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TARP OVERSIGHT: A 6-MONTH UPDATE

TUESDAY, MARCH 31, 2009

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:42 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Rockefeller, Conrad, Kerry, Lincoln, Wyden,
Schumer, Stabenow, Nelson, Menendez, Carper, Grassley, Hatch,
Snowe, and Crapo.

Also present: Democratic Staff: Bill Dauster, Deputy Staff Direc-
tor and General Counsel; John Angell, Senior Advisor; Vincent
Mascia, Fellow; and Miki Hanada, Fellow. Republican Staff: Emilia
DiSanto, Special Counsel and Chief Investigator; Jason Foster, In-
vestigative Counsel; and Jim Lyons, Tax Counsel.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.

In 1989, in an interview, our former colleague Congressman Jim
Leach said, “The banks use rather surreal accounting practices.”
Since then, the world of banking and financial oversight has be-
come, if anything, yet more surreal. One of our witnesses today, the
Special Inspector General for the Troubled Asset Relief Program,
has calculated that in the TARP and associated programs, tax-
payers are potentially at risk for as much as $2.9 trillion. Two-
point-nine trillion dollars is just short of what the entire Federal
Government spent in fiscal year 2008. It is like having a second
U.S. Government budget dedicated solely to saving the financial
system, and that is truly surreal.

The chart behind me outlines what makes up the $2.9 trillion.
That $2.9 trillion does not include the $400 billion that the Treas-
ury Department has pledged in support of Fannie Mae and Freddie
Mac. That $2.9 trillion does not include the resources that the Fed-
eral Reserve is dedicating to shoring up the financial system in ad-
dition to the programs with the TARP. Those additional accounts
will come up to about $3 trillion, and that $2.9 trillion does not in-
clude the second TARP, that request for $750 billion in the Presi-
dent’s budget.

If all of these additional amounts materialize, taxpayers could be
on the hook for a total of more than $7 trillion. This is a huge, un-
precedented financial commitment. It strains the comprehension of
taxpayers and policymakers alike. It has been nearly 6 months
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since Congress created the TARP program. Almost all of that $700
billion has been committed, so it is time for the Finance Committee
to survey the many oversight issues related to this new Treasury
Department program.

I worked hard to create the Office of Special Inspector General
for the TARP. It is something I wanted. I pushed for it strongly.
There was some resistance in the former administration, but we fi-
nally got the provision in there. I am very proud we do have the
Office of Special Inspector General for the TARP.

I am very pleased to welcome Mr. Barofsky to the committee
today, and so far as the Special IG, in my judgment, he has done
a good job.

The latest controversy involving the TARP program centers on
the AIG bonuses paid from taxpayer money. Senator Grassley and
I introduced legislation to reclaim those bonuses for the taxpayers,
and we are looking forward to bringing that legislation to the Sen-
ate floor. I am pleased that the Special IG is conducting his own
full investigation of how those bonuses got out the door.

But the AIG fiasco is just the tip of the iceberg. There are many,
many tough oversight issues connected with this new program.
Today we will look at 12 major areas of TARP involvement, and we
hope to get an update on each area from our oversight teams.

The 12 areas are: (1) the capital investment program for large
banks; (2) the capital investment program for small banks; (3)
Citigroup; (4) Bank of America; (5) AIG; (6) the Term Asset-Backed
Securities Loan Facility, otherwise known as TALF; (7) General
Motors; (8) GMAC; (9) Chrysler; (10) the mortgage relief program,;
(11) the small business program; and (12) the bad assets program
announced just last week. I hope that at least one of our witnesses
can comment on each of these 12 program areas.

We will also survey some other key issues on which our oversight
experts have been focusing during the past 6 months. For one, I am
pleased that improving transparency has been a priority for the
Special IG. It is very important.

Mr. Barofsky recommended that the TARP post all TARP agree-
ments, whether they are with recipients or with its vendors, on the
Treasury website, and the Treasury Department has agreed.

The Special IG also successfully pushed for oversight language in
the Citigroup and the Bank of America agreements that requires
those banks to account for and report on their use of TARP funds.

In late January, Mr. Barofsky sent each bank participating in
the capital investment program a letter asking how they have used
TARP dollars. This was a much-needed exercise. It had not been
done before. I am so glad that Mr. Barofsky sent that request.
Americans want to know how their tax dollars are being spent.
That is very much on the minds of American taxpayers.

I understand that all of the 360 banks involved have responded.
That is commendable. I look forward to hearing the Special IG’s
preliminary analysis of the banks reports. What did they say in
their responses?

I am also pleased that the Special IG has made progress on civil
and criminal law enforcement. I am heartened that he has reached
out to the FBI and to U.S. Attorneys around the country to coordi-
nate fraud investigations related to TARP funds. My concern here
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is, with such massive amounts of dollars dedicated so quickly, there
is bound to be considerable fraud and misuse of funds. There are
just so many dollars allocated in such a short period of time.

As Mr. Barofsky has said, of the primary oversight bodies ref-
erenced in the TARP, the Special IG stands as the sole TARP over-
sight body charged with criminal law enforcement authority. The
Special IG is literally the cop on the beat.

Finally, the new program announced last week by the adminis-
tration and Fed Chairman Bernanke represents another huge chal-
lenge to our oversight teams. The plan to purchase so-called bad
assets will involve up to $100 billion of TARP funds. It will involve
backing from the FDIC and the Federal Reserve. The total commit-
ment for this new program could reach $1 trillion. The new pro-
gram presents another very tough task for our three oversight
teams. They will have to oversee pricing the assets, what entities
are managing the assets, and taxpayers’ exposure for each group
of bad assets.

I want to thank our witnesses and their teams for their hard
work. This is an enormously complicated program. The money in-
volved is mind-boggling, totally mind-boggling. Indeed, the money
involved is surreal. I look forward to our witnesses’ efforts to help
explain their tasks in ways that will make it just a little more real.

I have many questions to ask, Americans have many questions
to ask, but I will now turn to Senator Grassley.

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. Thank you, Mr. Chairman, for calling this
critically important committee meeting and the hearing that is in-
volved on this very important subject.

First of all, so I do not forget it, to each of the three of you, I
want to thank you very much for bringing transparency to this
issue, bringing out all the facts that need to be brought out to
make sure laws are abided by, laws are faithfully executed, and
money spent according to the intent of Congress.

I mean that for all three of you, but I want to especially mention
Professor Warren because, so many times over the last decade and
a half, you and I have been on opposite sides of a very important
issue—and we are probably still on the opposite sides of that issue.
But you are really boring in on this, and I want you to know that
I really appreciate your work. I will probably appreciate your oppo-
sition on that other issue more because of the hard work you are
doing on this.

It has been a year since the collapse of Bear Sterns and about
6 months since the $700-billion Troubled Asset Relief Program was
created. According to its purpose clause, the act was supposed to
help Treasury restore liquidity and stability in the financial sys-
tem, and to do it in a manner that protects home values, college
funds, retirement accounts and life savings, preserves home owner-
ship, promotes jobs and economic growth, maximizes returns to
taxpayers, and provides public accountability for the exercise of
this authority. We are concentrating on that public accountability.

I had my doubts about the creation of TARP and the way it was
raced through Congress. Congressional leaders paired the bill with
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hard-fought tax legislation for Midwest flood relief and equity for
Midwest flood victims compared to what Washington did for
Katrina victims.

I voted against the second round, even though I voted for that
first one because of interest in my home State being connected with
it. But I voted against the second round because my initial con-
cerns about the rest of the bill were justified, including my con-
cerns that limits on executive compensation were too weak.

As soon as Treasury received the funds, it decided to bail out big
banks instead of buying up toxic assets, as they told us. Millions
continued to lose jobs and homes, which makes me wonder about
the program’s effectiveness.

But you cannot measure effectiveness when you do not know
what the goals and objectives of the program are or how the pro-
gram is being run. I am disappointed and frustrated that the ad-
ministration refused the committee’s request for Mr. Kashkari to
testify today. It would have been nice to hear how he is gauging
the success of the program.

So I ask unanimous consent to enter into the record my letter to
Secretary Paulson, dated November 12, 2008. During his confirma-
tion process, I asked Secretary Geithner for his commitment to re-
spond to all my inquiries, including that letter. There are certain
answers that only the administration can provide, and I am going
to continue to push until we get those answers.

The CHAIRMAN. Without objection, it will be entered.

[The letter appears in the appendix on p. 107.]

Senator GRASSLEY. While the operation of TARP is troubling, it
is a small relief to know that the program’s watchdogs—you folks—
are doing your job. I am proud to have worked with you, Mr. Chair-
man, to create the Special Inspector General, who will be testifying
today, along with the heads of these other agencies and the Con-
gressional Oversight Panel.

These watchdog agencies are vital in helping Congress and the
American people keep track of multiple TARP and TARP-related
programs that the Treasury Department is initiating. Treasury has
announced several new programs just in the last 2 weeks, some of
its own and some in partnership with the Federal Reserve. With
so much happening so fast and so much taxpayers’ money at stake,
the need for quality, oversight, and transparency has never been
greater.

Unfortunately, despite saying all the right things about open gov-
ernment, the new administration has not made any major changes
aimed at making TARP more transparent. Moreover, I have heard
about potential problems with access to information from all three
of the oversight bodies testifying. The Treasury Department told
the Inspector General that it did not want to ask big banks what
they did with the taxpayers’ money provided through the Capital
Purchase Program, so the Inspector General said that he would ask
the banks himself.

At first, he faced a few bureaucratic hurdles, but he has now re-
ceived responses, as the chairman has indicated. Contrary to the
claims by some that it was impossible to know how the money was
used, I understand that many of the responses provide a very clear
understanding of where the money went. I guess the money was
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not as fungible as we thought. In fact, if we want to know where
the money went, with a little ingenuity you can get a pretty good
idea.

The Treasury’s recently announced initiatives demonstrate an in-
creasing reliance and partnership with the Federal Reserve. How-
ever, these moves threaten the ability of the Government Account-
ability Office to monitor the program effectively. That is because
the GAO is limited by statute from examining Federal Reserve ac-
tivities. That limitation is aimed at ensuring the Fed’s independ-
ence in monetary policy. However, its unprecedented actions in the
last year have taken it far beyond traditional monetary policy.

From the standpoint of the efforts to ease the credit freeze, the
Fed is no longer acting independently. It is an accessory of the
Treasury Department and therefore political. Chairman Baucus
and I have already introduced legislation to expand GAQ’s ability
to obtain records from TARP recipients, because the bill that cre-
ated the program failed to grant GAO the authority that it needs.

The Congressional Oversight Panel has also had problems get-
ting answers from Treasury. According to the panel’s most recent
monthly report, Secretary Geithner has failed to respond to key
questions that have been pending since even before his time at
Treasury. I have already complimented Professor Warren. If these
oversight efforts are to be successful, Congress must be willing to
provide the necessary attention and support. Today’s hearing is an
attempt to do just that. We want to know whether the Treasury
is taking these recommendations seriously and making meaningful
changes.

If not, then we need to help follow up and make sure that the
problems identified through the process are fixed. It is not about
assigning blame, it is about making sure that government works.
It is about making sure that the government is accountable to the
taxpayers who are footing the bill. With everything that is at stake,
we cannot afford to have it any other way.

The CHAIRMAN. Thank you very much, Senator.

I would now like to introduce the panel. Our first witness is Neil
Barofsky, Special Inspector General for the TARP; second, Ms.
Elizabeth Warren, chair of the Congressional Oversight Panel. Wel-
come, Ms. Warren. The third witness is Gene Dodaro, Acting
Comptroller General.

Our regular practice, as you know, is to have all of your state-
ments introduced into the record, which we will do, and ask each
of you to speak for about 5 minutes on your opening statements,
and then we will get to questions.

We will begin with you, Mr. Barofsky.

STATEMENT OF NEIL BAROFSKY, SPECIAL INSPECTOR GEN-
ERAL, TROUBLED ASSET RELIEF PROGRAM, WASHINGTON,
DC

Mr. BAROFSKY. Thank you, Mr. Chairman. Chairman Baucus,
Ranking Member Grassley, members of the committee, I am hon-
ored to appear before you today. I am particularly honored to ap-
pear on the celebration of the chairman’s 30th anniversary on the
committee.
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More than $300 billion has already gone out the door and, in-
cluding the recently announced programs, as you noted, Mr. Chair-
man, we will soon be responsible for overseeing up to $3 trillion in
12 different TARP programs. Today I would like to talk a little bit
about two of the areas that we have been focused on, the TARP re-
cipient’s use of funds and our proactive law enforcement efforts.

Back in December, as part of our drive to bring increased trans-
parency to the TARP, we began asking Treasury to require TARP
recipients to report on how they are using TARP funds. Other than
for Citigroup and Bank of America, Treasury rebuffed our efforts.

In late January, we therefore decided to do it ourselves by con-
ducting a survey of each of the 364 TARP recipients who had re-
ceived funds by the end of January 2009. As you noted, we have
received responses from all of them.

Although it will take us a couple of months to conduct a thor-
ough analysis of that information, one thing is clear: complaints
that it was impractical, impossible, or a waste of time to require
banks to detail how they use TARP funds were unfounded. While
certainly not uniform, a number of banks were able to give us de-
tailed—at times even granular—descriptions of how they used tax-
payer money.

For example, some banks described specific loans or lending pro-
grams that they could not have done without TARP money. A fre-
quent response was that TARP funds allowed the bank to become,
or remain, adequately capitalized so that it could maintain, and not
reduce, the level of lending in a down economy.

Others reported using TARP money to pay off existing debt,
while one had to change its original plans when another bank
called in a loan, requiring the first bank to take substantially all
of its TARP funds to meet that obligation. Still others detailed in-
vestments that they made with TARP funds; some talked about ac-
quisitions and others kept the money as a cushion against future
losses.

There was also a diversity of how banks monitored their use of
TARP funds. Some reported commingling the TARP funds with
other capital and making no efforts to keep track; others attempted
to segregate the funds and took steps such as one bank reported,
that it assigned a special TARP manager to keep track of the
money.

I believe ultimately the survey strongly supports my earlier rec-
ommendation to Treasury. Banks can, and should, be required to
report on their use of taxpayer money to provide maximum trans-
parency and not simply be asked to report on the possible impact
of the funds, such as giving only lending activity.

The second area I would like to cover is what has been our most
recent effort to fulfill our role, as was mentioned, as the only of the
four primary oversight bodies with law enforcement authority. I
have recently been described as the “TARP cop.” To that end, we
recently announced our TALF task force.

The TALF has been described as a $1-trillion Federal Reserve
program that will be seeded with about $80 billion in TARP money.
It is intended to lend government money on a non-recourse basis—
meaning that the borrower does not have to pay the money back—
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to investors to buy both newly issued asset-backed securities, as
well as, now, toxic assets, off of banks’ balance sheets.

We have been warning of the vulnerability of this program to
fraud for several months, and we converted those warnings into ac-
tion by putting together a team of eight different Federal law en-
forcement and regulatory investigative agencies, including the FBI,
the IRS, the SEC, FinCEN, ICE, the Postal Service, and the Fed’s
IG, all to address potential fraud.

Our task force had its first formal meeting last week, and our
goal for it is not modest. We intend for it to redefine the policing
of Federal Government programs by proactively setting up a law
enforcement response before fraud occurs. We recognize the inevi-
tability of fraud in large government programs, especially those as
complex as the TALF.

The task force will give us an ability to capitalize on the best ex-
perience of its members to make better recommendations to pre-
vent fraud before it occurs and to establish a framework of trained
experts who will be able to rapidly investigate fraud when it does
occur. We are currently discussing expanding the task force to the
newly announced programs also dealing with toxic assets.

Finally, I would like to note that there have been some com-
plaints in the media recently that my office’s oversight efforts may
dissuade participation in TARP programs. Some might take this as
a criticism; I do not. If a bank or financial institution does not want
to participate in a TARP program because it is unwilling to disclose
how it is using taxpayer money or because it is afraid of the vig-
orous detection programs that we are establishing for fraud, it
means we are doing our job. Keeping such participants out of the
TARP will only benefit the American taxpayer.

Chairman Baucus, Ranking Member Grassley, members of the
committee, that concludes my testimony, and I will be happy to an-
swer any questions that you may have.

The CHAIRMAN. Thank you, Mr. Barofsky.

[The prepared statement of Mr. Barofsky appears in the appen-
dix.]

The CHAIRMAN. Ms. Warren, you are next.

STATEMENT OF ELIZABETH WARREN, CHAIR,
CONGRESSIONAL OVERSIGHT PANEL, BOSTON, MA

Ms. WARREN. Thank you. Thank you, Chairman Baucus. It is a
delight to be here on this celebratory day. Thank you, Senator
Grassley, particularly, for the very gracious remarks. We have cer-
tainly differed in our approach to some issues, but I assure you, on
the issues before us now with the oversight of the $700 billion and
what is happening with the Fed and the FDIC, there are no dif-
ferences between us. I appreciate your support, and I look forward
todworking with you. Thank you, committee, for having us here
today.

I should start by saying I am not reading from a tight script, and
therefore my views are my own and do not necessarily reflect those
of my panel members.

I just want to remind you which one of the three we are with
respect to congressional oversight. Our duty, according to the stat-



8

ute, is to review the current state of the financial markets and reg-
ulatory system and to report to Congress every 30 days.

We are the policy and strategic folks for you. We are the small-
est. I like to think, though, that does not make us the weakest. We
are a fairly tough group. We have done four hearings so far. We
have done four monthly reports, and we have done a report on reg-
ulatory reform. Our fifth report will be out next week. We work
closely with the GAO and with SIGTARP. We coordinate fre-
quently. We try to be very careful to support each other’s work and
advance each other’s work, not to overlap or to duplicate in any
way.

I want to start this by raising the central issue that we keep
raising, and that is the one of, what is the strategy that Treasury
is pursuing? Since our very first report—indeed, the first sentences
of our first report—we have asked this question over and over:
what is the essential plan here? What is the idea that Treasury is
trying to pursue?

With the notion that, if we cannot have a clearly articulated plan
and some clearly articulated metrics to see if we are accomplishing
those goals, we cannot really engage in serious oversight. So we
start at the front end of this process, how it is conceived, what it
is that we are trying to accomplish. We have asked, first Secretary
Paulson, and then Secretary Geithner, for information, particularly
ir}llcluding these strategic questions, and so far we have come up
short.

In our April report which will be released next month, we focus
on the strategic question. We look particularly at what we can
learn from the financial crisis in Japan, in Sweden, from the Great
Depression, and from our own experiences with the Resolution
Trust Corporation in the late 1980s, all of which we think can help
inform us as we face the crisis in front of us.

Now, I just want to briefly mention our earlier report so you
have some idea of the content that we have covered. We had a
valuation report that we issued in early February. This is a report
that started when we did the capital infusion into the financial in-
stitutions, effectively the first $350 billion of TARP assets. At that
time, at the very first report from Congressional Oversight, we
asked the Secretary of Treasury, what were the terms? Were the
taxpayers being fully protected in these investments into the finan-
cial institutions?

I received a letter from then-Secretary Paulson who said these
transactions occur at or near par, which means, in effect, for every
$100 put in there is $100 in stock and warrants that were given
back to the U.S. Treasury. We decided to do our own independent
evaluation of that, lots of number crunching, brought in some aca-
demic specialists on valuation, and we found, in effect, that for
every $100 of taxpayer dollars put in we got back about $66 on
that day of stocks and warrants. This does not account for the de-
cline since that time.

Overall, if you do that enough times and with $350 billion, we
believe that we overpaid or subsidized to the tune of an estimated
$78 billion in the first go-round. That was our February report.

I just mention a couple of our other reports. I am glad to go
through many of these in detail. We did a foreclosure last month—
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our most recent report, our March report—in which we developed
a series of ways to evaluate whether or not any foreclosure mitiga-
tion efforts are likely to be effective, trying to highlight what the
elements are that they need to cover.

We discussed the administration’s plan, which we believe covers
some of those metrics, but not all of those metrics, and how this
may be deeply problematic. We also point out the need for better
data, that we cannot evaluate these programs simply by making
big announcements. We really have to have data to track to see if
they are effective in the ways we hoped and, if they are not, to
make appropriate mid-course adjustments.

We currently have under way an inquiry about TALF. We are
very concerned about the big down-side risks to the taxpayer and,
frankly, the substantial up-side values to a small group of financial
insiders. We are also concerned that this continues to subsidize the
very kind of financial instruments and arrangements that helped
create this mess to begin with, and we are concerned about over-
sight of that process.

We are concerned about contradictory information on implemen-
tation, and we have requested information from Treasury. We are
told we will get more information tomorrow on this. We also have
inquiries under way about AIG. We have a number of questions
about the justification, the costs, the terms, the ultimate bene-
ficiaries. We are particularly concerned about the opaque nature of
counter-parties that has, thus far, hampered oversight efforts. We
have requested information on many points, including the decision-
making process and the risks involved here. We are awaiting a re-
sponse.

Our bottom line is that, in crisis, the country needs a coherent
plan with clearly delineated goals necessary to maintain public con-
fidence and the confidence of capital markets. We believe it is crit-
ical to have sophisticated metrics to measure the success or failure
of program initiatives. We also believe that transparency and ac-
countability, which we have called for repeatedly from our first re-
port and every subsequent report, are absolutely critical to having
a system that is going to work, that is going to help us pull this
economy out the ditch.

We are doing our best to press Treasury to provide a clearer
strategy, more transparency, and more accountability. We are here
as your Oversight Committee to learn from you more about what
we should be doing and to try to explain the work that we have
done thus far, and the work in progress. I am here to answer any
questions. Thank you.

The CHAIRMAN. Thank you, Ms. Warren, very much. That was
very helpful.

4 [The prepared statement of Ms. Warren appears in the appen-

ix.]

The CHAIRMAN. Mr. Dodaro?

STATEMENT OF GENE DODARO, ACTING COMPTROLLER
GENERAL, GOVERNMENT ACCOUNTABILITY OFFICE, WASH-
INGTON, DC

Mr. DoDARO. Good morning, Mr. Chairman. Let me add my con-
gratulations to you on your 30 years of service with this committee.
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The CHAIRMAN. Thank you. Thank you.

Mr. DODARO. Senator Grassley, good morning. Members of the
committee, good morning to you.

GAO’s role under the Troubled Asset Relief Program is really 2-
fold. We have responsibilities under the law to review Treasury’s
implementation of the program and report to the Congress every
60 days, and we also have the role of the financial auditor of the
TARP in terms of tracking the money to make sure it is properly
accounted for. We have, thus, reported 3 times during the 6
months: once in December, once in January, and our third report
is being issued today.*

Now, in those three reports we made a series of recommenda-
tions that are designed to improve the transparency and account-
ability of the Troubled Asset Relief Program. Among the series of
recommendations, there are three main themes that I want to
touch on this morning.

First is the need for better monitoring and reporting on the uses
of the funds under the Capital Purchase Program. Now, we focused
on the Capital Purchase Program because so far, as of March 27,
$199 billion of the $303 billion that has been distributed under the
TARP has been through the Capital Purchase Program, so that has
been about two-thirds of the money distributed so far.

Our recommendation back in December was that Treasury need-
ed a process to collect information from the financial institutions
on how those funds were being used and how it has changed their
total lending activities. After initially balking at implementing the
recommendation, Treasury then began collecting monthly lending
activity information from the 20 largest organizations, financial in-
stitutions, receiving the money. We said that was not enough.

In our January report, we said every institution receiving money
should be required to report back. Recently, Treasury has agreed
with that, and now every institution receiving the funds will be re-
quired to provide monthly reports on their lending activities. We
also think that this recommendation had an additional benefit in
that the announcement for the new capital assistance program,
which will emanate after the stress tests are done on the banks
going forward, Treasury will require more information up front
about planned uses of the TARP funds and require better reporting
going forward. So we are pleased that our recommendations have
had good effect in this area, and it is very important to have this
type of information on a regular basis to adequately assess whether
the program is achieving its objectives.

Second, the theme of our recommendations has touched on com-
munications strategy. This program, from the outset, has been
plagued by poor communications. I am pleased that it is getting
better, but there is still a ways to go. As you pointed out, Mr.
Chairman, there are 12 different components to this program. They
have evolved, they have changed. The initial intent to purchase
toxic assets was changed to the capital injections. The program has
continued to evolve.

*For more information, see “Troubled Asset Relief Program: March 2009 Status of Efforts to
Address Transparency and Accountability Issues,” Government Accountability Office report,
March 31, 2009 (GAO-09-504), http:/ /www.gao.gov [ new.items /d09504.pdf.
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I think that the financial stability plan that was announced in
February was a good step forward to try to provide some clarity.
More details are coming forward on the public/private partnership
effort and have been encouraging as well.

Some of the details of these programs still need to be worked out,
but the mere fact that there are 12 different programs that they
are leveraging in their activities with the Federal Reserve, the
FDIC, and other organizations really places a premium on effective
communications with the Congress, with the public, and other
stakeholders about the details of these programs. So, in our report
being released today, we recommend that a more effective commu-
nication strategy on the part of the Treasury Department is appro-
priate and needed in the coming months.

The third main theme has to do with the management structure
of Treasury. Now, Treasury’s Office of Financial Stability is respon-
sible for managing all these programs, and from the beginning we
have been concerned that they needed to hire up with appropriate
numbers of staff and people. They have made some progress in that
area, but they still need to continue to bring on the proper num-
bers of people with the right skills. We have made recommenda-
tions in the contracting area to strengthen their controls in con-
tracting and internal control mechanisms that are needed to prop-
erly track and account for the money and manage conflicts of inter-
est as well.

Now in closing, I would like to thank Senator Grassley, you, Sen-
ator Baucus, and Senator Snowe for co-sponsoring the S. 340 bill,
which would give GAO additional authority to examine the books
and records and talk to recipients of TARP funds. While we have
not had a problem to date, given the evolutionary nature of this
program, we think this legislation is an important safeguard and
needed, and we would encourage the Congress to adopt it.

There are also, as Senator Grassley mentioned, some important
limitations on our ability at the GAO to look at activities that are
managed under the Federal Reserve’s monetary policy and discount
window operations that are very important. I am very concerned
that, as the TARP has been leveraged to work with the Federal Re-
serve in these activities, that this is going to limit our ability to
provide the Congress with much-needed oversight.

That concludes my opening statement. I would be happy to an-
swer questions.

The CHAIRMAN. Thank you very much, Mr. Dodaro.

[The prepared statement of Mr. Dodaro appears in the appendix.]

The CHAIRMAN. I guess the basic question that the American tax-
payers have, and I think everybody on this committee has, is basi-
cally, what are the banks doing with the money? We want to make
sure the money is spent wisely, fairly, appropriately, and effi-
ciently. As I understand from listening to you, we have some sense
of how the dollars are spent, but to you, Ms. Warren, you basically
felt that the subsidy had the effect—I think it was $70-some bil-
lion, 66 cents on the dollar, basically, was paid back. The balance,
I guess, of the subsidy

So my basic question is also, how are they spending the money?
Basically you have given us some indication about that. Listening
to you, Mr. Barofsky, banks did respond to your inquiries, but the
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responses are all over the lot. I mean, they spent the money lots
of different ways; some responses were very generalized, some were
very detailed. So I guess, first, I will ask you then just your general
sense thus far as to how they are spending the money.

My second question is going to be, of each of you, what additional
powers do you think you need? You talked about more data, you
talked about more access, you talked about transparency, all of
you. What additional authority do you need? I believe the American
public wants to know how these dollars are spent, and they want
you, the three of you, to help answer that question.

At the outset, though, I am very pleased, frankly, with what you
are doing thus far. I am also very pleased that we did create the
Office of the Special Inspector General. I thought of this office be-
cause we have a Special IG to look at all the waste in Iraq with
all the defense contracting, where tens of billions of dollars were
discovered as wasteful. So my thought was, let us get this office set
up on the front end rather than the back end, at the beginning of
these programs rather than the end of the programs.

So, I think it is having a bit of a salutary effect in that regard,
but clearly there are a lot of questions to be answered. My sense
is a lot of dollars are not being appropriately spent. But if you
could just briefly, Mr. Barofsky, give your general impression on
how they are being spent. I will ask each of the three of you, what
additional powers do you think are appropriate so you can even
more appropriately get the answers to those questions?

Mr. Barofsky?

Mr. BAROFSKY. Thank you, Mr. Chairman. We are going to give
you a much better answer once we have had the opportunity to
stratify and analyze all the data, but anecdotally I have reviewed
a good chunk of the responses. I think what we are seeing is that
it really depends on the financial institution as to how they use the
money. A good deal of the numbers that I reviewed would not have
been adequately capitalized but for the receipt of TARP funds.
Some of them were not necessarily where they needed to be at the
time they received the funds; others because of losses and the
downturn in the economy would not have maintained their levels
of capital. As a result, what they have told us is they are able to
maintain the same level of lending.

The CHAIRMAN. I guess, a little bit the question that Ms. Warren
posed. What is the purpose of all this? I think one has to know the
answer to that question to some degree before we can answer the
question, was it properly spent? What guidelines were banks given
as to how to spend their money, what conditions?

Mr. BAROFSKY. Banks were given almost no guidelines. There
were some restrictions on dividend payments. There were some re-
strictions on stock repurchase and some restrictions on executive
compensation. But for the most part it was left up to the banks
what to do with the money. I think the responses indicate that lack
of freedom of what they had to do with the money was not an
issue.

It really covers almost anything that you would expect a finan-
cial institution to do. Some did use the money to increase lending
according to the responses. Some went into such detail as to actu-
ally listing the specific loans that they would not have been able
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to make but for the TARP money. Others invested the money and
are keeping it either in liquid assets, like mortgage-backed securi-
ties, guaranteed assets from the government, waiting to see what
happens with the economy, using it as a capital buffer to be able
to withstand any downturn in the economy.

We will be able to give you a good analysis, but anecdotally it
really does cover across the board. As I mentioned, two banks had
plans to increase lending, but then other banks called in their debt
so they had to take the TARP money and use it to pay back other
TARP banks. So, there is a variety.

The CHAIRMAN. What is your sense on the issue that has been
in the press a lot, the AIG issue, where a lot of the TARP money
that AIG received went to counter-parties, even though there is no
assessment of whether those counter-parties really needed to be
paid? Goldman Sachs took $100 billion. Now they say they want to
give $1 billion back to Uncle Sam. So, are you yet in a position to
know who decided that those payments should be made to those
counter-parties, and on what basis those decisions were made?

Mr. BAROFSKY. Mr. Chairman, we are announcing an audit this
week that answers directly that question. We received a letter from
27 members of Congress last week asking us to look into that
issue. Right now, my audit team is preparing the guidelines for
that audit, and we are going to announce it this week. We hope to
quickly bring an answer to that question of what the decision-
making process was.

The CHAIRMAN. Well, my time is close to expiring, and I want to
question other panelists.

But Senator Grassley, you are next. Go ahead.

Senator GRASSLEY. I start with the premise that the public’s
business ought to be public, and the expenditure of this money I
have put in the category of “public” except for a few things like
military secrets and intelligence, privacy, and a very narrow defini-
tion of executive privilege. Outside of that, everything we are talk-
ing about Congress ought to have access to under our constitu-
tional responsibility of oversight. That is where I am coming from.
So in order to get this information, I need to ask the three of you
the same question, but a little bit different, so I will ask you one
at a time.

I am going to start with Mr. Dodaro. You know about the bill
that Senator Baucus and I introduced to have access to books and
records of anybody who receives TARP funds. Our bill has been re-
ferred to the Banking Committee; unfortunately, no hearing is set
on that. You said in your testimony that you supported that legisla-
tion. That would have been my first question.

The second question. Could you explain why GAO needs this ad-
ditional authority and how it limits your ability to report to us
without it? Let me ask a second question right along with that. In
your statement, you mentioned that GAO is statutorily prohibited
from auditing the Federal Reserve’s monetary policy activities.
Given the significant emergency authority exercised by the Fed in
this crisis, how does this limitation affect your ability to oversee
TARP money?

Mr. DoDpARO. First, on S. 340, the reason that we have a limita-
tion—and that legislation would help—is, under the Banking Au-
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diting Act and associated guidelines, we have access at GAO to all
the information that the financial regulatory agencies have, but we
do not have the ability to go directly to financial institutions to get
the information from them.

This, your legislation that you, Senator Baucus, and Senator
Snowe have sponsored, would enable us to do that for all TARP re-
cipients. We think that is an important safeguard, particularly
given how the program has evolved. Initially, if it was just pur-
chasing the toxic assets, we would have had all the authorities that
we needed. Now it has shifted, and it may shift again as things go
forward. So this is an important safeguard. We are getting coopera-
tion when we do ask, but as an auditor I would rather have the
authority to go behind and be able to get the information.

Senator GRASSLEY. All right.

Mr. DobpARO. Now, with regard to the Federal Reserve, that is
a very important issue. I am very, very concerned that the limita-
tion that we have, it is one of the very few areas in government
that we are statutorily prohibited from addressing.

Now, I understand why it is in the legislation to protect the inde-
pendence of the Federal Reserve, but that is in normal circum-
stances, and we are not in normal circumstances right now. As
more and more TARP money is partnered with funding and activi-
ties of the Federal Reserve, we have no ability to be able to get any
information from the Federal Reserve other than publicly available
information. That is not satisfactory. If the Congress wants us to
basically have this additional oversight role, we need a legislative
remedy. We understand it needs to be carefully crafted, and we are
willing to work with Congress in doing that.

Senator GRASSLEY. All right.

Mr. Barofsky, I am not going to go through a paragraph or two
explaining the problems that you had in getting around the Paper-
work Reduction Act, but I do want to point out that a spokesman
for Inspectors General generally has supported your efforts in that
you should not have to go through that red tape.

If you had been required to go through the normal Paperwork
Reduction Act procedures, how much longer would it have taken
you to gather the information from the banks on how they use the
taxpayers’ money? Two, could the Treasury have required that
banks provide the same sort of information that you gathered on
how they would use the taxpayers’ money as a condition of receiv-
ing it in the first place, and why did they not require banks to pro-
vide the information? Those three questions.

Mr. BAROFSKY. Senator Grassley, I want to thank you personally
for helping us cut through that red tape. But the answer is, it
would have taken us at least 3 to 4 months to get through the Pa-
perwork Reduction Act by a normal procedure had we not gotten
the emergency exception. To answer your second question, yes.
Treasury could, can, and should require the banks to report on
their use of the funds.

Senator GRASSLEY. And then, can you tell me why the Treasury
did not do that?

Mr. BAROFSKY. I think the question would be best posed to
Treasury itself. I think Mr. Kashkari has said in testimony that,
due to the fungibility of money, that they may have questioned the
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usefulness of that exercise. I do not want to speak for him, but I
think the response to our survey indicates that not only is it useful,
I think it is important.

Senator GRASSLEY. Ms. Warren, has the Congressional Oversight
Panel had sufficient access to all the information it needs in order
to do its part of overseeing TARP, and what do you need that you
have not been provided?

Ms. WARREN. Senator, we are your Congressional Oversight
Panel. Our concern right now is that we do not seem to be a pri-
ority for the Treasury Department. We have sent letters, we have
requested that there be someone named so that we can get tech-
nical information, and so far we have not been a first priority. We
use what you give us, and we will exercise the leverage given to
us by Congress. In part, that is why I am here today. I am here
to talk to you about what has happened so far, what we have dis-
covered so far, the inquiries that we have in midstream and for
which we continue to await responses. That is where we are, Sen-
ator.

Senator GRASSLEY. Thank you.

The CHAIRMAN. Senator Snowe?

Senator SNOWE. Thank you, Mr. Chairman. I want to thank all
of you as well for your very substantive and crucial testimony.

What I find absurd, frankly, is the fact that you all really seem-
ingly have to struggle to get and ascertain information in order to
fulfill your responsibility in oversight of this critical program that
ultimately would yield confidence for the American people if they
had transparency and could definitively point to results that had
been accomplished as a result of the $3 trillion that have already
been issued.

My concern, as I look from my perspective and the people I rep-
resent in the State of Maine, is they do not see the program work-
ing as is, with what they have heard about the bonuses, not only
AIG. Senator Wyden and I attempted to address that early on
through the stimulus package, to address all bonuses committed
and issued from 2008 through January of 2009 of $18.4 billion, in-
cluding Merrill Lynch, that issued about $2.5 billion in December,
3 days before they were acquired by Bank of America.

Well, the list goes on. The fact is, we are not seeing any defini-
tive evidence to suggest that it is working. The credit markets are
very, very tight, and the Federal Reserve survey recently indicates
that the markets have tightened considerably, and most especially
for small businesses that are job generators. What I hear as the
common theme among all three of you is that there are no con-
sistent standards for oversight, that you really have to struggle to
get information from the Treasury Department, and that there is
no clearly articulated goal, as you said, Ms. Warren.

What do we need to do? Besides in the powers issue, what stand-
ards should we set in place for TARP recipients, for example, to
have to disclose and to document how they are using their funds?
And also whether or not they are lending, because that is the other
crucial concern—the money is not being used to lend appropriately.
Even those healthy banks are not lending, which is also freezing
the ability on Main Street to open doors or avert closures and has
led to, as we know, historic unemployment rates.
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So, Mr. Barofsky, Ms. Warren, Mr. Dodaro, can you answer that
question? We need to do something quickly, I believe, because in
every testimony that you have given, all three of you, in your per-
spectives, it is abundantly clear that we have to do something to
not only give the enforcement powers, but the standards that es-
sentially have to be agreed to and adhered to by the Treasury De-
partment in implementing this $3 trillion.

Mr. BAROFSKY. I would say, to begin with, to support us and to
continue to press for greater and greater transparency. It is very
difficult to make the policy determination without having all of the
information. That is one of the things that we have fought to do,
is to bring that level of transparency so we can see where the
money is going. I think, indeed, Senator, pressing on what is suc-
cess, what is the measure of success, is an important question that
has to be clarified.

Senator SNOWE. Well, I would hope that we could get a list from
you of exactly what should be required of Treasury, from each of
you, because I really think that we should incorporate that into law
so that there are consistent standards.

Ms. Warren?

Ms. WARREN. Yes. Senator, I think you have put your finger on
the central problem here. I want to say, this problem starts with
Treasury in the following sense. There is not a bank in this country
that would loan money under the terms of, take the money and do
what you want with it. If they are lending to businesses, they ask
businesses what you plan to do, and most importantly, not just
what you plan to do, not saying afterwards—although I am very
glad that Mr. Barofsky has asked—but in advance, what would be
the metrics? How will we know that is what you did?

Senator SNOWE. Exactly. I agree.

Ms. WARREN. Accountability is not just, I used it for all the good
things and I used my money for all the bad things. It is to make
it clear up front, this is what my books look like now and this is
what they look like after I get the money. This will be the dif-
ference between the two and this is how you can see how American
taxpayer dollars were used. So I am talking about accountability in
a very real sense of this word.

As I see it, you really have two options here. Either you get
Treasury to get some religion on this point and put their own
standards in place, or Congress is forced to step in. We will do ev-
erything we can on your behalf as your Congressional Oversight
Panel, but what we can best do for you now is to identify and pin-
point that this is precisely where the problem starts, and then the
problem has roll-down effects all the way through the system of
lack of accountability, complexity, that no one can figure out what
is going on, so that we never identify the place where we need to
start the solution.

Senator SNOWE. Mr. Dodaro? I could not agree with you more on
the metrics issue, absolutely, to measure in advance instead of re-
acting, but being proactive in having it up front so everybody is on
the same page about it.

Ms. WARREN. Yes, ma’am.

Senator SNOWE. Mr. Dodaro?
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Mr. DODARO. Our philosophy on this has been 3-fold. Number
one, it is Treasury’s responsibility, as the disburser of the money,
as the manager of the program, to collect this data and to report
it publicly and to the Congress. To do that, we have recommended
they build upon an already-existing mechanism that the regulators
use with quarterly call report data from the financial institutions.
They get information every quarter. It is audited. Regulators re-
view it. We suggested, though, that it needed to be collected more
frequently, and that is why we suggested monthly information.

Now, they have moved to do that for the 20 largest institutions
for the last couple of months. That is good. They have reported
that. That is good. They have now extended it to all institutions.
Right now there are over 532, I think, institutions that have re-
ceived money. There are another 1,190 that are with Treasury for
decisions, and another 750 that are still with the regulators to rec-
ommend to Treasury. So you are going to have hundreds of institu-
tions. If they use or implement our recommendations successfully,
this should greatly increase the transparency over this program,
and then the call report data that is audited could be used to verify
the reporting of the monthly survey information.

Third, we have also collected and started to develop a set of indi-
cators about specific interest rates and also the spread between in-
terest rates and treasuries, which are used to measure credit risk.
This market basket of indicators can measure whether or not, in
totality, the TARP and other activities are improving the situation.
So far, the record has been mixed.

Senator SNOWE. Thank you.

The CHAIRMAN. Senator Stabenow?

Senator STABENOW. Thank you very much, Mr. Chairman. And
thank you to each of you for the work that you are doing. We des-
perately need it. There is no question that the public has a right
to distrust this government recovery process that has gone on here
because, as you have described, lack of transparency, lack of ac-
countability, institutions that have taken the funds and hoarded
them or used them for excessive bonuses to reward failed business
models, or otherwise used them for purposes outside the original
intent. So this administration has a huge task in front of it, and
we urge them all to be moving with full speed. I know they are fo-
cused on it, but there is so much that needs to be done.

I want to ask you specifically about one piece of the program and
how it compares to others. Yesterday the President announced fur-
ther sacrifices that are going to be made by people in my State, as
well as across the country, in order to create a revitalized auto in-
dustry that the President has talked about. These were part of con-
ditions that were placed on GM and Chrysler in order for them to
receive the TARP funds. GM has been given 60 days to present a
new viability plan, and this will bring it to 5 months since GM be-
came eligible for the TARP funds.

So here we are today, 6 months after funds have begun to be
given, to do oversight, yet we have not asked the same require-
ments of the financial institutions that have been asked of the auto
industry. Not only have these institutions not come under the same
scrutiny, but they have not provided the information to prove that
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when the crisis is over these companies will be viable, will be able
to survive future downturns.

So my question is, what should be done to ensure that, at the
end of the program, we will have revitalized financial institutions
that will be able to make it on their own? What lessons can we
learn from the rigorous oversight of the auto industry, to learn
from that and place it on the financial institutions that have been
receiving TARP funds?

Ms. WARREN. Senator?

Senator STABENOW. Yes. Ms. Warren?

Ms. WARREN. Thank you. I think that this starts at the begin-
ning with a question of policy and approach. With the financial in-
stitutions, we could take effectively one of two approaches. We
could say we are going to subsidize them, and subsidize them for
however long we decide to subsidize them. That gives us no guar-
antees, other than however we may decide as we go along to put
some new strings in place.

The alternative is to say we are going to reorganize them. A reor-
ganization typically means that the senior management may be
taken away. It may mean that a lot of stakeholders have to share
in the pain, that bond holders are written down and have to bear
much of the loss. Of course, at a financial institution, we must pro-
tect depositors. We have our insurance guarantees that we have
made with FDIC and other institutions.

But this very real difference starts right at the beginning, and
it then colors everything that happens after that. We had hearings
last week at the Congressional Oversight Panel talking about what
had happened during the RTC, for example, the crisis in the late
1980s.

In the late 1980s, the position with financial institutions was
very straightforward. The financial institutions that were in trou-
ble were liquidated. The people in charge lost their jobs. Debt hold-
ers took some substantial losses. The equity was wiped out and the
depositors were fully protected. That is one approach. It is an ap-
proach that was also used in Sweden. There was real confidence in
the system about those that remained. Indeed, those that remained
were able to pick up the business of those who were failures and
were ultimately able to thrive.

Taking the different approach, and that is continuous subsidiza-
tion without rigorous oversight, is precisely what has led to the dif-
ference now that we are seeing between the approach with the auto
industry, which is much more modeled on a reorganization ap-
proach, and the approach that is being used throughout the finan-
cial services industry, and that is a straightforward subsidization.

So I see this as an issue that starts right back at the beginning.
Which of the two plans that Treasury is putting in place, which of
the two strategies it is following—and this is the debate we need
to have, quite frankly, Congress with Treasury, and we are part of
this debate as well.

Senator STABENOW. Right.

Ms. WARREN. To say, this is the real question: do we think that
subsidies lead us to the right place or do we think reorganization
does that?
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Senator STABENOW. Well, if I might just say that on the one
hand you missed—and just to add to the group of people being
hurt, the main people being hurt are the people who are losing
their jobs——

Ms. WARREN. Of course.

Senator STABENOW [continuing]. And the communities where the
plants are being closed. Reorganization in my State means job loss
and means plant closings. So there are very real efforts and very
real sacrifice going on.

What I see on the other side are banks that have been given
money and are not giving the loans, as Senator Snowe was talking
about. Small businesses are losing their lines of credit in Michigan.
People who have paid on time forever cannot get a loan. Suppliers
cannot get a loan to be able to do business with the auto companies
as they normally would do. So, huge discrepancies.

Mr. Chairman, I look forward to working with you further to look
at the two models being used here in terms of accountability on one
side and total lack of accountability on the other side. Thank you.

The CHAIRMAN. I think you make a point, Senator. I do think
part of it is a cultural difference. New York establishments, the fi-
nancial establishments, but generally with the financial establish-
ments in Washington, DC, is a totally different culture from the
manufacturing and other economy establishments. I do think that
is one reason why each is being treated a bit differently, and I
think it is an issue.

Senator STABENOW. And if I might, just one more editorial com-
ment. If we do not make things in this country, we will not have
an economy. So, thank you.

The CHAIRMAN. Senator Lincoln?

Senator LINCOLN. Thank you, Mr. Chairman.

I certainly want to align myself with comments from Senators
Stabenow and Snowe about the importance in terms of where these
resources are going and who is actually benefitting. I know that the
multiple small businesses that call me are saying the same thing:
we are long-time customers, we have good accounts. These financial
institutions are not loaning the kind of resources that we need for
operating budgets and other things like that, and it is just not
reaching down.

I agree wholeheartedly with the chairman, it is a cultural dif-
ference, there is no doubt about it. If you look at how this country
was established, the success of business 60 years ago was deter-
mined by whether the business was creating jobs and whether it
was reinvesting in its company and whether it was reinvesting in
its community.

Right now, obviously the problems we see from Wall Street are
not the fact that nobody up there is reinvesting in themselves, they
are just leveraging and leveraging, and that has become a real
issue. So we appreciate the chairman bringing us together on this
hearing and certainly appreciate all of you all and hope you will
not go far, because we will need you as we continue.

I think the other thing is building confidence and trust, which is
a huge part of this equation, among investors and among working
families across this country. I mean, that is a task that humanity
has dealt with for eons. It is going to be something we are going
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to have to work from the economic side, but also in terms of the
humanity side, of whether people are willing and ready to be more
confident and trusting of the system that we put together. That is
going to be a critical part of it.

Professor Warren, I just wanted to highlight a point that you
made in your testimony. You said Congress has given Treasury
substantial discretion, as befits this fast-moving crisis. That hap-
pened to a lot of us. Last fall, we were approached by the Secretary
of Treasury and others who said the sky was falling and this crisis
is going to happen tonight if you all do not do something. But you
continue in your testimony that that discretion carries within it an
equivalent obligation to explain in real time why the discretion is
exercised as it 1s. I could not agree more.

One of the things we continued, even before we voted for the first
TARP, and even after many of us have continued to, is to talk
about how important it is to have accountability and transparency
and to understand what the plan is. If there is not a plan and we
cannot describe it to our constituencies, we cannot defend the gov-
ernment playing a role in it.

The stakes are high and people need a better understanding of
how and why their taxpayer dollars are being used, and we cannot
expect confidence to return if people cannot understand the steps
that are being taken to combat the crisis. That is a real issue, and
I hope Secretary Geithner will take that to heart and do more to
explain, on a real-time basis, what he and his people are doing and
why. I think they have a responsibility to the American people. I
know he is a technical person who is extremely bright and smart,
and I think can be very helpful. But without a doubt, conversation
and communication are going to be critical in terms of building
that trust and that confidence.

Professor Warren, you mentioned AIG. From the sound of your
testimony, you still have a lot of questions about that assistance.
When do you anticipate that you will receive the information that
you have sought from Treasury and the Fed regarding AIG, and
are they being forthcoming? If not, what do you need us to do to
compel that information to be forthcoming?

Ms. WARREN. Well, Senator, I do not want to over-promise here.
We have been told that we will receive this information shortly, but
we are a panel that has lived on “you will receive this information
shortly.” So I am not without hope, and I am hopeful that our con-
versation may find its way to people who are responsible for get-
ting back to us on this. But we have substantial questions about
AIG. We have substantial questions—I just want to be clear here—
about the TALF——

Senator LINCOLN. Yes.

Ms. WARREN [continuing]. About TARP 2, the CAP (the Capital
Assistance Program). How many acronyms can you do here?

Seclllator LiNncoLN. Which most average Americans do not under-
stand.

Ms. WARREN. Well, but that is the point. I want to stop here for
a second on exactly that point. When we have enough complex pro-
grams that have lots of wires and bells and whistles with no articu-
lation of what they are supposed to accomplish and how we are
measuring whether or not they accomplish that, with no underlying
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discussion about, hey, this is a subsidy—you know, Secretary
Paulson wrote me a letter that said, as flatly as you can, “this is
not a subsidy.” When we scratched the surface, it was absolutely
clear $1 out of $3 was a subsidy.

So, when that is the case, that means there is no transparency.
Indeed, it means Congress and the American people have been cut
out of the conversation. So transparency is partly about websites
and being able to track exactly who got what dollars, and that is
an incredibly important part of it.

The transparency is about articulating up front what you are try-
ing to accomplish, why you chose one path instead of another, why
one group of people are asked to bear enormous pain and why oth-
ers are not. That is the heart, that is the start, of this entire proc-
ess. Until we clearly have Treasury’s attention—we have them fo-
cused on these questions for purposes of a public conversation—I
am afraid we will not go forward.

The CHAIRMAN. Senator Schumer?

Senator LINCOLN. Thank you, Mr. Chairman. Thank you.

The CHAIRMAN. Thank you.

Senator SCHUMER. Thank you, Mr. Chairman. And just let me
add my congratulations to your 30 years as chairman.

The CHAIRMAN. Not quite.

Senator SCHUMER. Not quite as chairman. That is coming.
[Laughter.] But as a member of this committee. When you became
a member of the Finance Committee I was probably, within a
month or two, within the Speaker of the New York State Assem-
bly’s Office, asking him if he could please put me on the New York
State Assembly Ways and Means Committee. So, I very much ap-
preciate what you have accomplished.

My first question is for Mr. Barofsky, but I did want to welcome
Ms. Warren here because of the great work she has done. I have
used your studies on the fact that median income in America has
declined from 2001 to 2007—that is before the recession—but the
average family was hurting even before the recession. I think if you
add in buying power, you told me, it would go down to $43,000.

We have never had a period of so-called prosperity where median
incomes declined. If you do average incomes, of course, it raises it
way up because, if someone goes from $30 million to $50 million,
that raises the average up, but it does not raise the median up a
jot. I think your study is groundbreaking, and I hope you will con-
tinue to look at that.

Mr. Barofsky, welcome. Thank you for the job you are doing. I
am concerned with the estimate of the money that remains in the
TARP. Secretary Geithner has said that is $135 billion. I notice you
have a slightly lower figure of $109 billion. There are outside ex-
perts who believe it is considerably lower than that. Some have
said it is 3 times lower than the $30 billion amount. How do you
account for the differences? Which number should we believe? Can
you give us some feel for this, because obviously it is a very impor-
tant number.

Mr. BAROFSKY. Sure. The primary difference between our num-
ber and Treasury’s number is that they calculate an anticipated re-
turn of $25 billion of money that has already been out, that has
been invested, that they expect banks to return.
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Senator SCHUMER. Because they want to be out of the TARP.

Mr. BAROFSKY. Because they want to get out of the program.

Senator SCHUMER. And is this a lot of banks returning a little,
a few banks returning a lot? Do you know?

Mr. BAROFSKY. Treasury has not given us the back-up for this es-
timate. This is something that we just learned about over the
weekend. Certainly a number of banks have publicly stated that
they intend to give the money back but, when the rubber hits the
road, they have to get regulatory approval before doing so to make
sure that they will still be well-capitalized.

Senator SCHUMER. Yes.

Mr. BAROFSKY. But a large number of banks have said it.

Senator SCHUMER. All right.

Mr. BAROFSKY. So I think that is the difference between us and
Treasury.

As to the other number you mentioned, as little as a third, our
number too before this weekend was significantly lower than the
$109 billion. Treasury has changed some of its estimates. They
originally had $250 billion for the Capital Purchase Program. That
has come down to $218 billion. There are some other areas where
the originally announced numbers have been scaled back a bit,
which is why that bottom number on the chart, which is what is
left over, $109.5 billion, is where it is.

Senator SCHUMER. Yes. Just explain that, the scaling back of the
Capital Purchase Program.

Mr. BAROFSKY. Sure. I think they initially estimated that there
would be $250 billion that would go out the door on that program.

Senator SCHUMER. Yes.

Mr. BAROFSKY. They have now said, based on the number of ap-
plications they have received and the timing, they are now esti-
mating it is only $218 billion.

Senator SCHUMER. Just, Professor Warren, in your oversight
function, do you agree that this is about the right number?

Ms. WARREN. We think it is about the right number, yes.

Senator SCHUMER. Do you agree with that, Mr. Dodaro?

Mr. DopARO. Well, I think at the current moment it is. But one
of the things that we want to look at, or some of these new pro-
grams that have not started, is to the assumptions—for example,
in the Making Home Affordable Program there are some assump-
tions underlying how many people will participate and at what lev-
els. I think we are going to take a closer look at some of those as-
sumptions. So I would expect that the figures are going to change
a bit given the evolving nature of some of these programs.

Our main point has been that Treasury needs good internal con-
trols to track all this. There are also dividend payments that are
being made. Now, those do not go back into the program as if prin-
cipal does get repaid, but all these things need to be tracked, and
they need to have good assumptions.

Senator SCHUMER. Great.

Finally, last question. I do not have much time. Conflicts of inter-
est in the public/private partnership. Have you been focusing on
that, Mr. Barofsky? Are there guidelines? Are they adequate? How
do we deal with that issue, which is a very significant issue?
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Mr. BAROFSKY. There are no guidelines yet. I think it is going to
be an incredibly significant issue. There are three different public/
private programs, and it would take me a while to go through all
three of them, but I think one thing that they have is, in many of
them you have those who are setting the price who could benefit
in other areas of their business by that price increasing. This cre-
ates a very, very significant conflict of interest. We have raised this
issue already with the Treasury. I am meeting tomorrow with the
Federal Reserve to discuss this issue.

Senator SCHUMER. And they are taking it seriously?

Mr. BAROFSKY. So far, they are taking it seriously. But it is of
significant concern.

Senator SCHUMER. Any comment on that, Ms. Warren? Then my
time is up.

Ms. WARREN. We are also looking at the structural conflict of in-
terest, that is, the way these are set up in order to potentially re-
ward the same person on both sides of the transaction.

Senator SCHUMER. Great. All right.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator SCHUMER. Congratulations, again.

The CHAIRMAN. Thank you.

Senator Carper, you are next.

Senator CARPER. First, a question for our acting head of the
GAO. A lot of people have testified over the years—in fact, we all
have—and it is rare that anyone ever testifies without notes. I
have seen you testify any number of times, and you have never
used notes. How do you do it? [Laughter.]

Mr. DODARO. I study all the reports, and I listen to my staff.
[Laughter.]

Senator CARPER. Is there a member of your staff sitting behind
whose lips move when you speak? [Laughter.]

Mr. DobpARO. No. No, no.

Senator CARPER. Is that what is going on?

Mr. DoODARO. No. I stay close to the work, and that enables me
to do it.

Senator CARPER. I have kidded him about this before. He is pret-
ty amazing. All right.

Again, our thanks to each of you for being here today and for
your stewardship.

Mr. Barofsky, I understand from your testimony that you sent
out some 364 letters to each TARP recipient asking how they uti-
lized the fund to date, and your response rate has been about 100
percent. That is not bad. I appreciate your testimony as well as to
:cihe substance of the responses that your staff have analyzed to

ate.

There is some concern, and I do not know if others on the com-
mittee have heard it, from one of the banking folks in the banking
community that those participants in the Capital Purchase Pro-
gram not be lumped together with those who have needed TARP
funding because they were too big to fail. Many of those in the
Capital Purchase Program are just satisfied, though the govern-
ment, they think, has been moving the goalposts on them and
changing the rules of the game.



24

In some cases—I will give you an example. Some of these folks
did not want to take TARP money, they did not want to take Cap-
ital Purchase Program money, and we said we need for you to, and
we need for you to take it not because you think you are going
down, but because we want to take the stigma away so that others
who really need the money will be inclined to accept it.

But let me just ask you if you could give us some sense as to
whether you are hearing this concern, some of the concerns, in the
responses you have received from recipients of the TARP money
and the CPP money. Are the responses from the recipients of the
CPP overwhelmingly positive or overwhelmingly negative? Are they
somewhere in between?

Mr. BAROFSKY. We have heard those concerns in our correspond-
ence. Part of our survey is not just for use of funds, but also how
financial institutions are dealing with, and preparing to comply
with, executive compensation restrictions. I have seen, in a number
of those letters, frustration from these banks from what they per-
ceive to be a changing of the rules and an indication that they are
looking to pay back the money because executive compensation
rules have become more strict. So I think that is something we
have seen in the correspondence.

Senator CARPER. If you were sitting in our shoes and people were
saying, look, we took this money under duress, we really did not
want to, and now that we have done it at your encouragement to
take away the stigma, now you are changing the rules on us. That
troubles my sense of equity. Does it yours?

Mr. BAROFSKY. Well, I would say that, when the rules became
more strict in the Recovery Act, Congress also put in the carve-out
that made it much easier for banks to repay the money. Before,
they would have had to have matching private equity equal to the
amount of the stake of the TARP investment in order to get out.
Now, if they want to pay back the money, they can pay back the
money as long as their capital is adequate according to the regu-
ktor. So, I think that concern has been lessened by the Recovery

ct.

Senator CARPER. All right.

One last question. It was reported a couple of weeks ago, I think
March 20, that at least 13 companies receiving billions of dollars
in bail-out money owe a total of more than $220 million in unpaid
Federal taxes. As I understand it, banks and other companies re-
ceiving Federal monies were required to sign contracts stating that
they have no unpaid Federal taxes, but were not required to
produce their tax records. Do you know if this error has been cor-
rected? Do you know where this investigation stands?

Mr. BAROFSKY. My Investigations Division is coordinating with
Department of Justice, and it is under review.

Senator CARPER. All right. Thanks very much.

Again, we appreciate your being here and your good work.

Mr. BAROFSKY. Thank you.

The CHAIRMAN. Senator Menendez?

Senator MENENDEZ. Mr. Chairman, let me take a moment of my
time, since I was both in the Banking and Energy mark-up, to con-
gratulate you on 3 decades of service to not only your great State,
but to the country, and particularly in your leadership of this com-
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mittee. You have steered through some of the most challenging and
difficult issues that the Nation has faced, and you have done it
with extraordinary intellect and ability.

As we look at some of the major challenges we are facing now,
I cannot think of a better person at the helm, particularly as we
try to tackle health care reform. So, I want to salute you as well.

The CHAIRMAN. Thank you. Thank you, Senator.

Senator MENENDEZ. Mr. Barofsky, when you came before the
Banking Committee for your nomination, I asked you a bunch of
questions, and I want to follow up on them now. One of the things
is, you have the power to pursue waste, fraud, and abuse in the
system as you review this. I am wondering whether anything that
you have done to date has given you cause to pursue any of those
elements as you are reviewing the documentation from the survey
and other information flows that you have.

Mr. BAROFSKY. I think that in particular, with respect to fraud,
we are very concerned by the design of some of these programs,
and in particular the ones that have recently been announced. I
think that any time you push out trillions of dollars—even millions
of dollars, but certainly trillions of dollars—in a very short period
of time, you run the risk and almost a certainty of a large percent-
age of fraud.

The FBI estimate that I have seen is that 10 percent of any gov-
ernment program is going to be vulnerable to fraud. That would be
$300 billion. So, that is a keen issue for us and one that we are
trying to be proactive about. We need something that I think has
not been done before with a government program, which is setting
up a task force of different experts in the law enforcement commu-
nity and training them now so that they will be ready if and when
the fraud hits.

This says two things. One, because the programs are so com-
plicated, law enforcement is not necessarily comfortable with a lot
of the concepts, with a lot of the mechanisms of the program, so
it sensitizes law enforcement people to react quickly and rapidly to
any fraud.

But second, and I think even more importantly, we are going to
have a forum of ideas to make recommendations. S. 383, which was
supported by this committee and which passed both houses unani-
mously, strengthens our already-good strong power of making rec-
ommendations.

Senator MENENDEZ. If I may, so you have the wherewithal, you
have some concerns, but at this point you have not had any reason
to pursue any of the waste, fraud, and abuse because it has not
come to your attention?

Mr. BAROFSKY. Oh, no.

Senator MENENDEZ. You are?

Mr. BAROFSKY. We actually have probably more than a dozen on-
going criminal investigations based on fraud related to the TARP.

Senator MENENDEZ. That is what I wanted to know.

Mr. BAROFSKY. Unfortunately——

Senator MENENDEZ. I do not expect you to talk about those.

Mr. BAROFSKY. Yes.

Senator MENENDEZ. I just want to know that you are pursuing
them.
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Mr. BAROFSKY. Oh, no. Absolutely, Senator. That is one of our
primary mandates.

Senator MENENDEZ. All right.

Second, and this may be a hybrid question for both you and Pro-
fessor Warren, when we also had your nomination we talked about
what the purpose of the act was. I read specifically from the act,
which talked about restoring liquidity and stability to ensure that
such authority is used in a manner that protects home values, col-
lege funds, retirement accounts, life savings, preserves home own-
ership and promotes jobs and economic growth, maximizes overall
returns to the taxpayers of the United States, and provides public
accountability for the exercise of such authority.

The question in my mind is, have we met those goals as we can
envision what has happened today? I am concerned, Professor War-
ren, when I read from your testimony, both this time and in the
past. I am one of those who was a big believer in conditionality up
front so that we could have benchmarks and more easily ascertain-
able ways in which we could determine whether we are achieving
success.

On page 4 of your testimony where you said, “The most impor-
tant lesson we draw from our analysis is that, without a clearer ex-
planation from Treasury about its overall plan for each capital in-
fusion and without more transparency and accountability for how
that plan was carried out, it is not possible to exercise meaningful
oversight over Treasury’s actions.”

Could you talk about that? And Mr. Barofsky, could you respond
to that as well?

Ms. WARREN. Thank you, Senator. I would make two points here.
The first one is the good news point. I want to say there is a little
bit of water in the glass. The little bit of water in the glass is we
are not going to let these goals be forgotten. This is not going to
be a statute that, you put a lot of good language into it and then
everyone went off and just spent the money and forgot what it was
there for.

So I see our job as to come back to you, to go back to Treasury,
to go to the public and keep reminding them of these goals, and
reminding Treasury why it is they need to articulate what the plan
is, why they have made the choices they have. That said, it is only
a small amount of water in the glass, because at this point we
clearly are not there.

Frankly, I think the American people understand that we are not
there, that we have not yet had a statement of what we are trying
to accomplish, why it is that some have to take losses and others
do not, why there are no metrics put in place in advance for us to
condition how the money is spent and to test whether or not it is
achieving any goals on the other end. So we are not there. We are
just simply not there. It is not yet happening with Treasury.

Senator MENENDEZ. Mr. Chairman, if I may.

The CHAIRMAN. Go ahead.

Senator MENENDEZ. Would you care to comment on that?

Mr. BAROFSKY. Yes. I think, Senator, you hit the nail right on
the head, and that is putting the right conditions on up front. The
initial TARP programs were rolled out before we got there. Since
then, one of the things that we have been doing with every pro-
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gram and every contract is making the recommendations, just like
the type that you mentioned, requiring internal controls and the
reporting of conditions, getting that up front so we can keep close
track of what is happening. I think that is vital to what we do.

Senator MENENDEZ. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Again, how well is Treasury complying with those up-front condi-
tions before sending the money out—that is, setting them?

Mr. BArROFsSKY. Well, for this administration we are really going
to find out in the very near future. With the mortgage modification
program and the recent programs we have had, we will continue
to make recommendations on a rolling basis. Now with S. 383 hav-
ing passed both Houses, the Secretary will be required—assuming
the President signs it into law—to either adopt our recommenda-
tions or explain to you, to Congress, why he has not. So I think we
will have a very good mechanism of being able to keep track.

The CHAIRMAN. All right.

Earlier I said I was going to ask each of you what additional
powers you think you should appropriately have. Let us go down
the table, go down the list. I will start with you, Mr. Barofsky.
What additional powers do you think you should appropriately
have in order to protect taxpayers’ interests? Go ahead.

Mr. BAROFSKY. Sorry. I think to the extent there was any ambi-
guity in our powers, they were clarified by S. 383, so for now I do
not see any issues. We will certainly, as I promised during my con-
firmation hearing before you, let you know if we see any other ad-
ditional need. But for now, I think we are good.

The CHAIRMAN. Feel free to come back.

Ms. Warren?

Ms. WARREN. Senator, I would describe it this way. We need to
find a way to make these policy issues and the articulation of these
plans higher on Treasury’s priority list. I am not here to ask for
more power from Congress; I am here to say that is ultimately
what we need. We will use whatever you give us.

The CHAIRMAN. I appreciate that. But you are a United States
citizen, you are a red-blooded American. What additional powers do
you think someone in your position should have to protect the
American taxpayers?

Ms. WARREN. Well, Senator, the question that would be appro-
priate for Congress is whether or not Congress wants to move to
the next step, which would be having Treasury required to consult
with us on these issues and make public statements. I am just try-
ing to find ways to step in that you can respond to. What we are
asking for is not rocket science here. We are not asking for some-
thing extraordinary.

Mr. Barofsky, who actually really has to get down to the papers,
he has a badge for a reason. We are asking for the much broader
articulation of what the plan is, transparency in the goals, trans-
parency in the execution, in the strategy. What we need is, we need
Treasury’s commitment. If that commitment is better done by stat-
ute, then that would be Congress’s decision.

The CHAIRMAN. Well, can you get the answer to that question,
Mr. Barofsky, by the questions you ask of Treasury when you are
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talking about conditions? That is going to give you some clue as to
what the goals are.

Mr. BAROFSKY. Absolutely, Senator. Part of our reporting re-
quirement is to set that information out. We asked Treasury, with
each of our data calls on a quarterly basis, to give an explanation
for each of the programs. In our last report they just referred us
to the website, but we are always hopeful that they will provide
more detailed information this time.

The CHAIRMAN. Yes. I will not go there.

Mr. Dodaro, what more powers should GAO have to do the job?

Mr. DODARO. I need two bits of help: number one, passage of
S. 340 would be an important safeguard for us going forward. I
again appreciate your and Senator Grassley’s sponsorship of that
legislation. That would be a big help. But even beyond that is the
Federal Reserve issue. Based on your chart here, most of the
money in the $2.9 trillion is being spent under the tutelage of the
Federal Reserve activities, and that is an area where we are statu-
torily prohibited. As long as they are operating under monetary
policy and the discount window operations and an open market
committee, we just cannot

The CHAIRMAN. You make a good point. The role of the Fed has
changed dramatically, so the usual defense that we should not in-
trude on the integrity and the independence of the Fed, I think, no
longer applies. We are talking about a role, an involvement which
is beyond just regulating the money supply.

Mr. DODARO. Yes.

The CHAIRMAN. There is an honest, direct involvement, trillions
of dollars which have very significant effects on inflation, or poten-
tial inflationary effects, real management effects related to what
the Treasury does or does not do. I mean, clearly the Fed is work-
ing in concert with the Treasury. They are hand in hand here.

So I think it is only appropriate that we find some way to find
out how the Fed is operating, how it spends its money, and how
recipients are using that money, too. You also said we should ad-
dress this in a constructive way, and I agree with you. But clearly
the role of the Fed has changed, and therefore I think we have to
look more closely and encourage the Fed to act much more trans-
parently than it has.

Mr. DoODARO. Yes. And I think in the short term, Mr. Chairman,
there could be some carefully crafted legislation to give us author-
ity, either piggy-backing off of when they use their emergency au-
thority or not. But I would make this point, also. We have said that
there is a need to modernize the financial regulatory system, more
broadly speaking, that the current system is outdated, fragmented.

The CHAIRMAN. Yes, it is.

Mr. DoDARO. This whole issue, as that system is modernized, the
question of proper oversight, proper accountability, and proper
transparency will need to be revisited in that broader

The CHAIRMAN. What about resources? Mr. Barofsky, do you
have the adequate resources to do your job? Because you have a
lot of responsibility here.

Mr. BAROFSKY. We do, Senator. Part of S. 383 released the full
$50 million that you had fought for us to receive under the Sta-
bilization Act, and that will certainly take care of us for the time
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being. We will be coming back for more when the time is right to
seek more financial resources.

The CHAIRMAN. Well, I thank you all for the job you are doing.
Clearly, this hearing indicates the immense uncertainty as to how
the money is being spent. I think you are all doing a very good job
in trying to answer that question.

But I also think that you need a little help from this committee
and from the Congress. You mentioned legislation, which is helpful.
But we encourage you to keep up, keep the job up, do what you
are doing. Be very aggressive. Be very aggressive. If you run into
any problems at all, you let us know, because we want to work
with you and help you do your job. You are in a much better posi-
tion to ask these questions than we are, but we want to give you
the full authority to go ahead and proceed. This is very worrisome.

The potential exposure, as I mentioned in my opening statement,
is close to $6 or $7 trillion. We spent $2.9 trillion, on the chart
there. As I said in my statement, that is the size of the whole U.S.
Government last year. We have two governments here, one is a sec-
ond government just bailing out financial institutions. There is a
lot of transparency and accountability in the first government. This
next one is the issue here that we are trying to grapple with.
Thanks for what you are doing.

Senator Grassley? I have to leave, so you can finish up.

Senator GRASSLEY. All right. Thank you.

I only have a couple of questions, so obviously I will not keep you
long. So the chairman can hear this, Ms. Warren, maybe if you are
having trouble getting Treasury to give you information, if they
would like to sit down and have some Senators sit down with you
when you are asking Treasury those questions, I would like to hear
them say why we are not entitled to this information.

The same people who are telling you no come before this com-
mittee and tell us they will answer our questions, and they do not
do it. So I do not think they are lying, but there is a culture—not
just in Treasury—in too much of the bureaucracy that, we are
going to drag our feet as long as we can get away with it.

Senator Lincoln touched on this a little bit, but to you, Ms. War-
ren, about small business. Your panel has a different job than the
IG’s or the GAO when it comes to oversight. Your panel is focused
on policy. I would like to know how you think that the TARP is
helping small business.

I consider them the engines of growth and job creation, et
cetera—I think 70, 80 percent of the new jobs. The overwhelming
majority of TARP money has, however, gone to large national, and
even multinational, institutions. Yet these institutions are the ones
that seem to be doing less lending after getting the TARP money,
which means less money for small businesses. Thank God our com-
munity banks have stepped in and kept up their responsibilities.

Two questions. One is a short one, and one is a long one. I want
to ask them both at the same time. Do you have any suggestions
on how to hold these large banks accountable? Number two, also,
since the Federal Government, through SBA, already guarantees
small business loans, can you tell me how Treasury’s purchase of
these loans through the Term Asset Loan Facility—TALF, I sup-
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pos(elz ig the acronym—will improve small business owners’ access to
credit?

Ms. WARREN. Yes, Senator. I share your view that small busi-
nesses are probably our best engine for being able to get this econ-
omy back on track in job creation and in every other kind of inno-
vative economic activity. But I am going to go back to where I
started this about laying out what your plan is and what you are
trying to accomplish.

If the plan had been announced from the beginning that what we
want to do is make sure that small businesses have enough money
to continue to operate, then I do not think we would have designed
the initial infusion of capital into the financial institutions in the
same way. It would have gone to financial institutions that did
small business lending as a substantial part of their operations,
and then it would have gone on terms that said, show us what you
have done in the past and show us what you are doing after you
receive the money.

So this program is not designed, from the beginning, in my view,
to focus efforts on small business lending. We raised this question
in our December report, and we came back to it again in our Janu-
ary report. Now the place we are in, we are now going forward, this
will be a significant focus not on the report that will be out in a
few days, our April report, but our May report. We are deep into
investigations about small business lending.

I would say for your question about the TALF, Senator, I am
deeply puzzled about the underlying theory that, when a portion of
the loans that are already 100-percent guaranteed cannot be sold
in the marketplace and somehow we need to pay hedge funds in
order to get involved in the sale of those loans, I am struggling to
understand the premise behind this portion of the program and
therefore struggling to understand how it is that it will increase
small business lending.

This is something I hope I will have a better answer for in an-
other month. We are working and we are investigating this right
now. We are looking for more answers on it. But I can only say at
this point, this is a top priority for the Congressional Oversight
Panel and an area where we are deeply troubled by the direction
the Treasury has gone.

Senator GRASSLEY. Yes. So I think what you are saying is, we
were not explicit enough when we wrote the legislation. I do not
know. Maybe this is too transparent on my part. But I think maybe
Congress was awed by a person who comes off of Wall Street, mak-
ing tens and tens of millions of dollars’ salary before he comes into
the Cabinet, awed that you think he has all the answers. Then you
find out when it is all said and done, he does not know a whole
lot more about it than we in Congress do who are very generalist.
I think that is why this legislation was so poorly written in the
first place, at least based upon what you just told me; if we wanted
to do small business, we should have said so more.

My last question. This is to Mr. Barofsky. I have reviewed AIG’s
retention bonus plans. What bothers me is that the so-called reten-
tion bonuses were really performance bonuses based on 2007 per-
formance. From the design of the plan, it looks like people who put
it together knew that the 2008 performance was going to be bad,



31

so, because AIG knew it was not going to be paying performance
bonuses in 2008, in a wink and a nod AIG simply paid its employ-
ees their 2007 performance bonuses a second time, and they will
do it again in 2009, regardless of the company’s performance. How-
ever, AIG’s disclosure of the plan to investors in its May 2008 filing
with SEC did not make that clear. It just describes a retention plan
in vague terms without mentioning that it was calculated on 2007
performance.

I have three questions, and I will ask you to answer them sepa-
rately. Is it possible to find out whether people at AIG wrote the
bonus plan based on the 2007 performance because they knew AIG
was facing massive losses in 2008?

Mr. BAROFSKY. Yes. That will be part of an ongoing audit that
we have and will capture that information.

Senator GRASSLEY. All right.

If it is true that management rigged the bonus plan for that rea-
son and failed to properly disclose that to investors, would that be
a potential violation of securities law?

Mr. BAROFSKY. An intentional misrepresentation of a material
fact, if it met that criteria, would certainly potentially be a viola-
tion of the criminal law.

Senator GRASSLEY. Do you happen to know whether SEC is ex-
amining whether the disclosure of the bonus plan was adequate?

Mr. BAROFSKY. We coordinate with the SEC on a regular basis,
but I would be reluctant to comment on any pending or existing
matter.

Senator GRASSLEY. All right. You cannot comment on it, but do
you think you know?

Mr. BAROFSKY. Senator, I am sorry. I do not mean to be overly
cautious here, but we generally do not comment on other agencies’
activities unless they are public.

Senator GRASSLEY. All right. Well, I should not push you to do
something you cannot do, unless you are trying to get around me,
and I do not think you are.

Mr. BAROFSKY. Never, Senator. Never. I know better. [Laughter.]

Senator GRASSLEY. All right.

Since AIG is a major recipient of TARP funds, are you able to
investigate whether disclosure of the bonus plan was adequate?

Mr. BAROFSKY. We can, and we will.

Senator GRASSLEY. All right.

Now, for the chairman and all the other members, thank you for
this fine testimony. We are obviously going to have to be in touch
with you on a regular basis. I hope the chairman will call you back
frequently.

Thank you very much.

The hearing is adjourned.

[Whereupon, at 12:19 p.m., the hearing was concluded.]
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Chairman Baucus, Ranking Member Grassley, and Members of the Committee, | am honored to

appear before you today.

The Office of the Special Inspector General for the Troubled Asset Relief Program
(“SIGTARP™) was created under the Emergency Economic Stabilization Act of 2008 (“EESA”)
to conduct, supervise, and coordinate audits and investigations of the purchase, management,
guarantee, and sale of assets under the TARP. More than $300 billion has already been
expended, and Secretary Geithner has recently provided more details about Treasury’s plans for
how Treasury will spend - and leverage - the bulk of the full $700 billion approved by Congress
under EESA.

In our second report to Congress due on April 20, 2009, SIGTARP will discuss several of the
new programs recently announced by Treasury and our work concerning the original programs.
Some of these new programs include efforts to deal with rampant foreclosures, to provide
additional capital to struggling banks, to facilitate lending to small businesses, and to address the
toxic assets that remain on many financial institutions’ books. As announced, the total amount
of money under our oversight, including those aspects of the programs that are funded in part by
the Federal Reserve and FDIC, is as much as $2.97676 trillion. I have included as an attachment
to my testimony a chart that lists the different amounts that Treasury has stated it will dedicate to
each program, and the amounts that Treasury has indicated will come from the TARP to support
these programs. These figures do not reflect additional funding that may be related to the revised
auto program announced yesterday, nor does it include the $750 billion that the Administration
put aside in its budget request that it has noted it may seek later this year, any leverage it may
apply to those additional funds, or the leverage that it may seek to apply to the remaining TARP

funds (or those that may be returned by recipients).

To accomplish SIGTARP’s mission to oversee this vast amount of money for the American
taxpayer, I have focused on three areas: transparency, coordinated oversight and robust criminal

and civil law enforcement.

Transparency has been an area of focus for SIGTARP from day one. In late December, within
days of taking Office, [ formally recommended that Treasury post all TARP agreements, whether

with recipients of TARP funds or with its vendors, on the Treasury website. That
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recommendation has been adopted, and Treasury is in the process of posting all agreements to its
website. Similarly, I pushed for, and obtained, oversight language in the Citigroup and Bank of
America agreements that require those banks to account for and report on their use of the TARP
funds. We continue to press for increased transparency as Treasury rolls out the new TARP

programs.

SIGTARP is also using its audit function to bring increased transparency to the TARP. Our first
two audit efforts were launched with a survey of TARP recipients on their use of TARP funds
and their compliance with TARP executive compensation requirements. These audits were
related to two of the most frequently asked questions by the Congress and the public regarding
the TARP program. As a part of the audit, SIGTARP issued a survey of recipients of TARP
funds, which asked: (1) what had recipients done with the money they had received from
Treasury, and (2) whether they were complying with executive compensation requirements
imposed as a condition of receiving the funds. Beginning on February 5, 2009, SIGTARP sent
letters to the 364 TARP recipients who had received assistance through January 2009. Most of
the recipients were financial institutions recetving assistance under the TARP Capital Purchase
Program. Recipients were asked to provide their responses within 30 days of the date of the
request, and to include copies of pertinent documentation to support their responses. Attached to

my testimony is a copy of the letter that we sent out.

As indicated in Table 1 below, the firms surveyed varied in the amount of funding received, but
the majority of funding went to a small number of recipients, with 26 firms receiving

approximately 93 percent of the funding through January 30, 2009.

Table 1: Number of TARP Recipients Surveyed by Funding Received

Funding category Number | Funding received | Percentage of

of firms (in billions) fanding
$10 billion or more 8 $2193 73.4
$1 billion to $9.9 billion 18 58.3 19.5
$100 million to $999.9 million 54 14.6 4.9
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Less than $100 million 284 6.6 22

Total 364 $298.8 100

Source: SIGTARP analysis of Treasury data.

Note: The total funding associated with the survey recipients included $190.5 billion under the Capital Purchase
Program, $40 biftion under the Targeted Investment Program, $40 billion under the Systemically Significantly
Failed Institutions Program, $23.3 billion under the Automotive Industry Financing Program, and $5 billion under

the Asset Guarantee Program.

As of March 23, 2009, SIGTARP had received responses from all 364 TARP recipients—a
remarkable 100 percent response rate-—with additional supporting information arriving beyond
that date. Analysis of that information is ongoing and any conclusions are tentative; however,
SIGTARP’s initial look at some of the responses indicates that those responding to the request
for information provided a broad range of answers to the two sets of guestions. One thing,
however, was apparent from the responses - complaints that it was impractical or impossible for
banks to detail how they used TARP funds were unfounded. While some banks indicated that
they had procedures for monitoring their use of TARP money, others did not but were still able
to give information on their use of funds. [ believe this makes an even stronger case for a
recommendation we made back in December and which up until now has not been adopted -
Treasury should require TARP recipients to monitor their use of funds and be required to

provided certified reports to Treasury on how they are using taxpayer money.

While some banks may have provided general responses, others identified detailed and specific
uses of the funds, in some cases with granular detail. For example, some banks provided
information about specific loans that they could not have made absent TARP funds, others
specifically detailed debt that were able to pay down, and some gave the precise amount of
investments that they made with TARP funds. Respondents also provided varying degrees of
documentation to augment and support their narrative responses, with some noting that
additional documentation had been segregated at their office and were available for review as

needed.

As indicated, while time will be required to fully and thoroughly assess the responses received,

SIGTARRP can report that, based on an initial review of the responses that we received:
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1. Respondents provided diverse answers to how funds received have been used such as to
strengthen the capital base of individual banks providing a foundation for lending
activities, retiring debt, purchasing mortgage backed securities, increasing credit lines,
making loans, etc.

2. Some respondents spoke to new lending activities in relationship to actual TARP funds
received, whereas others spoke of leveraging the funds to achieve greater lending than
that related to the face value of TARP funds received. Some, however, noted that while
they were committed to making prudent commercial and consumer loans, growth of new
loans had slowed as a result of the economy and the decrease in demand.

3. Some respondents indicated that the Treasury’s equity investment was separately
recorded as a discrete component of the bank’s capital, but the actual funds associated
with the investment were not physically segregated from other cash funds; others cited
efforts to physically segregate the funds or to manage them separately, at least for a time,
such as the funds being held at the holding company level, later to be “down-streamed” to
individual banks.

4. Responses to questions regarding compliance with executive compensation restrictions
varied from simple statements of compliance based on the size of their banks and
compensation, to detailed answers regarding extensive efforts to assess compensation
practices relative to restrictions associated with their funding agreements, including
having retained expert consultants to help with the assessments.

5. Some responses related to executive compensation took note of the changing guidance
and legislation related to executive compensation requirements which limited their ability
to give a complete answer at this time; nonetheless, others noted actions they were taking
at this time based on their known requirements, recognizing that final guidelines have not
yet been issued.

Given the diversity of the responses and the fact SIGTARP asked for and received the
information from the banks in narrative form, it will require some time to (1) fully sort through
the data, (2) identify areas where follow-up contact with respondents is needed, and (3) identify
the degree of commonality of responses in selected arcas that may be aggregated for reporting

purposes.

To further assess and complete its analysis of the responses during a period when it is still in the
process of staffing its audit division, SIGTARP has awarded a contract to Concentrance
Consulting Group, a Section 8(a) women-owned small business to help analyze the data.
Importantly, it is a firm with proven experience with organizations dealing with business
sensitive data such as kind included in our responses. The contract with Concentrance calls for

completion of their analysis of the survey responses by June 2009. SIGTARP expects to issue a
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report on the survey results as quickly as possible, subject to completion of any needed follow-up

work, but hopefully within a few months.

Finally, there have been some complaints to the media that SIGTARP’s oversight efforts might
dissuade participation in TARP programs. Some might take this as a criticism; we do not. Ifa
bank or financial institution does not want to participate in a TARP program because it is
unwilling to disclose what it is doing with taxpayer dollars, or because it is afraid of SIGTARP’s
vigorous fraud detection programs, keeping those participants out of the TARP will only benefit

the American taxpayer.

We have initiated three other audits that will also bring increased transparency to the TARP.
First, we are looking into efforts to guard against any inappropriate external influences over the
TARP application process, and we will report back to Congress on our findings. We will make
such recommendations as needed based on our findings. Second, we have begun an audit into
the process under which Bank of America received $45 billion in capital investment and is to
receive a guarantee relating to approximately $100 billion of toxic assets involving multiple
TARP programs.. Third, we have begun an audit into federal oversight of executive
compensation requirements including bonus payments to American International Group (AIG).
Finally, in response to a letter that I received last week from 27 members of Congress, we are in
the process of preparing an audit into AIG’s payments to counterparties and other related issues

raised in that letter.

As to coordinated oversight, it has been and will continue to be a privilege and a pleasure to
work closely with my co-panelists, Gene Dodaro, Acting Comptroller General at GAQ, and
Professor Elizabeth Warren, Chair of the Congressional Oversight Panel (COP). Over the past
three plus months, GAO and SIGTARP have worked effectively to coordinate audit efforts to
provide maximum oversight coverage while avoiding unnecessary or duplicative burdens on
those charged with managing TARP. We also have periodic meetings with the COP to discuss
areas of interest, coordinate oversight and suggest areas to pursue in future reports. I have also
founded and chair the TARP-IG Council, which has, as its members, GAO and the Inspectors

General of the other agencies involved in aspects of the administration of TARP programs: the
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Inspectors General of the FDIC, SEC, FHF A, Federal Reserve, HUD, Tax Administration,
Treasury, and our newest member, SBA. Through this and other efforts we are actively

coordinating our efforts and sharing ideas for comprehensive audits and investigations.

In conducting oversight, one focus of SIGTARP has been to attempt to have a positive impact on
TARP programs to increase oversight effectiveness and fraud protections as the programs are
developed - in other words, before the money goes out the door. Because I did not take office
until mid-December, I was not able to offer advice with respect to the early TARP transactions,
including the design of the Capital Purchase Program and the agreement with AIG. However,
we have been active in providing recommendations concerning the programs and contracts that
followed. Pursuant to our recommendations, the Auto Industry, Targeted Invested Program and
Asset Guarantee Program agreements all contain explicit acknowledgement of SIGTARP and
GAO’s authority to oversee the contracts. Moreover, at my Office’s recommendation, for many
of the significant conditions imposed by the agreements, the recipients are required to establish
internal controls to ensure that they comply with those conditions; and to report on their
compliance, certifying, under criminal penalty, that their report is accurate. Collectively, these 3
programs and associated agreements — representing approximately $484 billion in funds' subject
to SIGTARP oversight — are a significant step forward from an oversight perspective as
compared to earlier agreements and programs. In our April report, we will detail additional
recommendations to Treasury to avoid waste, fraud and abuse in the recently announced TARP
programs, and provide Congress with a status report on the extent that Treasury has implemented

our previous recommendations.

The scope and variety of the announced TARP programs, now involving eleven different
programs and up to $2.976 trillion, in funds subject to some degree of SIGTARP oversight, leads
to our third area of focus, criminal and civil law enforcement. Of the four primary oversight
bodies referenced in EESA, SIGTARP stands as the sole TARP oversight body charged with
criminal law enforcement authority: as the cop on the beat. This is one of our most important

functions, and we are meeting this unprecedented challenge head on.

! This includes $25 billion under the Auto Program, $40 billion under the Targeted Investment Program, $419 and
billion under the Asset Guarantee Program.
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We are exploring task force and similar regional relationships thronghout the country to deter
criminal activity before it occurs, and to investigate and prosecute any and all who attempt to
profit criminally from this National crisis. On that front, | am pleased to announce that we have
established a multi-agency task force focused on the TALF program, a New York Federal
Reserve/Treasury program that has been announced as up to a trillion dollar program and will
now serve two tasks: to reinvigorate the “shadow” financial system by returning liquidity to the
securitization market, and to help move toxic assets off of financial institutions books. The
TALF Task Force includes many major law enforcement entities each bringing a unique level of
expertise and capability to assist the greater effort. The TALF Task Force will work collectively
to identify fraud vulnerabilities in the TALF program and proactively and aggressively
investigate any indications of wrongdoing. We believe that this Task Force has already served as
a powerful deterrent, and when we detect fraud, rest assured we will promptly investigate the
matter and refer it to the relevant and appropriate state or federal prosecutor for quick and
effective prosecution. The TALF Task Force had its first formal meeting last week, and we
intend for it to redefine the policing of federal government programs: proactively setting up a
law enforcement response through training and the leveraging of resources before fraud occurs.
This structure recognizes the inevitability of fraud in large government programs and will give us
the ability to make better recommendations so that the emerging programs will be better
designed to avoid fraud; to identify possible fraud related activities and appropriately share them
among participating agencies to angment limited resources and improve fraud detection; to
educate and sensitize law enforcement so that we may quickly detect fraud and any emerging
criminal patterns; and to establish a framework in place to receive and investigate criminal
referrals relating to these extremely complex programs. We believe that the TALF Task Force
will serve as a model for other multi-agency approaches to TARP programs, and we are
considering expansion of the TALF Task Force to include investigations relating to the recently
announced Public Private Investment Program. We are also planning a coordinated response to
potential frand in other parts of the TARP, including the recently announced mortgage

modification initiative.

1 am also very pleased to announce that SIGTARP has developed a partnership with the talented
law enforcement analysts working with the New York High Intensity Financial Crime Area (NY

HIFCA) program. SIGTARP investigators will work hand-in-hand with HIFCA analysts to
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identify indicators of fraud associated with TARP prospectively through comprehensive data
research and analysis, and HIFCA analysts will provide analytical support with respect to

SIGTARP’s ongoing investigations.

Additionally, we have begun our outreach to potential whistleblowers and those who may have
tips about ongoing waste, fraud and abuse in TARP programs. The SIGTARP Hotline is
operational and can be accessed through the SIGTARP website at www.SIGTARP.gov, and by
telephone at 1 (877) SIG-2009. The Hotline has been contacted approximately 180 times during
its short existence and has already yielded results, and we have already opened investigations
based on whistleblower complaints. Plans are being formulated to develop a fraud awareness
program with the objective of informing potential whistleblowers of the many ways available to
them to provide key information to SIGTARP on fraud, waste and abuse involving TARP
operations and funds, and explaining how they will be protected. Traiming programs are being
developed to instruct law enforcement at a variety of agencies to assist in the oversight of the
TARP, particularly with respect to the recently announced programs. In this regard, existing
capabilities at several other agencies that routinely receive fraud complaints, have been
sensitized to the SIGTARP mission and the various TARP programs, and mechanisms have been

established to share TARP related complaints as they are received.

We stand on the precipice of the largest infusion of Government funds over the shortest period of
time in our Nation’s history. History teaches us that an outlay of so much money in such a short
period of time will inevitably attract those seeking to profit criminally. If, by percentage terms,
some of the estimates of fraud in recent government programs apply to the TARP programs, we
are looking at the potential exposure of hundreds of billions of dollars in taxpayer money lost to
fraud. The TARP program is too important, and taxpayer funds are too dear, to allow that to

happen.

I would like to take this opportunity to express my gratitude to both houses of Congress for their
bipartisan support in unanimously passing S.383, and to the several members of this Committee
who cosponsored it. This bill will provide some additional flexibility to hire the kind of
experienced staff required to oversee the massive infusion of government funds into the private

market.



42

Finally, I would like to make a couple of comments about the controversy surrounding the bonus
payments that AIG has recently made to its executives. First, both in my role as the Special
Inspector General, and as an individual taxpayer concerned with stabilizing the financial system
in a manner that does not reward those who caused the crisis in the first instance, 1 too am
frustrated with these very substantial bonuses given at a time when AIG would have by now

been in bankruptcy proceedings but for huge, repeated infusions of government money.

In this regard, we have been coordinating with the Department of Justice and its examination of
the options available to recover tax payer money. As already noted, we have an audit underway
examining Federal monitoring and enforcement of executive compensation restrictions imposed
as a condition of Federal financial assistance to organizations such as AIG. As part of this audit,
we will be looking closely to ensure that the bonuses to AIG employees are not inconsistent with
AIG’s legal or contractual obligations, to report to Congress the sequence of events which led to
the approval of these payments by government officials (including the general approval of
retention payments in AIG’s agreement with Treasury in November 2008), and to the extent that
we find that there were miscommunications among AIG, Treasury and Federal Reserve officials
regarding these payments, we will make recommendations to ensure that all parties involved in

TARP related programs effectively communicate with one another.

Chairman Baucus, Ranking Member Grassley, and Members of the Committee, I commend you
for your efforts to ensure that the trillions of dollars being expended under TARP-related
programs receive close oversight scrutiny. This concludes my statement and I would be happy to

answer any questions you may have.
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SIGTARP Hotline

If you are aware of fraud, waste, abuse, mismanagement or mistepresentations affiliated with the

Troubled Asset Reliet Program, please contact the SIGTARP Hotline.

By Quline Forr: wwrw SIGTARP gov By Phone: Call toll free: (877) SIG-2009

By L'z (202) 6224559

By Mail: Hotline: Office of the Special Inspector General
For The Troubled Asset Relief Program
1500 Pennsvlvania Ave,, NW, Suite 1064
Washington, D.C. 20220

Press Inquiries

Please contact our Press Office if vou have any inquires: Kris Belisle,
¥ Y Ing )
Director of Communications

Kris.Belisle@do.treas.gov

202-927-8940

Legislative Affairs
Please contact our Legislative Affairs Office for Hill inguires: Lori Hlayman

Legislative Affairs

Lori.Hayman@do.treas.gov

202-927-89-41

Obtaining Copies of Testimony and Reports

"To obrain copies of testinony and reports please log on to our website at www.sigtarp.gov
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ADVANCING ECoNOMIC STARILITY THROUGH TRANSPARENCY, COORDINATED QVERSIGHT AND ROBUST ENFORCEMENT
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TOTAL FUNDS SUBJECT TO SIGTARP OVERSIGHT

Investments in 518 banks to date; top 9 institutions

Capital Purchase Program (“CPP”) over $125 billion $218 billion $218 biltion
Automotive Industry Financing GM, Chrysler, GMAC, Chrysler Financial Services . |
Y ysier, ¥ 5
Program (“AIFP”) LLC $25 billion $25 billion
§ -backed protection for a S

éuw ?upphers Support Progeam Government-backed protection for auto parts $5 billion $5 billion
("SSP suppliers
Unlacking Credit for Smaft Purchase of securities backed by SBA loans $15 billion” $15 billion
Businesses (“UCSB™)
Systemically Significant Failing ) . N
Institutions (“SSFT”) AlG Investment $70 billion 870 bitlion

y . N
;Ia;g;te)d Investment Program Citigroup, Bark of America Investmens $40 biliton $40 billion
Asset Guarantee Program (“AGP™) (ngloup; Bank of Amenca, Ring Fence Asset $419 billion® $12.5 bitlion®

Guarantee
Term Asset-Backed Securities FRBNY non-recourse loans for purchase of asset-
Ji 1l i
Facility (“TALF™) backed securities Upto§1 tollion 380 bittion
B fordable Prog

lﬁ/{akmg}-{ome Affordable Program Modification of mortgage loans $75 billion® $50 biltion
(“MHA™)
Public-Private Program  Dispos of legacy assets, Legacy Loans Program, N <
{“PPIP™) Legacy Securities Program (Expansion of TALF) $500 billion - $1 trillion §75 biltion
(iapualnAssxs!ance Program Capital to qualified financial institutions; includes TBD TBD
{“CAP™) stress test
Ne ) R

ew Programs, or Remaining Not yet announced $109 5 billion $109.5 billion

Funds For Existing Programs

Total

$2.476 - $2.976 trillion

$700 biltion

* Excludes any additional funding based on program changes announced on March 30, 2009.
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Notes:

* Actual amount of funding has not been announced as of 3/177 2009, The funding will be based on the number and the s1ze of small business loans eligrble under
SBA program gundelines

A new equity capital facility will be created by Treasury allowing AIG to draw down up to $30 billion as needed

Bank of Amenica’s pool of assets has not been finahzed

Bank of America’s $7.5 billion of projected TARP funds is preliminary based on the 1/15/2009 Treasury announcement and pending the finalized agreement,
$75 biftion 15 for morgage modification

Sources:

CPP, TALF and PPIP: Treasury, Office of Financial Stability, Chief of Compliance and CFO. SIGTARP interview, 373072009 AIFP: From US§ Department of the
Treasury Fifth Trance Report 1o Congress, February 6, 2009 pg. 2 states that Treasury will fund an addition $4Bn on February 17, 2009 SSP Treasury, “Auto
Suppher Support Program- Stabilizeng the Awo Industry in a Time of Crisis,” 3/19/2003,

http /iwww treas gov/pressireleases/docs/suppher_suppor_program_3_18 pdf, accessed 3/19/2009. UCSB: Treasury, “Unlocking Credit for Small Bustnesses: FAQ
on Implementation,” 3/17/2009, www treas gov. accessed 3/18/2009; SBA. " American Recovery and Reinvestment Act of 20097 webpage. no date,

hup /fwww. sba govirecovery/index huml, accessed /2009; SSF1. Treasury, “U 8. Treasury and Federal Reserve Board Announce Participation in AIG
Restructuring Plan,” 3/2/2009, www.treas. gov. accessed 3/4/2009; TIP: Treasury. Transactions Report, 3/24/2009, www treasury gov. aceessed 3/30/2009: AGP:
Treasury. ““Treasury, Federal Reserve, and FDIC Provide Agsigtance to Bank of America,” 16/2009, www treas.gov., accessed 1/16/2009, Treasury,

CGiovernment Finalizes Terms of Citi Guarantee Announced in November,” /16/2009, www treas yov. accessed 3/30/2009. TALF: Treasury, “Finanwal Stabidity Plan
Fact Sheer.” 2/10/2009, www . treas gov, accessed 3717/2009, MHA! Treasury, “Making Home Affordable Updated Detailed Program Description.” 3/4.2009,

www treas.gov, accessed 3/4/2009. GAQ. “Report to Congressional Committees' Troubled Asset Rebef Program - March 2009 Statas of Efforts 1o Address
Transparency and Accountability Issues.” 3/26/2009. PPIP: Treasury, “Public-Private Investment Program. Fact Sheet” 3/23/2009. www treas.gov. accassed
372372009
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OFFICE OF THE SPECIAL INSPECTOR GENERAL
TROUBLED ASSET RELIEF PROGRAM
1500 Peansylvania Ave. NV, Suite 1064
Washington, D.C. 20220

February 5, 2009

(Addressee)

The Emergency Economic Stabilization Act of 2008 (“EESA”) that established the Troubled
Asset Relief Program (TARP) also created the Office of the Special Inspector General Troubled
Asset Relief Program (SIGTARP). SIGTARP is responsible for coordinating and conducting
audits and investigations of any program established by the Secretary of the Treasury under the
act. As part of an audit into TARP recipients’ use of funds and their compliance with EESA’s
executive compensation requirements,

I am requesting that you provide my office, within 30 days of this request, the following
information:

(1) A narrative response specifically outlining (a) your anticipated use of TARP
funds; (b) whether the TARP funds were segregated from other institutional
funds; (c) your actual use of TARP funds to date; and (d) your expected use of
unspent TARP funds. In your response, please take into consideration your
anticipated use of TARP funds at the time that you applied for such funds, or
any actions that you have taken that you would not have been able to take
absent the infusion of TARP funds.

(2) Your specific plans, and the status of implementation of those plans, for
addressing executive compensation requirements associated with the funding.
Information provided regarding executive compensation should also include
any assessments made of loan risks and their relationship to executive
compensation; how limitations on executive compensation will be
implemented in line with Department of Treasury guidelines; and whether any
such limitations may be offset by other changes to other, longer-term or
deferred forms of executive compensation.
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In connection with this request:

(1) We anticipate that responses might well be quantitative as well as qualitative
in nature regarding the impact of having the funds, and we encourage you to
make reference to such sources as statements to the media, shareholders, or
others concerning your intended or actual use of TARP funds, as well as any
internal email, budgets, or memoranda describing your anticipated use of
funds. We ask that you segregate and preserve all documents referencing
your use or anticipated use of TARP funds such as any internal email,
budgets, or memoranda regarding your anticipated or actual use of TARP
funds.

(2) Your response should include copies of pertinent supporting documentation
(financial or otherwise) to support your response.

(3) Further, I request that, your response be signed by a duly authorized senior
executive officer of your company, including a statement certifying the
accuracy of all statements, representations, and supporting information
provided, subject to the requircments and penalties set forth in Title 18,
United States Code, Section 1001.

{4) Responses should be provided electronicatly within 30 days to SIGTARP at
SIGTARP response@do.treas.gov with an original signed certification and
any other supporting documentation mailed to: Special Inspector General —
TARP; 1500 Pennsylvania Avenue, NW; Suite 1064; Washington, D.C.
20220.

We think this initiative is vital to providing transparency of the TARP program, and to the ability
of SIGTARP and others to assess the effectiveness of TARP programs over time. If you have
any questions regarding this initiative, please feel free to contact Mr. Barry W. Holman, my
Deputy Inspector General for Audit at (202) 927-9936.

Very truly yours,

Neil M. Barofsky
Special Inspector General

OMB Control No. 1505-0212
(Expires August 2009)

An agency is not authorized to conduct, and persons are not required to respond to, an information collection request
unless it displays a valid control number. Response is mandatory for all selected participants in the TARP program.
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Senate Finance Committee
TARP Oversight: A Six-Month Update
March 31, 2009

Questions for the Record
Neil Barofsky
Special Inspector General
Troubled Asset Relief Program

Questions from Senator Baucus

1. There seems to be some confusion about what happens to dividends paid by banks
back to TARP. Second, I would like to know what happens if banks repay TARP
funds. What is the status of those funds — can they be used again for TARP, are they
used to reduce the deficit, do they go into another separate account?

Under the Emergency Economic Stabilization Act of 2008 (“EESA™), dividends are treated
differently from repayment of principal. Dividends, which are “[rJevenues of” troubled assets,
must be used to pay down the debt and cannot be reused by Treasury, pursuant to EESA Section
106(d). According to Treasury, however, the principal of any TARP funds that are repaid can be
reused for other TARP initiatives, at least as long as Treasury’s authority to use TARP funds still
exists, currently until December 31, 2009. While SIGTARP has not done an in-depth legal
analysis on this issue, Treasury’s view does appear to be consistent with EESA, which, in
Section 113, gives authority to the Secretary of the Treasury to have up to $700 billion
“outstanding at any one time.”

2. President Obama has included in his budget $750 billion in additional funds
through TARP. Much of Congress’ determination on whether these funds should
be provided will depend on the progress of the existing programs established within
TARP. Do you believe Treasury has in place the proper mechanisms to track such
progress? To the extent possible, can you please provide what you believe to be a
best measurement of progress or success for each of the 12 programs?

Measuring progress in the various programs depends not only on what program is being
measured, but also on how one defines success in the first instance. Moreover, one’s conclusions
on these issues often are informed as much by policy viewpoints as by quantitative measures.

As to the programs that involve direct capital infusions into (or asset guarantees relating to)
financial institutions, such as the CPP, SSFI, TIP, CAP, and AGP, determining success or failure
depends in large part on how one measures success. One’s view might vary considerably if the
focus is on whether avoiding the failure of the banks receiving funds is a key goal (an area that
has seen success at least thus far) or whether increased lending is the aim (which has generally
not yet occurred). As described in SIGTARP’s Quarterly Report, beginning at page 49, Treasury
is now tracking lending on a monthly and quarterly basis. For its part, SIGTARP believes that
this tracking of TARP’s effect, while a step in the right direction, is not sufficient and that
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Treasury should (as SIGTARP has repeatedly recommended) require recipients to account for
their actual use of TARP funds. Because Treasury has thus far refused to adopt this
recommendation, SIGTARP is has surveyed 364 TARP recipients that had received TARP funds
through January 31, 2009, and has asked them to describe their use or planned use of TRAP
funds. We anticipate that the preliminary results of that project will be released in June.

Success or failure in the other programs is even more complicated. Whether the TARP funds
expended in the various TARP programs designed to bolster the automobile industry during
Chrysler and GM’s reorganization have been well spent, for example, is almost entirely a policy
decision and depends in large part on what one thinks would have happened had those firms been
forced into bankruptey late last year.

On the other programs, it is just too early to tell whether they have been or will be successful.
Success or failure in the mortgage modification initiative will depend on how many mortgage
modifications are successfully modified in the first instance and how many of those
modifications are successful in avoiding foreclosure. That program is just beginning. The Term
Asset Backed Securities Loan Facility (“TALF™) has only been in existence for two subscription
cycles thus far, and TALF has not yet been expanded to additional asset classes. And the Public-
Private Investment Program has not yet begun.

As set forth in more detail in the attached excerpt from SIGTARP’s Quarterly report, SIGTARP
made to has already provided Treasury with significant recommendations concerning these new
programs and will be monitoring their progress closely.

Questions from Senator Grassley

1. I am and continue to be very concerned about the amount of fraud involved in the
mortgage market. I have expressed to among others the Chair of the FDIC that I am
concerned and am seeking assurances that loan modification programs do not
provide subsidies to boerrowers who provided false or misleading information in
order to receive a larger mortgage than they could afford. I have suggested some
simple changes to the program to combat fraud, such as (1) requiring borrowers to
sign a sworn statement that they did not obtain the original loan through fraud, (2)
comparing income information from tax returns to the original loan documents, and
(3) confirming owner occupancy with copies of utility bills. What are your views on
the extent of borrower fraud, its role in causing the mortgage crisis, and what
safeguards a mortgage modification plan needs to have to prevent rewarding
existing fraud as well as encouraging additional fraud?

1 couldn’t agree more that there should be concern about fraud in the mortgage market. [ headed
the Mortgage Fraud Group as a federal prosecutor in the United States Attorney’s Office for the
Southern District of New York. This group investigated and prosecuted all aspects of mortgage
fraud, from retail mortgage fraud cases to investigations involving potential securities fraud with
respect to collateralized debt obligations. One of the matters that I supervised was the broad
investigation into the $55 trillion credit default swap market, which was conducted in partnership
with the New York State Attorney General’s Office. In light of my background in mortgage
fraud law enforcement, and in consultation with mortgage fraud experts at the FBI, SIGTARP
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made a series of specific recommendations to Treasury that speak to the potential for fraud in the
mortgage modification program. My recommendations dovetail closely with your
recommendations, including concerns about the need for sworn statements and income
verification. For your reference, | have attached an excerpt from SIGTARP’s Quarterly Report
that sets forth in detail SIGTARP’s recommendations and Treasury’s response to those
recommendations to date.

2. During the hearing, you indicated that you had an audit pending that would
examine the adequacy of AIG’s disclosures of its employee retention bonus plan.
Please describe the scope of that audit. Will it inquire into whether the authors of
the plan knew that AIG performance in 2008 was likely to be poor, and thus
bonuses were based on 2007 performance? Will it be designed to determine
whether AIG’s SEC filings contained the omission of any material facts related to
the bonus plan? Wouldn’t an investigative inquiry be more appropriate to make
those determinations than an aadit?

SIGTARP, as part of its audit function, has initiated an examination of the federal oversight of
executive compensation requirements, focusing specifically on recent payouts of large bonus
payments to American International Group, Inc. (*AIG™) employees. A copy of the audit’s
engagement letter is attached. These payments have raised questions regarding AIG’s
compliance with executive compensation requirements imposed as a condition of financial
assistance under TARP and the extent of coordination between Treasury and the Federal
Reserve. Accordingly, SIGTARP has undertaken an audit to determine: (i) the extent to which
the recent bonus payments were made in accordance with conditions imposed in return for TARP
assistance; and (ii) the extent of Treasury’s monitoring of AIG’s executive compensation
agreements, and, specifically, to what extent it was aware of the full range of executive
compensation, bonus, and retention payments throughout AIG’s corporate structure. The audit
will generally inquire inte how and when the retention plans were entered into. My office has
been coordinating with the Securities and Exchange Commission on issues concerning the AIG
bonus structure. We cannot comment on whether these inquiries could be the subject of ongoing
criminal investigation, and, of course, decisions concerning whether to undertake audits and
investigations are not mutually exclusive.

Questions from Senator Hatch

1. In your testimony, you stated that you have recommended that Treasury require
TARP recipients to monitor their use of funds and be required to provide certified
reports to Treasury on how they are using taxpayer money. Why do you think
Treasury has not implemented this recommendation?

This question, of course, would best be answered by Treasury; however, we have been told that
Treasury does not see the efficiency of this effort. The argument, as best we understand it, is that
due to the inherent fungibility of money asking banks to account for TARP funds would be
impossible or not meaningful. While we certainly understand that money is fungible, we simply
do not agree that this exercise is impossible or meaningless. One of our first audits involves a
survey of TARP recipients asking what recipients had done with the TARP money. While time
will be required to fully assess the responses received, SIGTARP’s initial review of the
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responses indicates that certain banks were able to identify detailed and specific uses of the funds
whereas others provided more general responses. For example, some banks provided information
about specific loans that they could not have made absent TARP funds, others specifically
detailed debt that were able to pay down, and some gave the precise amount of investments that
they made with TARP funds. Respondents also provided varying degrees of documentation to
augment and support their narrative responses, with some noting that additional documentation
had been segregated at their office and were available for review as needed.

2. In the table that you provided titled “Total Funds Subject to SIGTARP Oversight”
you have an area listed called “New Programs, or Remaining Funds for Existing
Programs, which is expected to cost an additional $109 billion. Can you explain this
category and why it will cost that much?

The $109 billion is essentially how much money is left after funding has been allocated to the
announced programs, or, in other words, this last category indicates how much has not yet been
committed to a specific program. Treasury has not yet indicated how these additional funds will
be committed.

3. Have you found any misuse of Treasury funding received by TARP participants?

As the Senator is aware, Treasury has, for most of the TARP programs, imposed only limited
restrictions on the use of TARP funds, thereby allowing the recipients great latitude in deciding
what to do with TARP funds. SIGTARP has several ongoing audits examining issues that
should shed some light on TARP recipients’ use of funds. We also have a number of ongoing
investigations that may touch on these issues, but we are, of course, not at liberty to discuss any
ongoing investigations.

4. You have all expressed a common concern with the implementation of TARP. And
that is that you all believe TARP can do a much better job with communication.
From how money is spent to how much Treasury is receiving from its return on
investment to the description of TARP, Treasury has not done a good job getting the
word out about TARP. I bring this up because not only is it creating an ebstacle for
you all to do your job, but I feel that this is what is frustrating my constituents and
many Americans. They have their heads spinning on each program that is
announced by Treasury under TARP, which seems to occur on a weekly basis.
What can Treasury do to strengthen communication to the public about TARP?

One of the first recommendations that I made after coming on board in December was that all
Treasury agreements with TARP recipients be posted on the Treasury website. Secretary
Geithner adopted this recommendation when he took office, and Treasury recently introduced a
new website to allow for more accessibility of information about TARP programs. While the
new website is a significant step in the right direction, SIGTARP has identified several areas
where Treasury needs to improve. As set forth in the attached excerpt from SIGTARP’s
Quarterly report, we have recommended that:

o Treasury should require all TARP recipients to report on their use of TARP funds. This
change alone would, in our view, substantially increase the transparency and credibility
of the TARP.
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o Treasury should engage asset managers who can value and manage the huge portfolio
that Treasury now manages on behalf of the American taxpayer, a recommendation that
Treasury has now adopted.

Furthermore, in our reports to Congress, SIGTARP has attempted to provide taxpayers with
detailed explanations of the TARP programs in “Main Street” terms. Until Treasury does a
better job at communicating with the public, we will continue to fulfill that role through our own

reporting.
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3 RECOMMENDATIONS TO TREASURY
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One of SIGTARP's responsibilities is to provide r lations to the
Department of Treasury (“Treasury™) so that Troubled Asset Reliet Program
(“TARP") programs can be designed or modified to facilitate transparency and
effective oversight and prevent fraud, waste, and ahuse. SIGTARP' Initial Report
to Congress, dated February 6, 2009 (the “Initial Report™), set forth a series of rec-
ommendations, some of which were adopted by Treasury and some of which were

not. Appendis J: “Treasury Response to SIGTARP Recommendutions” contuins
Treasury's detailed statement as to what it believes it has done to address those
recommendations, and, for yome of the recommendations that it has not imple-
mented, why it has not done so. Set forth helow are SIGTARP's recommendations,
first with respect to implemented TARP programs and then for newly announced

programs.

RECOMMENDATIONS FOR EXISTING PROGRAMS

Oversight Language in TARP Agreements and Requiring
Recipients to Account for Use of TARP Funds
In its Tnitial Report, SIGTARP recommended that Treasury include language in

i

each of its new TARP-related ag to facilitate and oversight,

Although Treasury has not executed any agreements as part of a new progeam since
the Initial Report, it has indicated that it will include some of the recommended
oversight language in the finalized new agreement with American International
Group, Inc. ("ANG™) and in the Capital Assistance Program (“*CAP") documents.
Treasury has indicated, however, that it will ot adept SIGTARP's recommenda-

tion that all TARF eecipients be required to do the following:

account for the use of TARP funds

-

set up internal controls to comply with such accounting

report periodically to Treasury on the results, with appropriate sworn

certifications

{n light of the fact that the American taxpayer has been asked to fund this
extraordinary effort to stabilize the fnancial system. it is not unreasonable that the

public be told how those funds have heen used by TARP recipients

easury is

now conducting regular surveys of the banks’ lending activities: however, with the
exception of Citigroup and Bank of Amerien, Treasury has refused to seck further
details on TARP recipients’ use of funds.

As avesult, in kute January, SIGTARP decided to undertake, itsell, a use of
funds project by conducting a survey of 364 TARP recipients that had received
tunds as of January 31, 2009. Included in that survey was a request tor a de-
seription of what the recipients actually did or plan to do with the TARP funds.
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Although the resules of the survey still need to be analyzed, one thing is clear:
Treasury’s arguments that such an accounting was impractical, impossible, or a
waste of time becanse of the inherent fungibility of money were unfounded. Banks
ble level of detail regarding their use of TARP funds,
and, while the response quality was not uniform, some banks were able to provide

generally provided a

detailed, at times even granular, descriptions of how they used taspayer money.

Continuing Recommendation

SIGTARP continues to recommend that Treasury require all TARP recipients to
report on the actual use of TARP funds in the manner previously suggestesd, Thi
recommendation is particularly important with respect to the potential expansion
of the Capital Purchase Progrom ("CPP) to include targe insurance companties.
‘The American people have a right to know how their tax dollars are being used, par-
ticularly as billions of dollars are going to institutions for which banking is certainly
not part of the institution’s core business and may be little more than a way to gain
access to the low-cost capital provided under TARP, Similarly, in light of the contro-

versy surrounding AIG's use of Government assistance, hoth through the paying of
bonuses and in its dealings with counterparties, failure to impose this requirement
with respect to the injection of et another $30 billion into AIG would not only

be a failure of oversight, but could call into further question the credibility of the
Government's efforts with respect to the assistance provided to AIG. This recom-
mendation applies not only to capital investment and lending programs involving
banks and other financial institutions, but also to programs in which TARP funds
are used to purchase troubled assets, including details of each transaction in the
Public-Private Investment Program ("PPIP") as well as all transactions concerning
the surrender of collateral {including the identity of the surrendering borrowers) in
the Term Asset-Backed Securities Loan Facility ("TALE™).

Asset Manag t and Valuation Issues
In its [nitial Report, SIGTARP noted that "{t]o date, Treasury has not fully devel-

oped significant policies or controls with respect to asset management issues,” and
recommended that “Treasury needs, in the near term. to begin developing a more
complete strategy on what to do with the substantial portfolio that it now manages
on behalf of the American people.”

As of the drafting of this report, however, no asset manager had been hired to
manage the existing asset portfolio, and no investment strategy has been developed.
Although Treasury did hire EARNE
under the Unlocking Credit for Small Businesses program, their rofe is limited to

Partners to manage the securities purchased

the program and, as of March 31, 2009, Treasury had not vet purchased securi-
ties under this particular program. Treasury has indicated that, while it has hired

some individuals to develop internal imodels of valuation and helieves that it “has



56

QUARTERLY REPORT T0 CONGRESS t APRIL 21, 2003

developed a robust, defined valuation method for preferred stock and warrants re-
ceived under the Capital Purchase Program,” no such valuation, as of the drafting

of this report, had occurred ™ Even if Treasury intends to hold these a
foreseeable future, its delay in placing a value on these assets (and thus provide the
American people with some indication of the performance of their invesiments},
among other things. is detrimental to program transparency. Although other bod-
ies have provided some valuation analysis (the Congressional Qversight Panel has

ions of assets and the

estimated that Treasury overpaid by $68 billion in its acqui

Congressional Budget Office estimated that taspayer loss o TARP will ultimatcly
be as high as $336 biltion), SIGTARP believes that Treasury should provide its own
estimates on the value of the preferred shares, warrants of common stock, notes,
and other instruments that it row holds as a result of TARP. Finally, as TARP re-
cipients pay hack their TARP funds, Treasury must iquidate the warrants, either by
selling them back to the CPP recipient at a market price or by selling them in the
open market. While Treasury, in discussing these dations with SIGTARP.
has indicated that it has recently made asset management more of a priority and

ing

expects to retain asset managers soon, it must act quickly. The failure to have an
asset manager. an investment plan, or an accurate valuation of the securities and
warrants it holds will soon be a significant deficiency in the program if not promptly
addressed.

Continuing R .
As SIGTARP noted in the Initial Report, there are three particular aspects of

management that Treasury needs to acklres

-

Treasury should formalize its going-forward valuation methodelogy and begin
y oing: Y 8
providing values of the TARP imvestments to the public,

“Treasury should develop an overall investment strategy to address the vast port-
folio of securities that it holds,

Treasury should decide whether it has any intention of exercising warrants in
order to hold the common stock. SIGTARP asked Treasury what its intentions

ate oo this point in January 2009, and it has not yet indicated its strategy on this

issue.

Potential Fraud Vulnerabilities Associated with TALF
In SIGTARP' Initial Beport, SIGTARP made a series of recommendations with
respect to the design and implementation of TALE. This section will discuss the

1 I
i3

status of the i of those rec w and then deseribe niew and

ongoing recommendations tor the design and operation of the program.

139
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SIGTARP previously recommended in its Initial Report that:

5

* Treasury shonld require that certain mini underwriting s and/

or other frand prevention mechanisms are in place with respect to the assets
underlying the asset-backed securities (*ABS") used for collateral.

Since the nitial Report, and after additional consultations with SIGTARP,
the Federal Reserve Bank of New York ("FRENY") and Treasury have taken some
important steps with respect to adopting fraud prevention mechanisms far beyond
what was initially contemplated for TALF. As set forth in greater detail in the TALF
discussion in Section 2 of this report, FRBNY now requires, among other things,
certifications from the sponsor, third-party attestations from accounting firms
regarding the pledged collateral, and due diligence procedures at the primary dealer
level. The
ages over different asset classes and maturities, has been designed, according to
sury and FRBNY, to be ri
ers to conduct due diligence about the quality of the underlying

has also imposed some oversigh bling provisians for itself,

FALF haireut methodology, which imposes different hatreut percent-

Tre

sensitive and therefore incentivizes TALF borrow-
curities. FRBNY
tuding inspec-

tion rights and the ability to see through any special purpose vehicles ("SPVs")

that borrowers may use to shield themselves fron scruting Although Treasury did

net require minimum undenwriting standards {or the ABS acting as collateral for
the TALF loans, it belioves that the steps taken by FRENY were sufficient, at least
with respect to the orighnally announced consumer-lending-ariented asset classes.

SIGTARP will continue to monitor this
In its Initial Beport, SIGTARP also recommended that:

aspeet of the program.

2., the TALF borrow-
ers, the originators/sponsors, and the primary dealers) sign an agreement that

» Treasury should consider requiring that beneficiaries (i.

includes oversight-enabling provisions.

Treasury should establish a compliance protocol with the Federal Reserve hefore
TALF is put into effect.

o SIGTARYs view, Treasury did not receive sufficient oversight-enabling provi-

sions in the agreements, nor has it established a sullicient compliance protocol

with the Federal Reserve. Although Treasury did obtain certain inspection rights for
the disposition SPV that it is funding, it has no oversight or access rights over any
of the horrawers, including the borrowers who default on their loans and surren-
der the ABS collateral to the SPV. Indeed, Treasury docs not even have the right

to learn the identity of such borrowers. In other words, under its current agree-
ment, Treasury does not have access to the identity, or any oversight authority over,
the borrowers from whom, in effect, it will be buving surrendered ABS. Although
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FRBNY officials have assured SIGTARP that it will provide this information in the |
context of any audit or investigation that SIGTARP conducts, Treasury and Office |
of Financial Stability ("OFS"-Compliance did pot obtain such access, for itsell

or for SIGTARP, in its agreements with FRBNY. This failure also calls into ques-

tion SIGTARP's ability to fulfill its statutorily mandated reporting requirement of

including in its quarterly reports a listing of all institations from which TARP buys
troubled assets, which arguably would include the identity of the party that surren-
ders TALF collateral. Furthermore, Treasury has only obtained limited access {or |
itself and SIGTARP with respect to the issuers of the ABS, who only have to grant

cts ta the progeam.

access if it is later determined that they pledged incligible as

This, of course, presents o significant chicken-and-egy problem, as Treasury (nd |
SIGTARP) will be far less fikely to detect any eligibility problems if they cannot i
inspect and test the assets in the first instanee. Finally, as a result of its limited ac-

cess, SIGTARP does not believe that Treasury has adopted SIGTARP'S recommen-

dation of establishing a sufficient compliance protocol concerning TALF. i
In addressing the potential fraud vulnerabilities of TALF in the Initial Report,
SIGTARP further recommended that:

Freasury should exercise extreme caution and give careful consideration before
agreeing to the expansion of TALF 10 inckude mortgage-backed securities (“MBS™)
al

without further review and without certain mini fraud protecti

.

Treasury should uppose any expansion of TALF to legacy MBS without signifi-
associated

cant madifications to the program to ensure a full assessment of eis
with such an expansion,

Treasury and the Federal Reserve have signaled their intention to expand
TALF to allow the posting of both new and legacy MBS — both commercial MBS
{"CMBS™) and residential MBS ("RMBS™) -— as collateral. As the terms of these
expansions have neither been formalized nos given final appeoval by the Federal
Reserve or Treasury, it remains to be seen if Treasury has exercised “extreme cau- :
tion” in expanding TALF to newly issued MBS or whether it will require "signifi- |
cant modifications” before permitting legacy MBS to be included as well. '

Accepting legacy MBS as collateral, in particular legacy RMBS, poses sub-~

stantial issucs from a credit loss and {raud loss perspective that are not readily
addressed by the current TALF design, Credit ratings, cited as one of the primary
credit protections in TALE as currently configured, have been proven to be of
questionable value in the general market for MBS, and for fegacy RMBS they have

praven to be unreliable and largely irrelevunt to the actual value and performance
of the security. Arguably, the wholesale failure of the credit rating agencies to rate

adequately such securities is at the heart of the securitization market collapse. if

not the primary caase of the current credit crisis. Furthermore, the underwriting
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standards {that is, the diligence the lender does before granting a loan, such as veri-
fying 2 borrower’s income or reported assets) for RMBS in particular, have proven
to be woelully lax, potentially putting taxpayer money backing TALF in significant
jeopardy. Finally. legacy MBS, particolarly RMBS, pose substantial valuation
challenges given how long the MBS mavket has been frozen, which gives rise to

the same conflict of interest and collusion valnerabilities diseussed in the “Public-

Private Investiment Program ("PPIPY" discussion below.

As in the Initial Report, SIGTARP continues to recommend that Treasury not
participate in a TALF program expanded to newly issued MBS without exercising
an appropriate measure of caution, and, with respect to legacy assets, without sig-
nificant modifications to the program. On that front, SIGTARP has had initial dis-
cussions with the Federal Reserve to discuss its plans for how the program will be
maodified te accommudate the use of MBS as posted collateral. SIGTARP has heen
informed by the Federal Reserve that it is considering, but has not yet adopted, the
following modifications with respect to legacy RMBS, at least, in order to address
the credit risks for such securities:

acceptance of legacy RMRS as collateral based upon an examination of the
composition and performance of the loan portfolio underlying the RMBS, not
rating agency determinations

a mare granular determination of “haircut” percentages for RMBS, including a
closc examination of the underwriting standards associated with the Joans that
back the RMBS

significantly higher haireuts relative to the haircuts imposed on asset classes

.

currently useable as collateral

As of the drafting of this report. FRBNY had not indicated what additional anti-
fraud measures it will impose when TALF is expanded to MBS. This is of particular
importance because some of the anti-fraud provisions that FRENY and Treasury
have cited as being significant (e.g., third-party attestation of assets, credit ratings,
etc.) for the original TALF program may not be refevant or useful for the expanded

TALF, SIGTARP encourages the Federal Reserve to continue this process and will
continue working with the Federal Reserve, FRBNY, and Treasury to recommend
protections in the program 1o avoid as much fraud and abuse as possible.

Recommendations
In light of the previous discus

ion, SIGTARP thus recommends that:

“freasury and the Federal Reserve should prvide to SIGTARP. for public disclo-
sure in SIGTARP's quarterly reports, the identity of the borrowers who sutren-

der colluteral in TALF.
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Treasury should dispense with rating agency determinations and require a
security-hy-security sereening for each legacy RMBS, Treasury should refuse to
participate if the program is not designed so that RMBS, whether new or legacy,
collateral if the loans backing particular RMBS do not meet

will be rejected as
certain baseline underwriting criterfa or are in categories that have been proven
to be riddled with fraud, including certain undocumented subprime residential

morigages (i.e., “liac loans™).

Treasury should require significantly higher haireuts for all MBS,
lacly high haircuts for legacy RMBS, or ather equally effective mitigation efforts.
Treasury should require additional anti-fraud and credit protection provisions,

ith particu~

.

3

specific to all MBS, before participating in an expanded TALE, including mini-
mum underwriting standards and other fraud prevention measures.

-

Treasury should design a robust compliance protocal, with complete access
rights for itsclf, SIGTARP, and other relevant oversight bodies, to all TALF

transaction participants.

“Treasury offictals, in discussing these rec ations with SIGTARP, stated
that the potential expansion of the TALF program to include Jegacy MBS remains
in the design phase and will include more stringent standards, including “CUSIP
by CUSIP evaluation of underlying collateral, conducting due diligence with
respeet to the underlying collateral and applying appropriate haircuts. ™" They
TARP's recommendation, at least with

have also indicated that they will adopt SIG
respect to newly issued RMBS, by reviewing certain minimum underwriting stan-
. These offici:
st them in develop-

mented loa also

wees and fully doc

dards, including high credit

of hiring a fraud specialist to 2
an action that SIGTARP previ-

stated they are in the procs

ing risk mitigation efforts for all TARP programs
ously recommended and which could greatly assist in the design of TARP programs
to account properly for the dangers of fraud.

Another new development with respect to TALF is that Treasury has an-
nounced, as part of PPIP, that Public-Private Investment Funds ("PPIFs") oper-
ated under the Legacy Securities Program will be able to use PPIF funds and
Treasury leverage in TALF wransactions. That issue, and SIGTARP's recommen-
dation regarding the danger of such a practice, are discussed in the upcoming
Announced Programs” portion of this scction.

“Recommendations for Newly

Executive Compensation

1t has been more than two months since the American Recovery and Reinvestment

Act imposed new exceuti p ion tequi on TARP recipicnts. As of
the drafting of this report, Treasury has not issued regulations imposing these new
requirements or the executive compensation restrictions that the Administration

announced in carly February. SIGTARP'S initial review of responses to its survey

143
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of 364 TARP recipients demonstrates that the absence of clear guidance on this
important issue has caused uncertainty among TARP recipients who have struggled
to understand and implement the requirements. This lack of clarity in executive
compensation limitations may also impede participation in other TARP programs.

Recommendation
Accordingly, SIGTARP is that:

* Treasury should address the confusion and uncertainty on executive compensa-
tion by immediately issuing the required regulations.

Treasury officials, in discussing this recommendation with SIGTARP, stated

that internal vetting on updated guidance is pearing completion and is expected to
be provided to the Office of Management and Budget for final clearance shortly.
They also indicated that the outcome of this effort is expected to be a "comprehen-
sive rule” with applicability beyond CPP.

Lack of Resources within OFS-Compliance

The Compliance department within O/

has primary responsibility over a vast and
complex array of campli and risk functions. Th

s responsibility
includes ensuring that appropriate internal controls are in place over OF§ manage-
ment of TARP programs, providing primary oversight of vendors that arc providing
services to OFS, and monitoring TARP recipients’ compliance with their contrac-
tual and legal obligations. More than 500 financial institutions are already par-
ticipating in various TARP programs; additional announced programs will expund
O

millions of mortgages and to public-private partnerships that will involve not only

-Complianee’s responsibilities to a mortgage modification program involving

many new participants but also a whole new set of compliance challenges and
types of risk.

To carry out all of these responsibilities, now six months into TARP operations,
OFS-Compliance currently has a staff of approximately 10 employees. Although
SIG
OF!
servation that the current resource commitment for thi

TARP has plans for a future audit to assess the integration and effectiveness of

s risk assessment and compliance efforts, SIGTARP makes a preliminary ob-

ally important function

stantially in the past six months, but

appears plainly inadequate. OFS has built sul

k.

its compliance office has not grown in proportion 1o its historic

Recommendation
Accordingly. SIGTARP recommends as follows:

* Treasury shonld significantly increase the staffing levels of OFS$-Compliance
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k ionof an § risk

and ensure the timely develoy and
management and compliance program,

Treasury officials, in discussing this recommendation with SIGTARP, acknowl-
edged that their compliance and risk efforts have been underseatted
but indicated they were in the process of making job offers to fill immediately five

compliance positions dealing primarily with executive compensation. They also
cited the use of Freddie Mac to Facilitate compliance efforts in the area of home

loan modifications and a vendor who is providing general frand | jon advice,
More broadly, they indicated that decisions are yet to be made concerning the ulti-
mate size of their compliance efforts and the extent to which the functions would

be performed in-house or under contrac
SIGTARP is encouraged by Treasury’s efforts toward an increased emphasis

dditional near-term attention needs to be devoted to

on compli hut believes
implement 2 comprehensive and integrated risk based compliance program.

RECOMMENDATIONS FOR NEWLY ANNOUNCED
PROGRAMS g

Capital Assistance Program
The CAP, as described in Section 2, e i
financial institutions and/er the conversion of the preferred shares that Treasury
obtained under the CPP into convertible preferred shares. Treasury announced

lates additional capital infusions into

that it would require CAP applicants to set forth how they intend o use CAP fund-
|

| y continues to refuse to |

ing. Notwith ing this requi Treasury
adopt SIGTARP's recommendation that it require CAP recipients (and indeed all
TARP recipients) to report on how they actually used TARP funds. Putting aside
the value of this recommendation in other TARP programs, SIGTARP submits

to require an applicant to report on its intended use of

that it
funds without setting up a mechanism to monitor its actual use of funds.

s largely

Recommendations
SIGTARP thereflore recommends that:

Treasury shoukd require CAP participants to (i) establish an internal control to
manitor their actuat use of TARP funds, (i5) provide periodic teporting on their
actual use of TARP funds, and (i) cectify to OFS-Compliance, under the pen-
alty of criminal sunction, that the report is accurate; the same criteria of internal
controls and regular certified reports should be applied to all conditions imposed

on CAP participants.
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* Treasury should require CAP participants to acknowledge explicitly the jurdsdic-

tion and authority of SIGTARP and other oversight bodies, as appropriate, to

oversee conditions ined in the

Operation of the Public-Private Investment Program

As discussed more Fully in Section 2, PPIP is a program in which Government
funds will be invested side-by-side with private investors to purchase fegacy assets,
including the "toxic” mortgages and legacy MBS widely believed to be one of the
raot causes of the current financial crisis, As announced, PPIP consists of separate

subprograms.

* Under the Legacy Loans Program, newly formed PPIFs will bid on pools of lega-
cy mortgages and other assets held on participating banks' balance sheets. The
private equity in the PPIFs will be matched, dollar-for-dollar with TARP funds,
and the PPIF will be able to obtain fnancing guaranteed by the Federal Deposit

Insurance Corporation (“FDIC") up te a 6-to-1 debt-to-equity ratio. The pools
of legacy loans will he assembled with the approval of FDIC, and the auction

process will be managed by FDIC. By way of example, a group of pre-qualified
private investors invests $30 million in a PPIF, which is then matched by $50
miflion in TARP funds. The PPIF obtains financing yuarunteed by FINC of up
to $600 million (a 6-to-} ratio of the total $100 million of equity) and uses the
combined $700 million to purchase a pool of legacy mortgages. Any profits on
these transactions are shared equally between the private investors and TARP;
the private investors” total potential loss, however, is limited to their investment,
$50 million, whereas Government interests could lose up to the remaining $630
million.

Under the Legacy Securities Program, Treasury, through an application process,

-

will pre-qualify fund managers to manage PPIFs. The fund managers will raise
private capital for equity participation in the PPIF that will be matched, again,
doltar-for-doliar, with TARP funds. The PPIF will then be able to obiain addition-

al financing in TARP funds, deg

of the amount of total equity. The fund manager, who earns a fee both from

upon the ¢i of up 10 100%

Treasuty and from the private investors, will then use the money to purchase

legacy MBS, For example, a fund manager selected by Treasury raises $300 mil-
lion from private investors as equity in the PPIF. That $300 million is matched by
$500 million in TARP funds, making the total equity in the PPIF $1 billion. The
PPIF can then obtain up to an additional $1 billion loan {100% of the equity)

in TARP funds and use the whole $2 billion to purchase MBS, In this example,
profits again are shared 50%/50% between the private equity investor and TARP.
Lasses are also suffered equally, but only up to the private investors” equity. I the
PPIF failed completely, TARP would thus sutfer 75% of the loss.
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* Finally, as a further extension of PPIP, TALF will be expanded to permit leading

hased on the posting of legacy MBS as collateral.

Areas of Vulnerability within PPIP
Many aspects of PPIP cauld make it inherently vulnerable to fraud, waste, and
abuse. Fiest, PPIP deals with assets that have recently been illiquid, making valu-

ation difficult, therefore raising the danger that the Government will overpay for

the assets. Second, many of the participants in these markets, such as hedge funds,
are substantiafly unregulated and the internal oversight and compliance capability
let, the interrelationships between the market

at those institutions vary widel

participants can be extremely complex and difficult to anticipate: the same entity

assets for jts own benefit and manage portlofios of toxic

might buy and sell to
assets for others, all while holding or managing equity or debt securities of the

s in the same toxic assets.

o

banks and other institutions that have Yarge pos
Finally, the sheer size of the program — up to a trillion dollars for the PPIFs and up
to another trillion dollars for the expansion of TALF -~
heing provided to the private equity participants so beneficial, that the taxpayer risk
is many times that of the private partics, thereby potentially skewing the economic

so large and the leverage

incentives

After receiving initial bricfings from Treusary on PPIP and discussing the issue
with law enforcement partners, SEGTARP has identified three of the most signili-
cant areas of potential vulnerability to fraud and abuse applicable across the pro-
gram. Because SIGTARP has not been provided with many of the specific details of
the mechanies of the various programs, SIGTARP's observations and recommenda-

tions are necessarily at a high level.

Conflicts of Interest

The first area of vulnerability is that the private parties managing the PPIFs might
have a powerful incuntive 1o nwke investment decisions that benefit themselves at
the expense of the taxpayer. By their nature and design, including the availubility of
significant leverage, the PPIF fransactions in these frozen markets will have a signifi-

mt impact on how any particular asset is priced in the market. As a result, the in-

@

crease in the price of such an asset will greatly benefit anyone who owns or manages

the same asset, including the PPIF manager who is making the imvestment decisions.
As an extremely simplified example from the Legacy Securities Program, as-

sume that the fund manager of the PPIF owns | million bonds of MBS X in its
own account. MBS X is currently valued on the fund manager's books at 20% of
its original value, or $20 per bond, for a total of $20 millien. The fund manager
does an estimate and believes that, in a fully functioning market, MBS X is actually
worth 30% of face value, or $30 per hond. In the absence of a conflict of interest,
the fund manager, using PPIF tfunds, might be willing to pay up to $30 per bond

147,
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in the market. However, the fund manager realizes that it can muke more money
for itself if it drives the price even higher. It thus uses the funds it contrals in the
PPIF to buy | million MRS X bonds from someone else at $40 per hond, or $40
million. This transaction has the potential, in the current illiquid market, of setting
the market price for that MBS X at $40, even though that price is far above what
the MRS is actually worth. As a result, the fund manager could sell the MBS on its
own books and recognize « profit of $20 million. Over time, however, the prica of
MBS X declines to its actual value, $30 per bond, and results in a $10 million loss
to the PPIF funct. This loss has no negative impact to the fund manager, however,
because it did not have any of its own money invested in the fund. Indeed, the
fund manager has made money on the PPIE, because it has received fees from
both Treasury and the private investors based only on the total size of the PPIF. In
other words, the conflict resalts in an enormous profit for the fund manager at the
expense of the taxpayer.

The same incentives to overpay could exist in the Legacy Loans Program and
in numerous other factual circumstances, The incentives exist, for example, even
if the fund manager does not own MBS X but is merely managing other funds
that hold MBS X, as the manager earns fees based on the value of that fund, a

ificant! 1( ly) as it can

vatue that would, in this example, be
increase the value of that fund based on valuing, or “marking” the MBS X at the

it

indlated “murket” price that it set. The conflict can even exist if the manager holds
or manages equity tied to the value of the banks from which the MBS are being
purchased; here, using PPIF funds to overpay for bank assets may increase the
bank’s stock price, thus giving a greater profit to the fund manager.

Collusion

A closely related vulnerability iy that PPIF might be persuaded, through
kickbacks, quid pro quo transactions, or other coflusive arrangements, to manage
the PPICs not for the benefit of the PPIF (and taxpayers), but rather for the bencfit
of themselves and their collusive partners. Tn bath the Legacy Loans Program and

the Legacy Securities Program, the significant Government-financed leverage pres-
ents a great incentive for collusion between the buyer and seller of the asset, or the
buyer and other buyers, whereby, ence again, the taxpayer takes a significant loss
while others profit.

This time, consider an example from the Legacy Loans Program. Imagine
that a bank owns a pool of mortgage Joans that both it and the private cquity firn
investing in a PPIF values at $600 million. The private equity firm invests $60
miltion into the PPIF, which is matched by $60 million of TARP funds, and which
is leveraged by a Toan of $720 million guaranteed by FDIC (the 6-to-1 debi-to-
equity ratio}. The PPIF private equity Brm surreptitiously agrees with the bank to
overpay for the pool of loans and causes the PPIT to hid $840 million at auction
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for that pool. After the auction. the bank secretly pays the PPIF private equity
frm a kickback of $120 willion, or half the difference hetween the auction price
(3840 million) and the true value ($600 million). Although the PPTF will eventually
perform poorly as a result of the overpayment, the private equity firm's foss is rela-
tively small, Even if the PPIF was completely wiped out, the most the PPIF private
equity firme could fose is $60 million, which would still give it a guaranteed profit
of at least $60 million as a result of the kickback, u 100% return. Meanwhile, the
bank would have gained an illegal benefit of $120 million, alf at the expense of the
taxpayer and EDIC. Of course, in practice, the collusive scheme would be far more
coraplex and would likely invalve a series of affiliates and offsetting transactions,
but the principle would be the same.

The same collusion could oceur in the Legacy Securities Program between

buyer and sellec. Similarly, collusion could occur among other buyers. For example,
using the example described above involving MBS X, the fund manager could
convinee another PPIF fund manager to overpay for MBS X, yielding the same
profits for the fund manager as it he himself directed the overpayment. In return,
the original fund manager could overpay for a different MBS that is on the other
PPIF fund manager’s books. As a result, both fund managers could potentially reap
significant illegal {and difficult to detect) profits, all at the expense of the taxpayer.

Money Laundering
National and international criminal organizations — from organiced crime, to nar-
cotics traffickers, to large-scale fraud operations — are continually looking for op-
portunities to make their illicit proceeds appear to be legitimate, thereby “launder-
ing” those praceeds, 1t is estimated that the amount of fimds laundered each year
is in the hundreds of bitlions of dolfars worldwide. Money-laundering organizations
are highly sophisticated, utilizing the full arsenal of corporate, wust, and offshore
financial structures, and vast sums of illicit proceeds can and do make it into the
U8, fmancial system euch year

Because of the significant leveraging available and the inherent imprismatur of
legitimacy associated with PPIP and TALF, these programs present an ideal oppor-
tumity to money-laundering organizations. f a criminal organization can success-
fully invest S10 million of illicit proceeds into a PPIF. not only does the organiza-
tien enjuy the possibility of profiting through the Governmunt-backed Jeverage, but
any eventual distributions from the PPIF are successfully laundered because they
appear ta be PPIF investment gains rather than drug, prostitution, o illegal gam-
bling proceeds, It would of course be unacceptable if TARP funds, FRBNY loans,
or EDIC guarant
erime groups. This vulnerability is particularly problematic in light of the vontem-

o8 were used to leverage the profits of drug eartels or organized

plation of the nse of SPVs —- legal entities created for the purpose of holding PPIF
assets — which can be, depending upon how they are designed, difficult to look

139
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hehind to discern the true participants. Although the term sheets for PPIP place
requirements on the individual PPIF managers to conduct some screening of the

individual investo

, it is not clear what ability Treasury wil] have to “look through

to each of the individual investors to identify them and assure their fegitimacy, or
have access to the individual investors’ books and records.

Recommendations
To address these vulnerabilities, SIGTARP makes the following recommendations
with respect to the design and implementation of PPIP.

o Freasury should impose strict conflict-of-interest rules upon PPIF managers

across all programs that specifically address whether and to what extent the

managers can (i} invest PPIF funds in legacy assets that they hold or manage on
behalf of themselves or their clients or (i) conduct PPIF transactions with enti-
SIGTARP

recognizes that there is « trade-off between hiring managers with significant

ties in which they bave invested on behalf of themselves or other:

experience in the marketplace (who have the expertise to make them effective
asset managers but who have complex conflict-of-interest issues as a result) and
hiring managers who are not in the market at all (who have less expertise but
also no contlicts); however, Treasury should at least consider whether its fund
manager requirements address the setious contlict issues. It may very well be

that some of the conflicts cannot be mitigated under the current structure of

the programs unless the fund managers have no interests (and have ne clients
ets that the PPIF;

This may, in turn, significantly fimit what entities should be making PPIF invest-

who have interests} in the kin

s are purch,

ment decisions.

Treasury should mandate transparency with respect to the participation and
management of PPIFs. This should include disclosure of the benebicial owners

tions undertaken

of all of the private equity stakes in the PPIFs and of all transa
in them. In addition to the reporting requirements contained in the PPIP term
sheets, Treasury should obtain and publicly disclose certified reports from all
PPH¥s across all programs that include all transactions and the current valuation

of all assets. This transparency is necessary in light of the taxpavers’ reasonable
expectation of knowing how their money is being used, as a way to track and/or
deter the types of conflicts of interest and collusion abuses previously described,
andl as a way to deter criminal organizations from trying to use PPIP to laun-
der illicit proceeds. To the cxtent that PPIF managers are permitted to hold or

engage in transactions in the same securitics that they ure buying and selling

in the PPIFs, Treasury should require PP1F managers to report to Treasury on

any and all holdings and transactions in the same types of legacy assets on their

v i

own behalf or on behalf of their clients. Such a disclosure would help identify
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conflicts of interest. Moreover, in addition to the requirement that SIGTARP
to all of the PPIF's books and records, as set forth in the term

will have acce:
sheets, Treasury should impose a requirement that PPIF managers retain all
books and records pertaining in any way to the PPIF (including all e-mails, in-
stant messages, and all other documents), and permit SIGTARP and other over-
sight entities aceess to the fund manager's books and records and employees,
upon request. [n this mannes, Treasury, SIGTARP, and other oversight bodies
might be able to detect and address the potential conflicts and any indication of
coflusion.

casury should also require access to the private investors’ boaks and
records, at feast to the extent that they relate 1o the PPIE investment,
Treasary should require PPIF managers to provide PPIF equity stakehold-

ers (including TARP) “most-favored nations clauses,” requiring that the fund
managers treat the PPIFs (and the taxpayers backing the PPIFs} on at least as
favorable terms as given to all other parties with whom they deal. In that same
vein, PPIF managers should be required to acknowledge that they owe the PPIF
investors ~ both the private investors and TARP — a fiduciary duty with respect
to the management of the PPIFs. Treasury should also require that each PPIF
fund manager have a robust ethics policy in place and a compliance apparatus
to ensure adherence to such code.

In order to prevent money laundering and the participation of actors prone to
abusing the system, Treasury should require that ali PPEF fund managers have
stringent investor-screening procedures, including comprehensive "Know Your
Customer ™ requirements at least as rigorous as that of a commercial bank or

& should be required

retail 1 operation. Additionally, fund

provide Treasury with the identities of ol of the beneficial owners of the private
interests in the fund so that Treasury can do appropriate diligence to ensure that

investors in the funds are legitimate.

151
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Interactions between PPIP and TALF

In announcing the details of PPIP, Treasury has indicated that PPIFs under the
Legacy Securities Program could, in turn, use the Jeveraged PPIF funds {two-thirds
of whieh will likely be taxpayer money) to purchase legacy MBS through TALF,
greatly increasing taxpayer exposure to Josses with no corresponding increase of
potential profits. By way of example, a PPIF manager could raise $500 million of
private equity, which would be matched with $500 million of TARP funds, and a
loan of an additional $500 million from TARP funds (according to the term sheet,

investments will be made

through TALF rather than 100% otherwise). The PPIF eould then take the total
$1.5 billion, bring it to the TALF window, and effectively use that money as the

foans will only be given up to 50% of the total equit

“huircut” amount in a TALF financing to purchase legacy BMBS. Assuming that
the haircut will be 20% (larger than any existing haircut), the PPIF will be able to
receive a non-recourse loan from FRBNY for an additional $6 billion, enabling the
PPIF to purchase $7.5 billion in legacy RMBS. The private investors would thus
ewjoy 50% of the profits from this enhanced buying power, but only be exposed to
less than 7% of the total Josses if the fund were wiped out.

Aside from potential unfairness to the taxpayer, this leverage upon leverage on
Tegacy RMBS raises other significant issues, First, it only magnifies the dangerous
incentives discussed ubove {the conflicts of interest and collusion issues), because
the fund manager now has up 1o five times the buying power than it would if it
participated in the Legacy Securities PPIF alone. Moreover, it severely undermines
the validity of the methadology that the Federal Reserve has used fo build the
The Federal Reserve has told SIGTARP that

it has determined its haircut percentage based at least in part on the fact that the

haireut percentages in TALE thus fa

haircut represents 2 TALF horrower's “skin in the game” ~- someone’s own capital

at risk ~ that incentivizes appropriate due diligence on the borrower's part. I lever-
aged PPIFs are permitted to participate in TALF, that effectively lowers the private
equity’s skin i the game by at least the amount of money barrowed from TARP,
materially diminishing the incentive to do due diligence, Put in simpler terms, an
investor who is funding 100% of the haircut amount with his own money {as is
typical in TALF) can logically be expected to be far more careful than one only put-

ting up 33% (as would occur under this examplel.

Recommendations
Accordingly, SIGTARP recommends that:

+ Treasury should not allow Legacy Securities PPIFs to invest in TALF, unless
significant mitigating measures are included to address these dangers. These
might include prohibiting the use of TARP leverage if the PPIF invests through
TALI, or proportionately increasing haircuts for PPIUs that do so.
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Failure to adopt this recommendation may welt protect the Federal Reserve’s
own balance sheet, but it would do so at the expense of putting at risk Treasury
assets, hardly a victory from the taxpayers’ perspective. SIGTARP thus further

recommends:

Al TALF modeling and decisions, whether on haircuts or any other credit or
fraud loss mechanisms, should account for patential losses to Government i

interests broadly, including TARP funds, and not just potential losses to the

Federal Reserve.

Treasury officials, in discussing these ree Jations with SIGTARP, recog-

nize the increased associated with this area of the program but suggested that
He

extent possible.
SIGTARP will continue to monitor the development of the PPIP requirements |

tlity would be needed to consider alternate ways of mitigating the risks to the

and procedures and will make future recommendations concerning standards and
mechanisms that will belp protect against fraud, waste, and uhuse in the program,

as appropriate.

Design of the Mortgage Modification Program
Shortly after the February announcement of the Administration's intent to launch a
mortgage modification plan, SIGTARF provided a series of high-level recommenda-

tions to address potential fraud in the program, first by providiag OFS officials an
outline of potential {raud issues and then in a series of discussions with OFS and
other Treasury officials,

SIGTARP's recommendations were made in the context of the Special
Inspector General's prior experience as the founder of the Mortgage Fraud Group
in the United States Attorney's Office for the Southern District of New York and
after consultation with and advice from mortgage fraud experts at the Federal
Bureau of Investigation. The recommendations address some of the patterns of the
is, including

rampant mortgage fraud that contributed to the current financial cri
cortuption of many of the potential gatekeepers who were supposed to limit such
fraud: attorneys, appraisers. notaries, mortgage brokers, title insurance agents,

and insiders at banks and mortgage originators. Recognizing that many of the
SIGTARP's recommendations
teflected an attempt to shicld the program from such schemes before they could be

most prevalent frauds had common characteristic

adapted to the mortgage modification plan.
In general, mortgage fraud schemes are viewed by luw enforcement in two

categories: (1) fraud for home, where a homeowner lies in order to get a mort-

and {if} traud for profic,

gage for which he or she would othenwise not quali

which involes rings of individuals whose goal is to defraud bapks and individual
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homeowners for the purpese of profit. Recognizing that the greatest economic
damage is done by those who commit martgage fraud for profit, SIGTARP's recom-
mendations primarily address this type of fraud.

In this section, SIGTARP's modification re ati followed

by Treasury's response, are each discussed in detail.

Verification of Resid R jati
One of the most common characteristics of fraud-for-profit schemes is that the

individual holding the mortgage, often a “steaw purchaser,” does not actually Iive in

the home forwhich he or she is obtaining a aage. Recognizing this indicator,
SIGTARP strongly recommended that Treasury include provisions 10 ensure that

the individual applying for the mortgage modification actually lives in the home,
including (i) a signed certification from the applicant, and (i} third-party verifica-
tion thut the hame is the applicant’s primary residence. Indeed, to guard against

servicer failings (such as not doing the verification but then claiming that it had) or

complicity (such as purposefully misrepresenting the residence of the applicant in
furtherance of a fraud-for-profit scheme), SIGTARP recommended that Treasury
require submission of third-party verification to Treasury or its agent prior to its
funding a modification.

Status of Recommendation

1 d this r fation. 1t has taken some

Treasury has partiaily i
important steps, including requiring a signed certification from the applicant that

he or she tives in the home and reguiring the servicer to acquire from the appli-
cant some proof of residence. Treasury has not required, howeves, that the servicer
obtain third-party verilication of the applicant’s residence before submitting and
implementing the mortgage modification. This is critical, as most frand-for-profit

schemes have ready acce

to forged documents (e.g., false utility bills, pay stubs,

bank account statements). As a result, the current system will not capture a fraud

scheme that involves doctored documents or one involving the complicity ot the
negligence of the servicer, because the servicer is not required to submit proof of
its verification o residence before receiving Government funding, Accordingly,

SIGTARP continues to recommend that:

Before funding a mortgage modification, Treasury should require the servicer to
submit third-party verified evidence that the applicant is residing in the subject

property.

Treasury, in discussions with SIGTARP ahout this recommendation, indi-
cated that servicers will be able to obtain (i) the horrowers’ tax retum information

from the IRS and (il) credit reports, I Treasury requires servicers to provide such
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third-party verified information regarding residence to Treasury or its apent be-
fore funding 2 modification, it would represent o significant improvement in the

program.

Closing Procedures Recommendation

Many Ffraud-for-profit schemes involved fraudulent closings, at which signatures
were forged or where the homeowners and/or purchasers signed documents they
did not understand and thus could be charged exorbitant fees without their knowl-
edge. ¢
gage closing procedure with measures that increase deterrence and which greatly

s a result, several states have tightened the requirements of the typicat mort~

asstst aw enforcement in ity investigation of mortgage [raud-for-profit schemes.
Adopting some of the characteristics of these reforms, SIGTARP recommended

that a closingfike y fure be conducted that would include:

 closing warning sheet that would warn the applicant of the consequences of
fraud

the notarized signature and thumbprint of each participant

.

.

mandatory collection, copying, and retention of copies of identification docu-
ments of all participants in the transaction
verbal and written warnings regarding hidden fees and payments so that appli-

cants are made fully aware of?

* the benefits to which they are entitled undler the program (to prevent a cor-
rupt servicer from collecting payments from the Government and not passing
the full amount of the subsidies to the homeownars)

-

the fact that no fee shoukd be charged for the modification

Status of Recommendation
Treasury has decided against using a closing procedure, stating that mortgage modi-

fications typically take place over the telephone and through the mail. Treasury has,
however, attempted to address several of the concerns raised in this recommendation
by: (1) including a frand warning sheet with every morigage modification solicitation
that includes SIGTARP's hotline to report fraud; and (i) beginning outreach efforts,
along with other agencies, to warn homeowners that they should not pay fees as part
of the program, as discussed more fully in the following paragraphs. SIGTARP re-
mains concerned that Treasury has not taken sufficient action related tw its previous
recommendation. Accordingly, SIGTABP continues to recommend that:

*  Additional anti-fraud protections should be adopted to verify the identity of the
participants in the transaction and to address the potential for servicers o steal
from individuals by receiving Government subsidies without applying them for
the benefit of the homeowner.

155
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Treasury officials, in discussing this recommendation with SIGTARP, noted
that the
compliance and anti-fraud efforts For the loan modifi

- have a financial agent agreement with Freddie Vac to provide a range of

tion program and are con-

sulting with an anti-fraud expert. They also indicated that these efforts would align
with many of the issues and recommendations identified by SIGTARP pertaining to
Joan modifications and will include provisions thet address potentially corrupt loan

servicers.

b,

1 Verification R
One of the most common features of traditional mortgage fraud is that applicants
falsely inHate their income and support those fies with fraudulent documentation

and employment verification, In the mortgage modification program, due to the

increased subsidy for homeowners whose income is Jower, there exists an incentive

for applicants to understate their income i ionally. To address this potential
fraud, SIGTARP recommended that Treasury require servicers to: (i) compare the
income reported on their initial mortgage application with the income reported on
the madification application, and, if they differ significantly, require an explanation
and verifiable documentation of the change in income; and (i) require third-party

vesification of employment.

Status of Recommendation

“Treasury his not adopted this recommendation, but has taken some steps to verify
income, including requiring the homeowner to sign a waiver so that the servicer
can obtain tax return information for the applicant and requiring the applicant

is helptul, SIGTARP
helieves that further action is still needed as it does not appear that Treasury is re-
quiring the servicer actually to obtain and verify the income tax information before

to provide documentation to verify income. Although this

approving the modification. Tax retarn information, for example, even if obtained,
may be of limjted value given the time Jag between the last income tax return and
the date of the application. Further, as noted eadlier in the discussion, relying on
documentation provided by the horrower is unreliable given the prevalence and
ease with which false pay stubs, W-2s, and 10995 can be generated. Accordingly,

SIGTARP continues to recommend that:

* “Treasury reguire that verifiable, third-party information be obtained to confirm

an applicant’s income before any modification payments are made.

Timing of Incentive Payments Recommendation
Generally speaking, one of the fraud dangers to the mortgage modilication program
is the activity of “modification mills,” corrupt servicers that will churn out unveri-

fied or unlikely-to-perform mertgage moditications in arder to collect the $1,000
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vp-front incentive payment. Because the servicer is not currently required to pro-
vide verified information prior to commencing a modification {and receiving the

$ 1,000 up-front payment), there i
maodifications t
that they know will never be successful. Indeed, it is unfortunately foreseeable

¢ a fraud incentive for servicers to push through

modifications

do not necessarily meet the criteria and/or ma

that a servicer could take a mortgage that is in default. submit fraudulent paper-
work, and collect the $1,000 fee, without any intent on the part of the homeowner
to make any further payments on the mortgage modification, SIGTARP thus
recommended that Treasury delay the up-front payment by 90 days to ensure that
the homeowner has made several payments as part of the morigage modification

r the $1,000 incentive payment.

program before awarding the servi

Status of Recommendation
Treasury has tmplemented a procedhire under which it will not pay the $1,000
incentive payment until after the homeowner has made three payments to the

servicer, however, these payments accur prior to the Government’s moditication

of the mortgage and require no independent verification. Although Treasury
insistence of a servicer-run trial period is certainly an improvement over a system
arily protect Treasury from

of immediate incentive payments, it does not nece:

a corrupt servicer who could fraudulently claim that an applicant has success-

fully completed a trial period even if not true. Accordingly, to protect against such

fraud, SIGTARP continues 16 recommend that:

* Treasury should defer payment of the $1,000 incentive to the servicer untif af-

ter the homeowner hos verifiably made o minimum number of payments under

the mortgage modification program.

Treasury officials, in discussing this recommendation with SIGTARP, have

indicated that they will work with their agents “to verify that the borrower makes
g

the required number of pavments under the trial modification.

Education and Outreach Recommendation
One of the most insidious forms of mortgage fraud are “foreclosure rescue scams

in which fraudsters trick struggling homcowners into paying up-front fecs by

promising them assistance in navigating the foreclosure process. Sadly, most of
the companies promising these services do nothing for the homeowner other than
give them false hope while taking an exorbitant fee. SIGTARP thercfore recom-
mended that Treasury proactively educate homeowners about the pature of the
program, warn them about these predators. and publicize that no fee is necessary

to participate in the program,

152



75

n SPECIAL INSPECTOR GENERAL | TROUBLED ASSET RELIEF PROGRAM

Status of Recommendation
Trea
king Home Affordable website prominently features fraud warnings, and, in an
April 6, 2009, press conference, the Treasury Secretary, along with the Attorney
General, the Secretary of the Department of Housing and Urban Development, the
head of the Federal Trade Commission, and the Attorney General for the State of

sury is doing an excellent job in impl ing this recc fation. The

{llinois, announced a coordinated and detailed outreach effort to educate
homeowners about the dangers of such fraud, as well as efforts to detect and

prosecute such scams. SIGTARP'S Investigations Division will continue to work

with its partners to bring the perpetrators of such fraud 1o justice.

Mandated Data Collection R s
Mortgage fraud is often perpetrated by repeat offenders, and one of law enforce-

ment's most powerful tools to detect this abuse is the capability to mine data to
identity those individuals and entities (such as appraisers, mortgage brokers, straw
purchasers, or attorneys) who repeatedly appear in connection with suspicious
foreclosures. SIGTARP recommended that Treasury require its agents to keep track
of the names and identitying information for each participant in each mortgage
ation transaction and to maintain a database of sueh information, Not only

modi
would such a dutabase assist law enforcement in the detection and apprehension

of fraudsters, but it could also assist in fraud prevention. For example, a centralized

database could identify if a potential homeowner applicant had already applied for
or tecetved a mortgage modification on a different property, a strong indicator of
fraud (beenuse an applicant can only five in onc home, an application for an ad-
ditional modification would strongly suggest that the homeowner had ted about his

ar her primary residence).

Status of Recommendation
T

the importance of data mining to fraud prevention efforts and stated that they are
working with Freddie Mac, their compliance agent. to determine the feasibitity of

casury officials, in discussing this recommendation with SIGTART, recognized

this recommendation,

Auto Supplier Support Program

SIGTARP was briefed on the Awto Supplier Support Program shortly before it was
announced. At the time of the brieling, SIGTARP raised concerns regarding two
potential fraud vulnerabilities. First, SIGTARP inquired as 1o what protections
would be in place to prevent “phantom receivables” — auto parts that are subject
to TARP funding but never make it to the automobile manufacturers. Second.
SIGTARP warned of the dangers of commercial bribery, a vulnerability borne from

the structure of the program, which empowered the automebile manufacturers
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with unfettered discretion to choose which suppliers and at what amounts the sup-
pliers can participate in the program —— effectively picking winners and losers with
no clear restrictions,

In discussions concerning this recomiendation, Treasury has indicated that
certain financial aspects of the program would act as a disincentive to these vulner-

abilities. SIGTARP awaits further briefing on the program.

159
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HEWS RELEASE http/Ainance.senate.gov

Hearing Statement of Senator Max Baucus {D-Mont.)
Regarding TARP Oversight -- A Six Month Update

in a 1989 interview, our former Colleague, Congressman Jim Leach, said: “The banks use
rather surreal accounting practices.”

Since then, the world of banking and financial oversight has become, if anything, yet more
surreal.

One of our witnesses today, the Special Inspector General for the Troubled Assets Relief
Program, has calculated that, in the TARP and associated programs, taxpayers are potentially at
risk for about $2.9 trillion.

$2.9 trillion is just short of what the entire Federal Government spent in fiscal year 2008, It's
like having a second United States Government budget, dedicated solely to saving the financial
system. And that is truly surreal.

The chart behind me outlines what makes up the $2.9 trillion.

And that $2.9 trillion does not include the $400 billion that the Treasury Department has
pledged in support of Fannie Mae and Freddie Mac. That $2.9 trillion does not include the
resources that the Federal Reserve is dedicating to shoring up the financial system, which
amount to about $3 trillion. And that $2.9 trillion does not include the second TARP request for
$750 billion in the President’s budget.

This is a huge, unprecedented financial commitment. it strains the comprehension of taxpayers
and policy-makers alike.

It has been nearly six months since Congress created the TARP program. Almost all of its $700
billion have been committed. So it’s time for the Finance Committee to survey the many
oversight issues related to this new Treasury Department program.
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| worked hard to create the office of the Special inspector General for the TARP. And so lam
very pleased to welcome Mr. Barofsky to the Committee today. So far, the Special 1.G. has
done a good job.

The latest controversy involving the TARP program centers on the A.l.G. bonuses paid from
taxpayer money. Senator Grassley and | introduced legisiation to reclaim those bonuses for the
taxpayers. And we are looking forward to bringing that legislation to the Senate floor, {am
pleased that the Special 1.G. is conducting his own full investigation of how those bonuses got
out the door.

But the A.L.G. fiasco is just the tip of the iceberg. There are many, many tough oversight issues
connected with this new program.

Today, we will look at 12 major areas of TARP involvement. | hope to get an update on each
area from our oversight teams.

The 12 areas are: the capital investment program for farge banks, the capital investment
program for small banks, Citigroup, Bank of America, A.l.G., the Term Asset-Backed Securities
Loan Facility, or TALF, G.M., G.M.A.C,, Chrysler, the mortgage relief program, the small business
program, and the “bad assets” program announced last week.

I hope that at least one of our witnesses can comment on each of these 12 program areas
today.

We will also survey some other key issues on which our oversight experts have been focusing,
during the past six months.

For one, | am pleased that improving transparency has been a priority for the Special I.G.

Mr. Barofsky recommended that the TARP post ali TARP agreements — whether with recipients
or with its vendors — on the Treasury website. And the Treasury Department agreed.

The Special 1.G. also successfully pushed for oversight language in the Citigroup and Bank of
America agreements that requires those banks to account for, and report on, their use of TARP
funds.

And in late January, Mr. Barofsky sent each bank participating in the capital investment
program a letter asking how they have used TARP dollars.

This was a much-needed exercise. Americans want to know how their tax dollars are being
spent.
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1 understand that all of the 360 banks involved have responded. That's commendable. And |
look forward to hearing the Special 1.G.’s preliminary analysis of the banks’ reports.

1 am also pleased that the Special L.G. has made progress on civil and criminal law enforcement.
{ am heartened that he has reached out to the F.B.l. and U.S. Attorneys around the country to
coordinate fraud investigations related to TARP funds.

As Mr. Barofsky says, of the primary oversight bodies referenced in the TARP bill, the Special
1.G. stands as the sole TARP oversight body charged with criminal law enforcement authority.
The Special 1.G. is the “cop on the beat.”

Finally, the new program announced last week by the administration and Fed Chairman
Bernanke presents another huge challenge to our oversight teams.

The plan to purchase so-called “bad assets” will involve up to $100 billion of TARP funds., And it
will involve backing from the F.D.1.C. and the Federal Reserve. The total commitment for this
new program could reach $1 trillion.

The new program presents another very tough task for our three oversight teams. They will
have to oversee pricing the assets, what entities are managing the assets, and taxpayers’
exposure for each group of bad assets.

{ want to thank our witnesses and their teams for their hard work. This is an enormously
complicated new program. The money involved is mindboggling; indeed, it is surreal. | look
forward to our witnesses’ efforts to help explain their task in ways that will make it just a little
more real.
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Mr. Chairraan, Ranking Member Grassley, and Members of the Committee:

I ara pleased to be here today to discuss our work on the Troubled Asset
Relief Program (TARP), under which the Department of the Treasury
(Treasury) has the authority to purchase and insure up to $700 billion in
troubled assets held by financial institutions through its Office of Financial
Stability (OFS). As you know, Treasury was granted this authority in
response to the financial crisis that has threatened the stability of the U.S.
banking syster and the solvency of numerous financial institutions. The
Emergency Economic Stabilization Act (the act) that authorized TARP on
Qctober 3, 2008, requires GAO to report at least every 60 days on the
findings resulting from our oversight of the actions taken under the
program.! We are also responsible for auditing TARP’s annual firancial
statements and for producing special reports on any issues that emerge
from our oversight. To carry out these oversight responsibilities, we have
assembled interdisciplinary teams with a wide range of technical skills,
including financial market and public policy analysts, accountants,
lawyers, and economists who represent combined resources from across
GAQ. In addition, we are building on our in-house technical expertise with
targeted new hires and experts. The act also created additional oversight
entities—the Congressional Oversight Panel (COP) and the Special
Inspector General for TARP (SIGTARP)—that also have reporting
responsibilities. We are coordinating our work with COP and SIGTARP
and are meeting with officials from both entities to share information and
coordinate our oversight efforts. These meetings help to ensure that we
are collaborating as appropriate and not duplicating efforts.

My statement today is based primarily on our March 31, 2009 report that
we are issuing today—the third under the act’s mandate, which covers the
actions taken as part of TARP through March 27, 2009, and follows up on

‘Emergency Economic Stabilization Act of 2008, Pub. L. No. 110-3433, 122 Stat. 3765 (2008).
The act requires the U.S. Comptrolier 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 refated 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.

Page 1 GAO-09-539T
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the recommendations we made in our previous reports.’ The statement
also provides information on our ongoing review of the Auto Industry
Financing Program, which we plan to report on separately. Specifically,
like the March 2009 report, this statement focuses on (1) the nature and
purpose of the activities that had been initiated under TARP through
March 27, 2009, unless otherwise noted; (2) Treasury’s Office of Financial
Stability's (OFS) hiring efforts, use of contractors, and progress in
developing a system of internal control; and (3) indicators of TARP’s
performance.

To do this work, we reviewed documents related to TARP, including
contracts, agreements, guidance and rules. We also met with officials from
OFS, contractors, and federal agencies. We plan to continue to monitor the
issues highlighted in our prior reports, as well as future and ongoing
capital purchases, other more recent transactions undertaken as part of
TARP, and the status of other aspects of TARP. We conducted this
performance audit between February 2009 and March 2009 in accordance
with generally accepted government auditing standards. Those standards
require that we plan and perforra the audit to obtain sufficient, appropriate
evidence to provide a reasonable basis for our findings and conclusions
based on our audit objectives. We believe that the evidence obtained
provides a reasonable basis for our findings and conclusions based on our
audit objectives.

Summary

As of March 27, 2009, Treasury had disbursed $303.4 billion of the $700
billion in TARP funds. Most of the funds (about $199 billion) went to
purchase preferred shares of 532 financial institutions under the Capital
Purchase Program (CPP)—Treasury’s primary vehicle under TARP for
stabilizing financial markets. Treasury has continued to take significant
steps to address all of the recommendations from our December 2008 and
January 2009 reports. In particular, Treasury has recently expanded the
scope of the monthly CPP surveys of the largest institutions to include all
institutions participating in the prograr, which is intended to provide
Treasury with information necessary to begin to track the effectiveness of

*GAO, Troubled Asset Relief Program: March 2009 Status of Efforts to Address
Transparency and A ility Issues, GAO-09-504 (Washington, D.C.: Mar. 31, 2009),
Troubled Assel Relief Program: Status of Efforts to Address Transparency and
Accountability Issues, GAO-09-206 (Washington, D.C.: Jan. 30, 2009) and Troubled Asset
Relief Program: Additional Actions Needed to Better Ensure Integrity, Accountability,
and Transparency, GAQO-09-161 {Washington, D.C.: Dec. 2, 2008).

Page 2 GAD-09-539T
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the program. Treasury also continued to make progress in several other
areas, including requiring firms participating in certain new programs to
show how assistance will expand lending. These requirements will better
enable Treasury to determine what institutions plan to do with any capital
infusions and to track the resulting lending activity of participating
institutions on a regular basis. In addition, we specifically found that
though Treasury is now receiving dividends from the investments it has
made in CPP and certain other programs, it has not publicly reported these
receipts, which totaled almost $2.9 billion through March 20, 2009. We
recommended that Treasury could iniprove transparency pertaining to
TARP program activities by reporting publicly the monies, such as
dividends, paid to Treasury by TARP participants.

In February 2009, Treasury announced its broad strategy for using the
remaining TARP funds and provided the details for its major components
in the following weeks. Specifically, Treasury announced the Financial
Stability Plan, which outlined a comprehensive set of measures to help
address the financial crisis and restore confidence in our financial
markets, and a Homeowner Affordability and Stability Plan to mitigate
foreclosures and preserve homeownership. While articulating its plan was
an important first step, Treasury continues to struggle with developing an
effective overall communication strategy that is integrated into TARP
operations. Without such a strategy, Treasury may face challenges, should
it need additional funding for the program. Therefore, in our March 2009
report, we have recornmended that Treasury develop a communication
strategy that includes building an understanding of and support for the
various components of the program. Specific actions could include hiring
a communications officer, integrating communications into TARP
operations, scheduling regular and ongoing contact with congressional
committees and members, holding town hall meetings with the public
across the country, establishing a counsel of advisors, and leveraging
available technology.

Also, while Treasury has announced up to $70 billion dollars in assistance
to AIG—more assistance than has been announced for any other single
institution to date—it has yet to disperse the up to $30 billion of additional
assistance or finalize the agreement. Therefore, Treasury has an
opportunity to further improve the integrity and accountability associated
with this announced additional assistance. In our report, we recommended
that Treasury require that AIG seek to renegotiate existing contracts with
management, employees, and counterparties, among others, as
appropriate, as it finalizes its agreement for the up to $30 billion in
additional assistance announced on March 2, 2009.

Page 3 GAO-09-538T
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Treasury has also made progress in establishing OFS and continued to
take steps to address our previous recommendations related to OFS's
raanagement infrastructure, including hiring, contract oversight, and
internal control. First, it has continued to hire additional permanent staff
to address OFS’s long-term organizational needs. As of March 20, 2009,
OFS had 113 total staff, with the nurber of permanent staff increasing
substantially—from 38 to 77-—since our last report. Second, Treasury has
enhanced its capacity to manage vendors by using trained oversight
personnel and looking for opportunities to use fixed-price arrangements.
Further actions are needed to coraplete its review of existing vendor
conflicts of interest mitigation plans and to improve its documentation of
decisions related to potential conflicts. Consequently, we made two new
recommendations to Treasury—(1) complete its review, and, as necessary,
renegotiate, the four existing vendor conflict of interest mitigation plans to
enhance specificity and condformity with the new interim conflicts of
interest rule, and (2) issue guidance requiring that key communications
and decisions concerning potential or actual vendor-related conflicts of
interest be documented. Third, OFS continued to refine, develop and
docurment its internal control framework over financial reporting and
compliance, including its risk assessment activities, However, we found
that OFS documentation of certain internal control procedures and
guidance pertaining to determining warrant exercise prices had not been
updated to be consistent with actual practice. As such, we recommended
that Treasury update OFS documentation in these areas {o be consistent
with actual practices applied by OFS.

We continue to note the diffieulty of measuring the effect of TARP's
activities. Developments in the credit markets have generally been mixed
since our January 2009 report. Some indicators revealed that the cost of
credit has increased in interbank and corporate bond markets and
decreased in mortgage markets, while perceptions of risk (as measured by
premiums over Treasury securities) have declined in interbank and
mortgage markets and risen in corporate debt markets. In addition,
although Federal Reserve survey data suggest that lending standards
remuained tight, the largest CPP recipients extended almost $245 billion in
new loans to consumers and businesses in both December 2008 and
January 2009, according to the Treasury’s new loan survey, However,
attributing any of these changes directly to TARP continues to be
problematic because of the range of actions that have been and are being
taken to address the current crisis, While these indicators may be
suggestive of TARP’s ongoing impact, no single indicator or set of
indicators can provide a definitive determination of the program’s impact.

Page 4 GA0-09-539T
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Finally, I would like to express my thanks to Chairman Baucus and
Senator Grassley for introducing 5. 340, the Troubled Asset Relief Program
Enhancement Act of 2008, and Senator Snowe for co-sponsoring this bill.
It would enhance GAO’s ability to bring accountability and transparency to
the TARP prograr by providing us with direct access to the companies
that receive TARP funds. Another TARP access issue for GAO involves the
growing role of the Federal Reserve. On March 3, 2009, Treasury and the
Federal Reserve launched TALF—the Term Asset-Backed Securities Loan
Facility-—which is a lending program to increase the availability of credit
for consumers and businesses. More recently, the Federal Reserve and
Treasury announced plans to expand the role of TALF as part of a new
Public-Private Investment Program. Finally, Treasury and the Federal
Reserve have coordinated in the restructuring of federal assistance to AlG.
For all of these joint endeavors, GAO has authority to oversee the
activities of Treasury, but not the Federal Reserve, because the Banking
Agency Audit Act specifically precludes us from auditing the Federal
Reserve's monetary policy and discount window operations. We would
fully support legislation to provide GAQ with audit authority over those
activities, together with appropriate access, recognizing the sensitivity of
this area and the need for careful drafting.

Treasury’s Strategy
for Deploying TARP
Funds Continues to
Evolve, Though CPP
Remains Key Effort to
Stabilize Financial
Market

As of March 27, 2009, Treasury had disbursed $303.4 billion of the $700
billion in TARP funds (see table). Most of the funds (about $199 billion)
went to purchase preferred shares of 532 financial institutions under the
Capital Purchase Program (CPP)—Treasury’s primary vehicle under TARP
for stabilizing financial markets. Treasury has continued to improve the
integrity, accountability and transparency of TARP. For example, it
recently expanded monthly surveys of the largest institutions’ lending
activity to cover all CPP participants, as GAO recomumended. These
surveys should provide additional important information about how the
capital investments are impacting participants’ lending activities and
capital levels.

Page 5 GAO-09-539T
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Table 1: Status of TARP Funds as of March 27, 2008 {dollars In billions)

Maximum  Projected

Announced Program Use of
Program Funding Level” Funds Disbursed
Capital Purchase Program $250.0 $218.0 $198.8
Systemically Significant Failing B
institutions 70.0 70.0 40.0
Targeted Investment Program 40.0 40.0 40.0
Automotive Industry Financing
Program 249 249 245
Citigroup Asset Guarantee 5.0 5.0 0.0
Bank of America Asset Guarantee 75 75 0.0
Homeowner Affordability & Stability
Plan 50.0 50.0 0.0
Term Asset-Backed Securities
Loan Facility (TALF) 100.0 55.0 0.1
Unlocking Credit for Smatl
Business 15.0 15.0 6.0
Auto Supplier Support Program 5.0 5.0 0.0
Public Private invesiment Program 100.0 100.0 0.0
Capital Assistance Program TBD® TBD
Total $667.4 $590.4 $303.4

Bource. Treasiry O S, unauaued.

"Some of Treasury's announced transactions are not yet legal obligations and actual amounts will
depend an participation.

"Treasury has announced the Capital Assistance Program, but has not yet announced the funding
level for that program.

During this period, Treasury has also taken some steps to improve its
monitoring of compliance with the terms of its existing agreements, but
has yet to hire asset managers to manage its growing portfolio of assets.
Treasury officials told us that they still plan to hire asset managers, whose
primary role will be to provide market advice about the portfolio, but who
also will help monitor dividends and stock purchase limitations. They
noted that asset managers will have a limited role in the area of executive
compensation. In the interim, Treasury has developed a process to ensure
that institutions are complying with dividend, stock repurchase, and
executive compensation restrictions. Treasury relies on participants’
representations and warranties articulated in the agreements, and if
Treasury finds reason to believe that these representations cannot be
relied upon, it can pursue available remedies for any false representations.
At this point, Treasury has not taken steps to verify this information or

Page 6 GAO-09-538T
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require the institutions to provide any additional documentation. As
recommended in our December 2008 report, we continue to believe that
Treasury should develop a formal system to help ensure compliance with
the agreements and leverage the oversight activities of the bank regulators
by having them include compliance with the agreements as part of their
ongoing examinations. This type of compliance activity is generally
consistent with ensuring the safety and soundness of institutions; the
regulators previously told us they are taking steps to build such oversight
into their examination procedures. Without a consistent oversight
approach, Treasury runs the risk of getting inconsistent or incomplete
information from the regulators.

OFS had received approximately $2.9 billion in dividends through March
20, 2009, from its investments in CPP and certain other programs.
Approximately 20 percent of possible dividends during the period were
not declared and, therefore, not paid. This information about the returns
on Treasury's investments has not been shared with Congress and the
public. We recommended that, to improve transparency, Treasury should
report publicly the monies, such as dividends, paid to it by TARP
participants. By not sharing this inforration, Treasury is missing an
opportunity to provide information about the returns it is receiving on its
investments,

Treasury has also continued to take steps to articulate a more clearly
defined vision for TARP; and, in February 2009, it provided its strategy for
using its remaining funds. This strategy identified the existing problems
and how the various programs would attempt to address them.
Specifically, Treasury announced the Financial Stability Plan, which
outlines a set of measures to address the financial crisis and restore
confidence in the 11.S. financial and housing markets. The plan established
six components: Capital Assistance Program; Public-Private Investment
Fund; Consumer and Business Lending Initiative; Small Business and
Community Lending Initiative; the Affordable Housing Support and
Foreclosures Prevention Plan; and Transparency and Accountability
Agenda. While the initial plan provided a broad vision and strategy, in the
subsequent weeks, Treasury provided additional details for the various
components of the program. In particular, it has announced its plans to
participate in the purchase of troubled assets through public-private
partnerships and launched a homeownership protection program, both
activities consistent with the original plans for TARP. Given that only 60
days have passed since our last report, we acknowledge the significance of
these accomplishments. Yet, Treasury continues to get questions about
TARP and what OFS is doing, which raises questions about the

Page 7 GAO-08-539T
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effectiveness of its existing communication strategy. While Treaswury's
strategy has largely been one of posting information to its Web site, press
releases, speeches, testimonies, and ad hoc outreach to Congress, it
continues to face ongoing communication challenges. Given the
complexity of the issues involved and the heightened public scrutiny, an
effective communication strategy continues to be critical, but Treasury has
yet to develop a means of regularly and routinely communicating its
activities to relevant congressional committees, members, the public, and
other critical stakeholders. An effective communication strategy should,
among other things, build understanding and support for the program
through regular and routine outreach, including confidential member
briefings; integrate coramunications and operations by making
commurndication integral to the program; and increase the impact of
communication tools, such as electronic and print media and video. Given
that the President’s proposed budget contemplates additional funding, an
effective communication strategy is critical for ensuring the support
necessary to obtain the funding. Therefore we recommended in our March
2009 report that Treasury develop a communication strategy that includes
building understanding and support for the various corponents of the
program and suggested specific actions, such as hiring a communications
officer, integrating coramunications into TARP operations, and scheduling
regular and ongoing contact with congressional committees and members,
among other actions.

Treasury has taken appropriate actions to bolster the conditions or
requirements for assistance that is deemed exceptional, but certain
assistance may require that it go farther to help repair damage caused to
the program. Controversies about the actions of some TARP participants
continue to create issues for the program, in general, and AIG, in
particular. While Treasury has announced $70 billion dollars in assistance
to AIG—more assistance than has been provided to any other single
institution to date—it has yet to disperse the up to $30 billion of additional
assistance or finalize the terms under which the assistance will be
provided. Therefore, Treasury has the ability to further improve the
integrity and accountability associated with this additional assistance,
announced in March 2009. Based on our previous work on government
assistance to the private sector, as well as the Treasury Secretary's
position, as articulated in the Financial Stability Plan, that “government
support must come with strong conditions,” Treasury has an opportunity
to take additional steps to strengthen its agreement with AIG by requiring
AIG to seek concessions from management, employees, and
counterparties before the agreement is finalized. For example, Treasury
could require that AIG seek to renegotiate contracts with its employees, as
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appropriate, such as those related to the retention bonuses provided to
AlG Financial Products and existing counterparties that would face
substantial losses were AIG to have its credit downgraded or fail. While we
understand that Treasury is making an investment in AIG, Treasury’s
failure to act in this instance could cause additional harm to the program’s
reputation and impair its ability to seek additional funding for the program
if it were to need it in the future. We recoramended in our March 2009
report that Treasury require that AIG seek to renegotiate existing
contracts with management, employees, and counterparties, among
others, as appropriate, as it finalizes its agreement for the up to $30 billion
in additional assistance, announced on March 2, 2009,

Following the announcement of Treasury’s Homeownership Affordability
and Stability Plan, in March 2009, Treasury released information on its
Making Horme Affordable Program. One of its components—the Home
Affordable Modification Program (HAMP)—will use $50 billion in TARP
funds to modify mortgages. According to OFS officials, Fannie Mae and
Freddie Mac will provide an additional $25 billion for a total of $75 billion
to assist up to 4 million homeowners in order to avoid potential
foreclosure.” The Making Home Affordable program also includes a non-
TARP funded initiative to help up to 4 million to 5 million homeowners
refinance loans owned or guaranteed by Freddie Mac and Fannie Mae at
current market rates. According to Treasury, this initiative could help
homeowners save thousands of dollars in annual mortgage payments.
Treasury worked with other agencies to estimate the cost and number of
borrowers that would be eligible for loan modifications under HAMP and
to design program parameters. On March 19, 2009, in order to reach out to
borrowers, Treasury launched a Making Home Affordable Web site, which,
among other things, provides program, eligibility, and housing counselor
information. While the basic structure of HAMP has been announced, as of
March 23, 2009, Treasury had not specified several components of the
program, including a system of internal controls over TARP funds used to
make loan medifications. According to Treasury, it plans to put in place
such a system of internal control by the time the first payments are due to
servicers. In addition, as of March 20, 2009, Treasury had not provided
specific information on incentive payments, which servicers and mortgage

*According to Treasury officials, TARP funds will be used to modify mortgages that
financial institutions own and hold in their porifolios (whole loans} and private-label
securitized loans (loans not insured or guaranteed by Fannie Mae, Freddie Mac, HUD's
Federal Housing Administration, the Department of Veterans Affairs, and rural housing
loans).
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holders/investors would be eligible for under HAMP. We will continue to
monitor the design and implementation of this program, with a particular
focus on the empirical basis for HAMP and the structure and effectiveness
of its system of internal control.

Treasury also established the Auto Industry Financing Program (AIFP) in
December 2008 to prevent a disruption of the domestic automotive
industry that would pose systemic risk to the nation’s economy. Under this
program, Treasury has lent $13.4 billion to General Motors (GM) and $4
billion to Chrysler to allow the automakers to continue operating while
working out details of their plans to become solvent, such as achieving
concessions from stakeholders. The loans were designed to allow the
automakers to operate through the first quarter of 2009 with recognition
that, after that point, GM and Chrysler would need additional funds or
have to take other steps, such as an orderly bankruptcy.® As required by
the terms of their loan agreements, GM and Chrysler submitted
restructuring plans to Treasury in February that describe the actions the
auntomakers will take to become financially solvent. Because of the
continued sluggish economy and lower than expected revenues, GM and
Chrysler are requesting an additional $16.6 billion and $5 billion in federal
financial assistance, respectively. On March 30, Treasury announced that it
had determined the plans GM and Chrysler submitted were not viable and
would give GM 60 days and Chrysler 30 days to take additional steps to
restructure their companies. Treasury said that it would provide the
companies with interim financing during this period. As part of our
oversight responsibilities for TARP, we are monitoring Treasury’s
implementation of AIFP, including the development of the required
restructuring plans.

‘Under AIFP, Treasury also lent $884 million to GM to enable it to participate in GMAC's—a
financing company owned, in part, by GM——new rights offering related to its reorganization
as a bank holding company—and bought $5 billion in preferred stock investment, plus
warrants from GMAC. Treasury also agreed to lend $1.5 billion to a special purpose entity
created by Chrysler Financial Services Americas LLC {Chrysler Financial) to finance the
extension of new consumer automotive Joans, of which $1.1 billion been disbursed to
Chrysler Financial. Additionally, in March 2009, Treasury established the Auto Supplier
Support Program under TARP, which will provide up to 85 billion in financing to guarantee
the payraents owed to suppliers for the products they ship to automakers.
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Treasury Continues to
Make Progress in
Establishing OFS

Treasury has also made progress in establishing its management
infrastructure, which includes five of our nine recommendations from our
January 2009 report related to hiring, contracting, and establishing its
internal controls. However, in our March 2009 report, we made new
recommendations to improve coniract oversight and documentation of
certain internal controf procedures, as well as guidance pertaining to
determining warrant exercise prices.

In the hiring area, Treasury has continued to make progress in establishing
its management infrastructure, including hiring more staff. In accordance
with our prior recommendation that it expeditiously hire personnel in
OFS, Treasury continued to use direct-hire and various other
appointments to bring a number of career staff on board quickly. Since
our January 2009 report, Treasury increased the total number of OFS staff
overall and shifted from mostly detallees to more permanent staff,
indicating that the workforce has become more stable over time.,
Specifically, as of March 20, 2009, OFS has 113 total staff, with the number
of permanent staff increasing substantially——from 38 to 77—since our last
report and the number of detailees decreasing from 52 to 36. Of the
permanent staff currently working in OFS, 50 have come from other parts
of Treasury and the federal government and 27 from the private sector. In
addition, detailees from several Treasury and non-Treasury offices,
bureaus, and agencies currently support OFS. While Treasury expects that
permanent staff will be largely tasked with long-term responsibilities, as
the TARP strategy evolves, detailees will continue to play a critical role in
supporting the flexibility of OFS operations. In our last report, we
recognized that the changing nature of OFS had made it difficult for
officials to determine its long-term organizational needs, but that such
considerations continue to be vital for retaining institutional knowledge
within the organization as programs evolve. Treasury has taken further
steps to align OFS's human capital program with its current and emerging
mission and programmatic goals. For example, as outlined in its draft
workforce plan, Treasury has taken steps to identify the critical skills and
competencies needed to operate OFS and plans to develop strategies to
address gaps in these areas. These actions will be critical to OFS's ability
to monifor its progress in building and developing the OFS workforce.

Treasury has continued to build a network of contractors and financial
agents to support TARP administration and operations. Since our January
report, Treasury has awarded seven new contracts and two new financial
agency agreements as of March 13, 2009, bringing to 25 the total number of
TARP financial agency agreements, contracts, and blanket purchase
agreements. Four new contracts are for a variety of legal services; others
are for management consulting and document production and program
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support services; and the two new financial agency agreements are to
support the new home loan modification program. * At the same time,
Treasury has continued to build its capacity to manage these vendors by
putting into place the people and processes necessary to enhance its
oversight of contractor and financial agent performance. Given the still-
evolving nature of TARP requirements, we recognize that opportunities for
using fixed-price arrangements may be limited. Nonetheless, Treasury has
a process that should help it deterimine where those opportunities exist. In
developing this process, Treasury has addressed our prior
recommendation in this area and we will continue to monitor its continued
progress. In addition, Treasury could enhance its efforts to safeguard the
TARP program from conflicts-of -interest involving its contractors and
financial agents by completing its review of mitigation plans to enhance
specificity and conformity with the new conflicts-of-interest rule and by
requiring that decisions on potential conflicts be documented, which we
recommended in our March 2009 report.

OFS has begun to build a financial reporting structure, including
addressing the key accounting and financial reporting issues necessary to
enable it to prepare financial statements and receive an audit opinion on
those statements at this fiscal year end. Consistent with our previous
recommendations, OFS is continuing to develop a comprehensive system
of internal control and has established plans for finalizing formal policies
and procedures to govern TARP activities and assess its risks. In the
interim, OFS has developed and documented process flows and narratives
describing internal control procedures for TARP transactions. While OFS
applied adequate control procedures over selected CPP and SSFI
transactions we tested, it has not taken steps to provide consistency
between the documented control descriptions and the actual control
procedures that were applied to the transactions. Inconsistencies in the
application of a control procedure complicate review of the transactions
and increase the risk that the transactions are not recorded completely,
propetly, or consistently. Similarly, OFS needs to address inconsistencies
in guidance pertaining to determining warrant exercise prices.
Inconsistencies in guidance available to the public for these price
determinations may create confusion about the actual terms and
conditions executed by Treasury for its investments.

“Treasury also modified several other existing task orders to obligate more funds and
extend the performance periods.
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Indicators Suggest
Mixed Developments
in the Credit Markets,
but Isolating the
Impact of TARP
Continues to Present
Challenges

Finally, we again note that while isolating the effect of TARP’s activities
continues to be difficult, conditions appear to have generally improved in
various credit markets since the announcement of the first TARP program.
However, some indicators demonstrate that, since our January 2009
report, the cost of credit continues to increase in interbank and corporate
bond markets and decrease in mortgage markets, while perceptions of risk
(as measured by premiums over Treasury securities) have declined in
interbank and mortgage markets and risen in corporate debt markets. In
addition, although Federal Reserve survey data suggest that lending
standards remained tight, the largest CPP recipients extended over $240
billion in new loans to consumers and business in both December 2008
and January 2009, according to the Treasury's new loan survey. Attributing
any of these changes directly to TARP continues to be problematic
because of the range of actions that have been and are being taken to
address the current crisis. While these indicators may be suggestive of
TARP’s ongoing impact, no single indicator or set of indicators will
provide a definitive determination of the program’s impact.

Mr. Chairman, Ranking Member Grassley, and Members of the Committee,
{ appreciate the opportunity to discuss this critically important issue and
would be happy to answer any guestions you may have. Thank you.

GAO Contact

(250462)

For further information on this testimony, please contact Thomas J.
McCool at (202) 512-2642 or mecoolt@gao.gov.
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GAQ Response to Senate Finance Committee
TARP Oversight: A Six Month Update

March 31, 2009

Questions for Acting Comptroller General Dodaro

Questions from Senator Baucus

1. There seems to be some confusion about what happens to dividends paid by
banks back to TARP. Second, I would like to know what happens if banks
repay TARP funds. What is the status of those funds—can they be used again
for TAR, are they used to reduce the deficit, do they go into another separate
account?

GAO's response: Generally, dividends paid by banks back to TARP are deposited into
the general fund of the Treasury and are not available for future TARP-related
disbursements. However, dividends paid on the preferred shares received as
premiums through the Asset Guarantee Program (i.e., Citigroup) are to be deposited
into the Troubled Asset Insurance Financing Fund to be used to fulfill obligations
associated with the guarantees.

As of April 30, 2009, 11 CPP participants have repaid TARP funds to Treasury. These
payments are deposited in the general fund of the Treasury, which are used (in
theory) to repay the debt that was issued to fund Treasury’s original purchase. The
face value of the redeemed instruments is available to use up to the $700 billion limit
on Treasury’s purchase authority. Treasury then may issue new debt to purchase new
financial instruments if it so chooses.

2. President Obama has included in his budget $750 billion in additional funds
through TARP. Much of Congress’ determination on whether these funds
should be provided will depend on the progress of the existing programs
established within TARP. Do you believe Treasury has in place the proper
mechanism to track such progress? To the extent possible, can you please
provide what you believe to be a best measurement of progress or success
for each of the 12 programs?

GAQO's response: Treasury does not yet have in place a systematic method to track
the progress of all of its programs. It is looking to a broad set of measures to track
the progress of TARP in general; indicators such as interest rates and risk-related
spreads; but with a few exceptions it has not developed more specific indicators for
particular programs. If has begun to examine lending activity from CPP recipients
and will analyze call report data from the fourth quarter of 2008 and the first quarter
of 2009 to track any progress from this program. It is also developing indicators for
the Home Affordable Mortgage Program (HAMP) but this is still at an early stage.
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GAO has stated in each of its reports the difficulty in separating the effects of TARP
on the financial system from all of the other rescue efforts that are being undertaken.
Nevertheless, we do believe that there are indicators that can in combination give a
sense that things are moving in the right direction. From our first report we noted
inter-bank interest rates and spreads, corporate bond rates and spreads and mortgage
interest rates and spreads as some of the indicators we would track. We have seen
definite improvement in the interbank market, some improvement in the mortgage
market (although not likely related to TARP at that time) and little improvement in
the bond markets as of the end of March. We were also looking to analyze the
lending and call report data of recipient banks to determine if the Capital Purchase
Program is having any effect.

There is probably not any one best indicator for each of the programs. For those
programs focused on individual institutions such as Systemically Significantly Failing
Institution Program, Targeted Investment Program and Asset Guarantee Program the
best indicators would involve sustaining or unwinding those institutions at minimal
government expense. For those programs such as the Term Asset-backed Securities
Loan Facility and the Small Business Initiative the best indicators would be
revitalization of the relevant secondary markets, including lower interest rates, risk
spreads, and increases in new securitizations. Public-Private Investment Program
will be a harder program to judge because it will depend on the amount of loan/asset
purchase and the appropriateness of pricing. All of these indicators need to take into
account the cost to the government of achieving any positive market outcomes.

Questions from Senator Grassley

. Does GAO have any views on how to reform the current financial regulatory
system?

GAO’s response: In January 2009, GAO issued a report entitled, Financial Kegulation:
A Framework for Crafting and Assessing Proposals to Modernize the Outdated U.S.
Financial Regulatory System {(GAO-09-216) that provides a framework for crafting
and evaluating regulatory reform proposals; it consists of the following nine
characteristics that should be reflected in any new regulatory system.

Clearly defined regulatory goals. A regulatory system should have goals that are
clearly articulated and relevant, so that regulators can effectively conduct activities
to implement their missions.

Appropriately comprehensive. A regulatory system should ensure that financial
institutions and activities are regulated in a way that ensures regulatory goals are
fully met. As such, activities that pose risks to consumer protection, financial
stability, or other goals should be comprehensively regulated, while recognizing that
not all activities will require the same level of regulation.
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Systemwide focus. A regulatory system should include a mechanism for identifying,
monitoring, and managing risks to the financial system regardless of the source of the
risk or the institutions in which it is created.

Flexible and adaptable. A regulatory system should be adaptable and forward-
looking such that regulators can readily adapt to market innovations and changes and
include a mechanism for evaluating potential new risks to the system.

Efficient and effective. A regulatory system should provide efficient oversight of
financial services by eliminating overlapping federal regulatory missions, where
appropriate, and minimizing regulatory burden while effectively achieving the goals
of regulation.

Consistent consumer and investor protection. A regulatory system should
include consumer and investor protection as part of the regulatory mission to ensure
that market participants receive consistent, useful information, as well as legal
protections for similar financial products and services, including disclosures, sales
practice standards, and suitability requirements.

Regulators provided with independence, prominence, authority, and
accountability. A regulatory system should ensure that regulators have
independence from inappropriate influence; have sufficient resources, clout, and
authority to carry out and enforce statutory missions; and are clearly accountable for
meeting regulatory goals.

Consistent financial oversight. A regulatory system should ensure that similar
institutions, products, risks, and services are subject to consistent regulation,
oversight, and transparency, which should help minimize negative competitive
outcomes while harmonizing oversight, both within the United States and
internationally.

Minimal taxpayer exposure. A regulatory system should have adequate safeguards
that allow financial institution failures to occur while limiting taxpayers’ exposure to
financial risk.

. Your testimony indicated that a significant percentage of the dividend
payments the government expected to receive from Capital Purchase
Program participants were not paid. Please explain why those payments were
not made and describe to what extent the failure of AIG to declare and pay
an expected dividend contributed to that shortfall.

GAO's response: TARP received approximately $2.9 billion in dividend payments
through March 20, 2009. However, AIG and eight other institutions under CPP did not
declare and therefore did not pay their expected dividends through this period. The
dividend payments to Treasury are confingent on each institution declaring
dividends. AIG notified Treasury that the board of directors did not declare a
dividend of approximately $733 million for the February 1, 2009, dividend payment.
Also Treasury did not receive approximately $150,000 in possible noncumulative
dividends related to eight CPP participants. According to Treasury officials, these
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eight banks informed Treasury that they lacked the necessary regulatory or
shareholder approvals to declare dividends on their preferred stock. Federal banking
laws and regulations include minimum capital requirements and limitations on the
use of capital to pay dividends. In addition, some state laws impose similar
limitations and require shareholder approval for certain reductions of capital.

. What additional steps could Treasury take to help protect the government
interest concerning AIG?

GAQ’s response; In our March 2009 TARP report, GAO recommended that Treasury
require AIG to negotiate stronger concessions from its counterparties, employees,
and creditors, as appropriate. As with all TARP programs, Treasury must ensure that
it has proper oversight mechanisms in place to ensure that AIG is complying with the
terms of its agreements and program requirements.

. In its initial decision to provide assistance to the automakers, did Treasury
follow GAO’s principles on providing federal assistance to large firms?

GAO’s response: According to GAQ's principles, the federal government should (1)
identify and define the problem, (2) determine the national interests and set clear
goals and objectives that address the problem, and (3) protect the government’s
interests.

Regarding the first principle, Treasury identified as a problem of national interest the
financial condition of the U.S. automakers and its potential to affect financial market
stability and the economy at large. In determining what actions to take to address this
problem, Treasury concluded that Chrysler and GM’s lack of liquidity needed
immediate attention and, in order to prevent a significant disruption of the
automotive industry, provided short-term bridge loans to the antomakers. To address
the industry’s structural challenges, which will take more time to resolve, Treasury
required Chrysler and GM to prepare restructuring plans that describe the changes
the automakers intend to make in order to achieve long-term financial viability.

Regarding the second principle, Treasury established goals and objectives for the
federal financial assistance in the loan agreements and other program
documentation, For example, the loan agreements state that funding should be used
to enable the automakers to develop a viable and competitive business and develop
the capacity to produce energy-efficient advanced technology vehicles, among other
things. Although Treasury identified goals for the assistance, it will need to determine
how to assess goals that rely on concepts that are not clearly defined and to evaluate
the relevant trade-offs associated with the goals that appear to conflict. For example,
the goals stated in the loan agreements include concepts that were not defined, such
as rationalized manufacturing capacity and competitive product mix. In addition to
lacking clear definitions, some of Treasury’s goals may work at cross purposes, at
least in the short-term, and thus will require an assessment of the relevant trade-offs
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among the goals. For example, according to members of our panel of individuals with
auto industry expertise, producing advanced technology vehicles has the potential to
conflict with the goal of developing a viable business in the near term because the
costs of designing, developing, and producing these types of vehicles are greater than
the revenue generated in the initial years of sales. As we have previously reported, it
is important that policymakers choose clearly among potentially conflicting goals of
providing federal financial assistance.

Regarding the third principle, in developing the terms and conditions of the loans to
Chrysler and GM, Treasury included provisions to manage risk and protect the
government’s interest. These provisions include requiring concessions from
stakeholders, instituting controls over management, and securing collateral for the
loans. While the loan agreements include a number of terms and conditions to help
protect the government's interests, some potential risks, as described below, remain.

Concessions from stakeholders. The loan agreements called for stakeholder
concessions, including agreements from creditors to reduce overall debt, from labor
for more competitive wage structures, and from retirees for modifications to
voluntary employee benefit association (VEBA) contributions, as well as limits on
executive compensation. However, agreements on concessions with all of these
stakeholders have not been reached. For example, as of April 30, GM and its
bondholders had not reached agreement on how to restructure GM’s debt. Similarly,
Treasury is waiting for the Office of Management and Budget to approve additional
regulations that Treasury has drafted on executive compensation as required by the
Recovery Act before establishing a process to monitor compliance with the executive
compensation requirements.

Collateral. Treasury’s goal in its negotiations with Chrysler and GM prior to signing
the loan agreements was to obtain senior liens whenever possible and, for assets
already encumbered, to obtain junior liens. For Chrysler, because most assets were
already encumbered with senior liens, Treasury was only able to obtain a senior lien
on a portion of the company’s parts inventory, known as Mopar.' For GM, Treasury
obtained a senior lien on cash, inventory, real property, equity in domestic and
foreign subsidiaries, and intellectual property. Treasury also received junior liens on
additional assets from both companies. According to Treasury officials, Treasury
cannot put an estimated dollar value on either company’s pledged collateral because
the value of certain items, such as cash and inventory, is constantly changing.
Treasury officials said that the limited amount of assets on which the government has
senior liens could become an issue if the companies enter bankruptcy or otherwise
liquidate their assets, although the situation differs somewhat for the two companies.
According to Treasury, in the case of Chrysler, the sale of the assets would result in
cash equal to only a small percentage of the value of the loans. Moreover, because
Treasury placed liens on all unencumbered assets to secure the December loans, it
will be difficult or impossible for the government to obtain additional collateral for

'Chrysler reported in its restructuring plan that the Mopar inventory has a recovery value between $149 miltion and
$261 million.
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any new loans that may be provided. In its restructuring plan, GM proposed that
additional federal assistance could be in the form of a preferred equity investment in
the company, a revolving loan, and a loan secured by the collateral aiready used to
support the current $13.4 billion loan. Chrysler did not propose collateral options for
any additional federal assistance in its restructuring plan.

What is the status of GAO’s work on the auto industry, and what are your
major findings to date?

GAQ’s response: We issued a report on April 23 summarizing the government'’s efforts
and the automakers’ restructuring to date (See www.gao.gov/new.items/d09553.pdf).
We will continue to monitor the government assistance to the auto industry and plan
to report periodically on this assistance as part of the requirement that we report on
the use of funds under TARP.

The reporting objectives and major findings of the April 23 report include the
following.

The nature and purpose of federal assistance to the auto industry: From
December 2008 through March 2009, the Treasury Department established a series of
programs to help bring relief to the U.S. auto industry and prevent the economic
disruptions that a sudden collapse of Chrysler and GM could create. In December
2008, Treasury provided bridge loans of $4 billion to Chrysler and $13.4 billion to GM
and required both automakers to submit restructuring plans in February 2009. In
March, Treasury determined that the automakers’ restructuring plans were not
sufficient to achieve long-term viability and required that they take more aggressive
action as a condition of receiving additional federal assistance. At the same time,
Treasury also established programs to ensure payments to suppliers of parts and
components needed to manufacture cars and to guarantee warranties of cars
Chrysler and GM sell during the restructuring period. In addition to these programs,
the President announced a new White House initiative to help communities and
workers affected by the downturn in the industry.

How the federal assistance to the auto industry addresses GAQ’s principles
for assistance to large firms: In providing assistance to the auto industry, Treasury
identified goals and objectives and took steps to protect the government’s interest.
Provisions to protect the government’s interest include requiring automakers to
submit periodic financial reports and to gain concessions from stakeholders such as
the UAW, creditors, and bondholders. As of the reporting date, however, Chrysler and
GM had not reached agreements with these stakeholders. In addition, Treasury
included provisions to secure collateral from the automakers. However, because
many of Chrysler's and GM’s assets were already encumbered by other creditors, the
amount of assets on which Treasury could secure senior liens was limited. An
additional area of risk is the financial health of the automakers’ pension plans. In the
event that Chrysler or GM cannot continue to maintain its pension plans—such as in
the case of liquidation—the Pension Benefit Guaranty Corporation, a government
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corporation, may be required to take responsibility for paying the benefits for the
plans, which are not fully funded.

Important factors for Chrysler and GM to address in achieving long-term
viability and the challenges that they face to become viable: GAO's panel of
individuals with auto industry expertise identified a number of factors for achieving
viability, including reducing the number of brands, reassessing the scope and size of
dealership networks, reducing production capacity and costs, and obtaining labor
concessions. However, Chrysler's and GM's restructuring plans submitted in
February did not fully address these factors, according to GAQO’s panelists. In its
assessment of the plans, Treasury identified concerns similar to those identified by
the panelists, and concluded that Chrysler and GM need to establish a new strategy
for long-term viability in order to justify a substantial additional investment of federal
funds. Achieving viability is made more difficult because of many additional
challenges facing the automakers, some of which are outside their control—such as
the weak economy and the limited availability of credit. The condition of the U.S.
economy will likely continue to affect the financial health of Chrysler and GM, as
historically automobile sales almost always decrease during periods of econormic
recession.

. How is Treasury providing oversight of the assistance provided to the

automakers?

GAQ’s response: In developing the terms and conditions of the loans to Chrysler and
GM, Treasury included provisions to manage risk and protect the government’s
interest. These provisions are described in the table below. Treasury also established
an internal working group—referred to as the auto team—to oversee the assistance
to the automakers and provide analysis in support of the Auto Industry Task Force
and the Secretary of the Treasury. In addition, Treasury officials are working closely
with Chrysler and GM as the companies take steps to restructure their companies.

Loan Terms and Conditions Designed to Manage Risk and Protect the Government’s Interest

Concessions from stakeholders

«  Executive compensation liznitations: Restrictions on compensation for senior executive
officers include recovery of any bonus or incentive payments based upon materially
inaccurate statements of earnings, limiting tax deductions on executive compensation
over $500,000 per executive and prohibiting golden parachute payments.’

«  Agreements with debt holders: The automakers must use their “best efforts” to convert at
least two-thirds of their unsecured public debt through a bond exchange or other
appropriate means.

«  Labor concessions: The automakers rust use their “best efforts” to reduce the
compensation of their workers to be comparable to workers at the transplant companies’
U.S. facilities, align their work rules’ more closely with those at the transplant
companies’ U.S. facilities, and close the Jobs Bank programs.”

« Retiree concessions: The automakers must use their “best efforts” to reach agreement
with the union to provide at least one-half of the automakers' future payments or
contributions for retiree health plans (VEBA) in the form of company stock.

Controls over management
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«  Approval of material transactions: Treasury must approve any fundamental changes to
the automakers’ companies and certain transactions for more than $100 million in value
and outside the ordinary course of business.

« Restrictions on expenses: The automakers must maintain and implement an expense
policy with limitations on, among other things, sponsoring conferences and events, travel
costs, office renovations, and entertainment. In addition, the autormakers must provide
for oversight and mechanisms to ensure compliance with the expense policy.

»  Restructuring plans: The automakers are required to prepare restructuring plans
outlining the actions they will take to meet the requirements set, forth in the loan
agreements, including concessions from various stakeholders. Treasury must approve
these plans and the actions the automakers have taken toward implementing the plans
before additional assistance is provided.’

+  Periodic reporting requirements: The automakers must submit periodic financial reports
including weekly rolling cash forecasts” and biweekly liquidity status reports,’ as well as
monthly certifications of expense policy conformance and guarterly certification of
compliance with executive compensation provisions.

Collateral

« Liens: In negotiations prior to signing the loan agreements, Treasury attempted to obtain
senjor liens on all unencumbered assets at both GM and Chrysler.?

Compensation for risk

« Compensation: The automakers agreed to provide Treasury with compensation in the
form of warrants and notes in the case of GM and additional notes in lieu of warrants in
the case of Chrysler. Both automakers are required to repay the loans with interest.

*A golden parachute is defined as any payment in the nature of compensation to a senior executive officer
made on account of involuntary termination or in connection with any bankruptcy filing, receivership, or
insolvency of the institution to the extent that the present value of the payment equals or exceeds three fimes
the executive's average annual compensation over the preceding b years.

*Work rules generally refer to those sections of a contract that define issues such as hours to be
worked and what work is done by what employees.

“Under their Jobs Bank programs, the Detroit 3 continue to provide wages and benefits to workers
that have been laid off.

‘Chrysler and GM submitted these plans on February 17, and Treasury announced on March 30
that additional steps must be taken before further assistance is provided.

“This forecast outlines for each of the thirteen weeks both operating and non-operating cash
receipts and disbursements which result in a net cash flow for the week that increases or
decreases the previous week's ending cash balance and results in the current cash balance.

“This report details the company’s current liquidity profile; expected iquidity needs; any material
changes in the company’s business since the date of the last status report; any transfer, sale,
pledge or other disposition of any material asset since the date of the last status report; and any
changes to the company’s capital structure,

A lien is a legal right that a creditor has in another’s assets, usually lasting until a debt is repaid.
Senior liens have priority over other liens on the same asset.

6. What kind of progress have the automakers made in implementing their
restructuring plans?

GAQ’s response: On March 30, after an assessment of the February restructuring
plans by the Treasury Department and the Auto Industry Task Force, the President
announced that the steps laid out in these plans did not establish a credible path to
viability. The President said that each company must establish a new strategy and
outlined a series of actions that each company must undertake to receive additional
federal assistance. We plan to review any updates to the restructuring plans that
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Chrysler or GM submit and to monitor their progress in achieving the steps laid out
by Treasury.

Questions from Senator Hatch

1. GAO recommends in the March 2009 report that Treasury require that
AJG seek to renegotiate existing contracts with management, employees,
and counterparties, among others, as appropriate, as it finalizes its
agreement for the up to $30 billion in additional assistance, announced on
March 2, 2009. Can you please explain the importance of this
renegotiation?

GGAO'’s response: This negotiation is important because Treasury had not finalized
the agreement and therefore, presents an opportunity for Treasury to ensure that
it had negotiated strong concessions from AIG before doing so.

2. According to testimony by GAO, the Office of Financial Stability has
received nearly $2.9 billion in dividends from TARP participants and did
not make that public. Why has Treasury not publicly revealed dividends
paid to Treasury from TARP participants?

GAO’s response: Treasury officials told us that, per their interpretation, the
Economic Emergency Stabilization Act of 2008 does not require Treasury to
disclose dividend receipts from TARP participants. However, in response to our
recommendation on this matter, Treasury officials told us that starting in May
2009 they will begin to report publicly dividends received on TARP investments.

3. You mentioned that “conditions” appear to have generally improved in
various credit markets since the announcement of the first TARP
program. Can you elaborate on these conditions?

GAO’s response: In our report we stated that conditions in the interbank market
had improved because rates and spreads had fallen. We also stated that mortgage
interest rates and spreads had declined although the timing did not suggest that
TARP was the primary reason. Conditions in the corporate bond markets had not
improved as of the end of March. According to the Treasury lending survey data
lending by the largest TARP recipients had dropped from October to November,
increased from November to December and remained relatively flat in January.

4. At this point, Treasury has not taken steps to verify information or
require the institutions participating in TARP to provide any additional
documentation in regards to executive compensation? Is this why
Treasury did not become aware of the $165 million in bonuses from AIG
to its executives even though AIG promised these bonuses to executives
back in 2007 or early 2008?
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GAO’s response: The initial assistance provided to AIG was provided by the
Federal Reserve Bank of New York (FRBNY) under its emergency powers
provided under 13(3) of the Bank Agency Audit Act. According to officials from
the Federal Reserve Board, FRBNY, Treasury and AIG, FRBNY has been the
primary point of contact and responsible for monitoring the day-to-day operations
of AIG since September 2008. According to these officials, Treasury has only
recently begun to be more involved in monitoring AIG as its assistance has
increased.

. The largest Capital Purchase Program recipients extended over $240
billion in new loans to consumers and business in both December 2008
and January 2009, according to the Treasury’s new loan survey. Why are
many of my constituents still asking me why they cannot get loans from
banks?

GAOQ'’s response: While the largest CPP recipients were still lending they clearly
are lending at a slower pace than before the crisis and the recession began. This
reflects a number of factors. Underwriting standards have become more stringent
over the last year to year and a half making it more difficult for borrowers to
qualify. The recent crisis revealed that underwriting standards had become too
loose in the mid 2000s and regulators encouraged banks to strengthen them.
However, the financial system tends to over correct in a downturn as institutions
attempt to shed risk and decrease leverage to get themselves back on a firmer
footing. The recession has also clearly lowered the perceived creditworthiness of
many borrowers. In addition, the recession has reduced to some extent the
demand for credit especially for business expansion, much of which is being
postponed until things get better. For these and other reasons it is not surprising
that while lending is occurring it is occurring at a reduced level.

. $303 billion of the $700 billion allocated by Congress under TARP has
been disbursed and another $364 billion has been committed to be spent.
My calculations show that $667 billion of the $700 approved by Congress
has been used, leaving $33 billion left.

a. Do you expect TARP will need more funding?

GAO’s response: As GAO stated in its testimony, Treasury revised its estimated
funding commitments based in March 2009 based on its projected use of funds,
which was $590.4 billion as of March 27, 2009. According to Treasury’s
estimate, this would leave it almost $110 billion available for future use. Given
the dynamic nature of the financial crisis, GAO has no basis to project whether
TARP will need additional funding at this time.

b. Can you estimate how much more funding TARP will need?
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GAO’s response: As mentioned previously GAO, has no basis to estimate
whether TARP will need additional funds in the future, but the President’s
proposed budget included a “placeholder” for additional TARP funding
should additional funding be needed

c. When Treasury receives dividends from TARP participants, do
those monies return to TARP or to Treasury?

GAO's response: Generally, dividends paid by recipients back to TARP are
deposited into the general fund of the Treasury and are not available for
future TARP-related disbursements.

d. So it is very likely, that TARP will need more funding?

GAO’s response: Based on Treasury’s estimated use of existing funds and
what remains, this remains unclear and will be determined by the condition
of the financial markets going forward.

7. You have all expressed a common concern with the implementation of
TARP. And that is that you all believe TARP can do a much better job with
communication. From how money is spent to how much Treasury is
receiving from its return on investment to the description of TARP,
Treasury has not done a good job getting the word out about TARP. I
bring this up because not only is it ecreating an obstacle for you all to do
your job, but I feel that thus is what is frustrating my constituents and
many Americans. They have their heads spinning on each program that is
announced by Treasury under TARP, which seems to occur on a weekly
basis. What can Treasury do to strengthen communication to the public
about TARP?

GAOs response: As we noted in our March 2009 report, while Treasury has
continued to take steps to articulate a more clearly defined vision for TARP,
including providing its strategy for its remaining funds, it continues to be
hampered by questions about its overall strategy. An effective communication
strategy should, among other things, build understanding and support for the
program through regular and routine outreach, including confidential member
briefings; integrate communications and operations by making communication
integral to the program; and increase the impact of communication tools such as
electronic and print media and video. Specifically, GAO recommended that
Treasury, develop a communication strategy that includes building an
understanding and support for the various components of the program. Specific
actions could include hiring a communications officer, integrating
communications into TARP operations, scheduling regular and ongoing contact
with congressional committees and members, holding town hall meetings with the
public across the country, establishing a counsel of advisors, and leveraging
available technology.
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United States Senate
Conmmittee on Finance

Sen. Chuck Grassley - lowa
Ranking Member

Hearing Before the Committee on Finance
“TARP Oversight: A Six Month Update”
Statement of Ranking Member Charles Grassley
Tuesday, March 31, 2009

Thank you, Mr. Chairman, for calling this critically important hearing today. It has been a year
since the collapse of Bear Stearns, and about six months since the $700 billion Troubled Asset
Relief Program, or “TARP” for short, was created in the Emergency Economic Stabilization Act.
According to its purpose clause, the Act was supposed to help Treasury restore liquidity and
stability in financial system, and to do it in a manner that protects home values, college funds,
retirement accounts, and life savings; preserves homeownership and promotes jobs and economic
growth; maximizes returns to taxpayers; and provides public accountability for the exercise of
such authority.

I had my doubts about the creation of the TARP and the way it was rushed through Congress.
Congressional leaders paired the bill with the hard-fought tax legislation for Midwest flood relief
and equity for Midwest flood victims compared to what Washington did for Katrina victims. 1
voted against the second round of TARP funding because my initial concerns about the rest of
the bill were justified, including my concerns that limits on executive compensation were too
weak. As soon as Treasury received the funds, it decided to bail out big banks instead of buying
up toxic assets, as they told us. Millions continued to lose jobs and homes, which makes me
wonder about the program’s effectiveness. But you can’t measure effectiveness when you don’t
know what the goals and objectives of a program are, or how the program is being run.

I am disappointed and frustrated that the Administration refused the Committee’s request for Mr.
Kashkari to testify here today. It would have been nice to hear how he is gauging the success of
the program. Mr. Chairman, 1 ask unanimous consent to enter in the record my letter to Secretary
Pauslon dated November, 12, 2008. During his confirmation process, I asked Secretary Geithner
for his commitment to respond to all of my inquiries, including this letter, There are certain
answers that only the Administration can provide, and I will continue to push until I get them.

While the operation of TARP is troubling, it is a small relief to know that the program’s
watchdogs are doing their jobs. I'm glad to have worked with you, Mr. Chairman, to create the
Special Inspector General for the TARP, who will be testifying here today along with the heads
of the Government Accountability Office and the Congressional Oversight Panel.
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These watchdog agencies are vital to helping Congress and the American people keep track of
multiple TARP and TARP-related programs that the Treasury Department is initiating. Treasury
has announced several new programs just in the last two weeks, some on its own and some in
partnership with the Federal Reserve. With so much happening so fast and so much taxpayer
money at stake, the need for quality oversight and transparency has never been greater.
Unfortunately, despite saying all the right things about open government, the new administration
has not had made any major changes aimed at making TARP more transparent. Moreover, 1
have heard about potential problems with access to information from all three of these oversight
bodies.

The Treasury Department told the Inspector General that it didn’t want to ask banks what they
did with taxpayer money provided through the Capital Purchase Program. So the Inspector
General said he would ask the banks himself through an initial survey. At first, he faced a few
bureaucratic hurdles, but he has now received responses from the several hundred financial
institutions that received capital injections of taxpayer money. Contrary to the claims by some
that it was impossible to know how the money was used, I understand that many of the responses
provide a very clear understanding of where our money went. 1 guess the money was not as
fungible as we thought and in fact if we want to know where the money went — with a little
ingenuity, you can get a pretty good idea.

The Treasury’s recently announced initiatives demonstrate an increasing reliance on partnerships
with the Federal Reserve. However, these moves threaten the ability of the Government
Accountability Office to monitor the program effectively. That’s because the GAO is limited by
statute from examining the activities of the Federal Reserve. That limitation is aimed at ensuring
the Fed’s independence in monetary policy. However, its unprecedented actions in the last year
have taken it far beyond traditional monetary policy. Chairman Baucus and I have already
introduced legislation to expand GAQ’s ability to obtain records from TARP recipients because
the bill that created the program failed to grant GAO the authority to look into the books and
records of TARP recipients.

The Congressional Oversight Panel has also had problems getting answers to some of its
questions from the Treasury Department. According to the Panel’s most recent monthly report,
Secretary Geithner has failed to respond to key questions that have been pending since even
before his time at the Treasury Department. Elizabeth Warren, the panel’s Chair and one of our
witnesses here today, wrote to him again on March 5, 2009, urging him to respond to her
inquiries.

If these oversight efforts are to be successful, Congress must be willing to provide the necessary
attention and support. Today’s hearing is an attempt to do just that. We want to know if there is
meaningful cooperation. We want to know what these organizations have recommended to the
Treasury. We want to know whether the Treasury is taking those recommendations seriously
and making meaningful changes. If not, then we need to help follow-up and make sure that the
problems identified through this process are fixed. It’s not about assigning blame. It’s about
making sure that government works. It’s about making sure that government is accountable to
the taxpayers who are footing the bill. With everything that is as stake, we can’t afford to have it
any other way, and we will not accept anything less.
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November 12, 2008

The Honorable Henry M. Paulson, Jr.
Secretary

U.S. Department of the Treasury
1500 Pennsylvania Avenue, NW
Washington, DC 20220

The Honorable Ben S. Bernanke

Chairman

Board of Governors of the Federal Reserve System
Twentieth and Constitution Avenue, NW
Washington, DC 20551

Dear Secretary Paulson and Chairman Bernanke:

1 am writing to express my concerns and receive answers to questions I have regarding
the Treasury Department’s implementation of the Emergency Economic Stabilization Act
of 2008 (the “Act”) which was signed into law on October 3, 2008, As you know,
pursuant to the Act and the President’s written certification of need dated October 14,
2008, Treasury received the authority to purchase, or commit to purchase, troubled assets
up to the limit of $350 billion outstanding at any one time. Of the first $350 billion, I
understand that Treasury has already sent out $125 billion to 9 large banks, is in the
process of sending out up to $125 billion to other financial institutions, including smaller
banks, and will be sending another $40 billion to AIG.

Under the Act, the President can submit a request to authorize Treasury to obtain an
additional $350 billion. Secretary Paulson in his statement today indicated that these
additional funds should be used to reinvigorate the markets for credit cards, student loans
and auto loans. In addition, he stated that the funds would not be used to purchase the
“toxic assets” that Treasury intended to purchase when it sought passage of the Act.

In light of the President’s imminent request for up to an additional $350 billion, I ask that
you respond to my questions and concerns. I noted that in my statement entered into the
Congressional record on October 1, 2008, the day the Senate passed the Act, that
Congress would be monitoring Treasury’s actions and asking questions about its
implementation of the Act. In that speech, I stated that “[t]axpayers are protected
because the final bill doesn't provide $700 billion upfront. The Administration originally
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wanted the authority to have it all at once, but this bill provides for the program to be
implemented in stages. Only $250 billion will be provided immediately, and another
$100 billion will be provided upon a written certification of need by the President.
Finally, the remaining $350 billion will be provided unless Congress acts. Let's be clear.
Congress can act anytime to revoke the Treasury's authority. They will be watched, and
they will be questioned. And, if Congress doesn't like what it sees, we can repeal this
economic stabilization plan.”

Executive Compensation
The Act only restricts the deductibility of compensation and the payment of golden

parachute payments to the top five executives of financial institutions that: (1) sell an
equity interest or debt position to Treasury in a "direct purchase” or (2) sell at least $300
million in troubled assets to Treasury in an “auction sale.” The Act does not restrict, for
example, the payment of bonuses and other perks paid to executives and top managers
outside of the top five executives. The Act also does not restrict the payment of
severance benefits to executives who voluntarily terminate from employment. Recent
reports indicate that financial institutions that have received taxpayer funds under the Act
are using these funds to pay bonuses to executives inside and outside of the top five
executives of the institution. Top executives are walking away from their troubled
institutions with tens of millions of dollars.

As | stated in my October 10, 2008, letter to you, I am concerned that these provisions are
mere window dressing. My concerns have only increased given Secretary Paulson’s
announcement this morning that Treasury will not be using funds authorized by the Act
to purchase “toxic assets.” It would appear that no penalties will apply to institutions that
receive taxpayer funds and violate the Act’s restrictions on executive compensation.

Treasury is not constrained by the Act and should be exercising its broad authority to
issue regulations that further limit executive compensation and other expenses paid by
institutions that are receiving funds under the Act. Treasury should also take steps to
ensure that taxpayer dollars are not being used to pay bonuses or other rewards to those
executives responsible for their institutions’ poor performance that, in turn, led to an
institution’s demise and destruction of shareholder value. On November 10, 2008, the
same day on which AIG received an additional $40 billion of federal funds, there were
new reports of AIG spending money on another lavish retreat in Arizona. This is
unconscionable.

I raised a number of questions in my October 10, 2008, letter to you. To date, I have not
received a response. Please provide responses to these questions that | am repeating here.

1. Why would the Troubled Asset Relief Program (“TARP”), Capital Purchase
Program, and the program for Systematically Significant Failing Institutions fail if
the Act contained tighter provisions for executive compensation?

2. What is being done to monitor the expenses of companies rescued with taxpayer
dollars?
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3. Given that Treasury bas broad authority to write regulations governing executive
compensation, why is Treasury not utilizing this authority to restrict
compensation and other expenses paid by rescued companies?

Purchase of Mortgage-Backed Securities

‘When Treasury pitched the need for a financial rescue bill to Congress, Congress was
told that $700 billion was needed to purchase mortgage-backed securities in order to
reestablish a market in these securities that had frozen up. Congress was told that this
was essential to unfreezing the credit markets, and that if Congress did not act,
Americans on Main Street would soon begin to suffer as a result of an inability to get
credit to fund small businesses and purchase items such as houses and cars. However,
shortly after the Act was signed into law, Treasury announced that it would partially
nationalize certain banks. Next, Treasury announced that it was considering guaranteeing
up to 3 million mortgages totaling up to $600 billion in principal amount according to
press reports. In addition, on November 10, 2008, the Treasury Department announced
that it would be providing an additional $40 billion to AIG under the Act in exchange for
preferred stock and warrants of AIG. When added together with aid provided by
Treasury outside of the Act, AIG will have received approximately $150 billion of
taxpayer money. Then, in his news conference today, Secretary Paulson announced that
Treasury is no longer considering purchasing mortgage-backed securities and indicated
there were other priorities for TARP funds.

In light of the above, I would appreciate detailed responses to the following questions.

1. Why did Treasury decide to use the money to partially nationalize certain banks
rather than follow through with the stated purpose of purchasing mortgage-backed
securities?

2. Was Treasury considering using the money that it expected to receive under the
Act to partially nationalize certain banks and guarantee mortgages prior to
October 3, 2008, the date the Act was passed in the House of Representatives and
signed into law by the President?

a. If yes, did you inform any members of Congress of the fact that Treasury
was considering using the money that it expected to receive under the Act
for these purposes?

b. If yes, which members of Congress did you inform and when?

3. Explain in detail the Department’s rationale for providing $40 billion in additional
aid to AIG under the Act and provide all relevant materials to support this
decision.

4. Explain in detail the rationale prioritizing the markets for credit cards, student
loans and auto loans.

Extension of Credit

According to a number of published reports, the banks that have received large sums of
money from the Act are not using the majority of that money to extend credit. Instead, it
bhas been reported that these banks are using the money received under the Act to acquire
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other banks, pay large bonuses to their executives, and pay dividends to their
shareholders.

Because these reports raise additional concerns, please respond to the following
questions.

1. Is Treasury tracking how these banks are using the taxpayers’ money? If yes,
describe in detail the methodology for tracking these funds, including how
Treasury is managing any databases that it may be using.

2. Describe in detail how taxpayer money is being used?

Contracts with Third Parties

Treasury has already executed a number of contracts with companies to assist Treasury in
implementing the Act. [ amn strong believer that sunlight is the best disinfectant and think
it is important that the process of implementing the Act be as transparent as possible,
especially when taxpayer money is being used. As a result, please provide responses to
the following questions.

1. Provide original copies of all contracts.

2. Explain why only redacted copies of these contracts are available on your website
and explain the rationale for redactions in each contract.

3. Explain how the Treasury plans to abide by the Act to ensure that there are no
conflicts of interest that may arise in connection, with the administration and
execution of the authorities provided.

Selection of Participants
As you know, on October 24, 2008, Treasury approved $7.7 billiont in aid to PNC

Financial Services Group Incorporated, which just hours later announced that it was
acquiring National City Corporation for $5.58 billion. Although Treasury approved aid
to PNC, it had denied aid to National City Corporation.

1. Describe in detail, and provide copies, of the standards, policies and procedures
the Department is using to decide which banks will receive aid.

2. Who makes the decision as to whether or not a bank will receive aid from
Treasury?

3. How did Treasury decide that National City was ineligible to receive funds?

Resolution of Disapproval

Since it appears that Treasury has already identified uses for the additional $350 billion,
it seems very likely that the President will be requesting the use of these funds soon. As
you aware, should Congress decide to deny the President’s request, Congress would only
have 15 days from the transmission of the President’s request to pass a resolution of
disapproval. ] am concerned that the President may transmit this request when Congress
is not in session and unable to come back in session within the 15 days in which
Congress must act to deny the President’s request.
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As aresult, I would like to know when the President intends to submit to Congress the
request for the additional funds.

If you have any questions, please do not hesitate to contact Ellen McCarthy of my staff at
(202) 224-4515.

Sincerely,

Chuck Grassley
Ranking Member
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Testimony of Professor Elizabeth Warren
Chair, Congressional Oversight Panel
Submitted to the
Senate Finance Committee
March 31, 2009

Thank you, Chairman Baucus, Ranking Member Grassley and members of the
Committee, for inviting me to testify regarding oversight of the Troubled Asset Relief
Program. We share a desire to bring accountability and transparency to the TARP program,
and I am pleased to assist your efforts in any way that I can.

From the outset I would like to stress that although I am Chair of the Congressional
Oversight Panel, I do not have a pre-approved script. The views I express today are my own
and do not necessarily represent those of the entire panel.

The Oversight Panel was created as part of the TARP in last year’s Emergency Economic
Stabilization Act. The job of the Panel is to “review the current state of the financial markets
and the financial regulatory system” and report to Congress every 30 days. The Panel has
submitted reports to Congress on December 10, January 9, February 6, and March 6, and it is
preparing its fifth TARP oversight report for submission next week. The Panel also
submitted a special report on regulatory reform to Congress, as required by the legislation, at
the end of January.

The Oversight Panel is one of three organizations to which the TARP legislation gives
oversight responsibilities. In my capacity as Panel chair, I have been pleased to work
alongside my colleagues Gene Dodaro, the Acting Comptroller General of the United States,
and Neil Barofsky, the Special Inspector General for the Troubled Assets Relief Program.
Together we are charged with ensuring that the tax dollars of the American people are used
prudently and effectively to ameliorate and ultimately reverse the deepening financial crisis
in which our country — and much of the world - now finds itself.

The Special Inspector General for the TARP has a broad responsibility, and matching
authority, to audit and investigate any part of the Program. GAO is given an even more
detailed set of instructions for “ongoing oversight of the activities and performance of the
TARP,” as well as responsibility for an annual audit of the TARP’s financial statements.
Between the Oversight Panel’s obligation to report to Congress every 30 days, the GAO’s
obligation to report every 60 days, and the obligation of the Special Inspector General to
report every 90 days, Congress will receive an average of two TARP oversight reports every
month.

The three oversight organizations are working to complement, not duplicate, one another.
We hold regular meetings with the office of the Special Inspector General and with GAO
senior staff responsible for TARP oversight. We share information and discuss possible lines
of inquiry. We have also shared, where possible, preliminary work product. If GAO or the
SIGTARP identify questions for the Oversight Panel, they will pass them to us and give us
access to data that we can synthesize to inform our work; similarly, when our analysis or
information indicates a significant instance of non-compliance with the terms or spirit of the
TARP legislation, we will inform GAO, the SIGTARP, or both. We all want to make the
whole of our work greater than the sum of its parts.
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The Oversight Panel is the smallest of the three organizations. We see our contribution as
fact-based analysis designed to raise issues about the operation and direction of the TARP
and about the broader effort to restore stability to the financial system. In the Emergency
Economic Stabilization Act, Congress specifically asked that the Oversight Panel conduct
oversight on: the use of Treasury authority under the TARP; the Program’s effect on the
financial markets, financial institutions, and market transparency; the effectiveness of
foreclosure mitigation efforts; and the TARP’s effectiveness in minimizing long-term costs
and maximizing long-term benefits for the nation’s taxpayers. Our ultimate question is
whether the TARP is operating to benefit the American family and the American economy.
If we believe the answer is no, we will ask “why not,” and try to suggest alternatives,

The Panel’s first report back in December 2008 asked whether the public was receiving a
“fair deal” when Treasury used TARP funds to make capital infusions into financial
institutions. After that report came out, we worked with recognized independent experts to
develop multiple valuation models to determine whether the securities Treasury received had
a fair market value equal to the dollar amount of the infusions. With minimal variation, the
models all demonstrated that Treasury made its infusions at a substantial discount. Treasury
received securities that were worth substantially less than the amounts it had paid in return,
given the financial institutions involved. In all, as we documented in our February report,
Treasury had overpaid by an estimated $78 billion. For each $100 Treasury invested in these
financial institutions, it received on average stock and warrants worth only about $66. We
believe this is an important issue.

Our report does not draw a conclusion about whether such discounts may — or may not
have been appropriate as a matter of policy. The Panel continues to examine the matter, and
Congress may decide to keep it in mind as well as it responds to new Treasury initiatives,
Thus far, Treasury has not given the public an explanation, so that the appropriateness of the
overpayment remains, at best, unresolved.

The most important lesson we draw from our analysis is that without a clearer explanation
from Treasury about its overall plan for each capital infusion, and without more transparency
and accountability for how that plan was carried out, it is not possible to exercise meaningful
oversight over Treasury’s actions. Congress has given Treasury substantial discretion, as
befits this fast-moving crisis. But that discretion carries with it an equivalent obligation to
explain, in real time, why the discretion is exercised as it is. Congress and the American
people need to understand Treasury’s conception of the problems in the financial system, the
comprehensive strategy to address those problems, and metrics to measure success toward
meeting those goals. Our collective financial security is on the line, and we all have a stake
in the outcome.

The Oversight Panel has also focused on mortgage foreclosure mitigation, with particular
regard to impediments to mitigation efforts. The March report offers a checklist of items to
evaluate the likely effectiveness of any proposal to halt the cascade of mortgage foreclosures.

Will the plan result in modifications that create affordable monthly payments?

Does the plan deal with negative equity?

Does the plan address junior mortgages?

Does the plan overcome obstacles in existing pooling and servicing agreements that
may prevent modifications?

* s & »
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* Does the plan counteract mortgage servicer incentives not to engage in modifications?
o Does the plan provide adequate outreach to homeowners?

o Can the plan be scaled up quickly to deal with millions of mortgages?

e Will the plan have widespread participation by lenders and servicers?

President Obama’s announcement of the Administration’s Homeowner Affordability and
Stability Plan last month addressed many of these issues. The Plan focuses on payment
affordability through an expanded refinancing program involving Fannie Mae and Freddie
Mac and a modification program targeting a wide range of borrowers at risk. The Plan also
includes financial incentives to encourage both lenders and borrowers to strive for
sustainable outcomes. It also encourages servicers to modify mortgages for at risk
homeowners before they are delinquent. There are additional incentives available to
extinguish junior mortgages. The Administration estimates that the Plan’s expanded
refinancing opportunities could assist four to five million responsible homeowners, some of
whom otherwise would likely have ended up in foreclosure.

While these projections are encouraging, the Panel noted areas of serious concern that are
not addressed in the plan. In particular, the Plan does not include a safe harbor for servicers
operating under pooling and servicing agreements to address the potential litigation risk that
may be an impediment to voluntary modifications. It is also important that the Plan more
directly address second mortgages, lest they otherwise continue to contribute substantially to
the rise in foreclosures. And, while the modification aspects of the Plan will be mandatory
for banks receiving TARP funds going forward, Treasury has not made it clear how the
federal regulators will enforce these new standards industry-wide to reach the needed level of
participation.

The Plan also supports permitting bankruptcy judges to restructure underwater mortgages
in certain situations. Such statutory changes would expand the impact of the Plan. Without
the bankruptcy piece, however, the Plan does not deal with mortgages that substantially
exceed the value of the home. Such a failure could sharply limit the relief it provides,
particularly in parts of the country that have experienced the greatest price declines.

It is also critical for the federal government to collect and analyze loan performance and
loss mitigation data. Without adequate data, measuring the success or failure of mitigation
efforts is, at best, a hit-or-miss proposition. Reliable data will demonstrate whether TARP
funds used for foreclosure mitigation efforts are achieving their intended purpose and
whether such programs require modification or termination.

Recently, the Oversight Board has also opened an inquiry into the Term Asset-Backed
Loan Facility (TALF). Specifically, the Oversight Panel is concerned that the TALF appears
to involved substantial downside risk and high costs for the American taxpayer, while
offering substantial rewards to a small number of private parties. Equally important, the
TALF appears to subsidize the continuation of financial instruments and arrangements whose
failure was a primary cause of the current economic crisis. The Panel is further concerned
because the documents posted on Treasury’s website describing the terms of operation of the
TALF and press reports about the content of those terms as they are to be implemented by
the Federal Reserve Bank of New York are contradictory, promoting substantial confusion.

To clarify the questions surrounding TALF, the Panel has asked Treasury for more
information. Generally, the Panel is seeking information on a number of points to better
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understand what Treasury intends to accomplish with TALF and why the TALF structure is
the most effective way to accomplish that goal. We have not received answers to this
inguiry, but have been told we can expect a response tomorrow. Until we receive detailed
and accurate information, the Panel cannot perform its oversight function. Moreover, it is
difficult for Congress and the American public to have confidence in an initiative for which
so much money is at stake and so little key information is available.

The Oversight Panel has also launched an inquiry into Treasury and Fed actions to
provide continued capital infusions and other assistance to the American International Group,
Inc. (AIG). The Panel has raised a number of important questions. These include the basis
for deciding that AIG posed systemic risk, the economic consequences of the assistance
provided to AIG, the ultimate beneficiaries of this assistance, and the manner in which
Treasury and the Board have monitored the recipients of taxpayer dollars. The Panel is
particularly concerned that the opaque nature of the relationship among AIG, its
counterparties, the Treasury, and the Federal Reserve Banks, particularly the Federal Reserve
Bank of New York, has substantially hampered oversight of the TARP program by Congress
and, equally important, has impaired the understanding of that program by the American
people.

The Panel has requested information from Treasury and the Fed on a number of points
related to AIG, including how the assistance was requested and need was analyzed, the
assessment of risk to the national and international financial system, any conditions placed on
the assistance, and information about counterparties and credit default swaps. We await the
requested information from Treasury. Again, it is not surprising that Congressional and
public outrage have been stoked on issues such as bonuses for AIG executives when there is
no information or basic explanation as to why substantial taxpayer-funded assistance is
necessary and what that money is accomplishing.

The TARP legislation is now six months old, and according to Secretary Geithner,
Treasury has spent or committed $565 billion. However, when calculating based on the
maximum program levels as announced, the amount swells to $667 billion. The Oversight
Panel has repeatedly called on Treasury to articulate a clear strategy for its use of TARP
funds; the absence of such a vision hampers effective oversight. In fact, our first report
outlined a series of ten basic questions, starting with the question, “What is Treasury’s
strategy?” Months later, Congress and the American public have no clear answer to that
question. The ongoing uncertainty has hindered recovery efforts.

1 have sent two letters to Treasury Secretary Geithner asking for clarification on this
specific point. 1am disappointed to report that the Oversight Panel has not received a
substantive response. We have concerns in other areas as well. Although the initiatives
announced over recent weeks describe a commitment to transparency and accountability, the
general frameworks do not provide an adequate foundation to oversee Treasury’s activities or
to measure the success of the TARP or the Stability Plan.

As part of its April report, the Oversight Panel will further analyze the evolving strategy
of Treasury. The Panel has focused in recent weeks on the lessons from previous financial
crises, both foreign and domestic, to help inform our analysis of the current situation. Our
report will examine four case studies of particular relevance: the Japanese “Lost Decade” of
the 1990s; the Swedish experience with bank nationalization in the 1990s; the establishment
of the Resolution Trust Corporation (RTC) in response the American savings and loan
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collapse in the late-1980s; and the actions taken to stabilize the financial and housing sectors
during the Great Depression. In each case we can learn from the steps taken—or not taken—
as policymakers tried to cope with failing financial institutions.

What have we learned thus far? In a crisis, transparency, accountability and a coherent
plan with clearly delineated goals are necessary to maintain public confidence and the
confidence of the capital markets. Sophisticated metrics to measure the success and failure
of program initiatives are also critical. Assuring that the TARP reflects these elements
underlies all of our oversight efforts.

Thank you again for the opportunity to explain the work of the Congressional Oversight
Panel.
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