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TESTIMONY BY
MR. EDWARD M. LIDDY,
CHAIRMAN AND CHIEF EXECUTIVE OFFICER,

AMERICAN INTERNATIONAL GROUP

BEFORE THE HOUSE FINANCIAL SERVICES
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE

AND GOVERNMENT-SPONSORED ENTERPRISES

WEDNESDAY, MARCH 18, 2009

THANK YOU CHAIRMAN KANJORSKI, RANKING MEMBER GARRETT, HONORABLE
MEMBERS OF THE SUBCOMMITTEE. I APPRECIATE THE OPPORTUNITY TO APPEAR

BEFORE YOU TODAY.

MY NAME IS EDWARD LIDDY. SIX MONTHS AGO, I CAME OUT OF RETIREMENT TO
HELP MY COUNTRY. I HAVE HAD THE DUTY, HONOR, AND EXTRAORDINARY
CHALLENGE OF SERVING AS CHAIRMAN AND CHIEF EXECUTIVE OFFICER OF
AMERICAN INTERNATIONAL GROUP - AIG. 1 SPEAK TO YOU TODAY ON BEHALF
OF 116,000 AIG EMPLOYEES AROUND THE WORLD WHO ARE UNITED AROUND

THREE SIMPLE BELIEFS:



» FIRST, WHEN YOU OWE SOMEONE MONEY, YOU PAY THAT MONEY BACK.

» SECOND, WHEN YOU HAVE SHAREHOLDERS — AND TODAY THE AMERICAN
TAXPAYER, THROUGH THE U.S. GOVERNMENT, IS OUR BIGGEST
SHAREHOLDER - YOU ARE ACCOUNTABLE TO THEM FOR HOW YOUR
BUSINESS IS RUN,

» THIRD, WHEN A FINANCIAL CALAMITY OF THE KIND THAT HIT AIG
STRIKES, THE ONLY POSSIBLE RESPONSE IS TO ROLL UP YOUR SLEEVES,
ACKNOWLEDGE THE MISTAKES OF THE PAST, CORRECT THOSE MISTAKES
AND MOVE FORWARD - EXACTLY WHAT AIG’S EMPLOYEES HAVE BEEN

DOING.

WE ARE MEETING TODAY AT A HIGH POINT OF PUBLIC ANGER. AMERICANS
WANT TO KNOW HOW THE COUNTRY GOT INTO THE FINANCIAL MESS WE ARE
IN, HOW WE ARE GOING TO GET OUT OF IT, AND HOW QUICKLY WE CAN GET
BACK TO THE ECONOMIC GROWTH AND PROSPERITY WE ENJOYED FOR SO

MANY YEARS.

I SHARE THAT ANGER. AS A BUSINESSMAN OF SOME 37 YEARS,  HAVE SEEN THE
GOOD SIDE OF CAPITALISM. OVER THE LAST FEW MONTHS, IN REVIEWING HOW
AIG HAD BEEN RUN IN PRIOR YEARS,  HAVE ALSO SEEN EVIDENCE OF ITS BAD

SIDE.



MISTAKES WERE MADE AT AIG ON A SCALE FEW COULD HAVE EVER IMAGINED
POSSIBLE. THE MOST CRITICAL OF THOSE MISTAKES WAS THAT THE COMPANY
STRAYED FROM ITS CORE COMPETENCIES IN THE INSURANCE BUSINESS. THIS
WAS TYPIFIED BY THE CREATION OF WHAT GREW TO BECOME AN INTERNAL
HEDGE FUND, WHICH THEN BECAME SUBSTANTIALLY OVEREXPOSED TO

MARKET RISK.

THOSE MISSTEPS HAVE EXACTED A VERY HIGH PRICE, NOT ONLY FOR AIG BUT
FOR AMERICA’S TAXPAYERS, THE FEDERAL GOVERNMENT’S FINANCES AND THE

ECONOMY AS A WHOLE.

OUR NEW MANAGEMENT TEAM CONCLUDED VERY QUICKLY THAT THE
COMPANY’S OVERALL STRUCTURE IS TOO COMPLEX, TOO UNWIELDY, AND TOO
OPAQUE FOR ITS COMPONENT BUSINESSES TO BE WELL-MANAGED AS ONE
COMPANY. WE IMMEDIATELY TOOK STEPS TO RESTRUCTURE AIG, ALTHOUGH
THE CONTINUED DETERIORATION OF WORLD MARKETS AND THE INABILITY OF
BUYERS TO ACCESS CAPITAL HAVE IMPEDED OUR ABILITY TO SECURE

SUFFICIENT VALUE FOR AIG ASSETS AT THIS TIME.



WE HAVE ALSO CONCLUDED — AS MANY IN THE CONGRESS HAVE AS WELL -
THAT THERE MUST BE SAFEGUARDS IN PLACE AGAINST THE SYSTEMIC
CONSEQUENCES OF FAILURES OF LARGE, INTER-CONNECTED FINANCIAL

INSTITUTIONS.

LET ME BRIEFLY DISCUSS THE PROGRESS WE HAVE MADE OVER THE PAST SIX
MONTHS WORKING WITH OUR PARTNERS FROM THE FEDERAL RESERVE AND
U.S. TREASURY. I AGREED TO TAKE THE REINS AT AIG LAST SEPTEMBER, AT THE
REQUEST OF THE U.S. GOVERNMENT AND AFTER THE COMPANY HAD TURNED

TO THE U.S. GOVERNMENT FOR FINANCIAL SUPPORT.

THE COMPANY’S REQUEST FOR SUPPORT POSED TO THE FEDERAL RESERVE AND
U.S. TREASURY A DIFFICULT DILEMMA: SHOULD THEY LET THE COMPANY FAIL,
OR SHOULD THEY PROVIDE INTERIM SUPPORT GIVEN AIG’S DEEPLY EMBEDDED
ROLE IN THE GLOBAL FINANCIAL SYSTEM? AS WE ALL KNOW, THE U.S.
GOVERNMENT DETERMINED THAT A COLLAPSE OF AIG AND THE CONSEQUENT
BLOWS TO OUR COUNTERPARTIES AND CUSTOMERS AROUND THE WORLD
POSED TOO GREAT A RISK TO THE GLOBAL ECONOMY, PARTICULARLY IN THE
CONTEXT OF THE NEAR OR ACTUAL FAILURE OF OTHER FINANCIAL

INSTITUTIONS.



ON BEHALF OF MY COLLEAGUES, I WANT TO THANK THE FEDERAL RESERVE
AND THE U.S. TREASURY FOR MAKING THAT EXTRAORDINARILY TOUGH CALL.
IT HAS MEANT THAT TOGETHER WE HAVE BEEN ABLE TO PRESERVE JOBS AND
BUSINESSES, AND PROTECT POLICYHOLDERS WHO RELY ON THE PROMISE OF

INSURANCE TO SECURE THEIR WELL-BEING.

WE HAVE ADDRESSED OUR LIQUIDITY CRISIS AND STABILIZED THE COMPANY’S

CASH POSITION.

WE ARE EXECUTING A METHODICAL, ORDERLY WIND-DOWN OF AIG FINANCIAL
PRODUCTS, THE BUSINESS THAT CAUSED MANY OF THE COMPANY’S FINANCIAL
PROBLEMS; WE HAVE REDUCED THE NOTIONAL VALUE OF AIG FINANCIAL

PRODUCTS’ DERIVATIVES BUSINESS FROM $2.7 TRILLION TO $1.6 TRILLION.

AND ALTHOUGH THE PACE OF OUR MOST IMPORTANT ASSET SALES HAS
SLOWED BECAUSE OF POOR MARKET CONDITIONS, WE HAVE EXECUTED

SEVERAL SALE TRANSACTIONS AND EXPECT MORE IN THE FUTURE.



THOSE ARE SIGNIFICANT STEPS. MOREOVER, WE HAVE ACHIEVED THIS
PROGRESS AGAINST STIFF HEADWINDS. INSURANCE COMPANY STOCKS IN THE
LAST FIVE WEEKS HAVE GONE DOWN 35 PERCENT; SINCE THE BEGINNING OF
THE YEAR, 50 PERCENT; AND IN THE LAST FIVE MONTHS, 65 PERCENT. THE SAME
MACRO-ECONOMIC FORCES THAT MAKE FOR ROUGH SAILING FOR AIG ARE
BUFFETING OTHERS IN THE FINANCIAL SERVICES SECTOR AS WELL. AND THIS

CREATES PROBLEMS FOR POTENTIAL BUYERS OF AIG ASSETS.

WE UNDERSTOOD THAT SINCE OUR RELATIONSHIP WITH THE GOVERNMENT
AND TAXPAYERS HAD CHANGED, OUR BEHAVIOR AS A COMPANY NEEDED TO
CHANGE. SO, ON OUR OWN INITIATIVE, WE ADOPTED A SERIES OF RESTRICTIONS
ON EXECUTIVE COMPENSATION, ELIMINATED OUR FEDERAL LOBBYING
ACTIVITIES, HALTED CORPORATE POLITICAL CONTRIBUTIONS, AND KEPT

CONTROLS ON OUR EXPENSES.

WE ARE ALSO MOVING URGENTLY ON A BUSINESS PLAN DESIGNED TO
MAXIMIZE THE VALUE OF OUR CORE BUSINESSES, SO THAT IN TURN WE CAN

MAXIMIZE THE AMOUNT THAT WE REPAY TO AMERICAN TAXPAYERS.



ON MARCH 2"°, WE ANNOUNCED ROBUST NEW ARRANGMENTS WITH THE
FEDERAL RESERVE AND U.S. TREASURY THAT GIVE US ADDED FLEXIBILITY TO
EXECUTE THAT BUSINESS PLAN. WITH THESE CHANGES, WE WILL TAKE TWO OF
AIG’S INSURANCE COMPANIES - ATA AND ALICO — AND PLACE THEM IN A TRUST
FOR THE BENEFIT OF THE FEDERAL RESERVE. WHEN WE DO THAT, WE WILL
SUBSTANTIALLY REDUCE THE $40 BILLION IN AIG’S OUTSTANDING DEBT ON THE

$60 BILLION FEDERAL RESERVE CREDIT FACILITY.

WE WILL ALSO IMPLEMENT A SECURITIZATION PROCESS THROUGH WHICH AIG
WILL REALIZE TODAY THE CASH VALUE OF SOME OF OUR INSURANCE
BUSINESSES. WITH THOSE TWO STEPS, PLUS CASH FROM THE SALE OF
BUSINESSES, WE SHOULD BE ABLE TO EXTINGUISH OUR DEBT TO THE FEDERAL

RESERVE.

WE WILL ALSO COMBINE THE COMPANY’S COMMERICIAL INSURANCE AND
FOREIGN GENERAL INSURANCE UNITS, CREATING A STRONGER ENTITY THAT
WE BELIEVE COULD ATTRACT SUBSTANTIAL INTEREST IN A MINORITY

INVESTMENT.



IT IS OUR INTENT TO BE AS TRANSPARENT AND FORTHCOMING AS POSSIBLE. IT
IS IN THAT SPIRIT THAT WE TOOK STEPS EARLIER THIS MONTH TO POST TO OUR
WEB SITE AN “AIG SYSTEMIC RISK ANALYSIS”. AFTER CLOSE CONSULTATION
WITH THE FEDERAL RESERVE, AIG HAS ALSO DISCLOSED INFORMATION
IDENTIFYING CERTAIN CREDIT DEFAULT SWAP COUNTERPARTIES, MUNICIPAL
COUNTERPARTIES AND SECURITIES LENDING COUNTERPARTIES. AS WE MOVE
FORWARD, WE WILL BE VIGILANT ABOUT OUR RESPONSIBILITIES TO BE

ACCOUNTABLE TO, AND TRANSPARENT WITH, THE AMERICAN PEOPLE.

LET ME CLOSE WITH THESE FINAL THOUGHTS:

NO ONE KNOWS BETTER THAN I THAT AIG HAS BEEN THE RECIPIENT OF
GENEROUS AMOUNTS OF GOVERNMENT FINANCIAL AID. WE HAVE BEEN THE
BENEFICIARY OF THE AMERICAN PEOPLE’S FORBEARANCE AND PATIENCE. AND
WE ARE ACUTELY AWARE NOT ONLY THAT WE MUST BE GOOD STEWARDS OF
THE PUBLIC FUNDS WE HAVE RECEIVED, BUT THAT THE PATIENCE OF

AMERICA’S TAXPAYERS IS WEARING THIN.



WHERE THAT PATIENCE IS ESPECIALLY THIN IS ON THE QUESTION OF
COMPENSATION. I AM PERSONALLY MINDFUL BOTH OF THE ENVIRONMENT IN
WHICH WE ARE OPERATING AND THE PRESIDENT’S CALL FOR A MORE
RESTRAINED COMPENSATION SYSTEM. AT THE SAME TIME, WE ARE
ESSENTIALLY OPERATING AIG ON BEHALF OF THE AMERICAN TAXPAYER SO
THAT WE CAN MAXIMIZE THE AMOUNT OF MONEY WE PAY BACK TO THE

GOVERNMENT.

IN ORDER TO DO THAT, WE HAVE TO CONTINUE MANAGING OUR BUSINESS AS A
BUSINESS - TAKING ACCOUNT OF THE COLD REALITIES OF COMPETITION FOR
CUSTOMERS, FOR REVENUES AND FOR EMPLOYEES. BECAUSE OF THIS, AND
BECAUSE OF CERTAIN LEGAL OBLIGATIONS, AIG HAS RECENTLY MADE A SET OF

COMPENSATION PAYMENTS, SOME OF WHICH I FIND DISTASTEFUL.

WE AT AIG WANT TO BELIEVE THAT WE ARE ALL IN THIS TOGETHER. WE HAVE
BEEN WORKING SHOULDER-TO-SHOULDER WITH THE NEW YORK FEDERAL
RESERVE AND U.S. TREASURY. I WANT TO ASSURE YOU THAT THE PEOPLE AT
AIG TODAY ARE WORKING AS HARD AS WE CAN TO EXECUTE THE
RESTRUCTURING PLAN THAT, WE BELIEVE, OFFERS AMERICA’S TAXPAYERS THE

BEST POSSIBLE OUTCOME:



e REPAYMENT OF AIG’S DEBT TO THE GOVERNMENT TO THE MAXIMUM

EXTENT POSSIBLE;

e CONTINUATION OF AIG’S MAIN INSURANCE UNITS AS STRONG, THRIVING

BUSINESSES;

e AND THE CONTINUED PROTECTION OF POLICYHOLDERS THAT HAS

ALWAYS BEEN AT THE CORE OF THE COMPANY’S MISSION.

WITH THAT, MR. CHAIRMAN, [ WOULD REQUEST THAT MY REMARKS AND
SEVERAL ADDITIONAL DOCUMENTS BE INCLUDED IN THE HEARING RECORD,

AND I AM HAPPY TO RESPOND TO YOUR QUESTIONS. THANK YOU.
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The AIG Financial Crisis: A Summary

AIG traces its roots back 90 years when an American entrepreneur named C.V. Starr founded AIG’s
earliest predecessor company in Shanghai. What began as a small insurance business grew to
become one of the world’s largest companies. By early 2007 AIG had assets of $1 trillion, $110
billion in revenues, 74 million customers and 116,000 employees in 130 countries and jurisdictions.
Yet just 18 months later, AIG found itself on the brink of failure and in need of emergency
government assistance.

What Happened?

Building upon its premier global life franchise and general insurance, AIG expanded into a range of
financial services businesses. One of these, created in 1987, was AIG Financial Products (AIGFP),
a company that provides clients with risk management solutions. Among other activities, AIGFP
sold credit default swaps to other financial institutions to protect against the default of certain
securities. Many of these securities at the time were given a bond rating of AAA and higher.
However, in late 2007, as the U.S. residential mortgage market began to deteriorate, these securities
were severely impacted. As a result, AIG recorded severe unrealized valuation losses on AIGFP’s
credit default swap portfolio.

At the same time, AIG incurred heavy losses in the value of its securities lending operation, which
invested in high-grade residential mortgage-backed securities. Through this program, AIG made
short-term loans of certain securities it owned to generate revenues. At the same time, other AIG
real estate-related investments also suffered sharp value losses.

It is important to note that throughout the crisis, AIG’s insurance businesses were — and continue to
be — healthy. The losses that occurred as a result of AIGFP’s action had no impact on AIG
policyholders. AIG’s insurance companies are closely regulated by New York and other states and
regions worldwide. Their reserves are protected through regulations that prevent the removal of
capital so that each AIG member insurance company has adequate assets to back each policy and
meet all policyholder obligations.

Even though AIG had incurred virtually no actual credit losses, the severe write-downs led to
downgrades in its credit ratings. In addition, AIG was forced to post billions of dollars in collateral
to cover potential losses to holders of AIG credit default swaps. Meanwhile, the world capital and
credit markets deteriorated rapidly, making it virtually impossible to access other sources of capital
to fund these collateral requirements or meet other cash needs.



Deteriorating conditions in global financial markets only made matters worse for AIG. The
collapse of respected financial institutions such as Bear Stearns and Lehman Brothers sent
shockwaves through the world economy. The failure of the U.S.-sponsored mortgage companies
Fannie Mae and Freddie Mac added to the financial disruption. During this time, AIG was seeking
private capital solutions to its liquidity problem, exploring possible solutions with state insurance
regulators in New York and Pennsylvania. However, as the market deteriorated further, AIG’s
share price dropped. In mid-September 2008, AIG’s credit ratings were downgraded once again,
triggering additional collateral calls and cash-flow issues in excess of $20 billion. Suddenly, AIG,
although solvent, faced an acute liquidity crisis.

Because of its size and substantial interconnection with financial markets and institutions around the
world, the federal government and financial industry immediately recognized that an uncontrolled
failure of AIG would have had severe ramifications. In addition to being the world’s largest
insurer, AIG was providing more than $400 billion of credit protection to banks and other clients
around the world through its credit default swap business. AIG also provides credit support to
municipal transit systems and is a major participant in foreign exchange and interest rate markets.

Initial Investment From the U.S. Government

To stabilize AIG and prevent the potential ripple effects should it fail, the United States government
extended a two-year emergency loan of $85 billion on September 16, 2008. The facility carried a
rate of LIBOR (the London Interbank Offered Rate — a widely used benchmark used to set short-
term interest rates) plus 8.5%, a commitment fee of 2% on the loan principal and a fee on the
undrawn portion of 8.5%. Additionally, the government would be entitled to 79.9% ownership of
the company and also, at the government’s request, AIG agreed to elect a new Chairman and Chief
Executive Officer. After consultation with the U.S. Treasury and Federal Reserve Bank of New
York, AIG’s Board of Directors elected Edward M. Liddy Chairman and Chief Executive Officer.

With the loan in place, Mr. Liddy devised a restructuring plan to enable AIG to sell many of its
leading businesses around the world and pay back the government loan with interest. However,
AIG still had to address the two principal sources of its liquidity losses: the multi-sector credit
default swap portfolio and the securities lending operation.

As the financial industry continued to falter in October and November, it became apparent that the
terms of AIG’s original government loan would not provide the flexibility necessary for AIG to
resolve its financial challenges. A revised plan was needed to better address the company’s liquidity
losses and give the company more time and greater flexibility to sell assets and pay back the
government. On November 10, 2008, the original government loan was restructured to include a
$40 billion investment by the U.S. Treasury through the Troubled Asset Relief Program (TARP)
and a five-year Federal Reserve Bank of New York credit facility with a borrowing limit of up to
$60 billion. In addition, two financing entities, Maiden Lane Il and Maiden Lane III, were created
to acquire AIG’s multi-sector credit default swap assets and AIG’s securities lending assets
respectively. The entities were funded primarily by the Federal Reserve Bank of New York with a
smaller capital contribution by AIG. Under the terms of the agreement, the majority of any
appreciation in the securities held by the entities would go to the government.



Economic and Market Conditions Worsen

The assistance provided by the U.S. government in November succeeded in addressing AIG’s
liquidity issues. However, economic and capital market conditions continued to deteriorate, which
created significant mark to market losses for AIG in the fourth quarter of 2008. At the same time,
potential buyers of AIG’s businesses were facing significant financial challenges of their own,
which diminished their ability to raise capital to purchase AIG assets.

As economic and capital market conditions worsened, AIG worked with the U.S. government on
developing a new set of tools to help AIG achieve a comprehensive restructuring over the next
several years. On March 2, 2009, AIG announced these new tools, which include exchanging the
U.S. Treasury’s cumulative preferred shares in AIG for preferred shares that more closely resemble
common equity; a new five-year standby equity capital facility, which will allow AIG to raise up to
$30 billion of capital by issuing non-cumulative preferred stock to the U.S. Treasury from time to
time as needed; debt-for-equity swaps that allow AIG to tap the value of its insurance companies to
repay a portion of the government credit facility; elimination of the LIBOR floor on the credit
facility, which will lower AIG’s interest cost; and continued access to the credit facility, although
with reduced borrowing capacity.

AIG’s Plans Going Forward

A comprehensive and orderly restructuring of AIG is essential to pay back support it has received
from the U.S. government. The company’s overall structure is too complex, too unwieldy and too
opaque for its component businesses to be well managed as one entity. So AIG is now executing a
strategy, in close cooperation with the Federal Reserve and U.S. Treasury, to protect the value of its
component businesses, capture part of that value to pay back monies owed to the government, and
position its businesses for the future as more independently run, transparent companies.

The corporate leadership team now in place has made progress executing its restructuring plan by:
reducing the excessive risk from exposure to certain financial products, derivatives trading
activities, and securities lending; rationalizing AIG’s cost structure; selling easily separable assets;
and stabilizing the company’s liquidity.

The new set of tools announced on March 2, 2009 will allow AIG to redirect is restructuring plan
away from relying solely on immediate sales for cash to a process that allows AIG to maximize the
value of its individual business for the benefit of all stakeholders, including U.S. taxpayers. AIG
expects to achieve a complete and orderly restructuring over the next several years through a
process that protects policyholders, continues to reduce risk, and produces strong, focused
franchises that can operate as independent entities. In the meantime, the leaders of AIG’s insurance
companies remain focused on running well-capitalized and competitive enterprises.

AIG is dedicated to maintaining its well-known underwriting discipline and providing value to
policyholders, agents and the other business partners who are central to its success. AIG’s
employees, the vast majority of whom have had nothing to do with the problems that have
devastated AIG and wiped out some or all of their life savings, are at the heart of this effort. They
have reduced costs and sharpened their focus on AIG’s customers despite very difficult conditions.



AIG also recognizes the importance of its relationship with the U.S. government. A1G has taken
several steps in this regard, including restrictions on executive compensation, suspension of federal
lobbying and cessation of corporate political contributions. In addition, AIG is engaged in
improving transparency by working with regulators on capital adequacy, appropriate accounting
treatment during times of market disruption, and risk management metrics.

Resolving the economic problems facing the U.S. and world markets will require a cooperative
effort by the public and private sectors. AIG is committed to playing a constructive role in this
process to ensure that it can serve shareholders and pay back taxpayers as it contributes to the U.S.
and world economies.
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