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Executive Summary”

In its December oversight report, the Panel reviewed the successes and failures of the
Troubled Asset Relief Program in 2008 and 2009. This month, the Panel focuses on the road
ahead as Treasury closes the TARP. Now that Treasury has acquired hundreds of billions of
dollars in assets, how does it plan to unwind its stake in the financial markets? How will
Treasury balance its desire to sell these assets quickly with its goals of promoting financial
stability and strengthening the return to taxpayers? What steps will Treasury take to unwind the
implicit guarantee that the federal government will always stand behind too big to fail banks? In
short, what is Treasury’s exit strategy?

Ending the TARP will involve several stages of exit. The first milestone will be on
October 3, 2010, when Treasury’s authority to make new commitments to purchase assets,
commit funds, and establish guarantees using TARP funds will expire. The end of this authority
will not, however, constitute the end of the TARP; Treasury will be authorized to continue
making purchases using funds that were committed in advance of the October 3, 2010 deadline.
Finally, after Treasury completes all of its TARP purchases, it will hold a massive pool of
financial assets likely worth hundreds of billions of dollars, and the process of unwinding some
of these holdings may continue for a number of years.

As of December 31, 2009, Treasury’s largest TARP-related assets include $58 billion in
preferred securities issued by banks, $25 billion in Citigroup common stock, $46.9 billion in
AIG preferred stock, and $61 billion in shares and debt of GM and Chrysler. Treasury also holds
significant assets under the Public-Private Investment Program, the Term Asset-Backed Loan
Facility, and the Capital Purchase Program, and it has announced plans to purchase further assets
under new programs such as the small business initiative.

The Emergency Economic Stabilization Act authorized Treasury to hold its TARP assets
until maturity or to sell them earlier. Treasury has articulated three principles that guide its
determination of when to sell assets: maintaining the stability of the financial system, preserving
the stability of individual financial institutions, and maximizing the return on the taxpayers’
investment.

These principles may sometimes be at odds with one another. For example, the most
profitable moment to sell a TARP asset may not be the moment that best promotes systemic
stability or the moment that best serves a particular institution. Furthermore, Treasury is only
one department of a much larger federal government, and the broader government may have
additional goals for the TARP, such as preserving jobs or satisfying a political constituency.

“The Panel adopted this report with a 5-0 vote on January 13, 2010.



The Panel is also concerned that, although Treasury has been consistent in articulating its
principles, the principles as announced are so broad that they provide Treasury with a means of
justifying almost any decision. This means that there is effectively no metric to determine
whether Treasury’s actions met its stated goals. Because any approach may alternatively be
justified as maximizing profit, or maintaining the stability of significant institutions, or
promoting systemic stability, almost any decision can be defended. Measuring Treasury’s
success against these metrics is problematic.

As Treasury enters the next stage of its administration of the TARP, it must learn from
the mistakes it has made in the past — in particular, its failure to follow the money used to bail
out large financial institutions. Because Treasury never required the institutions that received the
first infusions of TARP funding to account for their use of these funds, taxpayers have not had a
clear understanding of how their money has been used. As Treasury embarks on new programs,
it must require that future recipients provide much greater disclosure of their use of TARP
dollars.

Finally, and perhaps most significantly, the TARP has raised the long-term challenge of
how best to eliminate implicit guarantees. Belief remains widespread in the marketplace that, if
the economy once again approaches the brink of collapse, the federal government will inevitably
rush in to rescue financial institutions deemed too big to fail. This belief distorts prices, giving
large financial institutions an advantage in raising capital that mid-sized and smaller banks —
those not too big to fail — do not enjoy. These implicit guarantees also encourage major financial
institutions to take unreasonable risks out of the belief that, no matter what happens, taxpayers
will not allow their failure. So long as markets continue to believe that an implicit guarantee
exists, moral hazard will continue to distort prices and endanger the nation’s economy, even after
the last TARP program has been closed and the last TARP dollar has been repaid.



Section One: January Report

A. Overview

On December 9, 2009, Treasury Secretary Timothy Geithner announced that the
Troubled Asset Relief Program (TARP) would be extended until October 3, 2010.* Although it
may take years to unwind some of the assets acquired under the TARP, once the program
expires, no new commitments may be made with respect to TARP funds and the end of the
TARP will have begun.

In its December report, the Congressional Oversight Panel looked at the entire program in
order to assess what the TARP has accomplished and where it has fallen short from various
perspectives in the 14 months since its inception. This month the Panel looks at what the TARP
will leave behind when it ultimately is wound down.

The TARP will leave behind a dual legacy: hard assets and an even harder problem. Asa
result of expenditures under the TARP, Treasury is now managing assets that rival in size a
substantial sovereign wealth fund. Treasury’s Office of Financial Stability (OFS) is managing a
diverse portfolio of assets, worth approximately $258.1 billion at December 31, 2009, which it
eventually must divest. Divesting these assets will call for a balance between maximizing the
return to taxpayers, maintaining financial stability, and continuing to pursue other stated
objectives of the TARP. There are, of course, also unavoidable political considerations that will
affect these decisions, and that political context in the current environment can shift quickly and
unpredictably.

Devising an exit strategy from the market impact of the TARP and related programs is
even more difficult than deciding how and when to dispose of the assets. The Panel has several
times noted the moral hazard that the financial rescue created: the market distortion arising from
the belief among market participants and the managers of financial institutions that the
government will guarantee the obligations and preserve the shareholders of large financial
institutions.> Government intervention has created implicit guarantees of some undefined
portion of the financial system, and any effective exit strategy from the TARP and related
programs must address how to unwind or withdraw that implicit guarantee.

1 U.S. Department of the Treasury, Treasury Department Releases Text of Letter from Secretary Geithner
to Hill Leadership on Administration’s Exit Strategy for TARP (Dec. 9, 2009) (online at
www.treasury.gov/press/releases/tg433.htm).

2 See Congressional Oversight Panel, November Oversight Report: Guarantees and Contingent Payments
in TARP and Related Programs (Nov. 6, 2009) (online at cop.senate.gov/documents/cop-110609-report.pdf)
(hereinafter “COP November Oversight Report™).



The primary focus of this report is to follow the money: to summarize the assets and
obligations that Treasury holds or owes as a result of its expenditure of TARP funds, to explore
how Treasury plans to divest itself of those assets or obligations and get the taxpayers’ money
back, and also to examine how the recipients intend to make sure taxpayers are made whole.
This implicates several elements of the Panel’s mandate, particularly the use of the Secretary’s
authority under the TARP, the effectiveness of the TARP in minimizing costs and maximizing
benefits to taxpayers, and contributions to transparency.>

As examined in more detail below, Treasury has described to the Panel an exit strategy
based on Treasury’s view of sound asset management practices and Treasury’s understanding of
the statutory obligations imposed by the Emergency Economic Stabilization Act of 2008
(EESA), the law that led to the TARP’s establishment. In this Report, the Panel discusses a
number of questions that arise from this approach. The Panel notes that the publication of
audited TARP financial statements has improved the transparency of the program and provided
some insight with respect to the value of Treasury’s holdings.

This report also considers issues that arise with respect to further expenditures that may
be made before the TARP expires; in particular under Treasury’s small business initiatives and
the continuing support provided to GMAC.

As for the broader and still evolving issue — the unwinding of the implicit guarantees
created by the financial rescue — the Panel reviews the current state of the debate and identifies
the issues that must be addressed before it can be said that the TARP has been truly unwound.

B. The Various Stages of “Exit” from the TARP
1. Secretary’s Authority and Obligations

The end of the TARP will involve several stages of “exit”: (1) the end of the Secretary’s
authority to purchase assets or commit funds, and to establish guarantees for troubled assets, on
October 3, 2010; (2) the expenditure of all funds committed for the purpose of purchasing or
supporting “troubled assets,” as defined by EESA,* and (3) the eventual disposition of all assets
held by Treasury that were purchased through the TARP.

The first- and most talked-about stage will come on October 3, 2010, when the
Secretary’s authority to purchase troubled assets, or to commit funds for the purpose of

$12 U.S.C. § 5233(b).

* “Troubled assets” as defined by EESA includes both assets associated with mortgage-based securities and
“any other financial instrument that the Secretary, after consultation with the Chairman of the Board of Governors of
the Federal Reserve System, determines the purchase of which is necessary to promote financial stability[.]” 12
U.S.C. § 5202(9). Under this definition, valuable assets from healthy institutions may nonetheless be defined as
“troubled assets” under the statute if their purchase is deemed to promote stability.



purchasing troubled assets, will end.®> Originally, this authority was to end on December 31,
2009.° The statute was written to permit the Secretary of the Treasury to extend the program,
however, until October 3, 2010, provided he submitted to Congress “a written
certification...includ[ing] a justification of why the extension is necessary to assist American
families and stabilize financial markets, as well as the expected cost to the taxpayers for such an
extension.”” On December 9, 2009, the Secretary sent such a certification to Speaker of the
House Nancy Pelosi and Senate Majority Leader Harry Reid, stating his intention to exercise his
authority to extend the TARP until October 2010.% According to this certification, Treasury will
spend the remaining months of the TARP “terminating and winding down many of the
government programs put in place last fall [2008].”° New commitments in 2010 will be limited
to the following three areas:

e Mitigating foreclosures for homeowners;

e Providing capital to small and community banks, and other efforts to facilitate small
business lending; and

e Potentially increasing Treasury’s commitment to the Term Asset-Backed Securities Loan
Facility (TALF), a program administered by the Federal Reserve Bank of New York
(FRBNY) and aimed at unlocking the credit markets via loans for the purchase of certain
types of asset-backed and commercial mortgage-backed securities. ™

The certification notes that “[b]eyond these limited new commitments, we will not use
remaining EESA funds unless necessary to respond to an immediate and substantial threat to the
economy stemming from financial instability.”**

The end of the authority to purchase assets or commit funds for their purchase will not,
however, constitute a true “exit” from the TARP. The statute permits Treasury to commit funds
until October 3, 2010, but spend them after that date.** Therefore, there may be funds that have

®See 12 U.S.C. §§ 5230.
12 U.S.C. § 5230(a).
712 U.S.C. § 5230(b).

8 U.S. Department of the Treasury, Letter from Secretary Geithner to Speaker Pelosi (Dec. 9, 2009) (online
at www.financialstability.gov/docs/press/Pelosi%20L etter.pdf); U.S. Department of the Treasury, Letter from
Secretary Geithner to Senator Reid (Dec. 9, 2009) (online at
www.financialstability.gov/docs/press/Reid%20Letter.pdf).

°1d.
10 4.
1.

2 Under 12 U.S.C. § 5216(e), the Secretary may continue to hold assets purchased under TARP, and may
purchase or fund purchases of assets after the October 3, 2010 expiration date if the commitment to make such
purchase was made by October 3, 2010.



been committed but that, as of October 4, 2010, have not yet been actually spent. It is too soon
to know how many such unfunded commitments may exist by October 3. The current state of
the various programs under the TARP, and the amounts that could yet be expended, are
discussed in Sections D and E.

Even after the Secretary’s authority to purchase assets has expired and all commitments
have been funded, Treasury will still likely hold billions of dollars worth of assets purchased
through the program. Treasury will have to provide for the management and prudent sale of
these assets, which may continue over a number of years. Various sections of EESA
contemplate such ongoing management and describe the structures that will remain in place to
oversee and guide this process.

Section 5223 of EESA contains direct guidance to Treasury with respect to its obligations
in holding and selling assets. According to this section, the Secretary shall: “hold the assets to
maturity or for resale for and until such time as the Secretary determines that the market is
optimal for selling such assets, in order to maximize the value for taxpayers” and “sell such
assets at a price that the Secretary determines, based on available financial analysis, will
maximize return on investment for the Federal Government.”*®

Section 5216 of EESA provides specific details regarding Treasury’s authority. This
section provides that the Secretary “may, at any time, exercise any rights received in connection
with troubled assets purchased under this chapter” and that the Secretary has the authority to
“manage troubled assets purchased under this chapter, including revenues and portfolio risks
therefrom.”** As to the sale of troubled assets, this section grants the Secretary the ability to “at
any time, upon terms and conditions and at a price determined by the Secretary, sell, or enter into
securities loans, repurchase transactions, or other financial transactions in regard to, any troubled
asset purchased under this chapter.”*®> The proceeds from such sales as well as revenues from
troubled assets are to be paid into “the general fund of the Treasury for reduction of the public
debt.”*°

312 U.S.C. § 5223(a)(2).
412 U.S.C. § 5216(a), (b).
12 U.S.C. § 5216(c).

112 U.S.C. § 5216(d). Treasury apparently concedes that EESA bars the Secretary from taking amounts
Treasury receives when stock and warrants are redeemed and spending those amounts again, rather than using them
to reduce the public debt (allowing section 106(d) of EESA to operate). However, it argues that section 118 of
EESA also permits the Secretary to issue new government securities to raise new funds “[f]or the purposes of the
authorities granted in [EESA],” including use to restore the TARP fund to full strength (roughly, the amount by
which the statutory funding ceiling exceeds outstanding purchases and commitments). See, e.g., Congressional
Oversight Panel, Questions for the Record for U.S. Department of the Treasury Secretary Timothy Geithner, at 13
(Sept. 23, 2009) (online at cop.senate.gov/documents/testimony-091009-geithner-gfr.pdf ). The Panel takes no
position on the validity of this position.



While it is clear that EESA contemplates some form of ongoing management of TARP
assets, the scope of that authority is less clear. For example, section 5216 permits the Secretary
to “exercise any rights received in connection with” TARP assets, and section 106(b) authorizes
the Secretary “to manage troubled assets purchased under this Act, including revenues and
portfolio risks therefrom.” Clearly, if the Secretary purchased convertible preferred stock before
the expiration of the TARP, that stock could be converted, according to its terms, into common
equity after the TARP sunset date. The right to convert the stock was received in the transaction
by which Treasury acquired the asset.

That leaves the question of whether Treasury could exchange a TARP asset for anything
but cash after the sunset date. Suppose that Treasury sought to exchange non-convertible
preferred stock after the sunset date for common stock in the same institution. Such a transaction
might be characterized as an exercise of a right “received in connection with” the original asset,
but it could perhaps more appropriately be characterized as a means of purchasing new common
equity using the preferred stock, depending on the facts of the situation.

The statute provides no guidance as to whether the Secretary’s authority to “manage” an
asset includes using the stock to obtain a different class of stock, or whether such an exchange is
permitted if it can be shown to “reduce portfolio risk.” Whether an exchange, for example, of
preferred for common stock, can be shown to “reduce portfolio risk” depends on the facts of
particular situations. Treasury has stated that, while it is unwilling to speculate on such
hypothetical situations, its position is that if the February 2009 Citigroup exchange offer, in
which preferred stock was exchanged for common stock in an effort to bolster the company’s
regulatory capital, had occurred after the sunset date, Treasury would nonetheless have the
authority to engage in such a transaction as part of its authority to manage TARP assets.*’

Another issue involves the conditions under which the Secretary may sell TARP assets.
The Secretary has a statutory obligation to hold TARP assets until the Secretary determines the
market for the sale of such assets is “optimal.” This may prove to be a difficult standard to
apply. Without the benefit of hindsight, determining when a market is “optimal” for a particular
sale is extraordinarily difficult. As discussed in greater detail below, Treasury reads this
provision to require sales to forward the broad policy views required and implied by EESA.
“Optimal” timing might therefore not be the most profitable, but timing that best forwards
Treasury’s goals. As also discussed in Section D.2 below, such an understanding of “optimal
timing” creates certain difficulties with regard to oversight.

2. Other Oversight and Management Entities

The same section of EESA that provides the Secretary with the authority to create the
TARRP also provides for the creation of the Office of Financial Stability (OFS) to implement

7 Treasury conversations with Panel staff (Nov. 20, 2009).
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programs created under the TARP.*® The section of EESA that provides a sunset date for the
authority granted the Secretary, however, explicitly excludes OFS from the sunset.® No other
section in EESA provides an alternative sunset date for OFS. This office will remain the primary
office for the administration, management, and disposition of TARP assets.

In addition, the Financial Stability Oversight Board (FSOB), created by EESA, % will
remain in existence until 15 days after the later of either the date the last troubled asset purchased
has been sold, or the last insurance contract entered into under the section to guarantee troubled
assets has expired.?! Because the statute provides explicitly for the FSOB to continue until
Treasury has fully exited from all TARP-related transactions, this board is clearly intended to
provide guidance not only for the implementation of the TARP, but for the ongoing management
and sale of TARP assets. EESA requires the Secretary to make monthly reports to the FSOB
regarding the current status of TARP programs and expenditures; this obligation continues until
the date of the FSOB’s termination.

The three main oversight bodies for the TARP — the Special Inspector General for the
Troubled Asset Relief Program (SIGTARP), the Government Accountability Office (GAO), and
the Panel — also have duties that extend beyond the October 3, 2010, sunset date. SIGTARP’s
oversight obligations expire on the same date as the FSOB terminates.?> GAOQ’s obligations
expire on the later of the date the last TARP asset is sold, or the last insurance contract ends.?®
The Panel’s obligations expire on April 3, 2011.%

3. Effect on Other Related Programs

Treasury’s exit from the TARP will have little to no effect on several programs that use
TARP funds,” or on other related programs that are also aimed at stabilizing the country’s
economy.

812 U.S.C. § 5211(a)(3)(A).
Y12 U.S.C. § 5230(a).

% The FSOB’s members are the Secretary of the Treasury, the Chairman of the Board of Governors of the
Federal Reserve System, the Director of the Federal Housing Finance Agency, the Chairman of the Securities
Exchange Commission, and the Secretary of Housing and Urban Development. 12 U.S.C. § 5214(b). Its duties
include reviewing “policies implemented by the Secretary and [the OFS] . . . including the appointment of financial
agents, the designation of asset classes to be purchased, and plans for the structure of vehicles used to purchase
troubled assets.” 12 U.S.C. § 5214(a).

2112 U.S.C. 8§ 5214(h). For a detailed analysis of the programs created under § 5212, please see the
Congressional Oversight Panel’s November report. COP November Oversight Report, supra note 2.

212 U.S.C. § 5231(h).
%12 U.S.C. §5226(e).
%412 U.S.C. § 5233(f).

%% One of the stated purposes of the EESA is to preserve homeownership, and section 109 of EESA directs
the Secretary of the Treasury “[t]o the extent that [he] acquires mortgages, mortgage backed securities, and other

11



The Home Affordable Modification Program (HAMP), which aims to assist homeowners
seeking to avoid foreclosure, will be largely unaffected by the end of the TARP. Treasury
initially committed up to $50 billion in TARP funds to this program, and as of the release of this
report, there has been no announcement that any additional funds have been committed. But
more funds may be committed in the future. In Secretary Geithner’s recent letter extending the
TARRP, he cited foreclosure mitigation as one of the areas where additional TARP commitments
may be made in 2010. Furthermore, the $50 billion in TARP funds already committed to HAMP
may be paid out even after the expiration of the TARP. Because these funds are used to reduce
homeowners’ mortgage payments, there are no assets for Treasury to manage; therefore, no exit
strategy is necessary.?®

Two other programs that use TARP funds, the TALF and the Public-Private Investment
Program (PPIP), will also be unaffected because the TARP funds that they use have already been
committed. To the extent that the TALF and the PPIP are used to purchase assets, the assets are
held and managed by private entities under the terms of the programs. Therefore, although OFS
will have continuing oversight responsibility for these programs and the private entities that
manage them, Treasury will not itself have responsibility for directly selling any assets
purchased through these programs. Furthermore, both programs have their own fixed
termination dates. Loans made under the TALF must not have a term limit beyond seven years
and, currently, no loans may be made past June 30, 2010.?" The investment funds established
under the PPIP have a ten-year termination date.

A small business initiative that was announced by the White House in October 2009 has
yet to take form.?® But to the extent that it includes any outright expenditures, there will
similarly be no requirement for an exit strategy for assets. This does not mitigate the need for
rigorous oversight of any such programs.?

assets secured by residential real estate” to “implement a plan that seeks to maximize assistance for homeowners and
use the authority of the Secretary to encourage the servicers of the underlying mortgages, considering net present
value to the taxpayer, to take advantage of the HOPE for Homeowners Program ... or other available programs to
minimize foreclosures. In addition, the Secretary may use loan guarantees and credit enhancements to facilitate loan
modifications to prevent avoidable foreclosures.” 12 U.S.C. 88§ 5201(2)(B), 5219(a).

% The Panel requested from Treasury a legal opinion on its HAMP authority. See, e.g., Congressional
Oversight Panel, COP Hearing with Treasury Secretary Timothy Geithner (Dec. 10, 2009).

%" Federal Reserve Bank of New York, Term Asset-Backed Securities Loan Facility: Terms and Conditions
(Nov. 13, 2009) (online at www.newyorkfed.org/markets/talf _terms.html) (hereinafter “TALF Terms and
Conditions™).

% White House, Weekly Address: President Obama Says Small Business Must be at the Forefront of the
Recovery (Oct. 24, 2009) (online at www.whitehouse.gov/the-press-office/weekly-address-president-obama-says-
small-business-must-be-forefront-recovery).

2 See infra Section E.
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Several related programs run by the Federal Deposit Insurance Corporation (FDIC) and
the Federal Reserve will likewise be unaffected by the TARP’s end. An FDIC program under
which bank accounts are guaranteed up to $250,000, up from the earlier level of $100,000, is
unrelated to the TARP and will remain in place until December 31, 2013. Similarly, certain
financing that the Federal Reserve has made available in response to the financial crisis is
unrelated to the TARP and will be unaffected by the TARP’s termination.

4. EESA Requirements Relating to Use of TARP Profits, or Approach to TARP
Losses

Most of the programs established in the TARP’s early days carry the potential of a return
on Treasury’s investments, which gives rise to the question of what is the best use of any profits
from the TARP. While EESA provides that all profits are to be used to pay down the national
debt,® there is an ongoing debate about what to do with TARP funds going forward. Should the
TARRP instead realize a net loss, EESA provides that “the President shall submit a legislative
proposal that recoups from the financial industry an amount equal to the shortfall in order to
ensure that the Troubled Asset Relief Program does not add to the deficit or national debt.”>!

The fact that the TARP morphed from the asset purchase program contemplated by the
legislation to a capital infusion program complicated the issue somewhat, and later TARP
programs such as HAMP, which are not intended to produce any return at all, complicated it
further. It currently appears that, although some capital-injection programs will show a profit,
the TARP as a whole will result in a loss.®* Even if the capital-injection programs show a profit,
these profits will have to be large enough to also make up for outlays under programs such as
HAMP, which are structured without any contemplation of a return of capital or interest. Itis
thus possible that legislation may result in financial institutions being charged for losses made on
investments in two automobile companies and on foreclosure mitigation efforts. On the other
hand, it may be argued that many of the financial institutions that received TARP funds would
not have survived absent such capital injections, or, even if they themselves were not short of
capital, would have been vulnerable had other giants in the industry fallen, and therefore asking
for these institutions to contribute to an overall TARP shortfall is appropriate. Ultimately, EESA
specifies that the determination of whether the program has made a loss is to be made after
October 3, 2013,% and it may take several years for the results of some of the investments made

%012 U.S.C. § 5216(d).
%12 U.S.C. § 5239.

% Congressional Oversight Panel, Written Testimony of Treasury Secretary Timothy F. Geithner (Dec. 10,
2009) (online at cop.senate.gov/documents/testimony-121009-geithner.pdf) (hereinafter “Sec. Geithner Written
Testimony”); U.S Department of the Treasury, Agency Financial Statement 2009, at 3 (Sept. 30, 2009) (online at
www.treas.gov/press/releases/OSF%20AFR%2009.pdf) (hereinafter “Agency Financial Statement 2009”).

% See 12 U.S.C. § 5239.
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under the TARP to be clear, although the TARP financial statements do calculate likely profit or
loss for all TARP investments in fiscal year 2009.%

5. Continuing Market Effects of the TARP: The Implicit Guarantee

Even after the TARP has ended, it is likely that the effect of the TARP and related
programs on the market will continue for some time. The decisions to rescue certain financial
institutions have created an implicit government guarantee, the limits of which are unknown and
the reasons for which are not fully articulated.®* This guarantee goes beyond the so-called too
big to fail problem: it is not clear how far the guarantee extends into the smaller banks, and even
some of the banks subjected to the “stress tests” — which some commentators have viewed as the
too big to fail list*® — seem to pose no real threat to the financial system.*’

Implicit guarantees affect the market’s view of these institutions, and a perception that an
institution will be protected by the government may in fact result in the government’s continued
protection. Those institutions may factor the implicit guarantee into their calculation of
downside risk, assuming the government will backstop any failed investments while they
preserve any upside. Such risk calculations will have a ripple effect across the market as the
investment portfolios of the guaranteed institutions’ risk profiles shift. For example, the
government guarantees that were provided to money market funds at the height of the financial
crisis have now officially lapsed, but at least one commentator has noted that the implicit
guarantees may linger, and may be influencing both the funds’ investment decisions and their
cost of capital.®® As discussed in the Panel’s November report, capital tends to be cheaper for
institutions that have strong guarantees, such as a guarantee backed by the U.S. government.*

% An amendment to a bill that passed the House on December 10, 2009 (see section G.1, infra) permits the
FDIC to make an assessment for the Systemic Dissolution Fund used to repay any shortfalls in the Troubled Asset
Relief Program to ensure that such shortfalls do not add to the deficit or national debt. Rep. Gary Peters,
Amendment to the Wall Street Reform and Consumer Protection Act of 2009, Congressional Record, H14748-14750
(Dec. 11, 2009) (online at frwebgate.access.gpo.gov/cgi-
bin/getpage.cgi?dbname=2009_record&page=H14745&position=all). One potential issue with this approach is that
institutions that repaid their TARP funds in full would be required to make up the shortfall for those banks that were
unable to do so. During a meeting with Panel staff on December 16, 2009, OFS Chief Counsel Timothy Massad
said that OFS was aware of this issue but that it was too early to consider any concrete plans for such recoupment.

* The ramifications of this may be visible in certain comments by rating agencies with regard to Citigroup.
See Section D.5.b, infra.

* Thomas F. Cooley, The Need for Failure, Forbes.com (May 27, 2009) (online at
www.forbes.com/2009/05/26/fdic-treasury-banks-too-big-to-fail-opinions-columnists-sheila-bair.html).

%7 Metlife, which operates in a confined segment of the financial services industry, was also one of the
nineteen entities selected for the stress tests. Federal Reserve Board of Governors, The Supervisory Capital
Assessment Program: Overview of Results, at 30 (May 7, 2009) (online at
www.federalreserve.gov/newsevents/press/bcreg/bcreg20090507al.pdf).

% Daisy Maxey, Money Funds Again Take On Risk, Wall Street Journal (Nov. 16, 2009) (online at
online.wsj.com/article/SB10001424052748703811604574534011795078126.html).

¥ COP November Oversight Report, supra note 2, at 37.
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This has the dual effect of decreasing the cost of capital for the guaranteed institution and placing
that institution at a competitive advantage over institutions without such a guarantee. These
guarantees have lowered the cost of capital for many institutions.*’ Investors make similar
calculations, taking on more risk when they are protected from the consequences of their
decisions.*! If there is no new crisis and bailout, the market-distorting effect of the TARP and
related programs may dissipate as institutions and investors come to believe that the government
will not step in to save failing institutions, or at least have no government bailout in their recent
memories. The effect in the period immediately following the TARP’s dissolution, however,
must be taken into account when analyzing market behavior, especially with regard to risk
calculations.

The implicit guarantee that has now been created will not end with the end of the TARP.
The markets will assume that the government will intervene with a new TARP in the event of
another crisis, unless the government credibly establishes that this will not happen. One of the
first orders of business for the government as part of the unwinding of the TARP must be to
clarify or rein in the implicit guarantee and the distortion it has on the markets.*?

The term too big to fail has come to be used as shorthand for the implicit guarantee and to
describe institutions that the government dare not let fail, because such failure would threaten to
spread to the larger economy.*® Such risk might be posed by reason of size or by the impact a

“0 COP November Oversight Report, supra note 2, at 37 (“The research firm SNL Financial (SNL) . . .
found that the DGP saved issuers 39 percent in interest costs.”).

*! Moral hazard arises when the government agrees to guarantee the assets and obligations of private parties
and protect them from loss. The insured party might take greater risk, especially when the protected party is not
required to purchase the protection. This “free” insurance causes a number of distortions in the marketplace. On the
financial institution side, it might promote risky behavior. On the investor and shareholder side, it will provide less
incentive to hold management to a high standard with regard to risk-taking.

For an in depth discussion of moral hazard in the context of TARP programs, see the Panel’s November
report. COP November Oversight Report, supra note 2, at 70-72 .

*2 This process may have already begun with the failure of CIT in July 2009. Although the company
received $2 billion in CPP funds, the federal government did not provide additional funding when it became clear
that the company would not survive despite the capital injection. CIT Group, Inc., CIT Announces That Discussions
with Government Agencies Have Ceased (July 15, 2009) (online at
www.businesswire.com/portal/site/cit/2ndmViewld=news_view&newsld=20090715006374&newsLang=en). CIT’s
prepackaged bankruptcy plan was confirmed by a court in December. CIT Group, Inc., CIT Prepackaged Plan of
Reorganization Confirmed by Court (Dec. 8, 2009).

*% In this context, it is worth noting that “risk” is not the only multi-faceted concept. The too big to fail
shorthand implies that there is only one kind of failure: where the dissolution of the relevant entity could create
enormous labor or market disruptions. This arguably presents the choice facing Treasury and the U.S. government
as always between chaos or moral hazard: to use concrete examples, that the only choices were either to let an entity
— for example, Lehman Bros. — collapse into chaos, and bring other entities with it, or to provide the entity — for
example, AIG — with bail-outs, distorting the markets. Under other circumstances, however, these extreme poles
might not have formed the models for government intervention. Put another way, that these were the choices
Treasury made in 2008-2009 does not mean that they were the only choices available to it. This report, however,
deals with the problem of exit, and therefore does not address alternative actions that Treasury, the Bush or Obama
Administrations, or Congress could have taken in the crisis. The TARP program may not have been the only means
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company’s failure would have on the financial system. Size alone does not determine this status,
although the size of some institutions means that their collapse in markets that have not properly
addressed the risk could have a significant impact on the economy. Financial institutions can
also threaten the financial system by reason of their concentration of derivative risk or by the fact
that they provide essential services, disruption of which could result in significant dislocations in
the financial system. The securities processing services, custody, and cash management and
treasury functions of some institutions are depended upon by so many large entities that their
loss could cause significant problems in the global financial system. Risk is multi-faceted, and
because risk derives from the very different functions and activities of the various financial
institutions, it will be very difficult to find a one-size-fits-all definition of too big to fail.

In Section G of this report, the Panel reviews some of the options that are currently being
proposed to address the risks posed by too big to fail institutions. The Panel takes no view on
those options, but notes that it is essential that the unwinding of the TARP includes steps to
address the moral hazard and market distortion that the TARP and related programs created.

6. Certain Tax Issues Affecting TARP Exit

TARRP exit strategy and the operation of the CPP are affected by a series of Treasury
Department decisions that limit the applicability of the Internal Revenue Code (Code) rules
limiting the use of a corporation’s net operating losses (NOLs).** NOLs can reduce the future
income and hence the tax liability of a financial institution, or of any other corporation.*
Equally important, a bank holding company’s tier 1 regulatory capital will ordinarily include a
portion of its NOLs.*® Any cap on an institution’s available NOLs could be expected to have a
negative effect on the institution’s value and regulatory capital position. If the institution has a
large number of NOLs, the effect is likely to be substantial.

The NOL limitation rules, contained in section 382 of the Code, limit the annual
availability of a corporation’s NOLs after a “change in control” of that corporation to a small

of responding to the crisis, but in discussing exit from the TARP program, this report can only assess exit from the
choices that were actually made.

* An NOL, conceptually, is the excess of a corporation’s deductions over its taxable income. Section 382
also applies to what are called “built-in losses” (in simplest terms, the amount by the value of an asset is less than its
cost), and its companion section 383 applies in a similar way to the carryforward of unused tax credits. NOLs, built-
in losses, and tax credits together form a corporation’s “deferred tax assets,” whose value is greater than the value of
the corporation’s NOLs alone. Although not technically correct, the term “NOL” is used here for ease of
presentation to refer to all three tax attributes.

“* A corporation is generally permitted to carry forward NOLs for 20 years, to offset its future income.

12 C.F.R. § 225 at appendix A.Il.A.1. To summarize the rule, NOLs may constitute up to 10 percent of
tier 1 capital, to the extent that the institution “is expected to realize [a tax deduction by their use] within one year . .
. based on its projections of future taxable income for that year....” 12 C.F.R. § 225 at appendix A.Il.B.4.a.i.
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percentage of the otherwise usable amount.*” The corporation does not have to be sold to trigger
the limitation; a change in control occurs if the percentage of the corporation’s stock owned by
any of its “five percent shareholders” increases by more than 50 percent over a three-year period,
whether by the corporation’s sale or otherwise. A “five percent shareholder” is any shareholder
that owns five percent or more of the stock of the corporation. The stock owned by all
shareholders who are not five percent shareholders is treated as being owned by one or more
groups which may be treated as five percent shareholders, referred to as the “public groups.”

The Internal Revenue Service (IRS) issued several notices (the EESA Notices) containing
guidance about the application of section 382 to institutions engaged in transactions with the
Treasury Department under EESA. The Notices extended to transactions under any of the TARP
programs. The first three EESA Notices, issued in October 2008, January 2009, and April 20009,
allowed Treasury to take, and the institutions to redeem eventually, stock and warrants without
causing a change in ownership under section 382.% Any other result would have increased
substantially the uncertainty created by TARP and the potential cost of participation in its
programs. The tax and regulatory capital costs of participation by financial institutions might
well have greatly limited TARP’s effectiveness. All of the EESA Notices to date have been
issued under both the Secretary’s authority to issue income tax regulations and to issue “such
regulations and other guidance as may be necessary or appropriate to define terms or carry out
the authorities or purposes of [EESA].”*°

In addition, the IRS issued a Notice at the end of September 2008, prior to the enactment
of EESA, stating that important elements of section 382 would not apply to a change in

726 U.S.C. § 382. The limitation may be severe. If a change in control occurs, the amount of income that
the “post-change” corporation can offset by “pre-change” losses is capped at a small percentage of the corporation’s
value, which is roughly equal to its market capitalization. This percentage, called the “the long-term tax-exempt
rate” and set monthly by the IRS, is currently at 4.14 percent. Thus, at present, a corporation whose market
capitalization was $1 billion could use the NOLs generated before its change in control only to the extent of $41.4
million of taxable income each year.

*® IRS Notice 2008-100 (Oct. 15, 2008) (online at www.irs.gov/irb/2008-44_IRB/ar13.html); IRS Notice
2009-14 (Jan. 31, 2009) (online at www.irs.gov/pub/irs-drop/n-09-14.pdf); IRS Notice 2009-38 (April 13, 2009)
(online at www.irs.gov/irb/2009-18 IRB/ar09.html). Each of the Notices was described as “amplifying” and was
designated as “superseding” the immediately prior Notice. The first Notice applied only to preferred shares and
warrants issued under the CPP. The second expanded the treatment to include the TIP, SSFI, and the AIFP. It also
added a provision excepting from section 382 Treasury’s ownership of stock “other than preferred stock.” The April
Notice extended the guidance to the CAP and AGP, and in anticipation of Treasury’s exchange of preferred stock
for common stock of Citigroup, exempted Treasury’s receipt of that stock from section 382, even though such stock
was not received directly under the TARP program. The Revenue Service had previously issued similar guidance
for two pre-EESA transactions that were part of the financial stability effort.

%12 U.S.C. 5211(c)(5). In addition to the Secretary’s overall authority to issue income tax regulations,
section 382(m) specifically authorizes the Secretary to issue “such regulations as may be necessary or appropriate to
carry out the purposes of this section.” 26 U.S.C. § 382(m).
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ownership of a bank.”® Any bank was allowed to rely on the Notice, but it was identified as
having been issued to facilitate the acquisition of Wachovia by Wells Fargo and at least one
other bank acquisition.”® That Notice was rescinded by Congress, however, as part of the
economic stimulus legislation, for any ownership change after January 16, 2009.%* The effective
date excluded transactions under contracts entered into on or before January 16, so that the
Notice did apply to lift the section 382 limitations for the acquisition of Wachovia. The
accompanying Conference Committee Report mentioned without comment the EESA Notices
that existed at the time of the report.*®

The fourth EESA Notice was issued in December 2009.>* The December Notice expands
the prior guidance by stating that a sale by the Treasury Department of stock it had received
under any of the EESA programs to a “public group,” that is, to a group of less than five percent
shareholders, would not trigger an ownership change. The December Notice applies to all

%0 |RS Notice 2008-83 (Sept. 30, 2008) (online at www.irs.gov/irb/2008-42_IRB/ar08.html). The items
involved were “any deduction ... for losses on loans or bad debts (including any deduction for a reasonable addition
to a reserve for bad debts).”

*! see Crowell & Moring, Tax Notice Drives Wachovia Takeover Turmoil (Oct. 6, 2008) (online at
www.crowell.com/NewsEvents/Newsletter.aspx?id=1032); Baker Hostetler, IRS Net Operating Loss Guidance to
Banks (Oct. 9, 2009) (online at www.bakerlaw.com/irs-net-operating-loss-guidance-to-banks-10-9-2008/); Press
Release, Grassley Seeks Inspector General Review of Treasury Bank Merger Move (Nov. 14, 2008) (online at
finance.senate.gov/press/Gpress/2008/prg111408c.pdf) (“The Notice, issued just days before Congress voted on the
Emergency Economic Stabilization Act of 2008, appears to have had the effect of benefiting Wachovia Corporation
executives and Wells Fargo. ... Treasury’s issuance of the Notice apparently enabled Wells Fargo to take over
Wachovia despite a pending bid from Citibank. Without the issuance of the Notice, Wells Fargo would have only
been able to shelter a limited amount of income. Under the Notice, however, Wells Fargo could reportedly shelter up
to $74 billion in profits.”). See also Sen. Charles E. Schumer, Schumer Seeks Answers from IRS, Treasury on Tax
Code Change That Subsidizes Bank Acquisitions (Oct. 30, 2008) (online at
schumer.senate.gov/new_website/record.cfm?id=304737) (“Wells Fargo ... stands to save $19.4 billion as a result
of the tax change, PNC Financial is estimated to save more than $5.1 billion in its takeover of Cleveland-based
National City.”).

%2 Congress found that:

(1) The delegation of authority to the Secretary of the Treasury under section 382(m) of the Internal
Revenue Code of 1986 does not authorize the Secretary to provide exemptions or special rules that are
restricted to particular industries or classes of taxpayers.

(2) Internal Revenue Service Notice 2008-83 is inconsistent with the congressional intent in enacting such
section 382(m).

(3) The legal authority to prescribe Internal Revenue Service Notice 2008-83 is doubtful.
American Recovery and Reinvestment Act (ARRA), Pub. L. No. 111-5, at § 1261 (2009).

%% Conference Report to Accompany H.R. 1, at 555 n.55 & 560 n.78., 111th Cong. (2009) (H.R. Rept. 111-
16) (online at legislative.nasa.gov/ConferenceReport%20111-16.pdf).

> IRS Notice 2010-2 (Dec. 11, 2009) (online at www.irs.gov/pub/irs-drop/n-10-02.pdf).
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Treasury shareholdings. Its most immediate application and likely most significant application,
however, is to the planned sale of the shares of Citigroup that Treasury holds.

The application of the section 382 limitations to Citigroup would have been harsh.>® The
limitations would have resulted in substantial reductions in the value of Citigroup’s NOLs and in
the amount of its tier 1 capital.

Citigroup reported deferred tax assets (DTA) of $38 billion as of September 30, 2009,
and stated that it would require “approximately $85 billion of taxable income during the
respective carry-forward periods to fully realize its U.S. federal, state and local DTA.”®" Given
Citigroup’s current market capitalization of $80.02 billion, it could use its NOLs only to offset
$3.23 hillion in taxable income annually, under the section 382 limitation.*®

Of course, any application of the limitation would have also reduced Citigroup’s capital.
Citigroup reported that as of September 30, 2009 “[a]pproximately $13 billion of [its] net
deferred tax asset is included in Tier 1 and Tier 1 Common regulatory capital.”*® Citigroup
reported that its tier 1 common and tier 1 regulatory capital were approximately $90 billion, and
$126 billion respectively. It is difficult to calculate the capital reduction that imposition of the
382 limitations would cause, but the reduction would likely be a significant percentage of the
$13 billion, and Citigroup would have been required to raise capital from other sources to restore
its capital position.®® Under the worst set of circumstances, such a reduction in tier 1 capital

*® This section does not discuss the possible impact of the December Notice on future sales of stock held by
Treasury under the Automotive Industry Financing Program, SSFI, or any common stock acquired by Treasury
pursuant to its CPP warrants. However, as noted in the text, the December notice is likely to have its greatest
significance as applied to Citigroup because any triggering of section 382 will likely reduce a financial institution’s
tier 1 capital.

% Citigroup recognized the risk of the application of section 382. In early June 2009, as part of its
Exchange Offer with Treasury, and as described in its 2009 Third Quarter 10-Q, its Board had adopted a “tax
benefits preservation plan . . . to minimize the likelihood of an ownership change [under section 382] and thus
protect Citigroup’s ability to utilize certain of its deferred tax assets, such as net operating loss and tax credit carry
forwards, to offset future income.” However, the 10-Q continued: “[d]espite adoption of the [p]lan, future stock
issuance our transactions in our stock that may not be in our control, including sales by the USG, may . . . limit the
Company’s ability to utilize its deferred tax asset and reduce its [tangible common equity] and stockholders equity.”
Citigroup, Quarterly Report for the Third Quarter of 2009 (10-Q), at 11 (online at
www.citibank.com/citi/fin/data/q0903c.pdf?ieNocache=106) (hereinafter “Citigroup Third Quarter 10-Q™).

%" It is not possible, or very difficult, to discern from public information how much taxable income
Citigroup would need in order to use its DTASs if it were subject to section 382 limitations. Use of DTASs is not one
to one against taxable income.

%8 $3.23 billion is Citigroup’s market capitalization multiplied by the long term tax exempt rate. See supra
note 47.

%% Citigroup Third Quarter 10-Q, supra note 56, at 11.

% Wwithout an ability to know the amount of the $13 billion figure made up of federal NOLSs, a precise
calculation is impossible.
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might have left Citigroup undercapitalized and postponed its eligibility for exit from the TARP
altogether.

By eliminating the section 382 limitations, the Treasury Department avoided either
reducing the value of its shares (and the capital held by Citigroup) or being forced to sell its
shares serially over a period of years, in amounts small enough not to increase the holdings of
Citigroup’s public stockholders by more than five percent.

Nonetheless, the December Notice has attracted criticism as an additional subsidy to
Citigroup and a loss to the taxpayers.®* Section 382 is a highly reticulated statute, and this
departure from its operation, under the authority both of the Code and EESA, has raised
concerns. ®

Congress’ rescission of the September 2008 Notice directed at the Wells Fargo-Wachovia
transaction is inconclusive.®® The legislation indicated a Congressional belief that section 382
was not intended to apply differently to “particular industries.”®* However, the Notice was
arguably directed at private transactions and was announced before the enactment of EESA.% In
addition, by the time Congress acted to reverse that Notice, the CPP, TIP, and SSFI were in
operation, and the significance of the EESA Notices was apparent. The first two EESA Notices
are cited in the ARRA Conference Committee Report without comment, positive or negative,
and Congress has taken no action, either in ARRA or thereafter to rescind the EESA Notices.

% House Committee on Oversight and Government Reform, Subcommittee on Domestic Policy, Opening
Statement of Committee Chairman Dennis Kucinich, The U.S. Government as Dominant Shareholder: How Should
Taxpayers’ Ownership Rights be Exercised? (Part 1), at 3 (Dec. 17, 2009) (online at
oversight.house.gov/images/stories/121709_111th_DP_Opening_Statement_Chairman_Kucinich_121709.pdf); Sen.
Charles Grassley, Grassley Urges Fair Tax Treatment for Small Businesses Compared to Large Banks (Dec. 23,
2009) (online at grassley.senate.gov/news/Article.cfm?customel_dataPagelD_1502=24632). Senator Jim Bunning
has introduced a bill to rescind 2010-2, and to require Treasury to receive Congressional authorization for any future
regulations under section 382 that provide an “exemption or special rule ... which is restricted to dispositions of
instruments acquired by the Secretary.” S. 2916, 111" Cong. (Dec. 18, 2009).

%2 Binyamin Appelbaum, U.S. gave up billions in tax money in deal for Citigroup’s bailout repayment,
Washington Post (Dec. 16, 2009) (online at www.washingtonpost.com/wp-
dyn/content/article/2009/12/15/AR2009121504534.html) (quoting Robert Willens, a tax accounting expert, that
“I’ve been doing taxes for almost 40 years, and I’ve never seen anything like this, where the IRS and Treasury acted
unilaterally on so many fronts.”).

% IRS Notice 2008-83 (Sept. 30, 2008) (online at www.irs.gov/irb/2008-42_IRB/ar08.html).
% See ARRA, supra note 52.

% Although EESA was close to enactment at the end of September, the consensus was that the TARP
would be used to purchase “troubled assets” from financial institutions. Congressional Oversight Panel, August
Oversight Report: The Continued Risk of Troubled Assets (Aug. 11, 2009) (online at cop.senate.gov/documents/cop-
081109-report.pdf) (hereinafter “COP August Oversight Report™).
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Given the previous guidance, it is difficult to understand why Treasury waited until
December 2009 to extend the earlier guidance to a sale of its shares to the public.®® Treasury
staff has indicated that, before the decision was made to sell the shares to the public, it was
possible that Citigroup would repurchase the shares itself, making the December Notice
unnecessary; the Notice would, however, have been necessary in any event with respect to the
other institutions in which Treasury continues to hold a common stock interest.®’ It is also
possible that Treasury did not want to run a risk of attracting a negative Congressional reaction
such as that which led to the reversal of Notice 2008-83.

Treasury has pointed out to staff of the Panel that the December Notice balances the
policies of section 382 and EESA by limiting the EESA relief to sales to the public and not to
any free standing five percent shareholders. This avoids the primary thrust of section 382 by not
creating any single shareholder or shareholders with more than five percent of Citigroup stock
through its sale. The limitation is significant, but its relevance in this case depends to some
degree on the relationship between the timing of the Notice and Treasury’s decision to sell its
Citigroup shares to the public.

Assistant Secretary of the Treasury for Financial Stability Herb Allison’s initial response
to the criticism of the December Notice, in a letter to The Washington Post, emphasized that
Treasury could not avoid taxes because it did not pay taxes.®® The response sidesteps the fact
that section 382 applies to Citigroup, not Treasury, and that the operation of the statute is not
limited to sales of a company. A second argument, that Citigroup should not “be treated
differently simply because the government intervened” comes closer to the core of the matter.
The December Notice eliminated what could have been a major obstacle to the severance of
Treasury’s ownership of Citigroup common stock. Without the Notice, Treasury could still have
eliminated the costs of the section 382 limitations for Citigroup by selling its shares into the
market over a number of years, causing no revenue loss. Calculations of the extent to which
taxpayers benefited or not from the lifting of the section 382 limitation are extremely difficult in
any event, because they depend on assumptions about Citigroup’s income in future years if use
of its NOLs had been limited, and the value to the taxpayers of realizing an immediate gain from
the sale of the Citigroup shares.

% Some tax experts believe that the conclusion was implicit in the prior assurance that section 382 could
not apply to any repurchase of CPP shares from Treasury. Amy Elliot, Criticism of Notice Allowing Citigroup to
Keep NOLs is Unfounded, Official Says, Tax Analysts (Dec. 17, 2009) (“Most thought that ‘even if it wasn’t a
redemption that shouldn’t matter,” said Todd B. Reinstein, a partner with Pepper Hamilton LLP. ‘If it was a sale to a
public group it should be the same treatment. This just . . . confirms that.””).

®7 Treasury conversations with Panel staff (Jan. 7, 2009).

88 Assistant Secretary Herbert Allison, Letter to the Editor, U.S. Isn’t Evading Taxes on Citigroup,
Washington Post (Dec. 22, 2009) (online at www.washingtonpost.com/wp-
dyn/content/article/2009/12/22/AR2009122200040.html).
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Finally, the EESA Notices, however sound in themselves, illustrate again the inherent
conflict implicit in Treasury’s administration of the TARP. In this case the conflict is a three-
way one, pitting Treasury’s responsibilities as TARP administrator, regulator, and tax
administrator against one another. Perhaps the most troublesome aspect of the debate over the
December Notice is posed by this conflict, in the perception that income tax flexibility is
especially, and quickly, available for large financial institutions at a time of general economic
difficulty.

C.Historical Precedents: the RFC and the RTC

The TARP is not the first U.S. government program to involve large-scale U.S.
government acquisition of private assets.®® The Reconstruction Finance Corporation (RFC) and
the Resolution Trust Corporation (RTC) provide prior models for the investment of public funds
in struggling or insolvent private entities and the ensuing public sector management and
disposition of the acquired assets. The RFC was established in 1932 and ultimately unwound in
1957,” while the RTC was established in 1989 and ultimately terminated in 1995."

1. The RFC

President Herbert Hoover established the RFC in response to the credit freeze of the
Great Depression.””> The RFC provided liquidity to struggling institutions through investments
in preferred stock and debt securities.” Initially, the RFC provided liquidity for healthier
institutions but was prevented from offering long-term capital to weaker institutions by
restrictions such as high interest rates, collateral requirements, and short-term lending
requirements.’* The Emergency Banking Act of 1933, however, gave the RFC the ability to

% See generally Congressional Oversight Panel, April Oversight Report: Assessing Treasury’s Strategy: Six
Months of TARP, at 35-50 (Apr. 7, 2009) (online at cop.senate.gov/documents/cop-040709-report.pdf) (hereinafter
“COP April Oversight Report ).

"0 Congress terminated the lending power of the RFC in 1953, and its remaining duties were transferred to
other agencies in 1957. See The National Archives, Records of the Reconstruction Finance Corporation, at 234.1
(online at www.archives.gov/research/guide-fed-records/groups/234.html) (accessed Jan. 13, 2010) (hereinafter
“Records of the RFC”).

™ See Timothy Curry and Lynn Shibut, The Cost of the Savings and Loan Crisis: Truth and Consequences,
FDIC Banking Review, at 28 (Dec. 2000) (online at
www.fdic.gov/bank/analytical/banking/2000dec/brv13n2_2.pdf) (hereinafter “The Cost of the Savings and Loan
Crisis: Truth and Consequences”).

72 James S. Olson, Saving Capitalism: The Reconstruction Finance Corporation and the New Deal, 1933-
1940, at 14-15 (1988) (hereinafter “Olson”).

"3 See Olson, supra note 72. The funds were provided to banks, railroads, financial institutions,
commercial enterprises, industrial banks, farm collectives and a variety of other entities, as well as to other agencies.
See id. at 43-44. See generally Records of the RFC, supra note 70.

™ See Jesse Jones, 50 Billion Dollars: My Thirteen Years with the RFC (1932-1945), at 19, 520 (1951)
(hereinafter “Jones™); see also Olson, supra note 72, at 69.
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offer investment capital, while looser collateral requirements expanded the RFC’s lending
capacity.” Ultimately, under President Franklin Roosevelt, successive expansions of authority
helped the RFC evolve from its initial role as a short-term lender into an agency that provided
federal support for the credit markets and became a major part of the New Deal program.

The RFC investments in bank and industry capital took place in the shadow of the
Emergency Banking Act and President Franklin Roosevelt’s nation-wide bank holiday. After the
holiday, only those banks that were liquid enough to do business were permitted to reopen.
Banks with insufficient assets to return to depositors and creditors were reorganized with RFC
assistance or liquidated.”” The key steps the RFC followed in resolving failing banks have been
cited as a model method for dealing with bank failures: (1) write down a bank’s bad assets to
realistic economic values; (2) evaluate bank management and make any needed and appropriate
changes; (3) inject equity in the form of preferred stock but only after the write-downs; and (4)
receive the dividends and eventually recover the par value of the stock as the bank returns to
profitability and full private ownership.”

The RFC’s involvement with the entities to which it provided funds was neither hands-
off nor consistently interventionist. Although the RFC was the largest investor in the country, its
head, Jesse Jones, expressed a preference for leaving competent executives in charge of their
institutions, and preferred to offer advice and capital without trying to control or manage the
institutions.” He stated generally that where he felt a bank was well run, the RFC would not
become involved with management.®® This general philosophical approach, however, did not
prevent Jones from intervening where he thought it necessary and suggesting management and
board changes for RFC debtors.®! In some cases, the RFC loan was contingent upon the relevant
entity accepting new management chosen by the RFC.% Jones also certified the appropriateness

" See Olson, supra note 72, at 69.

"6 See Olson, supra note 72, at 83, 88; see also Jones, supra note 74. In addition to financial sector entities,
the many recipients of RFC loans included department stores, fabric and paper mills, and small business owners as
well as banks and railroads. See id. at 184-85, 188, 190. Jack Dempsey also received a loan, which he used to
refurbish a restaurant. See id. at 190.

" See Jones, supra note 74.

"8 Federal Reserve Bank of Kansas City, Speech by President Thomas Hoenig: Too Big Has Failed, at 7
(Mar. 6, 2009) (online at www.kc.frb.org/speechbio/hoenigPDF/Omaha.03.06.09.pdf).

™ See Jones, supra note 74, at 125-127.
8 See Jones, supra note 74, at 125-127.

8 See Charles Calomiris and Joseph Mason, How to Restructure Failed Banking Systems: Lessons from the
U.S. in the 1930s and Japan in the 1990s, National Bureau of Economic Research, at 20-24 (Apr. 2003) (online at
papers.nber.org/papers/w9624.pdf?new_window=1).

8 The most famous instances of this kind of RFC control were Continental Illinois Bank and Trust
Company and the Union Trust Company of Cleveland. See Olson, supra note 72, at 125; Joseph R. Mason,
Reconstruction Finance Corporation Assistance to Financial Intermediaries and Commercial & Industrial
Enterprise in the U.S., 1932-1937, at 20-21 (Jan. 17, 2000).
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of the salaries received by executives at corporations accepting RFC loans and instituted a
declining scale of salary reductions, under which cuts could exceed 50 percent.®® On the other
hand, Jones did not use the RFC to make economic and industrial policy decisions.®* Jones
stated that he resisted what he considered the New Dealers’ plans to use the RFC funds as a
“grab bag”® and instead ran the RFC according to business principles, using what he considered
“proper accounting methods” to manage the RFC’s investments.®® In his memoirs, Jones stated
that everyone assumed that the RFC was to provide the emergency relief necessary for
weathering the crisis. When private enterprise was in a position to invest, he expected the RFC
to cease operations.?” By the end of 1935, the RFC had loaned or invested $10.6 billion
($167.38 billion in 2009 dollars)® in various businesses and government agencies, often
(although not always) without interfering in the operations of the debtors.*® Most of the RFC’s
investments in banks were ultimately recovered in full, and the RFC also received dividends
from those investments, although its investments in railroads were less lucrative.®

8 See Olson, supra note 72, at 125-126.
8 See Olson, supra note 72, at 127.
8 See Jones, supra note 74, at 290.

8 Congressional Oversight Panel, Written Testimony of Alex Pollock, Taking Stock: Independent Views on
TARP’s Effectiveness, at 3 (Nov. 19, 2009) (online at cop.senate.gov/documents/testimony-111909-pollock.pdf)
(hereinafter “Pollock COP Testimony™). From its formation in 1932 onwards, the RFC and its subsidiaries prepared
monthly financial statements setting forth cumulative assets, liabilities, and shareholder capital. Where applicable,
these “Statement[s] of Condition” also listed the cumulative loan positions with recipient firms, including data such
as authorized loan amount, proceeds disbursed/not disbursed, and repayments. These loan statements included
detailed footnotes. See generally Reconstruction Finance Corporation, Statement of Condition (Dec. 31, 1934). In
time, the RFC also added a “Statement of Income and Expense,” that more explicitly detailed income, expenses, and
profits (losses). See Reconstruction Finance Corporation, Statement of Condition (Dec. 31, 1937). By the 1930s,
most publicly traded corporations produced some financial information for their investors. Principally, this meant
two documents: the balance sheet and the income statement. The balance sheet was broadly divided into two
sections: “assets” and “liabilities” (or “liabilities and capital”). Income statements varied more widely, but almost
always had a description of revenues and expenses, and some statement of profit and loss. See generally Mortimer
Battey Daniels, Corporation Financial Statements, at 5-7 (first edition 1934, reprinted 1980). Thus, the RFC
financial statements mirrored those of its non-government peers.

The financial statements prepared by OFS with respect to the TARP program, and the accompanying
MD&A, provide extensive discussion of the results of all the TARP programs. The notes to the statements are not
easily accessible for a lay reader, but the MD&A is easier to read and includes a short executive summary. Overall,
Agency Financial Report seems broadly consistent with the RFC precedent. Agency Financial Statement 2009,
supra note 32; see Section D.3, infra.

87 See Jones, supra note 74, at 191. The RFC also declined to provide loans to industries that had access to
private capital. See Id.

8 A consumer price index inflation calculator is available via the Bureau of Labor Statistics (online at
data.bls.gov/cgi-bin/cpicalc.pl).

% See Jones, supra note 74, at 127.

% gee Pollock COP Testimony, supra note 86, at 2-3.
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2. TheRTC

The RTC was established as part of the effort to address the savings and loan crisis of the
1980s.”* Scholars have cited volatile interest rates, state and federal deregulation, market shifts
and adverse economic conditions as factors contributing to the crisis.** By the end of 1986, 441
thrifts representing $113 billion were insolvent, and 533 thrifts representing $453 billion held
severely impaired assets.” Together, those insolvent and struggling thrifts held nearly 50
percent of the assets in the industry.*

In response to the crisis, the Financial Institutions Reform, Recovery and Enforcement
Act of 1989 (FIRREA) created the RTC as a limited-term entity. (Although originally intended
to operate for five years, it was extended twice, ultimately until 1995.)% It acted as conservator
or receiver of eligible insolvent institutions, and was responsible for carrying assets of the
insolvent institutions until it could sell them.*® Its funding derived in part from the Resolution
Funding Corporation, which was partially supported by the Federal Home Loan Banks and the
Treasury and issued long-term bonds to the public.®” Among other methods, the RTC created
joint ventures with private parties to help dispose of thrift assets. The private sector partner
purchased, managed and sold the assets, and shared returns with the RTC.%® The RTC created 72
such joint ventures between 1992 and 1995, which collectively held assets with a book value of
$21.4 billion.*

By the end of its existence, the RTC had disposed of more than $450 billion in assets,
representing nearly 98 percent of the assets that were its responsibility, and resolved 747 failed

%! See Lee Davison, Politics and Policy: The Creation of the Resolution Trust Corporation, FDIC Banking
Review, at 17-18 (July 2005) (online at www.fdic.gov/bank/analytical/banking/2005jul/article2.pdf) (hereinafter
“Politics and Policy: The Creation of the Resolution Trust Corporation”).

%2 See The Cost of the Savings and Loan Crisis: Truth and Consequences, supra note 71, at 27 (describing
the factors contributing to the crisis and citing sources).

% See id.
% See id.

% See Politics and Policy: The Creation of the Resolution Trust Corporation, supra note 91, at 19; see also
The Cost of the Savings and Loan Crisis: Truth and Consequences, supra note 71, at 28.

% See The Cost of the Savings and Loan Crisis: Truth and Consequences, supra note 71, at 28-30.
97 H
See id.

% Federal Deposit Insurance Corporation, Managing the Crisis: The FDIC and RTC Experience,
Chronological Overview: Chapter 15 (Jan. 5, 2005) (online at
www.fdic.gov/bank/historical/managing/Chron/1992/index.html) (hereinafter “Managing the Crisis: The FDIC and
RTC Experience”).

% See Ralph F. MacDonald 111, Mark V. Minton, Sarah H. Eberhard, Brett P. Barragate, Glenn S. Arden,
James C. Olson, Valerie Pearsall Roberts, FDIC Delays the PPIP Legacy Loan Program to Focus on Public-Private
Programs to Sell Assets from Failed Bank, Jones Day (June 2009) (online at
www.jonesday.com/pubs/pubs_detail.aspx?publD=S6324).
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thrifts.’® Although the RTC ultimately realized losses from its investments, the losses were
lower than the estimates made during the early- and mid-1990s, and the cost of intervention
declined every year after 1991.'° The savings resulted in part from the RTC’s decision to
follow conservative accounting principles and its efforts to avoid overvaluing the assets it had
acquired.’® In addition, the RTC benefited from the economic recovery of the 1990s, which
lessened the rate of thrift failures and increased the prices that the RTC could get for its thrift
asset holdings.'®

3. Lessons from the RFC and the RTC

The RFC and the RTC were both established during extraordinary circumstances.*** For
the RFC, the market collapse of the Great Depression and the needs of the New Deal programs
ultimately vested the agency with a role as an all-things lender and fixer. The RTC, by contrast,
had a more limited brief: to organize and dispose of the mess left by the savings and loan crisis.
TARP funds are not directly available for the wide variety of possible recipients that received
RFC funds,*® and in that sense the TARP is more targeted. Unlike the RTC, however, Treasury
under the TARP has intervened in multiple types of market failures, and has not restricted its
actions to just one sector.

In addition, Treasury is not predominantly acting to liquidate the entities that are part of
the TARP, as did the RTC. Accordingly, it is difficult to draw too many parallels between
Treasury’s management of the TARP and either the RFC or the RTC. At a more abstract level,
the crises to which the RTC and the RFC responded involved the sequential failure of multiple
regulated entities over several years prior to government intervention.'® By contrast, the TARP
developed in response to rapidly-unfolding market events for which, in some cases, there was no
obvious precedent. That said, however, in each situation — sale and management of assets for the
RTC, unwinding of investments for the RFC — the U.S. government found itself in the position
of a money-manager and/or conservator of private sector assets, from which they ultimately
divested, over time, with attention to available returns and protection of government funds.
When the RFC and the RTC had completed their tasks, they were dissolved.

190 See Managing the Crisis: The FDIC and RTC Experience, supra note 98; see also Lee Davison, The
Resolution Trust Corporation and Congress, 1989-1993, FDIC Banking Review, at 38 (Sept. 2006) (online at
www.fdic.gov/bank/analytical/banking/2006sep/article2/article2.pdf).

191 See The Cost of the Savings and Loan Crisis: Truth and Consequences, supra note 71, at 33.
192 See 1d.

193 Early estimates of the losses were lower, in part because the forecasts had not predicted the full extent of
the crisis. See Id.

194 For additional discussion of the RFC and the RTC, see COP April Oversight Report, supra note 69, at
35-41, 44-50.

195 See Jones, supra note 74, at 190.

105 See COP April Oversight Report, supra note 69, at 35-41, 44-50 .
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Treasury has informed the Panel that it interprets its obligations in a way that, while not
precisely analogous to the RFC and RTC precedents, appears to rest on similar principles. Like
its predecessors, Treasury has stated that it intends to act as a reluctant shareholder and to exit
while maximizing returns and preserving stability.®” Treasury has stated that it does not intend
to interfere with day-to-day business decisions, relying instead on the management of the
covered entities, although Treasury has initiated board and management changes in some
situations (for example, with General Motors), much as the RFC did in some situations.'%
Similarly, Treasury is experimenting with public-private partnerships to manage and dispose of
its assets.

D. Disposal of the Assets
1. Introduction

Treasury currently holds assets and obligations as part of a number of different programs
created under the TARP. These programs differ in scope, size, and state of maturity. The largest
and most prominent use of TARP funding has been Treasury’s injections of capital into financial
institutions. There are three different capital injection programs under the TARP. The Capital
Purchase Program (CPP) is the largest; under the CPP, 707 banks received capital injections
totaling nearly $205 billion. The Targeted Investment Program (TIP) and American
International Group, Inc. Investment Program (AIGIP), formerly known as the Systemically
Significant Failing Institutions Program (SSF1),'% are narrower efforts aimed at large
institutions that Treasury and the bank regulators considered critical to the functioning of the
financial system.*® The only institutions that received TIP funds were Citigroup and Bank of

197 See Section D.2, infra (discussing the “three pillars™).

198 See Congressional Oversight Panel, September Oversight Report: The Use of TARP Funds in the
Support and Reorganization of the Domestic Automotive Industry, at 20 (Sept. 9, 2009) (online at
cop.senate.gov/documents/cop-090909-report.pdf) (hereinafter “COP September Oversight Report”

1% Treasury, without public announcement, recently changed the name of the TARP’s SSFI Program to the
more positive sounding American International Group, Inc. Investment Program. The Panel was made aware of this
change only after reviewing OFS’ recently issued TARP financial statements for fiscal year 2009.

119 5ee U.S. Department of the Treasury, Joint Statement by Treasury, Federal Reserve and the FDIC on
Citigroup (Nov. 23, 2008) (online at www.treas.gov/press/releases/hp1287.htm) (hereinafter “Joint Statement on
Citigroup”) (stating that the decision to provide Citigroup with TIP assistance was based on the government’s
commitment “to supporting financial market stability, which is a prerequisite to restoring vigorous economic
growth”); U.S. Department of the Treasury, Treasury, Federal Reserve and the FDIC Provide Assistance to Bank of
America (Jan. 16, 2009) (online at www.treas.gov/press/releases/hp1356.htm) (stating that the objective of TIP is to
“foster financial market stability and thereby to strengthen the economy and protect American jobs, savings, and
retirement security.”); U.S. Department of the Treasury, Treasury to Invest in AIG Restructuring Under the
Emergency Economic Stabilization Act (Nov. 10, 2008) (online at www.treas.gov/press/releases/hp1261.htm)
(hereinafter “Treasury to Invest in AIG Restructuring Under EESA”) (highlighting that AIG is a “systemically
important company”); Board of Governors of the Federal Reserve System, Federal Reserve Board, with Full
Support of the Treasury Department, Authorizes the Federal Reserve Bank of New York to Lend up to $85 billion to
the American International Group (AIG) (Sept. 16, 2008) (online at
www.federalreserve.gov/newsevents/press/other/20080916a.htm) (hereinafter “Federal Reserve Board authorizes
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America, each of which received $20 billion. AIG, which has received approximately $45.3
billion through AIGIP/SSFI to date, is that program’s only beneficiary. Treasury has also
provided capital assistance to banks outside the capital injection programs. Through the Asset
Guarantee Program (AGP), Treasury, the FDIC, and the Federal Reserve guaranteed
approximately $250.4 billion'** in Citigroup assets until the termination of this program on
December 23, 2009. Three other programs — TALF, PPIP and the small business initiative —
account for a further $65 billion of TARP funds.

Figure 1: Net Investment Amount in TARP by Month
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2. Treasury’s TARP Exit Strategy

Treasury must balance several potentially conflicting interests in managing its exit from
the TARP. Because of the policy concerns related to the TARP and, more broadly, the
requirements of EESA, Treasury has taken the position that it is not able to act simply as a
prudent money-manager, seeking only an exit strategy that provides the best return on its
investment.

lending to AlIG”) (noting that the Federal Reserve Board “determined that, in current circumstances, a disorderly
failure of AIG could add to already significant levels of financial market fragility and lead to substantially higher
borrowing costs, reduced household wealth, and materially weaker economic performance”).

1 The $250.4 billion of Citigroup’s assets reflected the value of the ring-fenced pool as of September 30,
2009. Citigroup Third Quarter 10-Q, supra note 56, at 35.
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The policy goals of EESA are laid out in several sections of the statute. The overarching
purpose of EESA is to “immediately provide authority and facilities that the Secretary of the
Treasury can use to restore liquidity and stability to the financial system of the United States.
While the Secretary “may, at any time, exercise any rights received in connection with troubled
assets purchased under” EESA,™* he must also specifically consider, among other concerns:

1112

e Protecting the interests of taxpayers by maximizing overall returns and minimizing the
impact on the national debt;

e Providing stability and preventing disruption to financial markets in order to limit the
impact on the economy and protect American jobs, savings, and retirement security;

e The need to help families keep their homes and to stabilize communities;

e In determining whether to engage in a direct purchase from an individual financial
institution, the long-term viability of the financial institution in determining whether the
purchase represents the most efficient use of funds[.]**

Furthermore, the Secretary is to use his authority under EESA “in a manner that will
minimize any potential long-term negative impact on the taxpayer, taking into account the direct
outlays, potential long-term returns on assets purchased, and the overall economic benefits of the
program, including economic benefits due to improvements in economic activity and the
availability of credit, the impact on the savings and pensions of individuals, and reductions in
losses to the Federal Government.”*** In carrying out this authority, the Secretary is to “hold the
assets to maturity or for resale for and until such time as the Secretary determines that the market
is optimal for selling such assets, in order to maximize the value for taxpayers” and “sell such
assets at a price that the Secretary determines, based on available financial analysis, will
maximize return on investment for the Federal Government.”*

Treasury has interpreted its various obligations to require a management and exit strategy
that rests on three pillars:

e Maintaining systemic stability;

e Preserving the stability of individual institutions; and

1212 U.S.C. § 5201(1).
312 U.S.C. § 5216(a).
1412 U.S.C. § 5213(1) - (4).
1512 U.S.C. § 5223(a)(1).
1912 U.S.C. § 5223(a)(2).
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e Maximizing return on investment.*’

Treasury officials have consistently stated that Treasury believes “the U.S. government is
a shareholder reluctantly and out of necessity” and that Treasury “intend[s] to dispose of [its]
interests as soon as practicable, with the dual goals of achieving financial stability and protecting
the interests of the taxpayers.”**® This view, Treasury has stated, is consistent with EESA in that
EESA does not specifically contemplate Treasury’s taking positions in private companies or
managing the day-to-day operations of these companies.'*® Treasury has also noted that the
American system is premised on privately-owned industry and that it is therefore contrary to
Treasury’s nature as a government entity to hold shares in these companies. In an earlier
meeting with Panel staff, a Treasury official noted that Treasury made its investments because it
needed to stabilize the country’s financial system, not because it needed a way to make
money.™? For that reason, he stated, exit from any TARP position must be done in a way that
promotes stability and the policy goals of EESA, even if that means that Treasury must hold
securities longer than it would otherwise wish.

Treasury’s multi-faceted approach to managing and winding down this program raises
issues regarding an assessment of Treasury’s performance with respect to its exit. If Treasury’s
only obligation were to maximize profit, the public would be able to compare Treasury’s yield
with yields on other similar investments and reach a conclusion as to whether Treasury had
fulfilled its mandate.’”* Because Treasury identified a number of mandates to fulfill, any action
that fails to fulfill one may be attributed to a step toward fulfilling another. Furthermore, two of
the three pillars do not lend themselves to quantitative measures of performance.

Because of the various policy concerns at issue and the three-pillar approach to TARP
strategy laid out above, Treasury reads its obligation to sell at a time that is “optimal” to
encompass not only a determination that such a sale will directly maximize the benefit to
taxpayers by fetching the highest price, but also a determination that the sale will at least not

Y Treasury conversations with Panel staff (Dec. 3, 2009).

18 House Oversight and Government Reform Committee, Subcommittee on Domestic Policy, Written
Testimony of Assistant Secretary of the Treasury Herbert Allison, Jr., The Government As Dominant Shareholder:
How Should the Taxpayers’ Ownership Rights Be Exercised?, 111th Cong. (Dec. 17, 2009) (online at
oversight.house.gov/images/staries/Allison_Testimony_for_Dec-17-09_FINAL_2.pdf) (hereinafter “Allison
Testimony before House Oversight and Government Reform Committee”). As part of his testimony, Secretary
Allison also discussed the major principles guiding Treasury’s role as a shareholder with regard to corporate
governance issues. These principles were: (1) as a reluctant shareholder, Treasury intends to exit its positions as
soon as practicable; (2) Treasury does not intend to be involved in the day-to-day management of any company; (3)
Treasury reserves the right to set conditions on the receipt of public funds to ensure that “assistance is deployed in a
manner that promotes economic growth and financial stability and protects taxpayer value”; and (4) Treasury will
exercise its rights as a shareholder in a commercial manner, voting only on core shareholder matters.

19 Treasury conversations with Panel staff (Jan. 8, 2010).
120 Treasury conversations with Panel staff (Dec. 3, 2009).

121 The comparison would be an imperfect one because no two investments are identical.
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undermine systemic stability.*?> While the section of the statute in which this language resides

states that the sale must be at the time determined to be “optimal...to maximize the value for
taxpayers,” this section also applies directly to an earlier subpart that directs the Secretary to use
his authority under EESA to minimize long-term negative impact on taxpayers, taking into
account “the direct outlays, potential long-term returns on assets purchase, and the overall
economic benefits of the program, including economic benefits due to the improvements in
economic activity and the availability of credit, the impact on the savings and pensions of
individuals, and reduction in losses to the Federal Government.”*?* While this position may be
the best way to meet the various policy goals outlined above, it may prevent Treasury from
taking advantage of a true buy-and-hold strategy that would allow greater profits from
companies on a strong upward trend over a years-long period. Such a strategy would, however,
conflict with Treasury’s position as a “reluctant shareholder” because it would require Treasury
to hold shares for a long period of time.

These policy considerations raise an additional question: to what extent will Treasury’s
actions, whatever they may be, affect the markets? Not only is there the potential for Treasury’s
actions to have such an effect simply because Treasury’s presence in the market is unlike that of
a private firm, but the potential also exists for purposeful impact on the markets. This potential
might conflict with Treasury’s stated goal of minimizing government intervention in the markets
and may raise objections from market participants who might claim that Treasury was
deliberately disrupting the market. Treasury’s statements to date have not explained how it will
address this conundrum.

Although Treasury’s exit strategy from the TARP has not always been transparent to the
American public, Treasury has now clearly articulated the principles upon which it is operating
with respect to exit strategy , however obscure the eventual application of those principles may
be. ?* The Panel does not take a view either with respect to Treasury’s “reluctant shareholder”
approach or with respect to the strategy that Treasury is following, but it acknowledges that the
approach has been enunciated with the objective of articulating a policy. In meetings and calls
with the managers of the various asset classes at Treasury, those managers were consistent in
their articulation of the exit strategy and the principles driving it.'?®

122 Treasury conversations with Panel staff (Dec. 3, 2009).
12312 U.S.C. § 5223(a)(1).

124 Allison Testimony before House Oversight and Government Reform Committee, supra note 118;
Treasury conversations with Panel staff (Dec. 3, 2009); See Congressional Oversight Panel, January Oversight
Report: Accountability for the Troubled Asset Relief Program, at 4 (Jan. 9, 2009) (online at
cop.senate.gov/documents/cop-010909-report.pdf).

125 |n the course of drafting this report, Panel staff conducted extensive discussions with the managers of
the various asset classes at Treasury. See, e.g., Treasury conversations with Panel staff (Dec. 15, 2009, Dec. 16,
2009, and Jan. 5, 2009) (discussing Citigroup and AIG).
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By comparison, in a previous Report the Panel suggested that Treasury consider dealing
with the shareholder duties that have emerged from its investments in troubled companies by
placing those investments in a privately managed trust,*® thereby segregating these functions
from the other oversight and intervention obligations occasioned by the TARP.

The principal benefit of such a trust would be that the assets could be managed for the
sole benefit of the U.S. Treasury, and would be insulated from undue political influence.*?’
While the creation of such a trust is authorized by the statute,*?® and has been considered by
Treasury, Treasury has explained that the drawbacks of using a trust are currently outweighed by
the benefits.'®® The belief is that if a trust were created, it would be difficult to determine which
assets should be placed in the trust, and it would be difficult to carry out Treasury’s policy goals
— which include promoting market stability in addition to maximizing the benefit to taxpayers.**
Treasury has also indicated that statutory requirements may prevent the implementation of a trust
managed by an independent trustee, because of EESA’s requirements for the Secretary to
maintain supervision over investments held by vehicles established by Treasury. Treasury has
not ruled out the use of such a trust when only a small pool of assets remain.***

The Panel is concerned that, although Treasury has been consistent in its description of
its goals, the articulated principles are so broad that they provide Treasury with an easy means of
justifying almost any decision — effectively giving no metric to determine whether Treasury’s
actions met its stated goals. Because either holding or selling, or a third approach, may
alternatively be justified as maximizing profit, or maintaining the stability of significant
institutions, or promoting systemic stability, almost any decision can be demonstrated to be
forwarding one of these three principles.

3. Accounting for the TARP

EESA requires an annual financial statement prepared in accordance with generally
accepted accounting principles and audited in accordance with generally accepted auditing

126 See COP September Oversight Report, supra note 108, at 5.

127 Treasury statements make it clear that Treasury sees a clear distinction between “managing assets”
(which Treasury sees as the government’s role) and “managing companies” (which Treasury does not see as its
role). Allison Testimony before House Oversight and Government Reform Committee, supra note 118, at 5-6.
While Treasury is clearly able to manage assets outside a trust, Treasury’s direct involvement in, for example,
deciding when to sell Citigroup shares, has the potential to send unintended signals to the markets, which signals
would be tempered if a trustee were making the decisions. Additionally, while Treasury intends to vote its shares
only on “core” shareholder matters, there are non-core matters that may be presented to shareholders where a failure
to vote could lead to a governance vacuum and where a trustee could prove useful.

12812 U.S.C. § 5219(c).

129 Treasury conversation with Panel staff (Dec. 15, 2009). Trusts are also as prone as any group of people
to suffer from disagreements among members or other internal politics.

130 Id

131 Id
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standards.™*? On December 10, 2009, Treasury issued financial statements for the TARP for the
federal fiscal year ending September 30, 2009.*** The statements disclose that Treasury’s final
estimate for the cost of the transactions undertaken in fiscal year 2009 is $41.6 billion,
approximately $110 billion lower than earlier estimated. This sizeable “downward reestimate”
reflects improved equity prices and lower projected loss rates on the investments made in 2009,
as well as faster repayment of some of those investments than was initially anticipated.
Similarly, over the full multi-year course of the TARP’s operations, the expected cost of the
program is now estimated at $141 billion, roughly $200 billion lower than was initially
forecast.’* Of this estimated $141 billion in losses, Treasury has acknowledged that roughly
$60 billion is attributable solely to the TARP investments in AIG and the auto companies.'®

The TARP financial statements were prepared in accordance with generally accepted
accounting principles. EESA further requires that the budgetary cost of the TARP be calculated
under the rules of the Federal Credit Reform Act. This “credit reform” treatment means that
TARP transactions are discounted to reflect the time value of money and the market risk of those
investments.** As a result, the accounting and budget information that Treasury publishes for
the TARP are a good measure of the economic value of the resources expended. The GAO
audited the financial statements and stated that the Office of Financial Stability had maintained
effective financial controls in all material respects.*®’

The next financial report on the TARP will be released by Treasury in early February
2010, at the time the President’s 2011 Budget is transmitted to the Congress. While normal
practice has been not to provide a further update of a particular federal program’s financial
information until the time of the Midsession Review of the budget on July 15th, Treasury has

132 12 U.S.C. § 5226(b)(1).

133 See Government Accountability Office, Office of Financial Stability (Troubled Asset Relief Program)
Fiscal Year 2009 Financial Statements (Dec. 2009) (online at www.gao.gov/new.items/d10301.pdf) (hereinafter
“OFS FYO09 Financial Statements”).

34 The TARP Financial Statements were released on December 10, 2009. The Department of Treasury
issued a press release which stated, “[a]s additional funds are disbursed, particularly for the housing initiative, the
total cost of TARP is likely to rise, although it is anticipated to be at least $200 billion less than the $341 billion
estimate in the August 2009 Mid-Session Review.” See U.S. Department of the Treasury, New Report Shows
Higher Returns, Lower Spending Under TARP Than Previously Projected (Dec. 10, 2009) (online at
ustreas.gov/press/releases/tg438.htm).

135 See House Oversight and Government Reform Committee, Subcommittee on Domestic Policy,
Transcript Testimony of Assistant Secretary of the Treasury for Financial Stability Herbert Allison, Jr., The
Government As Dominant Shareholder: How Should the Taxpayers’ Ownership Rights Be Exercised?, 111th Cong.,
(Dec. 17, 2009) (online at oversight.house.gov/index.php?option=com_content&task=view&id=4722&Itemid=31)
(hereinafter “Allison Testimony Transcript”).

136 See 12 U.S.C. § 5232 (requiring that TARP transactions be measured for budget presentation purposes
under credit reform procedures, but modified to reflect the market risk of those transactions).

37 See OFS FY09 Financial Statements, supra note 133, at 1-2. GAO did note two internal control
deficiencies in the OFS financial systems which OFS agreed to rectify.
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indicated that it expects to release interim financial reports on TARP transactions sometime
between February and July 2010. The financial statements and accompanying “management’s
discussion and analysis” (MD&A) provide discussion of the results of all the TARP programs.**®
The notes to the statements are not easily accessible for a lay reader, but the MD&A is easier to
read and includes a short executive summary.

4. CPP Preferred and Warrants
a. Acquisition of Assets and Current Value

Under the CPP, Treasury provided capital to financial institutions by purchasing senior
preferred stock (CPP Preferred) or subordinated debentures. The purchases were made pursuant
to a “Securities Purchase Agreement” (SPA), which has standard terms for most banks.** In
addition, Treasury received warrants in order to give taxpayers “an opportunity to participate in
the equity appreciation of the institution.”**® The CPP Preferred, which has no maturity date,
pays quarterly dividends at a rate of five percent per year for the first five years, and nine percent
thereafter.’** The issuing financial institution may redeem the CPP Preferred at any time, subject
to the requirement that regulators must approve the repayment.** The warrants, which have a
10-year life, may be exercised at any time.*** The exercise price of the warrants for public

138 panel staff compared the financial statements and MD&As with those of financial institutions, and also
considered the MD&A in the light of the many pronouncements on MD&A disclosure by the Securities and
Exchange Commission (SEC). The MD&A discusses each of the programs under the TARP, addressing the purpose
and impact of each program, the way in which assets were acquired, their current value, and the principles informing
Treasury’s management of the assets. The most significant criticisms that could be made of the MD&A are that: (a)
a more thorough explanation of the accounting principles used would be helpful, as the notes to the financial
statements, while thorough, are not written with the lay reader in mind; (b) more “forward-looking information” and
a more expansive discussion of “trends and uncertainties” would be helpful; and (c) the graphic design and layout is
distracting and inconsistent and could have benefitted from some reader-friendly, “plain English” editing. The
second and third points are mitigated to some extent by the Executive Summary, which not all financial institutions
provide, although the SEC encourages it. Commentators had urged that Treasury produce such disclosure. See
Pollock COP Testimony, supra note 86, at 6.

139 The terms of SPAs vary somewhat by institution type — public, private, S-corporation, mutual holding
company or mutual bank — but are substantially similar. See Congressional Oversight Panel, July Oversight Report:
TARP Repayments, Including the Repurchase of Stock Warrants, at 7 n. 15 (July 10, 2009) (online at
cop.senate.gov/documents/cop-071009-report.pdf) (hereinafter “COP July Oversight Report™).

140 See U.S. Department of the Treasury, Factsheet on Capital Purchase Program (updated Mar. 17, 2009)
(online at www.financialstability.gov/roadtostability/CPPfactsheet.htm) (hereinafter “CPP Factsheet”); see also
COP July Oversight Report, supra note 139, at 6 (“[W]arrants may be traded on public or private markets, and they
can be highly valued by investors who believe the share price of the issuing company is likely to rise above the
strike price”).

1 Dividends are cumulative for bank holding companies and their subsidiaries, and non-cumulative for
banks. See COP July Oversight Report, supra note 139, at 8 n. 17.

142 5ee 1d., at 10-11.
%3 14d., at 8 n.17.

34



financial institutions is based upon the 20-day average stock price of the underlying common
shares.'** For non-public financial institutions, the exercise price is $0.01 per share.*

CPP funding ended on December 29, 2009.**® The program provided approximately
$205 billion in capital to 707 financial institutions.'*’ CPP funding for qualifying financial
institutions was based upon the size of the institution.'*® Of the 19 stress-tested financial
institutions, 17 institutions received $164 billion through CPP funding.**® As noted above, the
issuing financial institution may redeem the CPP Preferred at any time, subject to the
requirement that regulators must approve the repayment.*>® The redemption price of the CPP
Preferred is set by the SPA, which provides that the shares are to be redeemed at the principal
amount of the debt.*® Subject to compliance with applicable securities laws, Treasury also has
the ability to “sell, assign, or otherwise dispose of” the CPP Preferred it holds.*®? This means
that the CPP Preferred could in theory be sold in private transactions to interested investors, or

144 The warrant exercise price is calculated taking the average of the closing prices for the 20 trading days
up to and including the day prior to the date on which the TARP Investment Committee recommends that the
Assistant Secretary for Financial Stability approve the investment. See U.S. Department of the Treasury, FAQs on
Capital Purchase Program Repayment and Capital Assistance Program, at 2 (May 2009) (online at
www.financialstability.gov/docs/FAQ_CPP-CAP.pdf). In addition, the number of warrants issued is equal to 15
percent (5 percent for a private financial institution) of the face value of the preferred investment divided by the
exercise price. See U.S. Department of the Treasury, Term Sheet for CPP Preferred (online at
www.financialstability.gov/docs/CPP/termsheet.pdf) (hereinafter “Term Sheet for CPP Preferred™).

%5 U.S. Department of the Treasury, TARP Capital Purchase Program (Non-Public QFls, excluding S
Corps and Mutual Organizations) (online at www.financialstability.gov/docs/CPP/Term%20Sheet%20-
%20Private%20C%?20Corporations.pdf).

1% Treasury conversations with Panel staff (Jan. 8, 2010). The application process ended on November 21,
2009. See U.S. Department of the Treasury, FAQ on Capital Purchase Program Deadline (online at
www.financialstability.gov/docs/FAQ%200n%20Capital%20Purchase%20Program%?20Deadline.pdf).

Y7 Treasury conversations with Panel staff (Jan. 8, 2010). See also U.S. Department of Treasury, Troubled
Asset Relief Report, Monthly 105(a) Report — December 2009, at 10 (Jan. 11, 2010) (online at
financialstability.gov/docs/105CongressionalReports/December%20105(a)_final_1-11-10.pdf) (hereinafter
“Monthly 105(a) Report™)

148 As stated in the term sheets for both public and private institutions, “[e]ach [qualifying financial
institution] may issue an amount of Senior Preferred equal to not less than 1% of its risk-weighted assets and not
more than the lesser of (i) $25 billion and (ii) 3% of its risk weighted assets.” See Term Sheet for CPP Preferred,
supra note 144, at 1. Risk weighted assets are the total assets of a financial institution, weighted for credit risk. See
U.S. Department of the Treasury, Decoder (online at www.financialstability.gov/roadtostability/decoder.htm)
(hereinafter “Treasury Decoder™).

149 MetLife, Inc. did not receive CPP funding. In addition, GMAC received $13.4 billion under the
Automotive Industry Financing Program. See Section D.8, infra.

150 See COP July Oversight Report, supra note 139, at 10-11.
151
Id.

152 See U.S. Department of the Treasury, Securities Purchase Agreement: Standard Terms, at § 4.4 (online
at www.financialstability.gov/docs/CPP/spa.pdf) (accessed Jan. 4, 2010).
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they could be offered to the public in a resale registered with the SEC.*** The CPP-recipient
institutions that report to the SEC are required, under the terms of the SPAs, to file a shelf
registration statement, which would permit sales to the public.™>* Treasury is not limited to
public sales, however, and could make sales in private transactions exempt from or not subject to
SEC registration.

After redemption of its CPP Preferred, a financial institution may also repurchase its
warrants, > the warrants are “detachable” from the CPP Preferred,*® which means that they can
trade separately. Treasury is required to purchase the warrants at “fair market value.”**" The
fair market value is determined using a negotiation and appraisal process between Treasury and
the financial institution.™®® If a financial institution does not wish to repurchase its warrants, *>°
or the parties cannot agree on a fair price and neither party wishes to invoke the appraisal

153 The CPP financial institutions that report to the SEC are required, under the terms of the SPA, to file a
shelf registration statement, which would permit sales to the public. See SPA § 4.5(a)(i). In addition, Treasury
could make sales in private transactions exempt from or not subject to SEC registration.

154 See SPA, supra note 153, at § 4.5(a)(ii). A shelf registration statement allows the financial institution to
offer and sell its securities for a period of up to two years. With the registration “on the shelf,” the financial
institution, by simply updating regularly filed annual and quarterly reports to the SEC can sells its shares in the
market as conditions become favorable with a minimum of administrative preparation and expense.

155 OFS Chief Counsel Timothy Massad confirmed in a meeting with Panel staff on December 15, 2009
that if Treasury sold its CPP Preferred to third party, a financial institution would be allowed to repurchase its
warrants once the sale is completed. Treasury conversations with Panel staff (Dec. 15, 2009). See also COP July
Oversight Report, supra note 139, at 8-17 (discussing the history and legal aspects of repayment of CPP Preferred
and warrants).

156 See SPA, supra note 153, at § 1.2.
157 See SPA, supra note 153, at § 4.9(a).

158 The repurchase process for a financial institution is a multi-step procedure starting with the institution’s
proposal to Treasury of its determination of the fair market value of the warrants. Treasury has a choice of whether
to accept this proposed fair value. If Treasury and the financial institution are unable to agree on the fair value
determination, either party may invoke the appraisal procedure. In the appraisal procedure process, both Treasury
and the financial institution select independent appraisers. If the appraisers fail to agree, a third appraiser is hired,
and subject to certain limitations, a composite valuation of the three appraisals is used to establish fair market value.
This composite valuation is determined to be the fair market value and is binding on both Treasury and the financial
institution. If the appraisal procedure is not invoked, and neither party can agree on the fair market value
determination, Treasury then sells the warrants through the auction process. See Robert A. Jarrow, TARP Warrants
Valuation Methods (Sept. 22, 2009) (online at
www.financialstability.gov/Jarrow%20T ARP%20Warrants%20Valuation%20Method.pdf) (hereinafter “TARP
Warrants Valuation Methods™).

In addition, the process is different for private banks. Warrants of private financial institutions are
immediately exercisable. See COP July Oversight Report, supra note 139, at 11.

159 After the CPP preferred is redeemed, the financial institution has 15 days to decide whether it wishes to
repurchase its warrants. See U.S. Department of the Treasury, Treasury Announces Warrant Repurchase and
Dispaosition Process for the Capital Purchase Program (June 26, 2009) (online at
www.financialstability.gov/latest/tg_06262009.html).
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procedure, Treasury will, as a matter of policy, auction the warrants to the public.*®® Treasury
staff has stated that it is Treasury’s policy to dispose of the warrants as soon as practicable.'®*
Therefore, a financial institution may repurchase its warrants as soon as it redeems its preferred
shares.'®® To date, of the 58" financial institutions that have redeemed fully their CPP
Preferred, 31'®* financial institutions have also repurchased their warrants*®® and Treasury has
received approximately $2.9 billion from warrant redemptions.*®® In addition, as discussed in
Section D.4.b below, Treasury has received approximately $1.1 billion in gross proceeds from
third-party auction sales. The following table shows the valuation of Treasury’s current holdings
of CPP Preferred, common shares, and warrants as of December 31, 2009. In addition, the table
shows the fair value (Net Asset Value) of Treasury’s CPP Preferred and common share holdings.

180 1n November 2009, Treasury announced that it intended to conduct auctions to sell its warrant positions
in JPMorgan Chase, Capital One Financial Corporation, and TCF Financial Corporation. The issuers were allowed
to bid in these auctions. See U.S. Department of the Treasury, Treasury Announces Intent To Sell Warrant Positions
in Public Dutch Auctions (Nov. 19, 2009) (online at www.ustreas.gov/press/releases/tg415.htm) (hereinafter
“Treasury Announces Intent To Sell Warrant Positions in Public Dutch Auctions”).

161 See COP July Oversight Report, supra note 139.
192 See Id.

183 Treasury conversations with Panel staff (Jan. 8, 2010). See also Monthly 105(a) Report, supra note 147,
at11.

164 Treasury conversations with Panel staff (Jan. 8, 2010).

185 In its July Report, the Panel analyzed the prices at which Treasury was allowing the financial institutions

to repurchase the warrants. The Panel was concerned that Treasury was undervaluing the warrants and/or not
negotiating strongly enough. See COP July Oversight Report, supra note 139, at 8-17. After the July report was
released, several banks repurchased their warrants for prices very close to the Panel’s valuation: notably, Goldman
Sachs, Morgan Stanley, and American Express. Also after the release of the July Report, Treasury retained an
expert to perform an independent review of its valuation methodology. He found that it was “consistent with
industry best practice and the highest academic standards.” See TARP Warrants Valuation Methods, supra note
158.

166 See U.S. Department of the Treasury, Troubled Asset Relief Program Transactions Report for Period
Ending December 30, 2009 (Jan. 4, 2010) (online at www.financialstability.gov/docs/transaction-reports/1-4-
10%20Transactions%20Report%20as%200f%2012-30-09.pdf) (hereinafter “TARP Transactions Report for Period
Ending December 30, 2009”).
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Figure 2: Valuation of Current Holdings of CPP Preferred Shares, Common Shares, and
Warrants as of December 31, 2009

Preferred Shares Warrant Valuation
(billions of dollars) (millions of dollars)
Net Asset
Principal | Value as of Low High Best

Amount | 9/30/2009%" | Estimate | Estimate | Estimate

Stress-Tested Financial Institutions with
CPP Preferred and/or Warrants
Outstanding:

Wells Fargo & Company $0.00 $0.00 $313.02 | $1,727.96 | $829.57
Bank of America Corporation™®® 0.00 0.00 561.18 | 2,581.16 | 1,036.20
Citigroup, Inc. (Common Shares)**® 25.00 25.46 9.51 891.04 |  204.32
The PNC Financial Services Group Inc. 7.58 7.17 82.81 500.60 231.03
SunTrust Bank, Inc. 4.85 4.14 5.67 252.90 98.15
Regions Financial Corporation 3.50 3.01 3.61 155.48 65.41
Fifth Third Bancorp 3.41 3.05 63.74 317.82 161.23
KeyCorp 2.50 1.94 5.59 108.70 49.48
GMAC, LLC 191411 1717 o 170 170

Failed Banks Enrolled in CPP:

167 Except for Citigroup, Net Asset Value for December 31, 2009 is not available. Net Asset Value is the
per share value on September 30, 2009 as disclosed in the TARP Financial Audit Report. See OFS FY09 Financial
Statements, supra note 133, at 36. Except for Citigroup, Inc., Net Asset Value is calculated by dividing the total
value of all securities in the financial institution’s portfolio, less any liabilities by the number of shares outstanding.
See note 174, infra. The Net Asset Value of Citigroup was calculated using the common stock closing price of
$3.31 on December 31, 2009 multiplied by Treasury’s common ownership of 7.7 billion shares. On September 30,
2009, Citigroup’s closing price was $4.84 per share.

168 Warrant Valuation includes warrants outstanding from TIP investment (valuation of $459.1, $1,405.9,
and $666.5 for Low, High, and Best Estimates, respectively).

189 Warrant Valuation includes warrants outstanding from TIP (valuation of $6.4, $371.3, and $118.1 for
Low, High and Best Estimates, respectively) and AGP investments (valuation of $2.3, $132.0, and $42.4 for Low,
High, and Best Estimates, respectively).

170 On December 30, 2009, Treasury provided an additional commitment to GMAC of approximately $3.8
billion. The $3.8 billion of new capital was provided in the form of $2.54 billion of Trust Preferred Securities
(TruPs), which are senior to all other capital securities of GMAC, and $1.25 billion of Mandatory Convertible
Preferred Stock (MCP). In addition, Treasury received warrants, which were exercised, to purchase an additional
$127 million of TruPs and $63 million of MCP. U.S. Department of the Treasury, Treasury Announces
Restructuring of Commitment to GMAC (Dec. 30, 2009) (online at ustreas.gov/press/releases/tg501.htm) (hereinafter
“Treasury Announces Restructuring of Commitment To GMAC”). See also Section D.8, infra.

"I The Net Asset Valuation of GMAC was based $12.5 billion of preferred stock held by GMAC prior to
the additional financing. Net Asset Value on December 31, 2009 is not available.
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Pacific Coast National Bancorp 0.00 0.00 eNIA N/A N/A
UCBH Holdings, Inc.*"® 0.30 0.02 0.00 0.07 0.01
CIT Group 2.33 0.00 0.00 3.19 2.84
All Other Banks 33.53 1142891 | 2,314.46 | 5,998.02 | 3.654.25
Total $97.11 $80.87 | $3,359.59 | $12,536.94 | $6,332.49

Of the 19 stress-tested financial institutions, there are currently six that have not repaid
their TARP funding.'” One of the six is GMAC, which is discussed later in Section D.8.

b. Disposal of CPP Assets and Recovery of TARP Funds

In September 2009, Treasury issued a report that discussed the next phase of its financial
and rehabilitation efforts — what it describes as “moving from rescue of our financial system to a
period of stabilization, rehabilitation and rebuilding.”*"® The report stated that the “next phase
will focus on winding down those programs that were once necessary to prevent systemic
failure.”t"”

172 pacific Coast National Bancorp, 2008 Annual Report, Form 10-K, Part 1, Item 5 (online at
www.sec.gov/Archives/edgar/data/1302502/000092708909000143/p-10k123108.htm). There are no warrants
currently outstanding for Pacific Coast National Bancorp. At the date of initial TARP CPP investment, Pacific
Coast National issued a warrant to Treasury to purchase 206.00206 shares of its Fixed Rate Cumulative Perpetual
Preferred Stock, Series B, which Treasury immediately exercised in a cashless transaction, per the Company’s 2009
10-K. The valuation of Pacific Coast National's preferred shares at September 30, 2009 was approximately
$154,000.

173 Agency Financial Statement 2009, supra note 32, at 34-35. The Net Asset Value of UCBH Holdings,
Inc. includes warrants.

17 Treasury conversations with Panel staff (Jan. 5, 2010). The Net Asset Value of “All Other Banks” was
provided by OFS as an aggregate value. This is due to the inherent constraints of the model created and used by
OFS in its valuation of CPP preferred stock and warrants, as discussed with the OFS modeling team on December
22, 2009. In this regard, generating a net asset value for Treasury’s investment in a specific financial institution
requires each institution to be separately modeled. The man-hours and model run-time required prevent each
financial institution from being modeled separately. As such, OFS has valued the stress-tested financial institutions
and those receiving the largest CPP investment and has provided an aggregate net asset value for Treasury’s
holdings in the remaining financial institutions.

1> MetLife, Inc. did not receive any funding. See Congressional Oversight Panel, June Oversight Report:
Stress Testing and Shoring Up Bank Capital, at 15 (June 9, 2009) (online at cop.senate.gov/documents/cop-060909-
report.pdf) (hereinafter “COP June Oversight Report™). As of December 31, 2009, the following stress tested banks
have not repaid their TARP funding: PNC Financial Services Group, SunTrust Banks, Inc., Regions Financial Corp.,
Fifth Third Bancorp, Keycorp, and GMAC LLC. See TARP Transactions Report for Period Ending December 30,
2009, supra note 166.

176 See U.S. Department of the Treasury, The Next Phase of Government Financial Stabilization and
Rehabilitation Policies, at 1 (Sept. 14, 2009) (online at
www.treas.gov/press/releases/docs/Next%20Phase%200f%20Financial%20Policy,%20Final,%202009-09-14.pdf)
(hereinafter “Treasury Status Report on Financial Stabilization”).

177 See Treasury Status Report on Financial Stabilization, supra note 176, at 1.

39




The report stated that Treasury anticipated financial institutions would repay another $50
billion in CPP Preferred over the next 12 to 18 months.*”® To date, Treasury has received
approximately $122 billion from CPP recipients through principal repayments of preferred stock
repurchases, an amount in excess of the September projection.*” The report does not discuss the
timing of repayment of the remaining balance of approximately $58 billion,*® which largely
comprises investments in approximately 600 smaller financial institutions. In this regard,
Treasury has stated that it is looking at “lots of possibilities,” including market sales, but it is
“nowhere near” a decision process.*® These smaller financial institutions have not publicly
disclosed their intended exit strategy for CPP repayment. Non-disclosure by these financial
institutions may be due to the fact that the banking regulators have not specifically disclosed
their criteria for allowing a financial institution to redeem its CPP Preferred and the fact that
some of these institutions may be unable to redeem due to high loan losses and “vulnerable
capital ratios.”'®?

Although Treasury has the ability to sell its CPP Preferred to third parties either in a
private or public offering, it currently has no plans to use third-party sales.'®® Treasury stated in
the TARP Financial Statements that although “it has not exercised these rights, it may do so in
the future.”*®* Treasury’s preference, however, as it stated in the TARP Financial Statements
and in meetings with Panel staff, is to hold the preferred stock with the objective of receiving
redemption in full from the CPP participant, as opposed to selling to third parties at a likely
discount.'®® Similarly, in the event of a severe downturn in the market, Treasury indicated that it
would not immediately sell its CPP investments. Treasury stated that it would need to evaluate
its investment objectives (i.e., minimization of costs, maximization of returns to the taxpayers,
and preservation of market stability), before it would sell those investments. In this regard, as
stated in the TARP Financial Statements, “Treasury-OFS must also consider the limited ability to
sell an investment to a third party due to the absence of a trading market or lack of investor

178 See Treasury Status Report on Financial Stabilization, supra note 176, at 3.

179 The $50 billion of projected repayments was based upon total repayments of approximately $70 billion
received by September 30, 2009. See Treasury Status Report on Financial Stabilization, supra note 176, at 3. In
addition, Treasury estimated that total bank repayments “could reach up to $175 billion by the end of 2010.” See
Treasury Announces Intent To Sell Warrant Positions in Public Dutch Auctions, supra note 160.

180 The remaining balance owed is based upon the cash outlay of $205 billion less cash repayments of $122
billion less $25 billion of Citigroup’s common shares.

181 Treasury conversations with Panel staff (Dec. 15, 2009).

182 Some financial institutions may continue to need the CPP funding due to “staggering loan losses and
vulnerable capital levels.” See Kevin Dobbs, For Some Regional Banks, TARP remains necessary (Jan 5, 2010)
(online at snl.com/InteractiveX/article.aspx?1d=10545545& KPLT=4).

183 Treasury conversations with Panel staff (Dec. 3, 2009).

184 Treasury conversations with Panel staff (Dec. 3, 2009); Treasury conversations with Panel staff (Dec.
15, 2009); see also OFS FY09 Financial Statements, supra note 133, at 73.

185 Treasury conversations with Panel staff (Dec. 15, 2009).
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demand, and the possibility of achieving potentially higher returns through a later
disposition.”*® Accordingly, Treasury has not decided at what point the option of selling to
third parties might be used for any of the investments it currently holds, but has stated that this
remains a possible mode of exit to be considered in the future.™®’

With respect to a CPP recipient’s warrants, to date it has been Treasury’s policy to
conduct third party sales by auction.'® As a result, Treasury has somewhat less leeway with
respect to the disposal of warrants than it does with respect to the CPP Preferred. Upon
redemption of its CPP Preferred, a financial institution has 15 days to elect whether it will
repurchase its warrants. If it does not, Treasury will sell the warrants through auction sales.*®
In December 2009, Treasury conducted auctions to sell its warrant positions in JPMorgan Chase,
Capital One, and TCF Financial Corporation, and received approximately $1.1 billion in gross
proceeds.’® Treasury informed Panel staff that the next auction sale will not take place before
February 2010.*

As of December 31, 2009, 60 financial institutions, including three that have declared
bankruptcy, had outstanding dividend payments to Treasury of approximately $140 million.'*?
TARP-recipient financial institutions pay two different kinds of dividends — cumulative

186 See OFS FY09 Financial Statements, supra note 133, at 68-69.

In connection with warrant sales, the Panel stated in its July report that “Treasury would be more likely to
maximize taxpayer returns if it sold the warrants through auctions,” since the process is straightforward. See COP
July Oversight Report, supra note 139.

187 Treasury conversations with Panel staff (Dec. 3, 2009); Treasury conversations with Panel staff (Dec.
15, 2009). However, the Panel recommended in its June report that “[tlhe CPP repayment process should be more
transparent.” See COP June Oversight Report, supra note 175.

188 1n November 2009, Treasury announced that it would conduct auctions for warrant positions it holds in
financial institutions that have repaid CPP investments and do not reach agreement with Treasury on the warrant
price. The auctions are done through a modified Dutch auction methodology that establishes a market price by
allowing investors to submit bids at specified increments above a minimum price specified for each auction. See,
Treasury Announces Intent To Sell Warrant Positions in Public Dutch Auctions, supra note 160.

189 Treasury conversations with Panel staff (Dec. 3, 2009).

1% Gross proceeds received for JPMorgan Chase, Capital One, and TCF Financial Corporation were
approximately $950 million, $148 million, and $9 million, respectively. See TARP Transactions Report for Period
Ending December 30, 2009, supra note 166.

91 Treasury conversations with Panel staff (Dec. 3, 2009).

192 See SIGTARP, Quarterly Report to Congress, at 58 (Oct. 21, 2009) (online at
www.sigtarp.gov/reports/congress/2009/0October2009_Quarterly Report_to_Congress.pdf) (hereinafter “SIGTARP
October Report™). When institutions were given TARP assistance, there was no time to perform any due diligence
in view of the immediacy of the situation. However, TARP was supposedly given to healthy banks but in many
instances this was not the case. For example, Citigroup needed further assistance from the TARP. In addition there
are further difficulties in valuing an institution once the government provides external support, since values tend to
be inflated. See discussion below regarding the difficulties of valuation once there is government support. See also
David Enrich, TARP Can’t Save Some Banks, Wall Street Journal (Nov. 17, 2009) (online at
online.wsj.com/article/SB10001424052748704538404574539954068634242.html).
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dividends, which are paid by bank holding companies and their subsidiaries, and non-cumulative
dividends, which are paid by banks — with different consequences for the funds’ potential
recovery. When CPP Preferred are redeemed, if cumulative dividends remain unpaid, Treasury
will be paid any accrued and unpaid dividends. However, non-cumulative dividends do not have
to be paid, unless such dividends have been accrued.'*?

Of the $140 million in unpaid dividends, approximately $66 million represented unpaid
cumulative dividends from the three failed financial institutions.®* CIT filed for bankruptcy on
November 1, 2009,** while UCBH Holdings, Inc. (UCBH) and Pacific Coast National Bancorp
(Pacific Coast) filed for bankruptcy on November 24, 2009, and December 17, 2009,
respectively.'*® Beyond dividend payments, the amount that can be recovered from these three
failed institutions, if any, will depend on the outcome of the bankruptcy proceedings.’®” As
shown in Figure 2, on September 30, 2009, Treasury’s investment in CIT was valued at zero,*®
and the aggregate value of Treasury’s investments in UCBH and Pacific Coast totaled
approximately $22.5 million.**°

In certain circumstances, TARP recipients may seek approval from Treasury for
exchange offers, recapitalizations, or other restructuring actions to improve their financial
condition.?® Treasury evaluates each such proposal on a case-by-case basis, and before it grants
approval of such transactions, it takes into account the following principles:*®*

e Pro forma capital position of the institution;
e Pro forma position of Treasury investment in the capital structure;
e Overall economic impact of the transaction to the government;

e Guidance of the institution’s primary regulator; and

193 At December 31, 2009, non-cumulated dividends totaled approximately $2.4 million. Information
provided by Treasury on January 4, 2010.

194 Information provided by Treasury on January 4, 2010. On December 31,2009, CIT , UCBH Holdings,
and Pacific Coast National Bancorp owed $58.3 million, $7.5 million, and $168,000 in dividends, respectively.

195 See OFS FY09 Financial Statements, supra note 133, at 125.

1% Treasury conversation with Panel staff (Jan. 7, 2010).

197 See OFS FY09 Financial Statements, supra note 133.

19 See OFS FY09 Financial Statements, supra note 133, at 36. See also Figure 2.

19 The CPP investment in UCBH was valued at $22.5 million which include the warrants; the CPP
Investment in Pacific Coast was valued at $154,000. See OFS FY09 Financial Statements, supra note 133, at 125.
See also Figure 2.

20 gee OFS FY09 Financial Statements, supra note 133, at 70.
21 gee OFS FY09 Financial Statements, supra note 133, at 70-71.

42



e Consistent pricing with comparable marketplace transactions.

During 2009, two exchange transactions were completed. In August, Popular, Inc. completed an
exchange of $935 million of preferred stock held by Treasury for an identical amount of newly
issued trust preferred securities.”®* Similarly, on December 11, 2009, Superior Bancorp
completed an exchange of $69 million of preferred stock held by Treasury for an identical
amount of newly issued trust preferred securities.?®® Two exchange offers are currently pending
with Independent Bank Corp?®* and Midwest Banc Holdings.?® Treasury has stated that
exchange transactions will be approved only on a case-by-case basis once all the relevant
information is evaluated.?®

Panel staff asked Treasury whether it has considered divestment alternatives such as a
bundled sale of CPP Preferred issued by various banks. Treasury indicated that it would
consider all types of divestment alternatives, especially in regard to the relatively small CPP
investments in a large number of smaller institutions, as the program winds down. At present,
however, the focus is on an institution-by-institution approach.

c. Analysis of Intended Exit Strategy

As noted above, CPP recipients may redeem their CPP Preferred only after receiving
approval from their primary banking regulators.”®’ The banking regulators have not specifically
disclosed their criteria for allowing a financial institution to redeem its CPP Preferred,?® a lack

202 Banco Popular paid Treasury a $13 million exchange fee. See SIGTARP October Report, supra note
192, at 61. See also, Popular, Inc. Form 10-Q for the quarter ended September 30, 2009, at 60 n. 15 (online at
www.sec.gov/Archives/edgar/data/763901/000095012309060126/g20716e10vqg.htm#107) (accessed Jan. 12, 2010).

203 On December 14, 2009, Superior Bancorp filed with the SEC a Form 8-K which announced the
completion of the exchange transaction with Treasury (online at
www.sec.gov/Archives/edgar/data/1065298/000114420409064449/v168906_ex99.htm).

204 On November 25, 2009, Independent Bank Corp. filed a preliminary proxy statement asking its
shareholders to vote on a potential exchange of the bank’s common stock for preferred stock held by Treasury. See
Independent Bank Corp., Preliminary Proxy Statement filed by Independent Bank Corp on November 25, 2009
(Nov. 25, 2009) (online at www.sec.gov/Archives/edgar/data/39311/000092604409000561/ibc-
prerlda_093009.htm).

25 On December 3, 2009, Midwest Banc Holdings announced that it is in discussions with Treasury
regarding an exchange transaction (online at
www.sec.gov/Archives/edgar/data/1051379/000091384909000815/ex99-1.htm). Since this announcement, Midwest
has entered into a written agreement with the Federal Reserve Bank of Chicago and the Illinois Department of
Financial and Professional Regulation, Division of Banking (online at
www.sec.gov/Archives/edgar/data/1051379/000095012309073372/c55234e8vk.htm).

206 Treasury conversations with Panel staff (Dec. 15, 2009).

207 |f Treasury sells its investment in CPP Preferred to a third party, approval by a financial institution’s
primary regulator is not required. Treasury conversations with Panel staff (Dec. 15, 2009).

208 As the Panel indicated in its August report, the banking regulators “see the stress test and the repayment
of assistance as working together to protect the bank’s balance sheet;” however “supervisory flexibility underlies the
stress test’s assumptions.” See COP August Oversight Report, supra note 65, at 42.
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of clarity that has led to frustration at some banks.?® Until the banking regulators are more
transparent about their redemption policies, the Panel cannot assess the propriety of Treasury’s
investment strategy, which is to hold onto the stock with the goal of eventually receiving
redemption in full from the CPP recipient, rather than selling to another investor at a likely
discount.

In addition, at the Panel’s December hearing Secretary Geithner could not definitively
answer the Panel’s questions in regard to the banking regulators’ criteria for redemption. He
stated that a financial institution would not be allowed to make repayments if it would “leave the
system or these financial institutions with inadequate capital.”?'® He further stated that a
financial institution would be required to “raise capital from the markets” so that it “can repay
the taxpayer with interest.”*** Secretary Geithner did not, however, provide a definitive answer
about whether a financial institution would be required to raise the full amount of its TARP
debt.?2 Although it is the banking regulators’ responsibility to disclose their criteria for
allowing repayments, Treasury also should be able to articulate this policy in view of the broader
economic issues it raises. This lack of clarity breeds uncertainty and instability in the financial
markets and provides a disservice to taxpayers as well as investors.

To prevent a truly healthy bank from repaying its TARP funding is a disservice to that
bank’s investors as well as taxpayers.?** It is, moreover, inconsistent with Treasury’s “systemic
stability” principle. Repayment is, or should be, a signal of health to the markets, and delaying
repayment risks withholding valuable information from the markets. Permitting premature

2 Bank of America, Citigroup, and SunTrust have all expressed their frustrations with the lack of clarity
about the criteria for TARP repayment. In November, Bank of America announced that it was ready and willing to
repay TARP but was “waiting for the government to establish the appropriate time.” See BofA, Feds at odds over
when TARP gets repaid, Charlotte Observer (Nov. 24, 2009) (online at
www.charlotteobserver.com/597/story/1072637.html). Similarly, Citigroup announced it was ready to repay its
TARP funding, but said its regulators were undecided over the amount of capital it should raise. SunTrust’s
Chairman and CEO views “the rules for repaying TARP assistance as ever-changing.” See J. Scott Trubey,
SunTrust CEO wants to repay TARP, Atlanta Business Chronicle (Sept. 15, 2009) (online at
atlanta.bizjournals.com/atlanta/stories/2009/09/14/daily34.html); Samil Surendran, Citi’s plan to exit TARP hits
roadblock (Dec. 9, 2009) (online at
www.snl.com/InteractiveX/article.aspx?1D=10454610&BeginDate=12/09/2009&KPLT=2); David Enrich, Banks,
U.S. Spar Over TARP Repayments, Wall Street Journal (Dec. 7, 2009) (online at
online.wsj.com/article/SB10001424052748704825504574582311943469506.html).

219 see Congressional Oversight Panel, Transcript of Hearing with Treasury Secretary Timothy Geithner
(Dec. 10, 2009) (publication forthcoming) (online at http://cop.senate.gov/hearings/library/hearing-121009-
geithner.cfm) (hereinafter “Dec. 10 Hearing Transcript”).

211 See Dec. 10 Hearing Transcript, supra note 210.
212 5ee Dec. 10 Hearing Transcript, supra note 210.

213 Some commentators have pointed out that the replacement of CPP Preferred with common stock, which
is generally more expensive, places an additional burden on the ability of a TARP recipient to earn its way back to
profitability. See, e.g., James Kwak, Why Did Bank of America Pay Back the Money? (Dec. 4, 2009) (online at
baselinescenario.com/2009/12/04/why-did-bank-of-america-pay-back-the-money/).
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repayment for whatever reason, however, including escape from executive compensation
limitations,?** serves no public purpose if the institution in question cannot survive on its own.
Financial institutions in 2010 will be faced with a substantial amount of debt that will be
maturing over the next few years.”*> This fact could lead to the government having to decide
whether to provide additional assistance if a repaying institution is not truly healthy. The Panel
is concerned about reports of dissent among the banking supervisors and tensions between
Treasury and the supervisors, and the extent to which institutions might be permitted to exit the
TARP when not financially stable.?*® The underlying issue here relates to the bank regulators’
position that their assessment of a bank’s condition should remain confidential in order to
maximize their effectiveness in promoting bank safety and soundness. This traditional position
of the regulators conflicts with the need for Treasury as investor in particular banks to know as
much as possible about the financial condition of those banks. In these circumstances, the
regulators’ traditional lack of transparency may do a disservice to the taxpayers, investors, and to
the marketplace in financial institutions’ securities.

There exists a range of views on how transparent Treasury should be as it seeks to divest
from its stakes in financial institutions. Vincent Reinhart, a fellow at the American Enterprise
Institute and a former official at the Federal Reserve, states that “[b]y and large, government
officials are big fans of constructive ambiguity.”**” While it may be beneficial for the

24 For example, the financial press has indicated that Citigroup’s and Bank of America’s exit from TARP
was due to the release of executive compensation restrictions, especially in view of Bank of America’s CEO search.
See, e.¢., Bradley Keoun, Citigroup Said to Near Accord on TARP Repayment, US Stake Sale, Business Week (Dec.
13, 2009) (online at businessweek.com/bwdaily/dnflash/content/dec2009/db20091213 027634.htm); David
Mildenberg, Bank of America TARP Payment May Aid Shares, Search, Bloomberg (Dec. 3, 2009) (online at
bloomberg.com/apps/news?pid=20601087&sid=a8MHKJc4D3bc).

215 Banks will have trillions of dollars of debt maturing over the next few years, potentially forcing them to
refinance their debt at substantially higher rates. Data provided under subscription by BLOOMBERG Data Services
(Instrument: Map Debt, filtered for average maturity date under 5 years). See also Carrick Mollenkamp and Serena
Ng, Banks Scramble as Debt Comes Due, Wall Street Journal (Nov. 25, 2009) (online at
online.wsj.com/article/SB10001424052748703819904574554223793153390.html); Federal Deposit Insurance
Corporation, FDIC Board Approves 2010 Operating Budget (Dec. 15, 2009) (online at
www.fdic.gov/news/news/press/2009/pr09228.html) (FDIC Chair Sheila Bair explained that a 55 percent increase in
the FDIC operating budget “will ensure that we are prepared to handle an even-larger number of bank failures next
year, if that becomes necessary, and to provide regulatory oversight for an even-larger number of troubled
institutions.”).

218 e, e.g., David Enrich and Damian Paletta, Discord Behind TARP Exits, Wall Street Journal (Dec. 18,
2009) (“Bank regulators at the Federal Reserve and Federal Deposit Insurance Corp. . . . have disagreed with other
government officials about banks’ plans to repay government funds, and have privately complained that Treasury
officials pushed them to allow banks to quickly leave TARP, according to people familiar with the matter.”).

27 see Mark DeCambre, No Pity for Citi, New York Post (Sept. 4, 2009) (online at
www.nypost.com/p/news/business/no_pity for_Citi_F7vQTwjTrdogsVyyEQ4K6N). Henry Kissinger first
employed this term in the context of diplomatic negotiations, and it has been used in economic policy to refer to a
“policy of using ambiguous statements to signal intent while retaining policy flexibility.” See, e.g., Marvin
Goodfriend and Jeffrey M. Lacker, Limited Commitment and Central Bank Lending, Economic Quarterly — Federal
Reserve Bank of Richmond, at 19-21 (Fall 1999) (hereinafter “Limited Commitment and Central Bank™) (discussing
the benefits and weaknesses of a policy of constructive ambiguity with regard to central bank lending).
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government to retain flexibility in certain situations, others disagree about the merits of a policy
of constructive ambiguity. For example, James B. Thomson, vice president of the Office of
Policy Analysis at the Federal Reserve Bank of Cleveland, has argued that a “policy of
supervisory transparency is superior to constructive ambiguity.”**® This debate illustrates the
inherent challenges and obstacles associated with the government’s involvement in the private
sector. In this regard, the government acknowledges that it does not function like an ordinary
investor; however, its investments are purely taxpayer-funded. This means that the government
has a heightened responsibility to the taxpayers whose money is being spent, and an even greater
responsibility to be transparent and forthcoming about all aspects of its reasoning and decision-
making.

In its July report, the Panel examined the repurchase of stock warrants. At that time, 11
public financial institutions had repurchased their warrants from Treasury. The Panel’s analysis
of the numbers indicated that taxpayers had received only 66 percent of the Panel’s best estimate
of the value of the warrants.?*® As the Panel stated then, “[T]reasury should promptly provide
written reports to the American taxpayers analyzing in sufficient detail the fair market value
determinations for any warrants either repurchased by a TARP recipient from Treasury or sold
by Treasury through an auction, and it should disclose the rationale for its choice of an auction or
private sale.”??° In order to ensure that taxpayers receive the maximum value as financial
institutions exit the TARP, the Panel urged Treasury to make its process, reasoning,
methodology, and exit strategy absolutely transparent.?

218 James B. Thompson, On Systemically Important Financial Institutions and Progressive Systemic
Mitigation, Federal Reserve Bank of Cleveland, at 9 (2009) (online at
clevelandfed.org/research/policydis/pdp27.pdf); see also Limited Commitment and Central Bank, supra note 217, at
19-21 (“Constructive ambiguity in the absence of an ability to precommit may actually increase the drift toward
expansion.”); see also International Monetary Fund, Global Economic Prospects and Principles for Policy Exit, at 7
(2009) (“Basic principles and plans for the exit and beyond should be established early and communicated clearly
and consistently by policymakers to the public.”). Similarly, two officials from the Federal Reserve Bank of Boston
refer to “less than constructive ambiguity.” Jane Sneddon Little and Giovanni P. Olivei, Why the Interest in
Reform?, Rethinking the International Monetary System, Proceedings from the Federal Reserve Bank of Boston
Conference Series, at 81 (1999) (online at www.bos.frb.org/economic/conf/conf43/41p.pdf). In addition, Reinhart
has expressed doubts about the benefits of constructive ambiguity, stating that “[n]Jow is the time to articulate an exit
strategy.” Craig Torres and Scott Lanman, Bernanke May Explain Fed Exit Strategy in Testimony Next Week,
Bloomberg (July 13, 2009) (online at www.bloomberg.com/apps/news?pid=20601087&sid=aNU.UkT9EB68).

219 gee COP July Oversight Report, supra note 139, at 27.
220 see COP July Oversight Report, supra note 139, at 44-45.

221 The Panel’s July report stated “... it is critical that Treasury make the process — the reason for its
decisions, the way it arrives at its figures, and the exit strategy from our future use of the TARP- absolutely
transparent. If it fails to do so, the credibility of the decisions it makes and its stewardship of the TARP will be in
jeopardy.” COP July Oversight Report, supra note 139, at 4. Similarly, the Panel’s November report echoed the
same concerns regarding transparency by stating, “...in light of these guarantees’ extraordinary scale and their risk
to taxpayers, the Panel believes that these programs should be subject to extraordinary transparency. The Panel
urges Treasury to disclose greater detail about the rationale behind guarantee programs, the alternatives that may
have been available and why they were not chosen, and whether these programs have achieved their objectives.”
See COP November Oversight Report, supra note 2, at 4. Lastly, Panel Chair Elizabeth Warren stated in her
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Although there has not been the robust disclosure called for by the Panel, the return to
taxpayers has increased since the July report was published. Subsequent to the publication of the
July report, an additional 25 financial institutions have repurchased their warrants or sold
warrants in auction sales, generating total aggregate proceeds to Treasury of $4.0 billion, which
represented more than 92 percent of the Panel’s best estimate of their values.?? With specific
regard to large TARP recipients, in December 2009, Treasury conducted auctions to sell its
warrant positions in JPMorgan Chase, Capital One, and TCF Financial Corporation, and received
approximately $1.1 billion in gross proceeds.?”® Treasury stated that the auction sales were “a
robust alternative to negotiations” since it received market price for the warrants.?** The Panel’s
analysis of the numbers indicated that the taxpayer received approximately 89 percent of the
Panel’s best estimate of the value of the warrants.?*

As noted above, as the CPP program winds down, Treasury has indicated to Panel staff
that it would consider all types of divestment alternatives, especially in regard to relatively small
CPP investments in a large number of smaller institutions. At present, however, the focus is on
an institution-by-institution approach.

One form of exit from the TARP that has not drawn much attention from commentators
involves those TARP-recipient financial institutions that fail, an event that can be expected to
wipe out the taxpayers’ investment. Ironically, when no further government intervention occurs,
this kind of early and involuntary exit from TARP may have the effect of reducing moral hazard
and restoring market discipline.

September testimony that “[i]n order to ensure that taxpayers would receive the maximum value as banks exited
TARP, the Panel urged Treasury to make its process, reasoning, methodology, and exit strategy absolutely
transparent.” See Senate Committee on Banking, Housing and Urban Affairs, Testimony of Elizabeth Warren,
Emergency Economic Stabilization Act: One Year Later, 111th Cong., at 3 (Sept. 24, 2009) (online at
cop.senate.gov/documents/testimony-092409-warren.pdf).

222 see TARP Transactions Report for Period Ending December 30, 2009, supra note 166.

223 Gross proceeds received for JPMorgan Chase, Capital One, and TCF Financial Corporation were
approximately $950 million, $147 million, and $9 million, respectively. See TARP Transactions Report for Period
Ending December 30, 2009, supra note 166.

224 Treasury conversations with Panel staff (Dec. 15, 2009).

225 The valuation was derived by dividing total net proceeds received ($1.1 billion) by total aggregate value
of Panel’s best estimate ($1.3 billion). For the individual auction sales of JPMorgan Chase, Capital One, and TCF
Financial Corporation, the taxpayers received 94 percent, 64 percent, and 81 percent, respectively, of the Panel’s
best estimate of the value of the warrants.
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5. Citigroup
a. Acquisition of Assets and Current Value

Between October 2008 and January 2009, Treasury invested a total of $50 billion in
Citigroup through three separate programs: the CPP, the TIP, and the AGP.??® After Citigroup’s
repayment of trust preferred securities in December, Treasury currently holds 7.7 billion shares
of Citigroup’s common stock, worth $25.49 billion on December 31, 2009. Treasury is
Citigroup’s largest shareholder, with 27.04 percent of Citigroup’s equity.

The first Citigroup investment was made through the CPP. On October 28, 2008,
Treasury used the program to inject $25 billion into Citigroup. Treasury received $25 billion
face value of CPP Preferred and warrants to purchase 210,084,034 shares at a strike price of
$17.85. The second TARP investment in Citigroup was made through the TIP. Although
Citigroup’s TIP capital infusion was announced on November 23, 2008 and finalized on
December 31, 2008, the guidelines for the TIP were not announced until January 2, 2009.%’
Under the TIP, Treasury purchased $20 billion in preferred stock from Citigroup.?®® This
preferred stock paid dividends of 8 percent. Treasury also took warrants to accompany the
preferred stock. There are no standard terms for the TIP; terms and conditions were determined
on a case-by-case basis.?*® Any institutions participating in the TIP were required to comply
with strict executive compensation standards.

228 The Panel notes that Treasury’s Transaction Reports state that the total TARP assistance to Citigroup is
$49 billion, based on the $25 billion CPP investment, $20 billion TIP investment, and Treasury’s receipt of $4.03
billion in preferred stock under the AGP. While the total amount Treasury has invested under the AGP is $4.03
billion, Treasury’s actual maximum loss position under the AGP was $5 billion, which is the number used by the
Panel since that represents Treasury’s actual exposure. For further information on the AGP accounting, see Figure
22, infra. The AGP agreement was structured so that losses on assets in the pool will be shared among Citigroup,
Treasury, the FDIC and the Federal Reserve. As of September 30, 2009, the total asset pool was approximately
$250.4 billion. U.S. Securities and Exchange Commission, Quarterly Report Pursuant to Section 13 or 15(d) of the
Securities Exchange Act of 1934 for Citigroup Inc., at 33-34 (Nov. 6, 2009) (online at
www.sec.gov/Archives/edgar/data/831001/000104746909009754/a2195256z10-g.htm). Citigroup would absorb up
to $39.5 billion of initial losses arising from the covered pool (losses of $8.1 billion had been recorded at September
30, 2009), and would then absorb 10 percent of any losses in excess of that amount. 1d. The federal government
would absorb the remainder, with Treasury absorbing the first $5 billion in federal liability, the FDIC absorbing the
second $10 billion, and the Federal Reserve covering any further federal liability by way of a non-recourse loan to
Citigroup. Id. The guarantee was structured to run for up to 10 years for residential assets and five years for non-
residential assets. Id.

227 See U.S. Department of the Treasury, Treasury Releases Guidelines for Targeted Investment Program
(Jan. 2, 2009) (online at treasury.gov/press/releases/hp1338.htm) (hereinafter “Treasury Releases Guidelines for
Targeted Investment Program’); Joint Statement on Citigroup, supra note 110.

228 TARP Transactions Report for Period Ending December 30, 2009, supra note 166; Citigroup, Citi
Issuance of $20 Billion Perpetual Preferred Stock and Warrants to U.S. Treasury As Part of TARP Program (Dec.
31, 2008) (online at www.citigroup.com/citi/fin/data/fs081231a.pdf).

22% Treasury Releases Guidelines for Targeted Investment Program, supra note 227.
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Under the AGP, Treasury, the FDIC, and the Federal Reserve guaranteed, until the
program was ended, approximately $250.4 billion of Citigroup’s assets.?*® The guarantee,
originally for $301 billion, followed a continuing deterioration of Citigroup’s financial status
after it received CPP funds. As consideration for the guarantee, Citigroup issued Treasury with
$4.034 billion face value of preferred stock (the AGP Preferred)®" and warrants to purchase
66,531,728 shares of common stock at a strike price of $10.61.%*

On July 30, 2009, Treasury and Citigroup agreed to exchange Treasury’s $25 billion in
CPP Preferred for 7.7 billion shares of common stock priced at $3.25 per share. The two parties
also agreed to exchange Treasury’s $20 billion in TIP holdings and $4 billion of preferred stock
acquired under the AGP into trust preferred securities.?®* These exchanges took place as part of
a larger $58 billion exchange offer with public and private holders of Citigroup’s debt in which
Citigroup bolstered its common tangible equity and thus its reserves. The company received
shareholder approval for the exchange on September 3, 2009.%*

20 According to Citigroup’s SEC filing for the third quarter of 2009, the total asset pool had declined by
approximately $50 billion on a GAAP basis to approximately $250.4 billion as of September 30, 2009. See
Citigroup Third Quarter 10-Q, supra note 56, at 33. COP November Oversight Report, supra note 2 (describing the
Citigroup and Bank of America guarantees). From the beginning, Treasury had stated that AGP assistance would
not be “widely available.” U.S. Department of the Treasury, Report to Congress Pursuant to Section 102 of the
Emergency Economic Stabilization Act, at 1 (Dec. 31, 2008) (online at
www.financialstability.gov/docs/AGP/sec102ReportToCongress.pdf).

31 The FDIC was issued $3.025 billion in preferred stock. Treasury and the FDIC’s holding were
exchanged for separate trust preferred securities with a coupon of 8 percent in the subsequent exchange offer.

2 The AGP Preferred have a perpetual life and pay dividends at 8 percent per annum. They can be
redeemed in stock or cash, as mutually agreed between Treasury and Citigroup, otherwise the redemption terms of
CPP preferred terms apply. Citigroup is not permitted to pay common stock dividends, in excess of $0.01 per share
per quarter, for a period of three years without Treasury consent. With respect to repurchase rights, the same terms
apply as for the CPP Preferred, meaning they could be sold in private transactions to interested investors, or that
they could be offered to the public in a resale registered with the SEC. Master Agreement Among Citigroup Inc.,
Certain Affiliates of Citigroup Inc. Identified Herein, Department of the Treasury, Federal Deposit Insurance
Corporation and Federal Reserve Bank of New York (Jan. 15, 2009) (online at
www.financialstability.gov/docs/AGP/Citigroup_01152009.pdf).

2% The trust preferred securities are senior in right of repayment to preferred stock. They pay dividends at
8 percent per annum, and are paid on a quarterly basis. The term is for 30 years. Treasury may, subject to
applicable securities laws, transfer, sell, assign, or otherwise dispose of its trust preferred shares provided that it
consults with Citigroup for the first three years to see if such action is feasible. Upon regulatory approval, Citigroup
has the right to redeem such shares, either at its discretion or upon the occurrence of specified events, but cannot
redeem less than all of the outstanding securities unless all accumulated and unpaid dividends have been paid. In
certain circumstances, these securities carry limited voting rights. These securities are also ranked equally, meaning
payment thereon shall be made pro rata with the common securities, except in the case of default. Exchange
Agreement dated June 9, 2009 between Citigroup Inc. and United States Department of the Treasury, at Schedule A
(June 9, 2009) (online at
www.financialstability.gov/docs/agreements/08282009/Citigroup%20Exchange%20Agreement.pdf).

2% Citigroup, Citi Announces Shareholder Approval of Increase in Authorized Common Shares, Paving
Way to Complete Share Exchange (Sept. 3, 2009) (online at www.citibank.com/citi/press/2009/090903a.htm).
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On December 14, 2009, Citigroup, Treasury, and the regulators announced an agreement
regarding Citigroup’s plan to repay part of its outstanding TARP assistance.”®* Pursuant to the
agreement, Citigroup would repay Treasury the $20 billion it held in trust preferred securities
and terminate its loss-sharing agreement under the AGP, meaning that the government would no
longer be liable for any losses arising from the covered asset pool.?*® To fund this repayment,
Citigroup successfully completed a securities offering of $21.08 billion of equity securities,
comprising $17 billion of common stock (with an additional over-allotment option of 184.9
million shares exercised on December 23, 2009)%" and $3.5 billion of tangible equity units.
On December 23, 2009, Citigroup completed its TARP repayment and terminated its loss-
sharing agreement after Treasury permitted it to cancel $1.8 billion of the $7 billion in AGP
Preferred that Citigroup had issued to Treasury and the FDIC as consideration.”* Following
Citigroup’s repayment of the $20 billion of trust preferred securities and the termination of the
loss-sharing agreement, Citigroup is no longer deemed a beneficiary of “exceptional financial
assistance” under the TARP (even though some AGP Preferred is still outstanding), meaning that

238

2% Treasury conversations with Panel staff (Dec. 15, 2009); see also Citigroup, Repaying TARP and Other
Capital Actions (Dec. 14, 2009) (online at
www.sec.gov/Archives/edgar/data/831001/000095012309070371/x80976bfwp.htm) (hereinafter “Repaying TARP
and Other Capital Actions™); U.S. Department of the Treasury, Treasury Statement Regarding Citigroup’s Intention
to Repay Taxpayers (Dec. 14, 2009) (online at www.financialstability.gov/latest/pr_12142009.html) (hereinafter
“Treasury Statement Regarding Citigroup’s Intention to Repay Taxpayers”). As part of the agreement, Citigroup
also decided to issue $1.7 billion of common stock equivalents to its employees in January 2010 as a substitution for
the cash they would have otherwise received. Subject to shareholder approval at the company’s annual meeting on
April 1, 2010, the common stock equivalents will be replaced by common stock.

2% Citigroup has used the proceeds from its offerings to repay Treasury’s TIP investments (the preferred
securities exchanged for trust preferred securities in July 2009). Trust preferred securities possess characteristics of
both equity and debt issues. These securities are generally long-term, allow early redemption by the issuer, make
periodic fixed or variable interest payments, and mature at face value. When issued by a bank holding company such
as Citigroup, trust preferred securities are treated as capital rather than as debt for regulatory purposes.

27 An over-allotment option is granting the underwriter in a public offering with the option, for a period of
anywhere from 15 to 45 days after the offering date, to purchase additional securities from the issuer (usually up to
15 percent of the shares being sold) at the initial price to the public, in order to cover over-subscriptions for the
securities.

%8 Repaying TARP and Other Capital Actions, supra note 235; Citigroup, Forms 424(b) (Dec. 16, 2009)
(online at www.sec.gov/Archives/edgar/data/831001/000095012309071618/y80953b2e424b2.htm and
www.sec.gov/Archives/edgar/data/831001/000095012309071909/y81064e424b2.htm) (SEC filings detailing the
issuances of securities by Citigroup in connection with the TARP repayment); Treasury conversations with Panel
staff (Dec. 15, 2009).

2% Treasury conversations with Panel staff (Dec. 15, 2009); Treasury conversations with Panel staff (Jan. 7,
2010); Allison Testimony before House Oversight and Government Reform Committee, supra note 118, at 11;
Citigroup, Citi Completes $20 Billion TARP Repayment, Terminates Loss-Sharing Agreement (Dec. 23, 2009)
(online at www.citigroup.com/citi/press/2009/091223b.htm). In discussions with Panel staff, Treasury staff
indicated that the $5.259 billion in trust preferred securities that will be retained reflects a $1.8 billion reduction
since the loss-sharing agreement was terminated after one year. Treasury will incur the $1.8 billion haircut initially,
but will receive up to $800 million of the Citigroup trust preferred securities currently held by the FDIC, provided
that Citigroup repays its outstanding debt issued under the FDIC’s Temporary Liquidity Guarantee Program
(TLGP).

50



it will no longer be subject to the jurisdiction of Special Master for Compensation Kenneth

Feinberg.?*?

Figure 3: Income from Citigroup TARP Investments (as of November 30, 2009)

Program

Dividends Earned

CPP
AGP
TIP
Total

$932,291,666.67
255,486,666.66
1,333,333,333.33
$2,521,111,666.66

0 Treasury conversations with Panel staff (Dec. 15, 2009); Treasury conversations with Panel staff (Jan. 7,

2010). Although Citigroup is no longer considered a participant in the CPP due to the exchange of CPP preferred

securities for common stock, Treasury has specifically stated that Citigroup will remain subject to EESA’s general

corporate governance standards and executive compensation restrictions, as amended by the American Recovery

and Reinvestment Act of 2009. This is because Treasury, when agreeing to the exchange, did not want to surrender
the leverage and taxpayer protections that these restrictions afford. In addition, Citigroup has agreed to abide by Mr.

Feinberg’s 2009 executive compensation determinations for its 100 most highly compensated employees.

1 U.S. Department of the Treasury, Cumulative Dividends Report as of November 30, 2009 (Dec. 18,

2009) (online at www.financialstability.gov/docs/dividends-interest-
reports/November%202009%20Dividends%20and%20Interest%20Report.pdf) (hereinafter “Cumulative Dividends

Report as of November 30, 2009™).
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The following table shows Treasury’s holdings in Citigroup as of December 31, 2009:

Figure 4: Treasury Holdings in Citigroup as of December 31, 2009

Estimated Valuation as of
Acquisition | Revenues 12/31/09
Cost Generated (millions of dollars)
(millions of (millions of Low High Best
Asset Number dollars) dollars) Estimate | Estimate | Estimate

Preferred Stock 0 $25,000 $932 N/A
(CPP)
Preferred Stock 0 $20,000 933 N/A
(TIP)
Preferred Stock 0 $5,0004% 175 N/A
(AGP)
Common Stock 7,692,307,692 $25,000 0 $25,462
(CPP)
Trust Preferred Received in $2,234 243737 $1,871

exchange for AGP

Preferred
Warrants (CPP, 210,084,024 (Received as $10 $891 $204
TIP, AGP) shares at $17.85 part of CPP

(CPP) Preferred,

TIP

188,501,414 at Preferred

$10.61 (TIP) and AGP)

66,531,728 at

$10.61 (AGP)
Total $27,537

b. Disposal of Assets and Recovery of Expended Amounts

As shown in Figure 4 above, Treasury owns trust preferred securities, common stock, and
warrants for common stock in Citigroup. The taxpayers’ money can be recovered from the trust
preferred securities so long as Citigroup generates profits sufficient to make dividend payments
on them and eventually redeem them. Alternatively, the trust preferred securities could be sold
into the markets. Recovery of the taxpayers’ investment in the common stock and warrants
depends on the performance of the common stock, which in turn depends on Citigroup’s actual
performance and the market’s perception of its likely performance in the future. Treasury may
sell its common stock holdings publicly or privately. Since Citigroup has repaid its trust

242 Treasury’s potential maximum loss position under the AGP was $5 billion; Treasury received $4.034
billion in preferred stock under the AGP.

3 Of the total Trust Preferred revenues generated, $636 million relates to dividends received from TIP
Trust Preferred securities.
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preferred securities, it may also repurchase its warrants issued under the TIP.?** The repurchase
must happen at “fair market value.”?*® As discussed above, fair market value would be
determined using a negotiation and appraisal process between Treasury and Citigroup. If
Citigroup chooses not to repurchase its warrants, or if an agreement cannot be reached on a fair
price and neither party wishes to invoke the appraisal procedure, Treasury will auction the
warrants to the public. Unlike other auctions that have occurred relatively shortly after the
TARRP recipient has repaid its TARP funds, Treasury has indicated that, if Citigroup’s warrants
were to be auctioned to the public, the auction would not take place in the near future.?*® This is
due to an agreement by Treasury to refrain from selling its common stock holdings until March
16, 2010, as well as the size of those holdings.**’

Figure 5: Value of Citigroup’s Stock Since October 2008%*®
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4 gee Securities Purchase Agreement dated December 31, 2008 between Citigroup Inc., as Issuer and
United States Department of the Treasury, at § 4.9(a).

245 Id
246 Treasury conversations with Panel staff (Jan. 7, 2010).
7 Treasury conversations with Panel staff (Jan. 7, 2010).

8 SNL Financial, Citigroup Inc. Historical Stock Price (online at
www.snl.com/Interactive X/historyCP.aspx?1D=4041896& Tabular=True&GraphType=3&Frequency=0&TimePerio
d2=9&BeginDate=1%2F13%2F2009&EndDate=1%2F13%2F2010&ctl00%24ctl11%24IndexPreference=default&
Comparisonlndex2=25&ComparisonYield2=-1&CustomIndex=0&ComparisonTicker2=&Action=Apply).
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Figure 5 above reflects the decline of and volatility in Citigroup’s stock price since
October 3, 2008, the date that President Bush signed EESA into law. Throughout most of the
period it has received TARP assistance, Citigroup’s stock price has been trading at
approximately $4 per share, and it plummeted to around $1 per share in March 20009.
Government intervention in the private sector has significantly influenced both Citigroup’s credit
ratings and stock price.?*® The Panel notes that the government assistance has boosted
Citigroup’s credit ratings, > and that although it is difficult to analyze Citigroup’s stock price,
that price has been significantly affected by the extraordinary government intervention.

Pro-rating the original $25 billion “acquisition cost” of Citigroup shares under the CPP
against the number of shares received in the exchange (ignoring shares already sold and
warrants), Citigroup shares need to be worth approximately $3.25 for Treasury to “break even.”
In Citigroup’s December offering, Treasury agreed initially to sell up to $5 billion of its shares in
a concurrent secondary offering, while announcing plans to sell the remainder of its shares over
the next six to twelve months.”* Although Citigroup managed to raise over $21 billion in the
capital markets on December 16, 2009 (the largest equity offering in the U.S. equity markets), it
priced the new shares at $3.15 each, below Treasury’s break-even price.?*? Rather than incur a
$770 million loss, Treasury decided not to participate in the secondary offering and postponed
plans to start divesting its common shares.?*®* Treasury has now agreed not to sell its common
stock until after March 16, 2010 and plans to sell the remainder of its holdings over the next 12

9 For further discussion on how government intervention impacts credit ratings and equity pricing, see
Section B.5, infra.

0 Credit ratings tend to be higher than they would otherwise be, since government support provides the
public and stockholders an added degree of confidence in the company’s health. For example, in its July 31, 2009
report, Standard & Poor’s gave Citigroup a credit rating of “A” but noted “the potential for additional extraordinary
government support, if necessary,” and further stated that Citigroup’s rating “reflects a four-notch uplift from our
assessment of Citigroup’s stand-alone credit profile” (emphasis added). See also Fitch Ratings, Citigroup Inc. (Nov.
2, 2009) (hereinafter “Fitch Ratings for Citigroup™); Moody’s Investors Service, Global Credit Research, Issuer
Comment: Citigroup: Earnings Commentary — Third Quarter 2009 (Oct. 16, 2009) (hereinafter “Moody’s Earnings
Commentary for Citigroup”).

! Treasury Statement Regarding Citigroup’s Intention to Repay Taxpayers, supra note 235.

%2 As noted above, Citigroup’s offering was the largest offering in American history. Even before its
offering occurred, Citigroup faced a number of factors that impacted its market pricing. These included its size, its
occurrence at year-end with resulting time constraints, its timing after several similar types of transactions, including
the Bank of America and Wells Fargo offerings to facilitate their TARP repayments (and the limited demand for
financial stocks as a result), and eagerness on the part of Citigroup’s management to repay the TARP funds to get
out from under the government’s thumb. See Kevin Dobbs, Conditions improving, but Citi still faces confidence
crisis, SNL Financial (Jan. 7, 2010) (hereinafter “Conditions improving, but Citi still faces confidence crisis”)
(suggesting that Citigroup’s pricing of the deal at 20 percent below its announced target was due in part to “poor
timing”).

3 This decision underscores Treasury’s commitment to “protect[ing] the taxpayers’ investment.” Allison
Testimony before House Oversight and Government Reform Committee, supra note 118.
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months.?>* Until it does so, Treasury will remain the major shareholder.”>® Because Treasury’s
sales of its holdings in Citigroup common stock would constitute a change in ownership, that
sale would not be feasible without the recent IRS guidance that allows Treasury to conduct the
sales and Citigroup to maintain its deferred tax assets, discussed above in Section B6.?>®

On December 31, 2009, Citigroup’s stock price was $3.31 a share, meaning that the value
of Treasury’s remaining holdings in Citigroup common stock was $25.49 billion, and the value
of the warrants held, by the Panel’s best estimate, was $204.32 million. By that measure,
Citigroup stock would need to be worth approximately $3.25 a share for the TARP investment in
common stock to be repaid. The warrants derive from three separate investments in Citigroup,
and in each case were part of a package of securities issued to Treasury, so it is difficult to
attribute an “acquisition cost” to specific components such as the warrants.”>’ As part of the
consideration for Treasury’s TARP investment, the warrants are supposed to permit the
taxpayers to benefit from the “upside” deriving from the government’s intervention.?*®

In conversations with Panel staff, Treasury indicated that it has spent much time thinking
about how to make an orderly exit from Citigroup, and emphasized that there are many different
possibilities for how to sequence the sales of its common stock holdings.?® According to
Assistant Secretary Allison, Treasury concluded that “by gradually selling the shares, [it] will be
in a better position to achieve the best possible prices for the American public.”?%°

With respect to Citigroup’s plans and strategies for future profitability, in the first quarter
of 2009, Citigroup reorganized itself into Citicorp and Citi Holdings, the former consisting of
operations considered central to the bank’s future, including worldwide retail banking,

%4 Allison Testimony before House Oversight and Government Reform Committee, supra note 118. As
part of Treasury’s agreement to delay selling its common stock holdings for 90 days, Citigroup agreed to
compensate Treasury for all of the costs associated with its future common stock sales, including commissions.

255 While Treasury remains the major shareholder, Treasury does not have any Citigroup board seats. The
Shareholders Agreement between Treasury and Citigroup stipulates that Treasury will exercise its right to vote only
on particular matters (e.g., the election or removal of directors, major corporate transactions including mergers,
dissolution, amendments to charter or bylaws). On other issues, Treasury “will vote its shares in the same
proportion” as all other company shares are voted. Allison Testimony before House Oversight and Government
Reform Committee, supra note 118.

28 For further discussion on the recent IRS guidance and its tax impact, see discussion in Section B6.

7 Citigroup financial statements distinguish between preferred and warrants. However, when the initial
investments were made there were part of a package of securities.

58 As the Panel noted in its February Oversight Report, “[tJhe warrants allowed the Treasury to buy
common stock of each institution for an additional amount - called the “exercise price” - that was calculated so that
Treasury benefit [sic] if the value of the common stock increased.” Congressional Oversight Panel, February
Oversight Report: Valuing Treasury’s Acquisitions, at 5 n.13 (Feb. 6, 2009) (online at
cop.senate.gov/documents/cop-020609-report.pdf).

9 Treasury conversations with Panel staff (Dec. 3, 2009).

%0 Allison Testimony Transcript, supra note 135.
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investment banking, and transaction services for institutional clients, and the latter holding the
assets and business units that Citigroup does not regard as its core business, such as asset
management and consumer lending, and which it will presumably sell off.?®* Citigroup has
already made some material asset sales, including brokerage and asset management business
units, as set out in Figure 6 below. Due in part to the current difficulties in obtaining what it
considers to be reasonable prices, some of these sales have been made at low prices.?®? It
remains unclear whether Citigroup’s primary impetus for these sales was to strengthen its capital
base and reduce risk by concentrating on core business areas and simplifying the institution, or to
reduce government involvement with its business. As a result of these changes, as well as
reductions in headcount and expenses since the beginning of 2008, Citigroup stated it has raised
“considerable capital” and has built “considerable liquidity.”%*

%1 Citigroup conversations with Panel staff (Dec. 4, 2009); see Bank of America — Merrill Lynch Financial
Services Conference, Presentation by Citigroup Vice Chairman Ned Kelly, at 1 (Nov. 11, 2009) (online at
www.citigroup.com/citi/fin/data/p091111a.pdf?ieNocache=311) (hereinafter “Citigroup Ned Kelly Presentation”);
Citi Statement to the Congressional Oversight Panel on Asset Sales and Business Divestitures (Dec. 22, 2009)
(hereinafter “Citi Statement on Asset Sales and Business Divestitures”).

%2 See Figure 6 and related footnotes identifying the amounts Citigroup has realized on its asset sales as
compared to Citigroup’s prior valuations of those assets.

%63 Citigroup conversations with Panel staff (Dec. 4, 2009).
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Figure 6: Citigroup Asset Sales®*

Asset Sold Date of Sale Amount Realized
German Retail Banking Operation 12/5/2008 $6.6 billion*®
Citigroup Global Services Limited 12/31/2008 $512 million*®
Citigroup Technology Services Ltd. 1/20/2009 $127 million®’
Smith Barney 6/1/2009 $2.75 billion*®
Three North American Partner Credit Card Portfolios 8/31/2009 Undisclosed®®®
Nikko Cordial Securities Inc. 10/1/2009 $8.7 billion?™
Nikko Citi Trust and Banking Corporation 10/1/2009 $212 million*™
Nikko Asset Management 10/1/2009 $844 million®
Portugal Credit Cards Business 11/30/2009 Undisclosed®™

264 Citigroup had divested $281 billion in “non-core businesses and assets” from its Citi Holdings
subsidiary at the end of Q3 2009. Citigroup, Repaying TARP and Other Capital Actions, at 13 (Dec. 14, 2009)
(online at www.citibank.com/citi/fin/data/p091214a.pdf). Citigroup divested a further $25 billion in assets during
Q4 2009. Id. This table only includes publicly disclosed transactions; other non-public transactions have taken
place which, although not reflected in this table, are reflected in the $306 billion total. Citi Statement on Asset Sales
and Business Divestitures, supra note 261.

23 Citigroup, Citi Successfully Completes Sale of German Retail Banking Operation to Crédit Mutuel-CIC
(Dec. 5, 2008) (online at www.citi.com/citi/press/2008/081205a.htm). Citigroup previously valued the assets at
$15.6 billion, meaning that the sale took place at almost a 50 percent discount. See id.

28 Citigroup, Citi Completes Sale of Citigroup Global Services Limited (Dec. 31, 2008) (online at
www.citi.com/citi/press/2008/081231a.htm).

27 Citigroup, Form 10-Q for the Quarterly Period Ending March 31, 2009, at 10 (Mar. 31, 2009) (online at
www.citigroup.com/citi/fin/data/q0901c.pdf?ieNocache=664); Citigroup, Citi Completes Sale of Citigroup
Technology Services Ltd. (India) (Jan. 20, 2009) (online at www.citi.com/citi/press/2009/090120e.htm).

288 Citigroup sold 100 percent of its Smith Barney, Quilter and Australia private client networks in
exchange for a 49 percent stake in a joint venture with Morgan Stanley and an upfront cash payment of $2.75
billion. Citigroup, Form 10-Q for the Quarterly Period Ending June 30, 2009, at 14 (June 30, 2009) (online at
www.citi.com/citi/fin/data/q0902c.pdf?ieNocache=410). CEO Vikram Pandit has publicly indicated that Citigroup
will eventually sell its stake in the joint venture. Matthias Rieker, Citi Plans to Shed Stake in Smith Barney, Wall
Street Journal (Sept. 17, 2009) (online at online.wsj.com/article/SB125312761700516895.html).

29 Citigroup, Citi Holdings Update: Citi Sells Three Credit Card Portfolios (Aug. 31, 2009) (online at
www.citi.com/citi/press/2009/090831d.htm). Although Citigroup has not disclosed the terms of the sale, it
previously valued the assets it sold at $1.3 billion. Id.

210 Citigroup, Form 10-Q for the Quarterly Period Ending September 30, 2009, at 99 (Sept. 30, 2009)
(online at www.citigroup.com/citi/fin/data/q0903c.pdf?ieNocache=909). Citigroup previously valued these assets at
$23.6 billion. 1d. at 11. Contemporaneous press reports indicate that robust bidding among major Japanese
financial institutions took place for the right to acquire Nikko Cordial. Alison Tudor, Citi's Nikko Sale Ignites
Japanese Bid War, Wall Street Journal (Apr. 2, 2009) (online at
online.wsj.com/article/SB123863295192980917.html).

2" Citigroup, Citi Successfully Completes Sale of NikkoCiti Trust and Banking Corporation to Nomura
Trust and Banking (Oct. 1, 2009) (online at www.citi.com/citi/press/2009/091001b.htm).

272 Citigroup, Citi Successfully Completes Sale of Nikko Asset Management to Sumitomo Trust (Oct. 1,
2009) (online at www.citi.com/citi/press/2009/091001a.htm).

23 Citigroup, Citi to Sell Portugal Credit Cards Business to Barclays Bank PLC (Sept. 29, 2009) (online at
www.citi.com/citi/press/2009/090929b.htm). Although Citigroup has not disclosed the terms of the sale, it
previously valued the assets at €644 million, about $938 million. See id.
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Norwegian Consumer Finance Business 12/15/2009 Undisclosed?®™
Phibro LLC 12/31/2009 ~$250 million
Diners Club North America®’® 12/31/2009 Undisclosed?”’
Primerica, Inc. Not closed TBD?™®
(announced
11/5/2009)

c. Analysis of Intended Exit Strategy

Given the recent announcement by Citigroup concerning its TARP repayment, the Panel
notes that Treasury is left with 7.7 billion common shares, which it is free to sell at any time after
the 90-day lockup period which expires on March 16, 2010, and $2.23 billion of trust preferred
securities issued originally under the AGP.?”® Given the regulators’ decision to allow Citigroup
to repay, there are only a few remaining prospective issues with respect to Treasury’s exit
strategy. This discussion focuses on those remaining challenges.

In making the decision to sell the 7.7 billion common shares that it holds in Citigroup,
Treasury will need to balance the desire to exit “as soon as practicable”?®® with the need to
maximize the return (or minimize the loss) to the American taxpayers and maintain institutional

2 Citigroup, Citi to Sell Norwegian Consumer Finance Business to Gjensidige Bank ASA (Oct. 8, 2009)
(online at www.citi.com/citi/press/2009/091008a.htm). Although Citigroup has not disclosed the terms of the sale, it
previously valued the assets it sold at $470 million. Id.

2> Citigroup announced that it would sell Phibro LLC for a purchase price equal to the net asset value of
the business. Citigroup, Citi to Sell Phibro, LLC (Oct. 9, 2009) (online at
www.citi.com/citi/press/2009/091009a.htm). Occidental announced that it anticipated the net asset value of Phibro
would be about $250 million when the deal closed. Occidental Petroleum, Occidental Petroleum Announces
Acquisition of Phibro (Oct. 9, 2009) (online at
newsroom.oxy.com/portal/site/oxy/?ndmViewld=news_view&newsld=20091026006112&newsLang=en). Citing
government pressure to sell the energy-trading business, news reports characterized the sale price as “bargain-
basement.” David Enrich, Ben Casselman and Deborah Solomon, How Occidental Scored Citi Unit Cheaply Wall
Street Journal (Oct. 12, 2009) (online at online.wsj.com/article/SB125509326073375979.html).

276 Citigroup, Citi Sells Diners Club North America Business (Nov. 24, 2009) (online at
www.citibank.com/citi/press/2009/091124a.htm) (hereinafter “Citi Sells Diners Club North America Business”).

27 Citi Sells Diners Club North America Business, supra note 276. Although Citigroup has not disclosed
the terms of the sale, it previously valued the assets involved at $1 billion.

28 primerica, Inc. has filed the paperwork to conduct an initial public offering, with proceeds going to
Citigroup, as part of a reorganization and eventual divestiture by Citigroup. U.S. Securities and Exchange
Commission, Form S-1 Registration Statement: Primerica, Inc., at 1, 6-7, 39 (Nov. 5, 2009) (online at
www.sec.gov/Archives/edgar/data/1475922/000119312509225601/ds1.htm). Citigroup attempted to sell Primerica
to another financial institution or other investor but could not find a buyer. David Enrich, An IPO of Primerica Will
End a Citi Era, Wall Street Journal (Nov. 6, 2009) (online at online.wsj.com/article/SB125746499148732279.html).
The IPO has not yet taken place; Primerica held $12.1 billion in assets as of June 30, 2009. U.S. Securities and
Exchange Commission, Form S-1 Registration Statement: Primerica, Inc., at 11 (Nov. 5, 2009) (online at
www.sec.gov/Archives/edgar/data/1475922/000119312509225601/ds1.htm).

29 For further discussion of the AGP termination and the related effect on the government’s holding of
trust preferred securities, see supra note 239.

80 Allison Testimony before House Oversight and Government Reform Committee, supra note 118, at 5.
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and systemic stability, as identified by EESA.?' There are strong arguments from a pure
investment perspective for Treasury to hold its investments as long as possible, with the
expectation that equity values will increase and taxpayers will see a greater return. The Panel
notes that Treasury opted recently to postpone divesting its common shares in order to avoid
incurring a $770 million loss. Instead, as discussed above, Treasury anticipates disposing of its
remaining common stock holdings during the next 12 months. At the current market price,
Treasury’s common shares are worth about $27.6 billion.?®?> Because the common shares were
converted from $25 billion of preferred shares, that is a gain of more than $2 billion, or 10.4
percent, on paper. Even if Treasury sells now at a profit, there remains the possibility that it
could be second-guessed if the shares were to increase in value at a later date. In conversations
with Panel staff, however, Treasury staff emphasized that Treasury is a “reluctant shareholder”
and that the TARP was not designed primarily to make money.?* Treasury is not trying to pick
trading spots, meaning that its actions are not driven purely by a desire to maximize shareholder
value.?® Due to its desire to preserve the stability of individual institutions, however, Treasury
is unlikely to sell its stakes all at once since that would likely depress the share price. As of
December 9, 2009, Citigroup’s trading volume was averaging 471 million shares per day, or
about 6 percent of Treasury’s holdings. The challenge, therefore, is to dispose of its stakes in an
orderly but deliberate fashion. Treasury’s interests in preserving institutional stability are also
illustrated by its agreement to a 90-day lockup period. There has been some speculation that
Treasury only agreed to this after Citigroup notified Treasury of its challenges in attracting
investors, some of whom indicated they would only buy shares if Treasury agreed to such a
restriction.?®® The Panel notes that Treasury previously had the capacity to sell its Citigroup
common shares at its discretion. By agreeing to the 90-day lockup period, Treasury may have
limited for a time its ability to sell when circumstances might be more favorable. On balance,
Treasury’s actions suggest the tensions and competing interests that exist in its three-pillared
management strategy. While it is difficult to determine which if any pillar has been the primary
driving force behind Treasury’s decision-making with respect to the disposition of its Citigroup
common stock holdings, Treasury’s strategy of intending to balance taxpayer return, institutional
stability and systemic stability, tips in favor of institutional and systemic stability, which are now
very much the same.

%1 See 12 U.S.C. § 5213.
%82 This figure reflects Citigroup stock’s closing price as of Friday, January 8, 2010.

%83 Treasury conversations with Panel staff (Dec. 15, 2009); Allison Testimony before House Oversight and
Government Reform Committee, supra note 118, at 5 (stating that “the U.S. government is a shareholder reluctantly
and out of necessity. We intend to dispose of our interests as soon as practicable, with the dual goals of achieving
financial stability and protecting the interests of the taxpayers.”).

%4 Treasury conversations with Panel staff (Dec. 15, 2009).

%8 David Enrich, Treasury Halts Plan to Sell Off Citi Stock, Wall Street Journal (Dec. 18, 2009) (online at
online.wsj.com/article/SB126100573858094185.html).
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Since 2008, Citigroup has made some tangible progress in setting forth a new strategic
direction and working towards stability and profitability. Chief Executive Officer Vikram
Pandit’s strategy is to dismantle the company’s financial supermarket structure, reduce assets,
and focus on the company’s core business operations contained in Citicorp (wholesale banking
for large corporate clients and retail banking for consumers).?*® In recent months, Citigroup has
changed its senior management team, appointing a new chief risk officer and making changes in
finance, treasury, and consumer and corporate banking. Citigroup recently named its fifth chief
financial officer in five years. These actions were, in large part, a reaction to Citigroup’s
continued poor asset quality performance. While credit rating agencies such as Moody’s
Investors Service note that Citigroup’s current management is making progress in improving its
risk management system, Moody’s concludes that “these changes will take time to achieve and
the complexity of the effort is enormous.”?®" It is still too early to tell whether the new
management slate has the commercial and retail banking experience necessary. In addition, four
new independent directors with substantial banking experience commenced service in 2009. The
ultimate success of Citigroup’s strategy, however, is contingent upon how soon the economy
recovers. Given that Citigroup still remains a large, complex company with 200 million
customer accounts and operations in over 100 countries, there remains the potential for a return
to profitability once economic recovery sets in. Thanks in large part to the U.S. government’s
substantial assistance, Citigroup’s financial position has strengthened considerably, and the
company has nearly doubled its cash holdings to $244.2 billion over the past year.

Citigroup’s record has been mixed, however, with regard to its reorganization and Mr.
Pandit’s strategy of “reducing assets while optimizing value and mitigating risk.” ?®® Citigroup
has made some progress in reducing noncore operations with the completion of a joint venture
between its Smith Barney unit and Morgan Stanley’s wealth management group, as well as with
sale of Nikko Cordial Securities and Nikko Asset Management. By December 2009, Citigroup
had conducted asset sales, business divestitures, and natural portfolio run-off, reducing Citi
Holdings’ assets by $281 billion since the first quarter of 2008. Citigroup expects an additional
$25 billion reduction in assets resulting from the Nikko divestitures.”®® On the other hand,
Citigroup’s December 2009 fire sale of Phibro, its commodity-trading arm and one of its few
consistently profitable business units, for only $250 million demonstrates the obstacles Citigroup
continues to face with maximizing value in a difficult economic climate, and emphasizes the

%8 Citigroup, Citi to Reorganize into Two Operating Units to Maximize Value of Core Franchise (Jan. 16,
2009) (online at www.citibank.com/citi/press/2009/090116b.htm) (quoting Mr. Pandit as saying that “[g]iven the
economic and market environment, we have decided to accelerate the implementation of our strategy to focus on our
core businesses”); Bank of America — Merrill Lynch Financial Services Conference, Presentation by Citigroup Vice
Chairman Ned Kelly, at 1 (Nov. 11, 2009) (online at www:.citigroup.com/citi/fin/data/p091111a.pdf). Citi Statement
on Asset Sales and Business Divestitures, supra note 261.

%7 Moody’s Investors Service, Global Credit Research, Credit Opinion: Citigroup Inc. (Oct. 1, 2009).
288 Citigroup Ned Kelly Presentation, supra note 261.

289 Citi Statement on Asset Sales and Business Divestitures, supra note 261.
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need for restrictions on the sale of good assets.?*® Much work remains until noncore assets are
reduced substantially, including the disposition of large noncore businesses with substantial
consumer credit exposure.?®* Therefore, Citigroup’s intended further downsizing of Citi
Holdings will likely take place over several years.

In addition, some analysts have suggested that a significant downside of Citigroup’s new
strategy is that the institution’s operations have become less transparent. As compared to
JPMorgan, Wells Fargo, and Bank of America — institutions that are growing and becoming
more complex — these analysts argue that Citigroup does a poorer job of explaining its strengths
and weaknesses.?* In their view, Citigroup needs to substantially improve disclosure in its
securities and banking business as well as more country-specific information relating to its
international consumer banking operations.?*® While some of this lack of transparency may be
due in part to the complexity of Citigroup’s organization as compared to other financial
institutions, the Panel notes that the lack of transparency makes it very difficult to evaluate
Citigroup’s progress and efforts to regain profitability.

While the regulators have permitted Citigroup to repay, the critical question is whether
Citigroup can become a viable and profitable financial institution again.?** After two
consecutive quarterly profits, Citigroup incurred a loss of $3.2 billion in the third quarter of
2009, as consumer loan losses exceeded trading profits from its bond and currency businesses.?*
Citigroup’s credit card and mortgage units contributed to approximately $9.4 billion in consumer
losses for the third quarter alone. Analysts anticipate that Citigroup will post a loss of 32 cents

2% This illustration further underscores the influence of the U.S. government on TARP-recipient
institutions, as Citigroup had intended to maintain its core profitable businesses while offloading its “legacy”
businesses.

1 5ych major noncore businesses include the CitiFinancial consumer loan business, the retail partner
credit card business, and Primerica Financial Services.

%2 Conditions improving, but Citi still faces confidence crisis, supra note 252 (stating that “vagueness
tends to raise concerns about weakness,” in large part due to its recent financial troubles) (based on SNL interviews
with Jeff Harte, Sandler O'Neill & Partners analyst, Jeff Saut, chief investment strategist at Raymond James &
Associates, and Christopher Whalen, a managing director at Institutional Risk Analytics); see also Peter Eavis,
Bright Lights, Transparent Citi, Wall Street Journal (Dec. 18, 2009) (online at
online.wsj.com/article/SB20001424052748703323704574602310167166196.html?) (“For instance, Citicorp says its
Asian consumer operations have $92 billion of assets, but doesn't disclose specifically where they are, let alone the
types of loans that exist in each country. Oddly, Citi has given a country breakdown for the problematic businesses
bunched under Citi Holdings, but not for Citicorp.”).

2% Conditions improving, but Citi still faces confidence crisis, supra note 252.

2% See discussion of the additional financial burden assumed by banks repaying CPP Preferred at Note 213,
infra. See also Figure 7, infra, for a representation of changes in Citigroup’s capital structure.

2% Fyrthermore, unlike JPMorgan Chase or Goldman Sachs, Citigroup’s operations have not yet generated
enough profits to cover potentially substantial write-downs in the future. In the third quarter of 2009, its core
business units did not show an increase in revenue.
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per share for the fourth quarter of 2009, marking its “eighth quarterly loss, on a per-share basis,

in the past nine reporting periods.”?%

Figure 7: Citigroup’s Capital Ratios Since the First Quarter of 2008%%
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While Citigroup’s stock has climbed back from a low of $1.02 per share in March 2009
to its current price of $3.59,%% it remains unclear whether it can regain its footing and reemerge
as a profitable institution going forward. Citigroup’s market capitalization is currently less than

2% Conditions improving, but Citi still faces confidence crisis, supra note 252. While analysts expect Citi
to incur a fourth quarter loss, this is due in large part to one-time accounting changes that Citi needed to take as part
of its recent TARP repayment.

#7 The Tier 1 “Well Capitalized” Capital ratio and Tier 1 “Well Capitalized” Common ratio of 6 percent
and 4 percent, respectively, are based on the Supervisory Capital Assessment Program’s desired ratio of
capitalization for bank holding companies to ensure a sufficient capital buffer against future economic challenges.
See Board of Governors of the Federal Reserve System, Joint Statement by Secretary of the Treasury Timothy F.
Geithner, Chairman of the Board of Governors of the Federal Reserve System Ben S. Bernanke, Chairman of the
Federal Deposit Insurance Corporation Sheila Bair, and Comptroller of the Currency John C. Dugan regarding
The Treasury Capital Assistance Program and the Supervisory Capital Assessment Program (May 6, 2009) (online
at www.federalreserve.gov/newsevents/press/bcreg/20090506a.htm). The Tier 1 Capital includes core capital. Tier
1 Common Capital includes Tier 1 Capital less hon-common elements (i.e., qualifying perpetual preferred stock,
qualifying noncontrolling interests in subsidiaries, and qualifying mandatorily redeemable securities of subsidiary
trusts). For the purposes of the SCAP, both ratios are stated as a percentage of risk-weighted assets. As losses hit
common equity first and dividend payment schedules are not fixed, the Tier 1 Common capital ratio drills deeper
into the capital structure by showing the institution’s permanent loss absorption capacity. According to Citigroup’s
press release on December 23, 2009, if the TARP repayment had been in effect at the end of Q3 2009, the Tier 1
Capital ratio would have been 11.0 percent and the Tier 1 Common Capital ratio would have been 9.0 percent.

2% This figure reflects Citigroup stock’s closing price as of Friday, January 8, 2010.
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Bank of America, JPMorgan Chase, and Wells Fargo, all institutions that have repaid their
TARP assistance in full. Another lingering concern is whether Citigroup will be able to
refinance its obligations coming due in the next few years. Citigroup has approximately $30
billion of debt coming due in 2010, plus $39.5 billion in 2011 and $59.3 billion in 2012.%% If
Citigroup is unable to refinance at affordable rates or has insufficient cash to cover its maturing
obligations, it may be forced to face much higher borrowing costs, possibly resulting in renewed
liquidity problems.

In addition, Citigroup’s exit from the TARP does not come without cost. As a result of
its TARP repayments and accounting charges taken on the value of the repaid trust preferred
securities and the termination of the AGP loss-sharing agreement, Citigroup will incur a $10.1
billion pre-tax loss for the fourth quarter of 2009.%® The recent stock offering also caused
substantial dilution for existing Citigroup shares, including Treasury’s holdings. While
Citigroup has written down billions of dollars’ worth of mortgages on its books, there are
looming problems in its huge credit card and mortgage portfolios.*** Citigroup raised interest
rates on some credit card holders to 29.99 percent in October 2009. Analysts at Fitch Ratings
predict that Citigroup will continue to need substantial loan loss reserves and that its operations
will remain weak into 2010, but that write-downs on capital market exposures are expected to be
much lower due to the large amount of write-downs already incurred,*** while Standard &

Poor’s predicts that Citigroup “will likely face a tough credit cycle over the next two years.”3%

Citigroup has been the recipient of substantial government assistance on at least three
occasions over the past 80 years.>** If Citigroup were to run into trouble again, perhaps because

2% Citigroup, 2008 Annual Report on Form 10-K, at 170 (online at
www.citigroup.com/citi/fin/data/k08c.pdf?ieNocache=265) (hereinafter “Citigroup 2008 Annual Report on Form
10-K”) (detailing aggregate annual maturities of long-term debt obligations (based on final maturity dates)).

%00 Repaying TARP and Other Capital Actions, supra note 235.

%01 Standard & Poor’s has characterized Citigroup’s credit cards and residential mortgages as “[c]hief
among its most problematic exposures.” Standard & Poor’s, Global Credit Portal, Citigroup Inc. (July 31, 2009)
(hereinafter “S&P Citigroup™).

%2 Fitch Ratings for Citigroup, supra note 250; Moody’s Earnings Commentary for Citigroup, supra note
250 (expecting that loan loss provisions will rise over the next few quarters, “increasing the probability that
Citigroup will report quarterly losses.”).

%03 S&P Citigroup, supra note 301.

%4 prior to the TARP bailout, the U.S. government rescued Citigroup on at least two other occasions. As
part of its response to the Great Depression, the federal government instituted several policies aimed at preventing
the financial sector from failing. Because of these policies, Citibank’s predecessor, National Bank, was able to
weather the storm while thousands of smaller banks failed. The risky activities of National Bank that contributed to
the crash prompted Congress to pass the Glass-Steagall Act, which required the separation of commercial banking
activities from those of investment banks. Citibank, operating as Citicorp, was again bailed out in the 1980s
following the LDC (less-developed-country) debt crisis, in which several Latin American countries were unable to
meet interest payments on massive debts to large American banks due to rising LIBOR rates (which were used to
price credits to LDCs). In response to the crisis, U.S. banking officials waived several capital and accounting
standards, such as the requirement that banks set aside reserves to cover restructurings of loans. Without such
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of some market disruption, recent history suggests that the government would not let it fail. The
American people and Congress are forced to place an enormous amount of faith and trust in
Treasury and the regulators’ decision to allow Citigroup to repay its TARP assistance in the hope
that it will not return for further rescue in the future. During his recent testimony before the
Panel, Secretary Geithner expressed great confidence in the strength of the regulators’ decisions
concerning repayment, and noted that the regulators would not allow or support premature
repayment by a weak institution.*®® In addition, Secretary Geithner, on a separate occasion,
responded to concerns that the regulators are allowing the large financial institutions to exit from
the TARP too quickly, calling the TARP repayments “good news for everyone.”*® While such
statements and assurances are encouraging, the capital markets do not seem so convinced.*"’
The repeated failure of Citigroup underscores the gravity and seriousness of these repayment
decisions and raises critical questions about the redesign of the institution so that it is less likely
to become a systemic risk in the future.

6. AIG
a. Acquisition of Assets and Current Value

Along with Citigroup and Bank of America, AlG is one of the largest recipients of TARP
assistance, and has received even more assistance from the Federal Reserve. Through a series of
coordinated efforts, Treasury and the Federal Reserve have committed over $182.3 billion to
AIG since September 2008.%®® Treasury’s share of this commitment is $69.8 billion, which it

regulatory forbearance, it is possible that Citicorp would have been deemed insolvent, thereby causing a widespread
panic. See Robert A. Eisenbeis and Paul M. Horvitz, The Role of Forbearance and Its Costs in Handling Troubled
and Failed Depository Institutions, Reforming Financial Institutions in the United States, at 68 (George G. Kaufman
ed., 1993) (“Had these institutions been required to mark their sometimes substantial holdings of underwater debt to
market or to increase loan-loss reserves to levels close to the expected losses on this debt (as measured by secondary
market prices), then institutions such as Manufacturers Hanover, Bank of America, and perhaps Citicorp would have
been insolvent.”). By the 1990s, Citicorp had not fully recovered and so was again helped by a cash infusion from
Saudi Prince Walid bin Talal. The federal government simultaneously aided in this rescue by cutting interest rates
so that large banks could borrow money at low rates from the Federal Reserve, while lending at higher rates to their
customers.

%05 Agency Financial Statement 2009, supra note 32 (noting that Treasury and the regulators “would not
support” allowing institutions to repay their TARP assistance due to the institution’s desire to increase executive
compensation).

%% MarketWatch.com, Geithner Dismisses Worry Over Bank TARP Repayments, MarketWatch (Dec. 15,
2009) (online at www.marketwatch.com/story/story/print?guid=3941CA39-8EB4-408C-B147-1BBEE978EB14).

%7 As discussed above, Citigroup priced its offering designed to facilitate its TARP repayment at $3.15 per
share on December 16, 2009, reflecting a 20 percent discount from the intended target.

%8 According to Treasury, each decision to provide assistance was driven by the recognition that AIG faced
increasing pressure on its liquidity following a downgrade in its credit ratings in May and September 2008 and the
real risk of further downgrades unless extraordinary steps were taken. Treasury conversations with Panel staff (Dec.
3, 2009). While AIG tried to raise additional capital in the private market in early September 2008, its attempt was
unsuccessful. AIG, in an unusual set of terms, agreed to post collateral upon downgrades in its credit ratings, and
also allowed counterparties to assert claims. The company’s destabilization can be attributed, in large part, to these
terms.

64



holds under the AIGIP/SSFI in the form of preferred shares (AIGIP/SSFI Preferred). As of
December 31, 2009, $46.9 billion in principal amount of the AIGIP/SSFI Preferred was
outstanding. Like the TIP, the AIGIP/SSFI was “established to provide stability and prevent
disruptions to financial markets from the failure of institutions that are critical to the functioning
of the nation’s financial system” and carries strict executive compensation guidelines.>® AIG is
the only institution to be provided assistance under this initiative.

The government’s assistance to AIG began on September 16, 2008 — one day after the
collapse of Lehman Brothers. FRBNY, pursuant to the authorization of the Federal Reserve and
with the support of Treasury,**° provided AIG with an $85 billion revolving credit facility.** In

%99 U.S. Department of the Treasury, Road to Stability: Programs (online at
www.financialstability.gov/roadtostability/programs.htm) (accessed Jan. 13, 2010). The Panel notes, however, that
Special Master Feinberg has exempted certain AlG executives from his default $500,000 cash salary cap after at
least five employees reportedly threatened to resign because of the compensation limits. See Steve Eder and
Paritosh Bensal, AIG executive resigns over pay limits, Reuters (Dec. 30, 2009) (online at
www.reuters.com/article/idUSTRESBT45E20091231).

%19 The Board of Governors of the Federal Reserve System authorized FRBNY to lend under Section 13(3)
of the Federal Reserve Act, which authorizes the Federal Reserve Board to make secured loans to individuals,
partnerships, or corporations in “unusual and exigent circumstances” and when the borrower is “unable to secure
adequate credit accommodations from other banking institutions.” This authority was designed to allow the Federal
Reserve to respond to emergency circumstances. It was amended in 1991 to allow the Federal Reserve to lend
directly to securities firms during financial crises.

11 Federal Reserve Board authorizes lending to AlG, supra note 110; Board of Governors of the Federal
Reserve System and U.S. Department of the Treasury, U.S. Treasury and Federal Reserve Board Announce
Participation in AIG Restructuring Plan (Mar. 2, 2009) (online at
www.federalreserve.gov/newsevents/press/other/20090302a.htm) (hereinafter “AlG Restructuring Plan
Announcement™). The facility was subsequently revised:

*  In November 2008, the initial $85 billion to be made available was reduced to $60 billion.
Additionally, the facility’s initial term of 24 months was extended to five years. These and other
changes in terms were prompted by the fact that credit rating agencies were prepared to further
downgrade the company’s credit ratings based upon their conclusion that the FRBNY revolving credit
facility, in the form of debt, made the company overleveraged.

» In March 2009 the Federal Reserve made several changes to the facility. The facility was reduced
from $60 billion to no less than $25 billion, in exchange for FRBNY taking preferred interests in two
special purpose vehicles created to hold all of the outstanding common stock of American Life
Insurance Company (ALICO) and American International Assurance Company Ltd. (AlA), two life
insurance holding company subsidiaries of AIG. While AIG will retain control of ALICO and AlA,
FRBNY has certain governance rights in order to protect its interests. The Federal Reserve also
authorized FRBNY to make new loans, up to an aggregate amount of approximately $8.5 billion, to
special purpose vehicles (SPVs) created by these life insurance subsidiaries, which would repay the
loans from cash flows from designated blocks of existing life insurance policies. The proceeds of
these new FRBNY loans would be used to pay down an equivalent amount of outstanding debt under
the facility. On December 1, 2009, AlG announced that it consummated these two debt-for-equity
transactions by selling preferred equity stakes in these two subsidiaries to FRBNY, thereby reducing
AIG’s debt to FRBNY to $17 billion, excluding interest and fees. AlIG’s recent decision to have a
public stock offering for AIA on the Hong Kong stock exchange (which might raise as much as $20
billion) is designed to help AlG repay its government assistance.
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exchange for the facility and $0.5 million,'? AIG agreed to establish a trust for the sole benefit
of the United States Treasury, providing the United States Treasury with a 77.9 percent voting
interest in AIG, held in trust (the Trust Shares).** While Treasury has a limited consultative role
to the FRBNY in its administration of the Trust,*** the Trust Shares are not technically TARP
assets.

On November 25, 2008, Treasury provided AIG with a $40 billion capital infusion under
the AIGIP/SSFI.3™® Treasury received $40 billion face value of preferred shares and a warrant to
purchase approximately two percent of the shares of AIG’s common stock.**® AIG used these
funds to pay down $40 billion of the amounts under the Revolving Credit Facility that FRBNY
had provided in September, $72 billion of which was the maximum that had been drawn down at
that point, but the cumulative outstanding balance was $69.25 billion on the particular days
preceding the AIGIP/SSFI infusion.®!

%12 As a discount, the initial commitment fee AIG paid for the Revolving Credit Facility was reduced by
$0.5 million and will not be repaid. Initially, AIG drew down $28 billion on this facility on September 17, 2008.

%13 Federal Reserve Board authorizes lending to AIG, supra note 110.

The Credit Facility Trust Agreement provides that the trust is for the sole benefit of the United States
Treasury, meaning that any property distributable to the United States Treasury as a beneficiary must be paid to the
Treasury for deposit into the U.S. Treasury General Fund as miscellaneous receipts. See AIG Credit Facility Trust
Agreement, at § 1.01 (Jan. 16, 2009) (online at
www.newyorkfed.org/newsevents/news/markets/2009/AIGCFTAgreement.pdf) (hereinafter “AlG Credit Facility
Trust Agreement™).

The interest is in the form of preferred stock, convertible into AIG’s common stock. The AIG Credit
Facility Trust Agreement was not executed until January 16, 2009. On March 4, 2009, AlG, as required by the Trust
Agreement governing the Revolving Credit Facility, AlG agreed to issue shares of convertible preferred stock an
approximately 77.9 percent equity interest in AIG to an independent trust for the sole benefit of the United States
Treasury. The conversion formula stipulates that the trust will receive 79.9 percent of AIG’s common stock, less the
percentage of common stock that may be acquired by or for the benefit of the United States Treasury as a result of
warrants or other convertible preferred stock held by Treasury. Treasury received a warrant to purchase a number of
shares equal to two percent of AIG’s common stock in connection with its November 2008 preferred stock purchase,
and an additional warrant to purchase AIG common stock in connection with its April 2009 preferred stock
purchase. Subsequent to the initial agreement, a reverse stock split of AIG’s common stock increased the
government’s equity interest to 79.8 percent.

#14 Under Section 1.02 of the Credit Facility Trust Agreement, FRBNY has to consult with the Treasury
Department in appointing the trustees. FRBNY also has to consult with the Treasury with respect to filling any
trustee vacancies. Trustees can be removed for engaging in criminal conduct or if it has been reasonably determined
by FRBNY, in consultation with Treasury, that a trustee has “demonstrated untrustworthiness or to be derelict in the
performance of his or her duties.” AIG Credit Facility Trust Agreement, supra note 313.

%15 Treasury to Invest in AIG Restructuring Under EESA, supra note 110; U.S. Department of the Treasury,
TARP AIG SSFI Investment Term Sheet (online at www.treas.gov/press/releases/reports/111008aigtermsheet.pdf)
(hereinafter “AIG SSFI Investment Term Sheet”).

%16 AIG SSFI Investment Term Sheet, supra note 315. See Note 314 for further discussion of the
conversion calculation.

317 At the same time, the Federal Reserve created two separate lending facilities for AlG assets. In addition
to authorizing FRBNY to restructure the terms of its revolving credit facility to AlG, the Federal Reserve authorized
FRBNY to create, and lend up to $22.5 billion to, an SPV called Maiden Lane Il LLC, designed to purchase
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During March and April 2009, Treasury and the Federal Reserve provided additional
assistance and further restructured the terms of their existing assistance.*'® On April 17, 2009,
Treasury provided AIG with a commitment to invest an additional $29.8 billion on certain terms
and conditions. This facility, to be used on a standby basis, allows AIG to issue to Treasury up
to $29.8 billion in AIGIP/SSFI Preferred over five years to meet its liquidity and capital needs as
they arise. Treasury will receive AIGIP/SSFI Preferred in the amount of each drawdown. In
connection with providing AIG this additional commitment, Treasury received a warrant to
purchase up to 3,000 shares of AIG common stock.** As of December 31, 2009, $5.3 billion
had been drawn down under this facility. AIG can continue to draw on the AIGIP/SSFI
investments through April 17, 2014, provided it remains in compliance with certain conditions.

Figure 8: Treasury’s Preferred Stock Holdings in AIG3%
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residential mortgage-backed securities from AIG life insurance companies. AIG will absorb the first $1 billion of
losses due to its acquisition of a subordinated $1 billion interest in the facility. On December 12, 2008, FRBNY
extended a $19.5 billion loan to Maiden Lane Il LLC. The Federal Reserve further authorized FRBNY to create and
lend up to $30 billion to another SPV called Maiden Lane 111 LLC designed to purchase collateralized debt
obligations (CDOs) from AIG’s counterparties. In two separate disbursements in November and December 2008,
FRBNY funded Maiden Lane 111 LLC with a $24.3 billion senior loan and AlG agreed to absorb the first $5 billion
of losses after providing a $5 billion equity investment. AIG’s counterparties, in exchange for agreeing to terminate
their credit default swap (CDS) contracts, were allowed to retain the $35 billion in collateral previously posted by
AIG. TARP funds were not directly used in either the Maiden Lane 11 or Il transactions.

%18 ee footnote 311, for further discussion of some of the key components of the March restructuring.

%19 U.S. Department of the Treasury, U.S. Treasury and Federal Reserve Board Announce Participation in
AIG Restructuring Plan (Mar. 2, 2009) (online at www.treas.gov/press/releases/tg44.htm) (hereinafter “Participation
in AIG Restructuring Plan Announcement”).

%20 The value of Treasury’s preferred stock holdings in AlG does not include the additional obligations of
$1.6 billion in cumulative unpaid dividends outstanding at the time of exchange from cumulative preferred to non-
cumulative preferred shares (April 17, 2009) and $165 million commitment fee to be paid in three equal installments
over the five-year life of the commitment facility. See TARP Transactions Report for Period Ending December 30,

2009, supra note 166.
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On April 17, 2009, the $40 billion face amount of AIGIP/SSFI Preferred that Treasury
received in its November 2008 AIGIP/SSFI investment was exchanged for $41.6 billion*?* of
noncumulative preferred shares, allowing AIG to reduce its leverage and dividend
requirements.??

The following tables show Treasury’s and the Federal Reserve’s holdings in AlIG as of
December 31, 2009.

Figure 9: Department of Treasury Holdings in AlG as of December 31, 2009

Acquisition Revenues
Cost Generated Estimated Value as of
Principal (millions of (millions of 12/31/09
Assets Amount dollars) dollars) (millions of dollars)
AIGIP/SSFI Non- *23$46,900,000,000 | $45,300 $0°* $13,200°*°
Cumulative Preferred
Warrants %2653,798,766 | Received as N/A | Low | High Best
part of initial $44.9 | $1,052.8 | $556.4
AIGIP/SSFI
investments

%21 The $1.6 billion difference reflects a compounding of accumulated but unpaid dividends owed by AIG
to Treasury on the cumulative preferred stock.

%22 participation in AIG Restructuring Plan Announcement, supra note 319.

%23 The $1.6 billion difference between the principal amount and acquisition cost reflects a compounding of
accumulated but unpaid dividends owed by AIG to Treasury.

%24 According to Treasury, there have been no revenues generated from its AIGIP/SSFI investments in AIG
because AIG has not declared or paid any dividends since the inception of Treasury’s preferred equity investments.

%25 This figure reflects Treasury’s estimated value of its AIGIP/SSFI investments in AIG as of September
30, 2009. Agency Financial Statement 2009, supra note 32, at 17.

%26 AIG’s stock split 20 to 1 in April 2009. The U.S. government will get 1/20th share of AIG common
stock every warrant exercised, so the government will get 2,690,088.3 shares of common stock if all warrants are
exercised.
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Figure 10: U.S. Treasury Holdings in AIG as of December 31, 2009

Estimated Value

as of 9/30/09
Asset Number (millions of dollars)
Preferred Securities Convertible into 100,000 $23,500%'

Common, held by Trust

Figure 11: Federal Reserve Holdings in AlIG as of December 31, 2009

Amount of Assistance
Authorized Outstanding Balance
Assets (millions of dollars) (millions of dollars)
Revolving Credit Facility °25$35,000 #29$22,000
Maiden Lane I 3922 500 3115,700
Maiden Lane III 39230,000 93918,200
Total $87,500 $55,900

b. Disposal of Assets and Recovery of Expended Amounts

The Administration and Treasury in particular have articulated the view that public
ownership of financial institutions is not a policy objective.*** While public ownership has been

7 According to Treasury, “[t]he value recorded is based on the market value of the trust’s AIG holdings at
September 30, 2009; as the underlying AIG common stock is actively traded on the New York Stock Exchange, this
represents the best independent valuation available for the government’s beneficial interest.” U.S. Department of
the Treasury, 2009 Agency Financial Report —Department of Treasury, at 182, 194-95 (online at
www.treas.gov/offices/management/dcfo/accountability-reports/2009-afr.shtml). Treasury will re-value the trust
each year until the trust is liquidated.

%28 The facility was initially $85 billion but was reduced to $60 billion in November 2008, and further
reduced to $35 billion in December 2009.

%29 This amount includes outstanding principal and capitalized interest, net of unamortized deferred
commitment fees and allowance for loan restructuring.

%0 While FRBNY was authorized to provide a loan to Maiden Lane I1 up to $22.5 billion, it lent only $19.5
billion of this amount.

¥1 As of December 31, 2009, the outstanding principal amount was $15.739 billion, and the accrued
interest payable to FRBNY was $265 million. The net portfolio holdings of Maiden Lane Il as of December 31,
20009, as defined by FRBNY, were $15.697 billion.

%32 While FRBNY was authorized to provide a loan to Maiden Lane 111 up to $30 billion, it lent only $24.3
billion of this amount.

%33 As of December 31, 2009, the outstanding principal amount was $18.159 billion, and the accrued
interest payable to FRBNY was $340 million. The net portfolio holdings of Maiden Lane 111 as of December 31,
2009, as defined by FRBNY, were $22.660 billion.

%4 Agency Financial Statement 2009, supra note 32; Allison Testimony before House Oversight and
Government Reform Committee, supra note 118, at 5. The Administration has also articulated a set of 