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Abstract

For many decades, American International Group has been a global insurer and the
holder of a great many insurance and financial service providers. However, the events of the past
few years stand in stark contrast to the careful fiscal guidance and risk management that made
the firm so successful. How is it that a multi-billion-dollar firm, a firm with influence in almost
every major financial and consumer insurance market, could be brought down so quickly in such
a ruthless fashion?

In this paper, we explore the firm as it stood when the financial meltdown developed. We
detail the key players, key factors, and key choices instrumental in the firm’s disastrous collapse.
We survey the economic landscape which presented AlG with a unique opportunity and
investigate how the effort to exploit this opportunity spiraled out of control. We delve into the
means whereby a very small business unit, AIGFP, nearly drove the vast enterprise into
bankruptcy. We identify several early warning signs along the way. Finally, we explore the
drastic government action necessary to save the firm and what has developed in the aftermath of
these pivotal events. Throughout this analysis, our goal is to show that the vital role of risk
management - more precisely the lack thereof - was the determining factor in one of the most

iconic corporate catastrophes in modern history.
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AIG’s Background
Who is AIG?

American International Group is a truly massive enterprise. Not only is AIG the largest
insurance firm in the USA, but the enterprise encompasses scores of subsidiaries and holdings all
over the USA and the world. Most of these business units provide general insurance, life
insurance, retirement services, or financial services (Reuters, 2010). However, the holdings do
include a flight training academy in China, a telecommunications firm in Bulgaria, and a ski
resort in Vermont, for example. Most of these businesses were operating reasonably well going
into 2008, but all of this was made irrelevant by a relatively small specialty products division in
London. The autonomous group sold a large amount of specialized financial insurance in the
form of credit default swaps that would later bring the entire enterprise to its knees (The
Economist, 2008).

This was the underlying activity that made so much noise going into the fall of 2008.
AIGFP (American International Group, Financial Products division) was given the power to
leverage the firm’s outstanding credit rating by selling this insurance on many different
securities. The portfolio of insured securities grew to unsafe levels; AIGFP’s books remained
opaque; corporate internal control was weak; and risk control in the group itself was very lax.
These factors would combine into one of the most perfect storms on record, augmented by a
deep recession and great risk management failings throughout the rest of AlG. This is explored

in great detail later on.
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The Key Players

AIG has long been known as a major player in the insurance industry. In 2005, there were
major changes in the leadership structure. When shareholders became concerned and began to
question the company’s performance, then-CEO Maurice “Hank” Greenberg was asked to leave.
Greenberg, who had served as CEO for nearly 40 years, was accused of less-than-full
cooperation with federal investigations regarding AlG’s involvement in the subprime mortgage
market. Some believe that Greenberg refused to comply with the investigations because he
would have incriminated himself.

Greenberg was replaced in March, 2005 by Martin Sullivan, who helped AIG rework its
reputation. However, after a double quarter loss in the mortgage sector in 2008, Sullivan was
ousted as well. This was the second sudden shift in management related to the U.S. subprime
mortgage market - not a good message to shareholders. Robert Willumstad became the new
CEO, despite concerns that he may have lacked the proper credentials and background. Although
Willumstad led the firm for only 91 days, he did help AIG avoid major bankruptcy. Edward
Liddy replaced Willumstad in September, 2008.

Although initially critical of AIG’s past bonus payments, Liddy later approved the same
types of compensation even as the firm was bailed out by the federal government. After his
resignation in August, 2009, Liddy was replaced by the fifth chief executive in only 54 months,
current-CEO Robert Benmosche. Benmosche was initially loath to accept the post, given the
legal and business troubles of his predecessors. He has been criticized for living a lavished life
even as AlIG was rescued by taxpayers and accused of conflicts of interest with his personal
business ventures. Nonetheless, Benmosche has actively defended himself against such

allegations, claiming innocence. In October, 2010, AIG announced that Benmosche was
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diagnosed with cancer. If this situation forces him to step down, AIG may again have to fill the
CEO position.

AlIG CEO Timeline

Maurice "Hank" Greenberg

* 1968 - March 2005

Martin Sullivan

* March 2005 - June 2008

Robert Willumstad |

e June 2008 - September 2008

Edward Liddy

* September 2008 - August 2009

Robert Benmosche

w

* August 2009 - Present

AIG is also managed by a Board of Directors that creates and oversees activities to
promote the interests of AlG’s stakeholders. According to the company’s website, “The size and
composition of the Board is to be determined from time to time by the Board itself in an effort to

balance the following goals:

* The size of the Board should facilitate substantive discussions by the whole Board in
which each director can participate meaningfully. Given the size and complexity of the
businesses in which AIG is engaged, as well as the value of diversity of experience and
views among Board members, the Board currently believes that it will be desirable over

time to have a Board of between 8 and 12 members (allowing that a larger or smaller
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number may be necessary or advisable in periods of transition or other particular

circumstances).

* In order to provide oversight to management, given AIG’s complex businesses, the
composition of the Board should encompass a broad range of skills, expertise, industry

knowledge and diversity of opinion.

» At least two-thirds of the Board will consist of directors who are, under the New York

Stock Exchange, Inc. (“NYSE”) listing standards, “independent” in the business

judgment of the Board (“Independent Directors”).” (2010)

The current board consists of the following members:

Robert S. Miller Laurette T. Koellner
Non-Executive Chairman of the Board, AlG — Fmr. President, Boeing International —

Robert H. Benmosche Donald H. Layton

President and CEQ, AlG : Fmr. Chairman and CEO, E*Trade Financial
% |

Suzanne Nora Johnson

Fmr. Vice Chairman, Goldman $
¥

Morris W. Offit ? ur C. Martinez

Chairman, Offit Capital Advisors Frr. President, Chair, and CEO, Sears Roebuck
y / \

Fmr. President, Chair, and CEO, Electronic Data Systems

Douglas M. Steenland Henry S. Miller

Fmr. President and CEO, Northwest Airlines | Chairman and Managing Director, Miller Buckfire
» .
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The Board of Directors also has a number of standing committees that oversee and make
recommendations based on certain operations of the company. The following is a list of current

standing committees and their members.

Nominating and Corporate

Audit Committee Governence Committee

%

 Christopher S. Lynch, Chairman ® George L. Miles, Jr., Chairman

* Donald H. Layton * Donald H. Layton
* George L. Miles, Jr. e Arthur C. Martinez
* Ronald A. Rittenmeyer ® Suzanne Nora Johnson

Compensation and Managment
Resources Committee

Regulatory, Compliance and Public
Policy Committee
]

¢ Arthur C. Martinez, Chairman ® Laurette T. Koellner, Chairman

® LauretteT. Koellner ® Henry S. Miller
* Suzanne Nora Johnson * Morris W. Offit
* Ronald A. Rittenmeyer * Douglas M. Steenland

Finance and Risk Management

Committee
* Morris W. Offit, Chairman
¢ Christopher S. Lynch

* Henry S. Miller
* Douglas M. Steenland




AlG’s Finances

Between 2007 and 2009, AIG seems to have gone from standing on top of the world to

falling off the face of the earth. Its financial picture for those 3 years took a wild roller coaster

ride.

Below is a copy of AIG’s Income Statement provided by Thomson Reuters, taken from

MSN.com. A few noticeable items help to put into perspective the amount of loss that was

accumulated in 2008.

Looking at Revenue alone, we can see that AIG had gone from $103.7 billion to $6.9
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billion in revenue between 2007 and 2008. The main component here is the Realized Losses that

AIG began incurring. In 2007, AIG saw $15.0 billion in investment losses; one year later the

figure was $81 billion. This resulted in a gross loss of $78 billion, an operating loss of $106.5

billion, and a net loss of $99.3 billion. With this data we can see that AIG had gone from extreme

success to the brink of ruin.

2009 2008 2007

Period End Date 12/31/2009 12/31/2008 12/31/2007
Period Length 12 Months 12 Months 12 Months
Stmt Source 10-K 10-K 10-K
Stmt Source Date 02/26/2010 02/26/2010 02/26/2010
Total Premiums Earned 64,702.0 78,564.0 74,753.0

Net Investment Income 25,239.0 11,433.0 30,051.0

Realized Gains (Losses) -5,436.0 -81,307.0 -14,973.0

Other Revenue, Total 11,499.0 -1,794.0 13,801.0

Total Revenue 96,004.0 6,896.0 103,632.0

Losses, Benefits, and Adjustments, Total 61,436.0 58,839.0 62,452.0

Amort. Of Policy Acquisition Costs 20,674.0 26,284.0 19,819.0

Gross Profit 13,894.0 -78,227.0 21,361.0
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Unusual Expense (Income) 2,657.0 804.0 0.0
Other Operating Expenses, Total 9,516.0 10,490.0 8,476.0
Operating Income -13,648.0 -106,528.0 8,134.0
Interest Income (Expense), Net Non-Operating 0.0 0.0 0.0
Gain (Loss) on Sale of Assets 0.0 0.0 0.0
Other, Net 0.0 0.0 0.0

Income Before Tax -13,648.0 -106,528.0 8,134.0

Income Tax - Total -1,878.0 -8,894.0 1,267.0
Income After Tax -11,770.0 -97,634.0 6,867.0

Minority Interest 1,364.0 1,098.0 -1,288.0

Net Income Before Extra. Items -10,406.0 -96,536.0 5,579.0
¥ Total Extraordinary Items -543.0 -2,753.0 621.0
Net Income -10,949.0 -99,289.0 6,200.0

Losses like this caused the extreme debt that brought AlG to its knees. Below is a copy of
AIG’s Balance Sheet for those 3 critical years. In 2007, AlIG’s liabilities reached over $952
billion. Although generating income that year, AIG was not prepared to handle the massive debt
of its souring investments. In 2008, AlG’s short term debt and notes due jumped from $13.1
billion to over $56 billion. Retained Earnings went negative from $89 billion to -$12.3 billion.

This mounting debt and low income was a recipe for disaster.

2009 2008 2007

Period End Date 12/31/2009 12/31/2008 12/31/2007

Stmt Source 10-K 10-K 10-K

Stmt Source Date 02/26/2010 02/26/2010 03/02/2009
Assets

[ ] Cash and Short Term Investments 4,400.0 8,642.0 2,284.0

P Total Receivables, Net 20,327.0 30,949.0 31,906.0

Prepaid Expenses 0.0 0.0 0.0
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Property/Plant/Equipment, Total - Net 48,233.0 48,961.0 47,502.0
Goodwill, Net 6,195.0 6,952.0 9,414.0
Intangibles, Net 0.0 0.0 0.0

Long Term Investments 545,600.0 572,497.0 694,692.0
Insurance Receivables 16,549.0 21,088.0 18,395.0

Note Receivable - Long Term 0.0 0.0 0.0
Other Long Term Assets, Total 4,108.0 11,734.0 0.0
Deferred Policy Acquisition Costs 40,814.0 45,782.0 43,914.0
Other Assets, Total 161,359.0 113,813.0 200,254.0

Total Assets 847,585.0 860,418.0 1,048,361.0

Liabilities and Shareholders' Equity

Accounts Payable 0.0 0.0 6,445.0
Payable/Accrued 0.0 0.0 0.0

Accrued Expenses 0.0 0.0 0.0

Policy Liabilities 518,673.0 552,077.0 604,210.0

Notes Payable/Short Term Debt 28,174.0 56,149.0 13,114.0
Current Port. of LT Debt/Capital Leases 0.0 0.0 0.0
Other Current Liabilities, Total 256.0 2,879.0 85,788.0

F Total Long Term Debt 113,298.0 137,054.0 162,935.0
Deferred Income Tax 0.0 0.0 0.0

Minority Interest 29,211.0 10,016.0 10,522.0

Other Liabilities, Total 88,149.0 49,533.0 69,546.0

Total Liabilities 777,761.0 807,708.0 952,560.0
Redeemable Preferred Stock 0.0 0.0 0.0
Preferred Stock - Non Redeemable, Net 69,784.0 40,000.0 0.0
Common Stock 354.0 368.0 6,878.0

Additional Paid-In Capital 6,358.0 39,488.0 2,848.0
Retained Earnings (Accumulated Deficit) -11,491.0 -12,368.0 89,029.0
Treasury Stock - Common -874.0 -8,450.0 -6,685.0

Other Equity, Total 5,693.0 -6,328.0 3,731.0

Total Equity 69,824.0 52,710.0 95,801.0

Total Liabilities & Shareholders’ Equity 847,585.0 860,418.0 1,048,361.0
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AIG’s Crisis

A Company of its Time

AIG had been a leading insurance company, taking pride in its AAA credit rating.
According to TPM.com (2009), “three Drexel Burnham Lambert traders, led by finance scholar
Howard Sosin, convinced AIG CEO Hank Greenberg to branch out from his core insurance
business by creating a division focused on complex derivatives trades that took advantage of
AIG's AAA credit rating.” This
rating was a powerful asset for the
company, and it’s only natural to
try to utilize such an asset to
generate as much revenue as
possible. It is likely that nobody in
1987 knew what an Achilles’ heel

this new exploit would become for

the company.
It is important to remember the historical uniqueness of the years leading up to the
financial collapse. When monetary policy remained loose even as the economy recovered from
the tech bubble and bust, real estate prices, along with many other asset valuations, rose quickly.
New forms of securitization were embraced as means for interested parties to more efficiently
exchange capital and risk specific to real estate. Many SPV’s (special purpose vehicles) were
created for the purpose of issuing MBS’s (mortgage-backed securities) and CDO’s (consolidated
debt obligations). See the illustration on the next page for a brief CDO example. Note that the

specific numbers are for illustration only.
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Special-Purpose Vehicle,

created by ABC Investment Bank Several Tranches
of CDO "Bonds"
/\ Assets Liabilities Z
-~ ~ Total Payouts:
Home Super-Senior
<::I Mortgages: Tranche, 5250M, |:> S10M/year
yielding 4% APY
1,000 loans, | Rating: AAA .{_ Ratings Agency Paid
SlM and 10% bVABC'ﬂV. Bank

APY each Senior
% <:| Tranche, $250M, :>512.5Mfyear

yielding 5% APY

. Equity Tranche has huge nominal
Rating: AA
& return, but will be the first hitin

% <:| . the event of mortgage defaults
Junior
- R Tranche, $250M, :>515M_/Vear
yielding 6% APY
Rating: A 71(:5? g
o
Equity
<: Tranche, $250M, E> 350M/year

yielding 20% APY
o~ ...and 512.5M/year

Rating: BB to ABC Inv. Bank

Total: $1B in Assets (Loans) and $1B in Liabilities / Equity

Cash Flows: S100M/year in, $87.5M/year out
to CDO holders, 512.5M/year to ABC Bank
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The Brilliant New Venture

The new division at AIG was given the name AIGFP (AIG Financial Products). The
venture envisioned by Sosin and Greenberg was meant to create mutually beneficial agreements
of a sort which no other company offered at the time, but one initial problem was the way the
profits were recognized. “The agreement called for AIGFP to receive its profits up front, even
though its deals generally took years to play out. AlG itself, not AIGFP, would be on the hook
down the road if things went wrong” (Roth & Buchwalter, 2009).

“Buying and selling credit default swaps is a process that allows the owner of risky credit
to transfer the risk to someone else who is willing to assume the credit and get paid a premium
for doing so” (Newcomb, 2008). AIG got into the business of selling “insurance” on all sorts of
bonds and securities, including the various tranches of CDO structures (Morgenson, 2008).
These insurance contracts became known as credit default swaps (CDS’s). For a recurring fee,
usually a portion of the security’s yield, AIG would agree to pay all or a large portion of the face
value of an insured security if the original issuer defaulted on their obligation. The graphic below

gives some detail on these transactions.

A.1.G."s Troubles and Why They Matter American International Group is a giant insurance
company that provided 5440 billion of insurance 1o investors who boughl securities backed by morlgages.

oaan ks wrote mortgages

and sald them o invastmeant |
banks, Tha invastment 'iﬁ
banks packaged the o~
rmortganes inlo securilies m

and sold them to investors.

3 eTu protect investors
,f. against defaults,
A1G sold insurance
;I_‘ on those securitias,
; ALG. pulup
collateral to guarantas
MORTGEAGES ![ could fapey
investors, if needed,

9 The contracts said
that if A1.5.'s credit
ratings were cul, it
wiould have to provide
additional collateral.

INVESTORS

e Credit rating agencies,
concarngd about the declining
value of A1G.'s own investmeant
portfolio, cut he company's
credit ralings on Monday,
forcing the company to put up
rmare collateral.

© 141G had
failad 1o put up
collataral,
investors'
haldings would
have baen at
risk, perhaps
leading 1o losses
around the

CREDIT RATING wiorld.

AGENCY

THE MEW YLIEE TIMES



The Rise and Fall of AIG 14

Because AIG itself had a stellar bond rating, CDS’s allowed all sorts of more
conservative investment firms to purchase securities that would normally be too risky. Also
because of AIG’s rating, it was often not required to post any collateral with the counterparty to a
CDS deal. It was taken on faith that AIG was “good for the money,” and so there was no
logistical limit to the sheer volume of CDS arrangements. Naturally, if the economy remained
healthy, AIG stood to gain a great deal from recurring fees. “According to computer models
devised by Gary Gorton, a Yale Business Professor and consultant to the unit, there was a 99.85
percent chance that AIGFP would never have to pay out on these deals (Roth & Buchwalter,
2009). Essentially, this would happen only if the economy went into a full-blown depression, in
which case, the firm believed, the counter-parties would be wiped out, and therefore would

hardly be in a position to demand payment anyway” (Roth & Buchwalter, 2009).



The Beginning of the End
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In 2005, Greenberg stepped down “amid an investigation by New York Attorney General

Eliot Spitzer into questionable accounting practices at the firm” (Roth & Buchwalter, 2009). It

turns out that AIG had not conducted any official audit of the financial products unit or

communicated proper disclosures to investors. AIG’s rating soon fell from AAA to AA, which

made it necessary for AIGFP to come up with collateral on some of their credit default swaps. It

soon became clear that most of the insured CDO’s involved sub-prime mortgages. If the housing

market ever turned sour, this would be disastrous. But in 2005, the odds of such a collapse were

widely regarded as negligible.

Financial Services Revenues (§ billicn)
10.5

75 1
6.2

(1.3}

Financial Services Operating Income

(Loss) { billion)

4.4

21

1.3 0.4 (9.5)

Net Loss due to CDS porttolio
in the first half of 2008:
$13.4 billion

Source: AIG Annual Reports

In 2007, the negligible began to happen. The
housing market collapsed and sub-prime assets
dropped in value. Counterparties began to demand
collateral that was due pursuant to the CDS
agreements. AlG’s rating continued to fall,
triggering yet more collateral payouts. The
downward spiral had begun. In late November,
“AlIGFP reported that its swaps portfolio had lost
$352 million” (Roth & Buchwalter, 2009). That
figure rose to $1.1 billion a month later.

At the time of these developments, Joe
Cassano was leading AIGFP. “The man in charge of
AIG's doomed Financial Products division in

London has defiantly denied taking reckless risks on
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hefty derivatives contracts that were widely blamed for pushing the huge US insurer to the brink
of bankruptcy” (Clark, 2010). Both Cassano and Greenberg have faced criminal charges but have
denied any wrongdoing. The risk officer, Robert Lewis, has verbally admitted that AlG
underestimated the potential risks associated with these swaps (Hwang, Leising, & Son, 2010).

Another beautiful part of the story was that a counterparty did not have to actually prove
ownership of the underlying security to purchase a CDS from AIG, or any other institution.
Thus, CDS’s became a means for savvy and aggressive investors to take a bearish position on the
bonds, CDO’s, etc. of a firm or special entity. For many smart fund managers, this was like
scouring the neighborhood for ill-maintained houses and buying fire insurance on those
properties, betting that they would burn down at some point. As the economy weakened more
and more, the list of potential tinderboxes grew significantly. So this small group within AlIG
managed to get the firm into over-leveraged, bullish positions on housing, real estate, and even
other firms. AIG resembled a rookie options trader in a losing position when the margin calls and
counterparty demands rolled in. Many CDS’s came due, and a ratings downgrade forced the
posting of collateral on many of the outstanding contracts (Merced & Dash, 2008). Murphy’s
Law had struck again.

The graphic below, published by the New York Times, shows the interaction of many of

these factors.
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was brought to the edge 0 0 S ==
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London unit AlLG,
Firsancial Products, which
s0id complex financial
contracts, called credit

Those derivalives had been a big source of
revenue tor ALG,, which paid the roughly
400 people in that office an average of mora
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... from selling contracts that
protected clients from losses
on debt,

A LG.FP Insurad $513 billion of
dabl against defaull using
cradit-cefault swaps. $78 billion
warth of insured debit was
affected by the decline in the
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But as certain debt losses mounted, A.l.G. was
forced to increase its own financial cushion
and write down the value of some of its own
holdings ...

Initially, A.1.G.'s high credit
rating meant no collateral was
required to sell the insurance.
Bacause of the way the
derivatives contracts were
written, A.1.G. was forced to
increase the amount of money
on hand as the value of the
debt declined.

.S, housing marketl.

... ratings agencies
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AIG’s Risk Management Decisions
The Early Warning Signs

Once just a small part of AIG, AIGFP had grown to over 400 employees and almost $1
billion in revenue by 2005. By that time credit default swaps were becoming famous stars on
Wall Street. According to the Washington Post, “investment banks were snapping [CDS’s] up to
insure all kinds of deals in case of default, fueling one of the great financial booms in U.S.
history” (O’Harrow Jr. & Dennis, 2008).

But early warning signs began to surface in late 2005. Eugene Park, an executive with
AIGFP started to examine the CDS portfolio and became alarmed. “Many of the CDQO’s that
were being insured contained too large a proportion of sub-prime mortgages, meaning the risk of
default was high if the housing market collapsed” (Roth, Buchwalter, 2009). Park had brought
this to the attention of then-CEO Joseph Cassano, who decided to stop selling CDS deals, but
AIGFP had already amassed over $80 billion of insured CDQO’s on its books.

Things had been great throughout the next year. The economy was soaring; housing was
reaching all time highs; and AIG’s Financial Products division looked as though it was the best
thing that ever happened to the financial industry. When things are going so well, it is tough to
ask the difficult questions.

Despite AIG’s mounting exposure, Cassano was telling investors in August of 2007 that
“it is hard for us, without being flippant, to even see a scenario within any kind of realm of
reason that would see us losing $1 in any of those transactions” (Roth, Buchwalter, 2009). The
housing market soon had a different story to tell. Late in 2007, the collapse began and sub-prime

assets plummeted. This was the start of what many considered unimaginable.
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The Crisis Stage

Although AIGFP halted CDS deals with heavy residential and sub-prime exposure in
early 2006, the confidence of Cassano and others close to these deals remained high. No
substantial effort was made to hedge or otherwise reduce exposure to the housing market.
Concerns about this concentrated risk and implications for the ERM picture were raised by a few
in the company, but these were generally ignored. As of December 21, 2007, the nominal value
of the Super-Senior CDS portfolio exposure was $78 billion (FCIC 2010).

To make matters worse, by 2007 another department of AIG had amassed substantial
investments in residential mortgage-backed securities and other asset-backed securities funded
by a complex bond-loaning operation. In effect, AIG Investments was short low-yield bonds and
long high-yield RMBS and ABS to the tune of $88 billion in September of 2007. Some
departments were trying to avoid further exposure to sub-prime housing, while other groups saw
things differently. Clearly, there was no coherent approach toward ERM as disaster drew nearer.
CEO Martin Sullivan, CFO Steven Bensinger, CRO Robert Lewis, CCO Kevin McGinn, and
others danced around the issue at the time and played the blame game later on.

Many sources later confirmed that AlIG’s FP division, among others, was not forthcoming
to risk control officers with its true market position as the crisis unfolded (Roth 2009). It was
around this time that many regulators and auditors began smelling trouble at the firm. The Office
of Thrift Supervision issued several recommendations regarding the firm’s risk structure as early
as 2006 and gave specific direction related to AIG’s thrift activities in March of 2008 (Lee
2010).

PricewaterhouseCoopers LLP, AIG’s long-time independent auditor, held numerous

meetings with high-level executives leading up to 2008, with a special focus on the highly-
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suspect CDS valuation process. By February 2008, PwC had compiled several “material
weaknesses with risk management and internal controls” (FCIC 2010). They included the

following assessments:

Martin Sullivan did not show commitment to change the way AIG was run.

]

Neither Bensinger nor Sullivan was good at holding personnel accountable forinternal
control matters.

\J
The corporate heads lacked the leadership, experience, and willingness to make

"difficult decisions" regarding the FP division.
]

Bob Lewis was believed to be unable to implement an effective ERM program at a
company like AIG.
]

AIG's Investments and Financial Products groups, among others, were not open to the

risk control efforts of Lewis and his team.
]

Bensinger and Sullivan had too much control and too many responsibilities.

»

Compensation plans were very dependent upon "mark-to-market" valuations and did
not consider internal risk control.

No senior risk committee was present at the company.

]

None of these recommendations . .
A Bigger Bite

Since the Federal Reserve first bailed out AIG in September,

were acted upon. After Steady losses in government aid to the ailing insurer has nearly doubled.

AIG’s investments, stock price, credit
rating, and CDS holdings, the firm was

unable to meet current obligations or

%85 billion %150 billion
find assistance from another party. On Zpo kL RS o e
Fed seizes AlG, Fed increases its The government scraps
. .. exchanging an loan by $32 billion; the ariginal loan in
September 16, 2008, an initial loan of £85 billion loan AlG has yet to favor of a new deal that

for a 79.9% announce any major includes lending and an
$85 billion was made by the Federal equity stake assets sale aquity stake



You knew that the U.5. just gave AIG $160B dollars, but did you know
that $90B of it went to the same banks who created the housing

The same banks that are putting the U.S. further in debt are loaning
money to the Treasury in order to pay themselves back.
Here’s how it works...
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Reserve, acting as a lender of last resort, in exchange for a 79.9% equity stake. The amount soon

grew to $123 billion, and then $150 billion - at the time the largest nominal-value bailout in

American history.

What followed was a vicious cycle of financial desperation eventually halted only by the

Fed’s efforts to make more capital available to AIG and others, largely through the TARP

program. Much of this activity is illustrated in the following graphic:
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The Fallout

“AlG, once the world’s largest insurer, received a 2008 bailout designed to protect banks
that bought $62.1 billion in swaps from the firm (Hwang, Leising, & Son, 2010). The bailout of
AIG had the effect of providing monetary relief to AIG’s many counterparties, firms such as
Bank of America, Goldman Sachs, Merrill Lynch and Morgan Stanley. All four companies
participated in derivatives with AIG, which led to increased losses for each player (Greider,

. . 2010). It should be noted that this
Big Winners
The government’s revamped bailout of AlG will benefit the banks that

bought protection on multi-sector CDOs from AIG. bailout was initially separate from

1. The banks made small .
payments ta &G to protect the TARP program, Wthh was

collateralized debt
obligations from default

| | ﬁ enacted 17 days later. However, the
o [ | 2. When the C0Os fell in value, e W . ..
Al posted billions of dollars in two later became managed in similar
collakeral to the banks to support

promises on futura payouts

ways and are now closely related in
After Fed's rescue plan

3. Will purchase arcund $70 4, AIG will cancel the minds of most observers. AlIG
billion in multi-sectar C0Os, the credit-default )

paying market prices. That swap contracts,

effectively will make the H HH H

banks whole bacause they later received additional capital
koap the collataral they e =

collectad AIG/Fed Facility Sources WS reporting

under the TARP program.

As head of the New York Federal Reserve Bank, Tim Geithner tried to keep the details of
the AIG bailout a secret, due to the possible hailstorm of mainstream criticism (Blodget, 2010).
Many were understandably critical of the entire effort, noting that it was taxpayer money used
for the bailout, that the action represented a dangerous moral hazard situation, and that AIG’s
position was a result of its own bad decisions — all very valid objections.

But the other argument was compelling. Not only was AlG a top insurer globally, but it
was also one of the largest counterparties to all sorts of risk control transactions undertaken by a

host of global banks, including the now infamous CDS deals (Hilsenrath, Karnitschnig, Pleven,
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& Solomon, 2008). It was believed that the insolvency of AIG would be devastating for the
global economy. The U.S. government intervened and took over AlG, keeping the firm afloat.

According to Hugh Son, “AlG’s first rescue was a credit line of $85 billion from the New
York Fed in September of 2008. The bailout was expanded three times and is valued at $182.3
billion. That includes a $60-billion Fed credit line, an investment of as much as $69.8 billion
from the Treasury, and up to $52.5 billion for Maiden Lane facilities to buy mortgage-linked
assets owned or backed by the company” (Son, 2010).

To raise capital, AlIG has since been selling many of its investments and subsidiaries
around the globe. Currently, AlG still owes the Federal Reserve about $20 billion. The firm is
working to manage this debt, considering additional credit lines with commercial banks among
other options (Benoit & Holm, 2010).

There has been a great amount of outrage from taxpayers regarding this whole affair, in
connection with the bailout of other firms. This has resulted in much public scrutiny and political
theater based around AlG’s corporate meetings, personnel changes, compensation policies,
counterparty contracts, and the like. Graphics such as the following have emerged to connect
several of these elements chronologically, some items bearing a clear causal relationship to the
crisis and other items much less so. While much of the public criticism is surely understandable
and deserved, it is regrettable that much of it has surrounded issues unrelated to the actual

collapse.
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Conclusion

AIG will always be remembered for a dominant role in the disastrous narrative of 2007-
2009. Though the company has been trying to rebuild its reputation, it is not clear that numerous
staffing changes and huge financial loss have brought about a risk management culture capable
of averting this sort of disaster in the future. AIGFP, as it existed before the crisis, is no more,
and several other culpable units within the firm have either disbanded or been sold off. However,
many of the recommendations of PricewaterhouseCoopers and others reflect serious enterprise-
level risk management failings. It is not clear that these have been rectified as of yet.

The AIG downfall, along with the larger financial collapse, has led the U.S. government
to establish new regulations within the sector. Several pieces of legislation, including the Dodd-
Frank Wall Street Reform and Consumer Protection Act, have taken aim at some perceived root
causes of the meltdown. Examples include regulating derivatives, addressing excessive reliance
on commercial rating agencies, requiring more robust credit risk modeling, and enumeration of
explicit taxpayer guarantees before a crisis (Lee 2010). Many believe this whole situation could
have been alleviated with stricter securities laws, and that this should start with reform inside the
Federal Reserve itself (Greider, 2010).

So changes in AIG’s risk management culture need to be implemented, and several
regulatory reforms are in process. But there is a third factor, more subtle yet significant
nonetheless. “In the run up to AIG’s crisis, nearly every instrument of national policy was
directed at enhancing the value of a single asset: housing. AIG was not alone in attempting to
capitalize on what was, by near consensus, an important national goal. The unintended

consequences of this policy have been profound and prolonged” (Lee 2010).
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You can say that again. Only the future will tell if AlG, or the United States, will have

learned and applied valuable lessons from this very expensive crisis.
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