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FINANCIAL AUDIT

Office of Financial Stability (Troubled Asset Relief
Program) Fiscal Year 2009 Financial Statements

What GAO Found

In GAO'’s opinion, OFS’s fiscal year 2009 financial statements for TARP are
fairly presented in all material respects. GAO also concluded that, although
internal controls could be improved, OFS maintained, in all material respects,
effective internal control over financial reporting as of September 30, 2009.
GAO found no reportable instances of noncompliance with the provisions of
laws and regulations it tested.

Since its inception on October 3, 2008, OFS implemented numerous initiatives
under TARP. As of September 30, 2009, net assets related to TARP direct
loans, equity investments, and asset guarantees had an estimated value of
about $239.7 billion. In addition, for the period ending September 30, 2009,
OFS reported an estimated subsidy cost (estimated losses related to its direct
loans, equity investments, and asset guarantees) of $41.4 billion and a net cost
of operations of $41.6 billion for TARP, which includes the estimated subsidy
costs. In valuing TARP direct loans, equity investments, and asset guarantees,
OFS management considered and selected assumptions and data that it
believed provided a reasonable basis for the estimated costs reported in the
financial statements. However, these assumptions and estimates are
inherently subject to substantial uncertainty arising from the likelihood of
future changes in general economic, regulatory, and market conditions. The
estimates have an added uncertainty arising from the uniqueness of
transactions for the multiple TARP initiatives and the lack of historical
information and program experience upon which to base the estimates. As
such, there will be differences between the net estimated values of the direct
loans, equity investments, and asset guarantees as of September 30, 2009, and
the amounts that OFS will ultimately realize from these assets, and such
differences may be material. These differences will also affect the ultimate
cost of TARP to the taxpayer.

GAO identified two significant deficiencies in OFS’s internal control over
financial reporting concerning (1) accounting and financial reporting
processes, and (2) verification procedures over the data used for asset
valuations. While these deficiencies are not considered material weaknesses,
they are important enough to merit management’s attention.
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Umted States Government Accountability Office

Washington, D.C. 20548

December 9, 2009

Congressional Committees

The accompanying auditor’s report presents the results of our audit of the
fiscal year 2009 financial statements of the Office of Financial Stability
(Troubled Asset Relief Program). The Emergency Economic Stabilization
Act (EESA) of 2008' that authorized the Troubled Asset Relief Program
(TARP) on October 3, 2008, requires that TARP, which is implemented by
the Office of Financial Stability (OFS),? annually prepare and submit to
Congress and the public audited fiscal year financial statements that are
prepared in accordance with generally accepted accounting principles.’
EESA further requires that GAO audit TARP’s financial statements
annually.! We also are required under EESA to report at least every 60 days
on the findings resulting from our oversight of the actions taken under
TARP.” This report responds to both of these requirements. Fiscal year
2009 was the first year that OFS prepared and issued audited financial
statements for TARP. This accomplishment was made possible by the
dedication of significant time and effort from both OFS management and
staff.

This report contains our (1) unqualified opinion on OFS’s fiscal year 2009
financial statements for TARP; (2) opinion that, although certain controls
could be improved, OFS maintained, in all material respects, effective
internal control over financial reporting as of September 30, 2009; and
(3) conclusion that OFS complied, during the period ended

'Pub. L. No. 110-343, Div. A, 122 Stat. 3765 (Oct. 3, 2008), codified in part, as amended, at 12
U.S.C. §§ 5201-5261.

%Section 101 of EESA, 12 U.S.C. § 5211, established OFS within Treasury to implement TARP.
3Section 116(b) of EESA, 12 U.S.C. § 5226(b).
Section 116(b) of EESA, 12 U.S.C. § 5226(b).

®Section 116 of EESA, 12 U.S.C. § 5226, requires the U.S. Comptroller General to report at
least every 60 days, as appropriate, on findings resulting from oversight of TARP’s
performance in meeting the act’s purposes; the financial condition and internal controls of
TARP, its representatives, and agents; the characteristics of asset purchases and the
disposition of acquired assets, including any related commitments entered into; TARP’s
efficiency in using the funds appropriated for its operations; its compliance with applicable
laws and regulations; and its efforts to prevent, identify, and minimize conflicts of interest
among those involved in its operations.
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September 30, 2009, with provisions of laws and regulations we tested. The
accompanying report also provides an overview of two significant
deficiencies® in OFS’s internal control over financial reporting that we
identified while performing our audit that we believe merit the attention of
OFS management and users of OFS’s financial statements. We will be
reporting separately to OFS on more detailed information concerning these
significant deficiencies along with recommended corrective actions.

Since its inception, OFS implemented numerous initiatives under TARP
including the (1) Capital Purchase Program, (2) Targeted Investment
Program, (3) Asset Guarantee Program, (4) Consumer and Business
Lending Initiative, (5) Public-Private Investment Program, (6) American
International Group, Inc. Investment Program (formerly known as the
Systemically Significant Failing Institutions Program), (7) Automotive
Industry Financing Program, and (8) Home Affordable Modification
Program. These initiatives are described in more detail in the footnotes to
OFS’s financial statements and Management’s Discussion and Analysis
(MD&A) included in this report.

As of September 30, 2009, OFS reported net assets related to TARP direct
loans, equity investments, and asset guarantees of about $239.7 billion,
which is net of a subsidy cost allowance of about $53.1 billion. The subsidy
cost allowance represents the difference between the amounts paid by OFS
for the direct loans, equity investments, and asset guarantees and the
reported value of such assets. In addition, for the period ended September
30, 2009, OFS reported an estimated subsidy cost’ of $41.4 billion and a net
cost of operations of $41.6 billion for TARP, which includes the estimated
subsidy cost.

°A significant deficiency is a deficiency, or combination of deficiencies, in internal control
that is less severe than a material weakness, yet important enough to merit attention by
those charged with governance. A material weakness is a deficiency, or combination of
deficiencies, in internal control such that there is a reasonable possibility that a material
misstatement of the entity’s financial statements will not be prevented, or detected and
corrected on a timely basis. A deficiency in internal control exists when the design or
operation of a control does not allow management or employees, in the normal course of
performing their assigned functions, to prevent, or detect and correct misstatements on a
timely basis.

"The subsidy cost is composed of (1) the subsidy cost allowance, (2) net intragovernmental
interest cost, (3) certain inflows from the direct loans and equity investments (e.g.,
dividends, interest, proceeds from repurchase of warrants by financial institutions, and
other realized fees), and (4) the estimated discounted net cash flows related to the Asset
Guarantee Program.
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OFS management considered and selected assumptions and data that it
believed provided a reasonable basis for the estimated costs reported in the
financial statements. However, these assumptions and estimates are
inherently subject to substantial uncertainty arising from the likelihood of
future changes in general economic, regulatory, and market conditions.
The estimates have an added uncertainty arising from the uniqueness of
transactions for the multiple TARP initiatives and the lack of historical
information and program experience upon which to base the estimates. As
such, there will be differences between the net estimated values of the
direct loans, equity investments, and asset guarantees as of September 30,
2009, and the amounts that OFS will ultimately realize from these assets,
and such differences may be material. These differences will also affect
the ultimate cost of TARP. Further, the ultimate cost will change as OFS
continues to purchase additional assets and incur related subsidy costs as
well as incur costs under other TARP initiatives.® OFS’s authority to
purchase or insure additional troubled assets expires on December 31,
2009, but may be extended by the Secretary of the Treasury to up to
October 3, 2010.°

We are sending copies of this report to the Secretary of the Treasury,
Assistant Secretary for Financial Stability, Congressional Oversight Panel,
Financial Stability Oversight Board, Special Inspector General for TARP,
Office of Management and Budget, interested congressional committees
and members, and others. The report is available at no charge on GAO’s
Web site at http:/www.gao.gov.

8Under EESA, as amended, OFS is authorized to purchase or insure up to almost $700 billion
in troubled assets.

Section 120 of EESA, 12 U.S.C. § 5230, established that the authorities under Sections
101(a), excluding Section 101(a)(3), and Section 102, shall terminate on December 31, 2009.
Section 120 of EESA further established that the Secretary of the Treasury, upon submission
of a written certification to Congress, may extend the authority provided under these
sections of EESA to expire no later than 2 years from the date of the enactment of EESA
(Oct. 3, 2008).
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If you have questions about this report, please contact me at (202) 512-3406
or engelg@gao.gov. Contact points for our Offices of Congressional
Relations and Public Affairs may be found on the last page of this report.
GAO staff who made key contributions to this report are listed in appendix
111

Sincerely yours,

Sy 7 el

Gary T. Engel
Director
Financial Management and Assurance
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Umted States Government Accountability Office
Washington, D.C. 20548

To the Assistant Secretary for Financial Stability

In accordance with the Emergency Economic Stabilization Act of 2008
(EESA),' we are required to audit the financial statements of the Troubled
Asset Relief Program (TARP), which is implemented by the Office of
Financial Stability (OFS).? In our audit of OFS’s financial statements for
TARP for the period from October 3, 2008, (date of OFS’s inception)
through September 30, 2009, we found

¢ the financial statements are presented fairly, in all material respects, in
conformity with U.S. generally accepted accounting principles;

¢ although internal controls could be improved, OFS maintained, in all
material respects, effective internal control over financial reporting as
of September 30, 2009; and

* no reportable noncompliance in the period ended September 30, 2009,
with provisions of laws and regulations we tested.

The following sections discuss in more detail (1) these conclusions; (2) our
conclusion on Management’s Discussion and Analysis (MD&A) and other
required supplementary and other accompanying information; (3) our audit
objectives, scope, and methodology; and (4) OFS’s comments on a draft of
this report. In addition to our responsibility to audit OFS’s annual financial
statements for TARP, we also are required under EESA to report at least
every 60 days on the findings resulting from our oversight of the actions
taken under TARP? This report responds to both of these requirements. We

ISection 116(b) of EESA, 12 U.S.C. § 5226(b), requires that the Department of the Treasury
(Treasury) annually prepare and submit to Congress and the public audited fiscal year
financial statements for TARP that are prepared in accordance with generally accepted
accounting principles. Section 116(b) further requires that GAO audit TARP’s financial
statements annually in accordance with generally accepted auditing standards.

%Section 101 of EESA, 12 U.S.C. § 5211, established OFS within Treasury to implement TARP.

3Section 116 of EESA, 12 U.S.C. § 5226, requires the U.S. Comptroller General to report at
least every 60 days, as appropriate, on findings resulting from oversight of TARP’s
performance in meeting the act’s purposes; the financial condition and internal controls of
TARP, its representatives, and agents; the characteristics of asset purchases and the
disposition of acquired assets, including any related commitments entered into; TARP’s
efficiency in using the funds appropriated for its operations; its compliance with applicable
laws and regulations; and its efforts to prevent, identify, and minimize conflicts of interest
among those involved in its operations.
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have issued numerous other reports on TARP in connection with this 60-
day reporting responsibility which can be found on GAO’s Web site at
http:/www.gao.gov.

|
Opinion on Financial

Statements

OFS'’s financial statements for TARP, including the accompanying notes,
present fairly, in all material respects, in conformity with U.S. generally
accepted accounting principles, OFS’s assets, liabilities, and net position as
of September 30, 2009, and its net cost, changes in net position, and
budgetary resources for the period from October 3, 2008, (date of OFS’s
inception) through September 30, 2009.

As discussed in notes 2 and 6 to OFS’s financial statements for TARP, the
valuation of TARP direct loans, equity investments, and asset guarantees is
based on estimates using economic and financial credit subsidy models.
The estimates use entity-specific as well as relevant market data as the
basis for assumptions about future performance, and incorporate an
adjustment for market risk to reflect the variability around any unexpected
losses. In valuing the direct loans, equity investments, and asset
guarantees, OFS management considered and selected assumptions and
data that it believed provided a reasonable basis for the estimated subsidy
allowance and related subsidy costs reported in the financial statements.*
However, there are a large number of factors that affect these assumptions
and estimates, which are inherently subject to substantial uncertainty
arising from the likelihood of future changes in general economic,
regulatory, and market conditions. The estimates have an added
uncertainty resulting from the unique nature of transactions associated
with the multiple initiatives undertaken for TARP and the lack of historical
program experience upon which to base the estimates. As such, there will
be differences between the net estimated values of the direct loans, equity
investments, and asset guarantees as of September 30, 2009, that totaled
$239.7 billion, and the amounts that OFS will ultimately realize from these
assets, and such differences may be material. These differences will also
affect the ultimate cost of TARP. Further, the ultimate cost will change as

“The subsidy allowance represents the difference between the amounts paid by OFS to
acquire the direct loans and equity investments and the reported value of such assets. The
subsidy cost is composed of (1) the subsidy cost allowance, (2) net intragovernmental
interest cost, (3) certain inflows from the direct loans and equity investments (e.g.,
dividends, interest, proceeds from repurchase of warrants by financial institutions, and
other realized fees), and (4) the estimated discounted net cash flows related to the Asset
Guarantee Program.

Page 8 GAO-10-301 OFS Fiscal Year 2009 Financial Statement


http://www.gao.gov

OFS continues to purchase troubled assets and incur related subsidy costs
as well as incur costs under other TARP initiatives.” OFS’s authority to
purchase or insure additional troubled assets expires on December 31,
2009, but may be extended by the Secretary of the Treasury to up to
October 3, 2010.5

As discussed in note 1 to the financial statements, while OFS’s financial
statements reflect activity of OFS in implementing TARP, including
providing resources to various entities to help stabilize the financial
markets, the statements do not include the assets, liabilities, or results of
operations of commercial entities in which OFS has a significant equity
interest. According to OFS officials, OFS’s investments were not made to
engage in the business activities of the respective entities and OF'S has
determined that none of these entities meet the criteria for a federal entity.

|
Opinion on Internal

Control

Although certain internal controls could be improved, OFS maintained, in
all material respects, effective internal control over financial reporting as
of September 30, 2009, that provided reasonable assurance that
misstatements, losses, or noncompliance material in relation to the
financial statements would be prevented or detected and corrected on a
timely basis. Our opinion on internal control is based on criteria
established under 31 U.S.C. § 35612(c), (d), commonly known as the Federal
Managers’ Financial Integrity Act (FMFIA).

® Under EESA, as amended, OFS is authorized to purchase or insure up to almost $700
billion in troubled assets.

5 Section 120 of EESA, 12 U.S.C. § 5230, established that the authorities under Sections
101(a), excluding Section 101(a)(3), and Section 102, shall terminate on December 31, 2009.
Section 120 of EESA further established that the Secretary of the Treasury, upon submission
of a written certification to Congress, may extend the authority provided under these
sections of EESA to expire no later than 2 years from the date of the enactment of EESA
(Oct. 3, 2008).
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We identified two significant deficiencies’ in OFS’s internal control over
financial reporting, which although not material weaknesses, are important
enough to merit management’s attention. These deficiencies, described in
more detail later in this report, concern OFS’s (1) accounting and financial
reporting processes, and (2) verification procedures for data used for asset
valuations.

We will be reporting additional details concerning these significant
deficiencies separately to OFS management, along with recommendations
for corrective actions. We also identified other deficiencies in OFS’s system
of internal control that we consider not to be material weaknesses or
significant deficiencies. We have communicated these matters to
management and, where appropriate, will report on them separately.

Significant Deficiencies

Since its creation on October 3, 2008, OFS has made significant progress in
building a financial reporting structure, including developing an internal
control system over TARP activities and transactions and addressing key
accounting and financial reporting issues necessary to enable it to prepare
financial statements, and receive an audit opinion on those statements, for
the period ended September 30, 2009. However, OFS’s financial reporting
structure continued to evolve throughout the year as new TARP programs
were implemented, which posed a challenge to OFS’s ability to establish a
comprehensive system of internal control while simultaneously reacting to
market events and implementing TARP initiatives. This challenge
contributed to the following two significant deficiencies in OFS’s internal
control that we identified.

Accounting and Financial
Reporting Processes

While OFS had developed and implemented controls over TARP
transactions and activities, we identified several control deficiencies that
collectively represented a significant deficiency in OFS’s internal control

"A significant deficiency is a deficiency, or a combination of deficiencies, in internal control
that is less severe than a material weakness, yet important enough to merit attention by
those charged with governance. A material weakness is a deficiency, or a combination of
deficiencies, in internal control such that there is a reasonable possibility that a material
misstatement of the entity’s financial statements will not be prevented, or detected and
corrected on a timely basis. A deficiency in internal control exists when the design or
operation of a control does not allow management or employees, in the normal course of
performing their assigned functions, to prevent or detect and correct misstatements on a
timely basis.
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over its accounting and financial reporting processes. Specifically, OFS did
not effectively implement its review and approval process for preparing its
financial statements and related disclosures for TARP. We identified
incorrect amounts and inaccurate, inconsistent, and incomplete
disclosures in OFS’s draft financial statements, footnotes, and MD&A for
TARP that were significant, but not material, and that were not detected by
OFS. OFS revised the financial statements, footnotes, and MD&A to
address the issues that we identified. In addition, OFS had not finalized its
procedures related to its processes for accounting for certain program
transactions, preparing its September 30, 2009, financial statements, and its
oversight and monitoring of financial-related services provided to OFS by
asset managers and certain financial agents. Further, OFS did not have
proper segregation of duties over a significant accounting database it uses
in valuing its assets in that the same individual was responsible for
performing both the data entry and the reconciliation of the data output.
However, OFS had other controls over TARP transactions and activities
that reduced the risk of misstatements resulting from these deficiencies.
Properly designed and implemented controls over the accounting and
financial reporting processes are key to providing reasonable assurance
regarding the reliability of the balances and disclosures reported in the
financial statements and related notes in conformity with generally
accepted accounting principles.

Verification Procedures for
Data Input for Asset
Valuations

OFS did not effectively implement its verification procedures for certain
assumptions and related data that were input into the economic and
financial credit subsidy models used for the valuation of TARP direct loans,
equity investments, and asset guarantees. Specifically, we identified data
input errors to the estimation models, such as incorrect dividend rates and
maturity dates, that were not detected by OFS’s verification procedures.
Significant errors that we identified were corrected and amounts were
properly reflected in the September 30, 2009, financial statements. OFS did
perform procedures to assess the reasonableness of the model outputs,
including comparison of the asset valuations calculated by the model with
independently performed valuations. We believe that these procedures
reduced the risk of misstatements resulting from the data input errors.
Nonetheless, we believe the ineffective implementation of data input
verification procedures represents a significant deficiency in OFS’s internal
control warranting management’s attention. Effective verification of data
inputs used in the subsidy models is key to providing reasonable assurance
that the asset valuations and related subsidy cost are reliably reported in
the financial statements.
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|
Compliance with Laws

and Regulations

Our tests of OFS’s compliance with selected provisions of laws and
regulations for the period ended September 30, 2009, disclosed no
instances of noncompliance that would be reportable under U.S. generally
accepted government auditing standards. The objective of our audit was
not to provide an opinion on overall compliance with laws and regulations.
Accordingly, we do not express such an opinion.

|
Consistency of Other

Information

OFS’s MD&A, other required supplementary information, and other
accompanying information contain a wide range of information, some of
which is not directly related to the financial statements. We did not audit
and we do not express an opinion on this information. However, we
compared this information for consistency with the financial statements
and discussed the methods of measurement and presentation with OFS
officials. On the basis of this limited work, we found no material
inconsistencies with the financial statements, U.S. generally accepted
accounting principles, or the form and content guidance in Office of
Management and Budget Circular No. A-136, Financial Reporting
Requirements.

Objectives, Scope, and
Methodology

OFS management is responsible for (1) preparing the financial statements
in conformity with U.S. generally accepted accounting principles; (2)
establishing and maintaining effective internal control over financial
reporting, and evaluating its effectiveness; and (3) complying with
applicable laws and regulations. Management evaluated the effectiveness
of OFS’s internal control over financial reporting as of September 30, 2009,
based on the criteria established under FMFIA. OFS management’s
assertion based on its evaluation is included in appendix 1.

We are responsible for planning and performing the audit to obtain
reasonable assurance and provide our opinion about whether (1) OFS’s
financial statements are presented fairly, in all material respects, in
conformity with U.S. generally accepted accounting principles; and (2) OFS
management maintained, in all material respects, effective internal control
over financial reporting as of September 30, 2009. We are also responsible
for (1) testing compliance with selected provisions of laws and regulations
that have a direct and material effect on the financial statements, and

(2) performing limited procedures with respect to certain other
information accompanying the financial statements.
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In order to fulfill these responsibilities, we

e examined, on a test basis, evidence supporting the amounts and
disclosures in the financial statements;

¢ assessed the accounting principles used and significant estimates made
by management;

¢ evaluated the overall presentation of the financial statements;

¢ obtained an understanding of the entity and its operations, including its
internal control over financial reporting;

e considered OFS’s process for evaluating and reporting on internal
control over financial reporting that OF'S is required to perform by
FMFTIA and Section 116(c) of EESA;

¢ assessed the risk that a material misstatement exists in the financial
statements and the risk that a material weakness exists in internal
control over financial reporting;

e evaluated the design and operating effectiveness of internal control over
financial reporting based on the assessed risk;

¢ tested relevant internal control over financial reporting;

¢ tested compliance with selected provisions of the following laws and
regulations: EESA, as amended; the Antideficiency Act, as amended; the
Federal Credit Reform Act of 1990; and the Purpose Statute; and

¢ performed such other procedures as we considered necessary in the
circumstances.

An entity’s internal control over financial reporting is a process affected by
those charged with governance, management, and other personnel, the
objectives of which are to provide reasonable assurance that

(1) transactions are properly recorded, processed, and summarized to
permit the preparation of financial statements in conformity with U.S.
generally accepted accounting principles, and assets are safeguarded
against loss from unauthorized acquisition, use, or disposition; and (2)
transactions are executed in accordance with the laws governing the use of
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Agency Comments

budget authority and other laws and regulations that could have a direct
and material effect on the financial statements.

We did not evaluate all internal controls relevant to operating objectives as
broadly established under FMFIA, such as those controls relevant to
preparing statistical reports and ensuring efficient operations. We limited
our internal control testing to testing controls over financial reporting.
Because of inherent limitations, internal control may not prevent or detect
and correct misstatements due to error or fraud, losses, or noncompliance.
We also caution that projecting any evaluation of effectiveness to future
periods is subject to the risk that controls may become inadequate because
of changes in conditions, or that the degree of compliance with the policies
or procedures may deteriorate.

We did not test compliance with all laws and regulations applicable to OFS.
We limited our tests of compliance to selected provisions of laws and
regulations that have a direct and material effect on the financial
statements for the period ended September 30, 2009. We caution that
noncompliance may occur and not be detected by these tests and that such
testing may not be sufficient for other purposes.

We performed our audit in accordance with U.S. generally accepted
government auditing standards. We believe our audit provides a reasonable
basis for our opinions and other conclusions.

In commenting on a draft of this report, the Assistant Secretary, Office of
Financial Stability, stated OFS concurred with the two significant
deficiencies in its internal control over financial reporting that GAO
identified. He also stated that OFS is committed to correcting the
deficiencies. The complete text of OFS’s comments is reprinted in
appendix II.

oy

Gary T. Engel
Director
Financial Management and Assurance

December 4, 2009
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Management’s Discussion and Analysis

Executive Summary

This report provides a summary of the activities of the Troubled Asset Relief Program
(TARP), which was established under the Emergency Economic Stabilization Act (EESA) last
year. The purpose of TARP was to restore the liquidity and stability of the financial system.
While we will never know for certain what would have happened without TARP, there is broad
agreement today that because of TARP and other governmental actions, the United States
averted a potentially catastrophic failure of the financial system.

This report also provides an update on the costs of TARP. While EESA provided the
Secretary of the Treasury with the authority to purchase or guarantee $700 billion to meet the
objectives of the Act, it is clear today that TARP will not cost taxpayers $700 billion. First, the
Treasury’s Office of Financial Stability (Treasury-OFS) is unlikely to disburse the full $700
billion. In addition, many of the investments under the program, particularly those aimed at
stabilizing banks, are expected to deliver returns for taxpayers. This combination of lower
spending and higher expected returns is expected to lower the projected costs of TARP from the
$341 billion estimate in the President’s Mid-session Budget in August 2009.

During the period ended September 30, 2009, the Treasury-OFS disbursed $364 billion of
the authorized $700 billion, most of it in the form of investments, and $73 billion of those TARP
funds have already been repaid as of such date. In addition, for the period ended September 30,
2009, the investments generated $12.7 billion in cash received through interest, dividends, and
the proceeds from the sale of warrants. For those TARP disbursements in FY 2009, the
Treasury-OFS reported net cost of operations of approximately $41.6 billion, including
administrative expenses. The reported net cost of operations includes the estimated net cost
related to loans, equity investments, and asset guarantees. As additional funds are distributed,
particularly for the housing initiative, the total cost is likely to rise, although anticipated to
remain substantially below the $341 billion estimate in the August 2009 Midsession estimate.

Four TARP programs reported net income in FY 2009: the Capital Purchase Program,
the Targeted Investment Program, the Asset Guarantee Program, and the Consumer and Business
Lending Initiative. This net income was offset by reported net cost of the investments in AIG
and the automotive companies, bringing the net cost for these programs during FY 2009 to
approximately $41.4 billion.

As further disbursements are made in FY 2010 and later, the costs of the TARP program
are likely to rise. In particular, the $50 billion Home Affordable Modification Program or
“HAMP,” is not designed to recoup money spent on loan modifications to keep people in their
homes. In addition, the Treasury-OFS’ assistance to AIG includes an equity facility on which

Page 15 GAO-10-301 OFS Fiscal Year 2009 Financial Statement



Management’s Discussion and Analysis

$27 billion remained undrawn at fiscal year end, and $30 billion of investments and loans under
the Public Private Partnership Program will largely be recorded beginning in FY 2010.

The ultimate return on the outstanding TARP investments will depend on how the
economy and financial markets evolve. The general improvement in economic and financial
environment, early repayments of TARP funds, and refinements to the valuation models have
significantly lowered expected costs for the program funds disbursed in FY 2009 by $110 billion
below the estimates made when the programs were initiated. About $10 billion of that decline in
costs stems from early repayments of TARP funds.

These estimates will change. The design and the precise amounts of additional
investments for small banks and to facilitate small business lending have not yet been
determined. In addition, the ultimate return on TARP investments is subject to significant
uncertainty as market conditions evolve.

While this report provides updated information on TARP's costs, the initiative should be
evaluated primarily based on its impact on stabilizing the financial system. These investments
were not made to make money but to help prevent a collapse of our financial system and lay the
foundation for economic recovery. Today, the financial system and the economy are showing
signs of stability. The cost of borrowing has declined to pre-crisis levels for many businesses,
states and local governments, the government sponsored enterprises (GSEs), and the banks.
Housing markets have shown signs of stabilization, and home prices have ticked up in recent
months, after three straight years of declines. The economy grew in the third quarter, and most
private economists predict it will grow for the remainder of this year and next.

That improvement in the economic and financial outlook since the spring reflects a broad
and aggressive policy response that included the financial stability policies implemented under
TARRP, efforts to bolster confidence in the housing and mortgage markets under the Housing and
Economic Reform Act (HERA), other financial stability policies implemented by the Federal
Deposit Insurance Corporation and the Board of Governors of the Federal Reserve System
(Federal Reserve), accommodative monetary policy, and the Obama Administration’s fiscal
stimulus package implemented under the American Recovery and Reinvestment Act of 2009.

While TARP was necessary, it has put the federal government in the unwelcome position
of owning sizeable stakes in private sector companies. Given that unusual position as a reluctant
shareholder, the Treasury-OFS has established a core set of principles to guide its actions. First
and foremost, the Treasury-OFS is seeking to protect taxpayers by minimizing the long-term
consequences of the current economic and financial crisis with as little direct cost to the taxpayer
as possible. As economic and market conditions improve, Treasury-OFS aims to dispose of its
investments as quickly as practicable, in a timely and orderly manner consistent with the duty to
promote financial stability and protect taxpayers’ interests.
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To administer the programs under TARP, the Secretary of the Treasury has established
the Treasury-OFS, which is designed to be temporary in nature, but also highly skilled and well
equipped to handle the complexity of TARP initiatives. At the same time, Treasury-OFS’
process is designed to be highly transparent. Congress and taxpayers are kept informed of
TARP’s actions, results, investments and costs through frequent and timely public reports, daily
communication with oversight bodies, public responses to oversight reports, and direct outreach
to taxpayers through its websites: FinancialStability.gov and MakingHomeAffordable.gov.

Because of the magnitude and importance of these programs, Congress established a
strong oversight structure to ensure accountability. The Government Accountability Office
(GAO), the Special Inspector General for TARP (SIGTARP), the Congressional Oversight Panel
(COP) and the Financial Stability Oversight Board (FINSOB) engage in frequent reviews of
TARRP activities and have contributed to making the programs stronger and more effective.

Despite TARP’s positive record to date, and the improving financial and economic
outlook, significant challenges remain for the financial sector and our economy. While the
economy is growing again, jobs are still being lost and the unemployment situation continues to
worsen. The pace of bank failures, which tends to lag economic cycles, remains elevated.
Foreclosure rates also remain very high, and bank lending has contracted, with credit standards
tight. Commercial real estate losses weigh heavily on many banks, especially on smaller banks,
impairing their ability to extend new loans. Small businesses have been particularly affected
because they rely heavily on bank lending and do not have the ability to raise capital through the
securities markets.

While a number of TARP initiatives, particularly those for large institutions, have begun
to wind down, Treasury-OFS continues to focus on stabilizing the housing markets as well as
improving access to credit for small businesses. Treasury-OFS is also mindful of the fact that
risks remain, and history suggests that exiting too soon from policies designed to contain a
financial crisis can significantly prolong an economic downturn. It is within this larger context
that the Secretary of the Treasury will evaluate and decide whether to extend TARP authority
past December 31, 2009.
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Section One: Background and Creation of TARP

Stresses in U.S. financial markets began to emerge in 2007 as the performance of
subprime mortgages deteriorated significantly, and losses on related securities began to climb.
With the extent and distribution of losses quite uncertain, concerns surfaced about the financial
condition of banks and other financial institutions. Pressures in short-term funding markets
escalated and some off-balance sheet funding vehicles were not able to renew their asset-backed
commercial paper, raising concerns about the ability of sponsoring banks to meet funding needs.
As a consequence, short-term credit markets came under considerable pressure and risk spreads
in interbank funding markets and in some segments of the commercial paper (CP) market rose
sharply. Announcements of large asset write-downs and weak financial reports for many large
financial institutions in late 2007 raised additional concerns about the resilience and capital
adequacy of financial counterparties and the likelihood of further large losses.

Continuing declines in mortgage loan performance, market valuations of mortgage-
related assets, and the credit ratings of even so-called “super-senior” tranches of structured
finance securitizations heightened the pressure on financial institutions with significant known
exposures in these areas. Market participants became increasingly cautious and, in some cases,
unwilling to extend funding to the most-affected institutions, as in the case of Bear Stearns. In
March 2008, the Federal Reserve, with the full support of the Treasury, facilitated a merger of
Bear Stearns with JPMorgan Chase to prevent a disorderly collapse of the firm and potentially
severe spillover effects in the financial markets. The condition of financial guarantors weakened,
calling into question the value of the insurance they had written, leading to declines in the value
of products insured by these entities. In March 2008, the Federal Reserve introduced two new
liquidity facilities (the Primary Dealer Credit Facility and the Term Securities Lending Facility),
which increased the liquidity available to primary dealers.

Pressures in financial markets initially appeared to ease somewhat as a consequence of
these actions. However, housing conditions and the broader economy continued to deteriorate,
and financial institutions came under renewed stress in the summer of 2008. Capital market
dislocations and volatility combined with losses and expectations of further losses on mortgage-
related assets resulted in the debt spreads of Fannie Mae and Freddie Mac widening and these
two companies becoming unable to raise new capital or long-term debt. In September, the
Federal Housing Finance Agency (FHFA) placed these firms into conservatorship while
obtaining backup capital and funding support from Treasury under authority granted in July 2008
by the Housing and Economic Recovery Act of 2008.

In mid-September, a series of events caused the crisis to escalate. Lehman Brothers came
under heightened funding pressures, and on September 15, 2008, the parent company filed for
4
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bankruptcy protection. American International Group, Inc. (AIG), a global insurance company,
experienced severe liquidity pressures, necessitating assistance from the Federal Reserve, with
the concurrence of Treasury, on September 16, 2008, to prevent the potential for severe systemic
consequences from a disorderly failure of the firm. In the wake of the bankruptcy of Lehman
Brothers and the near failure of AIG, spreads on interbank borrowing jumped to a record high as
banks sought to safeguard their own liquidity and interbank lending volumes contracted sharply.
Losses on Lehman Brothers commercial paper caused a money market mutual fund to
experience Net Asset Valuations of less than $1 per share (i.e., "breaking the buck") and
investors accelerated withdrawals from prime money market funds, forcing sales of their CP
holdings. Total CP outstanding fell sharply, leaving many financial and nonfinancial businesses
with sharply reduced access to needed short-term funds. Many such institutions tapped existing
back-up lines of credit at banks, adding to the pressure on liquidity funding needs of those banks.
To support the functioning of money market mutual funds, on September 19, 2008, the Treasury
initiated an insurance program for existing balances at money market mutual funds. In addition,
the Federal Reserve established the Asset-Backed Commercial Paper Money Market Mutual
Fund Liquidity Facility (AMLF) to provide liquidity to money market mutual funds that were
holding asset-backed commercial paper.

The loss of confidence in financial institutions also contributed to the failure of
Washington Mutual, the largest U.S. thrift institution in September 2008. The FDIC sold the
banking operations of the institution to JPMorgan Chase. Wachovia Corporation subsequently
came under intense funding pressures, and ultimately was acquired by Wells Fargo & Co.
Moreover, as the financial crisis intensified in the U.S. and abroad, risks to the stability of the
international financial system increased. To help ease liquidity pressures, the Federal Reserve in
coordination with other central banks around the globe provided dollar liquidity to banking
institutions through reciprocal currency (or swap) lines.

Accompanying the pressures in interbank and other funding markets, and in light of the
weakening economy, banks continued to tighten their credit terms and standards on loans to their
customers. The tighter terms and standards reduced credit availability, leaving its imprint on
economic activity. In the corporate bond market, borrowing costs increased dramatically and the
spread of corporate yields to comparable maturity Treasury yields rose, reflecting financial
market stresses and a weakening economic outlook. Broad stock price indexes fell sharply,
nearly 15 percent in early October 2008, leaving them down about 40 percent from the beginning
of 2008.

This accumulation and confluence of events placed severe financial stresses on financial
markets and institutions, and strong pressures on institutions to deleverage and restrain lending.
Because of the dependence of our economy on the flow of credit, serious strains on credit
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providers can impose disproportionately large costs on the broader economy. Responding to
these severe conditions, the Treasury, Federal Reserve, Federal Housing Finance Agency
(FHFA), Federal Deposit Insurance Corporation (FDIC), and other U.S. government bodies
undertook an array of unprecedented actions in accordance with their respective authorities.
However, additional resources and authorities were needed to help address the significant
problems in the financial markets and the dangers posed by such problems to consumers,
businesses, and the broader economy. To provide additional resources and authorities, Congress
passed the Emergency Economic Stabilization Act of 2008 (EESA)" which was signed into law
by President George W. Bush on October 3, 2008. The purposes of EESA were to provide
authority and facilities that the Secretary of the Treasury could use to restore liquidity and
stability to the financial system of the United States, and to ensure that such authority and
facilities were used in a manner that protected home values, college funds, retirement accounts,
and life savings; preserved home ownership; promoted jobs and economic growth; maximized
overall returns to the taxpayers of the United States; and provided public accountability for the
exercise of such authority.

Mission and Organizational Structure

The EESA established the Office of Financial Stability (OFS) within the Office of
Domestic Finance of the Treasury Department to implement the TARP. The mission of
Treasury-OFS is to carry out the authorities given to the Secretary of the Treasury to implement
the Troubled Asset Relief Program (TARP). Section 101 of EESA authorized the Secretary of
the Treasury to establish the TARP to “purchase, and to make and fund commitments to
purchase, troubled assets from any financial institution, on terms and conditions as are
determined by the Secretary”. EESA defines the terms “troubled assets” and “financial
institution” and provides other requirements that must be met for any such purchase. The statute
also provides authority for a guarantee program for troubled assets.

EESA Section 101: Definitions

Troubled Assets are defined by EESA as Financial Institutions are defined by EESA as
residential or commercial mortgages and any any institution, including, but not limited to,
securities, obligations or other instruments that | any bank, savings association, credit union,
are based on or related to such mortgages, that | security broker or dealer, or insurance

in each case was originated or issued on or company, established and regulated under the
before March 14, 2008, the purchase of which | laws of the United States or any State,
the Secretary of the Treasury determines territory, or possession of the United States, the

! The Emergency Economic Stabilization Act of 2008 (EESA), Pub. L. No. 110-343, 122 Stat.3765 (2008), codified
at 12 U.S.C. §§ 5201 et seq.
6
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promotes financial market stability; and any
other financial instrument that the Secretary of
the Treasury, after consultation with the
Chairman of the Board of Governors of the
Federal Reserve System, determines the
purchase of which is necessary to promote
financial market stability, but only upon
transmittal of such determination, in writing, to
the appropriate committees of Congress.

District of Columbia, Commonwealth of
Puerto Rico, Commonwealth of Northern
Mariana Islands, Guam, American Samoa, or
the United States Virgin Islands, and having
significant operations in the United States, but
excluding any central bank of, or institution
owned by, a foreign government.

Treasury-OFS is headed by an Assistant Secretary of the Treasury, appointed by the
President with the advice and consent of the Senate. Reporting to the Assistant Secretary for
Financial Stability are seven major divisions: the Offices of the Chief Investment Officer, the
Chief Financial Officer, the Chief for Investment Operations/Technology, the Chief
Homeownership Preservation Officer, the Chief Administrative Officer, the Chief Reporting

Officer, and the Chief for OFS Internal Review.

A Chief Counsel’s Office reports to the

Assistant Secretary and to the Office of the General Counsel in the Department of Treasury.

The Treasury-OFS organization chart is shown below:
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Treasury-OFS’ operations can be found in Section Ten [Other Management Information] of this

report.

Office of Financial Stability

Assistant Secretary for Financial | ------Fnanal Agents (OFA)
Stability
,,,,,, Chief Counsel
Chief Investment Chief Finanoial e ihe e et Chief Chisf Chiet .
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Additional information regarding the operations of these divisions and other aspects of
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Section Two: Overview and Analysis of the Troubled Asset Relief Program

This section provides a broad overview of the TARP. It begins by placing the program in
context, explaining why it was a necessary ingredient of a coordinated government response to
contain and resolve the financial crisis. This is followed by a discussion of Treasury-OFS'
strategic goals, and how particular programs and activities were developed to meet each of these
goals. Next, this section presents the TARP financial summary for the period ended September
30, 2009. Finally, this section concludes with a discussion of the aggregate impact of TARP and
other government financial policies on financial markets and institutions. These are the metrics
by which we evaluate success or failure of government support policies.

TARP in Context: A Critical Pillar of a Coordinated Government Response

This crisis really began in August 2007. The Federal Reserve, and to a lesser extent the
FDIC, led the policy response during the first year of the crisis. Before September 2008, the
Federal Reserve was providing sorely-needed liquidity to many financial institutions, which
allowed them to meet near-term obligations. The FDIC was insuring deposits, which helped
quell traditional bank runs, and it was resolving troubled depository institutions, such as
IndyMac.

But when stress in the system dramatically intensified in the wake of the Lehman
Brothers failure, investors began to question whether the financial system was solvent and
confidence collapsed. A different sort of policy response was needed.

The Federal Reserve does not have the authority to directly inject capital into banks and
other financial institutions to address potential capital shortfalls. Although it has expanded the
scope of eligible borrowers and collateral over the past few years, the Federal Reserve's liquidity
provision is confined to secured lending against good collateral. This is a powerful, but limited
tool. The large amount of troubled assets held by financial institutions heightened the markets’
fears.

The FDIC has a broader toolset in some respects--including the ability to inject capital or
to purchase or guarantee liabilities--but only for depository institutions. This too proved a
stabilizing factor. But in the fall of last year the crisis spread well beyond traditional banks, and
threatened to exceed the limitations of the FDIC’s capacity to effectively respond. Investors
feared that U.S. financial institutions needed, in the aggregate, hundreds of billions of dollars to
offset potential credit losses.

In this context the passage of EESA was essential. It gave the Secretary of the Treasury
temporary authority to purchase and guarantee assets in a wide range of financial institutions and
markets. As explained below, that step, combined with the actions of other government agencies
and the Federal Reserve, helped prevent the potential collapse of the U.S. financial system. To
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date, the cost has been considerably less than what was originally projected. Today, EESA
programs continue to stabilize and rehabilitate still fragile markets and institutions, while
repayments of the government’s investments over the past year have already begun.

OFS Strategic Goals

The purpose of EESA is to provide the Secretary of the Treasury with the authorities and
facilities necessary to stabilize the U.S. financial system. In addition, the Secretary is directed to
ensure that such authorities are used in a manner that protects home values, college funds,
retirement accounts, and life savings; preserves homeownership; promotes jobs and economic
growth; maximizes overall returns to taxpayers; and provides public accountability. The EESA
also provided specific authority to take certain actions to prevent avoidable foreclosures.

In light of this statutory direction, Treasury-OFS established the following as its
operational goals:

1. Ensure the overall stability and liquidity of the financial system.
a. Make capital available to viable institutions.
b. Provide targeted assistance as needed.
c. Increase liquidity and volume in securitization markets.
2. Prevent avoidable foreclosures and help preserve homeownership.
3. Protect taxpayer interests.
4. Promote transparency.

1. Ensure the Overall Stability and Liquidity of the Financial System

To ensure the overall stability and liquidity of the financial system, Treasury-OFS
developed several programs under the TARP that were broadly available to financial institutions.
Under the Capital Purchase Program (CPP), Treasury-OFS provided capital infusions directly to
banks and insurance companies deemed viable by their regulators but in need of a stronger asset
base to weather the crisis. The Capital Assistance Program (CAP) was developed to supplement
the Supervisory Capital Assessment Program (SCAP), or "stress test" of the largest U.S.
financial institutions. If these institutions were unable to raise adequate private funds to meet the
SCAP requirements, Treasury-OFS stood ready to provide additional capital.

In addition, Treasury-OFS provided direct aid to certain financial industry participants
through the Targeted Investment Program (TIP) and the Asset Guarantee Program (AGP), as
well as the program originally known as the Systemically Significant Failing Institutions (SSFI)
program. These programs were designed to mitigate the potential risks to the system as a whole
from the difficulties facing these firms. (Because SSFI was used only for investments in
American International Group, Inc. (AIG), such investments are now referred to as the AIG
Investment Program.)
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Similarly, the Automotive Industry Financing Program (AIFP) provided funding for
General Motors Corporation (GM) and Chrysler LLC (Chrysler), as well as their financing
affiliates in order to prevent a significant disruption of the automotive industry that would have
posed a systemic risk to financial markets and negatively affected the real economy. Treasury-
OFS’ actions helped GM and Chrysler undertake massive and orderly restructurings through the
bankruptcy courts that have resulted in leaner and stronger companies.

The Public-Private Investment Program (PPIP) was established to facilitate price
discovery and liquidity in the markets for troubled real estate-related assets as well as the
removal of such assets from the balance sheets of financial institutions. In addition to these
initiatives, Treasury-OFS implemented the Consumer and Business Lending Initiative (CBLI) to
enhance liquidity and restore the flow of credit to consumers and small businesses. The primary
program through which the CBLI operated in 2009 was the Term Asset-Backed Securities Loan
Facility (TALF). Through this combination of tools, the TARP helped strengthen a broad set of
financial institutions and markets.

Details on all of these efforts, including program-specific results, can be found in Section
Three [Ensuring Stability and Liquidity].

2: Prevent Avoidable Foreclosures and Preserve Homeownership

To prevent avoidable foreclosures and preserve homeownership, Treasury used authority
granted under EESA to establish the Home Affordable Modification Program (HAMP) in
February 2009. Other government policies have helped keep home mortgage rates at historic
lows and allowed millions of Americans to refinance and stay in their homes. But because of
falling housing prices, many responsible homeowners are unable to refinance. Meanwhile, job
losses and reductions in working hours and benefits are making it harder for these Americans to
pay their mortgages. HAMP provides incentives to mortgage servicers, investors, and
homeowners to work together to reduce an eligible homeowner’s monthly payments to levels
that are affordable in light of the homeowner’s current income. HAMP operations and program
detail are provided in Section Four [Preventing Foreclosures and Preserving Homeownership].

3. Protect Taxpayer Interests

Government financial programs, including TARP, helped prevent the U.S. financial
system from collapse, which could have resulted in a much more severe contraction in
employment and production. The manner in which TARP was implemented is also designed to
protect taxpayers and to compensate them for risk. For example, in exchange for capital
injections, recipients of TARP funds have to adhere to corporate governance standards, limit
executive pay, and provide additional reporting on lending activity. In addition, Treasury-OFS
generally received preferred equity, which provides dividends. The dividend rates generally
increase over time to encourage repayment.
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Further, EESA stipulated that the taxpayer benefit as the institutions which received
TARP funds recovered. In connection with most investments, Treasury-OFS also receives
warrants for additional securities in the institutions. Under the broad programs described above,
the Treasury-OFS has priority over existing shareholders of TARP recipients for which TARP
holds equity investments. This gives taxpayers the ability to share in the potential upside along
with existing shareholders.

Finally, the Treasury-OFS seeks to achieve the goal of protecting the taxpayer through
the effective management and disposition of all TARP investments, as detailed in Section Five
[Protecting Taxpayer Interests].

4: Promote Transparency

EESA requires transparency and accountability. Specifically, EESA requires Treasury-
OFS to provide Congress with a variety of reports. These include a monthly report to Congress
on TARP activity, a “tranche” report each time Treasury-OFS reaches a $50 billion spending
threshold, and transaction reports posted within two days detailing every TARP transaction. In
carrying out its operations, the Treasury-OFS has sought to not only meet the statutory
requirements but also to be creative and flexible with respect to additional transparency
initiatives. The Treasury-OFS proactively provides to the public monthly Dividends and Interest
Reports reflecting dividends and interest paid to Treasury-OFS from TARP investments, loans,
and asset guarantees, as well as monthly reports detailing the lending activity of participants in
the Capital Purchase Program. All of these reports are publicly available on
www.FinancialStability.gov.

EESA also provided for extensive oversight of the TARP, including by the Congressional
Oversight Panel, the Special Inspector General for the TARP, and the Government
Accountability Office. In addition, Treasury-OFS officials frequently testify before Congress on
the progress of TARP programs, and Treasury-OFS staff provide briefings to Congressional staff
on programmatic developments.

Further details on these efforts are provided in Section Six [Promoting Transparency].
TARP Timeline

The following timeline illustrates major events in the implementation of the TARP.
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Oct. 14, 2008

Treasury announces the Capital Purchase Program
(CPP) and intention to purchase up to $250 billion in
preferred stock from financial institutions:

*

Oct. 3, 2008 Congress  Oct. 14, 2008
passes EESA, which Treasury announces executive com-
authorizes TARP pensation rules under TARP

TARP
Timeline
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FY 2009 Financial Summary for TARP

The EESA provided authority for the TARP to purchase or guarantee up to $700 billion
in troubled assets.” Treasury-OFS used this authority to help strengthen the U.S. financial
system, restore health and liquidity to credit markets to facilitate borrowing by consumers and
businesses, and prevent avoidable foreclosures in the housing market. While the TARP should
be evaluated primarily based on its impact on stabilizing the financial system, a critical factor in
the analysis is cost. While EESA provided $700 billion in authority, the TARP has not cost
taxpayers $700 billion. Treasury-OFS used the authority to make investments to stabilize the
financial system and expects that much of the funding will be repaid. While some of the TARP
investments are estimated to result in a cost, others are estimated to produce net income.

Treasury-OFS tracks costs in accordance with Federal budget procedure. First, amounts
are allocated or budgeted to certain programs or needs within the TARP. Allocations may
change over time as needs are reevaluated. Second, Treasury-OFS enters into legally binding
“obligations” to invest or spend the funds. Third, funds are disbursed over time pursuant to the
obligations. In any given case, it is possible that the full amount allocated will not be obligated,
and that the full amount obligated will not be disbursed.

Based on operations for the period ended September 30, 2009, Treasury-OFS reports the
following key results:

e Treasury-OFS entered into obligations with a face value of $454 billion in TARP
authority during the fiscal year.

o In fiscal year 2009, Treasury-OFS disbursed $364 billion in TARP funds to make
loans and equity investments, and reported net cost of operations of $41.6 billion.

e During fiscal year 2009, Treasury-OFS received $72.8 billion of repayments on
certain investments and loans made early in FY 2009.

e At September 30, 2009, Treasury-OFS reported $240 billion for the value of
loans, equity investments, and asset guarantees.

Treasury-OFS’ FY 2009 net cost of operations of $41.6 billion includes the estimated net
cost related to loans, equity investments, and asset guarantees. The total ultimate cost of the
TARP is expected to be higher because additional investments and disbursements have been
made or will be made after FY 2009. Due to its program structure, the $50 billion HAMP has
delayed payments as well as a long disbursement cycle so the FY 2009 amounts include only $2
million in cost. In addition, AIG has drawn an additional $2.1 billion on its $29.8 billion equity
capital facility since September 30, 2009 and may draw down the additional funds available to it,
which may result in additional costs. Including these costs as well as the Public-Private

2 The Helping Families Save Their Homes Act of 2009, Pub. L. No. 111-22, Div. A, amended the act and reduced
the maximum allowable amount of outstanding troubled assets under the act by almost $1.3 billion, from $700
billion to $698.7 billion.
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Investment Program and other costs is likely to significantly increase the estimated lifetime net
cost for TARP. For programs where funds have been obligated but not yet disbursed, the future
outlays in some cases are dependent on program subscription or other uncertain factors. In
addition, new commitments may be made under TARP prior to EESA’s expiration. As described
further throughout this report, the valuation of the TARP investments will naturally change based
on many factors.

As of September 30, 2009, Treasury-OFS currently projects that four programs will
produce a net return to taxpayers. The Capital Purchase Program, the Targeted Investment
Program, the Asset Guarantee Program, and the Consumer and Business Lending Initiative had
reported net income of $19.5 billion. Also, as of September 30, 2009, Treasury-OFS reports
that two programs -- the AIG Investment Program and the Automotive Industry Financing
Program — have net costs to taxpayers of $60.9 billion. Taking into consideration the gains, the
total net cost for TARP to taxpayers, based on disbursements made as of September 30, 2009, is
reported as $41.4 billion. Accrued expenses for the HAMP as of September 30, 2009, of $2
million and administrative expenses for the year of $167 million bring the total estimated net
costs to $41.6 billion, as shown in Table 1.

Table 1: Net Income (Cost) of TARP Operations
For the period ended September 30, 2009
$ in millions

Programs with Estimated Subsidy Income

Capital Purchase Program $15,033
Targeted Investment Program $ 1,927
Asset Guarantee Program $2,201
Consumer and Business Lending Initiative $ 339

Net Income (Cost) from Programs Above $19,500

Programs with Estimated Subsidy (Cost)

American International Group, Inc. (830,427)
Investments
Automotive Industry Financing Program ($30,477)
Net (Cost) of Two Programs Above (860,904)
Total Net Subsidy Income (Cost) ($41,404)
Additional TARP (Costs)
Home Affordable Modification Program ($ 2)
Administrative Costs ($ 167)

Total Net (Costs) of TARP Operations ($41,573)

Over time the ultimate cost of the TARP programs may change. As described later in
this MD&A, and in the Treasury-OFS audited financial statements, these estimates are based in

part on currently projected economic factors. Forecasts for these economic factors will likely
15
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change, either increasing or decreasing the ultimate cost of the TARP. HAMP expenses will
increase significantly over time, as more modifications of mortgage payments are finalized
between mortgage servicers and borrowers, resulting in increased incentive payments. These
payments are described in Section Four.

Table 2 provides a financial summary for TARP programs in FY 2009. For each
program, the table gives the face value of the amount obligated by each program, the amount
actually disbursed during the fiscal year, repayments to Treasury-OFS during the period from
program participants, net outstanding balance (the amount on the original investment that is due
to be repaid to Treasury) on September 30, 2009, and cash inflows on the investments for each
program in the form of dividends, interest or other fees. As of fiscal year end 2009,
approximately $317 billion of the $700 billion in purchase and guarantee authority remained
available, taking into account $72.8 billion in repayments. However, this does not include the
full planned amounts for the HAMP, Public Private Investment Program (PPIP), Consumer and
Business Lending Initiative, and other programs.
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1
Table 2: TARP Summary
As of September 30, 2009
$ in billions
Purchase Cash
Price or Total $ Investment | Outstanding | Received
Guarantee | Disbursed | Repayments Balance from
Amounts Investments
Capital ll’,‘r‘zcg'::: $204.6 |  $204.6 $70.7 $133.9 $9.7
Targeted I“I,if;‘;’:; $40.0 $40.0 $0.0 $40.0 $1.9
Asset G;:Z;‘;fﬁ $5.0 $0.0 $0.0 $0.0 $0.5
American
International Group $69.8 $43.2 $0.0 $43.2 $0.0
Investments’
Term Asset-Backed
Securities Loan Facility $20.0 $0.1 $0.0 $0.1 $0.0
Public Private
Investment Program’ $6.7 $0.0 $0.0 $0.0 $0.0
A;‘ltz::ﬁ'lfg ll,';g;'rs;g $81.1 §75.9 $2.1 $73.8 50.7
Home Affordable
Modification Program4 $27.1 $0.0 NA NA $0.0
Totals $454.3 $363.8 $72.8 $291.0 $12.7

1/ This table shows the TARP activity for the period ended September 30, 2009, on a cash basis. Cash received
from investments includes dividends and interest income reported in the Statement of Net Cost and proceeds from
repurchases of warrants and warrant preferred stock.

2/ The disbursed amount is lower than purchase price because of the $29.8 billion facility available to AIG of which
only $3.2 billion was drawn at September 30, 2009. AIG drew an additional $2.1 billion from the facility on
November 13, 2009.

3/ Reflects the face value of obligations incurred as of September 30, 2009. As of that date, no fund managers had
made any investments and Treasury-OFS expects to provide a total of $30 billion in funding to the nine fund
managers selected for PPIP.

4/ Reflects legal commitments to servicers as of September 30, 2009. Treasury-OFS has allocated $50 billion in
total for the program. Payments are made to servicers once temporary modifications are made permanent.
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Most of the TARP funds have been used to make investments in preferred stock or make
loans. Treasury-OFS has generally received dividend on the preferred stock and interest
payments on the loans from the institutions participating in TARP programs. These payments
are a return on Treasury’s TARP investments. For period ended September 30, 2009, Treasury-
OFS received a total of $9.8 billion in dividends, interest and fees. Table 3 shows the breakdown
of receipts for the period ended September 30, 2009 for all TARP programs combined.

Table 3: TARP FY 2009 Receipts and Repayments on
Investments/Loans '

For the period ended September 30, 2009

($ in billions)

Dividends, Interest, Fees and
Warrants Repurchases

Dividends and Fees $9.6
Interest $0.2
Repurchases of Warrants and Warrant $2.9

Preferred Stock

Additional Notes $ 0.0

Subtotal 312.7

Investment/Loan Repayments

Repurchases/Repayments on preferred $70.7
stock

Loan Principal Repaid $2.1

Subtotal 372.8

GRAND TOTAL $85.5

1/ This table shows the TARP activity for the period ended September 30, 2009, on a
cash basis. The table includes receipts and repayments that do not result in revenue in
the Statement of Net Cost.
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Treasury-OFS also receives warrants in connection with most of its investments, which
provides an opportunity for taxpayers to realize an upside on investments. Treasury-OFS has
begun to dispose of some of its warrants as institutions repay their preferred share investments.
For the period ended September 30, 2009, twenty-four institutions have already repurchased their
warrants which generated $2.9 billion in receipts. Table 4 provides information on the
institutions that have fully repurchased the CPP preferred shares and repurchased warrants as
well as those that have fully repurchased their preferred shares but not their warrants. (Treasury-
OFS receives warrants for preferred stock in the case of most private institutions, which are
exercised immediately. The receipts from warrants include receipts from the repayment of such
preferred shares, or “warrant preferred stock™.)

Table 4: Repurchases of Preferred Shares
$ in millions

Institution Procees from Total Proceeds from
Preferred Dividends Warrants
Shares Received Repurchased
Redeemed
Institutions with fully repurchased preferred shares and repurchased warrants or warrant preferred stock
Alliance Financial Corporation $ 26.9 $ 0.5 $ 0.9
American Express Company $ 3,388.9 $ 74.4 $ 340.0
Bancorp Rhode Island, Inc. $ 30.0 $ 0.9 $ 1.4
Bank of New York Mellon $ 3,000.0 $ 95.4 $ 136.0
BB&T Corp. $ 3,133.6 $ 92.7 $ 67.0
Berkshire Hills Bancorp, Inc. $ 40.0 $ 0.9 $ 1.0
Centra Financial Holdings, Inc. $ 15.0 $ 0.2 $ 0.8
First Manitowoc Bancorp, Inc. $ 12.0 $ 0.2 $ 0.6
First Niagara Financial Group $ 184.0 $ 4.8 $ 2.7
First ULB Corp. $ 4.9 $ 0.1 $ 0.2
FirstMerit Corporation $ 125.0 $ 1.8 $ 5.0
Goldman Sachs Group, Inc. $ 10,000.0 $ 318.1 $ 1,100.0
HF Financial Corp. $ 25.0 $ 0.7 $ 0.7
IberiaBank Corporation $ 90.0 $ 1.5 $ 1.2
Independent Bank Corp. $ 78.2 $ 1.1 $ 2.2
Morgan Stanley $ 10,000.0 $ 318.1 $ 950.0
Northern Trust Corporation $ 1,576.0 $ 46.6 $ 87.0
Old Line Bancshares, Inc. $ 7.0 $ 0.2 $ 0.2
Old National Bancorp $ 100.0 $ 1.5 $ 1.2
SCBT Financial Corporation $ 64.8 $ 1.1 $ 1.4
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Somerset Hills Bancorp $ 7.4 $ 0.1 $ 0.3
State Street Corporation $ 2,000.0 $ 63.6 $ 60.0
Sun Bancorp, Inc. $ 89.3 $ 1.1 $ 2.1
U.S. Bancorp $ 6,599.0 $ 195.2 $ 139.0
Subtotal $ 40,597.0 $  1,220.7 $ 2,900.9
Institutions with fully repurchased preferred shares but warrants are outstanding

Bank of Marin Bancorp $ 28.0 $ 0.5 $ -
Capital One Financial Corp $ 3,555.2 $ 105.2 $ -
Centerstate Banks of Florida Inc. $ 27.9 $ 1.2 $ -
CVB Financial Corp. $ 130.0 $ 4.7 $ -
F.N.B. Corporation $ 100.0 $ 33 $ -
First Community Bancshares Inc. $ 41.5 $ 1.3 $ -
JPMorgan Chase & Co. $ 25,000.0 $ 795.1 $ -
Manhattan Bancorp $ 1.7 $ 0.1 $ -
Shore Bancshares, Inc. $ 25.0 $ 0.3 $ -
Signature Bank $ 120.0 $ 1.8 $ -
Sterling Bancshares, Inc. $ 125.2 $ 2.5 $ -
TCF Financial Corporation $ 361.2 $ 7.9 $ -
Texas Capital Bancshares, Inc. $ 75.0 $ 1.2 $ -
Washington Federal S and L Association $ 200.0 $ 5.4 $ -
Wesbanco, Inc. $ 75.0 $ 2.9 $ -
Subtotal $ 29,865.6 $ 933.4 $ -
Institutions making partial repurchases of preferred shares and outstanding warrants

State Bankshares, Inc. $ 12.5 $ 1.6 $ -
Valley National Bancorp $ 200.0 $ 11.2 $ —
Westamerica Bancorporation $ 41.9 $ 2.2 $ -
Subtotal $ 254.4 $ 15.0 $ -
Total $ 70,717.0 $2,169.1 $ 29009

The ultimate cost of the TARP will not be known for some time. The financial
performance of the programs will depend on many factors such as future economic and financial
conditions, and the business prospects of specific institutions. Table 5 provides information on
the estimated values of the TARP investments by program, as of the end of FY 2009. (HAMP is
excluded from the chart because no repayments are required). The estimates in Table 5 are
based on assumptions regarding future events, which are inherently uncertain. The estimates are
sensitive to a number of factors, including changes in general economic conditions, specific
stock price volatility of the entities in which Treasury-OFS has an equity interest, estimates of
expected defaults, and prepayments. If Treasury-OFS experiences higher than currently
projected early repayments, TARP’s ultimate cost will decline further. Sections Seven and Eight
of this report describe the methods used to determine the estimates.
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In Table 5 below, the Outstanding Balance column represents the amounts paid by
Treasury-OFS to acquire the loans and equity investments that were outstanding as of fiscal year
end. The Estimated Value of Investment column represents the present value of net cash inflows
that Treasury-OFS estimates it will receive from the loans and equity investments. For equity
securities, this amount represents fair value. The total difference of $53.1 billion between the
two columns is considered the “subsidy cost allowance” under the Federal Credit Reform Act
methods Treasury-OFS follows for budget and accounting purposes (see Section Seven for
further discussion).?

Table 5: Summary of TARP Investments
$ in billions
Outstanding Estimated Value
Program Balance ! of Investment
9/30/09
Capital Purchase $133.9 $141.7
Program
» Targeted Investment $40.0 $40.3
rogram
AIG Investment $43.2 $13.2
Program
) Autqmotwe Industry $73.8 $42.3
Financing Program
Term Asset-Backed
Securities Loan $0.1 $0.4
Facility
Total $291.0 $237.9

" Before subsidy cost allowance.

3 To reconcile the subsidy cost allowance to the total subsidy cost amount of $41.4 billion shown in Table 1
and on the Statement of Net Cost, the $53.1 billion is adjusted by intragovernmental interest cost, the net present
value of the Asset Guarantee Program, and certain inflows from the loans and equity investments (e.g., dividends,
interest, proceeds from repurchase of warrants by financial institutions, and other realized fees).

21
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Table 6 below shows the estimated net asset value for the top ten CPP investments held
as of September 30, 2009. The estimates shown below include only estimates of the value of the
preferred stock for each institution. Treasury-OFS also holds warrants for each institution and
those warrants have additional value. As the Treasury-OFS will still need to negotiate a sale
price for the warrants, the estimated warrant value of each institution cannot be disclosed without
harming Treasury-OFS' ability to secure the best return for taxpayers. Through an exchange
process, Treasury-OFS received common shares at $3.25 per share for the originally issued
preferred shares in Citigroup which had an initial investment of $25 billion. The holdings of
Citigroup common shares had a market value of $37.23 billion ($4.84 per share) as of September
30, 2009.

Table 6: Top Ten CPP Investments
($ in billions)

Estimated Net Asset Value

(excluding warrants)

Institution Original Investment as of 9/30/09

Citigroup (Common Shares) $ 25.00 $ 3723
Bank of America $ 25.00 $ 2245
Wells Fargo $ 25.00 $ 23.47
PNC Financial $ 7.58 $ 7.17
SunTrust Bank $ 4385 $ 414
Regions Bank $ 350 $ 3.01
Fifth Third Bancorp $ 341 $ 3.05
Hartford Financial $ 3.40 $ 3.11
Keycorp $ 250 $ 194

CIT Group $ 233 $ 0
Total $102.57 $105.57

"Does not reflect the impact of management’s expectation of an additional $30 billion in early repayments.
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Market conditions and the performance of specific financial institutions will be critical
determinants of the TARP’s final cost. The changes in the Treasury-OFS estimates during the
period ended September 30, 2009 provide a good illustration of this impact. The estimated net
cost of programs implemented to date declined by approximately $110 billion as compared to the
estimates made while the programs were being initiated in the heart of the financial market crisis
last winter in large part due to market stabilization seen to date and actual and forecast
repayments occurring at a faster rate than originally anticipated. In the CPP program for
example, when the cost of the program was first estimated by the Congressional Budget Office
and Treasury-OFS last winter, the expectation was that the program would lose about 18-22
percent.* In large part because of the improved market conditions, Treasury-OFS reported net
income of about $15.0 billion for the period ended September 30, 2009. Based on the
repayments to date and current market conditions, the major bank stabilization programs,
including the CPP and the TIP, are currently estimated to provide a net financial return to the
taxpayer. The outstanding $174 billion in CPP and TIP balances are estimated to be worth
approximately $182 billion. However, the outlook for repayments from the auto industry
investments and the AIG Investment Program is less positive. Treasury-OFS estimates the $117
billion originally invested in these programs is currently valued at approximately $56 billion.
These programs may result in a net financial loss to taxpayers.

Table 7 provides information as to how the estimated cost of the TARP has changed
during for the period ended September 30, 2009. The positive amounts reflect an estimated
income whereas negative amounts reflect a cost or expense. For example, the $204.6 billion
invested in the CPP program was originally expected to cost about $57 billion (in net present
value cost). For the period ended September 30, 2009, Treasury-OFS reported net income of
about $15 billion for CPP. This amount represents primarily the combination of actual
dividends, interest and realized fees, and the excess of estimated fair value as of September 30,
2009 of the CPP investments over original cost. Additional explanatory material on how these
estimates were developed can be found in Sections Seven [Financial Accounting Policy] and
Eight [TARP Valuation Methodology].

* "The Troubled Asset Relief Program: Report on Transactions Through December 31, 2008." Congressional
Budget Office. January 2009.
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Table 7: Estimated Change in Net Cost for the TARP Programs

$ in billions

Original Current Net Change
Estimate' Estimate
Capital Purchase Program - 574 +15.0 +72.4
Targeted Investment Program -19.6 +1.9 +21.5
Asset Guarantee Program +1.0 +2.2 +1.2
AIG Investment Program -31.5 -304 +1.1
Automotive Industry Financing Program -43.7 -30.4 +13.3
Term Asset-Backed Securities Loan Facility +0.1 +03 +0.2
Subtotal -151.1 -41.4 +109.7
Home Affordable Modification Program -27.1 -27.1 0.0
Total -178.2 - 68.5 +109.7

! Original estimates completed on or near the initiation of each program and adjusted for modifications. Amounts
shown in both original and current estimates are based on the same total program disbursements through FY 2009.

The Impact of TARP

Measuring the impact of the TARP in isolation is challenging. The health of the overall
system and its impact on the U.S. economy are the most important metrics by which Treasury-
OFS can measure the effectiveness of these policies. However, the cost of the financial system
collapse that was likely averted by TARP and the other government actions taken in the fall of
2008 and since then will never be known. Moreover, it is difficult to measure separately the
impact of TARP as it was part of a coordinated government response to restore confidence in our
financial system. A few TARP programs were uniquely targeted to specific markets and

institutions. In those instances, Treasury-OFS can measure performance more directly.

Confidence in the stability of our financial markets and institutions has improved
dramatically. Interbank lending rates, which reflect stress in the banking system, have returned
to levels associated with more stable times. For example, the spread of one-month Libor to the
overnight index swap fell from a peak of about 340 basis points® last fall to roughly 10 basis
points at the end of October 2009, as shown in Figure 1. Credit-default swap spreads for
financial institutions, which measure investor confidence in their health, have also fallen
significantly. A measure of credit-default swaps for the largest U.S. banks reached 450 basis

° A basis point is one hundredth of a percentage point or 0.01 percent so 100 basis points equals 1 percent. Basis
points are often used to measure small changes in interest rates or yields on financial instruments.
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points last fall as shown in Figure 2, and just over 100 basis points today. The TARP was a
necessary step, but not the only step, to achieving this recovery.

Figure 1. Libor-OIS Spread (basis points) Figure 2. Credit Default Spreads for Financial
Institutions (basis points)

Basis points Basis points Basis points Basis points
400 Lehman FSP 400 500 Lehman FSP

' 350 450 '

400 !

450
400
350
300
250
200
150
100
50

Jo

350
300

— 1-Month
350

250 300
200 250
150 200
150
100
50

—3-Month
250

200
150

1
' 1
' l
' 1
1 ( ok 1 1
Jan-06  Jul06  Jan-07 Jul0O7  Jan08  Jul08  Jan-09  Jul-09 Jan-06  Jul06  Jan07 Jul07  Jan08 Jul0B  Jan-

9 Jul-09

Source: Bloomberg Sources: Bloomberg.
Notes: Includes Bank of America, Citigroup, Goldman
Sachs, JPMorgan, Morgan Stanley, and Wells Fargo.

At the same time, borrowing costs have declined for many businesses, homeowners, and
municipalities. Investment-grade corporate bond rates have fallen by over 70 percent since last
fall, and high-yield bond rates have fallen by more than half. Fears of default on these bonds
have receded, providing further relief on prices. The CDX investment-grade index (see Figure
3), an aggregate measure of credit-default swaps for highly-rated companies, has fallen about 35
percent from its October 2008 peak. Further, conventional 30-year mortgage rates (see Figure 4)
remain under five percent at historic lows. AAA municipal bond rates are three percent, down
from five percent last fall.

Figure 3. Corporate Bond Spreads (basis points) Figure 4. Conventional 30-Year Mortgage Rate
(percent)
o
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Source: Bloomberg Source: Federal Reserve

As borrowing costs have come down, businesses have raised about $900 billion in
investment-grade debt and over $100 billion in high-yield debt this year. While much of the new
issuance early this year was supported by the federal government, private investors have funded
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most new corporate debt in recent months. In particular, banks have raised substantial capital
from private sources following the release of the results from the federal government “stress test”
of major U.S. financial institutions. Since the results were released, banks have raised $80
billion in new common equity and over $40 billion in debt that is not guaranteed by the federal

government.

Figure 5. Corporate Bond Issuance

Figure 6. Net Common Issuance by U.S. Banks (USS,

(USS billions) billions)
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Source: SNL Financial.

Notes: Excludes equity generated through asset sales
and preferred conversions. Negative figures represent
net repurchases of equity.

Securitization markets that provide important channels of credit for consumers and small
businesses have also improved, in large part because of programs launched under the TARP.
Announcements about TALF helped narrow spreads in these markets even before the program
began operating. This trend has continued, with spreads on TALF-eligible asset-backed
securities (ABS) back to pre-crisis levels today, and spreads on non-TALF-eligible ABS more
than 90 percent off their peaks from last fall. Issuance of ABS backed by consumer and business
loans has averaged $14 billion per month since the government launched TALF in March 2009,
compared to about $1.6 billion per month in the six months prior to the program’s launch.
Issuance not supported by the federal government program accounted for about 40 percent of all
such issuance in October 2009. However, the overall size of securitization markets remains

small, relative to pre-crisis levels.
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Figure 7. Spreads Between TALF-Eligible ABS and  Figure 8. Issuance of ABS Backed by Consumer and
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Legacy security prices have improved significantly this year. This is due in part to
general market improvement and in part to announcements for the Securities PPIP. Most of the
Public-Private Investment Funds (PPIFs) have now been formed and are starting to purchase
legacy assets from banks. The PPIFs should continue to contribute to price improvements in
these markets.

Stock markets have recovered substantial ground since March, following 18 months of
steep declines. The S&P 500 has risen over 60 percent over the past six months, and share prices
for financial companies in the S&P 500 have doubled. At the same time, volatility in stock
markets is trending lower and approaching historical norms. The implied volatility of the S&P
500, as measured by the Chicago Board Options Exchange’s Market Volatility (VIX), has fallen
by over 70 percent since its peak in October and is roughly at its average since 1990. These
improvements reflect broad-based confidence not only in the financial system, but also the
prospects for economic recovery.

Indeed, the American economy is growing again. It expanded at an annual rate of 2.8
percent in the third quarter of 2009, snapping four consecutive quarters of negative growth. And
private economists generally expect moderate growth over the next year.

Meanwhile, housing markets are showing some signs of stabilizing and household wealth
is recovering, which should stimulate consumer spending -- vital to American economic growth.
Thanks in part to federal government financial policies, mortgage rates remain near historic
lows. Home prices have ticked up over the past six months, after showing consistent declines
since 2006. For example, the seasonally adjusted S&P/Case-Shiller U.S. National Home Price
Index rose by 1.8 percent and 1.9 percent in the second and third quarters, respectively. Since
March, sales of existing single-family homes have increased by 20 percent and over 2.7 million
mortgages have been refinanced. Since Treasury-OFS announced its Making Home Affordable
program, over 650,000 trial modifications under HAMP have been initiated, with roughly a few
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hundred completing the trial period by September 30, 2009. Household net worth increased by
$2 trillion in the second quarter, the first increase since the third quarter of 2007.

However, the financial and economic recovery faces significant headwinds. Although
the unemployment rate fell in November, it remains high at 10 percent. This places enormous
pressure on homeowners and American families. Indeed, delinquencies of subprime residential
mortgages reached over 26 percent and conforming mortgages nearly seven percent in the third
quarter, as illustrated in Figure 9. And although RealtyTrac’s October report shows a third
straight month of decreasing foreclosure activity, foreclosures are still up nearly 19 percent since
October 2008. Moreover, according to First American CoreLogic, roughly one in four
homeowners owed more on their mortgages than the properties were worth in the third quarter of
20009.

Bank lending also continues to contract, as shown in Figure 10. In the third quarter,
commercial and industrial (C&I) loans outstanding contracted at an annual rate of 27 percent,
and commercial real estate (CRE) loans outstanding at 8 percent. Small businesses rely on banks
for 90 percent of their financing. Unlike large corporations, few can substitute credit from
securities issuances.

The contraction in bank lending reflects a combination of weak demand for credit and
tightening standards at the banks. The former is a function of the recession preceded by a period
of over expansion. The latter is in part a function of the fact that many banks face continued
losses on outstanding exposures, in particular in commercial real estate. FDIC-insured
commercial banks reported that net charge-offs—that is, losses that have occurred—increased to
2.9 percent as a share of loans and leases in the third quarter, up from 0.6 percent before the
recession. And delinquencies of commercial real estate loans were nine percent in the third
quarter and increasing.

Figure 9. Mortgage Delinquencies (percent) Figure 10. Bank Loans, C&I and CRE (percent
change, end of period)
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Bank failures and the number of problem banks continue to increase. There have been
over 120 bank failures this year through November 20, 2009, compared with 41 over the decade
that preceded the current recession. And the number of banks that the FDIC classifies as
“problem institutions™ has reached 552 this year, compared with 76 in 2007 and 252 in 2008.

Banks’ willingness to lend also has a significant impact on consumer spending and,
consequently, economic growth. Macroeconomic Advisors, a consulting firm, found that a 10-
point increase in bank’s willingness to make consumer installment loans yields a 0.3 percentage
point increase in personal consumption expenditures.® Figure 11 illustrates this relationship
between bank lending attitudes and consumer spending.

In this context, some federal Figure 11. Banks’ Willingness to Lend and Personal
government financial support is still Consumption Expenditures (percent)
necessary. In particular, the TARP can help Percent Porcent yibe
stimulate credit for small businesses and s &0
assist responsible homeowners in avoiding : :2
foreclosures. As discussed in more detail N A %
below, Treasury-OFS is redirecting the TARP 4 f;.???GE:H\‘ 40
to meet these needs. Treasury-OFS recently N »
launched initiatives to provide capital to small 1966971 1976 %81 1986 1991 fe%6 2001 2000
and community banks, which are important Source: Federal Reserve, BEA

sources of credit for small businesses. Treasury-OFS is also working with the Small Business
Administration, Congress, and the small business community to design other programs that will
use TARP funds to get credit flowing again to these important engines of economic growth.

External Assessments of TARP Performance

The United States Government Accountability Office (GAO) is one of four oversight
bodies explicitly designated by Congress to provide oversight of the TARP. GAO’s October
2009 anniversary report on the TARP provides a comprehensive and independent assessment of
various aspects of the TARP.” The GAO also acknowledges that isolating and estimating the
effect of TARP programs is challenging and that improvements in credit markets cannot be
attributed solely to TARP programs. The indicators that the GAO has monitored over the past
year suggest that there have been broad improvements in credit markets since the announcement
of CPP, the first TARP program. The GAO notes, specifically, that:

© Macroeconomic Advisers, “Banks’ Willingness to Lend and PCE Growth,” Oct. 8, 2008.

7 Troubled Asset Relief Program: One Year Later, Actions Are Needed to Address Remaining Transparency and
Accountability Challenges. Government Accountability Office. GAO-10-16. October 8, 2009.
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e the cost of credit and perceptions of risk declined significantly in interbank,
corporate debt, and mortgage markets;

o the decline in perceptions of risk (as measured by premiums over Treasury
securities) in the interbank market could be attributed in part to several federal
programs aimed at stabilizing markets that were announced on October 14, 2008,
including CPP; and

e the institutions that received CPP funds in the first quarter of 2009 saw more
improvement in their capital positions than banks outside the program.

Additional information on the assessments and activities of the TARP oversight entities can be
found in Section Nine [Systems, Controls, and Legal Compliance].
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Section Three: Ensuring Stability and Liquidity

This section provides a description of each of the programs established under the TARP
to ensure stability and liquidity, including results for each program to date.

Capital Purchase Program

EESA was originally proposed as a means to buy mortgage loans,
mortgage-backed securities and certain other assets from banks. However, the authorities
granted under EESA were broadened in the legislative process to cover any financial instrument
whose purchase the Secretary of the Treasury, after consultation with the Chairman of the
Federal Reserve, determines necessary to promote financial market stability. Shortly following
passage of EESA, it became clear to the leaders of many G-7 nations that rapid action was
needed to provide capital to the financial system as a whole. Lending even between banks had
practically stopped, credit markets had shut down, and many financial institutions were facing
severe stress. There was not sufficient time to implement a program to buy mortgage related
assets, which posed difficulties related to valuing such assets and getting the holders of such
assets to sell them at current prices. In this context, immediate capital injections into financial
institutions were a necessary step to avert a potential collapse of the system.

Given the high level of uncertainty in financial markets and the economy, even strong
financial institutions began to hoard capital. Based on various market indicators, it became clear
that financial institutions needed additional capital to sustain a normal flow of credit to
businesses and consumers during the financial turmoil and economic downturn. As a result,
Treasury-OFS launched the Capital Purchase Program (CPP), its largest and most significant
program under EESA, on October 14, 2008. Treasury-OFS initially committed over a third of
the total TARP funding, $250 billion, to the CPP, which it lowered to $218 billion in March
2009.

The CPP was designed to bolster the capital position of viable institutions and, in doing
s0, to build confidence in these institutions and the financial system as a whole. With the
additional capital, CPP participants were better equipped to undertake new lending, even while
absorbing write downs and charge-offs on loans that were not performing.

Of the $250 billion commitment, Treasury-OFS invested $125 billion in eight of the
country’s largest financial institutions. The remaining $125 billion was made available to
qualifying financial institutions (QFIs) of all sizes and types across the country, including banks,
savings associations, bank holding companies and savings and loan holding companies. QFIs
interested in participating in the program had to submit an application to their primary federal
banking regulator. The minimum subscription amount available to a participating institution was
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1 percent of risk-weighted assets. The maximum subscription amount was the lesser of $25
billion or 3 percent of risk-weighted assets.

Over the weeks and months that followed the announcement of the CPP, Treasury-OFS
provided capital to 685 institutions in 48 states, including more than 300 small and community
banks, helping to enable them to absorb losses from bad assets while continuing to lend to
consumers and businesses. The largest investment was $25 billion while the smallest was
$301,000. To encourage continued participation by small and community banks, the application
window for CPP was reopened on May 13, 2009, for banks with less than $500 million in assets,
with an application deadline of November 21, 2009.

Most banks participating in the CPP are to pay Treasury-OFS a dividend rate of 5 percent
per year, increasing to 9 percent a year after the first five years. In the case of S-corporations,
Treasury-OFS acquires subordinated debentures. Treasury-OFS has received $6.8 billion in CPP
dividend and interest payments for the period ended September 30, 2009. As of September 30,
2009, 38 institutions had not paid full dividends or interest payments. Under the CPP, Treasury-
OFS has a right to elect two directors to the board of directors of an institution that misses six or
more dividend payments.

One measure of the CPP’s performance is the effect on lending by CPP participants.
Lending typically falls during a recession, and the current cycle is no exception. The Federal
Reserve Board’s recent article U.S. Credit Cycles: Past and Present examines how credit
volumes have evolved in the current economic downturn relative to previous business cycle
downturns using the Federal Reserve’s Flow of Funds data.® Significant among the Federal
Reserve’s findings is that despite many unprecedented aspects of the current financial and
economic turbulence, movements in credit volumes in the current recession are similar to
historical patterns. In terms of looking more specifically at CPP bank lending, each month
Treasury-OFS asks CPP participants to provide information about their lending activity. As
illustrated by Treasury-OFS' Lending and Intermediation Survey, the 22 largest CPP participants
have been able to sustain their lending activities during this crisis, despite the significant
headwinds posed by the recession, including increased bankruptcies, higher unemployment and
falling home prices. Details on the Bank Lending Surveys can be found at
http://www.financialstability.gov/impact/surveys.htm.

8 The article “U.S. Credit Cycles: Past and Present” can be found at the following link:
http://www.financialstability.gov/docs/CPP/Report/Fed%20US%20Credit%20Cycles%20072409.pdf.
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Capital Assistance Program and the Supervisory Capital Assessment
Program

In early 2009, the Federal banking agencies conducted a one-time, forward-looking
assessment or “stress test” -- known as the Supervisory Capital Assessment Program (SCAP) --
on the nineteen largest U.S. bank holding companies (BHCs). The stress test assessed whether
these BHCs had the capital to continue lending and absorb all potential losses resulting from a
more severe decline in economic conditions than projected by economic forecasters. After
completion of the SCAP, the banking agencies concluded that ten of these BHCs needed to raise
a total of an additional $75 billion in capital to establish a buffer for more adverse conditions.
The remaining nine BHCs were found to have sufficient capital to weather more adverse market
conditions.

In conjunction with this forward-looking test, Treasury-OFS announced that it would
provide capital through the Capital Assistance Program (CAP) to banks that needed additional
capital but were unable to raise it through private sources. The capital provided by the CAP
would take the form of convertible preferred stock. This program was made available to all QFIs,
not solely to those banks that underwent the SCAP.

The design of the tests and their results were made public, a highly unusual step that was
taken because of the unprecedented need to reduce uncertainty and restore confidence. By
identifying and quantifying potential capital shortfalls and requiring that additional capital be
raised to eliminate any deficiencies, the SCAP ensured that these financial institutions would
have sufficient capital to sustain their role as intermediaries and continue to provide loans to
creditworthy borrowers even if economic conditions suffered a severe and extended
deterioration.

Of the ten bank holding companies that were identified as needing to raise more capital,
nine have met or exceeded the capital raising requirements through private efforts. In the
aggregate, these firms have increased requisite capital by over $77 billion since the results of the
SCAP were announced. Treasury-OFS may provide additional capital to GMAC under the Auto
Industry Financing Program to assist its fundraising efforts to meet the requirements of the
SCAP.

Since the stress test results were released in early May, banks of all sizes have raised over
$80 billion in common equity and $40 billion in debt that is not guaranteed by the government.
Importantly, that capital raising has enabled more than 40 banks to repay the TARP investments
made by Treasury-OFS. Treasury-OFS has received over $70 billion in principal repayments,
and $9.7 billion in dividends, interest, warrants, and fees from CPP participants. In addition,
Treasury-OFS estimates that another $70 billion in repayments from all TARP investments will
occur over the next 12 to 18 months. Another measure of the effectiveness of SCAP and the
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CPP, as well as other government efforts, is that Treasury-OFS did not receive any applications
for CAP which terminated on November 9, 2009.

Targeted Investment Program

Treasury-OFS established the Targeted Investment Program (TIP) under the TARP in
December 2008. The TIP gave the Treasury-OFS the necessary flexibility to provide additional
or new funding to financial institutions that were critical to the functioning of the financial
system. Through TIP, Treasury-OFS sought to prevent a loss of confidence in critical financial
institutions, which could result in significant financial market disruptions, threaten the financial
strength of similarly situated financial institutions, impair broader financial markets, and
undermine the overall economy.

Eligibility to participate in the TIP was determined on a case-by-case basis, depending on
a number of factors. Treasury-OFS considered, among other things:

e The extent to which the failure of an institution could threaten the viability of its creditors
and counterparties because of their direct exposures to the institution;

e The number and size of financial institutions that are perceived or known by investors or
counterparties as similarly situated to the failing institution, or that would otherwise be
likely to experience indirect contagion effects from the failure of the institution;

e Whether the institution is sufficiently important to the nation’s financial and economic
system that a disorderly failure would, with a high probability, cause major disruptions to
credit markets or payments and settlement systems, seriously destabilize key asset prices,
or significantly increase uncertainty or loss of confidence, thereby materially weakening
overall economic performance; and

o The extent and probability of the institution’s ability to access alternative sources of
capital and liquidity, whether from the private sector or other sources of government
funds.

Treasury-OFS invested $20 billion in each of Bank of America (BofA) and Citigroup
under the TIP. These investments provide for annual dividends of 8 percent. These investments
also impose greater reporting requirements and harsher restrictions on the companies than under
the CPP terms, including restricting dividends to $0.01 per share per quarter, restrictions on
executive compensation, restrictions on corporate expenses, and other measures. Assistance
under the TIP is also considered “exceptional assistance”, which means that the recipient is also
subject to greater restrictions under the executive compensation rules.
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American International Group, Inc. (AIG) Investment Program

Since September 2008, the Federal Reserve and Treasury-OFS have taken a series of
actions related to AIG in order to prevent AIG’s disorderly failure and mitigate systemic risks.
These actions addressed the liquidity and capital needs of AIG, helping to stabilize the company.
Treasury-OFS provided this assistance by purchasing preferred shares in AIG and also received
warrants to purchase common shares in the institution. The assistance provided to AIG was
deemed “exceptional assistance” which means that the recipient is subject to greater restrictions
under the rules relating to executive compensation. Further details on the AIG Investment
Program can be found in the AIG box.

AIG

In September 2008, prior to the passage of EESA, AIG faced severe liquidity pressures
and potential insolvency. These pressures grew acute the day after the bankruptcy filing of
Lehman Brothers, as financial and credit markets ceased to function. Treasury and Federal
Reserve officials feared that a disorderly failure of the company at that time posed a systemic
risk to the financial system and the U.S. economy. The company had global operations and was
a significant participant in many financial markets. Through its subsidiaries, the company
provided insurance protection to more than 100,000 entities, including small businesses,
municipalities, 401(k) plans, and Fortune 500 companies who together employ over 100 million
Americans. The company was also a significant counterparty to a number of major financial
institutions. These commitments were reflected in tens of thousands of contracts that touched
millions of Americans and businesses.

The complexity of these insurance contracts and the exposure of the financial system and
economy to their default required government intervention. The Federal Reserve provided an
$85 billion credit facility in the form of secured loans to AIG on September 16, 2008 to contain
the financial panic at least cost to the American taxpayer. At the time, the government was
constrained by the tools at its disposal. The Federal Reserve was not in a position to selectively
impose haircuts on AIG counterparties, or to know the long-term costs of its liquidity provision.
Time was of the essence and the Federal Reserve faced a binary choice: allow AIG to default on
tens of thousands of contracts, further eroding confidence in U.S. financial institutions and
perpetuating market freezes, or provide secured credit to allow AIG to meet its near-term
contractual obligations with millions of insurance holders. The Federal Reserve chose the latter
option, and, along with Treasury, has managed its investment in AIG to facilitate an orderly
restructuring of the company and to maximize repayments to taxpayers.
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In November 2008, this assistance was restructured so that the company had more equity
and less debt. Treasury-OFS purchased $40 billion in cumulative preferred stock from AIG
under the TARP, the proceeds of which were used to repay the Federal Reserve loan in part. In
April 2009, Treasury-OFS exchanged the $40 billion in cumulative preferred stock for $41.6
billion in non-cumulative preferred stock and created an equity capital facility, under which AIG
may draw up to $29.8 billion as needed in exchange for issuing additional preferred stock to
Treasury-OFS. As of September 30, 2009, AIG had drawn approximately $3.2 billion from the
facility. The preferred stock pays a noncumulative dividend, if declared, of 10 percent per
annum. The Federal Reserve Bank of New York (FRBNY) has also provided additional
assistance to AIG by funding special purpose entities which purchased certain derivative
contracts from AIG. In connection with its assistance to AIG, the FRBNY received convertible
preferred stock representing approximately 79.8 percent of the fully diluted voting power of the
AIG common stock.

The preferred stock was deposited in a trust, which exists for the benefit of the U.S.
taxpayers. The FRBNY has appointed three independent trustees who have the power to vote the
stock and dispose of the stock with prior approval of FRBNY and after consultation with
Treasury. The trust agreement provides that the trustees cannot be employees of Treasury or the
FRBNY. The Department of the Treasury does not control the trust and cannot direct the
trustees. Treasury-OFS, through its TARP investment, owns other preferred stock that is not held
in the trust and does not have voting rights except in certain limited circumstances.

Asset Guarantee Program

Pursuant to section 102 of EESA, Treasury-OFS established the Asset Guarantee
Program (AGP) with the same objective as the TIP of preserving financial market stability. The
AGP, like the TIP, is a targeted program aimed at maintaining the stability of systemically
important financial institutions and, thereby, reducing the potential for problems at such an
institution to “spillover” to the broader financial system and economy. More specifically, the
AGP may be used to provide protection against the risk of significant loss in a pool of assets held
by a systemically significant financial institution that faces a risk of losing market confidence
due in large part to its holdings of distressed or illiquid assets. By helping limit the institution’s
exposure to losses on illiquid or distressed assets, the AGP can help the institution maintain the
confidence of its depositors and other funding sources and continue to meet the credit needs of
households and businesses.

The AGP has been applied with extreme discretion and Treasury-OFS does not anticipate
wider use of this program. To date, Treasury-OFS has used this program to assist Citigroup and
began negotiations with Bank of America (BofA) under the AGP which BofA subsequently
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terminated. Further details on this assistance can be found in the BofA and Citigroup separate
presentations.

Bank of America

Under the CPP, in October 2008, Treasury-OFS agreed to purchase $15 billion of
preferred stock from Bank of America and $10 billion from Merrill Lynch. When Bank of
America completed its acquisition of Merrill Lynch at the end of 2008, the Treasury-OFS held a
total of $25 billion of preferred in Bank of America. This preferred stock has a dividend rate of 5
percent per annum for the first five years and increases to 9 percent thereafter. Under the TIP,
Treasury-OFS purchased an additional $20 billion in preferred stock from Bank of America in
January 2009, which pays a dividend of 8 percent per annum. Treasury-OFS also received
warrants in both transactions.

In January 2009, Treasury-OFS, the Federal Reserve and the FDIC entered into a term
sheet for a potential loss sharing arrangement under the AGP on a $118 billion pool of financial
instruments owned by Bank of America. In May 2009, Bank of America announced its intention
to terminate negotiations with respect to the loss-sharing arrangement and in September 2009,
Treasury, the Federal Reserve, the FDIC and Bank of America entered into a termination
agreement pursuant to which (i) the parties terminated the related term sheet and (ii) Bank of
America agreed to pay a termination fee of $425 million to the government parties, with $276
million going to Treasury-OFS. The fee compensated the government parties for the value that
Bank of America had received from the announcement of the negotiations with government
parties to guarantee and share losses on the pool of assets from and after the date of the term
sheet. The termination fee was determined by taking the fee that would have been payable had
the guarantee been finalized.

Citigroup

Under the CPP, Treasury-OFS purchased $25 billion in preferred stock from Citigroup in
October 2008. This preferred stock had a dividend rate of 5 percent per annum. Under the TIP,
Treasury-OFS purchased $20 billion in additional preferred stock from Citigroup, Inc. in
December 2008. That preferred stock had a dividend rate of 8 percent per annum. Treasury-
OFS also received warrants in both transactions. As part of an exchange offer designed to
strengthen Citigroup’s capital, Treasury-OFS recently exchanged all of its preferred stock in
Citigroup for a combination of common stock and trust preferred securities.

In January 2009, Treasury-OFS and Citigroup entered into an agreement for Citigroup’s
participation in the AGP. Treasury-OFS guaranteed up to $5 billion of potential losses incurred
37

Page 51 GAO-10-301 OFS Fiscal Year 2009 Financial Statement



Management’s Discussion and Analysis

on a $301 billion pool of loans, mortgage-backed securities, and other financial assets held by
Citigroup. The Federal Reserve and the FDIC are also parties to this arrangement. Treasury-OFS
will not become obligated to pay on its guarantee unless and until Citigroup has absorbed $39.5
billion of losses on the covered pool. Treasury-OFS would then cover 90 percent of all losses on
the covered pool, up to a maximum of $5 billion. In consideration for the guarantee, Treasury-
OFS received $4.03 billion in preferred stock that pays an annual dividend of 8 percent.
Treasury-OFS also received a warrant to purchase approximately 66 million shares of common
stock at a strike price of $10.61 per share.

As part of the exchange offer noted above, Treasury-OFS exchanged preferred stock
received under the AGP for an equivalent amount of trust preferred securities paying interest at
the same rate.

Consumer and Business Lending Initiative

Treasury-OFS designed two initiatives to restore consumer and business lending in the
period ended September 30, 2009, the Term Asset-Backed Securities Loan Facility (TALF) and
the Unlocking Credit for Small Business Initiative. Both programs are discussed in more detail
below.

1. Term Asset-Backed Securities Loan Facility

The asset-backed securities (ABS) and commercial mortgage-backed securities (CMBS)
markets over time have funded a substantial share of credit to consumers, businesses and real
estate owners. In the third quarter of 2008, the ABS market and commercial mortgage-backed
securities markets came to nearly a complete halt. Interest rate spreads on the most highly-rated
AAA tranches of ABS and CMBS rose to levels outside their historical range, in certain cases
well over 7 to 15 times their average, respectively. CMBS had accounted for almost half of all
new commercial mortgage originations in 2007. The disruption of these markets contributed to
the lack of credit to households and businesses of all sizes, impacting U.S. economic activity.

In November 2008, the Federal Reserve and Treasury announced the creation of the Term
Asset-Backed Securities Loan Facility (TALF) and launched TALF under the Financial Stability
Plan on February 10, 2009. The TALF's objective was to stimulate investor demand for certain
types of eligible ABS, specifically those backed by loans to consumers and small businesses, and
ultimately, bring down the cost and increase the availability of new credit to consumers and
businesses. Under the TALF, the Federal Reserve extends up to $200 billion in three- and five-
year non-recourse loans to investors that agree to purchase eligible consumer or small business
ABS. Treasury-OFS provides up to $20 billion of TARP monies in credit protection to the
Federal Reserve for losses arising under TALF loans.

38

Page 52 GAO-10-301 OFS Fiscal Year 2009 Financial Statement



Management’s Discussion and Analysis

The TALF was initially designed for newly or recently originated AAA-rated ABS
backed by student loans, auto loans, credit card loans, and loans guaranteed by the SBA. On
March 19, 2009, Treasury-OFS and the Federal Reserve announced that the TALF would be
expanded to include newly or recently issued AAA-rated Asset Backed Securities (ABS) backed
by four additional types of consumer and business loans — mortgage servicing advances, loans or
leases relating to business equipment, leases of vehicle fleets, and floor plan loans. These new
categories of collateral were eligible for inclusion in the April 2009 TALF subscription and
funding process.

The Treasury-OFS and the Federal Reserve structured the TALF to minimize credit risk
to the U.S. government to the greatest extent possible, consistent with achieving the program’s
purpose of encouraging lending to consumers and businesses. Investors take risk by providing
some of the capital to purchase the securities. The amount of private capital is measured in the
form of haircuts, which represents the investor's equity contribution. For example, if a borrower
purchases an ABS for $100 and that ABS has an assigned haircut of 15 percent, the borrower
must put $15 at risk and can receive only $85 in financing. The haircut level varies across asset
class and maturity to take into account any differences in risk. Finally, the borrower must also
make monthly or quarterly interest payments to the federal government. The cost of the loan is
100 basis points over a fixed or floating rate benchmark, such as the London Interbank Offered
Rate ("LIBOR").

The Federal Reserve had originally authorized using the TALF to make loans through
December 31, 2009. To promote the flow of credit to businesses and households and to facilitate
the financing of commercial properties, the Federal Reserve announced on August 17, 2009 that
the TALF will continue to make loans against newly issued ABS and previously issued CMBS
through March 31, 2010. In addition, TALF will make loans against newly issued CMBS
through June 30, 2010. The inclusion of CMBS as eligible collateral helps prevent defaults on
economically viable commercial properties, increases the capacity of current holders of maturing
mortgages to make additional loans, and facilitates the sale of distressed properties.

TALF Results

TALF’s impact on the securitization markets can be measured by a number of indicators,
including ABS issuance — both TALF and non-TALF eligible, the percentage decline in ABS
and SMBS spreads from the height of the financial crisis, and the number and composition of
investors in the securitization market.

ABS Issuance: The market for new issuance of ABS had shut down at the end of 2008
and remained effectively closed until TALF became operational. Since March 2009, offerings in
the ABS markets have gradually increased with nearly $86 billion of new ABS issuance through
October 2009. Of that amount, $49 billion of securities were purchased with TALF loans.
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These securities supported over 3.6 million consumer and small business loans and leases, and
over 132 million active credit card accounts. TALF has also provided loans to purchase about
$4.1 billion of legacy CMBS securities (issued before January 1, 2009).

This re-starting of the securitization market translates into increased consumer and small
business lending and, in some cases, lower loan rates for consumers. In addition, investors are
gaining confidence in the market’s ability to function without federal government support. In
March 2009, approximately 60 percent of new ABS issuance was purchased with the support of
the TALF. By September 2009, that was down to 40 percent. The following chart (Figure 12)
shows total consumer ABS issuance and the portion backed by TALF.

Figure 12: Total Consumer ABS Issuance through
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Secondary market spreads: Since the peak of the credit crisis, spreads for the asset
classes eligible for the program have decreased by 60 percent or more. Spreads on credit card
and auto loans have fallen from a peak of 600 basis points to less than 100 basis points over their
benchmarks, the same levels that existed before Lehman Brothers' bankruptcy filing in
September 2008. Spreads in the secondary market for CMBS have come in from 1500 basis
points over its benchmark to 300 basis points today. Prior to the beginning of the crisis in
August 2007, highly rated CMBS were priced on average approximately 100 basis points over its
benchmark.
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Borrower Composition: At the peak of the credit crisis, there was little confidence
among institutional investors in the capital markets. Investors effectively were standing on the
sidelines. Since the implementation of TALF, there has been renewed confidence in the market.
A range of institutional investors have become active participants, including hedge funds, asset
managers, pension funds, and insurance companies.

With an increase in investor participation and thus investor demand, required returns
have fallen more than half, in some cases, suggesting a return of risk premiums to more
“normalized” levels. Cash participation, specifically for TALF-eligible prime auto and
equipment transactions, has also increased, suggesting investors’ decreasing reliance on TALF
support. Further, some transactions for specific asset classes with shorter durations are being
successfully completed without TALF financing, suggesting investor confidence in shorter-
duration transactions.

TALF Loans to Date: As of September 30, 2009, no securities used as collateral for
TALF loans had been surrendered to the Federal Reserve. In addition, as of September 30, 2009,
13.6 percent of the total amount of TALF loans, or $6.3 billion, had been repaid. Given that the
term of the TALF loans is three to five years, this reflects the increasing health of the
securitization markets.

2. Unlocking Credit for Small Businesses Program

To help restore the confidence needed for financial institutions to increase lending to
small businesses, Treasury announced a program to unlock credit for small businesses on March
16, 2009. Under the program, Treasury announced that it would make up to $15 billion in TARP
funds available to purchase securities backed by the Small Business Administration (SBA)-
guaranteed portions of loans made under the SBA’s 7(a) loan program. The SBA’s 7(a) program
is the SBA’s most basic and widely used loan program.

Since Treasury's announcement of this program, the credit markets for small businesses
have improved somewhat. The secondary market for guaranteed SBA loans, for example, had
essentially ceased working last fall and had only $86 million in January re-sales. That market
improved notably this spring in the wake of Treasury’s announcement, with $399 million settled
from lenders to broker-dealers in September 2009. As a result of this improvement, as well as
reluctance on the part of market participants to accept TARP funds, Treasury-OFS found that
demand for its proposed program declined. As of September 30, 2009, no funds had been
disbursed under the program, although it remains available.

Public-Private Investment Program

Treasury, in conjunction with the Federal Reserve and the FDIC, announced the Public-
Private Investment Program (PPIP) on March 23, 2009, as a part of the Financial Stability Plan.
The PPIP is designed to improve the condition of financial institutions by facilitating the removal
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of legacy assets from their balance sheets. Legacy assets include both real estate loans held on
banks’ balance sheets (legacy loans) as well as securities backed by residential and commercial
real estate loans (legacy securities).

The PPIP should help restart the market and provide liquidity for legacy assets, enabling
financial institutions to make new loans available to households and businesses. Legacy assets
became a stumbling block to the normal functioning of credit markets with the bursting of the
housing bubble. With the housing market in decline, financial institutions and investors suffered
significant losses on these legacy assets. These losses drove financial institutions to conserve
capital, reduce leverage and minimize exposure to riskier investments. Many institutions did so
by selling assets, triggering a wide-scale deleveraging in these markets. As the supply of assets
being sold increased, prices declined and many traditional investors exited these markets,
causing further declines in the demand and the liquidity for these assets. This lack of liquidity
created significant uncertainty regarding the value of these legacy assets, which in turn raised
questions about the balance sheets of these financial institutions, compromising their ability to
raise capital and continue lending.

The PPIP helps address this valuation concern. Through PPIP, Treasury-OFS partners
with experienced investment managers and private sector investors to purchase legacy assets.
Rather than resolving the uncertainty by having the government set the price for these assets, the
private sector investors compete with one another to establish the price of the legacy assets
purchased under the PPIP. By drawing new private sector capital into the market for legacy
assets and facilitating price discovery, the PPIP should increase the liquidity for these legacy
assets.

Treasury-OFS initially announced that it would provide up to $100 billion for the PPIP.
Because of improvements in the market, this amount was reduced to $30 billion. Under the
PPIP, Treasury-OFS provides equity and debt financing to newly-formed public-private
investment funds (PPIFs) established by private fund managers with private investors for the
purpose of purchasing legacy securities. These securities are commercial mortgage-backed
securities and non-agency residential mortgage-backed securities. To qualify for purchase by a
Legacy Securities PPIP (S-PPIP), these securities must have been issued prior to 2009 and have
originally been rated AAA — or an equivalent rating by two or more nationally recognized
statistical rating organizations — without ratings enhancement and must be secured directly by the
actual mortgage loans, leases, or other assets.

The S-PPIP allows the Treasury-OFS to partner with private investors in a way that
increases the flow of private capital into these markets while maintaining equity “upside” for the
taxpayers. Under the principal terms of the S-PPIP, Treasury-OFS partners with pre-qualified
fund managers that raise a minimum amount of capital from private sources. Each manager
forms a Public Private Investment Fund or PPIF. Treasury-OFS invests equity capital from the
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TARP in each PPIF on a dollar-for-dollar basis, matching the funds raised by these managers. In
addition, Treasury-OFS also provides debt financing up to 100 percent of the PPIF’s total equity
capital, subject to certain restrictions on leverage, withdrawal rights, disposition priorities and
other customary financing protections. Treasury-OFS not only participates pro rata in any profits
or losses of the PPIF but also receives additional potential equity upside in the form of warrants,
as required by EESA. Each fund manager will seek to generate attractive returns for the PPIF
through a predominately long-term buy and hold strategy.

On July 8, 2009, following a comprehensive two-month application, evaluation and
selection process, Treasury-OFS pre-qualified nine fund managers to participate in the S-PPIP
based, in part, on a demonstrated ability to invest in legacy assets and to raise private capital for
such investments. On September 30, 2009, two PPIFs signed limited partnership agreements and
loan agreements with Treasury-OFS, resulting in a $6.7 billion commitment for Treasury-OFS.
As of September 30, 2009, these two PPIFs had approximately $1.13 billion in private sector
capital commitments, which were matched 100 percent by Treasury-OFS, representing total
equity capital commitments of $2.26 billion. Treasury-OFS is providing debt financing up to
100 percent of the total capital commitments of each PPIF, representing in the aggregate
approximately $4.52 billion of total equity and debt capital commitments. As of November 30,
2009, eight PPIFs have signed agreements with Treasury-OFS. Following signature of these
agreements, each fund manager has up to six months to raise additional private capital to receive
the full allocation of the $3.3 billion in matching equity and debt capital from Treasury-OFS.
Assuming that each of the nine fund managers raises enough private capital to receive the full
allocation from Treasury-OFS, the total purchasing power of the PPIFs will be $40 billion,
including $10 billion in private capital and the $30 billion Treasury-OFS commitment. As of
September 30, 2009, no fund managers had made any investments and Treasury-OFS had not
disbursed any funds.

PPIP Results

Although purchases of assets under the program are just beginning, the announcement of
the program itself helped reassure investors. Since the announcement, prices for non-agency
mortgage-backed securities have gone up substantially. Prime fixed-rate securities issued in
2006 that traded as low as $60 in March have increased in value by over 40 percent as markets
have become more liquid. That improvement in financial market conditions has created the
positive backdrop that caused Treasury-OFS to proceed with the program at a scale smaller than
initially envisioned.
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Automotive Industry Financing Program

Treasury-OFS established the Automotive Industry Financing Program (AIFP) on
December 19, 2008, to help prevent a significant disruption to the American automotive
industry, which would have posed a systemic risk to financial market stability and had a negative
effect on the economy. Treasury-OFS announced a plan to make emergency loans available from
the TARP under the AIFP to General Motors Corporation (GM) and Chrysler LLC (Chrysler) to
provide a path for these companies to go through orderly restructurings and achieve viability.

Treasury-OFS’ investments in the auto companies were determined to be consistent with
both the purpose and specific requirements of EESA. Treasury-OFS determined that the auto
companies were and are interrelated with entities extending credit to consumers and dealers
because of their financing subsidiaries and other operations, and that a disruption in the industry
or an uncontrolled liquidation would have had serious effects on financial market stability,
employment and the economy as a whole. In addition, Congress provided the Secretary of the
Treasury broad authority by defining “financial institutions” in EESA flexibly so as not to be
limited to banks, savings institutions, insurance companies and similar entities. The auto
companies qualified as "financial institutions" under EESA as they met the basic requirements of
the definition. In each case, they were organized under Delaware law, had significant U.S.
operations, were subject to extensive federal and state regulation, and were not a central bank or
institution owned by a foreign government.

Treasury-OFS initially provided loans of $13.4 billion to GM and $4 billion to Chrysler
under the AIFP to give the companies time to negotiate with creditors and other stakeholders in
order to prevent disorderly bankruptcies. Under the terms of the loans, each company was
required to prepare a restructuring plan that included specific actions aimed at assuring: (i) the
repayment of the loan extended by TARP; (ii) the ability of the company to comply with
applicable federal fuel efficiency and emissions requirements and commence the domestic
manufacturing of advanced technology vehicles in accordance with federal law; (iii)
achievement of a positive net present value; (iv) rationalization of costs, capitalization, and
capacity with respect to the manufacturing workforce, suppliers and dealerships of the company;
and (v) a product mix and cost structure that is competitive in the U.S. marketplace.

To oversee the federal financial assistance—including evaluating the restructuring
plans—and to make decisions about future assistance to the automakers, the loan agreements
provided for a presidential designee. Under the terms of the loan agreements, because no
presidential designee has been appointed to date, the Secretary of the Treasury makes decisions
on all matters involving financial assistance to the automakers, with input from the National
Economic Council.
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To date, the Treasury-OFS has provided approximately $76 billion in loans and equity
investments to GM, Chrysler, and their respective financing entities. Further details on these
loans and the valuation of these investments can be found in Section Eight [Valuation
Methodology]

General Motors

On December 31, 2008, Treasury-OFS agreed to make loans of $13.4 billion to General
Motors Corporation to fund working capital. Under the loan agreement, GM was required to
implement a viable restructuring plan by March 30, 2009. The Administration determined that
the first plan GM submitted failed to establish a credible path to viability, and the deadline was
extended to June 1, 2009. Treasury-OFS loaned an additional $6 billion to fund GM during this
period. To achieve an orderly restructuring, GM filed bankruptcy proceedings on June 1, 2009.
Treasury-OFS provided $30.1 billion under a debtor-in-possession financing agreement to assist
GM through the restructuring period. The new entity, General Motors Company (New GM)
purchased most of Old GM’s assets and began operating on July 10, 2009.

Treasury-OFS converted most of its loans to the Old GM to $2.1 billion of preferred
stock and a 60.8 percent share of the common equity in the New GM and a $7.1 billion debt
security note. $380 million of Treasury-OFS’ debt in New GM was immediately repaid with the
termination of the Auto Warranty Program, leaving $6.7 billion of loans outstanding as of
September 30, 2009. The New GM currently has the following ownership: Treasury-OFS (60.8
percent), GM Voluntary Employee Benefit Association (17.5 percent), the Canadian

45

Page 59 GAO-10-301 OFS Fiscal Year 2009 Financial Statement



Management’s Discussion and Analysis

Government (11.7 percent), and Old GM’s unsecured bondholders (10 percent).

Old GM's
Unsecured
Bondholders

1 0
Canadian L

Government
12%

GM Voluntary
Employee
Benefit
Association
17%

Figure 13: New GM Ownership

u.s.
Government
61%

Chrysler

On January 2, 2009, Treasury-OFS loaned $4 billion to Chrysler. On March 30, 2009,
the Administration determined that the business plan submitted by Chrysler failed to demonstrate
viability and announced that in order for Chrysler to receive additional taxpayer funds, it needed
to find a partner with whom it could establish a successful alliance. Chrysler made the
determination that forming an alliance with Fiat was the best course of action for its
stakeholders. Treasury-OFS continued to support Chrysler as it formed an alliance with Fiat. In
connection with Chrysler’s bankruptcy proceedings filed on April 30, 2009, Treasury-OFS
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provided an additional $1.9 billion under a debtor-in-possession financing agreement to assist
Chrysler in an orderly restructuring. On June 10, 2009, substantially all of Chrysler’s assets were
sold to the newly formed entity, Chrysler Group LLC (New Chrysler). Treasury-OFS committed
to loan $6.6 billion to New Chrysler in working capital funding, and as of September 30, 2009,
New Chrysler has drawn $4.6 billion of this amount.

As of September 30, 2009, Treasury-OFS had a $7.1 billion debt security from New
Chrysler and held 9.9 percent of the equity in New Chrysler. The original loans to Chrysler
remain outstanding, but have been reduced by $500 million of debt that was assumed by New
Chrysler. Current equity ownership in New Chrysler is as follows: the Chrysler Voluntary
Employee Benefit Association (67.7 percent), Fiat (20 percent), Treasury-OFS (9.9 percent) and
the Government of Canada (2.5 percent).

Figure 14: New Chrysler Ownership

u.s.
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10%

The Chrysler
Canadian Voluntary
Government Employee
2% Benefit
Association
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In addition to the AIFP funds committed to the two auto manufacturers, Treasury-OFS
determined that TARP assistance was also needed for the financing companies affiliated with

these manufacturers. The vast majority of automobile purchases in the U.S. are financed,
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including an estimated 80 to 90 percent of consumer purchases and substantially all dealer
inventory purchases. Without the TARP's assistance, it is unlikely that the tightened credit
markets would have been able to provide the critical financing needed for consumers to purchase
autos. A description of the assistance provided to GMAC and Chrysler Financial is provided
below.

GMAC

GMAC is an important source of auto-related credit for consumers and dealers and,
through a subsidiary, is the country’s fifth largest mortgage servicer. It is also one of the largest
U.S. bank holding companies. On December 29, 2008, Treasury-OFS purchased $5 billion in
preferred equity from GMAC, and received an additional $250 million in preferred equity
through warrants that Treasury-OFS exercised at closing. At the same time, Treasury-OFS also
agreed to lend up to $1 billion of TARP funds to GM (one of GMAC’s owners), to enable GM to
participate in GMAC’s rights offering. GM drew $884 million under that commitment on
January 16, 2009.

In May 2009, banking regulators required GMAC to raise additional capital by
November 2009 in connection with the SCAP or stress test. On May 21, 2009, Treasury-OFS
purchased $7.5 billion more of convertible preferred shares from GMAC and received warrants
that Treasury-OFS exercised at closing for an additional $375 million in convertible preferred
shares. GMAC is in discussions with the Treasury-OFS regarding additional financing to
complete GMAC's post-SCAP capital needs up to the amount of $5.6 billion, as previously
discussed in May.

On May 29, 2009, Treasury-OFS exercised its option to exchange the $884 million loan
for the ownership interest that GM had purchased, amounting to about 35 percent of the common
membership interests in GMAC. As of September 30, 2009, Treasury-OFS owns $13.1 billion in
preferred shares in GMAC, through purchases and the exercise of warrants, in addition to 35
percent of the common equity in GMAC.

Chrysler Financial

On January 16, 2009, Treasury-OFS announced that it would lend up to $1.5 billion to a
special purpose vehicle created by Chrysler Financial to enable Chrysler Financial to finance the
purchase of Chrysler vehicles by consumers. To satisfy the EESA warrant requirement, the
Chrysler Financial special purpose vehicle issued additional notes entitling Treasury-OFS to an
amount equal to 5 percent of the maximum loan amount. Twenty percent of those notes vested
upon the closing of the transaction, and additional notes were to vest on each anniversary of the
transaction closing date. The loan was fully drawn by April 9, 2009. On July 14, 2009, Chrysler
Financial fully repaid the loan, including the vested additional notes and interest.
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Auto Supplier Support Program

Because of the credit crisis and the rapid decline in auto sales, many of the nation's auto
parts suppliers were struggling to access credit and faced uncertainty about the prospects for their
businesses. Suppliers that ship parts to auto companies generally receive payment approximately
45-60 days after shipment. In a normal credit environment, suppliers can either sell or borrow
against those commitments, or receivables, in the interim period to pay their workers and fund
their ongoing operations. However, due to the uncertainty about the ability of the auto companies
to honor their obligations, banks were unwilling to extend credit against these receivables. On
March 19, 2009, Treasury-OFS announced the Auto Supplier Support Program (ASSP) to help
address this problem by providing up to $5 billion to domestic auto manufacturers to purchase
supplier receivables. With the emergence of New GM and New Chrysler from bankruptcy
proceedings and with the threat of liquidation greatly reduced, credit market access for suppliers
has improved. As of July 1, 2009, the base commitment under the ASSP was decreased to $3.5
billion. As of September 30, 2009, Treasury-OFS has funded $413 million under the ASSP. The
loans used to finance the program must be repaid within a year, unless extended. Treasury-OFS
expects these loans to be fully repaid by or before April 2010. The companies may still draw on
the loans but they are not expected to.

Auto Warranty Program

On March 30, 2009, Treasury-OFS announced an Auto Warranty Program designed to
give consumers considering new car purchases from domestic manufacturers the confidence that
warranties on those cars would be honored regardless of the outcome of the restructuring
process. As of July 10, 2009, the program was terminated after New GM and New Chrysler
completed the purchase of substantially all of the assets of GM and Chrysler from their
respective bankruptcies. The $640 million advanced to GM and Chrysler under the program has
been repaid to Treasury-OFS; Chrysler repaid the full amount with interest while GM repaid
only principal.
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Section Four: Preventing Foreclosures and Preserving Homeownership

To mitigate foreclosures and help ensure homeownership preservation, Treasury
announced a comprehensive $75 billion program, the Home Affordable Modification Program
(HAMP), in February 2009. Treasury-OFS will provide up to $50 billion in funding through the
TARP, while Fannie Mae and Freddie Mac agreed to provide up to $25 billion of additional
funding. HAMP focuses on creating sustainably affordable mortgage payments for responsible
home owners who are making a good faith effort to make their mortgage payments, while
mitigating the spillover effects of preventable foreclosures on neighborhoods, communities, the
financial system and the economy.

HAMRP is built around three core concepts. First, the program focuses on affordability.
Every modification under the program must lower the borrower's monthly mortgage payment to
no more than 31 percent of the borrower's monthly gross income, the “target monthly mortgage
payment ratio”. Second, the HAMP's pay-for-success structure aligns the interests of servicers,
investors and borrowers in ways that encourage loan modifications that will be both affordable
for borrowers over the long term and cost-effective for investors and taxpayers. Third, the
HAMP establishes detailed guidelines for the industry to use in making loan modifications with
the goal of encouraging the mortgage industry to adopt a sustainably affordable standard, both
within and outside of the HAMP.

HAMP operates through the combined efforts of the Treasury Department, Fannie Mae,
Freddie Mac, mortgage loan servicers, investors and borrowers to help qualifying homeowners
who commit to making modified monthly mortgage payments to stay in their homes. In
addition, the federal bank, thrift, and credit union regulatory agencies have encouraged all
federally regulated financial institutions that service or hold residential mortgage loans to
participate in the HAMP.

The following highlights some of the key terms and conditions of HAMP:

o Eligible Homeowners: The modification plan was designed to be inclusive, with a loan
limit of $729,750 for single-unit properties, and higher limits for multi-unit properties.
Over 97 percent of the mortgages in the country have a principal balance within these
limits.

e Servicers’ Obligation to Extend Modification Offer: Servicers participating in HAMP
are required to apply a standardized net present value (NPV) test to each loan that is at
risk of foreclosure -- defined as either at risk of imminent default or in default. The NPV
test compares the net present value of cash flows from the mortgage if modified under
HAMP and the net present value of the cash flows from the mortgage without
modification. If the NPV test is positive — meaning that the net present value of expected
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cash flows is greater if modified under the HAMP than if the loan is not modified — the
servicer must extend an offer to modify the loan in accordance with HAMP guidelines,
absent fraud or a contractual prohibition limiting modification of the mortgage.

e Reductions in Monthly Payments: Servicers are required to follow the waterfall outlined
in the program contracts in reducing the borrower's monthly payment to no more than 31
percent of their monthly gross income. The interest rate floor under HAMP is 2 percent.
Further flexibility is provided if reducing the loan rate to 2 percent, by itself, does not
achieve the 31 percent threshold. In that case, the servicers can extend the term of the
loan, up to 480 months, in order to achieve the 31 percent payment threshold. The
HAMP also provides the servicer the option to reduce principal on a stand-alone basis to
help reduce the borrower’s monthly payment

The HAMP includes a standardized set of procedures that servicers must follow in
modifying eligible loans under the program and in estimating the expected cash flows of
modified mortgages. The borrower must remain current on their modified mortgage payments
for at least 90 days in order for a HAMP loan modification to become permanent.

To increase participation in HAMP and encourage borrowers to remain current on loan
modifications under the program, Treasury-OFS provides targeted incentives to borrowers,
investors, and servicers that participate in the program. These incentives include an up-front
payment of $1,000 to the servicer for each successful modification after completion of the trial
period, and "pay for success" fees of up to $1,000 per year for three years, provided the borrower
remains current. Additional one-time incentives of $500 to the servicers and $1,500 to the
investors are paid if loans are modified for borrowers who are current but are in danger of
imminent default are successfully modified. Homeowners will also earn up to $1,000 towards
principal balance reduction each year for five years if they remain current and pay on time.
Investors are entitled to payment reduction cost-share compensation for up to five years for half
the cost of reducing the borrower's payment from a 38 percent to 31 percent threshold, provided
the borrower remains current. Investors must pay for reducing the borrower's payment down to
the 38 percent threshold before they are able to benefit from the cost-share incentive. This
requires investors to take the first loss for unaffordable and unsustainable loans that were
extended to borrowers.

HAMP Results

The incentives offered under HAMP have had a substantial impact in helping American
homeowners and stabilizing the housing market, as detailed below:

51

Page 65 GAO-10-301 OFS Fiscal Year 2009 Financial Statement



Management’s Discussion and Analysis

e Asof October 31, 2009, 71 servicers have signed up for the HAMP. Between loans
covered by these servicers and loans owned or guaranteed by the GSEs, approximately 85
percent of first-lien residential mortgage loans in the country are now covered by the
program. As of September 30, 2009, Treasury-OFS has made commitments to fund up to
$27.1 billion in HAMP payments.

e Asof October 31, 2009, these participating servicers have extended offers on over
919,665 trial modifications.

e Over 650,994 trial modifications are already underway, as of October 31, 2009.

HAMP Snapshot through October 2009

Number of Trial 650,994
Modifications
Started’

Number of Trial 919,665
Period Plan Offers
Extended to

Borrowers®

W TN @I 2,776,740
for Financial
Information Sent to

2
Borrowers

! Active trial and permanent modifications as of October 31; based on numbers reported by servicers to the
HAMP system of record.

2 Source: Survey data provided by servicers, through October 29
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Section Five: Protecting Taxpayer Interests

The government’s response to the financial crisis including the actions taken under
TARP, were necessary to avoid an even greater deterioration or collapse of the U.S. and global
financial systems , which would have resulted in a far worse recession or even depression.
TARP provided a form of taxpayer protection by helping to achieve that basic objective.
Treasury-OFS is committed to ensuring that taxpayers are also protected with respect to how the
TARP is implemented. The taxpayers clearly assumed downside risk in the TARP purchases
and guarantees of troubled assets, thus Treasury-OFS also seeks to protect the taxpayer through
the effective management and disposition of all TARP investments. EESA also stipulated that
the taxpayer benefit from any potential upside on any assistance transaction by requiring that
Treasury receive warrants in most investments. This section addresses portfolio management
topics such as:

1) Portfolio Overview

2) Guiding Principles

3) Portfolio Management Approach

4) Exchange Offers and Restructurings

5) Treasury-OFS’ Actions as a Shareholder

6) Compliance

7) Program Specific Considerations.
Portfolio Overview

Treasury-OFS’ TARP investments include:

1) Preferred stock: a majority of the TARP investments are in nonvoting perpetual
preferred stock;

2) Common stock: currently, Treasury-OFS holds common stock in GM, GMAC,
Chrysler and Citigroup;

3) Warrants and senior debt instruments: in connection with its investments in publicly
traded companies, Treasury-OFS has received, pursuant to Section 113 of EESA,
warrants to purchase common stock at market price as of the time of the investment.
In the case of investments in privately held companies, Treasury-OFS has received
warrants to purchase preferred stock at a nominal price, which it exercised at closing,
or debt instruments issued by the TARP recipient;
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4) Loans: Treasury-OFS has made loans to GM, Chrysler, and the special purpose
vehicles under TALF, AIFP, ASSP, and WCP as well as signed definitive loan
agreements for the Public Private Investment Funds (PPIFs); and

5) Fund investments: Treasury-OFS has signed limited partnership agreements to make
equity investments in the PPIFs.

Guiding Principles

Pursuant to Section 2 of EESA, Treasury-OFS has made investments and entered into
guarantee agreements to “restore liquidity and stability to the financial system of the United
States” in a manner which “maximizes overall returns to the taxpayers of the United States”.
Consistent with the statutory requirements, Treasury-OFS’ four overarching portfolio
management guiding principles are as follows:

e Protect taxpayer investments and maximize overall investment returns within
competing constraints,

e Promote stability for and prevent disruption of financial markets and the
economy,

e Bolster market confidence to increase private capital investment, and

e Dispose of investments as soon as practicable, in a timely and orderly manner that
minimizes financial market and economic impact.

Treasury-OFS’ asset management approach is designed to implement the guiding
principles. Treasury-OFS protects taxpayer investments and promotes stability through
evaluating systemic and individual risk from standardized reporting and proactive monitoring
and ensuring adherence to EESA and compliance with contractual agreements. By avoiding
involvement in day to day company management decisions and exercising its rights as a common
shareholder only on core governance issues, Treasury-OFS seeks to bolster market confidence to
increase private capital investment. Treasury-OFS also adheres to certain principles in
connection with restructurings or exchange offers involving TARP recipients, including
minimizing taxpayer loss, enhancing and preserving institutional viability, treating like
investments across programs consistently, and minimizing negative governmental impact. Such
efforts help to prevent disruption of financial markets and the economy.

Treasury-OFS seeks to exit investments as soon as practicable to remove Treasury-OFS
as a shareholder, eliminate or reduce Treasury-OFS downside tail risk exposure, return TARP
funds to reduce the federal debt, and encourage private capital formation to replace federal
government investment. The desire to achieve such objectives must be balanced against a variety
of other objectives, including avoiding further financial market and/or economic disruption, and
the potentially negative impact to the issuer’s health and/or capital raising plans from Treasury-

OFS’ disposition. Treasury-OFS must also consider the limited ability to sell an investment to a
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third party due to the absence of a trading market or lack of investor demand, and the possibility
of achieving potentially higher returns through a later disposition. An issuer typically needs the
approval of its primary federal regulator in order to repay Treasury-OFS and therefore regulatory
approvals also affect how quickly an institution can repay.

Because of the size of certain positions as well as the overall portfolio, successful
disposition will take time, as well as expertise. In addition, information about Treasury-OFS’
intentions with respect to its investments could be material information and premature release of
such information could adversely affect the ability of Treasury-OFS to achieve its objectives.
Therefore, Treasury-OFS will make public announcements of its disposition plans when it is
appropriate to do so in light of these objectives and constraints.

Portfolio Management Approach

In managing the TARP investments, Treasury-OFS takes a disciplined portfolio approach
with a review down to the individual investment level. Treasury-OFS aims to monitor risk and
performance at both the overall portfolio level and the individual investment level. Given the
unique nature and the size of the portfolio, risk and performance are linked to the overall
financial system and the economy. Therefore, Treasury-OFS conducts sensitivity analyses to
contextualize the results. Such analyses by their very nature are based upon significant
assumptions.

In conducting the portfolio management activities, Treasury-OFS employs a mix of
dedicated professionals and external asset managers. These external asset managers provide
market specific information such as market prices and valuations as well as detailed credit
analysis using public information on a periodic basis. A portfolio management leadership team
oversees the work of asset management employees organized on a program basis, under which
investment and asset managers may follow individual investments.

Treasury-OFS tracks the fair market value of the assets in the TARP portfolio on a
regular basis. The value of publicly traded common stock can be measured by market
quotations. Most of Treasury-OFS’ investments, however, consist of securities and instruments
for which no market exists. Such securities include preferred stocks, warrants, loans and other
debt securities, as well as common stock of private companies. As a result, Treasury-OFS has
developed internal, market-based valuation models in consultation with Treasury-OFS’ external
asset managers and in compliance with EESA. For purposes of its financial statements, Treasury-
OFS calculates valuations in accordance with the Federal Credit Reform Act of 1990, as well as
OMB guidelines. The methodology is discussed further in Section Eight [Valuation
Methodology].
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Risk Assessment

Treasury-OFS has developed procedures to identify and mitigate investment risk. These
procedures are designed to identify TARP recipients that are in a significantly challenged
financial condition to ensure heightened monitoring and additional diligence and to determine
appropriate responses by Treasury-OFS to preserve the taxpayers’ investment and minimize loss
as well as to maintain financial stability. Specifically, Treasury-OFS’ external asset managers
review publicly available information to identify recipients for which pre-tax, pre-provision
earnings and capital may be insufficient to offset future losses and maintain required capital. For
certain institutions Treasury-OFS and its external asset managers engage in heightened
monitoring and due diligence that reflects the severity and timing of the challenges.

Although Treasury-OFS relies on the recommendations of federal banking regulators in
connection with reviewing and approving applications for assistance, Treasury-OFS does not
have access to non-public information collected by federal banking regulators on the financial
condition of TARP recipients. To the contrary, there is a separation between the responsibilities
of Treasury-OFS as an investor and the duties of the government as regulator.

The data gathered through this process is used by Treasury-OFS in consultation with its
external managers and legal advisors to determine a proper course of action. This may include
making recommendations to management or working with management and other security
holders to improve the financial condition of the company, including through recapitalizations or
other restructurings. These actions are similar to those taken by large private investors in
dealing with troubled investments. Treasury-OFS does not seek to influence the management of
TARRP recipients for non-financial purposes.

Exchange Offers and Restructurings

TARRP recipients may also seek Treasury-OFS’ approval for exchange offers,
recapitalizations or other restructuring actions to improve their financial condition. Treasury-
OFS evaluates each such proposal based on its unique facts and circumstances, and takes into
account the following principles in all cases:

e Pro forma capital position of the institution,
e Pro forma position of Treasury-OFS investment in the capital structure,

e Overall economic impact of the transaction to the government,
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e Guidance of the institution’s primary federal supervisor, and
e Consistent pricing with comparable marketplace transactions.

Treasury-OFS’ Actions as a Shareholder

Treasury-OFS’ role as a shareholder is to manage the government’s investment and not to
manage the related company. Most of Treasury-OFS’ equity investments have been in the form
of preferred stock. As is typical for a preferred stock investor, Treasury-OFS does not have
voting rights except on certain limited issues such as amendments to the charter and certain
transactions that could adversely affect Treasury-OFS’ rights as an investor. In the event
preferred dividends are unpaid for six quarters (or four quarters in the case of AIG preferred
stock), Treasury-OFS has the right to elect two directors to the board. Treasury-OFS holds
common shares in GM, GMAC, Chrysler and Citigroup. In addition, the taxpayers are the
beneficiaries of a trust that exercises 80 percent of the voting rights of the outstanding AIG
common stock. This trust is controlled by three independent trustees who exercise voting rights
on behalf of the taxpayers and do not report to Treasury-OFS.

Treasury-OFS has established the following four principles to guide its actions as a
common shareholder:

e Reluctant shareholder: The government is a reluctant owner as a consequence of the
financial crisis and the current recession. Treasury-OFS intends to dispose of its
investments as soon as practicable and in conformity with the aforementioned portfolio
management principles;

e Treasury-OFS will not interfere in the day-to-day management decisions of a company in
which it is an investor. Such interference might actually reduce the value of those
investments, impede the companies’ successful transition to the private sector, expose
taxpayers to third party lawsuits, and frustrate the federal government's broader economic
policy goals;

e Strong board of directors: Establishing an effective board of directors that selects
management with a sound, long-term vision should restore a company to profitability and
end the need for government support expeditiously. In cases where Treasury-OFS has
the ability to establish strong upfront conditions at the time of investment, these may
include changes to the existing board of directors and management; and

e Limited voting rights: The government intends to exercise its voting rights as a common
shareholder only with respect to core shareholder matters such as board membership;
amendments to corporate charters or bylaws; mergers, liquidations, substantial asset
sales; and significant common stock issuances.
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Compliance

Treasury-OFS also takes steps to ensure that TARP recipients comply with their TARP-
related statutory and contractual obligations. Statutory obligations include executive
compensation restrictions. Contractual obligations vary by investment type. For most of
Treasury-OFS’ preferred stock investments, TARP recipients must comply with restrictions on
payment of dividends and on repurchases of junior securities, so that funds are not distributed to
junior security holders prior to repayment of the government. Recipients of exceptional
assistance must comply with additional restrictions on executive compensation, lobbying,
corporate expenses and internal controls and must provide quarterly compliance reports. For
AIFP loans, additional restrictions and enhanced reporting requirements are imposed, which is
typical with debt investments compared to equity investments. Such enhanced reporting
requirements include bi-weekly status reports (rolling 13-week cash forecast), monthly liquidity
analysis reports, and monthly budget reports covering the current fiscal year.

Program Specific Considerations

The following briefly describes key contractual terms and other characteristics of each
program that affect how Treasury-OFS will recover the TARP funds invested in each institution.

Capital Purchase Program (CPP)

The majority of Treasury’s investments under TARP were made under the CPP
program. Treasury-OFS received preferred stock and warrants in return for the capital it
provided each institution. The preferred stock is redeemable at the option of the issuer at any
time, subject to the approval of the primary federal bank regulator. This means that the
primary federal bank regulator, such as the Federal Reserve Bank or the FDIC, must determine
that the issuer has sufficient capital to repay Treasury-OFS. If permitted to repay Treasury-
OFS, the issuer must repay the full amount of the investment plus any accrued dividends. As
of September 30, 2009, 42 issuers have repaid a total of $70.7 billion of CPP investments.
Treasury-OFS did not require issuers to repay the preferred stock by a particular date, because
the preferred stock would not have met the requirements for Tier 1 capital had such a fixed
date been imposed. However, there are incentives for issuers to repay. First, issuers are
subject to restrictions on executive compensation for as long as the preferred stock is
outstanding. In addition, they are restricted in their ability to pay dividends to common
stockholders and to make other distributions and repurchases. In addition, the dividend rate on
the preferred stock increases from five percent to nine percent after five years.

Treasury-OFS also has the right to sell the preferred stock to a third party. Treasury-
OFS also has registration rights, which are rights to require the issuer to assist Treasury-OFS in
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making a public sale of the securities which can facilitate transfer. Although Treasury-OFS
has not exercised these rights, it may do so in the future. In the case of Citigroup, Treasury-
OFS exchanged the CPP preferred shares for common stock of Citigroup. Because the
common stock is not redeemable and because there is a large trading market for Citigroup
common stock, one potential manner in which Treasury-OFS may exit this investment would
be by selling the stock in the market.

Much of Treasury-OFS’ warrant portfolio pertains to CPP investments. Pursuant to the
requirements of EESA, Treasury receives warrants from TARP recipients in order to give the
taxpayers an opportunity to participate in any increase in shareholder value that follows the
investment. In the case of a CPP investment in a company that is publicly traded, Treasury-
OFS receives warrants to acquire common stock with a price equal to 15 percent of the senior
preferred investment. The exercise price on the warrants is the market price of the
participating institution's common stock at the time of preliminary approval calculated on a 20-
trading day trailing average. In the case of an investment in a privately-held company,
Treasury-OFS receives warrants to purchase, at a nominal cost, additional preferred stock
equivalent to 5 percent of the senior preferred investment. Treasury-OFS exercises the latter
kind of warrants at closing of the senior preferred investment.

CPP Sale of Warrants

Issuers have a contractual right to repurchase the warrants upon redemption of the
preferred stock issued to Treasury-OFS. In the event they do not repurchase, Treasury-OFS
will sell the warrants to third parties.

If an issuer wishes to repurchase its warrants, the issuer and Treasury-OFS must agree on
aprice. The contract provides for an independent appraisal procedure that can be invoked by
either party to determine this price. Treasury-OFS has established a methodology for valuing
warrants for purposes of this process that it uses for all banks, regardless of the size of the bank
or the warrant position.  Treasury-OFS’ determination of the value of any warrant is based on
three categories of input: market prices, financial modeling, and outside consultants. Further
details on this valuation approach are provided in Section Eight. If the bank and Treasury-OFS
do not agree on price and the appraisal procedure is invoked by either party, then each party
selects an independent appraiser. These independent appraisers will conduct their own
valuations and attempt to agree upon the fair market value. If they agree on a price, that price
becomes the basis for repurchase of the warrants by the bank. If these appraisers fail to agree, a
third appraiser is hired, and subject to some limitations, a composite valuation of the three
appraisals is used to establish the sale price.

Even if agreement is not reached within the aforementioned timeframe, an institution
that has redeemed its preferred stock can always bid to repurchase its warrants at any time, and
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Treasury-OFS can choose whether to accept a bid. Similarly, Treasury-OFS retains the right to
sell the warrants to a third party at a mutually agreed price. If following repayment of the
preferred stock, an institution notifies Treasury-OFS that it does not intend to repurchase its
warrants, or if an agreement is not reached, Treasury-OFS intends to dispose of the warrants
through public auctions. Treasury-OFS has announced that the first such auctions would take
place in early December. These auctions are conducted as modified “Dutch” auctions which are
registered under the Securities Act of 1933. Only one issuer’s warrants will be auctioned in each
auction. In this format, qualified bidders may submit one or more independent bids at different
price-quantity combinations and the warrants will be sold at a uniform price that clears the
market.

Targeted Investment Program (TIP)

Treasury-OFS invested $20.0 billion in each of Citigroup and Bank of America under
TIP and acquired preferred stock. In the case of Citigroup, Treasury-OFS exchanged the
preferred stock for trust preferred securities, which are senior in right of repayment to preferred
stock but otherwise have many similar terms. Both the Citigroup trust preferred securities and
the Bank of America preferred stock pay dividends at 8 percent per year. Treasury-OFS also
received warrants in connection with both investments. The disposition considerations are
similar to those for CPP, including the fact that the issuers need the approval of the primary
banking regulators to repay the trust preferred securities and preferred stock.

Automotive Industry Investments (AIFP/ASSP)

Treasury-OFS’ auto industry investments consist of equity investments, largely in the
form of common stock, as well as loans. The loans must be repaid by certain dates. The GM
loan was recently amended to require quarterly mandatory prepayments of $1 billion from
existing escrow amounts in addition to the obligation for such funds to be applied to repay the
loan by June 30, 2010, unless extended. In addition, the loan matures in July 2015. A portion
of the Chrysler loan also matures in December 2011 and the balance in June 2017. Chrysler
has recently announced that it plans to repay the loan fully prior to maturity.

In the case of the equity investments, Treasury-OFS holds primarily common stock in
GM, Chrysler, and GMAC. Because the companies are not publicly traded at this time, there is
no market for the common stock. Treasury-OFS also holds preferred stock in GM and GMAC.
Of the $13.1 billion in preferred shares in GMAC held by Treasury-OFS, $7.875 billion is
convertible at the option of GMAC subject to certain conditions.
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Contractual agreements govern disposition options and timetables, and participants in
AIFP are subject to enhanced reporting requirements relative other TARP recipients (discussed
under “Compliance”). Treasury-OFS will periodically evaluate both public and private options
to exit the equity investments under the AIFP. For GM the most likely exit strategy is a
gradual sell off of shares following a public offering. Pursuant to its operating agreement,
General Motors will attempt a reasonable best efforts initial public offering by July 10, 2010.
This date marks the one-year anniversary of the automaker’s exit from bankruptcy. For
Chrysler and GMAC, the exit strategy may involve either a private sale or a gradual sell off of
shares following a public offering. In each case, Treasury-OFS' goal is to dispose of the
government’s interests as soon as practicable consistent with EESA goals. As described
below, Treasury will sell down, and ultimately sell off completely its interests in a timely and
orderly manner that minimizes financial market and economic impact. At the same time,
Treasury cannot control market conditions and have an obligation to protect taxpayer
investments and maximize overall investment returns within competing constraints.

Treasury-OFS has reduced the Automotive Supplier Support Program (ASSP) aggregate
commitment from $5.0 billion to $3.5 billion. Treasury-OFS’ current funding equates to $0.4
billion, with GM and Chrysler accounting for $0.3 billion and $0.1 billion, respectively.
Treasury-OFS does not anticipate increased participation prior to the program’s April 2010
expiration.

American International Group (AIG)

Treasury-OFS holds preferred stock in AIG. As with the CPP preferred, there is no
mandatory repayment date. AIG has replaced most of its board of directors, as well as its
chief executive officer since September 2008, and is presently engaged in a variety of
restructuring initiatives, including the divestment of assets to enable repayment of loans made
by the FRBNY, as well as Treasury-OFS’ investment and the wind-down of exposure to
certain financial product and derivative trading activities to reduce excessive risk taking.

Term Asset Backed Loan Facility (TALF)

Although Treasury-OFS has committed to provide up to $20 billion in credit protection
to the TALF special purpo