
Portfolio Media. Inc. | 648 Broadway, Suite 200 | New York, NY 10012 |
www.law360.com

Phone: +1 212 537 6331 | Fax: +1 212 537 6371 |
customerservice@portfoliomedia.com

Fed Paid Too Much In AIG Bailout: Report

By Elaine Meyer

Law360, New York (November 17, 2009) -- The Federal Reserve Bank of New York failed to
use its “considerable leverage” in negotiations in fall 2008 to reduce the amount of money it
spent to help American International Group Inc. stay alive, according to a report assessing
the U.S. government's involvement in the bailout.

Authored by Neil Barofsky, inspector general of the Troubled Asset Relief Program, the report
offered sharp criticism of the Fed for paying the full value of AIG's credit default obligations
to the eight largest counterparties — Societe Generale Group, Goldman Sachs Group, Merrill
Lynch & Co. Inc., Deutsche Bank AG, UBS AG, Calyon Credit Agricole CIB, Barclays Corp.
and Bank of America Corp. — in order to prevent those contracts from continuing to diminish
AIG's credit rating.

Barofsky also took aim at the Fed's position to keep the names of the AIG counterparties and
details of its payments to them private until early 2009.

“The sky did not fall” when the bank finally did disclose those names, which included some of
the same banks that had benefited from government TARP funds, the report said.

The report gave an account of the “remarkable narrative” surrounding the Fed's attempts to
maintain AIG's liquidity as it teetered on the brink of bankruptcy in September 2008, as well
as a series of mistakes the bank made in the process.

The Fed first failed to develop a contingency plan in the event that a consortium of private
sector banks, led by JPMorgan Chase & Co., backed off on financing the insurance giant,
Barofsky said.

When the Fed felt obligated to save AIG from bankruptcy after the consortium chose not to,
the federal government was forced to adopt the terms of the private banks' plan, except that
it ended up lending AIG $85 billion rather than the $75 billion that the private group had
proposed, according to the report.

“In other words, the decision to acquire a controlling interest in one of the world's most
complex and most troubled corporations was done with almost no independent consideration



of the terms of the transaction or the impact that those terms might have on the future of
AIG,” Barofsky said.

When the Fed realized that those terms, including an “onerous” interest rate of 11 percent,
were leading to a credit rating downgrade for AIG that threatened to devastate the company,
it created Maiden Lane III, a lending facility that would purchase and retire AIG's credit
default obligations, the report stated.

The bank thereafter made several policy decisions that limited its ability to secure
concessions, including deciding not to negotiate with the counterparties differently, though
some were domestic banks that had received “very substantial benefits” through the bailout,
according to the report.

The Fed was also “uncomfortable” interfering with the “sanctity” of the counterparties'
contractual agreements with AIG, and thought it would be unethical to threaten the specter
of AIG's bankruptcy if the parties did not agree to lowered CDO repayments, the report said.

UBS was the only counterparty that initially said it might accept a “haircut” from the face
value of the CDOs, and only in the instance that the other counterparties agreed to similar
concessions, according to Barofsky.

The Fed did not push it, and ended up paying the eight parties the full face value of the CDOs,
to the tune of $62.1 billion, according to the report.

The bank defended its negotiating strategy in a response Monday.

“The Federal Reserve judged at the time, and continues to believe, that it would have been
inappropriate ... to extend credit to AIG on terms that were more favorable to AIG than those
developed under the circumstances by the private consortium,” it said.

The Fed also anticipates that the Maiden Lane III loan will be fully repaid by AIG, the bank
said.

That portfolio is currently worth $23.5 billion against a $19.3 billion loan value, according to
the Barofsky report.

The report “overlooks the central lesson” of the U.S. government's steps to support AIG,
which is that the government needs better tools to deal with the “impending failure” of
big financial institutions, said Meg Reilly, a spokeswoman for the U.S. Department of the
Treasury.

The Obama administration's recently proposed regulatory reform agenda would give the
federal government emergency authority in similarly “extraordinary circumstances,” Reilly
said.
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