior to March 2008. In this sense, TM acted as
though it did not believe it had a mandate to compel Bear Stearns to raise
additional capital as long as its Basel capital ratio was greater than 10%. In fact,
Bear Stearns did not raise additional capital during this time in 2007 or 2008.

According to TM’s documentation of its meetings with Bear Stearns, in
November 2006, Bear Stearns initiated a plan to increase its availability of
secured funding at the holding company level.”® One component of this plan
involved a tri-party repurchase agreement®® with secured lenders, giving Bear
Stearns access to $1 to $1.5 billion from each lender.8! Bear Stearns’ secured
borrowings were initially for terms of 30 days, with the goal of extending the
terms to six months to one year.?> By May 2007, Bear Stearns’ short-term
borrowing was 60 percent secured and by September 2007, it was 74 percent
secured.”® Finalla/, by March 2008, Bear Stearns’ short-term borrowing was 83
percent secured. Nevertheless, Bear Stearns was still unable to obtain
adequate secured funding to save the firm in March 2008.

7T Source: Bear Stearns monthly Commission filings.

8 “We (Eric Sirri | believe) inquired about any discussions they were having at the moment in terms of
capital infusions. Allan [sic] [Schwariz, the President and Chief Executive Officer of Bear Stearns] said
there were no ‘terribly current discussions’. They had hired Lazard to advise them but that was on “slow
burn” and that with the time it would take to get that done it wouldn’t help (rumors would cause more
damage in the meantime).”

Source: TM internal memorandum (file name: “Bear Stearns March Notes - SMS.doc”).

" Source: TM's internal quarterly meeting memoranda with Bear Stearns for the 4" quarter 2006, 1%
quarter 2007, 2" quarter 2007, and 3" quarter 2007. :

80 |n a tri-party repo arrangement, a third party (in this case JP Morgan) acts as a custodian for loans

- between Bear Stearns and-other lenders. The custodian holds Bear Stearns assets as collateral for the
loans from the other lenders. Bear Stearns used this tri-party repurchase agreement (repo) facility to
finance assets which were otherwise difficult to fund. '

81 Source: TM's internal quarterly meeting memorandum with Bear Stearns for the 4 quarter of 2006.

82 Source: TM's internal quarterly meeting memorandum with Bear Stearns for the 4™ quarter of 2006.

- 8 Source: TM's internal quarterly meeting memoranda with Bear Stearns for the 2™ quarter 2007 and 3"

quarter 2007.
84 Source: TM internal memorandum (file name: BS Monthly Liquidity Call 03-06-08.doc).
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Bear Stearns' increasing reliance on secured funding indicates that, although it
appeared to be compliant with CSE program’s capital requirement, the market
did not perceive it to be sufficiently capitalized to justify extensive unsecured
lending. In this sense, Bear Steamns was not adequately capitalized.

These facts illustrate that although Bear Stearns was compliant with the CSE
program’s ten percent Basel capital requirement, it was not sufficiently
capitalized to attract the funding it needed to support its business model.
Although the Commission has maintained that liquidity (not capital) problems
caused Bear Stearns’ collapse, this audit found that it is entirely possible that
Bear Stearns’ capital levels could have contributed to its collapse by making
lenders unwilling to provide Bear Stearns the funding it needed.

The fact that Bear Stearns collapsed while it was compliant with the CSE -
program’s capital requirements raises serious questions about the adequacy of
the CSE program'’s capital ratio requirements.

The CSE capital requirements are broadly consistent with the Basel Il
framework. The Basel Il framework is based on three pillars: (1 ) minimum
capital requirements, (2) supervisory review, and (3) market discipline in the form
of increased public disclosure.®® CSE firms calculate their capital ratios in a
manner consistent with a models-based approach of pillar 1. Under pillar 2,
supervisors are required to ensure that banks comply with the minimum capital
requirements of pillar 1; address risks not fully captured by pillar 1, including
liquidity risk and credit concentration risk; and encourage good risk management
practices. Under pillar 2, supervisors should expect banks to operate above the
minimum regulatory capital ratios, and should intervene at an early stage to
prevent banks from falling below minimum levels required to support the risk
characteristics of a particular bank, including requiring banks to raise additional
capital immediately.® Pillar 3 establishes disclosure requirements that aim to
inform market participants about banks’ capital adequacy in a consistent
framework that enhances comparability.’” The Basel Il framework does not
dictate a maximum capital ratio, but instead gives the supervisor the ability to set
a high enough capital ratio to be consistent with the characteristics of the banks
it regulates.

Recommendation 1:
The Division of Trading and Markets, in consultation with the Board of Governors
of the Federal Reserve System and the Basel Committee should: (1) reassess

the guidelines and rules regarding the Consolidated Supervised Entity (CSE)

85 Source: GAO. Bank Regulators Need to Improve Transparency and Overcome Impediments to Finalizing
the Proposed Basel li Framework. Report No. 07-253, page 20. February 15, 2007. ,

8 Source: Basel Committee on Banking Supervision. International Convergence on Capital Measurement
and Capital Standards, June 2006, paragraphs 9 and 756-760. < http://www.bis.org/publ/bcbs 128.pdf>,

87 Source: GAQ. Bank Regulators Need to Improve Transparency and Overcome Impediments to Finalizing
the Proposed Basel Il Framework. Report No. 07-253, page 91. February 15, 2007.
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firms’ capital levels; and (2) identify instances (e.g., a firm’s credit rating is
downgraded, or its unsecured debt trades at high spreads over Treasuries) when
firms should be required to raise additional capital, even if the firm otherwise
appears to be well capitalized according to CSE program requirements.

Liquidity ®

The Commission designed the CSE program to ensure that, in a stressed
environment, a firm could withstand the loss of its unsecured financing for up to
one year,* under the assumption that secured funding for liquid assets would be
available. In addition, the liquidity analysis assumes that any assets held in a
regulated entity are unavailable for use outside of the entity to deal with liquidity
issues elsewhere in the consolidated entity.”® The CSE program’s guidelines on

liquidity implement supervisory principles concerning liquidity in a manner that
attempts to be consistent with pillar 2 of Basel I1.°"

According to agreements between the Commission and the United Kingdom's
Financial Services Authority entered into in April 20086, each CSE is required to
maintain a liquidity portfolio of cash or highly liquid debt and equity securities of
$10 billion, with the exception of Bear Stearns, which was required to maintain a
liquidity portfolio of $5 billion. The liquidity requirement for Bear Stearns was
lower because it was the smallest CSE. Bear Stearns was continuously
compliant with this requirement.

Bear Stearns initiated a plan in November 2006 to increase its liquidity levels and
in fact (according to TM data), it significantly increased its liquidity levels from

8 According to the Commission, “[ift is important to realize capital is not synonymous with liquidity. A firm
can be highly capitalized, that is, can have more assets than liabilities, but can have liquidity problems if
the assets cannot quickly be sold for cash or alternative sources of liquidity, including credit, obtained to
meet other demands. While the ability of a securities firm to withstand market, credit, and other types of
stress events is linked to the amount of capital the firm possesses, the firm also needs sufficient liquid
assets, such as cash and U.S. Treasury securities, to meet its financial obligations as they arise.

Accordingly, large securities firns must maintain a minimum level of liquidity in the holding company.
This liquidity is intended to address pressing needs for funds across the firm. This liquidity consists of
cash and highly liquid securities for the parent company to use without restriction.” :

Source: Answers to Frequently Asked Investor Questions Regarding The Bear Stearns Companies, Inc.
Commission. 18 March 2008. <http://www.sec.govinews/press/2008/2008-46 .htm>.

89 Source: Risk Management and its Implications for Systemic Risk Before the U.S. Senate
Subcommittee on Securities, Insurance, and Investment Committee on Banking, Housing, and Urban
Affairs, 110" Cong. (June 19, 2008) (statement by Erik Sirri, Director of TM, Commission).

9 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <http:/iwww.sec.gov/divisions/marketreg/hcsupervision.htm>,

91 Sources for this information include:

» Basel Committee on Banking Supervision. lnternational Gonvergence on Capital Measurement
and Capital Standards, June 2006, paragraphs 738 and 741.
< http:/Awww.bis.org/publ/bcbs128.pdf>: and . -

* Basel Committee on Banking Supervision. Sound Practices for Managing Liquidity in Banking
Organizations, February 2000. <http:/Awww.bis.org/pubifbchs69.pdf?noframes=1>.
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May 2007 until it suddenly collapsed during one week in March 2008.%
According to the Commission, Bear Stearns collapsed because it experienced a
liquidity crisis when it lost its secured financing. The collapse of Bear Stearns
thus indicates that the CSE program’s liquidity guidelines (implementing the spirit
of pillar 2 of Basel Il) are inadequate in two respects. First, the time horizon over
which a liquidity crisis unfolds is likely to be significantly less than the one-year
period. Second, secured Iendmg facilities are not automatically available in
times of stress.

Bear Stearns’ liquidity planning indicates that Bear Stearns was well aware of
these impractical aspects of the CSE program’s approach to liquidity more than a
year before it failed. At a quarterly meeting with TM in April 2006, Bear Stearns
told TM that it had developed a 60-day cash |nflow and outflow analysis that it
could use to track cash flows on a daily basis.®® Bear Stearns told TM that the
60-day stress test “provides a detailed cash inflows and outflows analysis during
the most critical part of a liquidity crisis.”** The 60- -day analysis, however, did not
assume that secured funding was always avallable Instead, the analysis
assumed the availability of existing credit lines.*® A 60-day period corresponds
more closely than a one-year period to the timeframe over which a liquidity crisis
unfolds. A 60-day period also corresponds to a time period over which a firm
can raise new equity capital in an orderly manner. In this sense, Bear Stearns
realized that the one-year period was not realistic and also recognized that
secured funding might not be available in times of stress.

In November 2006, Bear Stearns also undertook efforts to line up committed
secured lending facilities. The fact that Bear Stearns made a special effort to
line up committed secured lending facilities indicates that Bear Stearns did not
think that such facilities would automatically be available in a stressed
environment. Bear Stearns told TM that the secured funding initiative was
improving the firm's performance in the 60-day stress scenarios, because the 60-
day stress scenarios did not assume that secured funding would always be
available as contemplated by the CSE program’s one-year liquidity stress test.
Bear Stearns planned to extend its 60-day stress model to one year and to
modify its analysus to include unused credit lines only to the extent that they were
committed.*® As part of its secured funding initiative, Bear Stearns planned to
use uncommitted lines of credit on an ongoing basis, thus increasing its access

% According to the Commission, Bear Stearns had a high liquidity level of $21 billion in early March 2008
(i.e., before the week of March 10) compared to $7.6 billion in May 2007 (according to TM data). Bear
Stearns’ required liquidity was $5 billion.

95 Source: TM's internal quarterly meeting memorandum with Bear Stearns for the 1 quarter of 2006.

9 Source: TM’s internal quarterly meeting memorandum with Bear Stearns for the. 2™ quarter of 2006,

% Source: The Bear Steamns Companies Inc. Financial Review - Quarter ended February 28, 2007
Meeting held April 18, 2007 and Conference call held on April 24, 2007.

% Source: TM's internal quarterly meeting memoranda with Bear Steams for the 2™ quarter of 2007 and 3™
quarter of 2007.
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to credit in a stressed environment where uncommitted lines might not be
available.”’

Internal TM memoranda indicate that TM believed that the secured funding
initiative helped Bear Stearns weather the credit difficulties it faced during the
summer of 2007, when two hedge funds sponsored by Bear Stearns’ Asset
Management (BSAM) failed.®

According to internal TM memoranda, Bear Stearns had a goal of arranging
committed secured evergreen facilities with terms of six to twelve months. An
evergreen facility allows a borrower to lock in funding for a predetermined
minimum period of time. For example, in a six-month evergreen facility, the
lender must give notice to terminate the facility six months before being entitled
to start getting its money back. |f Bear Stearns had such facilities, which were
terminated, such terminations would have created potential financial stress for
Bear Stearns with a known, contractually predetermined time lag. Therefore, it
would have been important for TM to know about such terminations, in order for
TM to anticipate the potential financial stress. OIG has asked TM for information
concerning whether TM knew about terminations of any evergreen facilities
providing secured collateralized lending to Bear Stearns, but OIG has been
unable to determine what additional information TM had about any such
facilities, including terminations.

To summarize, as early as November 2006, Bear Stearns was implementing a
more realistic approach to liquidity planning than contemplated by the CSE
programs’ liquidity stress test. While this more realistic approach may have
helped Bear Stearns in the summer of 2007, it was not sufficient to save the firm
in March 2008. Bear Stearns’ initiative to line up secured funding indicates that
the crisis which occurred in March 2008 was not totally unanticipated by Bear
Stearns, in that Bear Stearns had been taking specific steps to avoid such a
crisis for more than a year before it occurred.

According to the expert retained by OIG in conjunction with this audit, the need
for Basel Il firms to undertake specific efforts to line up committed secured
funding in advance of a stressed environment depends on the extent to which
the Basel Il firms can rely on secured lending facilities from the central bank

97 Source: TM’s internal quarterly meeting memorandum with Bear Stearns for the 3™ quarter of 2007.

9 “By early summer 2007, the firm had made substantial progress on its [secured funding] initiatives,
reducing commercial paper substantially and increasing the pool of liquidity available to the parent
company. This progress proved to be very important. In August of 2007 the collapse of two Bear’
[Bear Stearns] managed hedge funds prompted S&P to change its outlook on Bear Stearns’ debt to
‘Negative’. This rating agency action and a poorly received investor call that followed led to some
creditor anxiety around the Bear Stearns’ name. Because of this idiosyncratic news, along with the
general stress that began in the funding markets in August, OPSRA began monitoring Bear Stearns’

-liquidity on a daily basis.- Obviously the funding enhancements that began in the earlier part of the year
helped the firm in managing throughout these challenging times.”
Source: TM internal memorandum with Bear Stearns for the 3™ quarter 2007 (file name: BS_risk
iden_qtr3_2007 _v2.doc).
SEC’s Oversight of Bear Stearns and Related Entities: The CSE Program . September 25, 2008
Report No. 446-A
16

SEC_TM_FCIC_006698



during a liquidity crisis. On the one hand, if it is assumed that secured lending
facilities will always be available from the central bank, lining up committed
secured lending facilities is not necessary. In this case, a liquidity stress test,
which assumes that secured lending facilities will automatically be available is
appropriate. On the other hand, if it is assumed that collateralized central bank
lending facilities might not be available during a time of market stress, Basel Il
firms have incentives to line up committed secured lending facilities, in advance,
from other sources. In the context of CSE firms which are not banks, the policies
of the Federal Reserve towards making collateralized loans to non-banks
becomes an important element of their liquidity planning process.

Subsequent to the collapse of Bear Stearns, the Basel Committee released a
draft set of updated guidelines concerning supervision of liquidity.*

Recommendation 2:

The Division of Trading and Markets, in consultation with the Board of Governors
of the Federal Reserve System, should reassess pillar 2 of the Basel Il
framework and the Consolidated Supervised Entity (CSE) program guidelines
regarding liquidity and make appropriate changes to the CSE program’s liquidity
requirements. Changes should describe assumptions CSE firms should be
required to make about availability of secured lending in times of stress
(including secured lending from the Federal Reserve) and should spell out
circumstances in which CSE firms should be required to increase their liquidity
beyond levels currently contemplated by CSE program liquidity requirements.

Finding 2: TM Did Not Adequately Address
Several Significant Risks That Impact The Overall
Effectiveness Of The CSE Program

TM did not adequately address several significant risks, which
affected the overall effectiveness of the CSE program. Notes from
TM’'s meeting with Bear Stearns’ management indicate that TM
often discussed risks, which turned out to be relevant, but the
‘discussions did not prompt TM to exert sufficient influence over
Bear Stearns to make changes as a result of the risks identified.

Concentration of Assets

Bear Stearns had a high concentration of mortgage securities. Prior to Bear
Stearns becoming a CSE, TM was aware that its concentration of mortgage
securities had been steadily increasing. For instance, TM stated: '

9 Source: Basel Cdmmitteé on Banking Supervision. Principles for Sound Liquidity Risk Maniagement and ‘
Supervision. June 2008 — Draft for Consuitation. <http:/iwww.bis.org/publ/bcbs138.pdf?noframes=1>.
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.. [Bear Stearns] continues to push for increased balance sheet
and risk taking authority despite six limit increases since 2001.
These increases have brought the total permltted balance sheet
usage from less than $2 billion to over $6 billion.™

TM staff even found that the amount of mortgage securities was occasionally
well beyond Bear Stearns’ internal limits. For instance, TM stated:

We [TM staff] will continue to discuss with risk management the
size of the Adjustable Rate Mortgage (“ARM”) business as it
continues to operate in excess of allocated limits, reachmg new
highs with respect to the net market value of its positions.
[Emphasis Added]

Furthermore, according to TM’s own documentation, a portion of Bear Stearns’
mortgage securities (e.g., adjustable rate mortgages) represented a significant
concentration of market risk, as was evidenced by Bear Stearns collapse
Paragraph 777-of Basel Il framework states:

In the course of their activities, supervisors should assess the
extent of a bank’s credit risk concentrations, how they are
managed, and the extent to which the bank considers them in its
internal assessment of capital adequacy under Pillar 2. Such
assessments should include reviews of the resuits of a bank’s
stress tests. Supervisors should take appropriate actions where the
risks arising from a bank’s credit nsk concentratlons are not
adequately addressed by the bank."®

Yet, notwithstanding these “red flags” that TM knew about, and warnings in the
Basel standards, TM did not make any efforts to limit Bear Stearns’ mortgage
securities concentration.

Recommendation 3:

The Division of Tradlng and Markets should ensure that it adequately
incorporates a firm’s concentration of securities into the Consolidated Supervised
Entity (CSE) program’s assessment of a firm’s risk management systems (e.g.,
internal controls, models, etc.) and more aggressively prompts CSE flrms to take
appropriate actions to mitigate such risks.

100 Source: an internal TM memorandum dated November 15, 2004,
101 Source: an internal TM memorandum dated March 2005. TM stated that it verified that Bear Stearns’
senior management had granted temporary authority to exceed these limits.
102 Source: Basel Committee on Banking Supervision: International Convergence on Capital Measurement
___and Capital Standards, June 2006, paragraph 777. < hitp://www.bis.org/publ/bcbs128.pdf>.
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Leverage

Prior to the adoption of the rule amendments which created the CSE program,
the broker-dealers affiliated with the CSE firms were required to either maintain:

¢ A debt to net capital ratio of less than 15 to 1 (after their first year of
operation); or

 Have net capital not less than the greater of $250,000 or two percent
of aggregate debit items computed in accordance with the Formula for
Determination of Reserve Requirements for Broker-Dealers.

However, the CSE program did not require a leverage ratio limit for the CSE
firms. As a result, Bear Stearns was highly Ieveraged with a gross leverage ratio
of approximately 33 to 1 prior to its collapse Leverage can affect liquidity risk.
For instance:

"+ The Counterparty Risk Management Policy Group (m June 1999)"*
stated:

The link between leverage and funding liquidity risk is
relatively straightforward: leverage amplifies funding
liquidity risk...
o The President’s Working Group (PWG) on Financial Markets'® Report
(in April 1999) on Long-Term Capital Management (LTCM) stated: 108

In addition, the liquidity risk of a hedge fund interacts
with and is magnified by leverage, most clearly in
distressed market circumstances.

Although TM has maintained that leverage is not directly related to liquidity, it is
clear that if a firm experiences a lack of confidence, its liquidity can be adversely
affected and that leverage can influence confidence levels. Thus, it is entirely

103 There are many definitions of leverage. Other firms also had high gross leverage amounts (i.e., assets
divided by stockholders’ equity). See Appendix VI.

104 “In January 1999, a group of 12 major, intemationally active commercial and investment banks
announced the formation of a Counterparty Risk Management Policy Group (CRMPG). The objective of
the Policy Group, whose formation was endorsed by Chairman Greenspan [then Federal Reserve
Chairman], Chairman Levitt {then Commission Chairman] and Secretary Rubin [then Secretary of the
U.S. Department of Treasury], has been to promote enhanced strong practices in counterparty credit
and market risk management.” Improving Counterparty Risk Management Policies, Counterparty Risk
Management Policy Group 2 (June 1999).

105 |n 1988, Executive Order 12631 established the President's Working Group (PWG). The PWG's
purpose is “...enhancing the integrity, efficiency, orderliness, and competitiveness of our nations
financial markets and maintaining investor confidence...” The PWG members are: the Chairmen of the
Commission, the Commodities Futures Trading Commission, and the Federal Reserve; and the
Secretary of the U.S. Department of Treasury.

106 { ong-Term Capital Management (LTCM) was a very large U.S. hedge fund that collapsed in 1998.
However, apparently some counterparties treated LTCM as an investment bank and not a hedge fund.

107 Although, Bear Stearns was not a hedge fund, we believe that the concept of leverage’s relationship to
liquidity still applies, espeCIaIly since apparently some counterparties treated LTCM as an mvestment
hank and not a hedge fund.
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possible that Bear Stearns’ high leverage contributed to a lack of confidence in
the firm (including unsubstantiated rumors) which had an impact on its collapse.
In fact, TM believed in early 2006 that Bear Stearns was still managing its
balance sheet at quarter end, a practice which suggests that Bear Stearns was
aware that its leverage ratios affected market perceptions. 108 Although banking
regulators have established a Ieverage ratio limit, the CSE program has not
established a leverage ratio limit.'”® The adoption of leverage limits must be
reassessed in light of the circumstances surrounding the Bear Stearns’ collapse,
especially since some individuals believe that this policy failure directly
contributed to the current financial crisis.

Recommendation 4:

The Division of Trading and Markets, in consultation with the Board of Governors
of the Federal Reserve System, should reassess the Consolidated Supervised
Entity (CSE) program’s policy regarding leverage ratio limits and make a
determination as to whether, and under what circumstances, to impose leverage
ratio limits on the CSEs.

Bear Stearns’ Model Review Process and Risk Management
Staffing Were Inadequate in the Area of Mortgage Backed
Securities

Prior to Bear Stearns’ approval as a CSE in November 2005, OCIE found that
Bear Stearns did not periodically evaluate its VaR models,''® nor did it timely
update inputs to its VaR models. Further, OCIE found that Bear Stearns used
outdated models that were more than ten years old to value mortgage
derivatives and had limited documentation on how the models worked.'"" As a
result, Bear Stearns’ daily VaR amounts could have been based on obsolete
data. It was critically imperative for Bear Stearns’ risk managers to review
mortgage models because its primary business dealt with buying and selling
mortgage-backed securities.

During the initial CSE application, TM staff raised concerns about model review
scope regarding mortgages and other cash products. TM stated:

108 *(From a liquidity and funding perspective-it appears that both BS [Bear Stearns] and LB [Lehman -
Brothers] are still actively managing their balance sheets at quarter end, whereas this practice seems to
have been mitigated substantially at MS [Morgan Stanley] and GS [Goldman Sachs Group, Inc.] based
on the quarterly discussions with MS and GS Treasury departments).”

Source: TM credit meeting memorandum with Bear Stearns dated December 2005.

109 However, there are some fundamental differences between commercial and investment banks. For
instance, unlike investment banks, commercial banks rely on customer deposits.

110 *Value at Risk (VaR) is the maximum loss not exceeded with a given probability defined as the
confidence level, over a given period of time.” Source: Wikipedia- The Free Encyclopedia.

<http://en.wikipedia.org/wiki/Value_at_risk>.

111 OCIE internal memorandum to Jeffrey M. Farber (Bear Stearns, Senior Managing Director), December 2
2005, page 8. Also see Finding 5.

SEC's Oversight of Bear Stearns and-Related Entities: The CSE Program ' September 25, 2008
Report No. 446-A
20

SEC_TM_FCIC_006702



We believe it would be highly desirable for Independent Model
-Review to carry out detailed reviews of models in the mortgage
area.? :

At a meeting with TM on September 20, 2006, Bear Stearns’ risk managers
provided TM with a presentation concerning how its risk managers reviewed
Bear Stearns’ models to price and hedge various financial instruments. Asa
result of this presentation, TM concluded that Bear Stearns’ model review
process lacked coverage of mortgage-backed and other asset-backed securities,
in part because the models were not used for pricing and in part because the
sensitivities to various risks implied by the models did not reflect risk sensitivities
consistent with price fluctuations in the market.""® According to the OIG expert,
this information is consistent with the interpretation that pricing at Bear Stearns
was based more on looking at trading levels in the market than on looking at
models. This information is also consistent with the interpretation that traders
used their own models (perhaps empirically based) for hedging purposes and not
the ones that the risk managers were reviewing. When markets are liquid and
trading is active, market prices can be used to value assets accurately. In times
of market stress, trading dries up and reliable price information is difficult to
obtain. Models therefore become relatively more important than market price in
times of market stress than in times when markets are liquid and trading actively.
Such stressed circumstances force firms to rely more on models and less on
markets for pricing and hedging purposes.

TM later learned that spikes in VaR resulted from disagreements between
traders and risk managers concerning appropriate hedge ratios."" Traders often
combine long and short positions together, using the short positions to hedge out
some of the risks associated with long positions. For example, a trader might
short a government bond to hedge the interest rate risk associated with a
mortgage-backed security. To construct an appropriate hedge ratio, traders use
information such as the sensitivity of the value of the assets to interest rate
changes or interest rate spreads. At Bear Stearns, traders and risk managers
sometimes disagreed concerning what these sensitivities were, and processes
for handling these disagreements were built into the risk management process at
Bear Stearns. A VaR model is intrinsically based on more information than a
sensitivity of value to interest rate spread. A VaR model also incorporates an
assumption about the ratio of spread changes in one asset to spread changes in
another. A VaR model can therefore tell the trader an appropriate hedge ratio to
.use to reduce risks associated with fluctuations in spreads. At Bear Stearns,
traders used hedge ratios that were consistent with the traders’ own models
even though the risk managers’ VaR models indicated that different hedge ratios

112 Bear Stearns & Co. Inc. Consolidated Supervised Entity Market Risk Review, October 2005, page 44.

13 Source: TM's internal Mode! Review Update memorandum dated September 20, 2006. »

114 Source: TM's internal credit meeting memorandum with Bear Stearns dated December 2006 and follow
up notes memorandum dated February 8, 2007 and February 21, 2007.
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would have been more appropriate.’”® Since VaR measures of risk reported to
TM are based on the risk managers’ models and not the traders’ models, the
reported VaR numbers suggested a risk that was different than the risks the
traders thought they were bearing. The fact that VaR spiked as a result of these
disagreements also raises the question of whether VaR risk measures were
taken seriously enough by Bear Stearns’ traders. ‘

The OIG expert believes that interest rate and spread sensitivities were actively
used as part of the discussion between risk managers and traders at Bear
Stearns, but the OIG expert did not see evidence in TM memoranda that the
additional modeling assumptions incorporated into VaR models added much to
these discussions. ‘

TM believed that Model Review at Bear Stearns was more of a support function
and was less formalized than at other CSE firms.""® Model validation personnel,
modelers, and traders all sat together at the same desk.""” According to the OIG
expert, sitting together at the same desk has the potential advantage of
facilitating communication among risk managers and traders but has the
potential disadvantage of reducing the independence of the risk management
function from the trader function, in both fact and appearance.

In 2006, the expertise of Bear Stearns’ risk managers was focused on pricing
exotic derivatives and validating derivatives models. At the same time, Bear
Stearns’ business was becoming increasingly concentrated in mortgage
securities, an area in which its model review still needed much work. The OIG
expert concluded that, at this time, the risk managers at Bear Stearns did not
have the skill sets that best matched Bear Stearns’ business model.

For instance, TM's discussions with risk managers in 2005 and 2006 indicated
that Bear Stearns’ pricing models for mortgages focused heavily on prepayment
risks but TM's internal memoranda rarely mentioned how the models dealt with
default risks.'® Given the risk managers’ lack of expertise in mortgages, it would
have been difficult for risk managers at Bear Stearns to advocate a bigger focus
on default risk in its mortgage models.

There was also turnover of Bear Stearns’ risk management personnel at critical
times. Bear Stearns’ head of model validation resigned around March 2007,
precisely when the subprime crisis was beginning to hit and the first large write-
downs were being taken.'"® At exactly this point in time, Bear Stearns had a
tremendous need to rethink its mortgage models and lacked key senior risk

115 Source: TM's internal credit meeting memorandum with Bear Stearns dated December 2006 and follow
up notes memorandum dated February 9, 2007 and February 21, 2007. )

116 Source: TM's internal Model Review Update memeorandum dated September 20, 2006.

17 Source: TM's internal Model Review Update memorandum dated September 20, 2006.

118 Source: TM's internal credit meeting memoranda with Bear Stearns dated February 2006 and
September 2004. . :

119 Source: TM's internal credit meeting memorandum with Bear Stearns dated February 2007.
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modelers to engage in this process. As a result, mortgage modeling by risk
managers floundered for many months.'® According to the OIG expert, this
disarray in risk management tended to give trading desks more power over risk
managers. In fact, there are indications (in internal TM memoranda from later
monthly meetings between TM and Bear Stearns) that the risk manager who left
had difficulty communicating with senior managers in a productive manner.'?' In
the opinion of the OIG expert, difficulties in communication are a potential red
flag indicating that a risk manager could be telling the traders to take on less risk
than they would otherwise choose to do (i.e., information that the traders would
presumably not want to hear). This risk manager’s eventual replacement was
described as having some trading experience and therefore a potentially better
skill set for communicating with trading desks.'??

When a new senior risk manager (with expertise in mortgages) arrived in
summer of 2007, TM was aware that there was a great need for risk
management to work on mortgage models.'?® Instead, TM learned that the risk
management process was operating in crisis mode, dealing with numerous
issues related to price verification, markdowns, and disputes over collateral
valuations with counterparties.’* TM was aware that the model review function
was typically understaffed at Bear Stearns for much of 2007."% As a result, the
OIG expert concluded that the reviews of mortgage models that should have
taken place before the subprime crisis erupted in February 2007 appears to have
never occurred, in the sense that it was still a work in progress when Bear
Stearns collapsed in March 2008. '

To summarize, TM was aware that risk management of mortgages at Bear

Stearns had numerous shortcomings, including lack of expertise by risk
managers in mortgage-backed securities at various times; lack of timely formal
review of mortgage models; persistent understaffing; a proximity of risk
managers to traders suggesting lack of independence; turnover of key personnel
during times of crisis; and an inability or unwillingness to update models quickly
enough to keep up with changing circumstances. In 2006, TM missed an
opportunity to push Bear Stearns aggressively to add expertise in mortgage
modeling to the risk management staff, to review mortgage models in a timely
manner, to add incorporate default rates into mortgage modeling, and to make
sure that mortgage risk management could function efficiently in a stressed
environment.

120 Source: TM's internal credit meeting memorandum with Bear Stearns dated April 2007, and Model
‘Review Update memorandum involving Bear Stearns dated December 19, 2007.

121 Source: TM'’s internal credit meeting memorandum with Bear Steams dated March 2007.

122 Source: TM's internal credit meeting memorandum with Bear Stearns dated March 2007.

123 Source: TM's internal credit meeting memorandum with Bear Stearns.dated July 2007.

124 Source: TM's internal credit meeting memorandumi with Bear Stearns dated July 2007. -

125 Source: TM's internal Model Review Update memorandum involving Bear Stearns dated December 19,
2007.
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Recommendation 5:

The Division of Trading and Markets (TM) should ensure that: (1) the
Consolidated Supervised Entity (CSE) firms have specific criteria for reviewing
and approving models used for pricing and risk management, (2) the review and
approval process conducted by the CSE firms is performed in an independent
manner by the CSEs’ risk management staff, (3) each CSE firms’ model review
and approval process takes place in a thorough and timely manner, and (4)
impose limits on risk taking by firms in areas where TM determines that risk
management is not adequate.

Risk Scenarios

When Bear Stearns applied to be a CSE, TM revnewed the independent risk
management function at Bear Stearns in 2005."% In addition to VaR, Bear
Stearns used stress scenarios to capture risks associated with history-based and
hypothetical scenarios. TM reviewed a sample of a “Bear Stearns Scenario
Summary Report.” The report contains nine history-based scenarios which had
been implemented (including the 1987 stock market crash and the 1998 LTCM
crisis), eight hypothetical scenarios which had been implemented (including
shocks to interest rates and interest rate spreads), and six additional proposed
hypothetical scenarios, Wthh appear not to have been implemented when Bear
Stearns became a CSE.'? Most of these proposed scenarios related to the
market for residential mortgages. For example, the proposed scenarios
contemplated shocking the credit spreads for both high grade and hlgh yield
mortgage -backed securities separately.

Bear Stearns’ VaR models did not capture risks associated with credit spread
widening of non-agency mortgages that are prime or near-prime (Alt-A).128 Thus,
the residential mortgage stress tests were potentially beneficial in that they
quantified potential risks not otherwise captured. The OIG expert did not find
documentary evidence indicating that these scenarios were actually
implemented or subsequently discussed with TM until 2007. Furthermore, the
OIG expert believes that meaningful implementation of high grade and high yield
mortgage credit spread scenarios requires both a measure of sensitivity of
mortgage values to yield spreads as well as a model of how fundamental
mortgage credit risk factors make yield spreads fluctuate. These fundamental
factors include housing price appreciation, consumer credit scores, patterns of
delinquency rates, and potentially other data. These fundamental factors do not
seem to have been incorporated into Bear Stearns’ models at the time Bear
Stearns became a CSE.

126 Source: TM Internal memorandum Bear Stearns & Co. Inc. Consolidated Supervised Entity Market Risk
Review, October 2005, Appendix D: Scenario Analysis Summary Report.

127 The scenario names are “MBS Underp. (Prepay Risk),” “HG MBS/ABS Underp. (Credit Risk),” “HY
MBS/ABS Underp. (Credit Risk),” “Volatility Spike,” “FNMA Problems,” and “FHLMC Problems.” .

128 Source: TM Internal memorandum Bear Stearns & Co. Inc. Consolidated Supervised Entity Market Risk
Review, October 2005, Appendix D: Scenario Analysis Summary Report. :
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The presence of the proposed mortgage scenarios in the materials TM reviewed
in 2005 indicates that both TM and Bear Stearns knew that incorporating these
features into Bear Stearns’ risk management was important for effective risk
management. The absence of their implementation suggests that Bear Stearns
did not have in place in 2005 the risk management technology needed to
implement the scenarios in a meaningful manner.

According to internal TM memoranda, TM discussed several different risk
scenarios with Bear Stearns’ management. The most commonly-discussed
stress scenarios mentioned in TM memoranda include the 1987 stock market
crash, the 1998 collapse of LTCM and the 9/11 terrorist attacks, because these
crisis scenarios resulted in the greatest potential losses. The OIG expert
concluded based on a review of internal TM memoranda, that Bear Stearns’ risk
managers analyzed these risks carefully. Additionally, TM collected a great deal
of information on other aspects of risk management, including the organizational
structure of the risk management process, model verification, and price

- verification.

The OIG expert however, also concluded that the internal TM memoranda
provide no discussion of the most serious forward-looking risk scenario that Bear
Stearns might face, which was a complete meltdown of mortgage market liquidity
accompanied by fundamental deterioration in the mortgages themselves,
resulting from falling housing prices.

In April 2006 through June 2006, Bear Stearns briefed TM multiple times on
problems faced by a United Kingdom mortgage originator subsidiary.'®® As a
result of extremely poor performance of collateral, due to weak underwriting
standards, Bear Stearns took losses associated with security originations by this
subsidiary. In fact, an internal memorandum to TM’s Division Director quoted the
text of two new'spaPer articles chronicling this subsidiary’s inability to meet its
interest payments. % At the time of the news articles, Bear Stearns told TM that
it was holding $1.5 billion in unsecuritized whole loans and commitments from
this subsidiary, and TM believed that Bear Stearns would be unable to sell this
commitment due to the negative publicity surrounding this subsidiary.™" In
focusing on Bear Stearns’ problems with this subsidiary, the OIG expert believes
that in 2006, TM identified precisely the types of risks that evolved into the
subprime crisis in the U.S. less than one year later. Yet, TM did not exert
influence over Bear Stearns to use this experience to add a meltdown of the
subprime market to its risk scenarios. Moreover, TM did not use this event to
exert influence on Bear Stearns to reduce its exposure to subprime loans, as
previously discussed on page 17. ’ :

128 Source: TM's internal credit meeting memoranda with Bear Stearns dated April 2006, May 2006, and
June 2006.

130 Source: TM's internal credit meeting memorandum with Bear Steamns dated June 2006.

131 Source: TM's internal credit meeting memorandum with Bear Stearns dated June 2005.

SEC’s Oversight of Bear Stearns and Related Entities: The CSE Program - September 25, 2008
Report No. 446-A

25

SEC_TM_FCIC_006707



In terms of large drops in market prices and large asset write-downs on
mortgage-backed securities, the subprime crisis began to affect the U.S. around
December 2006. The drop in prices tended to hit residuals from mortgage
securitizations first. When mortgages or other assets are securitized, the
tranches, which have the highest certainty of payment, typically receive “AAA’
ratings. The tranches with lowest credit quality are called “residuals,” and these
tranches bear credit losses before the higher rated tranches bear credit losses.
In February 2007, Bear Stearns told TM that it had written $300 million of
residuals down by $58 million in January 2007, after writing the residuals down
by $25 million in December 2006."* Additional write-downs the following month
brought total losses on second lien inventory to $168 million and total losses on
resndentual mortgage backed securities and structured products to $240
million." The write- downs during thls quarter were mostly on resnduals backed
by second lien loans,* Alt-A loans,™ and subprime mortgages.'® TM
described the residual write-downs as a meltdown that was worse than what
Bear Stearns could have predicted over a year before Bear Stearns collapsed.137

Prior to these write-downs, in the fall of 2006, TM had focused on the risks
associated with residuals and asked for detailed breakdowns of residuals by age
and asset type. Bear Stearns’ management told TM that it was moving away
from holding residuals in its portfolio, was attempting to sell aging residuals, and
was aware that its residuals on second lien mortgage securitizations were very
risky.”® In the months prior to Bear Stearns’ taking these losses, Bear Stearns
briefed TM on the rising delinquencies on subprime mortgages.139

The OIG expert believes that the greater risk was that the mortgage market
would deteriorate further, with losses spreading from sub-prime loans to Alt-A
loans and even to higher rated agency securities.™*° In fact, this scenario did
unfold. TM discussed with Bear Stearns the market’s heavy rellance on ratings
agencies and the risks associated with ratings downgrades.'' However, TM did
not appear to have sufficiently encouraged Bear Stearns to incorporate into its
risk management forward-looking risk scenarios based on risks identified and
discussed during the regular monthly meetings between TM and Bear Stearns.
Such scenarios could have included the consequences of much higher
delinquencies on subprime and Alt-A mortgages, the consequences of rating

182 Source: TM's internal credit meeting memorandum with Bear Stearns dated January 2007.

133 Source: TM's internal credit meeting memorandum with Bear Stearns dated February 2007.

134 Second lien loans are home equity loans.

135 An Alt-A mortgage is considered riskier than a “prime” morigage, but not as risky as “subprime”

mortgage.

136 Source: TM's internal credit meeting memorandum with Bear Stearns dated January 2007.

137 Source: TM's internal credit meeting memorandum with Bear Stearns dated January 2007,

138 Source: TM's internal crednt meeting memoranda with Bear Stearns dated August 2006 and September
2006.

139 Source: TM's internal credit meeting memorandum with Bear Stearns dated November 2006.

140 Source: TM's internal credit meeting memoranda with Bear Stearns dated January 2007 and February
2007.

141 Source: TM's internal credit meeting memorandum with Bear Stearns dated December.2006.
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downgrades on mortgage-backed securities, contagion and loss of liquidity from
losses on mortgage-backed securities. By July 2007, deterioration of mortgages
had spread to highly rated securities such as AAA paper backed by Alt-A
mortgages, and Bear Stearns reported $570 million in losses for the month. "

Towards the end of 2007, Bear Stearns incorporated measures to reflect house
price appreciation or depreciation into its mortgage models. It also developed a
housing led recession scenario which it could incorporate into risk management
and use for hedging purposes. By this time, Bear Stearns had large inventories

_ of mortgage related assets, which had lost both their value and their liquidity.

Since it was difficult for Bear Stearns to reduce its inventory by selling assets,

this scenario helped Bear Stearns focus its attention on ways to hedge its

mortgage risk by using more liquid instruments.

It is not the purpose of this discussion to claim that Bear Stearns' use of scenario
analysis was better or worse than other CSE firms. TM asserts that Bear
Stearns’ use of scenario analysis was consistent with industry practices and the
entire banking sector failed to anticipate the magnitude and scope of the housing
decline that is still ongoing.

Recommendation 6:

The Division of Trading and Markets should be more skeptical of Consolidated
Supervised Entity firms risk models and work with regulated firms to help them
develop additional stress scenarios that may or may not have not have been
contemplated as part of the prudential regulation process.

Recommendation 7: ,
The Division of Trading and Markets (TM) should be involved in formulating
action plans for a variety of stress or disaster scenarios, even if the plans are
informal, including plans for every stress scenario that the Consolidated
Supervised Entity (CSE) firms use in risk management, as well as plans for
scenarios that TM believes might happen but are not incorporated into CSE
firms' risk management.

Non-compliance with Basel Il

Mark Disputes
The subprime mortgage crisis began to affect the U.S. economy around

December 2006. As the subprime crisis continued into the summer of 2007, TM
learned that mark disputes were becoming more common.™® A mark dispute
can occur when two parties to a derivatives transaction, such as a swap,
disagree over the value of the derivative. A mark dispute can also occur in a
repurchase agreement (repo) transaction, when the borrower and the lender
disagree over the value of the collateral. Mark disputes can lead the two parties -

142 Source: TM's internal credit meeting memorandum with Bear Stearns dated July 2007.

. 143 Source: TM's internal credit meeting memorandum with Bear Stearns dated July 2007.
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to a swap or financing transaction to each make margin calls on the other.
During July 2007, Bear Stearns toild TM that there were two large dealers with
whom mark disputes were in excess of $100 million each. Bear Stearns had
thousands of trades with each of these two dealers. TM says that mark
disputes are an unavoidable issue faced by all dealers (particularly when
markets for underliers become less liquid), and the total disputed numbers at
Bear Stearns are much smaller than at other institutions.

By March 2008, Bear Stearns’ mark disputes involved even larger amounts. For
example, on March 12, 2008, TM was told that Bear Stearns paid out $1.1 billion
in disputes to numerous counterparties in order to squelch rumors that Bear
Stearns could not meet its margin calls.'*®

There are indications in the TM memoranda that Bear Stearns tended to use the
traders’ more generous marks for profit and loss purposes, even when Bear
Stearns conceded to the counterparty for collateral valuation purposes.’® This
practice allows two traders at different firms to record a gain at the expense of
the other, despite the fact that the zero-sum nature of trading requires the net
gain to be zero. One particularly large mark dispute, discussed in multiple
meetings, involved Bear Stearns and another CSE. It is inconsistent with the
spirit of Basel Il for two firms to use a mark dispute as an occasion to increase
their combined capital, as would occur when both parties to a trade book profit at
the expense of the other simply because they each mark positions favorably for
themselves. While TM memoranda indicate that TM had several discussions
with Bear Stearns’ risk managers about this particular mark dispute, the OIG
expert found no evidence from reviewing internal TM memoranda that TM
encouraged the CSE firms to adopt mutually consistent marking practices that
avoid the use of collateral disputes to create apparent capital in a manner
inconsistent with Basel Il. Since mark disputes tend to occur on illiquid positions
that are hard to value, conservative valuation adjustments consistent with Basel
I'” should theoretically result in a situation where the long side of a trade is
carried at a lower value than the short side; i.e., when netted across two firms
with offsetting long and short positions, appropriately conservative valuations
should appear to reduce capital, not increase it.

144 Source: TM's internal credit meeting memorandum with Bear Steams dated July 2007.

145 Source: TM internal memorandum from March 2008 (filename: Bear Stearns March Notes - SMS.dac).

148 Source: TM's credit meeting memorandum with Bear Stearns dated March 2007, states: “We also
asked how helpful the counterparty collateral process was for informing the price verificatiori process.
Kan said the collateral process does not tend to lead to changes in marks for P/L purposes — suggesting
it was not helpful - but Mike Alix [Chief Risk Officer, Bear Stearns] said it could be helpful not sure if the
mortgage guys actually gave a straight answer).”

147 Source: Basel Committee on Banking Supervision: International Convergence on Capital Measurement
and Capital Standards, June 2006, paragraph 700. < http://www.bis.org/publ/bcbs128.pdf>.
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Recommendation 8:

The Division of Trading and Markets should take steps to ensure that mark
disputes do not provide an occasion for Consolidated Supervised Entity firms to
inflate the combined capital of two firms by using inconsistent marks.

Inconsistent VaR Numbers

According to an internal TM memorandum, there were occasions when Bear
Stearns’ risk managers had difficulty explaining changes in VaR numbers from
one month to the next."*® For example, when markdowns on assets occurred,
Bear Stearns’ risk managers had difficulty explaining whether the markdowns
were a delayed response to market moves resuiting in changes in VaR risk
factors or updates based on asset specific information (such as delinquency
rates on individual assets).

In some cases, Bear Stearns’ risk managers had difficulty explaining how
firmwide VaR numbers were related to desk-specific VaR numbers. The OIG
expert believes that this occurred because each of Bear Stearns’ trading desks
evaluated profits and risks individually, as opposed to relying on one overall firm-
wide approach. On some occasions, Bear Stearns’ several trading desks had.
opposite positions in various instruments (e.g., some desks were long sub-prime -
while other desks were short sub-prime), and Bear Stearns used VaR numbers
more for regulatory reporting than for internal risk management. This
inconsistency between use of VaR for internal and regulatory reporting purposes
does not comport with the spirit of Basel || and makes it harder for TM to
understand what is going on inside the firm. TM encouraged Bear Stearns to do
- a better job of presenting risks in a manner that made it easier to understand the
relationship between firm-wide desk-level risks. Bear Stearns’ risk management
was working on improved reporting, perhaps influenced by TM's encouragement.

Recommendation 9: _

The Division of Trading and Markets should encourage the Consolidated
Supervised Entity (CSE) firms to present VaR and other risk management data
in a useful manner, which is consistent with how the CSE firms use the
information internally and which allows risk factors to be applied consistently to
individual desks.

Bear Stearns’ Capital Requirements for Illiquid Assets and Stressed Repos
Require Careful Oversight.

As the subprime crisis worsened in June 2007, the market began to freeze up
and formerly liquid assets lost much of their liquidity. Bear Stearns told TM that it
found it difficult to find ways to establish objective market values for assets as
they became more thinly traded and therefore, less liquid. TM stated that, in
some instances, TM required a full deduction for certain illiquid assets, such as
mortgage residuals. Since the decline in liquidity of many mortgage-related

148 Source: TM's internal credit meeting memorandum with Bear Stearns dated May 2007.
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assets was so unprecedented, and the decline in liquidity increased the
difficulties associated with valuing such illiquid assets, it would have been
prudent for TM to consider expanding the list of assets that require a full
deduction from capital. The OIG expert was unabie to find documentary
evidence that TM considered expanding the list of assets that required a 100%
capital deduction.

When the Basel Standard is operating correctly, firms take markdowns on the
value of trading book assets as the value of the assets decline. When market
illiquidity increases and assets become more difficult to value, these markdowns
should include valuation adjustments which not only take account of declining
market values but also add an element of conservatism based on widening bid-
ask spreads and the high costs that would be been incurred by a firm to liquidate
its assets in a stressed environment.™® These markdowns result in a decline in
Tier 1 capital. :

At times of market stress, when banks often need to take large markdowns,
raising additional Tier 1 capital is often very expensive, due to factors such as a
bank’s falling stock price and negative signaling concerns, which could cause a
bank’s stock price to fall even further. In such circumstances, banks have a
perverse incentive (associated with what is called “moral hazard”) to postpone
taking markdowns that would require the banks to raise additional capital. As an
alternative to taking markdowns while continuing to hold assets whose value is
questionable, banks have an incentive to consider selling such assets into the
market. When selling an asset, Tier 1 capital is reduced by the amount of losses
on the sale, but capital requirements are also reduced by removing the asset
from the bank'’s portfolio. A bank looking to improve its Basel capital ratios by
selling assets therefore has a perverse incentive not to sell assets that have
modest capital requirements relative to the markdowns the banks should have
taken but has not yet taken. This perverse incentive tends to amplify the
tendency for markets to freeze up and become illiquid by reducing trading
volume that would otherwise occur as banks sell losing positions into the market.
On the one hand, these perverse incentives are mitigated to the extent that
capital requirements on such assets are high and valuations are appropriately
conservative. For assets that face a 100% capital haircut, for example, the bank
gains no improvement in its capital ratios by avoiding taking a markdown, and
the bank increases its capital by the proceeds of any asset sales. On the other
hand, these perverse incentives are worsened to the extent that supervisors
allow banks to avoid marking assets down quickly enough, to avoid taking
appropriate valuation adjustments in a timely manner, or to understate assets’
risks.

As the subprime crisis worsened, numerous Bear Stearns’ repo counterparties,
~such as hedge funds with positions in mortgage related assets, suffered losses

149 Source: Basel Committee on Banking Superviéion: International Convergence on Capital Measurement
and Capital Standards, June 2006, paragraph 700. < hitp://www.bis.org/pubiibchs 128.pdf>.
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and demands for redemptions. Some of these hedge funds became financially

~distressed. This led to discussions between TM and Bear Stearns concerning

what deductions from cafltal were appropriate for a financially stressed hedge
fund repo counterparty. ™ Consistency with the spirit of Basel !l requires that the
capital for a stressed repo counterparty (with no assets other than the collateral it
has posted) be at least as great as the capital requirement Bear Stearns would
face if it purchased the collateral for the amount owed on the repo transaction.
The OIG expert believes that internal TM memoranda suggest that Bear Stearns
may have been taking a smaller capital charge than Basel |l requires. In
addition, internal TM memoranda do not indicate that TM pressured Bear
Stearns to take more aggressive capital charges on stressed repos.

Lastly, BSAM'’s “High Grade” hedge fund became a very !arge stressed repo
counterparty to Bear Stearns during the summer of 2007."%" As of June 2007,
Bear Stearns loaned $1.6 billion to BSAM's “high grade” fund. The loan was

. collateralized with assets estimated to be worth $1.7-to $2 billion. By the end of

June 2007, asset sales had reduced the amount loaned to the fund down to
$1.345 billion, but the value of the remammg collateral had deteriorated to a level
very close to the value of the loan.'® .The BSAM “High Grade” hedge fund
evidently had no assets other than the collateral Bear Stearns already held.
Although the BSAM investors may have benefited to some extent from increases
in the value of the collateral, Bear Stearns bore all risks associated with the
downside. Since Bear Stearns bore all downside risks, sound risk management
(consistent with Basel Il) requires that the impact on Bear Stearns’ capital
associated with these repos should have been at least as great as the impact
Bear Stearns would incur if it held the assets in its own trading book at the end of
June 2007.

According to the OIG expert, a stressed repo is conceptually similar to a portfolio
with a call option written against it, where the portfolio is the repo collateral and
the call option is the upside gains to the stressed counterparty. Such a stressed
repo is worth less than the portfolio itself, since the call option might have some
value. In addition, the value of this stressed repo should have reflected the
possibility that Bear Stearns might not benefit fully from potential upside gains in
the value of the collateral. Furthermore, to the extent that the $1.345 billion in
collateral was illiquid and would take time to liquidate, Bear Stearns should have
valued the collateral conservatively, reflecting appropriate valuation adjustments.

TM memoranda summarizing discussions with Bear Stearns’ risk managers
suggest that the capital charge incurred by Bear Stearns at the end of June 2007
was far less than the capital charge consistent with sound risk management. T™M
memoranda indicate that by the end of July 2007, “Bear Stearns effectively took

150 Source: TM's internal credit meeting memorandum with Bear Stearns dated June 2007.

151 Source: TM's internal credit meetlng memoranda with Bear Stearns dated May 2007 June 2007, and
July 2007.

152 Source: TM's internal credit meeting memorandum with Bear Stearns dated June 2007.
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the collateral onto its own balance sheet while putting in place agreements that
allow fund investors to enjoy some of the upside should (contrary to
expectations) the value of the collateral rise.”'® This arrangement is similar to a
portfolio with a call option written against it.

The OIG expert did not find any evidence suggesting that TM exerted influence
on Bear Stearns to take significantly larger capital charges in conjunction with
the BSAM financing than would have been appropriate if the repo were not
stressed. For instance, according to TM internal documentation on July 5, 2007:

[The] Enhanced [fund] is in the process of liquidating its remaining
positions in an orderly manner while Bear Stearns has stepped in
to assume the secured funding obligations of other creditors to the
High Grade fund. Currently, none of the CSE firms have more than
de minimis exposure, net of collateral, to either fund. However, they
are reviewing their policies regarding setting “haircuts” on less
liquid positions that are financed on a secured basis. '™

TM staff could have used much tougher language to describe (to senior TM
management) the very risky situation in which Bear Stearns had put itself and
exerted influence over Bear Stearns accordingly. For example, TM staff could
have stated that Bear Stearns’ financing of the High Grade fund appeared to
have allowed Bear Stearns to delay taking a huge hit to its capital, as required by
Basel Il.

Bear Stearns’ financing of the BSAM funds is conceptually similar to implicit
support. According to Basel ll, “Implicit support arises when a bank provides
support to a securitization in excess of its predetermined contractual
obligation.”"*® Although the BSAM funds are not themselves, literal
securitizations, the funds invested in securitizations, and Bear Stearns’ financing
of the BSAM funds is a form of support in excess of Bear Stearns’ contractual
obligations to the funds. The repo structure created the potential for Bear
Stearns to overstate the amount of risk borne by BSAM and understate its own
exposure; as a result, Bear Stearns’ capital calculation would understate its true
risk.'® Basel Il also requires that “When a bank has been found to provide
implicit support to a securitization, it will be required to hold capital against all of
the underlying exposures associated with the structure as if they had not been

" securitized.”™" In the opinion of the OIG expert, it would have been appropriate

158 Source: TM's internal monthly staff memorandum to TM Division Director dated August 3, 2007.

154 Source: TM's internal monthly staff memorandum to TM Division Director dated. July 5, 2007.

155 Source: Basel Committee on Banking Supervision: International Convergence on Capital Measurement
and Capital Standards, June 20086, paragraph 551. < http:/iwww bis.org/publ/bcbs128.pdf>.

156 Source: Basel Committee on Banking Supervision: |nternational Convergence on Capital Measurement
and Capital Standards, June 2008, paragraph 791. < http://www.bis.org/publ/bchs 128 pdf>.

157 Source: Basel Committee on Banking Supervision: International Converaence on Capital Measurement
and Capital Standards, June 2006, paragraph 792. <http://www.bis.org/publ/bcbs128.pdf>.
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for TM to have treated the BSAM financing in a manner parallel to the way in
which Basel Il mandates that implicit support be treated.

In fact, Bear Stearns evéntually acquired much of the remainilng portfolio and
wrote its value down by $500 million in the fall of 2007.'%

Recommendation 10:

The Division of Trading and Markets should ensure that the Consolidated
Supervised Entity take appropriate valuation deductions for illiquid, hard-to-value
assets and appropriate capital deductions for stressed repos, especially stressed
repos where illiquid securities are posted as collateral.

Tolerance for Risk

TM's oversight of the CSE firms did not include assessing the risk tolerance
(e.g., concentration of assets) of the CSEs’ Boards of Directors and other senior
management (e.g., CEO). In fact, TM staff never contacted these individuals
about any matters relating to risk tolerance at any of the CSE firms, including
Bear Stearns prior to its collapse.

We conclude based on our research that discussing risk management practices
and risk tolerance with the CSEs’ Boards of Directors is a prudent oversight
procedure.159 This type of assessment would assist TM staff to evaluate
governance issues in the CSE firms. ‘For example, in the case of Bear Stearns,
an assessment could have been useful when there was evidence that the staff
kept increasing the firm’s exposure to mortgage securities. TM staff could also
assess whether firms are inappropriately increasing leverage to help meet a
revenue level that is tied to compensation that is provided to the CSEs’ senior
officers.®

Recommendation 11: :

The Division of Trading and Markets (TM), in consultation with the Chairman’s
Office, should discuss risk tolerance with the Board of Directors and senior
management of each Consolidated Supervised Entity (CSE) firm to better
understand whether the actions of CSE firm staff are consistent with the desires
of the Board of Directors and senior management. This information would

158 Source: TM's internal credit meeting memorandum with Bear Stearns dated October 2007.
159 Sources for this information include:
*  Risk Management and its Implications for Systemic Risk Before the U.S. Senate Subcommittee on
Securities, Insurance, and Investment Committee on Banking, Housing, and Urban Affairs, 110"
Cong. (June 19, 2008) (statement of Erik Sirri Director of TM, Commission); ’
¢ The Comptroller of the Currency. Liguidity and Funds Management Manual, February 2001, page
27; and .
*  The Counterparty Risk Management Policy Group. Containing Systemic Risk: The Road to -
Reform. August 8, 2008, page 18.
160 TM stated that the Chairman and the TM Director have recently begun having discussions with these
senior CSE personnel about undertaking this type of assessment.
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enable TM to better assess the effectiveness of the firms’ risk management
systems.

Finding 3: TM, Without Explicit Authority, Allowed
The CSE Firms’ Internal Auditors To Perform
Critical Work

TM, without explicit authority, allowed the firms’ internal auditors to
perform critical work involving the risk management control
systems. As a result, there are significant questions as to whether
the work that TM relied upon in fulfilling its oversight role was as
thorough or meaningful as the Commission intended in approving
the rule amendments. S

The CSE firms are required by the rule amendments which created the CSE
program (see 17 CFR §240.15¢3-1g(b)(1)(iii)(B)) to have their external auditors
report161 on the firms’ risk management control systems. This review is critical
because TM designed the CSE program to focus on a firm’s risk management
systems (e.g., internal controls, models) and their financial condition (e.g.,
compliance with capital and liquidity requirements), which was to be the focus of
the external auditors’ work. However, after the Commission approved the rule,
TM decided that the firms’ internal auditors could perform this critical work,
instead of the external auditors.

We reviewed the delegations of authority from the Commission to TM and found
no explicit authority for TM to approve this change. In addition to the apparent
lack of TM's legal authority, there are serious questions about the wisdom of this
decision. The rule’s requirement that external auditors perform the risk
management work helps to ensure the independence and quality of this critical
audit work. The external auditors’ work is more strictly regulated as the Public

- Company Accounting Oversight Board (PCAOB) regulates external auditors.'®?

161 The report is referred to in the rule as the “Accountant's Report on Internal Risk Management Control
System.” i . ’

162 The Sarbanes-Oxley Act of 2002 (SOX), Public Law No. 107-204, was enacted in July 2002 in response
to numerous financial statement accounting scandals involving public companies {e.g., Enron and
WorldCom) and their auditors (e.g., Arthur Andersen). Among other reforms, SOX established the
Public Company Accounting Oversight Board (PCAOB) as a nonprofit corporation. The PCAOB's
statutory mission is “to oversee the audits of public companies that are subject to the securities laws,
and related matters, in order to protect the interests of investors and further the public interest in the
preparation of informative, accurate, and independent audit reports for companies the securities of which
are sold to, and held by and for, public investors." (Section 101(a) of SOX, 15 U.S.C §7211(a)). SOX
requires that accounting firms be registered with the PCAOB, if they “prepare or issue, or participate in
the preparation or issuance of, any audit report with respect to any issuer” as defined in Section 3 of the
Securities Exchange Act of 1934,
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TM's own internal memorandum dated November 2006 noted significant
deficiencies in Bear Stearns internal auditors’ work, as follows:

The audits for Market Risk Management, Credit Risk Management,
and Funding/Liquidity Risk Management are completed and the
reports are in draft form. At this point it can be noted the [sic] there
appears to be significant deficiencies in the coverage for the review
of liquidity and funding risk management which will be a focal pomt
of our discussions of scope expansion in the 2007 CSE audits. '
[Emphasis added]

As a result of TM's decision to allow CSE firm’s internal auditors to perform the
work, there are significant questions as to whether this work that TM relied upon
was as thorough or meaningful as the Commission intended in approving the
rule.

Recommendation 12;

The Division of Trading and Markets should require compliance with the existing
rule that requires external auditors to review the Consolidated Supervised Entity
firms’ risk management control systems or seek Commlssmn approval in
accordance with the Administrative Procedures Act'®* for this deviation from the
current rule’s requirement.

Finding 4: TM Did Not Review The
Communications Strategy Component Of Bear
Stearns’ Contingency Funding Plan After The
Collapse Of Two Of Its Managed Hedge Funds

TM did not review the communications strategy component of Bear
Stearns’ Contingency Funding Plan (CFP) after two of its managed
hedge funds collapsed in June 2007. Questions regarding Bear
Stearns’ effectiveness in communicating with its investors and the
public were raised after the collapse of its hedge funds and again
after the firm collapsed in March 2008.

163 Given the scope of our audit, we have no evidence linking these “significant deficiencies” with the cause
- of Bear Stearns’ collapse.

164 The Administrative Procedures Act (5 U.S.C. §500 et. seq.,) sets forth the basic procedural requirements
for agency rulemaking. |t generally requires (1) publication of a notice of proposed rulemaking in the
Federal Register, (2} opportunity for public participation in rulemaking by submission of written
comments, and (3) publication of a final rule and accompanying statement of basis and purpose not less
than 30 days before the rule's effective date.
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TM reviewed Bear Stearns’ CFP during its application process. The review
included an assessment of its internal and external communications strategies.
According to TM:

The goal of the contingency funding plan is to manage liquidity risk
and communicate effectively with creditors, investors, and
customers during a funding crisis. "

In June 2007, two of Bear Stearns’ managed hedge funds collapsed. After the
collapse, questions were raised about the lack of involvement by some of Bear
Stearns senior management in handling the crisis. For instance, according to
media reports, at-an August conference call with investors, the conduct of a
senior Bear Stearns official (i.e., their Jack of involvement in the telephone call)
did not apparently help to restore confidence in the firm (which was the purpose
of the meeting).

TM did not reassess the communication strategy component of Bear Stearns’
CFP after the collapse of its hedge funds. Although there was contact between
TM and Bear Stearns (about many issues) after the June 2007 collapse of its
hedge funds, at no point did TM discuss Bear Stearns’ communication strategy.
This proved particularly problematic as questions were once again raised about
some of Bear Stearns’ management'® regarding its handling of the crisis during
the week of March 10, 2008.

Conversely, some individuals praised Lehman Brothers Holdings Inc. (Lehman
Brothers) management for its handling of a crisis it previously experienced (e.g.,
Lehman Brothers provided talking points to its traders to use with its trading
partners). In fact, some of these individuals credited Lehman Brothers’
management with helping to save the firm during/areund the week of March 10,
2008, when Bear Stearns collapsed.'®’

It is undisputed that a firm's communication 'strategy can affect confidence levels
in the firm. Bear Stearns’ collapse illustrated the importance of confidence for an
investment bank’s survival.

Recommendation 13; ‘

The Division of Trading and Markets should ensure that reviews of a firm’s
Contingency Funding Plan include an assessment of a Consolidated Supervised
Entity firm’s internal and external communication strategies.

- 185 Source: TM's internal Liquidity and Funding Risk Review manual (draft) dated March 3, 2004.

166 We did not asses the performance of Bear Steamns' management during the collapse of the hedge funds
or Bear Stearns. . :
167 While Bear Stearns collapsed in March 2008, concerns about Lehman Brothers' survival began to
circulate and on September 15, 2008, Lehman Brothers announced that it would file for bankruptcy.
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Finding 5: TM’s Monitoring Staff Do Not
Adequately Track Material Issues

TM's monitoring staff identify numerous issues involving internal
risk management systems (e.g., the adequacy of CSE staffing
levels in various departments, the functioning of the internal audit
office, and the adequacy of documented policies and procedures)
which require action by the CSEs and a resolution. However, TM
does not adequately track the issues.

Develop a Formal Automated Tracking Process

TM'’s monitoring staff does not have a formal process (e.g., automated) to track
material issues to ensure that they are adequately resolved. The monitoring staff
mainly identify issues through meetings with CSE firm staff. Currently, TM staff
document some issues (e.g., the adequacy of the CSE staff levels in various
departments, the functioning of the internal audit office and the adequacy of
documented policies and procedures) in e-mails and organizes them by firm
while other issues are documented in monthly memoranda to senior
management (e.g., the Division Director).'®

However, these current methods are not reliable and do not provide an audit
trail. Our review of TM’ S documentatlon supports this assertion because we
assessed twenty i issues® that TM and OCIE identified with the CSE firms and
we asked TM to explain how the issues were resolved. In some instances, the
staff needed to perform detailed research in order to determine how the issues
were eventually resolved. For example, OCIE staff found that Bear Stearns’
Legal & Compliance group did not have any formal documentation that identified
and assessed all of the applicable rules, laws, regulations, requirements and
risks pertaining to the entire organization. TM could not readily tell us how and
whether this issue was resolved. The follow-up of issues that OCIE identified is
further discussed on page 38.

In a somewhat similar recent situation, the Government Accountability Office
(GAO) criticized OCIE for its informal method of tracking recommendations
regarding its Self Regulatory Organization (SRO) inspections. GAO stated:

OCIE's informal methods for tracking inspection recommendations
contrast with the expectations set by federal internal control
standards for ensuring that management has relevant, reliable, and

168 These monthly memoranda describe current significant issues that for instance, the staff identified
during their meetings with CSE staff. However, the memoranda do not generally discuss the resolution
of prior issues, as this is hot the purpose of the memoranda. The memoranda are stored on a shared
computer network.

169 As discussed in the Scope and Methodology Section (see Appendlx 1.
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timely information regarding key agency activities. These standards
state that key information on agency operations should be recorded
and communicated to management and others within the entity and
within a time frame that enables management to carry out |ts
internal control and other responsibilities. '

Given all the facts discussed above, TM cannot provide reasonable assurance
(consistent with internal control standards) that issues are adequately resolved.
Furthermore, we believe that the risk of an issue being overlooked (i.e., not
adequately resolved by a firm) increases if, the CSE program receives additional
staff (as requested by Chairman Cox) because presumably more issues will be
identified and require resolution.

Recommendation 14:

The Division of Trading and Markets should develop a formal automated process
to track material issues identified by the monitoring staff to ensure that they are
adequately resolved. At a minimum, the tracking system should provide the
following information:

e The source of the issue;

¢ When the issue was identified;

« Who identified the issue;

e The current status of the issue (e.g., new developments);
o When the issue was resolved; and ‘

¢ How the issue was resolved.

Follow-Up on Prior OCIE Findings

In March 2007, Chairman Cox decided to transfer inspection responsibility from
OCIE to TM (responsibility was transferred to TM in March 2007 for four of the
five firms, and for the last firm (Morgan Stanley) following the completion of the
ongoing OCIE exam of that firm in September 2007). This consolldated the
oversight of the CSEs at the holding company level within TM.'"! OCIE
continues to perform inspections of the CSEs’ broker-dealers.

170 Source: GAO. Securities and Exchange Commission: Opportunities Exist to Improve Oversight of
Self-Requlatory Organizations, Report 08-33, November 15, 2007.

171 The transfer was in response to a GAO audit report (Financial Market Regulation: Agencies Engaged in
Consolidated Supervision Can Strengthen Performance Measurement and Collaboration. Report 07-
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While OCIE was responsible for conducting inspections at the holding company
level, it identified numerous issues during its inspections performed as part of the
CSE firms’ application processes. TM stated that after Chairman Cox
transferred the inspection authority from OCIE to TM, it decided not to follow-up
on issues that OCIE identified because they did not view the OCIE issues as
material and they assumed that these issues were OCIE'’s responsibility. OCIE

. stated that they did not follow-up (i.e., conduct a new inspection) on the issues

because it was no longer thenr responS|b|I|ty once Chairman Cox transferred the
inspections authority to ™.V Although TM stated that it had communicated with
Bear Stearns about resolving this issue, TM did not make any efforts to verify
Bear Stearns’ assertions that it had addressed this issue. Further, OCIE
provided TM with a list of eight i issues related to Bear Stearns, that OCIE
believed were patrticularly 3|gn|f|cant ® Two of these issues are discussed
below.

As discussed in the Scope and Methodology section in Appendix IV, we
performed testing on TM's tracking of material issues. Our testing found
instances where TM’s monitoring staff failed to ensure that issues identified by
OCIE were adequately resolved.

We found that OCIE had identified significant issues that could have affected
Bear Stearns’ approval to become a CSE. One issue involved concerns that
Bear Stearns was not sulfficiently retaining its internal audit workpapers.
Although TM stated that they had spoken to Bear Stearns about resolving this
issue, no follow-up work was conducted. This issue raised by OCIE was clearly
significant in nature as in fact, according to an internal memorandum, TM and
OCIE both agreed that they must reach an agreement with Bear Stearns on this
issue prior to its approval as a CSE. |n addition, OCIE identified a second

154, March 15, 2007) recommendation. In response to the report Chairman Cox told GAO: “To
implement this recommendation, | have carefully considered the question of which organizational
structure will best achieve the goal of the CSE program. | have concluded that the success of the CSE
program will be best ensured if the supervision of the CSE firms is fully integrated with, rather than
merely coordinated with, the detailed onsite testing that is done of the documented controls at CSE
firms. As aresult, | have decided to transfer responsibility for on-site testing of the CSE holding
company controls to the Division of Market Regulation [now called TM]. This will better align the testing
and supervision components of the CSE program, will strengthen its prudential character, and will most
efficiently utilize the Commission’s resources. With the new structure, ongoing supervision activities will
be more directly informed by the results of focused testing of controls, and field inspections will be more
precisely targeted using information from ongoing supervisory work. In addition, the Commission's
expertise related to the prudential supervision of securities firms will be concentrated in the Division of
Market Regulation, which will foster improved communication and coordmation among the staff
responsible for administering various components of the CSE program.” The Chairman made his
decision after carefully evaluating proposals from TM and OCIE, and after consulting with. the four other
Commissioners, who unanimously supported the decision to consolidate CSE oversight under TM.

172 After the Orders allowing the firms to use the alternative capital method were issued (from December
2004 to November 2005), OCIE retained the inspection authority until March 2007 for all the firms except
Morgan Stanley, which OCIE retained until September 2007, allowing OCIE to complete its inspection.

173 These issues were identified in @ memorandum from OCIE to TM dated November 4, 2005.
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significant issue during the application inspection, regarding the adequacy of

Bear Stearns’ VaR models, as discussed on page 20. The OIG expert found
similar problems with Bear Stearns’ VaR models, which raised serious questions
about TM's oversight of Bear Stearns.

As a result, it is possible that other issues identified by OCIE were significant and
were not adequately followed up on by TM.

Recommendation 15:

The Division of Trading and Markets should: (1) reassess all the prior Office of
Compliance Inspections and Examinations (OCIE) issues to ensure that no
significant issues are unresolved (given the belief that OCIE followed up); and (2)
follow up on all significant issues.

Finding 6. The Commission’s Orders Allowing
Firms (Including Bear Stearns) To Use The
Alternative Capital Method Were Generally
Approved Before The Inspectlon Process Was
Completed

The Commission approved firms to use the alternative capital
method before OCIE completed its inspection process.

OCIE’s and TM'’s inspections of firms are a significant part of the application
process and are supposed to be completed prior to a firm’s approval as a
CSE."™ The purpose of an inspection is to verify the information prowded by the
firm and to “assess the adequacy of the lmplementatlon of the firm's internal risk
management policies and procedures.”’”® However, four of five Commission
Orders approving the firms (those without principal regulators) to use the
alternative capital method were issued by the Commission before the inspection
process was completed thereby rendering the application process less .
meaningful."® TM acknowledged that they were aware that OCIE did not
complete the inspection process prior to the Commission’s approval. Yet, TM
recommended to the Commission that the firms be approved to use the

alternative capital method without first completely verifying the information it was

172 As a result of the organizational change at the Commission, OCIE would no lenger be involved in the
application inspection.

175 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <nhttp://www.sec.gov/divisions/marketreg/hcsupervision.htm>.

176 Other than the inspection performed during Bear Stearns’ application process, neither TM nor OCIE .
performed any additional inspections of Bear Stearns involving firm-wide issues (e.g., risk management)
prior to its collapse. However, this does not include any inspections (e.g., financial and operational) that
FINRA performed of Bear Stearns’ broker-dealers.
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supposed to be relying upon and without ensuring that the firms had adequately
implemented internal risk management policies and procedures.

Specifically, we found that:

* Intwo instances, the Commission approved the Order before OCIE sent
the firms a formal letter (i.e., the deficiency letter) describing the issues
that were identified during the inspection. Bear Stearns was one of these
two firms. In fact, as previously discussed in Finding 5, during Bear
Stearns’ inspection, OCIE identified a significant issue involving Bear
Stearns not retaining internal audit workpapers. In fact, according to an
internal memorandum, TM and OCIE both agreed that they must reach an
agreement with Bear Stearns on this issue prior to the approval of its CSE
application. While TM believes that Bear Stearns implemented corrective
action, TM never verified Bear Stearns’ assertions that it had resolved this
issue, as TM did not follow up on many of the.OCIE issues.

* Intwo instances, the Commission approved the Order before the firms
responded to the deficiency letter.

TM indicated that they discussed the issues orally with the firms and were
comfortable with their responses and, as a result, recommended that the
Commission issue the Orders. OCIE stated that it was not involved in thls
decision process at all.

Recommendation 16: ,

The Division of Trading and Markets should ensure that they complete all phases
of a firm’s inspection process befare recommending that the Securities and
Exchange Commission allow any additional Consolidated Supervised Entity firms
the authority to use the alternative capital method.

Finding 7: Collaboration Between TM And Other
Commission Divisions/Offices Should Be
Significantly Improved

TM shouid improve its collaboration with the Division of Corporation
Finance (CF), OCIE, and the Office of Risk Assessment (ORA) in
order to achieve efficiencies and the overall effectlveness of
Commission operations.

Collaboration with CF

The CF staff who review company filings (e.g., Form 10-K) are assigned to
Industry Groups within CF. CF assigns firms to a partlcular group based on their
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Standardized Industrial Classification code.””” Periodically, CF management

reassigns firms to adjust the staff's workioad. During the past two years, CF
twice transferred the CSE firms to different Industry Groups.

CF staff stated that they received a briefing ffom TM regarding how the CSE v
program operates. However, according to CF, TM did not provide any specifics
regarding the information that the CSE program obtains from the CSE firms.

We believe that the information that TM obtains could substantially improve CF’s
filing review process. For instance, CF could evaluate whether the information in
the filing (e.g., mark to market accounting, VaR models, funding sources) is
consistent with TM's information. Furthermore, as a result of Bear Stearns’
collapse, CSE firms are now required to disclose additional information regarding
capital and liquidity. Also, Basel's Pillar 3 standard (when implemented) will
require additional disclosures regarding capital, risk exposures, and risk
assessment. TM stated that the CSE firms would incorporate all of these new
disclosures mainly into their CF filings. These additional disclosures will,
therefore, increase the need for collaboration between TM and CF.

Our audit found that CF couid not opine on the potential usefulness of TM's
information on the filing review process since they are not aware of the
information that TM receives on the CSE firms. The effectiveness of CF’s filing
review is potentially diminished because CF is not incorporating TM's information
on the CSEs into its review process.

Recommendation 17:

The Divisions of Corporation Finance (CF) and Trading and Markets (TM) should
take concrete steps to improve their collaboration efforts and should determine
whether TM's information on the Consolidated Supervised Entity (CSE) firms
could be used by CF in its review of the CSE firms.

Collaboration with OCIE

GAO found that TM and OCIE should improve communication (e.g., information
sharing) between their offices."” Although TM and OCIE informed GAOQ during
its audit in 2007, that they were working on an agreement to improve
communication, they never finalized the agreement.

In March 2007, Chairman Cox demded to transfer inspection responsibility from

"OCIEto TM (responsibility was transferred to TM in March 2007 for four of the

177 *The Standard Industrial Classification was created by the United States government as a means of
classifying industries by the use of a 4-digit coding system to collect economic data on businesses.”
(Source:

http:/iwww.business.com/directory/management/strategic_planning/business_informationfindustry_resea
ch/classification_systems/standard_industrial_classification_sic/.

178 Source: GAO. Financial Market Regulation, Agencies Engaged in Consolidated Supervision Can

Strengthen Performance Measurement and Collaboration, Report No. 07-154. March 15, 2007.
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five firms, and for the last firm (Morgan Stanley) following the completion of the
ongoing OCIE exam of that firm in September 2007). However, despite this
organizational change, TM and OCIE could still improve their collaboration
involving the broker-dealers of the CSE firms. OCIE stated that TM does not
provide it access to information that TM obtains from meetings with CSE staff,
filings submitted by the CSE firms, and other sources of information. OCIE
stated that all of this information could improve their risk-based broker-dealer
inspections. A senior staff official at a CSE firm stated there is no coordination
between TM and OCIE and this creates a challenge. OCIE stated that it believes
that it would still be useful to finalize the agreement to improve collaboration and

-TM has not identified any substantive reasons to oppose finalizing the

agreement.

Recommendation 18: _

The Division of Trading and Markets (TM) and the Office of Compliance
Inspections and Examinations (OCIE) should develop a collaboration agreement
(e.g., discussing information sharing) that maintains a clear delineation of
responsibilities between TM and OCIE with respect to the Consolidated
Supervised Entity program. They should inform the Chairman’s Office of any
disagreement(s) so that the issue(s) can be resolved.

Collaboration with ORA

The missions of ORA and the CSE programs’ have certain similarities. ORA’s
mission includes identifying emerging issues and market risks'’® while the CSE’s
program mission states that its purpose is to:

... allow the Commission to monitor for, and act quickly in response
to, financial or operational weakness in a CSE holding company or
its unregulated affiliates that might place regulated entities,
including US and foreign-registered banks and broker-dealers, or
the broader financial system at risk."®® [Emphasis added]

We believe that a formal understanding between ORA and TM would increase
the likelihood that ORA achieves its mission while potentially minimizing
duplicative efforts in identifying and analyzing risks.

Recommendation 19:

The Division of Trading and Markets and the Office of Risk Assessment should
develop an agreement outlining their roles and responsibilities, as well as
methods for information sharing such as communicating project results. These

17 Source: Jonathan Sokobin Named Director of SEC’s Office of Risk Assessment. Commission. 28
February 2008. <http:/iwww.sec.gov/news/press/2008/2008-24 htm>.

180 Source: SEC [Commission] Consolidated Supervision of Broker-Dealer Holding Companies Program
Overview and Assessment Criteria. Commission. 16 Mar 2007.
<http://www.sec.gov/divisions/marketreg/cseoverview.htm>.
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two offices should inform the Chairman’s Office of any disagreement(s) so that
the issue(s) can be resolved.

Finding 8: CF’s Filing Review Of Bear Stearns’
2006 10-K Was Not Timely

CF is responsible for reviewing filings of all public reporting
companies, such as Bear Stearns. However, CF’s review of Bear
Stearns’ 2006 10-K was not timely.

Review of Bear Stearns’ 10-K Filing

There are significant issues regarding CF's review of Bear Stearns’ 2006 10-K
filing dated November 30, 2006. The filing review emphasized Bear Stearns
disclosures involving its exposure to subprime mortgage securities. "

Bear Stearns submitted its 2006 10-K filing to the Commission on February 13,
2007. The CF staff accountant completed the initial review of Bear Stearns’
2006 10-K filing on April 30, 2007, approximately 2% months after Bear Stearns
- submitted the filing. Another CF staff accountant completed a second level
review on September 27, 2007, nearly five months after the initial review. CF
could not provide a specific reason as to why the second reviewer did not
perform the review in a timely manner.

CF sent a comment letter'®2 to Bear Stearns on September 27, 2007, which,
among other things, requested additional information on Bear Stearns’ exposure
to subprime mortgage securities. Thus, it took CF nearly 74 months, after Bear
Stearns’ initial filing, to send a letter to Bear Stearns requesting additional
|nformat|on

CF’s palicy is to send a comment letter to a firm prior to the firm’s next fiscal
year-end. In the case of Bear Stearns, its next fiscal year-end was November
30, 2007 and the Commission received its 2007 10-K on February 13, 2007.
Accordung to CF’s policy, CF needed to provide Bear Stearns with a comment
letter before November 30, 2007."%® In this way, the firm would have an
opportunity to incorporate appropriate changes into its next year's 10-K filing.
However, other than this policy, CF does not have any internal guidelines
regarding timeframes within which to review filings and i issue comment letters.'®

181 CF staff performed a targeted review that focused on subprime mortgage exposure and revenue
recognition.

182 The staff provide firms with a written memorandum (i.e., a “comment letter”) describing the staffs filing
review comments.

183 [n this instance, CF met its policy of issuing a comment letter prlor to Bear Stearns’ fiscal year end. ‘

184 The Sarbanes Oxley Act of 2002 also requires CF to review each public reporting company at least one
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We believe that a five-month timeframe to complete a second review coupled
with a total time of 72 months to send a comment letter to Bear Stearns was
simply unacceptable in this particular instance, because this filing review focused
on the material issue of subprime mortgage securities (whlch was adversely
affecting the securities industry worldwide).

Bear Stearns’ response letter (coupled with CF’s comment letter) contained
material information that investors could have used to make well-informed
investment decisions.'®® For example, Bear Stearns’ response letter described
its criteria for classifying loans as sub-prime, information about its risk
management philosophy, how it defines non-performing loans and a
quantification of its investments in securities backed by subprime mortgages.
‘The OIG exgpert believes that all of these criteria would have been helpful to
investors.

We did not perform audit work to determine CF's timeliness in reviewing 10-K
filings in general. Despite the lack of information about other filings, based upon
CF's review of Bear Stearns’ 10K filing, we believe that the filing review process
lacks the appropriate internal controls (i.e., timeframes for conducting second
level reviews) to ensure timely reviews.

Recommendation 20: :

The Division of Corporation Finance should: (1) develop internal guidelines for
reviewing filings in a timely manner, and (2) track and monitor compliance with
these internal guidelines.

Bear Stearns’ Response to CF’'s Comment Letter

Pursuant to CF policy, firms are supposed to reply within 10 business days to CF
comment letters. Thus, Bear Stearns’ reply was due on October 12, 2007. Prior
to this due date, Bear Stearns asked CF (in writing) and received an extension
until early November 2007 to file its response. However, Bear Stearns did not
respond by this new due date. Bear Stearns then orally asked for and received
additional extensions. Bear Stearns finally submitted its comments to CF on
January 31, 2008, nearly 3% months after the initial due date."®” .

time every three years.

185 This information was especially material given that Bear Stearns’ stock price went from a one-year
closing price high of $158 (April 25, 2007) to a closing price high of $77 the week before March 10,
2008. The final price was $10, the sale price that JP Morgan paid.

188 CF does not consider its public comment letters and firms’ response letters as a means of disseminating
(i.e., disclosure) information about public companies. Rather, CF believes that changes to a firm’s
filings, as a result of CF’s comment letters, should be the primary disclosure method. In fact, CF does

- not post its public comment letters and a firm’s response letters to the public site of EDGAR until an
issue has been fully resolved.

187 Two other CSE firms did not respond in a timely manner to comments on their 2006 10-K filings. These
filing reviews also emphasized subprime mortgages.
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As a result of Bear Stearns’ delays, the CF staff accountant did not complete the
initial review of Bear Stearns’ response until March 4, 2008 and the second
reviewer did not complete her review until April 2, 2008, by which time Bear

- Stearns had already collapsed.

It is our understanding that Bear Stearns’ delay in responding to the comment
letter was not a unique situation and CF routinely grants extensions to firms to
address CF's comment letters. Further, CF informed us that it only requests a
firm to contact CF within 10 days of receiving a comment letter and does not
require a substantive response to the issues within the 10-day timeframe. Thus,
while CF imposes a timeframe for a firm to contact CF, CF does not have a
policy prescribing when firms are expected to respond to the issues raised in
CF’s comment letters. :

While there are several consequences that may be imposed on a firm for not
responding timely (e.g., the firm may be required to make additional disclosures
in future filings regarding the outstanding staff comments or the staff may refer
the matter to the Commission's Division of Enforcement for investigation), in the
case of Bear Stearns, none of these consequences occurred. Furthermore, by
granting repeated extensions, the filing review was rendered less meaningful
since the staff completed the filing review after Bear Stearns collapsed. As a
result, we believe that investors could have used this material information to
make well-informed investment decisions. In addition, the information (e.g., Bear
Stearns’ exposure to subprime mortgage securities) could have potentially been
beneficial to dispel the rumors that led to Bear Stearns’ collapse.

Recommendation 21:

The Division of Corporation Finance (CF) should (1) establish a policy outlining
when firms are expected to substantively respond to issues raised in CF’s
comment letters, and (2) track and monitor compliance with this policy.

Finding 9: Certain Firms May Pose A Systemic
Risk Because They Are Not Supervised On A
Consolidated Basis

Certain firms may pose a systemic risk because neither the
Commission nor any other regulator currently supervises them on a
consolidated basis.

Several large firms, other than the CSEs, have many customer accounts, hold
large amounts of customer funds, and have unregulated affiliates. The broker-
dealer affiliates of these firms are subject to the Risk Assessment program, but
neither the Commission nor any other regulator supervises these firms on a
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consolidated basis."®® In most cases, these firms would be ineligible to apply for
group-wide supervision under the CSE program. In some cases, these firms
could voluntarily elect to be supervised under the Commission’s CSE program or
under the statutory supervision regime created by Gramm-Leach-Bliley Act,'®

but these firms are not required to elect this supervision.

Several firms both inside and outside the CSE program collapsed or otherwise
experienced serious financial difficulties between March and September 2008.190
As a result, we believe that if one of these other (non-CSE) firms failed or
experienced another significant problem, the broader financial system could be
adversely affected, thus impacting the Commission's mission of maintaining fair,
orderly, and efficient markets. We did not perform an in-depth assessment of
the risks that these firms present or the costs/benefits of supervising these firms
on a consolidated basis because of resource constraints. However, we believe
that in light of the impact of Bear Stearns collapse, it would behoove the
Commission to perform such an analysis.

Recommendation 22:

Chairman Cox should create a Task Force led by the Office of Risk Assessment
(ORA) with staff from the Divisions of Trading and Markets, and Investment
Management, and the Office of Compliance Inspections and Examinations. The
Task Force should perform an analysis of large firms with customer accounts
that hold significant amounts of customer funds and have unregulated entities, to
determine the costs and benefits of supervising these firms on a consolidated
basis. If the Task Force ultimately believes that the Securities and Exchange
Commission (Commission) should supervise these firms on a consolidated
basis, it should make a recommendation to the Commission that involves
seeking the necessary statutory authority to oversee these firms on a
consolidated basis.

188 Some of the firms are also subject to the Investment Advisers Act of 1940 and the investment Company
Act of 1940. As aresult, OCIE is responsible for inspecting these firms and the Division of Investment
Management is responsible for the regulations.

188 “The Gramm-Leach-Bliley Act of 1998 (“Act’) will significantly impact the financial services industry. By
repealing provisions of the Glass-Steagall Act, the Act facilitates affifiations between banks, securities
firms, and insurance companies.”

Source: Banking Information: Overview of the Gramm-Leach-Bliley Act. Federal Reserve Bank of San
Francisco. < http://www.frbsf.org/publications/banking/gramm/grammpg1.htmi>.

190 Between March and September 2008, Bear Stearns, Lehman Brothers, Merrill Lynch, mortgage
originators Fannie Mae and Freddie Mac and the American International Group, Inc., all experienced
major financial difficulties and collapsed, filed for bankruptcy, or were purchased or taken over by
another entity.
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Finding 10: TM Should Address Organizational
Issues Involving The Future Of The CSE Program

We identified several organizational issues involving the future of
the CSE Program, which could significantly improve the CSE
program.

Changes to the CSE Program

Due to the collapse of Bear Stearns in March 2008, the bankruptcy fi iling by
Lehman Brothers, the purchase of Merrill Lynch by Bank of America, the planned
change in status to bank holding companies for Goldman Sachs and Morgan
Stanley, 191 and the changing economic environment, the future of the CSE
program is uncertain.

Since the collapse of Bear Stearns, several aspects of the CSE program’s
oversight activities have changed and other changes are being contemplated, as
follows:

» The CSE program staff now closely scrutinize the secured funding
activities of each CSE firm, with a view to lengthening the average term of
secured and unsecured funding arrangements;

e The CSE program staff now obtain more funding and liquidity mformatlon
for all CSEs; .

e TMis in the process of establishing additional scenarios that entail a
substantial loss of secured funding. The scenario analyses help TM to
determine whether firms could survive in a stressed environment;

e TMis discussing with CSE senior management their long-term funding
plans, including plans for raising new capital by accessing the equity and
long-term debt markets.

e The Commission plans to request legislative authority to regulate the
CSEs at the holding company level as well as the authority to require
compliance. Currently, participation in‘the CSE program is voluntary. TM
claims that the voluntary nature of the program does not capture all
systemically important broker-dealer holding companies, as companies
may not opt for such supervision. Additionally, the ability of a holding
company to opt out of supervision creates tension when the Commission
wishes to impose more rigorous requirements or mandate CSEs to
address specific concerns, according to TM:

151 On September 21, 2008, the Federal Reserve approved, pending a statutory fi ive-day antitrust waiting
period, applications from Goldman Sachs and Morgan Stanley to become bank holding companies.
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» Chairman Cox has discussed the CSEs programs’ need to have systems
in place to systematically unwind or liquidate a failing institution at the
holding company level. Currently, regulators are only permitted to
intervene in the liquidation of a holding company’s subsidiaries, such as
broker-dealers and banks.

According to TM, intervention at the holding company level would allow
the Commission to operate a failing institution for a limited period of time
and would protect the institution’s customers and counterparties. Such
holding companies typically have substantial activities outside its U.S.
bank or broker-dealer. TM believes that the Commission’s lack of
authority to intervene at the holding company level could lead to massive
liquidations of collateral by counterparties to unregulated or non-U.S.
regulated affiliates, which in turn, could cause market dislocations and put
severe stress on other systemically important financial institutions; and

e The Commission has contemplated ways to improve the efficient and
orderly operation of the tri-party repo market. Financial institutions rely on
the repo market to finance proprietary and customer positions. If a repo
clearing entity is unable to conduct business in an orderly manner, or if a
‘major firm does not have ready access to the repo market, it could have
systemic effects on a large number of financial institutions. Bear Stearns
was not able to access the repo market on normal business terms, which,
according to some accounts, led to its demise.

Changes to the program will require Chairman Cox, Congress, and TM to re-
evaluate the needs and priorities of the CSE program.

Recommendation 23:

The Division of Trading and Markets, in consultation with the Chairman’s office,
should determine what additional changes need to be made to the Consolidated
Supervised Entity (CSE) program in light of the collapse of Bear Stearns and
changing economic environment.

Program Staffing

The CSE program consists of a small number of staff, several of whom have
worked in the CSE program since its inception in 2004. The Office of CSE
Inspections currently has only two staff in Washington, DC and five staff in the
New York regional office. It also does not currently have an Assistant Director
(i.e., an office head).

In March 2007, Chairman Cox decided to transfer inspection responsibility from
OCIE to TM (responsibility was transferred to TM in March 2007 for four of the
five firms, and for the last firm (Morgan Stanley) following the completion of the
ongoing OCIE exam of that firm in September 2007). However, as of mid-
September 2008, TM staff had not completed any inspections in the 18 months
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since the Chairman’s decision in March 2007. Three inspections are in varying
stages of completion. These inspections act to “assess the adequacy of the
implementation of the firm'’s internal risk management policies and
procedures”.192 No milestones are in place to ensure that inspections are
completed in a timely manner. :

Furthermore, staff at the CSE firms informed the OIG that the inspections
information would be useful to them, especially because it would provide the
CSEs with information regarding best practices and where the firms stand in
relation to each other. It is imperative to receive this information timely to ensure
that the information does not become outdated.

Recommendation 24;

The Division of Trading and Markets (TM) should fill critical existing positions,
and consider what any additional staff it believes will be needed to carry out the
CSE program’s function going forward. TM should also establish milestones for
completing each phase of an inspection and implement a procedure to ensure
that the milestones are met.

Ethics Manual

In 1997, OCIE developed an ethics manual for its Inspection staff because it
wanted to formalize standards of behavior and ensure that inspections are
conducted in a fair and impartial manner. This manual has been revised and
expanded several times since 1997. We believe that a similar manual would be
beneficial for TM’s monitoring and inspection staff given their close working
relationship with the CSE staff.

Recommendation 25:

. The Division of Trading and Markets, in consultation with the Office of
Compliance Inspections and Examinations and the Commission’s Ethics office,
should develop an ethics manual.

Coordination with Other Regulators

The CSE program staff are increasingly working with the Federal Reserve and
other Federal regulators in its administration of the CSE program. increased
coordination with the Federal Reserve is particularly important because the
Federal Reserve, unlike the Commission, is in a position to provide emergency
funding to distressed firms. Improved communication and information sharing
among Federal regulators should also reduce overlaps and alleviate the firms’
need to produce duplicative information for each entity. The memorandum of
understanding that the Commission and the Federal Reserve entered into in July
2008 is a positive step.

192 Source: SEC [Commission] Holding Company Supervision Prograh Description. Commission. 5 June
2008. <http.//www.sec.gov/divisions/imarketreg/hcsupervision.htm>.
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Additionally; we believe that the CSE program staff will need to further recognize
the interconnectedness between securities firms and banks. A general
perception, as communicated by a staff member at a CSE firm, is that if a
broker-dealer fails, the Commission seems to worry only-about customer assets,
and if a bank fails, the Federal Reserve seems to worry only about depositors’
accounts. Neither regulator appears to focus on systemic risk, nor how the
interconnectivity among securities firms and banks affects the overall landscape.

Recommendation 26: _ :

The Division of Trading and Markets should continue to seek out ways to
increase its communication, coordination, and information sharing with the
Federal Reserve and other Federal Regulators
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APPENDIX I

Acronyms

BDRA

Bear Stearns
BSAM

CF

CFP
Commission
CSE

EU

FINRA

Federal Reserve

FRBNY
GAO
JP Morgan

Lehman Brothers

Broker-Dealer Risk Assessment

The Bear Stearns Companies, Inc.
Bear Stearns Asset Management
Division of Corpovration Finance
Contingency Funding Plan

Securities and Exchange Commission
Consolidated Supervised Entity
European Union |

Financial Industry Regulatory Authority

Board of Governors of the Federal
Reserve System

Federal Reserve Bank of New York
Government Accountability Office
JP Morgan Chase & Co

Lehman Brothers Holdings Inc.

LTCM Long-Term Capital Management
Merrill Lynch Merrill Lynch & Co
MOU Memorandum of Understanding
OCIE Office of Compliance Inspections and
Examinations
oIG Office of Inspector General
ORA Office of Risk Assessment
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APPENDIX | CONTINUED..

oTS Office of Thrift Supervision
PCAOB : Public Company Accounting Oversight
Board
PWG ' President’'s Working Group
Repo Repurchase Agreements
SOX | Sarbanes-Oxley Act of 2002
SRO — Self Regulatory Organizations
™ Division of Trading and Markets
U.S. | United States
VaR Value at Risk
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APPENDIX |1

Congressional Audit Request

i St Sew

- COMIMTTEE ON FMANEE.
April 2, 2008
Via Electronic Transmission
The Honorable David Kotz
Inispector General _ A
US Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-2736
Dear Inspecior General Kotz:

According to regulatory filings and a December 2007 Wall Street Journal atticle,
the SEC Enforcement Division declined to bring a case against Bear Stearns for »
improperly valuing mortgage-related investments. Given the later collapse and federally

backed bail-out of Bear Steatns, Congress needs to understand more about this case and
why the SEC ultimately sought no enforcement action.

Moreover, I am particularly interested in this case in light of the SEC’s failed
investigation of Pequot Capita!l Management. Asyou know, in the final reportof the
Senate’s inquiry into that matter, we found that senior SEC officials showed
extraordinary deference to a particular witness because of his “prominence” as the head
of Morgan Stanley. ’

Requeét for Investigation

In light of my earlier investigation I need to know whether the same problems
identified in the Pequot investigation were repeated in the Bear Stearns case.
Accordingly, I request that you conducta thorough:investigation into the facts and
circumstances surrounding the decision to not pursue an enforcement action against Bear
Steamns. Please provide a final report on whether there was any impraper action or
misconduct relating to SEC investigation.of Bear Steams and its decision to close the
investigation. The report should also describe and assess: -

I. the nature, extent, and propriety of communications between Bear Stearns.
execuitives or their representatives-and senior SEC officials;

2. fhe,decision-makh:g prdcgss, which led to-the SEC’s Tailure to bring an

enfotcement action following the drafiing of a Wells notice:

3. the reasons for declining to proceed with an enjf;)rcement action; and
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"APPENDIX 1l CONTINUED..

4. thedegree to which more aggressive action by tHe Enforcement Division
may have led to an earlier and more complete understandmg of the issues
that contributed: to the collapse of Bear Stearns.

Request for Audit . _ : .

In addition foi this. mvestxgatwe request, I would also like your office to follow-up
on previous audit work relevant to issues surrounding Bear Steamns. The Division of
Trading and Markets (Division) is responsnble for regulating the largest broker-dealers:
and thie associated liolding companies. Offices within the Division are staffed with
accountants and-€conmomists whio are responsxble for rev1ewmg the market and credit-risk
exposures of the broker dealers. Their review includes assessing broker-dealers’
quarterly financial filings, ensuring broker-dealers are mesting net-capital requirements
and that other financial ratios, such as liquidity ratios, are adequate. There is a special
emphasis in reviewing:the five very large broker-dealers, including Bear Steamns, known
as the Consolidated: Supervised Entity (CSE) Program. The Division staff exercises
additional oversxght of these: firms and examines their risk models.

1 understand that the OIG conducted a prior audit of these responsibilities in
2002. Please provide an update of the previous findings, determirie whether earlier
recommendations were implernented, and analyze the current function of these offices.
The review should include a description and assessment of their mlsswns, bowthe
‘programs are run, their policies and procedures, the adequacy of any reviews conducted
regarding Bear Steamns, and recommendations for improvements in the process.

Ifyou have any questions about these requests, please ¢ontact Jason Foster or
Emilid DiSanto-at (202) 225-4515 '

Charles E. Grassley
Ranking Member
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APPENDIX 11l

Curriculum Vitae (Albert “Pete” Kyle)

' CURRICULUM VITAE
Albert 8. "Pete' Kyle

Daie: February 25, 2007 . .

Current Position: Charles E: Smith Professor of Finance, Robert H. $mith Schosl of Buisiness
Business Address: University of Maryland, 4433 Van Munching Hall, College Park, MD 20742
Business Phone; 301-405-9684 (UMD voice), 301-314-5828. (UMD fax) R
E-Mail: akyle@rhstith.urnd.edu -

EDUCATION ’ ) .

_* University of Chicago, 1977-1979, 1980-1981. Ph.D., Economics, 1981.

Dissertation: *An Equilibrium Model of Speculation and Hedging.”

Advisors: Jos¢ Scheinkman (chair), Robert E. Lueas, Lestes Telser. -
* Nuffield College, Oxford University, 1976-1977. Field: Ecox;ornik:s.' Advisor: James Mirrlees.

Met all requirements for B, Phil, degree mow called M.Phil.y except two-year residency requirement:
* Merton College, Oxford University, 1974-1976, B.A. Math and Philosophy, 2 class honars, 1976.

" » Davidson College, 1970-1974. B.S. Mathematics, summa cum lande.

CAREER .

 Charles E. Smith Professor of Finance {with textare), Robert H. Smith School of Business, University of
Maryland, Auguist 2006 to Present '

"o Professor of Finance and Economics (with tenire), Duke University, Fuqua School of Business aid

Department of Econerriics, January 2002 - 2006 {appointment predominantly in Fugua School of Business) .
* American Standard 'Visiting Professor; Said Business School, Oxford University (St. Edmund Hall), June
2004, June 2005, June 2006. o
* Visiting Scholar, Princeton University, Department of Economics, Fall 2004 twhile o sabbatical leave from
Duke University), ] -
* Cousultarit, Morgan-Stanley and Companty, December 1996, - Decernber 1998, full time while on vnpaid
leave from Duke University, Proprietary trading research. ) .
» Associate Proféssor of Fumnpe Gwith fenure), Duke University, Fuqua School 6f Business, July 1992-July
2002 {on unpaid Jeave for calendaryears 1997,1998). .
* Associate Professor of Finance (with, tenure), University of California at Berkeley, Haas Scheol of Business,
July 1990 June 1992, . '
¢ Visiting Scholar, Pruke Uniivessity, Fuqua Schoal of Basiness, Scptember 1991 June 1992 {on sabbatical
leave-from UC Berkeley Fall 1991), . .
» Assistant Prof. of Fiiiance, Uniy. of California at Berkeley, Haas School of Business, July 1987 June 1990.
¢ Assistant Prof. of Econiormicsand, Piiblic Affairs, Woodrow Wilson School, Princeton University, 1981-87.
# Visiting Fellow, Yale School of Organization and Managemeut, Spring 1984 {on sabbatical leave from
Prinegtoti University),

. Visitirig'Résearth Fellow; Centre of Policy Studies, Monash ‘University, Australid, Fill 1983 (on sabhatical.

leave from Princeton Universityy.

e Pit Trading and Risk Management, Goodman-Manaster and Company, Chieago, 1979-1980.

¢ Staff Economist, Chicago Board of Trade, part-tinie, 1078-1979,
' 1

s
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APPENDIX Ilf CONTINUED..

PUBLICATIONS IN REFERRED JOURNALS

(It co-duthored articles; all authors have equal seniority and approximately equal contribution.)

+ Avinash K. Dixit and Albcn S. Kyle, "The Use: of Protection and Subsidies for Entry Promotion and
Deterrence,’ American Economic Review, Vol. 75, No. 1, 1985, pp. 189-152.

o AlbertS. Kyle, *Confinuous. Auctions and Insider demg, Econoretrica 53, 1985, 1385-1355,

o Albert §. Kyle, "Improving the Performance: of the Stock Market," California Management Review, 30:4,
Summer 1988, 90-114.

# Peter R Hartley and Albert 5. Kyle, "Equilibrium Investment in an Industry with Moderate Investment
Economics of Scale," The Economic Journal, 99:396, June 1989, 392-407,

& PeterR. Hartley and Albert S, Kyle, "Real Rafes and Home Goods: A Two Period Model,” The Economic

Record, 64:186, Septemiber 1988, 168-177.-

» AlbertS. Kyle, "Informied Speculation with Imperfect Compelmon, Review of Economie Stadics 56:3, No.

187, July 1989, 317-356.
- o AlbertS. Kyle and Jean Luc Vila, "Noise demg and Takcovm, Rand Joumal of Economics, Vol. 22, No.

1, Spring 1991, pp: 54:71..

* JohnY. Camphell and Albert S. Ky]e, 'Sman Money, Noise Trading, and Stock Price Behavior,” Review of
Ecounomic Studies 1993, 60 pp. 1-34.

o AlbertS. Kyle audA]bcrtWang, “Speculation Duopolythh Agreeient to Disagree: Can Overconfidence

- Survive the Market Test?” Journal of Finance, volume LII, number 5, DecemberI997, pp. 2073-2060.

» Albert 8. Kyle and Wei Xiong, “Contag;ou as a Wealth Effect,” Joumal of Finance, volume LVI, No. 4
August 2001, pp. 1401-1440.

o Albert S. Kyle, Hui Ou-yang, and Wei' Xiong, “Prospect Theory and Liquidation . Decisions;’ Journal of
Economic Theoxy, Elsevier, vol. 127 (1), July 2006, pp. 273-288,

CHAPTERS IN BOOKS. : o

» AlbertS. Kyle, Imperfect Competition, Market Dybamics, and Reguilatory Issues,” i Finaticial Markets and
Incomplete Information: Frontiers of Modem Financial Theory: Vol. 2, edited by Sudipto Bhattacharya and
George M. Constantinides, Rowrman and Littfefield, 1989, 153-161.
e Albert S. Kyle, "A Theory of Futures Market Manipulations,” The Industrial ‘Orgariization of Futures
Markets, edited by Ronald W. Anderson. Lexington, Mass., Lexington Books, 1984, pp. 141173, also”
reprinted in Paul Weller (editor), The Theory of Futures Markets, Blackwell, 1992 pp. 272-303.

PUBLICATIONS IN UNREFEREED CONFERENCE VOLUMES

-» Albert 8. Kyle, "Trading Halts and Price Limits," The Review of Futures Markefs, 7:3, 1988, 426-434.
¢ Albert S. Kyle, "Market Struchure, Information, Futures Markets, and Price Formation,” in International
Agriculfural Trade: Advanced Readings in Pricc Formation, Market Structure, and Price Insmbility, edited
by Gary G. Storey, Andrew Schmitz, and Alexander H. Sarris, Boulder, Westview, 1984, pp. 45-64.
¢ Albest 8. Kyle, "Discussion of “The Pricing of Ol and Gas: Some Further Results’” (by Merton Miller and
Charles Upton), The Journal of Finance, Papers:aud Proceedings; Vol. 40, No. 3, J uly 1985, 1018-1020.
. Peter R. Hartley and Albert S. Kyle, "The. Economics of Medical Insurance,” in Medical Care and Medical
Ethics, edited by C.L. Buchanan and E.W. Prior. Winchester, Mass., Allen & Unwin Inc., 1985, pp. 77-104.

2
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APPENDIX Il CONTINUED..

MISCELLANEOUS PUBLISHED ARTICLES

¢ Albert 8. Kyle:and Terry A. Marsh, “Computers and the Crash: Is Technology the Problem or the Solution?
Iustitutional Investor Fmanclal Technology Forum 2, June 1988, pp. 6-7.

UNPUBLISHED PAPERS

¢ Albert S. Kyle, "A Rational Expectations Model of Equilibrium in Speculative Markets with Imperfect
Liquidity and Costly Information,” Thesis-seminar and job-market paper, 1980.

% Albert 8. Kyle, "The Efficient Markets Hypothesis and the Supply of Speciilative Services," manuscript, 1982,

o Albest 8. Kyle, "An Equilibium Model of Speculation and Hcdgmg, University. of Chicago PhD.
Dissertation (Economics), 1981.

» Peter R, Hartley and Albert S. Kyle, "Equilibrium in 2 Mode! with Lumpy Iwvestment,” manuseript (now-
subsumed in *Equilibrium Investment in an Industry with Moderate Investment Ecotiomies,” 1983.

* Avinash K. Dixit and Albert S. Kyle, "On the Use. of Trade: Restrictions for Entry Promotion and
Deterrence,” Economics Discussion Paper No. 56, Woodrow Wilson School, Princéton University, 1983.

o Albert'S. Kyle; "Equilibrium ina Speculative Market with Strategic Inforrned Tradiiyg;” (revised as "hiformed
Speculation with Imperfect Competition). 1983.

» AlbbertS. Kyle, Triformational Efficiency and Liquidityin 2 Continnous.Auction Futu.rcs Mar]u::, Centre for
the Study of Futures Markets, Columbia Business School, ‘Working Paper Series #CSFM-75, 1984,

* Albert S. Kyle, 'An Explicit Model of Smart Money and Noise Traditig," manuscript (now subsum:d in

"Smart Money, Noise Trading, and Stock Price Behavior), 1985.

* Albert S. Kyle, "An Inmitive Introduction to Agency Fhieory with Applications to Money- Management,* Q-
Gyoup Talk, manuscript; April 1989,

* Albert S. Kyle and Ailsa Roell, Comments on Recent Developments and Proposals Conceming Dealing
Practices in the UK Equity Market,” manuscript, 1989,

e Albert S. Kyle and Terry A. Marsh, "On the Fconomics of Securifies of Clearing and Settlement,”

manuscript, 1998,

Albert 8. Kyle, "On Inceniives to Acquire anatclnform;mon with Continuous Trading,” manuseript, 1985,

Albert.S. Ryle, "Dealer Competition Against an Qrganized Exchange,” manuscript, June 1987,

Albert 8. Kyle, *Market Failures and the Regulation of Financial Markets,’ manuscript, 1092.

Gerard Gemmotie aiid Albert S, Kyle, “Intertemporal Tusider Trading with a Smooth Order Flow,"

manuscript, 1993,

Albert 8. Kyle and Tao Lin, “Continuous Speculation with Overconfident Competitors,” manuscript, 2002,

Albert S. Kyle and Tao Lin, "An Amalysis of Excessive Trading Volume with Different Belicfs," manuscript,

2002.

* & o o

s Albert S. Kyle and Ruju)g Meng, “Strategic Acquisitions and Investmient in a Duopoly Patent Race under
Uncertainty,” manuscript, 2008.

¢ Ming Guo and Albert S. Kyle, “An Imempoml Asset Pricing Model w1th Strategic Informed Trading and
Risk-Averse Market Mikers,"” manuscript, 2004.

» Albert 8. Kyle, “A Two-Factor Model of Value:and Growth with Adfustment, Costs,” maxiuscript, 2004,

* Alex Boulatov and Albert S. Kyle, “Uniqueness of Equilibrium ini ‘the Single-Perio Kyle:85 Médel,”
manuseript, 2005.
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APPENDIX 11l CONTINUED..

RESEARCH CONTRACTS AND GRANTS

¢ Research Consultant, Bell Laboratories, 1982.

¢ Research Associate, Center for the Study of Futures Markess, Columbia Busiriess School, two mouths of
summer support, 1983,

¢ Principal Investigator, NSF Grant {Information Scietice): *Organized Exchanges, Dealer Markets, and.
Alionyinous demg, Princeton University, Two summers of summer support, 1985, 1986.

¢ Acadernic Visitor, Federal Reserve Bank, Washington, D C; . Jume 6-10, 1992.

o Academic Visitor, Federal Reserve Bank, Atlanta, GA, 5 days, 2003.

W

Phi Beta Kappa, Davidson College, 1974,

Honorary Postmastership, Merton College, 1976-1977.

George Webb Meadley Prize in Economics, Merton College, Oxford University, 1976

Rhpdes Scholarship (Texas), Davidson College, 1974-1977. /

Schwabacher Fellowship, Héas School of Business, 1988-1989,

Batterymarch Fellowship, 1990-1991.

NSF Graduate Fellowship, University of Chicago, 1977-1979, 1980:1981.

Keynote Speaker, Western Finance Assodiation, Park City, Utah, June 25,2002, “Market Microstruchure.”

Keynote Speaker, Twelfth Annual Conference on The Theories and Practices of Securities Markets,

National Sun Yat-sen University, Kaohsiing, Taiwan, “Insidér Trading and’ Corporate Governance,”

December 17,2004.

‘@ Assurant Lecture, Assurant/Georgia Tech Intemanonal Finance Conference, “Market Microstructure and
Rational Expectations: A Primer;* April 8, 2005.

 Fellow, Econometric Sociéty, 2002-present.

e Clarenidon Lectures inn Finance, Oxford University, June 2006.

* 9 ¢ & & 0 o & &

PH.D. DISSERTATION ADVISING -
{Initial academic placements are tenure track assistant professors or equivalent, unless othérwise indicated.)

Princeton University:

Steve Kealhofer {Chsir, 1983), Columbia University Business School; KMV,

George Mailath (Second Reader, 1984), University of Penisylvania;, Department of Economies.
Loretta Mester (1985), Feiléral Reserve Board, Philadelphia.

Menachem Sternberg (Second Reader, 1988), Commoditics Corporanou

Mark Dudey {Second Reader,1984), Rice University. -

Lenny Nakamura {Second Reader,1985), Federal Resefve Board, Phﬂadclphm.

Ian Gale (Chair,1985), University of Wisconsin, Federal Reserve Board, Cleveland.

Julie Nelson (Second Reader,1986), New York University Business School.

Mati Spiegel (Second Reader,1987), Columbia University, UC Berkeley, Yale University.
Jean Luc Vila (Second Reader, 1987), New York University, MIT.

Blaise Allaz (Second Reader, 1987), University of Lausanne.

niversity of Calift

. Theodore Sternberg (Chair, 1989), Vanderbilt University.
Helena Mullins {Chair,1990), University of Oregon.
Rich Lindsey (Chair,1991), Yale University; Bear Steams Securities.
Peter Algert (Chair, 1991) University of California, Davis; Barclays Global Investor Services,

4
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APPENDIX 1l CONTINUED..

Jim Angel (Chair,1991), Georgetown University.
Lewis Lu (Chair,1992), Usiiversity.of Fong Kong. .
Takeshi'Yamada, (Chair,1993), Hong Koixg Univ. of Science and Technology; National Univ. of Singapore.

Duke University:

Johu Graham (Chair; Finance, 1994), Uhiiversity of Utah; Duke University.
Susan Monaco (Chair, Finance, 1995), University of Indiaria. :
Lu Feng (Chair, Finasice, 1995); Salomon Brothers; Stark Investments.
Jainlin Zhai (Chair, Economics, 1996), Federal Home Loan Bank, Iowa.
Jemnifer Babeock (Accountiig, 1997), Sloai School of Business, MIT.
Mary Beth Fisher (Mathematics 998), BBT Bank.

Briay Balyeat, (Chair, Finance, 1998), Texas ARM.

‘Wei Xiong (Chair; Finance, 2001), Bendheim Finance Center, Princeton Utiiversity.
Jon Wongswan (Tang) CEconom:cs, 2002), Federal Reserve Board, ‘Ghicago.
Ben Zhang (Economics, 2002), Mooedies. KMV; Fitch.

Lin Peng (Chair, Finance, 2009), City University of NY, Baruch College.
Emmia Rasiel (Chair, Finance, 200 J; Duke University (Lecturer)

Ge Zhang (Finance, 2008), University:of New Orleans.

Julia Litvinova (Economics, 2008), The Brattle Group.

Ihia Tsetlin (Dedsion Sciences, 2008), INSEAD Singapore.

Tao Lin (Chair, Finanee, 2003), Univessity of Hong Kong.

Krishna Narisimhan (Finance, 2004), Wharton Business School (wsxtor)
Rujing Meng (Chair, Finance,2004), University of Hong Kong.

Mohan Gopalan (Finance, 2004), Barclays Global Investors, London.
Lakshrnan Faswaran {(Finance, 2004); Lehmatmn Brothers..

Haofei Chen (Economics, éxpected 3005), Goldman Sachs, Hong Kong.
Sandra Lizarazo (Economics, 2005), ITAM, Mexico City.

Oksana Loginova (Economics, 2005), University of Missouri, Columbia.
‘Will Xu (Chair, Economics, 2005), Hong Kong University.

Ming Guo (Chair, Economies, 2005), Citadel Investment Group.

Florin Dorobantu (E¢onomics, expected 2006).

Bin Wei (Co-chair, Finance, expected 2007).

Fei Ding (Chair, Finance, expected 2007)..

Bruce Carlin {Co-chair, Finance, expected 2007).

North Carolina State University:

‘L Na {Decision Sciences, 2004), Medical College of Wisconsin, BioStatistics ConisultitigCerter staff.

University.of North Carolina, Chapel Hill:

Albert Wang (Chair, Fmance, 1994), Columbia Umvcmty, Rice University.

TEACHING (Fstimated Enrolhnems!

BUFN 758V: Special Topics in Finatice: Venture Capital and Private Equity
Fall 2006: 85 students

BMGT 808J: Doctordl Serninar; Market Microstructure and Industry Equilbitfum
Fall 2006: 10 students {including auditors)
' 5
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APPENDIX lIl CONTINUED..

Duke University; (One daytime MBA course meets for 9 Hours 15 minutes twice a week for six weeks, plus
exam. Ph.D. courses are one a semester system.)

Finance I = First-year Finanice Theory course for Ph.D. students
Fall 2002: 30 students.
Fall 2001: 20 students.
Fall 2000: 20 students.
Fall 1999: 20 students. -
R Fall 1996: 15 students.
Fall 1995: 15 students.
Fall 1994: 15 students.
Fall 1993: 10 students.
Fall 1992: 10 students.

Finance [T ~ Secound-year Finance Flective for Ph.D. stmdents (Market Microstructure and Derivatives)
Spring 1998: 15 students: g

Veature Capital and Private: Equity:

: Surnmer 2004: Week-cid MBA, one section, 50 sdents.

: Fall 2003: Global Executive MBA One-Day Mini-course, 55 students, :

Fall 2003: Day-time MBA, two sections, with Rébecea Zarutskie, 100 students.

Fall 2008: Cross-Continent Executive MBA, 50 stadents, taught as Advanced Corporate. Finance. -
Summer 2004: Week-end MBA, onc section; 50 students,

Fall 2002: Global Executive MBA One-Day Mini-coirse, 50 shideaits. )

Fall 2002: Day-time MBA, two sections, with Stephen Wallenstein, 110 students:

Fall 2008: Cross-Continent Executive MBA, 50 students, taught as “Advanced Corporate Finance.”
Fall 2001: Global Executive MBA One-Day Mini-course, 50 students. »

Fail 2001 Day-time MBA, twa sections, with Stepheir Wallenstein, 110 students.

Fall 2001: Cross:Continent Executive MBA, 25 shidents, tauglit as “Advanced Corporate Finance.”
Fall 2000; Day-time MBA, two sections, with Stephen Wallenstein, 110.stadents,

Advanced Corporate Finance: -
Fall 2000: Day-time MBA, two sections, 70 students.
Fall 1995; Daytime: MBA, two sections, 90 students.
Fall 1994: Daytime MBA, two sections, 90 students:
Fall 1998: Daytime MBA,. two sections, 90 students.

Corporate Finanee: . }
Summer 2005: Week-end MBA, one section, 55 students.
Fall 2005: Daytime MBA, four sections, 210 students.
: ; Fall 1996: Daytime MBA, two sections, 100 students,
’ : : Fall 1995: Diaytime MBA, two sections, 100 stdents.
Fall 1994: Daytime MBA, two scctions, 100 students..
Fall 1993: Daytirne MBA, one sectioi, 60 students.
Fall:1992: Daytime MBA, one section, 60 shxdents.

University of California, Berkeley (MBA and Ph.D. courses on semester system)

Finance I = First:year Finance Theory course for. Ph.D. students

Fall 1989: 15 students.
TFill 1988: 15 stadents.
. ‘Fall:1987:'15 students,
6
|
i
\
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Financial Theory: Gateway Investments elective for MBA students;
Spring 1988: Daytime MBA, two sections, 80 students.
Spiing 1989: Daytime MBA, three sections, 130 students.

Corporate Finance: Elective for MBA students:
Fall 1390: Daytime MBA, two sections, 80 students.
Fall 1990: Evening MBA, oné section, 40 students.
¥all 1989: Evening MBA, one section; 40 stuents.

Futures and Qptions: Advance Undergraduate Elective
Spring 1989: With David Modest, 20 students.

‘Princeton University (Courses on semester system):

Fmanoe 1 = First-year Finance Theory course for PhuD. stadents
Fall 1981: With Raymond Hill, 20 students.
Fall 1982; 15 students.
Fall 1984: ¥5 stadents.
Fall 1985: With Sanford Grossman; 15 stadents.
Fall 1986: 15 shudents.

Financial Markets = Finance Elective. for Woodrow Wilson Mastérs of Public Affairs students,
Fall 1981: 25 students.
Fall 1982:'25 students.
Fall 1984: 25 students.
Fall 1985: 25 students.
Fall 1986: 25 students.

Topics i Micro-economies = Elective for Woodrow Wilson Masters of Public Affiirs students. -
Fall 1981: 25 students.

+  Fall 1982:.25 students.
Fall 1985: 25 students:

University of Maryland:

Busiizess School Ph.DD. Oversight Committee, 2006-2007,
Finance Area Ph.D. Committee, 2006-2007.

Finance Area Recruitment Committee, 2006-2007,
Finance Area Strategy Council, 2006-2007.

Business School Financial Lab Committee, 2006-2007. -
Meritor to Assistant Professor Georgios Skoulakis.

Duke Universi ty:

Member, Dean’s Advisory Coxmmtzee, 2002:2003.

Membory, Duke Global Capital Markets Advisory Commmce, 2000- 2004

Firiance Area Coordinater, Fall 1995.

Finance Ph.D. Program Administrator, 2000-2008. Helped with Ph.D, admissions ofher yeats,
Health Sector Management Currieulum Review Committee, 2003.

TeraData Center Research Review Comenittee, 2602-2004.

7
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APPENDIX Il CONTINUED..

Faculty Technology Comrmnittee, 2000.

Organized Duke NYSE Conference on Market Microstructure, 1995.

External Ad Hoc Committee Chairman: 1996,

Internal Ad Hoc Committee Chairman: 1992, 1998, 1995.

Internal Ad Hoc Committee Member: 2003, 3004,

Curriculum Committee, 1995-1996.

Elected Academic Council Representative, 1994-1995.

Rhodes Scholarship Advisory Committee, 2001-2004,

Junior and Senior Faculty Recruiting, 1992-2005, including interviewing at ASSA mectings most years..
Camegie Case Compenuon Advisor, 1999 9002,

Univegsity of Cahfogn_a, Berk:]ey:v

PhD. Program Administrator, 1988-1991.

Faculty Recruiting, 1987-1991, inchuding interviewing at ASSA meetings.

Elected Academic Cownicil Representative, 1988-1989. .

‘Active Participant in Berkeley Prograin in Fiiaice, 1987-1991.

Active Participantin Financial Investment Technology (Executive Education) Program, 1989-1991.

Princeton Universig"

Rhodes Schola.rshlp Advisory Cominittee, 1984-87, ’
Finance Faculty Recruifing; 1982-87, including interviewing at ASSA meetings several years..
Woodrow Wilson Qualifying Exam Committee, 1984-87.

‘Woodrow Wilson Ph.D..Committee, 1985-87.

Economics’ Depanmem Ph.D. Admissionis, 1984.85.

PROFESSIONAL SERVICE,

NBER Research Associate, 1982-1985.

Institute for the Study of Securities Markets, Member, Board of Directors, 1988-1992.

Ecole Nationale dés Ponts-et Chanssees, Visiting Lectirer, two-week finance course, 1991, 1992, 1993,
CEPR Suminer Iinstitute, Gerzeissee, Switzerdarid, Parficipant, July 11-23, 1993.

Frankfurt Usiiversity,Guest Lectures, Ph.D. lecturés o miarket microstructure, Aug 18-15,1999.
Rhudes S‘cholats'lﬁp Scle'c!ion Committce, l]Iinons (1979; 1980) Florida (1998, 1999,2000,2001,2002).

NASDA_Q, Econemic Advxsory Board, Member. .2005—present.
CREING AX VNG

e & & & & 0 0 0

¢ Itypically referee 6-10 papers per year.

« Fotcasionally serve on program committees for corferences.

¢ Referee Reporis.and Exiernal Reviews, 2004: Journal of Financial Economics {8) Joumal of Finance (2);
Review of Finanicial Studies, Amierican Economic Review, Econometrica, Jourmal of Political Economy,
Jouriial of Economic Theory, Economic Joumnal, NSF, several reviews for tenure or promotion.

s Utah Winter Finance Conférence P{ogram Committee; 2004, 2005, 2006,
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SELECTED CONSULTING

* Goodman-Manaster and Company, 1981, Futures trading, risk management,

* Pepper, Hamilton, and Scheetz, 1984-1986, expert witness. Railroad deregulationi. Reports with Robert’
. Willig,

e Consultants in Tadustry Economics, Ine. 1983-1986, 1988, expert withess. Anti-trust.,

¢ New York Stock Exchange, 1987, 1890, consultant. Market surveillance, insider trading.

¢ Commodity Futures Trading Commission, 1986-1989, expert wimess. Hunt silver miarket manipulation,

Report,
¢ Staff Member, Presidential Task Force on Market Mechanisms (Brady Commission), 1987-1988; Stock
market crash of 1987, stock index futures, index arbitrage, portfolic insurance.

 Options Clearing Corporation, 1989, Clearing and setilement.

¢ Berkeley Financial Technologies, 1989-1991. Lectures on futures and options.

Expert withess for Robert Griffin, 1991. Angelo et al vs. CFTC {Treasury Bond Futures: tick size). Report
and testimony. :

Law and Economics Consulting Group, 1991, manipulation.

BARRA, 1991, measuring market liquidity, :

The Long Term Credit Bank of Japan, 1991-1996 interest rates and derivatives pricing.

National Economic Research Associates, 1996, expert witness, securities. fraud, damages.

Salomon Brothers (Wachtell; Lipton, Rosen and Katz), 1991-1992, expert witness. Cocoa futures trading,
damages. Deposition:
Internal Revenue: Serviee; 1996, Expert witness. Treasury Bond Futures trading..
Justice Department, 1996, Expert witness. NASD market ma.kcr competition and tick size.

Chase Securities, 2000, Foreign Exchange Order Flow

Expert Witness; Alleged Price Manipulation of NYMEX Electricity Futures Involving Cash-Settled OTC
Derivatives, 2003-2004. Report.
. ExpenVVimcss, Biitick Gold Corporation, 2004-2005 price manipulation, damages

CURRENT RESEARCH INTERESTS

® o o o o

e ¢ & 9

* Tdustry Dynamics. and. Valuation of Firms: An Integration of Corporate Finance aid Industrial
‘Organization

Cash Setdement, Market Manipulation, and the Modigliani-Miller Theorem

Trading Vélume and Overconfidence

Applications.of Numerical Techniques in Finance.

Setflement Negotiations with Eitdogenous D:scovcry

Financial Gontagion. :

Meoral Hazard in Continuous Time.

Trading with‘Transaction Costs. .

Algorithms for Pricing Interest rates and Derivative Assets.

Continuous Frading with Many Informed Traders and Risk Aversion.

Optimal Tnsider Trading with Smooth Noise Order Flow.

Applicafions of complex analysis to finance.

A A )
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CONFERENCE PRESENTATIONS

¢ USDA Universities Intemational Trade Consortium Meeting, December 1981. “Market Structure,
Informatien, Futures Markets, and Price Formation.” :
* Center for the Study of Futures Markets, 1982..A Theory of Futures Market Manipuladons.”
* NBERKGSM Conference on Time and Information in Economics, February 1982. “The Efficient Markets
Hypothesis and the Supply of Speculative Services.”
+ Centre of Policy Studies Conference: on Distributional Tssues in Health Care, 1983, “The Econorics of
Medical Insurance” (with Peter Hartlcy). ) '
¢ Australian Meetings of the Econometrics:Society, August 1983. “Equilibrium in a Speculative Market with
 Strategic Informed Trading.” :
* Allied Social Science Associations National Couvention, December 1984, Session Chairmas, Discussant in
two sessions. .
» Beikeley Program i Finance Seminar, Trading Costs and Trading Strategies, April, 1984. “Trading in
Markets Where Buyers May Have Bettér Information.” .
¢ NBER - NYC Conference on Applications -6f Game Theory to Finance, December 1985. “Informed
Speculation with Imperfect Competition.”
¢ ASSA Convention, Décember 1985. “On Incentives to Acquire Private Information with Continnous
* Trading.” .
¢ Conference on Market Making, June 1987, London School of Economics; “Dealer Markets and Organized
Exchanges.” . ’ .
ASSA Couvcnti"ou,_f Discussant (three- different sessions). :
ASSA Convention, December 1987. “Dealer Markets and Organized Exchanges.”
Discover Cal, Berkéley, February 12, 1988. Discussion of stock market crash,
Finandial Investment Technology Program, Berkeley, February 1988. Lectures on futures markats,
Institutional Investor Pension Roundatable, Los Angeles, February 25, 1988. Panel discussion on the stock.
market crash.. ’
* 'NBER Conference, Cambridge, MA March.10-11, 1988. Panel discussion:en the stock market crash.
» Berkeley Program in Finance Serbinar: Stock and Futures Markets: Lessons and Prospects, March 28-30,
) 1989, Santa, Barbara, CA. “What Happened During the Week of the Crash* (with Terry Masshj.
*  Wells Fargo Investment Advisors Seniiiar, San Francisco, April 11, 1988. Discussion of the stock parket
crash. . .
- » CRSP Semiitiar, Drake Hotel, Chicago. May 1988. Panel discussion. Causes and Consequences of the Stock.
Market Crash.
* Institate for Fiduciary Education, Carmel Valley, Ranch, CA. May 1988, Pael discussion on the 1987 stock
market.crash. . .
» Western Economic Assoc., Meetings, July 1, 1988. )
» Berkeley Program in Finance- S¢minar, On Trading and Fund Management: The Role of Techuology.
September 23-27, 1988, Silverado, CA. Co-organizer (with Terry Marsh)..
¢ Cal Business Alumni, Meridian Hotel, San Francisco, October 20, 1988, discussion ot “The Stock Market
Crash: A Year and a Day Later.”
* Advanced Finaicial Techirology Seminar of Fistures Markets, December 6-1 0, 1989, Tokyo, lectures with
David Modest. : . o . . )
o Chicago Board of Trade Conference on Futures Market Regulation, November19; i 988; Mayflower Hotel,
‘Washington, D.C;, “Traditig Halts and Price Limnits.”
* ASSA Convention, December 1988. Discussant.
« ASSA Convention, December 1988, “Estimating Intraday Price Volatility during:the Crash, presented part of
“Improving the Performance of the Stock Market.”
* Institite for Quantitative Researchin Fitiance (Q-Group), Spring Seminar, Orlando, Florida, April 18, 1989,

* @ =2 & @

10
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"An Intuitive Introduction to Agericy Theory with Applications to Money Management.”
¢ New York Stock Exchiange Acadérnic Seminar; May 5, 1989. Roundtable discussion.
» STEP-CEPR Seminar, Bocconi University, Milan Italy, May 26, 1989, “Srart Monéy; Noise Trading, and
| ’ Stock Price Behavior.”
3 ¢ Uhiversity of Bonn Sumnmer Workshop, Bonn W. Germany, June 28-July 8, 1989, invited guest..

* French Finance Association Conference (AFFI), June 28, 1989, “Smart Money, Noise Trading and Stock
Price Behavior.”
* New York Stock Exchange/London School of Economics Conference.on Market Microstructure, London,.
- England, November 15, 1989, Discussant.
& Washington University, Regional Finance:Conference, November 1990, lecture on trading with asymmetric
information.
o University of Iowa, Market Microstructure Conference, November 1990 “Dealer Markcts aid Organized
Exchanges.”
Chicago Board of Trade Conference, Vanderbilt University, December 3, 1990, Discussant.
ASSA Convention, Washington, D.C.,. December 80, 1990. Session chair.
Berkeley Program in Finance, April 57, 1992. Discussauit.
Adlanta, Federal Reserve Bank, February 20, 1992, Discussant.
New York Stock Exchange Conference, Los Angeles, California, March, 1992, Discussant.
Coramodity Futures Trading Commission, March 30-31, 1992;
Konstanz, Germany, April 34, 1992, “Intertemporal Insider Trading...”
Jerusalem, March 11, 1992. “Intertémporal Insider Trading...”
‘Western Finanee: Association, June 22-24, 1992, Discussant..
Stockholm, Sweden, August 2192, 1992. “Market Failures and the Regulauon of Financial Markets.”
Allied Social Sciences Association, January 5-7, 1993, Discussant.
Berkeley Program in Finance, Lake Tahoe, California, March 14-16, 1598. Conference Summarizer.
Allied Social Sciences Association, Boston, January 3-5, 1994. Discussant.
‘Westem Finance Association, Santa Fe, June 23-26, 1994. Discussant.
National Bureau of Economic Research Conference, Key Largo, Florida, July 11-12, 1994 Discussant
Federal Reséive Bink of Atlanta Conference, Miami, March 34, 1995. Discussant.
Q:-Group Conference, November 22-29, 1995." “Active Mismanagement.”
Allied Social Sciences Association, San Fiancisco, 1996. Session Chair.
Berkeley Programa int Fitance, Santa Birbara, Septcmber 29-October 1, 1996. ‘Essay in Honor of Fischer
Black.
Western Finzince Assaciation Meefitigs, Los Angeles, Juize 19, 1999, discussant,
¢ Duke Univessity Global Capita! Markets Center, Conference on Bond Market Microstructure, ‘Washington
DG, October 19, 1999, presenter.
¢ SIR CA Mnu-leferencc on Insider Trading, Sydney, Australia, November 5, 1999,  keynote speaker,
“Tusider Trading:*
o Duke Unveristy Global Capxm.lMarkels Center, Conference on Hedge Funds, Durham, NC, November 19,
- 1999, moderator..
» NBER Asset Pricing Conference, Boston, May 5, 2000 discussant.
o Western Finance Association, Sun Valley, Idiho, June 21-24, 2000, discussant.
; Review of Economic Studies Conference, Fraukfurt, Germany, June 30, 2000, “Contagion .as a Wealth
| Effect.” ' Co
j Federal Reserve Bank of Aflanta Gotiference;, Atlinti, Sépteniber 15, 2000, “Contagion asa Wealth Effect.”
Federal Reserve Banik of Adaut Goitferenée.oii E-Finarice, October 14, 2000,discussant.
Berkeley Programini Finanice, Squaw Valley; CA; March 17, 2001, program discussant.
ASSA Meetings, New Orleans, LA, January 6, 2001, “Contagioii as 2 Wealth Effect.”

i1
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Q-Group, Tampa, FL, April 4, 2001, “Contagion:as a Wealth Effect.”

‘Western Finance Assn., Tucson, AZ, June 9228, 2001, session chair (Market Microstrucnire),discyissant

New York Stock Exchange Conferetice, Institiitional Trading, Palin Beach, FL, De¢. 6, 2001, sessian chiair.,

Utah Winter Finance Conference, Salt Lake City, Utah,February 26-28, discussant.

RFS Conference; Northwestern University, April 26-28, 2002, discussant.

Fedéral Reserve Bank of Atlaiita Conference.on Ventire Capital, Sea Islang, GA, May 2-4, 2002, discussant.

Conference in Honor of David Whitcomb, Rutgers University, October 11, 2002, discussant.

SEC Roundtable Discussion on Market Transparency, November 12, 2002, participant.

NYSE Roundtable Discussion on Market Quality Statistics, December 6, 2002, pamapant.

ASSA Convention, Contagion, January 4, 2008, session chair.

Utah Winter Finance Conference, February 6, 2003, discussant.

FRB Adanta Conference on Business Method Patents, Sea Island; GA, April 8, 2003, discussant.

NBER Market Microstructure Meeting, Chicago, April 12, 2003, discussaut.

ASSA, San Diego, January 5, 2004, discussant.

Utah Winter Finance Conference, February 5, 2004, discussant.

Duke/NYSE Conference on Intemational Cross-Listings, Sarasota, FL, Maich 11-13, Duke GCMC

representative.

NewYork Stock FExchange Conference, Market Micostruetire, Palm Beach, FL, December 12, 2008, panel

on market microstructure.

FRB Ailanta Conference on Market Transparency, Sea Island, GA, April 15, 2004, discussant.

2004 HKUST Finance Symposium; Hong Kong, “A. Two-Factor Model of Value and Growth with

- Adustment Costs,” December 13, 2004.

o Keynote Speaker, Twelfth Annual Conference on The Theories ad Practices of Securities Markets,
National Sun Yatsen University, Kaohsiung, Taiwan, “Insider Trading and Corporate Governance,”
Deceniber 17,2004.

 ASSA, Philadelphis, January 8; 2005, discussant.

s Utah Winter Finance Conference, February 10, 2005, discussant.

¢ Assura/Georgia Tech International Finance Conference;, Assurant Lecture, “Market Microstructure and
Rational Expectations: A Primer,” April 8, 2005.

» Oxford Finance Summer Symposium, “A Two-Factor Model of Value and Growthwith Adjustment Costs,”
June 15, 2005.

» Conference on Information and Behavioral Biases in Financial Markets, Fundacién Ramén Areces, Madrid,
“An Intemporal Asset Pricing Model with Strategic Informed Trading and Risk-Averse Market Makers,” July
8, 2005.

& Oxford Sumnier Finance Symposium, “A Two-Factor Model of Valte and Growth,” June 16, 2005.

+  Conference oir Infortnation aixd Behavioral Biases in Financial Markets, Madrid, Spain, “An Internporal
Asset Pricing Model with Strategic Informed Trading;and Risk-Averse Market Makers;" July 7, 2005.

¢ Alpha Strategies Conference on Quantitative Money Managemeut, commentator, April 10-12,2006.

* Clarendon Lectures:in Finance “Stock Price Dynamics and Industry Equilibrium,” June 12-14, 2006..

» LSEConference on New Directions in Asset Pricing and Risk Managemetit, “Dynariic Strategic Tniformed
Trading with Risk-Averse Market Makers,” June 16, 2006.

o 'Western Finance. Association, session chair, discussaut, June 2122, 2005.

¢ FEuropean Summer Symposium in Finaucial Markets, Gerzensee, Switzerland, focus session chair, July 24- -

28, 2006.
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School of Organization and Management, Yale Uniiversity, March 1989.

New York Untiversity, April 1988,

Australian National University, October 1983,

University- of New England, Armidale, NSW, Australis, Qctober 1983,

Australian Graduate School of Maiagement, University of New South Wales, October 1983,
Centre of Policy Studies, Monash University, Melboume, August 1983 and November 1983,
School of Organization and Management,-Yale University, March 1984.

Columbia. University Business School, April 1984.

University of Rochester, April 1984,

NBER Trade Group, April 1984.

NBER Financial Markets Group, Novernber 1984.

Harvard Business School, May 1985,

Univeisity of Chicago Busiiness Scliool, May 1985.

Kellogz Graduate School of Manzgement, Northwestein Umvemty, May 1985.

Sloan School, MIT, October 1985,

Graduate School of Business, Stanford University, March. 1986.

Graduate School.of Management, Rutgers University, April 1986.

Columbia University Business:School, September 1986,

GSIA, Camegie-Mcllon University, September, 1986.

University of Chicago Business School, October 1986.

Kellogg Graduate School of Management, Northwesterri University, October 1986.

School of Business, Washington Uiiversity; St. Loiss, February, 1987.

Graduate School.of Managemeiit, Rutgers University, February 1987,

Graduate Schoal.of Business, Stanford University, January 1987,

Schootl of Business, University of California, Berkeley, January 1987.

School of Managernent, Rice University, February 1987.

Business School, Wniversity of Michigan, February 1987,

‘Business-School and Economics, University of Wisconsin, February 1987,

Economics Department, University of Pittsburgh, February 1987.

‘Wharton Business School, University of Pennsylvania, February 1987,

Economics Department, Brown University, February 1987,

School of Orgatiization and Management, Yale University, April 1987.

Economies Department, Virginia Polytechiic Institmé, June 1987.

UCLA Busixess School, My 20, 1988 *Simart Mesiey, Noise Tiading, and Stock Price Behavior,”
University of California, Smita Cruz, Ecotiomics Department, October 25, 1988, "Dealcr Markets: and
Organized Exchanges*

Anderson School of Managemem, University of New Mexico, November 18, 1988 Dcalcr Markets and
Organized Exchanges:’

Bocconi University, Milan itsly, *Asymmetric Information and Market Microstructure,” May 25, 1989.
Commodity Futures Trading Gommission, November 1989.

University of British Golumbia, Finance $Seminar, December 1989, “Noise Tradingand Takeovers."
Vanderbilt University, Finance Seminar November 1989, "Noise Tradingand Takeovers."
University of Utah, Finance Seminar, December 1989, “Intertemporal Insider Trading...”
Uhiversity of Tndiana, Finance Seminar, September 1990. “Intertemporal Insider Trading...”

Ecole Nationdle: des Ponts et Chaussees, Paris Finance Semmar, January 1991. “Intertemporal Insider
Trading...”
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University of North Carolina, February 18, 1992, “Intertemporal Insider Trading VVith Smooth Order
Flow.”

Northwestern University, Kellogg Graduate School of Management, June 34, 1992. “Intertemnporal Insider
Tradmthh Smooth Order Flow.”

New York University, September 22, 1993. “Spcculahan Duopoly...”

UCLA, November 5, 1998. “Speculation Duopoly...”

Vanderbilt University, April 14, 1995, “Speculation Duopo]y

University of Michigan, December 6, 1996. Speculatmn Duopoly with Agrccment to Dmagrce

Rice University, October 1, 1999, “Contagions as a Wealth Effect of Financial Intermediaries.”

Sydney University, Sydney, Australia, November 9, 1999, “Contagion as 2 Wealth Effect of Financial

. Intermediaries.”

Carnegic Mellon University, GSIA, February 23, 2001, “Contagion as a Wealth Effect.”
Stariford University, Graduate School of Business, March 14, 2001; “Contagion as a Wealth Effect.”
Uriiversity of California, Berkeley, Haas School of Business, March 15, 2001, “Contagion as a Wealth
Effcct.”
University of Indiana, April 27, 2001, “Contagion as 2 Wealth Effect.”
London School of Econornics, May 9, 2001, “Conitagion as a Wealih Effect.”
University of Texas, Austin, October 26, 2001, “Continucus SMaﬁoxx with Overconfident Traders.”
Norwegian School Of Management, Oglo,‘]unc 5, 2002, “Continuous Trading with Hetérogeneous ....”
Humboldt University, Berlin, Jime 7, 2002, “Continuous Trading with Heterogeneous Beliefs ....”
Oxford Summer Fmance Institute, June 11, 2002, *Continuous Trading with Heterogencous Belicfs and No
Noise Trading.”
Oxford Summer Finance Insttmte, June 12, 2003 “Corporate Finance and Industrial Organization.”
New York Univeristy, “Strategic Acquisitions ... “, November 5, 2003.
University of Virginia, “Prospect Theory ... ®, Eébruary 14, 2003,
INSEAD, Paris, “Strategic Acquisition ... , April 2, 2004.
HEC, Paris, “Strategic Acquisitions ... *, April 1, 2004,
University of Arasterdam, “Strategic Acqmsmons «. #, March 80, 2004.
University of Tilburg, “Strategic Acquisitions ... %, March 29, 2004.
University of Pompeu Fabri, Barcelona, “Strategic Acquisitions ...*, March 24, 2004,

- Princeton University, “Strategic Acquisitions ...,” March 3, 2004,

University of Maryland, “Strategic Acquisitions ...” April 23, 2004.

Federal Reserve Board, Washington, DC, “Strategic Acquisitions ...” August, 17, 2004.

Baruch College, CUNY, “Strategic Acquisitions and Investments in a Duopoly Pateiit Race Under
Unicértainty” November 17, 2004.

INSEAD Singapore, “Value and Growth ...,” December 7, 2004.

National University of Singapore, A Two-Fax:tor Model of Value and Growth with Adjustment Costs,”
Detember 9, 2004,

University of Maryland, *A Two-Factor Model of Value and Growth with Adjustment Costs;” May 9, 2005.

Impenial College, Longon, A Two-Factor Medel of Value and Growth ..,” Mayl1, 2006.

‘Warwick University, “Strategic Trading with Risk Averse Market Makers;” May 31, 2006..
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APPENDIX IV

Scope and Methodology

We conducted this performance audit in accordance with Generally Accepted
Government Auditing Standards. Those standards require that we plan and
perform the audit to obtain sufficient, appropriate evidence to provide a '
reasonable basis for our findings and conclusions based on our audit objectives.
We believe that the evidence obtained provides a reasonable basis for our
findings and conclusions based on our audit objectives.

Scope. We performed our audit from April 2008 to August 2008. Our audit
scope included a review of the CSE and Broker-Dealer Risk Assessment
program, as requested. Although our audit scope focused on TM’s oversight of
the CSE firms, we also considered the role of other Commission divisions and
offices (for a Commission wide perspective) in the oversight of the CSE firms.

Our scope emphasized the CSE firms (especially Bear Stearns) that do not have
a principal regulator because the Commission has much greater oversight '
responsibility for these firms. Our period of review was from October 2002 until
August 2008. However, it varied depending on the nature of the issue. The
scope of our review considered when:

e Bear Stearns collapsed,;

¢ The subprime mortgage crisis started to become apparent (based on our
audit work, we used December 2006);

e Two of Bear Stearns’ managed hedge funds collapsed; and

e The CSE program began and the Commission issued the Order for the
particular firm.

Lastly, our scope either did not include or was limited in the following areas:

e We completed our audit fieldwork prior to September 15, 2008 when
Lehman Brothers announced it would file for bankruptcy protection and
Bank of America announced that it agreed to acquire Merrill Lynch & Co.
As a result, our fieldwork did not emphasize these firms, unlike Bear
Stearns; '

e We did not evaluate the effect(s), if any, that mark to market (i.e., “fair
value”) accounting had on the valuation of mortgage securities and the
ensuing write-downs which subsequently caused the firms to raise capital;

e We did not evaluate the role of rating agencies in the securitization
process of mortgage loans;
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¢ We did not visit the CSE firms and perform an independent assessment
of the firm’s risk management systems (e.g., internal controls, models,
etc.), or their financial condition (e.g., compliance with capital and liquidity
requirements). As a result, we may not have identified certain findings
and recommendations (i.e., improvements);

¢ We did not determine (i.e., recalculate and determine the accuracy) of the
capital and liquidity data provided by the CSE firms to TM. OCIE and TM
performed some inspection testing on the financial data during the
application inspection. Also, the Financial Industry Regulatory Authority
(FINRA) routinely performs inspection testing on the registered broker-
dealers capital calculation; .

e We did not determine the cause of Bear Stearns’ collapse. For instance,
some individuals have speculated that short sellers may have caused
Bear Stearns’ collapse by intentionally spreading false rumors. This issue
is beyond the scope of this audit; ‘

e The CSE program consists of four interrelated activities: an application
process, lnspectlons the review of required filings, and periodic meetings
with CSE staff."®® We performed limited testing on some of these
processes, as discussed below:'™

o TM relies mainly on meetings with the CSE staff to administer the
CSE program. As a result, we viewed compliance testing in this
area to have limited value; instead we (our expert, primarily)
focused on the substance of these meetings. Thus, we excluded
the meeting process from our compliance testing; and

o In March 2007, in response to a GAO audit report (as discussed in
the Prior Audit Coverage of this Appendix); Chairman Cox decided
to transfer inspection responsibility from OCIE to TM (responsibility
was transferred to TM in March 2007 for four of the five firms, and
for the last firm (Morgan Stanley) following the completion of the
ongoing OCIE exam of that firm in September 2007). OCIE
retained within the Commission, the responsibility for conducting
inspections on the CSE’s broker-dealers. TM had not completed
any of these inspections as of mid-September 2008. As a result,
we only performed limited compliance testing on TM's inspection
process. Instead, we emphasized the design of the TM inspection
program;

¢ The Congressional request also asked the OIG to investigate the closing
of a Commission enforcement investigation involving Bear Stearns. This

193 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <http://iwww.sec.gov/divisions/marketreg/hcsupervision.htm>.

194 The purpose of our testing was to determine whether the CSE program is compliant with its policies and
procedures and the CSE rule.
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issue is beyond the scope of this audit, but is the subject of a separate
investigative report; and

e The role of federal regulators (e.g., the U.S. Department of Treasury) in
the sale of Bear Stearns to JP Morgan is beyond the scope of this audit.

Methodology. Our methodology included reviewing required filings, inspection
reports, and documentation surrounding periodic meetings between TM and
CSE staff. We also reviewed other types of supporting documentation such as
TM'’s policies and procedures, prior GAO audit reports, newspaper articles, etc.
We also conducted interviews with staff from the Commission, CSE firms, GAO,
and the FRBNY.

Lastly, we hlred a contractor (i.e., an expert) to provide us with technical
expertise. %5 The expert revnewed the adequacy of TM's review of models,
scenario analysis, etc; as well as, the associated internal risk management
controls. We have incorporated the expert's opinions, findings, and
recommendations into this audit report. The expert focused his review on the
Commission's oversight of Bear Stearns.

Internal/Management Controls. We did not review management controls
because they did not pertain to the audit’'s objectives. However, we identified
several improvements in the CSE program’s internal controls (e.g., tracking of
issues).

Use of Computer-Processed Data. We relied on data from the Commission’s
Broker-Dealer Risk Assessment (BDRA) computer system. Firms use the BDRA
system to electronically transmit filings (and BDRA stores the filing) to TM. The
BDRA system does not process any of the data contained in the filings. As a
result, we considered the relevant risks to be:

¢ TM'’s failure to receive a filing sent by a firm; and

- Whether information in the BDRA system could be compromised
(information security risks).

We did not identify any instances where TM failed to receive a filing that a CSE
firm transmitted through the system. However, TM told us about situations
where firm filings made under the Broker-Dealer Risk Assessment program did
not completely transmit to TM through the BDRA system. Given how we used
the BDRA data in this audit, if a similar situation occurred with the CSE filings,
we would have been aware because the firms transmit the f|||ngs at known
intervals (e.g., month end).

We considered the risk surrounding information security. The Commission’s
Office of Information Technology recently certified and accredited the BDRA

195 See Appendix HI for our expert’s (Albert “Pete” Kyle) Curriculum Vitae.
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system, as required by the Federal Information Security Management Act of
2002. Therefore, we believe that we can rely upon the information in the BDRA
system as it pertains to information security.

We identified a few issues with the BDRA system, but they do not affect the
reliability of the data. We discuss the issues in our related audit report (No. 446-
B).

Judgmental Sample. We judgmentally selected twenty issues that TM or OCIE
staff identified for our testing on TM's tracking of material issues (see Report
Finding No. 5). Our sample included issues from all the CSE firms including
those with principal regulators, although our audit work emphasized Bear
Stearns. We generally selected specific issues such as an internal control
weakness, as opposed to more generic issues (e.g., exposure to subprime). We
selected samples from:

e The TM action memo recommending that the Commissmn issue the
Order;

~« OCIE inspection reports; and'®

« - The monitoring staff's monthly memoranda (which discuss significant
issues) to senior TM management.

Although we believe that our sampling‘ methodology is reasonable and
representative, our results should not be projected onto the universe of issues.

Use of Technical Assistance. We received technical assistance from an
expert, as discussed in the Methodology section of this Appendix. His expertise
is described in his Curriculum Vitae in Appendix Il

Prior Audit Coverage. GAO Report Financial Market Regulation: Agencies
Engaged in Consolidated Supervision Can Strengthen Performance
Measurement and Collaboration, GAO Report 07-154, dated March 15, 2007 on
strengthening performance measurement and collaboration for the agencies
(i.e., the Federal Reserve, Commission, and the Office of Thrift Supervisian
(OTS)) involved in consolidated supervision. They made several
recommendations involving the Commission:

GAO Recommendation: To better assess the Commission's achievements,
‘ ' the Chairman of the Commission should direct his
staff to develop program objectives and performance
measures that are specific to the CSE program.

196 We did not use TM's inspection reports because they had not completed any inspections (as of when we
performed our testing) since the Chairman transferred (from OCIE to TM) the inspection authority for the
consolidated entity. Lastly, TM has implemented an automated method to track the mspection issues
(i.e., findings).
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The Commission has developed program objectives and performance measures.
These documents are available on the Commission’s website. "’

GAO Recommendation:  To ensure they are promoting consistency with
primary bank and functional-supervisors and are
avoiding duplicating the efforts of these supervisors,
the Chairman of the Federal Reserve, the Director of
the OTS, and the Chairman of the Commission
should also direct their staffs to identify additional
ways to more effectively collaborate with primary bank
and functional supervisors. Some of the ways they
might consider accomplishing this include:

* Ensuring common understanding of how the
respective roles and responsibilities of primary bank
and functional supervisors and of consolidated
supervisors are being applied and defined in
decisions regarding the examination and supervision
of institutions; and

¢ Developing appropriate mechanisms to monitor,
evaluate, and report jointly on results.

In response to Bear Stearns’ collapse, the Commission and the Federal Reserve
have agreed on a MOU involving coordination and information sharing.

. GAQO Recommendation:  To take advantage of the opportunities to promote
better accountability and limit the potential for
duplication and regulatory gaps, the Chairman of the
Federal Reserve, the Director of OTS, and the
Chairman of the Commission should foster more
systematic collaboration among their agencies to
promote supervisory consistency, particularly for firms
that provide similar services. In particular, the
Chairman of the Commission and the Director of the
OTS should jointly clarify accountability for the
supervision of the CSEs that are also thrift holding
companies and work to reduce the potential for
duplication.

The Chairman and the Director of OTS are still discussing the jurisdictional
issues raised by the recommendation. This issue was recently discussed at a
Congressional hearing.'*®

187 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <http://www.sec.gov/divisions/marketregfhcsupervision.htms.

198 Source: Risk Management and its Implications for Systemic Risk Before the U.S. Senate Subcommittee
on Securities, Insurance, and Investment on Banking, Housing, and Urban Affairs, 110" Cong.'(June 19,
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GAO Recommendation:  The Chairman of the Commission should direct the
staff to develop and publicly release explicit written
guidance for supervision of CSEs. This guidance
should clarify the responsibilities and activities of the
OCIE and TM's responsibilities for administering the
CSE program. :

The Chairman transferred the inspection authority of the consolidated entity from
OCIE to TM. '® However, as discussed in the audit report, TM and OCIE can
still improve collaboration. Lastly, the Commission developed and publicly
released written guidance describing the CSE program (e.g., TM’s.roles and
responsibilities). '

2008) (statement of Erik Sirri, Director of TM, Commission).

199 The transfer was in response to a GAO audit report (Einancial Market Requlation: Agencies Engaged in
Consolidated Supervision Can Strengthen Performance Measurement and Collaboration. Report 07-
154, March 15, 2007) recommendation. In response to the report Chairman Cox told GAO: “To
implement this recommendation, | have carefully considered the question of which organizational .
structure will best achieve the goal of the CSE program. 1 have concluded that the success of the CSE
program will be best ensured if the supervision of the CSE firms is fully integrated with, rather than
merely coordinated with, the detailed onsite testing that is done of the documented controls at CSE
firms. As a result, | have decided to transfer responsibility for on-site testing of the CSE holding
company controls to the Division of Market Regulation [now called TM]. This will better align the testing
and supervision components of the CSE program, will strengthen its prudential character, and will most
efficiently utilize the Commission’s resources. With the new structure, ongoing supervision activities will
be more directly informed by the results of focused testing of controls, and field inspections will be more
precisely targeted using information from ongoing supervisory work. In addition, the Commission's
expertise related to the prudential supervision of securities firms will be concentrated in the Division of
Market Regulation, which will foster improved communication and coordination among the staff
responsible for administering various components of the CSE program.” The Chairman made his
decision after carefully evaluating proposals from TM and OCIE, and after consulting with the four other
Commissioners, who unanimously supported the decision to consolidate CSE oversight under TM.
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List of Recommendations

Recommendation 1: ,

The Division of Trading and Markets, in consultation with the Board of Governors
of the Federal Reserve System and the Basel Committee should: (1) reassess
the guidelines and rules regarding the Consolidated Supervised Entity (CSE)
firms’ capital levels; and (2) identify instances (e.g., a firm’s credit rating is
downgraded, or its unsecured debt trades at high spreads over Treasuries) when
firms should be required to raise additional capital, even if the firm otherwise
appears to be well capitalized according to CSE program requirements.

Recommendation 2:

The Division of Trading and Markets, in consultation with the Board of Governors
of the Federal Reserve System, should reassess pillar 2 of the Basel Il
framework and the Consolidated Supervised Entity (CSE) program guidelines -
regarding liquidity and make appropriate changes to the CSE program’s liquidity
requirements. Changes should describe assumptions CSE firms should be
required to make about availability of secured lending in times of stress
(including secured lending from the Federal Reserve) and should spell out
circumstances in which CSE firms should be required to increase their liquidity
beyond levels currently contemplated by CSE program liquidity requirements.

Recommendation 3:

The Division of Trading and Markets should ensure that it adequately

- incorporates a firm’s concentration of securities into the Consolidated Supervised
~ Entity (CSE) program’s assessment of a firm’s risk management systems (e.g.,
internal controls, models, etc.) and more aggressively prompts CSE firms to take
appropriate actions to mitigate such risks.

Recommendation 4: v _

The Division of Trading and Markets, in consultation with the Board of Governors
of the Federal Reserve System, should reassess the Consolidated Supervised
Entity (CSE) program’s policy regarding leverage ratio limits and make a
determination as to whether, and under what circumstances, to impose leverage
ratio limits on the CSEs. ’
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Recommendation 5:

The Division of Trading and Markets (TM) should ensure that: (1) the
Consolidated Supervised Entity (CSE) firms have specific criteria for reviewing
and approving models used for pricing and risk management, (2) the review and
approval process conducted by the CSE firms is performed in an independent
manner by the CSEs’ risk management staff, (3) each CSE firms’ model review
and approval process takes place in a thorough and timely manner, and (4)
impose limits on risk taking by firms in areas where TM determines that risk
management is not adequate.

Recommendatlon 6:

The Division of Trading and Markets should be more skeptical of Consolndated
Supervised Entity firms risk models and work with regulated firms to help them
“develop additional stress scenarios that may or may not have not have been
contemplated as part of the prudential regulation process.

Recommendation 7:

The Division of Trading and Markets (TM) should be involved in formulating
action plans for a variety of stress or disaster scenarios, even if the plans are
informal, including plans for every stress scenario that the Consolidated
Supervised Entity (CSE) firms use in risk management, as well as plans for
scenarios that TM believes might happen but are not incorporated into CSE
firms' risk management.

Recommendation 8:

The Division of Trading and Markets should take steps to ensure that mark
disputes do not provide an occasion for Consolidated Supervised Entity firms to
inflate the combined capital of two firms by using inconsistent marks.

Recommendation 9:

The Division of Trading and Markets should encourage the Consolidated
Supervised Entity (CSE) firms to present VaR and other risk management data
in a useful manner, which is consistent with how the CSE firms use the
information internally and which allows risk factors to be applied consistently to
individual desks.

Recommendation 10:.

The Division of Trading and Markets should ensure that the Consolidated
Supervised Entity take appropriate valuation deductions for illiquid, hard-to-value
assets and appropriate capital deductions for stressed repos, especnally stressed
repos where illiquid securities are posted as collateral.
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Recommendation 11:

The Division of Trading and Markets (TM), in consultatlon with the Chairman's
Office, should discuss risk tolerance with the Board of Directors and senior
management of each Consolidated Supervised Entity (CSE) firm to better
understand whether the actions of CSE firm staff are consistent with the desires
of the Board of Directors and senior management. This information would
enable TM to better assess the effectiveness of the firms’ risk management
systems.

Recommendation 12:

The Division of Trading and Markets should require compliance W|th the existing
rule that requires external auditors to review the Consolidated Supervised Entity
firms’ risk management control systems or seek Commlssmn approval in
accordance with the Administrative Procedures Act®® for this deviation from the
current rule’s requirement.

'Recommendation 13:

The Division of Trading and Markets should ensure that reviews of a firm's
Contingency Funding Plan include an assessment of a Consolidated Supervised
Entity firm’s internal and external communication strategies.

Recommendation 14:

The Division of Trading and Markets should develop a formal automated process
to track material issues identified by the monitoring staff to ensure that they are
adequately resolved. At a minimum, the tracking system should provide the
following information:

e The source of the issue;

¢ When the issue was identified;

¢ Who identified the issue;

. The current status of the issue (e.g., new developments);
* When the issue was resolved; and

e How the issue was resolved.

200 The Administrative Procedures Act (5 U.S.C. §500 et. seq.,) sets forth the basic procedural requirements
for agency rulemaking. It generally requires (1) publication of a notice of proposed rulemaking in the
Federal Register, (2) opportunity for public participation in rulemaking by submission of written
comments, and (3) publication of a final rule and accompanying statement of basis and purpose not less
than 30.days before the rule's effective date.
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Recommendation 15: '

The Division of Trading and Markets should: (1) reassess all the prior Office of
Compliance Inspections and Examinations (OCIE) issues to ensure that no
significant issues are unresolved (given the belief that OCIE followed up); and (2)
follow up on all significant issues.

Recommendation 16:

* The Division of Trading and Markets should ensure that they complete all phases
of a firm'’s inspection process before recommending that the Securities and
Exchange Commission allow any additional Consolidated Supervised Entity firms
the authority to use the alternative capital method.

Recommendation 17:

The Divisions of Corporation Finance (CF) and Trading and Markets (TM) should
take concrete steps to improve their coliaboration efforts and should determine
whether TM's information on the Consolidated Supervised Entity (CSE) firms
could be used by CF in its review of the CSE firms. .

Recommendation 18:

The Division of Trading and Markets (TM) and the Office of Compliance
Inspections and Examinations (OCIE) should develop a collaboration agreement
(e.g., discussing information sharing) that maintains a clear delineation of
responsibilities between TM and OCIE with respect to the Consolidated
Supervised Entity program. They should inform the Chairman’s Office of an
disagreement(s) so that the issue(s) can be resolved. '

Recommendation 19:

The Division of Trading and Markets and the Office of Risk Assessment should
develop an agreement outlining their roles and responsibilities, as well as
methods for information sharing such as communicating project results. These
two offices should inform the Chairman’s Office of any disagreement(s) so that
the issue(s) can be resolved.

Recommendation 20: :

The Division of Corporation Finance should: (1) develop internal guidelines for
reviewing filings in a timely manner, and (2) track and monitor compliance with
these internal guidelines. '

Recommendation 21:

The Division of Corporation Finance (CF) should (1) establish a policy outlining
when firms are expected to substantively respond to issues raised in CF’s
comment letters, and (2) track and monitor compliance with this policy.
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Recommendation 22: ,

Chairman Cox should create a Task Force led by the Office of Risk Assessment
(ORA) with staff from the Divisions of Trading and Markets, and Investment
Management, and the Office of Compliance Inspections and Examinations. The -
Task Force should perform an analysis of large firms with customer accounts
that hold significant amounts of customer funds and have unregulated entities, to
determine the costs and benefits of supervising these firms on a consolidated
basis. If the Task Force ultimately believes that the Securities and Exchange
Commission (Commission) should supervise these firms on a consolidated
basis, it should make a recommendation to the Commission that involves
seeking the necessary statutory authority to oversee these firms on a
consolidated basis. .

‘Recommendation 23:

The Division of Trading and Markets, in consultation with the Chairman’s office,
should determine what additional changes need to be made to the Consolidated
Supervised Entity (CSE) program in light of the collapse of Bear Stearns and
changing economic environment.

Recommendation 24: ,

The Division of Trading and Markets (TM) should fill critical existing positions,
and consider what any additional staff it believes will be needed to carry out the
CSE program’s function going forward. TM should also establish milestones for
completing each phase of an inspection and implement a procedure to ensure
that the milestones are met.

Recommendation 25:

The Division of Trading and Markets, in consultation with the Office of
Compliance Inspections and Examinations and the Commission’s Ethics office,
should develop an ethics manual.

Recommendation 26:

The Division of Trading and Markets should continue to seek out ways to
increase its communication, coordination, and information sharing with the
Federal Reserve and other Federal Regulators

=
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Chairman Cox’s Comments.

September 25, 2008

MEMORANDUM

TO: H. David Kotz
Inspector General

FROM: Christopher Cox
Chairman

SUBJECT: Draft Report on SEC’s Oversight of Bear Stearns and Related
Entities: The Consolidated Supervised Entities Program

Thank you for the opportunity to review the Draft Report on SEC’s Qversight
of Bear Stearns and Related Entities: The Consolidated Supervised Entities
Program. 1 welcome your report and recommendations on the CSE program.

There is much value that the agency can take from an independent and
arms-length review of its programs, and your report provides an invaluable and
fresh perspective for the agency to carefully review and consider. The staff of the
Division of Trading and Markets and the Division of Corporation Finance, who as.
you know have been working around the clock for months in the current market
turmoil, have provided detailed comments on specific aspects of the analysis in the
report. As head of the agency, I would like to address your major findings and
recommendations.

Your report makes 26 specific recommendations to improve the CSE
program, all of which are well-considered and worthy of support. Some of these
recommendations had already been undertaken and many will have potential
applicability beyond the CSE program.

Your report also underscores the fundamental flaw with the CSE program
that I have reported to the Congress on several occasions in recent months:
voluntary regulation does not work. When Congress passed the Gramm-Leach-
Bliley Act, it failed to give the SEC or any agency the authority to regulate certain
large investment bank holding companies. Because of the lack of explicit statutory
authority for the Commission to regulate the large investment bank holding
companies, the Commission in 2004 created a voluntary program, the Consolidated
Supervised Entities program, in an effort to fill this regulatory gap.
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The inherent weakness of the CSE program from the beginning was that
investment banks could opt in or out of supervision voluntarily. The program had
no explicit statutory authority to require these investment bank holding companies
to report their capital, maintain liquidity, or submit to leverage requirements. The
fact that investment bank holding companies could withdraw from this voluntary
supervision at their discretion diminished the perceived mandate of the CSE
program, and weakened its effectiveness in a number of ways.

Lacking a statutory mandate to regulate these investment bank holding
companies, the CSE program was patterned after the regulation of commercial bank
holding companies. It used the capital and liquidity measurement approaches from
" the commercial banking world — with unfortunate results.

Thus, as your report confirms, at the time of its near-failure Bear Stearns
had a capital cushion well above what was required to meet supervisory standards
calculated under the internationally-accepted Basel framework and the Federal
Reserve’s “well capitalized” standard for bank holding companies.

Your report also highlights the consequences of a critical issue that existed
throughout the financial services sector. Prior to the spring of 2008, the bank risk
models in use throughout the U.S., including those relied upon by the CSE firms,
did not include scenarios premised on a total mortgage meltdown on a scale so
devastating that it would cause the failure of Fannie Mae and Freddie Mac.
Throughout this year, national and international banking regulators have worked to
strengthen and improve the capital and liquidity standards that are used
throughout the banking system. The SEC has been a leader in this process through
institutions like the Basel Committee on Banking Supervision, the Senior
~ Supervisors Group, the Financial Stability Forum, and the International
Organization of Securities Commissions. Those efforts are ongoing and vital.

I am pleased that the SEC has already undertaken several of the actions
listed in your recommendations, and look forward to working with you to implement
others. Thank you for your role in helping to ensure that the SEC is faithfully
executing its mission to protect investors, facilitate capital formation, and maintain
fair and orderly markets.
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Management’s Comments

DIVISION OF TRADING AND MARKETS MANAGEMENT COMMENTARY

The Division of Trading and Markets (“Division”) appreciates the opportunity to
comment on the Office of Inspector General (“OIG”) Report “SEC’s Oversight of
Bear Stearns and Related Entities: The Consolidated Supervised Entity Program”
(“OIG Report”). This comment process is of critical importance to the Division
because previous modes of feedback to OIG have proven ineffective in correcting
what the Division believes are factual errors and unsupported conclusions. This
OIG Report therefore becomes the mechanism by which the Division can attempt to
set the record straight.

We believe the OIG Report is fundamentally flawed in its process, premises,
analysis, and key findings. The Division understands the importance of an active
and independent OIG, and supports full and fair investigations of matters by the
0OIG. However, with respect to this OIG Report, the Division’s calls to correct
mistakes, misunderstandings, and misrepresentations have had limited effect on
the final document. It is our view that the resulting OIG Report starts from
incorrect assumptions and reaches inaccurate, unrealistic, and impracticable
conclusions.

Few would argue that the demise of Bear Stearns was a significant event for the
U.S. financial markets. This demise deserves a careful analysis to assess its causes
and to prescribe future actions. This OIG Report does not provide such an analysis;
rather, it attempts to explain Bear’s collapse in nutshell fashion. The Division
believes that the OIG Report is flawed in several respects.

As a threshold matter, the Division believes it was not provided with a fair and
meaningful process to address the issues raised in the OIG Report. In particular:

e OIQG failed to interview the Division’s senior management. Senior managers
were in a position to address many of the concerns raised in the OIG Report
and provide information that OIG could not obtain from staff workpapers.

e OIG did not interview Bear Stearns managers regarding critical aspects of
the OIG Report. Firm management constitutes a primary source of
information that could serve to meaningfully support or refute a number of
the OIG Report’s statements about the Division’s CSE supervision of the
firm. Such a cross-check and verification should be incorporated in such a
OIG Report.

e 0IG’s expert spent only three hours with Division staff before preparing his
portions of the OIG Report. The issues associated with supervision ofa -
complex firm such as Bear Stearns cannot be evaluated without developing a
context for the information. Without the benefit of conversations with
Division staff, such context is missing and the OIG’s conclusions are destined -
to lack proper foundations. '
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e Large portions of OIG’s Report — and in particular the portion prepared by
the OIG expert — rely extensively, if not exclusively, on information
contained in informal Divison staff memoranda that recorded notes, not final
conclusions, and do not represent all the facts or work performed by Division
staff. These notes were not a final work product and were not even
circulated to the Division’s senior management.

» The OIG Report cites staff notes out of context, giving the impression that
the Division, at some point, shared such views but failed to act prudently.
The OIG Report should have distinguished between its own findings and
opinions, and those of Division staff.

» The OIG Report’s assessments contain numerous factual and analytical
errors, and weakly supported conclusions, perhaps reflective of the process
used and the tight time, informational, and resource constraints under which
it was prepared. Each error is, in and of itself, understandable. Untangling
capital from liquidity, market risk from funding risk, risk weighted assets
from less liquid assets, is difficult even for many practitioners and regulators
involved in day-to-day consideration of the issues. Unfortunately, the
cumulative effect of the errors led to less informed and more assertive
conclusions than would have been the case had the process had the luxury of
more time and greater resources.

This process has produced findings that are materially in error, including the
following:

e Asthe Division has expressly informed OIG in informal comments, CSE
holding companies are not subject to a capital requirement — they are
required to report a capital ratio calculated under the Basel IT Standard

¢ As the Division has expressly informed OIG in informal
comments, paragraph 777 of the Basel II Standard, quoted in the OIG
Report, describes requirements related to credit risk. Yet the text of the OIG
Report cites this paragraph to make an argument that the Standard was
applied imprudently with respect to market risk concentrations..

e Asthe Division has expressly informed OIG in informal comments, the OIG
Report improperly criticizes CSE oversight, noting "that pricing at Bear
Stearns was based more on looking at trading levels in the market than on
looking at models." Marking positions based upon recent trading activity is a
higher valuation standard in the accounting literature and should be used
above marks produced by models.

This OIG Report considers an isolated set of data about Bear Stearns, yet it makes
sweeping statements and comes to broad findings about the CSE program in
general. In doing so, it does not consider the events in our markets following the
collapse of Bear Stearns. Since that time, we have seen the failure of IndyMac
bank, the bankruptcy of Lehman Brothers, the purchase of Merrill Lynch by Bank
of America, the Federal government’s explicit actions to guarantee Fannie Made,
Freddie Mac, the injection of Federal money into the insurance company AIG, the
attempt by the U.S. Treasury to create a $700B purchase facility for distressed
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assets from the financial sector, and the conversion of Morgan Stanley and Goldman
- Sachs to bank holding companies.

These events provide a rich context in which to consider the events of Bear Stearns.
For example, early evidence suggests that for Merrill Lynch and Morgan Stanley,
various clearing and agent banks held increasing amounts of collateral of the firm,
draining their parent liquidity pool. For Morgan Stanley, following Lehman
Brothers’ bankruptcy, the reluctance of counterparties to trade with the remaining
independent investment banks, and the increasingly unfavorable treatment they
received at the hands of these counterparties with respect to collateral flows, drove
them to seek bank holding company status. In recent weeks, Morgan Stanley
dramatically increased its liquidity pool, only to find that this was not enough to see
them through the erisis. Likewise, Goldman Sachs -- a firm also on very strong
financial footings and without significant holdings of troubled assets -- which had
an extensive liquidity pool, could not withstand these market forces.

This chain of events raises very significant questions about the supervision of all
types of financial institutions, not just investment banks. For our part, the Division
has engaged with domestic and international regulators in a concerted effort to
answer what are very fundamental questions about how large and complex financial
institutions should be supervised, capitalized, and kept liquid. With respect to Bear
Stearns, the staff applied the relevant international standards for holding company
capital adequacy in a conservative manner, and added a holding company liquidity
requirement: and yet they could not withstand a “run-on-the-bank.” Where the
globally accepted standards required an eight foot high levee, Division staff raised a
ten foot levee, which was of course little use in the face of a fifteen foot storm surge.
The relevant question now is not whether the levees were high enough, because
they clearly were breached. Rather, the central issue is whether levee systems, no
matter how high, afford sufficient protection from the financial env1ronment or are
additional measures needed to complement the levees?

In particular, there is w1despread recognition that the international standards for
holding company capital adequacy, relied upon by both commercial and investment
banks, require revision. Also, new standards for liquidity need to be calibrated and
applied to large institutions. There are many venues in which relevant discussions
are progressing and where guidance will soon be issued. The Commission staff has
been active in all of these, including the Senior Supervisors Group, the Basel
Committee, the Financial Stability Forum, and the International Organization of
Securities Commissions. Rather than wait for this collaborative work to be
complete, however, the Division responded quickly to the collapse of Bear Stearns
by requiring the remaining CSE firms to increase their liquidity pools, which
already were significantly in excess of any applicable international standard.

Given continuing market events, we feel it is not possible to responsibly make the
type of statements that were made in this OIG Report about the demise of Bear
Stearns, and the role of the CSE program. We expect that after these data are
analyzed with proper care and reflection, responsible lessons can be drawn. But the
events subsequent to the failure of Bear Stearns strongly suggest that the
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statements made in this OIG report are premature at best. For our part, we believe
that the key conclusions of the OIG Report are inaccurate and without empirical
foundation.

oIG Report 446-A; SEC’s Oy"rmght of Bear Stéiriisiand Related Entmes' The
Consolidated Supervised Eii ity Program

Please indicated your concurrence or non-concurrenee:with each:recommendation
thiat applies to youi Divisioii.or Office.

Recommendation:1:

The Division of Trading and Markets, in consultation with the Board of Govertiors of the
Federal Reserve Systerh and the Basel Committes:should: (1) reassess the guidelines.and.
rules regardmgthe €onsolidated Supervised Enmy (CSEy firms” capital levels; and (2)
identify-instances:(e.g.,; a firm’s credit rating is downgraded, orits unsecured debt trades:
at high-spreads over Treasuries) when firms should be-required to-raise additional capital,
evien if the firhi othériwise appears to be well capitalized according to CSE prograin.

reqiireimerits.
Management:Response (Concur or-Nen-concur):
The: Dmswn of Tradmg and Markets. coricuss with this rccommcndahon, even though we

beligve it 1s based on a fundamientally flawed understanding of the Bear Stearhs crisis.
Nonetheless, wethave already undertaken efforts that respond to the recommendation,

Actions: Since Bear Stearns’ fiilure, We have:

s Worked with the Basel Committee.on Banking Supervision to amend capital
adequacy standards for mtematlonally active sophisticated institutions to deal
exphmﬂy with 11qu1d1ty tisk.

. Supported the work of the Bassl Accord Implamentation Group on “ineiemiental
-default risk capital,” which ainis to supplement Valuc at Risk-based capital to
ensure’ that “tail risk-exposures” in the trading book arc adequately capitalized.

# Developed and entered info a formal Memorandum of Understanding witl the
Federal Reserve to improve sharing of information and provide a mechanism for
coopsration in supervision of CSEs.

» Jointly with the Federal Reserve; discuszed with the senior management st each:
CSE firm its. long-term ﬁmdmg ple afis, mcludmg -plans for raisitig. new capital by’
accessing the: equity af d 1 3

" & Required public-disel
Basel Standard,

o gl adequacy.meé’s’zﬁiééfébhiﬁﬁiéd iriderthe:

Flawed Assumptions and Findings: TM believes that the OIG Report’s findings are.
fundamentally flawed in the following ways:

The OIG Repmt’s exclusive focus on capital is misplaced. As explaiied ini
‘Comtiiission public statemietits and testunony, Bear Stearfis’s failure was due to'a
run on:liquidity, not capital. The primary reason that Bear failed was concerns by
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secured lenders that it would sulfer greater losses in the:future. These concerns
-caused secured lendérs to stop providing financmg, Bveh on a fulty-secured basis,
despite the firmi's compliance with applicable net capltal requirgtnents.

+ The OIG Report misgonsiries the nature of the Basel Staiidagd. The CSE nules
_incorporate by referencethe Basel Standard, the capital adequacy regime
applicable to mtematlonally active’ ﬁnancml institutions,; mcludmg commemlal
‘banks, on a global basis. :
‘requirement. Howev ‘ Ag O
and incorporates 0% Base] capltal Tatio threshold as. consumtmg a ”Well
'capnahzed" instifution-consistent:with the threshold used by banking
supervisors. Falling below 10% tnggers -certain obligations:on-the firm, but:
‘because there is o capital requiresiisint is not necessatily a. “viclation.*

o Attho timiéiof its failure, the Bear Stearns. holding company actually.exceeded the
Bazel II “well-capﬁahzed" statidard, and Bear’s primary broker-dealer niaintained
tentative net-eapital above $5 billion..

» The OIG Report questions whether Bear’s *‘capital requirement amounts-were:
.adequaté but the real issue i§ whether the irternational Basel standard that all
{itefriational barking instititions rely on:is sufficient.

#» ‘The OIG Report’s assumption¥regarding leverage based on the Pickard article are

. The statement of Mr: Pickard, used'in the OIG Report; is: inapplicable toithe
relevant capital and liquidity requiremerits at Bear’s holding company. The
quotatmn appears to confuise holdmg comipany Basel 11 capital standards and
broker-dealer nét.capital requiretiietits..

~ & M. Pickard’s statement does.not accurately. reflect the letter and operation.of
“the SEC’s current net capital rule:and has numerous analytical errors.as a
result. For instance; the CSE broker-dealers were not subject to:anexplicit
12x leverage standard before the CSE amieidnghts, a5’ lmphed bY Mr.
Pickard. The article says that. broker—dealem were: formerly subjéct tod
leverage ratio limit:of 12x riet capital ifi i - g
‘this limit was'removed by the net:capital’ quxrements apphcahlc;to broker—
dealer subsidiaries of CSEs. (This limitis in'the “aggregate indebtedness”
method for: ca,lculanng net capxtal ) Ho y CSE btoker-dealers were not
be'f '
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otherlarge broker—dealers Underthe “aggregate débit items™ method for
calcuiahng niét capital, a broker-deilet's ability to incrésss Ie ELaBe 1S Timited
hirough the application of haircutsfo; ‘proprictary positions: rather than thron sh
the appiwatmn of a leverage standard from the aggregats indebledness:
standard.

Th" OIG Ré 'jo'rt’s conclusion regarding: the interaction of capital and $ecured

-« Inanalyzing Bear Steums’s efforts 1o fticrease its relative reliance:on secuted
rather than unsecured funding, the QIG Report states that this shift called into
question “whether Bear had enongh capital to sustain its business model.™
This statement focuses on capital =~ fiot hqmdlty =~ 85 the primaryissne
causing Bear’s collapse, and TM believes:it is fundamentally incorrest in
coricluding that such activity points to-inadequate capital at Bear,

»  Further, the OIG Reportstates that even though Bear had increased it
reliance onsecured funding, it was “unable 1o obtain™ enough to save the firm

in March. TM Subimits thiat Bear.never woild ‘Thave been.abls to.obtain enough

funding bedauise ihe firi was experiencing a ruri-on-the-bank by
counterparties that provide secured: funding.

e Afirn'sdecision as totheform of funding is based on many factors such as:
term,:diversification, collateral, stability of lender, maintaining relationships
and cosl: Ttwas widely believed that secured funding was more stable and.
reliable than unsecured fundmg Also, thie cost of unsecured funding
increased subsiantially for all financial institutions during and after the
Surimer of 2007. In these circumstances, it.is understandable that many-
finaneial companies; including Bear; sought cheaper, more stable sources of
fiianicing thiough secuted. fundmg Alsoiffiportant was the. oo]lapse of the

securifization buginess. Thg high cost of funding veas an effect of the collapse

of securifization rather than ity canss,

. The OIG Report incorrectly: states, based on-a.review of informal: staﬁ' notes .
and internal memoranda, that TNI did not’ ‘believe it-had a mandateto.compel .
Bear Steams 10 raise additional capitalif the firm*s Basel 11 capital:ratio wag
greaterihian 10%.

-« As‘TM explained i informal comments, the CSE rules expressly and broadly.
state:that the Commission can nnposc additional conditions on either the
broker-dealer or the holding company | ifthe Commission finds it necessary
and approprmie inthe: pubhc Merest OF. forthe pmtectmn ef m\festom See

. ul "
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-+ TM has always believed and represented from the beginning of the C'SE
program that it had broad authority related to financial: rasponsﬂ)llxty
mandate tlnt a broker dealer aud or its. ultlmme holdmg company rmse capﬁa]

ﬁrm it ﬂ'ne sale of* assets or customer acoounts as the facts and cm:umstances
may warrant.

TM believes that it is.useful for the reader to understand certain fundamental features of
the CSE rules. The. CSE rules incorporate by reference the:Basel Standard; the capital
adequacy. regime:applicable to internationally active financial institutions, including:
comimeioial Banks, on a global basis. “The Conimission has sotighit to apply this standard
fii:a cotiservative marsier, in. particular with regard to charges for the positions ‘held with,
trading intent; which arg a significant share of those held overall by:securities firms.
Speclﬁcally, firms have been:required to augment value-at-risk-charges (VaR), computed.
using: mternally-developed statistical models, with fixed perceiitage haircuts. Thése
additmnal halrcuts are; i fact, amultiple of the valie-at-fisk- charges, zmd $0, are more

Because the Commission recognized that the primary risks to securities firms are-those
associated with ﬂmdmg, the CSE program imposed a lxqmdlty reqmrement in-addition to
the Basel Standard. It is important to niote thiat this requirement, which'mandated firms
hold significant. pools of hqmd_ assets, is not part of the Basel Standard.

In the wake of crises.at Bear Stearns, Northern Rock, Countrywide, and anumberof
other mistitiitions, the Bisél Cormimittée on ‘Banking Supervision, which déeveloped and
proiilgated the Basel Standard, has initiated a numbser of projects iritéided to mndxfy the
Bagel'Standard to reflect the lessons of recent events. TM staff has srtively-enpaged in
this effort: at the behest:of Chairman Cox. TM staff" co-chmr ons Basel gommittes dealing:
withthese issues; and-participate in another, which are working to strengthen in a number
of arezis the:capital: standaids applicablé to interationally active institutiens, The Basel
diittes has expanded its:work to include consideration of guidanice, and perhaps
exphmt standards; , regarding: liquidity risk managementor financial instifutions, Here:
again, TM staff has been-actively involved. ‘So while the:Comimission staff believed that:
capitaland liquidity standards applicable to CSEs were conservative relative to
mtematmnal fnorms pridrto t‘ne collapse of Bcar Steams, they Jom othcr regul,aioxs i

Federal Reserve System, ,.should reassess pﬂlar 2of the Basel I[ ﬁ’amewoﬂ( and the
Consolidate ised Entity (CSE) progrant uidelines regarding liquidity and make
appropriate tHanges to the CSE progiam’s hiqiudity reqmmmems Changeés should
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deseribe assumptions CSE firms should be-required to make about availability of secured
lendmg in times of sticss (mcludmg sectired Ieﬂdmgfrmn the Federal Reserve) and
should spell out ciroumstanoes in which CSE firms:stiould be required to inerease their
liquidity beyond fevels curremly contemplated by CSE program liquidity requlrements

Management Response (Concur orNon-concurj:

We coficur witlythie recommendation, and have e’itlie,‘r:al_ready'undertakpn.or already
completed work that responds to the recormmendation.

Since Bear’s-collapse We hiave:
o Woiked with the Basel Committee ot _Bankmg Supervision to impl

‘Chairman’s call for amended capital adequacy standards for mternahonally active
sophisticated institutions to deal explicitly w1th liquidity risk.

o J olntly with the Federal Reserve;, established new stress scenarios as-a‘basis for
sizing: hqmdlty pool requirements based:on:the response.to shorter; more extreme:
éveiits entailing & subistantial 1oss ‘of secuved funding, more severs hquldxty
outflows fromi prime biokerage activities and liquidity drains dug:ts operations
frictions such as in derivatives settlements and timing considerations rélated to
margin postings.-

s Jointly with- the Federal Reserve, strengthiened the liquidity requirements for CSE
firms relaixve o thenr unsecured funding needs; and closely scrutinizéd the

h CSE-firm, with a view 10 lengthening the-

average duratmn and broademng th*e:’drvemty of all funding arrangements.

Like Reconumendation 1, Recommendation 2 is fundamentally flawed, a3 it-based on the
same analysis. Iu addition;.as we informed the:OIG in our informal comments, the-
analysis is ihaccurate i the followmg Ways!

program hquldlty guidchnm Were

% 64 s hor f uidity crisis to unfold is likely to be
less than the one-year - period; and; secured,lendmg facilities are not automatically
available in times of stress, presupposes that the Joss of all secured funding was.
reasondbly predictable: It dlsoighonss the difficulty of providing adéquiate
liquidity:for this evént.

o TM hiasstated clearly that its lquidity posl. réqulrements like those of other
international and domestic regulaters vontemplating similar issues, did not
anncnpnie a complete unwxllmgness of lenders 1o provide financing on quality:

isets ; . This ‘would iniclade the
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+ From the standpoint-of unsecured funding, applying a one year liquidity
requirement to replave unsecured funding was itself a logical approach.. The
¢oncept underlying the one-year Tiquidity requirement for unsécured: furidinig was
that, should a firm. ‘8xperience 4.severe event such that unsecured lenidets decide
ott day one to cease lending; the firm would have a liquidity pool sized to allow it
‘to replace the unsecured funding as:it matured over a one-year period.

¢ The 60-day cash flow analysis is a different metric that provides-the firm-another
péfspective. Itis 4 short:tarm cash flow-analysis fociised on a more aciite:évent.

dit‘markets have beeri in crisis fof over 4

* Also, given that US.and irttemativtial credit' v
qidity pool requirement remains relevant,

year, the one-yeat unsecuréd funding

¢ The OIG Report’s suggests that T™M siaﬁ' should: have recognized that ,
terminations of Bear’s commitfed secured evergresn facilities were a predictor-of’
a “run-on+the-bank.” However, during 2007 availability of longer-term secured
,.fundmg mcludmg evergreén facilities was decliniing for most.investmint banks,
:so-that by March, an increasing amount of secured funding was: prowded oira
shert-term basis. This was. phenomenon visible at many fiems and:was well
understood at the time by TM staff.

¢ The OIG Report’s statement that OIG staff'could not determine whether TM: smf’r‘ '
recerved mfonnanon- oft secured lendmg famh nc]udmg evergr it 1s

3sccured evergreen facdmes in' Fixerl: ceme Inventory Armlyms-.reperts complled
‘by Bear Stearns. Also, TM staff explained thatiin weekly and daily discussions
“with Beat’s fixed. inconie fundlng desk and ‘with the Tréasuiy managers, Béar
inforitied TM staff of significant lossas of such evergreen facifities.

: Recommendanm 3:

t¢ Divisioti of Tradinig aiid Markets. shoild ensure that it. adequately incorporaies a
seiiteation of secufities intothe Consolidated Supervised Entity (CSE).
program’s assessment of a firm’s risk matagement systems (e.g., internal controls;
models; etc.) and more-aggressively prompt.CSE firms to take appropriate actionsto |
mitigate such risks.

Mansgemeiit Résponsé (Concur or Now-coficur):

‘We concur with the recommendation; and either already had in place ptocesses, or have
§itice ahdertaken efforts that respond to the fecoimisndatiof.

% ‘Tha CSE pro,_gram mcoxporate it assessiment of 4 fifm’s concentiation of
sécuritiesdnto the firm’s rish ‘thatagetient processes and systeins.

B
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= TM sthffha\}e in'the pastinstructed CSEs toreduce.outsized; or concentrated
‘exposures related to lending to specific sovereigns,. particular instruments or risk
fadtors . -

However; the recommendationisapprebends the role-of the Commission in overseging

CSEs,

‘. The OIG Report’s conclusion at base is-an indictment not-of the CSE prograny’s
-assessment of risk management systems, but of Bear's findaméntal business
stratégy.

 Atthe time of Béar’s CSE approval and thereafler; it was apparent to the
‘Commission and CSE staff; as well as to Bear’s-equity and debt investors and the:
market, that Bear Stearns business strategy-was. focused on US-based fixed
income generally:and mortgages in partieular.

s It is Worth notmg that & sumber of othe institutions supervmed under a variety of
reguldtory regimes, including Indy Me, Countrywide and Northern Rock,
Tikewise collapsed because of a business miodel that relied heavily on mortgage
‘origination or securitization. Moreover, as announced by the US Treasury
-Department on Sepiember 72008, the US Government has placed Fannie Mae.
and Freddic Mag in coliservatorship. as a résult of the losses they sufferéd on their
‘mortgage-based holdings,

‘ The Commissioii’s rcsponsxblhty was niot o dictate busingss: strategies to. Bear
Stearns. Rather; it was o review whether ths exposures iaken on by Bear Stearns
‘were propetly cenirolled and measured. The focus:of Commission staff on Bear’s
govemance processes was inténded 1o ihstira th: & eXposlres were reported
to senior ManAgEHENt in 4 manner that dccurats ly-reflécted imaterial risks.

o Todischurge this responsibilify; Cémﬁlissmm stafl triohitored the tisk pirofile of
the firm in thesaggregate and af the desk levelusing a'variety of metrics, and
«discussed:with the firm’s-independent risk management instances where limits
‘weré éxceeded. These: Xposires Were reported both 1o Béar's sefiior business
‘Heads ax’ wel] 45 to.the Executive Cominittee regularly

Reéo'ljimélidatid -4"

and under what cu‘cumstmces to mlpose leveraae ratio lnmts onthe CSEs.
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Management Response (Concur or Non-concur):

Given thig siigrent public discussions about the utility of leverage ratios for seaurities
firnis; we cononr with the recommendation and belisve it:is unportant 1o address thiy.
issue w:th fellowregulators, The Recommendation, however, minimizes the problems
with-imipoging liits through feverags ratios,

# Finigiicial institutions are, by théir very nature; highly leveraged businesses.

+ The Cormmiission Has fiot soughit 1 1 1mpose expli '“11-.leverage lirnits on CSE
.ho]dmgcompames for several reasons. First, aniilysts can easﬂy assess leverage
fromrpublic finanvial information. Second, a lewerage ratio;is a crude measure;
and implicitly assumes that every: dollar of bafance:sheet involves the:same rigk;,
whiethér due to a treasury bond ot air: etnergitig:fiiarket equity.. Furthér, levérage
tests donot at al capture the potential exposures of derivative products that
femain off balarice sheet: Finally, aleverage limit creates an incentive for firms to'
‘move exposures off balance sheet, through instruments.ranging from.over-the-
counter derivatives to the STV structures that proved highly pmblematxc for other
firiancial mstitutions (ot mvcstment banks) in the last’ year.

o While & léverage limit may be effective for an institution that does not deal in
-derivative products, highly-cotuplex institutions ¢an easily eviide any leverage
limitimposed, ofien-with the unintended. consequence of increasing:the firm’s
-exposureto complexiinstruments.

Recommendation 5;

The Division of Trading and Markets (TM}: should ensure-that; (1) the Consolidated
‘Supervised Entity (C8E) firms have specific criferia for reviewing and approving models
used for pricing and tisk managemen e review and approval process conducted by
the CSE firins is'performed 1 an mdepetideiit mannér by the CSEs’ risk management
staﬁ’, (3).~ea,ch;@SE{ firins” model teview and approval process takes place in a thorough
Himipose. limits on risk: takmg by firms in areas where TM
determines: thatnsk manageme ‘is mot-adequafe.

Management Response{Concur-orNoti-coricur):

TM concurs with the goals of recommendation 5, and the CSE program does ensure that:
these standards:are satisfied.

« However, the OIG Report does: not recognize the progress.achieved through the:
review process.. While the OIC ort correctly notes that the staff raised
conicerns with Bear Steatns régarding its coverage and staffing of its:Modsl.

Review Function, the 016 Report does not reflect the resultmg subsequent:

progress. In-fact; the firm did respond to staff concetns, and created and

-implemented action plans to address them.
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= TFor example; in September 2006 Bear hired two dedicated niodel control staff’
.persons for MBS and cash-products and three-completed model reviews were
‘préserited at this tine. Thie MBS and Cash veiitory iodels weré. reviewed
‘between: September 2006 and Decetitber 2007

s With respecto the risk mefrics that the Tt uved in; ;managitig its market risk to
mortgage products, the OIG Report contams key omissjotss; and incorrect
sconclusions.

+ “The firm'in fact made significant progress in improving its VaR infrastructure
:subsequent to-approval m response to Comimission staff concems. For sxatiiple;
the fitm followed thiroligh on reconitendations to enhance eontrol over the VaR
'system. Inputs to VaR models were regularly updated following application

-approval.

#- Since the beginning of the. SEC oversight of Bear-as:a.CSE, Bear regularlv
z.unproved and. expanded its data'sources. In some instancés vilidre i
‘weré limited, the instruments were immaterial. For gxamp.
-derivatives, which were distinct from CDS and ABS ns
immaterial expesure with only de minimis impact on Bear 'S prof tand 1oss

¢ The OIG report assumptions-and eonclusmn mgvdlngBear s model rev:ew
"staiﬁng are-itiaccirate. Specifically,
2006 and the head of model v i i ]
staffing the:model validation provess w1th fhe head of Model Rewaw
‘Committee. The model control function for mortgagss was shifted fothe product
‘line risk: managers while anew Head-of Model Validationswas hired in Sept 2007.
‘Médel conitrol work on moitPages was unaffested diring the interim period

Recommendation 6;

The Division of Trading and Markets:should te more skeptical of Consolidated
Supervised Entity firms risk models and work with regulatedfirmsto help them develop
ddditional stress soetiatios that may or nigy notlisve not have been cuntsriplated as part
of the prudential regulation process.

Management Response {Concur orNon-concur);

nskmodels, but we

+ ‘Bear Stearns® use ofscenmoanalvs:s was-gonsisfent with industry practices:
‘virtually the entire banking sector failed'to anticipate the magnitude and scope of
‘the housing decline thatis still:ongoing;

» TM staff did in fact discuss repeatedly ‘with Bear risk officers the fifm’s Alt=A.
and option ARMS poOsitions;in:; addl 1on to subprime. ‘
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.-+ Therefore, the:OIG report conclusions, which are based.on the OIG expert’s
review of interrial T™M Miemoranda that did fiot #iérition fi orward-lodking risk
scenarios, such a5 a complete meltdown of’ mortgage miarket liquidity, are based
-on incomplete information;

Reconimendation 7¢
The Division of Tradmg and Markets (TM) should be involved inn formulating aétion
plans for a variety of siress or disaster scenarios, even if the plansiare informal, mcludmg
plans for every stress:scenario that the Consolidaied Supervised Entity (CSE) firms usein
risk:management, as-well-as plans for scenarios that TM believes:might happen but are

- tiot icorporated ftito GSE fismis risk fianagemetit.

Mﬁnagemmt Response (Concur or Non-concur):

We concnr with the recommendatlon, but'belisve that it reflécts what TM and Béar had
 already accomplished,

. Cbnt‘ir'ary to'the OIG Report statemients; Bear did ingorporate into its risk:
scenarios those risks discussed in meetings with TM staff, such as a. housmg-
Ted iecession scenario.

Recommendatwn 8:

Thie Division of Tradmg aiid Markets should take steps t0-ehstife: thiat mark disputes do
iet:pro ide an occasion for Consclidated Supcrvlsed Fii ty-firmig {o inflate the combiried
capltal of two firms by using inconsistentmarks. '

Mianagéniént Résponseé (Concuivof- N(')’il‘—c’-bnéui')'.‘

We concur with the recommendation as written; but we believe it reflects a
misunderstanding of the marking process and the oversight capabilities of supervisors.

it detivatives where pﬁce uanspa“rency 1§41 18
.and vatiations in'marks is conceivable:

* The OIG feport does not’ pmwde the'proper context when di
mﬂhon mark disputes Bear had with comnexpames Bear hiad: morathan 2
18
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+ Therefore; TM believes that the ©IG report assumption that-firms are-
‘collaboranng 1o create capital Wasiot properly substéntisted.

% ‘The OlG'téport confounds markifig versus price verificatioi proceﬁses at
‘investirenit banks, and does not consider all the information provided t6:0IG by
“IM regarding price verification processes.

First, we shiould point out that margin dlspme,s are unavoidable partmxlarly when markets
become less: llquld or illiquid. This i is an issuesthat all dealers are facing today and the
total.disputed numbers at Bear Stearns were:much smaller than at other institutions..

With respect to:the OIG report assertion about usmg traders” matks:for profit-and loss, it
ix universal industry practice (and endorsed by various descriptions of best practicgs:s such
asthe Group.of 30) for traders to mark firm inventory for purposes of books and records:
1t is then that an independent.control group has the role of validating:or-substantiating:
those marks via ail iidependeiit price verification process.

Recommendation 9;

Thi Division of Tradmg aird Markets should encourage the Qonsohdated Supervxsed
Entity (CSE) firmis fo present VaK and other risk niagdgement data in a useful manner,
which is congistent with liow:the CSE firms use the information: internally and which
allows risk factors to be applied consistently to individual-desks.

Management Respoiise (Coticurior Non-coneur):
TM concurs with the recommendation, but-we believe the findings.are inaccurate,
» Contrary to.the OIG Report assertion; Béar did not use inconsistent YaR»‘nmnbers_:

' The OlG:expert supports this conclusion by noting that Bear's trading desks
evaliiated-profits ind risks iridividually and so- assumes VaR was+iot implemented

% AsTM already explmm;d,m siformal comitnents, Bear’s trading desks and.
‘businesses.nged 2 vanety of mettics to measure:and ianage: its risk. VAR,
‘however; wasimplementedfirm-wide.

4
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Recommendation'10:

Thie Division of Traditig and Markets:should erisure that the Congolidated Super\used
Entity take a valuation deduotions for illiquid, hard-to-value assets and’
appropriale capital deductions for stressed repos; especially stressed repos'where illiquid
securities are posted as-collaieral.

Minagemeit Response (Concuror Non-concur):

TM conours.with the recommendation and either already had in place processes, or have
since undertaken.efforts that respond'to the recommendation. However, we believe the
firidings underlymg Reeommendtmou 10-are nsupported:

The report asserts TM should have considered expanding the list of assets that requite a.
full deduction from capital. Howaver; the Report did not present evidence that TM did
not follow Basel did not apply sufficiently conservative capital treatment in light of
thé relative illiquidity of assets. The anialysis to sippoit this assertion is inconipleté or

without basis.

As explamed i mfoxmal comments to the OIG. T™ annhed ‘Basel It correctly-and:did

» Specxﬁcaﬂy with respect to illiquid assets, Basel 1T does not require full
‘deduction of most illiquid assets, many of which attract capital charges of 8%,
TM did | ¥eiquirs full deduction: for cértain 1lhqu1d assets; such as mortgage
residuals,

o For:assets held in the trading book, Beartook significant mark-downs in
mortgage-related asdets which résulted in' a reduction of Tier 1 capital, as it
:should

o With respect to the report s dmcnptlon of Bear’s loan to the BSAM High Grade
‘hedge:fund, ax TM explained in informal comments, theloan was
overcollateralized; and'Basel II did not require Bear to'reduce its capital by the
full amount of the loan.

y, TN explamed to the OIG that Bear ptowded the replacement
&8 adiiig; to. BSAM funds at cusesnt iarks, that is net of write-downs; and
'WIth ha,trcms Bear took capital charges for the resulting secured exposures that-
far exceeded Basel Il requirements, and effectively treated the positions as if these
‘had'been held on Bear Stearns? balance sheet.

# When the BSANE furids failed 16 faks riargin calls.in Kily, the dssets were ifideed
takén ofito Bear Steams” books,

12
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Recommendstion 113

The Division of’ Tradmg and Markets (TM), in consultation with the Chiirmai’s Office,
ussrisk tolerance with.the Board of Directors and senior management of each
Consohdaxed ‘Supervised Eutity (CSE)firm o better understand whether the actions of
'CSE firin staff are. consistent With the desirés: of the Board of Diréctors and seniot.
nianageimetit. information would enable TM to better assess the effectiveness of the
firins" risk management systers.

Management Response (Concur or Non-concur):

with this recominiendation and we have already had in ‘place processes, or
undertaken efforts, that respond-fo the recommiendation.

- TH acknowledges that SEC senior officials: should engage the: CSE boards of
«directors periodically to review risk management-issues and-assess risk folerance
oFdiseuss particular issiiés.

Recommendation 12:

w The Division of Trading and Markets:should: wequire compliance with the. existing rule
| thatrequires external auditors to revizw the Consolidated Supervised Entity firms” risk
i niinagement control systems or seeK mmtssmnﬂppmval in dccordance withi the
Administrative Procedures Act' for this deviation from the current rule’s’ ‘réquiremerit,
I

|

Management Response (Concur-or Non-concur):

TM understands the recomimendation:and will present to:the Commission whether to
require compliance with the existing rule or to propose rule amendments that would
permit the internal auditor to perform this review.

|
[ However, we believe that the finding is ificoiréct. Weitaised the: followmg issues with
i téspect to-this finding and recommendation:

1 3 ‘ exaniptions from the fiet capifal rule-of which
15¢3-1gis an appendi i3 17 CFR 200.30-3(a)(7Xii). The functions.of the
‘Director of Trading:and Markets include: responding o no-action requests from
CSEs. $&8.17'CFR 200.19a..

B

% TM strongly-disagrees with thie statenient thiat there-are serious: quigstions about
the wisdom oFits decision: The Rule permifs the exfernal audit to be based ofi

1The Administralive Procedures:Act (5U.8.C. 5500 2 seg,§ sets forth the basic procedural requirements:
for-agency: ruIemakmg It gmm‘ally-'reqmres (€5 pubhcahon.of amotice of proposed rulemaking inthe
Federal Register,: ity for public participation:i aking by submission-of written

¢ ¥ nal rule @nd’ aocmnpanymgstatement of besis andy Piiipest ot less
1HE Tulg's effective date.

18
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“agreed upon procedures” b tween the firm and its external auditor. After much
negotiation between thie: Divis 5 and Markets, the CSEs and the
-external auditors, the external audiors would not agree to perform mors than a
“check the box” review of the'risk managetnent control systetns for fear of
liability. Thus, it'was apparent that the “agreed upon procedures™ would be of’
minimal; beneﬁt

-« T Contrast, TM belié¢ved that a Substantive feview
which in¢luded.a determination of whethir thie:
‘sufficient for ihe: purposes-intended; would be 4 more-ef -
firms* risk management:process. As awresul; the infternal audits undenaken by the
firm were greater in scope: and substance:than would havc been pelformed by the
.extemal aud:tors,:under'

mdependence sta.ff‘mg lévelé and audit scopes ofthe t merna.l a 'depaﬁhiéms
‘were reviewed by OCIE and the Division-of Tradmg and Markets as-part of the
application process. .

» Theé réport’s statement that “the’extéimial auditor’s work is more strictly regulated
as the PCAOB regulates externial audifors” is misleading dus to the lack-of
‘substantive auditing standards for reviewing a firm’s risk management control
systems. It also is not clear that the RCAOGB has in place a process forreviewing
siich anditing work.

Recommendation 13:

The Division of Tiadifig and Markets: should ensure that reviews of 4 firm’s Conungency
Fmdmg Plan include an assessment: of a Consolidated Supervised. Enhty fifin’s internal
and extemal commuriication stiate gies..

Manng_emmt Response:(Concur or-Non:-concur);

‘The: Division of Traditig and Markets-doés ot concuf with thisrecomimendatios.

i hough TR noted that Bear Steams ha:d :
-COInE 0 its Contmgency Funding Plan, there wasno TM.
assessment” of: that“strategy, asistated by OIG. .

#» What OIG hasfailed torappreciate is:that the CSEs are:part of public holding
:companies that have securities registered withthe'SEC and listed and trading on
U.S. ssourities exchanges. As public:copanies; the:CSEs dre subject o mynad

14
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SEC:disclosure requirements, including Regulation S-X and Regulation FD.
Cmporate distlosures sush.as those covered in Bear Steainis’s CFP
" communication strategy are subjest to those disclosure requlremems and-the
SEC"s Divisions-of Corporation Finance and Enforcement actively enforce
comphance wiltrthese requitements. Accordingly, it would be inappropriate for
TN to opiite-ofi, o otherwise-inflisnes, the corporate comniiinicationsof these
public compaiiies.

Recommendation-14; i
The Division of Tradig and Marketé:should dévelop a forimal autoriated: process 16 track
iiiaterial issues ide; lnﬁéd by the mommrmg staff 10-ensure that thiey are adequately’
reso}ved At.a mininium, the tracking system should provide ihefollowing information:
The source of the: jssue;
‘Whenihe:issue was identified;;
‘Wlié-ideitified the: 1$sub;

“Thie gurtent status.of the issus (i
‘When the. issue was resolved; and
How the issue was resolved.

, héw developments),

« & o s 0 0

Management Response(Concur or Non-concur):
™ concurs with the recommendation, and will undertake efforts that fully respond.

Howevcr the analysm underlying the recommendaimn .does not show evidence thatthe.
CSE{ program failed to adequately. resolve issuss, , OF tliat material issuss were siof
monitored.

s Rather, the QIG report reaches iis conclusion that the program does not adequately
track issuesfrom its criticism of the recordkeeping of those issues. Whilewe
recoghize that an automated.audit'trail is desirable; its absence ismnot proof that issues
dre not adéquately tracked, mierely that recording of those issués could be improved.

Recommendation'15:

Thi Divisich of Tradmg anid Markets should: (1) redssess all the’pnor Office of"
Comphancc Inspectiois and Exsminations (QCIE) issues 16 ensuire ihat vo sngmﬁcant
issues are-unresolved {given the belief that OCIE followed up);and (2) follow-up on all

significant issues.
15
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Management Response.(Concur or Non=concur):

We understand the recormimendation; but believe thiat these issiies are eithier moot oF long
since addressed.

‘ # Morsover; as-we explained in out informeal comments, the recommendation is
| predlcated on:an mcorrect underqtandmg of the dmsxm of rcspom‘ 'lhtles past

ciiticizes IM staff that “assumed” issuise were thé responsiblhty of OC]E
‘whereas in fact for eighteen months subsequent to the Bear Siearns: :application
exarmnatnon, the‘issnes:wete:in fact OCIE’s responsibilities.

+« In addmon, aswe informed-OIG in:our informal comments, TN monitored the
‘material isstes to assure that: they were tesolved. TM and OCIE agreed that one
issue mentioned in the report, the issué fegarding workpaper retention at Bear
Stearns, was:migferial. The firm was required'to respond in writingto TM before.
a recommengdation was made that the.Commission act upon the application, and
f' im 1n fact agreed:to retain workpapers. Subsequent oversight by TM personnel
55 to.thigse workpapers nd 50 verified that corrective action had in
fact oc?:urr - With regard 10 the second issue mentiofied in the Tepost, 45 we.
explained in our infornial comments; thiere is'no basis for the statementabout
materiality of the'VaR model issue. The OIG expert:did not directly review the-
models; related documents, and the firm’s books: and records. Withouit a
thorough review and reasonable basis for the: statement, its tmateriality hinding is
-conclusory. Appendxx I indicatés:clearly that sigither OIG nor the expeit.
-conducted an independent analysis.of Bear’s nskmzmagement system,

Reéeomitendation 16

The Division of Trading and Markets should ensure that they complste-all phases of a:
firm’s ‘ingpection process before: reconmxendmg that the Securities and Exchange
Comithissioii allow any additional Consolidated-Supervised Exitity firis the authority to
s thie alteriative capital method,

Management Response (Concur or Non-concur)s

“The Division of Trading and Narkets doss not-concur with this recommendation,

s Asthe Division staff explmncd fit informal connients, the Comnmission was
| clearly informed of the examiination findings snd thieir status when they approv’ed

‘the CSE applications:
16
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# Inaddition, ﬂle OIG report g charactarizaﬁon ofthe app]ication proaess as "less

'1ssues and resoluuon

» The OIG report fails to appreciate that CSE examinations were an-ongoing:
procéss. -As part of its norinal business operanons a/CSE constantly reviewed its
risk mafiagernent sySiems:to assure. that thoss: systems adequately dealt with
‘marketplace changes. Consequently, the: staff continually monitored a firm's risk
‘management systems fo-identify changes a CSE made 1o its risk management
systems: and to.determine whether those changes. appropnately addressed.the.
;percelved issues and that they were. adequaiﬂy implemiented. Forinistance, if
marketplace chariges caused an increase in 4 CSE's backtestmg exceptions, the
CSE could amend its models to capture additional data points in-an effort to
dscrease such sxceptions, Insuch cases the staff would review and-approve those
-changes tothe CSE's. models.

«  With respect to Béai in particular, the European:Commission’s Conglomerates
Directive set a fixed déadlinie by which the firin needed 1o be stipervised on'a
conisolidated basis. Givenithis timeline and thelevel'of materiality of the issues
involved; TM did not believe it necessary fo:wgit forthe: formal transmittal:of a
‘written deficiency letter or the receipt of a writferr-response before recommending
the Commission appmVethe order.

Finally, the OIG reports statement that TM failed to follow up ot
OCIE during its: inspection’ of Bear is.incorrect, Asexpl
THi’s informal comments, TM indeed resolved material 1ssu&s 1dermﬁed by
OCIE-and the report has not cited any factual basis for finding-otherwise.

issues rmsed bv

Reeomii lendatmnl?.

The Divigipns-of 'C'orporaﬁon" Finance (CF)-and Trading and Markets: {TM) should take
concrete steps to improve their.collaboration-efforis-and should deterniine-whether TMs
informatici on thé Consolidated Supérvised Exitity (CSE) fifiiis ¢ould be used by CF in
its review of the CSE firms.

Management Response (Concur or Non-concur):

TM concurs with th{s tecomméndation, and will ith CF {6 assess the:degree fo
wehiich additioiial iif O A

ition and inforination-would b tgseful.

% Howevet, as the staff explaiied.in i thfornal somumients, TM staff met;
repeatedly with CF staff during 2007 and 2008 to discuss the issues cited in the

17
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report around public disclosure of capitalinformation. No:acknowledgement.of
those efforts is made 1withe formal draft fepoit.

Recommendation18;

The Division 6f Trading and Markets (TM) and the Office-of Compliance Inspecnons
and Examifiations (OCIE) should develop a collaboration agreenienti{e.g., digoussing
information shating) that maintains a clear delineation of responsibil ;.be‘t'weén.’IMv
and OCIE with respect to:the:Consolidated Supervised Entity program: They should
inform the Chairman’s Office of'any disagreement(s) so-that the issue(s) can beresolved.

Management Response.(Coficui-or Non-concur):

TM concurs with this recommendation, and will work: with OCIE.andthe Chairman’s
office to determine how collaboration should be further formalized.

s Aswel fomled OIT in ourinformal comments, however, and what is-not
ibed:iti thie OIG report, is that TM arid OCIE issued joirit guidancs to all staff"
xegard ‘gthe division of responsibilities and the shidring of information with.
xespectito the CSE firms on March' 19, 2007; shortly after the Commission
transfetred inspections responsibility from'OCIE to TM. TM has complied with
all provisions of that guidarice.

Recommendation 19:
The Dlwsxon of Tradmg and Ma:ketss.a.nd 1he Office of Rlsk Assessment should deveiop

Chmrman s Oﬁice of hny dlsagreement(s) so that the 1ssue(s) canbe resolved
Management -Response (Concur or Non-concur):

T™ coricurs with this recommendation, and will work with ORA and the Chaitman’s

+ office 1o determine hiow coliaboration shonld be further formalized.

«  Wemnote, however; that: TV’ S‘:relatlonslup with ORA is strong; as evidenced by
collaboration on a-number-of issues ranging from credit ratmg agencies.fo
analysis of Bédf Stéatns’ tfa.xlure

siit betiweeti two. offices within the Comenission would be.
tast to-coneluding a formal MOU withi an exiernal

~» TFormalizing aii agr
relatively unisiz

‘agency-such, asthc Federal Reserve,
1.
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Recommendation 20: '

The Divisiofi of Corporatton Finance should: (1) develop internal gmdelm&s for
reviewiiig filings in a timely manner, and (2)track and monitor complianee with these
infernal guidelines.

Management Response:(Concur or Non-coneur):
Please see CF letter submitted separately.

Recommendation:21:

Thé Division 6f Cotpotation Fitance (CF) should (1) establish a policy outhmng when
firing are expected 16 substantwely respond to issues raised in CF’s commenit letters, and
(2) track and monitor; coimpliatice with thispolicy.

Management Response/(Concuror Non-concur);

Please see CF letter subiitted separately

Recommendation 22;

Chairman Cox should create a‘task fores led by the Office of Risk Asssssment (ORA)
with staff from the-Divisions of Trading and Markets, and Investment ‘Management, and
the-Office of Compliance Inspections.and Examinations. The Task Force should perform:
an analysis:of large firms with customer-aceounts that hold significant amounts of
customer funds and have unregulated: cmmes, to determinie the costs and bensfits of
supervising these firms on a consolid s. If the Task Force u}hmately believes that
ihe Securities and Exchange ‘Commis; Commission) should supervize thesa firms on

; ; t should make aureceommendatton to ’dle Commxssmn that mvolves

TM congurs; Wlfh this reeommendah II,

o Weniots, iowever, that thiv issis was prevxously considered when' unplementmg’
the rules for Supervised Tnvesiment Bank Holding Companies (SIBHCs).

» InExchange Act Releass 49831, thie Comimnission found that its supervision:of'an
investment bank holding company as a SIBHC would be necessary and
-approptiate only when the IBHE is affiliated with. a broker-dealer thaf has a

suhstantxalpresenca mthe securifies business. The requirement that a firm have

substantlal presenice” was 1o identify btoker-dealers atid thear hoidmg'
.compamles whose fatlure could have & miaterially advers
‘sseurifies market participants; thus:reducing systemic rigk

o Utider the STBHC rules, among ofher things, eviderice that an investigiit bank,
holding company owns or controls a-broker-dealer that maintains ‘$100'milfion in
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‘tentative net: capital -would be- sufficient to demonstrate 2 substantial presence: in.
‘the sesiifities busitiess. Onéfitm has applied 16 be supervised as 4’ SIBHC.

The Division of
determme what a

envit .onment

Management Response (Concur or Non-concur):

We undemtand the:recommendation;;and: arenow actlvcly workmg with:the Chairman’s
Office to cons1derwhaichanges arg approp veld '
addmon, the Chairman has made a mititb ofr_equests for leglslauve, chiages-that could
require further modifications of the CSE pre '

Recommendation 24:

The Division of Trading and Markets-(TM) should fill critical existing. posmons and
consider what any additional staff it believes will be needed to-carry out the CSE
program’s function geing forward. TM should alto establish milestones for-completing.
each phase of an inspection and implement a procedure to ensure that the milestones are
met,

Management Response (Congur or Non-concur):

TM.concurs with'thi§ recomiméndition, and we have alréady undertaken efforts that fiiliy

respond-to it.
* We have posted a position for an Assistant Director (CSE Inspections) in New:
York, as well as staff jobs for the CSE inspections units in both New York and
Washingfon.

s It-is worth-noting; however, that this recommendation arises in part fmm a
mispeteéption of the CSE inspections program:

o Aswe inforined the OCHin oue informal commeiits, thies inispections have been

conducted and two inspection reports have progressed to-the final stages of review

inthe 13 months since responsibility was transferred from OCIE and inthe ¢
months since TM’s inspections unit:becanie operational.

» In addmon, OIG staﬁ' was.provided with a term sheet document, shared w:(th the

o 2007, whith set out the specific mileéston :
ojeet. 'Whils the TM staff wor :
18 Were fully ‘comiplete at this point; the unprecedented

26
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financial markst conditions-that have prevailed through much of this year have
affected the pace of this work, and much else.

Reeommendation25:

The Division of Tading and Markets;in consulfation with the Office-of Compliance
lnspeuuons and Examinations and the Commlssmn s Ethics office, should develop an
ethics marival.

Management Response (Concur or Non-concur):

its With this recomtiisnidation, and we have alréady indertaken efforts that fully
the recommendation:

* As we iniforied the OIG inout informal comments, the fifiding is. based upon
flawed understanding surrentsituation. Tn particular; on March 1;, 2005, the
Division Director of TM directed the Division staff to-follow OCIE’s Ethics
Guidefiiies with two mitiorvariations.

s For s‘unphcx'ty s sake, TM marnagemenit receiitly Conchuded that staff. should
follow the OCIE guidelines. An smail has beenisent to the staff provndmg that
<larification.

Recommeridation’ 26.

The Division of Trading and Markets:should contiriue tosgek out ways to increase its
communieation; coordination; and‘information sharingwith-the Federal Reserve and
othér Eederal Régiilators.

Maniagement Response (Concuror Non-concur):

TMiconcurs with the recommendation, and we have already-underiaken efforts that fully
respond 1o ﬂ;e recmmnendahon Smce mcepﬁon, TM ha collaborated wnh a large

21
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MEMORANDUM

TO: David Kotz
Jill Lennox
Office of Inspector General

FROM: ' Lori Richards, Director
Office of Compliance Inspections and Examinations

SUBJECT: OIG Draft Report 446 -A: “SEC’s Quersight of Bear
Stearns and Related Entities: The Consolidated
Supervised Entity Program”

DATE: September 24, 2008

The Office of Inspector General provided a draft of its report, OIG Report 446 -A
“SEC’s Oversight of Bear Stearns and Related Entities: The Consolidated Supervised
Entity Program” and has requested that we provide a written response indicating
whether or not we concur with each recommendation that refers to the Office of
Compliance Inspections and Examinations. This memo outlines our response.

There are three recommendations in the Report that are directed to the Office of
Compliance Inspections and Examinations {(OCIE) (Recommendations 18, 22, and
25), and one recommendation that references the Office (Recommendatlon 15). Our
response to each is discussed below.

Recommendation 18: »

The Division of Trading and Markets (TM) and the Office of
Compliance Inspections and Examinations (OCIE) should develop a
collaboration agreement (e.g., discussing information sharing) that
maintains a clear delineation of responsibilities between TM and
OCIE with respect to the Consolidated Supervised Entity program.
They should inform the Chairman’s Office of any disagreement(s) so
that the issue(s) can be resolved.

OCIE concurs with Recommendation 18. We believe that a collaboration agreement

~ that maintains a clear delineation of responsibilities between TM and OCIE with

respect to the Consolidated Supervised Entity (CSE) program would improve the
effectiveness of the oversight by both offices. While the two offices issued a
memorandum on March 19, 2007 to all staff involved in CSE oversight that

‘described the allocation of responsibilities and the reallocation of CSE examination

oversight from OCIE to TM, a more detailed agreement could enhance the
information sharing and corroboration between the two offices.

Recommendation 22:

SEC's Oversight of Bear Stearns and Related Entities: The CSE Program September 25, 2008
Report No. 446-A

107

SEC_TM_FCIC_006789



APPENDIX VIl CONTINUED..

* Chairman Cox should create a task force led by the Office of Risk
Assessment (ORA) with staff from the Divisions of Trading and
Markets, and Investment Management, and the Office of Compliance
Inspections and Examinations. The Task Force should perform an
analysis of large firms with customer accounts that hold significant
amounts of customer funds and have unregulated entities, to
determine the costs and benefits of supervising these firms on a
consolidated basis. If the Task Force ultimately believes that the
Securities and Exchange Commission (Commission) should supervise
these firms on a consolidated basis, it should make a recommendation
to the Commission that involves seeking the necessary statutory
authority to oversee these firms on a consolidated basis.

OCIE concurs with Recommendation 22. A joint TM, OCIE and IM task force led by
the Office of Risk Assessment to determine the costs and benefits of supervising
firms with significant customer assets and unregulated affiliates could be very
valuable in producing evidence supporting the need for consolidated oversight. At
the current time, the SEC is generally limited in its oversight authority of financial
firms to registered broker-dealers, investment advisers, and transfer agents; the
Consolidated Supervised Entity oversight is a voluntary program. In the current
environment, where firms are highly diversified and deal in very complex products
and businesses, with much of this activity in unregulated material affiliates,
consideration of additional statutory authority would be valuable.

Recommendation 25: :

The Division of Trading and Markets, in consultation with the Office
of Compliance Inspections and Examinations and the Commission’s
Ethics office, should develop an ethics manual.

OCIE concurs with Recommendation 25. OCIE has implemented strong written
ethics procedures for the OCIE examination force, with requirements and
prohibitions that are more stringent than the SEC procedures that apply to all SEC
staff. Examiners are entrusted with special responsibilities that require the utmost
integrity, avoidance of even a remote appearance of a conflict of interest, and the
highest level of professional conduct. Because SEC exam staff are evaluating
compliance with the law and effectiveness of risk management controls, their
credibility, judgment, and independence must be above reproach. For this reason,
OCIE believes that the stringent ethics procedures that apply to OCIE examination
staff should apply consistently to all SEC staff that perform examinations, and
would work with TM to develop an ethics manual for the CSE program.

While Recommendation 15 does not require any action by OCIE, it does reference
the Office and therefore we add the comment below.

Recommendation 15: _
The Division of Trading and Markets should: (1) reassess all the prior
Office of Compliance Inspections and Examinations (OCIE) issues to
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ensure that no significant issues are unresolved (given the belief that OCIE
followed up); and (2) follow up on all significant issues.

We note that the OCIE examination process generally involves requesting and
receiving documents, reviewing and evaluating those documents and conducting an
onsite review, determining if any deficiencies or weaknesses exist, conducting an
exit interview with the firm, producing an examination report and detailing
deficiencies in a deficiency letter sent to the firm examined. The OCIE staff request
that the firm provide a detailed written response to the deficiency letter that
describes any corrective action. OCIE evaluates the response and determines
whether the firm has responded appropriately. For significant findings that do not
appear to be appropriately resolved, OCIE works with the firm on resolution. All
responses to findings that required action by the firm are then followed up in the
next examination. The most recent CSE examination of Bear Stearns that was
conducted by OCIE resulted in an examination report issued by OCIE in December
2005, and Bear Stearns provided its response in January 2006. The results were
provided to TM. TM subsequently assumed responsibility for the overall CSE
examination program in March 2007, and OCIE ceased CSE examination activities
as of that date (OCIE examiners continue to be solely responsible for examinations
of broker-dealer firms that are part of CSEs).

dkk

As an additional matter, on page 37 of the report you indicate that in 2007 the
Government Accountability Office commented on our method of tracking
recommendations regarding Self-Regulatory Organization (“SRO”) inspections.
Please note that following receipt of that comment, OCIE developed a formal
tracking system for recommendations in SRO inspections, and deployed the system
for use in SRO inspections in early 2008.

Finally, you requested that OCIE indicate whether there is non-public OCIE
information in the report. Any non-general examination-related information would
be considered non-public. Examples of this are found on pages 20, 37, and 39 of the
report.
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

DIVISION OF
SORPORATION: FINANCE

September 24, 2008

H. David Kotz

Inspector General

U.8. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

Dear Mr. Kotz

. Thank you for the opportunity to respond to the recommendations relating to the
Division of Corporation Finance in your August 18, 2008 draft report SEC’s Oversight of
Bear Stearns and Related Entities: The Consolidated Supervised Entity Program (Audit
Report No. 446-A).

In 2007, Corporation Finance selected Bear Stearns’ 2006 Form 10-K for review.
On September 27, 2007, two months prior to jts internal guideline for issuance of a
comment letier to a company selected for review, Corporation Finance issued its
comment letter to Bear Stearns. That lefter included a focus on subprime mortgage:
matters. Soon after receiving this letter, and well before Bear Stearns® collapse in March
2008, Bear Stearns began adding iniprovements to its disclosures about subprime
mortgage secwrities it its publicly available filings. Those additional disclosures appear
i

* Its Form: 10-Q filed onQctaber 10, 2007 (details on net inventory markdowns
related to losses in residential mortgages and leveraged finance areas);

+  Its Form 8-K filed on November 15, 2007 (updated information on collateralized
debt obligations. and subprime related exposures);

»  ItsForm 8-K filed on December 21, 2007 (fourth quarter financial resilfs,
including a detailed exhibit of CHO and sibprime mortgage asset éxpesired)t #nd

- Its Form 10-K filed on January 29, 200§ (schedule of subprime exposure),
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H. David Kotz

Inspector General

U.8S. Securities and Exchange Comirission
Page 2

Division of Corporation Finance concerns about Audit Report findings on Bear
Stearns filing review

In Finding 8 of your audit report, you recommend what could be sweeping
changes to Corporation Finanee’s full disclosure program based upon conclusions you
draw from a single Corporation Finance review — the review of Bear Stéarns® 2006 Form
10-K. You include conclusions regarding that review in Finding 8 with 'which I cannot
agree, the two most significant of which are:

1. That Corporation Finance’s “untimely review deprived investors of material
information that they could haveused to make well-informed investment
decisions,” and

2. That Corporation Finance’s review of Bear Steams was “untimély.”

The Division of Corporation Finance review of Bear Stearns resulted in
improved and timely disclosure for investors

As to the first of these conclusions, you indicate that “Bear Stearns’ résponse
letter (coupled with CF’s comment letter) contained material information that investors
could have used to make well-informed investment decisions.” You also conclude that
“the information (e.g., Bear Stearns® exposure to subpritne mortgage securities) could
have potentially been beneficial to dispel rumors that led to Bear Stearns’ collapse.”

“While you go on to identify information in that letter and state that Albert S. Kyle, the
OIG expert, believes that this information would have beer “helpful” to investors, you do
not note the significant redactions.of information. T do not undérstand the basis for your
or Professor Kyle’s conclusions.

First, as I indicate above, Bear Stearns began making additional public.disclosures
concerning its subptime exposures in its publi¢ filings soon after it received-our
September 27, 2007 comment letter. In additiof, the information that ‘was iri Bear
Stearns’ response to our comment letter, ‘which we later posted on otir website, was
heavily redacted under the confidentiality prowsmns of Rule 83, I note that in-well over
100 places in the letter, Bear Stearns redacted significant information," I have difficulty
agreeing with Professor Kyle that this heavily redacted letter, which would niet have

! Redacted information included: varius riietrics ufilized 6 determine FICO scorés arid, designatlon of
loans as subprime; loan'to value ratios; stubprime production in-2005 and 2006; trend data for foan-to-value
ratios and full-document loans during 2007; percentage of loans with full documentation; size-of data
sample upon which risk models:are baseil; table of margin requirements by collateral type; fair value of
subpnme loans at vanous dates, falr value and balance of non-performmg subprime’ loans, falr value of
securifization trusts; amount:f subpmne loans serwced amounts secunnzed through SPEs; amounts
provided to finanee sibpritre:collateral fo: counterparties; fait value of other subprime related instruments;
revenues derived from.subprime activity for all periods presented; litigation reserves.
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H. David Kotz

Inspector General

U.S. Securities and Exchange Commission
Page 3 '

become available under our posting policy until at least45 days after we completed our
review and after Bear Steaiiis had made additional subpriirie disclosures (which included
aetual numeric data and dollar amounts), would have been “helpful” to investors or
Wwould have provided mdterial information that Bear Stearns had not aiready provided in
the public reports it filed with :s. The redacted letter, however, is publicly available and
Targe investors and other readers of this report to review the: Bear Stearns response letter,
and reach their own conclusions about the importance of the additional information
appearing in the redacted letter, partxcularly in light of public disclosures in the Forms 8-
‘K, 10-Q and 10-K 1 reference above.”

The Division of Carporation Finance review was timeély

As to the second conclusion with which I cannot agree, you conclude that “CF’s
filing review-of Bear Stearns® 2006 10-K was not timely.” This is not correct and the
implication of your conclusion is that we should review Forms 10-K immediately upon
filing and that a failure to do so means that we are “untimely.” As background, we have
a selective review program, guided by Section 408 of the Sarbanes-Oxley Act of 2002,
throngh which we review all public companies on a regular and systematic basis, at least
once in a rolling three-year period. Follewing this statutory direction, we select for
review between 35% and 40% of public companies each year—which results in
approximately 4,000 to 4,500 coripany reviews. We do not have a requirement to review
each company each yedr and there ate many companies thatwe-do not select for review
in any given year. Although most Forms 10-K are filed in February and March, we
conduct our reviews of those companies we select for review throughout the year.

As you correctly point out, our long standing internal guidéline isthat we should
issue ourinitial comments to a company we select for review before thie-end of the:
company’s fiscal year. By following this guideline, we give the companies we:select for
review tinie to reflect our eomments, if appropriate, in the disclosure in their next Form
10-K. Asyou state in your report, we met this internal guideline in ourreview of Bear
Stearns> 2006 Form 10-K, filed on February 13, 2007, by providing comments on
September-27, 2007 — over two months prior to the end of Bear Steamis’ fiscal year on
November 30, 2007. Thus, I catinot agree with your statement that the amount of time
we spent to review Bear Stearns’ filing is “simply unacceptable.”

? In fact, i0°2006, the Inspector General (Audit 401) recommended that Corporation. Finance consider ways
to manage workload peaks resullmg from fhe bunchmg of Form 10-K filings i in February and March 'I'hxs

our Sarbanes—Oxley mandated réview guidelines. The implication of th;s Inspector General
tecommendation in 2006 was actialiy that we should consider lengtheriitig the timeframe for our filing
reviews, not condensing it-closer to’ the Febmary and March filing péak..
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Inspector General .

U.S. Securities and Exchange Commission
Page 4

As an aside, I should point out that our comment letters to the other four CSE
firms, all of which we selected for review in 2007, were sent out well before their fiscal
year ends in November and December. We issued comments to Lehman Brothers
Holdings Inc. on August 1, 2007; to Morgan Stanley on August 30, 2007; to Goldman
Sachs Group, Inc. on September 20, 2007; to Merrill Lynch-& Co., Inc. on September 25,
2007; and to Bear Stearns Coinpanies, Inc. on September 27, 2007.

‘Current and periodic reports are the appropriate disclosure mechanism

Separate from any discussion of these two conelusions, I thought it would be
usefiul to provide some background on our review process and its role in prompting good
public company disclosure. Our comment letters and company responses are not the
mechanism for disclosure of material information to investors envisioned by our full
disclosure program. The goal of disclosure of material information to investors, which is
paramount in our efforts, is achieved in our program by secking improvements to a
company’s public disclosures in its periodic arid current reports. Those reports are
readily available to all investors. These changes in disclosure are subject to the full
liability provisions of the federal securities laws applicable to information appearing in
these reports and, when they are included in a periodic report, the safeguards provided by
the Sarbanes-Oxley Act of 2002 apply, including senior officer ceruﬁcauons and the
disclosure controls and procedures process.

The public posting of commeit letters and responses is orly-a recent development
in ouif full disclosure program and is intended to increase the transparency of ol review
process:and to make this correspondénce available to all interested pérsons.at:no cost.

" We:believe that companies like to look at the comment letters we send fo their
competitors to see what comments they might expect, as well as to glean ‘competitive
information. To address company concerns about public dissemination of competitively
harmful information in their commeiit response letters, we permit companies t6 redact.
such itiformation pursuant to a Rule 83 confidential treatment request. Companies.
ﬁ'equently take advantage of this provision, as Bear Steamns did in its response letter in
the-review of its 2006 10-K.

. We intentionally wait until at least 45 days:after we complete a filing réview
before we:post correspondence. Our separation of the exchange of views reflected in this
correspondence from the disclosure pubilic companies provide in thejr filings is
intentional — we seek to promote a free give-and-take ini the réview process and to avoid
having conclusions drawn from our questions:beforé a cornpatty hias an opportunity to
respond. Frequently, a company’s explanation or analysis of an issue will satisfactorily
resolve an issue without any changes to previously filed or future disclosure. When a
company improves its disclosure, it makes those improvements in its widely available
periodic and current disclosure documents, which is where investors expect to find
material disclosures. To my knowledge, investors do not use review correspondence, °
which may be heavily redacted, and which we do not post until 45 days after we.
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H. David Kotz

Inspector General

U.S. Securities and Exchange Comuitission
Page 5

complete our review, as a source. of disclosure. To revamp our program to make this
back-and-forth correspondence with a company a disclosure vehicle to investors would
require significant, and I believe unwarranted, changes to our program, which would
significantly undermine its effectiveness for investors.

The Division of Corporation Findance seeks timely responses to its conunenis -

You also discuss. Corporation Finance’s general practice of requesting, but not
requiring, that companies respond to comments within ten business days. While it is true
that we rarely insist that a.company respond in that timeframe, it is important to note that
in many cases, companies do respond during that time period. You recommend that we
establish a policy outlining when we expect companies to substantively respond te issues,
we raise in our comment letters and monitor compliance with this policy.

Our disclosure féview program is built on the common goal we shaie with
companies — to enharnce disclosure and improve ¢compliance with the disclosiire
requirements of the fedetal securities laws. Although the limited consequences of not
responding to our comments can be quite significant — for example, a 'c.ompany is
required to disclose material staff comments that have been outstanding for §ix months in
its Form 10-K and/or Corporation Finance may refer a non-compliant company- Or one
‘with faulty disclosure to-the Division of Enforcement for further investigation — they are
rarely the outcome of a staff ﬁlmg review. While you recommend that we change our
policy in this ared, our experience is that most companies do respond-to us, in some form,
withiii the ten business days in which we seek a response. Our experience is also that,
similar to the Bear Stearns review described above, a company may respond to staff
comments in its.public disclosure documents. Although we believe that extending the ten
business day request-for-response time period will be counterproductive fo our ongoing
efforts to enhance public disclosure, we will consider your recornmendation and how it
would impact our program. .

Division of Corporation Finance’s role with respect to the CSE program

The Commission®s CSE program is the focus of yourreport. You explain in the
Executive Suinmiry that your objectives in this audit “were. to evaluate the Commission’s
CSE program, emphasizing the Commission’s oversight of Bear Stearns, and to
determine whether improvements are needed in the Commission’s monitoring of CSE
firms and its administration of the CSE program.” You also summarize the work of
Albert S. Kyle, the expert you obtained to assist you with your audit, and indicate that
Professor Kyle’s focus was on “the Division of Trading and Markets’ oversight of the
CSE firms, with a particular focus on Bear Stearns.”

The Divisien of Corporation Finanicg is not-directly involved with the CSE
program and, as I'understaiid yout‘report, neither the Division of Corporation Finance,
nor its full disclosure program. generally, was the focus of your audit or of Professor
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Kyle’s work. However, in connection with your audit of the CSE program, you did
review Corporation Finance®s review of Bear Stearns” 2006 Form 10-K, filed in February
2007, and, based on that sivigle review, you have-reééommended what could be sweeping
changes fo Comoratlon Finanice’s full disclostire program. In our full disclostre
program, we review the filings of more than 4,000 ompanies each year. I believe itis
inappropriate for you to have reached conclusions, and to have made recommendations,
about our program based upon your examination of’ our rev1ew of just one company’s
filings.

1 believe, based on the scope of your audit work, that your comments and
recommendations to Corporation Finance would have more-appropriately focused on our
full disclosure prograni.as it relates to the CSE prograni. To the extent your
recommendations da focus on Corpotation Finance™s interaction with the CSE program, 1
agree fully that we should examine the ifitetaction between our reviews of the CSE firms
and Trading and Markets” administration of the CSE program. For éxample, we will
consider whether we should review CSE firms promptly after they make their annual
Exchange. Act filings and issue comments, if any, within a. specific time period. We will
discuss our thoughts on this with Trading and Markets. In addition, in Finding 7, you
recommend that we should take concrete steps to imiprove our collaboration efforts with
Trading anid Markets and that we should determine ‘whether the information Trading and.
Markets receives fiom the CSE firms would be helpful in our reviews of the filings these
coinpanies:thake. As you note, we were:not able to respond to your questions during the
audit about the potential usefulness of this information since we did not know what it
was. Furthermore, as we previously conveyed fo you, we are concerned about basing our
comments to a.company, which we will make public, on non-public informatien that a
company provides to another Division or Office for different purposes. That being said,
we will take steps to wotk closely with Trading and Markets to pursue this.

I appreciate your giving me the opportunity to present my views on your report
and I very much appreciate your commitment to present this letteras an attachment to it.
Doing so will allow readers to draw their.own conclusions, and‘is cotisistent with the
transpatent. full disclosure review process I and the staff of the Division of Corporation
Finance are proud to administer.

Siucerely,
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Office of Inspector General Response to
Chairman Cox and Management Comments

The Office of Inspector General (OIG) has received responses to its audit report
entitled “SEC’s Oversight of Bear Stearns and Related Entities: The
Consolidated Supervised Entity Program” from Chairman Christopher Cox, the
Division of Trading and Markets (TM), the Office of Compliance Inspections and
Examinations (OCIE), the Division of Corporation Finance (CF), and the Office of
Risk Assessment {ORA).

In total, the Commission’s responsible management officials have concurred with
21 out of the 26 recommendations contained in the report.

Response to the Chairman’s Comments

We are particularly pleased that the Chairman has commented that he believes
that the 26 specific recommendations are well-considered and worthy of support.
We also appreciate his comment that the report provides an invaluable and fresh
perspective for the agency to carefully review and consider.

Response to the Comments of the Division of Trading and Markets (TM)

The OIG is pleased that TM concurred with 20 out of the 23 recommendations
addressed to them in the OIG audit report. The OIG, however, is, quite
disappointed in many of the assertions made in TM’s “Management’s
Commentary.”

The OIG made supreme efforts throughout the entire audit process to engage
and consult with TM on every aspect of the audit report. Over the five months.of
fieldwork, OIG auditors had weekly and sometimes daily conversations with TM
management, including senior officials, on all issues relating to the audit work. In
many cases, TM management did not provide full responses to questlons posed
and issues raised by the OIG.

Itis important to point out that specifically because the OIG recognized that this
audit involved numerous issues of a technical and complex nature, the OIG
retained a renowned and highly-regarded expert on many aspects of the capital
markets, and market microstructure in particular, to assist the OIG’s efforts. The
expert worked closely with the OIG’s auditors, providing technical expertise and
guidance. The expert also spent countless hours reviewing detailed notes and
memoranda that TM staff had prepared during the time periods pertinent to the
audit and conversed in detail with TM management and staff.

SEC’s Oversight of Bear Stearns and Related Entities: The CSE Program September 25, 2008
Report No. 446-A

116

SEC_TM_FCIC_006798



APPENDIX VIii CONTINUED..

Even after having numerous conversations with TM staff throughout the audit
field work, immediately prior to finalizing the draft report, the OIG convened a
meeting with the Director of TM and several senior management officials to
discuss the findings and recommendations in the report. TM officials stated that
they were unable to provide any substantive responses without viewing the
report in writing in its entirety.

Shortly after this meeting, the OIG also provided TM officials with an initial
working draft of the report, complete with findings and recommendations, for
their comment. TM management provided in response a red-lined version of the
report and an additional memorandum containing substantive comments. OIG
staff painstakingly reviewed both TM’s redlined version of the report and its
memorandum. Thereafter, the OIG incorporated many of TM's suggestions,
including making major revisions to one finding, and removing another finding
altogether. The OIG then provided TM with a second draft for comment and
invited another round of substantive responses. The OIG also posed two
separate sets of questions to TM officials regarding some of the assertions they
had made in response to the working draft of the report. TM failed to provide
any response to these two sets of questions.

Instead of responding to the OIG'’s questions or providing additional substantive
suggestions regarding the OIG report, TM decided to issue its "Management's
Commentary,” which claims the report is flawed and inaccurate, and asserts that
TM was not provided with a fair and meaningful opportunity to address the
issues raised in the report. It is worth noting that notwithstanding the rhetoric
contained in “Management’'s Commentary,” TM concurred with nearly of the
report's recommendations. Moreover, while the commentary asserts that the
report in fundamentally flawed in all aspects, it provides only a few examples of
actual statements being inaccurate, all of whom are relatively minor, even if true,
and have no impact on overall findings and conclusions of the report.

We sincerely hope that the tone adopted in TM’s “Management’s Commentary”
is not indicative of TM's unwillingness to take the OIG report and its findings
seriously and responsibly as these matters are of utmost importance to the
Commission and the country, particularly as lawmakers consider the
administration’s proposed unprecedented bailout of the nations’ financial
markets.

Respanse to the Comments of the Office of Compliance Inspections and
Examinations (OCIE)

The OIG is pleased that OCIE has concurred with all 3 recommendations
addressed to it, and commented favorably on an additional recommendation.

Specifically, OCIE concurred that the development of a collaboration agreement
that maintains a clear delineation of responsibilities between TM and OCIE
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would improve the effectiveness of the oversight by both offices and that a joint
TM, OCIE and Division of Investment Management task force led by the ORA to
determine the costs and benefits of supervising firms with significant customer
assets and unregulated affiliates could be very valuable in producing evidence
supporting the need for consolidated oversight. OCIE also concurred with the
recommendation that TM develop an ethics manual, agreeing that stringent
ethics procedures should apply consistently to all SEC staff that perform
examinations, and indicated that it would work with TM to develop an ethics
manual for the CSE program.

Response to the Comments of the Division of Corporation Finance (CF) -

The OIG is disappointed that CF concurred with only 1 of the 3
recommendations addressed to it. The OIG also disagrees with several of the
comments contained in the management response submitted by CF.

First, CF indicates that the OIG recommends what could be “sweeping changes”
to its program. The OIG'’s finding concluded that CF has not established
guidelines for the timeliness of second level filing reviews. We recommended
that CF establish such guidelines and thereafter monitor compliance with the
established guidelines. We do not view these improvements to be “sweeping
changes” but rather reasonable and necessary management practices.

Second, CF points out that its current view of timeliness, as it pertains to the
entire filing review process, is dictated by the requirements of Section 408 of the
Sarbanes-Oxley Act.(SOX) of 2002, as well its internal guideline of issuing
comments before a company’s next fiscal year-end. While these factors may
guide the timeliness of filing reviews (and the issuance of comment letters) as a
general rule, CF ignores the need to address high-risk filings in an expeditious
manner. As evidenced by developments in recent years, a company's stock
price can have a dramatic downward swing in a very short period of time. Under
the particular circumstances involving Bear Stearns, we S|mply dlsagree that
CF’s review of its 2006 10-K was “timely.”

Third, CF questions what value to investors an earlier release of its comment
letter on Bear Stearn’s 2006 10-K and the company’s response would have had
because those documents were heavily redacted when publicly disclosed.
During our audit, we considered whether the information would still have been
useful, even though it was redacted, and we concluded it would have been quite
useful. Further, the OIG expert opined on the redacted version and found the
information to be beneficial.

Fourth, CF notes that under Section 408 of SOX, it is not required to review

- every company each year, and there are many companies that are not reviewed
at allin a given year. While this may be true, CF is overlooking a critical aspect

of Section 408, which contemplates that CF will consider the risks associated
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with filings when scheduling its filing reviews. Bear Stearns’ 2006 10-K filing was
“high-risk, in our opinion, given the company’s high exposure to subprime
mortgages and, accordingly, should have been reviewed in a more timely
manner. -

Fifth and finally, CF maintains that investors do not use review correspondence,
which may be heavily redacted, as a source of information on which to base
investment decisions. In addition, CF explains the practice of publicly disclosing
the comment letters and the associated responses as a relatively new
development intended to increase the transparency of the review process and to
make correspondence available to all interested person at no cost. However,
according to SEC Insight (now known as Disclosure Insight), an independent and
private investment research firm, CF’s comment letters and responses can be
quite beneficial to investors. In fact, it was stated by SEC Insight as follows:

The comment letter proposal [to make the comment
letters public] provides one important means for
investors to level the playing field with registrants
[companies] by enhancing their ability to do what
investors do best in transparent markets; that is,
assess and discount risks. [Emphasis added].

SEC's Oversight of Bear Stearns and Related Entities: The CSE Program - September 25, 2008
Report No. 446-A
119

SEC_TM_FCIC_006801



APPENDIX IX

Gross Leverage Ratios

Figure 1. CSE Firms- Gross Leverage Ratios

Gross Leverage Ratio: August 2006 - February 2008

—e— Bear Stearns Company||.
—»— Goldman Sachs
-4 Lehman Brothers
—»— Morgan Stanley
~x— Merrill Lynch

Gross Leverage Ratio

Date of Quarter Closing

Source: This data was provided by TM. They obtained the information from public filings (i.e., 10-K) and
Bloomberg. We verified each firm's year-end gross leverage ratio amount, but did not verify its quarterly
ratios. .
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Criteria

Basel Il Standards.

Final Rule: Alternative Capital Requirements for Broker-Dealers That Are

~ Part Of Consolidated Supervised Entities” (Release No. 34-49830).2°" In

2004, the Commission adopted rule amendments under the Securities and
Exchange Act of 1934 (which created the CSE program) that allowed firms (the
broker-dealers) to apply for an exemption from the net capital rule and instead
use the alternative capital method.

TM’s Policies and Procedures describing its admlmstratlon of the CSE
program.

Publicly Disclosed Information about the CSE Program.?®? The Commission
has posted the following documents on its website about the CSE program:

* Program Overview & Assessment Criteria;

¢ Program Description; and

e SEC Holding Company Supervision With Respect To Capital Standards
And Liquidity Planning.

201 Source: Final Rule: Alternative Net Capital Requirements for Broker-Dealers That Are Part of
Consolidated Supervised Entities (69 Fed Reg. 34.428). Commission. 21 June 2004.
<http://www.sec.govirules/final/34-49830 .htm>.

202 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <http:/fwww.sec.gov/divisions/marketreg/hcsupervision.htm>.
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