MEMORANDUM
February 1, 2008

TO: Robert L. D. Colby, Acting Director
Herbert F, Brooks, Chief of Operations
Michae! A. Macchiaroli, Assaciate Director
Thomas K. McGowan, Assistant Diractor
Division of Market Reguiation

THROUGH:  Matthew J. Eichner, Assistant Director

sy

FROM: clal Econormist
cial Economist
nt
#l Econormist
ancig! Risk Analyst
nancial Economist
fiancial Economist

wsgcoUntaNE
RE: Risk Management Reviews of Congsolidated Suparvised Entities

Office of Prudential Supervision and Risk Analysis {"OPSRA") staff met over the past five weeks
with senior risk managers at the CBEs and 8t Credit Suisse to review December market and

credit risk packages.
There were several comimon thames in discussions with firms!

* Non-nvestment grade corporate lending commitments ware down across mast CSE
firms. While the pipedine of future deals remains streng, unfunded commitments, typically
provided by banks and securities firms as part of a financing for an acquisition, fell markediy
as fime sucmfully syndica’tm h!ghuyiem lmn mmmitmmts during Owember The

rale pr - R&kmm however, remaln
fowsadonthelwaragedlamarea which hasgrownsharplyandstaaduyowrmepasi
saveral years, and on the possible impact of & decline in Investor demand for these corporate
credit praducts.

o  Now, and in many cases larger, limits are coming. Firms are currently completing thekr
annugl budgeting processes, which include revisiting market risk, credit risk and balance
-sheet usage limifs. Senior management considers risk appetits in the aggregate and
corducts risk/return analyses 1o support the allocation of limits to specific product areas,
Significant growth In the capital base during the past year is expected to lead to an overall
increase in risk appetite, and thus limits, at most firms.

*  Firms reactad swiftly to news that o trader at Deutsche Bank had mismarked
structured credit products, leading to a loss of approximately $53 million. While the
exact nature of the problam at Deutsche Bank remaing unclear, the CSE firms immediately
conducted their own reviews in response o the press reports regarding the loss at Destsche
Bank. While the amount of additional investigative work varied across fims, all firms
undartook an examination of marks in the synthetic collateralized debt obligations ("CDO”)
books, with speckal attention being devoled to trades with Deutsche Bank. In all cases, risk
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.managers and product controllers Telt comfortable with the results. Nonstheless, everyone.
recognizes that price verification in much of this product space, particulany with respect to
bespoke tranches of synthetic CDOs, i challenging given the level of model complaxity and
lack of transparency for certain model inputs such as base comrelations. Like us, risk
managers are extremely interasted in better undarstanding the svents at Deutsche Bank and
the extent to which there are lessons regarding controls in the structured credit area that may
be more broadly applicable across the Industry.

+  Corsistion risk Is not just about corporate cradif anymore. Much of the Innovation in
corporate cradit markels in recent years, which lad to the establishment of active matkets in
corporatedefauitoomalamnpmdmts is now baing replayed in the morigage- and asset-

. Several firms ave bagun to struct I m mmprimd of residential and

. DO structuree through cradit default swaps written on exisﬂng asset-backad sawritias Lika.
with corporate CDOs, credit franching is performed 1o create securities designed to appeal 1o
& variety af'invaistors. Ta the extent that all of these tranches are not immediately distributed,
the firm struchuring the deal is exposad not only to 1osses from widening credit spreads, but to
changes in the correlation of defaults of the underlying coflaterd for the deal. This risk is
difficult to measure and hence fo manage. Yet the development of ABS/MBS derivatives
markets has also provided new opportunities to manage risks from other businesses within
the firm, notably by hedging morigage securitization pipelines. Complicsating matters further,
with 1 recent launch of a synihetic ARS index, the trading of standardized tranches is likely
to develop soen in the MBS/ARS space, prasenting new comelation trading opportunitios
(both in teyms of market making and proprietary trading).

« All ayes ara on the Financial Accounting Standards Board (“FASB"). Linder current
acsounting standards, the CSE fims are all required to defer recognition of some profit and
loas {"P&L) bn certain derivatives trades. Where certain inputs to the models used to price
the contracts are uncbservable, firms may not recognize first days. gaing from those trades
under the post-Enron EITF 02403. Some firms have unrecognized income (or deferrals) in
excess of $1 billion. Following industry compiaints that these deferrals are problematic, and
impose & wadge between PAL. and risk management, FASE I now revisiting EITF 02-03 with
a proposed new standard that would increase the circumstances under which P&L could be
recognized on the basis of a "mark to madal®. While the posaible modification of EITF 02-03
is generally eagerty awaied, risk menagers remained concemed about the transition rnules
that would apply 1o the curment deferrals. Under some stenarios, the firms would never be
able to record this economic profit into net income. Instesd the deferrals woukd be eliminated
through adjustments to the equity accounts on the belance sheet. However, traders are
generally compensated based upon their contribution to net income.  Risk managers have
expressod concarns that this could provide incentives for traders to put on uneconomic
trades for the sole purpose of creating ransparency and releasing the defarals, Such
behavior would raise significant risk governance issues.

e Saptembar 2001 risk factor changes “roll oft” the time series used for VaR
calculations. Many firms that calculate a historical simulation based VaR using four years of
data have noted the rolling off of the highly volatile Saptember 2001 patiod from thelr time
series of risk factor changes. Even holding positions constant, the rolling off of a volatile Erme
period leads 1o less extreme obgervations in the tail of the portolio loss distribution and thus
gonerally results In a lower VaR. This type of change highlights the interpretation lasues
surrounding the use of VaR meltrics.

Contains Confidential Business Information — For SEC Uss Only SEC TM FCIC 1053540
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We algo expect to discuss the following firm-apecific issues during the next round of mestings:

 grew

g 1 part pue of 1 -*!'o-:---::- S POSIHONS grew
1 %bﬂllonmmmrmrmd Addiﬂonelly there was a sharp increase
in aged verddry in the mortgage and assal r:-w area, which grew 3800 million to $3.8

bittion. The risk manager noted that this December was & particutarty slow monih for moving

product, but that reducing the level of aged inventory %s ﬂSK manaaement’s bimest fows

currently. He also explained that the e 7 Hdad o aros achicing

ﬁd inventory by 50% (from December I‘evals) We wfll follow up on the ﬂrm‘s progress in
area at the next monthly meating.

* Limited trading has commoenced in CalBear, Bear Steams’ joint venture with Calping,
Currertly, the activity has been limited to exchange traded contragts in both the natural gas
and power space and the market risk, as measured by VaR, remains below its $1 million
limit, W will contituee 1o morttor the evohdion of trading activity in this business amnd any
developments in benkruptcy court that affect CalBear's contracts with Calpine.

o Menil is discontinuing its non-trading VaR disclosure offective with its 2005 10-K scheduled ,

to be filed in the next several weeks. Risk from commercial loans, notes, and morigages,



MEMORANDUM
April 8, 2006

TO: Rabert L. D. Colby, Acting Director
Merbert F, Brooks, Chief of Operations
Michael A. Macchiaroll, Associate Director
Thomas K. MeGowars, Assistant Dirsclor
Division of Market Regulation

THROUGH:  Matthew J. Eichner, Assistant Director

FROM: hancial Economist
’ ncial Econormist
ntant
Economist
| Risk Analyst
nancial Foonomist
ncial Economist
peountant

RE: Risk Management Reviews of Consolidated Supervised Entities

Office of Prudential Supervision and Risk Analysis ("OPSRA") staff met over the past five weeks
with senior risk managers et the CSEs and at Credit Suisse to review February market and gredit

risk peckages.
There were sevaral common themes in discussions with firms:

» Leveraged lending trends remain a top concam for risk managers. The pipeline for new
deals has slowed down in 2008 a3 the nature of the deals has changed. Risk managers are
sesing mare high profile, chunkier acquisitions ingtead of tive fiow of smaller doals that led o
so much activity in 2005. The implication for risk management is that exposures are more
concentrated. Risk managers also report seeing continued stretching of loverage levels,
leading to riskier deals both for the banks: providing the financing and for the acquisition
targets which witl be left with significardly higher debt service obligations going forward,

» Problems are sufacing at subprime originators. CSE firms purchase whole loans from
third party originetors with the intention of everually secwitizing hem, Purchasers of whole
loanammmmmmwlmnsmmmmmnmm&anmymm
default, 8 premium recapturs, of other foan defect,’ Thbsmnsmmgmedafemmmans

.~ problems with gutbackstosubgﬂmg _o_m;mators *"Both of § '
W‘ undarwriting problems ita the amou tisk in these two partioular Instmcm is re!aﬂvely

small, senior management has been engaged in monitoring the situation. Given the large
volumes of subprime morigages in the securitization pipaline et any given time, a widespread

' An parly payment dafault cocurs when 8 bomower misses the first couple of payments ot @ new mortgage,
A prasvdum recaptire oocurs when 8 morigage Is prapaid by the bomower shorlty after purchase of the loan,

? For detalls, see the firm spacific follow up section belaw,
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problem with originators could have serious ramifications for this rapidly growing segment of
the morigage market,

»  Sometimes the firms are indead in the storage, not the moving, business. Private
equity investmenis have been increasing at investment banks, as has appetite for what has
been a very profitable activity. These investments are infended to be held for an extended
period of ime, in contrast to core trading positions, and the exposure can be north of $9
biltion, Exarmples include Merrill Lynch's ownership interest in Dabenhame, a UK
depariment store,; Lehman Brothers’ partial ownership of the Ospraie and GLG hedge funds,
and Goldiman Sachs' investment in Sanyo Electric. Positions such as these pose risk
management challenges for roker-dealers. Due to their lliquid nature, they are not easlly
risk managed using VaR and other market-risk orlented techniques. Several firms have
moved in recent months to refine their disclosure of less fiquid, longerterm investmaerds,
Further, capital treatment of the positions pose additional challenges.

¢ Structurid transactions are Increasing in the commodities space. Structured -
transactions are thosa that require some sort of repackaging of risks or cashflows before
being brought to market, Thay generally involve large balanoe sheet commitments by CSE
firms, which typically provide financing as pait of the deal, and have a complex risk profile
relative 1o more routine contracts. Many of the transactions expose the floms to the
operational risk of assels such as power plants. These transactions have been very
profitable for firms and thus they are seeking to Increase thelr footprint In this business.

» Firms are bullish on the BRIC3. The acronym "BRIC” refers to Brazll, Russia, India, and
China, and was colned In a 2003 Goldman Sachs report predicting thet these countries would
collectively have the workd's largest economy by 2050. Firms are especially bullish on Braz),
with one firm saying that some consider Brazil g Investment Grade country now.

Proponents of this view argue that there has been a fundementai paradigm shift in emerging
markets, with resulting longer term stability as evidenced by the fact that political crises no
longer lead directly and Ingvitably to sconomic arises, as demonstrated by recent events,
That said, as one rigk manager stated, they believe in the fundamentals but have downside
protection in case they ams wirong, An additional concemn is that a seamingly localized
problem could spill over to other emerging markets (so-called *sympathy widenings”), such as
occirred on a limited basis in Brazil and Turkey when Fltch put Iceland on naegative outiook,
In essence, geographic separation and fack of direct economic relationships may not always
stop the spread of economic crises,

=  Equities risk taking is up scross several firms due to Jong directional trades. Firms
have taken this view with differing amounts of downside protection. Some of the firms also
report incheases in exposure 1o voga (kappa), which measuras sensitivity to-market
expectations concetning volatility in the future, Implied and realized equity volatility continue
o trend downwaerd, with risk rmanegers continuing to.express skeplicism that these low levels
are sustainable. Activity in aquities has also increased due to block trades In Europe and
Asia, There has been an increase in "baby blocks,” that is, block trades valued at less than
$50 miliion that have thus flar been easily sold by firms inte the markel. Activity in larpe
bincks also continues with some deals more successful than others for the firms that have
sucressiully bid for thess transactions.

Woe also expect to discuss the following firm-speciic issues during the next round ‘of meetings:

4 I led prior to our roonthly risk
mesting, We wil dmuss tramsltiurvhmng plans ] sitlon with the Chisf Risk Officer
and how these plans may aiter the independent market risk managernent function st Bear
Stearmns,

Contains Confidential Business Information — For SEC Use Only SEC_TM_FCIC_1053548
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= The Chief Risk Officer nated that the Gradit Department is currently focusing a lot of
attention on the timely request and collection of claims related to *put-back rights” Bear
Stearns has with morigage originators that sall Bear Steamns residentisl morigages.

During the month, mmianMme&mmd@_mw
smﬁcantamomtoﬂoensfnhvan with outstanding cialms with a disproportionate

' " nﬂﬂﬂm 2 he pollﬁes and promdures were
raoommendad following a recent intarnal audit of thls ared, We will follow up on the
cerrective actions taken in this area, and any hurther difficutties,

»  Bears Steams hae rolled out it initial potential exposure (PE”) modal to capture credit
risk exposures related to the Commodities product area. Further enhancements are
expected in the neor future, We will conduct 8 more thorough review of this model and -
plarmed enhancements as part of our ongoing PE validation project.

Contains Confidential Business Information — For SEC Use Only SEC_TM_FCIC_1053549



MEMORANDUM
dune 7, 2006

TO: Rabert L. D, Colby, Acting Director
Herbert F. Brooks, Chief of Operations
Michagl A. Macchiaroli, Associate Director
Thormiag K. McGowan, Assistant Director
Division of Market Reguiation

THROUGH:  Matthaw J. Eichner, Assistant Director

FROM: narcial Economist
Financial Economist
rdant
cial Economist
nedal Risk Anslyst
inafcial Economist
relial Euonomist
countant

RE: Risk Management Reviews of Consolidated Supervised Entities

Office of Prudential Supervision and Rigk Analysis ("OPSRA”) staff met over the past five weeks
with senior risk managers at the CSEs 10 review April markatmdoreditﬁskpackages‘.

There ware severdl commaon thesnes in discussions with firms:

v Risk managers remaln focumsed on non-investment grade corporaty lending activities,
and provided varying accounts of commitment pipeline events. [n terms of both
commitment requasts and investor demand for bank debt, reports varied from obsetving
things cooling off somewhat to activity being extremely hot during the month. Along the fines

of the latter, one firm noted great success recently in syndimﬂngwmeaqukﬁtlyand

mtmithai. duaiumminwmdemand. newloam wele closiog.at jevels the
P ' Aan stated 1 |"‘)lﬂﬂ“[ﬂ'1 ermS (1O - B )

whia 9 managamam e pWysarhaveomﬁnuallyohsawad onrpu-atsbuwuts

oceurring at increasingly aggressive leverage levels, one firm noted sorne recent sticcass on

the hanks’ part in pushing back against financial sponsors on daal terms,

» As of April hadge funds are performing well and counterparty cradit risk managers
describe a fairly benign environment. In additon, prime brokerage business unit
personnel, who extend leverage to hedge funds in the form of margin and securities iending,
appear to he spanding relatively litle time fieiding requests for additional teverage. Al the
same time, however, there is Increasing dient demand for prime tvokers to priovide dlesring
and financing services on a8 broader range of financial products, In other words, hedge funds
appesr relatively less concerned with negotiating lower margin requirements on securities
traditionally financed by their prime brokers, but are determined to consolidate more types of
instruments into fewer clearance accounts. In addition to realizing aperational efficiencles,
this pravides funds relieflofiset from a margining perspuctive, especially beiwsen cash
securities and OTC derivatives. Clearly ag funis ask prime brokess 1o intermediate and
provide leverage through more compiex and less standardized instruments, credit,
operational, and legal challenges arise,

Contains Gonficdantial Business Information — For SEC Use Only SEC_TM_FCIC_1053555
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« Several firms active in the Residertial Martgnge Backed Securities (RMBS) space
axperiencad a siowdown In new deal Issuance in certain sectors, One firm describad
adjustable rate mortgage collateral tumover in April as being down considerably from the
previous month. Another firm depicted a more broad and gradual trend downwards in RMES
activity. Meanwhile, reports indicate thet pipelines remain strong in the Commercial morigage

m terms of naw loan origination as well as the pace of oollatera
set:uriﬁzaﬂon!dlstributhn

¢ Large movements in the dollar and commadities prices led to Increases in unsecured
exposures o soms counterpartios, although no immediate credit concams resufted,
With the doliar depreciating over 5% and crude oil and metals (especially copper) prices
riging significently, some derivatives contracts inevitably moved further into the CSE firms'
favor. On the commiodities side, one woutld expect dealers' cotntarparty exposure to
increase as pricas rise, as the producers and refiners often seek to forward sell their
production. Futther, it s common fur deelers to trade without variation margining in place in
this space {i.e., without the right to call for atiditional collateral following market moves), given
the Tiquldity constralnts of rmany commodities counterparties and historical market convention,
However, the lack of such collateral agresments is often mitigated by the "right way® nature of
the cradit exposures generated - e.¢., an oll exploration company owes the dealer money as
e price of oif is rising.

Wa also expect to discuss the following firm-specific issues during the next round of meetings:

»  During the prior month, OPSRA heard of difficulties that some subptime martgage originators
were having in the U.B. This month, the risk manager stated that Bear Steams' UK subprime
mortgage originator subsidiary, Roofiop Mortgages Limited, had suffered losses on resmaining
BB notes and residudl tranches from fwo securitizations of Rooftop colisteral orginated in
April 2005, The merk-to-market losges resulted from tha trust having a shorifall in cash due
fo exwemely poor petformance, Bear Steamns hes moved to repiace the cument UK servicer
of theze loans. Ruoftop currently has colfaterat ascumulated (and growing) for the next dewl,
Given the perfarmance of the earlier securiitzations, the ability to bring the next daeal to
market will be severely challenged. We will follow up on any additional plans regarding
ghanges to the underwriting standards at Rooftop as well as any further P&L resulting from
rermaining securities and accurmilated loans,

o During the May risk meeting, the risk maneger discussed the risk profila and the ysar-to-date .
performance of the risk arbitrage desk. He discussed the fact that the mailn trader hed
almdymwmmmrspmmmusmmmmgmhlsmsm As%theend
ﬁakmanagwnotadthaimedeskmwnadsomematerhlbssasduﬁnqﬁm - p
May. We will follow up on the performance and risk management of this desk at the
upcoming mesting,

Contains Gonfidentisl Business Information — For SEC Use Only SEC_TM_FCIC_1053556
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MEMORANDUM
August 2, 2006

TO: Robert L, D. Colby, Acting Director
Herbert F. Brooks, Chief of Operations
Michael A, Macehdaroli, Associats Director
Thomas K. Metiowan, Assistant Divector
Division of Market Regulation

THROUGH:  Matthaw J. Eichner, Asaistant Director

FROM: ) | noial Economist
ial Economist
ntznt

ancial Economist
ia} Risk Analyst
1l Eonromist
ncial Economist
ntant

RE: Risk Management Reviews of Consolidated Supervised Entlifles

Office of Prudential Supervision and Risk Analysis ("OPSRA") staff met over the past four wesks
with senior risk managers at the CBEs to review June market and credit risk packages,

There were several common themes in discussiong with firms;

« Gorporate credit investors push back against “covenant-lite” agresments. Last month,
risk managers had highlighted the growth of "cavenani-lite” deals In the leveraged Jending
space. In such deals, the lenders agree 10 a reduced set of covenants that provide less
protection than has in the past been assodiatad with bank loans and similar credit extensions,
Mure recently, investor appetite for loans with these aggressive terms has dimivished -
meaning the banks that arranged the financing packages had difficulty in distributing certain
cavenant-lite loans & their institutionsl customers. In these cagses, the baoks either walked
away from the deals or used thelr pricing flax to re-negotiate covenants, incorporating more
'hadiﬁonalpmm As a result, as one chief risk officer stated, "covenantdie deals are no
longer getting dons.”
'.-"-__-_M

»  Crodit risk management and loan portfolio managers remain focused on the risk of
credit sproads widening in the bank loan aren. Credit spreads on bank loans, including
levaraged lending fachities, remain at historically ight levels, Given the continued high leved
of exposures from the corporate landing pipelines at many of the CSE firms, sorms crodit risk
and loan portfolio managers have taken additions) steps In risk managing these portfolios,
Over the past couple of months same of the biggest players in this market have bagun 1o
more actively hedge commitments with index products, seeking protection from a genaral
widening in credit spreads. In addition, ot least one firm has recendly implesnentad an
additional scenario-based risk metric for determining the potential logs given a credit spread
widening event. While CSE firms generally have scenarios that measure the impact of a Fall
1948 seres of events on the lehding portfidios, this firm has supplemented e standard
analysis 1o consider a wider range of potential market events.

SEC_TM_FCIC_1053563



-Auagust 2, 2006
Page 2

» After a rocky atart, hetdge fund performance in June appears (o have siabliized from
the loases axpedenced In May, Preliminary resulis show that performance in June was
generally much better than during the previous month. The risk managers noted no
significant issues related to outsized margin calls, missed mangin calls, redemptions or rapid
Heeveraging by their hedge fund cilents, in fact, several risk managers notid that many
hedge fund clisnts {from both the OTC derivative business as weil as prime brokerage
patform) are exhlbiting considerable caution, and in somea cages appear willing 1o 3it on the
sidelines for the time beiny daspite in many casas being only fiat for the year to date.

»  Market risk as moasured by VaR has decreased across the CSE fiems.  Moat firms have
shown maderate to significant drops in their Firmwide VaR numbers from the prior month.
Risk managers have noted thet many businesses have reduced positions as customer
activity has shown signs of weakening. One risk manager notad that customer activity is
dropping further in July, which may forashadow futther reductions & the risk profile of the
CSE firms. The universal axception 10 this decrease in exposure has been the core mortgage
securitization and leveraget lending businesses whare exposures remain high,

s Increased correlations and volatilities in equitiss markets. impact VaR measurement.
While the absolute VaR for equities at many firms $tands balow levals during the late spring
period whan position taking was significartly higher, VaR measures have increased recently
as firms have rolled forward the tirns serles of market moves used in the modefing. The two
higpest raasons for the intrease relate o (1) the increase in volgility in the aquity markets
and (2) recent increases in comelations in equity markets, which result in the reduction of the
diversification benefit inhgrent in a portfolio based rigk measure,

We also expect to discuss the foliowing firm.-specific issues during the next raund of meetings:

" mamnmmmcwmbyhighwuﬁmblmymmwmwmm

vaiue of tions in Boar Steam’s roside SecUrttation Sholras INcraasec Sirpoet g
Wﬂmwm@lwmmmwmmmtthIaa
t increase in aged inventory, 8 key matc in managing a securitization business that
serves as a waming that production may be outstripping distribution. We will follow up with
rigk management on both the levels and aging of inventory in the securitization pipeline at the

next monthly meeting.

perfonmance WO A Stewmhasdwidadnmwbrm
mmnmpdwmmmmmmmmmmmmnmemmmmd
ariginated loans through bulk whole loan sales. We will confinue to monitor this situation as
the amount of Joan inveritory, including commitrments, is approximately $1.5 billion,

« During the July mesting, the risk manager discussed plans to switeh the firm's approach to
marking bespoke Collateralized Debt Obligation ("CDO") tranches. The firm historically
would mark bespoks tranches using index implied spreads, The decision had been made
when many of the single name CDS were not as guid as the indices. WIthmelnm‘emin

_u iclity and iransnarencs 1 I 5__,_,3' 5 namecnsmﬂ pt, they hayg "mlh |" IDProac
and will now mark the bespoke CDO franches VaINg. single name sureads from 5
- ﬂmm ” wwmthe FETIEBNIATIO ufthis SNOCK) ..

Containa Conficential Business imformation - For SEC Use Only
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MEMORANDUM
Qctober 6, 2006

TO: Erik R. Sirti, Diractor
Robart L. D. Colby, Deputy Dinector
Herbert F. Brooks, Chief of Operatioris
Michael A, Macchiaroli, Associate Director
Themas K. MeGowan, Assistant Director
Division of Market Regulation

THROUGH:  Matthew J. Eichner, Assistant Director

FROM: ancial Economist
ingncial Economist
tant
cial Economist
ancial Risk Analyst
t, Financial Economisi
Financial Economist
weowitant

RE: Risk Management Reviews of Consolidated Supervised Entities

Office of Prudential Supervision and Risk Analysis ("OPSRA”) staff met over the past four weeks
with senior risk managers ot the CSEs to review August market and credit risk packages.

There were seversl comman themes in discussions with firms;

» The lessons of Amaranth for risk management remain uncleas, On September 18%,
Amaranﬂt ahedgaﬂmdwith apmxhnahdywbmlminmmgtfﬁw

_ B0 Signticant Josses (I excess of 35 billlon) on natural ges
ot the Goks had multi-faceled trading relationships with Amearanth -
including savsral vmich served as prime brokers for the fund — none have experiencad any
credit-related losses to date, In fact, the orderiness of the medtdown causest risk menagers
at all of the fimis to query whether the everds at Amaranth wifl be good or bad for risk
management. On the one hand, credit risk managers recognize that they now have a necent
event to reference when negotiating margin terms, On the other hand, some furds may cite
the orderly unwinding of Amaranth’s positions as an indication that the risks of concentrated
pasitions are easily dealt with by the financizl system, ard no changes jn practices are-
necessary. In short, the lessons of Amaranth are not obvious and are open to muitiple:
interpretations,

+ Hedge fund exposures and crowded trades are a continued focus. Distinet from
Amaranth, cradit risk managers at several firms described renewed senior management
attention ont the riéks posed by hedge funds. Spacifically, they cited concemns about
"erowded trades”, strafSGes purs g fansously by multiple market participants, as well
o Iargecradﬁmcposum tmtmlghtresultfrom macro-ecoriomic shocks. in this vein, firms
have begn developing their siress lesis of hedge funds' positions to ascertain worst-case
credit exposures under various scenarios. Changes include increased granutarity of
stresses, for axarmple considering steapening and flattening of yield curves in addition to
sirple parallel shifts, and more sophisticated cross-asset ond cross-risk fackr exposure
aggregation.

$EC_TM_FCIC_1053572
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s Markets are vary benign — almost uncomfortably s0. Equity markets are up. Credit
spreads are tight. Realized and implied volalilities are low scross nearly all asset classes,
from rates to foreign exchiange to equities. lnvestordamand for leyeraged m,
m‘lal ‘_:__-l LISY L RILI LA L AT Y .-"'._ 'i l 1 ’ud.‘ ll. i I I S AT : A’ v _‘-_ !‘» ' -‘ b..l l‘»'l 3% ek "‘ v

nvastors have ilso returned to emerging markats afte lnkinglomin MayandJune

Some risk managers commaented that thasa very benign market conditions “feel a litie like

the Fall of 1998 prior to the implosion of Long Term Capital Management (LTCM). Market

risk managars’ focus on stress and scenario testing has increased, especially in the traded
credit space where certain markets are less mature and/or less doep (e.g., distressed debt,
leveraged and whole loans, structured credit, etc.}, and emerging markeis, especially focal
currency assets. In these markets, value-abrisk (VaR) measures by themselves may not
adequately convey the risk, particularly if certain liquidity providers were to withdraw from the
market, Notably, some risk managers have adjusted the credit risk shocks they use in stress
and scenario testing from percentage terms to absolute level shocks, resulting in more
savere predicted losses. They noted that in today's very tight credit spread environment,
parcentage shocks, even those based on 1998 LTGM, likely underestimate the potential
saverity of losses.

» Commercial Mortgage Backed Securities (CMBS)-related activities are expanding.
Traditionally, the CSEs active in the commercial real estate loan space focused
overwhelmingly on securitization — that is, adginating and/or acquiring commercial loans,
accumulating them into pools, structuring securities from those pools, and distributing those
securflies to investors. More recently, however, firms have begun to expand the scope of
activities to include proprietary trading in CMBS derivatives and mezzanine debt, or even
providing “bridge equity” for krge commerncial property deals. Bridge equity invalves co-
invasting equity capital with a deal sponsor under the expectation that a potential co-investor,
such as a pension fund or insurance company, will everitually eliminate the CSE firm's
axposure by buying its aquity stoke.

o In equitios, many of the CSEs reduced their downside gamma protection. Generally,
the CSEs are long directional exposure 10 eguities or “delta”, which expuses them to
declining. equity prices. Traditionally, this bas been miligated by positive gamma provided by
Jang options pesitions. Recently, many of the CSEs have baen willing to run fistter gamma
profiies, in part to lessen the time decay cost of holding options, known as theta bieed.
Typically, this reduction in downside protection leads to frigher measured rigk. MHowever,
firms have simultaneocusly increased their long exposure o volatility, as measured by vega
sensitivily, offen through positions in variancs swaps, which tiss mitigated increases in
maasured risk. Some risk inanagers have boen careful to point out the differences between
garnma protection and vega protection, noting that for ceriain market moves vega protection
may be less effective as o hedge to directional risk.

Containg Confidential Business Information — For SEC Lise Only SEC_TM_FCIC_1053573



Qclober B, 2006
Page 3

Wa also expect to discuss the following firm-spacific lssues during the next round of mestings:

» During our digscussion of countorparty credit risk 1o hedge funds, the Chief Risk Qfficar
auplalned that his gruup w&s cun'enﬂy working on a strasa margin call* analysis, whersby all
ge fund | % are o a ael the of

ally aging 1 mrtskaofllslnvenmrypositbns legoajofmisnew
anafysis in to pmvidemiormanagementwim a more robust view of concentraled or
correlated credit risk to hadge fund counterparties by addressing some of the shortcomings of
the potential credii exposure (PE) matrics Gurrently used as the primary risk measuremant
tool. Namely, the PE tachniques measure risk by cotnterparty and product sils, and often
capture only “first order” risks {e.g., broad increases or decreases in interest rates, 48 '
opposad to chengas in the shapes of yield curves). We will discuss these analyses in inore
detail as thay are implemented.

« The Head of Market and Cretit Risk for Europe and Asta discussed his recent experiment in
London of migrating some of the risk management dutlas typically performed by market risk
personnel to credit officers who ave significant fundamental credit experience. Mis focus is
on certain desks thet arguably require both skil sets, such as the distressed dabt business.
Coriversely, he also discussed the use of markat risk personne! in the credit quantitative
group. We will continus to follow this integration initiative,

: quils activities in several ways. Theﬂnnsmnabmkeragebushmis
being rolie eEquitiesDMsion which will be co-headed by the previous heads of cash
and su'ucmrod equities trading. Also, the firm has consolidated proprietary trading, or
principal investing, into & separate business unit within the trading division (1.6, there will be
one proprietary trading fesd who reports direcily to the fim's senior management), Finally,
tha firm's Operations and Technology divisions. have boen formally merged under the
managemert of one individual (who ks also reaponsible for front offics Equity Analytics). We
will folow up regarding the implications of this reorganization, such as how the prime
brokevage and Independent credit sk management functiing will (or will not) be integrated,

- C_TM_FGIC_1053574
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MEMORANDUM
November 7, 2006

TO: Erik R. Sirri, Director
Robert L. D. Colby, Deputy Diractor
Herbert F. Brooks, Chief of Operations
Michasl A, Macchiaroli, Associate Director
Thisnas K. McGowan, Assistant Director
Divigion of Market Regulation

THROLGH:  Matthew J. Eichner, Assistant Director

FROM: ancial Economist
ancial Economist
tant
nancial Economist
nciat Risk Analyst
nancial Bcononmist
Nancial Economist
Pountant

RE; Risk Management Reviews of Consolidated Supervised Entities

Office of Prudential Supervision and Risk Analysis ("OPSRA”) staff met over the past four weeks
with semior risk managers at the CBEs to review September market and credit risk pockages,

There were severs! cornmoen Shemes in discussions with firms:

s Retalned residual pieces of residential mortgage securitizations are growing. '
Reskiuals consist of claims on excess cash flows from collateral relative to the payouts owed
to différant holders of the securitized products. They are the most volatile and risky portions
of the securitization walerfall since their cash flows are subordinete to other tanchies in the.
deal. Residuals are very sensitive to prepayments and credit losses. |f the coliateral
performs differertly than expected the vetue of the msiduals is affected as cash flows are
rediced or disappear entirely. Residuals can be classified into two types, each of which has
elaments of interest rate risk and credit risk. Net Intevest Margin Seciuity ("NIMS") are
generally rated and concenitrate the risk of prepayments and thus interest cate chanpes, while
back-sad residuals are unrated and represent concentrated exposure to the default risk in the

peel of mortgages.

Ragidual interests are generally the most difficutt pleces of the caplial structure for investment
banks to sedl, for instance because purchasers of other secutitized product look for the
organizing banks to Fold these piecas of the Gapital structure as a profession of confidence in
the deaf, and bacauaa regulated antities are dstermd by oapital and other requirements from
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monitoring the risk from retained residuals, and in one case are considering limiting growth of
the securitization business until pragress Is made in reducing these positions.

s GSE firms recognize the value of siress testing for internal risk management and are
considering utilizing thent to facilitate credit decislons for hetge funds. Stress testing,
or scenario analysis, entalls revaluing a firm's cument porifolio based on stressed market
conditions. The market conditions can be based on either historical events, such as the 1987
Equity Market Crash, or hypothetical events, sush as the possible impact from an Avian Fiu
outbreak, Stress tests increase the transparency of risks to senkr management by
gnswering the question “How much money coutd the firm really lose?” in very low probability
evenis. Stress tests have jong been an important complement to Value-at-Risk ("VaR")
maetrics for less liquid pmducts where price movements under @ stress event might look very
dwfemnt than those under the normal market conditions to which VaR is calibrated. CSE

_ reagingly interestad in stress testing as = way to understand the counterparty
s related to individual hedge Tunds; Typically by Assessing the adequacy of collateral

ralatwe to risk through ihe apphcaﬂon of strategy specific scenarios. Cradit risk managers

diffar across firms on the dme to which they would wuifimstely meke margin decisions based
on these analyses.

« Insurance-inked products sre a strong area of growth. CSE firms are increasing
aexposure to insurance products in a number of differént ways, including life setierments,
vatiable annuities with life Insurance companents, and equity invesiments in reinsurers. Life
settiements, In particular, pose unique risks. In a life sattiement transaction, & firm purchases
a life insurance policy that is no longer desired by the policyboider. The firm pays the
policyholder somaething greater than the-cash surrender value of the policy, and the policy is
transferred to the firm who collects Upon the death of the policyholder. A diversified pool of
policies is created for ultimate securitization. Firms seek to get more medical Iformation
about the policyholders either through 2 review of medical records or medical axams, and
thus make a more refined actuarial estimata of the remaining tetm of the policy. There are
several new risk factors in this type of product, Including reputation risk, insurence carrier
risk, and achuarial risk, that need to be monitored by risk managers.

Wa also expect Yo discuss the following flem-specific issues during the next round of meetings:

» Bear Steamns’ corporate lending business has historically been the smallest and lesst
concentrated of the fivé CSE firms. The firm has traditionally focused on smaller to mikl-gized
deﬂsmostlyhtheUnltadSlaﬁes However, during September, the firm was a lead amanger

O mmﬂmenttodate whidzwastom investment grade
iher pharmaceutical company. In addition,

i pany :
tha ﬁrra dlacusaed anuther. miblu mnmitmmtfor a mulb'nhlillon doller leveraged buyout.
We will continue to monitor these outsized commitments as they work through the
syndication process and will discuss with the Chief Risk Officer the dialogue with senior
management reganding the approval of these outstaed facilities and whether the recent deals
represent a shift in the risk profile and risk appetite at Bear Steams.

stidanﬁal Me Gorp This acquisiten Wil substartill increas Bear's oh
i rime 1 . ertical Intgdination. of the

e, " oot 3 St rereass i headoomt for the firm on the order of 4 - 5%.
Wa will oontinue fo discuss with risk management the on-going integration of this business.
into the broader Bear Stearns Residential Morigage Corporation.
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MEMORANDUM
January 4, 2007

TO: Erk R. 8iri, Direstor
Robert L. B, Colby, Deputy Director
Herbert F. Brooks, Chief of Operations
Michael A. Macchiarofi, Associate Divector
Thomas K. McGowan, Assistant Director
Division of Market Regulation

THROUGH:  Matthew J. Eichner, Assistant Director

FROM: inancial Economist
nancial Economist
untant
ncial Economist

ancial Risk Analyst
Financial Economist
inancial Esonomist
Pountant

RE: Risk Management Reviews of Consolidated Supervised Entities

Office of Prudential Supervision and Risk Analysis (‘"OPSRA") staff met over the past four weeks
with genior risk managers at the CSES to review November market and credit risk packages.

There were saveral common themes i discussions with firns:

« Some subprime mortgage originators are struggling. Third party originators sell Joans to
the CSEs for eventual seciritization. CSE firms also provide finsncing to these originators
vig “warehouse lending’, facilities secured by the mortgage loahs being amassed for
securitization. In early December two subprime originators, Ownit Morigage Solutions and
Sebring Capital, ceased operations. Following these fallures rumors surfaced that another
originator, Movigage Lenders Network, was facing a liquidity crisis and would likely shut down
as woll. More generally, there is a broad recognition that, with the refinancing and real estata
booms over, the business mode! of many of the smaller subptime originators is no knger
viabla, Whereas the prime mortgage market is dominated by relatively fow, large onlginators,
the subprime market is comprised of hundreds of thinly capitalized firms, many of which are
relatively new antranis. Many of these players are now being squeezed in ferms of their
profit marging as loan Investors are requiring higher rigk premia, reaning that market prices
for loans aia'?)luwew Rlsk managers expect to see further failures and consolidation of the
sector in 2007

Several CSE firms have potential cradit ex ' ' or :

are in distrass through warehovse lending faclllﬁes None of these axposures are matorial af
the group level; and while none have produced material credit losses 1o date, the firms could
find themselves in the position of having to sell significant emounts of seized collateral under
adverse markel conditions, or Ivaving to work out of such & position gradually over time. CSE
firms also bear oradit risk to the morgage originators sternming from lean “put back” rights,
These provisions allow a purchaser 1o retum defacted loans within a set period after
origination, for instance due to eardy payment default or prepayment. To the extent that
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are unabie to repurchase the defective loans or substitute other codlaters, there Is
potential for a credit loss,

»  In addition, many pools of subprime loans are performing poorly. Risk managers note
that a broader detarioration in underwriting standards may have occurred across tha industry,
clting increased early ps entdafaultmd alinguancy rates for aubprime los
Simiarly, Fid j atsly 100 subprime deals, & record number, during the
fourth quarter of 2006 citlng large increases in delinguency rates year-over-year. While
performance can vary widely by deal and originator, indications are that performance has
been the waorst for the more recant (2006) deals. Furthemore, concerns have not been
limited to produict purchaged from third parties. Several of the CSEs have pursued models of
vertical integration and thus also originate loans through wholly-owned subsidiaries. One fim
has reported high early payment defaull rates ot its subprime subsidiary, feading to losses on
product subsequently put back to the CSE.

+ November events highlight the importance of effectively managing basis risks in the
mortgage seauritization businesses. Following the failures of Ownit and Sebring, spreads
referencing the BBEB ABX, a derivative index linked to the performance of generi: subprime
mortgage collateral, widenad rapidly. This was after a gradual spread widaning that had
already occured throughout Novembear. ABX spreads increased from around 250 basia
points in the begirining of November to the 350 to 380 basis point range in eary December.,
Interestingly, spreads on cash securities did not move nearly as much as the derivative
indices over this period. Furthermore, there was reportedly much variation in how spreads
behaved for different cash deals, suggesting investors were differantiating betwoen loans
from different ariginators.  Given that the CSE mortgage businesses now sctively hedge their
securitization pipelines using mortgage derivatives, understanding these basis risks is very
important for risk management. For instance, it has become cammon for mavigage desks to
hedge residual {or equity) tranches from previous securitizations by buying protection on the
BEB ABX index. Following the November-December market events, this appeared to be a
“brifliant® strategy. However, some risk managers are unsure of bow thiz cash-CDS basis
may behave in the future, and whether traders are sufficlently skeptical,

* Firms increased their equitias risk, driven largely by block deals and less gammalvags.
hedging. Virtually all of the CSE firms noted there was strong block activity in November,
and directional (deita) equities exposurs as well as equities value-at-risk (VaR) increased
significantly at most. In two casas this equities risk was a main driver of intra-month lirnit
axcessions at the firm-wide level. Several fioms also had difficulty distributing one particularty
large hlock transaction and wers ioft holding & concentrated exposure that must now ba
winked out of over a longer than enticipated horizon, Separately, #s aquily realized and
implied volatilites have remalned low for some time, it has been increasingly expensive for
traders to maintain thel long germmae and vega risk profiles, which serve as hedges against
large equity market declines. Consequently, decroases in positive vega and gamma
positions contrituted to the increase in eguitios sk at several firms, as the businesses
appear less willing to pay the “theta bleed” associated with such protection.

s Investars’ demand for commercial and leveraged loan products remained strong.
November was anothar active month in terms of leveraged {corporate) and commerclal rea
astate landing, as deals continue to be successiully completed in the LS, end abroad. Also,
commitments In excess of $30 billion were made to finance a noteworthy deal in Novemnber.
Thes financing package & for @ private squity firm's acquisition of Equity Office Propeities
(EOP), the U.S.'s largest public REIT. Two of the three lead arangers of the deal are CSE
firms. The debt is secured by a large, geographicaily diversified number of commercial
properties. Nonetheless, the lenders ave faced with distributing a lacger amount of real
astate-backed debt than has ever been created from a single deal. Whila the firms feel
conficdent that thera is ample investor demand to absorb the risk, there remains some
concern that the transaction cauld contribute to a supply glut in the market.
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o Emerging markots risk was up. Emerging markets have performed well in recent months
arvl market rigk was up significantly at numaenous firrns due to proprietary positioning as well
as the faclitation of cusiomer transactions. In addition, risk managers at several firms have
identified emerging market activities 88 a likely growth area. Along these lines, firms have
begun hiring more staff fo focus on these markets and have been establishing local offices to
ehgage in onshore trading in countries such as Korea, Brazil, and Russia.

» CSE flrms continued to invest in hadge funds. One firm took a large minority stake in two
third party funds in November, Another provided a Jarge amount of seed capital and trading
infrastructure to a sizeable trading team from a recently closed fund, in order to establish a
“umbkey” fund within its asset management business. Beparately, a senior manager within a
CSE trading division recently began making proprietary Investments in third party funds. Risk
managers suggest that simitar activities could patentially grow in the future.

We also expect to discuss the following fitr-specific issues during the next rounid of meetings:
Bear Steams

o Bear ig in the process of ingtituting a hig el (aggregats) marks _
based on VaR as well as Sce managmhaveusedagwte
market risk analytics for same time, hiskmcally limm: have only been set at lower business
unit levels. While the Inftial linit levels are suffisiently high that they will not constrain the
businesses, this change places more focus on understanding risks that span across desks.
Wae will follow up regarding implementation progress and intend fo place more emphasis on
aggrepate risk measures during our discussions with market risk managers.
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Robert L. D. Colby, Daeputy Director
Herbert F. Brooks, Chief of Operations
Michse! A. Macchiaroli, Asscciate Direcior
Thomas K. MoGowan, Assistant Director
Divigion of Market Regulation

THROUGH:  Matthew J. Eichner, Assistant Director

FROM: ancial Economist

inancial Economist
ntant

neial Economist

nclal Risk Analyst

hancial Economist
cial Economist
ritaint

RE: Risk Managenent Reviews of Consolidated Supervised Entities

Office of Prudential Suparvision and Risk Analysis (“OPSRA") staff met over the pest four weeks
with senior risk managers at the CSEs 1o review January market and credit risk packages.

There were gseveral commaon thames in discussions with firms;

« Subprime mortgage market turmoll: the mairket rigk story. Rising delinguency ond default
rates for subprime mortgages and widening credit spreads in synthetic and cash securities
markets have made headlines recently. The ABX BBB- ndex, which tracks the cost of buying
protection on the lowest-rated tranche of a reference pool of subprime mortgagas, began the
month 81400 bps over LIBOR and ended January at aimost 700 bps. | has since widened
out to over 1000 bps. This widening has occurred primarily in the more recent vintages, which
reflect morigages originated in the last year amidst a declining housing market. Some risk
mmmnmmmammmmmmmwmmmmmam(m
hadge funds) through derivatives referencing the index. This dynamie can make R difficult for
dealers to hedge thelr positions without incurring significant basis risk, dnd some CSEs
%@m as a result of the widening. However, spread widening has been
mostly limited to the lower parts of the capital structure, with spreads in the AAA and AA
tranches remaining tight (ending the month at 8 and 14 bps, respectively). Tha cash markel
has slso been much less volstia, with BBB- subprime MBS trading in the upper 200s at the
end of the month. One rigk manager noted thet CDO managers stiit have to buy product for
their Issuances, keeping demand high, and that the inability to short cash bonds keaps selling
prassure io & minfmum,

»  Subprime mortgage market turmoil: the credit risk stary. Many CSEs incur credit risk to
subprime muortgage lenders through pre- and post-setiement expesuras resulting from whole
loan purchases and through warehouse lines. Much of the focus lately has been on pogl:
sotflement expueures, for axample those gencrated when a CSE exerclsas is right to ‘put
back' 8 loan to the seller, oftsn due to an sarly payment default or a breach of
representations and wamanties. The seller is required to buy this ioan baok at cost.
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Howaver, in the case of several recent defaults (¢.g. Morigage Lenders Network) the
subprime lenders have been unable to fulfill their repurchase obligation, and the CSEs will
soll the loans into the: market as “scratch-and-dent,’ resulting In & loss. There has slso been a
good deal of focus on warehousa lines, where CSESs furkl @ morigage originator’s loan
production on a secured bagis In order to allow them to accumulate encugh leans for & whole
loan sale. While the mortgage collateral being financed is subject to a haieut, many of the
CSEs have been taking & close look at their warghouse lines to subprimé lenders, and in
some cases have ralsed the halrcuts or lowered the committed portion of those iines. In
other cases, CBE firms have foreclused on warehouse lines due ta covenant breaches and
have soized the underiying collateral,

»  Acquisition activity moves Into regutated Industries, Typically, the strategy of the CSEs
engaging in event-driven lending is to quickly sell down financing commitments, for example
through loan syndication or debt offerings. Recant headiine acquisitions suggest thet .
financial sponsors may be pushing into more regulated industries such as gaming and
energy. Deals involving companies in these industries often take longer to close because
they must go through lengthy regulatary roviews, oftén af both the state and faderal levels.
The risk can therefore remain on firms' books for much longer than with the standard
acquisition financing. One rsk manager noted that with these large commitments, fima s not
your friiend,’ and it is unitkely that firms will be paid for this additional risk.

¢ Covenant-iite deals continue to gain popularity. While each risk manager might have a
slightly different definition of covenant-iite, ali agrée that these deals continue to be pushed
by ﬁnancial sponsors aand aaoepted by deal Investom n essenca, o mvmant—lita doal is one

_ 0 fancis pVel . togts, This

One possible rsason for the accepﬁance of these Inans is that many of the hewer bank loan
investors (8.9, hedge funds) are accustomed to holding bonds, and do net demand the
greater protections historically required by banks holding term loans and revolvers.

* Emwerging markets risk goes beyond the BRICs. White firms have been active in the so-
called BRICs (Brazil, Russia, India, and China) for some time, risk managers noted that
axposure is growing in other emerging markets, From loans extended to Mongolian banks to
Jarge FX positions in the Egyptian pound and Hungarian forint, the CSEs have expended
broadly across the globe. Some risk maragers speak of the new paradigm in emenging
markets where the potential for market contagion is greatly reduced due to mone
sophisticated differentiation of countries by market participants, anmd cite the recent avents in
Eouador, Venezuela, and Thailand, where eounty—speoiﬁn avants remained local phenomena,
as svidence. Others are less optimistic; noting that they heard the saime “paradigm shift*
comments in 1997 and 1068, prior ko the emerging markeds disruption.

» CSEs continue to grow thelr International operations, Many of the CSEs are opening new
branches in countries such as Brazil and South Kored. One CSE noted that half of its trading
andsawnmsmvenuanowmmasfmm Europe and Asia, and that it believes the

pities are outside the US. In many cases, the firms have been actively rading these

niries’ bmds and FX for some time, but throtigh off-shore, hard currency markets. As

they apen branches in the counties themselves, they plan on applying for (or have already
received) licanses which will aflow them to engage in on-shore, local cumency and securifies
trading. While some CSEs already have: raglonal irading limits In place, others are

- discussing how to formalize the allocation of risk limits not just by product but by region as

well,
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We also axpect to discuss the following firm-epecific issues during the next round of maestings:

W In January the fir marked down appmxhwtuiy saoo mrﬂion of
vantory by $58 miltion, following $25 million in mark-downs the previous month, The mark-
downs are the result of detertorating petformance in the underiying loans (i.e., increased
delinquency rates), as well as residual sales. While theae losses ane not material at the
group level, of aven at the level of the overall mortgage business, risk managers note that
these events rafiect a more rapid ahd severe dahrluraﬂon in colleteral performance than,
‘fw':i".""?‘*. in ex ants models: shfm ewn dtaly, Bag's n-l nproduct js M /{-
Tprge Alf-A cre while other CSE fims have Eported
rnaz‘ﬂyln 1 esubpﬂmespma Wep tn fiscuss tha fim’s positions and perfo ance
oy e residual products agdn next month.

»  We requested an update on Besr's Sfructured Funds Business (see OPSRA report dated
June 26, 2006 for detalled business overviaw). The business, which primarlly generates gep
risk to baskets of hedgs fund shares, has continued to grow steadily. The loan equivalent
amount of the desk's position has reached $5.8 billlon, and thus is approaching the current
ifmit of $6.5 billion. Canseguantly, it has requested a limit increase to $10 billion. In addition,
while the vast majority of transactions done to date reference relatively diversified baskets of
hedge funds sheres, risk managers note some trend in the market towards single fund
underiers. We will continue to monitor thiss activity and discuss any shift in risk appetite,
inciuding wilingness o enter into riskier trade sfruciures, with risk manegers.

¢ Therisk managarhrEurope and Asia reported lhere has recentty been soms increased
lnading autfvlty with erhorging maket arparties. Whila Bear’s fingerrint Iy efnerging
St ' ly established cradit lines with financial
msﬁmﬂons domi::i!ed in munmos such as in Kazakhstan, Russia and Mongolia, We wil
continue to monitor this nascent activity going forward.

v Asg discussed in pravious months, sk menagement has been considering “re-engineering”
the process for reporting market risk fo the Executive Committes. A protolype risk report
shoutd be available for our review at the next monthly meeting. In addition, Bear has been in
the process of refining its market risk limits framework (also mentioned in previous memos in
the context of establighing firm-wide limits). We intend to discuss the new framework in more
detail in the: coming months,

Contains Confidantial Business information - For SEC Lse Only SEC..TM_FCIC_1053593



MEMORANDUM
March 30, 2007
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" Robert L. D, Colby, Deputy Director
Herbert F. Brooks, Chief of Operations
Michael A, Macchiarefi, Associate Director
Thomas K. McGowan, Assistant Director
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THROUGH:  Matthew ... Elchner, Assistant Director

FROM: inarcial Economist
nancial Eoonomist.
niant
fnancial Economist
Inancial Risk Analyst
{, Financial Economist
Financial Economist
wecountant

FRE: Risk Management Raviews of Consolidated Supervised Entities

Office of Prudential Supervision and Risk Analysis (‘OPSRA") staff met over the past four weeks
with senior risk managers at the CBEs o review Febtuery market and credit risk packages.,

"rhera were severat common themes in discussions with firms:

» The aquity markets correction _#uud only mild pain. The U.3, equity markels declined
approximately 4% on February 277, While many CSEs had significant long equity positions
going into the sell off, some firms were able to substantially offset or avoid directional loases
with gains restiiting from pesitive optionaiity (i.e. gamma) in their porifolios as well ag profits
from Intra-day trading activities. Other fims did experience trading losses, however, as
discussed in further detall in the finr-specific bullets below,

«  Subprime mortgage market tirmoll continued to cause cradit isk concerns. Subprime
originators continued to fail, led by some of the largest players such a8 New Century. Froma
Gredit risk perspactive, firms have continued to actively moniter their warehouse lines to
gubprime originators, in many cases changing the terms when covenonts have been
iweached and ensuring that maﬂ(s on the underlying oollateral backmg the Ioans are eurrant

aims outstanding ot the CSE f' e has ramainad relatively constant throughout the month,
indicating that the underlying subprime collateral purchesed or financed by the CSEs is not
deteriorating further. More recently, some CSE firms issued notices of default to New
Century regarding its warshousa (ines. In some cases, the firms exercised their rights to
foretdnse on the collateral suppaﬂma lines; in other cases New Century repaid the
outstanding amount and moved its ing to another institution.

‘s As of now, hedge funds appear t0 be waathering the turmoll in the subprime space,
While generatly not their sole activity, many hedge funds are active players in the subprime
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marigage market, both on the cash and synthetic, or derivatives, side. Some are active
buyers of lower-rated tranches (and non-rated residuals) of subprime securitizations, and
much of this activity is finenced by CSESs and other institutions through repo contracts,
Several risk managers noted that, given the movements in spreatis in the subprime market
this past month, there has bemaninmamttmmwﬁand magnitudeofmamhcallsw
funds pumuing this stmtegy Hmver. CS¢ :

56 Tinds appeared 10 be buyers ofpratection o iho ABX nclices, and
them? exparienced gains as subprime markets weakened and spreads on the indices
widaned,

» The subprime mortgage market dismption has increased focus on price veclication

processes. Business personnet, controllers, and risk managers have been fouusod on the
marking of morigage: trading inventory. Particular attention has been paid o price vetificatio

around residuals as well as synthetic positions referencing mortgage collateral, Y
much of the recent press has been focused on the ABX index spread and itsaharpwidening
during the month, many CSE firms have a substantial book of either single-narme credit
default swaps on asset-backed securities ("CDS on ABS") or basket default swaps, which
reference a customizad group of single-name CDB on ABS. While the ABX index is relatively
lipeid aind thus straightforward to mark daily, these other synthetic products tend to trade less
frequently. As a result, the pracess of marking these positions places greater derands on
controfier resources in choppy markets givers the relative lack of pricing transparency. We
are compieting a round of targeted discussions with controliers at all five firms to review the
price varification procedures usad In this area,

* TXU-the new "largest LBO aver”. On February 26", KKR and TPG, two Joading private
equity firms, announced thel intent to acguire TXU for §45 billion, including the asstimption
of existing debt, in what would be the largest leveraged buyout ever {unseating the Equity
Office Propertios deat discussed in recent memos).  As part of this deal, many of the C8E
firms are both lead arrangers of the financing as well as bridge-equity providers. For some of
the CSE firms, these new and larger commitments replace previously outsized commitments
to TXU for a previously planned financing of 11 néw coal power plants, which ran into
environmental and political obstacles. Following the leveraged buyout, TXU plans to bufid just
three of these plants in an attermpt (o appease various constituencies. Howaver, itis likely
that ttus daal will not close for some tlme glven requlatory and other consrderatlons. aavr[g

Sl Givon that ayndication 1s the primary rmaans to manags e risK of e leveraged
f_'ﬁing "pipatine”, this is a focus for risk managers.

» Changes to risk factor time series have been pushing VaR levels around. VaR
methodelogies require a mapping of market risk exposures to risk factors, such as interost
rates or equity returns. The method of choice amongst the CSE firms formodalmg rigk facfors
it historical simulation, which involves the direct application of historical market moves to
current positions. As a result, changes in VaR result not onty from changes to market risk
positions, but also from changes to the underying historical tine series used as these are
updated with move recent data, At some firms, this effect is exacarbated by the decision of
risk managers to place greater emphasis on more recent historical data (1.e. exponential
waighting of data), This was the case In February, 8s VaR lovels were pushed significantly
higher at these firms due to the inclusion of the higher volatility exhibited in several markets
during the past month. For exampie, one fima saw its mortgage VaR double during the
month, despite actually reducing s exposures. On the other hand, another firrn saw a drop
in its VaR due to the roll-off of data from January 2003, a month with high market volatity,

Contains Confidantial Business Information — For SEC Uise Only SEC_TM_FCIC_1053597



March 30, 2007
Page 3

Wa also axpect o discuss the following firm-specific issues during the naxt round of meetings:

« Bear's morgage business incurred significant market risk logses on its residential mortgage

Inventory due to continued spread widsning and mllamral datariurahon The

of markdowns occurred on s morigaae res 5 ( based on

A collaterad 8 hudding some subp mawllammlaswal Lmeafor quarter
on second lien inventory, whimounsistsofloanslntmdedtumapurchaser'sduwn
paymerit and are often referred to a8 “piggyback” loans, totaled $188 million. Howaver,
there were also non-trivial markdowns against whole loans and first lien residential -
morigage-backed securities in both subprime and All-A product. Although the business
henefited from substantial protection purchased in the form of CDS on ABS, the morigage
business had its first monthly loss since Bear became a CSE,

+ During this month's meeting we were informed that the head of Bear’s independent Model
Valkiation Group has resigned. In the past year, two of the group’s model reviewers, who
had concantrated on equity and credit derivatives models, have left the group. While the
foam has added two memhers dedicated o revlewlng mortgaga and other cash product
madeis, the depart B sais.asoncem. Bear was able
to clear its backlog of deﬂvative B P bemmlng a CSE, but the recent
depariures could make reviews of the new models and re-reviews of existing maodels a
chalienge. We intend to closely monitor efforts to both hire new staff and review derivatives
madals going forward,
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