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OVERSIGHT OF THE FEDERAL
GOVERNMENT’S INTERVENTION AT
AMERICAN INTERNATIONAL GROUP

Tuesday, March 24, 2009

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 2128,
Rayburn House Office Building, Hon. Barney Frank [chairman of
the committee] presiding.

Members present: Representatives Frank, Kanjorski, Waters,
Maloney, Velazquez, Watt, Ackerman, Sherman, Meeks, Moore of
Kansas, Capuano, Hinojosa, McCarthy of New York, Baca, Lynch,
Miller of North Carolina, Scott, Green, Cleaver, Ellison, Klein, Wil-
son, Donnelly, Foster, Carson, Speier, Childers, Minnick, Kilroy,
Driehaus, Kosmas, Grayson, Himes, Peters, Maffei; Bachus, Castle,
King, Royce, Lucas, Paul, Manzullo, Jones, Biggert, Capito, Hen-
sarling, Garrett, Barrett, Gerlach, Neugebauer, Price, McHenry,
Campbell, Putnam, Bachmann, Marchant, McCotter, McCarthy of
California, Posey, Jenkins, Lee, Paulsen, and Lance.

The CHAIRMAN. The hearing will come to order, and members
will be seated.

This is a very important public hearing. It will not be disrupted.
There will be no distractions. This is a chance for us to have a
thoughtful public discussion, both critical and negative and posi-
tive. And there will be no disruption. If behavior becomes disrup-
tive, I will ask the people who are causing the disruption to leave.
I hope that is understood.

I will say that my own view is that critical conversation ques-
tions, indeed whole sentences and even paragraphs, advance even
a negative view more than bumper stickers, no matter what sort
of 1bumper those stickers are worn on. And I will enforce those
rules.

We—I will just announce before we start with the time—have
two hearings this week. This hearing is a special hearing, an ad
hoc hearing, called as the second half of our conversation about the
question of bonuses paid to the AIG, but it is also open to questions
on other matters.

And, on Thursday, the Secretary of the Treasury will be here
again. So members will have a chance to question the Secretary
again on Thursday as part of the series we are having on the ques-
tion of regulatory reform—a process, I will remind members, that
really began in April of last year, when Secretary Paulson made a
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very sweeping proposal for an increased degree of regulatory au-
thority. And we have been in a conversation since then, and we will
be continuing that.

Today’s hearing deals with AIG. And I, in particular, want to em-
phasize the importance of looking both backwards and forwards. As
we look back at what happened with AIG, the context should be
clear. And, as I have said, I know there are people in the society,
with whom I disagree scientifically, who believe in a theory that
says the world was created some 4,000-plus years ago. That is not
an issue today, but I do think it is important to remember that the
world was not created on January 20, 2009, and there is an histor-
ical context. The historical context goes back at least as far as the
Bear Stearns issue. And I think we need to set the stage.

Bear Stearns was failing, and the Secretary of the Treasury and
the Chairman of the Federal Reserve last year, Mr. Paulson and
Mr. Bernanke, together worked out an arrangement so that the
creditors of Bear Stearns—not Bear Stearns shareholders—but
that the creditors of Bear Stearns were compensated, for fear that
a failure to compensate them would have severe negative con-
sequences in the economy.

Then Lehman Brothers found itself in the same situation. And
when efforts to find another private party to step in failed, the
Bush Administration made the decision at the time, I think in part
in the context of criticism that had come from the intervention with
Bear Stearns’ creditors, to allow it to fail, so that Lehman Brothers
failed and none of the creditors of Lehman Brothers were aided.

I recently was visited by two Members of the House, our col-
league Ms. Speier, and our colleague Ms. Eshoo, because the county
they represent in California lost a lot of money when Lehman
Brothers went under. And we have others—we have many, many
other municipalities that are suffering from that.

But the decision was made not to intervene in Lehman Brothers.
And I think it was fueled in part by the view that there had been
too much intervention in Bear Stearns. People said, “Let’s have
free enterprise. Let’s let it work.” “Free enterprise” means the right
to fail with no safety net, so Lehman Brothers was allowed to fail
with no safety net.

A consensus formed, I believe, fairly soon after that, that allow-
ing Lehman Brothers to totally fail had severe negative economic
consequences. And that is the context which needs to be remem-
bered when we think about what was done by the Federal Reserve,
with the support of the Treasury, in 2008, with regard to AIG.

My own view is that the negative example of Lehman Brothers—
and that included a number of political criticisms—as well as a
view that it had a severe economic negative effect was, I believe,
behind the decision to intervene for AIG.

I will remind people the decision to intervene on behalf of AIG
was a decision the Federal Reserve took under its statutory author-
ity. Unlike the subsequent vote in the House to create the Troubled
Asset Relief Program, there was no congressional involvement, ex-
cept you might say it was congressional involvement when we sit
in a room and are told something and we say, “Wow.” That was the
congressional involvement with regard to that. We did raise some
questions, but we were being informed.
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I cite that because the going-forward part—people talk about the
bonuses, but the going-forward part is this: I believe we have two
very important negative examples before us of how not to proceed.
One was the Lehman Brothers example, where they were allowed
to totally fail and there was no help to any of the creditors. The
other is the AIG example, where there was help for all of the credi-
tors. Neither one is what we should be doing going forward.

The problem is—and I would contrast what we saw with Lehman
and with AIG with what we saw with Wachovia, IndyMac, WaMu,
and Countrywide. Banks also failed in 2008. And that was not a
happy occasion in every case, although those of us who will mourn
Countrywide are a very small number. But the fact is that we have
in place mechanisms involving a very well-run FDIC, with the co-
operation of other financial regulators, that contained the damage.
So when these banks failed, it was neither a Lehman Brothers
total negative on the economy or an AIG excessive intervention in
the minds of some on behalf of creditors.

Our job—and, again, this was first raised by Secretary Paulson
last year and Mr. Bernanke, and we are now at the point where
we will be addressing that—is that when nonbank major financial
institutions need to be put out of their misery, we need to give
somebody the authority to do what the FDIC can do with banks.
It is called “resolving authority.” But it is giving somebody—and it
is, as people should understand, a form of the bankruptcy power
given under the Constitution. It allows us to avoid the choice of all
or nothing—nothing, in the case of Lehman Brothers; all, in the
case of AIG—equally unacceptable alternatives, and our job is to
work together to try and find some other way.

The gentleman from Alabama is recognized for 5 minutes.

Mr. BAcHUS. Thank you, Mr. Chairman.

Mr. Chairman, I am going to distribute our time as follows: 3
minutes to the gentleman from New Jersey, Mr. Garrett; 3 minutes
to the gentleman from Texas, Mr. Hensarling; and 2 minutes to the
gentleman from Delaware, Mr. Castle.

The CHAIRMAN. The gentleman from New Jersey is recognized for
3 minutes.

Mr. GARRETT. I thank you, Mr. Chairman.

You know, today I look forward to hearing all the testimony, as
well as the answers to many questions that Americans have, I be-
lieve, for this panel. Indeed, like many of my colleagues, I have
questions to pose to our witnesses.

To Chairman Bernanke, I am interested in hearing more about
the Fed’s ongoing relationship with AIG’s leadership as they work
together in running and also dismantling this entity on behalf of
its largest shareholder, the American taxpayer.

I am also concerned, though, about the Fed’s transparency and
its independence in regards to publicly releasing details about
AIG’s counterparties. As the chairman knows, back in December,
I sent a letter asking for specific counterparties to AIG and who
would benefit from that if they went insolvent.

In a reply I received on March 4th, I was told that, “In keeping
with normal business practices, CDS contracts had not been made
publicly available because counterparties and AIG considers this
information to be commercially sensitive and nonpublic informa-
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tion,” endquote. Then, lo and behold, just less than 2 weeks later,
this information was released, and we found out just who those
counterparties were, some being foreign banks.

So, since it is my understanding that AIG doesn’t do anything
without the approval of the Fed these days, why, then, did the Fed
basically do an about-face on its policy of disclosing AIG counter-
parties? Was it, in part, due to bowing to pressure from the Admin-
istration in what many would say are politically difficult times?
And do you feel that there is pressure in performing these regu-
latory functions and that those pressures undermine your inde-
pendence in performing your monetary functions?

But probably more important than that whole issue is, why
didn’t the Fed insist on negotiating with foreign and also domestic
counterparties for a more reasonable resolution to these contracts
instead of paying dollar-for-dollar, especially when we learned after
the fact that many of these counterparties had themselves hedged
their bets or hedged their exposures with AIG anyway?

Next, I would also like to revisit Chairman Bernanke’s assertion
the AIG problems originated, as he said, with unregulated portions
of its holding company. But, you know, we heard testimony last
week from OTS Acting Director Polakoff that seems to contradict
this assertion. Mr. Polakoff explained that OTS was actively regu-
lating that division and was aware of AIG’s CDS dealings and that
they did raise concerns with AIG back in 2005.

From Secretary Geithner, many members of this committee, as
well as the American people, would like a straight answer on the
handling of the AIG bonus fiasco. The Secretary has been referred
to as, “the original architect” of the AIG bailout. There have also
been some questions as to the extent of the Treasury Department’s
involvement in altering provisions in the so-called stimulus pack-
age, ensuring that the bonuses would, in fact, be honored. More-
over, we are told he was informed about the bonuses at least a
week-and-a-half before they were paid out. We also know the Sec-
retary had specific conversations with AIG’s CEO, Mr. Liddy, about
it just a few days before.

So, as Secretary Treasurer and a representative of the United
States and the people, which is the largest shareholder, again, at
AIG, I would like to hear from the Secretary his recollection of that
conversation with Mr. Liddy, and the letter as well, and would like
to know if he raised these issues with the President before the bo-
nuses were paid and did the President sign off on them?

The CHAIRMAN. The gentleman from Texas for 3 minutes.

Mr. HENSARLING. Thank you, Mr. Chairman.

And thank you, Mr. Secretary, and thank you, Chairman
Bernanke, for joining us today.

Bonuses paid out by profitable companies to outstanding employ-
ees make sense. Taxpayer-funded bonuses paid out by failing com-

anies who owe taxpayers money makes no sense. The close to
5200 million in bonuses paid out to AIG’s employees was merely
last week’s TARP outrage of the week. The outrage, however, pales
in comparison to the outrage that taxpayers have now seen in 4
different bailouts and have pumped $173 billion into a failed com-
pany with no apparent end in sight.
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It pales in comparison to the outrage that taxpayer money is
being used to make counterparties whole, many of which are for-
eign financial institutions. They assumed a risk that the school
teacher in Mesquite, Texas, who is now helping make those
counterparties whole, did not take.

It also pales in comparison to the outrage that we have seen no
convincing plan of sustainability, profitability, or taxpayer
recoupment that has been presented to us, this committee, or the
Congress, much less the American people.

And finally, it pales in comparison to the outrage that we should
have that the Democrat leadership in Congress and the Obama Ad-
ministration either knew about these bonuses or should have
known about these bonuses and could have stopped them.

After we learned a provision in the so-called stimulus legisla-
tion—which, as a practical matter, the Republicans were not per-
mitted to read—ensured that these bonuses would be paid out, we
witnessed the spectacle of Speaker Pelosi pointing a finger at Sen-
ator Dodd, Senator Dodd pointing a finger at Secretary Geithner,
and Secretary Geithner and the Treasury staff seemingly pointing
a finger at Senator Dodd. In a town where few are loathe to brag
about legislation they authored, this bonus-enabling provision ap-
pears to be one of a kind, in that it is an apparent orphan.

The House went to great lengths to cover up this embarrass-
ment, passing what many believe to be an unconstitutional tax to
punish action with which Congress did not agree. We could have
simply required AIG to pay back 100 percent of the bonuses before
they receive another bailout, which we all know is coming. But the
majority insisted on setting the dangerous precedent of punishing
people after the fact who engaged in conduct with which they did
not agree.

Secretary Geithner, I hope this legislation has not jeopardized
your efforts to attract the private portion of your public-private in-
vestment partnerships.

There is something else that is needed, Mr. Secretary. The public
needs a straight answer: What did the Obama Administration
know, and when did they know it? For your plan to succeed, it
needs confidence. And for there to be confidence restored, there
must be openness, accountability, and honesty.

As one of my colleagues told me last evening, if you like the way
the government has been running AIG, you are going to love social-
ized health care.

The CHAIRMAN. The gentleman from Pennsylvania is recognized
for 3 minutes.

Mr. KANJORSKI. Good morning, Mr. Chairman.

Thank you for working with me to schedule this important hear-
ing to hear directly and publicly from those Federal entities now
responsible for overseeing American International Group, or AIG.
As I said last week, the Treasury Department and the Federal Re-
servei have much to explain not only to us, but also to the American
people.

Since last fall when it received governmental assistance for the
first time, I have maintained an active, ongoing, and strong inter-
est in AIG. Early on, I wrote to the Federal Reserve to inquire
about its oversight of AIG. I have contacted them regularly since
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then. After AIG’s TARP investment, I also contacted the Treasury
Department about these matters.

Taxpayers now own 80 percent of AIG. Today, I therefore hope
that we can learn more about how Federal officials are protecting
the taxpayers’ interest in AIG. I also want to learn more about the
plan, the people, and the resources dedicated to AIG oversight.

Additionally, because the Federal Reserve was the first to inter-
vene in AIG, I would greatly appreciate an explanation from them
on how and why they made the decision to get involved. Further,
I want to know the plan to recover the loans from AIG so that tax-
payers can be paid back in full with interest, as quickly as possible.

During the last week, the American people have rightly ex-
pressed outrage about the sizable retention bonuses given to work-
ers at the very unit that caused AIG to seek Federal aid. If Federal
officials had exercised effective, proactive oversight at the company,
we could have prevented this problem. Going forward, I would like
the Federal Reserve and Treasury to be more active and trans-
parent in their oversight of AIG.

That said, Mr. Chairman, we are in the midst of an economic cri-
sis. As a result, the Treasury Department and the Federal Reserve
have assumed an extraordinary amount of responsibility, and they
have worked to develop and implement a broad array of innovative
programs. As such, they may lack the resources and attention
needed to properly oversee all aspects of AIG.

During the WorldCom bankruptcy, however, the Securities and
Exchange Commission and WorldCom agreed to a private, cor-
porate monitor to oversee compensation at WorldCom. I would wel-
come the views of our witnesses about whether the Congress
should consider a similar appointment with respect to AIG now.

Moreover, I want us to focus our deliberations today on whether
powers exist in the Federal Government to unwind AIG in an or-
derly manner, if necessary. If not, I would like to learn about the
powers the government needs to disband and dissolve nondeposi-
tory Federal institutions.

In sum, Mr. Chairman, I look forward to hearing from our wit-
nesses about these important matters, and I yield back the balance
of my time.

The CHAIRMAN. The gentleman from Delaware for 2 minutes.

Mr. CASTLE. Thank you, Mr. Chairman.

We talk about transparency a lot, and I just don’t see the trans-
parency here. And I still have a lot of questions about all this,
some of which relate to the Secretary, and some of which relate to
the Federal Reserve.

But we know, Mr. Secretary, that you were very involved in the
AIG business back in the fall of 2008. In fact, when you were head
of the New York Fed, that is where the first tranche, the first loan
came from. And we don’t know what you knew at that point, but,
according to a spokesman for the Federal Reserve, the Federal Re-
serve, the Treasury, and the New York attorney general knew
about the AIG bonuses in the fall of 2008. I would assume, with
that knowledge, you would have known it all the way up until you
eventually, apparently, told the President.

Then we have the whole business with Senator Dodd and the
language change. I don’t know who was in the room or who got
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that language changed in the stimulus program, but the new lan-
guage was the prohibition required under clause (i), “should not be
construed to prohibit any bonus payment required to be paid pur-
suant to a written employment contract executed on or before Feb-
ruary 11, 2009.” To me, that is a place where it could have been
stopped. And I don’t know who was in that room when that was
done or who drafted that language. Senator Dodd, I think, origi-
nally said he did it, and then he pointed the finger at others, not
at you necessarily, but at others, and that is a matter of some con-
cern.

Also, I have seen and read anecdotally, at least, that the Federal
Reserve shared with Treasury all the discussions they had since
you left, Mr. Secretary, and went on to the position of being the
nominee and then the Secretary of the Treasury, which would raise
a concern of when were you reminded about these bonuses.

And we raise all these questions because, could something have
been done before we passed legislation that probably nobody really
wanted to vote for last week that may be leading to the fact that
these bonuses are now being repaid? But the bottom line is maybe
there wasn’t transparency, maybe it could have been prevented,
and I hope we can get some of those questions answered today.

I yield back.

The CHAIRMAN. We will now begin with the testimony of the Sec-
retary of the Treasury, please.

STATEMENT OF THE HONORABLE TIMOTHY F. GEITHNER,
SECRETARY, U.S DEPARTMENT OF THE TREASURY

Secretary GEITHNER. Thank you, Mr. Chairman. Good morning,
Ranking Member Bachus, and members of the committee. It is a
privilege to be in this room again, testifying before you. We are de-
bating important, consequential issues for the country. I welcome
the attention you are bringing to it. I am going to try to answer
as many of your questions as I can in my oral statement, but I am
sure we will need to go over many of these things in more detail.

I am very pleased to be here with Chairman Bernanke and Presi-
dent Bill Dudley of the New York Fed.

AIG highlights very broad failures of our financial system. Our
regulatory system was not equipped to prevent the buildup of dan-
gerous levels of risk. Compensation practice rewarded short-term
profits over long-term financial stability, overwhelming the checks
and balances in the system.

We came into this crisis as a country—and this is a tragic
thing—we came into this crisis without the authority and the tools
necessary to contain the damage to the American economy posed
by the very severe pressures working through the financial system.

Now, I share the anger and frustration of the American people,
not just about the compensation practices at AIG and in other
parts of our system, but that our financial system permitted a scale
of risk-taking that has caused grave damage to the lives of so many
Americans. The companies insured by AIG in the United States
alone employ one in three Americans. AIG directly guarantees over
$30 billion of 401(k) and pension plan investments and is the lead-
ing provider of retirement services for teachers and education insti-
tutions.
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In September, at a time of unprecedented financial market
stress, losses on derivatives contracts entered into by AIG’s Finan-
cial Products group forced the entire company to the brink of fail-
ure. The Department of the Treasury, the Federal Reserve, and the
Federal Reserve Bank of New York acted to prevent the collapse
of AIG.

That action was based on a judgment, a collective judgment, that
AIG’s failure would have caused catastrophic damage—damage in
the form of sharply lower equity prices and pension values, higher
interest rates, and a broader loss of confidence in the world’s major
financial institutions. This would have intensified an already-deep-
ening global recession, and we did not have the ability to contain
that damage through other means. And we did not have the au-
thority to unwind AIG.

For these reasons, with extreme reluctance, on September 16th,
the Federal Reserve Board authorized an $85 billion revolving
credit facility to provide liquidity and avoid default. As a condition
of that loan, 79.9 percent of the shares of the company were placed
in a trust run by appointees of the Federal Reserve Bank of New
York. The government installed a new management team and
began the process of restructuring AIG’s board. And the new man-
agement team committed to return AIG to its core insurance busi-
ness by winding down its derivatives trading operation and selling
non-core businesses.

This loan, of course, was only the first step in a series of efforts
to stabilize the company and provide the funding and liquidity nec-
essary to execute that restructuring plan. Following that initial ac-
tion in September, the Federal Reserve Bank of New York initiated
a broad review, using outside experts, of the full range of executive
compensation plans that exist across this large company.

In November, as part of the government’s infusion of capital, the
Treasury Department imposed the executive compensation condi-
tions and standards that were required under the Emergency Eco-
nomic Stabilization Act.

Earlier this month, in March, when in response to further losses
on the company’s portfolio we committed additional resources
alongside the Fed, we made that assistance subject to forthcoming
conditions on executive compensation that were based on both the
President’s proposals of February 4th and the provisions adopted
in the American Reinvestment and Recovery Act.

Now, on March 10th, I received a full briefing from my staff on
the details and extent of AIG FP’s pending retention payments, in-
cluding information on the details of payments to individual execu-
tives. I found those payments, as have so many, deeply troubling.
And after consulting with colleagues at the Fed and exploring our
legal options, I called Ed Liddy, the CEO of this company, and
asked him to seek to renegotiate these payments.

He explained that the contracts for the retention payments were
legally binding and pointed out the risk that, by breaching the con-
tract, some employees might have a claim under Connecticut law
to double payment of the contracted amounts. He committed, how-
ever, to renegotiate and reduce future payments totaling hundreds
of millions of dollars, and that process is now underway.
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In addition, Treasury is working with the Department of Justice
to determine what legal avenues may be available to recoup reten-
tion bonuses that have already been paid out and have not been
voluntarily repaid. Treasury will also impose on AIG a contractual
commitment to pay the Treasury from the operations of the com-
pany the amount of retention awards not recouped. And, finally,
Treasury will deduct from the $30 billion in recently committed
capital assistance an amount equal to those payments.

Now, this issue of executive compensation extends beyond AIG
and requires substantial reform of the incentives and compensation
throughout the financial sector. As we move forward, we need to
ensure that taxpayer resources do not reward failure but are used
to get our financial system back to the business of providing credit
on reasonable terms to American businesses and families.

I know that much of the public anger has fallen on Mr. Liddy,
but this is not fair. Mr. Liddy did not create this mess; he did not
seek this job. He agreed, in response to a request by the Govern-
ment of the United States, to work to restructure the company and
help us get back the assistance provided by the taxpayer. And in
taking on what I think is the most challenging job in the American
financial system today, he inherited an enormous range of prob-
lems, including these retention contracts that are the understand-
able source of public outrage.

AIG has thousands of employees who are working now, every
day, to unwind the very business that got us into this situation and
return AIG to the business of insurance. They are working hard to
reduce the company’s risks and exposures, and it is important that
we support them in this effort to wind down AIG in an orderly way
that protects the American taxpayer.

Now, in addition to the problems with executive compensation,
this financial crisis has revealed very problematic gaps in the regu-
latory structure of governing our financial markets. The lack of an
appropriate regulatory regime and resolution authority for large
nonbank financial institutions contributed to this crisis and will
continue to constrain our capacity to address future crises. I will
testify before this committee on Thursday and discuss in that con-
text a broad set of regulatory reform proposals, particularly those
related to mitigating systemic risk, to creating a more stable finan-
cial system.

The CHAIRMAN. Mr. Geithner, will you stop for a moment,
please?

Will you please act your age back there and stop playing with
that sign? If you have no greater powers of concentration, then you
can leave the room. We are trying to have a serious discussion,
which will include, as you understand, a lot of criticism. We really
need people to grow up.

Secretary GEITHNER. Thank you, Mr. Chairman.

As we have seen with AIG, distress at large, complex financial
institutions can pose risks as dangerous as those that led the
United States to establish a full framework of tools for dealing with
banks. We need to extend those protections and authorities to cover
the risks posed by our more diverse and complicated financial sys-
tem today. And we are proposing legislation to provide those tools,
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and look forward to working with this committee and the Congress
to pass such legislation as quickly as possible.

The proposed resolution authority would allow the government to
provide financial assistance to make loans to an institution, to pur-
chase its obligations or assets, to assume or guarantee its liabil-
ities, and to purchase an equity interest. The U.S. Government, as
conservator or receiver, would have additional powers to sell or
transfer the assets or liabilities of the institution in question, to re-
negotiate or repudiate the institutions’ contracts, and to prevent
certain financial contracts with the institution from being termi-
nated on account of conservatorship or receivership.

This proposed legislation would fill a significant void in the cur-
rent financial services regulatory structure in respect to these
large, complex institutions. And implementation would be modeled
on the resolution authority that the FDIC has under current law
with respect to banks.

This an extraordinary time for our country, and your government
has been forced to take extraordinary measures. We will do what
is necessary to stabilize our financial system and, with the help of
the Congress, develop the tools we need to make our economy more
resilient and our financial system more stable and more just. We
need to work together to create an environment where it is safe to
save and invest and where all Americans can trust the rules gov-
erning their financial decisions.

Thank you, Mr. Chairman.

[The prepared statement of Secretary Geithner can be found on
page 83 of the appendix.]

The CHAIRMAN. Mr. Bernanke?

STATEMENT OF THE HONORABLE BEN S. BERNANKE, CHAIR-
MAN, BOARD OF GOVERNORS OF THE FEDERAL RESERVE
SYSTEM

Mr. BERNANKE. Thank you, Chairman Frank, Ranking Member
Bachus, and other members of the committee. I appreciate having
this opportunity to discuss the Federal Reserve’s involvement with
AlG.

In my testimony, I will describe why supporting AIG was a dif-
ficult but necessary step to protect our economy and stabilize our
financial system. I will also discuss issues related to compensation
and note two matters raised by this experience that merit congres-
sional attention.

We at the Federal Reserve, working closely with the Treasury,
made our decision to lend to AIG on September 16th of last year.
It was an extraordinary time. Global financial markets were expe-
riencing unprecedented strains and a worldwide loss of confidence.
Fannie Mae and Freddie Mac had been placed into conservatorship
only 2 weeks earlier, and Lehman Brothers had filed for bank-
ruptcy the day before. We were very concerned about a number of
other major firms that were under intense stress.

AIG’s financial condition had been deteriorating for some time,
caused by actual and expected losses on subprime mortgage-backed
securities and on credit default swaps that AIG’s Financial Prod-
ucts unit, AIG FP, had written on mortgage-related securities. As
confidence in the firm declined and with efforts to find a private-
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sector solution unsuccessful, AIG faced severe liquidity pressures
that threatened to force it imminently into bankruptcy.

The Federal Reserve and the Treasury agreed that AIG’s failure
under the conditions then prevailing—

The CHAIRMAN. Please, with all—no, you understood, you had
the sign up. The next one to hold a sign—it is distracting to people.
I understand that there are some people for whom rational discus-
sion is not an appropriate means of expressing themselves. You are
entitled to do that in general but not in a way that interrupts those
of us who are trying to have rational discussions. So the next one
who holds a sign will be ejected. I do not know how you think you
advance any cause to which you might be attached by this kind of
silliness.

Mr. Bernanke, please proceed.

Mr. BERNANKE. Thank you, Mr. Chairman.

The Federal Reserve and the Treasury agreed that AIG’s failure
under the conditions then prevailing would have posed unaccept-
able risks for the global financial system and for our economy.
Some of AIG’s insurance subsidiaries, which are among the largest
in the United States and in the world, would have likely been put
into rehabilitation by their regulators, leaving policyholders facing
considerable uncertainty about the status of their claims.

State and local government entities that had lent more than $10
billion to AIG would have suffered losses. Workers whose 401(k)
plans had purchased $40 billion of insurance from AIG against the
risk that their stable value funds would decline in value would
have seen that insurance disappear. Global banks and investment
banks would have suffered losses on loans and lines of credit to
AIG and on derivatives with AIG FP. The banks’ combined expo-
sure exceeded $50 billion. Money market mutual funds and others
that held AIG’s roughly $20 billion of commercial paper would also
have taken losses. In addition, AIG’s insurance subsidiaries have
substantial derivatives exposure to AIG FP that could have weak-
ened them in the event of the parent company’s failure.

Moreover, as the Lehman case clearly demonstrates, focusing on
the direct effects of a default on AIG’s counterparties understates
the risk to the financial system as a whole. Once begun, a financial
crisis can spread unpredictably. For example, Lehman’s default on
its commercial paper caused a prominent money market mutual
fund to break the buck and suspend withdrawals, which in turn ig-
nited a general run on prime money market mutual funds, with re-
sulting severe stresses in the commercial paper market. As I men-
tioned, AIG had about $20 billion in commercial paper outstanding,
so its failure would have exacerbated the problems of the money
market mutual funds.

Another worrisome possibility was that uncertainties about the
safety of insurance products could have led to a run on the broader
insurance industry by policyholders and creditors. Moreover, it was
well-known in the market that many major financial institutions
had large exposures to AIG. Its failure would likely have led finan-
cial market participants to pull back even more from commercial
and investment banks, and those institutions perceived as weaker
would have faced escalating pressure.
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Recall that these events took place before the passage of the
Emergency Economic Stabilization Act, which provided the funds
that the Treasury used to help stem a global banking panic in Oc-
tober. Subsequently, it is unlikely that the failure of additional
major firms could have been prevented in the wake of a failure of
AIG. At best, the consequences of AIG’s failure would have been a
significant intensification of an already severe financial crisis and
a further worsening of global economic conditions. Conceivably, its
failure could have resulted in a 1930’s-style global financial and
economic meltdown, with catastrophic implications for production,
income, and jobs.

The decision by the Federal Reserve on September 16, 2008, with
the full support of the Treasury, to lend up to $85 billion to AIG
should be viewed with this background in mind. At that time, no
Federal entity could provide capital to stabilize AIG, and no Fed-
Zr% or State entity outside of a bankruptcy court could wind down

1G.

Unfortunately, Federal bankruptcy laws do not sufficiently pro-
tect the public’s strong interest in ensuring the orderly resolution
of nondepository financial institutions when a failure could pose
substantial systemic risks, which is why I have called on the Con-
gress to develop new emergency resolution procedures. However,
the Federal Reserve did have the authority to lend on a fully se-
cured basis consistent with our emergency lending authority pro-
vided by the Congress and our responsibility as the Central Bank
to maintain financial stability.

We took as collateral for our loan AIG’s pledge of a substantial
portion of its assets, including its ownership interest in its domes-
tic and foreign insurance subsidiaries. This decision bought time
for subsequent actions by the Congress, the Treasury, the FDIC,
and the Federal Reserve that have avoided further failures of sys-
temically important institutions and have supported improvements
in key credit markets.

Having lent AIG money to avert the risk of a global financial
meltdown, we found ourselves in the uncomfortable situation of
overseeing both the preservation of its value and its dismantling—
a role quite different from our usual activities. We have devoted
considerable resources to this effort and have engaged outside advi-
sors. Using our rights as creditor, we have worked with AIG’s new
management team to begin the difficult process of winding down
AIG FP and to oversee the company’s restructuring and divestiture
strategy. Progress is being made on both fronts.

However, financial turmoil and a worsening economy since Sep-
tember have contributed to large losses at the company, and the
Federal Reserve has found it necessary to restructure and extend
our support. In addition, under its Troubled Asset Relief Program,
the Treasury injected capital into AIG in both November and
March.

Throughout this difficult period, our goals have remained un-
changed: to protect our economy and preserve financial stability;
and to position AIG to repay the Federal Reserve and return the
Treasury’s investment as quickly as possible.

In our role as creditor, we have made clear to AIG’s manage-
ment, beginning last fall, our deep concern surrounding compensa-
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tion issues at AIG. We believe it is in the taxpayers’ interest for
AIG to retain qualified staff to maintain the value of the busi-
nesses that must be sold to repay the government’s assistance. But,
at the same time, the company must scrupulously avoid any exces-
sive and unwarranted compensation. We have pressed AIG to en-
sure that all compensation decisions are covered by robust cor-
porate governance, including internal review, review by the com-
pensation committee at the board of directors, and consultations
with outside experts.

Operating under this framework, AIG has voluntarily limited the
salary, bonuses, and other types of compensation for 2008 and 2009
of the CEO and other senior managers. Moreover, executive com-
pensation must comply with the most stringent set of rules promul-
gated by the Treasury for TARP fund recipients. The New York at-
X)r(r}ley general has also imposed restrictions on compensation at

1G.

Many of you have raised specific issues with regard to the payout
of retention bonuses to employees at AIG FP. My reaction upon be-
coming aware of these specific payments was that, notwithstanding
the business purposes that might be served by this action, it was
highly inappropriate to pay substantial bonuses to employees of a
division that had been the primary source of AIG’s collapse.

I asked that the AIG FP payments be stopped but was informed
that they were mandated by contracts agreed to before the govern-
ment’s intervention. I then asked that suit be filed to prevent the
payments. Legal staff counseled against this action on the grounds
that Connecticut law provides for substantial punitive damages if
the suit would fail. Legal action could thus have the perverse effect
of doubling or tripling the financial benefits to the AIG FP employ-
ees. I was also informed that the company had been instructed to
pursue all available alternatives and that the Reserve Bank had
conveyed the strong displeasure of the Federal Reserve with the re-
tention payment arrangement.

I strongly supported President Dudley’s conveying that concern
and directing the company to redouble its efforts to renegotiate all
plans that could result in excessive bonus payments. I have also di-
rected staff to work with the Treasury and the Administration in
their review of whether the FP bonus and retention payments can
be reclaimed. Moreover, the Federal Reserve and the Treasury will
work closely together to monitor and address similar situations in
the future.

To conclude, I would note that AIG offers two clear lessons for
the upcoming discussion in the Congress and elsewhere on regu-
latory reform:

First, AIG highlights the urgent need for new resolution proce-
dures for systemically important, nonbank financial firms. If a Fed-
eral agency would have had such tools on September 16th, they
could have been used to put AIG into conservatorship or receiver-
ship, unwind it slowly, protect policyholders, and impose haircuts
on creditors and counterparties as appropriate. That outcome
would have been far preferable to the situation we find ourselves
in now.

Second, the AIG situation highlights the need for strong, effec-
tive, consolidated supervision of all systemically important firms.
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AIG built up its concentrated exposure to the subprime mortgage
market largely out of the sight of its functional regulators. More ef-
fective supervision might have identified and blocked the extraor-
dinarily reckless risk-taking at AIG FP.

These two changes could measurably reduce the likelihood of fu-
ture episodes of systemic risk like the one we faced at AIG.

Thank you, Mr. Chairman.

[The prepared statement of Chairman Bernanke can be found on
page 70 of the appendix.]

The CHAIRMAN. Thank you.

Mr. Bernanke, let me go back again. The context is important,
and I do want to be clear. There was some reference earlier to
TARP—excuse me.

Oh, I am sorry. Mr. Dudley hasn’t given his statement yet. I
didn’t realize—I hadn’t looked at the agenda, and I didn’t know Mr.
Dudley was going to give a statement.

Go ahead, Mr. Dudley.

STATEMENT OF WILLIAM C. DUDLEY, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, FEDERAL RESERVE BANK OF NEW
YORK

Mr. DUDLEY. Good morning, Chairman Frank, Ranking Member
Bachus, and other members of the committee. Thank you for giving
me the opportunity to appear before you today. I appreciate having
this opportunity to discuss the Federal Reserve Bank of New York’s
involvement with AIG.

At the outset, it is important to note that before the New York
Fed became involved with AIG as a lender on September 16, 2008,
the Federal Reserve lacked any kind of authority to oversee AIG.
The lack of effective, consolidated supervision over AIG was a crit-
ical contributing factor to the debacle that occurred at the com-
pany.

The Federal Reserve made its decision to lend based on a judg-
ment that a failure of AIG would cause dramatically negative con-
sequences for the financial system and the economy, consequences
worse than what occurred in the aftermath of the failure of Leh-
man Brothers. We stand by that judgment today.

In the case of Lehman, some of the most severe repercussions re-
lated to the difficulties in coordinating crossborder insolvency re-
gimes and in coordinating the insolvency regimes among different
types of institutions within the organization’s corporate structure.
In light of AIG’s unparalleled global footprint, operating in more
than 130 countries around the globe, the multiplicity of different
types of financial service entities within its structure—including in-
surance providers, foreign banks, consumer lending companies, and
over-the-counter derivatives affiliates—the factors that proved un-
manageable in the Lehman insolvency threatened to be much more
severe in AIG’s case.

The fact that no effective emergency resolution procedures exist
under U.S. law to reconcile these difficulties heightened the need
for quick, effective action by the Federal Reserve in consultation
with and supported by the U.S. Treasury.

From the outset, the New York Fed has been sharply focused on
addressing two overarching goals with respect to AIG: one, the sta-
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bilization of the company so that it no longer poses a disruptive

threat to our financial system and the economy; and two, obtaining

gﬂé repayment of government funds that had been extended to
1G.

In light of the exceptional size and scope of AIG’s operation, with
over 110,000 employees in more than 130 countries, spanning hun-
dreds of legal entities, it was clear from the beginning that the
New York Fed, which has never been engaged in any regulatory
oversight of this company, was not in a position to exert day-to-day
management control over it.

Rather, the New York Fed’s actions have consistently been di-
rected at securing its objectives as lender. As any lender in our po-
sition would do, the New York Fed has put into place a loan agree-
ment that contains covenants designed to help ensure ultimate re-
payment of the loan. But these creditor rights do not create an
ability on our part to manage AIG. Responsibility for AIG’s day-to-
day affairs continues to rest with AIG’s chief executive officer, Ed-
ward Liddy, under the oversight of AIG’s board of directors.

Mr. Liddy, who has only become involved with AIG in a public-
spirited attempt to resolve its troubled affairs, has made strides in
dealing with AIG’s opaque corporate structure, lack of centralized
controls, and complex risk exposures, but much remains to be done.

In light of the inherent conflicts that would arise from either the
U.S. Government or the Federal Reserve exerting ownership con-
trol over the world’s largest insurer, the Federal Reserve, with sup-
port of the Treasury Department, directed in the loan agreement
that an approximately 77.9 percent equity interest in AIG would be
issued to an independent trust established for the sole benefit of
the U.S. Treasury.

The trust, which now holds that controlling equity interest, is
overseen by three independent trustees, who are of the highest in-
tegrity and who have considerable experience leading major compa-
nies. These trustees have a legally binding obligation to exercise all
their rights as majority owner of AIG in the best interest of the
U.S. taxpayer, with the proceeds of any ultimate sale of shares
going directly to the Treasury of the United States.

As has been widely noted, the activities of AIG’s Financial Prod-
ucts group were a principal cause of the losses that drove AIG to
the brink of bankruptcy in September 2008. Risks of substantial
magnitude, including derivative positions with a current total no-
tional value exceeding $1 trillion, still remain in force at FP, mean-
ing that not millions, but billions of taxpayer dollars are potentially
at stake today as the orderly wind-down of FP continues to
progress. The winding down of these risk positions at FP is a deli-
cate and complex matter with systemic implications for the U.S.
and global economy. Our oversight of this risk-reduction process re-
mains a top priority.

With respect to the retention awards owed to FP employees
under their preexisting contracts, we believe that Mr. Liddy
weighed a number of factors in deciding not to attempt to prevent
payment. These include: the likely negative effects of disruption in
staffing at FP in managing its multi-billion-dollar exposures; legal
advice that the contracts were valid, meaning that breaking them
would likely increase the amount of company funds ultimately paid
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to the cover employees; and the negative consequence to AIG’s
business that could result from public abrogation of these con-
tracts.

In conducting our oversight as lender, the New York Fed did not
see any reason to disagree with Mr. Liddy’s judgment from a risk
perspective. Equally important, we did not think it was legally per-
missible or within the proper role of the New York Fed to attempt
to substitute our judgment for that of Mr. Liddy’s in this cir-
cumstance, even though we found the payment of these retention
awards extremely distasteful.

The broad public disapproval of sizable retention payments being
directed towards the unit most responsible for last fall’s downfall
of AIG is understandable. Americans naturally feel outrage when
confronted with news of such payments to an entity that worsened
the financial crisis and that is dependent on taxpayer funds to stay
out of bankruptcy court, where these contracts would not have been
fully honored. Moreover, the payments occurred during a time
when so many Americans are struggling to find jobs, seeing their
wages reduced, or watching their retirement savings plummet as a
result of a crisis they had no hand in creating.

This feeling of outrage underscores the urgent need to reform the
system of compensation at our financial institutions in order to
more closely align the incentives of executives, owners, and tax-
payers. Congress saw fit to impose appropriate compensation re-
strictions on recipients of Troubled Assest Relief Program funding.
We think it is crucial for Congress and the U.S. Department of the
Treasury to continue to craft effective and sensible policies in this
area.

Although oversight of TARP-related compensation matters rests
with the Treasury Department, the New York Fed has played a
role since September in reviewing the adequacy of AIG’s corporate
governance procedures. This review has helped to identify long-
standing deficiencies with respect to compensation committee gov-
ernance, compensation benchmarking, and a lack of a centralized
control over compensation policy. We will continue to work with
our colleagues at Treasury and the independent trustees to ensure
that AIG’s management properly addresses these deficiencies.

The total package of assistance that the Federal Reserve and
Treasury Department have committed to AIG has established a
more durable capital structure for the company that gives AIG
greater time and flexibility to execute its assets disposition plans
to repay government funds. Notably, we have recently agreed in
principle to accept preferred interest in two of AIG’s large, foreign
life insurance subsidiaries, AIA and ALICO, in order to make re-
payment of our loan less dependent on forced divestitures into
what is now a depressed acquisition market. Although it will take
time, we still expect that the proceeds from asset sales should en-
able AIG to repay the New York Fed in full.

In all that we have done, we have been motivated by two goals:
one, to preserve the stability of the U.S. economy; and, two, to pro-
tect the U.S. taxpayer. The threat of a major systemic risk event
has been averted by honoring all of AIG’s contractual obligations
around the globe, from insurance policy obligations owed to individ-
uals, municipalities, and businesses across the United States, to
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the posting of collateral under credit default swap arrangements
with the full range of counterparties that has been recently dis-
closed. As unattractive as certain aspects of this treatment may be,
these negative aspects have followed unavoidably from the decision
to avert a systemically disruptive bankruptcy.

I look forward to your questions today and, in the longer term,
to working with you and your staffs on the broader public policy
questions, such as a formulation of a resolution regime for institu-
tions like AIG and consideration of the appropriate supervisory
structure for OTC derivatives that are posed by events at AIG.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Dudley can be found on page 77
of the appendix.]

The CHAIRMAN. As I was saying, I want to begin with Mr.
Bernanke, but first an announcement—stop the clock, please—that
is going to be very important. Restart the clock, please, when I am
through with this.

We have a lot of members here; it is a very important hearing.
I wish we didn’t have the 5-minute rule, and I wish we didn’t have
so many members, and I wish I could lose weight without dieting.
In the absence of the reality of any of those, the following will hap-
pen:

At the conclusion of each member’s 5 minutes, whomever is
speaking will be allowed to finish the sentence, and then that will
be it, and they will have to not have too many dependent clauses.
Members should understand that. If they want answers to ques-
tions, leave time for the answers. It simply isn’t fair to the more
junior members for us to abuse the 5-minute principle. So that will
happen. I will probably also gain weight, since we are talking about
what will happen.

Now I will begin with my 5 minutes.

Mr. Bernanke, again, I think it is important to remember—be-
cause I think an unfortunate partisan effort has slipped in here—
that this is a decision made by yourself, I presume in consultation
with the Secretary of the Treasury, last September, and it was not
one that required any congressional involvement. That came a cou-
ple of days later with the TARP.

When you made the decision to intervene, to deal with the credi-
tors of AIG, was that in consultation with Secretary of the Treas-
ury Paulson?

Mr. BERNANKE. It was in full consultation with the Secretary and
full agreement with the Secretary. And we both came in and in-
formed—obviously we did not get approval—but we did inform in
advance of this final decision a large number of Members of Con-
gress.

The CHAIRMAN. No, I remember, I was one of those. And I re-
member the Secretary and you were there, and he was fully in sup-
port of this. I do remember raising, myself, the question of why
there was no foreign participation, since one of the arguments that
we were given for the need for this was to maintain foreign con-
fidence. And I certainly don’t shrug that off. People who thought
we could take that for granted, I think, got a little bit of a start
from the Prime Minister of China on that subject. But it is impor-
tant that this was fully supported by the Secretary of the Treasury
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acting for the President. And when you came up and informed us,
that was clearly the case.

Let me now ask, on the question of compensation, Mr. Dudley,
you talked about the need to reform compensation. I assume you
were talking about reforms that go beyond recipients of capital
funds under the TARP, is that correct?

Mr. DUDLEY. That is correct. We have looked at the compensa-
tion governance arrangements at AIG, and we have put consider-
able pressure on the company to improve those corporate
governances.

The CHAIRMAN. Well, I understand. But are you talking about
outside of the context of people who receive funding?

Mr. DUDLEY. Pardon me?

The CHAIRMAN. When you talk about the need to improve com-
pensation, I thought you were talking about more than just AIG.

Mr. DUDLEY. No, this is with respect to AIG.

The CHAIRMAN. Just with AIG.

But, Mr. Bernanke, you talked about compensation in the broad-
er context. Would you elaborate?

Mr. BERNANKE. Yes, sir, I have. I do think it is very important
that compensation that links performance and reward appro-
priately and, in particular, does so in a way that does not
incentivize excessive risk-taking, that makes sure that we don’t get
short-term compensation for long-term outcomes, and that in gen-
eral is more consistent with both appropriate proportionality but
also with maintaining the appropriate incentives for safe and
sound behavior. And that was missing in AIG.

The CHAIRMAN. And you think that should be done across-the-
board with large financial institutions, whether or not they are re-
ceiving Federal monies.

Mr. BERNANKE. Yes, sir, I do. We have already undertaken that
through the supervisory process.

The CHAIRMAN. So you think that lessens the possibility that
people will get into trouble?

Mr. BERNANKE. It is an important issue for avoiding a future sys-
temic crisis.

The CHAIRMAN. Well, I appreciate that, because, in 2006 and
2007, I was involved with legislation. We had a hearing on it in
2006, when my Republican colleagues were in the Majority, and we
petitioned under the rules for a hearing. And then, in 2007, we
brought forward legislation dealing with executive compensation,
at that point more of a restraint on pay. And it became a very par-
tisan issue.

So I do want to say we are probably going to revisit this. We ran
into a great deal of opposition. And it is apparently something that
divides the parties. There is a considerable view, particularly on
the Republican side, that we should not intervene at all in the
questions of compensation, unless we are talking about people get-
ting Federal money. We all agree that is a different category.

I was pleased to hear you say what you said, because it does
seem to me that—and we are not talking now about the amount
of compensation, although you do mention proportionality, but the
incentive structure of the compensation; that compensation which
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incentivizes top decisionmakers to take risks unduly adds to the
risk in the system.

I solicited that comment because that is one of the things we will
be returning to. And there will be a debate this year in the Con-
gress, as part of our effort to diminish systemic risk, on whether
or not the structure, the incentive structure, of compensation be in-
cluded. As I said, the last time that came up, there was a partisan
debate. I hope there is a less partisan debate the next time.

Now, on the resolution authority, again, let me ask this directly,
Mr. Bernanke: If the resolution authority had existed on September
1, 2008, would AIG have been handled differently?

Mr. BERNANKE. Quite differently. It could have been taken into
receivership or conservatorship. This bonus issue would not have
arisen because all the contracts could have been adjusted by the
conservator. As necessary, we could have taken haircuts against
some of the counterparties without creating a default or disorderly
situation.

So it is very similar, as you pointed out, to the way the FDIC
would now handle an IndyMac, for example, and with some disrup-
tion obviously but not nearly the consequences of a failure, of a dis-
orderly failure of a large insurance company.

The CHAIRMAN. Thank you.

The gentleman from Alabama.

Mr. BAcHUS. Thank you.

Secretary Geithner, on September 14th, you and Secretary
Paulson met with AIG to discuss Lehman’s failure and their wors-
ening condition?

Secretary GEITHNER. We had a series of meetings in the days
preceding the action by the Fed on the 16th—

Mr. BACHUS. On the 16th, okay.

Secretary GEITHNER. —with AIG and a range of other financial
institutions. As the chairman said, you know, the world is going
through a—

Mr. BACHUS. Yes, I understand that. But you met with him. And,
as a result of those meetings, there was a government intervention
supervised and coordinated and led by the New York Fed. And you
were president of the New York Fed.

Secretary GEITHNER. I was president of the New York Fed.

Mr. BACHUS. On September 16th, the government became the
79.9 percent owner of AIG. Is that correct?

Secretary GEITHNER. That is correct.

Mr. BAcHUS. Then there was an $85 billion government guar-
antee that went to AIG, or funds. Is that correct?

Secretary GEITHNER. That is correct.

Mr. BacHUS. Then, on October the 8th, a good amount of that
money was paid to the counterparties. Is that correct?

Secretary GEITHNER. Well, again, the purpose of the intervention
was to prevent default by AIG, because our judgment was the con-
sequence of default would have been catastrophic to the American
economy.

Mr. BAcCHUS. Sure, I understand that.

Secretary GEITHNER. So AIG was able to, as a result of the inter-
vention, to meet a full range of its obligations as a large, complex
financial institution.
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Mr. BACHUS. Sure, I understand that. But what I am saying is
that you took over on September 16th, then on October the 8th,
began to pay the counterparties off.

Secretary GEITHNER. Well, again, throughout that period of
time—and this was critically important to the stability of the finan-
cial system—we wanted to make sure AIG was able to meet its
commitments.

Mr. BACHUS. I understand that. To pensioners, to retirees, to—

Secretary GEITHNER. Municipalities.

Mr. BACHUS. Municipalities.

Secretary GEITHNER. Banks.

Mr. BAcHUS. But what I am saying is, within about 2 weeks,
these payments—or 3 weeks—payments were made to the
counterparty. I am not—

Secretary GEITHNER. Well, I think probably within hours, tech-
nically, within minutes probably.

Mr. BAcHUS. All right, within hours.

There has been now a total somewhere over $50 billion worth of
these payments to counterparties. I am very interested in that. I
mean, these payments to counterparties, these were parties that
took a risk and entered into agreements with AIG, were they not?

Secretary GEITHNER. Absolutely.

Mr. BAcHUS. Okay. And these were credit default swaps, securi-
ties lending, things of that nature, which you can lose money on.

Secretary GEITHNER. Well, any insurance contract written by
AIG poses a risk to the person who bought that insurance contract.

Mr. BACHUS. Sure. And a credit default swap is sort of a—I guess
you could call it a form of insurance. But what I am saying is it
was an agreement between two parties. And AIG defaulted or was
on the verge of defaulting.

Secretary GEITHNER. Well, AIG was on the verge of default. So,
again, any of the contracts AIG had with millions of people who
bought insurance from it—

Mr. BAacHUS. Well, I understand those people and those contracts
with people, you know, retired teachers, etc. But now I am focusing
on the counterparties. They were paid 100 percent of everything
AIG owed them. Is that correct?

Secretary GEITHNER. I am not sure if technically that is right,
but, again, the purpose of the intervention was—

Mr. BAcHUS. No, I am not talking about the purpose of the inter-
vention. I am—

Secretary GEITHNER. So the result of the intervention was AIG
was able to meet its obligations under—

Mr. BAcHUS. But what I am saying, Mr. Secretary, is that AIG’s
counterparties were paid 100 cents on the dollar.

Secretary GEITHNER. The people who had contractual obligations
from AIG, from the person who bought an insurance protection
product or a basic insurance product, were paid—

Mr. BAcHUS. Well, we are not talking about insurance policies
here. I am talking about—

Secretary GEITHNER. No, but this is very important.

Mr. BAcHUS. I am talking about the foreign banks, Goldman
Sachs. They were paid 100 cents on the dollar, were they not?

Secretary GEITHNER. Again, that was the purpose and result of—
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Mr. BAacHUS. Well, I am not talking about whether—I am just
saying they were paid 100 percent of what they were owed.

Secretary GEITHNER. AIG was able to meet its commitments and
met its commitments.

Mr. BACHUS. At 100 percent.

Secretary GEITHNER. It fully met its obligation, yes.

Mr. BACHUS. Sure, fully met its obligation.

Well, my question to you—and I am not—was there any discus-
sion about a haircut, or 95 percent, taking 95 percent or 90 percent
as full payment?

Secretary GEITHNER. We explored, at that time, every possible
means to reduce the drain on their resources, including what you
referred to. But, again, because we have no legal mechanism in
place for dealing with this like we deal with the bank, we did not
have the ability to selectively impose losses on their counterparts.

Mr. CHAIRMAN. I am sorry. The gentleman has now exceeded 5
minutes. As I said before, the last person speaking during the 5
minutes will complete a sentence, and we will move on.

Mr. Geithner, do you want to complete the sentence?

Secretary GEITHNER. I have forgotten where I was in my sen-
tence, but—

The CHAIRMAN. Well, that is all right.

Then we will now go to Mr. Kanjorski. There are too many mem-
lloers here for those of us in the top row to abuse the 5-minute privi-
ege.

The gentleman from Pennsylvania.

Mr. KANJORSKI. Thank you very much, Mr. Chairman.

Mr. Geithner, it is interesting to note, just in the questioning of
the gentleman from Alabama, how we are not sure of what hap-
pened, when, and under what circumstances.

Have you understood yet that the American people’s reaction last
week to a large extent was due to the fact that they feel that they
are boxed out of knowing what is really going on in this economic
crisis, and they are not well-informed?

Secretary GEITHNER. Absolutely, Congressman. I think that the
American people are deeply frustrated and concerned and angry
and skeptical, frankly, that they understand what is happening
and whether taxpayers’ moneys are being used wisely to deal with
this. I completely understand it, and it is a completely reasonable
reaction to the damage caused by this crisis.

Mr. KANJORSKI. Do you feel that ultimately the Federal Reserve
and yourself will have to come up to Congress and ask for addi-
tional authority in a “rescue II” to replenish the capital of some of
these banks after we get rid of the asset problem, and whether or
not the activities of the last several weeks and this lack of informa-
tion as to what the problem is, and what the potential solutions
are, will cause grave question as to whether or not the Congress
will authorize further rescue money?

Secretary GEITHNER. Of course, I understand that. I think there
are—it is clear that we are going to need to ask them. We will ask
for broader authority to deal with future AIGs. That is in the inter-
est of the country. We will do that.

Now in the President’s budget, as you know, we have put in a
reserve fund against a contingency that to solve this crisis ade-
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quately, we may need to come back to the Congress and ask for ad-
ditional resources. We have not made that judgment yet, but I com-
pletely understand the scale of skepticism and the public opposition
to the provision of additional resources.

But our responsibility is to recommend to the Congress what is
necessary to help get the economy back on track, and if that re-
quires more resources, it will be our obligation to come to you and
make the case for that. But we recognize it is going to be extraor-
dinarily difficult, particularly in the wake of not just the last 2
weeks, but the last 9 months, frankly.

Mr. KANJORSKI. Well, that being the case, I assume that you rec-
ognize that there is not an awful lot of sympathy up here to nec-
essarily provide additional funds, not going on the merits of wheth-
er the funds are necessary. I, for one, am absolutely convinced that
for orderly process we need additional funding, and probably will,
as we did back in September and October, vote in favor of that
funding. But it is not going to be an easy lift on behalf of the Con-
gress.

In light of those facts, what are you designing or what are you
putting in place so that we could adequately inform the American
people as to what the real problems are and what the potential so-
lutions to those problems are so there are more partners in this act
that we are going through?

Secretary GEITHNER. That is a very important question. Thanks
for asking it.

Within the first weeks of taking office, we put in place a set of
clear commitments to put in the public domain the precise terms
of all the financial contracts that my predecessor entered into and
that we would enter in the future that would provide taxpayer as-
sistance to financial institutions under the Emergency Economic
Stabilization Act. Because of that commitment, the American peo-
ple will be able to see, as I said, the precise terms for the first time
of those commitments.

In addition, we are going to require extensive reporting by any
recipient of TARP assistance to go into how they are going to use
those resources, what it is going to do to their lending capacity, and
what is actually happening to lending. We have proposed very
strong conditions on compensation, on dividends, and a range of
other things.

But I completely agree that the American people deserve to see
much higher standards for transparency and accountability over
the use of these resources, and they are understandably skeptical
that they are going to see enough benefit from these resources, in
part because of the decisions you have seen made across the finan-
cial sector in the wake of Congress passing that exceptional author-
ity back in September.

Mr. KANJORSKI. Would you call this putting together rules of en-
gagement that in the future, as you move down this track, that you
are—the people you are dealing with, the companies you are bail-
ing out, and also the American people will know the rules of the
road?

Secretary GEITHNER. I think that is a very important thing. I
mean, it is very important that the American people understand we
are going to devote these resources to things that are going to get
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credit flowing again, get interest rates down, and improve the ac-
cess for businesses and consumers to credit. That is the central ob-
ligation and purpose of this authority.

And if you look at what we have done over the last several
weeks, you can see we have moved quickly to put in place very sub-
stantial measures to address the housing crisis. You are seeing the
actions of the Fed and the Treasury together bring down interest
rates, allow Americans to refinance and take advantage of lower in-
terest rates. You have seen us move to put in place very important
new programs to help support small business lending, to get lend-
ing flowing again across the financial system as a whole. Those are
very important things. But as part of that, we need better clarity
on the rules of the game going forward. I completely agree.

Mr. KANJORSKI. Thank you very much.

The CHAIRMAN. Mr. Garrett.

Mr. GARRETT. Thank you, Mr. Chairman.

Mr. Chairman, I appreciate your opening response to the chair-
man with regard to your first involvement with the bailout, saying
that it was in consultation with Treasury, but also, if I heard you
correctly, also in consultation but not with the approval of the
chairman of this committee as well; is that correct?

Mr. BERNANKE. Secretary Paulson and I informed a large group
of congressional leaders about the issue, and also the President,
prior to the final signing of the agreement.

Mr. GARRETT. Did the chairman or anyone else ask the question
at that time whether or not bonuses or pay or anything else should
be considered at that point in time?

Mr. BERNANKE. I don’t recall any discussion of bonus or pay.

Mr. GARRETT. Thank you.

Mr. Geithner, I really do appreciate sincerely your opening com-
ment—one of your comments with regard to Mr. Liddy and saying
that some of the comments about him were over the top, and some
of the vitriolic comments coming out of this committee, as well,
were certainly over the top. I appreciate very much the fact that
we are not going to get people like him to come in under cir-
cumstances like this. And I also appreciate the fact that, with all
due respect, you are having a difficult time in the Treasury as far
as filling all the spots that you need.

I think it is difficult, with that sort of action going on in Con-
gress, for you to be able to do that. And I think it is also difficult
for all of you to get your job done in light of what was done in Con-
gress last week imposing impediments, if you will, in the legisla-
tion that we passed as far as accomplishing what you need to ac-
complish.

With all that said, I appreciate that.

Mr. Chairman, going back to your comments, you knew about
this to some extent, and you elaborate on page 5 of your testimony,
which I think is very insightful, as far as the litany of your involve-
ment and who you are looking at on the loss side and what have
you. There was a filing with the SEC at the beginning of Sep-
tember at that time which laid out of some that information. I pre-
sume both of you, Mr. Geithner is nodding, and Mr. Bernanke, I
presume you knew as well, saying at that time as far as the com-
pensation packages that were out there that would have to be con-
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sidered, I presume that one or both of you knew about that filing
at that period of time, at least laying out the information? Yes or
no?

Mr. BERNANKE. Congressman, I knew that there were general
compensation packages throughout the company. I did not know, I
was not informed about the specific payments to AIG FP.

Mr. GARRETT. If you had that information, would that have been
germane to your discussion of this?

Mr. BERNANKE. It would have given us more time to talk, nego-
tiate, and look for options, but, frankly, we still would have faced
the same legal obstacles that we are currently facing.

Mr. GARRETT. Likewise, Mr. Geithner.

Secretary GEITHNER. May I just say something? This is hugely
important.

Mr. GARRETT. Sure.

Secretary GEITHNER. A huge amount of information was avail-
able in the public domain. We knew from the beginning that we
had a mess on our hands, a very complicated mess we were going
to have to work through. We were spending every minute, every
molecule of oxygen to contain this fire.

Mr. GARRETT. I appreciate that. I only have 5 minutes, but let
me finish the question.

Secretary GEITHNER. But on the specific question you asked—

The CHAIRMAN. The gentleman from New Jersey has the time.
Remember he has the time.

Mr. GARRETT. If I go around again, I will let you elaborate on
that.

The CHAIRMAN. In your dreams.

Mr. GARRETT. And I do dream about this stuff, oddly enough.

The CHAIRMAN. I yield the gentleman an additional 10 seconds,
please.

Mr. GARRETT. While some of this was in the public domain, clear-
ly Congress was not thinking about this during that period of time.
Was it in the consideration of either one of during that period of
time, while you were discussing it—I do appreciate the fact how
you were discussing it and weighing all the legal considerations,
what have you—was not conveyed to Congress in a formal manner,
one way, shape, or form? Was that ever considered that you would
discuss it with Congress, both of you?

Mr. BERNANKE. Congressman, one mechanism is congressional
letters, and, as you know, we have received a large number of let-
ters. We have responded in great detail, not often as quickly as we
should have, and I apologize for that. But we have provided lots
of information about governance, about compensation and other
issues through that mechanism. Also, we report on the financial
issue.

Mr. GARRETT. Well, to be candid with you, I don’t remember any
letters from September on between that time and now, or just a
few weeks ago, discussing these particular issues, as far as com-
pensation and the bonuses, what have you.

Was it ever your consideration, either one of you, at that period
of time that if this information was discussed more publicly, that
Congress may be hesitant about going forward with their voting in
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favor of the additional TARP monies? That was never a discussion,
never an issue?

Mr. BERNANKE. As I said, I was not aware of the specific set of
payments until basically the same day, the 10th of March, I believe
it was.

Mr. GARRETT. Right, but between that time forward, we have not
been advised of this on the committee in a formal matter. We have?
You are shaking your head yes.

Secretary GEITHNER. You are saying from March 10th forward?

Mr. GARRETT. From March 10th, we were.

Finally, we only have about 15 seconds left. With regard to the
disorderly—or the not disorderly, but the orderly winding down of
AIG, what can you tell us in about 15 seconds? If there are no pros-
pects of parties out there to pick up the good assets of AIG, what
are the prospects of additional taxpayers’ dollars having to go into
AIG to prop it up for a continued length or period of time while
you continue to wind it down?

Mr. BERNANKE. It is going to depend very much on how the econ-
omy evolves and asset markets evolve, but contrary to what has
been alleged, we have a very substantial and detailed plan for the
unwinding, which involves selling off noncore assets and winding
down the risky parts of the company.

The CHAIRMAN. The gentleman’s time has expired.

Thg gentlewoman from California. I ask her for 15 seconds to re-
spond.

The gentleman from New Jersey raised some questions about
what I was told. We were told, not asked, but told that they were
going to make this loan. I did, without a lot of time to react, raise
one question, which is why there was not an effort to get foreign
participation. I was told by Mr. Paulson and Mr. Bernanke that
they did not think that was possible.

Two days later, we were asked by the same two gentleman to do
the TARP money. At that point, at that meeting, I did raise ques-
tions of compensation and continue to make that a high priority.

The other thing I would say, I do notice, again, it seems to me,
an unfortunate partisan tint. I was there at the same time as the
ranking member. We were both there. We were both informed at
the same time. We were not given any indication that our input
was going to have any impact on what happened.

The gentlewoman from California. I appreciate her yielding to
me.

Ms. WATERS. I would like to ask Mr. Geithner about the way
that they have arranged to do the asset management for the new
program that had been rolled out. You mentioned that there are
five fund managers to manage the program for Treasury, and you
set out the qualifications. Who will these five fund managers be?

Secretary GEITHNER. We don’t know yet. We have to see who ap-
plies.

Ms. WATERS. Is it possible Goldman Sachs could be one of them?

Secretary GEITHNER. It is possible. If they are qualified, we
would consider them—

Ms. WATERS. Were they included in one of the managers—when
Mr. Paulson first rolled out the asset management program, before
he pulled it back, was Goldman Sachs one of those five?
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Secretary GEITHNER. I don’t know, but I would be happy to go
back and check.

Ms. WATERS. I will check it.

Let me tell you why I asked that. You hear a lot about the dis-
satisfaction about the bonuses, etc., but underneath all of this is a
conversation about the linkages and the connections of the small
group of Wall Street types that are making decisions. And I just
want to ask you, because you may be able to clear some of this up,
it 1}? (;crue that Goldman Sachs received money from AIG; is that
right?

Secretary GEITHNER. That is true.

Ms. WATERS. How much was that?

Secretary GEITHNER. I don’t have—I don’t know exactly, but I
would be happy to make sure—

Ms. WATERS. Okay, we will find out.

And also, they received money from the TARP Program, Gold-
man Sachs; is that right?

Secretary GEITHNER. That is correct.

Ms. WATERS. And Goldman Sachs is where Mr. Paulson really
spent some time of his career, right?

Secretary GEITHNER. Absolutely.

Ms. WATERS. Your CEO that you hired to work with you is from
Goldman Sachs also?

Secretary GEITHNER. My CEO.

Ms. WATERS. Well, whomever works for you. I don’t want to get
the nuances to the point where we misunderstand each other. Do
%ouhh(a)we—your chief of staff, is your chief of staff from Goldman

achs?

Secretary GEITHNER. My chief of staff, who is an honorable per-
son—

Ms. WATERS. Just tell—

Secretary GEITHNER. But, Congresswoman, my chief of staff did
spend a brief period of time working in the past for Goldman
Sachs, that is correct.

Ms. WATERS. Okay. That is all I want to know.

Then I want to know, was Goldman Sachs involved with the deci-
sion that was made that weekend before they came to the Con-
gress—

Secretary GEITHNER. No.

Ms. WATERS. —to ask for money on the sale of Bear Stearns?

Secretary GEITHNER. No.

Ms. WATERS. Was anybody from Goldman Sachs involved in that
discussion that weekend?

Secretary GEITHNER. Well, let me go back on this. At the time
when Bear Stearns was on the brink of default, and the Federal
Reserve then acted to try to avoid default, there were a range of
institutions that considered buying and assuming the obligations of
Bear Stearns.

Ms. WATERS. I really wish I had time for you to go into it, but
Goldman Sachs was involved in some way in that decision based
on whether or not they were considering the purchase themselves
or they were advising about it; is that correct?

Secretary GEITHNER. No, not in the decision and not advising us.

Ms. WATERS. In some way.
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Secretary GEITHNER. Certainly not advising us, no.

Ms. WATERS. Well, in some way. In some way, they were in-
volved.

Secretary GEITHNER. Well, there were a whole range of institu-
tions that Bear Stearns approached—

Ms. WATERS. Were they also involved in the decision not to sup-
port Lehman Brothers?

Secretary GEITHNER. No.

Ms. WATERS. In no way?

Secretary GEITHNER. No.

Ms. WATERS. All right.

Secretary GEITHNER. Those are decisions made by your govern-
ment.

Ms. WATERS. I am just asking the questions, because the talk is,
underneath what you may not know about, is this small group of
decisionmakers at the center of it is Goldman Sachs, and that is
what is causing a lot of the distrust, because people are thinking
or believing that Goldman Sachs, because of the connections, have
had a lot to do with the decisions that are being made.

Now, on the big fund, is there some reason why you only have
to have 5 managers involved in this fund, with at least $500 mil-
lion in private capital? This eliminates a lot of firms being in-
volved, and we believe that Goldman Sachs will again be one of
those who will be the beneficiary.

Secretary GEITHNER. Well, as I said, we are going to run an
open, competitive process so that the taxpayers of the United
States enjoy the best type of expertise in managing these funds.
And there are some obvious practical concerns about why we can
only have a limited number to do it.

But can I just come back to your basic premise, Congresswoman?
Of course I am aware of this concern. I think it is deeply unfair
to people who are party to these decisions to suggest they were
making judgments that in their view were not in the best interests
of the American people. But I understand that concern. I under-
stand that concern.

The CHAIRMAN. The gentleman from New York, Mr. King.

Mr. KING. Thank you, gentlemen. I thank each of you gentlemen
for your testimony today.

Secretary Geithner, I would like to follow-up on some of the
questions by Congressman Kanjorski, and I would like to address
the AIG bonus issue in the context of lessons learned and how
what occurred with AIG would impact the toxic asset plan which
you announced yesterday, because for that plan to succeed, there
must be cooperation between the government and the private sec-
tor. There must be trust, and there must be assurance that rules
are in place, and the rules won’t be changed in the middle of the
game.

Now, based on your experience with AIG, as painful as that may
have been over the last several weeks or months, what can you do
to assure the private sector that if they do participate, and they are
profitable, and for whatever reason, justified or not, there is a pub-
lic outery, and we see the type of hysteria and hyperbole and
histrionics, hyperventilating and conspiracy theories and retalia-
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tory legislation that we saw last week, that these private institu-
tions will not have their profits confiscated?

I am speaking now specifically especially of marginal institutions
who may be deciding whether or not to participate.

I also ask in the context of your testimony today and recent com-
ments regarding excessive compensation. Now, if the government
gets involved in setting compensation, that is going too far. If you
are setting standards, could that be too vague? And would private
institutions, will they have—will they be protected from their com-
pensation being subjected to ex post facto moralizing and judg-
ments?

Secretary GEITHNER. Those are thoughtful questions. Let me just
go quickly through them.

Mr. KING. Sure, take your time.

Secretary GEITHNER. I think it is absolutely right that we are not
going to get through this financial crisis unless this system is will-
ing to take risks, unless banks and private investors are able and
willing to take risks again. That does require some confidence and
clarity about the rules of the game going forward, and I think it
is an important obligation we share with the Congress to try to
make sure we are providing Congress with that level of competence
and clarity.

Also important, though, is to make sure that we reassure the
American people that the taxpayers’ money is not going to go to re-
ward failure and to encourage excessive risk-taking in the future.

Mr. KiNG. Well, if T could just interrupt here a second, obviously
all of us agree the AIG bonuses were wrong. But how do we protect
against that without going too far?

Secretary GEITHNER. It is a difficult judgment. As the chairman
said in response to a previous question, the choices we faced were
very constrained by the fact these were legal contracts, and we are
a nation of laws, and we have to be very careful about the cir-
cumstance in which we raise questions about the government inter-
vening with respect to legally valid contracts.

But we do have an obligation now to go back and try to recoup
those payments, and we are going to do that carefully and explore
legal avenues in that context.

Now, looking forward, I do think it is important for the country
to put in place strong standards that govern compensation prac-
tices across the financial community as a whole, because, as we
have seen, those can have systemic consequences, creating a more
fragile and unstable system.

You are right, it is a difficult balance. The government should
not be setting detailed or prescribing detailed regulations to govern
amounts of compensation and their distribution. We have to hold
to broad standards that again make sure that we are not encour-
aging short-term risk-taking at the expense of long-term stability.

And here is one other example. You want to make sure that peo-
ple responsible for running the checks and balances in these firms,
for running risk management, for doing the audit process, those
people, too, are compensated adequately so you attract strong tal-
ent to run the checks and balances that our system depends on.

Mr. KING. What is the timeline as to when you expect to have
these guidelines in place and your legacy asset plan goes forward?
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Secretary GEITHNER. Our immediate priority is to lay out guide-
lines to apply the new legislative requirements on compensation
that were passed as part of the American Recovery and Reinvest-
ment Act, but we are going to move quickly, we hope, to lay out
broad standards that help govern compensation practices in the fu-
ture, beyond those that would apply to institutions that receive tax-
payer assistance.

Mr. KING. On the legacy asset—toxic asset plan, do you intend
to implement changes in mark to marketing?

Secretary GEITHNER. As you know, I believe the SEC, or the rel-
evant legal authority, has put out for comment some important
new clarifications to the fair-value accounting regime.

Mr. KING. What would Treasury’s opinion be on that?

Secretary GEITHNER. I want to be careful on how I respond to
that, but I will give you my initial reaction, which is they are a
constructive set of changes. They provide a right balance between
preserving confidence in the quality of public disclosure, which is
very important to getting through this, but still address some of
the complications of applying those experiences in a market like we
are experiencing today.

Mr. KiNG. Thank you, Mr. Secretary.

The CHAIRMAN. The gentlewoman from New York, Mrs. Maloney.

Mrs. MALONEY. Thank you, and I thank all of the panelists.

I received a report from AIG that they presented to our govern-
ment during this critical time where they outlined the need for a
bailout. They claimed that they were America’s largest insurance
company, and if they failed, the entire economy would fail. They
more or less put a gun to our heads and said, if you don’t bail us
out, the economy will fail.

I would put it another way. If we bail out firms every time some-
one says it, our economy will collapse.

And since I have their detailed explanation, I would like to re-
quest from the Federal Reserve, Treasury, and the New York Fed
the analysis that the government did that AIG needed to be saved.
I would like to study that and also request the analysis that was
made that Lehman should fail. I think the opportunity we have
now is to study what happened so that we can make better deci-
sions going forward.

So, Mr. Bernanke, does such a document exist, and could we re-
ceive copies of both the Lehman analysis and the AIG analysis
from the government? Surely we did not just take AIG’s analysis—

Mr. BERNANKE. We certainly did not take AIG’s analysis. We
have done our own analysis and had substantial discussions about
the systemic risks associated with AIG. We will find what we have
and try to provide it for you.

On Lehman, we did not choose to let it fail; it failed because we
could find no solution. But our strong preference would have been
to avoid failure, because we have seen the consequences of the fail-
ure.

Mrs. MALONEY. And, likewise, AIG came back several times for
more money, and at each point we could have put restrictions on
the executive compensation or management, or a number of ways.
Each time they came back, we could have analyzed the systemic
risk more, and I would like to request the documentation that was
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done during those three periods that they came back for more
money.

Mr. BERNANKE. We did impose considerable restrictions on exec-
utive compensation and the process for setting it. So did the TARP,
when that became part of it.

The problem with the AIG FP bonuses was they were set by a
;:_ontractual agreement prior to the government taking over the
irm.

Mrs. MALONEY. Well, contracts can be changed. We change con-
tracts all the time. Contracts are being renegotiated now with Gen-
eral Motors and with mortgage, housing, and all kinds of places,
so they can be changed.

But when we saw the counterparties, it included one firm that
has publicly said that they could have managed the default of AIG
and been whole, so clearly there was no systemic risk with that
company and possibly with others. I am sure you are aware of
those public statements.

And, also, when you looked at the counterparties, there were mu-
nicipal governments. Do you consider municipalities systemic risk?

Mr. BERNANKE. As I discussed in some detail in my testimony,
the systemic risk goes well beyond specific counterparties. In the
case of the company you are referring to, perhaps they were
hedged, but then it means that some other party that hedged them
would have lost. But more important than the specific losses associ-
ated with the counterparties would be the loss of the confidence in
the system as a whole and the likelihood that we would have seen
a run on banks, given that markets would not know ultimately who
was exposed to AIG.

Mrs. MALONEY. And, likewise, it had counterparties that were a
number of foreign banks. Do you consider bailing out foreign banks
systemic risks to the American economy?

Mr. BERNANKE. I think it is essential that AIG meet its obliga-
tions. Otherwise it would have created substantial problems, yes.

Secretary GEITHNER. Congresswoman, could I add to that?

Mrs. MALONEY. Yes.

Secretary GEITHNER. We did not act because AIG asked for as-
sistance. We did not act to protect the individual counterparties
from the consequences of their defaults. We did not act to help for-
eign banks.

We acted because, in our judgment, the consequences of a default
for the American people would have been catastrophic in ways that
go directly to the value of their pension plans, and their capacity
to borrow.

If you look at what happened across the source of the fall, you
can see concrete evidence of exactly what would have happened in
the wake of a failure of AIG.

It is very important to understand this. I don’t believe there is
any plausible argument that AIG was not systemic then, or that
its failure today would not be systemic. I think all the judgments
that went into that very difficult judgment in September still apply
today.

And our obligation, the three of us here today, is to do what we
believe is in the interest of, using the authority you have given us,
to protect the American economy from the kind of catastrophic
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d}zllmage that could come with default by a major institution like
this.

Mrs. MALONEY. Reclaiming my time, basically, could the systemic
risk have been contained at a much lower cost, Mr. Bernanke? Ob-
viously—

The CHAIRMAN. The Chair was distracted. The gentlewoman
completed her sentence. The time has expired.

The gentlewoman from Minnesota.

Mrs. BACHMANN. Mr. Chairman, thank you for this opportunity.
These truly are extraordinary times in our financial services sector
since 1 year ago the Federal Reserve opened the Fed’s discount
window in the amount of $29 billion for Bear Stearns.

The American people are looking at the actions of both the Fed-
eral Reserve and the Treasury Secretary, and they are wondering
if their government is making an historic shift, jettisoning the free-
market capitalism in favor of centralized government economic
planning.

I wonder, Mr. Secretary, if you would comment on that.

Secretary GEITHNER. I do not believe that concern is justified. I
understand why people would be worried about this. But what we
are doing is using the authority the Congress gave us, authority
t}ﬁat was designed to help protect the American economy from
these—

Mrs. BACHMANN. Reclaiming my time, Mr. Secretary. What pro-
vision in the Constitution could you point to to give authority for
the actions that have been taken by the Treasury since March of
2008?

Secretary GEITHNER. Oh, well, the Congress legislated, in the
Emergency Economic Stabilization Act, a range of very important
new authorities.

Mrs. BACHMANN. Sir, in the Constitution. What in the Constitu-
tion could you point to, to give authority to the Treasury for the
extraordinary actions that have been taken?

Secretary GEITHNER. Every action that the Treasury and the Fed
and the FDIC has been using authority granted by this body, by
the Congress.

%VIrs. BACHMANN. And in the Constitution, what could you point
to?

Secretary GEITHNER. Under the laws of the land, of course.

Mrs. BACHMANN. And if I could move to the Federal Reserve
Chair, if you could point to what provision in the Constitution
would give authority to the Federal Reserve? This has been over
$10 trillion that we are talking about.

Mr. BERNANKE. I don’t know where $10 trillion comes from. The
Congress has the right to authorize funds, which is what they did
in the TARP Program. And in the 1930’s, they gave the Federal Re-
serve the power for emergency lending as a means for addressing
financial crises, which is what we have done.

Mrs. BACHMANN. And for the Federal Reserve Chair, do you be-
lieve there are any limits on the authorities that the Federal Re-
serve has taken since last March of 2008?

Mr. BERNANKE. The loans we make have to be fully secured and
collateralized. We have practical limits in terms of our ability to
manage monetary policy. So there are, obviously, limits.
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We have reported extensively to the Congress on all the actions
that we have taken, and the actions we have taken have been sole-
ly and entirely for the purpose of protecting the American economy
from the effects of financial collapse.

Mrs. BACHMANN. We have seen both China and Kazakhstan
make calls for an international monetary conversion to an inter-
national monetary standard as soon as the G-20, and I am won-
dering, would you categorically renounce the United States moving
away from the dollar and going to a global currency, as suggested
this morning by China and also by Russia?

Mr. Secretary?

Secretary GEITHNER. I would, yes.

Mrs. BACHMANN. You would, categorically?

And the Federal Reserve Chair?

Mr. BERNANKE. I would also.

Mrs. BACHMANN. Could you tell me why AIG was not put into
receivership as opposed to conservatorship?

Mr. Secretary.

Secretary GEITHNER. Again, no legal means existed under U.S.
law to resolve AIG using the kind of powers available to the FDIC
to resolve a bank. Because of the absence of authority, your govern-
ment was faced with no good options, and we chose the best option
available at the time to help protect the economy from systemic
damage. If we had different authority, we would have had different
choices.

Mrs. BACHMANN. And to the Federal Reserve Chair, the Federal
Reserve has denied giving information to the American people
about the overnight loans that are made to the companies in terms
of the bailout. Bloomberg had initiated a lawsuit, and the Federal
Reserve has rejected. Twenty Members of this Congress have writ-
ten a letter to the Federal Reserve asking that the American people
be given the information about which banks made the loans, what
the collateralization is.

Can you tell me why the Federal Reserve does not want the
American people to know who these loans are made to on an over-
night basis?

Mr. BERNANKE. First of all, it has nothing to do with the bailout.
This is short-term lending done by the Federal Reserve to banks,
as has been done by central banks around the world for hundreds
of years. The purpose is to provide short-term liquidity to these
banks.

Hundreds of banks, both large and small, come to the discount
window. They provide collateral for their loans. We have never lost
a penny on this program.

Mrs. BACHMANN. Mr. Chairman, why would the American people
be disadvantaged for knowing this information?

Mr. BERNANKE. They would not be disadvantaged necessarily—
well, they would in the following sense: the concern is that if banks
were revealed to be borrowing and others were not, inference might
be drawn that they were in weaker condition than they, in fact,
might be.

The problem is what is called stigma, so that if banks are being
perceived as weaker, if they have to come to the Fed, then others
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might not wish to deal with them, and they might not come to the
Fed.

In fact, that was the problem we had at the beginning of this epi-
sode, that no one wanted to come borrow, even though it was clear
that the banking system needed to get liquidity from us. So we
have tried to make sure that their information is protected so they
will, in fact, come and take the liquidity they need—

Mrs. BACHMANN. Mr. Secretary, as I understand it, approxi-
mately 90 to 95 percent in the new program that you have just an-
nounced yesterday of the funding would come from the taxpayers;
is that true? Or perhaps the leveraging is a 6 to 7-to-1 leveraging
on the purchasing of the public-private partnership, the toxics as-
sets that are available.

When the returns come back to the American people, will the
American people be receiving 90 to 95 percent of the benefit, or will
it be another figure?

The CHAIRMAN. The gentlewoman’s time has expired.

Mrs. BACHMANN. Mr. Chairman, could I have an answer from
the—

The CHAIRMAN. No. As I explained, members control the time.
You cannot extend your time into somebody else’s time and then
get an answer. As I said, the person speaking at the expiration of
the time will be the last person speaking.

You cannot—if members use their time to extend the discussion,
then members lower down will not get a chance to question. When
the time expires, the person speaking will be the last person speak-
ing.

The gentlewoman from New York.

Ms. VELAZQUEZ. Thank you, Mr. Chairman.

Mr. Bernanke, in September when you established the credit fa-
cilities for AIG, what sort of specific restriction did the Fed impose
at that time on compensation to AIG management and employees?

Mr. BERNANKE. Well, President Dudley might be able to help me,
but first of all, we replaced the CEO and other top management.
We imposed very tough restrictions on the pay to the top execu-
tives. In fact, three of the top executives are working for zero or
$1 a year right now.

Then when the TARP money came in, the strictest terms of the
TARP compensation restrictions were imposed, and, in addition,
the company agreed to go well beyond the legal requirements im-
posed by the TARP law.

So, throughout the top executive ranges, there have been very
substantial restrictions on compensation.

Bill, did you have anything else there?

Mr. DUDLEY. In addition to that, we have worked on the govern-
ance of the compensation structure at AIG to basically firm it up
so that they do a better job in terms of coordinating how compensa-
tion is done throughout the company. AIG is a company with a
very weak core and lots of big business units spread all over the
world. And so compensation was not done on a consistent basis
across the company, and we are working to improve that with AIG.

Ms. VELAZQUEZ. So if you imposed all those restrictions, how can
you explain the types of bonuses that were provided by AIG?
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Mr. BERNANKE. Those restrictions, as have been the case in most
of the TARP activities, for example, apply to the top management
of the firm. These were not bonuses at the top management of the
firm. They were bonuses to individuals working in the AIG FP divi-
sion. They were highly compensated because they were using very
complex financial derivatives and applying their knowledge.

But, and, again, as we have discussed, the contracts were signed
prior to the takeover.

But I certainly agree. I mean, to be very clear, I think that the
bonuses were disproportionate. And we are doing all we can to claw
them back and to reduce any further bonuses to that division.

Ms. VELAZQUEZ. So, did you have any—did you or any senior Fed
official have discussions or e-mail communications regarding AIG’s
intention to make these bonuses not to the top level, but to the
other employees that were given?

Mr. BERNANKE. As I mentioned, I was not personally informed
about this specific set of payments until March 10th. I then
checked the various options that we had, legal and otherwise, and
President Dudley communicated with CEO Liddy, as did the Treas-
ury Secretary, and President Dudley wrote a letter expressing our
deep concern about these bonuses.

Ms. VELAZQUEZ. Mr. Chairman, the Fed directly, through special
purpose entities, has extended AIG nearly $100 billion in loans.
For the record, are you confident that AIG will fully pay back its
loan to the Fed?

Mr. BERNANKE. I am very confident. First of all, half of the $100
billion is now no longer directly on the credit of AIG. It is secured
by other types of securities, which we are assured will likely, very
likely, pay us back and perhaps provide some profit.

The remainder, $50 billion, half of it is directly owed, by AIG; the
other half is secured by senior preferred positions in two of their
strongest subsidiary insurance companies.

Ms. VELAZQUEZ. Given everything that we have seen, in the
event of a default by AIG on its government loans, the Fed will
seize AIG assets. Given the massive lapses made in the area of ex-
ecutive compensation, I want to make sure that the Fed is plan-
ning for the worst-case scenarios.

What plans has the Fed established to recover the funds lent to
AIG in the event it defaults on its loan from the Fed?

Mr. BERNANKE. Well, as I have indicated, we have collateral for
all of our loans, including for the $25 billion, for example, a senior
lien essentially on all the assets of the company. So we are quite
confident that we will be repaid.

Ms. VELAZQUEZ. And so you are confident. Do you have anything
written to that matter that you can provide to this committee?

Mr. BERNANKE. We provide information regularly by law. I think
section 129 reports. We have given all of our 13(3) lending, which
provides in detail the arrangements we will have, and we will be
happy to provide you more information if you would like to have
it.

Ms. VELAZQUEZ. Thank you.

The CHAIRMAN. The gentlewoman from Kansas, Ms. Jenkins.

Ms. JENKINS. Thank you, Mr. Chairman, and thank you all for
your testimony today.
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My constituents in Kansas have bailout fatigue, and just last
night, I had a telephone townhall meeting where folks expressed a
lot of frustration, especially regarding AIG spending their tax dol-
lars on these bonuses and for sending some of their dollars to for-
eign counterparties.

So I am just curious, at what point did the Federal Reserve or
the Treasury Department realize that such a large sum of Amer-
ican tax dollars would be sent to foreign financial institutions, and
is there a point at which European central banks or other foreign
governments have or will step in to help?

Mr. BERNANKE. Well, as we have discussed, it goes well beyond
the counterparties. The critical issue was AIG going into default
and creating enormous chaos in the financial markets, or was it
going to meet all of its obligations, including those to foreign
counterparties?

I would point out that the Europeans have also saved a number
of major financial institutions, and the issue of whether those insti-
tutions owed American companies money has not come up.

So I think that there is a sense that we all have the obligation
to address the problems of companies in our own jurisdictions. In
particular, the Europeans can appropriately point out that it was
under U.S. regulation or lack of regulation and U.S. law that AIG
failed, and in their sense, we do bear some responsibility.

But our appropriate objective, I believe, was to avoid the default
of the company, which would have led to very severe consequences
in financial markets.

Ms. JENKINS. All right. Thank you.

And then finally, very simply, how much more money is AIG
going to need, and when can the American taxpayer expect to start
recouping their money?

Mr. BERNANKE. Is there a timeframe that you would like to talk
about, Bill?

Mr. DUDLEY. Obviously, what happens to AIG going forward is
going to depend on the state of the economy and the state of the
financial system. And if we can get the financial system repaired,
then the outlook for the economy is going to improve, and, there-
fore, the prospects for AIG will improve as well.

So we cannot say unconditionally what sort of money AIG is
going to need or not need in the future, but if we make the right
steps in terms of fixing the financial system, we will improve the
economy, and that will benefit AIG and protect the U.S. taxpayer.

Ms. JENKINS. Thank you.

I yield back the balance of my time.

The CHAIRMAN. The gentleman from North Carolina.

Mr. WATT. Thank you, Mr. Chairman.

Mr. Dudley, it seems to me the other two gentlemen keep
punting the questions on AIG up to you, so I want to ask you to
provide, because I think the committee would benefit from having
an analysis of what the upside potential of the 79 percent owner-
ship in AIG and the various other ownership interests that we are
taking in various other entities associated with AIG.

I assume at some point we will divest that, but it would be help-
ful to have a written analysis, I think, for the committee of what
that upside potential is; I know it is to some degree speculative.
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Mr. Geithner, Secretary Geithner, all of these questions that I
am asking are really forward-looking. I want to go to your proposal
for resolution authority.

We found out in the midst of this crisis that there was emer-
gency exigent circumstances authority given to the Fed to do a lot
of things that have been very important and productive, but have
also created a substantial degree of discomfort going forward, with
one entity having such substantial authority to do what Chairman
Bernanke has done, we think, admirably, but creates some angst.

The effect of the resolution authority that you proposed in your
opening statement seems to me to suggest that basically the Sec-
retary of the Treasury would be the de jure interim systemic regu-
lator for things outside the banking system. Am I misreading that?

Secretary GEITHNER. I did not mean to imply that, but you are
right that I think if you think about what is the right balance for
the country going forward, we can’t put all of this on the Fed.

Mr. WaTT. Okay. But to put it on a political appointee, as op-
posed to somebody who is not subject to political pressures. Theo-
retically at least, Chairman Bernanke and the Fed is not subject
to those, the politics of the day. We know it is at best, somewhat
a theoretical statement.

But I guess the concern I would raise is about the prospect of ei-
ther making that a political appointee who has that substantial au-
thority, making it someone who has not affirmatively been given
the responsibility for—as a systemic regulator, and the prospect
that that, in an odd sort of way, might even slow down our urgency
to do this on a more permanent basis.

I assume the authority you are talking about is authority that
you and Chairman Bernanke would think would be appropriate to
be given to whoever the systemic regulator is; is that correct?

Secretary GEITHNER. There are two separate things. One is
where regulatory authority lies for containing risk in the financial
system.

Mr. WATT. I am not talking about the one you talked about
today; I am talking about outside the regulatory authority.

Secretary GEITHNER. Our resolution authority, our judgment is
we want to use a mechanism built on the current FDIC model
where a judgment to intervene, in some sense, requires a judgment
by the President and the Secretary of the Treasury, by the Chair-
man of the Fed and by the Board, in a case—it is likely to be also
in the case of the Board of the FDIC.

Mr. WATT. But isn’t that authority that you ultimately would
think would be appropriately vested in whoever has the respon-
sibilities for systemic regulation?

Chairman Bernanke, I would like your opinion on that, too.

Mr. BERNANKE. No, those could be separated. The FDIC or some
other body could be in charge of resolution and deals with those
specific issues. And then in the oversight and financial stability
regulation, it could be done.

Mr. WATT. Even the decision about whether to exercise it?

Mr. BERNANKE. The decision should be a joint decision, and, in
particular, the President should be involved.

Mr. WATT. Thank you, Mr. Chairman. My time has expired.

The CHAIRMAN. The gentleman from Delaware.
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Mr. CASTLE. Thank you, Mr. Chairman.

Mr. Geithner, there are many reports that back in September,
when all this was done, you were president of the Federal Reserve
Bank of New York, that you were heavily involved in this, and you
probably had knowledge of the bonus payments, at least that they
may occur, at that point.

Can you tell us when you first really knew that these bonus pay-
ments to AIG would be made?

Secretary GEITHNER. Congressman, I was deeply involved in the
decisions to intervene in AIG and the initial restructuring decisions
made. I knew that we had a big mess on the compensation side to
deal with, but I did not have—I should have had, but I did not
have detailed knowledge of these particular legally contracted re-
tention bonuses for AIG FP until I was, as I said, briefed by my
staff on March 10th.

Even though there was a lot of information that was in the pub-
lic domain, I was not aware of the details then until March 10th,
but it would not have affected our choices at that time because of
the legal nature of those contracts.

Mr. CASTLE. There was also some discussion that you learned in
January, but you did not, about the bonuses?

Secretary GEITHNER. As I have discovered, a lot of this was in
the public domain earlier and in January, too. Although I don’t be-
lieve—well, in any case, I was not aware of the details of the pay-
ments or their legal nature until March 10th.

Mr. CASTLE. Looking at the time around the time the stimulus
passed in the Senate, February 11th or 12th, whenever it was, the
Dodd language has been very much put into question. I read it be-
fore, but, quickly, it shall not be construed to prohibit any bonus
payment required to be paid pursuant to a written employment
contract executed on or before February 11, 2009.

A lot of finger pointing is going on there.

My question is, were you involved in the writing of that, or in
the room? Was anyone who answers to you involved in the writing
of that or in the room? And do you know who might have been in
the room? Because Senator Dodd has indicated that there were oth-
ers in the Administration who were actually urging that language.

Secretary GEITHNER. Treasury staff expressed concern, as part of
the legislative process, about that particular provision as originally
drafted. Because of concerns it was retroactive, it could be vulner-
able to legal challenge. I know many other people who are part of
that process expressed a similar concern.

But the bill that emerged was a very strong bill, and it did create
an obligation on me, in a specific constructive set of words in the
public interest, to try to recoup those payments. And that was the
balance that was struck in the legislation.

Mr. CASTLE. But you were not personally there when all that oc-
curred; is that correct?

Secretary GEITHNER. No, I was not. But as I said, the Treasury
Secretary did express concern about this specific provision, and we
did consult with Senator Dodd and his other colleagues about a
range of other dimensions of that legislation in draft.

Mr. CASTLE. Mr. Bernanke, you indicated in your opening about
some of the pure lessons. There is an urgent need for systemic reg-
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ulation on nonbanks. And I am not sure exactly what you meant
by that, but I think of investment banks and hedge funds and pri-
vate equity insurance companies, and maybe people like Warren
Buffett, for all that matters, and maybe other corporations. But ex-
actly what did you mean by that in terms of the kind of regulation
that could be imposed?

Some of these are unregulated entities altogether at this point.
So if we were to have a systemic regulator, what should we be
doing in that capacity?

Mr. BERNANKE. Congressman, there is a great deal to be dis-
cussed here, but I would point to at least two elements. One would
be that every systemically critical firm, particularly those orga-
nized as holding companies, should have a consolidated regulator
looking at the entire firm.

Now, in the case of AIG, for example, the OTS was nominally the
holding company supervisor because they had a small thrift, but
they were focused, presumably, on the actions relative to the thrift.
And it was obviously a poor match for them to be looking at the
activities of AIG FP.

What is needed would be a strong oversight regulator who would
be able to deal with all the aspects of the company for all system-
ically relevant companies.

The second part, I believe, that would be important would be to
have some general authority to look at the system as a whole, to
look for weaknesses in regulation, to look for problems in payment
systems, to look for buildups of risky positions, to look for issues
with derivatives and so on to try to provide an overview of prob-
lems in the financial system as a whole, as opposed to focusing
solely on each individual institution in isolation.

Mr. CASTLE. Well, I tend to agree with you, although I think it
is very, very complicated. I know a lot of the credit in this country
shifted from banks to some of these other entities, and we do need
to have some control over it. But I would hope we can all work to-
gether on making sure that is done and done correctly at some
point. It is relevant in the near future.

Thank you. I yield back, Mr. Chairman.

The CHAIRMAN. The gentleman from New York.

Mr. ACKERMAN. Thank you, Mr. Chairman.

The furor last week on the part of the public, the media, and the
Congress over the outrageous bonuses was very, very understand-
able, but the truth of the matter is the bonuses did not create the
problem. And even if all those people gave back double the amount
that they got in bonuses and spent the week in the public pillory,
which I presume they did, it wouldn’t fix the problem.

The real problem is greed, and I think that with all of the roar-
ing and chest beating that we did, and are continuing to do, we are
not really fixing the problem here.

I am sorry to say that some of us are learning that we have hurt
a lot of otherwise innocent and decent people who just fulfilled
their contractual obligations in different parts of some of this mas-
sive company, having nothing to do with the real problem that took
place in the financial products division. And we probably owe them
an apology. And maybe, even more than that, we owe them some



39

kind of a remedy to the damage that it looks like we have been en-
gaging in. And we have to start looking at that, too.

The problem is greed, assisted by innovation. And I think part
of the solution has to be that we have to exert a little bit of com-
mon sense into the process, and I don’t know that we can legislate
that or you can enforce it. But certainly there are regulations and
changes that we should be looking at, and one of them should be
expressed in a legal regulatory way that says gimmicks are not fi-
nancial products, and credit default swaps, although they might
have some value somewhere, are really not insurance.

Looking forward, we should know that AIG is not the only com-
pany that used credit default swaps. How big is that market? How
many other companies are out there, and are we looking at them,
and are we going to stop pretending that they are issuing insur-
ance and get those products back into the range of reality, rather
than letting people think they are insured and then having to bail
out all those other companies?

Mr. BERNANKE. Secretary Geithner can speak about this because
he has done a lot of the work involved in trying to strengthen the
CDS market.

It was a particularly intense problem at AIG because they were
essentially using these swaps to sell insurance against which they
neither had capital nor hedging. And so when the insured event oc-
curred, then there were enormous losses. So that was clearly a bad
situation.

So one approach would be to make sure, from a regulatory per-
spective, that those who use CDS instruments have appropriate
hedging or other protections to make sure that they can pay off.

The other approach, complementary approach, is to trade CDS
not bilaterally over the counter, but through some kind of a clear
central counterparty.

Mr. ACKERMAN. We are in a crisis mode right now. You know,
if we discover that an airplane has a faulty flycam, whatever that
might be, you know, they usually ground the whole fleet that has
them, because of obvious reasons.

Are we looking at doing that, these other companies with credit
default swaps, to a large extent to see if we can ground them until
we fix the mechanism?

Mr. BERNANKE. Well, that would have negative as well as posi-
tive effects, because some companies use the credit default swaps
in order to hedge, that is to protect themselves, as opposed to tak-
ing gambles, in the case of AIG.

Mr. ACKERMAN. I just want to suggest that we take a very, very
close look at that, because there is a clear and present danger here
that just like we are finding that there are many Madoffs, there
are many AIGs out there, and before we have to start bailing them
all out, maybe we should ground some of them, too.

I yield back the balance of my time.

The CHAIRMAN. The gentleman from California.

Mr. RoycCE. Thank you, Mr. Chairman.

On the front page of the Wall Street Journal, Mr. Bernanke,
there is a headline titled, “AIG’s Rivals Blame Bailout for Tilting
Insurance Game.”
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Now, this is something that a number of insurance companies
have talked to us about. I originally opposed the concept of bail-
outs, and one of the reasons I thought it was important to let AIG
fail is the fact that now that the government is behind them, they
have extra power in the market.

Anyway, the story says, “In the 6 months since the government
stepped in, AIG at times has slashed insurance prices by more
than 30 percent in some cases to fend off rivals and to keep or win
contracts, according to public documents, insurance buyers, execs
and others in the industry. This tack has helped AIG ensure cus-
tomers ranging from the U.S. Olympic Committee and an Arizona
airport, to an Illinois nursing home and a Florida town govern-
ment, as examples.”

Now, I raise this issue for two reasons. First, the obvious com-
petitive advantage AIG would gain within the market, if they are,
in fact, undercutting their competitors; and second, if AIG is not of-
fering actuarially sound rates on their insurance products, it could
result in more losses taken on down the road by the owners of AIG,
in other words, taxpayers, since taxpayers now own 80 percent of
AIG.

Can you verify to the markets within which AIG is operating
that AIG’s subsidies will not have the full faith and credit of the
Federal Government in the future? And how confident are you that
the domestic insurance subsidies that have been put into the proc-
ess with respect to the subsidiaries of AIG are not using the sys-
temically significant label within the market to undercut their com-
petitors?

Mr. BERNANKE. Well, on the competitive side, I am of two minds,
because AIG is losing business because of the taint and the other
problems with the reputational problems, and so you would expect
them to be more aggressive to try to retain some of that business.
So it is not clear whether that is an undercutting or not. I am more
concerned about the possibility of underpricing in the second sense
that you have mentioned.

There are investigations of this issue going on, or have been un-
dertaken. I believe that at least one or two of the State insurance
regulators who testified before Congress last week suggested that
they had looked into this, and, as far as I understand, they have
not found any substantial evidence of this underpricing.

I believe the GAO is also looking at the issue, and I am not sure
exactly what stage that investigation is, but we will obviously be
very interested in that outcome.

Mr. RoYCE. Well, how can we assure down the road that AIG and
other recipients of government assistance are not being viewed as
being backed by the Federal Government? And this is the concern
that I have about your overall plan, that at the end of the day we
undermine market discipline because we telegraph the message to
the market that the government is behind these institutions, and,
therefore, as a consequence, they are going to end up someday
being overleveraged. They are going to be able to borrow far more
because the market discipline won’t be there, at far less interest
rates, because they are going to be perceived basically as borrowing
at near government rates.
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And, you know, we saw this with Fannie Mae and Freddie Mac
that borrowed at very close to government rates and reported prof-
its to their shareholders, while the Federal Government held the
risk that eventually materialized last September. And we saw
them, basically, go into the business of arbitraging, borrowing at
near government rates, and then building up those portfolios to
$1.7 trillion and taking those risks that you couldn’t have taken in
the market. But they became the biggest player in the market be-
cause of the perceived government backing of the institutions.

That is what I worry about in terms of the proposal that you are
making today, in terms of the impact of converting other institu-
tions basically into, shall we call them, government-sponsored en-
terprises in a way, because you would have the concept of the gov-
ernment behind them.

Mr. BERNANKE. Congressman, I gave a speech, I believe, last
week exactly on the issue of too-big-to-fail, which I consider to be
a critical issue. And I addressed a number of approaches to elimi-
nating or reducing this problem, including, among other things,
having tougher regulations and supervision of these companies,
making sure they are not taking advantage of any implied govern-
ment backing to take risks and so on, and also having the resolu-
tion regime that we have discussed that would allow us to resolve
these companies and to perhaps take haircuts on creditors so that
they will not be assured that they will be protected.

Mr. ROYCE. Mr. Geithner, I would ask you the same question,
very quickly.

Secretary GEITHNER. I think you are absolutely right to be con-
cerned about this. I share that concern very much. That is why the
reform effort we are going to have to work with the Congress on
is going to have to address the moral hazard created by these ex-
traordinary interventions.

You are absolutely right to be worried about it. We need to dial
back this assistance when we get through the crisis, and we have
to put in place much stronger restraints on future risk-taking.

Mr. RoYCE. But if you let them go bankrupt, you would actually
then have market discipline, and you wouldn’t have to worry about
this, offsetting all of this.

The CHAIRMAN. The gentleman’s time has expired.

The gentleman from California.

Mr. SHERMAN. Thank you.

What I fear here is that we are doing a Kabuki theater in three
acts. In the first act, Washington tells the American people, we un-
derstand your anger at Wall Street. In the second act, we nitpick
to death any proposal that actually adversely affects Wall Street.
And then in the third act, we bestow another trillion dollars on
Wall Street under extremely favorable terms.

Chairman Bernanke, in the hands of a maniacal Fed, section
13(3) could be used to make trillions of dollars of highly risky
loans. Fortunately, you have interpreted the law to say that you
are only going to buy paper that is triple A and similar instru-
ments. But let us say a year from now, Wall Street comes to you
and they say they need another trillion dollars, and the TARP
money has run out, and Congress is a bunch of buffoons and popu-
lists and they won’t provide additional money, and they are idiots,
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so don’t listen to them. And Wall Street is unanimous in telling you
that only you can save the economy, and the only way you can do
it is to buy double-A paper or single-A paper and subject the Fed
to that higher level of risk. Would you then change your interpreta-
tion of the law?

Mr. BERNANKE. The law requires that we lend on a fully secured
basis; in other words, to be comfortable that the collateral we are
taking will allow for repayment of the loan. That is why in the
TALF and in the program that Secretary Geithner just announced,
we are not only taking a variety of protections, including haircuts
and the like, but we are also having TARP capital to stand between
us and the credit risk, so we will be very, very careful not to take
any credit risk.

Mr. SHERMAN. No credit risk; is that correct?

Mr. BERNANKE. You never can go literally to zero, but very, very
little credit risk.

Mr. SHERMAN. Well, that is what triple A is, as little as you can
get.

Mr. BERNANKE. Right.

Mr. SHERMAN. Mr. Geithner, you promised transparency, but
what the American people want to know is about the compensation
packages. Will you publish a list of all the TARP recipients, the
companies that got the money, and how many of their executives—
I don’t want any person’s name, just how many of the executives
earned more than $1 million in 2008, how many of them got bo-
nuses of over half a million dollars; and likewise for 2009, how
many of them are earning salaries of over $1 million a year, and
how many of them have what appear to be contractual rights to re-
ceive a bonus in excess of a quarter million dollars? I don’t think
it is just about AIG compensation, and I don’t think the American
people should be blindsided and find out about bonuses on a Satur-
day that are about to be paid on a Sunday. Can you give us a chart
for each TARP recipient?

Secretary GEITHNER. Congressman, you are absolutely right, this
goes well beyond the AIG. And the President proposed on February
4th a range of reforms to broad compensation practices, including
proposing that boards of directors submit—

Mr. SHERMAN. Mr. Secretary, it is my time, and I will reclaim
]i;c. I%Ye you going to give us the chart, or are you going to hide the

all?

Secretary GEITHNER. I am not going to hide the ball.

Mr. SHERMAN. Are you going to give us the chart?

%ecretary GEITHNER. I will reflect on the suggestion you made
and—

Mr. SHERMAN. In other words, you won’t commit to telling the
American people how many folks at Goldman Sachs or AIG are
going to make $1 million this year?

Secretary GEITHNER. Congressman, I will think carefully about
your proposal.

Mr. SHERMAN. Thank you for thinking. Let me move on. I will
move on to the next question.

The law says the TARP bill—we said that the Treasury shall re-
quire that the financial institutions that you invest in meet appro-
priate standards for executive compensation. That is the law. You
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are supposed to write the regulations. Not to your credit, you have
kept on Assistant Secretary Kashkari to honcho this program. He
came before this committee, and I asked him, I said on December
10th—and I mailed a copy of this transcript to you just as soon as
you got sworn in, I am asking about AIG—is a $3 million bonus
an appropriate standard of executive compensation, or has the law
been violated? And your quarterback said that he didn’t think that
a $3 million bonus was necessarily inappropriate compensation.
Then I asked him about $30 million bonuses to AIG executives, and
his response was, well, I can’t opine that wouldn’t be appropriate
compensation.

Is this the guy who should be running the TARP program, and
when are you going to give us the regulations required by law, and
are those regulations going to prohibit million-dollar bonuses and
million-dollar-a-year salaries?

Secretary GEITHNER. Congressman, we are committed to putting
out those regulations. We will do so as soon as we can. Mr.
Kashkari, who is an excellent public servant, it is not his job to
make those judgments. That is my job. I am accountable for mak-
ing those judgments.

The CHAIRMAN. The gentleman may finish his sentence.

Secretary GEITHNER. And we are working on putting those out
so that we will have some clear standards to the American people
to govern these compensation practices going forward.

The CHAIRMAN. The gentleman’s time has expired. The gen-
tleman from Oklahoma, I believe, is next.

Mr. Lucas. Thank you, Mr. Chairman.

Let us continue to look at the process of cleaning up behind this
parade. In Oklahoma, in the 1980’s, we went through a twin agri-
culture and energy resource boom and bust. And it was fascinating
after the FDIC got done stomping through the arena how 5 and 10
and 15 years later, amazingly there were some millionaires made
of dealing and disposing of these assets.

Could we talk for a moment about the public-private investment
fund? And if you could, just let me give you a real world—from a
perspective of the real world. For a typical investor who might par-
ticipate in this kind of a thing, this effort to clean up the legacy
assets, the toxic assets, for $100, it could be $100 million, it could
be $100 billion, but for $100, how many dollars’ worth of assets,
Secretary, do you envision that controlling or being worth?

Secretary GEITHNER. In the model we laid out, %1 of capital from
the government would come with $1 of capital from a private inves-
tor, and they would be able to get borrowing from the government
in a range that is yet to be determined. But it is potentially up to
6-to-1 leverage in this basic structure, substantially less leverage
than the bank normally operates with, but that is the broader mag-
nitude that is possible.

Mr. Lucas. So potentially the investor’s dollar might conceivably
get them as much as $6 worth of assets, if the assets—some assets
would be a different value. Some would be good, some would be
bad, some would be totally worthless. If the assets turned out to
be bad, of that dollar put into the fund, what is the investor’s po-
tential loss? Can he or she lose it all?

Secretary GEITHNER. Yes.
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Mr. Lucas. And the upside?

Secretary GEITHNER. The upside would be shared in portions of
the capital they put in. So the taxpayer will share in the upside
alongside the private investor.

Mr. Lucas. So my mighty dollar might get me 6 in assets; I could
lose it all if they turn out to be a bad portion of the program. If
they turn out to be good assets, as was observed in Oklahoma in
the 1980’s, sometimes those ag properties and those energy-pro-
ducing properties are so dramatically undervalued that a decade
later—so there is a potential for it not only of a complete loss of
investment, but a potentially tremendous gain then for the inves-
tor.

Secretary GEITHNER. For the taxpayer, too. The taxpayer would
share equally in those gains.

Mr. Lucas. As you envision the program, what dollar amount—
what level of player are we talking about? I am sure this is not
something that the small investor will be able to be a part of.

Secretary GEITHNER. We want this designed so that the potential
gains can be shared as broadly as possible.

Mr. Lucas. So does that mean the buy-in is $100,000, $1 million,
$5 million?

Secretary GEITHNER. We laid out some details proposed for min-
imum investments. But, again, people will be able to participate
through—as the general asset management companies that man-
age the pension assets of average Americans. So the idea is to
allow the American people the benefit alongside the government of
any potential gains, and the taxpayer, of course, ultimately gets a
better deal with this kind of structure than they would if the gov-
ernment simply took on all the risk.

Mr. Lucas. And the reason I bring all this up, of course, is poten-
tially there will be some tremendous winners on down the road,
ones who have either picked wisely or by good circumstance.

Let me flip to one more question. We have been very focused on
AIG compensation, the bonuses and all those sorts of things. One
other subject. A lot of compensation—and I am not a part of cor-
porate America, but a lot of compensation is not just bonuses and
outright salaries, it is things like stock options, correct? As this
economy picks up, how many of these financial institutions—and I
am asking a question that may not be answerable, of course, but
are we going to see at some point a year or 2 or 3 or 5 years from
now, the really big sums of money made when these stock options
that might be worth pennies now or dollars now become tens or
hundreds of dollars in the future? Is that something that we should
be prepared for as a public official to explain to the folks back
home 2 years, 3 years, or 5 years down the road?

Secretary GEITHNER. Technically, I think most of those will have
to be fundamentally renegotiated for the risk you are raising to
materialize. But it is very important that compensation practice
across the industry be fundamentally reformed so that compensa-
tion is tied to long-term performance of outcomes by the firm itself.
And what the President proposed on February 4th is that com-
pensation above a certain limit, particularly in cases where the
firms are getting assistance from the government, be it in the form
of restricted stock that is at risk, only pays back over time only
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after the taxpayer is repaid. And for all firms that participate in
these markets, we want them to subject their compensation pro-
posals to a shareholder vote, so the shareholders will have the op-
portunity to look at these compensation practices and make their
own judgment about whether they are appropriately rewarding risk
and not incenting excessive risk-taking at the expense of the sys-
tem as a whole.

Mr. Lucas. Have we ever had these kind of standards before,
just as a question?

Secretary GEITHNER. No. I think this is a necessary, important
part of a reform agenda. I think it is not possible to run an effec-
tive risk-management framework without looking also at com-
pensation incentives, because they, as we have seen, overwhelm all
the checks and balances and limits that were set by supervision
and risk managers.

The CHAIRMAN. The gentleman from New York, Mr. Meeks.

Mr. MEEKS. Thank you, Mr. Chairman.

I want to thank all three of you for your testimony today. I think
it has been very enlightening for me.

I want to just touch on a couple of things. First, one of Mr. Ack-
erman’s questions was about credit default swaps. Do you think
that we in Congress and you should work on some further regula-
tions, specific regulations, in regards to credit default swaps? And
if we do that, what effect do you think it will have on the global
financial system, and how can we work that out in that regard?

Secretary GEITHNER. I think it is very important that through a
mix of law and regulation, we bring these markets into an over-
sight framework that provides better protection for the financial
system. As part of this, I think it is very important that the stand-
ardized part of these markets be moved onto central clearinghouses
and exchanges, and that we also put in place much better reporting
disclosure requirements. And as the chairman just said, it is criti-
cally important that people who get exposure to these instruments
hold enough capital or reserves or cushions against the risk those
instruments present. But I think comprehensive reform bringing
these under oversight should be a critical part of the reform agenda
we hope to work with the Congress on.

Mr. MEEKS. Now, one of the—and we all—and sometimes we do
this often in Congress, we react to a situation, and all of us reacted
to the bonuses by AIG last week. And one of the things that I
heard when I got back home from some, coming from New York,
we are very concerned, because, of course, the financial Wall Street
is in New York. It contributes to a lot of jobs, a lot of our economy,
etc. One of the things that often was heard was, when I got home,
that a lot of jobs could leave New York and go elsewhere, elsewhere
being not in the United States; in London.

My question to you is, what is your reply to that? I mean, is that
just talk because Wall Street tried to protect itself? Is that a reality
of something that could possibly happen? And what should we do
or could we do to try to make sure that as we recover, we don’t
lose those jobs in the United States, and New York, for example,
remains the financial capital?

Secretary GEITHNER. The best thing we can do for New York and
the U.S. financial system is create a much stronger system, a more
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stable system for the future. But to do that, we need to make sure
we bring the world with us, and the world as a whole, all those
other financial centers, London, Asia, continental Europe, also put
in place higher standards for protection, because without that,
there is a risk that capital will move, business will shift from the
United States, and we will end up with a weaker system overall,
as we have seen.

So the best defense for us is to make our system stronger, not
to wait for the world; make our system stronger, but try to encour-
age them to move with us to put in place higher standards, and
that is what the President has committed to do.

Mr. MEEKS. And I was wondering—and I know that there is time
for you to come with your standards that you are talking about
with reference to executive compensation and bonuses, but I was
wondering if there is a framework of which or reference of which
you are working on to make that determination, because that is
part of what the problem is here. Folks feel that there has been
the greed, or others feel that there has not been a system put in
place that they can understand and follow and say, okay, this is
what the rules are. Basically when people say, tell me what the
rules are, we will play by the rules; don’t change the rules in the
middle of the game.

So is there something that you are putting in place so that the
markets and others can understand what the rules will be or what
you are governing by so we can have that confidence in the market
so we can move again in the direction that we should be?

Secretary GEITHNER. Yes, we share that objective. And just to
come back to the point you made before, even in this area, there
is broad support internationally to having standards that apply to
compensation, so that, again, there is more of a level playing field
generally across the financial system.

Mr. MEEKS. I think my time has expired. I yield back.

The CHAIRMAN. The gentleman from Texas.

Dr. PAUL. Thank you, Mr. Chairman.

When the chairman of the committee opened up the committee
today, he suggested that we look backward as well as forward, and
that all our problems didn’t come from January 20th on, and I
agree with that. As a matter of fact, just looking back at the last
Administration isn’t quite enough. And in order to understand the
problems that we face and understand the cause, we have to look
back possibly even several decades.

The debate today, so much of the discussion has been on tech-
nical aspects, which I think are very important, but, quite frankly,
I think that deals a lot with the symptoms rather than the basic
cause, and I would like to deal more with the cause, so I have a
question for the entire panel, and the question keys around this
cause.

Right now, I think the Congress and the Treasury as well as the
Fed operate on the condition that the free markets failed, and we
didn’t have enough regulation. Others will say that we got into this
mess because we have been living with a condition of crony
corporatism, inflationism, and interventionism. We had inbred into
this system a lot of moral hazard which encouraged a lot of risk
and a lot of guarantees, and that we would have the lender of last



47

resort, and we really didn’t have to worry. And it created, once
again, a phenomenon that has been known throughout history. It
is called the “madness of crowds.” And that certainly—that is noth-
ing new. But there was certainly a lot of madness going in the
economy and in the marketplace.

But the question really comes out, who should allocate cap-
italism, the free market, or should the government? And I think
that we had a system where the free market wasn’t working, and
we didn’t have capitalism. The allocation of capital came from the
direction of the Federal Reserve and a lot of rules and regulations
by the Congress. We had essentially no savings, and capital is sup-
posed to come from savings. And we had artificially low interest
rates.

So looking at all that, then this means we would have to look dif-
ferently at what our solutions should be. Everybody loves the boom.
That was great. Nobody questions all this. But when the bust
comes, everybody hates it, and then they quickly to have decide
what to do.

Unfortunately, I don’t see that we are addressing the real prob-
lems. We are not addressing—what we are dealing with is trying
to find a victim. Who is going to soak up the derivatives, who is
going to soak up the debt, who is going to be penalized? And right
now it looks like Wall Street is getting bailed out, and the little guy
and the middle Main Street America and all are going to pay the
penalty. And I think this is—we are absolutely going in the wrong
direction, whether it is AIG or the rest. So we failed because we
didn’t follow the marketplace, and then we do the same thing over
and over again, and we don’t seem to improve anything.

So my question is this: How do the three of you operate in your
own minds? Do you operate with the idea that capitalism failed,
and they need us more than ever before to solve these problems;
or do you say, no, there is some truth to this? As a matter of fact,
a lot of truth to it is that we brought this upon ourselves, that we
had too much government, too much interference in interest rates,
too much risk, moral risk, built into the system. Because if you
come from the viewpoint that says that the market doesn’t work,
I can understand everything you do, but if I see that you have to-
tally rejected the market, and that we have to do something about
it, I can understand why we in the Congress and you in Treasury
and you in the Fed continue to do this.

So where do you put the blame; on the market or on crony cap-
italism that we have been living with probably for 3 decades?

Mr. BERNANKE. Congressman, I certainly do not reject cap-
italism. I don’t think this was a failure of capitalism per se. And
I also think the free market should be the primary mechanism for
allocating capital. Markets have shown over many decades that
they can allocate money to new enterprises, to new technologies,
very effectively. And so we want to maintain that free capital mar-
ket structure.

It is nevertheless the case that we have seen over the decades
and the centuries that financial systems can be prone to panics,
runs, booms, and busts. And for better or worse, we have developed
mechanisms like deposit insurance and lender of last resort to try
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to avert those things. Those protections, in turn, require some over-
sight to avoid the buildup of risk.

Dr. PAuL. May I interrupt, please?

Mr. BERNANKE. Certainly.

Dr. PAUL. Isn’t that what creates the moral hazard though? Isn’t
that the problem rather than the solution?

Mr. BERNANKE. Well, the reason the Fed was created in 1913
was because in 1907 and in 1914 there were big financial panics,
and there was no regulation there, and people thought that was a
big problem. Back in the 19th Century as well.

Dr. PAUL. But they usually lasted about a year. And now we are
determined to make our corrections last 10 to 15 years, and that
is what we are working on right now.

Any other answers, please?

The CHAIRMAN. Not on this round, because the time has expired.

The gentleman from Kansas.

Mr. MOORE OF KANSAS. Thank you, Mr. Chairman.

To Secretary Geithner and Chairman Bernanke, the Special In-
spector General for TARP, Mr. Neil Barofsky, testified before the
Financial Services Oversight and Investigations Subcommittee a
few weeks ago that he estimated the total exposure of the taxpayer
was $2.875 trillion if you count all the programs authorized by the
Treasury Department, FDIC, the Fed and others. Is that number
still accurate, or do you have a different estimate of how much tax-
payer exposure we currently have in all of these financial rescue
programs; and do you expect, can we expect, that the taxpayers
will be fully repaid?

Mr. Secretary?

Secretary GEITHNER. Congressman, that, I suspect, represents
the total loans outstanding and capital extended by the govern-
ment. It does not reflect the risk to the taxpayer. That requires a
more careful judgment about the level of collateral backing behind
those loans. That requires a—that is a hard judgment to make, but
we would be happy to come back to you and give you our best sense
of what the components are in that $2.875 trillion number and how
you should think about ultimately the risk to the taxpayer. But we
are being very careful to make sure these are designed in a way
that they come with very strong protections against the taxpayer.

I want to conclude, though, just with a sense of the importance
about our candor in this. The government is going to take risk in
this. There is no way we are going to get through this financial cri-
sis without the government taking risk the markets can’t take. So
I cannot stand before you, nobody in my business can stand before
you, saying there is no risk of loss to the taxpayer here, but we are
going to do our best to minimize that risk of loss.

Mr. MOORE OF KANSAS. Mr. Chairman?

Mr. BERNANKE. Speaking for the Federal Reserve, less than 5
percent of our lending is associated with the Bear Stearns and AIG
episodes. We believe that we will be fully repaid for those loans,
but concede that they are riskier than the other loans we make.

The other 95 percent of our balance sheet is extremely safe,
mostly very short term. We have never lost a penny in any of those
programs. So even though it is true that the Fed has—in one ca-
pacity or another—lent out a great deal of money, we believe it is
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quite safe and that the taxpayer will, in fact, make money, because
the Federal Reserve through its profits sends to the Treasury every
year tens of billions of dollars.

Mr. MOORE OF KANSAS. Mr. Chairman, I believe it was you who
testified and told a group of Members of Congress, myself included,
that if—and I think this was September of last year—that if Con-
gress didn’t pass the legislation you were looking for, there might
not be a market the following week. That strikes fear right there.
I voted for both of the so-called rescue recovery programs, and I
told people back home, I have been here 10 years, and those were
probably the most uncomfortable, hardest votes I have had, but I
didn’t see that we had an option. And I take it you still believe that
was the right option.

Mr. BERNANKE. Everything we have seen since then suggests
that the effect of the financial effects on the global economy are ex-
traordinarily powerful.

Mr. MOORE OF KANSAS. Mr. Secretary, any further comment?

Secretary GEITHNER. I think that was an enormously difficult
act, but a brave, important act. I think without that action and au-
thority we would be in a much greater, much deeper peril today,
much deeper recession causing much more damage to the American
people, and facing a much more protracted period before we have
the chance of getting growth back, and it would have been much
more expensive ultimately to deal with it. So I think that was a
necessary act, and it helped prevent a much more catastrophic out-
come.

Mr. MOORE OF KaNsas. Thank you.

I yield back my time, Mr. Chairman.

The CHAIRMAN. The gentleman from Illinois.

Mr. MANzULLO. Thank you, Mr. Chairman.

Secretary Geithner, on page 1, paragraph 5, line 4, and, Chair-
man Bernanke, page 2, line 3, of your respective testimonies, you
state that 401(k) plans, and presumably IRAs, purchased insurance
from AIG; is that correct?

Mr. BERNANKE. Yes.

Mr. MANZULLO. And the purpose of insurance was so that the
value would not fall precipitously; is that correct?

Mr. BERNANKE. Correct.

Mr. MANZULLO. So they bought insurance, and because of the
bailout, their requirement plans did not get cut in half; is that cor-
rect?

Mr. BERNANKE. They avoided the losses.

Mr. MANZULLO. That is right.

What about the rest of the Americans; what about the rest of the
Americans who lost half of their savings in retirement plans, plus
had to put up $40 billion so other people could be made whole be-
cause they bought insurance at AIG? Does that seem fair?

Mr. BERNANKE. Most of that decline has occurred since Lehman
Brothers failed in September. If we had been able to avoid the fail-
ure of Lehman Brothers—

Mr. MANZULLO. Wait a second. Most Americans have lost 40 to
50 percent of their IRAs and retirement plans. And in addition to
that, they have had to spend $40 billion in order to honor the in-
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surance plan of AIG so that the people who bought insurance with

them wouldn’t lose any of their retirement plans; isn’t that correct?

b 1\/{{1‘. BERNANKE. These are loans which we expect to get paid
ack.

Secretary GEITHNER. Congressman, could I try to answer that?

Mr. MaNzULLO. I think that is an improper answer. The Amer-
ican people have lost 40 to 50 percent of their retirement plans.

Mr. BERNANKE. The purpose of the action we took with AIG, as
I discussed in some detail in my testimony, was not to help any
specific counterparty.

Mr. MANZULLO. But you did, you did. That is what happened.

Mr. BERNANKE. It is unavoidable. We are trying to address the
entire—

Mr. MANZULLO. No, I understand. You did not address the entire
issue because most Americans still lost 40 to 50 of their retire-
ment—

Mr. BERNANKE. We are working hard to get—

Mr. MANZULLO. —plan.

The CHAIRMAN. Mr. Chairman, the rule is that we get to talk
whenever we want. That is the rule.

Mr. BERNANKE. Sorry.

The CHAIRMAN. The gentleman from Illinois.

Mr. MANZULLO. And they are paying $40 billion so that other
people don’t lose any of their retirement plan. That is what your
testimony says, and that is what happened, isn’t it?

Secretary GEITHNER. Congressman, those losses to the American
people—

Mr. MANZULLO. Give me a yes or a no, please.

Secretary GEITHNER. —would have been far greater—

Mr. MANZULLO. No. I am asking the questions. Did the people
who took out insurance with AIG to insure their retirement plans
get reimbursed 100 percent so they suffered very little loss, yes or
no?

Secretary GEITHNER. It depends on the nature of those specific
contracts, it depends on each of those contracts. But what the crit-
ical thing is the damage to the average American pension fund—

Mr. MANZULLO. But you did not answer the question. The aver-
age American person has already lost 40 to 50 percent of their in-
surance plan.

The CHAIRMAN. If the gentleman will withhold.

I would ask the people in that second row to stop the gesturing
and the conversations. People are here to listen. Conversations are
going on. They will end, and if there is any further disruption, I
will ask the officers without any further intervention to simply es-
cort people out.

Please continue.

Mr. MANzULLO. Thank you.

The American people have lost 40 to 50 percent of their retire-
ment plans; IRAs and 401(k)s. But people with retirement plans
who bought insurance from AIG did not suffer that loss; isn’t that
correct?

Mr. DUDLEY. If I could just make one point here?

Mr. MANzZULLO. Can’t anybody just say yes or no?

Mr. DUDLEY. Could I make one point?
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Mr. MANZULLO. If you can give me a yes or no.

Mr. DUDLEY. The insurance was on the stable value funds. If the
investors in the stable value funds had taken losses in the AIG
case, this would have destabilized stable value funds broadly—

Mr. MANZULLO. The answer is yes, isn’t it?

Mr. DUDLEY. —broadly throughout the U.S. economy.

Mr. MANZULLO. The American people paid $40 billion so people
with retirement plans that had insurance with AIG did not have
to lose; isn’t that correct?

Mr. BERNANKE. They lent $40 billion to avoid a catastrophic col-
lapse to the system.

Mr. MaNzZULLO. Can you give me a yes or no, anybody there,
please?

Mr. BERNANKE. You said it was the purpose. That was the pur-
pose.

Mr. MANZULLO. I have 14 percent unemployment back home. We
could lose lots of factories. People are desperate. Half of the people
have lost half their retirement, or most have lost half of the retire-
ment, and not one of you three can give me a yes on that answer
or no.

Mr. BERNANKE. Because it is a poorly posed question.

Mr. MANzZULLO. Well, then it is poorly written in your state-
ments. The question is very simple. Maybe I should make a state-
ment that American people had to bail out AIG so that they could
honor the insurance plans with people who bought insurance on
their retirement plans, but most Americans still lost 40 to 50 per-
cent of their retirement plans.

Mr. BERNANKE. If we had not made that action, they would have
lost 70 percent.

Mr. MANZULLO. The AIG people lost 70 percent?

Mr. BERNANKE. No, the American people.

Mr. MaNzuLLO. Well, thank you for that correction. That makes
me feel even better.

But the point here is that American people had to pay $40 billion
in order to make sure that people in AIG got 100 percent of their
retirement plan, and that is why American people are really upset.

The CHAIRMAN. The gentleman from Massachusetts.

Mr. CAPUANO. Thank you, Mr. Chairman. Thank you, gentlemen.

I am not going to focus too much on the AIG issue because 1
think most of it has been said the other day when Mr. Liddy was
here. I think Congress has spoken. I think you understand how we
feel and what we would like to do. And I also think that in com-
parison, the proposal that was put out today is much more impor-
tant to the general economic wellbeing of this country.

I guess I want to start with a couple of things. I heard, I think,
at least two of you say, maybe three of you, that you didn’t have
the authority to do something earlier. Well, I would respectfully
disagree with that legal. I understand. I don’t want to rehash it,
but you have used the term “exigent circumstances” to a fare-thee-
well to get into things the Fed never got into before, no one would
have thought they could have gotten into: auto loans; student
loans; mutual funds. And the truth is I have supported that be-
cause I think it is necessary at the moment. I believe you could
have used the same term to get into these issues beforehand to
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have avoided these issues had you tried. Again, past history, but
nonetheless I still believe that you can do it.

I want to talk about the plan. I have a few questions. I am trying
to figure out the last 24 hours or so. And I guess I want to, first
of all, understand. I see the FDIC as effectively a taxpayer-funded
organization. I know it is not technically through taxes, but it is,
because we all know that if the FDIC failed, we would bail it out.
I don’t think anybody really doubts that, number one.

Number two is taxpayers pay it through fees, if not through
taxes. I know the fees aren’t assessed to them directly, but effec-
tively we all pay it through higher bank fees or lower interest paid
by the bank. It is all passed through. If the FDIC is included, it
is not a 6-to-1 ratio, it is a 13-to-1 ratio. Every dollar that is spent
on this new program through the FDIC and the taxpayers directly
will be 93 percent paid by taxpayers. So it is a 13-to-1 ratio, not
6-to-1, if you count the FDIC. If somehow you don’t count them, I
guess it is 6-to-1, but if the FDIC fails, it is on us.

I guess a couple other questions I have, we are targeting about
$1 trillion of these toxic assets. Am I wrong to think we have any-
where from $20 trillion to $50 trillion of these assets sitting out
there someplace? Is that a wrong number?

Secretary GEITHNER. Well, that is large. The total assets of the
banking system are roughly the size of the annual GDP, which is
roughly $14 trillion now. So that is too big a number. Global finan-
cial assets are much larger than those held by U.S. banks.

Mr. CAPUANO. So globally, all right. But it is higher than a tril-
lion?

Secretary GEITHNER. True. But the assets that this program tar-
gets—

Mr. CAPUANO. I understand that. I understand what it targets.
It targets all the triple A stuff, which, of course, amazes me. You
are using ratings by the very credit rating agencies that have now
been completely undermined. And anybody with faith in these rat-
ings, I guess, hasn’t been paying attention the last year. But so be
it, you have to draw the line somewhere, and I guess that is all
we have.

I want to ask specifically about the FDIC’s role here. The FDIC,
as I understood it, but, again, without getting into glorious words,
was there to protect me as a depositor up to $100,000, now
$250,000. We are trying to extend that. That is what they are there
for. And yet in this case, they are being used to finance the pur-
chase of toxic assets, nothing to do with what anybody would have
thought the FDIC was supposed to be used for. And they are being
used, as I understand it, and correct me if I am wrong, to basically
float collateralized debt obligations backed by these very toxic as-
sets in order to fund the purchase of these toxic assets, getting
them off the books of the investors and putting them on the books
of the taxpayers. What am I missing?

Secretary GEITHNER. First, FDIC fully supports this program. It
uses an existing—

Mr. CAPUANO. I don’t care whether they support it.

Secretary GEITHNER. But it is important because this is based on
an existing mechanism that they use in design as a normal part
of what they do as the principal resolution authority in the United
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States today. So they have broad experience doing this well, and
they helped design this, fully support it.

The reason we are doing this, Congressman, is because we think
it is the best way to protect—

Mr. CApUANO. No, I understand why you are doing it. Answer my
question. Are they going to fund these things by floating
collateralized debt obligations?

Secretary GEITHNER. No.

Mr. CapUANO. Then why is it that on your Web site? You say,
the buyer would receive financing by issuing debt guaranteed by
the FDIC. The FDIC-guaranteed debt would be collateralized by
the purchased assets. What am I—is this not right, or am I reading
it wrong?

Secretary GEITHNER. I just wouldn’t call that a CDO.

Mr. CapuaNo. Okay. But it is a collateralized debt somehow
backed by a toxic asset.

Secretary GEITHNER. But, Congressman, it is good for the FDIC
borrowing to be secure.

Mr. CapuANO. No, no, no, no. We can disagree on what is good
or bad. That is what it is. And I understand that you think it is
good; otherwise you wouldn’t have proposed that.

First of all, I want to make it very clear, I think you gentlemen
are well-intended, intelligent men who are trying to save the econ-
omy. I think your motivations are fine. I just think you are dead
wrong on this one. I think you are jeopardizing the FDIC. I think
you are taking it—in this particular case, yes, taxpayers may ben-
efit if there is a profit, 50/50 benefit, but if there is a loss—

The CHAIRMAN. The gentlewoman from Illinois.

Mrs. BIGGERT. Thank you, Mr. Chairman.

I think that from the very beginning we have always said we
need to restore confidence in the market and to provide the tax-
payer with protection. But I think we also—and I think what has
happened in the last week or so, that we need to restore investor
confidence and confidence in our government, in the Federal lead-
ers, rather, and the regulators that if Americans work hard and
run a solid company, they are not going to be subject to punish-
ment from the government if they do well.

And on that note, I think that we need to work together really
to focus on this economy, and I am afraid that we are just not
doing it, or not getting all the information. What came up at our
hearing last week was I asked the question of Mr. Liddy about the
three trustees that were appointed to—I believe to represent U.S.
taxpayers’ interest on the AIG Board. We never even heard, or at
least I hadn’t, and I suspect most of the members hadn’t even
heard, about these trustees and how did they—you know, how did
they—what happened with informing the taxpayers about the bo-
nuses and things?

And I think we need to move ahead, and I hope that we are
going to really take a holistic look at all of these provisions. We are
talking about executive compensation without looking at the whole
picture. Now we have a new plan, and we see that there seems to
be some increase in confidence here.
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So I have just a couple of questions. Number one, how many—
Secretary Geithner, how many actual—what are your resources in
the Treasury Department to do this right now?

Secretary GEITHNER. We have a very strong overview; we are
working very hard. We are going to need some more people,
though, and we are working very hard to bring in enough talent
to help us get through this.

Mrs. BIGGERT. And I think that should be a focus. I mean, it is
going to be difficult to find these people, isn’t it?

Secretary GEITHNER. We are finding a lot of people willing to
come serve their country in this moment of challenge, and I think
that is very encouraging.

Mrs. BIGGERT. So can you give me a number of people?

Secretary GEITHNER. A number of people that we need?

Mrs. BIGGERT. A number of people who are actually working.

Secretary GEITHNER. Across the entire Treasury?

Mrs. BIGGERT. Yes.

Secretary GEITHNER. Oh, I can’t do that today.
hMrs. BIGGERT. No, no, no. I meant that you are relying on to do
this.

Secretary GEITHNER. In the domestic finance part of the Treas-
ury, I would be happy to give you the exact numbers of staffing
today. And again, these are terrific people working very hard, but
we are going to need more.

Mrs. BIGGERT. Thank you.

And then, Mr. Chairman, how many are working on this issue
in the Federal Reserve?

Mr. BERNANKE. Which specific issue?

Mrs. BIGGERT. Well, working on AIG right now.

Mr. BERNANKE. AIG is being managed by the Federal Reserve
Bank of New York, primarily President Dudley, who is here. He
has about 10 of his people in the firm every day all the time, and
they are supported by analysts both at the Federal Reserve Bank
of New York and at the Board.

Mr. DupLEY. We also have some outside consultants that we
have hired to help us in certain areas where we don’t have the ex-
pertise internally.

Mrs. BIGGERT. I saw an ad in one of our local newspapers just
asking for someone who could unravel the mortgage-backed securi-
ties. Which brings me to the next question. So I have an investor
in my district, and they want to be part of this and purchase some
of these legacy assets, as you are calling them now. How would
they go about doing that? Can an individual apply if this program
goes through to purchase this, or do they have to be part of this
five or six management group?

Secretary GEITHNER. Individuals will most realistically benefit
through the professionals who manage their pension funds or other
financial assets. That is the most direct way they are going to be
able to benefit.

Mrs. BIGGERT. Well, what if they are an investor, and they have
private equity?

Secretary GEITHNER. Well, it depends on whether they meet the
broad conditions we are going to establish to try to protect the
American taxpayer. Again, we want to make sure that the inves-
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tors and the asset managers meet the highest standards for care
and competence.

Mrs. BIGGERT. Then, Chairman Bernanke, could you answer the
question about the three trustees? Are you in touch with them?

Mr. BERNANKE. Yes. They have only been appointed relatively re-
cently, and their job is basically to oversee the voting interest of
the U.S. Treasury. They are very high-quality people, and they will
be involved in our discussions.

Mrs. BIGGERT. And Secretary Geithner?

Secretary GEITHNER. Yes.

Mrs. BIGGERT. Are you working with the three trustees?

Secretary GEITHNER. Yes, although I haven’t had the opportunity
to do so since I took on this post, but I am sure I will have the
chance.

Mrs. BIGGERT. And you were doing that, working with one of
them when, you were the trustee or in the New York Fed.

Secretary GEITHNER. Well, this structure was designed in co-
operation with the Treasury and the Board when I was president
of the New York Fed, and the selection process for those trustees,
I believe, concluded before I left the New York Fed. And as the
chairman said, these are very capable public servants.

The CHAIRMAN. The time has expired.

The gentleman from Massachusetts.

Mr. LYNCH. Thank you, Mr. Chairman.

Thank you, gentlemen, for trying to help the committee with its
work. The AIG situation is a special case. I want to ask you about
an agreement that I tried to question Mr. Liddy about last week.
But AIG was a special case because of, as you said in your opening
testimony, Mr. Secretary, that they were basically on the brink,
and that you did act with greater urgency at a very precarious mo-
ment. We also—as the taxpayer, we stepped up in a very big way,
taking a 79.9 percent share, call it 80 percent. We became the res-
cuer of AIG. But for the presence and intervention of the American
taxpayer, I don’t think anybody would argue this company was
going under.

And, in fact, I handed out copies of the retention bonus that is
at the source of a lot of this hearing. The language in the retention
bonus agreement drafted in December of 2007, basically covering
the AIG financial products employees, anticipates this in a way;
not in a way, specifically. It clearly says that the impact of the
credit default swaps and underlying collateral debt obligations will
not affect the bonuses.

This infuriates me that employees at the firm in this business
saw that these things were so weak and said, okay, what are we
going to do here, we are going to build a firewall between the dam-
age that is going to affect the taxpayer—they didn’t know it was
the taxpayer, but their creditors—and we are going to protect our
bonuses. It makes me crazy that they did this. It also, in fact, re-
serves a certain part of the—well, $67.5 million, I think it was—
that regardless of what happened to the company, they would get
their bonuses.

And it just seems to me that there are grounds in that for repu-
diating these contracts. The fact that as they saw bankruptcy loom-
ing, they said, okay, the creditors are going to come in here at any
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point now and lay claim to our assets, so what we are going to do
is we are going to make a special agreement to take care of our-
selves. And that is why I made the analogy last week of the cap-
tain and the crew reserving the lifeboats.

This is completely objectionable. And I just want to ask you, you
know, I think we have a cause of action here as shareholders. You
know, I don’t dispute bonuses generally. I think they can work. But
in this special case, is there not, in essence, a fraudulent convey-
ance here to escape the creditors who are the people we represent,
the people who stepped up and did the right thing, rescued this
company? And what did we get, you know? We get this. So if you
just talk to me about this. And I know about the Connecticut law,
and I still think that these are supervening incidents that could de-
lete the contract.

Mr. Secretary?

Secretary GEITHNER. Congressman, I say it well, and I com-
pletely share your frustration. Think of the position I am in. I feel
more strongly than you do. And we are looking very carefully work-
ing with lawyers in the Executive Branch at all legal avenues to
go back and see if we can get this back. And I am sure that we
are looking through at exactly the argument you are making, but
I can’t tell you today that we found a way to do it in a way that
is going to be effective for us. But we are on it, and we are looking
at it.

Mr. LyncH. Well, look, if you are not going to go forward, then
this committee needs to know that so that we can go forward, be-
cause I certainly think the argument needs to be made. And I also
know that Connecticut law gives discretion to the judge. I don’t
think our case is arbitrary or capricious; I don’t think it is unrea-
sonable. I think it is well-grounded. It is not made in bad faith. We
are actually looking at circumstances that we didn’t see when these
agreements were made.

Mr. Chairman.

Mr. BERNANKE. We will check this with our legal advisors, or we
will work with the Secretary as well. I am hopeful that you are
right. We would like to explore every possible option. And this is
a perfect example of what I was talking about before where com-
pensation is not related to the risk-taking in an appropriate way.

Mr. LYNCH. Mr. Dudley?

Mr. DUDLEY. I agree with what you just heard from the Treasury
Secretary and the Chairman. It is pretty egregious, as you have
noted, and we will look into what can be done on that basis.

Mr. LyNcH. Mr. Chairman, I yield back.

The CHAIRMAN. Let me make an announcement. The Secretary
of the Treasury has to leave at 1:00, but he will be back on Thurs-
day. So I will announce that on the Democratic side, any members
who wish to pass in this hearing now will go at the head of the
list on Thursday. Mr. Bernanke can stay a little longer. But mem-
bers who wish to ask the Secretary of the Treasury after 1:00,
there will be a few more we can get in. On the Democratic side,
we will begin with any member who is here and passes up his
chance, a lot of people aren’t here, and then we will go back to the
regular order.

The gentleman from Texas.



57

Mr. HENSARLING. Thank you, Mr. Chairman.

Secretary Geithner, I would like to understand the AIG bonus
timeline a little better, if you could comment upon it. It was Sep-
tember 16th, when you were president of the New York Fed, that
the first intervention took place, correct?

Secretary GEITHNER. That is right.

Mr. HENSARLING. And then I think you said in earlier testimony,
you knew there were—there were public filings. You were not per-
sonally aware of them. As I understand, on September 22nd, AIG
filed its AK, which discusses a retention program, but you were
not—is that correct?

Secretary GEITHNER. I was not aware of those filings then.
Again, I knew at that point, we all knew, that there was a whole
range of compensation issues we were going to have to deal with.

Mr. HENSARLING. Okay. But you were not personally aware of
this public disclosure? I understand in November of 2008, a spokes-
man for the Federal Reserve, Calvin Mitchell, stated that the Fed-
eral Reserve, the Treasury, and the New York attorney general all
knew about the AIG bonuses in the fall of 2008. Do you have any
knowledge of that?

Secretary GEITHNER. Well, I am sure what he said is correct. But
again, there is an enormous number of compensation plans that
crossed this entity, and they have required—we had different ap-
proaches for dealing with them. They had different basic challenges
for us, as you have heard. And the particular challenge we are
dealing with today is these legally contractual commitments.

Mr. HENSARLING. Mr. Secretary, AIG, representatives of AIG,
have alleged—and I may mispronounce her name—Sarah Dahl-
gren, who was one of your top aides when you were heading the
New York Fed—they state that on November 11th, she was person-
ally briefed on the AIG bonus plan in New York. Do you have any
knowledge of that?

Secretary GEITHNER. Well, again, I am sure that those dedicated
public servants were looking at a whole range of compensation that
we are dealing with.

Mr. HENSARLING. I am just asking, were you personally aware of
it, yes or no?

Secretary GEITHNER. I don’t know if she was briefed on that par-
ticular moment, no.

Mr. HENSARLING. And then again on November 24th, AIG again
disclosed in a Form AK about these retention programs, but, again,
you did not specifically read that AK?

Secretary GEITHNER. About these specific retention programs?

Mr. HENSARLING. Yes.

Secretary GEITHNER. No.

Mr. HENSARLING. Okay. And then on February 28th, according to
Time Magazine, the New York Fed informed Treasury staff that
the bonus payments were imminent.

Do you have any personal knowledge of Time Magazine’s asser-
tion in this regard?

Secretary GEITHNER. Again, I did not know of the details, timing,
or precise nature of these things until March 10th. But, Congress-
man, as I said, that is my responsibility. The question is whether
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we had better options than the ones we were confronted with on
March 10th, and I do not believe we did.

Mr. HENSARLING. Let me ask you another question, Secretary
Geithner. In your testimony, I believe on page 2 you talk about
AIG’s financial products division, “This division was an unregu-
lated entity operating an unregulated market.”

Several days ago, the head of OTS testified before this com-
mittee, and we had an opportunity to question him. He testified
under oath, and I asked him if he had the power to regulate the
financial products of this division that brought AIG down. And I
will give you the specific question and answer.

So this is myself: “So again, in retrospect, it wasn’t the lack of
authority, it wasn’t the lack of resources, it wasn’t the lack of expe-
rience; you just flat made a mistake; is that a correct assessment?”

Mr. Polakoff: “Yes, sir. In 2004, we failed to assess how bad the
mortgage economy, the real estate economy would be in 2008.”

Now, he testified under oath. So did he perjure himself, did he
make a mistake, or are we talking about apples and oranges here
when you said that this was an unregulated entity? Because the
head of the OTS seems to think it was a regulated entity.

Secretary GEITHNER. I believe that neither the entire entity nor
that particular division was subject to an effective framework of
oversight with broad authority and appropriate sophistication in
the exercise—

Mr. HENSARLING. So it was effective regulation, not necessarily
lack of unregulated entity.

Secretary GEITHNER. Congressman, I am not going to disagree
with what my colleague at the OTS said, but I don’t believe you
can look at the system today we have in the United States and say
that there was an effective framework of regulation over that en-
tire entity, not just this particular division.

Mr. HENSARLING. I see my time is running out. We will see if we
have time at least for the question, perhaps not the answer.

In today’s Wall Street Journal it says that various Administra-
tion officials, including yourself, have called various folks on Wall
Street to apprise them of the plan that you announced yesterday.
And part of it says, White House aides returned to some key Wall
Street fundraisers who had helped give credibility to Mr. Obama’s
Presidential campaign.

Do you agree with what the Wall Street Journal said, and if so,
did these people receive any advantage from knowing about the
program?

Secretary GEITHNER. I have not read that report, and I do not
agree with the implication you are drawing from it. But as part of
designing these programs, we normally do have to do some con-
sultations, carefully designed consultations, with market partici-
pants. But those are all carefully managed to prevent against the
risks you were referring to.

The CHAIRMAN. The gentleman from North Carolina.

Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman.

I understand that Ed Liddy is working for $1 a year. I don’t
doubt that he took the position to serve his country. I don’t suspect
for a second that he has personally profited in any way by any de-
cision that he has made. And I know he took harsh questions last
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week, including from me. But he was also, at the time he accepted
the position on the board of Goldman Sachs, and had been for more
than 5 years—he had been chairman of the audit committee, and
presumably was involved in decisions about valuing counterparty
positions on credit default swap contracts with AIG FP.

Was there any discussion about whether appointing Mr. Liddy
created issues of appearances, and about whether he really brought
in the detachment and the fresh eyes that were needed? To either
Secretary Geithner or Chairman Bernanke.

Secretary GEITHNER. I want to say one thing is important about
this. I would never, and I don’t believe anybody at this table would
ever, make a judgment because it would benefit a specific firm in
this context, either AIG or any of the specific counterparties in this
context. I would never do that, never put my Department in the
position of doing that.

Now in that particular case, with respect to Mr. Liddy, the choice
of the chief executive and the suggestion that he be appointed was
not made by the Fed, the New York Fed. I was presented with him
as a possible candidate. I did an independent assessment of wheth-
er he was qualified for that. In my judgment he was an excellent
choice and brought us the extraordinary benefit of having some-
body very experienced and capable come in and run this company.
Now, and I don’t believe that anything he has done since then is
vulnerable to criticism that he has been doing so in a way effec-
tive—anything but serving the interest of the American taxpayer
and helping that company dig out of this mess.

Mr. MILLER OF NORTH CAROLINA. Secretary Geithner, there is a
concept called the appearance of impropriety; not impropriety, but
the appearance of impropriety. He was on the board of directors of
the company that had—Goldman Sachs, which had the most expo-
sure to credit default swap contracts with AIG FP.

Now, I was very careful in saying I am not suggesting that he
has personally profited, but there may be a natural tendency to
think of the public interest in terms of the interest of people you
actually know. And there might be a tendency to think of the pub-
lic interest and Goldman Sachs’ interest as being more interrelated
than other Americans would see them. And that appearance is
what I am getting at.

Was there not any discussion of whether there was a problem
with the appearance?

Secretary GEITHNER. We have to make choices in this context. It
is about alternatives. In our judgment that was the best choice at
the time.

Mr. MILLER OF NORTH CAROLINA. So there was no discussion of
any appearance, any issue of appearances, or whether by virtue of
his own having been involved in decisions about valuing credit de-
fault swap positions that he would be pretty sympathetic to people
who are counterparties?

Secretary GEITHNER. No concern about that particular issue. But,
of course, we knew where he was coming from and what his experi-
ence was, but that broad mix of experience made him an exception-
ally qualified person to take this job.

Mr. MILLER OF NORTH CAROLINA. Okay. I have been assuming
all along that we had smart, aggressive, mean lawyers looking at
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possible personal liability claims against people who have been in-
volved personally in these decisions; that, yes, these companies are
now unable to pay their bills, unable to pay their debts, but a cou-
ple of years ago were doing fabulously well. That money is now
gone. In the words of the country music song, it is in a bank in
someone else’s name. And we have showed very little interest, Mr.
Liddy showed no interest, in pursuing personal liability claims
against officers or directors or employees based upon breach of fi-
duciary duty, or other fraud, fraudulent conveyance, negligence,
any other theory. Are we looking at personal liability claims
against the people who are involved in these decisions and have
profited fabulously from them?

Secretary GEITHNER. As I said, we are looking at a range of legal
avenues with lawyers, smart and aggressive lawyers. I don’t think
they are mean lawyers, but smart and aggressive lawyers.

Mr. MILLER OF NORTH CAROLINA. I know some mean lawyers.

Secretary GEITHNER. Maybe we could use some mean lawyers at
the Treasury and the Justice Department. And I promise you, we
are exploring all available legal avenues.

Mr. MILLER OF NORTH CAROLINA. Thank you. No further ques-
tions.

The CHAIRMAN. The gentleman from South Carolina, Mr. Bar-
rett. And this will be the last question for Mr. Geithner.

Mr. BARRETT. Gentlemen, thank you for coming.

Secretary Geithner, last year Secretary Paulson came to the
United States Congress and sold the TARP, the Troubled Assets
Relief Program, and they were going to buy toxic assets. Was the
Treasury’s assistance to AIG consistent on how he sold the TARP
originally?

Secretary GEITHNER. Congressman, I don’t think I can answer
that question. I was not Secretary of the Treasury then, was not
present in that context.

Mr. BARRETT. I understand. But you understand how he came,
the last Administration came and sold it to the United States Con-
gress. And I think it is really simple: Do you think it was con-
sistent with how it was sold to the United States Congress?

Secretary GEITHNER. I do know that the legislation you passed
did provide this very important authority for the government to put
capital into the financial system. And I think he did use that au-
thority appropriately and very quickly to help save the system.

Mr. BARRETT. I understand that.

Mr. Chairman, what would you say?

Mr. BERNANKE. Yes, I think it was appropriate. The legislation
allowed for purchase of financial securities—

Mr. BARRETT. You said appropriate, but was it consistent? Was
it cor}?sistent with the way it was sold to the United States Con-
gress?

Mr. BERNANKE. The emphasis that the Secretary put was on pur-
chases of assets, and it is true that he did not follow through on
that. But it was still part of the discussion and part of the legisla-
tion to use the money to support failing institutions or to provide
capital to healthy institutions.

Mr. BARRETT. Secretary Geithner, I applaud you on your state-
ment yesterday about going to buy the toxic assets. I think that is
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something we should have done months ago. But because of Con-
gress’ action last week with the AIG bonuses, who in their right
mind in the private sector would want to enter a contract with the
United States Government and say, hey, yes, we are going to help
you, and not expect some type of the full weight of the Federal
Government going to come down on them if they make the wrong
decision?

Secretary GEITHNER. Well, you are right to express that concern,
and we are going to have to make sure that we design these condi-
tions carefully to help mitigate that risk. And we are going to have
to come to a better balance with the Congress as again we try to
figure out how to respond to the reasonably perfectly understand-
able public outrage. We are not using public assistance to reward
failure, but still get our system working again, and that is going
to require people taking risk, be willing to take risk so the govern-
ment doesn’t have to assume all the losses in solving this financial
crisis. And we are going have to get to a better place, both the Con-
gress and the Executive Branch, on this very complicated question.

Mr. BARRETT. And I would hope before we do that, we have some
very clear guidelines from both sides. If I am in the private sector,
and I am thinking about buying one of these toxic assets, I think
somebody has something in my water, there is no way.

Mr. Chairman, would you agree with that? I mean, are we going
to have some problems in the private sector with that?

Mr. BERNANKE. I do think we have to provide assurances to par-
ticipants and say the TALF and the PPIF, that their involvement
will not be retroactively penalized in some way.

Mr. BARRETT. Yes.

Secretary Geithner, undated letters of resignation, I know you
know what those are. Have we used any of these with AIG? Have
we used any of these with other organizations, you know, when the
Federal Government steps in? Do we have a letter that says, “Hey,
you sign it, and I will date it?” Are we doing anything like that to
make sure that people are held responsible for their actions?

Secretary GEITHNER. Good question. Absolutely, we will hold peo-
ple responsible for their actions. And, again, just remember, on
that day in September when we acted, right away we changed
management, brought in a new management team and began a
process of changing compensation, because we wanted to ensure
there was accountability for the judgments they made that brought
this company to the brink where it was going to threaten the basic
framework of the U.S. financial system.

Mr. BARRETT. Specifically with undated letters of resignation?

Secretary GEITHNER. I don’t know that we used that tool, but I
am not sure we need that tool, Congressman. But I think you are
right to insist we need to make sure there is accountability in these
cases.

Mr. BARRETT. I guess the last question I have, which is the $64
million question—or I guess maybe I should say the $64 trillion
question—is, what is the backup plan? I mean, if everything fails,
what do we do? Where do we go from here?

Mr. Geithner?

Secretary GEITHNER. Congressman, this plan will work. This
plan, because of the authority provided by the Congress, not just
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to the Treasury but the Fed, gives us broad ability to do what you
need to get through a financial crisis like this. It just requires will.
It is not about ability. And we just need to keep at it. And we will
need to work with Congress to make sure we can do this on a scale
that is going to make it work.

But the program we need to lay out, which will help make sure
that there is capital available to financial institutions, that these
institutions have confidence that they can meet their commitments,
have access to funding liquidity and allow them to play their role
in providing credit in these programs to get credit markets working
again—you can already see, where we are doing this, you can see
interest rates come down in ways that benefit small businesses,
working families across the country. We just need to keep at it and
make sure people understand we are going to get through it and
we are going to do what is necessary.

Mr. BARRETT. Thank you, Mr. Chairman. I know my time is up.
Thank you, Mr. Chairman.

The CHAIRMAN. I would ask the gentleman for a second to yield
to me to say that, in the legislation we are dealing with, we are
being very clear that we want to restrict this to people who get the
capital program. And we will work with the gentleman to make it
very clear that we do not intend to ever extend that.

We advised the Ways and Means Committee of that. We didn’t
write that legislation. In the compensation legislation we will be
marking-up, it is very clearly—it is one thing to be in the Capital
Purchase Program to be the recipient of funds, but in the other
programs, I do not think we should put those restrictions on. I
thin}lli the gentleman and I would agree, and we will work together
on that.

The Secretary gets tomorrow off. We will see you Thursday.

Mr. BAcHUS. Mr. Chairman—oh, he wanted to say something.

Secretary GEITHNER. Just, I look forward to Thursday. Thank
you.

The CHAIRMAN. Well, you weren’t under oath when you said that,
so I am going to go by—

Mr. BACHUS. As he leaves, could we ask that he and his staff get
up, but that everybody else will remain seated—

The CHAIRMAN. Yes. We are going to go two more rounds with
Mr. Bernanke, if we can do that.

And we now have the gentleman from California.

No, if you are going to leave, you leave right away, and you don’t
come back. If you are leaving, you leave right away.

Mr. BacHUS. Well, let—I think, if everybody will remain seated
until they get out.

The CHAIRMAN. The gentleman from California, I believe, is next,
Mr. Baca. Do you wish to question?

Mr. BAcA. Yes, I guess along the same lines—I know that Mr.
Geithner just left—but we are still very much concerned with the
financial institutions receiving large payouts for AIG, including
nearly $12 billion each for Societe Generale in France and Deut-
sche Bank in Germany, as well as $8.5 million for Barclays in the
United Kingdom.

How were these payouts meant to stabilize the United States
economy, and how can we recoup the American tax dollars?
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Mr. BERNANKE. Well, Congressman, again, many of the issues
and concerns that people have raised and are appropriate ones boil
down, again, to the lack of a resolution regime, which means that
we had really no alternative but to make good all of the obligations
of AIG, else they would have been in default and in bankruptcy
with the chaos that would have followed.

In this particular case, as I argued before, though, the Europeans
have also protected financial institutions. They have not distin-
guished between American and European creditors. And I think we
need to work collaboratively with our partners around the world to
try to stabilize the global financial system.

But, again, it is really a much broader issue of stabilizing the
overall system, not the specific counterparties.

Mr. BACA. Right. And many of the people are really so outraged
with, I believe, $85 billion that has gone to AIG executives receiv-
ing bonuses, whether it is in London or a foreign country. What,
if anything, is being done to reclaim the American tax dollars?
What are we doing? Can anything be done to reclaim the tax dol-
lars right now? And this is why the public is outraged about. What
is it that we can do? Why didn’t we have the oversight? Why didn’t
we have the accountability before this even happened? It seems
like ?We saw it, but we didn’t take any action. What can be done
now?

Mr. BERNANKE. Well, in terms of the collapse of AIG itself, we
didn’t see it. Our regulatory system was not adequate, and I be-
lieve it was not adequate to find the problem and identify it and
stop it in time.

I think, going forward, we need a stronger, comprehensive hold-
ing company supervision plan, together with resolution authorities
that would allow us to wind down a firm like this in this kind of
circumstances. So I think there are important financial reforms
that need to take place.

With respect to getting the money back, again, we have put a lot
of money into AIG, it is absolutely true. But speaking at least for
the Federal Reserve, we think we have good collateral; we expect
to receive that money back.

Mr. BACA. You just mentioned that we were not adequately, I
guess, prepared. Why not?

Mr. BERNANKE. Well, what we found in this crisis is that through
many, many parts of our financial regulatory system and in our fi-
nancial institutions we simply were not adequately prepared for a
crisis of this magnitude. And—

Mr. BACA. Why not, if we knew that there was loopholes?

Mr. BERNANKE. I don’t know the answer to that, Congressman.
And I guess it had to do with the design of the system and omis-
sion of certain important areas.

Mr. BACA. Were we turning our ears or our nose and just allow
this process to happen? I mean, it seems like we knew it was still
coming, we weren't adequately prepared. We should have been ade-
quately prepared. Why is it that it still happened? I mean, this is
what is puzzling to the American people.

Mr. BERNANKE. So I think an absolutely critical part of the deal
here is that, if we are going to put out the fire in the financial sys-
tem, we also have to promise the American people we are going to
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take the steps necessary that this will not happen again. And that
requires a very extensive rethinking of our financial regulatory sys-
tem as well as elements of our financial system more broadly.

So I absolutely agree with you that we have to fix the system,
but it was broken and it did not succeed in the context of this cri-
sis.

Mr. BACA. When was it broken?

Mr. BERNANKE. Well, evidently, in this particular case, I think
that, notwithstanding Mr. Polakoff—I admire him for standing up
and saying that it was his responsibility—but the Office of Thrift
Supervision is a small agency that specializes in addressing the
problems of thrifts. It was, in this case, involved only because AIG
o}\;vnfgd a small thrift. Its main concern is the protection of the
thrift.

It is true, as he said, that he looked at some of these elements
in the AIG FP division, but I do think that, given the size of the
company and the risk being taken, a larger, more effective, strong-
er, better-funded regulatory effort would have been needed in order
to identify these problems.

Mr. BacaA. I understand where we need to go, but when was it
broken? Approximately when was the system broken, that it was
inaccurately—I mean, do we have a rough year, as to when?

Mr. BERNANKE. Many different aspects of the system just proved
inadequate under the pressure of the crisis. And I can’t identify one
specific cause for the crisis.

Mr. BAcA. No, I am just trying to—because, you know, this Ad-
ministration is trying to clean up its act and I know, under the
leadership of our chairman, has come up with regulations, account-
abilities, and oversight. We never had this in the past because we
always stated that we didn’t want to be overregulated. But yet, in
this case, we needed to be regulated because the American people
are the ones that are hurting right now.

The CHAIRMAN. The gentleman from Florida.

Mr. Posey. Thank you, Mr. Chairman. And thank you for your
judicious handling of this committee in some kind of rough words
here.

The CHAIRMAN. Thank you.

Mr. Posey. You know, I don’t want to beat a dead horse any
more. We have beaten a lot of dead horses today. I think what I
am looking for and really what my colleagues are really looking for
and our people back home are looking for is probably just a big-
picture approach, you know?

I think everybody is upset with what at least some of us perceive
is a crisis-of-the-day management of the situation. They think this
is a solution, and then, “Oops, that is not it; it is over here.” And
now we are going to have son of TARP, grandson of TARP, great-
grandson of TARP. You know, when will it ever stop?

Most businesses would approach this, and I think most prudent
people, with a long-term plan, you know, a plan that maps out the
contingencies and just doesn’t walk around every day looking for
more land mines, more bad reports, and more changes in adjust-
ment. And I haven’t ever seen that.

You know, hopefully somewhere there is a flow chart that says,
“Here is the direction we want to go. Here is what we want to ac-
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complish. And here is the way that we measure if we are on task
or not. If we have reached this point, we need to do this. If we don’t
reach that point, these are the contingencies.”

I think everybody would be so much more comfortable dealing
with this if we saw a real, legitimate plan, a timeline that would
let everyone note, the public as well, would provide a transparency
with where we have been, we know where we are, and where we
hope to go. But just shooting in the dark every day, you know, cri-
sis du jour, what is it today, what is the next new plan that is
going to solve all these problems, you know, I really don’t have
much comfort in that, and I can’t imagine how anybody would.

So do you all—are you familiar with the plan, or are you pre-
pared to help us set forth on a plan? I mean, you know, we
wouldn’t take a vacation without a road map. We wouldn’t try to
leave the District, even try to get around the District right now for
me, without a road map. But we have no roadmap for the financial
future of this country, and it is really pretty scary.

Mr. BERNANKE. Well, Congressman, that is a very good question.
I am sure you appreciate how complex and difficult this whole situ-
ation has been. I do think there is a plan.

First, I should mention the Federal Reserve has been very ag-
gressive on a lot of fronts, both in terms of lowering interest rates,
both short-term and long-term interest rates, and providing liquid-
ity to the system.

Secondly, the Treasury now has essentially a five-point plan. It
includes supervisory review and putting in capital, buying assets
off of balance sheets, the foreclosure mitigation plan, and then the
joint program with the Federal Reserve, the TALF, which will help
get the securitization markets going. That covers all the major ele-
ments needed to get the banking system going again.

But then, to make this all work for the future, in order to avoid
an AIG or a similar situation, we also have to very seriously under-
take a financial reform program. The Federal Reserve has devel-
oped some proposals, which I talked about last week. I know Sec-
retary Geithner will be here on Thursday to talk about the Treas-
ury’s proposals.

So I think there is a plan. If you have ever read books on battles
and warfare, you know that a lot of battles are very chaotic at the
beginning until the situation becomes clear and the smoke starts
to clear. I think we have gotten to the point now where we can see
the terrain, and we are taking the steps necessary to stabilize the
situation and get out of this downturn we are in.

Mr. Posey. And I appreciate that, and I hope that most betters
are one with a good plan. But a five-point plan I kind of see is just
like we are going to throw these five Hail Marys and we hope to
make a touchdown or maybe five touchdowns. But I would really
like to see more detail. In other words, you know, if the receiver,
for whatever reason—your fault, my fault, God’s fault, his fault, no-
body’s fault—drops the ball, that plan is out of the way. Now,
where are we going to move that plan, with that first Hail Mary—
you know, what is the contingency plan? And that is what I haven’t
seen unfold.

The lack of accountability—and a large part of the reason that
we are not here is we didn’t measure stuff properly. Usually, what
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doesn’t get measured doesn’t get done. It is the same with produc-
tion. If you don’t measure something, it usually means it is not im-
portant and it doesn’t get finished. And if we set out on a path to
solve this crisis—and I believe you all have the brains and the wis-
dom and the experience to do it if we stay on task—the less politi-
cized it is, the better, and the less politicized it will be, the more
clear your path is.

But I think everyone needs to know what we expect to happen
tomorrow and the next day and the next week and the next month.

The CHAIRMAN. The gentleman’s time has expired, and so has
the hearing.

I thank the Chairman and the president for their 3 hours and
15 minutes.

We will begin with those members who stayed going first on our
side, in terms of Mr. Geithner on Thursday.

Mr. BAacHUS. Mr. Chairman, I would like to say that, President
Dudley, you did an outstanding job fielding all those difficult ques-
tions today.

Mr. DUDLEY. Thank you, sir.

Mr. BERNANKE. He is a fine man.

The CHAIRMAN. The hearing is adjourned.

[Whereupon, at 1:15 p.m., the hearing was adjourned.]
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Thank you, Mr. Chairman.

‘When last week’s news broke to the public and the mainstream media that AIG paid $165
million in retention bonuses to its executives, many of which are not even with the
company today, every member of this committee heard from outraged constituents that
were asking the same questions: How could the government allow this? When did they
know about the imminent bonuses? And when, if ever, will the taxpayers be repaid?

The people are frustrated. They are angry. And, quite frankly, given how freely their
government has been doling out their money: They were justified.

After a few days it has become clear that the Federal Reserve and the Treasury
Department both know about the bonuses long before the story broke. As far back as
May 2008, the bonuses were made public in SEC documents. In November 11, 2008,
AJG claims that one of then-New York Federal Reserve Bank President Geithner’s top
deputies was briefed on the bonus plan at AIG headquarters in New York. Two weeks
later, AIG disclosed more bonus information to the SEC. And, according to Calvin
Mitchell, a spokesman for the Federal Reserve, the Treasury, the Federal Reserve and the
New York Attorney General all knew about the AIG bonuses in the fall of 2008.

Mind you: All along, taxpayer dollars were being funneled to AIG by the government to
bail them out of their troubled finances.

More than four months later, everyone from President Obama and Secretary Geithner to
Senate Banking Committee Chairman Chris Dodd reacted with sheer disbelief and
surprise at today’s situation. But the truth is: they knew it was coming. Worse, Senator
Dodd has admitted that he inserted language at the Treasury Department’s behest into the
so-called “stimulus” bill which specifically allowed these bonuses to go forward.

Like my constituents, I am incensed that AIG employees would accept these taxpayer-
funded bonuses when they retained their jobs and their company was kept afloat by the
grace of the taxpayers in the first place. Yesterday’s news that 15 of the top 20 bonus
recipients have agreed to return the taxpayers’ money, amounting to only about $30
million, is more than welcomed.

But that doesn’t mean that those who knew about the bonuses should not be held
accountable. And let’s not forget that the complete bonus roli-out is actually scheduled
to total about $450 million over the next year. We’re left to wonder if the back end of
this contract will be renegotiated.

Finally, this type of collision of two worlds — business and political — with very different
decision-making processes and radically different pressures is to be expected when
government steps into the board room, as we did when we passed the $700-billion bailout
and when government infused Wall Street with trillions of dollars. These types of
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contractual decisions take place everyday in the business world. Government reached its
hand deep into the inner workings of private companies and it should come as no surprise
to the President or others that supported the bailouts that this day could eventually come.

I voted against the bailouts and this inherent flaw was certainly one of the critical reasons
why.

Thank you Secretary Geithner, Chairman Bernanke, and Mr. Dudley for being here
today. Ilook forward to hearing from each of you. Thank you, Mr. Chairman, and I
yield back the balance of my time.
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Chairman Frank, Ranking Member Bachus, and other members of the Committee, I
appreciate having this opportunity to discuss the Federal Reserve’s involvement with American
International Group, Inc. (AIG). In my testimony, I will describe why supporting AIG was a
difficult but necessary step to protect our economy and stabilize our financial system. I will also
discuss issues related to compensation and note two matters raised by this experience that merit
congressional attention.

Reasons for Ouar Original Lending Decision

We at the Federal Reserve, working closely with the Treasury, made our decision to lend
to AIG on September 16 of last year. It was an extraordinary time. Global financial markets
were experiencing unprecedented strains and a worldwide loss of confidence. Fannie Mae and
Freddic Mac had been placed into conservatorship only two weeks earlier, and Lehman Brothers
had filed for bankruptcy the day before. We were very concerned about a number of other major
firms that were under intense stress.

AlG’s financial condition had been deteriorating for some time, caused by actual and
expected losses on subprime mortgage-backed securities and on credit default swaps that AIG’s
Financial Products unit, AIG-FP, had written on mortgage-related securitics. As confidence in
the firm declined, and with efforts to find a private-sector solution unsuccessful, AIG faced
severe liquidity pressures that threatened to force it imminently into bankruptcy.

The Federal Reserve and the Treasury agreed that AIG’s failure under the conditions then
prevailing would have posed unacceptable risks for the global financial system and for our
economy. Some of AIG’s insurance subsidiaries, which are among the largest in the United

States and the world, would have likely been put into rehabilitation by their regulators, leaving
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policyholders facing considerable uncertainty about the status of their claims. State and local
government entities that had lent more than $10 billion to AIG would have suffered losses.
Workers whose 401(k) plans had purchased $40 billion of insurance from AIG against the risk
that their stable value funds would decline in value would have seen that insurance disappear.
Global banks and investment banks would have suffered losses on loans and lines of credit to
AIG, and on derivatives with AIG-FP. The banks’ combined exposures exceeded $50 billion.!
Money market mutual funds and others that held AIG’s roughly $20 billion of commercial paper
would also have taken losses. In addition, AIG’s insurance subsidiaries had substantial
derivatives exposures to AIG-FP that could have weakened them in the event of the parent
company’s failure.

Moreover, as the Lehman case clearly demonstrates, focusing on the direct effects of a
default on AIG’s counterparties understates the risks to the financial system as a whole. Once
begun, a financial crisis can spread unpredictably. For example, Lehman’s default on its
commercial paper caused a prominent money market mutual fund to “break the buck” and
suspend withdrawals, which in tumn ignited a general run on prime money market mutual funds,
with resulting severe stresses in the commercial paper market. As I mentioned, AIG had about
$20 billion in commercial paper outstanding, so its failure would have exacerbated the problems
of the money market mutual funds. Another worrisome possibility was that uncertainties about
the safety of insurance products could have led to a run on the broader insurance industry by
policyholders and creditors. Moreover, it was well known in the market that many major
financial institutions had large exposures to AIG. Its failure would likely have led financial

market participants to pull back even more from commercial and investment banks, and those

! In addition, many of these same banks had borrowed securities from AIG’s securities lending program for which
they had given AIG cash as collateral. Upon an AIG bankruptcy, the banks would have taken possession of the
securities instead of receiving back their cash, exposing them to possible losses on those securities.
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institutions perceived as weaker would have faced escalating pressure. Recall that these events
took place before the passage of the Emergency Economic Stabilization Act, which provided
funds that the Treasury used to help stem a global banking panic in October. Consequently, it is
unlikely that the failure of additional major firms could have been prevented in the wake of the
failure of AIG. At best, the consequences of AIG’s failure would have been a significant
intensification of an already severe financial crisis and a further worsening of global economic
conditions. Conceivably, its failure could have resulted in a 1930s-style global financial and
economic meltdown, with catastrophic implications for production, income, and jobs.

The decision by the Federal Reserve on September 16, 2008, with the full support of the
Treasury, to lend up to $85 billion to AIG should be viewed with this background in mind. At
that time, no federal entity could provide capital to stabilize AIG and no federal or state entity
outside of a bankruptcy court could wind down AIG. Unfortunately, federal bankruptcy laws do
not sufficiently protect the public’s strong interest in ensuring the orderly resolution of
nondepository financial institutions when a failure would pose substantial systemic risks, which
is why I have called on the Congress to develop new emergency resolution procedures.
However, the Federal Reserve did have the authority to lend on a fully secured basis, consistent
with our emergency lending authority provided by the Congress and our responsibility as central
bank to maintain financial stability. We took as collateral for our loan AIG’s pledge of a
substantial portion of its assets, including its ownership interests in its domestic and foreign
insurance subsidiaries. This decision bought time for subsequent actions by the Congress, the
Treasury, the Federal Deposit Insurance Corporation, and the Federal Reserve that have avoided
further failures of systemically important institutions and have supported improvements in key

credit markets.
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The Federal Reserve’s Ongoing Involvement with AIG

Having lent AIG money to avert the risk of a global financial meltdown, we found
ourselves in the uncomfortable situation of overseeing both the preservation of its value and its
dismantling, a role quite different from our usual activities. We have devoted considerable
resources to this effort and have engaged outside advisers. Using our rights as creditor, we have
worked with AIG’s new management team to begin the difficult process of winding down AIG-
FP and to oversee the company’s restructuring and divestiture strategy. Progress is being made
on both fronts. However, financial turmoil and a worsening economy since September have
contributed to large losses at the company, and the Federal Reserve has found it necessary to
restructure and extend our support. In addition, under its Troubled Asset Relief Program
(TARP), the Treasury injected capital into AIG in both November and March. Throughout this
difficult period, our goals have remained unchanged: to protect our economy and preserve
financial stability, and to position AIG to repay the Federal Reserve and return the Treasury’s
investment as quickly as possible.

In our role as creditor, we have made clear to AIG’s management, beginning last fall, our
deep concern surrounding compensation issues at AIG. We believe it is in the taxpayers’ interest
for AIG to retain qualified staff to maintain the value of the businesses that must be sold to repay
the government’s assistance. But, at the same time, the company must scrupulously avoid any
excessive and unwarranted compensation. We have pressed AIG to ensure that all compensation
decisions are covered by robust corporate governance, including internal review, review by the
Compensation Committee of the Board of Directors, and consultations with outside experts.
Operating under this framework, AIG has voluntarily limited the salary, bonuses, and other types

of compensation for 2008 and 2009 of the CEO and other senior managers. Moreover, exccutive
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compensation must comply with the most stringent set of rules promulgated by the Treasury for
TARP fund recipients. The New York Attorney General has also imposed restrictions on
compensation at AlG.

Many of you have raised specific issues with regard to the payout of retention bonuses to
employees at AIG-FP. My reaction upon becoming aware of these specific payments was that,
notwithstanding the business purposes that might be served by this action, it was highly
inappropriate to pay substantial bonuses to employees of the division that had been the primary
source of AIG’s collapse. Iasked that the AIG-FP payments be stopped but was informed that
they were mandated by contracts agreed to before the government’s intervention. [ then asked
that suit be filed to prevent the payments. Legal staff counscled against this action, on the
grounds that Connecticut law provides for substantial punitive damages if the suit would fail;
legal action could thus have the perverse effect of doubling or tripling the financial benefits to
the AIG-FP employees. I was also informed that the company had been instructed to pursue all
available alternatives and that the Reserve Bank had conveyed the strong displeasure of the
Federal Reserve with the retention payment arrangement. I strongly supported President
Dudley’s conveying that concern and directing the company to redouble its efforts to renegotiate
all plans that could result in excessive bonus payments. I have also directed staff to work with
the Treasury and the Administration in their review of whether the FP bonus and retention
payments can be reclaimed. Moreover, the Federal Reserve and the Treasury will work closely
together to monitor and address similar situations in the future.

Lessons Learned from AIG
To conclude, I would note that AIG offers two clear lessons for the upcoming discussion

in the Congress and elsewhere on regulatory reform. First, AIG highlights the urgent need for
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new resolution procedures for systemically important nonbank financial firms. If a federal
agency had had such tools on September 16, they could have been used to put AIG into
conservatorship or receivership, unwind it slowly, protect policyholders, and impose haircuts on
creditors and counterparties as appropriate. That outcome would have been far preferable to the
situation we find ourselves in now. Second, the AIG situation highlights the need for strong,
effective consolidated supervision of all systemically important financial firms. AIG built up its
concentrated exposure to the subprime mortgage market largely out of the sight of its functional
regulators. More-effective supervision might have identified and blocked the extraordinarily
reckless risk-taking at AIG-FP. These two changes could measurably reduce the likelihood of

future episodes of systemic risk like the one we faced at AIG.
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Good morning, Chairman Frank, Ranking Member Bachus, and other members of the
Committee. Thank you for giving me the opportunity to appear before you today. As you know,
on January 27, 2009, I became the President of the Federal Reserve Bank of New York. Before I
assumed that position, I served as the head of the Markets Group at the New York Fed.
appreciate having this opportunity to discuss the Federal Reserve Bank of New York’s
involvement with American International Group, Inc. (AIG).

Role of the Federal Reserve Bank of New York

At the outset, it is important to note that before the New York Fed became involved with
AIG as a lender on September 16, 2008, the Federal Reserve lacked any kind of authority to
oversee AIG. The lack of effective consolidated supervision over AIG was a critical
contributing factor to the debacle that occurred at the company.

The Federal Reserve made its decision to lend based on a judgment that a failure of AIG
would cause dramatically negative consequences for the financial system and the economy —
consequences worse than what occurred in the aftermath of the failure of Lehman Brothers. We
stand by that judgment today. In the case of Lehman, some of the most severe repercussions
related to the difficulties in coordinating cross-border insolvency regimes and in coordinating
the insolvency regimes among different types of institutions within the organization’s corporate
structure. In light of AIG’s unparalleled global footprint - operating in more than 130 countries
around the globe - and the multiplicity of different types of financial services entities within its
structure ~ including insurance providers, foreign banks, consumer lending companies and OTC
derivatives affiliates — the factors that proved unmanageable in the Lebman insolvency
threatened to be much more severe in AIG’s case. The fact that no effective emergency

resolution procedures exist under U.S. law to reconcile these difficulties heightened the need for
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quick, effective action by the Federal Reserve, in consultation with and supported by the U.S.
Treasury.

From the outset, the New York Fed has been sharply focused on addressing two
overarching goals with respect to AIG: (1) the stabilization of the company so that it no longer
poses a disruptive threat to our financial system and economy and (2) obtaining full repayment
of the government funds that have been extended to AIG. In light of the exceptional size and
scope of AIG’s operations, with over 110,000 employees in more than 130 countries, spanning
hundreds of legal entities, it was clear from the beginning that the New York Fed - which had
never been engaged in any regulatory oversight of the company — was not in a position to exert
day-to-day management control over the company. Rather, the New York Fed’s actions have
consistently been directed at securing its objectives as lender. As any lender in our position
would do, the New York Fed has put into place a loan agreement that contains covenants
designed to help ensure ultimate repayment of the loan — but these creditor’s rights do not create
an ability to manage AIG.

Responsibility for AIG’s day-to-day affairs continues to rest with AIG’s Chief Executive
Officer, Edward Liddy, under the oversight of AIG’s board of directors. Mr. Liddy, who has
only become involved with AIG in a public-spirited attempt to resolve its troubled affairs, has
made strides in dealing with AIG’s opaque corporate structure, lack of centralized controls, and
complex risk exposures, but much remains to be done.

In light of the inherent conflicts that would arise from either the U.S. government or the
Federal Reserve exerting ownership control over the world’s largest insurer, the Federal Reserve,
with the support of the Treasury Department, directed in the loan agreement that an

approximately 77.9 percent equity interest in AIG be issued to an independent trast established
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for the sole benefit of the United States Treasury. The trust, which now holds that controlling
equity interest, is overseen by three independent trustees who are of the highest integrity and
who have considerable experience leading major companies. These trustees have a legally
binding obligation to exercise all of their rights as majority owner of AIG in the best interests of
the U.S. taxpayer, with the proceeds of any ultimate sale of shares going directly to the Treasury
of the United States.

Efforts to Reduce Risk at AIG Financial Products

As has been widely noted, the activities at AIG’s Financial Products unit (FP) were a
principal cause of the Tosses that drove AIG to the brink of bankruptcy in September 2008, Risks
of substantial magnitude — including derivatives positions with a current total notional value
exceeding one trillion dollars - still remain in force at FP, meaning that not millions but billions
of taxpayer dollars are potentially at stake as the orderly wind-down of FP continues to progress.
The winding down of these risk positions at FP is a delicate and complex matter with systemic
implications for the U.S. and global economy. Our oversight of this risk-reduction process
remains a top priority.

With respect to the retention awards owed to FP employees under their pre-existing
contracts, we believe that Mr. Liddy weighed a number of factors in deciding not to attempt to
prevent payment, including:

= the likely negative effects of disruption in staffing at FP in managing its multi-billion
dollar exposures;
» |egal advice that the contracts were valid — meaning that breaking them would likely

increase the amount of company funds ultimately paid to the covered employees; and
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* the negative consequences to AIG’s business that could result from the public abrogation
of contracts.

In conducting our oversight as lender, the New York Fed did not see reason to disagree
with Mr. Liddy’s judgment from a risk perspective. Equally important, we did not think it was
legally permissible — or within the proper role of the New York Fed - to attempt to substitute our
judgment for that of Mr. Liddy in this circumstance, even though we found the payment of the
retention awards extremely distasteful.

The broad public disapproval of sizeable retention payments being directed toward the
unit most responsible for last fall’s downfall of AIG is understandable. Americans naturally feel
outraged when confronted with news of such payments to an entity that worsened the financial
crisis and that is dependent on taxpayer funds to stay out of bankruptcy court where these
contracts would not have been fully honored. Moreover, the payments occurred during a time
when so many Americans are struggling to find jobs, seeing their wages reduced or watching
their retirement savings plummet as a result of a crisis they had no hand in creating. This feeling
of outrage underscores the urgent need to reform the system of compensation at our financial
institutions to more closely align the incentives of executives, owners and taxpayers. Congress
saw fit to impose appropriate compensation restrictions on recipients of Troubled Asset Relief
Program (TARP) funding, and we think it is crucial for Congress and the U.S. Department of the
Treasury to continue to craft effective and sensible policies in this area.

Although oversight of TARP-related compensation matters rests with the Treasury
Department, the New York Fed has played a role since September in reviewing the adequacy of
AIG’s corporate governance procedures. This review has helped to identify longstanding

deficiencies with respect to compensation committee governance, compensation benchmarking,
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and lack of centralized control over compensation policy. We will continue to work with our
colleagues at Treasury and the independent trustees to ensure that AIG’s management properly
addresses these deficiencies.

Ongoing Involvement with AIG

The total package of assistance that the Federal Reserve and Treasury Department have
committed to AIG has established a more durable capital structure for the company that gives
AIG greater time and flexibility to execute its asset disposition plan to repay government funds.
Notably, we have recently agreed in principle to accept prefe.rred interests in two of AIG’s large
foreign life insurance subsidiaries, AIA and ALICO, in order to make repayment of our loan less
dependent on forced divestitures into a depressed acquisition market. Although it will take time,
we still expect that the proceeds from asset sales should enable AIG to repay the New York Fed
in full.

In all that we have done, we have been motivated by two goals: to preserve the stability
of the U.S. economy and to protect the U.S. taxpayer. The threat of a major systemic risk event
has been averted by honoring all of AIG’s contractual obligations around the globe — from
insurance policy obligations owed to individuals, municipalities and businesses across the U.S.,
to the posting of collateral under credit default swap arrangements with the full range of
counterparties recently disclosed. As unattractive as certain aspects of this treatment may be,
these negative aspects have followed unavoidably from the decision to avert a systemically
destructive bankruptcy. Ilook forward to your questions today and, in the longer term, to
working with you and your staffs on the broader public policy questions — such as formulation of
a resolution regime for institutions like AIG and consideration of the appropriate supervisory

structure for OTC derivatives — that are posed by the events at AIG. Thank you.
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Good morning, Chairman Frank, Ranking Member Bachus, and other members of the
Committee. Thank you for the opportunity to testify about the federal government’s
dealings with the American International Group, Inc. (AIG). 1am pleased to be here with
Chairman Bernanke and President Dudley.

AIG highlights broad failures of our financial system. Our regulatory system was not
equipped to prevent the build up of dangerous levels of risk. Compensation practices
encouraged risk-taking and rewarded short-term profits over long-term financial stability,
overwhelming the checks and balances in the system. The U.S. government does not
have the legal means today to manage the orderly restructuring of a large, complex, non-
bank financial institution that poses a threat to the stability of our financial system.

I share the anger and frustration of the American people, not just about the compensation
practices at AIG and in other parts of our financial system, but that our system permitted
a scale of risk-taking that has caused grave damage to the fortunes of all Americans.

We must ensure that our country never faces this situation again. To achieve that goal,
the Administration and Congress have to work together to enact comprehensive
regulatory reform and eliminate gaps in supervision. All institutions and markets that
could pose systemic risk will be subject to strong oversight, including appropriate
constraints on risk-taking. Regulators must apply standards, not just to protect the
soundness of individual institutions, but to protect the stability of the system as a whole.
Finally, we must create a new resolution authority so that the federal government has the
tools it needs to unwind an institution of the size and complexity of AIG.

Before the financial crisis, AIG was one of the largest insurance companies in the world
with operations in 130 countries and a trillion dollar balance sheet. AlG’s businesses
provide insurance and retirement services for millions of individuals and businesses.
AIG directly guarantees over $30 billion of 401(k) and pension plan investments and is a
leading provider of retirement services for teachers and educational institutions.

AIG’s Financial Products division (AIGFP) was a counterparty on thousands of over-the-
counter derivatives contracts to major financial institutions and other entities across the
globe. This division was an unregulated entity operating in unregulated markets.

In September, at a time of unprecedented financial market stress, losses on derivatives
contracts entered into by AIG’s Financial Products group forced the entire company to
the brink of failure.

The U.S. Department of the Treasury (Treasury), the Federal Reserve Board, and the
Federal Reserve Bank of New York agreed that the collapse of AIG could cause large
and unpredictable global losses with systemic consequences -- destabilizing already
weakened financial markets, further undermining confidence in the economy, and
constricting the flow of credit. A disorderly failure of AIG risked deepening and
prolonging the current recession.
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There is no effective legal mechanism to unwind a non-bank financial institution like
AlG. Therefore, on September 16®, the Federal Reserve Board authorized an $85 billion
revolving credit facility to provide liquidity and avoid default. As a condition of
government assistance, the government installed new management at AIG and began the
process of restructuring the board. We initiated a strategy to return AIG to its core
insurance business by winding-down its derivatives trading operation and selling non-
core businesses. This loan was the beginning of a sustained effort to stabilize the
company, which required additional commitments of capital in November and March.

In November, as part of the government’s infusion of capital, Treasury imposed the
strictest level of executive compensation standards required under the Emergency
Economic Stabilization Act. When we were forced to take additional action in March,
we required AIG to also apply the Treasury rules that will be promulgated based on the
executive compensation provisions in the American Reinvestment and Recovery Act.

On March 10%, I received a full briefing on the details of AIGFP’s pending retention
payments, including information on the payments to individual executives.

1 found these payments deeply troubling. After consulting with colleagues at the Fed and
exploring our legal options, I called Ed Liddy and asked him to renegotiate these
payments. He explained that the contracts for the retention payments were legally
binding and pointed out the risk that, by breaching the contracts, some employees might
have a claim under Connecticut law to double payment of the contracted amounts.

I demanded that Liddy reduce future payments by hundreds of millions of dollars. He
committed to renegotiate the remaining retention awards on terms consistent with the
American Recovery and Reinvestment Act, and the Administration’s compensation
guidelines.

Additionally, Treasury is now working with the Department of Justice to determine what
legal avenues may be available to recoup retention bonuses that have already been paid.
Treasury will also impose on AIG a contractual commitment to pay the Treasury, from
the operations of the company, the amount of the retention awards just paid. Finally,
Treasury will deduct from the $30 billion in recently committed capital assistance an
amount equal to the amount of those payments.

The issue of excessive compensation extends beyond AIG and requires reform of the
system of incentives and compensation in the financial sector.

On February 4™, the President and Treasury announced new restrictions on executive
compensation for financial institutions that are receiving government assistance as part of
the Financial Stability Plan. These measures are designed to ensure that public funds are
focused on the public interest and that the compensation of top executives in the financial
community is aligned not only with the interests of shareholders and financial
institutions, but with the interests of taxpayers providing assistance to those companies.
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On February 17%, the President signed additional limits on executive compensation into
law as part of the American Reinvestment and Recovery Act. These limits included a
requirement to recoup bonuses already paid in cases of misrepresentation or malfeasance.
Treasury is currently working to promulgate rules to implement these provisions and to
develop a program under the original TARP legislation to review certain bonus awards
already paid. We will work with Congress on any new legislation proposed in this area.

We need to strike the right balance between encouraging investment and prudent risk-
taking to get our financial system moving again, and, on the other hand, placing limits on
executive compensation to avoid taxpayer funded rewards for failure. The objective is to
promote long-term value and growth for shareholders, companies, workers and the
economy at large, and to reduce the risk of financial crises like the current one from
occurring again.

In addition to problems with executive compensation, the financial crisis has revealed
systemic gaps in the regulatory structure governing our financial markets. The lack of an
appropriate regulatory regime and resolution authority for large non-bank financial
institutions contributed to this crisis and will continue to constrain our capacity to address
future crises. I will testify before this committee on Thursday to discuss our regulatory
reform proposals — particularly those relating to mitigating systemic risk — in more detail.

As we have seen with AIG, distress at large, interconnected, non-depository financial
institutions can pose systemic risks just as distress at banks can. The Administration
proposes legislation to give the U.S. government the same basic set of tools for
addressing financial distress at non-banks as it has in the bank context.

The proposed resolution authority would allow the government to provide financial
assistance to make loans to an institution, purchase its obligations or assets, assume or
guarantee its liabilities, and purchase an equity interest.

The U.S. government as a conservator or receiver would have additional powers to sell or
transfer the assets or liabilities of the institution in question, renegotiate or repudiate the
institution’s contracts (including with its employees), and prevent certain financial
contracts with the institution from being terminated on account of the conservatorship or
receivership.

This proposed legislation would fill a significant void in the current financial services
regulatory structure with respect to non-bank financial institutions. Implementation
would be modeled on the resolution authority that the FDIC has under current law with
respect to banks.

Before taking any emergency action, the Treasury Secretary would need to determine that
resolution authority is necessary upon the positive recommendations of the Federal
Reserve Board and the appropriate federal regulatory agency.
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This is an extraordinary time and the government has been forced to take extraordinary
measures. We will do what is necessary to stabilize the financial system, and with the
help of Congress, develop the tools that we need to make our economy more resilient and
our system more just. Financial crises contain a basic and tragic unfairness — that those
who were prudent and responsible in their personal and professional judgments are
harmed by the actions of those were less careful and less prudent.

The actions that we take will help restore confidence in our markets and revive the flow
of credit to households and businesses. They will create an environment where it is safe
to save and invest and where all Americans can trust the rules governing their financial
decisions. The process of repair will take time, but our actions will succeed. For all the
challenges that we face, we still have a diverse and resilient financial system. Together
we will help prevent future crises and the costs they would impose.



