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EXECUTIVE SUMMARY *

In creating the Troubled Asset Relief Program (TARP) in late
2008, Congress provided Treasury with a wide range of tools to
combat the financial crisis. In addition to purchasing assets di-
rectly from financial institutions, Treasury was also authorized to
support the value of assets indirectly by issuing guarantees.

In the legal sense, a guarantee is simply a promise by one party
to stand behind a second party’s obligation to a third. For example,
when a worker deposits his paychecks in an account at his local
bank, his money is guaranteed by the U.S. government through the
Federal Deposit Insurance Corporation (FDIC). If a bank fails—
that is, if the bank cannot give the worker his money later, when
he needs it—then the FDIC will step in to fill in the gap. The FDIC
guarantees the bank’s debt to its customer.

During the financial crisis of late 2008 and early 2009, the fed-
eral government dramatically expanded its role as a guarantor.
Congress raised the maximum guaranteed value of FDIC-insured
accounts from $100,000 to $250,000 per account, and the FDIC also
established the Debt Guarantee Program (DGP), standing behind
the debt that banks issued in order to raise funds that they could
use to lend to customers. Treasury reassured anxious investors by
guaranteeing that money market funds would not fall below $1.00
per share, and Treasury, the FDIC, and the Federal Reserve Board
together negotiated to secure hundreds of billions of dollars in as-
sets belonging to Citigroup and Bank of America. All told, the fed-
eral government’s guarantees have exceeded the total value of

*The Panel adopted this report with a 5-0 vote on November 5, 2009. Additional views are
available in Section Two of this report.
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TARP, making guarantees the single largest element of the govern-
ment’s response to the financial crisis.

From the taxpayers’ perspective, guarantees carry several advan-
tages over the direct purchases of bank assets. Most significantly,
guarantees bear no upfront price tag. When government agencies
agreed to guarantee $300 billion in Citigroup assets in late 2008,
taxpayers paid no immediate price—and now appear likely to earn
a profit from fees assuming economic conditions do not deteriorate
further.

The low upfront cost of guarantees also allowed Treasury, in co-
ordination with other federal agencies, to leverage a limited pool of
TARP resources to guarantee a much larger pool of assets. The
enormous scale of these guarantees played a significant role in
calming the financial markets last year. Lenders who were unwill-
ing to risk their money in distressed and uncertain markets be-
came much more willing to participate after the U.S. government
promised to backstop any losses.

Despite these advantages, guarantees also carry considerable
risk to taxpayers. In many cases, the American taxpayer stood be-
hind guarantees of high-risk assets held by potentially insolvent in-
stitutions. It was possible that, if the guaranteed assets had radi-
i:ally declined in value, taxpayers could have suffered enormous
osses.

At its high point, the federal government was guaranteeing or in-
suring $4.3 trillion in face value of financial assets under the three
guarantee programs discussed in this report. (The majority of that
exposure came from Treasury’s guarantee of money market ac-
counts that held high concentrations of government debt in the
form of Treasury securities. Therefore, the total exposure is less
than the full face value guaranteed because government debt is al-
ready backed by the full faith and credit of the United States.) De-
spite the likelihood that the U.S. government will receive more rev-
enue in fees than will ultimately be paid out under the guarantees,
the taxpayers bore a significant amount of risk.

Just as significantly, guarantees carry moral hazard. By limiting
how much money investors can lose in a deal, a guarantee creates
price distortion and can lead lenders to engage in riskier behavior
than they otherwise would. In addition to the explicit guarantees
offered by Treasury, the FDIC, and the Federal Reserve, the gov-
ernment’s broader economic stabilization effort may have signaled
an implicit guarantee to the marketplace: the American taxpayer
would bear any price, and absorb any loss, to avert a financial
meltdown. To the degree that lenders and borrowers believe that
such an implicit guarantee remains in effect, moral hazard will
continue to distort the market in the future. The cost of moral haz-
ard is not as easily measured as the price of guarantee payouts or
the income from guarantee fees, but it remains a real and signifi-
cant force influencing the financial system today. As Treasury con-
templates an exit strategy for TARP and similar financial stability
efforts such as these explicit guarantees, unwinding the implicit
guarantee of government support is critical to ensuring an effi-
ciently functioning marketplace.

After a wide-ranging review of TARP and related guarantees, the
Panel has not identified significant flaws in Treasury’s implemen-
tation of the programs. To the contrary, the Panel has noted a
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trend towards a more aggressive and commercial stance on the
part of Treasury in safeguarding the taxpayers’ money. Nonethe-
less, in light of these guarantees’ extraordinary scale and their risk
to taxpayers, the Panel believes that these programs should be sub-
ject to extraordinary transparency. The Panel urges Treasury to
disclose greater detail about the rationale behind guarantee pro-
grams, the alternatives that may have been available and why they
were not chosen, and whether these programs have achieved their
objectives.

Finally, the Panel recommends that Treasury provide regular
disclosures relating to Citigroup’s asset guarantee—the single larg-
est TARP guarantee offered to date. These disclosures should be
detailed enough to provide a clear picture of what is happening, in-
cluding information on the status of the final composition of the
asset pool and total asset pool losses to date, as well as what the
projected losses of the pool are and how they have been calculated.

The following table summarizes the principal elements of the
programs that the Panel has examined for the purposes of this re-
port:
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SECTION ONE:

A. Overview

Guarantees of the assets and liabilities of banks and bank hold-
ing companies (BHCs) form an essential part of the Troubled Asset
Relief Program (TARP) and broader financial stabilization efforts.
Unlike direct payments or purchases, guarantees do not require the
immediate outlay of cash (and if the guarantees expire without
having been triggered, cash may never be needed), but they expose
taxpayer funds to potential risk—in some cases, a great deal of
risk. This report examines the role played by guarantees and other
contingent payments under TARP and related programs.

The Emergency Economic Stabilization Act of 2008 (EESA), the
legislation that established TARP, authorized Treasury not only to
purchase assets of financial institutions,? but also to guarantee ex-
isting troubled assets.? Under EESA and TARP, Treasury partici-
pates with the Federal Reserve Board and the FDIC in the Asset
Guarantee Program (AGP), which includes a three-way guarantee
of Citigroup assets. In addition to $45 billion in direct investment
under two separate TARP programs and an FDIC guarantee of
$37.3 billion of Citigroup obligations, Treasury, the Federal Re-
serve Board, and the FDIC have guaranteed a pool of Citigroup as-
sets valued at approximately $301 billion. A similar guarantee
under the AGP was arranged for Bank of America but never final-
ized.

EESA directed Treasury to reimburse the Exchange Stabilization
Fund (ESF) for any funds that are used for Treasury’s guarantee
of money market funds through the Temporary Guarantee Program
for Money Market Funds (TGPMMF).4 At the program’s height, it
guaranteed $3.2174 trillion in money market funds.5

The FDIC created its Temporary Liquidity Guarantee Program
(TLGP) less than two weeks after the enactment of EESA, under
authority of the Federal Deposit Insurance Act.® The Debt Guar-
antee Program portion of the TLGP (DGP) guarantees debt issued
by banks and BHCs.” The FDIC currently guarantees approxi-
mately $307 billion in outstanding financial institution obligations,
and has the authority to guarantee an additional $312 billion

2See Emergency Economic Stabilization Act of 2008 (EESA), Pub. L. No. 110-343, §101 (au-
thorizing the Treasury Secretary to purchase troubled assets from financial institutions).

3See EESA §102 (authorizing the Treasury Secretary to establish “a program to guarantee
troubled assets originated or issued prior to March 14, 2008, including mortgage-backed securi-
ties” if a troubled asset purchase program is created).

4See EESA §131(a) (stating that the requlred EESA reimbursement of the ESF for any funds
that are used for the TGPMMF is to be made “from funds under this Act,” meaning that it is
funded by EESA, but not out of the $700 billion appropriated to TARP). See Section D(2)(a),
infra, for a discussion of issues relating to the legal authority for TGP.

5This raw number overstates the true amount at risk; a large proportion of money market
funds are invested in Treasury securities. See discussion of the “real” amount at risk in Section

'6 See Federal Deposit Insurance Act of 1950, Pub. L. No. 81-797, §13(c)(4)(G) (authorizing the
FDIC, upon the determination of systemic rlsk to take actions “to avoid or mitigate serious ad-
verse effects on economic conditions or financial stability”).

7The TLGP has a second program, the Transaction Guarantee Program, which provides tem-
porary full guarantees for funds held at FDIC-insured depository institutions in noninterest-
bearing transaction accounts. This guarantee is in addition to and separate from the $250,000
coverage provided under the FDIC’s general deposit insurance regulations through June 30,
2010. Unless stated otherwise, discussion of TLGP in this report refers to the DGP aspect of
the program.
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under the DGP.8 Through both the TLGP and its deposit insurance
program, the FDIC has increased insurance for bank guarantees.?

Treasury has committed the vast majority of its EESA funds for
purchases under Section 101, and the Panel’s reports to date have
focused on that particular use of funds. Examining the relatively
smaller amounts committed under Section 102, however, reveals
several important findings.

First, guaranteeing liabilities or backstopping losses on assets
can play as important a role in establishing financial stability as
purchasing assets.

Second, despite the guarantees’ significant impact, the contingent
nature of guarantees, coupled with the limited transparency in im-
plementing these programs, means that the total amount of money
that is being placed at risk is not always readily apparent. Some
financial stabilization initiatives outside of TARP, such as the
FDIC’s DGP and Treasury’s TGPMMF, carry greater potential for
exposure of taxpayer funds than TARP itself. The U.S. government
was at risk for a considerable amount of money while these pro-
grams were in full effect and some of that exposure continues.

Finally, the programs examined in this report raise substantial
moral hazard concerns. Explicit guarantees incentivize managers
and investors to ignore or downplay risk. More broadly, stabiliza-
tion initiatives as a whole risk implicitly signaling that the govern-
ment will provide extraordinary support whenever economic condi-
tions deteriorate in the future.

This report will examine in detail the TARP programs that have
guaranteed rather than purchased assets (the Citigroup and Bank
of America guarantees under the AGP), as well as Treasury’s
money market fund guarantee, the TGPMMF, and the FDIC’s
DGP, which significantly benefited many of the financial institu-
tions that were the recipients of TARP funds.

Some of these guarantees will extend beyond the end of TARP
and will continue to serve as government backstops to the financial
system. By devoting a report to the way the guarantees work, the
way they relate to the health of the financial institutions involved,
and their potential cost, the Panel examines another important
part of TARP strategy and implementation. This topic touches on
the Panel’s mandate to examine the Secretary of the Treasury’s au-
thority under the TARP, the impact of the TARP on the markets,
the protection of taxpayers’ money and transparency issues.

B. The Nature of a Guarantee

1. Legal Aspects of Guarantees

A guarantee is an agreement by one person to satisfy another
person’s obligation if the latter person does not do so. A guarantee
involves three parties: the person who owes the original obligation

8See Federal Deposit Insurance Corporation, Monthly Reports on Debt Issuance Under the
Temporary Liquidity Guarantee Program (as of Sept. 30, 2009) (online at www.fdic.gov/
regulations/resources/TLGP/total_issuance9_09.html) (hereinafter “FDIC, September Monthly
TLGP Report”) (while as of September 30, 2009, $307 billion was outstanding under the pro-
gram, the FDIC’s current cap is $620 billion).

9 Congress has temporarily increased the deposit insurance program to insure accounts up to
$250,000. In addition, banks that choose to participate in the TLGP’s Transaction Account Guar-
antee will have the entirety of their customers’ non-interest bearing deposit accounts insured.
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(the debtor or obligor), the person to whom that obligation is owed
(the creditor), and the guarantor.l® Guarantees can be absolute—
meaning that the guarantor is immediately liable—or they can re-
quire that other conditions are met before they take effect. Guaran-
tees may also be limited to less than 100 percent of the original li-
ability.11

General contract rules govern guarantees.'2 For example, guar-
antees are usually required to be instruments,13 and are construed
with the aid of a number of substantive rules protecting guaran-
tors.14 A guarantor who makes good on a guarantee is normally en-
titled to collect the amount it paid (or whatever part it can) from
the original debtor 1> unless the guarantor waived that right in the
guarantee agreement.16 This is known as “subrogation.”

A two-party agreement that one party will pay the other a de-
fined amount under certain circumstances (e.g., if a pool of assets
does not prove to be worth a defined amount) is not technically a
guarantee contract. The party entitled to payment cannot look to
a third party to obtain the promised amount, so no additional as-
sets exist to protect the former’s ability to obtain what it is owed.17
All the same, such agreements are sometimes called guarantees.

The FDIC’s obligations under its TLGP are true guarantees.
Treasury’s TGPMMF, on the other hand, does not technically cre-
ate a guarantee relationship, nor do the agreements between
Treasury, the Federal Reserve, and the FDIC, in one regard, or
Citigroup and Bank of America, respectively, in another.1® But
these are minor distinctions, given the fact that the obligations of
the three government agencies are backed by the full faith and
credit of the United States. While the government agencies and
the beneficiaries of the arrangements refer to the government sup-

10 A guarantee is a form of suretyship. The Restatement (Third) of Suretyship and Guaranty
provides a formal description:

1. [A] secondary obligor has suretyship status whenever:

(a) pursuant to contract (the “secondary obligation”), an obligee has recourse against a person
(the “secondary obligor”) or that person’s property with respect to the obligation (the “underlying
obligation”) of another person (the “principal obligor”) to that obligee.

2. An obligee has recourse against a secondary obligor or its property with respect to an un-
derlying obligation:

(a) whenever the principal obligor owes performance of the underlying obligation; and

(b) pursuant to the secondary obligation, either:

(i) the secondary obligor has a duty to effect, in whole or in part, the performance that is
the subject of the underlying obligation; or

(ii) the obligee has recourse against the secondary obligor or its property in the event of the
failure of the principal obligor to perform the underlying obligation; or

(iii) the obligee may subsequently require the secondary obligor to either purchase the under-
lying obligation from the obligee or incur the duties described in subparagraph (i) or (ii).

Restatement (Third) of Suretyship and Guaranty § 1 (1996).

11 See Restatement (Third) of Suretyship and Guaranty §1 cmt. k (1996). As indicated in the
text, a guarantee may contain many additional conditions and limitations about triggers for the
guarantor’s obligation and precise definitions of the liabilities to which that obligation applies.
See id. at § 1 cmt. j.

12 See Restatement (Third) of Suretyship and Guaranty § 5 (1996); Louis Dreyfus Energy Corp.
v. MG Refining & Marketing, Inc., 812 N.E.2d 936, 939 (N.Y. 2004).

13 Restatement (Third) of Suretyship and Guaranty § 11 (1996).

14 See, e.g., Restatement (Third) of Suretyship and Guaranty §§ 37-49 (1996).

15Restatement (Third) of Suretyship and Guaranty §27 (1996); see Chemical Bank v. Meltzer,
712 N.E.2d 656, 661 (N.Y. 1999) (explaining the guarantor is technically said to have been “sub-
rogated” to the rights of the obligee).

16 See Restatement (Third) of Suretyship and Guaranty § 6 (1996).

17 Again, more than one party may be involved on either side of such a direct agreement. For
example, A, B, and C may promise directly to pay D (or D, E, and F) under certain conditions.

18The TGPMMF is perhaps better understood as an insurance program designed to protect
MMF investors and, in so doing, support the commercial paper market.
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port by several different terms, including “loss-sharing” and “ring-
fencing,” this report refers to these contingent arrangements as
guarantees.

Typical provisions in guarantee contracts include: 1°

e the nature of the obligation;

e the conditions for its performance (e.g., whether a guar-
antee can be enforced if payment obligations on the underlying
debt are accelerated);

e the proportionate obligations and rights of multiple parties
(for example, whether obligations to pay are proportionate or
any party can be required to pay the entire amount owed);

e ongoing responsibilities of the obligor or obligors, including
provision of security for performance;

e whether the obligation is continuing or terminable;

e the terms on which subrogation (in the case either of a
true guarantee or a direct agreement) can occur;

e the terms of any waivers, by one or more parties, of con-
tract, statutes of limitation, or other defenses that might other-
wise be asserted,;

e allocation of expenses (of enforcement, protecting collat-
eral, etc.); and

e costs of bankruptcy proceedings of one or more parties to
the arrangement.

2. How kGuarantees Are Treated on Government Agencies’
Books

a. Standard Accounting Treatment

The Financial Accounting Standards Board (FASB) specifies ac-
counting rules for guarantees issued by institutions that follow
generally accepted accounting principles (GAAP) in the United
States. FASB provides guidance on how to account for the initial
liability that the guarantor (issuer) records to recognize fair value
of the guarantee, as well as on how to address any liability expo-
sure created over the course of the guarantee.

The issuance of a guarantee obligates the guarantor in two re-
spects: (1) the guarantor undertakes an obligation to stand ready
to perform over the term of the guarantee in the event that the
specified triggering events or conditions occur29 and (2) the guar-
antor undertakes a contingent obligation to make future payments
if those triggering events or conditions occur.

According to the rules as part of accrual accounting,2! fees re-
ceived and not yet earned are recorded as deferred revenue which
is a liability and is reduced over the life of the guarantee as rev-
enue is earned. This deferred revenue for guarantee purposes is
called an “initial stand-ready liability,” which reflects the fair value
of the guarantee (expected cash flows over the life of the guar-
antee). If losses are expected on the guaranteed assets, guarantee
expense must be accrued as a charge to the guarantor’s income if
both of the following conditions are met: (1) it is probable the asset

19 Cf. Langdon Owen, Real Property Lender Security, Lease, and Other Downside Concerns
(June 5, 2008) (online at www.bankerresource.com/articles/view.php?article id=624#) (discussing
lender security provisions for real property transactions). The list is non-exhaustive.

20U.S. GAAP Codification of Accounting Standards: Codification Topic 460—Guarantees.

217.S. GAAP Codification of Accounting Standards: Codification Topic 450—Contingencies.
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guaranteed is impaired or the liability guaranteed had been in-
curred; and (2) the amount of loss is estimable.

The initial stand-ready liability for the fee received for the guar-
antee but not yet earned, reflecting the fair value of the guarantee
of the loan, is recorded even when it is not probable that payments
will be required under that guarantee, as that may change over the
term of the loan.

b. Accounting Practices of Federal Agencies

The Federal Reserve and the FDIC follow GAAP accounting rules
in preparing their accounting statements while Treasury follows
similar Government Accounting Standards. FASB issues guidance
for adapting GAAP for use by government agencies. Treasury and
the FDIC submit audited financial statements to the Office of Man-
agement and Budget (OMB), and Treasury subsequently consoli-
dates these statements into a government-wide financial report.
While this report attempts to provide a balance sheet for the fed-
eral government, it is not the federal budget, and it is not a fore-
casting document. The financial report also includes a modified
version of an income statement for the federal government. The
federal budget is on a cash basis and thus provides cash flow infor-
mation.

From a consolidated, government-wide perspective, the federal
budget treats the guarantee transactions of the three agencies in
three different ways:

o Treasury/TARP. Section 123 of EESA requires that TARP
transactions, including asset guarantees undertaken pursuant to
Section 102, be recorded on a “credit reform” basis. This means
that the cost of the program measures the discounted present value
of the cash flows involved. For most federal direct loan and guar-
antee programs, the discount rate used in the credit reform subsidy
calculation is simply the government’s cost of funds. However,
EESA requires that the discount rate used for TARP be the govern-
ment cost of funds modified to reflect market risk.

o Federal Reserve. The Federal Reserve is excluded from the fed-
eral budget except that its net earnings are paid to Treasury at the
end of each year and are recorded as a budget receipt. Hence, the
only impact of the Federal Reserve’s guarantee activities on the
federal budget would be in reducing its net earnings should the
Federal Reserve absorb any losses on its guarantees.

e FDIC. Only the cash flows associated with the FDIC guaran-
tees are reflected in the federal budget, not the discounted present
value of those flows. This means that no “cost” is recorded for the
FDIC guarantees under the AGP and the TLGP unless there is an
actual default and payment of a guarantee claim, in which case the
full, undiscounted amount of that claim is included in the budget.

The following table shows the amounts that each individual
agency and the federal budget have recorded so far for the three
major guarantee programs. Note that the differences between the
Congressional Budget Office (CBO) and OMB budget estimates for
the AGP are not as large as they first appear because CBO does
not include the guarantee fees received in the cash flows used to
calculate the credit reform subsidy figure, whereas OMB does.
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FIGURE 1: SUMMARY OF AGENCY AND FEDERAL BUDGET TREATMENT OF GUARANTEE

PROGRAMS
Treasury/TARP Federal Reserve FDIC
Agency Federal Agency Federal Agency Federal
accounts budget accounts budget accounts budget
AGP ... Receipts of Receipts of Receipts of Not included ... Receipts of Receipts of
$1,028 mil- $1,028 mil- $57 million. $2.7 billion. $2.7 billion.
lion.22 lion.23
TGPMMF ........... Receipts of Receipts of — — — —
$1.2 billion. $1.2 billion.
TLGP ..o — — — — Receipts of Receipts of 9.6
$9.6 billion; billion; $2
2 million million dis-
disburse- burse-
ment.24 ment.25
22 Represents initial credit reform estimate of $752 million in receipts for the AGP transactions in FY 2009, which is subject to end of year
reezsatimate, plus receipts for the Bank of America termination fee of $276 million.
Id.
24 According to the FDIC, as of October 22, 2009 there has been one failure of a TLGP-participating institution, an affiliate of which had
issued guaranteed debt. While the FDIC anticipates up to a $2 million loss on that issuance, no losses have been paid out yet with respect
to the DGP.

25 /d.

3. How Guarantees Are Treated on the Books of the Entity
Benefitted

a. Guarantee of Assets

For the institutions that receive a guarantee, the fair value of
the guarantee (the fee paid) is recorded as an initial asset (as a
prepaid expense equivalent to the initial liability recorded by the
guarantor) adjusted (through the income statement as an other op-
erating expense) over the life of the guarantee to reflect the re-
duced risk. If and when cumulative losses (impairment) based on
GAAP for the covered assets exceed an agreed amount or deduct-
ible, an asset is recorded (reflecting expected receipt of payment for
thedclaim) that is equal to the losses recorded in the relevant pe-
riod.

b. Guarantee of Liabilities

When a bank issues debt (a liability to the bank) that has been
guaranteed by a third party, the guarantee benefits the holder of
the bank’s debt (the lender) rather than the bank. The bank pays
a guarantee premium to the guarantor at the time of issuance of
the debt which is carried as part of the carrying basis of the under-
lying debt. This premium is recognized as an asset and amortized
over the life of the guaranteed debt as an interest expense.

The guarantee in such a case is in effect a debt discount (i.e., it
lowers the borrowing cost). If the bank defaults, a payment from
the guarantor goes directly to the lender, bypassing the bank. Un-
like an asset guarantee, in the case of a liability guarantee, the
bank is not the guaranteed party and hence it does not record an
asset if it defaults on the guaranteed debt. Rather, the guarantor
is liable to the holder of the underlying debt of the bank.26

Though the accounting of the guaranteed party is similar to that
of the guarantor in terms of the initial recording of the guarantees,
there is significant difference in the treatment of guarantees of as-

26 See discussion of asset guarantees and liability guarantees supra Section B(1).
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sets versus guarantees of liabilities when a payment is due from
the guarantor. For guarantees of assets, the guarantor pays the
guaranteed party according to the loss agreement. For guarantees
o{) 1liabilities, the guarantor pays the creditor directly (bypassing the
obligor).

C. The Programs

1. The Asset Guarantee Program

By the fall of 2008, financial markets were in significant turmoil.
In October 2008, Treasury provided $125 billion in Capital Pur-
chase Program (CPP) funds—half of the TARP funds then avail-
able—to nine financial institutions selected due to their perceived
importance to the capital markets and the greater financial sys-
tem.27 At the time, the nine financial institutions held, in aggre-
gate, approximately 55 percent of all assets held by U.S.-owned
banks.28 Treasury maintained that these institutions were
“healthy” and that the infusion of capital was intended primarily
to restore market confidence and stimulate the economy by helping
banks increase lending to consumers and businesses.2°

The continuation of significant disruptions in the capital markets
and the banking industry experiencing “one of the most financially
devastating earnings quarters in recent history”30 during the
fourth quarter of 2008, meant that CPP infusions were not enough
for some institutions. In a matter of weeks, two of the nine institu-
tions—Citigroup and Bank of America—needed additional support.

Some of this support was provided through the Asset Guarantee
Program (AGP). On December 31, 2008, Treasury issued a report
detailing its Asset Guarantee Program (AGP),3! which Treasury

27Bank of America, Citigroup, Wells Fargo, JPMorgan Chase, Goldman Sachs, Morgan Stan-
ley, Merrill Lynch, State Street Corporation, and the Bank of New York Mellon were the nine
initial financial institutions to receive the first government capital injections. Settlement with
Merrill Lynch was deferred pending its merger with Bank of America. The purchase of Merrill
Lynch by Bank of America was completed on January 1, 2009, and this transaction under the
CPP was funded on January 9, 2009. U.S. Department of the Treasury, Troubled Asset Relief
Program Transactions Report for Period Ending October 30, 2009, at 5 (Nov. 3, 2009) (online
at www.financialstability. gov/docs/transactlon reports/11-3-09%20Transactions%20
Report%2035%200i‘%2010 30-09.pdf) (hereinafter “October 30 TARP Transactions Report”).

.S. Department of the Treasury, Remarks by Secretary Henry M. Paulson, Jr. on Financial
Rescue Package and Economic Update (Nov. 12, 2008) (online at www. ﬁnanmalstablhty gov/lat-
est/hp1265.html) (stating that “nine of the largest U.S. financial institutions, holding approxi-
mately 55 percent of U.S. banking assets . 7).

29 See U.S. Department of the Treasury, Statement by Secretary Henry M. Paulson, Jr., on Ac-
tions to_ Protect the U.S. Economy (Oct. 14, 2008) (online at www.treasury. gov/press/releases/
hp1205.htm) (stating that the financial institutions receiving emergency injections of capital, in-
cluding Citigroup and Bank of America, were “healthy institutions,” and that they were accept-
ing federal assistance “for the good of the U.S. economy”).

30 SIGTARP, Emergency Capital Injections Provided to Support the Viability of Bank of Amer-
ica, Other Major Banks, and the U.S. Financial System, at 1 (Oct. 5, 2009) (online at
www.sigtarp.gov/reports/audit/ 2009/Emergency Capltal Injections_: Provided_to Support

_the Viability of Bank of America... 100509.pdf ) (hereinafter “Emergency Capital Injections”).

317.S. Department of the Treasury Report to Congress Pursuant to Section 102 of the Emer-
gency Economic Stabilization Act, at 2 (Dec. 31, 2008) (online at www.financialstability.gov/docs/
AGP/sec102Rep0rtToCongress.pdf) (hereinafter “Treasury AGP Report”). For practical purposes,
the AGP was created when the government agreed, in November 2008, to guarantee certain
Citigroup assets. See U.S. Department of the Treasury, U.S. Government Finalizes Terms of Citi
Guarantee Announced In November (Jan. 16, 2009) (online at www.treas.gov/press/releases/
hp1358.htm) (hereinafter “Treasury AGP Terms Release”). (announcing the federal government’s
intention to guarantee Citigroup assets, without specifying AGP as the programmatic source of
the guarantee). There is no evidence that AGP existed prior to that announcement as a pro-
gram, but funds were allocated to Citigroup that were later attributed to AGP. It was not until
Treasury issued its report to Congress in December 2008, however, that it formally linked the

Continued
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created pursuant to Section 102 of EESA. Under the AGP, Treas-
ury may guarantee 32 certain distressed or illiquid assets that are
held by systemically significant financial institutions.33 In ex-
change, participating financial institutions pay premiums to Treas-
ury, which are supposed to cover any losses under the program.34
Participating financial institutions also agree to manage the guar-
anteed assets according to certain guidelines.3®> Treasury’s stated
objective for the AGP is to bolster confidence in participating insti-
tutions and to stabilize financial markets,3¢ thereby strengthening
the broader economy.37?

From the beginning, Treasury stated that AGP assistance would
not be “widely available.” 38 To date, Treasury has offered AGP as-
sistance to only two institutions: Citigroup and Bank of America.
In both cases, Treasury offered this assistance in coordination with
the Federal Reserve and the FDIC, both of which, like Treasury,
agreed to absorb certain losses arising from the guaranteed assets.

Although the AGP program was jointly announced by Treasury,
the Federal Reserve, and the FDIC, Treasury is the only agency
that refers to this tripartite initiative as AGP. (The latter two
agencies instead refer to this agreement as “a package of guaran-
tees, liquidity access and capital.”)32 Treasury is also the only

agreement with Citigroup to the AGP. See Treasury AGP Report, supra note 31, at 1 (announc-
ing that Treasury intended to “explor[e] use of the Asset Guarantee Program to address the
guarantee provisions of the agreement with Citigroup announced on November 23, 2008”).

32Treasury guarantees assets under the AGP by “assum[ing] a loss position with specified at-
tachment and detachment points on certain assets held by [a] qualifying financial institution[.]”
Treasury AGP Report, supra note 31, at 1. The insured assets are selected by the financial insti-
tution receiving the guarantee and reviewed for eligibility by Treasury. Id.

33 Treasury AGP Report, supra note 31. Treasury regards a financial institution as “system-
ically significant” if its “failure would impose significant losses on creditors and counterparties,
call into question the financial strength of other similarly situated financial institutions, disrupt
financial markets, raise borrowing costs for households and businesses, and reduce household
wealth.” U.S. Department of the Treasury, Decoder (Sept. 18, 2009) (online at
www.financialstability.gov/roadtostability/decoder.htm) (hereinafter “I'reasury Decoder”). Treas-
ury has stated that, in determining whether to provide aid under the AGP, it will consider the
following factors, among others:

1. The extent to which destabilization of the institution could threaten the viability of credi-
tors and counterparties exposed to the institution, whether directly or indirectly;

2. The extent to which an institution is at risk of a loss of confidence and the degree to which
that stress is caused by a distressed or illiquid portfolio of assets;

3. The number and size of financial institutions that are similarly situated, or that would be
likely to be affected by destabilization of the institution being considered for the program;

4. Whether the institution is sufficiently important to the nation’s financial and economic sys-
tem that a loss of confidence in the firm’s financial position could potentially cause major disrup-
tions to credit markets or payments and settlement systems, destabilize asset prices, signifi-
cantly increase uncertainty, or lead to similar losses of confidence or financial market stability
that could materially weaken overall economic performance;

5. The extent to which the institution has access to alternative sources of capital and liquid-
ity, whether from the private sector or from other sources of government funds.

Treasury AGP Report, supra note 31.

34U.S. Department of the Treasury, Asset Guarantee Program (Mar. 2, 2009) (online at
www.financialstability.gov/roadtostability/assetguaranteeprogram.htm) (hereinafter “AGP Over-
view”).

35 Treasury AGP Report, supra note 31, at 1; see, e.g., Master Agreement Among Citigroup
Inc., Certain Affiliates of Citigroup Inc. Identified Herein, Department of the Treasury, Federal
Deposit Insurance Corporation and Federal Reserve Bank of New York at Exhibit B, Governance
and Asset Management Guidelines (Jan. 15, 2009) (online at www.sec.gov/Archives/edgar/data/
831001/000095010309000098/dp12291 ex1001.htm) (hereinafter “Citigroup Master Agreement”)
(guidelines governing Citigroup’s management of the covered assets).

36 Treasury stated that AGP and its Targeted Investment Program, discussed below, were
components of a coordinated effort to counteract any potential systemic risks. Treasury con-
versations with Panel staff (Oct. 22, 2009).

37Treasury AGP Report, supra note 31, at 2.

38 Treasury AGP Report, supra note 31, at 1.

39 See, e.g., AGP Overview, supra note 34; U.S. Department of the Treasury, Joint Statement
by Treasury, Federal Reserve and FDIC on Citigroup (Nov. 23, 2008) (online at
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agency whose authority to participate in the initiative emanates
from EESA%0—an issue discussed in greater depth in section D of
this report.

a. Citigroup
i. Background

On October 28, 2008, Treasury purchased Citigroup preferred
shares and warrants valued at $25 billion under its CPP.41 As dis-
cussed above, at the time, Treasury maintained that CPP recipi-
ents were “healthy.” 42

On Friday, November 21, 2008, Citigroup approached the federal
government and requested assistance over and above the $25 bil-
lion direct capital infusion it had received in November under the
CPP. In response to rapidly deteriorating market conditions and
Citigroup’s position,43 the federal government announced that it
would provide additional aid to Citigroup.

This second wave of aid took two forms. First, Treasury agreed
to purchase an additional $20 billion in Citigroup preferred stock
under its Targeted Investment Program (TIP).44 Second, three gov-

financialstability.gov/latest/hp1287.html); Board of Governors of the Federal Reserve System,
Joint Statement by Treasury, Federal Reserve, and the FDIC on Citigroup (Nov. 23, 2008) (online
at www.federalreserve.gov/newsevents/press/bcreg/20081123a.htm); Federal Deposit Insurance
Corporation, Joint Statement by Treasury, Federal Reserve and the FDIC on Citigroup (Nov. 23,
2008) (online at www.fdic.gov/news/news/press/2008/pr08125.html).

40The Federal Reserve states its authority derives from § 13(3) of the Federal Reserve Act of
1913, Pub. L. No. 63-43, §13(3); see also Board of Governors of the Federal Reserve System,
Report Pursuant to Section 129 of the Emergency Economic Stabilization Act of 2008: Authoriza-
tion to Provide Residual Financing to Bank of America Corporation Relating to a Designated
Asset Pool (online at www.federalreserve.gov/monetarypolicy/files/129BofA.pdf) (accessed Nov. 2,
2009) (referencing §13(3) of the Federal Reserve Act as the source of the Federal Reserve’s au-
thority to act).

417.S. Department of the Treasury, Capital Purchase Program Transaction Report (Nov. 17,
2008) (online at  www.financialstability.gov/docs/transaction-reports/TransactionReport-
11172008.pdf).

42Notwithstanding these statements that the nine financial institutions were healthy, a re-
cent SIGTARP audit suggests that there were concerns about the health of at least several of
the institutions at that time, and that “their overall selection was far more a result of the offi-
cials’ belief in their importance to a system that was viewed as being vulnerable to collapse than
concerns about their individual health and viability.” SIGTARP, SIGTARP Survey Demonstrates
that Banks Can Provide Meaningful Information On Their Use of TARP Funds, at 17 (July 20,
2009) (online at www.sigtarp.gov/reports/audit/2009/SIGTARP Survey Demonstrates That
Banks Can Provide Meaningfu %20Information On_ Their Use_Of TARP Funds.pdf) (herein-
after “SIGTARP Bank Audit”).

43 See, e.g., Vikram Pandit, Chief Executive Officer of Citigroup, Citi Reports Fourth Quarter
Net Loss of $8.29 Billion, Loss Per Share of $1.72 (Jan. 16, 2009) (online at www.citibank.com/
citi/press/2009/090116a.htm); Bradley Keoun & Mark Pittman, Citigroup’s Asset Guarantees to
be Audited by TARP, Bloomberg (Aug. 19, 2009) (online at www.bloomberg.com/apps/
news?pid=20601087&sid=aiWZXE5RKSCc) (reporting that Citigroup’s shares fell below $5 in
November 2008, raising concerns of a destabilizing run on the bank).

4444 U.S. Department of the Treasury, Treasury Releases Guidelines for Targeted Investment
Program (Jan. 2, 2009) (online at www.treasury.gov/press/releases/hp1338.htm) (hereinafter
“Treasury TIP Guidelines”). The TIP “was created to stabilize the financial system by making
investments in institutions that are critical to the functioning of the financial system. Invest-
ments made through the TIP seek to avoid significant market disruptions resulting from the
deterioration of one financial institution that can threaten other financial institutions and im-
pair broader financial markets and pose a threat to the overall economy.” U.S. Department of
the Treasury, Decoder, supra note 34. As the Panel has before noted, there is no evidence that
the TIP existed as a program prior to that announcement, but funds were disbursed to Citigroup
that were later attributed to the TIP. See Congressional Oversight Panel, February Oversight
Report:Valuing Treasury’s Acquisitions, at 5 (Feb. 6, 2009) (online at cop.senate.gov/documents/
cop-020609-report.pdf).

Treasury states, “[t]his program description is required by Section 101(d) of the Emergency
Economic Stabilization Act,” but does not provide the date TIP was created. TIP is not referred
to by name in EESA. Treasury asserts its authority for this program arises from Section 101,
which authorizes Treasury to purchase troubled assets. See Treasury TIP Guidelines, supra note
44; see also EESA §101.
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ernment agencies (Treasury, the Federal Reserve, and the FDIC)
agreed to share with Citigroup potential losses on a pool of
Citigroup assets that Citigroup identified as some of its riskiest
and most high-profile assets.45 Initially, that pool was valued at up
to $306 billion.46

it. Structure of the Guarantee

The structure of Citigroup’s asset guarantee is relatively simple.
According to the Citigroup Master Agreement,4? Citigroup will ab-
sorb initial losses arising from the covered pool up to $39.5 bil-
lion.48 Citigroup will then absorb 10 percent of any losses in excess
of that amount, while the federal government will absorb the re-
mainder of the losses. Treasury will absorb the first $5 billion in
federal liability, the FDIC will absorb the second $10 billion in fed-
eral liability, and the Federal Reserve will cover any further fed-
eral liability by way of a non-recourse loan to Citigroup.4® The

45 Generally speaking, the assets in the guarantee pool are loans and securities backed by res-
idential and commercial real estate and other such assets, which will remain on Citigroup’s bal-
ance sheet. U.S. Dept. of the Treasury, Press Release, Joint Statement by Treasury, Federal Re-
serve and the FDIC on Citigroup (Nov. 23, 2008) (online at www.treas.gov/press/releases/
hp1287.htm) (hereinafter “Treasury Citigroup Press Release”). For a more detailed breakdown
of the asset pool, see Figure 2, infra. Citigroup, Treasury and the Federal Reserve have indi-
cated that the assets were valued at the amounts shown on Citigroup’s books at the date of
the agreement (or January 15, 2009 for assets added later). The whole loans within the asset
pool are carried at face value and adjusted for permanent impairments (write-downs) and any
repayments of principal. The securities within the asset pool are carried at their mark-to-market
value. This was confirmed by Citigroup. (In the notes to its financial statements, Citigroup, as
a BHC, is required to show the market value of these assets, which includes mark-to-market
valuation.) As shown in Figure 2, most of the assets covered were in the form of whole loans.
Citigroup uses the same valuation principles it uses in its financial statements for the calcula-
tion of losses under the guarantee. See Congressional Oversight Panel, August Oversight Report,
The Continued Risk of Troubled Assets at Section B (Aug. 11, 2009) (hereinafter “COP August
Oversight Report”) (online at financialservices.house.gov/cop-081109-report.pdf ) (discussing the
changes in accounting rules that move away from mark-to-market accounting).

46 The terms of the asset guarantee agreement were finalized in January 2009, at which time
the size of the guaranteed pool was reduced to $301 billion. Treasury AGP Terms Release, supra
note 31. The reason for this reduction was largely the result of certain accounting corrections
as well as the exclusion from the pool of certain asset-backed collateralized debt obligations. As
discussed below, the asset pool has since shrunk even further due to sales of assets, principal
amortization, and charge-offs. It now stands at approximately $266 billion.

47 Citigroup Master Agreement, supra note 35 (setting forth the agreement by Treasury, the
FDIC, and FRBNY to protect Citigroup and certain of its affiliates from certain losses on an
asset pool, as originally announced on November 23, 2008).

48 Citigroup Master Agreement, supra note 35, at 2, 28. Citigroup’s so-called “deductible” was
“determined using (i) an agreed-upon $29 billion of first losses [on the asset pool], (ii) Citigroup’s
then-existing reserve with respect to the portfolio of approximately $9.5 billion, and (iii) an addi-
tional $1.0 billion as an agreed-upon amount in exchange for excluding the effects of certain
hedge positions from the portfolio.” U.S. Securities and Exchange Commission, Quarterly Report
Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934 for Citigroup Inc. (Aug.
7, 2009), at 35 (online at www.sec.gov/Archives/edgar/data/831001/000104746909007400/
a2193853210-q.htm) (hereinafter “Citigroup Second Quarter 2009 Report”). When the guarantee
was first announced on November 23, 2008, it was announced that the deductible would be $29
billion “plus reserves.” When these reserves and the $1 billion for the hedge position are
factored in, the amount becomes the $39.5 billion reflected in the final agreement signed in Jan-
uary.

During a call with Panel staff, Citigroup stated there was disagreement between the federal
government and Citigroup as to the value of certain hedge positions during negotiations of the
deductible. Since determining which assets were a hedge for other assets to some degree of pre-
cision was extremely difficult, if at all possible, Citigroup and the government settled on the
figure of $1 billion to account for the existence of these hedges in calculating the deductible.
Citigroup conversations with Panel staff (Oct. 26, 2009).

49 Citigroup Master Agreement, supra note 35, at 6-8, 28-30; see also U.S. Department of the
Treasury, The Next Phase of Government Financial Stabilization and Rehabilitation Policies, at
44 (Sept. 2009) (online at www.treas.gov/press/releases/docs/
Next%20Phase%200f%20Financial%20Policy,%20Final,%202009-09-14.pdf) (hereinafter “Next
Phase Report”).
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guarantee runs for up to ten years for residential assets and five
years for non-residential assets.

On a quarterly basis, Citigroup is required to calculate a number
of figures, including the adjusted baseline value of each asset, the
aggregate losses incurred by asset class, and the aggregate recov-
eries and gains recognized by the ring-fenced portfolio.?? The losses
reported are equal to the amount of any charge-offs or other real-
ized losses (such as sales at a loss) taken on covered assets over
the quarterly period. These losses generally count against
Citigroup’s deductible under the agreement.51 If assets in the pool
have increased in value, then upon their sale or disposition gain
offsets the losses, and the amount the federal government is liable
for decreases. On a monthly basis, Citigroup prepares an AGP re-
port for senior management and the audit committee that includes
updates on the current value of the ring-fenced assets and provides
a month-to-month change as well as a year-to-date change (since
the inception of the AGP). These monthly reports also describe the
drivers of the change in the value of the ring-fenced assets and in-
clude Citigroup’s stress test on these assets projecting the expected
losses over the life of the guarantee. Citigroup submits this report
to Treasury. Net losses, if any, on the portfolio after Citigroup’s
losses exceed its deductible will be paid out by the U.S. government
in a specified manner. If Citigroup’s recoveries or gains on the
asset pool exceed its losses, then certain clawback provisions within
the Master Agreement require it to reimburse the U.S. government
for any outstanding advances on a quarterly basis.

As consideration for this asset guarantee, Citigroup agreed to
issue to Treasury $4.034 billion of perpetual preferred stock, which
pays dividends at 8 percent, and warrants to purchase 66,531,728
shares of common stock at a strike price of $10.61.52 Citigroup also
issued to the FDIC $3.025 billion of the same perpetual preferred
stock issued to Treasury.?3 (Citigroup was required to reimburse

50 Federal Reserve conversations with Panel staff (Oct. 22, 2009); Citigroup Master Agree-
ment, supra note 35, at 20-21.

51 As the FDIC has noted, “the specific requirements for claims under the agreement result
in some differences between GAAP charge-offs and recognition of losses under the agreement
which would be covered (first going against Citigroup’s deductible and then as an allowed
clain;).” Federal Deposit Insurance Corporation, Responses to Panel Questions on AGP (Oct. 30,
2009).

52 Citigroup accounts for the loss-sharing program as an indemnification agreement; it was re-
corded on Citigroup’s Consolidated Financial Statements as follows:

Per U.S. Generally Accepted Accounting Principles (GAAP), an asset of $3.617 billion (equal
to the initial fair value of the consideration issued to Treasury) was recorded as “Other Assets”
on the Consolidated Balance Sheet and, correspondingly, the issuance of preferred stock and
wfarrants resulted in an increase of stockholder’s equity by $3.617 billion during the first quarter
of 2009.

During the 3rd quarter of 2009, the preferred stock was subsequently exchanged for “Trust
Preferred Securities” as part of the “Exchange Offer.” Accordingly, the “Trust Preferred Securi-
ties” were classified as debt and the Preferred Stock issued in Q1 2009 was derecognized.

The initially recorded asset will be amortized as an “Other Operating Expense” in the Consoli-
dated Income Statement on a straight-line basis over the coverage periods (i.e., 10 years for resi-
dential assets and 5 years for non-residential assets) based on the initial principal amounts of
each group.

If cumulative losses in the covered asset pool exceed $39.5 billion, any recoveries on the guar-
antee will be recorded as an asset (on the loss sharing program) equal to the losses recorded
in the relevant period.

U.S. Securities and Exchange Commission, Citigroup Inc, Form 10-Q for the Quarterly Period
Ended March 31, 2009 (online at www.sec.gov/Archives/edgar/data/831001/000104746909005290/
a2192899z10-q.htm) (accessed Nov. 2, 2009).

53U.S. Securities and Exchange Commission, Summary of Terms of USG/Citigroup Loss
Sharing Program at 1-2 (Jan. 15, 2009) (hereinafter “Citigroup Summary”) (online at

Continued
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the government for expenses incurred in negotiating the guaran-
tees.) 5% Should Citigroup draw on the Federal Reserve’s non-re-
course loan facility, the funds will be subject to a floating Over-
night Index Swap Rate plus 300 basis points.?5

The Citigroup Master Agreement also addresses certain govern-
ance issues. For example, it provides that Citigroup may not pay
common stock dividends in excess of $.01 per share per quarter
until November 20, 2011, except with the government’s consent;
that Citigroup will follow certain government-approved executive
compensation guidelines; that Citigroup will follow certain govern-
ment-approved asset management guidelines for the covered pool;
and that the federal government may demand a change in manage-
ment of the pool if losses in the pool exceed $27 billion.56

1ii. The Guaranteed Pool

The Master Agreement does not specify the precise value or com-
position of the guaranteed asset pool; rather, it sets forth the cri-
teria for covered assets 57 and a post-signing process for negotiating
and finalizing those details.

Pursuant to the terms of the Master Agreement, the composition
of the asset pool is subject to final confirmation by the U.S. govern-
ment.58 Citigroup submitted its proposed asset pool to the U.S. gov-
ernment on April 15, 2009 in compliance with the Master Agree-
ment,5? and the three agencies had 120 days—until August 13,
2009—to complete their review.60 Treasury, the Federal Reserve,

www.sec.gov/Archives/edgar/data/831001/000095010309000098/dp12291 8k.htm). Should
Citigroup draw on the Federal Reserve’s non-recourse loan facility, the funds will be subject to
a floating Overnight Index Swap Rate plus 300 basis points. Id.

According to Citigroup, “the approximately $7.1 billion of preferred stock issued to the [Treas-
ury] and FDIC in consideration for the loss-sharing agreement was [subsequently] exchanged
for newly issued 8 percent trust preferred securities.” Citigroup Second Quarter 2009 Report,
supra note 48, at 35.

54 Treasury has informed the Panel that no such expenses were incurred by TARP. However,
the Federal Reserve Bank of New York did incur expenses in connection with the Citigroup ring
fence, including contracts for outside legal counsel and financial advisory services. See Federal
Reserve Bank of New York, Citigroup Ringfencing Arrangement, Blackrock Contract (Dec. 14,
2008) (online at www.newyorkfed.org/aboutthefed/Blackrock Redacted.PDF); Federal Reserve
Bank of New York, “Citigroup Ringfencing Arrangement,” PricewaterhouseCoopers Contract (on-
line at www.newyorkfed.org/aboutthefed/pricewaterhousecoopers redacted.pdf); Federal Reserve
Bank of New York, “Citigroup Ringfencing Arrangement,” Cleary Gottlieb Stein & Hamilton
Contract, at 13-21 (online at www.newyorkfed.org/aboutthefed/
ClearlyGottliebSteinHamilton LLP.pdf). According to the FRBNY, Citigroup has repaid all ex-
penses incurred by these contracts in connection with the Citigroup AGP.

55 Citigroup Summary, supra note 53, at 1-2.

56 See Citigroup Master Agreement, supra note 35, at 30, Exhibit B, Governance and Asset
Management Guidelines, Exhibit C, Executive Compensation; Section D of this report below,
which discusses the creation and structure of the guarantee programs.

57The requirements include: (1) that each asset was owned by a Citigroup affiliate and in-
cluded on its balance sheet as of the agreement date (January 15, 2009); (2) that no foreign
assets are to be included; (3) that no equity securities or derivatives of such equity securities
are to be included; (4) that all assets in the pool must have been issued or originated prior to
March 14, 2008; (5) that Citigroup or any of its affiliates would not serve as an obligor of any
of the assets; and (6) that the assets are not guaranteed by any governmental authority pursu-
ant to another agreement. The Panel has confirmed with Treasury and Citigroup that all assets
were originally on the balance sheet of Citigroup.

Citigroup stated during a conversation with Panel staff that in determining the assets to be
guaranteed, it included mainly “high headline exposure” categories of assets, not necessarily the
technically riskiest, but the types of assets that the markets were most worried about and the
guarantee of which would attract the most market attention. Citigroup also stated that it in-
cluded in its initial proposal all of the assets in each of these categories in an effort to dem-
onstrate it was not “cherry-picking” assets and to reflect moral hazard concerns. Citigroup con-
versations with Panel staff, October 26, 2009.

58 See Citigroup Master Agreement, supra note 35, at 17.

59 See Citigroup Master Agreement, supra note 35, at 17.

60 See Citigroup Master Agreement, supra note 35, at 17.
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and the FDIC have 90 days after completing their review of the
asset pool (i.e., until November 11, 2009) to finalize the pool’s com-
position.®1 Treasury expects that the asset pool will be finalized by
early November, after the review of the remaining $2 billion, or
roughly one percent of covered assets, is completed.

According to Citigroup, the covered asset pool currently includes
approximately $99 billion of assets considered “replacement” as-
sets—that is, assets that were added to the pool to replace assets
that were determined not to meet the criteria set forth in the Mas-
ter Agreement.®2 When the idea of a guarantee of assets was first
proposed, the government agencies agreed to the guarantee in prin-
ciple, but required that the assets meet specified criteria. The par-
ties agreed to these criteria, also referred to as “filters,” and start-
ed a due diligence review %3 to ascertain whether the initial assets
proposed for the pool passed the filters. Many of the assets in the
initial pool were rejected as a result of the filtering process. As a
result of this process (as well as voluntary exclusions, accounting
corrections, and confirmation of covered asset balances), the total
value of the asset pool fell below the $306 (adjusted to $301) billion
amount that was agreed to initially. Thus, new asset classes (not
among the asset classes initially proposed) were added, such as cer-
tain corporate loans.64 This “swapping” process is governed by the
terms of the Master Agreement.6>

The most recent description of the asset pool appears in
Citigroup’s second quarter 2009 earnings report. According to that
report, the value of assets in the guaranteed pool has declined from
$301 billion to $266.4 billion as a result of principal repayments
and charge-offs. The following table describes the composition of
the asset pool (as of June 30, 2009), including replacement assets,

61 See Citigroup Master Agreement, supra note 35, at 17.

62 Citigroup Master Agreement, supra note 35, at 36. For further discussion on the criteria
for assets in the covered pool, see Section C(a)(ii), infra.

63 The FRBNY, along with PricewaterhouseCoopers (PwC) and Blackrock, analyzed Citigroup’s
books (not available to the market) including the models and assumptions used to value these
assets. FRBNY looked at non-public information relating to Citigroup’s assets. The valuation
question also requires the assumption of discount rates and interest rate levels (on which the
value of many of the pool assets are likely, in part, to depend).

64 Citigroup conversations with Panel staff (Oct. 22, 2009); Treasury conversations with Panel
staff (Oc)t. 19, 2009); Federal Reserve Bank of New York conversations with Panel staff (Oct.
22, 2009).

65The definitions of “covered assets” and “replacement covered assets” are both included in
the definitions section of the Master Agreement. Section 5 of the agreement sets forth detailed
guidelines for how each of the assets must be “mutually agreed to by each of the U.S. Federal
Parties.” In particular, Section 5.1(d) sets out the swapping process. See Citigroup Master
Agreement, supra note 35, at 17 (“Citigroup shall have the right to substitute or add, as the
case may be, new assets that qualify as Covered Assets up to the amount of any such decrease;
provided such assets are acceptable to the U.S. Federal Parties acting in good faith . . . fol-
lowing any such substitution or addition of new assets, such assets shall be subject to this Mas-
ter Agreement and shall be deemed to be ‘Covered Assets’ in all respects.”). On July 23, 2009
SIGTARP announced it is initiating an audit of the Citigroup asset guarantee to determine: “(1)
the basis on which the decision was made to provide asset guarantees to Citigroup, and the
process for selecting the loans and securities to be guaranteed; (2) what were the characteristics
of the assets deemed to be eligible to be ‘ring-fenced’, i.e., covered under the program, how do
they compare with other such assets on Citigroup’s books, and what risk assessment measures
were considered in their acquisition; (3) whether effective risk management and internal con-
trols and related oversight processes and procedures are in place to mitigate risks to the govern-
ment under this guarantee program with Citigroup; and (4) what safeguards exist to protect the
taxpayer’s [sic] interests in the government’s investment in the asset guarantees provided to
Citigroup, and the extent of losses to date.” See SIGTARP, Engagement Memo—Review of
Citigroup’s Participation in the Asset Guarantee Program (July 23, 2009) (online at
www.sigtarp.gov/reports/audit/2009/

EM Review of Citigroup’s Participation in the Asset Guarantee Program.pdf).
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and reflects decreases by reason of amortization, charge-offs or
asset sales.

FIGURE 2: ASSETS COVERED BY CITIGROUP AGP

[Dollars in billions]

June 30, 2009 November 21, 2008
Loans:
First mortgages $86.0 $98.0
Second mortgages 52.0 55.4
Retail auto loans 12.9 16.2
Other consumer loans 18.4 19.7
Total consumer loans 169.3 189.3
Commercial real estate loans 114 12.0
Highly leveraged loans 1.3 2.0
Other corporate loans 12.2 14.0
Total corporate loans 24.9 28.0
Securities:
“Alt-A" mortgage securities 9.5 114
Special investment vehicles 5.9 6.1
Commercial real estate 1.6 14
Other 9.0 11.2
Total securities 26.0 30.1
Unfunded Lending Commitments:
Second mortgages 19.6 22.4
Other consumer loans 26 3.6
Highly leveraged finance 0 0.1
Commercial real estate 42 55
Other commitments 19.8 22.0
Total unfunded lending commitments 46.2 53.6
Total covered assets 266.4 301.0

As of June 30, 2009, Citigroup had announced approximately
$5.3 billion in losses on the guaranteed asset pool—far short of the
$39.5 billion in losses required to trigger any obligation on the part
of the government.66 Even though the final composition of the pool
has not yet been determined, the government considers itself com-
mitted to cover any losses specified by the agreement that occurred
after November 23, 2008. Whether a specific loss would be eligible
for coverage, however, cannot be determined until the asset pool is
finalized.

While the size of the asset pool will diminish over time as the
assets are amortized or sold, the “deductible” means that losses on
the pool will not result in losses to Treasury, if at all, until later
in the term of the guarantee.

b. Bank of America

i. Background

Like Citigroup, Bank of America was one of the first financial in-
stitutions to receive substantial infusions of government capital.
Treasury invested $15 billion in the company under the CPP on

66 See Citigroup Second Quarter 2009 Report, supra note 48, at 10, 36; see also Section E,
infra, which discusses financial projections for Citigroup made by the Federal Reserve and
Citigroup.
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October 28, 2008 and another $10 billion under the same program
on January 9, 2009.67

On September 15, 2008, Bank of America announced plans to
buy Merrill Lynch. At the time, Merrill Lynch was already experi-
encing significant losses.®® Those losses continued to mount, largely
due to declining asset prices.6?

Despite apparent misgivings,’® Bank of America chose to com-
plete the merger, which was finalized in January 2009. Soon there-
after, CEO Kenneth Lewis requested further federal assistance in
order to cope with larger-than-expected losses at both Merrill
Lynch and Bank of America.’! Federal officials agreed and, as they
had done with Citigroup, they decided to offer Bank of America two
additional forms of aid.”2 First, Treasury agreed to purchase $20
billion of preferred stock from Bank of America under the TIP.73
Second, Treasury, the Federal Reserve, and the FDIC agreed to
guarantee “an asset pool of approximately $118 billion of loans, se-
curities backed by residential and commercial real estate loans,
and other such assets[.]” 74 Most of these assets were acquired by
Bank of America in the Merrill Lynch acquisition.

67 See October 30 TARP Transactions Report, supra note 27.

68 See Emergency Capital Injections, supra note 30, at 7-8.

69 Public Broadcasting Service, Interview: John Thain (Apr. 17, 2009) (online at www.pbs.org/
wgbh/pages/frontline/breakingthebank/interviews/thain.html) (former CEO of Merrill Lynch stat-
ing Merrill’s “operating losses were almost entirely from existing positions and from the market
dislocations that were occurring in that environment.”).

700n December 17, 2008, Bank of America CEO Kenneth Lewis informed Treasury and the
Federal Reserve that, in his view, the substantial losses suffered by Merrill Lynch could justify
invocation of the “material adverse change” clause in the merger agreement between Bank of
America and Merrill Lynch. In response, federal officials told Mr. Lewis that such action would
be “ill advised, would likely be unsuccessful, and could potentially destabilize Merrill Lynch,
Bank of America, and the broader financial markets.” Then-Treasury Secretary Paulson asked
Mr. Lewis to take no action immediately and to allow the government to consider its options.
On December 21, 2008, Mr. Lewis reiterated his view that Bank of America would be justified
in invoking the material adverse change clause. House Oversight and Government Reform Com-
mittee, Subcommittee on Domestic Policy. Testimony of Mr. Kenneth D. Lewis, Bank of America
and Merrill Lynch: How Did a Private Deal Turn Into a Federal Bailout?, 111th Cong., (June
11, 2009) (online at oversight.house.gov/story.asp?ID=2474); Emergency Capital Injections, supra
note 30.

The Panel notes that there has been widespread speculation as to the possibility of a “deal”
between Bank of America and the U.S. government, under which the bank would acquire Mer-
rill Lynch and instead receive the opportunity to obtain the guarantee. This speculation also
includes numerous questions about the acquisition and whether government officials exerted
pressure on Bank of America to complete the acquisition. While they raise interesting policy
questions, these issues are beyond the scope of the Panel’s report. These issues are, however,
the subject of investigations by the House Oversight and Government Reform Committee, the
Securities and Exchange Commission, and the Office of New York State Attorney General An-
drew Cuomo. On Thursday, April 23, 2009, Attorney General Cuomo sent a letter to congres-
sional leaders, including Chair Elizabeth Warren of the Congressional Oversight Panel, dis-
cussing legal issues relating to corporate governance and disclosure practices at Bank of Amer-
ica. In addition, SIGTARP released a recent audit discussing the basis for the decision by Treas-
ury, the Federal Reserve Board, and FDIC to provide Bank of America with additional assist-
ance. See Emergency Capital Injections, supra note 30.

71 See Emergency Capital Injections, supra note 30, at 26-28.

72 See Emergency Capital Injections, supra note 30, at 30 (reporting that federal officials de-
cided to offer additional assistance to Bank of America to “help ensure that the bank remained
a viable financial institution after the merger and to avert what they thought could be another
market-destabilizing event”).

73 Board of Governors of the Federal Reserve System, Treasury, Federal Reserve, and the FDIC
Provide Assistance to Bank of America (Jan. 16, 2009) (online at www.federalreserve.gov/
newsevents/press/bereg/20090116a.htm).

74]d. In contrast to the Citigroup pool of assets, much of Bank of America’s asset pool was
derivatives, a different type of security which was very difficult to value and which made efforts
to reach a definitive agreement more challenging.
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ii. Structure of the Guarantee

A Provisional Term Sheet was drafted reflecting the outlines of
Bank of America’s asset guarantee agreement.”> The Bank of
America guarantee resembled the Citigroup guarantee in many
ways and the parties acknowledge that this was the intention. Ac-
cording to the Provisional Term Sheet, Bank of America would ab-
sorb initial losses in the guaranteed pool up to $10 billion. Bank
of America would then absorb 10 percent of any losses in excess of
that amount, while the federal government would absorb the re-
mainder of the losses.”® Specifically, Treasury’s AGP Program and
the FDIC would absorb the first $10 billion in federal liability (with
Treasury absorbing 75 percent and the FDIC absorbing 25 percent
of that $10 billion loss), while the Federal Reserve would cover any
further federal liability by way of a non-recourse loan to Bank of
America.”’” The guarantee would run for up to 10 years for residen-
tial assets and five years for non-residential assets. Bank of Amer-
ica, however, could terminate the guarantee at any time subject
only to the consent of the government and “an appropriate fee or
rebate in connection with any permitted termination.” 78

In exchange for this guarantee, the Federal Reserve would re-
ceive a commitment fee, while Treasury and the FDIC collectively
would receive (1) $4 billion of preferred stock paying dividends at
8 percent; and (2) warrants to purchase Bank of America stock in
an amount equal to 10 percent of the total amount of preferred
shares (i.e., $400 million).”® The Provisional Term Sheet explicitly
acknowledged that this fee arrangement could be revised in light
of any later modifications to the guaranteed pool.8°

The parties never agreed upon a finalized term sheet.

1il. The Guaranteed Pool

According to Treasury, the pool of Bank of America assets that
the federal government agreed in principle to guarantee consisted
primarily of derivatives—specifically, credit default swaps—most of
which Bank of America acquired when it merged with Merrill
Lynch. Bank of America proposed a list of assets to be covered by
the guarantee, and the agencies and Pacific Investment Manage-
ment Company (PIMCO) performed an initial loss estimate on the
assets. The Federal Reserve Board hired Ernst & Young to “filter”
the assets. The asset pool also included (in descending order of
value) commercial real estate loans, corporate loans, residential
loans, certain investment securities, and collateralized debt obliga-
tions.81 Treasury estimated on a preliminary basis that the asset

75 See generally U.S. Department of the Treasury, Summary of Terms: Eligible Asset Guar-
antee (Jan. 15, 2009) (online at www.treas.gov/press/releases/reports/011508BofAtermsheet.pdf)
(hereinafter “Bank of America Provisional Term Sheet”).

76 This is different from the Citigroup guarantee structure. In particular, Citibank must first
absorb $39.5 billion in losses compared to $10 billion by Bank of America.

77See Bank of America Provisional Term Sheet, supra note 75, at 2; see also Congressional
Oversight Panel, June Oversight Report: Stress Testing and Shoring Up Bank Capital, at 15
n.41 (June 9, 2009) (hereinafter “COP June Oversight Report”).

78 Bank of America Provisional Term Sheet, supra note 75, at 1.

79The Bank of America Provisional Term Sheet also appeared to contemplate that Bank of
America, like Citigroup, would be subject to guidelines related to corporate governance, asset
management, dividend disbursement and executive compensation. See Bank of America Provi-
sional Term Sheet, supra note 75, at 2-3.

80 See Bank of America Provisional Term Sheet, supra note 75, at 3.

81Treasury conversations with Panel staff (Oct. 22, 2009).
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pool comprised 72 percent derivatives (including credit default
swaps), 15 percent loans and 13 percent securities.82 This pool con-
forms to the description of eligible assets as contained in the Janu-
ary 15, 2009 term sheet.83

iv. Termination of the Guarantee

On May 6, 2009, Bank of America notified the federal govern-
ment that it wished to terminate ongoing negotiations surrounding
the as-yet-unfinalized guarantee, stating the market conditions had
improved such that the guarantee agreement was no longer nec-
essary.®4 The parties proceeded to negotiate a fee to compensate
the government.8>

Initially, Bank of America maintained that it owed the govern-
ment only its fees and expenses because the government suffered
no losses, Bank of America received no quantifiable benefit, and
the agreement was never finalized. The government disagreed, as-
serting that it should be reimbursed for the fees contemplated by
the Provisional Term Sheet, including the value of the preferred
shares, the warrants, the dividends, and the commitment fee.86
The government conceded, however, that the fee should be adjusted
to reflect (1) the parties’ agreement to set the value of the guaran-
teed asset pool at $83 billion as opposed to $118 billion;87 and (2)
the abbreviated time period between the announcement of the
guarantee and Bank of America’s decision to terminate the guar-
antee.

One key issue in determining the amount of the fee was deter-
mining what would constitute the full duration of the anticipated
guarantee, since it would have run 10 years for residential assets
and five years for non-residential assets. The parties eventually
agreed to base the fee on a 5.7 year duration for the full guar-

82]d.

83 Bank of America Provisional Term Sheet, supra note 75, at 1 (describing the eligible assets
as “financial instruments consisting of securities backed by residential and commercial real es-
tate loans and corporate debt, derivative transactions that reference such securities, loans, and
associated hedges, as agreed, and such other financial instruments as the U.S. government has
agreed to guarantee or lend against (the Pool)”).

84 See House Committee on Oversight and Government Reform, Testimony of Federal Reserve
Chairman Ben S. Bernanke, Acquisition of Merrill Lynch by Bank of America, at 3 (June 25,
2009) (online at oversight.house.gov/documents/20090624185603.pdf) (explaining that Bank of
America chose to terminate the guarantee agreement because “Bank of America now believes
that, in light of the general improvement in the markets, this protection is no longer needed”).

85 Even though no agreement had been memorialized in writing and the parties were still ne-
gotiating certain terms (i.e., there was no explicit guarantee) both Bank of America and the gov-
ernment issued press releases stating the intent to enter such agreement.

86 Treasury conversations with Panel staff (Sept. 30, 2009).

87The pool was reduced for two reasons. First, the parties agreed to reduce the pool by $14
billion after the Provisional Term Sheet was signed to account for assets that were already in-
sured and which Bank of America believed were being undervalued. Treasury conversations
with Panel staff (Oct. 19, 2009). Second, at the time Bank of America decided to terminate, the
parties had not yet reached agreement regarding the eligibility of losses on other assets worth
approximately $42 billion. Thus, the parties accounted for the uncertainty surrounding the lat-
ter assets by reducing the size of the pool by an additional $21 billion (that is, 50 percent of
$42 billion). As a result, for purposes of the Termination Agreement, the parties agreed that
the guaranteed asset pool stood at $83 billion ($118 billion —$14 billion — $21 billion = $83 bil-
lion). See Termination Agreement By and Among Bank of America Corporation, the United
States Department of the Treasury, the Board of Governors of the Federal Reserve System, On
its Own Behalf and on Behalf of the Federal Reserve System, and the Federal Deposit Insurance
Corporation, Schedule A, at 2 (Sept. 21, 2009) (hereinafter “Termination Agreement”) (online at
online.wsj.com/public/resources/documents/BofA092109.pdf).



22

antee,88 reflecting the fact that a large proportion of the asset pool
was non-residential assets.

Ultimately, Bank of America agreed to pay $425 million to termi-
nate the guarantee,3® broken down as follows:

e $159 million for the preferred shares, $119 million of which
was allocated to Treasury and $40 million of which was allocated
to the FDIC.90

e $140 million for the warrants, $105 million of which was allo-
cated to Treasury and $35 million of which was allocated to the
FDIC.91

¢ $69 million for foregone dividends on the preferred shares, $52
million of which was allocated to Treasury and $17 million of which
was allocated to the FDIC.92

e $57 million to the Federal Reserve for the commitment fee con-
templated by the Provisional Term Sheet.93

All told, Treasury received $276 million, the Federal Reserve re-
ceived $57 million, and the FDIC received $92 million from Bank
of America.

2. Treasury’s Temporary Guarantee Program for Money
Market Funds

a. Background

A money market fund (MMF) is a type of mutual fund that in-
vests only in highly-rated, short-term debt instruments.%* Govern-
ment funds invest primarily in government securities such as U.S.
Treasuries, while prime funds invest primarily in non-government
securities such as the commercial paper (i.e., short-term debt) of
businesses. Investors use MMFs as a safe place to hold short-term
funds that may pay higher interest rates than a bank account. Un-
like bank deposits, however, MMF's traditionally have not been in-
sured, nor is a fund’s sponsor legally obligated to provide support.®>

MMFs are structured to be highly liquid and protect principal by
maintaining a stable net asset value (NAV) of $1.00 per share.%
If the securities that a fund holds decrease in value, the MMF’s

88 Treasury stated it anticipated losses would increase during the later part of the program,
thereby increasing its risk exposure over time. Thus, Treasury believes that 5.7 years was a fair
term for the time based proration. Treasury conversations with Panel staff (Oct. 22, 2009).

89 Termination Agreement, supra note 87, at 2.

90 Termination Agreement, supra note 87, at 2.

91The value of the warrants was calculated using the Black-Scholes method on the basis of
a $13.30 strike price, which was the price of Bank of America shares on the day it received
TIP funds. Termination Agreement, supra note 87, at 2.

92 Termination Agreement, supra note 87, at 2.

93 Termination Agreement, supra note 87, at 1.

94 According to SEC regulations, MMFs may invest in debt instruments including government
securities, certificates of deposit, commercial paper of companies, Eurodollar deposits, and repur-
chase agreements. 17 C.F.R. 270.2a-7 (2008) (SEC Rule 2a-7).

95To preserve its business interests, a fund’s sponsor may seek SEC approval to purchase
underperforming securities at par or provide guarantees agreeing to cover that security at par.
This is sometimes referred to as “parental support.” Since July 2007, around one-third of the
top U.S. MMF's have received sponsor support to shore up their operations. See Bank for Inter-
national Settlements, US Dollar Money Market Funds and Non-US Banks, BIS Quarterly Re-
view, at 68-69 (Mar. 2009) (hereinafter “BIS, US Dollar Money Market Funds and Non-US
Banks”) (online at www.bis.org/publ/qtrpdf/r_qt0903.pdf); see also Mercer Bullard, Federally In-
sured Money Market Funds and Narrow Banks the Path of Least Insurance (Mar. 2, 2009) (on-
line at papers.ssrn.com/sol3/papers.cfm?abstract_id=1351987 ) (hereinafter “Bullard, Federally-
Insured Money Market Funds”).

96U.S. Securities and Exchange Commission, Net Asset Value (Mar. 26, 2009) (online at
www.sec.gov/answers/nav.htm).



23

NAV may drop below $1.00.97 In this case, the MMF is said to have
“broken the buck,” a “rare and significant event” given the wide-
spread perception of the safety of these funds.%8

Leading into July 2007, as the credit crisis intensified, invest-
ment managers reallocated their portfolios away from riskier
pooled investment funds and into MMFs.99 Between July 2007 and
August 2008, more than $800 billion in new capital poured into
MMPF's.100 Inflows largely came from institutional investors who fa-
vored government funds over prime funds.191 Both prime funds and
government funds generally shifted their holdings away from high-
er risk investments (e.g., commercial paper) and into lower risk in-
vestments, (e.g., Treasury and agency securities).102

Stress in the money markets began to emerge by mid-2007 as in-
dicated by spreads between yields on one-month commercial paper
of financial companies and Treasury bills. These spreads widened
substantially, climbing to nearly 400 basis points at one time.103
Despite those strains, MMF's continued to maintain stable NAVs of
$1.00 per share and honor redemption requests within the seven
days in which they must return funds to investors. That changed
on September 16, 2008, when the Reserve Primary Fund broke the
buck. A day earlier, Lehman Brothers had filed for bankruptcy. Be-
cause of the Reserve Primary Fund’s exposure to Lehman’s short-
term debt, its NAV fell to $0.97 per share.194 This event quickly
triggered a broad-based run of investor redemptions in prime funds
and the reinvestment of capital into government funds.1°> On Sep-
tember 15, 2008, redemption orders for the Reserve Primary Fund
totaled $25 billion. Over the next two days, contagion spread. Al-
though no other fund’s NAV dipped below $1.00 per share, inves-
tors liquidated $169 billion from prime funds and reinvested $89

97 See Bullard, Federally-Insured Money Market Funds, supra note 95, at 8 (“A decline of 0.51
percent in the value of an MMF’s holdings lowers its per share value to $0.9949, which rounds
down to a per share price of $0.99.”).

98 See Emergency Capital InJectlons supra note 30. Sponsor support has historically prevented
MMFs from “breaking the buck.” Prior to the Reserve Primary Fund event discussed infra, only
one other fund in 30 years had done so. See, e.g., BIS, US Dollar Money Market Funds and
Non-US Banks, supra note 95. In 1994, the Community Bankers US Government Fund (US
Government Fund) became the first MMF in history to “break the buck.” See Investment Com-
pany Institute, Report of the Money Market Working Group, at 39 (Mar. 17, 2009) (online at
www.ici. org/pdf/ppr 09 mmwg.pdf) (hereinafter “ICI Money Market Workmg Group Report”).
US Government Fund had invested a large percentage of its assets in risky derivatives. See Saul
S. Cohen, The Challenge of Derivatives, 63 Fordham L. Rev. 1993, 1995 n.15 (1995) (internal
citations omitted). The fund’s “breaking the buck” caused W1despread concern by anxious inves-
tors. Sharon R. King, After Fund’s Death, Managers Reassure Municipal Investors (Oct. 3, 1994)
(online at www.americanbanker. comflssues/159_115/ -47018-1.html). Many fund executives took
defensive measures such as sending investors flyers explaining the company’s guidelines on
monitoring derivatives investments and education brochures on derivatives. Id. Although they
assured investors US Government Fund was an “isolated incident,” executives nevertheless de-
clined to comment on the record for fear of publicity causing heightened concern among inves-
tors. Investors ultimately received $0.96 per share. Id.

99 See ICI Money Market Working Group Report, supra note 98 (this partly reflects industry
trends whereby, “institutional share classes of money market funds typically see strong inflows
when the Federal Reserve lowers short-term interest rates, as they did after July 2007.”).

100 TCI Money Market Working Group Report, supra note 98.

101 See BIS, US Dollar Money Ma