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MEMORANDUM 

 
 
TO:  Members of the Committee on Oversight and Government Reform  
 
FROM: Majority Staff, Committee on Oversight and Government Reform  
 
SUBJECT: Full Committee Hearing entitled, “The Federal Bailout of AIG.”  

 
On Wednesday, January 27, 2010, at 10:00 a.m., in room 2154 of the Rayburn 

House Office Building, the Committee on Oversight and Government Reform will hold a 
hearing entitled, “The Federal Bailout of AIG.”   

 
The hearing will examine the Federal response to the collapse of AIG, including:  

(1) the decision to compensate AIG’s credit default swap counterparties at 100 cents on 
the dollar following AIG’s near-bankruptcy; and (2) the Federal Reserve’s alleged 
attempt to keep secret the names of the counterparties and the amounts they were paid.       
 
Background 
 

At the beginning of 2008, AIG was the world’s largest insurance company, with 
116,000 employees, 74 million clients, operations in 130 countries, and more than $1 
trillion in assets.1  Moreover, it was the most profitable property and casualty insurance 
company in the world.  However, beginning in 1998, AIG’s Financial Products 
subsidiary (AIGFP) expanded beyond traditional insurance products, selling nearly $500 
billion worth of credit default swaps.  These credit default swaps would be a major cause 
of AIG’s downfall.   
 
What is a Credit Default Swap? 
 

A credit default swap (CDS) is an insurance-like contract that AIGFP sold to 
counterparty buyers such as financial institutions and other large investors.  Under a 
CDS, AIG would receive a series of payments from the counterparties in return for AIG 

                                                 
1 AIG, Annual Report (2007); AIG, Form 10-Q (Mar. 31, 2008). 
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agreeing to make a payment to the counterparties if a particular adverse credit event 
occurred with respect to an underlying security (for example, if the credit rating on a 
security was downgraded or the security went into default).  CDSs are often used to 
hedge against a loss in value of asset-backed securities, including mortgage-backed 
securities.  AIGFP sold CDSs that offered loss protection on assets such as multi-sector 
collateralized debt obligations (CDOs).  CDOs are financial instruments that entitle the 
buyer to some portion of cash flows from a portfolio of assets, which may include 
bundles of bonds, loans, mortgage-backed securities, or even other CDOs.  A multi-sector 
CDO is a CDO backed by a combination of corporate bonds, loans, mortgages, or asset-
backed securities. 
 

Under the terms of AIG’s credit default swap contracts, the counterparties 
purchasing the CDSs paid AIG regular, insurance-like premiums and were entitled to 
require AIG to post collateral when certain adverse events occurred relating to the 
underlying CDOs, including a decline in the market value of the CDOs or a downgrading 
of the credit rating of the CDOs.  AIG’s credit default swap contracts also commonly 
provided that, in the event AIG’s credit rating was downgraded, AIG would be required 
to post cash collateral to insure payment. 
 
AIG’s Collapse 
 

Beginning in the summer of 2007 and continuing through 2008, AIG’s financial 
condition deteriorated, causing a decline in market confidence and triggering downgrades 
in AIG’s credit rating.  At the same time, the market value of the CDOs protected by 
AIGFP’s credit default swaps declined, caused in part by a dramatic rise in mortgage 
defaults.  As a result, AIG was required to post collateral under the terms of its CDSs.  
By late August 2008, however, AIG did not have nearly enough liquidity to post the 
required collateral and was on the verge of defaulting on its obligations to its 
counterparties. 

 
AIG sought to raise capital from private sources, but it’s rapidly deteriorating 

financial condition, combined with severe problems at other major financial institutions 
and the ultimate failure of Lehman Brothers, were prohibitive.  On September 15, 2008, 
the day Lehman Brothers failed, the three largest credit rating agencies – Standard & 
Poor’s, Moody’s, and Fitch – downgraded AIG.  At this point, AIG could not continue to 
exist on its own. 
 
The Federal Bailout of AIG 
 

On September 16, 2008, deciding that an AIG bankruptcy would pose serious 
systemic risk to the economy, the Treasury Department and the Federal Reserve Board 
authorized the Federal Reserve Bank of New York (New York Fed or FRBNY) to loan 
AIG $85 billion to prevent the company from filing for bankruptcy.2  In return, the New 
York Fed received a 79.9 percent ownership stake in AIG.  In addition, according to the 
Wall Street Journal, Treasury Secretary Henry Paulson required AIG’s CEO, Robert 
                                                 
2 The loan was made under the authority of Section 13(3) of the Federal Reserve Act.  
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Willumstad, to step down.  He was replaced by Edward Liddy, the former CEO of 
Allstate.3 
 
AIG Counterparty Payments 
 
 Even after the New York Fed provided AIG with financing, AIG continued to 
need billions of dollars each week to meet collateral calls and make payments to its CDS 
counterparties.  By November 5, 2008, AIG had already run through about $61 billion of 
the initial $85 billion.  By then it had become clear that the initial $85 billion had not 
solved the AIG liquidity crisis and that additional measures were necessary.   
 
 On November 10, 2008, the New York Fed created Maiden Lane III, a limited 
liability corporation, to purchase the CDOs underlying the CDSs from counterparties of 
AIG to allow cancellation of the CDS contracts.  The Federal Reserve Board authorized 
the New York Fed to provide up to $30 billion to pay the AIG counterparties. 
 
 The CDS counterparties were effectively paid at par, i.e., 100 percent of the face 
value of the underlying subprime-linked securities.  Many observers, including Members of 
Congress and former AIG CEO Hank Greenberg, questioned the amount of these 
counterparty payments.  Critics argue that the federal government should have been more 
aggressive in attempting to negotiate concessions from the counterparties.    
 
Public Disclosure of the AIG Counterparty Payments  
 
 Under Securities and Exchange Commission (SEC) rules, AIG was obligated to 
file an 8K report disclosing the counterparty payments under Maiden Lane III.4  AIG 
filed 8K reports on Dec. 2nd and Dec. 24th, 2008. 
 
 In its 8K reports, AIG disclosed the collective amount paid to the counterparties 
under Maiden Lane III and the fact that the counterparties were being compensated at 
par.  However, the 8Ks did not disclose the identities of the counterparties, the amount 
paid to each counterparty, or information identifying the individual securities in the 
Maiden Lane III portfolio.  On Dec. 30th, 2008, the SEC wrote to AIG, requesting that 
AIG either disclose this information or explain why such disclosure was unnecessary. 
 
 In reply, AIG, with New York Fed approval, supplied the requested information 
to the SEC, along with a confidential treatment request (CTR) seeking to have the 
information treated as confidential on the grounds that it constituted sensitive commercial 
information.  
 

                                                 
3 U.S. to Take Over AIG in $85 Billion Bailout; Central Banks Inject Cash as Credit Dries Up, Wall Street 
Journal (Sept. 16, 2008). 
4 Under SEC rules, a Form 8K is required when companies announce “major events that shareholders 
should know about.” SEC website: http://www.sec.gov/answers/form8k.htm  
 

http://www.sec.gov/answers/form8k.htm
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 On March 5th, 2009, Federal Reserve Board Vice Chairman Donald Kohn testified 
before the Senate Banking Committee.  In response to a question from Chairman Dodd, 
Mr. Kohn refused to disclose the names of the counterparties, stating that, “giving the 
names would undermine the stability of the company [AIG] and could have serious 
knock-on effects to the rest of the financial markets and the government’s effort to 
stabilize them.” 
 
 Ten days later, on March 15th, in response to growing public and congressional 
criticism, AIG announced the identities of the counterparties and the amounts paid to 
each.5   
 
 A table showing the payments to AIG credit default swap counterparties is 
appended to this memorandum.  
 
SIGTARP Audit of AIG Counterparties 
 

Twenty-seven Members of Congress asked the Special Inspector General for the 
Troubled Asset Relief Program (SIGTARP) to review the basis for these counterparty 
payments, whether they were in the best interest of the taxpayers, and whether they 
needed to be made at 100 percent of par value.   

 
In a report issued on November 17, 2009, the SIGTARP found, among other 

things, that: 
 

• The original terms of Federal assistance to AIG inadequately addressed AIG’s 
long term liquidity concerns, thus requiring further government support. 

 
• The New York Fed’s negotiating strategy to pursue concessions from 

counterparties offered little opportunity for success; 
 

• The New York Fed’s assistance to AIG effectively transferred billions of dollars 
of cash from the Federal Government to AIG’s counterparties, even though senior 
policy makers contend that assistance to AIG’s counterparties was not a relevant 
consideration in fashioning the assistance to AIG. 

 
• While the New York Fed may eventually be made whole on its loan to Maiden 

Lane III, it is difficult to assess the true costs of the AIG rescue until there is more 
clarity as to AIG’s ability to repay all of its government loans.6   

 
 
 

                                                 
5 On March 17th, AIG filed an amended CTR with the SEC, disclosing the names of the counterparties and 
the aggregate amounts that each counterparty received, but still redacting information related to the 
individual securities that were purchased by Maiden Lane III.  
6 Special Inspector General for the Troubled Asset Relief Program (SIGTARP), “Factors Affecting Efforts 
to Limit Payments to AIG Counterparties” (Nov. 17, 2009).   
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Alleged Conflict of Interest  
 

In January 2008, Stephen Friedman was appointed Chairman of the Board of 
Directors of the New York Fed.  Mr. Friedman is a former Chairman of Goldman Sachs 
and since April 2005 has been a member of the Goldman Sachs Board of Directors.  He 
has owned a substantial amount of Goldman Sachs stock since Goldman went public in 
1999.  
 
 When Mr. Friedman became Chairman of the New York Fed, Goldman Sachs 
was not subject to New York Fed supervision.  However, on September 21, 2008, during 
the height of the Wall Street meltdown, Goldman Sachs converted to a bank holding 
company and thus became subject to New York Fed supervision.  As both a shareholder 
of Goldman Sachs and a Class C director of the New York Fed, Mr. Friedman was then 
in violation of Federal Reserve rules which prohibit Class C directors from owning stock 
in companies subject to Federal Reserve review.  In October 2008, the New York Fed 
requested a waiver from the Federal Reserve Board of Governors in Washington to allow 
Mr. Friedman to continue serving as chairman of the New York Fed Board of Directors.   
 

While the waiver request was still pending, in December 2008 Mr. Friedman 
purchased an additional 37,300 shares in Goldman Sachs.  A month later, in January 
2009, the Federal Reserve Board granted the requested waiver.  In early May, Mr. 
Friedman’s ownership interest in Goldman and his December stock purchase were widely 
reported in the news.7  On May 7, 2009, he resigned from the New York Fed Board of 
Directors, citing a perception of a conflict of interest.  
 
 
Witnesses 
 
Panel 1 
 
The Honorable Timothy F. Geithner 
Secretary 
U.S. Department of the Treasury  
 
Panel II 
 
The Honorable Henry M. Paulson Jr. 
Former Secretary 
U.S. Department of the Treasury 
 
Panel III 
 
Neil M. Barofsky 
Special Inspector General for the Troubled Asset Relief Program 
 
                                                 
7 “New York Fed Chairman’s Ties to Goldman Raise Questions,” Wall Street Journal (May 4, 2009).   
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Thomas C. Baxter 
General Counsel 
Federal Reserve Bank of New York 
 
Elias Habayeb 
Former CFO, AIG Financial Services Division 
 
Stephen Friedman 
Former Chairman, Federal Reserve Bank of New York   
 
 
 Should you have any questions, please contact John Arlington or Chris Staszak of 
the Committee Staff at 5-5051. 
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Chairman Towns, Ranking Member Issa, and Members of the Committee, I am honored 

to appear before you today to discuss SIGTARP’s audit examining the factors affecting efforts to 

limit payments to American International Group (“AIG”) counterparties that was released back 

in November,1 as well as to discuss several troubling issues that have come to light since the 

audit was released that relate to whether the Government has been fully transparent with the 

American people with respect to the AIG transactions. 

Before I begin, I would like to thank the Committee for both its strong support and its 

leadership on this issue.  SIGTARP’s audit was commenced as the result of a letter request made 

by Congressman Cummings and 26 other Members of Congress, including several members of 

this Committee, and the tenacity and leadership demonstrated by the Chairman, Ranking 

Member and many other members of this Committee has been crucial in continuing the drive for 

transparency and accountability on the AIG bailout in general and the counterparty payments in 

particular.   

FACTUAL BACKGROUND 

In September 2008, AIG was on the brink of collapse, unable to access credit in the 

private markets and bleeding cash. On September 16, 2008, the Federal Reserve Bank of New 

York (“FRBNY”), pursuant to the authorization of the Board of Governors of the Federal 

Reserve System (“Federal Reserve Board,” and, collectively with FRBNY, “Federal Reserve”) 

provided AIG with an $85 billion loan. On November 10, 2008, the Federal Reserve and the 

Department of the Treasury (“Treasury”) announced the restructuring of the Government’s 

financial support to AIG. As part of this restructuring, the Federal Reserve Board authorized 

FRBNY to lend up to $30 billion to Maiden Lane III, a newly formed limited liability company.  

Pursuant to this authorization, FRBNY lent $24.3 billion to Maiden Lane III, which, in 
                                                 
1 A copy of the audit is appended hereto for the Committee’s reference. 
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combination with a $5 billion equity investment from AIG, was used to fund the purchase of 

assets from counterparties of American International Group Financial Products (“AIGFP”) 

having a fair market value of about $27.1 billion. In exchange for that payment and being 

permitted to retain $35 billion in collateral payments that had been previously made by AIG 

(including billions in collateral payments made possible by the FRBNY loan), the counterparties 

agreed to terminate their credit default swap contracts—insurance-like contracts intended to 

protect the underlying assets—with AIGFP.  Because the counterparties were both paid the fair 

market value of the assets underlying the credit default swap contracts and permitted to keep the 

collateral that had previously been posted, the counterparties were effectively paid the par value 

of the underlying assets. 

In light of this factual context, and consistent with the issues raised by Congressman 

Cummings and others, SIGTARP’s audit addressed (1) the decision-making processes leading up 

to the creation of Maiden Lane III, (2) why AIG’s counterparties were paid effectively at par 

value, and (3) AIG’s current exposure to credit default swaps outside Maiden Lane III. 

SIGTARP’S AUDIT FINDINGS 
 

SIGTARP’s audit, which was issued on November 17, 2009, found that, when first 

confronted with the liquidity crisis at AIG, the Federal Reserve Board and FRBNY, who were 

then contending with the demise of Lehman Brothers, turned to the private sector to arrange and 

provide funding to stave off AIG’s collapse.  Confident that a private sector solution would be 

forthcoming, FRBNY did not develop a contingency plan, and, when private financing fell 

through, FRBNY was left with little time to decide whether to rescue AIG and, if so, on what 

terms.  Having witnessed the dramatic economic consequences of Lehman Brothers’ bankruptcy 

just hours before, senior officials at the Federal Reserve and Treasury determined that an AIG 
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bankruptcy would have far greater systemic impact on the global financial system than Lehman’s 

bankruptcy and decided to step in to prevent that result.   

Not preparing an alternative to private financing, however, left FRBNY with little 

opportunity to fashion appropriate terms for the support, and, believing it had no time to do 

otherwise, it essentially adopted the term sheet that had been the subject of the aborted private 

financing discussions (an effective interest rate in excess of 11 percent and an approximate 80 

percent ownership interest in AIG), albeit in return for $85 billion in FRBNY financing rather 

than the $75 billion that had been contemplated for the private deal.  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.   

The impact of those terms, however, soon became apparent to FRBNY.  In a matter of 

days, FRBNY officials recognized that, although the $85 billion credit line permitted AIG to 

meet billions of dollars of collateral calls and thus avoid an immediate bankruptcy, its terms were 

unworkable.  Among other things, the interest rate imposed upon AIG was so onerous that, if 

unaddressed, the burden of servicing the FRBNY financing greatly increased the likelihood that 

there would be further credit rating downgrades for AIG, a result that FRBNY officials believed 

would have “devastating” implications for AIG.  For this and other reasons, modification of the 

original terms thus became inevitable.  One example of such modification was Treasury’s $40 

billion investment in AIG in November 2008 through the Troubled Asset Relief Program 

(“TARP”) — which was used to pay down the FRBNY loan in part.  Another was termination of 

a portion of AIG’s credit default swap obligations made possible through the creation of Maiden 

Lane III.   
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A significant cause of AIG’s liquidity problems stemmed from its obligations to post 

collateral (cash payments that equaled the drop in value of the underlying securities) in 

connection with AIGFP’s credit default swap contracts.  To avoid the necessity for AIG to 

continue to post collateral and to reduce the danger of further rating agency downgrades, by early 

November 2008, FRBNY decided to create Maiden Lane III, a special purpose vehicle, to retire a 

portion of AIG’s credit default swap portfolio by purchasing the underlying CDOs from the swap 

counterparties, which eased pressure on FRBNY’s credit line and transferred the issues with 

these contracts off of AIG’s balance sheet and on the Federal Reserve’s.   

When considering the amount of payment for the underlying CDOs for the Maiden Lane 

III transaction, FRBNY decided to attempt to seek concessions, or “haircuts,” from the 

counterparties.  FRBNY contacted by telephone eight of AIG’s largest counterparties over a two-

day period and attempted to obtain such concessions from the counterparties.  Although one 

counterparty, UBS, was willing to make a modest 2 percent concession if the other 

counterparties did so, FRBNY’s attempts to obtain concessions from the others were completely 

unsuccessful, and FRBNY decided to pay the counterparties the full market value of the CDOs, 

which, when combined with the already posted collateral, meant that the counterparties were 

effectively paid full face (or par) value of the credit default swaps, an amount far above their 

market value at the time.   

On November 7th, 2008, FRBNY employees involved with the negotiations reported to 

then-FRBNY President Geithner on the efforts to convince AIG counterparties to accept haircuts 

on their claims against AIG in return for unwinding the CDS contracts. Noting both the 

willingness of UBS to negotiate a small haircut and the generally negative reactions from the 

other counterparties, these FRBNY officials recommended that FRBNY cease negotiations and 
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proceed with paying the counterparties the market value of their underlying CDOs and 

permitting them to keep the collateral already posted, effectively paying them par for securities 

that collectively had a market value, based on the amount of the collateral payments, of 

approximately 48 cents on the dollar.  According to these FRBNY executives, then-President 

Geithner “acquiesced” to the executive’s proposal.  When asked by SIGTARP if the executives 

felt they had received their “marching orders” from then-FRBNY President Geithner to pay the 

counterparties par, one FRBNY official responded “yes, absolutely.”     

The decision to pay effective par value was then brought before the Board of Directors of 

the FRBNY and the Board of Governors of the Federal Reserve.  Each body gave its approval.  

According to the General Counsel for FRBNY, officials from Treasury were not involved in the 

negotiations of concessions with AIG’s credit default swap counterparties. The Chief 

Compliance Officer for Treasury’s Office of Financial Stability at the time also told SIGTARP 

that Treasury was not involved with the Maiden Lane III transaction and, when asked about who 

at Treasury SIGTARP should speak with regarding the transactions, he responded that Secretary 

Geithner was the appropriate official. 

In pursuing the counterparty negotiations, FRBNY made several policy decisions that 

severely limited its ability to obtain concessions.  FRBNY officials told SIGTARP that:  FRBNY 

determined that it would not treat the counterparties differently, and, in particular, would not 

treat domestic banks differently from foreign banks — a decision with particular import in light 

of what FRBNY officials recounted was the reaction of the French bank regulator which, 

according to FRBNY, refused to allow two French bank counterparties to make concessions; 

FRBNY refused to use its considerable leverage as the regulator of several of these institutions to 

compel haircuts because FRBNY was acting on behalf of AIG (as opposed to in its role as a 
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regulator); FRBNY was uncomfortable interfering with the sanctity of the counterparties’ 

contractual rights with AIG, which entitled them to full par value; FRBNY felt ethically 

restrained from threatening an AIG bankruptcy because it had no actual plans to carry out such a 

threat; and FRBNY was concerned about the reaction of the credit rating agencies should 

imposed haircuts be viewed as FRBNY backing away from fully supporting AIG.  Although 

these were certainly valid concerns, these policy decisions came with a cost — they led directly 

to a negotiating strategy with the counterparties that even then-FRBNY President Geithner 

acknowledged had little likelihood of success.  

FRBNY’s decision to treat all counterparties equally (which FRBNY officials described 

as a “core value” of their organization), for example, gave each of the major counterparties 

effective veto power over the possibility of a concession from any other party.  This approach 

left FRBNY with few options, even after one of the counterparties indicated a willingness to 

negotiate concessions.  It also arguably did not account for significant differences among the 

counterparties, including that some of them had received very substantial benefits from FRBNY 

and other Government agencies through various other bailout programs (including billions of 

dollars of taxpayer funds through TARP), a benefit not available to some of the other 

counterparties (including the French banks).  It further did not account for the benefits the 

counterparties received from FRBNY’s initial bailout of AIG, without which they would have 

likely suffered far reduced payments as well as the indirect consequences of a potential systemic 

collapse.  It also did not recognize that each bank’s portfolio of assets were different and had 

different market values, meaning that certain counterparties (such as Goldman Sachs, the market 

value of whose securities, based on the collateral payments made by AIG, was approximately 40 
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cents on the dollar) arguably received a greater benefit than others (such as UBS, whose 

securities had a comparable market value of approximately 71 cents on the dollar).  

Similarly, the refusal of FRBNY and the Federal Reserve to use their considerable 

leverage as the primary regulators for several of the counterparties, including the emphasis that 

their participation in the negotiations was purely “voluntary,” made the possibility of obtaining 

concessions from those counterparties extremely remote.  While there can be no doubt that a 

regulators’ inherent leverage over a regulated entity must be used appropriately, and could in 

certain circumstances be abused, in other instances in this financial crisis regulators (including 

the Federal Reserve) have used overtly coercive language to convince financial institutions to 

take or forego certain actions.  As SIGTARP reported in its audit of the initial Capital Purchase 

Program investments, for example, Treasury and the Federal Reserve fully used their leverage as 

regulators, just weeks before the negotiations with AIG’s counterparties, to persuade nine of the 

largest financial institutions (including some of AIG’s counterparties) to accept $125 billion of 

TARP funding.  In stark contrast to those negotiations, in the case of the AIG counterparty 

payments, Mr. Geithner and Mr. Bernanke did not participate; nor did the CEO’s of the 

counterparties; and the counterparties were not gathered together and told that they should, 

together, voluntarily concede to concessions because of the importance of this issue to the United 

States government.  Instead, the negotiations were generally conducted through a series of 

telephone calls from executives at FRBNY to executives at the counterparties.  Ultimately, in the 

CPP negotiations, there was no need for the Federal Reserve to impose the CPP investments on 

the participants using its regulatory authority because it obtained voluntary agreements based on 

an aggressive negotiating strategy.  It is impossible to determine now, given the policy choices 
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made by the FRBNY, whether a similarly proactive strategy with the AIG counterparties would 

have resulted in taxpayer savings.  

Moreover, subsequent to the issuance of the audit report, SIGTARP was informed that 

the French regulator was in fact open to further negotiations with the Federal Reserve to discuss 

the possibility of such concessions.  While they viewed the transactions proposed by the Federal 

Reserve as being violative of French law, the regulators informed SIGTARP that they believed 

that an exception was possible and that they were willing to further discuss potential 

concessions.  The French regulators noted that such negotiations would have been 

unprecedented, would have likely required universal agreement among counterparties to make 

concessions, and would have had to be conducted in a transparent manner and at a high level, but 

that continued negotiations were possible.  While the French regulators would not clarify to 

SIGTARP what specific statements were made to the Federal Reserve during the actual 

negotiations, they did inform SIGTARP that they did not “slam the door” to such continued 

discussions.   

Questions have been raised as to whether the Federal Reserve intentionally structured the 

AIG counterparty payments to benefit AIG’s counterparties — in other words that the AIG 

assistance was in effect a “backdoor bailout” of AIG’s counterparties.  Then-FRBNY President 

Geithner and FRBNY’s general counsel deny that this was a relevant consideration for the AIG 

transactions.  Irrespective of their stated intent, however, there is no question that the effect of 

FRBNY’s decisions — indeed, the very design of the federal assistance to AIG — was that tens 

of billions of dollars of Government money was funneled inexorably and directly to AIG’s 

counterparties.  Although the primary intent of the initial $85 billion loan to AIG may well have 

been to prevent the adverse systemic consequences of an AIG failure on the financial system and 
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the economy as a whole, in carrying out that intent, it was fully contemplated that such funding 

would be used by AIG to make tens of billions of dollars of collateral payments to the AIG 

counterparties.  The intent in creating Maiden Lane III may similarly have been the improvement 

of AIG’s liquidity position to avoid further rating agency downgrades, but the direct effect was 

further payments of nearly $30 billion to AIG counterparties, albeit in return for assets of the 

same market value.  Stated another way, by providing AIG with the capital to make these 

payments, Federal Reserve officials provided AIG’s counterparties with tens of billions of 

dollars they likely would have not otherwise received had AIG gone into bankruptcy. 

Any assessment of the costs of these decisions to the Government and the taxpayer 

necessarily must look beyond FRBNY’s loan to Maiden Lane III to also take into account both 

the funds that FRBNY previously loaned to AIG and the subsequent TARP investments.  All of 

these infusions to AIG are linked inextricably:  more than half the total amounts paid to 

counterparties in connection with the credit default swap portfolio retired through Maiden Lane 

III did not come about through the Maiden Lane III CDO purchases, but rather from AIG’s 

earlier collateral postings that were made possible in part by the original FRBNY loan, which 

was, in turn, paid down with TARP funds.  Because of this linkage, the ultimate costs to the 

Government and the taxpayer cannot be measured in isolation.  Stated another way, irrespective 

of whether FRBNY is made whole on its loan to Maiden Lane III, we will only be able to 

determine the ultimate value or cost to the taxpayer after the likelihood of AIG repaying all of its 

assistance can be more readily determined. 

The remarkable narrative surrounding the AIG loans and the creation of Maiden Lane III 

set forth in SIGTARP’s audit gives rise to two additional lessons learned.  First, AIG stands as a 

stark example of the tremendous influence of credit rating agencies upon financial institutions 
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and upon Government decision making in response to financial crises.  In the lead-up to the 

crisis, the systemic over-rating of mortgage-backed securities by rating agencies was reflected in 

the similarly over-rated CDOs that underlied AIGFP’s credit default swaps.  Once the financial 

crisis had come to a head, the credit rating agencies’ downgrades of AIG itself and of the 

underlying securities played a significant role in AIG’s liquidity crisis as those downgrades and 

the related market declines in the securities required AIG to post billions of dollars in collateral.  

The threat of further rating agency downgrades due to the onerous terms of the initial FRBNY 

financing, among other things, led to further Government intervention, including the TARP 

investment in AIG and the necessity to do something with the swap portfolio, i.e., Maiden Lane 

III.  And the concern about the reaction of the credit rating agencies played a role in FRBNY’s 

decision not to pursue a more aggressive negotiating policy to seek concessions from 

counterparties.  All of these profound effects were based upon the judgments of a small number 

of private entities that operate, as described in SIGTARP’s October 2009 Quarterly Report to 

Congress, on an inherently conflicted business model and that are subject to minimal regulation.  

Without drawing any conclusions about the particular actions taken by the rating agencies in the 

case of AIG, this report further demonstrates the dramatic influence of these entities on our 

financial system. 

Second, the now familiar argument from Government officials about the dire 

consequences of basic transparency, as advocated by the Federal Reserve in connection with 

Maiden Lane III, once again simply does not withstand scrutiny.  Federal Reserve officials 

initially refused to disclose the identities of the counterparties or the details of the payments, 

warning that disclosure of the names would undermine AIG’s stability, the privacy and business 

interests of the counterparties, and the stability of the markets.  After public and Congressional 
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pressure, AIG disclosed the identities.  Notwithstanding the Federal Reserve’s warnings, the sky 

did not fall; there is no indication that AIG’s disclosure undermined the stability of AIG or the 

market or damaged legitimate interests of the counterparties.  The lesson that should be learned 

— one that has been made apparent time after time in the Government’s response to the financial 

crisis — is that the default position, whenever Government funds are deployed in a crisis to 

support markets or institutions, should be that the public is entitled to know what is being done 

with Government funds.  While SIGTARP acknowledges that there might be circumstances in 

which the public’s right to know what its Government is doing should be circumscribed, those 

instances should be very few and very far between.  

ONGOING TRANSPARENCY ISSUES  

Since the release of the audit, three broad issues have come to light that call into question 

whether the Government has been and is being as transparent as possible with the American 

people.  

The first relates to public statements recently made by Treasury about the AIG 

transactions.  For example, on January 7, 2010, in response to press inquiries regarding the role 

of Secretary Geithner in the decisions concerning AIG, a Treasury spokesperson stated the 

following via email to reporters: 

In the transaction at the heart of this dispute (Maiden Lane III's purchase of CDO's), the 
FRBNY made a loan of $25 billion which is on track to be paid back in full with interest 
so that taxpayers will be made whole.  Somehow that fact that the government's loan is 
"above water" gets lost in all the consternation despite its mention on page 2 of the SIG-
TARP report and weekly updates on the FRBNY's web site.  (Emphasis added.) 

 
This statement simply does not advance the cause of transparency.  As noted in the audit, 

it is clear that all of the infusions to AIG are linked: more than half the total amounts paid to 

counterparties in connection with the swap portfolio retired through Maiden Lane III did not 
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come about through the Maiden Lane III purchases, but rather from AIG’s earlier collateral 

postings that were made possible in part by the original $85 billion FRBNY loan; that loan, in 

turn, was paid down with $40 billion of TARP funds.  Treasury’s own TARP financial statement 

estimates that Treasury will not be made whole, but is rather projected to lose more than $30 

billion on its AIG investments.  Again, the various AIG infusions are directly linked:  (a) the 

counterparties terminated their credit default swap agreements with AIG after they were both 

paid the fair market value of the underlying assets through Maiden Lane III and permitted to 

keep the collateral payments made by AIG; (b) many of those collateral payments were only 

made possible by the FRBNY loan; and (c) that loan was paid back in part by the initial $40 

billion TARP investment.  Narrowly asserting that taxpayers will be “made whole” on Maiden 

Lane III — just one part of the AIG counterparty transactions — without mentioning the huge 

losses Treasury expects to suffer on other, inextricably linked parts of the very same transactions 

is simply unacceptable; the American people deserve better.  

The second issue relates to a series of documents that have recently been disclosed — as 

the direct result of the tenacity of the members of this Committee — about the Maiden Lane III 

transactions.  As has been widely reported, these newly disclosed documents, among other 

things, relate to discussions about the public disclosure by AIG of the Maiden Lane III 

transactions in filings with the Securities and Exchange Commission.  In light of these 

documents, we have initiated an investigation into whether there was any misconduct relating to 

the disclosure or lack thereof concerning the Maiden Lane III transactions. 

Third, additional documents and facts have come to light that have caused SIGTARP to 

initiate an investigation to review the extent of the Federal Reserve’s cooperation with SIGTARP 

during the course of the audit.  For example, in connection with the recent document productions 
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to this Committee, documents have come to light that were not provided to the SIGTARP audit 

team during the course of the audit.   FRBNY’s outside counsel has told SIGTARP that FRBNY 

will cooperate fully with SIGTARP’s investigation.   

With respect to these investigations, it is SIGTARP's policy not to comment publicly on 

non-public, ongoing criminal or civil investigations, and thus we cannot comment further at this 

time, other than to note that these assertions do not at this time constitute a factual finding by 

SIGTARP.  At the conclusion of the investigations, however, we anticipate that the details of our 

findings will be reported to Congress, as appropriate, either through formal court filings or in the 

form of Investigative Reports. 

 

Chairman Towns, Ranking Member Issa and Members of the Committee, I want to thank 

you again for this opportunity to appear before you, and I would be pleased to respond to any 

questions that you may have.   
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Good morning, Chairman Towns, Ranking Member Issa, and other members of 

the Committee.  Thank you for inviting me to testify today.  As the General Counsel of 

the Federal Reserve Bank of New York, I welcome the opportunity to talk about the 

Federal Reserve’s work to stabilize AIG, and more specifically the Federal Reserve’s 

restructuring of certain problematic AIG contracts in November of 2008, at a critical 

point in what is aptly characterized as the worst financial crisis since the Great 

Depression.  I will also speak about the role played by the Federal Reserve Bank of New 

York (the “New York Fed”) in securities disclosures made by AIG over the following 

months.  The actions of the New York Fed and the Board of Governors of the Federal 

Reserve System (the “Board of Governors”) in stabilizing AIG were undertaken to avoid 

the potentially catastrophic consequences that would have resulted from an AIG 

bankruptcy. 

Stabilizing AIG 
 

I.  Background 
 

As is now well known, AIG’s liquidity crisis emerged at nearly the same time that 

the securities firm Lehman Brothers collapsed, one week after the GSEs Fannie Mae and 

Freddie Mac were placed in conservatorship, and amidst ongoing acute stress in U.S. and 

global financial markets.  It was against this backdrop, and in recognition of the financial 

stability threat posed by the abrupt and disorderly failure of an even larger and more 

complex firm than the one that had failed a day earlier, that the Board of Governors, with 

the full support of the Treasury Department, decided to intervene to prevent the 

bankruptcy of AIG on September 16, 2008. 
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AIG was a $1 trillion company when it alerted the Treasury and the Federal 

Reserve that it was encountering severe liquidity problems.  It remains one of the largest 

insurance and financial services companies in the world.  AIG conducts insurance and 

finance operations in more than 140 countries and has more than 76 million individual 

and corporate customers globally.  In the United States, AIG has approximately 30 

million customers, including commercial, institutional and individual customers.  It is 

also a major provider of protection to municipalities, pension funds, and other public and 

private entities through guaranteed investment contracts and products that protect 

participants in 401(k) retirement plans. 

In terms of net premiums underwritten, AIG is both the largest life and health 

insurer, and the second largest property and casualty insurer in the United States.  It has 

written more than 81 million life insurance policies worldwide, with a face value of $1.9 

trillion.  The company insures approximately 180,000 small businesses, non-profit 

organizations, and other corporate entities.  Estimates are that close to one-third of the 

United States population, or 106 million people, are employed by entities that are 

protected by insurance coverage issued by AIG.  AIG is the largest issuer of fixed 

annuities in the United States.  It is also one of the largest providers of retirement services 

to non-profit healthcare groups, schools and universities.  More than six million people 

hold retirement plans or accounts with AIG. 

AIG had also been a major participant in derivatives markets through its Financial 

Products business unit (“AIG FP”), an unregulated subsidiary.  AIG FP had engaged in 

financial transactions with a broad range of customers, which include many major 
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national and international financial institutions, as well as U.S. pension plans, stable 

value funds, and municipalities. 

An AIG bankruptcy under the economic conditions existing in the fall of 2008 

would have had catastrophic consequences for our financial system and our economy.  

Money market mutual funds to which so many Americans entrust their savings were 

major holders of the roughly $20 billion of commercial paper issued by AIG.  Losses to 

these funds would have had potentially devastating effects on confidence and would have 

accelerated the run on financial institutions of all kinds.  By way of comparison, money 

market mutual funds and other investors held approximately $5 billion of commercial 

paper issued by Lehman Brothers.  Lehman’s collapse triggered a run on money market 

funds after the Reserve Primary Fund “broke the buck” due to losses on Lehman 

commercial paper.   

Global commercial banks and investment banks would have suffered losses on 

loans and lines of credit to AIG and on derivatives contracts and other transactions with 

AIG FP.  This could have led to the outright collapse of the financial system.  At a 

minimum, it would have caused even greater constraints on the availability of credit to 

homeowners and businesses. 

In the event of an AIG failure, many of AIG’s insurance subsidiaries likely would 

have been seized by their state and foreign regulators, leaving U.S. policyholders facing 

considerable uncertainty about their rights and claims.  State and local government 

entities that had lent in excess of $10 billion to AIG would have been exposed to losses in 

an already difficult and deteriorating municipal budget environment. 
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AIG also had approximately $38 billion of what are called stable value wrap 

contracts.  These contracts allow trustees and investment managers of defined 

contribution plans to manage the asset-liability mismatch arising from withdrawals.  

Workers whose 401(k) plans had purchased these contracts from AIG to insure against 

the risk that their stable value funds would decline in value could have seen that 

insurance disappear in the event of an AIG bankruptcy.  Pension plans would have been 

forced to write down their assets from book to market value, resulting in significant 

losses in participants’ portfolios. 

Ultimately, AIG, the world’s largest insurance company, received extraordinary 

assistance because of the impact its failure would have had all across America.  As 

Federal Reserve Vice Chairman Donald Kohn has testified, “because of the dependence 

of modern economies on the flow of credit, serious financial instability imposes 

disproportionately large costs on the broader economy.  The rationale for public 

investment in the financial industry is not, therefore, any special regard for managers, 

workers, or investors in that industry over others, but rather the need to prevent a further 

deterioration in financial conditions that would destroy jobs and incomes in all industries 

and regions.” 

II. AIG Credit Facilities 

On September 16, 2008 the Board of Governors authorized the New York Fed to 

lend up to $85 billion to AIG through a secured revolving credit facility (“Fed Facility”).  

The Fed Facility was (and remains) secured by a pledge of a substantial portion of AIG’s 

assets, including ownership interests in the company’s domestic and foreign insurance 

subsidiaries.  As additional compensation for this Facility, AIG issued, to a trust for the 
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benefit of the Treasury, preferred stock convertible into approximately 78 percent of 

AIG’s outstanding common stock. 

The policy decision to authorize a loan to AIG was a difficult one, because 

addressing the systemic crisis facing the United States required the Federal Reserve to 

assist a private company at the center of the risks that led to the crisis.  Nonetheless, the 

potentially far-reaching consequences of an AIG bankruptcy compelled policymakers to 

take affirmative action.  The failure of AIG in the fall of 2008 would have imposed 

significant financial losses on many individuals, households and businesses, shattered 

confidence in already fragile financial markets, and greatly increased fear and uncertainty 

about the viability of our financial institutions.  Last month, Chairman Bernanke 

observed that the Federal Reserve did not lend support to AIG for the Fed’s own benefit, 

“because it obviously has hurt the Federal Reserve in the public’s view.  We did it 

because we felt that there was no other way to avoid what [many] have called the risk of 

a catastrophic collapse of the financial system.” 

The initial emergency $85 billion Fed Facility was successful in stabilizing AIG 

in the short term, but the company’s financial condition and capital structure remained 

vulnerable to further deterioration in market conditions.  AIG’s pressing liquidity needs 

were resulting in rapid and sizeable draws on the Fed Facility, prompting concern that 

AIG’s needs might well exceed the facility’s capacity.  The prospect of further 

downgrades of AIG’s credit rating by rating agencies intensified the liquidity concerns 

AIG faced, because such downgrades would have immediately triggered billions of 

dollars of additional liquidity demands related to AIG FP’s business.  Absent further 

government action, a ratings downgrade was all but inevitable. 
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In early October of 2008, the Board of Governors approved an additional secured 

credit facility that permitted the New York Fed to lend AIG up to $37.8 billion in order to 

address liquidity needs related to the securities lending program of certain AIG domestic 

insurance subsidiaries.  Additionally, toward the end of October 2008, four AIG affiliates 

began participating in the Federal Reserve’s Commercial Paper Funding Facility 

(“CPFF”) on the same terms and conditions as other participants. 

Notwithstanding AIG’s access to these additional Federal Reserve credit facilities, 

AIG continued to face serious liquidity pressures.  Some of these pressures arose out of 

AIG’s losses on residential mortgage backed securities (“RMBS”) it had invested in as 

part of its securities lending program.  In November 2008, the Board of Governors 

authorized the New York Fed to take a second step to alleviate these pressures by funding 

Maiden Lane II, which purchased RMBS at market value and allowed AIG to unwind its 

securities lending transactions.  With this transaction, the original $37.8 billion facility to 

fund AIG’s repayment of its securities lending transactions was fully repaid and 

terminated. 

A substantial additional cause of AIG’s liquidity pressure was its exposure to 

credit default swaps, or CDSs, one of many derivative products AIG FP offered.  A CDS 

is essentially an unregulated insurance policy that protects the holder of a security from 

default.  AIG FP, the CDS seller, agreed to protect its counterparties, the CDS buyers, 

from losses incurred on certain securities owned by the counterparties.  In return, the 

counterparties paid AIG FP periodic premiums. 

Under the terms of these particular CDS contracts, counterparties had the right to 

require AIG FP to post cash collateral as a result of adverse events relating either to the 
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underlying securities, which in this case were multi-sector collateralized debt obligations 

(“CDOs”), or to AIG’s credit condition, such as a ratings downgrade.  The posted 

collateral secured each counterparty in the event AIG FP was not able to perform on the 

contract as contemplated.  AIG FP’s performance on these contracts was also guaranteed 

by its parent, AIG, making it impossible to isolate AIG FP’s problems from AIG or its 

insurance subsidiaries.  As AIG’s financial condition deteriorated in 2008, and as the 

CDOs declined in value as the nation fell deeper into crisis, AIG FP was forced to post 

more and more collateral to the counterparties, a cash outflow that in turn caused AIG’s 

liquidity and credit condition to deteriorate further.  It was a vicious cycle. 

As explained in the report by the Office of the Special Inspector General for the 

Troubled Asset Relief Program, or SIGTARP, entitled “Factors Affecting Efforts to 

Limit Payments to AIG Counterparties” (SIGTARP-10-003), the Federal Reserve 

considered a number of options in an effort to address the liquidity drain created by 

AIG’s CDS exposure.  One critical constraint applied to any option chosen: it had to be 

arranged by the earnings announcement on November 10th, when AIG was facing an 

imminent credit ratings downgrade in connection with its announcement of a $25 billion 

loss for the third quarter. 

The first proposed option would have allowed the counterparties to keep their 

multi-sector CDOs and the protection provided by the credit default swaps.  The 

counterparties would have agreed to forego additional collateral calls in exchange for a 

New York Fed guarantee of AIG’s performance under the credit default swaps.  Under 

this proposal, the New York Fed would not own the underlying CDOs, but the New York 

Fed – through the guarantee – would eliminate the downside risk to the counterparties of 
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a further decline in the CDOs’ market value.  Not only did this structure have 

unappealing economics – taxpayer funds would have been exposed to the downside risk 

with no opportunity to participate in the upside – it also was not viable because the 

Federal Reserve lacked legal authority to issue the proposed guarantee under this 

structure. 

The second proposed option would have involved persuading AIG’s 

counterparties to take back some of the risk relating to the CDOs from AIG by canceling 

their credit default swaps and selling the underlying CDOs to an SPV.  The SPV would 

be funded by the counterparties, the New York Fed, and AIG, with the counterparties’ 

interests subordinated to those of the New York Fed.  The New York Fed was concerned 

that the counterparties would not be motivated to cancel the swaps if they were left with 

un-hedged CDO risk associated with their part of the financing.  This option was also 

deemed impractical because the complex negotiations required for each counterparty 

could not be completed quickly enough to satisfy AIG’s liquidity needs, i.e., before 

November 10th. 

The third option became Maiden Lane III. 

III. Maiden Lane III 

In the months leading up to early November 2008, AIG had been actively 

engaged in efforts to negotiate tear-ups of its CDS contracts with its counterparties.  AIG 

was completely unsuccessful.  The need for the tear-ups was real; AIG was effectively 

hemorrhaging cash.  Throughout October, while the New York Fed worked to identify 

various restructuring options, AIG continued to negotiate with its counterparties.  The 

New York Fed ultimately agreed to participate in these counterparty negotiations, 
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extremely mindful of the exigency of obtaining final agreement with at least the eight 

largest counterparties by Monday, November 10th, when earnings were to be released by 

AIG. 

The earnings release would show a third quarter loss of approximately $25 

billion.  The ratings agencies had advised AIG that, absent a parallel announcement of 

solutions to its liquidity problems, a ratings downgrade was certain following the 

earnings announcement.  With that further downgrade, additional collateral calls, and 

possibly terminations, would be triggered.  As of November 6, 2008, AIG had drawn 

down approximately $61 billion of the $85 billion Fed Facility, leaving $24 billion of 

liquidity for operations and further collateral calls.  Continuing to borrow from the Fed 

Facility, however, was not a solution to AIG’s problems.  First, additional borrowing 

from the Federal Reserve would significantly add to AIG’s overall debt burden, which 

was a very negative factor in the eyes of the rating agencies.  Second, it was doubtful that 

the remaining $24 billion in the line of credit would cover the anticipated collateral calls 

under the CDS contracts and AIG’s other liquidity needs. 

In the limited time available, agreement had to be obtained from at least the eight 

largest counterparties, who together represented the bulk of AIG’s CDS exposure.  A 

ratings downgrade on November 10th would have created a possibly fatal downward 

spiral for AIG.  Unless the Federal Reserve was prepared to pump substantially more 

funds into AIG by increasing the $85 billion credit line, the only option would have been 

to reverse course and allow AIG to file for bankruptcy.  This abrupt reversal of course 

would not only have triggered all of the adverse consequences for the U.S. and global 

economies that prompted the initial intervention, it would also have undermined the 
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public’s trust in the U.S. government’s commitment to the broader range of extraordinary 

financial stability initiatives underway during that very fragile period.  With bankruptcy 

not an option, it was necessary to find a solution that stemmed the liquidity drain arising 

from the continuing collateral calls on the CDS contracts, stabilized AIG, and protected 

the taxpayer interests.  The Maiden Lane III transaction was that solution. 

In this context, the Board of Governors authorized the New York Fed to lend 

Maiden Lane III up to $30 billion, and to secure that loan with the multi-sector CDOs 

that were insured by the AIG CDS contracts.  Pursuant to this authorization, the New 

York Fed lent $24.3 billion to Maiden Lane III that it used, in combination with a $5 

billion equity investment from AIG, to purchase CDOs from 16 of AIG’s counterparties.  

At the time, the CDOs had a fair market value of about $29.6 billion and a par value of 

approximately $62 billion. In exchange for agreeing to terminate AIG’s CDS contracts 

and turning over the underlying CDOs to Maiden Lane III, the counterparties would also 

be allowed to retain approximately $35 billion in collateral previously posted by AIG.  

The result was that counterparties essentially received “par,” with Maiden Lane III 

obtaining the CDOs and AIG obtaining the tear-up of the CDSs. 

AIG’s $5 billion equity investment in Maiden Lane III was subordinated to the 

Fed’s $24.3 billion secured loan, and the Fed also obtained two-thirds of the upside in 

Maiden Lane III – securing both downside protection and upside participation for the 

U.S. taxpayer.  Moreover, because Maiden Lane III can hold the underlying CDOs to 

maturity, it is largely immune from trading prices and liquidity needs, and is therefore in 

a better position to maximize the value of the CDO portfolio. 
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The Federal Reserve executed a transaction that involved an asset purchase and 

the termination of AIG’s CDS contracts.  By terminating the CDS contracts, the Federal 

Reserve stopped the collateral calls and the resulting liquidity drain on AIG.  By stopping 

this liquidity drain, the Federal Reserve avoided AIG’s downgrade and downward spiral 

and the resulting threat to the U.S. economy. 

IV.  Negotiating Concessions from AIG’s Counterparties 

The Federal Reserve has been criticized by some for not using its regulatory 

power to force the counterparties to accept less money for the CDOs.  The critics 

overlook a number of key factors. 

First, there was little time, and substantial execution risk and attendant harm of 

not getting the deal done by the deadline of November 10th. As noted above, AIG had 

attempted for some time to negotiate tear-ups of its CDS contracts with its counterparties 

under terms more favorable than Maiden Lane III.  It did not succeed.  When the Federal 

Reserve reached out to AIG’s counterparties, we believed, based on AIG’s own 

experience, that our probability of success of getting them timely to agree to concessions 

was slim.  Even in a best-case scenario, we did not expect that the counterparties would 

offer anything more than a modest discount to par.  In our judgment, taking additional 

time to press further for a discount was not justified in light of the overwhelming risk and 

catastrophic consequences of failing to complete the transaction by November 10.  

Today, it might be tempting to suggest that a transaction that was in the best interests of 

the taxpayers could have been improved had the New York Fed pressed harder for 

concessions.  But it is much more likely that continuing to push the counterparties toward 

concessions would not have gotten us to final agreements on November 10th.  The 
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consequences to AIG and our economy of failing to reach an agreement made obtaining 

concessions a lower priority than executing the transactions. 

Second, the Federal Reserve had little or no bargaining power given the 

circumstances.  This restructuring negotiation was taking place in November of 2008, 

less than two months after the decision to rescue AIG from insolvency and the infusion of 

tens of billions of dollars.  The Federal Reserve had already acted to rescue AIG, and the 

counterparties fully expected that we would stand by that decision, especially because the 

economic situation had gotten worse, not better.  So, the typical threat in such 

negotiations – we will stand down and watch AIG file for bankruptcy – would have been 

an idle threat had we made it.  In addition, the counterparties were unwilling to offer 

concessions because their contractual rights were already well-protected.  The value of 

the CDOs they held, combined with the $35 billion of collateral they had previously 

obtained from AIG was, in most cases, equal to or in excess of par value.  Thus, if AIG 

defaulted, and even filed for bankruptcy protection, the counterparties would have kept 

both the collateral and the underlying CDOs (and would have been made whole if they 

had sold the CDOs for fair value). 

Finally, even if we had had bargaining power, the rating agencies, as discussed 

above, were closely examining AIG for signs that it would not be able to address its 

financial situation.  If they saw the Federal Reserve take any action that seemed to 

suggest a lack of full support, in particular a bankruptcy threat, it might well have led to 

an immediate downgrade and the irreversible destruction of AIG, with the attendant 

consequences on the financial stability of our economy. 
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Some have said that, in the absence of other bargaining power, the Federal 

Reserve should have used its regulatory power – threatening an adverse use of that 

power, or suggesting some kind of a benefit flowing from it – to make regulated 

counterparties give up or compromise their contractual rights.  We see that as an abuse of 

regulatory power.  The idea that the Federal Reserve would threaten a financial institution 

with supervisory action when no grounds for such action exist, or give a financial 

institution special treatment simply to gain an advantage in a commercial transaction is, 

in our view, an abuse of our authority.  Such conduct by the Federal Reserve might have 

generated bargaining power over the counterparties, but it is simply inconsistent with the 

rule of law. 

It also would have resulted in unfair treatment of supervised firms.  Institutions 

regulated by the Federal Reserve would have been required to make concessions, while 

those not subject to the Federal Reserve’s supervisory authority would not.  As a result, 

domestic banking organizations regulated by the Federal Reserve would have received 

less for their property than would foreign banks.  This would violate the principle of 

equality of treatment, a fundamental value of the Federal Reserve. 

By getting the eight largest counterparties and AIG to execute term sheets by 

November 10th, and another eight to do the same shortly thereafter, the Federal Reserve 

accomplished its overarching goal of avoiding the failure of AIG.  As a subsidiary 

objective, the taxpayers have a well-structured vehicle with downside protection and 

upside potential, which owns a securities portfolio worth billions more than the loan 

balance.  Moreover, it bears mention that more than $6 billion of the loan has already 

been repaid. 
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The situation faced by AIG and the Federal Reserve in the fall of 2008 with 

respect to the CDS contracts pointedly demonstrates the urgent need for adoption of new 

resolution procedures for systemically important nonbank financial firms.  Had such a 

tool been available at that time, it could have been used to put AIG into conservatorship 

or receivership.  Not only would this option have allowed AIG to be unwound in an 

orderly way, protecting policyholders, customers, and taxpayers, but it would have 

provided a clear and effective mechanism for imposing appropriate haircuts on creditors 

and counterparties. 

AIG’s Securities Disclosures 

On November 25, 2008, Maiden Lane III began purchasing the underlying CDOs 

from AIG FP’s counterparties.  Under SEC rules, because AIG had entered into a 

“Material Definitive Agreement,” it was required to file a Form 8-K with the SEC within 

four business days.  On November 24th, a lawyer for AIG sent a draft version of the 8-K 

to lawyers for the New York Fed to review, asking for their comments.  This made sense: 

Maiden Lane III was created, funded, and majority-owned by the New York Fed, and 

AIG wanted to ensure that its public filings would be accurate. 

It is commonplace for a publicly traded company to share draft securities filings 

with another company where the subject matter involves a material transaction affecting 

both companies.  Both the reporting company and the second company – whether the 

second company is publicly traded or not – want to ensure that the public filing is 

accurate.  What is described here is the kind of thing that routinely happens in major 

transactions. 
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Although AIG was consulting regularly with the New York Fed, it is important to 

note that AIG fully understood that it was wholly responsible for the content of its SEC 

filings.  Indeed, lawyers for both sides were very aware of their respective roles.  

Lawyers for the New York Fed, both at the Bank and through its outside law firm of 

Davis Polk & Wardwell LLP, made suggestions about content and timing.  AIG and its 

outside counsel at Sullivan & Cromwell LLP and Weil Gotshal & Manges LLP, accepted 

the edits that they felt improved the accuracy of the descriptions of the transactions, and 

declined those edits that they felt did not. 

The first 8-K was filed by AIG on December 2, 2008, after Maiden Lane III 

purchased the first group of CDOs.  On December 18 and 22, 2008, Maiden Lane III 

purchased a second group of CDOs.  Also, an agreement struck in November in 

conjunction with the original transaction, known as the Shortfall Agreement between 

Maiden Lane III and AIG FP, was amended as of December 18th.  These events required 

the filing of a second 8-K on December 24, 2008.  As with the initial public disclosure 

three weeks earlier, there were many e-mails among all the lawyers before the filing on 

the 24th.  Once again, the New York Fed lawyers had two goals: (1) to help AIG make 

this filing accurate and consistent with the first; and (2) to protect, where appropriate, the 

substantial taxpayer funds at stake in Maiden Lane III.  And once again, after receiving 

the New York Fed’s suggestions, AIG, aided by its two outside law firms, made the 

disclosures that they deemed to be legally required and otherwise appropriate. 

With that factual backdrop in place, I would now like to turn to the assertions that 

the New York Fed somehow pressured AIG into “covering up” parts of the transactions 
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in its securities disclosures.  There have been four separate allegations, and I would like 

to address each one in turn. 

I. Disclosure of Par Value Payments to CDS Counterparties 

First, let me address the assertion that the New York Fed pressured AIG to 

remove a line in the second 8-K filed on December 24th stating that “the AIG FP 

counterparties received 100 percent of the par value of the Multi-Sector CDOs sold.”  

The New York Fed believed that disclosure of the actual arithmetic showing that the 

counterparties received essentially par value was more accurate and would make the new 

8-K consistent with AIG’s prior 8-K announcing Maiden Lane III.  The draft 8-K listed 

the par value ($16 billion) as well as the amount paid to the counterparties ($6.7 billion), 

and the amount of collateral previously paid to the counterparties that AIG was 

surrendering ($9.2 billion).  Adding up the last two numbers (which total $15.9 billion) 

shows that the counterparties were receiving essentially par (which was listed as $16 

billion).  Because the sum tendered to the counterparties was slightly less than par, the 

proposed sentence about it being 100 percent of par value (and which was not in the prior 

8-K) was not completely accurate, and it was therefore suggested that it be removed. 

This was done to be accurate, not to cover up the fact that the counterparties were 

essentially receiving par.  The New York Fed lawyers were motivated by concern for 

accuracy and precision in the content of these Form 8-Ks.  In fact, the clearest evidence 

that there was no cover up was that it was widely understood in the market and reported 

in the press at the time that the counterparties were receiving very close to par value.  For 

example, an analyst report published by Credit Suisse on December 2, 2008 – the same 

day as the initial 8-K filing addressing the first settlements with the counterparties – 
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opens with the following sentence: “This evening AIG terminated $46.1b of its $71.6b of 

targeted multi-sector CDO exposure, at par.”  Similarly, a Fox-Pitt-Kelton report dated 

the next day, December 3, 2008, contains the following statement: “Along with 

surrendering $25.9 billion of collateral that had been previously posted by AIG with the 

counterparties, the purchase of the $46.1 billion of par value essentially made the 

counterparties whole.”  On November 12, 2008, a month earlier and shortly after the 

initial announcement of the Maiden Lane III facility, an article in The Wall Street Journal 

stated: “The banks that participate will be compensated for the securities’ full, or par, 

value in exchange for allowing AIG to unwind the credit default swaps it wrote.”  On 

December 25, 2008, the day after the second 8-K was filed, an article in The Washington 

Post further reported that, “The fund, called Maiden Lane III, paid about $6.7 billion to 

the investors for the securities in the latest purchases.  The counterparties were also able 

to keep more than $9 billion that AIG had posted in collateral, reimbursing them at face 

value for the assets.”  The fact that the disclosure included all of the actual numbers, and 

that analysts and the media understood them immediately, belie any assertions of a cover 

up. 

II. Disclosure of Transactions Involving Synthetic CDOs 

The second assertion relates to the New York Fed’s suggestion to delete that 

portion of AIG’s draft press release accompanying the December 24th 8-K that implied 

that the New York Fed would enter into additional transactions with AIG concerning the 

termination of a portfolio of CDS relating to synthetic CDOs.  This edit was proposed 

because there was in fact no commitment at the time for either the Federal Reserve or 

Maiden Lane III to acquire the synthetic CDOs that backed this portfolio of CDSs.  
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Indeed, neither the Federal Reserve nor Maiden Lane III has acquired any synthetic 

CDOs from any counterparty of AIG FP.  Thus, rather than seeking to conceal 

information, the New York Fed comment was made in an effort to help ensure the 

accuracy of the disclosures so as to avoid any suggestion that the New York Fed had 

made a commitment that was not made at the time (and in fact was never made).  The 

comment also ensured that there would be no incorrect expectation created in the public 

markets that such additional Federal Reserve assistance to AIG would be forthcoming. 

III. Disclosure of the CDS Counterparties 

Third, some have suggested that in November 2008, AIG had planned to disclose 

the identities of the CDS counterparties and that the New York Fed pressured or 

compelled AIG not to.  This is not true.  In December 2008, circumstances were very 

different than today.  Markets were much more fragile, and AIG was concerned at the 

time that its counterparties, and potentially other AIG customers, would stop doing 

business with AIG if they believed that the government would cause the disclosure of 

what is ordinarily confidential customer information, including, in some cases, customer 

identities.  If counterparties and customers began moving away from AIG, the company 

feared that it would be subject to a loss of business and possible additional downgrades 

from the rating agencies.  This would have had the effect of harming the taxpayers’ 

investment in AIG by reducing the public’s interest in doing business with AIG. 

For this reason, the New York Fed actively supported AIG’s application to the 

SEC to have the names of its counterparties remain confidential.  In March 2009, in 

response to requests by Congress that the identities of the CDS counterparties be made 

public, and after taking account of its decision to wind down the AIG FP derivatives 
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business, AIG changed its view and decided to reveal the counterparty names.  The 

Federal Reserve agreed with this decision.  Indeed, the counterparty names were 

disclosed nearly one year ago. 

IV. Disclosure of Information Identifying Specific CDOs in the Portfolio 

Finally, there have been allegations that the New York Fed inappropriately 

pressured AIG not to disclose certain commercially sensitive information, including 

CUSIPs and tranches, that would have identified the individual securities in the Maiden 

Lane III portfolio.  To be sure, the New York Fed actively supported the idea of keeping 

this information confidential, but once again, only to maximize the value of the Maiden 

Lane III portfolio for the benefit of the taxpayer. 

The portfolio of securities held by Maiden Lane III represents substantial value to 

the American taxpayer.  At the end of the third quarter of 2009, the fair market value of 

the securities was several billion dollars more than the outstanding balance on the loan.  

The New York Fed also owns two-thirds of any eventual upside.  The New York Fed’s 

investment staff, with the concurrence of its outside advisors, was (and is) strongly of the 

view that if information identifying these individual securities in the portfolio and the 

individual prices paid by Maiden Lane III were to become available to traders in such 

securities, those traders would be able to use that information to their advantage.  This, in 

turn, would undercut the ability of Maiden Lane III to sell those assets for their highest 

value, to the detriment of taxpayers.  Furthermore, as AIG stated in its application to the 

SEC for confidential treatment, this data does not provide any additional information that 

would be material to investors in AIG.  After lengthy and detailed dialogue, on May 22, 

2009, the SEC concluded that this commercially sensitive information need not be 
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disclosed.  To be clear, it is only this sensitive security-by-security information that has 

received confidential treatment and has not been included in AIG’s 8-K filings. 

The Federal Reserve System shares this committee’s goals of transparency and 

accountability.  That is why the Federal Reserve provides weekly public reports on the 

aggregate performance of the Maiden Lane III assets – information that is highly relevant 

to taxpayers’ evaluation of the success of this program, but that does not undercut the 

ultimate taxpayer recovery that is such an important objective.  Also, on a monthly basis, 

the Federal Reserve publishes a transparency report called “Credit and Liquidity 

Programs and the Balance Sheet” that provides still more information and analysis 

regarding Maiden Lane III and the Federal Reserve’s other lending programs.  This 

represents a middle ground where our performance as stewards of taxpayer funds can be 

analyzed and evaluated, but without potentially compromising the taxpayers’ prospective 

return on their investment. 

Thank you again for giving me the opportunity to appear before you today.  I look 

forward to answering your questions. 
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United States House of Representatives 
Committee on Oversight and Government Reform 

 
“Factors Affecting Efforts to Limit Payments to AIG Counterparties” 

Prepared Testimony of Stephen Friedman 
January 27, 2010 

 
Mr. Chairman, Ranking Member Issa, and Members of the Committee,  
 
I am here today because of my great respect for Congress and the essential role that it 
plays in the United States Government.  It was my recent privilege to serve my country in 
the Executive Branch as Assistant to the President for Economic Policy and Director of 
the National Economic Council from 2002 to 2004, and as Chairman of the President’s 
Foreign Intelligence Advisory Board from 2006 to 2009, and I developed a renewed 
appreciation of our Constitutional system of checks and balances.   
 
Despite my recognition of the importance of the Committee’s inquiry, I cannot provide 
the Committee with any insight into the principal subject of today’s hearing—the 
transaction that paid AIG’s credit default swap counterparties at par.  
 
The questions raised about these transactions reflect understandable confusion about the 
role that a Reserve Bank’s Chairman and Board of Directors play in a Reserve Bank’s 
operations.  Consistent with the structure created by the Federal Reserve Act, the Board 
of Directors of the New York Federal Reserve Bank has no role in the regulation, 
supervision, or oversight of banks, bank holding companies, or other financial 
institutions.  Such responsibilities are instead carried out by the officers of the New York 
Federal Reserve Bank acting at the direction of the Board of Governors of the Federal 
Reserve System here in Washington. 
 
A Reserve Bank’s Board of Directors in many respects is more akin to an “Advisory 
Board” than it is to the Board of Directors of a corporation.  Reserve Bank Directors 
“make recommendations on monetary policy,” including approving the recommended 
discount rate subject to Board of Governors approval, and are responsible for approving 
the Bank’s budget, reviewing the Bank’s internal controls and policies and procedures, 
and overseeing personnel matters, including assisting in the selection of the Bank 
President and other senior Bank officers.  But the Board of Directors of a Reserve Bank 
has no authority over, and is walled-off from, regulatory and supervisory policies and 
actions involving banks, bank holding companies, and other financial institutions. 
 
Accordingly, as I explained to Committee staff, whether as Chairman of the New York 
Federal Reserve Board or otherwise, I was not involved in the initial decision to bail out 
AIG, the decision to repay the AIG counterparties at par, or the decision not to publicly 
disclose those counterparties’ names.  I did not ratify those decisions; and I do not know 
who made those decisions.   
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Not only was I not involved in the Reserve Bank’s decisions regarding the supervision 
and management of AIG, but my actual knowledge of those decisions is extraordinarily 
limited.  I did receive summary briefings from senior Reserve Bank officers regarding 
both the initial September 16, 2008 rescue of AIG and the November 10, 2008 
transaction to repay AIG’s counterparties at par, although in both instances the briefing 
occurred after the transactions already had been negotiated.  In the case of the 
November 10 transaction, I have been advised that on the evening of November 9, 2008, 
Charles Wait—the Chair of the Bank’s Audit Committee—and I received a telephonic 
summary briefing from Bank officials about the transaction.  At that point the deal had 
been signed up and was to be announced by the Board of Governors the next morning.  
As to the decision not to disclose the names of AIG’s counterparties, I do not recall 
receiving any briefings on that subject. 
 

* * * 
 
The Committee also has inquired about my purchases of Goldman Sachs stock on 
December 17, 2008 and January 22, 2009, subsequent to the decision to repay AIG’s 
counterparties at par on November 10, 2008. 
  
As is shown in the attached chronology, at the time of my purchases, it was widely 
known and reported – through various public statements by Goldman Sachs officials, in 
numerous contemporaneous newspaper articles, in multiple investment analysts’ reports, 
and in the November 10 Federal Reserve Board and AIG press releases making clear that 
AIG’s counterparties had been repaid in full – that Goldman Sachs was a counterparty to 
AIG and had been repaid at par on November 10.  Indeed, the December 17, 2008 
purchase occurred the day after Goldman Sachs’ quarterly earnings release and an 
earnings call statement by its CFO that its exposure to AIG “has been immaterial” and “is 
still immaterial.” 
 
Consistent with company policy to ensure that statutory “insiders” do not trade in 
Goldman Sachs securities while in possession of any undisclosed material information, I 
consulted with and received the approval of the Goldman Sachs General Counsel’s office 
prior to executing the December 17 and January 22 trades, as being within a “window” 
during which Goldman Sachs Directors were permitted to trade.  These purchases 
promptly were publicly disclosed in filings with the Securities and Exchange 
Commission. 
 
In addition, my purchases, in the words of the General Counsel of the New York Reserve 
Bank, “did not violate any Federal Reserve statute, rule or policy.”  When I was 
appointed in January 2008 to the New York Reserve Board of Directors as Chairman and 
as a Class C Director, the New York Reserve Bank and the Board of the Governors of the 
Federal Reserve System were aware that I was a Director of Goldman Sachs, that I held a 
significant amount of Goldman Sachs stock, and that I was scheduled annually to receive 
additional Goldman Sachs restricted stock by virtue of my service as a Goldman Sachs 
Director.  When Goldman Sachs became a bank holding company on September 21, 
2008, I became technically ineligible to serve as Class C Director because Class C 



 3

Directors cannot own bank holding company stock (Class A and Class B Directors can 
own bank holding company stock) and because Class C Directors cannot serve as officers 
or directors of banks (Class A Directors can serve as officers and directors of banks).  At 
that point, the Board of Governors either could request my resignation as a Class C 
Director, or, as subsequently occurred, could “waive” the eligibility requirements with 
respect to my ownership of Goldman Sachs stock and service on the Goldman Sachs 
Board. 
 
At the time of my selection and appointment as Reserve Board Chairman, I had been 
forewarned that I would be expected to spend considerable time leading the search for 
Mr. Geithner’s replacement as President of the New York Reserve Bank in the event he 
accepted another position.  I therefore was not surprised that, a month before the 
November 2008 election and at a time of great stress in the financial markets, the 
New York Reserve Bank requested such a waiver, following consultation with the Board 
of Governors staff.  I thereafter continued to serve as Board Chairman and a Director, 
with the understanding that I was permitted to do so by Federal Reserve policies and 
precedents until the expected waiver was granted. 
 
Immediately upon Mr. Geithner’s selection by President-elect Obama as Secretary of the 
Treasury-Designate on November 24, 2008, the New York Reserve Bank Board, under 
my leadership, commenced a thorough and expedited search process for his replacement, 
in close coordination with the Board of Governors, which concluded in late January 
2009.  In early December, I inquired about the status of the Bank’s waiver request, and, 
as has been publicly reported, I was informed by the General Counsel of the New York 
Reserve Bank that I should consider the eligibility requirements to be in abeyance while 
the request for a waiver was pending.  The waiver was issued on January 21, 2009, 
without any conditions upon my increasing my ownership of Goldman Sachs stock. 
 
I am advised that the Board of Governors three months ago published a new policy 
regarding the eligibility, qualifications, and rotation of Reserve Bank Directors, which 
expressly addresses the situation I faced and now provides a 60-day period for resolving 
(whether through waiver, divestiture, or resignation) a situation where a Director 
becomes ineligible to serve because of a change in the status of a financial institution.  I 
note that if this policy had been in place in September 2008, it would have abbreviated 
the delay that occurred in the processing of the Reserve Bank’s waiver request on my 
behalf.    
 
When I was appointed by the President of the United States as Director of the National 
Economic Council in 2002, I divested all of my ownership interests in individual 
companies and entities, including my Goldman Sachs holdings, to avoid any possibility 
of a potential conflict of interest.  I approached my appointment as Director and Board 
Chairman of the New York Federal Reserve Bank with the same public service mindset.  
By statutory design, the Reserve Bank Board is comprised of Members with intentionally 
diverse financial interests and affiliations that theoretically would present potential 
conflicts of interest, if the Board of Directors had any authority over or role in individual 
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supervisory matters – matters like the New York Reserve Bank’s rescue of AIG.  But the 
Board does not have such authority and it did not play such a role. 
 
I stand ready to answer any questions that the Committee may have. 
 
 
 
 
 
 
 
Attachment – Chronology of Selected Events and Disclosures 
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Attachment to the Prepared Testimony of Stephen Friedman 
January 27, 2010 
 

Jan. 1, 2008 Mr. Friedman appointed Chairman and “Class C Director” of New York Fed by the Board 
of Governors of the Federal Reserve; at the time of his appointment, the Board of 
Governors is made aware of Mr. Friedman’s financial interests in Goldman Sachs 
(including expected annual awards of restricted stock) and his position as Director of The 
Goldman Sachs Group. 

Sept. 16, 2008 The Federal Reserve Board (through the New York Fed) pledges $85 billion to AIG.  
FRB Press Release, 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, available at 
http://www.federalreserve.gov/newsevents/press/other/20080916a.htm.  

Sept. 16, 2008 In response to a question about Goldman Sachs’ exposure to AIG, Goldman Sachs CFO 
David A. Viniar tells investors:  “The way we do business with financial institutions is by 
having appropriate daily margin terms. … That is how we manage our risk.  In addition to 
the margin terms, we augment our risk management with appropriate hedging strategies. 
… [W]hatever the outcome at AIG, I would expect the direct impact of our credit 
exposure to both of them to be immaterial to our results.”  Goldman Sachs Q3 2008 
Earnings Call. 

Sept. 16, 2008 A Bank of America equity research report notes:  “While both LEH & AIG are large, 
important counterparties to GS, mgmt expects the direct impact of outcomes at both 
firms to be immaterial to results given hedging strategies and the firm’s commitment to 
avoiding large concentrated positions.”  Michael Hecht, The Goldman Sachs Group, Inc.: 
You Can Run But You Can’t Hide; No Immunity from Cyclical Challenges, Bank of 
America Equity Research (Sept. 16, 2008). 

Sept. 17, 2008 Sandler O’Neill & Partners reports that “A point of management emphasis was on the 
firm’s desire to avoid large concentrated exposures.  To this effect, management 
successfully mitigated its risk to LEH and AIG. While both important counterparties, 
conservative daily margin terms reduced the risk of doing business with these institutions 
as well as other counterparties. With that said, management expects that the direct 
impact of GS’s credit exposure to these firms will be ‘immaterial’ to results.”  Goldman 
Sachs Group, Inc.: 3Q08 Earnings Review, Sandler O’Neill & Partners, L.P. (Sept. 17, 
2008). 

Sept. 17, 2008 William Blair reports:  “Lehman Holdings (LEH $0.30) and AIG (AIG $3.75) are certainly 
both important counterparties to Goldman Sachs; although Goldman has worked hard to 
avoid large direct exposures to any single counterparty by managing margin terms and 
hedging strategies.  Management commented that Goldman Sachs’ ‘direct’ impact to the 
unwinding of both Lehman and AIG would not be material.  The Fed-led bailout of AIG 
certainly reduces any potential strain from any credit exposure to the company or 
exposure to others that may have outsized exposures to AIG.”  Mark Lane and Katherine 
McCauley, The Goldman Sachs Group, Inc.: Highlights of Fiscal Third-Quarter Results; 
No Surprises in The Face of Subdued Expectations in Very Challenging Environment, 
William Blair & Company, L.L.C. (Sept. 17, 2008). 

Sept. 21, 2008 Board of Governors of the Federal Reserve approves applications of The Goldman 
Sachs Group, Inc. and Goldman Sachs Bank USA Holdings LLC to convert to bank 
holding companies.  Goldman Sachs Press Release, Goldman Sachs To Become The 
Fourth Largest Bank Holding Company, Sept. 21, 2008, available at 
http://www2.goldmansachs.com/our-firm/press/press-releases/archived/2008/bank-
holding-co.html. 

Sept. 23, 2008 Berkshire Hathaway agrees to purchase $5 billion in Goldman’s preferred stock, and 
also received warrants to buy another $5 billion in Goldman’s common stock, exercisable 
for a five-year term.  Susanne Craig, Matthew Karnitschnig and Aaron Lucchetti, Buffett 
to Invest $5 Billion in Goldman, WALL STREET JOURNAL, Sept. 24, 2008. 
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Sept. 24, 2008 Goldman Sachs announces a public offering of $5 billion in common shares.  Goldman 
Sachs Press Release, Goldman Sachs Prices $5 Billion Public Offering of Common 
Equity, Sept. 24, 2008. 

Sept. 28, 2008 The NY Times reports that “Goldman Sachs was a member of A.I.G.’s derivatives club 
… It was a customer of A.I.G.’s credit insurance and also acted as an intermediary for 
trades between A.I.G. and its other clients.”  The article further reports that Goldman 
Sachs had $20 billion of transactions with AIG, and also includes statements from 
several Goldman Sachs executives that its exposure to AIG was “immaterial” because of 
hedges.  Gretchen Morgenson, Behind Insurer’s Crisis, Blind Eye to a Web of Risk, NY 
TIMES, Sept. 28, 2008. 

Sept. 28, 2008 Reuters reports that Goldman was AIG’s “largest trading partner” and had $20 billion of 
transactions with AIG, but disputes Goldman’s level of exposure.  Lucas van Praag, a 
Goldman Sachs spokesman, is quoted in the article, noting that: “we have said many 
times on the record that our exposure to AIG was, and is, not material … For the 
avoidance of doubt, our exposure to AIG is offset by collateral and hedges and is not 
material to Goldman Sachs in any way.”  Goldman Sachs faults NY Times story on AIG 
risk, REUTERS, Sept. 28, 2008. 

Sept. 29, 2008 Goldman Sachs completes its public offering, which is oversubscribed.  Total proceeds 
are $5.75 billion.  Goldman Sachs 2008 Fourth Quarter Earnings Report, available at 
http://www2.goldmansachs.com/our-firm/press/press-releases/archived/2008/pdfs/2008-
q4-earnings.pdf; See also Goldman Sachs raises $5b with public stock offering, AP, 
Sept. 25, 2008. 

Oct. 6, 2008 New York Fed (via letter from Timothy Geithner) seeks waiver of Fed rules against board 
members owning stock or being a director of bank holding companies; letter specifies 
that Mr. Friedman is a Director of and holds financial interests in The Goldman Sachs 
Group. 

Oct. 8, 2008 The Federal Reserve Board (through the New York Fed) pledges an additional $37.8 
billion to AIG.  FRB Press Release, Board authorizes Federal Reserve Bank of New York 
to borrow securities from certain regulated U.S. insurance subsidiaries of AIG, Oct 8, 
2008, available at 
http://www.federalreserve.gov/newsevents/press/other/20081008a.htm.  

Oct. 31, 2008 The Wall Street Journal reports that AIG has posted “about $50 billion in collateral to its 
trading partners” and that these payments “have continued to balloon after the bailout.”  
The story notes that “Goldman Sachs Group Inc., for instance, has pried from AIG $8 
billion to $9 billion, covering virtually all its exposure to AIG -- most of it before the U.S. 
stepped in.”     

The Journal reported further that Goldman had become concerned about exposure to 
AIG in 2007 and had hedged its exposure: 

AIG’s trading partners were worried. Goldman Sachs held swaps from AIG that 
insured about $20 billion of securities. In August 2007, Goldman demanded 
$1.5 billion in collateral, arguing that the assets backing the securities were 
falling in value. AIG argued that the demand was excessive, and the two firms 
eventually agreed that AIG would post $450 million to Goldman, this person 
says. 

Late last October, Goldman asked for even more collateral, $3 billion. Again, 
AIG disagreed, and it ultimately posted $1.5 billion. Goldman hedged its 
exposure by making a bearish bet on AIG, buying credit-default swaps on AIG’s 
own debt, according to one person knowledgeable about this move. 

Carrick Mollenkamp, Serena Ng, Liam Pleven and Randall Smith, Behind AIG’s Fall, 
Risk Models Failed to Pass Real-World Test, WALL STREET JOURNAL, Oct. 31, 2008 at A1. 
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Nov. 9, 2008 Mr. Friedman, as Board Chairman, together with the Audit Committee Chairman, 
receives a courtesy telephonic briefing from NY Fed officers the evening of November 9, 
after the transaction has been structured ,signed, and approved by the Board of 
Governors of the Federal Reserve System.  The transaction is scheduled to be 
announced the following morning. 

Nov. 10, 2008 The Federal Reserve Board and the Treasury announce the restructuring of AIG’s debt 
and the decision to repay AIG’s counterparties at par.  FRB Press Release, Federal 
Reserve Board and Treasury Department announce restructuring of financial support to 
AIG, Nov. 10, 2008, available at 
http://www.federalreserve.gov/newsevents/press/other/20081110a.htm.  

Nov. 10, 2008 AIG issues press release that RMBS counterparties would be “repaid in full.”   AIG Press 
Release, U.S. Treasury, Federal Reserve And AIG Establish Comprehensive Solution 
For AIG, Nov. 10, 2008, available at http://media.corporate-
ir.net/media_files/irol/76/76115/releases/111008.pdf.  

Nov. 12, 2008 Wall Street Journal reports: “The banks that have sought and received collateral from 
AIG include Goldman Sachs Group Inc., Merrill Lynch & Co., UBS AG, Deutsche Bank 
AG and others.”  It also notes that these banks “will be compensated for the securities’ 
full, or par, value in exchange for allowing AIG to unwind the credit-default swaps it 
wrote.”  Serena Ng and Liam Pleven, New AIG Rescue Is Bank Blessing – Buyers of 
Insurer’s Default Swaps Would Recover Most of Their Money, WALL STREET JOURNAL, 
Nov. 12, 2008 at C1. 

Nov. 14, 2008 ProPublica reports that “Under the government’s latest deal, the Fed has helped AIG pay 
its obligations to those counterparties. The identity of those banks remains officially 
under wraps, but the Wall Street Journal has named a number of them: Goldman Sachs, 
Merrill Lynch, UBS, Deutsche Bank, Barclays, Credit Agricole, Royal Bank of Scotland, 
CIBC and Bank of Montreal.”  The article reports that billions of dollars in collateral 
payments were made by AIG to Goldman Sachs dating back to 2007.  Paul Kiel, AIG’s 
Spiral Downward: A Timeline, PROPUBLICA, Nov. 14, 2008. 

NOV. 17, 2008 Reuters reports that of the 21 analysts covering Goldman Sachs, eight rated it a “buy” 
and only one analyst recommended selling the stock.  Anurag Kotoky, More analysts see 
bleak fourth quarter at Goldman, M. Stanley, REUTERS, NOV. 17, 2008. 

Nov. 20, 2008 Regularly Scheduled meeting of the Board of Directors of the NY Fed takes place.  The 
Board minutes do not reflect any discussion of the AIG transaction. 

Nov. 24, 2008 President-Elect Obama announces New York Fed President Timothy Geithner to be 
Treasury Secretary.  Press Release, Geithner, Summers among key economic team 
members announced today, Nov. 24, 2008 available at 
http://change.gov/newsroom/entry/geithner_summers_among_ 
key_economic_team_members_announced_today/. 

Nov. 25, 2008 Sterne Agee analyst Ada Lee gives Goldman Sachs a “buy” rating, saying the banks’ 
shares were undervalued.  Lee notes that Goldman’s current stock price “reflects an 
unrealistically high probability of failure in light of the fresh capital raised from deep 
pockets and government funding programs.”  Analyst rates Goldman, Morgan Stanley a 
‘buy,’ AP, Nov. 25, 2008. 

Early Dec. 2008 Mr. Friedman asks about the status of the waiver and he is informed by New York Fed 
general counsel Tom Baxter that Fed rules as a matter of practice should be considered 
in abeyance while waiver decision is pending. 

Dec. 10, 2008 Audit Committee of the NY Fed discusses the assets received from the bailout of AIG.  
Mr. Friedman did not attend the meeting. 
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Dec. 16, 2008 Goldman Sachs releases its 2008 Fourth Quarter Earnings Report, available at 
http://www2.goldmansachs.com/our-firm/press/press-releases/archived/2008/pdfs/2008-
q4-earnings.pdf.  The report includes detailed information about the Firm’s revenue, 
expenses, and capital. 

Dec. 16, 2008 During Goldman Sachs’ Q4 2008 Earnings Call, Meredith Whitney of Oppenheimer & 
Co. notes that Goldman Sachs’ “stated exposure to AIG has been immaterial,” but asked 
whether the Federal Reserve’s purchase of AIG securities had impacted Goldman 
Sachs’ exposure.  Goldman Sachs CFO David Viniar explained:  “Our exposure has 
been immaterial.  It is still immaterial.  So there’s been no change.” 

Dec. 16, 2008 Michael Wong, an equity analyst at Morningstar says:  “We believe that Goldman Sachs 
is currently undervalued.” Goldman Sachs’ Public Progress Report, PBS, Dec. 16, 2008. 

Dec. 17, 2008 Stephen Friedman purchases 37,300 shares of Goldman Sachs stock.  Mr. Friedman 
also receives an award of 3,906 shares by virtue of his position as a Goldman Sachs 
director.  The shares will convert to common stock following Mr. Friedman’s retirement 
from the Goldman Sachs board.  Stephen Friedman, Statement of Changes in Beneficial 
Ownership (Form 4) (Dec. 19, 2009). 

Jan. 21, 2009 Federal Reserve Board Vice Chairman Donald Kohn grants Mr. Friedman a 1-year 
waiver allowing him to own stock in and be a Director of The Goldman Sachs Group. 

Jan. 21, 2009 Mr. Friedman is reappointed Chairman and “Class C Director” of New York Fed by the 
Board of Governors of the Federal Reserve. 

Jan. 22, 2009 Stephen Friedman purchases 15,300 shares of Goldman Sachs stock.  Stephen 
Friedman, Statement of Changes in Beneficial Ownership (Form 4) (Jan. 26, 2009). 

Jan. 27, 2009 Barron’s reports Friedman’s stock purchases.  Teresa Rivas, Goldman Director Makes 
$1 Million Buy, BARRON’S, Jan. 27, 2009. 

Jan. 27, 2009 Public announcement made that Mr. Friedman is reappointed Chairman and “Class C 
Director” of New York Fed by the Board of Governors of the Federal Reserve. 

Jan. 29, 2009 Formal announcement made that William Dudley will replace Timothy Geithner as 
President of New York Fed. 

 
























	Background
	At the beginning of 2008, AIG was the world’s largest insurance company, with 116,000 employees, 74 million clients, operations in 130 countries, and more than $1 trillion in assets.  Moreover, it was the most profitable property and casualty insurance company in the world.  However, beginning in 1998, AIG’s Financial Products subsidiary (AIGFP) expanded beyond traditional insurance products, selling nearly $500 billion worth of credit default swaps.  These credit default swaps would be a major cause of AIG’s downfall.  
	What is a Credit Default Swap?
	A credit default swap (CDS) is an insurance-like contract that AIGFP sold to counterparty buyers such as financial institutions and other large investors.  Under a CDS, AIG would receive a series of payments from the counterparties in return for AIG agreeing to make a payment to the counterparties if a particular adverse credit event occurred with respect to an underlying security (for example, if the credit rating on a security was downgraded or the security went into default).  CDSs are often used to hedge against a loss in value of asset-backed securities, including mortgage-backed securities.  AIGFP sold CDSs that offered loss protection on assets such as multi-sector collateralized debt obligations (CDOs).  CDOs are financial instruments that entitle the buyer to some portion of cash flows from a portfolio of assets, which may include bundles of bonds, loans, mortgage-backed securities, or even other CDOs.  A multi-sector CDO is a CDO backed by a combination of corporate bonds, loans, mortgages, or asset-backed securities.
	Under the terms of AIG’s credit default swap contracts, the counterparties purchasing the CDSs paid AIG regular, insurance-like premiums and were entitled to require AIG to post collateral when certain adverse events occurred relating to the underlying CDOs, including a decline in the market value of the CDOs or a downgrading of the credit rating of the CDOs.  AIG’s credit default swap contracts also commonly provided that, in the event AIG’s credit rating was downgraded, AIG would be required to post cash collateral to insure payment.
	AIG’s Collapse
	Beginning in the summer of 2007 and continuing through 2008, AIG’s financial condition deteriorated, causing a decline in market confidence and triggering downgrades in AIG’s credit rating.  At the same time, the market value of the CDOs protected by AIGFP’s credit default swaps declined, caused in part by a dramatic rise in mortgage defaults.  As a result, AIG was required to post collateral under the terms of its CDSs.  By late August 2008, however, AIG did not have nearly enough liquidity to post the required collateral and was on the verge of defaulting on its obligations to its counterparties.
	AIG sought to raise capital from private sources, but it’s rapidly deteriorating financial condition, combined with severe problems at other major financial institutions and the ultimate failure of Lehman Brothers, were prohibitive.  On September 15, 2008, the day Lehman Brothers failed, the three largest credit rating agencies – Standard & Poor’s, Moody’s, and Fitch – downgraded AIG.  At this point, AIG could not continue to exist on its own.
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