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Acronyms
BDRA Broker-Dealer Risk Assessment
Bear Stearns The Bear Stearns Companies, Inc.
BSAM Bear Stearns Asset Management
CF Division of Corporation Finance
CFP Contingency Funding Plan
Commission Securities and Exchange Commission
CSE Consolidated Supervised Entity
EU _ European Union
FINRA | Financial Industry Regulatory Authority
Federal Reserve Board of Governors of the Federal

Reserve System

FRBNY Federal Reserve Bank of New York
GAO Government Accountability Office

JP Morgan JP Morgan Chase & Co

Lehman Brothérs 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
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ORA | Office of Risk Assessment

OoTS 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 I

Congressional Audit Request

. SOMMITTER OB FINANCE

April 2, 2008
Via Electronic Transmission
The Honorable David Kotz
Inspector General
US Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-2736
Dear Inspector General Kotz:

According to regulatory filings and a December 2007 Wall Street Journal article,
the SEC Enforeement Division declined to bring a case against Bear Stearns for
improperly valuing mortgage-rélated investments. Given the later collapse and federally
backed bail-out of Bear Stearns, Congress needs to understand more about this case and

‘why the SEC ultimately sought no enforcement action.

Moreover, 1 am particularly interested in this case in light of the SEC’s failed _
investigation of Pequot Capital Management. As you know, in the final report of 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. '

Request 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 conduct a thorough investigation into the facts and
circumstances surrounding the decision to riot pursue an enforcement action against Bear
Steams. Please provide a final report on whether there was any improper action or
misconduct relating to SEC investigation of Bear Stearns and its declsmn to close the

mvestlgatlon. The report should also describe and assess:

1. the nature, extent, and propriety of commumcaﬁonﬁ betwg_en Bear Stearns '
executives or their representatives-and senior SEC officials;

2. the decision-making process which led to the SEC’s failure to bring an
enforcement action following the drafting of a Wells riotice;

3. the reasons for declining to proceed with an enforcement : action; and
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4. the degree 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 to this mvestxgauve request, I would also like your office to follow-up
on previous audit work relevant to issues surrounding Bear Stearns. The Division: of
Trading and Markets (Division) is responsnble for regulating the largest broker-dealers
and the associated holding companies. Offices within the Division are staffed with
accountants and economists who are responsxble for rev1ewing the market and credit-risk
exposures of the broker dealers. Their review includes assessing: broker-dealers®
quarterly financial filings, ensuring broker-dealers are meeting net-capital requirements
and that other financial ratios, such as liquidity tatios, are adequate, There is a special
emphasis in reviewing the five very Iarge broker-dealers, including Bear Stearns, known
as the Consolidated Supervsed Enitity (CSE) Program. The Division staff exercises
additional ovcrsxght of these firms and examines their risk models.

I understand that the OIG conducted a prior andit of thesé responsibilities in
2002. Please provide an update of the previous findings, determine whether earlier
recommendations were implemented, and analyze the current function of these offices.
The review should include a description and assessment of their missions, howthe
programs are run, their policies and procedures, the adequacy of any reviews. conducted
regarding Bear Stearns, and recommendations for improvements in the process.

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

Sincerely,

Charles E. Grassloy
Ranking Member

SEC’s Oversight of Bear Stearns and Related Entities: The CSE Program September 25, 2008
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Curriculum Vitae (Albert “Pete” Kyle)

 CURRICULUM VITAE
Albert S. "Pete" Kyle

Date: February 25, 2007

Current Position: Charles E. Smith Professor of Finanee, Robert H. Smith School of Business
Buginess Address; University of Maryland, 4433 Van Munching Hall, College Park, MD 20742
Business Phone: 301-405-9684 (UMD voice), 301-3 14-5828 (UMD fax) )
E-Maxl. akyle@rhs:mth arnd.edn |

EDUCATION

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

Dissertation: “An Equilibriura Model of Speculation and Hedging.’

Advisors: José Scheinkman (chair), Robert E. Lucas, Lester Telser.
» Nuffield College, Oxford University, 1976-1977. Field: Econornics, Advisor: James Mirrlees.

Met all requirements for B.Phil. degree (now called M.Phil.) except two-year residency requirement.
e Merton College, Oxford University, 1974-1976. B.A. Math and Philosophy, 2" class honors, 1976.

"« Davidson College, 1970-1974. B.S. Mathematics, summa cum laude.

CAREER

» Charles F. Smith Professor of Finance (with tenure), Robert H. Smith School .of Business, University of
Maryland, Angust 2006 to Present

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

Department of Economics, January 2002 - 2006 (appointment predominantly in Fuqua School of Busiess)
& American Standard Visiting Professor, Said Business School, Oxford University (St. Edmund Hall), June
2004, June 2005, June 2006. ’
o Visiting Schiolar, Princeton University, Department of Econornics, Fall 2004 (while on sabbatxcal leave from
Duke University).
s Consultant, Morgan-Stanley and Company, Decembcr 1996 - December 1998, full ime while on unpaid
leave from Duke University, Proprietary trading research.
o Associate Professor of Finance (with tenure), Duke University, Fugua School of Business, July 1992-July
2002 (on unpaid leave for calendar years 1997,1998).
o Associate Professor of Finance (with tentire), University of Califorhia at Berkeley, Haas School ofBusmess,
July 1990June 1992.
o Visiting Scholar, Duke University, Fuqua School of Business, September 1991June 1952 {on sabbatical
leave from UC Berkeley Fall 1991).
o Assistant Prof. of Finance, Univ. of California at Berkeley, Haas School of Business, July 1987-June 1990.
o Assistant Prof. of Economics and Public Affairs, Woodrow Wilson School, Princeton Utiversity, 1981-87.
o Visiting Fellow, Yale School of Organization and Management, Spring 1984 {on sabbatical leave from
Princeton University).

o Visiting Research Fellow, Centre of Policy Studies, Monash University, Australia, Fall 1983 (oi1 sabbatical.

leave from Princeton University).
¢ Pit Trading and Risk Management, Goodman-Manaster and Company, Chicago, 1979-1980.
o Staff Economist, Chicago Board of Trade, part-ime, 1978-1979.

1
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PUBLICATIONS IN REFERRED JOURNALS
(In co-authored articles, all authors have equal seniority and approximately equal contribution.)

o Avinash K. Dixit and Albert 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. Kiyle, "Continuous Auctions and Insider Trading,” Econometrica 53, 1985, 1385-1355.

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

e Peter R. Harfley and Albert S. Kyle, *Equilibrium Investment in an Industry with Moderate Investment
Economics of Scale,” The Economic Joumnal, 99:396, June 1989, 392-407.

o Peter R. Hartley and Albert 8. Kyle, "Real Rates and Home Goods: A Two Period Model,” The Economic
Record, 64:186, September 1988, 168-177..

» Albert S. Kyle, "Informed Speculation with Imperfect Competition,” Review of Economic Studies 56:3, No.
187, July 1989, 317-856, ' '

» AlbertS. Kyle and Jean Luc Vila, "Noise Trading and Takeovers," Rand Journal of Economics, Vol. 22, No.
1, Spring 1991, pp. 54:71. _

» John'Y. Campbell and Albert:S. Kyle, "Smart Money, Noise Trading, and Stock Price Behavior;” Review of
Economic Studies 1993, 60 pp. 1-34, . .

» AlbertS; Kyle and Albert Wang, “Speculation Duopoly with Agreement to Disagree: Can Overconfidence
Survive the Market Test?” Journal of Finance; volume LIT, number 5, Decembert997, pp. 2073-2090.

o Alhert S. Kyle and Wei Xiong, “Contagion as 2 Wealth Effect;” Journal of Finance, volume LVI, No. 4,
Angust 2001, pp. 1401-1440.

o Albert S. Kyle, Hui Ou-yang, and Wei Xiong, “Prospect Theory and Liquidation Decisions,” Journal of
Economic Theory, Elsevier, vol. 127 (1), July 9006, pp- 273-288.

CHAPTERS IN BOOKS : *

o AlbertS. Kyle, Tmperfect Competition, Market Dynamics, and Regulatory Issues,’ in Financial Markets and
Incomplete Information; Frontiers of Modem Fmancial Theory; Vol. 2, edited by Sudipto Bhattacharya and
George M. Constantinides, Rowman and Litdefield, 1989, 153-161.

o Albert S. Kyle, "A Theory of Futures Market Manipulations,” The Industrial Organization of Futures
Markets, edited by Ronald W. Anderson. Lexington, Mass., Lexington Books, 1984, pp. 141-173, also
reprinted in Paul Weller (editon), The Theory of Futures Markets, Blackwel, 1992 pp. 272-303.

PUBLICATIONS IN UNREFEREED CONFERENCE VOLUMES

.o Albert S. Kyle, "Trading Halts and Price Limits," The Review of Futnres Markets, 7:8, 1988, 426-434.

o Albert S. Kyle, "Market Structure, Information, Futures Markets, and Price Formation,” in International
Agriculinral Trade: Advanced Readings in Price Formation, Market Structure. and Price Instability, edited
by Gary G. Storey, Andrew Schmitz, and Alexander H. Sarris, Boulder, Westview, 1984, pp. 45-64.

o Albert S. Kyle, "Discussion of “The Pricing of Oil and. Gas: Some Further Resulis’," (by Merton Miller and
Charles Upton), The fournal of Finance, Papers and Proceedings, Vol. 40, No. 3, July 1985, 1018-1020.

» Peter R, Hartley and Albert 8. Kyle, "The Economics of Medical Insurance,” in Medical Care and Medjcal
Ethics, edited by C.L. Buchanan and E.W. Prior: Winchester, Mass., Allen & Unwin Inic., 1985, pp. 77-104.
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MISCELTANEOUS PUBLISHED ARTICLES

o AlbertS. Kyle and Terry A, Marsh, "Computers and the Crash: Is Technology the Problem or'the Solution?”
Institutional Investor Financial Technology Forum 2, June 1988, pp. 6-7.

UNPUBLISHED PAPERS

« Albert 8. Kyle, “A Rational Expectations Model of Equilibrium in Speculative Markets with. Imperfect
Liquidity and Costty Information,” Thesis seminar and job-market paper, 1980.
& AlbertS. Kyle, "The Efficient Markets. Hypothesm and the Supply of Speculative Services," manuscript, 1982.
¢ Albert S. Kyle, "An Equilibrium Model of Speculation and Hedgmg, University of Chlcago Ph D.
Dissertation (Economics), 1981.
* Peter R. Hartley and Albert 8. Kyle, "Equilibrium in 2 Model with I_nmpy Tnivestment,” manuscript (now
subsumed in *Equilibrium Tnvestment in an Industry with Moderate Investment Economies,” 1983.
» Avinash K. Dixit and Albert S. Kyle, "On the Use of Trade Restrictions for Entty Promotion and
Deterrence,” Economics Discussion Paper No. 56, Woadrow Wilson School, Princeton University, 1983.
o Albert S. Kyle, "Equilibrium in a Speculative Market with Strategic Informed Trading,” (revised as Informed
Speculation with Imperfect Competition). 1983.
o AlbertS. Kyle, "Informational Efficiency and Liquidity in a Continnous Aviction Fubires Market, Centre for
the Stdy of Firtures Markets, Columbia Business School, Working Paper Series #CSFM-75; 1984.
» Albert S. Kyle, "An Explicit Model of Smart Money and Noise Trading," manuscript (now: subsumed I
"Smart Money, Noise Trading, and Stock Price Behavior), 1985. )
» Albert S. Kyle, "An Inmitive Introduction to Agency Theory with' Applications to Money Management, Q-
Group Talk, manuscript, April 1989,
s Albért'S. Kyle and Ailsa Roéll; Comments ‘on Recent Developments and Proposals Conceniing Dealing
Practices in the UK Equity Market,” manuscript, 1989,
o Albert S. Kyle and Tetry A. Marsh, "On the Economics -of Securities of Clearmg and Settlement,”
manuscript, 1993.
- Albert S. Kyle, “On Incentives to Acquxrc‘anate.Infonnauon with Continuous Trading,” manuscript, 1985.
Albert S. Kyle, "Dealér Competition Against an Orgavized Exchange,” manuscript, June 1987.
Albert §. Kyle, "Market Failures and the Regulation of Financial Markets," manuscript, 1992.
Gerard Gemnotte and Albert S. Kyle, "Intertemporal Insider Trading with a Smooth Order Flow,"
manuseript, 1993,
Albert S. Kyle and Tao Lin, *Continuous Speculation with Overconfident Competitors,” manuscript, 2002.
o Albert S, Kyle and Tao Lin, "An Analysis of Excessive Trading Volume with Different Beliefs,” manuscript,
2002.
s Albert S. Kyle and Rujing Meng, “Strategic Acquisitions and Investment.in a Duopoly Patent Race under
Uncertainty,” manuscript, 2003.
e Ming Guo and Albert S. Kyle, “An Intemporal Asset Pricing Model with Strategic Informed Trading and
Risk-Averse Market Makers," maiiuscript, 2004.
o Albert S. Kyle, “A Two-Factor Model of Value and Growth with Adjustment Costs,” manuscript, 2004.
» Alex Boulatov and Albert S. Kyle, “Uniqueness’ of Equilibrium in the Single-Period Kyle-85 Model,”
manuscript, 2005.

* ® & 0
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RESEARCH CONTRACTS AND GRANTS

¢ Research Consultant, Bell Laboratories, 1982,

¢ Research Associate, Center for the Study of Futures Markets, Columbia Business School, two months of
summer support, 1983.

» Principal Investigator, NSF Grant (Information Science): *Organized Exchanges, Dealer Markets, and
Anonymous Trading,” Princeton University, Two summers of summer support, 1985, 1986.

» Academic Visitor, Federal Reserve Bank, Washington, D.C., June 6-10, 1992.

¢ Academic Visitor, Federal Reserve Bank, Adanta, GA, 5 days, 2003:

FELLOWSHIPS, PRIZES, AND ACADEMIC AWARDS

Phi Beta XKappa, Davidson College, 1974.

Honorary Postmastership, Merton College, 1976-1977.

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

Rhodes Scholarship (Texas), Davidson College, 1974-1977.

Schwabacher Fellowship, Haas School of Business, 1988-1989.

Batterymarch Fellowship, 1990-1991.

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

Keynote Speaker, Western Finance Association, Park City, Utah, June 25, 2002, “Market Microstructure.”

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

National Sun Yat-sen University; Kaohsiung, Taiwan, “Insider Trading and Corporate Governance,”

December 17,2004,

o Assurant Lectire, Assurant/Georgia Tech International Finance Conference, “Market Microstructure and
Rational Expectations: A Primer,” April 8, 2005.

o Tellow, Econometric Society, 2002-present.

s Clarendon Lectures m Finance, Oxford University, June 2006.

e o 9 6 8 0 0 & 0

PH.D. DISSERTATION ADVISING
(Initial academic placements are. tenure track assistant proféssors or équivalent, unless otherwxse indicated.)

Prnceton University:

Steve Kealhofer {Chair, 1988), Columbia University Business School; KMV,

George Mailath (Second Reader, 1984), University of Pennsylvania, Départment of Economics.
Loretta Mester (1985), Federal Reserve Board, Philadelphia.

Menachem Sterisberg (Second Reader, 1983), Commodities Coxporatlon

Mark Dudey (Second Reader,1984), Rice University.

Lenny Nakamura (Second Reader,1985), Federal Reserve Board, Phnlagelphia.

Ian Gale (Chair,1985), University of Wisconsin, Federal Reserve Board, Cleveland.
Julie Nelson (Second Reader,1986), New York University Business School.

Matt 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.

University of California, Berkeley:

Thebdore Sternberg (Chair,1989), Vanderbilt University.

Helena Muallins (Chair,1990), University of Oregon.

Rich Lindsey (Chair,1991), Yale University; Bear Stearns Securities.

Peter Algert (Chair,1991), University of California, Davis; Barclays Global Investor Seivices,

4
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Jim Angel (Chair,1991), Georgetown University.
Lewis Lu {Chair,1992), University of Hong Kong.

Takeshi Yamada, (Chair,1993), Hong Kong Univ..of Scnence dnd Technology; National Umv of Singapore.

Duke University:

John Graham (Chair, Finance, 1994), University of Utah; Duke University.
Susain Monaco (Chair, Finance, 1995), University of Indiana.

Lu Feng (Chair, Finance, 1895), Salomon Brothers; Stark Investments.
Jainlin Zhai (Chair, Economics, 1996), Federal Home Loan Bank, Iowa.
Jennifer Babeock (Accounting, 1997), Sloan School of Business, MIT,
Mary Beth Fisher (Mathematics, 1998), BBT Bank.

Brian Balyeat, (Chair, Finance, 1998), Texas A&M.

Wei Xiong (Chair, Finance, 2001), Bendheim Finance Ceater, Princeton University.

Jon Wongswan (Tang) (Economics, 2002), Federal Reserve Board, Chicago.
Ben Zhang {Economics, 2002), Moodies KMV; Fitch.

Lin Peng (Chair, Finance, 2002); City University of NY, Baruch College.
Emma Rasiel (Chiair, Finance, 2008), Duke University (Lecturer)

Ge Zhang (Finance, 2008}, University of New Orleans.

Jubia Litvinova (Economics, 2003), The Brattle Group.

Tlia Tsetlin (Decision Sciences, 2003), INSEAD Singapore.

Tao Lin (Chair, Fiiance, 2003), University of Hong Kong.

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

Mohan Gopalan (Finance, 2004}, Barclays Global Investors, Lotidon.
Lakshrnan-Easwaran (Finance, 2004), Lehimann Brothers,

Haofei Chen (Economics, expected 2005), Goldman Sachs, Hong Kong.
Sendra Lizarazo (Economics, 2005), ITAM, Mexico City.

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

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

Florin Dorobantu (Econoniics, 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:

Lu Na (Decision Sciences, 2004), Medical College of Wisconsin, BioStatistics Consulting Center staff.

University of North. Carolina, Chapel Hil:
Albert Wang (Chair, Finance, 1994), Columbia University; Rice University.
TEACHING (Estimated Fnrollments) '
 University of Maryland:

BUFN 758V: Special Topics ini Finance: Venture Capital and Private Equity
Fall 2006: 35 students.

BMGT 808]: Doctoral Seminar: Market Microstructure and Industry Equilbirium
“Fall 2006: 10 students {including auditors)
5
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Duke University: (One daytime MBA. conrse meets for 2 hours 15 minutes twice a week for six weeks, plus,
exam. Ph.D. courses are one a semester system.)

Finance I = Firstyear Financc Theory course for Ph.D. students
Fall 2002: 30 studerits.
Fall 2001: 20 students,
Fall 2000: 20 students,
Fall 1999: 20 students.
Fall 1996: 15 studenis.
Fall 1995: 15 students,
Fall 1994; 15 students.
Fall 1993: 10 students.
Fall 1992: 10 students.

Finance I = Second—yw Finance Elective for Ph.D. students (Market Microstructure and Derxivatives)
Spring 1998: 15 students.

Venfure Capital and Private Equity:
Summer 2004: Week-end MBA, one section, 50 studeénts,
Fall 2003: Global Executive MBA One-Day Mini-course, 55 students.
Fall 2008: Day-time MBA, two sections, with Rebecca Zarutskie, 100 students.
TFall 2008: Cross-Continent Executive MBA, 50 stdents, taught as Advanced Corporate: anlce
Summer 2004: Week-end MBA, one section, 50 stadents.
Fall 2002: Global Executive MBA One-Day Mini-conrse, 50 students.
Fall 2002: Day-time MBA, two sections, with Stephen Wallenstein, 110 studens.
Fall 2003: Cross-Continent Executive MBA, 50 students, taught as “Advanced Corporate: Finance.”
Fall 2001: Global Executive MBA One-Day Mini-course, 30 students.
Fall 2001: Day-time MBA, two sections, with Stephen Wallenistein, 110 students.
Fall 2001: Cross-Continent Executive MBA, 25 students, taught as “Advanced Corporate Finance.”
Fall 2000: Day-time MBA, two sections, with Stephen Wallenstein, 110 students.

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 1993: Daytime MBA, two sections, 90 students.

Corporate Finance:
Summer 2005: Week-end MBA, one section, 55 students.
Fall 2005; Daytime MBA, four sections, 210 students.
Fall 1996: Daytime MBA, two séctions, 100 students..
Fall 1995: Daytime MBA, two sections, 100 students.
Fall 1994; Daytime MBA, two sections, 100 students.
Fall 1993: Daytime MBA, one section, 60 students.
Fall 1992: Daytime MBA, one section, 60 sindents.

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.
Fall 1988: 15 students.
Fail 1987: 15 students.
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Financial Theory: Gateway Investments elective for MBA students:
Spring 1988: Daytime MBA, two sections, 80 students.
Spring 1989: Daytime MBA, three sections; 130 students.

Corporate Finance: Elective for MBA students:
Fall 1990: Daytirne MBA, two sections, 80 students.
Fall 1990: Evening MBA, ong section, 40 students.
Fall 1989: Evening MBA, one section, 40 stuexits.

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

Princeton University (Courses orr semester system):

Finance I = First-year Finance Theory course for PLD. stadents
Fall 1981: With Raymond Hill, 20 students,
Fall 1982; 15 students. .
Fall 1984: 15 students.
Fall 1985: With Sanford Grossman, 15 students.
Fall 1986: 15 students.

Financial Markets = Fimance Elective for Woodrow Wilson Masters 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 in Micro-economics = Elective for Woodrow Wilson Masters of Public Affairs students.
Fall 1981: 25 students.

» Fall 1982: 25 students.
Fall 1985: 25 students.

UNIVERSITY SERVICE
University of bMﬂla.ud:

Bausiness School Ph.D). Oversight Commiittee, 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,
Menitor to Assistant Professor Georgios Skoulakis

Duke University:

Member, Dean’s Advisory Committee, 2002-2003.
Membory, Duke Global Capital Markets Advisory Commlttec 2000-2004.
Finance Area Coordinator, Fall 1995.
Finanee Ph.D. Program Administrator, 2000-2008. Helped with Ph.D. admissions other years.
Health Sector Management Curriculum Review Committee, 2003,
TeraData Ceriter Research Review Committee, 2002-2004.
' 7
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Faculty Technology Conm'nttee, 2000.

Organized Duke NYSE Conference on Market Microstructure, 1 1995.

External Ad Hoc Comimittee Chairman: 1996.

Internal Ad Hoc Committee Chairman: 1992, 1993, 1995.

Internal Ad Hoc-Committee Member: 2003, 2004,

Curriculum Committee, 1995-1996.

FElected Academic Council Representative, 1994-1995.

Rhodes Scholarship Advisory Committee, 2001-2004.

Junior and Senior Faculty Recruiting, 1992-2005, including interviewing at ASSA meetings most years..
Carnegie Case Competition Advisor, 1999-2002.

University of California, Berkeley:

Ph.D. Progmm Administrator, 1988-1991.

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

Elected Academic Comncil Represeulanve, 1988-1989.

-Active Participant in Berkeley Program in Finance, 1987-1991.

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

" Princeton University:

Rhodes Schiolarship Advisory Committee, 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 Department Ph.D. Admissions, 1984-85.

PROFESSIONAL. SERVICE

NBER Research Associate, 1982-1985.

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

Ecole Nationale des Ponts et Chaussees, Visiting Lecturer, two-week finance course, 1991, 1992, 1993.
CEPR Summer Institute, Gerzensee, Switzerland, Participant, July 11-23, 1998.

Frankfurt University,Guest Lecturer, Ph.D. lectures on market microstructure, Aug 13-15,1999.
Rhodes Scholarship Selection Commitiee, Illinois (1979, 1980), Florida (1998, 1999,2000,2001,2002).
‘Arerican Finance Association, Board of Directors, Member, 2004-present.

NASDAQ, Econemic Advisory Board, Member, 2005-present.

REFEREEING AND REVIEWING

¢ I typically referee 6-10 papers per year.

o I occasionally serve on program committees for conferences.

¢ Referee Reports and External Reviews, 2004: Journal of Financial Economics (3).Journal of Finance (2),
Review of Financial Studies, American Economic Review, Econometrica, Journal of Political Economy,
Journal of Economic Theory, Economic Journal, NSF, several reviews for tenure or: promotion,

o Utah Whiter Finance Conference Program Committee, 2004, 2005, 2006,
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SELECTED CONSULTING

Goodman-Manaster and Company; 1981. Futares trading, risk management.

Pepper, Hamilton, and Scheetz, 1984-1986, expert wimess. Railroad deregulation. Repoxts wmh Robert
Wilig.

Consultants in Industry Economics, Inc. 1983-1986, 1988, expert witness. Anti-trust.

New York Stocl_: Exchange, 1987, 1990, consultant. Market surveillanice, insider trading.

Commodity Futures Trading Commission, 1986-1989, expert witness. Himt silver market manipulation.
Report.

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

o Options Clearing Corporation, 1989, Clearing and setilement.
o Berkeley Financial Techuologies, 1989-1991. Lectures.on futures and optmus.

¢ & o o

Expert wimess for Robert Griffin, 1991, Angelo etalvs. CFTC(T! rwsmy Bond Futires tiek size). Report
and testimony. ;

Law and Economics Consulfing Group, 1991, manipulatiorn.

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 witess, securities fraud, damages.

Salomon Brothers (Wachtell, Lipton, Rosen and Katz), 1991-1992, expertmmess Cocoa futures trading,
damages. Deposition.

Initernal Revenue Service, 1996. Expert witness. Treasury Bond Futures trading.

Justice Department, 1996. Expert witness. NASD market maker competition and tick size.

Chase Secirities, 2000, Foreign Exchange Order Flow ’

Expert Witiiess, Alleged Priee Manipulation of NYMEX Electricity Futures Involving Cash-Settled OTC
Derivatives, 2003-2004. Report.

- Expert Witness, Barrick Gold Corporation, 2004-2005, price manipulation, damages.

CURRENT RESEARCH INTERESTS

*

® & &6 & 5 0 0 6 0 0 0

Tndustty Dynamics and Valuation of Firms: An Integration of Corporate Finance and Industrial
Organization

Cash Settlernent, Market Manipulation, and the Modigliaii-Miller Theorem

Trading Volume and Overconfidence

Applications of Numerical Techniques in Finance.

Settlemnent Negotiations with _Endogenous Dlscovexy

Financial Contagion.

Moral Hazard in Continuous Time:.

Trading with Transaction Costs.

Algorithms for Pricing Interest rates and Derivative Assets.

Contimious Trading with Marny Informed Traders and Risk Aversion.

Optimal Insider Trading with Smooth Noise Order Flow.

Applications of complex analysis to finance.
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| ‘CONFERENCE PRESENTATIONS

¢ USDA Universities International Trade Consortlum Meeting; December 1981. “Market Structure,
; : Information, Futures Markets, and Price Formation.” )
| P & Center for the Study of Futures Markets, 1982. “A Theory of Futures Market Manipulations.”
: * NBER-KGSM Conference on Time and Information in Economics, February 1982. “The Efficient Markets
; : Hypothesis and the Supply of Speculafive Services.”
: o Centre of Policy Studies Conference on Distributional Issues in Health Care, 1983. “The Ecouormcs of
Medical Insurance” (with Peter Hartley).
; e Australian Meetings of the Econometrics:Society, August 1983. “Equilibrinm in a Speculative Market w1th
; -Strategic Informed Tradinig.”
; : » Allied Social Science Associations National Convention, December 1984. Session Chairman. Discussant i
: . two sessions.
‘ o Berkeley Program in Finatice Seminat, Tradinig Costs and Trading Strategies, Apnl 1984. “Trading in
Markets Where Buyers May Have Better Information.”
o NBER - NYC Conference on Apphca.uons of Game Theory to Finance, December 1985 “Informed
Speculation with Imperfect Competition.”
s ASSA Convention, December 1985. “On Incentives to Acquire Private Information with Continuous.
" Trading.”
» Conference on Market Making; June 1987 London School of Economics, “Dealer Markets and Oxgamzed
Exchanges.”
ASSA Convention, Discussant {three different sessxous)
ASSA Convention, December 1987. “Dealer Markets and Organized Exchanges.”
Discover Cal; Berkeley, February 12, 1988. Discussion of stock market crash.
Fmancial Investment Technology Program, Berkeley, February 1988, Lectures on futures markets.
: Institutional Investor Pensxon Roundatable, Los Angeles, February 25, 1988, Panel discussion on the stock
| market crash,
' ‘NBER Conferenice, Cambridge, MA March 10-11, 1988. Panel discussion on the stock market crash.
» Berkeley Program in Finance Seminar: Stock and Futures Markets: Lessons and Prospects, March 28-30,
1989, Sanita Barbara, CA. “What Happened During the Week of the Crash” (with Tery Maish).
o Wells Fargo Investment Advisors Seminar, San Francisco, Apnl 11, 1988. Discussion of the stock market
H : crash.
i i ¢ CRSP Seminar, Drake.Hotcl, Chicago, May 1988. Panel discussion. Causes and Consequences of the Stock
; Market Crash.

R

o Institute for Fiduciary Education, Carmel Valley. Ranch, CA. May 1988. Panel discussion on the 1987 stock

5 market crash, ,

: o Western Economic Assoc., Meetings, July 1, 1988.

o Berkeley Program in Finance Séminar. On Trading and Fund Management: The Role of Technology
September 23-27, 1988, Silverado, CA. Co-organizer {with Terry Marsh).

» Cal Business Alumni, Meridian Hotel, San: Francisco, October 20, 1988, discussion on “The Stock Market
Crash: A Year and a Day Later.”

» Advanced Financial Technology Seminiar of Futures Markets, December 6-10; 1989, Tokyo, lectures with
David Modest.

o Chicago Board of Trade Conference on Futures Markct Regulation, Novembel 19, 1988, Mayflower Hotel,
Washington, D.C., “Trading Halts and Price: Limiits.”

s 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.”

o Institute for Quantitative Research in Finaiice (Q-Group), Spring Seminiar, Orlando, Florida, Apiil 18, 1989,
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“An Inttive Introduction to Agency Theory with Applications to Money Management.”

s New York Stock Exchange Academic Seminar, May 5, 1989. Roundtable discussion.
¢ STEP-CEPR Seminar, Bocconi University, Milan Ttaly, May 26, 1989. “Smart Money; Noise Trading, and

Stock Price Behavior.”

¢ University of Bonm Summer Workshop, Bonn W. Germany, June 28-July 8, 1989, invited guest.

French Finairce Association Conference (AFFT), 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 asymmetrie
information. . -
University of Jowa, Market Microstruciure Conference, November 1990. “Dealer Markets and Organized
Exchanges.”

Chicago Board of Trade Conference, Vanderbilt Liniversity, December 3, 1990. Discussant.

ASSA Convention, Washingion, D.C., December 30, 1990. Session chair.

Berkeley Program in Finance, April 5-7, 1992. Discussant.

Atlanta, Federal Reserve Bank, February 20, 1992. Discussant.

New York Stock Exchange Conference, Los Angeles, California, March, 1992, Discussant.

Commodity Futires Trading Commission; March 30-31, 1992,

Konstanz, Germariy, April 3-4, 1992, “Intertemporal Insider Trading...”

Jerusalem, March 11, 1992. “hiterternporal Insider Trading,..”

Western Finance Association, June 22-24, 1992. Discussant.

Stockholin, Sweden, August 21-22, 1992. “Market Failures and the Regulation of Finiancial Markets.”
Allied Social Sciences Association, January 5-7, 1993. Discussant.

Berkeley Program in Finance, Lake Tahoe, California, March 14-16, 1993. Conference Sumrmarizer.
Allied Social Sciences Association, Boston, January 3-5, 1994. Discussant.

‘Western Finance Association, Santa Fe, June 23-26, 1994. Discossant.

National Bureau of Fconomic Research Conference, Key Largo, Florida, July 11-12, 1994. Discussant.
Federal Reserve Bank of Atlanta Conference, Miami, March 34, 1995, Discussant.

Q-Group Conference, November 22-29, 1995. “Active Mistmanagement.”

Allied Social Sciences Assoéiation, San Francisco, 1996. Session Chair,

Berkeley Program in Finance, Saita Barbara, September 29-October 1, 1996. Essay i Honor of Fischer
Black.

* Westemn Finance Association Meetings, Los Angeles, June 19, 1999; discussant,
¢ Duke University Global Capital Markets Center, Conference on'Bond Market Microstructure, Washington

DC, October 19, 1999, presenter.

SIR CA Mini-Conference on Insider Trading, Sydney, Australia, November 5, 1999, keynote speaker,
“husider Trading.”

Duke Unveristy Global Gapital Markets Center, Conference on Hedge Funds, Durham, NC, Novemiber 19,

- 1999, moderator.

NBER Asset Pricing Conference, Boston, May §, 2000, diseussant.

¢ Western Finance Association, Sun Valley, Idaho, June 21-24, 2000, discussant.

Review of Economic Studies. Conference, Frankfurt, Germany, June 30, 2000, “Contagion as a Wealth
Effecr.”

Federal Reserve Bank of Atlanta Conference, Atlanta, September 15, 2000, “Contagion as a Wealth Effect.”
Federal Reserve Bank of Atlanta Conference on E-Finance, October 14, 2000,discussant.

Beikeley Program in Finance, Squaw Valley, CA, March 17, 2001, program discussant.

ASSA Meetings, New Orleans, LA, January 6, 2001, “Contagion as 2 Wealth Effect.”

11
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Q-Group, Tampa, FL, April 4, 2001, “Contagion as a Wealth Effect.”

‘Western Finanee Assn., Tucson, AZ, June 22-23, 2001, session chair (Market Microstructure);discussant,
New York Stock Exchange Conference, Institutional Trading, Palm Beach, FL, Dec. 6, 2001, session chair.
Utah Winter Finance Conference, Salt Lake City, Utah,February 26-28, discussant.

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

Federal Reseive Bank of Atlaista Confererice on Venture Capital, Sea Islang; GA, May 24, 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, participant.

ASSA Convention, Contagion, January 4, 2003, session chair.

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

FRB.Aflanta Conference on Business Method Patents, Sea Island, GA, April 3, 2003, discussant.

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

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

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

Duke/NYSE Conference on International CrossListings, Sarasota, FL, March 11-13, Duke GCMC
Tepresentative.

New York Stock Exchange Conference, Market Microstrucinre, Palm Beach, FL, December 12, 2008, pancl
on market microstructure.

e FRB Adanta Couference on Market Transparency, Sea Island, GA, April 15, 2004, discussant.

9004 HKUST Finance Symposium, Hong Kong, “A Two-Factor Model of Value and Growth with
Adjustment Costs,” December 13, 2004.

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

December 17,2004

¢ ASSA, Philadelphis, January 8, 2005, discussant. -

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

Assurant/Georgia Tech International Fiiance Conference, Assurant Lecture, “Market Microstructure and
Rational Expectations: A Primer,” April 8, 2005. )
Oxford Finance Summer Symposium, “A Two-Factor Model of Value aud Growth with 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 Summer Finance Symposiitm, “A Two-Factor Model of Value and Growth,” Juhe 16, 2005.
Conference on Information and Behavioral Biases in Financial Markets, Madrid, Spain, “An. Internporal
Asset Pricing Model with. Strategic Informed Trading and Risk-Averse Market Makers,” July 7, 2005.

o Alpha Strategies Conference on Quantitative Money Management, commentator, April 10-12,2006.
¢ Clarendon Lectures in Finance “Stock Price Dynamics and Industry Equilibrium,” June 12-14, 2006.
o LSE Conference on New Directions in Asset Pricing aiid Risk Management, “Dynamic Strategic Informed

dehlg with Risk-Averse Market Makers,? June 16, 2006.
‘Western Finance Association, session chair, discussant, June 21-22, 2005.

Buropean Summer Symposium in Financial Markets, Gerzensee, Switzerland, focus session chair, July 24
28, 2006.

12
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Schiool of Organization and Mjana_gexhent, Yale University, March 1982.
New York University, April 1983.
Australian National University, October 1983.

- University of New England, Armidale, NSW, Australia, October 1983,

Australian Graduate School of Management, University of New South Wales, October 1983.
Centre of Policy Studies, Monash University, Melbourne, 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, November 1984.

Haivard Business School, May 1985.

University of Chicago Business School, May 1985.

Kellogg Graduate School of Management, Northwestern Umversxty, 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-Mellon University, September, 1986.
University of Chicago Business School; October 1986.

- Kellogg Graduate School of Management, Northwestern University, October 1986.

School of Business, Washington Univeisity, St. Louis, February, 1987.

Giaduate Scheol.of Managemeént, Rutgers University, February 1987.

Graduate School of Business, Stanford University, January 1987.

School of Business, University of Califoinia, Berkeley, January 1987.

School of Management, Rice University, February 1987.

Business-School, University of Michigai, February 1987.

Business School and. Economics, University of Wisconsin, February 1987.

Fconomics Department, University of Pittsburgh, February 1987.

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

Economics Department, Brown University, February 1987.

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

Economics Department, Virginia Polytechnic Institute, June 1987,

UCLA Business School, May 20, 1988 *Smart Money, Noise Trading, and Stock Price Behavior.”
University of California, Santa Cruz, Economics Départmient, October 25, 1988, "Dealer Markets and
Organized Exchanges.”

Anderson School of Managemem, University of New Mexico, November 18, 1988 "Dcaler Markets and
Organized Exchanges.”

Bocconi Uniiversity, Milan Ialy, "Asymmetric Information and Market Microstructure,” May 25, 1989.
Commeodity Futures Trading Commission, November 1989.

University of British Columbia, Finance Seminar, December 1989, *Noise Trading and Takeovers."
Vanderbilt University, Finance Seminar November 1989, "Noise Trading and Takeovers.”

University of Utah, Finance Seminar, December 1989, “Intertemporal Insider Trading...”

University of Indiana, Finance Semirar, September 1990.. “Intertemporal Insider Trading...”

Ecole Nationale des Ponts et Chaussees, Paris Finance Seminar, January 1991. “Intertemporal Insider
Trading...” .
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o University of North Carolina, February 18, 1992. “Intertemporal Insider Trading "With Smooth Order
Flow.”
o Northwestern University, Kellogg Graduate School of Management, June 84, 1992, “Intertemporal Insider
Trading With Smooth Order Flow.” :
New York University, September 22, 1993. “Specilation Duopoly...”
UCLA, November 5, 1993, “Speculation Duopoly...”
Vanderbilt University, April 14, 1995. “Speculation Duopoly...”
University of Michigan; December 6, 1996. “ Speculation Duopoly with Agreement to Disagree.”
Rice University, October 1, 1999, “Contagions as 2 Wealth Effect of Financial Intermediaries.”
Sydney University, Sydney, Australia, November 2, 1999, “Contagion as a Wealth Effect of Financial
. Intermediaries.”
» Camegie Mellon University, GSIA, February 23, 2001, “Contagion as a Wealth Effect.”
Stanford University, Graduate School of Business, March 14, 2001, “Contagion as a Wealth Effect.”
University of California, Berkeley, Haas School of Business, March 15, 2001, “Contagion as a Wealth
Effect.”
University of Indiana, April 27, 2001, “Contagion as 2 Wealth Effect.”
London Schobl of Economics, May 9, 2001, “Coritagion as 2 Wealth Effect.”
University of Texas, Austin, October 26, 2001, “Continuous Speculation with Overconfident Traders.”
Norwegian School Of Management, Oslo, June 5, 2002, “Continuous Tradiiig with Heterogeneous ,...”
Humboldt University, Berlin, June 7, 2002, “Continuotis. Trading with Heterogeneous Beliefs ....”
Oxford Summer Finance Insfitute, Jane 11, 2002, “Continuous Trading with Heterogeneous Beliefs and No
Noise Trading.” .
Oxford Summer. Finance Institute, June 12, 2003, “Corporate Finanece and Industrial Organization.”
New York Univeristy, “Strategic Acquisitions ... %, November 5, 2003.
University of Virginia, “Prospect Theory ... *, February 14, 2003.
INSEAD, Paris, “Strategic Acquisition ... %, April 2, 2004,
HEC, Paris, “Strategic Acquisitions ... %, April 1, 2004,
. University of Amsterdam, “Strategic Acquisitions ... %; March 30, 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 Aequisitions and Investments in a Duopoly Patent Race Under -
Ungertainty” November 17, 2004.
¢ INSEAD Singapore, “Value and Growth ...,” December 7, 2004.
o Nafional University of Singapore, “A Two-Factor Model of Value and Growth with Adjustment Costs,”
- December 9, 2004. ’
 University of Maryland, “A Two-Factor Model of Value and Growth with Adjustment Costs,” May 9, 2005.
s TImperial College, Longon, “A Two-Factor Model of Value and Growth ...,” May11, 2006.
o 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);

Two of Bear Stearns’ managed hedge funds collapsed; and

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;

o 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;

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;

The CSE program consists of four interrelated activities: an application
process, inspections, the review of required filings, and periodic meetings
with CSE staff.'®® We performed limited testing on some of these L
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 InJuly 2007, in response to a GAO audit report (as discussed in
the Prior Audit Coverage of this Appendix); Chairman Cox
transferred the responsibility for conducting inspections of the
consolidated entity from OCIE to TM. 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
issue is beyond the scope of this audit, but is the subject of a separate
investigative report; and

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

193 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <hitp://www.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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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.'®® 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

e 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 filings 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
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.

195 See Appendix lil for our expert’s (Albert “Pete” Kyle) Curriculum Vitae.
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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 Commission issue the
Order;

« OCIE inspection reports; and'®

o 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 lIl.

Prior Audit Coverage. GAO Report Financial Market Requlation: Agencies
Engadged 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 Supervision
(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.

The Commission has developed program objectives and performance measures.
These documents are available on the Commission’s website.'®’

19 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 inspection issues
(i.e., findings).

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

e 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

e 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.

GAO 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.'®®

GAO Recommendation; The Chairman of the Commission should direct the
staff to develop and publicly release explicit written

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

199 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-
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 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 lI
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:

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.

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. '

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. B

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, especially stressed
repos where illiquid securities are posted as coliateral.
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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
enable TM to better assess the effectiveness of the firms’ risk management
systems.

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 Commission 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;

o Who identified the issue;

e The current status of the issue (e.g., new developments);
e 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 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.

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.

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 Oversight
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

MANAGEMENT’ S COMMENTARY

This: Division of Trading and Markets (“Division” )y appreciates the-opportunity to
comment-onthe Office of Inspegtor General (“OIG™) Report “SEC’s Gversrght of Bear
Stearns. and Related Emmas 'Ilre Consohdaled Supervased Enmy P (“QiG

Dmsaonib_ehevés s faciual etrors: and unsupported cenelusmns This O1G Report
therefore becomes the mechanism by which the Division can atterpt.to set the record
straight.

We beiieve the GK_} Repoxt 1s ﬁmdmnentaliy ﬂawed m its pmcess premxses, analys;s

(}IG and supports ﬁxll and fazr nwestlgaﬁons ef maﬁers by the OI(J How ever, thh
respect to.this OIG Report, the Division's calls to correct mistakes, :msundcmtandmgs,
aind misrepresentations have had Timited. effisct oni the final document. 1 i ourview that
the tesuliing OIG Report starts from incorrect assumptions and reachss inaccurate,
unrealistic, and impracticable conclusions.

Few wouid argue that the dexmse of Bear S‘teams WAS B sagmficant evﬁnt for the U S

oIG Report is fiawed 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:

-

OIG Tailell to intorview the Division’s senior management. Senior managers werg
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.

OI1G didnot interview BearStearns managers regarding critical aspects:of the
‘OIG Repoit. Firmi management constitutes 4 primary source of information that
ceuid serve to memnngfuﬂy suppert or. reﬁﬁe am:mber ofthe OIG Repoﬁ S

the information. Wlﬂwui {he: beneﬁt of: convcrsatmns_mﬁl Dmsxon staff; suoh
context i nilssing and the OIG's. conclusions are destined to lack proper
foundations.

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
o ot represent all the facts 6 work pérformed by Division staff. These notes
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’I‘hcse events pmwde a rich con’text in Wh:tch to coﬂsxdcr the even’ts of Bbar 'Sieams For.
ﬁlc&rmg and agent banks hcid increasing amoimts of collaterai of thaﬁ:m r.iremlmg their
parent liquidity pool. For Morgan Stanley, failawmg Lehman Brothers™ bankruptey, the
reluctance of counterparties to trade with the remaining independent investment banks,
and the increasingly unfavorable treatient they received at the ands of thess
couditerpartios with tespect to gollateral ﬂelws, drove thisin to-sesk bank hoidmg company’
status. Inrecent weeks, Morgan Stanley dramatically increased its liquidity pool, only to
find thai this was not enough to see them through-the erisis; Likewise, Goldman Sachs -
afirm also on very strong financial foetings-and without. s;gmficam holdings.of troubled
asséts - which had an extensive liguidity pool, coild iot withstand these market fores.

ﬁnanclal mstxtutmns not Just mestment bmks For our paﬂ the Dmsmn has engaged
with domestic and international regulators in a concerted cffort to: answer 'what-are very
fundamenital questions about How large and complex financial institiitions shonld be
supervised, capitalized, and kept liquid. With respect to Bear Stearns, the staff applied the
relevant international standards for holding company capital adequaay ity a-conservative
manner, and added a holding company liquidity requirement: ‘and.yet they-could not:
withstand a “run-on-therbank.” Where the globally accepted standards required an elght
foot hl,,,h {evee, Division staff raised ateni foot leves, which was of couvise little use in the
face of a ﬁﬁeen foot smrm surge The reievant questaon now'is not wheﬂler the Ievees,

whether Tevee systems,v no maiter how ing_h afford suff cnent pmtecnen from: the financial
snvironment, or are additional measures needed to-complement the levees?

In particular, there is widespread rccogmtwn that the international standards for- hoidmg
company capﬁai adequacy; relied upon by both commercial and investment banks,
require revision. Also, new standards for itquzditj need 1o-be calibrated and apphed to
large institutions. There are many venues in which relevant discussions aré progressing
and where guldance will soon be issued. The Commission staff has besn active in all of
thase, mcludmg the Semorr Supamsnrs Group, ’she Basel Cenumttee, ‘the Fmancial

their hqmdzw pools whlch already were sigmﬁbanﬂy in exces& ai any appilcahie
international standard.

Given continuing market events, we feel it is not possible to responsibly maks the type of
statements that were made in this OIG Réport about the demise of Bear Steatns; 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 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 foutdation.
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OIG Report 446-A; SEC’s Oversight of Bear Stearns and Related Entities: The
Congolidated Supervised Entity Program

Please indicated your-concurrence or non:concurrence with.each recommendation
that apphes to your Division or Office.

Recommendation 1:

The Division of Tradmg afid Markets, in corisultation with the Board of Govisriicrs of thi
Federal Reseive System and the Base] Committée’ 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 downgraﬁed or its unsecured - debt frades
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,

The Divisiof of Traditig and Markets congurs with this recommendation, even though we
believe Hisbasedona ﬁindamentaﬂ}f flawed understanding of the Bear Stearns crisis.
Nonetheless; we have already undertaken efforts that r%pomi to the recommendation,

Actions: Sitce Bear Stearns” failure, we have:

»  Worked with'the Basel Committes on Banking Supervision to amend capital:
adequiney standards for internationally active sophisticated institutions to deal
-explicitly with liquidity tisk.

s Supported the werk of the Basel Accord Implementation. Group o “nereiental
default risk capital,” which aims to sepploment Value at Risk-based capital to
ensure that “tail risk exposures” in the frading book are adequately cap:tahzed

#* Developed and entered into a formal Memorandum of Understanding with the
Federal Reserve to improve sharing of information-and provide a mechanism for
gooperation in supervision of CSEs.

» Jointly with the Federal Reserve, discussed with the senior- mauagcmmft at each
“CSE firm its Toag-term funding plans, mcludmg plans for raising niew capital by
-ccessing the equity” and: long-term debt markets.

. ‘Reqwred pubiic diselosipe of capital adequacy meastres computed wnderthe
‘Basel Standard,

Flawed Assumptions and Findings: TM believes that the OIG Report’s findings are
fundamentally flawed i the following ways:

# “The OIG Report’s exclusive focus on capital is misplaced. As explained in
Commission public statements and testimiony, Bear Stearis’s failuis was ductoa
run on liquidify. not capital. The primary reason that Bear failed was concerns by
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secured lenders that it would suffer greater losses in.the firture.. These-voncerns.
caused secured lenders to stop providing: fivianeing, even on a fully-secired. basis,
despite the firm's compliance with applicable net capital requirements.

- The (}IG Report mmconstrues the nzrture of the Basei Stanciard 'The C'SE ples
applmable to mtemzttmnaﬂy aeﬁve f‘manclai mst:ttztwns, mciudmg commercml
banks, oiia global bagis. The Bassl 1 Standard is 4 capital ratio, niot & capital
tequitement. However, the:CSE pro; gram requires feporting of the capital valro:
and incorporatesthe 10% Basel capital ratio threshold as constituting a “well
:capﬁaiaed" ingtitution consistent with the'threshold used by banking
supervisors. Falimg below 10% m,gers certain obligations on'the firm, but
‘becavisé there Is hio oapital requitenient is not nevessarily a. "violation.™

+  Atthe timeof its failure, the Bear Stearns holding company actually exceeded the
Basel 11 “well-capitalized” standard; and Bear’s primary broker-dealer maintained
{entative net-capital above $35 billion.

'» The OIG Report questions whether Bear’s “capital requirement amounts were
adeqiiate;” but the real issué is whethst the interhational Basel standatd that all
international baiking institutions fely oni is sufficient.

* The OIG Report’s assumptions reganding leverage based on the Pickard article are
inaccurate:

+  The statement of Mr. Pickard, used in the OIG Report, is inapplivable to the
relevant capital and liquidity requirements at Bear’s-holding company. The
quotation appédis 16 confuse Holding company Basel 11 c%pﬂal standatds and
broker-dealer net-capital requirements..

*  Mr: Pickard’s statement doss not accurately reflect ths letter and operation of
“the 8EC's current net capital rule and has numerous analytical errors as a
regult. For instance, the CSE broker-dealers were not:subject to an-explicit
12% leverage standard befors the CSE amendinents, as implied by Mr.
Pickard. The article says that broker-dealers werg fomeriy subject 16 &,
{everage ratio limit of 12x net capital in computing minimum net: capital, ‘and
this limit was removed by the netcapital requirements applicable to broker-
dealer subsidiaries of‘CSEs. (This limit is-in'the “aggregate indebtedness”
tethod for calculating net capital.) However, CSE broker-dealers were niot
subject to this levérage linit even before the CSE net capital standard was
created. These broker-dealers used an alternative capital standard that has
been in the ruls since 1975 Under this requirement;-broker-dealers that camry
customer accounts maintain minimum net capital equal to-no less than fwo
percent of “aggregate debit items”, not the ageregate indebtsdriess standard
referred to by Mr. Pickard. This aitematzve method to compute the mininmm.
rict capital reqmrement is applied by all the CSE broker-dealers and most
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other large broker-dealers. Under the “aggrepate debit items™ method for
calculsating net capital, a broker-dealer's ability to increase leverage is fimited
through the application of hairouts fo proprietary positions. ratherthan through
the application of a leverage standard from the aggregaté indeblediess
standard.

» The OIG Reépot’s corclusion regarding the interaction. of capital and secursd
ﬁmdmg s misguided.

-+ Inanalyzing Bear &mams s efforts to iticrease ity relative reliance on sécured
rather than unsecured funding, the OIG Report states that thisshift called into:
quesﬁon “whether Bear had enough capltal to sustam ﬁs busmess moclel *
causmg Bear’s uoihtpse, :md ™ haheves it is ﬁmdamemally ingotrect in
soncluding that such activity poinis to inadequate capital at Bear.

«  Further, the OIG Report states that sven though Bear had inereased is
reliance onsecured funding; it-was “unable to obtain™ enough to save the firm
in March, TM sabmits that Bédr:never would have been able to obtain énough
finding because the fivor was expériencing a tun-on-the-bank by
counterparties that provide secured funding.

o A firm's:decision as to the form of fanding is based-on many factors sich as:
term, diversification, collateral, stability of lender, maintaining relationships
and cast It was widely believed that secured funding was more stable and
relidble than unsécured funding. Also, the cost of unsecured funding
increased substantially for all financial institutions during and after the
Summier of 2007. In thess circumsiances, it is uoderstandable that many
finaneial companies, including Beas; sought cheaper, more stable sources of
financing through secured funding, Also importantwas the collapse of the
secititization business. The high cost of funding was:an effect of the collapse
of securitization rather than its canse.

o The OIG Report incorrectly states, based on axeview of informal staff notes
and internal memorands, that TM did not believe it had a mandate tocompel
Bear Stearns to raise additional capital if the firm’s Basel T capital-ratio was
greater than 10%,

+  AsTM explained in informal comiments, the CSE rules expressly and broadly
state that the Commission van impose additional conditions oneitherthe
broker-dealer or the holding company if the Commission finds it necessary
and appropriate in the-public interest or for the. protection of investors. See
Easchzmge &cl Rula 15;:3~Ie( a}(’?} ’I’here are r&m spemfiu wndmm th'ti
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‘s TM has always believed and represented from the beginning ofthe:CSE
program that it had broad authority related te financial responsibility to
mandate that a broker dealer-and of its ultimate holditig cothpany raise capital
ot achieve the sams end by reducing the balance sheet, as well as-direct the
firm in the sale of asseis or customer accounts as the facts and circumstances
may warrant.

keround oi'the CSE Rules

TM believes that it is useful for the reader to understand certain fandamental Teatures of
the CSE rules. The CSE rulesincorporate by reference the Basel Siandard; the capital
adequacy regime applicable to internationally active financial institutions,. mciudmg
commercial banks, o & global basis. The Commission has sought to.apply this standard
m £ conservatwe manner m partwuiar with regard to chaa ges: for the posfhons held with

Spe«..zfically, firms have been rec;un‘ad fo *mgment va]ue-at-nsk charges (; .aR), compmed
using’ mtemaliy~deve§oped statistical niodels, with fixed percentage haircuts. These
additional haircuts are, in fact, a multiple of the valiic-at-risk charges, ands 50, are more
gonservative:

Because the Commission recognized that the primary risks to securities firms are those
associated with: fundmg, the CSE prograim imposed a liquidity tequitement in: addition to
the-Basel Standard. It is important to tiotd that this requirement, which mandated firms.
hold significant pools of liquid:assets, is not part of the Basel Standard.

Inthe wake of crises at Bear Stearns, Northern Rocl, Countrywide, and anumber of
otheér institutions, the Basel Comnittes on Banking Stpervision, which developed and
promulgated the Basel Standard, has initiated a number of projects-intended to modify the
Basel Standard to reflect the lessons of recent events. TM staff has actively engaged:in
this effort at the behest of Chairman Cox. TM staff co-chair one Basel commities dealing
with these issues, and participate in another, which are working to strengthen in a number
of areas the x,apitai stamiards ap;ahcabie to mtematmnaiiy actwe mqtitutmm The Basei
expiwzt stmzdards regardmg hquldrty risk mauagement for financial msniutmns Here
again, TM staff has been actively involved. So while the Commission staff’ believed that
capital and liquidity standards applicable‘to CSEs were conservative relativefo
international norms priorto the: collapse of Bear Stearns, they join: c:thcr regulaim's in
recogmzmg thiat firthier: stmngthenmg and. e‘zpmdm these standards o include Liquidity
is niecessary in the wake of recent events. ’

Recommendation 2:

The Division of Trading and Markets, in consultation with the Board of Goveraors of ths
Federal Reserve System, should reassess pillar 2 of the Basel If framework and the
Consolidated Supervised Entity (CSE) program guidelines regarding liquidity and make -
appropriate a,hanges to the CSE progrant’s liquidity requiremionts. Chidngss shiould
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describe assumptions CSE firms should be required to make about availability of seoured
lending in times of stress (including secured leriding from the Federal Reserve) and
should spell oyt ciroumstances in which CSE firms should be required to increase their
liquidity beyond levels-currently contermplated by CSE program liquidity requirements.

Management Response (Concur or Non-concur):

We coniour with th recomumendation, and have sither already undertaken or alrsady’
comploted work that responds to the recommendation.

Sifice Bear s collapse v have:

s Worked with the Basel Comimittec-on Banking Supervision to implemient the
‘Chairman’s call for amended capital adequacy standards for internationally active
:sey]iisticate_df}ins;tinﬂinns 1’6.1;dea1.exglicit{1§,{ wiih:jﬁquidi@}*:ﬁsk.

# Jointly with the Federal Reserve, established new stress scenarios as'a basis for
sizing liquidity pool requiremenits based on the response to shorter, more extreme
Sveits ehtailing 4 substanitial loss of seoured funding, more severe liquidity
outflows From primig broketage activities and Hauidity drains-dueto operations
frictions such as in derivatives seftlenients and timing considerations related to
‘margin postings.

» Jointly with the Federal Reserve, strengthened the liquidity requirements for CSE

firms relative to their unsecured funding needs, and closely scrutinized the

secured funding activities of each CSE firm, with a view to lengthening the:
average duration and Bma&gning.the diversity of all funding arrangements.

Like Recommendation 1, Recommendation 2 is fundamentally flawed, a5 itbased on the
same analysis. In addition, as we informed the OIG in our informal commenis, the:
analysis is inaccirate inthe following ways:

» The OIG Report’s statement that the CSE program liquidify guidelines were
inadequate because the time horizon for a liquidity crisis to nnfold is likely to be
1ess than the one-year period, and seoured lending facilities are:not automaticalty
available in times of stress, presupposes that the loss of all secured funding was.
reasonably predictable. Ttalsoigriores the difficulty of providing adequate.
Liepidity for this event.

+ “TM has:stated olearly that its liquidity pool requirements; like those: of other
international and domestic regulators confemplating similar issues, didnot
anficipate a complete unwillingness of lenders to provide financing on quality
asests (such as Treasuries of agency securities). This would inclade the
availability of committed secured lending facilities:
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#*  From the standpoint of unsecured funding, applving @ one year liguidity
requirement to replace unsecured funding was itself a logical approach. The
concept undérlying the one-year Tiquidity réquirement for ansécured funding was
thiat, shovld a firnh Sxperience 4 severe event such that tinsscured lenders decids
on day one to cease lending; the firm would have a liquidity pool sized to allow it
to replace the unsecured funding as it matored over a one<year period.

s The 60-day cash flow analysis is a different-mefric that-provides the firm another
peispectivé. Tt 15 a short-term cash flow analysis fociised o1 a fnéte dtiite sviént.

& Also, given that US and intérational crédit markets have been i erisis‘for over 4
year, the one-year unsecured funding liquidity pool requirement rentains relevant.

¢ The OIG Report’s suggests that TM staff should have recognized that
terminations of Bear's commifted scoured evergreen facilitics werg:a predictorof
-2 “run-on-the-bank.” However, during 2007 availability of longer-term secured
funding inclading evergreen facilities was declining for most fnvestment banks,
50 that by March an mcreasmg amount’ of ser.:ure:d fundmg was pmvuied ona

......

undazstood at thc tlmc hy T’M st_aﬁ‘

+» The OIG Report’s statement that OIG staff could not determine whether TM staff
received nformataon onsecured. Iendmg facilities, mcludmg evergreen i§
ansupportable As wa expiamed in mformal umnments 1o OIG smce at least

b}; Eear Stearns. VAlso, TM staff e’s})iamed that in weekiy and daﬂy discussions
'with Beat’s fixed income funding desk and with the Treasury managers, Bear
informed TM staff of significant losses of such evergreen facilities.

Recommendation 3; . - o

The Division of Trading and Markets should ensure that it adequately incet‘pomtcs &
firm’s concentration of securities into the Consolidated Supervized Entity (CSE)
program’s-assessment of a firm s risk management systems (e.g:; internal controls,
models; etc.) and more agpressively prompt CSE fitms to take appropriaie actions to
mitigate suchrisks.

Management Response (Concur-or Non-concur):

‘We concnr with the recommendation, and either already had in place processes, or have
since undertaken efforts that respond to the recommendation.

. "The CSE pmgr‘am incmzmzas:ew an assessmeont nfa‘firm ’s cOﬁcentraﬁon;of'
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= TM staff have in the past instructed CSEs torreduceoutzized, orcongsnirated
exposures related to lending to specific sovereigns, particular instruments or risk
factors.

However; the recommendation misapprehends the role of the Commission in oversesing,

» The OIG Report’s conclusion at base is an indictment not of the CSE program’s
assessinent of tisk management systems, but of Béar’s fundamental business
tvategy.

* At the nme of Bear s CSE approval and ﬂzereaﬁer, r: was apparent 10 the

market, that Bem" Stearns busm&ﬂs strategy was. facused on US-based ﬁhed
income generally and morigages in particular.

; tegulaimy regunes, ntciudmg Indy Mac, Coun rywide and Noﬂhem Rm.k,
likewise collapsed becanse of a business model that relied heavily on mortgage
origination or securitization. Moreover, as announced by the US Treasury

‘ Department on September 7, 2008, the US Government has placed Fannie Mae
and Freddis Mac in conscxvatmhlp 4 arestilt 6f the losses they suffered on their
mortgage-based holdings.

» The Commission’s responsibility was niof to dictate business strategies to Bear
Stearns. Rather, itwas to review whetherthe exposures taken on by Bear Steams
‘were properly eontrolled and measured. The focus of Commission staff on Bear’s
SOVErnance processes was ‘intended to insure that these exposures were reported
10 senior maiagement in a manner that accurately reflected material risks.

; % Todischarge this responsibility, Cominission staff monitored the risk profils of

| the firm in the aggregate and at the desk level using & variety of metrics; and

! discussed-with the firm’s independent risk management instances where linnits
were exceeded. These exposures were repoited both to Bear’s setiior business
Heads as well asto the Executive Committee regularly,

Remmmendaﬁan 4'

Fe&eral Reserve Svstem, sheuid reassess the Consoh&ated Superwsed Ent;ty (CSE}
program’s policy regarding leverage ratio limits and make a determination as to whether,
and under what circumstances, fo impose leverage ratio limits on the CSEs.
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Management Response (Concar or Non-concur):

firms we coneur: Wlﬂl ihe recommendmon and baheva ﬂ. is m&porlant fo address ﬂns
insue Wlth fellow regulators. The Recommendation, however, minimizes the problems
with imposing limits through leverage ratios.

»  Financial institutions are, by their very nature, highly leveraged businesses.

“Thie Commission has riot sought to'i impose sxplicit levérage liits on CSE
holdlng companies forseveral reasons. First, analysis can casily assess leverage
from public financial information: Second, a leverage ratio is'a eruds measws,
-and implicitly assumes that every-dollar of balance sheet.involves the same risk,
-wheﬂ:er due to a treasury bond or.an emergmg market eqmty Fur!her, leverage

rerhain. oﬁ__‘ balance sheet. ‘Fmaily dleverage: hmﬁ.creates an tnc,eniiv,e forﬁrms to:
move exposuresoff balance sheet; through instruments ranging fror-over-the-
‘counter-derivatives to the SIV structures that-proved highly problematic for other
finanicial institutions (riot investinent basks) i the last year.

# Whilo  leverage limit iy b sffeotive 'fé)i‘ an institution that doss not deal it
'iumt nnposed often wﬁhﬁw unm‘tentied consequence ef mcreasmg thf,: f' irm’s
‘exposur 1o complex instruments.

Reécommeéndsition 5

The Bwis;on of Ti‘admg and Markets' (TM) shou'Id erisure ﬂaat (l) the 'C'onsol'iéaied
used f or pﬁcmg an& r;sk managcment (2) the review and nppmv&i pmess conductad hy
the C8E firis is perforied in an independent manner by the CSEs’ risk'management
staff, (3yeach CSE firms’ model review and approval process takes place in a thorough
and timely marmer, and (4yi impose: ‘imiits on risk taking by firms in areas where TM
determines that risk management is not adeqguate:

Managemeiit Response (Concur or'Non-concur):

TM concurs with the goals of recommendation 5, and-the CSE program does engure that
these standards are zatisfied.

» Hov& ever, the {)I(r Repori doss uot wcogmz.e the procress aﬁhxeved thmugh the

concerns wrﬁl Bear Steams regardmg ity csverage and. staffing of i ﬁs Madel
Review Fusiction; the-OIG Report does notreflect the resulting subsequent:
progress. Infact, the firm did respond to staff concerns, and created and
dmplemented actionplans o address them..
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» Forexample, in September 2006 Bear hired two dedicated model .control stail
persons for MBS and cash products and three completed modsl reviews were
»presented at thm ume The MBS and Cash mventory models were reviewed

*  With respsct 1o thig'risk metrmsthattha firm used in managing its market risk to
‘mortgage praducts, the OIG Report contains key omissions, and incorrect
conclugions.

# The firm in-fact made significant progress in improving its VaR infrastructure
~su‘bsequcnt to-approval infesponsé to Cominission staff onrveriis. Forexanple,
thie firm Followed through on recotiimendations to enhance control over the VaR
system. Tnputs fo VaR models were regularly updated following-application
-approval.

» Sincethe beginning of the-SEC oversight of Bear as a.CSE, Bear regularly
:improvad and expanded its data sources. Tn some instances where data sources
wers limited, the instruments were immaterial. For’ example, mortgage.
derivatives, which were:distinct frony CDS and ABS CDO positions, were an,
‘immaterial exposurs with only de minimis impact on Bear®s profit-and loss.

»  The OIG report assumptions.and conclusion regarding Bear’s. model review:
-staffmg ate ihacciirate. Specﬁicaﬁy, while certain model reviewsrs left Beat in
2006 and the hisad of model validation resigned in early 2007, TM staff discussed
staffing and the model validation processs with the hisad of Bsar’s Model Revisw
‘Committes. The model control function for mortgages was shified to the product:
ine risk managers while:a new Head of Model Validation was hired in Sept 2007.
Model control work ofi foitgages was tnaffected durmg the interim period.

Reconimendation 6

The Division of Trading and Markets should be more skeptical of Consolidated
Supervised Entity firms risk models and work with regulated firms to belp them develop
additioial §tress scenidrios that may or may niot have not have been contemplated as part
of the prudential régiilation process.

Management Response {Concur or Non-concur);

TM concurs that skepticism is warranted when reviewinig firm risk models, but we
believe that Recommendation 6 is based on icomplete information.

+ Bear Stearns” use of scenario analysis was consistent with industry practices:
virtually the entire banking sector failed to anticipate the magnitude and scope of
‘the housing decline that is still ongeing.

» TN staff did in faet discuss repeatedly with Bear risk officers the finm’s Alt-A
and option ARMS positions i addition 1o subprime.
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» Therefore; the OIG report conclusions; which are based-onthe OIG expart’s
teview of ifiternal TM mémorandathat did not fitention fc}rwai‘d-ibﬁking risk
‘scenarios, such as:a somplete meltdown of mortgage market liquidity, are based
on mcomplete information.

Recommendation 72

The B;wsmn of ’I’radmg anid Marketg ('I‘M) shauld be mmived it fmmuiatmg amOn
plans for every stress scenario that the Consohdated Supervxse& Ent;ty (CSE) f'ums use in
risk management, as:well as plans for scenarios that TM believes might happen but are
fiet incorporated into CSE firms risk management.

Management Response (Concar or Non-concur):

We conieur with the recommendation, but believe that it reflects what TM and Bear had
already actomplished.

s Coutrary tothe OIG Report statements; Bear did incorporate intoits risk
scenarios those risks discussed in meetings with TM staff, such as a housing-
led recession scetiarid,

Recomnmmlaﬁm s

The Division of Tradmg and Markets should take: steps to casure that mark disputes do
not provide-an cceasion for Consolidated Supervised E: ni:lty firmsto inflate the combined
capital of two firms by using inconsistent marks.

Mianagenient Response (Condar of Non-concun):

o TM acl\.newiedges certaif, pers:stent mark. dasputes indieats: lﬁzqmé assets and
valuation issucs that TM should i inquire into, However, mediating most or all of
any individual fiem’s disagreentents over marks across all its counterparties is:not
feasible. Additionally, many of the disputed margin calls related to products:such
Aas custoniized structired crédit derivatives wliere price tiansparéncy is an issue
and vériations in'marky i§ congeivable.

» The OIG report does not provide the proper context when discussing certain $100
million mark disputes Bear had with counterparties. Bear had more than 23,000
trades: with JPM and, given the nature of the counterparty, a. hxghiy—taied financial
iistitition, the capital impact undér Basel 11 would be de minimis,

0
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s Therefore, TM believes thatthe OIG report assumption that firms are
collaborating 1o create capital was not properly substantiated.

+ The OIG repott confounds marking versus price verification processes at
investaient baiiks, and doss not consider all the information provided to-OIG by
TM regarding price verification processes.

Backeround on Indiigtry Practice:

First, we should point out that margin disputes are unavoidable particularly when markets
becoms lessliquid-or illiquid. This is an issus-that all dealers are facing today and the
total disputed numbers at Bear-Stearns were much smaller than at other institutions..

Withi respect to the OIG repoit assertion about usmg traders’ marks for profit and loss, it

i umvexsai m&ustry pracnce (and endorsed by various descnpncms of best praztwes such
It is! then that an mdependcnt controI 'gmup has the role of \'ahdatmg oF substantiatm g
those marks via an independent price verification process.

Recommendation9: o e
The Di'wswn ef Tradmg ané Markéts shouild mceurage the Qonsohd&ted Supewised

whxch is ccnsistem with: how the CSE ﬁrms use the mfcnnat:on mter;mﬂy and wlnch
allows risk factors io be applied consistently fo individual desks.

Management Response (Concaror Non-concnr):

TM concurs with the recommendation, but we believe the findings areinaccurate.
+  Confrary to-the QIG Report assertion, Bear did not use inconsistent VaR numbers:
».  The OIG expert supports this conclusion by noting that Bear’sfrading desks

evaluated profits and risks individually and so agstinies VaR was not impleraented
firmiwide.

+ As TM already explairied in informal coniments, Bear’s trading desks and
businesses used d variety of metrics to measure and manage its risk. VAR,
‘however, was implemented firm-wide.

14
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Recommendation 10: o .
The Division of Trading and Markets should ensure that the Consolidated Supsrvised
Batity take appropriate valuation deductions for illiguid, hard-to-valueassets and:

appropriate capital deductions for stressed repos, especially stressed repos where iltiquid

securities are posted as collateral.

Management Response (Concur or Nomi-concur):

TM concurs with the recommendation and either alrsady had in place processes, or have
since undertaken efforts that respond to the recommendation. However, we believe-the
findings nndertying Recommendation 10 are unsupported.

The report-asserts TM should have considered sxpanding the list of assets that requirca,
full deduction from capital. However; the Report did not present evidence that TM did
not follow:Basel [Lor chd not apply sufficiently conservative capital treatment in light of
the relative 1I11q1ud1iy of assets. ‘The analysis to support this assertion:is mcomplete or
without basis,

As explained in mformal comments to the OIG. TM am)ilad Basel Il correctly and did

» Syecxﬁcaily with respect to: illiquid -assets, Basel I does not. reqmre full
deduction of most illiquid assets, many of whichrattract capital charges of 8%.
TM did require full deduction for Sertain illiquid assets, such as mortgage
regiduals..

» Forassets held in the trading book, Bear took significant mark-downs in
mortgage-related assets which resulied in afeduction of Tier 1 capital, as:it
should.

» Wit respéct'to the report’s.description of Bear"s lodin to. the BSAM High Grade
hedge fimd, as TM explained in informial comments, theloan was
-overcollateralized, and Basel 1 did not reqmre Bear to reduce its-capital by the
fill amount of the loan.

» Specifically, TM explained to the OIG that Bear provided the replacement
va,ecmreﬁ ;ﬁmi ing fo BSAM funds at current marks that is net ef m‘lte-downs and

far e'scf;.adﬁd Bassl _II raqmr@mant&, and _effw&rv e.iy treated th_@ pesr_tmm: as l_f these
had been held on Bear Steamns’ balance sheet.

+ When the BSAM funds failed to make margin calls in July, the aSsets were indeed
taken onito Bear Stearns’ books.

12
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Recommiendation 11:

The Division of Trading and Markety: (TM) i gonisiltition with the Chalrman’s Office,
shiould discuss rigk tolerance with the Board of Directors and seniior managemert of eacly
Consolidated Supervised Entity (CSE) firrn to better-understand whether the actions of
CSE firin staff avsconsistent with the degirés of the Board of Diréctors 4nid sénior
maﬁaﬂement T}us mformaftlon would enabls TM to better assess the effectiveness of the

Management Response (Concar or Nen-concur):

TM concurs with this recommendation and we have already had in place processes, or
have sinice nndertaken offorts, that réspond 1o the reconmendation.

» TN acknowledges that SEC senior officials:shiould engage the' CSE boards of
dlrectors periodwally to revxew risk management issues: and assess risk tolerance:

Recommendation 12:

The Division of Trading and Markeis should require. compliance with the existing rule
thiat requires external auditors to review the Consolidated Superwsea Entity firms™ risk
management control systems: of seek Commission approval in accordance with the
Administrative Procedures Aet' for thils deviation from the currént uls’s requirsment.

Management Response:(Concar-or Nox-concur):

TMluﬁdefstax_idfs.5t.¥ie'ffirecaiﬁmendaﬁ0ﬁizaﬁéiwiil. present o iﬁe‘cmﬁl’.ﬁiﬁ”ﬁi:!)ﬂ; whether fo
require comphance with the existing rule or to propose rule amendrients that would
permit the infernal auditor to perform this review,

Howsver, we believe that the finding is incorrect. We raised the Tollowing issuss with
respect to this-finding and recommendation:

& TM has:specific: authority to issug exemiptions from the net capital rule of which
15¢3-1gis an appendix. See 17 CFR 200,30-3(a)(7)(ii). The functions of the
Director.of Trading and Markets include responding to no~action requests from
C8Es. See 17 CFR 200.19a.

» TM stmngl} dmagrﬁes with the statement that there aré setious quicstions about
the wisdom of its decision, The Rule psrmzts the external audit to be bascd on

* The: Autminisirative Procedures Act (ST1.8.C: §500eL seq. Y sets forth the basie procedural requirements

for agency rulenraking. It gmaﬁy requirss (l) pubhcanoﬂ of a notice of proposed rulemakingin the
Federal Register, (2) opportunity. for public partivipstion.in rulsmaking by submission.of wriffen
epminenss, and (3) publisation of & final Tule ahd accomipanying statentent of basis andT purpuse riot less
thizn 30 days before the rulds effective dats,

13
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“agreed upon procedures” between the firm and its external auditor. After. mueh
fregotiation betwsen the Division of Trading and Markets, the CSEs and the
external auditors, the external auditors would not agres to perform more than a.
“check the box™ review of the risk management control systems for fear of
ligbility. Thus, it was apparent that the ° agreed upon procedures™ would be of
minitaal benefit

» Tii contrast, TM bélieved that'a substantive review of procédures by internal audit,
wﬁlcii inclu&ed a detenmnation of"whether the prowdufes, usecfby the firm were
:firms nsk mmmgemeni process. Asa r&ult, the infernal andrts nndertaken by'fhe
firm were greater-in scope-and substance than would have been performed by the
external auditorsuridsr their agreed tipon prooedum The internal audit.
departiiient’s veview of internal risk nianagement controls also would bs'
conducted throughout the year rather than as a once a year audit process: The
independence, staffing levels; and audit scopes of the internal audit departments
wete réviewed by OCIE and ﬂm Division-of Trading and Markets a8 part of the
application process. :

’substanﬁ{re audltmg stami&rds for 1 revxemne- a firm’s risk mazmgemani comroi
systems. Talso is not-clear that the PCAOB has in place a process for reviewing
sich auditing woik.

Recommmendation 13:
The Dwnsmn of Tradmg and Markets &hould ensute fhax rewews af a f’mn & Conmlgency

and external mmmunwaimn strate; g;es _
Management Response (Concar or Non-concur);
The Division of Trading and Markets does not concur with this recommendation.

L AL 'FM mfonned OIG.‘m earher cotments, there s reqmrement i the CSE

there are no’ SEC mles reqmrmw_ non-CSE broker-dealers to mamta,m such
Costinnification 'v;")‘"o']iéiéé;: and we afe inaware of afy gach requireinént for any
othier SEC reégulated entities. Although TM fivted that Bear Stearishad a
commiunications strategy within ifs Contingency Funding Plan, there was no TM.
“azsessment” of that strategy, asstated by OIG.

» What OIG has failed to-appreciate is that the C8Es are part of public holding
companies-that have securities registered with the SEC.and listed and trading.on
1.8, seourities exchanges. As public companies, the CSEs are subject to myriad

14
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SEC disclosure requirements, including Regulation 8-X and Regulation TD.
Corporate disclosures such as those coversd in Bear Steams’s CFP
cominunication sirategy are subject to those disclosure rsquirenients, and this
SEC’s Divisions of Corporation Finance and Enforcemient actively enforce
compitance with these requirements. Accordingly, it would be inappropriate for
TM to opine on, or otherwise inifluence, the corporaté commiinications of these
public companiss.

Recommemdation 142
The Division of Trading and Markets shotild develop a formal automated process to track
material issues identified by the monitoring staff to ensure thiat they are adequately
resolvacl At 2 minimum. the tracking system should provide the following information;
> The source of the issue;

When the issue was identified;.

Who id'entiﬁed'the issue

When the issug was resolved and

How the issue was resolved,
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Managémént Résponse (Concur or Non-Lonciin):
M. concurs with the recommendation, and will undertake efforts that fully respend.

However, the analysis wnderlying the:recommendation does not show evidence that the
CSE program failed to adequately resolve issues, of that material issues werenot
monpifored.

tz‘ack issues. from ﬂs cntwlsm of fhe recordkeepmu of those 1ssues Whl!e we
recognize that an automated audit trail iz desirable, its absenceis not proof that issues
aré not adequately tracked, meéraly that. recording of thosé issiics could be improved,

Recommendation: 15: L L L »

Thi Division of Trading and Markets should: (1) reassess éfﬁhéfmm‘ Office. of
Comphance Inispections and Exanifiations (OCIE) issues to snsurs that nosignificant
issues are unrgsolved (given the belief that OCIE followed up);:and (2) follow up on a.Ei
significant issues..

15
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Management Response (Concur or Non-concur):

We indeistand the récommendation, but believe that these issues are either moot or long
since addressed.

+  Moreover, as we explained in out informal comments, the recommendation is
predicated on.an incorrect understanding of the division of responsibilities, past
ami presem between thc f)mszon of Tradmg aad Markets anci OCIE TI'he report.

'wfxereas m fact for eaghteen months snbsequent to the Bear Steams apphcatmn
-examination, the-issues were in fact OCIE’s responsibilities.

+ TIn addition, as we informed OIG in our informal comments, Th momtored the
iaterial 1ssues to assure that they were resolved. TM and OCIE agreed that one
issue mentioried inthe raport, the issus regarding workpaper retention at Bear
Stearns; was:material; The firm was requiredto respond in writing to TM before
a recommendation was made that the:Commission act upon the application; and
firn in fact agreed to retain workpapers. Subsequentoversight by TM personnel
Telied on access to these workpapers and 6 verifisd that corrective gotion hiad iy
fact occurred. ‘With regard to the second issue mentioned in the report, a5 we
explained in our informal comments, there is nio basis for the statement about
materiality ofthe VaR model fsswe. The OIG expert did-not directly review the
models; related documents, andthe firm’s books and records. Without &
thorough review aiid reasonable basis for the statement, its materiahty findmg is:
conclusory. Appendix I indicates clearly that nieither OIG nor the expeit
conducted ai indepsndent analysis of Bear’s risk management systeny

Recommendation 16;

The Division of Trading and Markets should ensure that they complete-all phases of 2
firm’s inspection process before recommending that the Securities and Exchange
Cominission allow any additional Consolidited Supervised Entity firnis the authotity'to
use the alternative capital method.

Management Response (Concar or Non-concur):
The: Division of Tradinig and Markets does niot concur with this fecommendation.

Giﬁariy informed of the ,exammatmn f‘mdm@s and thelr stzrtus when the_y ap_provedf
the CSE applications.
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= In add;i’iion, the OIG report’s characterization of the application process as:"less
meaningful” is inaccurate. The Commissien was well within its.authority o
approve sich applications, given they wire notified of OCIE's. findings, of TM’s
assessmint of the materiality of the issues with respect to thé application, and of
TMs direct follow up-with Bear Stearns.(or other CSE) regarding the identified
Adssues and resolution.

s The OIG report fails io appreciate that CSE examinations were anongoing
process. As partof its normial busiiess operations, a CSE constantly reviewed its
risk management systeins to assure that'those systens. adeqmtely dealt with
thatketplace changes. Consequently, the staff nontmualiy motiitored a firm's Tisk
management systems to identify changes a CSE made to its risk management
.systems and to de’sennme Wht’:ﬂ‘lel‘ ﬁloe:e changeq appropmz{tely addressed ihe

decmas.e, such ﬁxf?ﬁp_ti,f?ﬂ_s : hx.sunh cases ’th,e staffwcmid review an.d approve thow
changes to.the CSE's models. :

& With respect 1o Beat in particulat; the Egropean Commission’s Congloimerates
Directive set 4 fixed deadling by which the firm riceded to be supsrvised on a.
cotisolidated basis. Given this timelins and the level of materiality of the issuss
involved; TM did not'believe it necessary to-wait for the formal transmittal'of a
written deficiency letter-or the receipt-of a wriiten response-before recommending
the Commission approve the ordet.

‘s Finally, the OIG: report’s statetnent that TM failed to-follow: up-on issues raased by
OCIE: ciurmg its inspection of Bear iz incorrect. As sxplained to OlG staff in
TRs informal commients; TM indead resolved material issues identified by

" -OCIE-and the report has not cited any factual basis for finding otherwise.

Recommendation 17:

The Divisions-of Corporation Finance {CF) and Trading and Markets (TM) should take
concrete stepsto improve their collaboration efferts and shonld determine whether Th's
information on the Consolidated Supérvised Entity (CSE) firms could be'used by CFin
its review of the CSE firms.

TM coneurs with this recommendation, and will work with CF to assess the degree to
whichi additional miermaimn and inforimation would be useful.

# However, as the staff explained in its informal commignts, TM staff met
repeatedly with CF staff during 2007 and 2008 {o discuss the issues-cited in the

17

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

101



APPENDIX VII CONTINUED...

report around public disclosure of capital information. No acknowledgement.of
those efforts is made in the formal deaft report.

Recommendation 18:

The:Division of Trading and Markets(TM) and the Office-of Compliance Inspections.
and Examiniations (OCIEYshould develop a collaboration agreement (e.g., discussing
itiformation sharing) that maintains a clear delingation of responsibilities between TM:
and OCIE with respect to-the Consolidated Supervised Entity program:  Theyshould
informthe Chairman’s Office of any disagreement(s) so that the itsue(s) can be resolved.

Managemient Resporise (Concur-or Non-concun):

'TM ‘concurs with this recommendation, and will work with GCIE and the Chairman’s
office to determine how collaboration should be-further formalized.

*  Aswe informed OIT in our informal comments, however, and what isnot
described in the OIG report, is:that TM and OCIE issued jomt guidance to all staff
regarding the division of r_e_spe_)nmhxhues and the sharing of information with
respect:to the CSE firms-on March 19, 2007, shortly affer the Commission
transferred inspections responsibility from GCIE to TM. TM has complied with
all provisions of thit gnidance.

Recommendation iﬂf

The Division of Trading and Muarkeis and the Office of Risk Assessment should develop
an agréement outlining theéir roles and. rebponsibaimes as well as methods for information
sharing such as communicating project resulis. These two offices should iiform the
Chairman’s Office of any dissgreement(s) so that the issue(s) can be resolved.

Management Response.(Concar-or Non-coneur):

offit_.,e fp deterznmg Ea_qw cpﬁahomtmn .shonld be ﬁlrthez ignn&kzed :

+ 'Wenote, however; that TM s relationship'with ORA iz strong; as evidenced by
collaboration on a number:of issues ranging from credit rating agencies to
analysis of Beat Stearny’ failure,

# Formalizing ah agreement between two offices within the Cominission would be
relatively unusual, i contrast fo coneluding a formal MOU with an external
agenoy-such asthe Federal Reserve,
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Recommendation 20:

’I‘he Division of Corporation Finance should: (1) devefop internal guidelines for
reviewing filings in atimely manuer, and (2) track and monitor comphance with these
internal gnidelinss. -

Management Response (Concar or Non-concur):
Please ses CF letier submitted separately.
Recommendaiion Z1:
The Divigion of Corporation Finance (CF) should (1) establish a policy outlininig when

firms are expected to-substantively respond to issues raised in CF’s comment letters, and
(2) track and monitor. compliance with this.policy.

Management Response (Concar or Non-concur):

Please see CF letter submitied separately:

Recommendation 22

Chairman Cox shiotild create 4 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 anaiysts of large ﬁﬂns wﬁh customer mcounts ‘Ehai hoid s:gmﬁcant amounts of

the Securities and E\zchange Cemmzssmn (Conmnsswn) shouid supervlse these fizms on
2 consohdated b'lSIS 1t shouid make a remmmeﬂda:tmn te 'the Cmnmnssmn that mvolves

Managammt Re;spﬁnse (Concar or Non-concur):
TM concurs with s recommendation.

. ’Wé note ‘however, that this i issue was prevmusly considared vﬂien lmplﬁm__en{ing:

s In Exchange A‘ct Release 49831, thie @mrmnsmmrfnund that its supervision of an.
investinent bank holding company a5 & SIBHC wonld be necessary aud
appropriate -only when the IBHC is affiliated with a broker-dealer that has a-
"substantial presence” in the securities business. The requirement that a firm have
4 “substantial presence™ was to identify broker-dealers and their holding
conipanies whose failure could have a materally adverse impact on other
securities market participants, thus reducing systerhic risk, '

&  Under the SIBHC riles, amonig other things, evidence that an investruént bank
holding company owns or cmm‘aﬂs a broker-dealer that maintains $160 million in
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tentative net capital ‘would be suffictent to demonstrate - substantial presence in
the securities business. Onefirm has applied to be supervised asa SIBHC.

Recommendation 23:

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

Management Response (Concur or Non-concur):

We understand. the:recommendation,. and-are now actively working with the: Chairman’s
Office to consider what' changes are appmpnaj:e iti light of recent devilopments. Tn:
addition, the Chaitmian has made a numbier of requests for legislative chaniges that could.
require further modifications of the CSE: program.

Recommendation 24:

The Division of Trading and Markets (TM) should fill critical existing positions, and
consider what-any additional staff it beligves will be needed to-carry out the CSE
program’s fanction going forward. TM should also establish milestones for completing
each phase-of an inspection and implement 3 procedurs o ensure that the milestones are
met..

Management Response (Concur or Non-concur):

TM ¢ongurs with this récomimendation, and we have already uidertakin efforts that fully
fespond toit,

= We have-posted a position for an Assistant Ditector (CSE Inspectnons) inNew
York, as well asstaff jobs for the CSE inspections units inn both New York and
Washington.

»  Itis worth noting; however, that-this recommendation arises in part from a
mizperéeption of the CSE inspéctions program.

*  Aswe informed the OIG in our jiformal comments, three inspections have been
conducted and two inspection reports have progressed to-the final stages-of review
in the 13 months since responsibility was transferred from OCIE and inthe 9
months since TNI's inspections amit became operational.

. In ac!dit-iqn, OIG staff 'was pmvided wiih aterm vs‘;heeft c}oa;mant, shamd»wﬁh the

proureiﬂ it f;ach mspevtwns progeai Wizﬁa the 'IM staff wouid certainly prcfer
that all three inspections were fully complete at this point; the unprecedented
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financial market conditions that have prevailed through much of this year have
affscted the pacs of this'work, and much else.

Recommendation 25:

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

Management Response (Concur or Non-concur):

TM ‘¢onciirs with this recommendation, and we have alfeady undertaken efforts that fislly
réspond 1o the recommeiidation.

»  As'we informed the OIG in our informal comments, the finding is based upon
flawed understanding of the current situation. In parficular, on March 1,2003, the
Division Director of TM directed the Division staff to follow OCIE’s Ethlcs
Guidelines with two: fiinor varations.

» For simplicity’s ¢aké, TM management recently conclided that staff shoild
follow the:OCIE guidelines. An email has been Sent to'the staff providing that
clarification, '

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!

Management Response (Concur or Noi-contir):

TM concurs with the recommendation; and we have already undertaken efforts that fully
respond to thie recommenidation. Since: inception, TM has collaborated with a iarge
nisitber of othier regulators in the context of the CSE program, including the Federal
Reyerve Board, the New York Federal Reserve Bank, the FDIC, the State of Utah, and.
others.. Efforts continue to expand the range of both bilateral and multilateral activities:
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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: A OIG Draft Report 446 -A: “SEC’s Oversight 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 (Recommendation 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
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oversight from OCIE to TM, a more detailed agreement could enhance the
information sharing and corroboration between the two offices.

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.

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.
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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. '

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).

*k%

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 (“SRQO”) 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 S8TATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

DIVISION OF
“ORPORATION FINANCE

September 24, 2008

H. David Kotz
Inspector General
"U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549

Dear Mr. Kotz:

Thank you for the opportunity to respond fo 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 its internal guideline for issuance of a

? comment letter to a company selected for review, Corporation Finance issued its

‘ comment letter to Bear Stearns. That letter 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 improvements to its disclosures about subprime
mortgage securities in its publicly available filings. Those additional disclosures appear
in:

~  Its Form 10-Q filed on October 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);

+ Its Form 8-K filed on December 21, 2007 (fourth quarter financial results,
including a detailed exhibit of CDO and subprime mortgage asset exposures); and

+  Its Form 10-K filed on January 29, 2008 (schedule of subprime exposure).
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H. David Kotz

Inspector General

U.S. Securities and Exchange Commission
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 Cotporation Finance’s full disclosure program based upon conclusions you
draw from a single Corporation Finance review — the review of Bear Stearns’” 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 have used to make well-informed investment
decisions,” and

2. That Corporation Finance’s review of Bear Stearns was “untimely.”

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’ response
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 subprime mortgage securities) could
have potentially been beneficial to dispel rumors that led to Bear Stearns’ collapse.”

hile you go on to identify information in that letter and state that Albert 8. Kyle, the
OIG expert, believes that this information would have been “helpful” to investors, you do
not note the significant redactions of information. I do not undérstand the basis for your
or Professor Kyle’s conclusjons.

First, as I indicate above, Bear Steatns began making additional public disclosures
concerning its subpritne exposures in its public filings soon after it received our
September 27, 2007 comment letter. In addition, the information that was in Bear
Stearns’ response to our comment letter, which we later posted on our website, was
heavily redacted under the confidentiality provisions of Rule 83. I note that in well over
100 places in the letter, Bear Stearns redacted significant information.’ Ihave difficulty
agreeing with Professor Kyle that this heavily redacted letter, which would not have

1 pedacted information included: various metrics utilized to determine FICO scores and designation of
Joans as subprime; loan to value ratios; subprime production in 2003 and 2006; trend data for loan-to-value
ratios and full-document loans during 2007; percentage of loans with full documentation; size of data
sample upon which risk models are based; table of margin requirements by collateral type; fair value of
subprime loans at various dates; fair value and balance of non-performing subprime loans; fair value of
retained interests in subprime securitizations; reduction of subprime exposure from hedging; fair value of
securitization frusts; amount of subprime loans serviced; amounts securitized through SPEs; amounts
provided to finance subprime collateral to counterparties; fair 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.8. Securities and Exchange Commission
Page 3

become available under our posting policy until at least 45 days after we completed our
review and after Bear Stearns had made additional subprime disclosures (which included
actual numeric data and dollar amounts), would have been “helpful” to investors or
would have provided material information that Bear Stearns had not already provided in
the public reports it filed with us. The redacted letter, however, is publicly available and
I urge 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, particularly in hght of public disclosures in the Forms 8-
K, 10-Q and 10-K I refererice above. 2

The Division of Corpomtian Finance review was timely

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,
through which we review all public companies on a regular and systematic basis, at least
once in a rolling three-year period. Following this statutory direction, we select for
revieéw between 35% and 40% of public companies each year — which results in
approximately 4,000 to 4,500 company reviews. We do not have a requirement to review
each company each year and there are many companies that we 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 guideline is that we should
issue our initial comments to.a company we select for review before the end of the
company’s fiscal year. By following this guideline, we give the companies we select for
review time to reflect our comments, if appropriate, in the disclosure in their next Form
10-K. As you state in your report, we met this internal guideline in our review 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 Steains’ fiscal year on
November 30, 2007. Thus, I cannot agree with your statement that the amount of time
we spent to review Bear Stearns” filing is “simply unacceptable. »3

 nttp://www sec.gov/Archives/edear/data/777001/0000914 12108000089/ filename] ixt

% In fact, in 2006, the Inspector General (Audit 401) recommended that Corporation Finance consider ways
to manage workload peaks resulting from the bunching of Form 10-K filings in February and March. This
recommendation reflected the Inspector General’s acknowledgement of the difficulties we face in meeting
our Sarbanes-Oxley mandated and internal review guidelines. The implication of this Inspector General
recommendation in 2006 was actually that we should consider lengthening the timeframe for our filing
reviews, not condensing it closer to the February and March filing peak.
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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 Companies, Inc. on September 27, 2007.

Current and periodic reports are the appropriate disclosure mechanism

Separate from any discussion of these two conclusions, I thought it would be
useful 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 seeking improvements to a
company’s public disclosures in its periodic and 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 certifications and the
disclosure controls and procedures process.

The public posting of comment letters and responses is only a recent development
in our full disclosure program and is intended to increase the transparency of our review
process and to make this correspondence available to all interested persons at no cost.

" We believe that companies like to look at the comment letters we send to 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 comment response letters, we permit companies to redact
such information pursuant to a Rule 83 confidential treatment request. Companies.
frequently take advantage of this provision, as Bear Stearns 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 review
before we post correspondence. Our separation of the exchange of views reflected in this
correspondence from the disclosure public companies provide in their filings is
intentional — we seek to promote a free give-and-take in the review process and to avoid
having conclusions drawn from our questions before a company has 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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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 Finance seeks timely responses to its comments

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 to issues
we raise in our comment letters and monitor compliance with this policy.

Our disclosure review program is built-on the common goal we share with
companies — to enhance disclosure and improve compliance with the disclosure
requirements of the federal securities laws. Although the limited consequences of not
responding to our comments can be quite significant — for example, a comipany is:
required to disclose material staff comments that have been outstanding for six 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 filing review. While you recommend that we change our
policy in this area, our experience is that most companies do respond to us, in some form,
‘within the ten business daysin 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 to our ongoing
effotts to enhance public disclosure, we will consider your recommendation 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 your report. You explain in the
Executive Summary 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 Division of Corporation Finance is not directly involved with the CSE
program and, as I understand your 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 single review, you have recommended what could be sweeping
changes to Corporation Finance’s full disclosure program. In our full disclosure
program, we review the filings of more than 4,000 companies each year. I believe it is
inappropriate for you to have reached conclusions, and to have made recommendations,
about our program based upon your examination.of our review of just one company’s
filings.

1 believe, based on the scope of your audit work, that yout comments and
recommendations to Corporation Finance would have more appropriately focused on our
full disclosure program as it relates to the CSE program. To the extent your
recommendations do focus on Corporation Finance’s interaction with the CSE program, 1
agree fully that we should examine the interaction between our reviews of the CSE firms
and Trading and Markets® administration of the CSE program. For example, 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 peried. 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 imaprove our collaboration efforts with
Trading and Markets and that we should determine whether the information Trading and
Markets receives from the CSE firms would be helpful in our reviews of the filings these
companies make. 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 to you, we are concerned about basing our
comments to a company, which we will make public, on non-public information that a
company provides to another Division or Office for different purposes. That being said,
we will take steps to work closely with Trading and Markets to pursue this.

L appreciate your giving me the opportunity to present my views on your report
and I very much appreciate your commitment to present this letter as an attachment to it.
Doing so will allow readers to draw their own conclusions, and is consistent with the
transparent full disclosure review process I and the staff of the Division of Corporation
Finance are proud to administer.

Sincerely,
W Whlte
II‘CC'{OI‘
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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 questions posed
and issues raised by the OIG.

It is 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.
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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.

Response 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 simply disagree 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 all in 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 recently stated in 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].
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Gross Leverage Ratios

Figure 1. CSE Firms- Gross Leverage Ratios

Gross Leverage Ratio: August 2006 - February 2008
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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)

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 descrlblng its administration 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). Commlssmn 21 June 2004.
<http://www.sec.gov/rules/final/34-49830.htm>.

202 Source: SEC [Commission] Holding Company Supervision Program Description. Commission. 5 June
2008. <http://www.sec.gov/divisions/marketreg/hcsupervision.htm>.
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Audit Request and Ideas

The Office of Inspector General welcomes your input. If you would like to
request an audit in the future or have an audit idea, please contact us at:

U.S. Securities and Exchange Commission

Office of Inspector General

Attn: Assistant Inspector General, Audits (Audit Request/Idea)
100 F. Street N.E.

Washington D.C. 20549-2736

Tel. #: 202-551-6061
Fax #. 202-772-9265

Email: oig@sec.gov
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