
MEMORANDUM 

TO: Robert L. D. Colby, Ac11ng Director 
Hetbert F. Brooks, Chief of Operations 
Michael A. Macchiaroll, Assooiate Director 
Thoma& K. McGowan, Assistant Diroclor 
OMolon of Market RegUlation 

THROUGH: Matthew J. Elch""', Asslst.ont 01-

FROM: I Economist 
Economist 

February 1 , 2006 

RE: Risk Management Reviews of Conaolldated SUpervised Entitles 

Office of Prudantlal Supervision and Rlsk Analyals ("OPSRA") stsff met over the past five weeks 
with senior risk mansgers at the CSEs and at Cred~ SUisse to nsv1ow Docembor market and 
crod~ risk pocksges. 

There were several common themes in dlscussklns with finns: 

• Non-lnveotmont grade corpooola londlng commitments wont down ....,.. moat CSE 
flnns. WhRe the pipeline of future deels remains strong, unfunded commitments, typlcelly 
pnMdod by banks and aequlsltlon, fell marketlly 
as December. The 
oontinuod allowad to reduce......,.; 
outsized Risk managera, however, AIIT1ail 
focused on grown sharply and stsodlly over the past 
"""""'' years, and on decline in In-demand for these ""'P!>r>ra 
crodH products. 

• New, and In many .._larger, llmtls""' coming. Firms oro currently completing their 
annual budgeting prooo...., which Include rovlslllng market risk, credH risk and balance 
shoot usage llmHs. &llllor management considers risk appotlte i1 the oggregala and 
conducts risk/return analyses to support tho allocation olllmHs to speclfic product areas. 
Signlflcant growth In the cspHel base during the past year Is """""""' to load to an overall 
Increase In risk appotHe, and thus limb, at most llrms. 

• Finns ruclad owlllly to newslllat a trader at Doullclle Bonk had mlomarkad 
otructured cndit products, leading to a to .. olaptm>ximalely $53 million. While the 
8lCliCI nature of the problem at Deutoohe Bank romaine unclear, the CSE 11rms lmmadlelely . 
conducled their own reviews In response to the press reporls regar<llng the loss at Deutsohe 
Bank. While the amount of oddlllonallnvesllgollve work variad 8Cf08S firms, all flrms 
undortook an examination at marxs In the synthetic collateralized debt obligallons ("COO") 
books, with speclalat1ention being devoted to trades with Deutoohe Bank. In aH """""· risk 
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managers and product controll.,.. felt comfortable wilh the resulta. Nonolheleos, ""'"Y"Y1e 
rec:ogn- that price verification In much of this product spece, partic:ulaf1y with ""'poet to 
bespoke tranches of synlhellc COOs, Is chellenglng given the level of model complexity and 
lack of transparency for certain modellnpubl such eo base ~ns. like us, rfsk 
managn Ml Oldremely In-In bolter undorstandlng the events at lleu1sche Bank and 
the extent to which !hera are lessons raganllng conlrolsln the structuned enedl araa that mey 
be mcxe broadly appl-lo across the Industry. 

• Comllllllon 11111< lfl not I WI! aboUt corporate credit anymont. Much of ll1e Innovation In 
corporato crodH markets In reeent which led to the establishment of active markets In 

is now in the and asset-

!~;~:;crsdft delauH swaps written on exls1ing asset-backed securitlos. Llka 
with ""'Porate COOs, crodH fnlnclling Is performed to ......W securitJos designed to appesl to 
a variety of Investors. To the extef11that all of theee !ranches are not lmmed-y dlsttlbUted, 
the finn olnJolurlng the deal Is expcx!ad not only to loose.• fn>m widening crsdft spntads, but to 
changes In the correlation of dofaulfll of 111e underlying collatarOI tor 111e deal. This risk Is 
diffiCUlt to measure and hence to manage. Yet the development of ABSIMBS derivathres 
mar1<els hee alao provided new oppor1un- to manage risks from olher busineosos wilhln 
111e finn. notably by hadglng mortgage secu<Rizatlon pipelines. complicating matters further, 
with the recent leu nell of a synlhetlc ABS Index, 111e trading of standardized trancllea Is likely 
to-p soon In lhe MBS/ABS spece, presenting now- trading opportunHios 
(both In terms of mart<et making and proprietary trading). 

• All aye& ara on the Fin.ncJar Accourrting Standards Board (•FASB .. ). Under current 
oeoou~ng standards, tho cse !Inns are all nlqulned to d-reeognftlon of some pro!H and 
laos ("P&L') on certain derivatives trades. Where certain lnpubl to tho models usad to prloa 
the contracto are unobservable, fil'ms mey not reoogniza f11111 days gains li'om those trades 
under tho pest·Enron EITF 02.00. Some ftnns heve unro<:c>gnlzad Income (or deferrals) In 
exoeos of $1 billion. Following Industry complalnls that theee delarrals era problomatic, end 
Impose a wedge belween P&L and risk management, FASB Is now i'evloftlng EITF 02.00 wilh 
a proposed new standard that would Increase tho clrcumslanoss under which P&L could be 
recognized on tho beals of a •mark to model". While tho possible modlflcatlon of EITF 02.00 
Is generally oogariy aW8Hod, rfsk manogan~ remained ~ about the transftlon rules 
that would apply to the cumsnt defarrats, Under some..,..,_, the ftnna would never be 
able to mcordthls oconom1c ~Into nat Income. 1.-tho defeualo would be eliminated 
through adjustments to tho equity ac:oounto on the boi$1Ce shoat. Howevw, tradors ere 
ganarally compensated based upon their contributlon to nat Income. Risk managero havo 
exp1 used concems that this could provide incentives fot trader$ to put on unet:onomlc 
trades for the solo purpose of creating transparanoy and rnleaslng tho -11als. SUch 
behavior would lllise slgnllk:ant rial< governance Issues. 

• Saptombllr 2001 r1111<.- cha- "roll ofl" the time- uoed lor VIR 
oalolllottons. Many frms that calrulate a hlatorfcal simulation based VaR using four years of 
dsta have noled tho rolling oil of tho highly volatile September 2001 period from their tlri)<l 
series of rial<~ chengas. EVan holding positions conatan~ tho rolling ol!of a volatile lima 
period laads to less 8ldremo obsorwtlons In tho tall of the portfolio loss distribution and thus 
ganarelly .....uttsln a lower VaR. This type of ahange highlights the lntetpi'elatlon Issues . 
sunoundlng tho use ofVaR metrlca. 
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Wo 0111o ""')I)CI to discuss the following firm..lpec:lflc Issues dUring the next round of rneotingo: 

fpg-Steams 

• 
Addiltlom~ly. there was a sharp iimiSSO 
ores, grew $900 mftllon to $3.6 

a poo1iallal1y slow month for moving 
product, bulthat red<Jclng tho level of aged risk monagemonfs biggest focus 
currenUy. He also e.xp!alned that the -Hearl gf M~M bas ig:stituturi e mrget tnr mtf! dog .. 
Ogad Inventory bv 50% (from December le-). We will follow up on the finn's pregressln 
llili8rea at ltlo next monthly mooting. 

• Umlled trading has commenced In ClliBoar. Bear Slums' joint venlure with Clllplno. 
CurrenUy, the activity has been limited to exchange trad8di contracts In both ltle natural gas 
and power space and the mllllo!t rial<, as measured by VaR, remains below Its $1 million 
lim~. We will contlnuelo monitor the evolution of trading activity In thls business andi any 
develepmenls In banl<ruptcy court that at1act ClliBoa~s cont.- with Ceipine. 

Merrill Lynch ~ 

• Morrill Is discontinuing lis non"tradlng VaR diaclosure effective with lis 200511)-K sched<Jied ~ 
1o be filed In tile next several wooks. Risk from commen:lalloans, nolss, and mortgagas, 
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MEMORANDUM 

TO: Robert L. D. Colby, Acting Dlreclor 
Herbert F. Brool<s, Chief of Operations 
Michael A. Macohiaroll, •ssoclate D­
Thomas K. McGowan, Assistant D-r 
DMsion of Markel Regulation 

THROUGH: Mallhew J. EiChner, Assistant Dlreclor 

FROM: 

Aprll6. 2006 

RE: Risk Managemont Reviews of Coosolidated Sl.Jpervised Entitles 

Office of Prudential Supervision and Risk AnalysiS ("'PSRA') staff met aver the past five weaks 
with senior risk !f!anag<n atlhe CSEs and at Credit SUises to review February market end oredlt 
risk packages. . 

There were several oommon themes In discussions with firms: 

• ~ed lending trenda remain a top concem for risk...._..... Tho pipeline lor,_ 
deals has slowed down In 2006 as the neture of the deals has dlanged. Risk menagero are 
aaelng more high profile, chunkl<lr aci!ulslllonsinsloed of lite lloW of smalklr dasls thai led Ill 
so mudl aciMty In 2005. Tho impltcalion lor risk manegemanlls thllle"""""""' are more 
conconlrated. Risk managero eiBo report saelng conllnued -lng of lovemgelevels, 
leading Ill riskier deala bolh lor lite banks providing lite fln-.o end lor lite acquisitiOn 
targets which Will be ioftwllh oignffloanlly higher deblset'VIcO obllgallonB going lorw.U 

• Problems- surfoclng at subprtmo originators. CSE !Inns purchase whole loans from 
111ird party origlnoix>rs with tho lniBnlion of eventually securiltzing litem. Purchasers of whols 
loans are pennllted to "put baCk" loans to lite Ol'lglf18lor In lite event of an 
dslaull. a premium """""""'· or olher loan defect.' loans 
to lite origlnetor allharlor repla<:ement or cmdlt. 

_.... problems w!lh I1JG backS Ill oubf.!mo ~nalx>rs. with 
underWriting plems, While 8 arn0U at riSk in these two partlcular Ins~ Is relatively 
small, senior managament has been engaged In monlloring lite sibJallon. Given lite Iorge 
volumes of subprime mortgages In tho SOCtll'itlzalio pipeline etony given time. a widespnood 

1 An eat1y payment default occurs when a borrower mis8es too fif'$1: couple of payment; on a new mortgage. 
A premium mcaplul8 OCCUI1I-.. a mo"'age Is prepaid by the bom>wer si10I1Iy alklrpun:haso of the loan. 
2 For details, see the finn .apedfic follow up sedfon b$1aW. 
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problem with orlgtnatars could h"'"' serious ramifications for this rapidly growing segment of 
the mor1gago mar1<et. 

• SOmollmn the flrmo .,..lndudln the storage, not the moving, bualneoo. PtWate 
oqully inVOOilmonto ~been inCilliiOing at inVOOilmant banks. as has appllllte for what has 
been a very profitable octMiy. These Investments are Intended to be held fi:lr an exlllnded 
period of tirne* in contrast to core trading positions, and the e~re can be north of $1 
billion. E>amples lnctude Merrill Lynch's ownarshlp intenest in Dobenhams, a UK 
department atore, Letvnan Brothers' pertial owrte!Shlp of the Ospralo and GLG hedge funds, 
and Goldman S8chs' lnvastmentln Senyo EJ-... Positions such as these pose 11sk 
management challengas lor broker-<lealors. Due to tho~ Ullquid nature, they one not oasDy 
risk menage«! using VaR and ather mari<et·lisk orianted techniques. Several firms nave 
moved in recent months to refine lhelr disclosure of loss liquid, ionger·tenn lmtl!lllmonto. 
Further, capital trealrnent of the positions peae eddHional challenges. 

• lltructured tronoacllons arelncraaolng in tha commodltl .. apece. Structured 
tranoaetlons are those that require some sort of repaci<aging of risks or cashflowo before 
being brought to market. They gonemlly lmrolvelarge belen<:e not commllmonta by CSE 
flnns, which lypicatly provide flnanoing .. pert of the deel, and have a complex 11sk pro111e .,..live to more rouUne contracts. Many of lhe transactions expose the flnns to lhe 
operational risk of assels such as power plants. These tran-lorn! have been very 
preflteblo fi:lr flnns and thus they are -king ID incnlase the~ footprln!Jn lhls business. 

• Finns are bullish on the BRICs. The acronym "BRIC'" refers to Brazlt, Russia, India, and 
China, and was coined in a 2003 Goldman SOcha repori predlcling that thaso oountrleo would 
coRociiV8iy have lhol'llll'ld'olargest economy by 2050. Firms ""' especially buRish on Bmzll, 
with one flrm saying that some ..,.-Brllzll en lnvesbnent Grade country now. 
Proponents of this view argue that thera has been a fundamental persdigm shlflln emerging 
markots, with ""'"Hing longer term s!ablllly os eviden<:<><l by the fact lhal political aJses no 
longer leed dlrecily and Inevitably to eoonomlc olisaS, as demonstrated by recent events. 
That oald, "" one risk manager statad, they believe In the fundamentals but have downside 
po _, In case lhoy am Wl<lflg. An additional concern Is that a seemingly localized 
problem could opiiiOWit to other emarglng markots (so-called "oympalhy widening&'), such as 
occurred on a limited basis In Brazil end Turkey when Filch put lcelend on negative outlook. 
In essence, geognJphlc separation and lack of dnct economic relationships may not alwoys 
stop lhe spread of economic crises. 

• Equltlos rlllk lllldng Is up.....,., _.reltlnmi due to long dinacllonel-. F1nms 
~taken this view With differing amounts of downside prolectlon. soma of lhe flnno also 
report lncteeses in expos""' ID -(klippe), which measures sensitivity to·mari<et 
expectations concemlng '<llallilly in lhe future. Implied and reallzacl eqully volatlllly continue 
ID 1nlnd -· with l1sk manegero contfnulng to . ...,.... skepllclsm lhallhoselow levels 
are sustainable. Activity in oquHies has stao increased due to block trades In Europe and 
Asia. There has been an lnCnoase In "baby blocl<s~ lhalls, block trades vslued at I,.. than 
$50 millon that have thus~ been essUy sold by firms iniD tha mar1<e1. Activity in large 
blocks also conUnuas with some daals more successful than others for the flnna that have 
.,.,..,..fully bid fi:lr ~ tronsaclions. 

We also expect to discuss the following flrm-speelflc Issues during lhe next round'of meellnga: 

BearSfMma 

prior to our monthly 11sk 
with the Chief Risk Oftlcer 

~sk management function at Bear 
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a lot of 

1 procedurea were 
recommended following a racent lntsmalaudtt of this area. We will follow up on tho ""'"""""'actions takan In this area, and any further d~. 

• Beats Steams has rolled out Ito Initial pofantiol expoaure ("PE") modal to capture crodtt 
risk exposurea- to the Ccmmodltlee product area. Further anhancemants are 
expected In the near Mure. We will oonduct o more lh"""'''h review of this modal and · 
p!annod enhancomanto as part of our ongoing PE validation ptoject. 
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TO: 

THROUGH: 

FROM: 

RE: 

MEMORANDUM 

Robert L. D. Colby, Acting Di,_. 
Herbert F. Brco!<s, Chief of Operations 
Michael A. Macchlaroil, Associate Director 
Thomas K. McGowan, Assistant Director 
Division of Msrkel Regulation 

Matthew J. Eichner, Asslsfant Director 

nclal Economist Ina= Economist 

cis! Economist 
cia! Risk Analyst 

.financial Economist 
lnancial Economist 
pountant 

Risk Management Raviews of ConsolldatOd Supll!Vised Entltlea 

June 7, 2006 

Qf!lce of Prudential SupervisiOn and Risk Analysis (OPSRA") staff met over the past fMo wseks 
with senior risk managers at the CSEs to review April market and oredH rlak ~. 

' There were several common lhemeoin discussions with firms: 

• Riel< managers remain f1H:URd on nan~n-lmonl gnlde c:oopoialv llii1<llng ac11vlllea, 
and provided woying accounts of commitment pipeline events. In tsoms of both 
commitment requests and lnvastor demand for bank debt, reports varied from oboeivlng 
things cooling off somewhat to actMty baing exb'amoly hot during lhe month. Along lloellnee 

ofthelaHor,~one~firm~~~~~~~race!~ntl~y~in~~§~~~~~~~ stated that, 

observed 
one firm noted some 

sponsors on deal tem'ls. 

• AI> of April hedge funds.,.. performing woU and cou~ credit rlok .,.._... -a fall1y banlgn envllonmont. In nddltlon, prime bo'oklonlQe business unH 
personnel, wtoo extend love..,ge to hedge funds In the form of margin and securities landing, 
appear to be spending relatively lillie time fielding requeats for eddltlonal love..,ge. N. the 
same time, however, !hare I& ill(lill8$1ng client demand for p!1inO brokers to pr\>VIdo """'""g 
and financing ...,ices on a broader renga of financial producls. In Other-· hedge funds 
appear Olllatlvoly less ~ with negotiating loWer morgln requirements on oectJrlUae 
tnJdltlonally flnoncad by thalr prima brokers, but are datenmlned to consolidate more types of 
Instruments Into fewer clearenoe acoounts. In addition to realizing operal/onGiefficlenclea, 
!his provides lunda reliefloffilel from a margining perspectiVe, especially betwean cash 
socurlUae and OTC darivativefl. Cleaoly ea funds ask prima brokers to lnlermediate and 
provldelevorege through more compleX and - slaodaodlted instillments, Oilldlt, 
opeillllonal, and loge! challengea arise. 
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• Several ftnns -In the RHklanllal Mortgage lltick8d Socurtlln (RMBS) sp­
~ a -own In new deallesuance In -• ooctors. One firm described 
o<l)ustllble ratu mortgege collateral turnover In April as being down -y trom the 
previous month. Another ftnn deplo1ed a more broad and gradual =· Moanwhio, reports lndloalil that plpellnas remainlllrong In 

in terms of new loan origination as well as the pSce of OOIIatenil 
securlt!za11on/dtstrlbutlan. 

• Larve movemonlsln the dollar and commodiUaa prices led to lncraaoooln u,__ 
exposuroo to some counbll'pllrtlel, although no Immediate-~ oonCIIma roouw. 
With the dollar depreciating over 5% and erude on and metals {espeololly oopper) prices 
rising significantly, some derMIIMio contracts inevitably moved further Into the CSE finns' 
favor. On the commodities side, one would expect dealers' oountsrparty OlCJ)OSUre to 
ir1Cil!ISS9 as prices rise, as the producers and refiners often seek to forward sell their 
production. Further, ~Is common for deelom to trade without varlatJM mar;Jnlng In plaoe In 
this speoe (I.e., without the Mght to call for additional oollaterallollowlng marl<et moves), given 
the llquldtly constralnls of many commodities oounlilrparlies and hlsiA>Mcalmarkel"""""""'. 
However, the -of such collalilrel agreements is often mitigated by the "right wrt"{' nature of 
the Ul'lldn exposurao generaled • o.g., an oil exploradon oompeny"""" the dealer money as 
the prloa of Dill& Mslng. 

We olso expect to dl...,.., the following firm..specltlo lsaues during the naxt round of meatlngo: 

BesrStums 

• Dumg the priOI' month, OPSRA heard of dlftlcultles that some subprlme mortgege originators 
were having In the u.s. This month, the risk manager staled the! Bear Stsams' UK aubpMmo 
mortgage oMglnator aubsidiary. Rooftop Mortgages llmlled, hod suffered losses on ramaJnlng 
BB notes and raoldual tranchos trom two securitizatlons of Roottop oollateral oMglnaled In 
April2005. The marl<·to-merket losses resulted trom the trust having a shortfall in cesh dUe 
to IO<tremoly poor peribnnance. Bear staoms has moved to repiBco the cummt UK servtcar 
of lheSa lOans. Rooftop currently has collateral acoumulatad (and growing) for the next deal, 
Given the performanoe of the earilor ~o, the abDity lo bring the next deal to 
markat will be """"""Y challenged. We will follow up on any additiOnal plans regerdlng 
changes to the urxlerM'ltlng atanderdo at Rooftop as well as any fu1her P&L reaultlng from 
remaining IHICUMties and accumulated loans. 

• During the Mey Msk meeting, the risk manager d-Ille risk proflle end tho yeer-4i:Miats . 
performance of the risk arbitrage desk. Ha di""'ISSPd the fact that the main trader hod 

1 and thus was alloWad to his positlorll. 
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THROUGH: 

FROM: 

RE: 

MEMORANDUM 

Robert L. D. Colby, Acting Director 
Harbert F. Brooks, Chief of Openlti<>ns 
Michael A. MacchiaroH, Asscdate DintCtor 
Thomas K. McGowan, Asslslllnt Dilector 
DMslon of Market Regulation 

Matthew J. Eichner, AaaiStant Dilector 

5 Economlst 
Economist 

t 
1anciol Economist 

'al RlskAnalyot 
Economist 

Economist 
t 

Risk Management Reviews of Consolidated Supervised Entltias 

August 2, zoos 

Offlce of Prudential SUpeiVIslon and Risk Analy$IS ("'PSRA1 staff met over the pest four weeks 
with senior risk managemat the CSEe ID review June morl<ot and credH risk packages. 

• Corporota C111dH lnYHmro push back ogolnat """"""""'-lila" agreomonbl. Leal 1!10111h, 
risk managem had highllghled the growth ol-t~He· daololn the i4llltlnlged londing 
space. In such daels, thelenciO!S agree to a 01Kiuced set ol covenants that provide less 
protecllon then has In the past baan aiiiiOC!etsd with bank loans and similar C!edHaxtanslons. 
More recently, tnwstor appetile fOr loano with these agg!1IUMo talmo boo diminished -
meaning the l>ankt that aoo ao oged the flnandng packages had (llfllcully In distributing corlllln 
covenan\.lits loaM ID their- oustomero. In th ... - the banks ollherwalktd 
.-y from the daolo or used tllelr pridog flax ID re-nogoUate covonants,IOM>pcxatioog more 
traditional probaotions. As a """'It, ao one chief risk offu;er- "ccMonant~lto daolo are M 
longer getting done." 

• Cradlt rllk maneoement and loan portfolio man•an nmHIIn f11 c1J18ed on tiMl Mk of 
Cl1ldH • .,..... -lng In lhe bonk 1c>an ...... CnodH spraads on bank loans, Including 
iever'aged landlog lactlltleO, oamaln at hlotorleally tight levels, Given the continued hlgl level 
of expo9<1reo from the c:orp<>mW lending pipelines at many of the CSE firms, soma credH risk 
and losn portfolio monagem hove taktn add111onal etaps In risk oneneglng these portfolictS. 
aver the pest couple of months somo of the biggest players In lhi8 market hoVe begun to 
more eotlvely hodge commitments with index produots. HOking probacllctn frOm a geneml 

.. • wldanlng In credit -do. In add111on, at leeat one finn has ooosnlly Implemented an 
additional S<8l1lll1o-base risk m- fOr delsnn\nlng the polential loeo given a credit spraad 
wldanlog event. WhHe CSE linnll genemlty hoVe scenorloe thst,..,...... the lmpeot of a Fall 
1998 series of events on the lending port!olloo, this finn has supp-l\ld Its standard 
onaly$IS ID oonllidar a wider nsoge of potanllal market events. 
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• After • rocky start. hedge fund pe1 l'oi~n~~nce In June app•ars to haVe atab.lllzad from 
the ...... ...,._cod In May, Preliminary ,_.Its sllowthot perfotmance In June­
generaHy much belief""'" during lho prev;oua monlh. The rlllk mo._ noted no 
significant--to- margin calls, - margin eaiiO, redemptions or mpid 
de-levemging by lhelr hedge fund clients. In tact. •""""" rlllk m- natedlhot many 
hedge fund clients (from both 1118 OTC dorlvo1lve business as welles prirne brokerage 
platform) om Oldllbltlng conoldemble caution, and In soma cases appeorw!Wmg to sit on 1118 
sidelines for lho time being despite In many cases being only ftat for the year to dole. 

• -risk .. moaourod by VIlli hH d-acrou the CSE llrmo. Most firms haw 
shown n ""*"ale to significant M>ps In lhelr FlmlWide VoR numberS from tile prior monlh. 
Rlok me- haw noted lhal many busln ..... have mducod pooltions as customer 
actMty has shown signs of weakening. One risk manager I10I8d lhet custom« activity is 
dropping IUrlhor In July, which may-furlher r<Mlucllons In the risk profile of tile 
CSE firms. The unlvenoal exception lo lhls decrease in exposure has been the core mortgage · 
securitization Bfld leveraged fend'mg businesses where exposures remain high. 

• lllCnNlSed cortelal:1on. and votadlltln In equltlls markebl Impact VaR measure~nent. 
While tile absolute VaR for equldos at many firms stand& below leYols during the late spring 
period when pool1lon taklng was significantly higher, VaR ITIOOllure& hawlnCIOI!Sed recently 
as firms have rolled f<xwanj the Uma series of markotmovas used In tile modeling. Tha two 
blgge$1 ,..sons for tile Increase !elate ID ( 1) tile lllOOiasoln wlellllty In tho equity mrukots 
and (2) reeent klcreases in correlations In equity markets, which result In the r.ctuction of the 
dlveiOibllon benefit lnherantln a por1follo based risk measure. 

We also expect to disc:t~ss the following flnn..speclflc Issues during the next round o( meetings: 

Beat Stearns 

• 

• 

Contains Conlldontlot a .. tn-lnform81lon- Far SEC Uoe Only 
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MEMORANDUM 

Erik R. Slni, Dinlctor 
Robert L. D. Colby, Deputy Olroctor 
Herbert F. Brooks, Chief of Operations 
MichaelA. -laroii,Assoclate~ 
Thomas K. McGowan, Assistant Director 
Dlvfslon of Market Regulation 

Odober 6, 2006 

THROUGH: Matthew J: Eichner. Asslslant Dlleclor 

FROM: nclal Economist 

RE: 

"""'= Economist 
clal Economist 

I Rlok Analyst 
1. Financial Economist 
Financial Economist 
ICCOIM11ant 

Rlok Management RevieWs of Consolidated SUpe!VIsed Entitles 

Office of Pnldentlal SupervisiOn and Risk AnelysiS ("OPSRA") -met over the pest four weeks 
With senior risk managers at tile CSEa to review August market and credn risk paokages. 

There wore sevore1 common themes In discussion$ With firms: 

• ~--~=18~ . 
;;;;)< goa 

trading relatiOnships with Amllfllllth­
Which served es prime brOkerS lor lhe fund - none heve experienced any 

-to date. In fact. lhe ordertlness of tho meltdown caused risk manogen~ 
et all of the firms to query whether the even1s at Amaranth will be good or bed lor risk 
managomoort. On the one hand, credit risk manogenJ recognize thet they now have a recent 
event to '"'"'"'""'when negotiating margin leml8. On the other hand, some fUnda mey oi1e 
the onforiy unwinding of Amoronth's positions as an indic:atlon that the risks of concenlraled 
positions ore eoaUy deaR with by the llnanclal syslorn, and no cl1angao In pniCtic:as ore 
necessary. In Sh~ the lessons of Amaranth are not obvious and are open to multiple 
interprfltatlons. 
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leveraged and whotoiOaM, structured credH. etc.). end ...,..,.ally local 
currency...-. In lhoso markets, value-at-risk (VaR) measures by lhomselvos may not 
odequataly convey the risk, particularly W oerlaln liquidity providers were to withdraw from the 
market. Notably, some risk managers have adjusted tho credit risk shocks they use in streso 
and scenario testing from pon:entago tenns to absolute laval shock&, resuJUng In more 
"""""' predicted losses. They noted that In todoy's very tight cred~ spread envtronmen~ 
poroontago shooks, ovonthooo baood on 1998 L TUM, likely IHlderestimato the potential 
severity of lasses. 

• Commercial Mortgage Backed Securltleo (CMBS)...,.._ IIIIIYftleo are _,ullng. 
Traditionally, tho CSEs active In the commercial l1lal estate lOan spaoe focused 
overwhelmingly on securilizatJon -that Is, originating and/or acquir1ng commen:laltoano, 
accumulating them. Into pools, structuring sscurltles from those pools, and distributing those 
securities to lnvostors. More rocenQy, however, firms have begun to expand the scope of 
actiVhlas to InclUde proprietary trading In CMBS derivatives and mezzanine~ ot even 
proVIding "bridge equity" for large commorolal property doslo. Bridge oquHy Involves co­
Investing equHy capital with a dsalsponsor under tho expectation that a potential ex>-investor, 
such os a pension fund or lnourance company, will ovantually atimlnata the CSE finn's 
eJCpoSure by buying Its oquHy slake. 

• In equftleo, 11111ny of the C8Es raduood their downolde gomma JNOtoclion. Generally, 
the cses oro tong directional exposure to equities or "della', which exposes them to 
declining equity pri<:es. Tredllicnally, this has been mitigated by poslllve gamma provided by 
tong options poshlons. Racenby, many af the CSEs hove boon Willing to run ftsller gemma 
profiles, in pari to lessen the time ,.,.,.Y cool of holding optiOns, known as theta bleed. 
Typically, this reducllonln downside prolecllon leads to higher measured risk. However, 
firms have slmuJtaneously ina e as e d their long exposure to volaWity, as measured by vega 
senoJIMiy, often through positions In varianoe swaps, which has mlllgatad tncreeses In 
measured risk. some risk managers hove been careful to point out the dlflanmces batweon 
gemma p_, end vega protoctlon, noting that for ce11aln marl<et moves ¥OQO p,_ 
meybe less effecllve es a hodJge to directlonel risk. 
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we also ""1"101 to discuss the following ftrm-spec!flc lssuee during the next round of.-.... 

• 

~~:: ofilslnver~~~~ES~~~~=• pro111de Slll11or management with a 
credit to hedge fund counterpar11es of 

the potential Clnldll O>CpOIIUI1I (PE) metric$ c:umrnUy used os the 
tool. Nomoly, the PE tocltnlques m""""ns risk bY counterporty and olio, and 
capture only"flrot onler" risks (e.g., broad lncnsosee or- In ,_ nrteo, 11t1 
O!)POsod to changes In tho shapoo of )'laid oums). We wiN d- ttrooe analysee In more 
dolan as they ere implamonled. 

• Tha Head of Market and CnsdH Risk for Europe and Asia distutsed his recent experiment In 
London of migrating some of the risk manegemont duties typicSIIy performed by merkel risk 
pa"""'nolto credit officenl who have significant fundamental onsdH ~orience. Hio fuc:us Is 
on certain desks thai 8111uebly require both skBI-. suoh osthe dlslrasaad debt business. 
COrwersoly, ha also discussed the uoo of market risk personnel in the cnsdH quantitative 
group. We will c;onftnue to follow this Integration initiative . 

• 

brietlng. --

• Bowl~ actMtlerr In........,; ways. Thaflrm's prime brokerage buolnessls 
being ;;;l{~qultlss Division, Which will be co-heeded by the previous heeds of cesh 
and structunsd equnles trading. Also, the firm has eonsol- proprietary trading, or ~ 
princlpelln-g, Into all8jl8rale buolnass unll within the trading division (i.e., thons will be •-- • (J 
one proprietary trading heed Who reports dlrdy to the firm's senior management). Finally, 
tha firm's Operotlons and Teohnology divisions have been formally m8l1led under the 
manegomant of one Individual (Who Is also re&pon~lbla for front offtoe Eqully Anal)'lic$). we 
will follow up _.alng the Implications of this raorganlzallcrn, ouoh 11t1 how the prime 
1>ro1<orage and lndopandont credll risk management luncllono wll (or will not) be Integrated. 

Contal,.. Conlldentlol B.-Information- For SEC UH Only 
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MEMORANDUM 

Erik R. Sln:i, Director 
Robert L. D. Cclby, Deputy Director 
Herbert F. Brooloo, Chief of Operations 
Michael A. Maoohlaroll, Asaoclal8 Director 
Thomas K. McGowan. Assistant DirectDr 
DMslon of-Regulation 

November 7, 2006 

THROUGH: Matthew J. Eichner, Assistant Director 

FROM: anoia! Economist 
nclal Economist 
tant 

RE: 

flanclal Economist 

i clal Riak Anelyot 
nanclal Economist 
anclal Economist 

Jountant 

Risk Management Reviews of Consolidated SUpervised Entitles 

Oflic<> of Pru~onllol Supervision and Risk Analysis ("OPSRA") staff met over the past four­
wilh -lor risk managers at tf1a CSEs k> review Sapl8mber markat and credft risk paokagas. 

Thora"""' several common thomas in discussions wilh flnna: 

• Retained ruldual plec:es of reaidentlal mortgage aecurltlzattons are growing. 
Residuals consist of claims on excess cash flows from collalanllrelativa k> the psyou1s oM!d 
k> different holders of t11a socurlllzed products. They ore tho most valatlle and rioky portions 
oftho-n walerfallslnoo their cash flows are subordlnata k> othortrandlea In tho 
deal. Residuals are very sensftlvo k> Pf8PS)'IT1enlo and oredH losses. W tho col­
polfonns dlflOrontly than .,.,_ tho value of the raslduolsls ·-as cash flows are 
- or disappear ontlrel)'. Residuals COli be classW!ed Ink> two types, each of which has 
elemonto of interest rate risk and oredft riok. Not lntoreat Margin Security ("NIMS") are 
generally rated and concentrate t11a risk of pn>paymento and thus lntoreat rate changes, while 
bsck-<llld residuals ora unrated and represent concentrated _,. to the defeuft riok in t11a 
pool of mortgag ... 
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monitoring the risk from retained residuals, artd in one case are considering limiting growth of 
the.......-, busil10fiS until Pf'lfll"S$Is made In reduolrlg those positions. 

• ln.un~oe..Unked products are a strong area Of QI'OWih. CSE fltms are increasing 
exposure lo lnsunmce products In a number of different ways, InclUding life--· 
variable annuities with life lnaurence componanls, and equity lnvastments In relnsu,.,.. ur. 
solllomants, In particular, pose unique risks. In a life solllement traneactlon, a flrrn pu""'­
alife iflSIJ!'Mce poHcy!halls no longer desired by the policyholder. The finn pays the 
policyholder something greator than !he cash surrender value of tho policy, and the policy Is 
-rrod lo tho ftrm who collects upon tho death of the policyholder. A dlvor&ltled pOol of 
policies Is a oated for ultlmets secuolll>allo.l. Finns seek to got more medical lnformallon 
about !he policyholders either through a ,.,.lew of medical records or medical exams, and 
thus make a more refined acboarlal astlmate of the remaining limn of the policy. There am 
several new risk factors In this type of product. InclUding repuiOiion risk. insumnce carrier 
risk, and actuarial oi&k, thel need to be monllnmd by oi&k managoos. 

We aloo expect 1o discUss the following flnn.<speclflc issues during !he next round of meetings: 

Bear Steams 
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RE: 

MEMORANDUM 

Erik R. Sirli, 0-
Robert L. 0. Colby, Deputy Oln!Cior 
Herbert F. Brooks, Chief of Operations 
Mlc:hael A. Macchlaroll, Associate 0-
Thornas K. McGowan, Assistant 01"""" 
OMslon of Msrkat RagulatJon 

Matthew J. Eichner, Assistant Oln!ctor 

fi!lanclal Economist 
ll"anc:lal Economist 

Euntant 
oolal Economist 

nclal Risk Analyol 
Financial Economist 

'lnanclel Economist 
Jlountant 

Risk Management Ravlews of Consolidated Supervised Enl1lfes 

January 4, 2007 

Office of Prudantlal Supervision and Risk Anal)'$18 ("'PSRA')-met Oller thO past four W&&ks 
wllh senior risk man&gerS at the CSEs to reVIew November marl<et and aedK risk packages. 

There were several common themes In discussiOns with flnns: 

• Some oubprlmo mol18ogo ol181n&lol'll are lllruggllng. Third party origlnato<s sell loans lo 
thO CSEs for """"lual OOC\IIiltzatlon. CSE firms - provide financing to th&ae origlnalo<s 
via "waaehouselending", facll- """"red by thO mori!Jege loans being amassed for 
securitization. In &a~y December two subprlme originators, ownn Mo11819o Solutions end 
Sebring CapKal, osased operations. Following lheae failures rum001 surfaced that another 
originator, Mo!lgage Landers NatwOO<, W&O facing a liquidity crisis and would likely shut down 
as well. More generallY, th...,ls a broad recognK!on thO~ with thO rafln&ncing end real &Stole 
booms over. thO buslooss model of many of thO smaller subplimo originators is no longer 
viable. WhereMihe prime rnor1gage market Is dominated by relativeJy few, large crlglnato<s, 
thO subprlme market is comprised of hundreds of thinlY capltallzod firms, many of which are 
rel-y new entrents. Many of th&ae players are now being squ&eZed In ttvrns of their 
profit margins as loan Investors are requiring higher risk premia, moenlng lhet merkat prices 
for loens ore lower. Risk man&gerS """""' to see furlher failures and consolidation of thO 
sector In 2007. · 

Several CSE finns have eotential ~exposure to §tJbprime originators that·have f'a1Jed or 
are In d-ss through warehouse lng facilities. None of these exposures are matarial at 
tho group level; and willie none have prodllll<ld matarial aedn"""""' to dote. thO firms COUld 
find lhernselves In thO posHion of haVIng to sell significant amounts of seized collateral under 
adverse marl<et oondltlons, or having to-'< oul of suc:h a pos- graduallY over time. CSE 
firms etso boor crOOK risk to thO mortQege originators stemming from loan "put bock" righta. 
Thaee proVIslono allow a purohaserto relum dofaclod loans within a set period after 
orlglnatlon, for lnalance due to~ payment dafauft or prepayment. To tho extent that 

.-----. 
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origlloatool""' unable to ropt01lh...,tho dofectlveloans or subotilute other C»>lalerol, ~ ill 
potential tor a ClOdH loss, 

• In oddltlan, many pools of $Ubpl1moloans ore performing poorly. Risk 
that a broader det...,.,lion In 

thO rou~q~~w~~~~~~~~~ perform.,.: can Y8f'/ ond originator, that performllllee has 
been the worst for tho more - (2006) deals. Fu~ormore, coocems hove not boon 
limned to pmducl puroh- from third parties. Sevwal of tho CSEs hove pureuod modei8 of 
vertical Integration and thus also origlnole loans through whol1yoowned subsldlertoo. One flrm 
has reported high early payment dofautt rates at its subprlme oubsidlaey, leading to 1oues on 
product subsoquenUy put back to the CSE. 

• N..-r events highlight tho imporlance of oiNeUvoly managing buio risks In tho 
mortgoga soeurilfzaUon biiSin...... FolloWing tho failures of Ownlt and Sebring, spreads 
refarenclng tho BBB ABX. a deriVatlvalnd .. llnkad to the performence of generic suhprimo 
m01tgage C»>lateral, widened rapidly. Thill woo after a gradual spread widening that had 
already ocoorrad lhroughout November. ABX spreads I-from around 250 bosio 
points In the beglnning of November to the 350 to 390 basis point ranga In early December. 
lntereoUngly, spraada on cash seeuritloo did not move nearly as much as the lloriYative 
Indices over this poriod. Fu~ormae, th""' woo reporiedly much varlaUon In hoW spreads 
behoved for dillet otot cash deals, ouggostlng Investors were dlffenontiatlng -n loans 
from dllletont originators. Given that the CSE morigage buslnaasaa now actively hedge thalr 
SOCU1itilalion pipelines using morigaga dertvatlves, understanding lhasa bosls risks Is very 
Important for risk management For lnsbance, It has booomo common for mOitgago desks to 
hedge residual (or equity) tranches from prevlclUS securitizaliona by bUying p-. on tho 
BBB ABX Index. Following the November.flocembor mar1<et events, this oppesred to bo a 
"brlllian!' sllategy. Howevsr, some riSk managws are unsure of hoW this cash.CDS besla 
may behove In the future, and W!lathor tradaro are sufficiently skeptical. 

• Fl""" ln"""'oad their equities riak, driven largely by block deals and IHS gll'llmlllvoga 
hedging. Virtually all of tho CSE firms nolod ~ waa otrong block ocllvlty In November, 
and diroc:lional (dOita) equities exposure as- as equities value-at-risk (VaR) Ina aesed 
slgnlflcantiy at most In two ....,.this equities risk was a main driver of lntre-month llmH """""""'"at the flrm..wlde level. Sevwal flnns also had difficulty dlattlbutlng one particularly 
large block lrao-lioto and werelefl holding a concenlnlled expoouro that muat now be 
_.. out of over a longw than anticipated horizon. Separately, as equity reallmd and 
Implied Volatilities have remained low tor some Uma, K haa been Increasingly-- for 
tredero to maintain their long gamma and vaga risk...-.,, which....., as hedges~ 
laolle equity marlalt declines. COilaoquonUy, decreases In poO- vega and gemma 
positions conlribuled to the lncreosa In equities risk at several flrmo, ao the buslnessas 
oppear_leas willing to pey the 'lhats bleed" llllliOCialed with such .,-..,. 

• 1-nl' dem8nd lor commen:taland lwaregod 101111 ptOduclo nmalnad strong. 
November was another active month In lemls of laYOragad (COJpOralo) and commercial real 
estate lending, as dosls ccntlnuo to be suooessfully complated In the U.S. and abroad. Also, 
commitments In excess of $30 billion were made to fln..,.. a noteworthy doslln November. 
Tha financing peo1<ago Is tor a private equity firm's aoqulsltlon of Equity Olllco Propertloo 
(EOP), the U.S.'slargost public REIT. T\W> of the three lead """"1J''" at the deal are CBE 
firms. Tha debt Is secured by a largo, geographically dlverslfled number al commercial 
pn:opertles. Nonathel088, the landers are faced With dlslribUtlng a larger amount at 11181 
-ad -t than has ovw been created from a single deal. While tho firms fael 
confldont that thoro Is ampie lnvaator demand to absorb the risk, !hOI'S """"'"" some 
concam that the transaction could contrlbule to a suppiy glUt In tha markal 
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• Emerglag markelll riSk was up. fma!glng mar1<ets have performed well in recent months 
and market risk- up Bignlllcanlly at num""""' firms dua to pn>prielary positioning as well 
as the facilllat!On of customer b&lts&Ctlons. In addition. risk managers at soveral flrtns have 
ldenllfled emerging market aciMtieo as a likely growth area. Along these lin .. , firms have 
begun hiring more staff to focus oilth ... rnarkato and have bean establishing localofflcaoto 
engage in onAhore trading In countries such as Korea, Brazil, and Russia. 

• CSE firms continued to Invest in hedge fUnds. One firm took a large minol'itY $take in two 
third pol'ly fUnds in November. Another provided a la'lle amoont of seed oapltal and trading 
inftllstrueture to a sizeable trading team from a """'"lly closad fUnd, In order to establish a 
"turnkey" fUnd within ito .-managomoot business. Seperetety, a -lor m00111J8r within a 
CSE trading dMslon recentiy began making proprietary jnvestmonts In third pol'ly fUnds. Risk 
managers suggest that simltor aotivlllas could potentially grow in !he futu.,. 

We etoo expect to dlsousothe following fllm-speclfic iasu .. during lha next round of meetingS: 

Bear Steams 

• Bear is in lha process of lnallllltlru! a high leveiJr.el mads!!! risk i!mU. lmi!!!!W!1!1<-
based on VoR as well as SC8narlo melrlcS. W o managers hOVt> Wled oggnogale 
merkat r1ak anolytics for aome time, hiatorloally limits have only bean set at lower businoss 
unlt levels. WhHe thelnlllalllmn Jeveto ""' sufficlanlly high that they will not constmin the 
buslneiseo,thls change placeo more focus on undars!Sndlng risks that apan 8CI'OOII desks. 
We will fellow up ,_nllng Implementation progreao and '-d to plaos mors emphasis on 
aggregate risk maesures during our disousslons with market risk...._. 
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TO: Erik R. Slrrf, ~ 
Robert L. D. Colby, Deputy Director 
Horbort F. Brooka, Chief of Operations 
Michaal A Macchiaroli, Aoscciate Director 
Thomes K. McGowan, Aosis!aflt Director 
DMIIIco of Market Regulation 

THROUGH: Matthew J. Eichner, Asslatant Director 

FROM; Economist 
nanc:ial Economist 

March 1, 2007 

RE; Risk Manag•n••nt Reviews of Consolidated SUpervloed Entitias 

Oltlca of Prudential Supervision and Risk Analysis ("OPSRA') otaft' met over the past foUr weeks 
wllh senior risk managers at the CSE.s to review January market and credH riak pec:kages. 

There ware several common thomas in discussions wHh flnms: 

• Subprlme mortgage morket lunnofl: the market risk story. Rising dellnq""""Y and doliiUit 
rates for subprime mortgoges and widening credit spreads in synthatit and cssh oacur!Ues 
marl<els have mads hsedllnas recently. The PBX BBB- i'ldex, which tracks the cost of buying 
protection on the lowasl-rated 1ranthe of a 1efetence pool of subprime mortgages, began tho 
month at 400 bps over UBOR and ended January at almost 700 bps. "has slnte Widened 
out to over 1 000 bps. Thl& Widening has occurred prima111y In the more """"'t vintages, which 
nlflecl mortgegos originated In the last yosr amldot a declining houaing market. Some risk 
managem noted that their ffnM act primal1ly as aOllenl of pro1oc11on to their cllento (often 
hodga funds) 1hrough dorivati..,. .-..ncJng the Index. This dynamic tan make ft dlffltuft for 
dealers to hedge their poaltiono Without Incurring significant basis risk, and me CSf'! 
~ced trading IO!!!l8S as a resuft of the widening. However, spread widening has been 
m<>&i1mited to tho lower peril of the capital structure, With sproeds In tho AAA and AA 
!ranches remaining tight (ending the month at 9 and 14 bps, "'"pactively). The cash market 
has also been niwh teSs volatile, with BBS. subprime MBS trading In the upper ;!00s at the 
end of the month. One risk manager noted that coo managers still have to bUy product for 
their 180\Jancso, keeping demand high, and that tholnabHfty to short cash bonds kaaps $Oiling 
pressum to a minimum. 

• Subprime mortgage market turmoil: tho tredll rlok story. Many cse.s Incur cmdn risk to 
eubprime mortgage lendenl1hrough pre- and post-seWement o>q>osures resulting from whole 
toen purchases and through warchouao Jines. Much of the lotus lately has beerj on.J!!Illlo 
sott!!l!1!!!1!! OX!I!l!!!!'.!"• for example thoee genoro!ed when a CSE exerclsas fts right to 'put 
back' a loan to the s81Jer, often due to an earty payment defau~ or a braach of 
represeJ •lations and warranties. The $8l1er Is required to buy this loan beck at cost 
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However, In the case of several recent defaults (e.g. Mortgage Lando Network} the 
subprimo lenders haW been unable to fulfllllheir """""""' obligation, and the CSEs wftl 
soil the loans Into the market as '""""'*'-"nd-den~ • resulting In a -· There has also bean a 
good deal of focus on worehousa Ones. whore CSEs lund a mortgage origin-sloan 
production on a SflCUrod beals In order to allow lhem to oooumulate enough loans for a whole 
loan salo. Whllelhe mortgage collateral being ffnanoed Is subJect to a haltart. many of the 
CSEs h..,.. been taking a oloselool< atthoir werehousallnos to subprimo lenders, and In 
some casas have raised the holn:uts or lowerod the commltled portion of those linea. In 
other cues, C$E finn& have foreclosed on warehouse lines due to covenant breaches and 
haVe seized the undoriylng collateral. · 

• Aoqul-n •-lly m....,lnto regul-lndustrlu. Typically, the strategy of the CSEs 
engaging In event-driven lending Is to quickly sell down financing commlbnents, for """"'plo 
through - syndication or debt offerings. Recent headline acquloltiono suggost the! 
financial eponsoro may be pushing Into more regulated Industries such as gaming and 
energy. Dealslnvollllng companies In lheso Industries oflan take longer to close bocausa 
they must go through lengthy nooulm !l!VIew&, oflan at bolh the state and todemllovels. 
The risk con therefore remain on firms' books for much longor then with lha standard 
acquisition flnenclng. One risk menoger noted that wllh these large commlbnents, 'time io not 
your friend,' and ft Is unlikely that firms will be paid for this addftlonal risk. 

• Covonanl~ite deals continue to goln popularity. Whne 08ch r1sk manager might heve a 
slightly diffarent definition of covenant-lite, all ogma that th ... deals continuo tn be pushad 

flnonclal sponsors and acoaptad by doollnvoslonl. In ......,.,.., a oovonant.Jile deal is one 
suchas This 

~::~~~~~~~~~:~~~~~:: lethe! 
to holding bonds, do not demand tho 

by bonks hOlding term loans and leVOivers. 

• Emerging marketa risk~~- beyond the BRICs. While firms hove been octiVeln tho eo­
callad BRICs (Brazil, Russia, India, and China) lor somelbne, risk managers noted lhal 
exposure Is growing In -emerging merkots. Fmm 1oana aston dad to Mongolian banks to 
large FX positions In the Egyptian pound and Hungarian Iorint, tho CSEs heve expandad 
bn:ladly across tho globe. Some riok monagero spaak of tho now paradigm In ernerglhg 
merkots whore the potential for merkot 001 1taglon Is greatly reduced duo to mare 
sophisticated differentiation of countries by market particlpanls, and cite the recent events in 
E"<:uador, Venezuela. and Thailand, whore county-apoolflc avenls remained local phonornone, 
as evldenca. Olhere are loss optimistic, noting that they hoard the eamo "paradigm shlfl" 
comments In 1997 and 1998, prior to the emerging merkels disruption. 

• CSEo continua to grow their 1..-nal oporatlons. Many of tho CSEs ere opening naw 
brenches In COUntries such as Brazil end South K..... Dna CSE noted that half of Its trading 
end securities revenue now co moo fmm Europa end Asia, and the! ~ belteveslha hM! gmwlh 
~n!tlts am pu+slrt• ttte us In many cases. the firms· haW been actively hding these 
ciiUiltiieo• bonds and Fi< for some time, but through ofl.,.hora, hard currency marketS. As 
they open brooches In the countrleslhernseM!o, they plan on applying for (or have already 
receiVed) licenses which will allow them to ongoga in on.af\oro, loc:el currency and sacurltias 
lnildlng. While somo CSEs already hove reglonallnildlng limits In placa, others ere 

· discussing how \0 formalize the allocation of risk limits not Just by produol but by region as 
well. 
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We also oxpectto discuss the follOWing flrm-opaclfic Issues during the next round of meetings: 

Bear Steams 

month. rruol<-
ln the underlying loans (i.e.,lrl<:n"""'d 

are not-lllthe 
risk """"'98f'J note thai 

• We requested an update on !lear's Structured Funda BUSinesS (see OPSRA teport deled 
June 26, 2006 for dlllaHed business ovorvleW). Tho busln-. which primarily generates gap 
risk to beskets of hedge fund shores, has oontlnued to grow steadily. The loan equivalent 
amount of tho desk's posillon has reached $6.8 billion, and thus 1$ appr<>o<:111ng the c:urrent 
limit of $6.5 billion. Cansoquontty, It has requested a flmlllnereese to $10 bmlon. In addlllon, 
while the vast majority of transactions done to dale -...nee miOIIvely dl\18101fled baskOis of 
hedge funds shllfOS, risk managers note some trend In the market towaltl!l single fund 
undertlets. We wUI continuo to monitor this activity and discuss any shill in risk appottile, 
Including wHifngnassto enter Into riskier trade sthlcluroa, with risk managers. 

• The risk manager for and Asia reported theNI hss rec;errtly been son10.!!! 

~=-=~~with;~ While Sear's ffngafprint ~==~credit lines with financial 
1 in countries ouch soln ~ Rusola and MonfiC(Ia. We wiU 
contnue to monitor this nascent activity going fo<werd. 

• As dlscuooad In pNIVIous monflls. rtok management hao been considering "re-englneering" 
the process for reporting rruol<at risk to the Exocutiw Committee. A prototype risk report 
should be evelloblefor our.....,... Olthe next monthly m-.g. In addlllon, Bear hes been In 
the-of1811nlng Ito mart<et rlok flmllo frameWorf< (elso mentioned in pNIVIous memoo In 
the context of-fishing flmr-Wide llmllo). We intend to dlssusolhe new frameWorf<ln mC1111 
delailln the coming months. 
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March 30, 2007 

RE: Risk Management Reviews of Conoolklated SUpervised Entitles 

Offica of Prudential Supervision and Rlok Analysis ("'PSRA1 slafl mt>1 O'ffl!' the pest four weeks 
with senior risk managers at the CSEs to revieW February market and credit risk packages, 

There were sewra1 C()l'nmon themes In discussions with finns: 

• Tho equity marlcelo co-n CJlllllod only mild pain. Tha u.s. equity markals d<lcllned 
approxlmal&ly 4% on February 27". Whlle many CSEs hed significant long equity peslllono 
going into the oell off, some fimls wans eblo to substantially olfoel or avoid d-nal jossss 
With gains resulting from pos1t1vo optlonallty (I.e. gii'Tima) In the~ portfolios as wollos proll!8 
from Intra-day trading actMIIe$. 0t110r fimls did experience tr-g losooo, however, as 
dlsrunad in further detaft In the flrm-specific bullets below. 

• Subprlmo mortgage markot tarmofl oo-Ued to ....... O!Odlt- concerns. Subprlmo 
orlglnotoro continued to fall, led by oome of the largest plo)'OI'S such as Now Cantury. From a 
cnodll risk perspecllve; finTls have continued to aclfYely maoitor their warehouse finas to 
subprkna originators, In meny cases when 
bn!ached and ensuring thai marks 
As a 

has ~>aiDed relatively 
fndk:atlng !hot the undoriylng subprlmo oollalenll purchosod Is not 
dolarloratlng furlhor. More recently, soma CSE firms Issued Now 
Century regarding lis worohouse llnas. In some cases, the finTls rlghfs to 
foreolose on the co11etera1 sufll)<lrtlng these lines; In other cases New Century repaid the 
ouJslandlng amount end moved Its financing to another fnstitullon. 

• As of now, hodge funds appear to be woattull'lng tile tarmoD In the oubprlme space. 
While goneratly not lhalr sole activity, many hedge funds are active players in the subprtrne 
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mortgage mortcot, boltt on the cash and oynthollc. or derivatives, side. Some""' actiVo 
buyers of lower-rated tranches (and nOMatad residuals) of subprime secu• itb:alltntS, and 
much of this aciMty Is flnanc:ad by CSEs and other Institutions through 
Several risk managers noted that, given the movements In spread$ In 
this pest month, there has been an ln........, in lhe emount end 
funds this strategy. However, 

on Indices, and 
and spreads on 1ha Indices 

• The oubpl1mo mortgage market disruption haolncn111- fDcua on price Yodficatlon 
--· Bullinass personnel, oonlrolleno, and risk managars have been focused on the 
marl<lng of mor1gage tmllng lnvantcry. Parlloular attention has been paid 

around residuals as well as oyntholic poslllon8 -g "':;=,:~\:~~:::~:: 
much of the recent press has been focused on the ABX IndeX SPread and liS 
during 1ha month, many CSE firms have a substanttel book of-single-name credll. 
defauU s\NapS on a--backed securities ("CDS on ABS") or basket default OINapS, whiCh 
roforoncs a customized group of slngi<H18mo CDS on ABS. While the ABX Index Is reiStlvely 
liquid and thus stralght!Orwanl to mark dally, thase other synthollc products tand to trade lass 
frequootly. As a result, tho prcceos of mori<Jng these positions piiiCOO g..-demands on 
eonlroller resourcss In choppy marllets given the ralaliw lock of prfcing transparency. We 
are completing a round of largeted discussions with conlrolleno at all five tl'""' to ""'iew the 
price verification procedures used In this area. 

• TXU· the now "largest LBO ........ On February 26~, KKR and TPG, lwo loading privata . 
aquUy flrms, announced their lntsnt to acquire TXU for $45 billion, Including the assumption 
of exlotlng debt, In what would be the largest lovaregod buyoul...,. (unseating tho EqUUy 
omce Properties dee! dlacussed In recant memos). As part of this deal, many of the CSE 
flnns are both lead arrangers Of the financing as well as bridg&-equlty provJders. For some of 
lhe CSE flnns, theeo now and larger oommitmants nsplaca previously oulslzed commitmen1s 
to TXU for a previously planned financing of 11 now coal power plants, Which ran Into 
environmentsl and pelltlcal obstacles. Following lhelovereged bu)'Out, TXU plans to build just 
threa of these planlsln an attempt to appease various oono!Uuencles. However, H Is likely 
that this deal will not dOoe for some time given regulatory and other considerations, leavina 
firmrt txoopd m 1 mum 1nnger pedod bpfme aynd\QoUQn than M:Mcal.~ buyouts to 
aatB: Givan that syndication Is 1ha primary means to manage lil8i1sk 011h8i8'fer$QOd 
lending "pipeline•, this Is a fooua for rtsk manegars. 

• Changes to risk fBctar lime Mrinhave....., pushing VoR lovolo oround. VaR 
methodologies require a mapping of market risk exposures to risk-· such as 1nten>st 
rates or oquUy returns. 1lie method of choica amongst the CSE firms for modeling risk factors 
Is hlstorlc:al simulation, which inWiives the direct appllcotlon of hlstolical market movea to 
"""""t positions. As a ""'"It, changes In VaR result not only from changes to markol risk 
positions, but also from changas to the underlying historical time series usad as these ere 
updated with more recent dots. At some firms, this effect Is execart>aled by lhe decision of 
risk managers to plaoo ~ emphasis on mor& recant historical dots (I.e. exponential 
weighting of dala). This- the essoin February, as VaR lavais"'""' pushed slgnlflcanUy 
higher at these films due to the inclusion of the higher IIO!atiiUy exhibited in several mart<els 
during the peot month. For example, one flrm saw Its mortgage VaR double during 1ha 
month, daspHe actually nsduclng Its exposures. On the other hand, another flnn saw a drop 
in Its VoR duo to tho roll-off of dais from January 2003, o month with high marl<et volatillly. 
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We also expect to dl8cuso the following flrm-spaclflc- during the next round of meetings: 

BearS!eams 

• Bear's m""-bUslnesslnourred1~~~~;;;~~~ ln""n~· duo to contlnuad spmtd ~ 

~~~£~::,~.;_::~=:=-~~=:~=. 
there wem also non-lrMaiiNIIl<downs Oi(JOlnst whole loans end first lien res- · 
morlgege.bacl<ed securlllos In bolh subpdme end AI~A product. Allhough lhe business 
benefltl!d fi'om substential proloctlon purt:hased In the limn of CDS on ABS, lhe morigOiiJO 
bUsiness hod Ito first monthly loss slnoe Sear became a CSE. 

• During lhls monlh's meeting we were Informed thallhe head of Bear's independant Modal 
Vaiklalion Group has resigned. In the past year, two of the group's modal nMewenl, who 
hod 0011C8ntratad on equity and credn derivatives models, have lefllhe group. WhUe lhe 
learn hes added two members dedicated to reviewing morigOige and olhor cash product 
models, II)! dep!!!lfp of the personnel focusing on deriyatlyu Ia a !X!!!OO!V Sear was able 
to ctaer ItS backlog of derivative mOdel revlfJWS slilCe becoming a CSE. but the recent 
depariurH could make nwiews of lhe new models and ......,.._of existing modele a 
chaUenge. We intend to Closely monitor efforts to bOth hb'e new staff and review derivatiVeS 
models going lo!ward. 
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