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INSTITUTIONAL DIRECT INC.
(SEC I.D. No. 8-40058)

Statement of Financial Condition

and Independent Auditors’ Report

and Supplemental Report on Internal Control
November 30, 2005

Filed pursuant to Rule 17a-5(e)(3) under the Securities Exchange Act of 1934 as
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INDEPENDENT AUDITORS' REPORT

To the Board of Directors and Stockholder of
Institutional Direct Inc.

We have audited the following statement of financial condition of Institutional Direct Inc. (the
“Company”) as of November 30, 2003, that you are filing pursuant to Rule 17a-5 under the
Securities Exchange Act of 1934. This financial statement is the responsibility of the Company's
management. Our responsibility is to express an opinion on this financial statement based on our
audit.

We conducted our audit in accordance with generally accepted auditing standards as established
by the Auditing Standards Board (United States) and in accordance with the auditing standards of
the Public Company Accounting Oversight Board (United States). Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the financial
statement is free of material misstatement. The Company is not required to have, nor were we
engaged to perform, an audit of its internal control over financial reporting. Our audit included
consideration of internal control over financial reporting as a basis for designing audit procedures
that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the Company's internal control over financial reporting. Accordingly, we express
no such opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statement, assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, such statement of financial condition presents fairly, in all material respects, the
financial position of Institutional Direct Inc. at November 30, 2005, in conformity with
accounting principles generally accepted in the United States of America.
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January 20, 2006
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INSTITUTIONAL DIRECT INC.

STATEMENT OF FINANCIAL CONDITION
NOVEMBER 30, 2005

ASSETS

Investment in money market fund
Commissions receivable
Receivable from Ultimate Parent
Other assets

TOTAL ASSETS

LIABILITIES AND STOCKHOLDER’S EQUITY
Accrued expenses and other liabilities
Total liabilities

Common stock, no par value; 200 shares authorized and outstanding
Retained earnings

Total stockholder’s equity

TOTAL LIABILITIES AND STOCKHOLDER’S EQUITY

See accompanying notes.

13,151,448
444,240
257,036

35,581

13,888,305

185,280

185,280

10,250,000

3,453,025

13,703,025

13,888,305
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INSTITUTIONAL DIRECT INC.

NOTES TO STATEMENT OF FINANCIAL CONDITION
NOVEMBER 30, 2005

1. ORGANIZATION AND NATURE OF BUSINESS

Institutional Direct Inc. (the “Company”) is a New York Corporation and a wholly owned
subsidiary of Bear, Stearns & Co. Inc. (the “Parent™). Its ultimate parent is The Bear
Stearns Companies Inc. (the “Ultimate Parent”). For purposes of this report, an “affiliate” is
defined as the Ultimate Parent or a direct or indirect subsidiary of the Ultimate Parent. The
Company is a registered broker-dealer with the Securities and Exchange Commission
(“SEC”) under the Securities Exchange Act of 1934 and clears its transactions through an
affiliate, Bear, Stearns Securities Corp. (“BSSC” or the “Clearing Broker™).

The Company acts as a direct access broker on the floor of The New York Stock Exchange,
Inc. (“NYSE”) by executing and servicing orders from broker-dealer and non-broker-dealer
customers. In addition, the Company’s sales trading group located at 383 Madison Avenue,
New York offers institutional clients single stock agency execution services in both listed
and over-the-counter equities through multiple execution platforms.

The Company also provides soft dollar arrangements permitting certain customers to
allocate a portion of their commission to pay for market data, research products and other
information provided by third parties. The cost to the Company is the soft dollar component
of commission revenues received by the Company. The payables relating to research
expense are transferred to the Parent, which provides operating and recordkeeping services
for the Company's soft dollar clients,

2. SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation - The Statement of Financial Condition is prepared in conformity with
accounting principles generally accepted in the United States of America. These principles
require management to make estimates and assumptions, including those regarding accruals,
that affect the amounts reported in the Statement of Financial Condition and accompanying
notes. Actual results could differ materially from these estimates.

Commissions - Commission revenues and related expenses are recorded on a trade date
basis. Commissions receivable recognized as uncollectible are written off. The Company’s
assessment of doubtful accounts is based on the ageing of the receivables and historical
collection experience.

Dividends - Dividend income is recorded on an accrual basis. The Company earns dividend
income on cash invested in a money market fund. BSSC serves as the custodian for the
Company’s money market investment.

Exchange Memberships - The Company leases NYSE memberships generally under one
year operating leases from related and unaffiliated third parties. At November 30, 2005, the
Company leases five NYSE memberships, one of which is from a related party. At
November 30, 2005, future payments amount to $167,250 and fall due in fiscal 2006.
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Income Taxes - The Company is included in the consolidated federal income tax return of
the Ultimate Parent. Pursuant to an agreement with the Ultimate Parent which allows for
current treatment of all temporary differences, the Company treats such differences as
currently deductible and includes the tax effect on such differences in the intercompany
receivable from the Ultimate Parent.

Cash and cash equivalents - The Company has defined cash equivalents as liquid
investments not held for sale in the ordinary course of business with original maturities of
three months or less.

New Accounting Pronouncements - In December 2004, the Financial Accounting Standards
Board (“FASB”) issued Statement of Financial Accounting Standards No. 123 (R), “Share-
Based Payment,” (“SFAS No. 123 (R)”). SFAS No. 123 (R) is a revision of FASB
Statement No. 123, “Accounting for Stock-Based Compensation.” This statement
supersedes Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock
Issued to Employees” and amends FASB Statement No. 95, “Statement of Cash Flows.”
SFAS No. 123 (R) eliminates the ability to account for share-based compensation
transactions using APB Opinion No. 25 and requires all share-based payments to
employees, including grants of employee stock options, to be recognized in the Statement of
Financial Condition using a fair-value-based method. In April 2005, the SEC amended the
effective date of SFAS No. 123 (R) to provide additional time for companies to comply with
the reporting requirements. The adoption of SFAS No. 123 (R) by the Ultimate Parent on
December 1, 2005, as required, did not have a material impact on the Company’s Statement
of Financial Condition.

EMPLOYEE BENEFIT AND STOCK COMPENSATION PLANS

The Parent provides the Company with operations, management and administrative
personnel. Certain employees of the Parent participate in the Ultimate Parent’s employee
benefit and stock compensation plans. These plans include a qualified non-contributory
profit sharing plan, covering substantially all employees, and equity-based compensation
plans which provide for grants of restricted stock units and stock options. Applicable costs
are allocated to the Company.

RELATED PARTY ACTIVITIES

Commissions - At November 30, 2005, the Company’s direct access activities with the
Parent and another affiliate resulted in a balance of $8,695 which is included within
commissions receivable.

Interest - All of the Company’s payable and receivable balances with the Parent and BSSC
are settled with the Ultimate Parent. Interest rates on such balances are generally based on
the federal funds rate.

Operating Expenses - Pursuant to an operating agreement, the Parent provides the Company
with personnel, facilities and other services for which the Parent charges a fee.

Additionally, the Ultimate Parent and an affiliate are party to a written agreement with
respect to an office tower at 383 Madison Avenue, New York City (“383 Madison”), which
was developed and built as the Ultimate Parent’s worldwide headquarters. The Company
has an agreement, for which no costs are assigned, permitting occupancy of 383 Madison.



REGULATORY REQUIREMENTS

The Company is a registered broker-dealer with the NYSE and the National Association of
Securities Dealers, Inc. (“NASD”) and, accordingly, is subject to the Uniform Net Capital
Rule 15¢3-1 (the “Net Capital Rule”) under the Securities Exchange Act of 1934 and the
capital rules of the NYSE and the NASD. The Company has elected to use the basic
method permitted by the Net Capital Rule, which requires that the Company maintain net
capital, as defined, equal to the greater of $100,000 or 6-2/3% of aggregate indebtedness.
At November 30, 2005, the Company’s net capital of $12,748,962 exceeded the minimum
regulatory net capital requirement of $100,000 by $12,648,962. The Company had a ratio
of aggregate indebtedness to net capital at November 30, 2005 of 0.01 to 1.

Proprietary accounts held at the Clearing Broker (“PAIB assets™) are considered allowable
assets in the net capital computation pursuant to an agreement between the Company and
the Clearing Broker which requires, among other things, for the Clearing Broker to perform
a computation for PAIB assets similar to the customer reserve computation set forth in Rule
15¢3-3 under the Securities Exchange Act of 1934.

SUBSEQUENT EVENTS

Subsequent to the year end it became management’s intention to dissolve the Company
within the next four months.

The Company’s business as described in Note 1 will be transferred to the Parent and
continue as a division of the Parent, which already provides the Company with operations,
management and administrative personnel. The Parent will also acquire the assets and
assume the liabilities of the Company.

% % k ok ok k
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January 20, 2006

Institutional Direct Inc.
383 Madison Avenue
New York, New York 10179

In planning and performing our audit of the financial statements of Institutional Direct Inc. (the
“Company”) for the year ended November 30, 2005 (on which we issued our report dated January
20, 2006), we considered its internal control, including control activities for safeguarding
securities, in order to determine our auditing procedures for the purpose of expressing an opinion
on the financial statements and not to provide assurance on the Company's internal control.

Also, as required by Rule 17a-5(g)(1) under the Securities Exchange Act of 1934, we have made
a study of the practices and procedures (including tests of compliance with such practices and
procedures) followed by the Company that we considered relevant to the objectives stated in Rule
17a-5(g) in making the periodic computations of aggregate indebtedness and net capital under
Rule 17a-3(a)(11) and for determining compliance with the exemptive provisions of Rule 15¢3-3.
We did not review the practices and procedures followed by the Company in making the
quarterly securities examinations, counts, verifications, and comparisons, and the recordation of
differences required by Rule 17a-13 or in complying with the requirements for prompt payment
for securities under Section 8 of Regulation T of the Board of Governors of the Federal Reserve
System, because the Company does not carry securities accounts for customers or perform
custodial functions relating to customer securities.

The management of the Company is responsible for establishing and maintaining internal control
and the practices and procedures referred to in the preceding paragraph. In fulfilling this
responsibility, estimates and judgments by management are required to assess the expected
benefits and related costs of internal control and of the practices and procedures, and to assess
whether those practices and procedures can be expected to achieve the Securities and Exchange
Commission's (the “Commission”) above-mentioned objectives. Two of the objectives of
internal control and the practices and procedures are to provide management with reasonable, but
not absolute, assurance that assets for which the Company has responsibility are safeguarded
against loss from unauthorized acquisition, use, or disposition, and that transactions are executed
in accordance with management's authorization and recorded properly to permit the preparation
of financial statements in conformity with accounting principles generally accepted in the United
States of America. Rule 17a-5(g) lists additional objectives of the practices and procedures listed
in the preceding paragraph.
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Because of inherent limitations in any internal control or the practices and procedures referred to
above, misstatements due to error or fraud may occur and not be detected. Also, projections of
any evaluation of the internal control or of such practices and procedures to future periods are
subject to the risk that they may become inadequate because of changes in conditions or that the
degree of compliance with the practices or procedures may deteriorate.

Our consideration of the Company's internal control would not necessarily disclose all matters in
the Company's internal control that might be material weaknesses under standards established by
the American Institute of Certified Public Accountants. A material weakness is a condition in
which the design or operation of one or more of the internal control components does not reduce
to a relatively low level the risk that misstatements caused by error or fraud in amounts that
would be material in relation to the financial statements being audited may occur and not be
detected within a timely period by employees in the normal course of performing their assigned
functions. However, we noted no matters involving the Company's internal control and its
operation, including control activities for safeguarding securities, that we consider to be material
weaknesses as defined above.

We understand that practices and procedures that accomplish the objectives referred to in the
second paragraph of this report are considered by the Commission to be adequate for its purposes
in accordance with the Securities Exchange Act of 1934 and related regulations, and that
practices and procedures that do not accomplish such objectives in all material respects indicate a
material inadequacy for such purposes. Based on this understanding and on our study, we believe
that the Company's practices and procedures were adequate at November 30, 2005, to meet the
Commission's objectives.

This report is intended solely for the information and use of the board of directors, management,
the Securities and Exchange Commission, the National Association of Securities Dealers, Inc.,
the New York Stock Exchange, Inc. and other regulatory agencies that rely on Rule 17a-5(g)
under the Securities Exchange Act of 1934 in their regulation of registered brokers and dealers,
and is not intended to be and should not be used by anyone other than these specified parties.

Yours truly,
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