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PRESIDENT’S PROPOSED FEE ON FINANCIAL
INSTITUTIONS REGARDING TARP: PART 1

TUESDAY, APRIL 20, 2010

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

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

Present: Senators Schumer, Nelson, Carper, Grassley, Snowe,
and Crapo.

Also present: Democratic Staff: Bill Dauster, Deputy Staff Direc-
tor and General Counsel; John Angell, Senior Advisor; and Mary
Baker, Detailee. Republican Staff: Emilia DiSanto, Special Counsel
and Chief Investigative Counsel; Jason Foster, Senior Investigative
Counsel; and Jim Lyons, Tax Counsel.

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

The CHAIRMAN. The committee will come to order.

The epistle of James says, “See how great a forest a little fire
kindles!” The financial crisis of 2008 kindled a fire that spread
throughout our entire economy. That fire destroyed more than 8
million jobs. That fire led to more than 6 million foreclosures. And
that fire led to 3 million bankruptcies.

The spark for that fire was lit in the financial industry. To gen-
erate huge profits and big bonuses, the financial sector was playing
with fire. Big banks were providing bad mortgages that they should
have known folks were not going to be able to pay. And they would
have known it if they had done their homework on the loan appli-
cations.

Next, big banks bundled good and bad mortgages together and
sold them to investors. They called these bundles collateralized
debt obligations, or CDOs, and they called selling them securitiza-
tion. Then the big banks insured the collateralized debt obligations
against failure. They called their insurance policies “credit default
swaps.” Credit default swaps allowed the banks to protect their
risks and make big profits, even if the mortgages that they were
writing went bad. Basically, they had to hedge their bets and made
a lot of money on the transactions.

Unfortunately, the financial system did not have enough money
to cover all of 1ts bets. Now there are charges that big banks may
have been both assembling packages of mortgages on one side and
betting against them at the same time.

o))
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Then the spark kindled the flame, and suddenly our Nation’s
economy was engulfed in the fire. The Dow plunged, dropping to
just above 6,500 in March of 2009. Unemployment rose above 10
percent. Then-Treasury Secretary Paulson knew that he had to act.
He came to Congress with a proposal to save the economy. The pro-
posal turned into the emergency law that authorized the Treasury
to distribute almost $700 billion through the Troubled Asset Relief
Program, otherwise known as TARP.

I knew when we were working on this legislation that we needed
to hold the Treasury and TARP recipients accountable for how the
money was spent. TARP was spending hard-earned taxpayer dol-
lars to save the big banks, and those big banks had been paying
out bonuses worth billions of dollars. Those big banks had some-
times been rewarding excessive risk-taking.

So I proposed that we build right into the law a special unbiased
investigator. This investigator would ensure the transparency and
accountability of TARP funds. That proposal resulted in the Special
Inspector General for the Troubled Asset Relief Program, and that
person is sitting before us today, Mr. Neil Barofsky. Welcome, Mr.
Barofsky.

Mr. Barofsky is responsible for overseeing the TARP program.
He keeps track of where the money goes, how it is spent, and
whether it is paid back. That leads us to the purpose of today’s
hearing. The TARP legislation anticipated that there might be
losses. Congress anticipated that the banks might pay back some-
thing less than all the TARP money. The most recent estimates an-
ticipate that the Treasury will end up losing about $89 billion. We
need to think about how we are going to get that money back on
behalf of American taxpayers.

In January, President Obama proposed a bank fee to recover
TARP losses. His fee is estimated to raise $90 billion over 10 years.
It would apply to the 50 largest financial institutions in the coun-
try. This committee is going to take some time, over the course of
several hearings, to consider the President’s proposal and other op-
tions to recover TARP losses. We want to understand the best ap-
proach to designing a fee, to whom it should apply, and how it
might affect the economy and the markets. We need to learn
whether banks will pass it on to consumers and how it might affect
lending to small businesses. We need to take into account what Eu-
ropean countries might do as they consider similar levies.*

We will begin today with Mr. Barofsky. We will ask who has ben-
efitted from the TARP program, how much they have been repaid,
and why some TARP beneficiaries might never be able to pay back
the American taxpayers. The financial crisis of 2008 kindled a
great fire that spread throughout our entire economy. So let us ex-
amine how widely that fire has spread. Let us see who benefitted
from our efforts to put out the fire. And let us try to learn what
we can to prevent such further economic fires in times to come.

Senator Grassley?

*For more information, see also, “Background and Issues Related to the Administration’s Pro-
posed Tax on Financial Institutions,” Joint Committee on Taxation staff report, April 16, 2010
(JCX-26-10), http:/ | www.jct.gov | publications.html?func=startdownd&id=3681.
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OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. I welcome you here, Mr. Barofsky. You and
I are both big believers in transparency, oversight, and account-
ability, and I thank you for leading that effort. Even though it is
on a very narrow area of government, it sure is an important one,
when $700 billion was put out by Congress.

Today, we are discussing what the President calls a “financial
crisis responsibility fee.” However, the Assistant Secretary for Tax
Policy told the dozens of people in attendance at a briefing for Sen-
ate staff on the President’s fiscal year 2011 budget earlier this year
that the President’s proposed fee is actually an excise tax.

This is similar to the name game that the administration played
with excise taxes in their health care bill. Although they referred
to the excise taxes as fees, the legislative text clearly states that
they are actually excise taxes. I will refer to it as the TARP tax
and not the bank tax, as some call it, because the proposal applies
not only to banks, but also to insurance companies, securities bro-
kers, and thrifts, among others.

The statute that created TARP required the President to submit
a plan by 2013 to recover any losses under TARP so that the tax-
payers are actually repaid for any TARP losses. However, 3 years
before it was required the President proposed this excise tax, the
TARP tax. One problem that surfaced recently is that congressional
Democrats are already reportedly planning ways to spend the
money raised by the proposed TARP tax.

One proposal gaining steam among many on the other side lately
is to add the TARP tax to the Financial Regulatory Reform bill.
The congressional majority is so strapped for money to pay for out-
of-control spending, that they are looking to the banks and other
financial institutions for money.

This reminds me of the story about a reporter asking Willy Sut-
ton, a notorious bank robber, why he robbed banks. Sutton alleg-
edly said, “Because that’s where the money is.” I cannot emphasize
this next point enough: if Congress decides to pass the TARP tax,
money should go only towards paying down the deficit. Otherwise,
the TARP tax would not even pay for the losses from TARP, it
would just enable more taxing and spending by those who want to
spend more.

All economists state that corporate entities do not actually bear
the burden of taxes—people do. I wanted to know which people
would bear the burden of the proposed TARP tax, so I wrote a let-
ter asking the nonpartisan experts at the Congressional Budget Of-
fice and Joint Committee on Taxation a series of questions along
that line.

The CBO responded to my letter by saying that customers would
probably pay higher borrowing rates and other charges. Employees
might bear some of the cost, and investors could bear some of the
cost. The CBO also said that the TARP tax “would also probably
slightly decrease the availability of credit for small businesses.” In
addition, the CBO said, “for the most part, the firms paying the
fees would not be those that are directly responsible for loss real-
ized by the TARP.”
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One other item from the CBO letter worth noting is that the
TARP tax would not apply to firms in the automotive industry.
That is really odd, since CBO’s March 2010 TARP report states
that the automotive industry accounts for $34 billion of the pro-
gram’s estimated total cost of $109 billion. Chairman Baucus and
I invited GM to testify before our committee at one of the later
hearings, but GM representatives said that they did not want to
testify. I think it is pretty obvious that the GM silence is deafening.

On another TARP-related matter, I want to thank you, Mr.
Barofsky, for investigating the multi-million-dollar severance pay-
ments that Treasury is allowing TARP recipients like AIG to pay
their departing executives. As you know, I have communicated on
several occasions with Treasury and the TARP Special Master for
Executive Compensation about this troubling issue, and I have ba-
sically run into a stone wall.

I am also pleased that you, Mr. Barofsky, are going to investigate
the possible conflicts of interest on the part of key people at Treas-
ury who worked on the TARP executive compensation regulations.
Since those regulations helped executives walk away with huge
severance payments, we need to find out if they were drafted by
people who used to represent the very executives affected by the
regulations. Treasury claims that all of the proper recusals were
made, but it has provided none of the documentation necessary to
verify their claims. So I trust that you will be able to get to the
bottom of these important questions and report back to this com-
mittee in the near future.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

It is now my honor to introduce you, Mr. Barofsky. Thank you
very much for your service to the country. I am very gratified,
frankly, that we have named this position, set out this position in
the legislation. I can remember thinking how important it was to
find somebody to be kind of like an auditor to have the authority
and power to see how this money is being spent. We also designed
it in a way to give you the powers that you needed, not just housed
in, say, some back room at the Department of the Treasury.

But second, I am very happy with your performance. That is, we
selected a very good person to do this job, and we thank you very
much for your service to the country. I think you have helped re-
store some confidence of the American people that this program is
conducted properly, as much confidence as any one person could.
But thank you very much for your service to the country. We would
like to hear from you.

Senator GRASSLEY. Mr. Chairman, I want to thank you for say-
ing what you just said, because I think it is so important in the
checks and balances of government, and particularly in the over-
sight that committees have to do—and this committee does a good
job of oversight—that they know that you are behind what is being
done here and what he is doing. I think it is so important, and I
thank you so much for saying that.

The CHAIRMAN. Mr. Barofsky?
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STATEMENT OF HON. NEIL BAROFSKY, SPECIAL INSPECTOR
GENERAL FOR THE TROUBLED ASSET RELIEF PROGRAM
(SIGTARP), DEPARTMENT OF THE TREASURY, WASHINGTON,
DC

Mr. BAROFSKY. Chairman Baucus, Ranking Member Grassley,
members of the committee, first of all, I would like to thank the
chairman and the ranking member for your kind words today and
your unwavering support of our office as we have been conducting
our oversight for now nearly a year and a half. It is a privilege and
an honor for me to appear here today and to release to this com-
mittee our most recent quarterly report to Congress.*

We do have some good news to report. Aspects of the financial
system, there are clear signs, are on their way to recovery. Many
of the larger TARP banks have been able to repay their TARP
funds far in advance of what anyone anticipated, and, as a result,
the expectations for losses to the TARP, while certainly still sub-
stantial, have been trending downwards, with OMB’s recent esti-
mate back in February of approximately $127 billion, and the CBO
estimating at $109 billion, and both of them estimating that the
concentration of losses was in three areas of the TARP: support to
AIG, support to the automotive industry, and support to struggling
homeowners.

On the other hand, while TARP does appear to be succeeding in
its statutory goal of getting Wall Street back on its feet, it is not
meeting its goal of getting Main Street back on its feet. Long-term
unemployment remains at the highest in recent memory. Smaller
and community banks are failing at an alarming rate, with 50 al-
ready this year, and the statutory goal of preserving home owner-
ship is falling horribly short: 2.8 million foreclosures last year, with
estimates for this year that will even eclipse that.

The Home Affordable Modification Program (HAMP), Treasury’s
TARP-funded mortgage modification program, was originally in-
tended to help 3 to 4 million homeowners stay in their homes by
modifying their mortgages to sustainable levels, but it appears that
it may never come close to meeting that goal, with fewer than
230,000 permanent modifications more than a year into the pro-
gram.

Last month, we issued an audit report on the HAMP program
where we detailed some of the failings of the program and made
recommendations, addressing areas such as transparency, problems
with Treasury’s execution of the program, and problems and con-
cerns about the program’s very design, which leaves it vulnerable
to ultimate failure because of high levels of re-defaults, that is, cir-
cumstances when borrowers, even after they receive modifications,
are either unable or unwilling to continue making their payments
because of the high rate of the payments or because of being hope-
lessly under water.

In an apparent response, within days of the release of that re-
port, Treasury announced major modifications to the HAMP pro-
gram, addressing for the first time the issue of negative equity for
underwater mortgages, one of the significant indicators of re-

*The SIGTARP Quarterly Report to Congress, dated April 20, 2010, can be found at http://
www.sigtarp.gov [ reports [ congress [ 2010/ April2010 Quarterly Report to Congress.pdf.
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default. While Treasury’s actions have addressed some of the rec-
ommendations and issues raised by SIGTARP, they, too, present
their own set of concerns.

In our quarterly report, we identify several of those issues and
make further recommendations in areas about continuing problems
with transparency, problems with the potential vulnerabilities to
fraud, and problems with the design of some of these revisions that
may lead to them being ineffective or leading to arbitrary results
for certain borrowers.

It is important for Treasury to address these issues that we have
raised here in this quarterly report, in our audit, and similar con-
cerns raised by the Congressional Oversight Panel in GAO, other-
wise it risks that the HAMP program will be remembered not for
being the catalyst for recovery in the housing market, but for its
bold announcements, modest goals, and meager results.

In our quarterly report, we also review what we have been doing
in our Investigative Division. When the chairman and the ranking
member insisted upon the creation of SIGTARP, over the objections
of many, including those at Treasury and others, they did so in rec-
ognition that, in part, with a program of this size, it would inevi-
tably draw those who would seek to profit criminally off of a na-
tional crisis. At SIGTARP, we have been building a sophisticated
white-collar investigative law enforcement agency to meet that
threat.

In this past quarter, as detailed in our quarterly report, we have
had some success. Charles Antonucci was indicted or criminally
charged up in the Southern District of New York for his fraud as
the CEO and president of Park Avenue Bank for trying to steal $11
million from the TARP.

On the civil side, we worked with the New York State Attorney
General to secure civil securities fraud charges against Bank of
America and its former CEO and CFO for their role in a fraud that
affected the TARP, and we supported the SEC in its case that re-
sulted in a $150-million settlement with Bank of America and re-
sulted in important governance changes at the bank.

Out in California, we assisted the U.S. Attorney’s Office in the
Southern District of California in obtaining criminal charges
against Glenn Rosofsky and Michael Trap for their role in a fraud
that is alleged to have brought in more than $1 million in a scheme
that was designed to take criminal advantage of struggling home-
owners by falsely promising them mortgage modifications that
never materialized.

Mr. Chairman, Mr. Ranking Member, members of the committee,
again, it is a privilege to be here, and I look forward to answering
any questions that you may have.

The CHAIRMAN. Thank you, Mr. Barofsky.

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

The CHAIRMAN. I would like to start off by just asking, at this
point, what do you think the losses are and how long will it take
to kind of realize definitely what those losses might be? One can
argue that over the next few years that the losses will be less, but
it would be helpful to the committee if you could say what the
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losses are today and say how much that will be reduced over the
next several years.

Mr. BAROFSKY. It is very hard to determine. Our role basically
is to report what others have done as far as the analysis of these
results, what OMB and CBO have done. They see those areas real-
ly as concentrated, as I said before, in three areas: AIG, which they
estimate being between $36 to $50 billion in loss; in the automotive
industry, between $31 to $34 billion in loss; and of course, in the
housing program, which will ultimately be an entire loss because,
the way the program is designed, it is a subsidy. It is not intended,
or there is really no mechanism for any recovery.

Whether those losses will be realized in the longer term really
will depend in large amount on what happens with the economy,
particularly with the automotive industry. That is going to depend
to a certain extent, as the economy recovers, are people going to
buy more cars? Are GM and Chrysler and GMAC going to be able
to return to profitability?

Because of our interest in those companies, AIG and the auto-
motive industry, it is an equity investment. Our fortunes, and the
ability for them to repay, will hinge and depend on how successful
they are in rebuilding those companies. It is difficult to determine.
I think it will take several years for us to get a sense, a real sense,
of what those losses may be, but, if the economy improves, we cer-
tainly hope to see that these losses will continue to decrease.

The CHAIRMAN. What is your sense of this proposed bank fee,
bank tax, and who it is levied on, and to what degree will that
allow the TARP expenditures to be recouped, to be repaid? If you
look at whom the tax is levied on, as it is proposed by the Presi-
dent, anyway, to what degree, and how efficiently, will that return
dollars back to taxpayers?

Mr. BAROFSKY. Well, I think section 134 of the Emergency Eco-
nomic Stabilization Act (EESA), of course, is the statutory mecha-
nism that provides for recoupment. There is certainly a lot of flexi-
bility in there in how the recoupment is directed, but there is some
flexibility in how it is ultimately designed and who it is targeted
for. It is very broad in its language to the financial industry. I
think it is borne in a certain way because of the way TARP was
originally intended, which was, of course, to be direct purchases of
troubled assets, mortgage-backed securities.

I think, as originally envisioned, the government is going to buy
up to $700 billion worth of these securities, and then in 5 years
make a determination of how those investments are doing. If they
are short, it would make sense to make the financial industry,
those from whom Treasury would have purchased these assets,
come back and levy a fee or a tax in order to recoup those invest-
ments.

It becomes more difficult because of the way TARP has morphed
now into 13 different programs, a lot of them primarily in capital
investments. So those that are more able to repay will have repaid
and there would not be a loss associated. Those who are doing
poorly, and therefore would not be able to necessarily repay a tax—
like if AIG and the automotive industry are short—it would be
more difficult to impose a tax on them. So I think that creativity
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anld flexibility will be important in fashioning the appropriate re-
sult.

The CHAIRMAN. Some people suggest, first of all, that TARP
money went to banks and that that helped the banks, but it also
helped the economy generally. I guess the argument is, if the fee
is essentially on banks, it is on those institutions as well that—
what, it is appropriate because the benefits of TARP in the first
place were not only specifically directed, but also widespread? I do
not quite understand the argument. Why should the fee only be on
certain institutions and not more widely spread, even though those
other institutions got a lot of the benefit from TARP?

Mr. BAROFSKY. Well, I think that certainly there are multiple
sides to this argument and this discussion. It really boils down to
a policy determination for the Congress and the administration to
decide who is appropriate to fulfill section 134’s requirement for
recoupment, but there are certainly arguments on both sides.

The financial industry and the larger banks certainly benefitted
beyond just the dollars that were invested in them, and not just
from the TARP, but from, as a whole, the response from the gov-
ernment to the financial crisis, the implicit guarantee that they
have of government support. It has been widely reported that they
are able to more easily and more cheaply raise money than their
smaller counterparts, giving them a competitive advantage and giv-
ing them opportunities for high profits. So, it is a very complicated
question, Mr. Chairman, for sure.

The CHAIRMAN. Do you have any thoughts on how the fee is
structured? As I understand it, it is significantly structured to dis-
courage over-leveraging. Your thoughts on the structures as op-
posed to, say, a profits tax.

Mr. BAROFSKY. To be honest with you, Mr. Chairman, until we
see something hard and in writing as far as a legislative proposal,
when it is in this early stage of discussion, we do not really get in-
volved from an oversight perspective. Once it is more fully formed
and we are going to be responsible for overseeing it, is sort of when
we roll up our sleeves and dig into it. But we really have not had
the opportunity to fully analyze the proposal as it has been de-
scribed in the press.

The CHAIRMAN. Thank you. My time has expired.

Senator Grassley?

Senator GRASSLEY. Thank you, Mr. Chairman.

A year ago, CBO and OMB projected the loss from TARP to be
$250 billion. OMB now estimates TARP will lose $127 billion; CBO
estimated it at $109 billion. It has been reported recently in a New
York Times article that I have here that some Treasury officials—
I think unnamed, as I recall—expect the bail-out program to “even-
tually turn from red to black.” If Treasury says that eventually
there may not be losses, does this excise tax make sense? Before
you answer that, would the amount of losses, if any, not be more
certain in 2013, the year the TARP law says the President is sup-
posed to propose a plan to recoup taxpayers’ losses from TARP?

Mr. BAROFSKY. Certainly with more time there will be more cer-
tainty as to the extent of the losses.

Senator GRASSLEY. OMB says that the auto industry is respon-
sible for $31 billion of all TARP losses; CBO says that they are re-



9

sponsible for $34 billion. Does it make any sense to levy a tax to
recover TARP losses and then carve out GM and Chrysler, the com-
panies responsible for 30 percent of the losses?

Mr. BAROFSKY. It is a difficult question, Senator. As I noted,
based on the structure of the way section 134 was originally in-
tended as the TARP was envisioned versus how it is now, that is
a difficult policy question.

Senator GRASSLEY. In March of 2009, and that is obviously just
13 months ago, the President announced an initiative to use $15
billion in TARP funds to fund what are called SBL (Small Business
Lending) loans. However, small business did not actually receive
that money, and lending to them has not increased because the ini-
tiative was reduced to a $21-million pilot program. So, there is a
difference between the $15 billion intended and the actual $21 mil-
lion that is a pilot program.

In January, the administration proposed taking $30 billion out of
the TARP program and setting up a separate, non-TARP program
to support small business lending. We do not have actual legisla-
tive language yet, but I am concerned about what that would mean
for the ability of your office to conduct oversight.

Could you explain why the previous small business lending pro-
gram never materialized and why you think you should retain ju-
risdiction to oversee the newly proposed $30-billion program, and
also, what are the risks to accountability and transparency if over-
sight from your office would be blocked by a change of legislative
language?

Mr. BAROFSKY. Senator, if I may answer your second question
first. We think that this would be tremendously dangerous and
wasteful to the taxpayer if this $30-billion program is taken out of
the TARP without our oversight continuing.

There is virtually no difference between the newly proposed pro-
gram and the existing Capital Purchase Program. It involves the
same five regulators making decisions on who gets money and who
does not. It is the same capital structure. It is the same eligibility
criteria. It is the same type of investments. It is actually the same
money, TARP money. We estimate that approximately 95 percent
of existing TARP recipients, because of the way the program is
going to be set up, can just transfer their TARP investments into
SBL investments.

So 95 percent of the CPP recipients will not change anything
other than moving out of the TARP and into this new program.
Meanwhile, at SIGTARP we have grown organically with the Cap-
ital Purchase Program. It was there when we were created. A large
part of our oversight, on the audit side, the reporting side, and on
the investigation side has been built around growing and learning
the CPP program, which this Small Business Lending Fund is the
mirror image of.

From an audit side, we have done audits into the decision-
making process, how it works, and the impact of outside influences.
We have made a series of recommendations about transparency
and program design. Perhaps most importantly, on the investiga-
tion side, we have conducted literally dozens of criminal investiga-
tions into those who have tried to criminally profit off of the Cap-
ital Purchase Program. We have developed a very sophisticated fo-
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rensic team. These are the types of crimes that the SBLF will also
be—as I said, it is virtually identical to CPP.

Our complex accounting types of fraud, capital raise issues, the
issues that we have already seen that we have spent a significant
amount of time learning and training and getting up to speed on—
to take this and to throw away the 14 months of expertise and
training that we had, from an audit perspective, from a criminal
investigative perspective, and taking that out and leaving this pro-
gram adrift, essentially, with a new oversight body that may or
may not have the resources to get up to speed, certainly will be a
gear-up process that could take at least a year to get even close to
where we are, even if they have the necessary resources and exper-
tise, I think would be a tremendous disservice to the American tax-
payer and it would essentially leave a program, which in many
ways has a greater vulnerability to being taken advantage of be-
cauhse of the incentive programs, essentially without effective over-
sight.

I think it would be a tremendous waste of taxpayer dollars, and
I would strongly encourage this Congress to include SIGTARP
oversight. It is not an expansion of our jurisdiction; it is the con-
tinuation of our jurisdiction over the same exact parties with the
same exact money. I was very disappointed when the administra-
tion changed course on us after initially saying that we were going
to be included in the proposed legislation, and then later telling us
that we would not.

Senator GRASSLEY. Would it not be more accurate to say that, if
we do not do anything, you will be included? Is it your view as a
lawyer, if they set this up, we have to transfer what you do now
over to that? I thought you would automatically have jurisdiction
unless the law was changed to take it away from you.

Mr. BAROFSKY. If they rip this out of the TARP, as they are sug-
gesting doing, we may have jurisdiction to a certain extent on some
of the monies, but we would not necessarily have complete jurisdic-
tion over the program.

Senator GRASSLEY. All right. Well, then I think you have an-
swered my question, that you will have jurisdiction unless Con-
gress changes the existing law.

Mr. BAROFSKY. Yes, that is correct.

Senator GRASSLEY. I hope the members of this committee will be
aware of that so that we do not let something like that slip
through.

I will wait for a second round for other questions.

The CHAIRMAN. All right. Good.

Senator Nelson?

Senator NELSON. Thank you for your service.

A big part of the ultimate losses of TARP is coming from AIG,
and a big part of the losses in AIG that will not be paid back is
as a result of the credit default swaps being paid off, these insur-
ance policies, at 100 cents on the dollar.

Now, do you think that these derivative counter-parties, such as
Goldman Sachs, that received the preferred treatment, put them at
the front of the line when the circumstances occurred as they did
with AIG? Do you think that they should be put at the front of the
line?
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Mr. BAROFSKY. I think that, when making these policy consider-
ations, everything should be on the table. The fact is that Goldman
Sachs and seven of the eight largest counter-parties refused to ne-
gotiate with the Federal Reserve Bank of New York to negotiate
concessions, which ultimately did lead them to receiving 100 cents
on the dollar.

We issued an audit report on this where we explored the reasons
and the justifications for this, but I certainly think it is a relevant
policy consideration among the other policy considerations in de-
signing the section 134 EESA recoupment that is contemplated by
the statute.

Senator NELSON. Well, what in the world made the Federal Re-
serve sit there and take that by these counter-parties saying, oh,
we are not going to negotiate with you on this? It seems like the
Federal Reserve should have been in the driver’s seat.

Mr. BAROFSKY. Well, Senator, we agree. When we released our
audit report, we went through the reasons that the Federal Re-
serve gave for what we described as a very ineffective negotiating
strategy that was ultimately doomed to fail, as well as what we
saw was a simple lack of effort, even within certain limitations
they put on themselves with the negotiations—things like requiring
that they would not do any deal unless all of the counter-parties
agreed, or refusing to put a little pressure on them because of their
status as a regulator to sort of encourage the negotiations to move
forward instead of saying to them, basically, do not worry, it is just
a voluntary negotiation—but the fact is that they did not do what
they had done just a couple of weeks earlier with respect to the re-
cipients of TARP funds and the Capital Purchase Program.

In other words, the then-president of the Federal Reserve, now
Secretary Geithner, did not get on the phone and call the CEOs or
call a meeting of the CEOs of the big banks and the counter-parties
and call them together and make a strong emphasis on a negotia-
tion like they did with CPP, telling them that this was important
for the country, pointing out the incredible support that the Fed-
eral Reserve and the taxpayer had given to AIG, and they would
all have suffered, most likely, horrific losses without that support,
and using that bully pulpit to try to voluntarily get negotiated fees,
even after one of the banks, BBS, actually agreed and said in cer-
tain circumstances they would agree to a concession. We have been
critical of that, because we think at the very least they should have
tried a little bit harder.

Senator NELSON. Of the $89 billion that you think that we are
not going to get back, the people, the taxpayers are not going to
get back from the bail-out, is most of that attributable to AIG?

Mr. BAROFSKY. To be clear, all we are doing is, we have not done
our own analysis. We are just sort of reporting what CBO and
what OMB have reported. But it does look like, based on their esti-
mate, that anywhere from $36 to $50 billion of their estimated
losses will be attributable to AIG.

Senator NELSON. And, of course, all of those credit default swaps
that were paid off with all those firms, like $13 billion just for
Goldman Sachs and go on down the line, that would total up to
about $50 billion, would it not?
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Mr. BAROFSKY. Just on the Maiden Lane facilities alone, which
is the portion where the Federal Reserve purchased from those
counter-parties at market value the CDOs, the other half of that,
the collateral that had been posted, most of that money came from
the taxpayer through the Federal Reserve and back-paid. That
alone was tens of billions of dollars.

Senator NELSON. This is an outrage.

Let me ask you about HAMP. Would you talk more about your
recommendations regarding HAMP’s effectiveness and your rec-
ommendations on fraud and the voluntary nature of HAMP’s prin-
cipal reduction program?

Mr. BAROFSKY. With respect to fraud, in the new designs of the
program it increases incentives in short sales, which are cir-
cumstances where Treasury is going to be providing incentives to
homeowners, as well as to the servicers, to encourage them to basi-
cally turn in the keys to their house and have it being sold to some-
one for less than what the mortgage is actually worth, so, if a
house is worth $100,000 and the mortgage is $150,000, to effect
that sale at $100,000, and then for the servicer and the mortgage
investor to release the borrower for the difference. It is basically a
short sale.

Certainly encouraging those, we have no problem with that as a
program design. Short sales are generally regarded as being less
expensive to investors. It is not as painful as foreclosure; it is not
as expensive as foreclosure. The problem is that these types of
sales have historically been vulnerable to a special type of short
sale fraud. It is called “flopping,” sort of the opposite of flipping.
That is based on an artificial deflation of the value of the home.

Say the home is really worth $125,000 in my example, but there
is a benefit for the fraudsters, if they could get the investors, the

eople who own the mortgage, to believe that it is only worth
5100,000, so they provide false information. If they do that, then
they get the home below market value and could flip the home al-
most instantly and make a nice, tidy profit.

The problem is the valuation standards that Treasury is antici-
pating using on this are basically not very robust. It is broker opin-
ions. Even that is not standardized. It is based on the review of the
servicer. I am sorry; I see we are running out of time. So our rec-
ommendation is simply that, with this program and other programs
involving principal reduction, they do what the FHA does, which is
require a certified appraiser to make sure there is a good third-
party look to prevent those types of fraud.

Senator NELSON. You ought to take a look in Florida where some
of this flopping is going on right now.

Mr. BAROFSKY. No. Absolutely. It is a hotbed of that activity in
the State of Florida.

The CHAIRMAN. Thank you, Senator.

Senator Carper?

Senator CARPER. Thanks, Mr. Barofsky. Welcome. Thank you for
your stewardship and the good work that is being done on this
front.

I just want to go back in time a little bit. You said this, but I
just want to make sure that it is clear. When the last administra-
tion came to the Congress and asked for us to fund the TARP pro-
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gram, my recollection was they asked for about $700 billion or so.
Is that right?

Mr. BAROFSKY. That is correct.

Senator CARPER. Yes. And the proposed use for the money at
that that was to allow for the purchase of illiquid assets that were
being held by a variety of entities. Is that correct?

Mr. BAROFSKY. That is correct.

Senator CARPER. For the most part, we did not use the money
for that, but we ended up taking a different approach, and we in-
jected a fair amount of that money into large financial institutions
and we bought their preferred stock, as I recall. Is that correct?

Mr. BAROFSKY. That is absolutely correct.

Senator CARPER. Yes. What was the size of those institutions,
was it $50 billion and above? Help me with that.

Mr. BAROFSKY. It is huge. The initial roll-out, the first $125 bil-
lion, went to the largest of the financial institutions. Over time, as
the capital purchase program expanded, ultimately it funded more
than 700 institutions. We have breakdowns in our quarterly report
of the various sizes of them, but they range from investments, even
today with the repayments, as low as $300,000 up to Citi, which
is still holding onto $25 billion.

Senator CARPER. All right. Thank you.

When we injected capital into those institutions, they had an ob-
ligation to us to pay, on our preferred stock, dividends. Is that cor-
rect?

Mr. BAROFSKY. That is correct. Five percent.

Senator CARPER. And were there any opportunities for them to
lower that 5 percent by lending money that was injected to improve
their balance sheet?

Mr. BAROFSKY. To date that has not been part of the TARP pro-
gram. It is part of the announced proposal for SBLF.

Senator CARPER. How are we doing in terms of collecting the div-
idend income that is owed to the Treasury?

Mr. BAROFSKY. Generally on a gross level, it is going pretty well.
There have been about 104 TARP recipients who have missed divi-
dend payments. Some have caught up. I think perhaps a couple
dozen have caught up with those payments, so that leaves a bal-
ance that has still not made payments. That also includes a few
TARP recipients that have failed, and obviously will never be mak-
ing future dividend payments.

Senator CARPER. Can you quantify the dividend obligations that
sort of have not been fulfilled to the Treasury, just roughly?

Mr. BAROFSKY. We do have it in our quarterly report. I believe
it is $100-something million, but I can get you the exact number.

Senator CARPER. One hundred and something million?

Mr. BAROFSKY. I believe so. But as I said, I would be happy

to

Senator CARPER. That is close enough.

Mr. BAROFSKY. All right.

Senator CARPER. That is close enough.

So we have infused all of this capital money. We bought this pre-
ferred stock. For the most part, we are receiving the dividend pay-
ments that we are supposed to. A good deal of the capital that has
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been infused into the balance sheets of these institutions, a lot of
it is being repaid.

Mr. BAROFSKY. Absolutely.

Senator CARPER. Being repaid essentially with interest, with the
exceptions that you have mentioned.

Explain to us how we are doing on the warrant side. We see that
we have been able to exercise or sell our warrants and to realize
profits in the billions of dollars. Can you just give us a brief update
on that?

Mr. BAROFSKY. The warrant sales have been successful. They
brought back—and for the warrant sales, it is pure profit for the
American taxpayer. When Congress designed EESA, they put in
this requirement for warrants so the taxpayers can share on the
upside. It has been successful. Billions of dollars have been re-
turned from the sale of these warrants.

We actually have an audit report that is going to come out on
May 11 which will detail our analysis of how Treasury has been
doing in administering the warrant process, but it started off, by
certain outside estimates including the Congressional Oversight
Panel, a little bit rocky as far as the percentage of return, but since
that report has come out we have seen that they appear to have
been doing better in getting market price for these. Recently, we
have had auctions, which again have appeared to bump the prices
up. It seems to be a pretty successful program. I will be able to pro-
vide a lot more detail on May 11, once we issue that audit report.

Senator CARPER. As you said earlier, there are a number of insti-
tutions that have not yet been able to repay their monies, their ob-
ligations to the TARP, but that number is decreasing over time.

AIG still owes a fair amount of money. Roughly what is that,
now?

Mr. BAROFSKY. It is about $46, $47 billion outstanding.

Senator CARPER. I have been following in the press that they
have at least reached agreements to sell certain of their assets. I
think one of them is actually headquartered in Delaware, Alico,
which is a big insurance company, I think maybe $15 billion. I
have seen another one for $35 billion. Is that money that has al-
rea(c)ly been credited to their other obligation to the Treasury or
not?

Mr. BAROFSKY. No, that money will not go to Treasury. The way
the AIG investment is structured, the Federal Reserve gets paid
back every penny before Treasury gets paid back. If those trans-
actions go off as planned, that will help very much in reducing
AIG’s obligations to the Federal Reserve, but it is not anticipated
that they will be nearly enough to accrete to any credit for the debt
to the taxpayer through Treasury.

Senator CARPER. On the other hand, the monies that are owed
by GM and by Chrysler come back to the Treasury, is that correct?

Mr. BAROFSKY. That is correct.

Senator CARPER. And do I understand that GM recently paid
$1 billion of its obligation to the Treasury?

Mr. BAROFSKY. GM has paid $1 billion, and I think they have an-
nounced that they are going to be paying back the debt portion—
I think there is about $6 billion left—in its entirety very shortly.
But we need to be a little bit cautious about that, because the way
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that that payment is going to be made is drawing down an equity
facility of other TARP money.

So it is good news in that they are reducing their debt, but they
are doing it by taking other available TARP money to repay the
TARP. It is good news because it means that money, which was
going to be available for future problems with GM, that there is a
determination that they do not need it. But we should caution that
it is not necessarily being generated out of earnings, but out of
other TARP funds.

Senator CARPER. When do you think we will have really good
news from GM?

Mr. BAROFSKY. I do not have that crystal ball, Senator.

Senator CARPER. All right.

And Chrysler. What is the story with Chrysler’s obligation?

Mr. BAROFSKY. Chrysler’s obligation is mostly—again, we have
an equity interest in Chrysler, so our future ability to recoup tax-
payer investment is going to be wholly dependent on how success-
ful Chrysler is and how successful the American automotive indus-
try is.

Senator CARPER. I have some more questions. Maybe we will
have a second round.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Schumer?

Senator SCHUMER. Thank you, Mr. Chairman. Being in this
room, I immediately get overcome with health care, since we spent
so much time here doing that. [Laughter.]

The CHAIRMAN. Well, we are now talking about financial health.

Senator SCHUMER. We are now talking about financial health,
right. I want to thank you, Mr. Barofsky, for your testimony and
your service in overseeing the implementation of the TARP pro-
gram.

As unpopular as TARP has become, I think most who would look
at it would say it was absolutely necessary to save the economy
from complete collapse. I was in the room when Chairman Ber-
nanke and Hank Paulson, President Bush’s Treasury Secretary,
told members of Congress, some of us, just how serious the situa-
tion was. They told us if we failed to enact the TARP we risked
another Great Depression. We were staring into the abyss. When
we heard it, I think there was a collective gulp in the room. Ben
Bernanke talked about it in his very proffesorial, non-exaggerated,
non-hyperbolic tones, and you knew how serious it was.

So Congress came together and did the right thing, Republicans
and Democrats, and the Bush administration, which had proposed
it, signed it into law. So it is important to emphasize that the cur-
rent financial reform proposal also contains multiple safeguards to
make sure taxpayers are never again on the hook for rescuing the
financial system. I think that is very important. Any costs incurred
in winding down financial institutions would be covered by the in-
dustry, sort of the way it is in the banking industry with the FDIC.

We certainly can, and should, work to prevent any more taxpayer
bail-outs, but we also need to close the book on the last one and
make sure that taxpayers get back every dime they paid to rescue
the economy. A key piece of that legislation was a provision requir-
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ing the President to assess the costs of the programs and “submit
a legislative proposal that recoups from the financial industry an
amount equal to the shortfall in order to ensure that the program
does not add to the deficit or national debt.” That got a lot of peo-
ple to vote for it. It was a tough vote, even then. I think we have
to live up to those words. They should not be ignored.

In keeping with the requirement under TARP to make sure tax-
payers are whole, the administration did live up to its responsi-
bility. It proposed a financial crisis responsibility fee to be assessed
on financial institutions with over $50 billion in assets. As pro-
posed by the administration, the fee would amount to 0.15 percent
of the liabilities of these companies, other than deposits and tier
one capital.

There are, to be sure, legitimate questions about the details of
the plan, and I salute Chairman Baucus for holding the hearings
to try to answer them. But overall, I think the administration’s
proposal is a common-sense way to make sure that taxpayer money
is repaid, and I believe it should be included in the financial reform
legislation soon to be debated on the Senate floor. I agree with the
administration in this regard.

As the President said when introducing it, “It is our responsi-
bility to ensure that the taxpayer dollars that supported these ac-
tions are reimbursed by the financial sector so the deficit is not in-
creased.”

So, Mr. Chairman, I want to work with you and all of our col-
leagues on this committee to get recovery legislation ready in time
to be included in the financial reform legislation that will soon be
considered on the floor.

Now, my question to you, Mr. Barofsky, is this: you were talking
a little bit before about minimizing the losses; the government still
holds billions and billions and billions of dollars of these kinds of
assets and things. What do you think the administration can do,
Congress can do to minimize the potential losses? You indicated
earlier it will take years to know exactly what our losses will be,
but now we are moving on here, and I think we ought to start look-
ing at how to minimize our losses.

Could you comment on that, please?

Mr. BAROFSKY. I think one of the areas that is near and dear to
our role is looking at inefficiencies in the program as they are run,
and to fraud vulnerabilities. Those are going to be areas that are
very preventable and avoidable losses.

Some of the loss with respect to AIG and the automotive indus-
try, that is going to depend on macroeconomic conditions, whether
the economy improves, people buy more cars. There is very little
within the TARP program, perhaps, to address those.

But within the TARP program, we try to make recommendations
so that the program runs efficiently, that it maximizes each dollar
that is spent, and above all, we make sure that the right protec-
tions are there against fraud so money is not lost, for example, by
providing it to institutions in the new small business program that
are defrauding the TARP and getting money that is ultimately
going to result in failure to the system or does not carry out its
goals. Those are areas where we really have been working hard to
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make sure that, when TARP money goes out the door, it goes out
efficiently and it is not the result of fraud.

Sezlnator SCHUMER. Thank you, Mr. Chairman. My time has ex-
pired.

The CHAIRMAN. Thank you, Senator, very much.

A lot of questions here. One, small business. Generally, small
businesses have been unable to take advantage of the funds that
have gone into the big banks, whether TARP funds or Federal Re-
serve assistance, or whatnot. There are some who have suggested
that banks make some money by borrowing at very low interest
rates from the Federal Reserve and then lend out, I guess, to other
banks, rather than lending to small business. Your thoughts on
how or what could be done with the TARP program to help small
businesses. Just your thoughts. It has been a real problem. How do
we get more money to small businesses?

Mr. BAROFSKY. I do think that there is some definite merit in the
administration’s proposal about the Small Business Lending Fund
and the idea to incentivize small business lending—that is, unlike
the original outlay of TARP funds in the Capital Purchase Pro-
gram, where money was sent out without any conditions or incen-
tives or carrots or sticks about what to do with that money; they
really had free reign to do with it as they pleased, back then, and
really up until now, without really any accountability because of
the administration’s refusal to require TARP recipients to report on
their use of funds.

I think that by incentivizing the banks through lowering their
dividend rates to encourage them to increase small business lend-
ing—that can help. I think the administration’s finally adopting
our long-term recommendation of requiring TARP recipients to re-
port on their use of funds so that there is some accountability for
the use of TARP funds will also assist, I think, in helping to meet
that goal to further incentivize small business lending.

. Tale? CHAIRMAN. Now are they reporting how they are using their
unds?

Mr. BAROFSKY. Treasury has finally sent out a survey. The re-
sponses were due, I think, just this past Friday. They are going to
be publishing the results. It is going to be quantitative data as well
as qualitative data. For the first time, Treasury is going to sponsor
that. We did it ourselves in an audit report back last summer. It
was a voluntary audit report, but for the first time Treasury is now
going to require it and report on how TARP recipients are saying
they are going to use those funds.

The CHAIRMAN. Have you seen those proposed regulations?

Mr. BAROFSKY. I am sorry?

The CHAIRMAN. Have you seen those proposed regulations?

Mr. BAROFSKY. It is actually just a survey that was sent out. We
saw the survey, and we had input on the design of the survey.

The CHAIRMAN. All right. So are you satisfied with that design
or would you make some suggestions?

Mr. BAROFSKY. We made some suggestions, most of which were
adopted, some of which were not. But overall, we were all right
with the design and what Treasury’s plan was. Now, of course, the
question was always in execution. We think that getting the quan-
titative data and matching it with the qualitative data, the infor-
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mation that is received from the regulators as well as from the
banks, and putting that together and putting together a com-
prehensive report will be helpful.

One of the recommendations that we made that they adopted
was to make sure that those returning the surveys had a high-level
official certify it under penalty of criminal penalty, and we think
that will help assure that those people who are signing that are
going to have the incentive to be accurate and truthful. But we are
going to monitor how Treasury performs under this.

The CHAIRMAN. I appreciate that.

Any other thoughts on small business? A lot of us hear so much
from community banks and also small businesses, and a lot of
small businesses say they just cannot borrow because banks are
not lending.

Mr. BAROFSKY. It is a very difficult problem. I think a lot of it
has to do with outside of the contours of the TARP. We have all
heard anecdotal information about the push and pull between the
regulators who may be tightening certain lending restrictions.
There is the possibility that has been discussed, as you mentioned,
that the banks are getting the money very, very cheaply, but re-
portedly a lot of them are just turning around and lending it back
to the Federal Government by buying Treasury bills instead of
lending it out and taking riskier—lending it out to small busi-
nesses.

The CHAIRMAN. Right.

Mr. BAROFSKY. What we try to do in this report as well is do just
an overview of small business lending. We do a 5- or 6-page tuto-
rial on some of the issues, what the SBA’s role is. One thing that
we do come down on: there is no way that we can have lasting eco-
nomic recovery without a return from small businesses. They are
just too important as far as net job growth.

The CHAIRMAN. I agree with that very much. I just hope we can
find a better way.

All of this discussion on TARP assumes everything is on the up-
and-up. Is there any fraud, waste, and abuse by certain actors in
the TARP program generally so far as you can tell?

Mr. BAROFSKY. The TARP is sort of a giant, several hundred bil-
lion—multi-hundred billion—dollar pot of honey, and it is going to
draw some bees, and it is going to draw some flies. Our job is being
very vigilant over this. We have absolutely seen those who are try-
ing to take criminal advantage. As I mentioned in my opening
statement, we have secured several criminal charges. We have had,
not just in this past quarter, but we are really getting some trac-
tion in our Investigative Division.

Now we have 84 ongoing criminal investigations, and they really
apply across the TARP, not just into the bank program, although
a lot of our resources are structured on those who have tried to
steal from the TARP through fraudulent applications in that pro-
gram. But we are also looking at the housing program, within the
public/private investment program, really across the board. So, yes,
Mr. Chairman, unfortunately there are those who seek to take
criminal advantage.

I think that what we have tried to do is on two fronts. One is
through detecting and referring to Department of Justice for pros-
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ecution. We have also committed a significant amount of resources
in deterring, both through being very public about our being out
there—and I think we have had a significant impact with that—
but also in helping to design these programs.

If I may—I see my time is up—a great example is in the Term
Asset-Backed Securities Loan Facility (TALF) program, the Federal
Reserve’s program to lend asset-backed securities. When that pro-
gram was first described to us in early January of last year, it had
virtually no protections whatsoever. It was going to rely solely on
rating agencies and investor due diligence, basically the two things
that got us into this entire mess with the financial crisis in the
first place.

I cannot give the Federal Reserve more credit for being willing
to work with us. After we initialed our first report last February,
a whole team came down from New York. I do believe that this pro-
gram, as it ultimately became designed, is a very safe program.
They followed our recommendation and did not put residential
mortgage-backed securities into it, even after it was publicly an-
nounced that they were going to do so. So, I think that that is one
of the areas where we have had some degree of success.

The CHAIRMAN. Thank you. My time has expired.

Senator Grassley?

Senator GRASSLEY. Thank you, Mr. Chairman.

One of the TARP programs now ramping up at Treasury is the
public/private investment program. This is a $40-billion program,
and it is the only TARP program designed to buy toxic assets. I un-
derstand your office has investigated potential conflicts of interest
involving this program and that the investigation might include a
Wall Street investment firm named BlackRock.

As I understand it, BlackRock has a deal to work on Maiden
Lane for the Federal Reserve Bank of New York as a toxic asset
analyst, while a separate BlackRock company has a deal with
Treasury to participate in the public/private investment program to
buy toxic assets.

Is there a conflict? What can you tell this committee about the
results of your investigation? I do not expect you to tell us anything
that would violate any investigation you are doing or stall it, but
anything you could tell us, I would appreciate it.

Mr. BAROFSKY. Sure. Senator, there are two different areas here.
On our audit side, we are doing a number of audits that touch on
BlackRock’s role, and it is an extensive role throughout this finan-
cial crisis. There are actually three different audits that touch on
their role. So, for example, we are doing an audit looking at poten-
tial conflicts of interest and compliance rules in the Public-Private
Investment Program (P-PIP) program. That touches on them. We
are doing an audit on the Citibank Asset Guarantee Program, in
which they also served a role, an advisory role, which touches on
their role. We are looking at the TALF. We have an audit on collat-
eral monitors.

Even in the TALF program, for 2 months, they served in that
role. As you said, they have a role beyond just those three pro-
grams with the Federal Reserve’s $1.25-trillion purchase of agency
mortgage-backed securities with respect to Maiden Lane II and
Maiden Lane III, two AIG programs, Maiden Lane I, the bail-out
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of Bear Stearns, and the list goes on. We are considering doing a
more over-arching audit report on their role throughout the finan-
cial crisis.

On our investigation side, we do have a pending investigation
into one of the P-PIP fund managers. We have not identified who
that is because it is a pending investigation, but it is looking very
specifically into a conflict of interest issue, specifically some of the
data that was provided to us by Treasury—they helped alert us to
this—showed that a fund manager who is managing two funds—
one is the P-PIP fund and another one is a private fund—sold an
asset out of the private fund and then bought it back from an inter-
mediary into the P-PIP fund at a higher price. We are inves-
tigating that as a potential conflict of interest.

I have to note that that behavior was made possible because
Treasury refused to adopt one of our most important recommenda-
tions about strict ethical walls applying to P-PIP fund managers,
but that is a separate investigation and we have not identified who
the fund manager is.

Senator GRASSLEY. All right.

Now, a little bit on the point you just made. Why does Treasury
not just exclude Wall Street investment firms that already work for
the Fed? Are there not enough Wall Street investment firms avail-
able that do not already work for the Fed that could be doing this
work?

Mr. BAROFSKY. It would appear to be so, but based on the repeat
performance of certain players in different aspects of the financial
recovery, it does appear that from Treasury’s and from the Federal
Reserve’s perspective, that that may not be the case.

Senator GRASSLEY. Would you please conduct a review of any
and all conflicts of interest related to BlackRock? I mean, I am
making that request of you.

Mr. BAROFSKY. And I will certainly sit down with our team, and
we will get back to your staff on how to properly scope out that
type of job. But I think it is certainly something that we have con-
sidered before, and it is something that needs to be looked at.

Senator GRASSLEY. All right.

On Friday, the Securities and Exchange Commission announced
that it was charging Goldman Sachs with civil fraud in connection
with selling mortgage-backed securities that were essentially de-
signed to fail. The SEC alleges that Goldman misled investors by
telling them that the pools of mortgages were put together by an
“independent” advisor when in fact both the hedge fund manager
who created the security and Goldman itself were secretly betting
that the investment would go bad. If the facts as alleged are true,
then it confirms our worst suspicion about how the mega-
investment banks could use their position to rig the game in their
favor.

As I understand it, the SEC is only looking at one of a series of
investments known as “the Abacus securities.” Some of the Abacus
securities were insured by AIG. Since AIG is a TARP recipient and
losses on these securities may have contributed to the need for tax-
payers to bail out AIG, I hope that your office will be examining
the entire series of transactions in detail.
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Has your office been involved in this investigation into Goldman,
and if not, will you please investigate these other transactions and
provide an independent assessment to us about whether any of
AIG’s taxpayer-subsidized payments to Goldman can be recovered
if they were based on this kind of fraud?

Mr. BAROFSKY. Absolutely. We were not involved in the case that
was announced Friday. Ultimately, the insurance that was written
off of that was not by AIG; it was ultimately a company that got
picked up by RBS. But there are, I believe, seven of these same
types of deals that were insurance credit default swaps were writ-
ten by AIG.

I have been in contact with the SEC. We are going to coordinate
with them, but we are going to lead the charge. We are going to
review these transactions, working with them, as well as with the
Department of Justice if necessary, to give a close review of these
transactions and to see if there are allegations, if there are bases
of fraud, and if AIG and, as a result, the American taxpayer were
victims of any similar types of fraud. But we are absolutely going
to do that.

Senator GRASSLEY. I will ask my last question in writing, if you
would respond, please.

Mr. BAROFSKY. Absolutely.

The CHAIRMAN. Thank you, Senator.

Senator Snowe?

Senator SNOWE. Thank you, Mr. Chairman.

Thank you, Mr. Barofsky, for your outstanding work in safe-
guarding the interests of the taxpayer and providing transparency
and accountability to this program that, regrettably, Congress had
to approve during the financial crisis. So, you are doing great work,
I think, on behalf of this country, and I want to thank you.

Mr. BAROFSKY. Thank you.

Senator SNOWE. One of the issues that has arisen with respect
to TARP is eligibility for the net operating loss carry-back provision
that the chairman and I worked on during the stimulus program,
for example, extending it from 2 to 5 years. What emerged in a re-
cent article that appeared in the Wall Street Journal was that JP
Morgan, which is a former TARP recipient, had repaid its funding
to the government, but nevertheless will now benefit from a $1.4-
billion net operating carry-back loss due to its purchase price of
Washington Mutual. It was clearly and explicitly stated in statute
that no TARP recipient, either current or prior, would be eligible
to use this net operating carry-back loss.

Now, who is responsible for making this determination, and what
should we do to correct this? Because clearly this was not the in-
tent of Congress, so I think we need to go back to the drawing
board on this to make sure that this does not repeat itself.

Mr. BAROFSKY. Right. We have been closely monitoring this situ-
ation. Right now it is in Bankruptcy Court. The FDIC, as receiver,
is in discussions, and there have been discussions about a settle-
ment with JP Morgan that may allocate, as you say, a portion of
this tax break to JP Morgan.

We have been in contact with the FDIC, we have been in contact
with some of the creditors who have been objecting to this, and we
are going to continue to monitor that situation. We have not really
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taken any action because we are waiting to sort of see how the set-
tlements break down, but that is where it is right now—it is in
Bankruptcy Court. Ultimately, whether there will be a negotiated
settlement among the parties or whether the Bankruptcy Court
judge will make a ruling, there are complicated legal arguments on
all sides that we have been reviewing.

Right now, we have sort of been taking a back seat and watching
the process to see what actually happens before making an evalua-
tion, but we have been on top of this, having our Legal Division
follow it, but it is certainly a very complex discussion with the in-
tricacies of bankruptcy law. At first our reaction was the same as
yours: that this does not seem to be able to make sense. But as you
sort of get through the weeds of bankruptcy law, it is a very com-
plicated and complex issue that, frankly, we are still getting our
arms wrapped around.

Senator SNOWE. Well, would you provide us with your thinking,
once a decision is made? I gather we cannot preempt any decision
at this point on this issue, but I will look at it from that stand-
point, and so will my staff. We will certainly evaluate it. But it
clearly was not the intent, and it was very expressly stated. So,
somehow it has gotten wrapped up in allowing this to happen and
to providing that to a former TARP recipient. I think that certainly
should not be the case. So what we need to do to address it ulti-
mately, certainly, is something we should consider.

Mr. BAROFSKY. Yes, Senator. I would be happy to have my legal
team sit down with your staff and sort of discuss the issues.

Senator SNOWE. All right. I appreciate that.

Second, in the non-repayment of dividends—and you have indi-
cated in your testimony that there are $188.9 million worth of divi-
dends that have gone unpaid by 74 institutions—that is dis-
concerting, when 74 companies have already missed three or more
payments. So this obviously could become a significant issue. Why
is it, and what are you doing or what is Treasury doing to recover
those dividends that are not being paid in a timely fashion?

Mr. BAROFSKY. Well, unfortunately those institutions that are
not paying, in most cases it is because their regulator has directed
them to stop making dividend payments, basically because they are
in trouble. Because the financial institutions are in trouble and
their capital is bleeding, taking capital away through dividend pay-
ments, it is feared, could lead to the failure of the bank and then
a complete loss of the TARP capital investment.

One of the things we are doing—obviously through our Investiga-
tions Division—all these banks represented themselves to be
healthy and viable before coming into this program, and for those
that rapidly digressed from being supposedly healthy and viable to
being unable to make quarterly payments of a 5-percent dividend
payment, that raises some interesting concerns and some impor-
tant issues.

So from an investigation point of view, we are looking at some
of these institutions and seeing whether there were misrepresenta-
tions. The other thing that Treasury is doing for some of these
struggling institutions is actually recapitalizing its investment. We
detail some of those in the quarterly report, where basically they
are taking an up-front loss in certain circumstances by turning
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their preferred investment into common or mandatory convertible
preferred shares at a discount to par. They are recognizing this loss
because basically they have come to the view that, if they do not
do these things, the taxpayer investment will be completely wiped
out, and better to take a hair cut now in the hope that the bank
can recover.

Sen?ator SNOWE. And how many institutions would be in that cat-
egory?

Mr. BAROFSKY. I think so far there have been five institutions
that have announced it. Citi was the first. There, it looks like, at
least at current stock prices, we may actually make a profit as a
result. Banco Popular down in Puerto Rico was the second. We de-
tail three more smaller banks in the current quarterly report.

Senator SNOWE. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Carper?

Senator CARPER. I would like to go back and just pick up where
I left off, if I could. We were drilling down, if you will, on figuring
out who still owes money to the TARP and what is maybe our like-
lihood of collecting what is still out there. I think you mentioned
that rather than Chrysler owing money back to the TARP, we have
an equity position in Chrysler. Can you just take a minute and talk
with us about that equity position, just describe it for us?

Mr. BAROFSKY. Sure. Right now it is about 10 percent. That
number can go down if Fiat meets certain performance metrics of
introducing a smaller car, a fuel-efficient car, and shares tech-
nology. That number may come down to 8 percent. But essentially
our ability to recoup that money will depend on how Chrysler does.
The goal ultimately for both Chrysler and GM is to get to an IPO,
initial public offering, of stock.

That way Treasury will have a method of liquidating its interests
through public sales of stock to the public. So the goal is that these
companies can get back on their feet, return to profitability so that
the shares of their stocks become attractive to the market, and
then Treasury will be in a position to sell off its shares and ulti-
mately recoup its investment.

Senator CARPER. This reminds me just a little bit of what hap-
pened in 1980, when the Federal Government provided loan guar-
antees for Chrysler, and Chrysler was able to find funding in the
private sector. The Federal Government simply guaranteed the
loans, but we did have granted to us warrants which we exercised
several years later. When Chrysler stock returned to higher levels,
we took the warrants.

I think we had warrants to sell Chrysler stock at about $10 a
share, or to buy it at $10 a share, several years after the company
had begun to recover. At that point in time we exercised our right
to buy at $10 a share, and we turned around a week or two later
and sold it for $30 a share and made about a third of a billion dol-
lars for the Treasury. How does the situation with Chrysler resem-
ble that or differ from it in this instance?

Mr. BAROFSKY. I think it is dramatically different because we do
have this direct equity investment. As you said before, and I am
by no means an expert on the original Chrysler bail-out, but my
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understanding is that it is as you described. Here, we are not really
guaranteeing debt. We have actually given them money. A lot of
the money has been written off.

The investments in Chrysler preceded their bankruptcy and were
during their bankruptcy, so it was money that was given, and a
good chunk of it was recognized as being lost in bankruptcy. It
went to the old institution. There is a bankruptcy plan that is right
now pending and has not been approved with money that we have
that has been lent to old Chrysler, and there is no real expectation
that we are going to get that money back.

Senator CARPER. How much money was that, roughly?

Mr. BAROFSKY. I do not have the precise numbers.

Senator CARPER. Less than $10 billion?

Mr. BAROFSKY. I just do not have those numbers at hand, but I
can certainly get them to you.

Senator CARPER. Thank you. Would you, please?

Mr. BAROFSKY. But a good chunk of the amount was there. But
because we have an equity investment, if Chrysler outperforms and
does really well, we will have a chance of getting a disproportionate
amount of the money that was carried over in equity back, assum-
ing the company does well, assuming that they have an IPO, and
assuming that the Treasury will be able to liquidate those inter-
ests.

Senator CARPER. And the point at which we recover some of the
m(gl‘;es that we have invested in Chrysler would come with the
IPO?

Mr. BAROFSKY. Yes.

Senator CARPER. And there is probably some stock level, some
price level for the stock that above which we would actually break
even?

Mr. BAROFSKY. I think that the estimates are that it would have
to have very significant market capitalization for us to get to the
break-even point. I think that is why CBO and

Senator CARPER. Let me just ask you a question, if I could, a 2-
part question. One, if we could find out the answer to the first
question that you said you would have your folks dig up for us, and
second, at an TPO, how high the value of the stock would have to
go for us to break even?

Mr. BAROFSKY. It is sort of hard to give an exact number because
it is not publicly traded right now. So the valuation would have to
be equivalent to our investment. But with CBO and OMB, when
they make their estimate of more than a $30-billion loss, it is based
on the assumption that that price will never get high enough to re-
sult in a recouping of any of that.

Senator CARPER. I think somebody is going to try to pass you
some information there.

Mr. BAROFSKY. In our quarterly report on page 116, we make ref-
erence to the assets and debts that are still in new Chrysler, and
it is about a $3.5-billion original loan that was made before the
company went into the bankruptcy and a $1.9-billion debtor-in-
possession loan that also stayed in bankruptcy. So, those are two
pieces that stayed in bankruptcy and will eventually be written off.

Senator CARPER. Mr. Chairman, where I am going with this is
to try to better understand how much of this roughly $100 billion
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that is still owed is likely to be recovered, likely to be recovered in
the next year or two. What is it? 2013 is out there. What is the
significance of that date?

Mr. BAROFSKY. Well, first of all, this is the estimate from CBO
and OMB of what will never be recovered, other than through the
recoupment. Section 134 of EESA, which has the recoupment
standards, requires that basically, on the 5-year anniversary of
TARP, October of 2013, the Director of OMB and CBO certify and
report to Congress at that moment what the estimate of the perma-
nent loss would be, and that triggers the obligation for the admin-
istration to submit a legislative proposal to recoup that from the
financial industry.

Senator CARPER. So we will hopefully know by that date if
Chrysler is going to make it, if this is going to be a successful ven-
ture, and they will be able to maybe schedule an IPO. Is that not
an unreasonable assumption?

Mr. BAROFSKY. The goal for both Chrysler and GM is to have at
least their initial IPOs of a portion of the ownership of the com-
pany well before then.

Senator CARPER. Mr. Chairman, can I continue to ask a couple
more questions?

The CHAIRMAN. Yes, sure.

Senator CARPER. Thanks.

Can we just sort of turn to GM, if you do not mind, and explain
the situation? Do we have an equity position in GM that we need
an IPO to be able to recover or to profit from?

Mr. BAROFSKY. It is essentially the same. With the repayment of
this debt, which we discussed earlier, there is some preferred share
interest, but overwhelmingly the interest is in an equity interest in
GM. We have a controlling equity interest in GM. The new CEO,
Mr. Whitaker, has announced an intention of having an IPO. It
seems to be the intention that it will occur hopefully this year, that
there is going to be a return to profit for GM.

At that point—again, I think the initial public offering will not
be for 100 percent of the private interest in GM, but it will start
returning to becoming a public company, and we will be able to
quantify what the government’s ownership interest in GM is worth.
Then we will see. Basically, if the company continues to profit-
ability, the shares of stock increase, there will be a continued de-
mand in the marketplace for more shares of General Motors that
will give the Treasury an opportunity to have subsequent public of-
ferings and to sell off its interest into the market at hopefully what
will be an ever-increasing value into their equity interests.

Senator CARPER. All right. Thank you.

We do not have a lot of people here, Mr. Chairman, at least on
our side.

The CHAIRMAN. We do not.

Senator CARPER. But this is very interesting testimony. I think
it is actually very encouraging testimony.

The CHAIRMAN. It is. But it raises the question of what degree
should the tax be? We do not yet know, within a reasonable period
of time, how much will be paid back, which I think is a legitimate
question to ask. But you are right.
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Let me ask one more question, if I might, Mr. Barofsky. What
is the status of the corporate governance audit that I requested? I
mean, if we own some of these entities, virtually, whether it is GM,
Fannie, Freddie, or whatnot, it raises very interesting questions
about corporate governance, that is, interaction between, let us say,
the Treasury and management of these companies.

Mr. BAROFSKY. Mr. Chairman, in response to your request we, of
course, initiated this audit. We are at the stage right now where
we split up the responsibilities with GAO. It is a large task, and
we frankly did not have jurisdiction over some of the entities, like
Fannie and Freddie, because they are not TARP recipients, but
GAQO, of course, does. We split up the different tasks of this.

I talked to my Chief of Audit just the other day, and right now
we are in the process of exchanging drafts of the audit report with
GAO. I do not think we have an estimated release date, but we are
in the process of getting there. Hopefully within the next couple of
months we will be able to release that audit report.

The CHAIRMAN. I appreciate that. I think it is very important,
and I thank you for doing that.

How many Fed dollars went to assist distressed companies?

Mr. BAROFSKY. We reported on this number back this past July,
and I anticipate we are going to be doing a catch-up on that, on
how much money, not just that came from Treasury and the TARP,
but overall in the financial system what the level of support was.
Back in July it was about $3 trillion all in for the various programs
that support the financial industry.

I recently saw an estimate in one of the media outlets, so I do
not want to suggest that they do not get everything right, but that
estimated the number still at about $3 trillion. We are going to go
and revisit that previous report in our quarterly report and give an
update on where that number is today, and we will include break-
downs from the Federal Reserve, from Treasury, and from many
other entities that have provided support in this financial crisis.

The CHAIRMAN. And when will that report be available?

Mr. BAROFSKY. I think we are going to be doing it as part of our
July quarterly report.

The CHAIRMAN. Not until July. What is your best guess of the
degree to which the Fed dollars get recouped?

Mr. BAROFSKY. Well, to a certain extent that number will go
down in certain categories and up in others, so, for example, when
we last did our review, the $1.25-trillion purchase of agency
mortgage-backed securities was still in the ramp-up phase, so that
is completed now, so that money is now outstanding. Some of the
other emergency programs have been shut down, so those numbers
will decrease. I am not sure from a net perspective what has
changed, but we can probably get you an answer to that just based
off of their balance sheet in advance of the July report.

The CHAIRMAN. I appreciate that.

And how many institutions are overlapped, that is, get both
TARP dollars and Fed assistance?

Mr. BAROFSKY. I would say a significant number of the large fi-
nancial institutions would have gotten support, and most certainly
did get support from some of the guarantee programs, as well as
the TARP.
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The CHAIRMAN. Any way you can give us a proportionate
amount, on average? I know averages are

Mr. BAROFSKY. We do not have access to—I should not say we
do not have access to. A lot of that Fed information is not publicly
available—for example, who benefits from the discount window—so
we have not been able to match that up. Frankly, we have not
asked for that information, so we have not done that analysis.

The CHAIRMAN. But some TARP recipients have benefitted from
the discount window.

Mr. BAROFSKY. One would presume. Not just the discount win-
dow, but the array of programs that the Federal Reserve and the
FDIC did to support them during the course of this financial crisis.
There is no question that the largest financial institutions probably
all benefitted from those various programs, so there is debt guar-
antee, money market guarantee, all the different programs, the
sort of alphabet soup of recovery programs. There is no question
that the big players all benefitted from multiple programs, TARP
and non-TARP.

And look, today their return to massive profitability, in some
cases record profitability, and the large pay-outs, executive com-
pensation pay-outs that have accompanied it, are directly attrib-
utable to the support that this government has given them through
TARP and these related programs. I do not think there can be any
questions about that.

The CHAIRMAN. That goes back to an earlier question of, where
is small business here? I mean, we help, frankly, large institutions
get back on their feet, but I do not think we have done a sufficient
job in helping the smaller institutions, including small business.

Mr. BAROFSKY. Ultimately, I think that the decision to provide
this money to TARP recipients without any conditions, without any
incentives or penalty for not applying it to actually make them go
out and lend the money, has resulted in them using this money in
ways to maximize their own profits and not necessarily to carry out
the government’s goal in this program, which was to incentivize
and increase lending.

The CHAIRMAN. So it seems.

Senator Carper?

Senator CARPER. Thanks. Thank you, sir.

So coming back to my line of questioning earlier, GM has repaid
$1 billion, I think earlier this month, monies from the TARP. They
stand to pay another $6 or $7 billion maybe by sometime this sum-
mer. But it sounds like they’re kind of taking money out of one
pocket and putting it into the other to do that. Is that right?

Mr. BAROFSKY. Yes. In fact, they have repaid $2 billion, and the
$4.7 billion—I think I read an article this morning that they are
getting ready to repay all of that very, very quickly. But yes. The
source of that was an equity capital facility that is basically escrow
money. Some of the money that was given to GM, it basically was
not all given as a lump-sum check, saying, here, all this money is
available to you. Some of it was put in what is called an equity cap-
ital facility, which they can draw down.

They have to sort of report to the government what they are
going to do with the money, the purpose of it. The way it is struc-
tured though, if there is any money left in that account after a cer-
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tain period of time, it has to be used to repay the debt. Basically
what GM is doing is it is pulling that forward, and it is taking the
money out of this TARP capital facility to pay off the debt, the
$6.7-billion debt that was previously owed. So $2 billion has been
paid already, and it is anticipated, I think, very shortly that the
remaining $4.7 billion will be paid off.

Senator CARPER. All right. For the Federal Government to realize
any additional funds from GM, does an IPO have to occur beyond
the $4.7 billion, or are there other additional monies that they need
to repay the TARP?

Mr. BAROFSKY. I am trying to think if there is some theoretical
or hypothetical way, but I do not think so. I think there has to be
a liquidation of its ownership interest. I mean, theoretically, if they
could find a private player who would be willing to buy Treasury’s
equity investment outside of a public offering, that certainly would
also accomplish that goal. But I think as a practical matter, given
the vast size of the investment, it is most likely going to occur, and
it has been identified as the plan to do it, through an initial public
offering and then subsequent capital offerings of selling that into
the market.

Senator CARPER. And the assumption is that hopefully the value
of the stock over time will appreciate as the market and the auto
industry recovers in this country, and hopefully GM holds its mar-
ket share. We will see how that all works.

Did I understand you to say—changing course here just a little
bit—with respect to the monies that have gone into this, the
HAMP, we are not going to get any of that back, that is money that
is gone?

Mr. BAROFSKY. That is exactly right. The design of that program
is for a $50-billion subsidy. That is money that is going to be going
out. There is absolutely no mechanism for repayment.

Senator CARPER. All right.

Pivoting again, I just want to come back to the administration’s
proposal. I think they proposed taking another $30 billion from the
TARP and using that money for capital infusion into banks of, I
think, less than $10 billion in assets. My recollection was that
there would be a tiered approach with respect to the institution’s
obligation to pay dividends on, I presume, the preferred stock we
would purchase.

On the money that has gone into the capital infusion already
under the TARP, I think the dividend rate was 5 percent. Is the
administration proposing that a similar dividend be set for the
smaller banks that would be covered in this tranche or this pro-
gram, but they could lower that obligation to as low as 1 percent?
Is that part of their program, if they lend money to, I presume,
small businesses?

Mr. BAROFSKY. That is correct. And you have to start with the
existing TARP recipients, because the initial participants in SBLF
are going to be—approximately 95 percent of the existing CPP par-
ticipants will be eligible to convert. So those that are currently pay-
ing 5 percent will have the option, and not just new applicants to
the program, but those that were already in the CPP program, once
they convert.
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If they can demonstrate that they have increased their lending
above 2009 thresholds, they can lower their annual dividend pay-
ment incrementally based on how much they can demonstrate that
they have increased the lending, from 5 percent all the way down
to 1 percent, for a period of up to 8 years.

Senator CARPER. Does the administration have the authority to
go ahead and launch this $30-billion program of capital infusion?
Do they need our authorization to do that? Do they need something
from the Congress?

Mr. BAROFSKY. If they did it within the TARP, they would not
have to. Their proposal is to take the money out of the TARP. Their
explanation for the reasons why is that the Emergency Economic
Stabilization Act that the Congress passed requires Treasury to put
on certain restrictions to those institutions that receive TARP
money. For example, the executive compensation restrictions, as
well as restrictions on certain other things, repurchase of stock and
related warrants so the taxpayer can share in the upside.

Treasury has determined that those factors, as well as what they
refer to as the stigma of being involved in the TARP, mean that,
if they launch this program within the TARP, they will not expect
that much additional participation, and that they have to take
those sticks away in order to get smaller banks to come to the win-
dow and participate. So in order to do that, they absolutely have
to take the legislation out of the TARP.

One of the unfortunate things I was discussing earlier with Sen-
ator Grassley—originally it was contemplated that our oversight
role would come with it, that part of the proposed legislation would
take us, along with the $30 billion and the 95 percent potentially
of CP recipients, so we can maintain and continue fluidly, without
interruption, our oversight. But right now, the current intention is
that we would not be included.

Senator CARPER. I think you make a good point.

Mr. Chairman, this is a point we have touched on a couple of
times in this hearing, it seems. If we actually do this extra $30 bil-
lion, to my mind it seems like the idea of the oversight that you
a}lll seem to be doing a pretty good job on, we ought to continue
that.

Mr. BAROFSKY. Thank you. I appreciate that. It is very rare I ask
for more work to do, but on this one I do not look at it as more
work; I look at it as just the continuation of what we have already
been doing and put so many resources into building.

Senator CARPER. Great.

The CHAIRMAN. Thank you very much.

Senator CARPER. Thank you.

The CHAIRMAN. You are doing a good job, Mr. Barofsky. We deep-
ly appreciate it. Keep it up.

Mr. BAROFSKY. Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you.

[Whereupon, at 11:39 a.m., the hearing was concluded.]
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OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.

Thomas Jefferson may have gone too far when he warned that
“banking institutions are more dangerous than standing armies,”
but in this great recession we have certainly learned that financial
institutions can dramatically affect the economy.

Financial institutions have certainly affected each and every
American taxpayer. It has been nearly 2 years since the financial
crisis hit. The Bush administration responded with the Troubled
Asset Relief Program, otherwise known as TARP. Today, we con-
vene the second of our three hearings to consider President
Obama’s proposal for a tax to recoup the losses from TARP.

TARP helped to keep the financial sector afloat, and there is a
decent argument that the financial sector received more benefit
from TARP than just the dollars that TARP lent them. Two weeks
ago, we heard from Neil Barofsky, the TARP Special Inspector
General. He provided an update on TARP. He explained who had
received TARP money and who would probably be able to pay the
money back.

Today, our first witness, Secretary Geithner, will describe Presi-
dent Obama’s proposal. Secretary Geithner will address concerns
that the banks are likely to raise, and he can discuss different
ways that the bank tax could be structured.

Our second panel includes a cross section from the financial sec-
tor. It is no surprise that financial institutions are not enthusiastic
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about the proposal. We look forward to learning how they think
that a bank tax might affect their business. We are eager to learn
their specific concerns. We need to understand the best way to de-
sign the tax so that it is fair and achieves its purpose.

We need to understand who should pay the tax, and we need to
understand what effect the tax would have on small businesses and
the economy. We need to know if banks will be able to pass the cost
of the tax onto customers and small businesses, and we need to un-
derstand the effects of the bank tax on small business lending.

Small businesses suffered when credit dried up during the finan-
cial crisis, so we want to make sure that banks do not harm small
businesses. We tried to make the banks pay back the American
taxpayer. We want to learn how a bank tax will affect the economy.
We need to know how it might affect the ability of financial institu-
tions to compete, and we need to learn what kinds of bank levies
other countries are considering.

So let us examine the responsibility of financial institutions to
bear some of the fiscal burden created by the financial crisis. Let
us try to understand the best way to assess those burdens. And let
us try to figure out the way that is best for the American economy.

Senator Grassley?

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

Senator GRASSLEY. Thank you, Mr. Chairman, for a very impor-
tant hearing.

First of all, I want to thank two Iowans who have come here to
be on the second panel, John Sorensen, president and CEO of the
Iowa Bankers Association, and Pat Baird, chairman of AEGON
USA, a Cedar Rapids company. He also happens to be the last
chairman of the American Council of Life Insurers.

The statute that created TARP said that the President is sup-
posed to propose a plan in 2013 to repay taxpayers for any losses
from TARP. However, earlier this year, 3 years before he was sup-
posed to under the statute, the President proposed what he called
the Financial Crisis Responsibility Fee. The President’s top tax offi-
cial, the Assistant Secretary for Tax Policy, admitted that the
President’s proposal was actually an excise tax and not a fee. Obvi-
ously, in 2013 we will have a much better estimate of projected
TARP losses than we have right now in 2010.

The President said that one of the purposes of the TARP tax is
to repay taxpayers for any losses from TARP. I completely agree
that taxpayers should be paid back every penny of TARP losses.
Any losses that result from TARP will increase the deficit, which
has bloomed under this administration.

Therefore, to pay back taxpayers for any TARP losses, any
money raised from the TARP tax would have to be used to pay
down the deficit. If a TARP tax is imposed and the money is simply
spent, that does not repay taxpayers one cent for any TARP losses.
It is just more tax-and-spend, big government, while the taxpayers
foot the bill for Washington’s out-of-control spending. I have heard
that some in the majority are already looking to use the money
raised from a TARP tax to spend it under their arbitrary pay-go
rules.
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These are the same pay-go rules that say expiring spending pro-
visions do not need to be paid for, but expiring tax provisions do
need to be paid for. Of course, that is inconsistent until you realize
that it leads to more taxing and more spending, which results in
bigger government.

I hope that you, Mr. Secretary, will assure us that the President
means what he says about repaying taxpayers and that the Presi-
dent would veto any TARP tax that simply spends the TARP tax
money without paying down the deficit.

In looking at the President’s TARP tax proposal, which I under-
stand the President has already felt the need to change, it is inter-
esting that GM and Chrysler, which are responsible for about $30
billion of projected losses in TARP, are not subject to the Presi-
dent’s proposed tax. Also, Fannie and Freddie are not subject to the
tax, and hedge funds, like John Paulson’s that is involved in the
recent Goldman scandal, are not subject to the President’s proposed
tax.

Meanwhile, companies that did not take any TARP money are
subject to a proposed tax, and also companies that were not eligible
to take any TARP money are subject to the proposed tax. So, it is
a questionable design that has been proposed by the President.
When I asked the Congressional Budget Office to tell me who
would bear the burden of the TARP tax, they said that one of the
groups that would bear the burden of the tax would be consumers.

One of the purposes stated by the President was to reduce risky
behavior by financial institutions. However, CBO stated in their
letter to me that the TARP tax “would not have a significant im-
pact on the stability of financial institutions or significantly alter
the risk that government outlays will be needed to cover future
losses.”

One area I am concerned about is the effect of the tax on small
business lending. CBO stated in that same letter that it will reduce
small business lending. This comes at a time when the President,
and my friends on the other side of the aisle, are trying to increase
tax rates on small businesses at the end of this year.

The nonpartisan Joint Committee on Taxation has written that
47 percent of all flow-through business income will be hit with the
President’s proposed tax rate hikes. This hits small businesses es-
pecially hard because most small businesses are operated as flow-
through entities. I have yet to hear administration officials even ac-
knowledge this fact.

Instead, the administration officials choose to use the misleading
talking points that the tax increases will only affect 2 to 3 percent
of small businesses. I look forward to hearing the testimony today
about this proposed TARP tax and its impact on small business.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Secretary Geithner, you know the usual form. Your statement
will be included in the record, and just speak informally for about
5 or 6 minutes.
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STATEMENT OF HON. TIMOTHY F. GEITHNER, SECRETARY,
DEPARTMENT OF THE TREASURY, WASHINGTON, DC

Secretary GEITHNER. Thank you, Mr. Chairman, Ranking Mem-
ber Grassley, and members of the committee, for giving me a
chance to talk to you today about the President’s proposed Finan-
cial Crisis Responsibility Fee.

The cost of this economic crisis has been, and continues to be,
enormous. It has hit Americans harder than any downturn since
the Great Depression. Millions have lost their jobs, their busi-
nesses, their homes, and their savings. The resulting loss of rev-
enue has added substantially to our national debt.

The purpose of the Financial Crisis Responsibility Fee is to make
sure that the direct costs of TARP are paid for by major financial
institutions, not by the taxpayer. When you and your colleagues in
Congress gave the Treasury Department authority to put out this
financial fire, you included in the legislation a requirement that
the President forward a plan “that recoups from the financial in-
dustry an amount equal to the shortfall in order to ensure that the
TARP program does not add to the deficit or the national debt.”

This is a simple and fair principle. Banks, not the taxpayers,
should pay for bank failures. This is a principle with ample histor-
ical precedent. In the aftermath of the S&L crisis, Congress
changed the law to require the FDIC to impose a fee on banks to
recoup any losses from closing failed banks.

This same principle is adopted in both the Senate and House fi-
nancial reform bills, which require the financial industry to repay
the government for any costs associated with the resolution of a
failing financial institution.

So I just want to take a minute now, briefly, to walk you through
the key elements of the President’s proposed approach. First, the
fee would be set at a level to ensure that the costs of TARP do not
add to our national debt. A year ago, we estimated those costs
could exceed half a trillion dollars; however, we have been success-
ful in repairing the financial system at a fraction of those initial
estimates. The administration’s last estimate was that the costs
could be as high as $117 billion.

Second, we proposed to assess this fee on financial institutions
that have over $50 billion in assets and that were eligible for the
emergency programs put in place to resolve the crisis. These firms
are U.S.-based bank holding companies, thrift holding companies,
certain broker/dealers—we call them primary dealers—as well as
companies that control insured depositories and certain broker/
dealers—again, only those that were eligible for the emergency pro-
grams.

Third, we propose that the size of the fee on individual firms be
determined by the risk they propose to the financial system. We
know, of course, that a combination of high levels of risky assets,
high levels of leverage, combined with less stable sources of fund-
ing, were key contributors to this financial crisis, so under this pro-
posal firms that take on more risk would pay more than firms that
are managed more conservatively.

This framework also has the significant benefit of including de-
rivatives and off-balance sheet items that are not otherwise re-
flected under conventional accounting. This way the fee targets,
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and would therefore help discourage, activities that pose the most
risk to the stability of the financial system.

Finally, the fee is designed to limit the risk of any adverse im-
pact on lending. It would be assessed over a period of 10 years. It
excludes over 99 percent of U.S. banks; banks, of course, provide
the majority of small business loans to businesses and farms across
the country.

So I want to just emphasize this point: this fee would not apply
to community banks, thrifts, and credit unions. It only applies to
the largest firms that were directly eligible for the emergency pro-
grams; firms that were not eligible for that assistance are not cov-
ered. If covered firms try to pass on the cost of the fee to their bor-
rowers, they will lose market share to other institutions.

The CBO, in its review of our proposal, highlighted these advan-
tages by noting that the proposal “would improve the competitive
position of small- and medium-sized banks, probably leading to
some increase in their share of the loan market.”

Now, we are working with governments around the world who
are considering similar efforts so that we can help create a more
level playing field for our firms. We believe this fee is an important
complement to the financial reforms now under consideration on
the Senate floor.

Those reforms will provide better protection for American fami-
lies and businesses, require stronger limits on risk-taking by large
institutions, bring transparency and oversight to the derivatives
markets, and enable the government to break apart failing firms
with no exposure to the taxpayer.

Enacting this fee now will make it clear to the American people
that they will not have to shoulder the direct cost of TARP, and
passing the financial reforms now on the Senate floor will help pro-
tect the economy from future financial failures.

Now, Mr. Chairman, we recognize that there are a number of
possible approaches one could take to protect the taxpayer from the
cost of TARP, and we look forward to working with you and your
colleagues to design a fair and sensible approach.

Thank you very much.

[The prepared statement of Secretary Geithner appears in the
appendix.]

The CHAIRMAN. Thank you, Mr. Secretary.

In designing this fee, to what extent is it designed to recoup the
taxpayers’ funds, and to what degree is it designed to deter unnec-
essary risk?

Secretary GEITHNER. The purpose of it is to meet the legal obliga-
tion in the law to recoup the funds, and, in deciding how best to
do that, we looked at a variety of different forms of fee tax levy.
We chose one that would have the additional benefit of falling most
heavily on firms that are taking the most risks. So the virtue of
this design is, you can think of it as a “too big to fail” tax, a tax
on leverage, a tax on risk, but its purpose, of course, primary pur-
pose, is to meet the legal obligation in the law to cover the fiscal
costs of TARP.

The CHAIRMAN. How do you define the risk?

Secretary GEITHNER. Well, the way this is designed, you would
pay it in proportion to your assets adjusted by risk, minus the cap-
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ital you hold and your insured deposits. So again, if you take more
risk with more leverage and you fund that risk with more unstable
sources of funding, not with insured deposits, for example, then you
pay more. If you are more conservatively funded, you take on less
leverage, you have more capital, you rely on deposits to fund your
lending, like of course banks do across the country, you pay less.

The CHAIRMAN. And who defines risk?

Secretary GEITHNER. The framework we are proposing is to rely
on the established framework that U.S. regulators apply to define
risk-rated assets. There is a long-established framework for doing
that, and our judgment is, it does the best job of capturing risk on
the balance sheets of banks.

The CHAIRMAN. And is that Basel?

Secretary GEITHNER. These are U.S. regulations.

The CHAIRMAN. What are the regulations?

Secretary GEITHNER. Yes. These are U.S. regulations imposed
under U.S. law. They are, for reasons you understand, related to
the importance of providing a level playing field for American insti-
tutions that compete around the world. They are negotiated in an
international context, but our regulations often differ from, and in
many ways are more conservative than, those that are negotiated
internationally. But these are U.S. regulations defined by U.S. su-
pervisors under U.S. law.

The CHAIRMAN. All right. So basically the Basel committee deter-
minations are not relevant?

Secretary GEITHNER. No. Well, the framework we use on capital
is this. In the United States, we decide what we think makes sense
for our country, and then we negotiate with other countries around
the world that have institutions that compete with our banks in
their markets and around the world to try to bring the world to
those standards we apply in the United States. The authority to
design those is under U.S. law—regulations under U.S. law de-
signed by U.S. supervisors—but we try to make sure that we are
pulling the world to a similar approach on capital.

The CHAIRMAN. But would a banker wonder about the degree to
which this tax is going to vary because it would vary according to
what the U.S. regulators say constitutes risk for the purposes of
this tax?

Secretary GEITHNER. That is a strength, Mr. Chairman, in our
view, not a weakness in this proposal. Again, as we have seen, it
is difficult to capture risk in a balance sheet of a financial institu-
tion, and you want to make sure that you are doing your best job
over time at capturing those risks.

So the fact that this framework for measuring risk in banks
evolves over time is a strength in this proposal, but again, it is an
established framework. There are clear rules. They are publicly
available, and firms have to disclose, every quarter, what their
risk-rated assets are, as well as their capital and their insured de-
posits.

The CHAIRMAN. But to what degree might risk change the
bottom-line tax that a bank might have to pay?

Secretary GEITHNER. If the bank takes on more risk over
time——
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The CHAIRMAN. I am talking about the definition, the degree to
which the definition might change.

Secretary GEITHNER. Again, if, over time, the responsible au-
thorities in the United States decide that that framework has to be
adjusted, do a better job of capturing risk, for example, like in de-
rivatives or in complex financial products, then they would be re-
quired to hold more capital against those risks. If the bank contin-
ued to take on those risks, then its portion of the fee would be
higher than would be the case if it were managed more conserv-
atively.

The CHAIRMAN. What about small business? At least some say
the Basel committee regulations or determinations say that small
business is risky. So would a small business portfolio be considered
risky under this definition?

Secretary GEITHNER. Again, the virtue of this approach is to say
that you pay the fee in proportion to the risk in the exposure, so
by capturing derivatives, complex financial products, it captures
the economic risk in those exposures and it tries to measure those
risks alongside other risks banks take, lending to businesses, fami-
lies, and customers.

But again, the basic principle is, the more risk, the more capital
you have to hold, and the higher share of the fee you would have
to propose. Again, Mr. Chairman, there are other ways to look at
this, but, by measuring it against risk, we think it provides the
best balance of approaches.

The CHAIRMAN. I understand what you are trying to do here. But
then the question I have is the degree to which banks can game
with this. I do not know. I am no banker, but bankers are pretty
clever—we have seen that in the last several years—and maybe
will put some of this off balance sheets. I do not know. There must
be some ways to game this formula.

Secretary GEITHNER. Again, that is what we think is a strength
in this approach. This is an established framework that U.S. regu-
lators set and apply with enormous experience over time, and they
adapt it over time as firms try to adapt behavior to get around
these risks. Again, it is a clearly available published definition.
Firms have to report every quarter whether they meet those defini-
tions, what their risk is, how much capital they hold against that,
and we think that is a strength in the approach relative to the al-
ternatives. You have to compare these to the alternative ap-
proaches, but our judgment, looking at alternatives, is they would
be both less effective in providing a disincentive to risk-taking and
would have other disadvantages relative to this.

The CHAIRMAN. My time has expired, but one quick question.
Why this level of tax? It is, what, 15 basis points? What is the level
of the tax?

Secretary GEITHNER. Well, the——

The CHAIRMAN. Why is it not higher?

Secretary GEITHNER. Well, again, the legal obligation——

The CHAIRMAN. Because one of the criticisms is that TARP gave
all this money to these banks, and the banks did not go out and
loan to small business. They did not make a lot of loans. Instead,
they just invested it and bought Treasuries. They could pay the
TARP money back because they made a lot of money.
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Secretary GEITHNER. Yes.

The CHAIRMAN. And without helping the economy that much.

Secretary GEITHNER. You are exactly right that banks benefitted
enormously from the emergency actions Congress authorized to put
out this financial fire, but the legal obligation in the law is to make
sure we are covering the direct costs of the TARP. So we proposed
a fee that, over 10 years, would raise enough money to cover those
direct costs.

To answer your direct question about how large it would be, in
terms of the size of the fee, it would be roughly the same as the
fee now paid by banks for deposit insurance, roughly the same di-
mensions.

The CHAIRMAN. All right. I will have more questions.

Senator Grassley?

Senator GRASSLEY. Thank you, Mr. Secretary, and thank you,
Mr. Chairman.

Regarding the TARP tax, the President stated, “My commitment
is to recover every single dime the American people are owed.” In
addition, there is a statutory requirement that the President pro-
pose a plan that recoups all losses from TARP so that TARP does
not add to the deficit or debt.

In light of that, would you, Mr. Secretary, assure us today that
the President will veto any bill containing a TARP tax that does
not go towards paying back the taxpayers, in other words, any bill
that does not use the TARP tax to solely pay down the deficit? If
you cannot give us those assurances, why won’t you?

Secretary GEITHNER. Senator, the President believes very strong-
ly that the resources raised from this fee should go to cover the
TARP costs and reduce the deficit. We completely agree with that
p}(l)sition. That is the President’s position, and he strongly believes
that.

Senator GRASSLEY. All right.

The point is, though, let us suppose Congress would say, well, we
want this money to be used to offset this program or for offsets to
set up a new program. Then it is not being used to pay down the
national debt. So then would the President veto a bill where the
TARP tax was not used to pay down the national debt and was just
being spent?

Secretary GEITHNER. Well, Senator, for the reasons you said, the
President believes very strongly that the proceeds from this fee, if
adopted, should go to reduce the debt.

Senator GRASSLEY. All right.

Would you suggest to the President that he veto the bill?

Secretary GEITHNER. Well, Senator, I would just repeat it: he
feels very strongly about this. I do, too. I agree with him on this,
and I think it is the right policy for the country.

Senator GRASSLEY. All right. Let us go on. You did not really an-
swer my question.

The statute that created TARP requires that the President pro-
pose a plan in 2013 to recoup TARP losses. Instead of waiting until
2013 when he was supposed to, the President proposed the TARP
tax in this year, 2010. Would OMB and CBO not have a better idea
in 2013, rather than 2010, what the projected losses from TARP
are, if any?
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Secretary GEITHNER. Senator, that is a very good question. Let
me try to respond. You raised this in your opening comments, too.
Why now? Why propose it now? Because you are right: we are still
uncertain now what the ultimate cost would be, so we made the
judgment to propose it now for the following reasons. This was an
expensive financial crisis. It caused a lot of damage to our long-
term fiscal position.

We thought it was responsible fiscal policy for the country to
make it clear now that we were proposing a way to help dig out
of this mess and make a substantial contribution to offsetting the
fiscal cost of this crisis. We thought it was responsible to do it now,
at a time when people were looking for signals from our country
that we have the political will to start to bring down our deficits
to a more sustainable position.

We also thought it was helpful to underscore the basic principle
in the financial reform legislation that banks should pay for the
cost of bank failures, so we thought proposing that now would add
credibility to a position I think many people support on both sides
of the aisle, that banks should pay for the cost of bank failures, not
the taxpayer.

The third reason, Senator, as I said, we think it helps reinforce
the broader reforms that are designed to limit risk-taking in the fi-
nancial system, and by proposing a fee that is in a sense a tax on
leverage or a tax on risk, we thought would reinforce that broad
objective we all share to help reduce risk in the financial system
going forward.

Senator GRASSLEY. But you still, I hope, would have to admit
that we are going to know more of what the loss is from TARP in
2013 than we do today, and the purpose of the tax was to recoup
that, and only, I assume, to recoup that.

Secretary GEITHNER. That is correct. Yes.

Senator GRASSLEY. For no other purpose.

Secretary GEITHNER. That is correct. But Senator, also as you
have acknowledged, the direct costs of TARP do not capture the full
damage to our fiscal position caused by the financial crisis, nor, of
course, do they really measure the benefit to the financial system
provided by emergency programs. So for those reasons, we think it
is responsible to propose a way now to start to dig our way out of
this hole, part of the hole caused by the crisis.

Senator GRASSLEY. All right.

On another point, after this committee’s April 20th hearing, we
learned that GM took $4.7 billion out of a TARP escrow account
to repay the taxpayer TARP loan. A letter I received from Treasury
last week says that, after the loan repayment, $6.6 billion was left
over in the escrow account and that this money was available for
GM’s unrestricted use. It is my understanding that the $6.6 billion
has been released to GM.

GM was quoted in the Sunday New York Times: “The bottom line
is, our strong business performance has put us in a position that
we don’t need these funds,” referring to the cash in the escrow ac-
count. In light of GM’s statement that it does not need the escrow
funds, why should GM not simply return the $6.6 billion to the
government? If GM does not need the funds, the taxpayers simply
do need them.
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Secretary GEITHNER. Senator, you are right to point out that GM
is in a much stronger financial position today than any of us ex-
pected, and that has enabled GM to repay a portion of the assist-
ance we provided much more quickly than anybody thought. It is
also true, though, as I always emphasize, that we still have sub-
stantial equity investments left in GM. Those come with risks.

We are going to work very hard, Senator, to make sure that we
get that money back and get the government out of GM as quickly
as we can, at least ultimate cost to the taxpayer. But because of
the strength of the restructuring program GM was forced to under-
take through bankruptcy, this firm is emerging stronger, more
quickly than any of us expected.

Senator GRASSLEY. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Next, Senator Bingaman.

Senator BINGAMAN. Thank you for being here, Mr. Secretary.

NYU Professor Thomas Cooley argues that we should not only
recover bailout costs that we have incurred, we should also create
an ongoing charge for insuring against risky behavior. Now, what
you have described is a way to pay back the taxpayer for the TARP
funds that would have the effect of discouraging risky behavior, but
why do we not consider both an ex-post fee, which is what you have
proposed to recover TARP outlays, and also a so-called ex-ante levy
to deter risk-taking at the expense of taxpayers going forward?

Secretary GEITHNER. There are a lot of proponents of a so-called
ex-ante fund financed by a levy on financial institutions as a fund
that would go to cover the future cost of bailouts. As you know,
Senator, the risk in doing that is it does create the perception that
the government might undertake future bailouts, and that percep-
tion could undermine the efforts we are undertaking to reduce
moral hazard in the system, make it more stable, make it less like-
ly that investors and executives make decisions in the future on
the expectation the government is going to come in and save them
from their mistakes.

So there are many proponents of an ex-ante fund, but I think the
disadvantage in doing it that way is, again, it may create an im-
pression, however designed, that there is a pool of money there to
help fund future bailouts, and that, some people have argued, could
add to moral hazard rather than reduce it. So that is the argument
against.

Senator BINGAMAN. Well, that would assume that the money,
this ex-ante levy, be put in a fund which would be specifically for
this purpose. You could take the fee you are talking about as a way
to pay back the TARP funds and still add to that another fee which
would go to the government so that the government would be more
capable of doing whatever it had to do in the future, whether it
was dealing with an oil spill, dealing with a hurricane, or whatever
problems the government encounters down the road.

Secretary GEITHNER. You are exactly right. The general proposal
is, since there may be crises in the future that cost money, put
money aside today, paid for by banks, to help cover those uncertain
future costs. There are a lot of proponents of that approach, too.
Again, we are trying to meet the narrow legal requirement in the
law to cover the TARP costs, but I understand the merits of that
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broader approach. I guess the risk in it, just to do both sides of it,
is that, frankly, that money could get spent on other programs,
then would not be there to actually protect the government from
future financial crises’ costs. That would be the risk in doing——

Senator BINGAMAN. But it could go to reduce the deficit.

Secretary GEITHNER. It could.

Senator BINGAMAN. Just as Senator Grassley was asking you
what this would be intended to do, you say this is intended, the
fee you are now proposing, to reduce the deficit. We are all in favor
of reducing the deficit. We can reduce it even more if we have more
of a fee, right?

Secretary GEITHNER. That is exactly right. Again, we are trying
to meet the narrow requirement in the law to cover the direct
TARP costs, but we recognize, of course, that that does not fully
capture the cost of this crisis, and of course does not try to capture
the cost of future crises.

Senator BINGAMAN. Part of this banking crisis, or part of what
has come out as we have tried to understand this banking crisis,
is that various of these large financial institutions have off-balance
sheet assets and liabilities. Is it your intention that this fee would
be part of the taxable base for these large institutions?

Secretary GEITHNER. Yes, and that is one of the virtues of this
design. Again, unlike the conventional accounting approach, which
does not yet capture all those things, this approach of using the es-
tablished regulatory definition of risk-rated assets would capture
those off-balance sheet exposures, including derivatives.

Senator BINGAMAN. How do you see this applying to insurance
companies, particularly an insurance company that has a thrift,
that owns a thrift, for example? It would seem that it would make
sense to treat insurers differently than banks, since that has al-
ways been the approach we have taken in the past. But how would
they be treated under this fee?

Secretary GEITHNER. Senator, again, let me just say at the begin-
ning, there are many different ways to do this. The approach we
have taken is to apply two simple tests. One is, you have to be
larger than $50 billion in assets. A very small number of companies
in the country, of course, meet that test.

But in addition to that, you have to have been directly eligible
for the emergency programs put in place to put out the financial
fire. That means the Treasury’s Capital Purchase Program, the
FDIC’s TLGP, a temporary loan guarantee program, and the Fed-
eral Reserve’s primary dealer credit facilities.

So, firms that were eligible for those programs—and were above
$50 billion—we think benefitted substantially from the emergency
programs. Even if they did not take assistance, they had the ability
to do that—that provided a benefit to them—and so we think the
fee should be limited to those institutions. Now, some insurance
companies that were structured as thrift holding companies owned
thrifts before the crisis, or who bought thrifts to take advantage of
these programs, would be covered by this fee.

Senator BINGAMAN. My time is up, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Hatch?

Senator HATCH. Well, thank you, Mr. Chairman.
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Nice to see you here, Mr. Secretary. I finished reading, or am on
the brink and I will finish “Too Big To Fail” and a number of other
books over the last few weeks. I am just amazed that you look as
good as you do after all that you have been through, according to
those books.

When this bank tax proposal was unveiled in—and you look well;
I do not mean to indicate you do not. When this bank tax proposal
was unveiled in January, President Obama scolded the large finan-
cial institutions by saying, “We are already hearing a hue and a
cry from Wall Street suggesting that this proposed fee is not only
unwelcome, but unfair.”

He said, “By some twisted logic, it is more appropriate for the
American people to bear the cost of the bailout rather than the in-
dustry that benefitted from it, even though these executives were
out there giving themselves huge bonuses.”

Well, let us just talk about fairness for a moment. Is it fair to
apply this tax not only to companies that have repaid TARP with
interest, but also the companies that did not take TARP money at
all? I know that the administration believes that these companies
benefitted from TARP in other ways, but really, did every single
American not benefit from it as well?

Secretary GEITHNER. Senator, you are exactly right. The Amer-
ican economy benefitted, all Americans benefitted. All financial in-
stitutions benefitted. All the customers of banks benefitted. But we
thought the fairest way to do this was to apply the fee to the firms
that contributed most to the crisis and that were eligible for these
emergency programs. And even if you did not apply for the pro-
grams, eligibility for them conveyed a substantial financial benefit.

Senator, I agree that it is not going to seem fair to everyone, and
there is no perfectly fair approach.

Senator HATCH. Well, it is not fair to everyone. It is not fair to
everyone. What many believe to be unfair is that this proposal does
not apply to the companies that benefitted the most: Fannie Mae,
Freddie Mac, Chrysler, GM. Now, admittedly, all of them have
problems. Some of these firms have paid out bonuses to their ex-
ecutives. They have matched some of the bonuses paid by large fi-
nancial institutions. I do not want to go into those, but you could
look at it. There are millions of dollars in compensation and bo-
nuses.

Do you then believe that there should be an exemption? Well, tell
me why you do not do this to Fannie Mae, Freddie Mac, GM, and
Chrysler?

Secretary GEITHNER. A very good question. Of course, we thought
about this very carefully. In the Fannie and Freddie place, it would
just be one hand of government paying another. We would be pay-
ing the fee.

Senator HATCH. Well, they are quasi-public entities.

Secretary GEITHNER. Of course, unfortunately, as you know,
when Congress authorized my predecessor to put them into a form
of conservatorship, in effect that put us in the position where their
gains are our gains, their losses are our losses. They are the Amer-
ican taxpayers’ losses. So, if they were to pay for the fee, we would
be paying for the fee.

Senator HATCH. Well, you seem to be saying they are vulnerable.
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Secretary GEITHNER. No, I do not think they are. No, I do not
think they are, actually. In fact, Congress did the right thing in
making sure that we could keep them stable through the crisis be-
fore we reform them. The auto companies are a different case, Sen-
ator. In the auto companies’ case, I think it is fair to say that, de-
spite the many mistakes they made over time in managing those
businesses, they did not cause this financial crisis. Their challenges
were made substantially worse by this financial crisis.

We are proposing to cover their financial arms, but not the insti-
tutions we put through bankruptcy. Since they went through bank-
ruptcy and restructuring, we did not think it was necessary or ap-
propriate for them to be covered by a fee that, as you have seen,
is designed to help us make sure that we are reducing risk in the
financial system as we cover the potential costs of TARP.

Senator HATCH. But there are a lot of banks out there that did
not cause this problem too and will be stung by this fee.

Secretary GEITHNER. That is true. But GM and Chrysler are
unique in the sense that we put them through bankruptcy. They
did not cause this financial crisis, so it is a slightly different ap-
proach. Again, we are not covering 99 percent of financial institu-
tions in the country, so of our 9,000 banks and thrifts, our thou-
sands of credit unions, hundreds and hundreds of other types of fi-
nancial systems, we are not covering them, although you are right
to say they benefitted, and people might argue for a much broader
fee. But again, our judgment was, the fair thing to do was to cap-
ture those institutions that were the largest that benefitted the
most. That seemed fair to us.

Senator HATCH. Let us say that back in my home State of Utah
they may be approaching the threshold of $50 billion in assets, so
let us assume that they have $49 billion-plus and they are almost
there. They are thinking about expanding into under-served areas
of Utah or elsewhere. In such a case, would this tax not serve as
a disincentive for the bank to want to expand and add new jobs?

Secretary GEITHNER. Senator, you are absolutely right. In defin-
ing any threshold, you have to be careful to reduce the risk of hav-
ing that kind of impact. We would be happy to work with you and
your colleagues to design this in a way that the threshold is sen-
sible and reduces that effect. But again, for banks that take depos-
its to fund loans to their business customers, they would not be
bearing any material fee as part of the way we designed this. But
we would be happy to work with you on how to design the thresh-
olds so that they seem fair and just and reduce that risk.

Senator HATCH. My time is up, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Next is Senator Stabenow.

Senator STABENOW. Thank you, Mr. Chairman. Mr. Chairman, as
you might think, I have thoughts about the discussion about the
auto industry. Mr. Secretary, welcome. I wanted to follow up on the
discussion because I think it is important, the point you made
about the fact that the auto industry did not cause the crisis, it
was not their reckless efforts in terms of investing and so on that
caused where we are, but actually it was the frozen credit market
that affected them, as it affected everyone else.
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When we add to the fact that normally in a downturn—and we
saw individuals who could not get credit, could not purchase vehi-
cles, so we had almost a 50-percent reduction in vehicle sales,
which was huge. Normally, if there is a reduction, they could go
into the markets, they could get a line of credit, they could get a
loan, and that was not available to them because of the frozen
credit market. So, they were in an extremely difficult situation.

Therefore, I think it truly is apples to oranges when we talk
about it. Not that other businesses were not in the same situation,
but the reality is, in auto manufacturing, for every one job in auto
manufacturing there are nine other jobs somewhere in the economy
that are impacted, so this is a fundamental part of our economy in
terms of middle-class jobs and the economy as a whole, which
threatened to undermine jobs and the economy even more.

I also would say that the auto makers are still undergoing a very
fragile recovery and are not out of the woods yet, and that part of
recovering for us as an economy is to make sure that they are back
on their feet. Frankly, that would help us from a taxpayer stand-
point as they go into the marketplace to sell their auto stock.

So I wonder if you might expand on your feelings in terms of the
negative impact from a taxpayer standpoint of jeopardizing a recov-
ery in the industry at this point when we have yet to be fully re-
paid, and will not be repaid until they are able to go into the mar-
ketplace.

Secretary GEITHNER. Senator, I think you said it very well, that
both the initial rationale for excluding them—and I think I would
emphasize though that these firms, again, because of the extent of
the restructuring that they went through as part of bankruptcy,
are in a much stronger position today than any of us expected, and
they are emerging stronger, more quickly than any of us would
have hoped. Our judgment about whether they should be covered
or not had nothing to do with their current financial condition. We
just made the judgment that, because they did not cause the crisis
and because they went through restructuring, it was neither nec-
essary or fair to ask them to be covered by this fee. It was that
simple judgment.

Senator STABENOW. Thank you.

And if T might also just follow on with colleagues who have
talked about community banks, because they did not cause this ei-
ther, and they have been hit on both sides, being told the financial
regulatory system is tightening up for them. We are telling them
to lend, others are telling them do not lend. I mean, they are
caught in a very difficult situation. Therefore, our small businesses,
who did not cause this either, are finding themselves in a terrible
situation. So I wonder if you might talk a little bit more about
whether or not you have run an analysis on the economic impact
of the proposal as it relates to community banks and small busi-
ness lending.

Secretary GEITHNER. Well, as I said in my opening remarks, Sen-
ator, we think this proposal is good for community banks. Of
course, the fee does not cover community banks, it only covers
these 50 institutions that are less than 1 percent of total financial
institutions. Therefore, in some sense, if these large institutions try
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to pass on this fee—now, they do not need to pass on the fee; they
have a choice about whether they pass on the fee.

But if they try to pass on the fee, that would create greater op-
portunities for other banks not covered by the fee, the vast bulk of
the American financial system, to step in and take that business
away from them. So as the CBO said, as I quoted in the study, “We
think we have designed this in a way that is good for small banks
and community banks, and therefore good for their small business
customers.”

Senator STABENOW. Thank you.

Thanks, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Bunning?

Senator BUNNING. Thank you, Mr. Chairman.

Thank you for coming, Mr. Secretary. I would like to follow up
on a question that Senator Grassley had asked you earlier. You
said that the TARP law requires the administration to submit a
plan to Congress for recouping TARP losses, but you failed to men-
tion that the law said that this plan should come after OMB sub-
mits a report on TARP losses on October 4, 2013. Why do you sup-
pose Congress wrote into the law that this plan should be sub-
mitted in 2013 rather than 2010?

Secretary GEITHNER. Well, I cannot speak for the authors of it,
but I suspect they wanted to be confident that the financial indus-
try was in a stronger position at the point the fee would come into
effect. The financial industry of the United States today is in a
much stronger position than anybody expected because of actions
we took to solve the crisis.

Senator BUNNING. Or could they also want to know more about
how much or how big the losses might be after 3 years?

Secretary GEITHNER. Of course, Senator.

Senator BUNNING. Or 4 years?

Secretary GEITHNER. And we are early. We are early because we
thought it was the responsible thing to do, because again——

Senator BUNNING. Can you understand why it looks suspicious
that the administration is submitting the plan now when the TARP
losses are not fully known? Can you understand why this looks like
a political stunt to distract the public from the very unpopular
TARP program in a transparent attempt to make it look like the
administration is not in the back pockets of Wall Street?

Secretary GEITHNER. Senator, I cannot understand. Again, we
are doing the responsible thing, which is, in the face of a crisis that
caused enormous damage to our fiscal position, we thought it was
responsible, prudent, and reassuring to the American people to say
to them, we are going to tell you how we are going to protect you
from these losses. Now, you are right, we could have waited.

Senator BUNNING. And by waiting, you would have known more
exactly what the TARP losses would be.

Secretary GEITHNER. True. But if we had waited, we would have
left the world with a lot more uncertainty about whether we would
have the will to cover those losses. So again, we thought the re-
sponsible

Senator BUNNING. But the law makes you cover them.
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Secretary GEITHNER. It does. But clarity now is responsible and
reassuring. Delay is neither necessary nor desirable at a time when
people are worried about our political capacity as a country to help
dig our way out of the fiscal damage caused by this crisis.

Senator BUNNING. All right.

Concerning the amount of TARP losses, does Treasury expect to
experience any losses from the AIG experience?

Secretary GEITHNER. Senator, we publish, twice a year—OMB
does separately and CBO does separately—estimates across the full
range of investments we take. The latest estimate, I think, is a rel-
atively old estimate done at the end of September, 2009. In that
estimate, you will see that we still expect to be exposed to substan-
tial risk of loss on our investments in AIG.

Senator BUNNING. All right.

Secretary GEITHNER. Much less than we thought, but still some
risk of loss.

Senator BUNNING. Were you at the New York Fed when AIG de-
rivatives counter-parties were paid off at par? Part of that was
cash from AIG which received TARP funds and part was from the
Fed. Does it not follow that, if AIG counter-parties had not been
paid off at par, then the infusion of taxpayers’ money would have
been smaller and there would have been fewer TARP losses?

Secretary GEITHNER. No. Senator

Senator BUNNING. Wait a minute.

Secretary GEITHNER. I am sorry. I apologize.

Senator BUNNING. Let me finish the question.

Secretary GEITHNER. I apologize.

Senator BUNNING. And in that case, does the decision of the New
York Fed to pay the full value not lead to a TARP loss?

Secretary GEITHNER. No, Senator. And you and I have had a
chance to talk about this many, many times, and I would be happy
to talk about it as many times as you would like in the future. If
we had not, if the Government of the United States had not
stepped in to prevent AIG’s failure, the cost——

Senator BUNNING. Well, we have a difference of opinion. You say-
ing one thing is not going to make any difference in what I believe,
so let us just pass over that. Answer my questions about the TARP
money.

Secretary GEITHNER. The cost to the American taxpayer would
have been larger, not smaller, if we had not acted the way we did
in AIG. Larger, not smaller, higher burden on the American people,
higher losses.

Senator BUNNING. Well, only time will tell that.

Secretary GEITHNER. No, I do not think time will tell. I think
that

Senator BUNNING. Well, right now we are at a loss at AIG.

Secretary GEITHNER. Well, ultimately we do not know how much
the loss will be. I think it will actually be a fraction of what these
estimates are. But what I can say with complete confidence, Sen-
ator, is, if we had not acted the way we acted, those losses would
have been dramatically higher.

Senator BUNNING. All right. Last question. Mr. Secretary, your
last appearance before this committee was February 2nd. At that
time, several members submitted written questions to you for the
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hearing record. I understand that we just received the answers to
those questions late yesterday.

Do you believe that 3 months is a reasonable period of time for
members of this committee to wait for answers to their questions?
And, if you had not been testifying today, how much longer would
we have had to wait for those answers? Also, if we submit ques-
tions based on today’s hearing, how long will we expect to wait for
an answer?

Secretary GEITHNER. Senator, I believe this is my 33rd time tes-
tifying before the committee and Congress in my time in office.

Senator BUNNING. You did not have to take the office.

Secretary GEITHNER. You are right, I did not. But we try to be
as responsive as we can. We are trying to meet all those requests
as quickly as we can. We will continue to do that. But of course,
we are trying to solve a lot of problems we inherited, and we are
doing our best job on both those fronts.

But of course, Senator, we will try to be as responsive as we can,
as quickly as we can, in response to any questions you have at this
hearing, or in the future.

Senator BUNNING. Thank you.

The CHAIRMAN. Senator Cantwell?

Senator CANTWELL. Thank you, Mr. Chairman.

Secretary Geithner, to continue, I guess, on the same lines my
colleague was going on, I know that you have been in the press
talking about what repayments we have had from TARP and the
fact that you view it as somewhat of a profit, $15.6 billion or some-
thing like that. This is a proposal today about collecting somewhere
between $100 and $115 billion.

But when I look at the Federal assistance program, if you look
at everything that has been there, it is somewhere around $10 tril-
lion. I mean, that is what experts are saying. If you look at $2 tril-
lion in FDIC assurances, $1.75 trillion in Federal Reserve commer-
cial paper, that every time we put more paper out it reduces the
value of the dollar.

If you look at the $900 billion in term auction facility lending or
$600 billion to insure money market funds, or $600 billion for
Fannie Mae and Freddie Mac, $550 billion for Federal Reserve
loans, $500 billion to insure FDIC deposits, $300 billion for FHA
mortgage relief. So the number here is $10 trillion. Ten trillion. I
know you are probably going to say, well, we are going to get some
of that money back.

The issue is, we still do not know what the Fed is doing. We do
not know how many toxic assets the Federal Reserve has pur-
chased. We do not know how many are going to default in the fu-
ture. So why can we not get access to that information? Without
that information, are we not just taking a stab in the dark here
about the real cost to the American taxpayer? It is just as dark as
the market is.

Secretary GEITHNER. Senator, the TARP program is subjected to
independent analysis about potential losses at least twice a year,
and, as you saw in my opening statement and you see in the CBO
estimates, the direct costs of that program are in the range of $100
billion currently estimated over time. But you are also right that



48

the government did a whole range of other things as part of putting
out this financial fire.

I wrote the leadership of the Congress just a few weeks ago to
provide our best sense of updated estimates of losses across those
programs, the Fed, the FDIC, the money market guarantee pro-
gram, that full set of programs. Those losses actually look very
small overall, as measured by independent experts. The Federal
Reserve programs—I should not be the one testifying on this—are
likely to generate tens and tens of billions of dollars to the Amer-
ican taxpayer over the next 5 years, and they already have done
so. The FDIC programs will result in.

Senator CANTWELL. I am glad you brought that up. That is great.
So, do you think the American taxpayer should deserve access to
that information so they can see exactly what is happening at the
Federal Reserve?

Secretary GEITHNER. I completely agree, and the Chairman of
the Federal Reserve has been very supportive of changes that pro-
vide more information about the risks in the Federal Reserve’s bal-
ance sheet. There is an enormous amount of information available
in the public domain today to allow people to make those estimates
themselves, but again, I think all those estimates show that the
Federal Reserve will provide the American taxpayer tens of billions
of dollars on those programs because they were designed carefully
to protect the taxpayer.

The Federal Reserve charged a fee for those programs, and they
are going to show an enormously substantial positive return to the
American taxpayer, as I believe will the FDIC programs, and as
did the Treasury’s money market guarantee program.

Senator CANTWELL. Well, I think the number is roughly $10 tril-
lion. Without getting access to that information, we do not know
whether you are right or not.

Secretary GEITHNER. You do not need to rely on my judgment for
that, Senator. Again, the virtue of the fact that this information is
in the public domain—and I know the Chairman will be supportive
of more disclosure in this area—people can make their independent
estimates of that. You do not need to rely on mine; you can rely
on other people’s for that. I completely agree with you that the
American people should have full disclosure and transparency
about the commitments still outstanding and the risk in those com-
mitments.

Senator CANTWELL. Well, I do not think that we have that today,
and we absolutely need it, so we will hold you to encouraging this
information. I think some of my colleagues will just work a legisla-
tive process to get access to the information, but otherwise we do
not really know what the American taxpayer is going to be on the
hook for and what we are going to get repaid for.

I wanted to ask you one other question, if I could, Mr. Secretary.
You were here about 90 days ago and I brought up this question
about access to capital for small businesses and community banks.
At the time, you said we should take swift and deft action to help
community banks get credit. Well, it is 90 days later, and we have
still not seen a proposal. The, I think, ninth bank in my State just
closed last Friday, so small businesses are not getting access to
capital. Where is the proposal?
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Secretary GEITHNER. Senator, we have been working very closely
with the Majority Leader and his colleagues in the Senate and in
the House on a very detailed program of tax incentives for small
businesses and a small business lending facility to help small
banks and to expand SBA programs. That legislation, which has
been crafted very carefully over these last 5 months, is, I think,
very close now to being brought to consideration, both in the House
and the Senate.

I know the Majority Leader is working closely with your col-
leagues in the Senate to make sure that he can bring that to the
floor quickly. I agree with you about the importance of this. At the
time we spoke here, we had already provided a broad outline to
that proposal, and we have been working very hard on the details
with your colleagues to make sure it meets the broad concerns of
members of the Senate.

Senator CANTWELL. I would say that swift and deft action has
not been taken, and I have not seen this proposal, although we
have had various conversations about the challenges. So, I would
be very delighted to see the administration’s proposal.

Secretary GEITHNER. But again, Senator, I want to make it clear,
we provided that proposal early this year. We have been working
for 5 months on it. We have shared it. We have taken a lot of con-
sideration of comments made by you and your colleagues on this,
and we think we have a very strong package of programs and
would be happy to share that with you and talk you through it and
see if we can make any adjustments to reflect your concerns.

The CHAIRMAN. Senator Crapo?

Senator CRAPO. Thank you very much, Mr. Chairman.

Secretary Geithner, I want to shift gears with you a little bit. As
you know, we have the financial regulatory reform legislation on
the Senate floor as we are holding this hearing, and I would like
to take this opportunity to ask you a couple of questions about that
legislation, as we are dealing with it now on the Senate floor.

It has already been pointed out here in the committee in this
hearing that the bank tax that you are proposing here does not
apply to Fannie and Freddie, and neither does the bill on the floor
of the Senate. My question is this. The public really has focused
a lot on taxpayer bailouts, on banks, automakers, and insurance
companies.

You can go through the scale of the support that has been pro-
vided there, and nowhere has the support been higher than with
Fannie and Freddie. I think that right now we are looking at esti-
mates that ultimately will cost the taxpayer about $381 billion, if
I am looking at the most recent estimates. That estimate may be
too optimistic.

So, of all of the bailouts that we are dealing with, the problem
with Fannie and Freddie seems to not only have been at the core
of where we started this entire problem, but is also at the height
of the cost to the American taxpayer. Yet, last Christmas Eve,
Treasury announced that it was lifting the $400-billion cap on
losses, and we see basically nothing but the full faith and credit of
the U.S. taxpayer there backing Fannie and Freddie, yet it is not
included in the legislation that is on the floor of the Senate. Could
you tell me why?



50

Secretary GEITHNER. Senator, you are exactly right. We made a
choice, given the complexity of the reform challenge ahead, that we
would not move immediately to propose broad reforms of our hous-
ing finance system, including the future of Fannie and Freddie. We
decided to do this in two stages. We did that because we thought,
frankly, we would get a better outcome, a more thoughtful effort,
more commitment to reform if we were further ahead in the proc-
ess of repairing the damage to the housing markets.

But we have begun a process, and we laid out broad principles
and objectives. We are conducting congressional hearings, we are
soliciting public comment on alternative proposals, and we look for-
ward to working with you on trying to put in place a set of strong
reforms that will fix what is broken in our housing finance market.
It is not just Fannie and Freddie, of course. As you know, we do
a lot of things in the housing market which we need to reassess.
Many of those things contributed to making this crisis worse.

Senator CRAPO. Like the mortgage origination process.

Secretary GEITHNER. As you know—and you have made a lot of
thoughtful comments on this process in the past—there are a range
of things we are going to have to change in that process. This bill
does do the necessary essential things to fix not just what caused
the crisis, but what would leave us vulnerable in the future, and
does include some important changes on the securitization front
which are helpful.

But you are absolutely right, it does not, and we did not attempt
to take on that broader challenge now because we thought fun-
damentally we would get a better outcome, more support, more
consensus for ambitious reforms, if we were further along in repair-
ing the very damaged housing markets.

Senator CRAPO. I understand your rationale. I do not agree. I be-
lieve we should be dealing with it now, and I would love to spend
further time with you in terms of how we would approach it when
we get to that point.

But let me just ask another couple of quick questions here, still
focusing on the financial regulatory reform bill. According to news
reports, FDIC Chairman Sheila Bair has urged lawmakers to scrap
section 716 of that bill which would force banks to spin off their
derivatives businesses. Her argument is that that could destabilize
banks and drive risk into unregulated parts of the financial sector.

Her letter echoed fears that were recently raised by Federal Re-
serve officials as well, who have, in an unsigned memo, indicated
that that provision would impair financial stability and be highly
disruptive and costly to banks and their customers. Could you com-
ment on whether you agree with Sheila Bair and the Federal Re-
serve officials who were reported on?

Secretary GEITHNER. Senator, I want to start by emphasizing
that the package of reforms that relates to the derivatives market
in the bill crafted by Chairman Dodd and Chairman Lincoln is a
sweeping, very strong, comprehensive set of reforms.

They would bring standardized products onto clearinghouses.
They would force centrally cleared products to be traded on either
an exchange or an electronic trading platform. They would provide
authority to put capital and margin requirements on major swap
participants. They would give transparency and disclosure to a
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market that operated largely in the dark. They would give tools to
the SEC and the CFTC to police and deter fraud manipulation in
these markets.

This is the most comprehensive, sweeping reform. It is a revolu-
tion for the derivatives markets, for the country as a whole, and
we strongly support a bill that incorporates a comprehensive set of
protections and oversight over these markets going forward.

Now, as you know, Senator Dodd and Senator Lincoln are now
working through this provision, and they are considering how to
deal with concerns raised by Chairman Bair, by Chairman Ber-
nanke, and by members of the Senate, the concerns you expressed
in your opening statement. I know they are working carefully on
how best to accommodate those concerns.

Senator CRAPO. But you are not expressing your opinion on that
today?

Secretary GEITHNER. We have not taken a position on that spe-
cific provision now. But Senator, I would like to emphasize the fol-
lowing basic strategy that has underpinned this reform process. To
make the system more stable, we need to make sure that we are
doing a better job of limiting risk-taking by core institutions that
are so important in these markets.

You would not make the system more stable by taking functions
that are integral and central to banking and separating and put-
ting them somewhere else. That will create a less stable system, a
more unstable system. That basic theory, that basic strategy, un-
derpins the entire approach that Chairman Dodd, Chairman Lin-
coln, and their counterparts in the House have brought to this im-
portant set of reforms.

The CHAIRMAN. Senator Enzi?

Senator ENzI. Thank you, Mr. Chairman.

I appreciate all the comments that you have made. I voted
against TARP when it came up because I did not think that it spec-
ified what the money was going to go to. We kept hearing an expla-
nation that it was going to go to toxic housing things, and it did
not. The money that has been loaned to the banking industry, is
that where the money was lost, or was the money that was pro-
vided to Chrysler, AIG, GMAC, Fannie Mae, and Freddie Mac
where it is lost?

Secretary GEITHNER. No, Senator, you are exactly right. The in-
vestments that my predecessor made in the U.S. banking system—
and when I came into office, he had made investments in banks
representing 75 percent of the American banking system. Those in-
vestments, by almost any estimate, are likely to result in a positive
return. To put it differently, the American people will make money
on those investments.

We have already had about $200 billion of those investments re-
paid to the taxpayer, replaced with private capital, with a substan-
tial positive return, but we are still exposed to substantial risk of
losses on the investments that the previous administration largely
made in AIG and the program President Bush initiated in the
automobile industry. Those are the most likely source of further
risk going forward. But you are also right to point out, as your col-
leagues have, that in terms of Fannie and Freddie, they are still
exposed to substantial risk of loss as well.
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Senator ENz1. Well, I appreciate that you are trying to shove that
back onto the other administration, but what we are talking about
is recouping those losses, and we are talking about recouping them,
not from the ones who actually lost the money. That is a little be-
wildering to me.

In the administration’s proposal, the largest, most leveraged are
targeted by assessing a tax at $50 billion or more in consolidated
assets, excluding the FDIC-assessed deposits and the insurance
policy reserves. There are a lot of reasons that have been cited as
the impetus for the administration’s proposal. Is it your belief that
one of the reasons is the need to eliminate risky transactions on
the part of those financial institutions?

Secretary GEITHNER. No. The reason for our proposal is to make
sure we protect the taxpayer from losses in TARP. That is the legal
obligation. That is what motivated the proposal. Now, in doing
that, you could do that in lots of different ways, but we decided to
recommend to the Congress a form of a fee that would have this
additional benefit, which seemed fair to us, of making sure that
firms paid it in proportion, effectively, to the risk they take. So, if
you are more conservatively managed, you pay less. If you are
managed with more leverage, more risk, you pay more. That
seemed, to us, a simple, fair proposition.

Senator ENzI. I am told, though, that the riskiest loans are prob-
ably those to small business. So does the administration’s proposal
not kind of force these people to avoid these high-risk loans to
small business and——

Secretary GEITHNER. No, I do not think it has that——

Senator ENZzI. They create the jobs.

Secretary GEITHNER. I apologize, Senator. I do not think it has
that risk, for the reasons I said. What this does is, you pay in pro-
portion to the risks you take. More risky things that are funded in
more or less stable ways carry a larger potential burden. But
again, this fee only applies to less than 1 percent of American fi-
nancial institutions, and for that reason I think it is very unlikely
to have any impact on the ability of small businesses to get credit
at affordable rates from the American financial system.

Senator ENZI. Thank you. I have some serious concerns about the
unintended and potentially devastating effects that the Consumer
Financial Protection Bureau, the CFPB, will have on consumers,
small businesses, and the general health of the economy. In addi-
tion to the CFPB, the administration and some members of the
Senate are pushing to add another burden to the banks that will
punish consumers, and that is the bank tax, which is the topic of
today’s hearing. Given the push to roll the bank tax into the finan-
cial regulatory reform bill, how will this additional tax impact cap-
ital reserves for lenders who would also be required to increase
capital reserves, reduce leverage, and hold a percentage of all loans
on their books?

Secretary GEITHNER. Well, Senator, as I said, I think this would
have no effect—no negative effect—on consumers and their access
to credit, or small businesses, for the reasons I said. It only applies
to less than 1 percent of financial institutions. I think the institu-
tions that we propose be covered by this tax can afford, can handle
that burden.
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You are right to say, of course, that this cannot substitute for the
additional efforts that are part of the reform proposals to make
sure that we put in place more conservative capital requirements,
leverage requirements, liquidity requirements on these institutions.
Those things are important, too, but I do not believe this carries
any significant risk of making it harder for Americans to get credit
at reasonable rates, again, for the simple reason that it leaves un-
touched 99 percent of American financial institutions.

Senator ENzI. And with that statement, then, you are sure that
it will not negatively impact consumer credit availability for small
community banks?

Secretary GEITHNER. Again, I am very confident that it does not
have that risk. I quoted CBO in making that judgment and saying
that, if large institutions that are covered by this fee try to pass
it on to their consumers, then they risk losing that business to
other banks that are not covered by the fee. Since, again, more
than 99 percent are left out, that is a reasonable judgment. That
is why CBO came to that conclusion.

Senator ENZI. I have a question that I will follow up on later in
writing.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Kerry?

Senator KERRY. Thank you, Mr. Chairman.

Mr. Secretary, thanks for being here today. There has been some
concern expressed about the scope of the proposal and the fact that
it covers institutions beyond banks. I want to get parochial, if I
can, for a moment.

I have heard from some institutions in Massachusetts that are
concerned that they are covered by the fee because a very small
percentage of their assets are either in a thrift or in a broker/
dealer. For example, there is a very successful property and cas-
ualty insurer. It does not own an insured depository. It sells auto,
homeowners, worker’s compensation, other property and casualty
policies. It does, however, have a small broker/dealer in its small
life section, and it is limited to product offerings to mutual fund
shares, variable annuities, variable life insurance.

The broker/dealer does not provide any kind of investment advice
to investment companies or insurance companies. It does not buy
or sell securities in its own name or hold customers’ securities or
funds. Because of the limited activities as a broker/dealer, this par-
ticular broker/dealer, it is exempt from the Securities Investor Pro-
tection Corporation membership requirements. It generates less
than $1 million in revenue per year based on assets that are tied
to old retail activity that goes back more than a decade.

So the question is, since you have roughly less than three one-
thousandths, I think it is, of 1 percent in the company, would that
kind of company be included by the fee or would it not be because
the broker/dealer is not a primary dealer?

Secretary GEITHNER. It would not be covered because the broker/
dealer is not a primary dealer. Again, we included companies that
owned primary dealers because primary dealers were eligible for
the Federal Reserve’s primary dealer credit facility, which was an
exceptional emergency facility, but it would not apply to other in-
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stitutions that did not own primary dealers or whose broker/dealer
was not a primary dealer.

Senator KERRY. And that will be set forth clearly? That will be
a clear delineation?

Secretary GEITHNER. Yes.

Senator KERRY. I will give you another example. A mutual fund
company has a thrift and an insured depository. They do not do
any banking activities, take no customer deposits, make no loans,
but they need to have the thrift because they need it to custody the
assets of their 401(k) programs, et cetera. The insured depositories
are used solely for trust purposes and not for any commercial activ-
ity or investment. Is that institution covered by the fee?

Secretary GEITHNER. Senator, we have not quite figured out how
to solve that particular problem. You are right to say there are a
limited number of companies that are large enough to be poten-
tially captured who own what we call depository institutions, but
they do not take deposits, really, and they have to own that institu-
tion really for trust purposes. These emergency programs were not
designed to benefit them. I do not think they were ever intended
to be eligible for those programs. So, that is something we have to
figure out how to solve, but have not figured out how to do it yet.

Senator KERRY. Do you think we need to clarify that, perhaps?
I mean, should we, perhaps, prophylactically, exclude non-TARP
recipients who have an extremely small amount of assets in a thrift
or insured depository?

Secretary GEITHNER. I think there are lots of ways to do it, and
we would be happy to work with you and your colleagues to do
that. Of course, I think that it should be very clear ultimately in
the laws and regulations provided, it should be crystal clear who
is covered and who is not.

The simple principle we are trying to hold to is the one I said
at the beginning, which is that firms that were above $50 billion—
not in their assets under management, we will not touch mutual
funds at all—but were above $50 billion and were eligible, directly
eligible for these emergency programs, we think, as a matter of
principle, they should be covered. But I agree with you that there
are some issues we have to clarify still about coverage.

Senator KERRY. Right. That will depend also on what kind of as-
sets you counted in the $50 billion.

Secretary GEITHNER. That is exactly right. Exactly right. And
again, to make it clear, you would not count the assets that we call
mutual funds in that.

Senator KERRY. I would like to make sure. If we could continue
that dialogue. I know we will, and I appreciate your willingness to
do that.

Just one last quick question. In response to Ranking Member
Grassley, the CBO indicated that the proposal would slightly de-
crease the availability of credit to small businesses. Can you speak
to that for a minute? What impact do you think this is going to
have? I am already hearing from a lot of small businesses who
think it is tough enough.

Secretary GEITHNER. I do not have, Senator Grassley and Sen-
ator Kerry, the report in front of me, so let me describe again what
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our intent is and why we think it is designed in a way that would
limit that risk.

It only covers, again, a very small fraction of the American finan-
cial system and leaves outside most of the institutions who provide
most of the credit to small business. So for that reason alone, we
think it is designed to have very limited risk of any adverse effect
on small businesses.

Now, the firms covered would have a choice about how they pay
for these costs. They can reduce compensation to their executives,
they can lower their dividend payment, for example, or they could
try to pass it on to their customers. But, if they try to pass it on
to their customers, then they would face the risk that they would
lose that business because the other more than 99 percent of the
American financial system that is not covered by that tax would be
able to come in then and take that business away.

Senator KERRY. Well, I realize you have already said this. I know
my time is up, but you have already said this. I am concerned that,
however it works in practice, it may not be that clean-cut, and the
result may be that the small businesses may have an impact. I
would like to see. I do not know exactly, and I want to analyze how
CBO came to that conclusion. But I think it is worth your analysis
also to make sure that there is not an inadvertent unintended con-
sequence of a tightening of that credit.

Secretary GEITHNER. I share that objective, and we would be
happy to work with you and your colleagues to make sure that it
is designed in a way ultimately that gives us all reassurance that
it will not carry that risk.

Senator KERRY. I really appreciate that.

The CHAIRMAN. Thank you.

Senator Snowe?

Senator SNOWE. Thank you, Mr. Chairman.

To follow up on that question, Mr. Secretary, that is a concern,
and we will hear from panelists who will be testifying subsequent
to you who indicate that there clearly could be an effect. Although
it applies to only 1 percent of the institutions, they hold a dis-
proportionate amount of the assets. If the FDIC-insured deposits
are exempted from the tax, they may try, obviously, to get more
FDIC-insured deposits as a way to avoid that tax liability. Obvi-
ously, that is going to come into play for competition for those de-
posits, and that could affect the banks.

So there could be a potential spill-over, not to mention the fact
of the overall impact on the economy. I think there is no way to
assess that at this point. Is that not true? I mean, so it could invite
that competition, it could aggravate the lending supply, the credit
supply to small businesses. So albeit maybe 1 percent, it has a true
impact because of the size of these institutions that hold the con-
siderable amount of the assets in this country.

Secretary GEITHNER. Well, Senator, of course I agree with the
concerns. Because of those concerns, we proposed to design the fee
in exactly this way. We are again happy to work with you in mak-
ing sure that, as we meet this obligation to protect the taxpayer
from losses in TARP, we do so in a way that is fair and does not
have this effect.



56

Now, again, you have to look at this against the alternatives. In
our judgment, the alternative ways of doing this would carry great-
er risk of just the kind of problems you are saying. It would not
be fair. But we are happy to work with you to make sure we limit
this risk, because we all share an interest in making sure we are
not making things harder for small banks and for small businesses.

But I quoted in my opening statement the CBO conclusion that
said this is likely to increase market share for small- and medium-
sized banks. That is not the intent of this proposal, but if that was
true that would be a positive effect.

Senator SNOWE. But on what basis do they make that decision?

Secretary GEITHNER. Again, simply on the basis that it only cov-
ers a small fraction of the firms in the U.S. financial system. If
those firms try to pass on a share of these costs—again, this is a
very modest fee. In size, it is going to be like the fee that banks
?OW pay for deposit insurance, so it is a very small, very modest
ee.

But, if they try to pass on part of that, then they risk losing busi-
ness to their competitors. That is the way the market works. That
should have beneficial effects against the risks that you cited,
which would not encourage more concentration. Again, in putting
the fee on risk you help reinforce the broad objectives we have of
limiting risk in the system taken by large institutions. I think that
is a benefit, a strength, not a weakness, to the proposal.

Senator SNOWE. Well, I think that is certainly something that we
will have to be assured of in terms of unintended consequences
during this fragile time in our economy, and most especially within
the small business sector. If they hold 70 percent of all the assets
in this country, that is an issue. I mean, we have to be concerned
about the potential for spill-over.

Secretary GEITHNER. Senator, again, I completely agree with you
about the important objective of designing this in a way that re-
duces that risk. I think our proposal does that. Just one thing
about our financial system. Banks in our country—and we have
9,000 of them—only provide about half the credit to businesses that
businesses rely on, that the economy relies on as a whole. The rest
of that is provided by the broader capital markets.

Of the banks that provide that credit, only a very tiny number
are covered by this fee. Now, you are right that those large banks
account for a large share of assets in the banking system, but a
much smaller share of overall credit provided to the American
economy.

Senator SNOWE. Also, to follow up on some of the questions that
have been raised with respect to small business lending and the
availability of credit to small businesses, which clearly is a dire sit-
uation from all perspectives—in fact, NFIB released a survey back
in mid-April that I think is an indication. If you look at these
charts on the optimism, on the outlook in time to expand, these are
all 25-year lows. That is significant from the standpoint of job cre-
ation.

I know we have had conversations, and we are working with
Gene Sperling, working with the chair, and we had a meeting last
week representing the majority, minority, both on this committee
and among the leadership in your department. The question is,
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when? I mean, it has been 5 months. And I know the administra-
tion has had initiatives out there.

I just cannot understand why we have not coalesced around an
agreement on a small business jobs program. It is really dire. I
think the depth of despair within the small business sector, and
also among the American people in terms of jobs, when you think
of the longevity of unemployment now, it is again the highest in
2 decades, if not more than that, with respect to how long people
are now unemployed; 40 percent are unemployed for more than 6
months. I mean, that is significant.

So when I look at these charts, and Mark Zandy testified before
this committee as well subsequent to the release of this NFIB sur-
vey, indicating confidence is about as low as it has ever been. That
is what he said. I think we all concur, from those of us who visit
Main Streets in our respective States. I mean, that is a broad indi-
cation. So what are we doing about it?

I think that this has just been a very lethargic effort when it
comes to small business. Everybody is talking about jobs, every-
body is talking about small businesses, but nothing is being done
about it. That is why there is a desperation out there across Amer-
ica’s landscape, and it most definitely has manifested itself on
Main Street, and rightfully so. I just do not see this impetus to get
this done.

Secretary GEITHNER. Well, Senator, we feel very strongly about
this, as strongly as you. I agree with you: it is time now. We have
a good package of tax incentives for small businesses, like zero cap-
ital gains rate for investment in small businesses. We have a small
business lending facility that would give capital to community
banks across the country that prepare to use that capital to expand
lending; substantial expanded programs through the SBA, which
we think will be very helpful—were part of the Recovery Act—and
a special program for States to give them resources to support
State programs that are directed exactly to this purpose. I agree
with you, it is time. The Senate has been busy. I wish it had not
taken this long, but this is something the Senate has to act on. We
cannot do it. It requires legislation. But I think we are close to
something that should come in with broad bipartisan support, and
we think this would be a very helpful package.

Senator SNOWE. Well, can I just ask one follow-up? I hope there
is some energizing leadership on all sides here. I mean, I truly do.
We can talk about jobs, jobs, jobs, but it is not materializing. That
is why you are seeing the 9.7-percent unemployment rate remain-
ing static for 3 consecutive months. That is the problem here, not
to mention the people who are out there who have been unem-
ployed for such a significant period of time. It also creates an anx-
iety and a panic. So, when can we expect some cash flowing from
the lending facility, for example? I know that is something you
have been arranging at the Treasury Department, lending facili-
ties, for many months now. When will that happen?

Secretary GEITHNER. When enacted with legislation. It requires
legislation. When enacted, it would be very quick. I think this is
the quickest program to market you could have, because all it re-
quires is banks to come to apply. Again, we think it is the quickest
way. It would have the highest return, and the potential costs are
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very, very modest. Of course, we will propose ways to cover those
costs so it would be fully deficit-neutral. It is a good program, it
is time for it, and you are right to emphasize urgency. We would
welcome your support.

Senator SNOWE. I appreciate it. Thank you.

The CHAIRMAN. Thank you, Senator. As you well know, we are
planning on small business legislation with you and Senator Kerry
quickly. It is needed.

Senator Roberts?

Senator ROBERTS. I thank the chair.

Mr. Secretary, thank you for coming. I know you are an ex-
tremely busy man. Despite your very vigorous assertions, I still
have very serious concerns that have been brought up by all of my
colleagues about this bank tax and its potential impact on con-
sumers and small businesses. The reason I am so terribly con-
cerned is that, in a State like Kansas, we have 6,600 small busi-
nesses, and they employ over half of our employees, so whatever
happens, or whatever could happen, is a big deal.

I understand the tax is targeted at the large financial institu-
tions, and you have certainly stressed that, to quote Willy Sutton,
“because that’s where the money is,” but I am convinced this tax
will ultimately harm small businesses through higher costs for bor-
rowing or reduced access to credit, or that the tax will be passed
on to, and paid by, consumers.

Now, I am not going to ask you to respond again because you
have done that, and I hope your assertions are correct. By some es-
timates, the bank tax could remove up to $1 trillion in lending. Do
you have concerns that removing this capital from the system, re-
ducing lending to consumers and small businesses, will slow the
economic recovery?

Secretary GEITHNER. I do not have concerns, and if I did we
would not have proposed this tax. And Senator, I just want to
make the following observation, which is that I understand why
the institutions that do not want to pay this tax do not want to pay
it, and I understand that in making arguments against it they will
threaten grave economic damage to small businesses if they are
forced to pay this tax.

But we have a legal obligation to cover the cost of TARP. We
have to propose a way to do that that is fair. We would be open
to other suggestions for doing it, but I cannot actually imagine
other proposals that would carry less risk of damage to the lend-
ing—again, it is only less than 1 percent of institutions.

The vast bulk of institutions that provide businesses to Main
Streets across the country are not covered by the tax, and their
competitive position, as CBO said, would be improved by this de-
sign. If there are other suggestions for how to do it in a way that
is more fair, would carry less risk, of course we would be open to
them.

Senator ROBERTS. Well, if it does happen in regards to small
business, rest assured, this committee will be eager to suggest var-
ious ways to you. I do not know about any threats that anybody
has been making. If that is the case, that is the subject of another
hearing.
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What happens down the road for TARP? The TARP program is
set to expire this October. Any TARP-related programs that will
continue to operate beyond this date?

Secretary GEITHNER. Beyond this date? No. We are putting this
program out of its misery as quickly as we can, and we are going
to return unused hundreds of billions of dollars of authority to the
Congress, unused, much lower cost, saving the American taxpayer
hundreds of billions of dollars relative to what people expected, and
that will provide resources to help reduce our long-term deficits.

Senator ROBERTS. Well, I have one for you here. There is the
Home Affordable Modification Program I keep reading about, $50
billion. If so, what exposure risk do the programs pose to the U.S.
taxpayer in regards to the fact that, if we keep going here with
HAMP—that is the acronym for the Home Affordable Modification
Program; everything has to be an acronym here.

Secretary GEITHNER. It is a terrible acronym, I agree with you,
but it is a very good program. It will cost the taxpayer money. If
we ultimately commit the $50 billion we have committed, we are
prepared to commit to help resolve the housing crisis, then all of
that money will be at risk of loss.

Senator ROBERTS. But does that come from the TARP program?
1 Secretary GEITHNER. Yes, it comes from the TARP program. It

oes.

Senator ROBERTS. So down the road there is another program,
another $50 billion worth of exposure if, in fact, that is a positive
decision?

Secretary GEITHNER. No. Again, it is an existing program we put
in place more than a year ago, and we said we would not spend
more than 50. If we spent up to 50, that money will be at risk of
loss. But again, this program, Senator, is providing a very, very
substantial benefit in helping stabilize house prices and helping,
right now, more than a million Americans stay in their homes with
much lower monthly payments.

Senator ROBERTS. All right.

In testimony before the committee April 20, the IG, Neil
Barofsky, outlined where the losses in TARP concentrated—you
have already talked about this a little bit—$50 billion for AIG;
automobiles, $31 billion; housing, $49 billion. Any plans to recover
these losses from those TARP recipients? If so, how would that be
accomplished? If not, why not?

Secretary GEITHNER. In AIG and the auto companies, again,
these companies are going through very wrenching, difficult re-
structuring plans that are designed to help us recover as much of
those investments as possible, and I think ultimately we are going
to recover a very substantial fraction of those investments, again,
at much lower risk of loss than we anticipated and that are in
those estimates. Housing is different. The housing program, these
are, in effect, direct expenditures, direct investments, and they
have much higher risk of loss.

But Senator, even in pointing out that the ultimate costs are
lower than we feared and that we have achieved more stability at
lower cost than we had hoped, there is still substantial risk of loss.
Every 6 months from now until all the investments are back, we
will provide estimates of what the ultimate losses are.



60

Senator ROBERTS. I think that is why some of our committee
members, Mr. Chairman, wanted to wait until 2013. But at any
rate, I am over time. I would like to submit a question for the
record, however, to the Secretary.

Thank you.

[The question appears in the appendix.]

The CHAIRMAN. Senator Carper?

Senator CARPER. Thanks, Mr. Secretary. Good morning. How are
you?

Secretary GEITHNER. Very well, thank you.

Senator CARPER. Good. Nice to see you.

I think I am one of those guys who sees most glasses as half full,
sometimes even when they are not. I think there may be an emerg-
ing good-news story here. I was at a dinner the other night here
in Washington, a lot of people from around the country were there,
fire fighters, a bunch of them, and their spouses and families. I re-
mained with the crowd before I spoke, and I said, what do you
think I should talk about? A number of people said, just give us
some good news. Just give us some good news. We are ready for
that.

What I did is, I shared with them a little bit of the good news
we have been talking about here today. I just want to go over a
little bit, then I have a question or two to follow up with.

I think most people felt when we established the TARP that we
just gave money away to banks. Most people have not a clue that
what we did is, we infused capital into the banks, we bought their
preferred stock, they have an obligation to pay us dividends, and
we also got, in a number of those interactions, warrants that we
are now being able to execute.

My understanding is that most, but not all, of the banks that
have gotten money from the TARP, at least the lion’s share, have
bought back their preferred stock. They paid their dividends in full,
and in a number of instances we are beginning to exercise war-
rants. Bank of America is one that comes to mind, and I think we
have exercised their warrants in a transaction that may have in-
volved maybe $1.5 billion net gain to the Treasury.

Could you just mention a couple of others in terms of the war-
rants? Maybe take a minute and explain to us how that works.

Secretary GEITHNER. Well, in rough total we have had roughly
$200 billion come back from these banks, all the major banks with
over $20 billion in both dividends and proceeds from the sale of
warrants, and independent analysts look at the total return for the
taxpayer in those programs and would show that it is a very, very
high return. The taxpayer got a very good deal on these invest-
ments because we were so effective in stabilizing the system, and
you are right to emphasize that.

Again, when I came into office, my predecessor—and this was the
right thing to do, the necessary thing to do—had investments in
banks representing 75 percent, three-quarters, of the entire Amer-
ican banking system. We came in and forced banks to go raise pri-
vate capital to repay the taxpayer, to do that very quickly so we
got the money back for the taxpayer at a very substantial positive
return.
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Senator CARPER. The money that we have not received back,
there are some banks that have not, if you will, bought back their
preferred stock, and we are not being able to execute our warrants.
But have we executed warrants on most of them that we are going
to be able to?

Secretary GEITHNER. No. We still have a substantial number of
really just small banks across the country that still have preferred
stock outstanding, and, in the additional terms of these invest-
ments, they had 5 years before the dividend payment went up. So,
we have substantial—

Senator CARPER. It goes up from what, 5 percent to what, 9?

Secretary GEITHNER. Yes, from 5 to 9.

Senator CARPER. Right.

Secretary GEITHNER. So we have substantial repayment still
ahead of us and substantial dividends ahead of us, and substantial
warrants proceeds still ahead of us. But the broad numbers are the
most important ones. Instead of a half a trillion in losses, we have
around 100, probably lower than 100, with more than $200 billion
back already, which is a substantial positive return in dividends
and warrants.

And as I said in response to Senator Cantwell’s comments, if you
look at the FDIC programs, the Fed programs, other Treasury pro-
grams not covered by the TARP, those also have this characteristic
of showing substantial positive return.

Now, of course the ultimate measure of this is, how quickly do
we bring down borrowing costs? In some ways, the best measure
of success is not just the financial return but the cost of a loan to
buy a house, a car, put your kids through college, help the munic-
ipal government build a new school. The cost of credit to businesses
across the country is a fraction of what it was in the crisis when
we came into office, much lower, much more affordable, even recog-
nizing how tough it still is for small businesses across the country.

Senator CARPER. All right.

Talk to us, if you will, about AIG. AIG sold a number of very
large assets, including one in Delaware, Alico—they are an insur-
ance affiliate—for about $15 billion to, I think, MetLife. They also,
I think, recently sold one of their foreign units for maybe $35 bil-
lion.

Do I understand that money has gone to the Fed to repay an ob-
ligation there? Is there a further obligation that AIG has to the
Fed? Then, what is their obligation to the TARP?

Secretary GEITHNER. Those transactions you referred to have not
yet been concluded, but when they are concluded they will return
roughly $50 billion to, in this case, the Federal Reserve, but ulti-
mately to the American taxpayer. Of course, AIG is still under-
taking a series of other transactions that will make sure we get as
much of those investments back as possible.

But the very important thing as well to emphasize is the part of
AIG that some people call their hedge fund, AIG Financial Prod-
ucts, that took on the enormous risks that brought the firm to the
edge of collapse. We have been successful in bringing down the risk
in that hedge fund very, very dramatically, so it is now a fraction
of the level it was. So what we did is to, in a sense, step in, reduce
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the risk, sell off the underlying businesses as quickly as we could
in a way that maximized potential return to the taxpayer.

The CHAIRMAN. Senator Wyden?

Senator WYDEN. Thank you very much.

Welcome, Mr. Secretary. Of course, we have a major financial re-
form bill on the floor. It has provisions, obviously, involving taxes
and regulation. What I am most interested in is the question of
transparency and accountability to American consumers and insti-
tutions.

Let me start by asking you whether you believe that a buyer has
a right to know that their banker is selling them a product that
it is betting against.

Secretary GEITHNER. Senator, I would say this. I think it is very
important that we strengthen disclosure requirements across the fi-
nancial system, that the SEC has the authority, stronger authority,
to impose strong disclosure requirements, and stronger obligations,
frankly, on institutions that provide financial services and sell
products to their customers, whether they are retail investors, indi-
viduals, or sophisticated investors across the country. We would be
happy to work with you on any proposals to help make sure that
we are achieving that objective.

Senator WYDEN. Here is what is going on. I filed an amendment
on this, and I am asking this for a reason. You have banks trying
to sell products to clients, products that the banks are betting
against without telling the client that the bank is betting against
the product. Now, we can have a debate about the details of it. I
would like you to say “yes” or “no” whether you think the buyer
has a right to know that a product is being sold to them that the
bank is betting against.

Secretary GEITHNER. Senator, I have an almost perfect record in
responding to your questions at hearings, and, even with amend-
ments that I completely agree with, I generally do not endorse
them in the context that——

Senator WYDEN. I am not asking——

Secretary GEITHNER [continuing]. Without looking at them first.
But I will study your amendment very carefully. And I would say
the following: I completely agree that firms should have access to
information about not just the risk in the investments, but any con-
flicts that may apply in that context. I am happy to work with you
on that broad objective. I share your objective.

Senator WYDEN. You share the objective that the buyer has a
right to know? I am not asking you about whether you support the
amendment, but on the question of the buyer having a right to
know that a bank is selling them something they are betting
against. You think the buyer has a right to know?

Secretary GEITHNER. I do not want to say it exactly that way just
because of how difficult this is, and complex. But on the basic prin-
ciple that the buyer should have access to information they need
to make an informed decision about the risk they are taking, abso-
lutely, they should have access to that information.

Senator WYDEN. And clearly, access to that information involves
knowing that a bank is actually betting against it. I mean, Mr. Sec-
retary, people are slackjawed on this particular proposition. I hap-
pen to think this is pretty complicated stuff, and that is why, under
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my amendment, we give the oversight board a lot of discretion in
writing the rules.

But I think this is one that is fundamental to passing the smell
test in this country with respect to basic fairness, so I hope we can
work this out and look forward to working with you. We have done
a lot of work together, and I want to work with you on this as well.

One other question on the reform package. I think there is a
sense that when you look at the housing bubble, the bad loans, the
shoddy oversight, all of the kind of elements of this financial ca-
lamity that the country has suffered, there has not been the sense
of accountability and oversight that is needed.

Now, under the legislation, you would be chair of the Financial
Stability Oversight Council, as I understand it. I would like to ask
whether you would be willing to report to the Congress, in effect,
and certify each year that the rules of the road on Wall Street are
sufficient to protect the financial stability of the economy. It is not
completely clear. It strikes me as a very useful council, but I think
it would be very helpful to incorporate into it some kind of certifi-
cation requirement that would come from you annually on this
issue.

Secretary GEITHNER. I am happy to work with you, Senator, on
crafting that. I agree with you completely that this council should
be required to report to the Congress regularly, to testify to Con-
gress on broad conditions in the financial system, including to pro-
vide a judgment on whether the protections that exist, that are put
in place, are adequate to provide a more stable system with better
protections.

Senator WYDEN. One last question with respect to the responsi-
bility fee. I am trying to sort out the way an American bank is
going to deal with the taxes relative to foreign banks. Part of this
looks to me like it could impose a unilateral kind of fee on some
of our financial institutions when banking, of course, is an inter-
national industry. So how would you address this question of en-
suring fairness for American institutions relative to foreign ones?

Secretary GEITHNER. I just should point out—I should have said
this earlier—just one basic fact in design: it is designed in a way
that, if you adjust your behavior, you take on less leverage with
less risk, the fee diminishes. So it has this benefit of, you can adapt
in a way that reduces the incidence of the fee.

But we are working closely with other countries where U.S. firms
compete with other foreign banks to encourage them to put in place
a similar fee so we have a better chance of a level playing field.
As you read in the papers, there is very substantial support for a
fee like this from my counterparts in the U.K. and in Europe.

Senator WYDEN. Thank you, Mr. Secretary.

The CHAIRMAN. Senator Schumer?

Senator SCHUMER. Thank you, Mr. Chairman.

I, too, want to talk directly about the financial crisis responsi-
bility fee, which you have named it. Nobody knows better than you
how unpopular the TARP has become. The number-one argument
against the TARP is, taxpayer money was used to “bail out the
banks.” So now we are debating comprehensive financial reform to
ensure that we are never again faced with the Hobson’s choice we
all faced, you as chairman of the New York Fed and we as Sen-
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ators, to rescue financial institutions on the brink of collapse or
risk another Depression. We want to avoid that horrible choice. We
sat through it once; once is enough.

We certainly can, and should, work to prevent any more taxpayer
bailouts, but we also need to close the book on the last one so peo-
ple are convinced we mean what we say. We can make sure the
taxpayers get every dime they paid into the TARP legislation,
which I think will benefit the financial system overall and give
more confidence in what we are doing. So I think it is important
to do. It is also something we said at the time.

A key piece of the legislation required the President to assess the
cost of the programs and “submit a legislative proposal that re-
coups from the financial industry an amount equal to the shortfall
in order to ensure that the program does not add to the deficit or
national debt.”

Some argue, well, it should be proportionate to what each bank
got. That is not what the legislation says. Look, I sat there when
many of these major financial companies called up and said, unless
you do this, we will be gone. So, just every major financial company
should be grateful that this happened, and in my judgment, not
quibble that they should do this or they should do that. Everyone
benefitted, and the taxpayer did step up to the plate, frankly,
under George Bush and Hank Paulson’s leadership.

So the financial crisis responsibility fee sends an important mes-
sage to taxpayers that we mean what we say. When the law re-
quires the financial industry to pick up the tab for rescuing the
economy, in part created by the problems of the financial industry,
we follow through and get our money back.

There are legitimate details as to the specifics of the plan, and
some of those have been debated here. I think those are open to
debate. But the first thing, I think it makes common sense to put
this in the banking bill, in the regulatory reform bill. I know that
is not the majority opinion around here, but I think it makes sense.

What do you think?

Secretary GEITHNER. Senator, first of all, I agree with everything
you just said about the rationale for the fee. On the question of
how to get it passed, that is really a judgment we leave to the Ma-
jority Leader and to Chairman Baucus and to Chairman Dodd, and
we are open to any suggestion that meets the legal obligation we
have and puts this in place.

Senator SCHUMER. All right. I thought the administration’s posi-
tion was, they prefer it to be in the bill.

Secretary GEITHNER. Well, of course we would like it to become
law. As you said, we want to demonstrate to people we mean what
we say. We committed to do this, and we want to work with you
to make sure that we put it in place with the best design possible
as quickly as we can, and we are open to any suggestion for how
to do that. We think there is a good case for doing it as part of fi-
nancial reform, but that is a judgment that we cannot make that
we leave to the Majority Leader and his colleagues.

Senator SCHUMER. Thank you. As one of those colleagues, I will
weigh in.

Second, as you noted, the current estimates of the TARP losses
are going down. They are $109 billion to $117 billion. They may go
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down further. I believe the purpose of this is to be repaid, not sim-
ply to impose a new tax. My question is, if the losses keep getting
lower, as they have been for months, would you recommend that
the program end early after every nickel, every dime is repaid?

Secretary GEITHNER. Senator, let me respond to it this way. You
are right that the current costs are somewhere between $100

Senator SCHUMER. When you say that, I know you are not going
to respond to it.

Secretary GEITHNER. I am going to respond in just the perfect
way. The cost is now estimated between $100 and $117 billion; we
proposed a fee that, over 10 years, would raise $90 billion, so we
have already built in some recognition these costs may come down
over time. But of course, ultimately that is a question we would
have to work with you all on to figure out what is fair and just.

Again, since the TARP did not capture the full damage to our fis-
cal position caused by the crisis nor the benefits to the major
banks, as you said, and since we want to reassure people—not just
the American people but people around the world—that we are
going to be responsible in repairing the fiscal damage, we think it
is sensible to say it is $90 billion over 10 years. We can keep it in
place longer if we need to to capture higher costs if they mate-
rialize.

Senator SCHUMER. But what about the inverse?

Secretary GEITHNER. Well, again, the inverse is a very inter-
esting question we have to work with you on, but our judgment is,
because the TARP did not fully capture the fiscal costs, we think
that it is responsible to propose this at a level that raises $90 bil-
lion over 10 years.

Senator SCHUMER. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Mr. Secretary, I am just glancing at a Forbes article from about
a week ago or so which outlines that the IMF is suggesting the var-
ious countries contribute to what looks to me like some kind of re-
serve fund, and as much as 2 to 4 percent of the country’s GDP,
but it seems, as best as I can understand it from the article here,
that it would be structured much differently, that is, on income,
profits, and bonus payments and so forth, not on risk.

I am just curious. What is our government’s position on those
IMF negotiations over what kind of a fee makes most sense?

Secretary GEITHNER. Mr. Chairman, the IMF actually, in ana-
lyzing a range of possible approaches to cover the fiscal cost of cri-
ses, made two recommendations. It proposed a fee very much like
ours to cover the cost of this crisis and was very supportive of the
broad design we laid out, but it also suggested that governments
might also want to consider, as a down payment on the cost of fu-
ture crises, putting a broader tax on profits against that potential
contingency.

But as I have said today, our judgment is that we have an obli-
gation to cover costs of this crisis. We want to meet that obligation.
We think this fee, like the IMF recognizes, is the best way to do
that. We would be happy to work with you on other ways to do it,
but we think this is the fairest way to do it.
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In making this judgment, we did look at a broader profits tax,
we did look at financial transaction taxes, the full range of those
kind of taxes, but we concluded, as I believe the IMF did, that this
was the best way to meet that legal obligation. Again, it is the larg-
est institutions paying in proportion to the risk they take. It is like
a “too big to fail” type levy, and we think it is better than the alter-
natives.

The CHAIRMAN. I am a little unclear. Is theirs a risk-based pro-
posal or is it based more on profits——

Secretary GEITHNER. The IMF made two recommendations, for
reasons I do not quite understand. They suggested, for the cost of
past crises, a fee on risk, like we have proposed is an appropriate
approach, but they also suggested countries might want to con-
sider, as a down payment on the cost of future crises, a broader-
based tax on profits for financial institutions. That is something
that we looked at and did not recommend, do not feel it makes
sense. But again, we are trying to meet a more limited objective
now, which is to cover the cost of TARP.

The CHAIRMAN. The assumption behind all this, not only this tax
but also the financial regulatory reform, is we will be enacting laws
that will prevent this catastrophe from happening again. Now,
clearly, that is a big assumption. So, when you think about all this,
what are some of the areas that we need to focus on to minimize
reoccurrence of this kind of financial meltdown?

Secretary GEITHNER. Well, the four essential, necessary things
we have to do in these reform plans are to protect consumers
against the kind of predation and abuse they faced, to limit risk
and leverage by the major institutions—whether they look like
AIG, or Wells Fargo, or Citigroup, or Goldman Sachs, or Lehman
Brothers, or Bear Sterns. We want to make sure that they are sub-
jected to more conservative constraints on leverage and risk-taking.
We want to make sure we bring the derivative markets out of the
dark into a framework of oversight and transparency, and we want
to make sure that, if in the future these large institutions ever
again manage themselves to the point they cannot survive without
government assistance, we want to make sure we can put them
through a form of bankruptcy without the taxpayer being exposed
to loss. We think that combination of reforms is essential to deal
with the cause of this crisis and is essential to make our country
less vulnerable in future crises.

Now, you are right, and you said this well, that we will face some
risk of crisis in the future, but with these reforms we can dramati-
cally reduce that risk and make sure that, if people make mistakes
again, that they are not going to cause this kind of catastrophic
damage and we can protect the American taxpayer and American
businesses and families from the broad damage caused by this cri-
sis.

The CHAIRMAN. Maybe you can help me out on just a question
I have. You said that the tax is going to cover, say, derivatives that
are off the balance sheet, which I think is a good idea. How much
are derivatives currently, according to Generally Accepted Account-
ing Principles, off balance sheet, or is there a footnote reference to
them? How is the investor/public going to know in the future what
these derivatives, swaps, and all these exotic instruments and so
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forth held by an institution really are, even though they are off the
balance sheet?

Secretary GEITHNER. Well, the virtue, again, of these reforms is
that firms will have to disclose every quarter the risks they have,
whether it is in derivatives or other types of fancy, complex prod-
ucts, whether they are on balance sheet directly or off balance
sheet. So where they have risk and exposure to those products,
they will have to disclose those risks, hold more capital against
those risks. If you adopt this fee as we have designed it, they cover
their cost of the financial crisis if-

The CHAIRMAN. I understand if the fee is adopted. But what
about those institutions that are not covered by the fee?

Secretary GEITHNER. The reforms that the Senate is considering
would require those kind of disclosure requirements and capital re-
quirements across the American financial system, regardless of
whether you are covered by this fee.

The CHAIRMAN. So we are not going to see a lot of off-balance
sheet problems, like Exxon or Lehman or others that we saw?

Secretary GEITHNER. No, exactly. What happened in our system
is people engaged essentially in banking, borrowing money short
and taking risk in lending that money, and were able to operate
outside the constraints of banking regulation, no capital require-
ments, no disclosure requirements, nobody in charge, nobody look-
ing at them. This bill will fix that problem, that central problem,
and make sure that those institutions, regardless of what they look
like or call themselves, if they are engaged in that business of
banking and risk-taking, play a critical role in our markets, they
will come within a set of constraints to limit the risks they take.

The CHAIRMAN. So how will all these products be shown on the
balance sheet?

Secretary GEITHNER. Well, again, they will have to disclose every
quarter the economic risks they have in exposure to those products
and hold capital against those risks. The reforms on derivatives, we
discussed earlier, will bring about this very important set of re-
forms to make sure that that stuff comes out of the dark and is
disclosed publicly, that standardized products are centrally cleared.
If they are centrally cleared, they are traded on exchanges where
there is transparency and price discovery. That is a huge, sweeping
change in transparency and disclosure.

The CHAIRMAN. What about non-standardized products?

Secretary GEITHNER. There is still an important economic benefit
in non-standardized, customized hedging products for companies
that make things, produce things across the United States. We
have preserved the capacity to do that, but you have to provide dis-
closure transparency on those products, and you have to make sure
that the firms that write those commitments hold capital against
those commitments. What we cannot do is allow a company like
AIG, again, to write hundreds of billions of dollars of commitments
to people who are trying to hedge risks without the capital to meet
those commitments.

The CHAIRMAN. Again, I do not mean to beat a dead horse here,
but how will that be shown on the balance sheet?

Secretary GEITHNER. They will have to disclose to their investors,
to their shareholders, to their creditors, every quarter, the risk in
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their assets, whether it is on balance sheet or off balance sheet,
and the capital they hold against those risks. So, as part of the nor-
mal public disclosure requirements for these companies, these
firms will have to disclose those exposures.

The CHAIRMAN. All right. As long as there is full disclosure.

Secretary GEITHNER. Full disclosure.

The CHAIRMAN. All right. And in the interest of full disclosure,
I meant to say Enron, not Exxon a little earlier, too.

This whole discussion on the bank tax has assumed something
along the design of the administration’s proposal that is risk-based.
There has been virtually no discussion of what I take to be the
House proposal, which is based on profits or income. I assume that
you summarily dismiss, or at least come close to saying you very
much do not favor a tax on banks’ income?

Secretary GEITHNER. I definitely would not summarily dismiss. I
would say again, and we have said to our colleagues in the House,
that we are of course open to suggestions on how best to craft this.
We want to work with you to do it in a way that is fair and sen-
sible.

As T said, we did look at a profits tax, as well as a financial
transaction tax, and various forms of both of those. But we
thought, Mr. Chairman, that this was a better design because it
would have the additional benefit, not just of covering the losses in
TARP, but in a form that would help reinforce our broader objec-
tives of limiting risk-taking and leverage by the largest firms. A
profits tax would not do that. The fee we propose would have that
benefit.

The CHAIRMAN. But you are not at all concerned about reducing
American competitiveness with this fee?

Secretary GEITHNER. Well, again, we have a legal obligation in
the TARP to cover these costs, and we want to find a way to do
this that would minimize the risk of any loss of competitiveness.

One way to do that is to do what we have been doing, which is
to work with other countries to encourage and put in place a simi-
lar fee. I think it is more likely that other countries will join us
in the form of a fee designed as a tax on risk than a profits tax.
So I think that it is probably true. I cannot be sure that the level
playing field objective is best served by a tax on risk.

The CHAIRMAN. Thank you.

Senator Grassley?

Senator GRASSLEY. In regard to that last point, I think New Zea-
land, Australia, and Canada already torpedoed this effort, so you
might as well forget about it from the standpoint of international
competitiveness, because they are going to make sure that they
stay competitive. I think they see some of the intellectual dishon-
esty of trying to tax somebody to, let us say, lessen risk. Taxation
has nothing to do with that risk. That is just my opinion.

I have two questions I want to ask, and then I guess you will
be able to go. GM filings at the SEC state that the taxpayers’
TARP loan bore an interest rate of 7 percent and ran until 2015.
The SEC’s filings also list a $2.5-billion loan GM still owes their
auto union health plan that runs until 2017, and bears an interest
rate of 9 percent.
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In light of GM’s statement that it does not need the escrow
funds, should GM use some of the $6.6 billion to pay off a high-
interest loan from the union health plan so the taxpayers are no
longer subsidizing this expensive debt? It seems to me that that
would be common sense. Your opinion?

Secretary GEITHNER. I am not quite sure how to respond to that,
Senator, but would be happy to talk to you about it in more detail.
Again, we are going to be guided by what we think is the best way
to recover these investments as quickly as we can with the least
risk of loss to the American taxpayer, and we are in a much strong-
er position today in achieving that objective than any of us hoped
because we were so successful in putting these firms through a dra-
matic restructuring.

Senator Grassley, could I just respond, though, to your first ques-
tion, your initial comment? The FDIC assessment regime that has
been in place now for some time does incorporate this principle of
risk-based pricing, so banks now pay a fee for deposit insurance in
proportion to a bunch of objective measures of the risk they are
taking.

So that basic principle, I think, is a fundamentally sensible prin-
ciple. It is already imbued in current banking practice in the
United States. Many other countries would like to replicate that
practice. I think ultimately we have a very good chance of getting
support from other countries, but our obligation is to do what is
necessary and appropriate for the American taxpayer in a way that
is fair and just to them. Again, we are happy to work with you on
other ways of achieving this, but we think this does the best job
of achieving that objective.

Senator GRASSLEY. On my questions, the point is—and you do
not need to respond any more—if you pay off a 7-percent loan and
you have a 9-percent loan out there, it is common sense that, if the
taxpayers are helping General Motors to keep General Motors via-
ble, they would be better off paying off a 9-percent loan than a 7-
percent loan. I mean, you can try to fool other people, but I will
tell you how farmers look at interest rates. You have to remember
that GM lost over $3 billion last quarter, and that is not great ei-
ther.

Last question. You testified last week before the Appropriations
Committee that you had not seen the GM ad. In that ad, the CEO
of GM claims that it has “repaid” its government loan in full. How-
ever, as you know, prior to the bankruptcy the taxpayers loaned
GM over $19 billion. That loan was certainly not repaid in full.

Have you seen this ad since your testimony last week, and is it
not a misleading ad to the average citizen?

Secretary GEITHNER. Senator, I have not seen that ad. I did not
see it in advance. We have been very careful to meet our commit-
ment to make sure these companies are running themselves, and
we are not in a position of deciding how they run their companies.

But I want to emphasize that we were very careful to make it
clear, as we have done all this time, to lay out for the American
people the full scope of our investments in these companies. I want
to emphasize again, as I did last week, that we still retain a sub-
stantial share of equity in these companies, which we hope to re-
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duce, and will reduce, very quickly over time, but those invest-
ments carry some significant risk of loss.

Now, Senator, I know you know this, but it was President Bush
and my predecessor who made the judgment to decide to rescue
these companies. Our obligation was to finish the job, and we did
it in a way, because we put them through bankruptcy and restruc-
turing, that puts them in a much stronger position today, and we
face much lower risk of loss on these investments than any of us
expected because these restructuring plans were so ambitious. We
are very encouraged by the broad signs of improvement you are
seeing, both in these companies and across the American economy.

Senator GRASSLEY. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Thank you, Mr. Secretary. We deeply appreciate all the time that
you have taken to be with us today, a little over 2 hours. I know
you have testified in many other committees, too. It is sometimes
difficult and sometimes frustrating for you, I am sure, but it is very
valuable. Thank you very much for taking the time.

Secretary GEITHNER. A pleasure to do it. Happy to be here. Of
course, I will respond to any of the questions submitted in writing
as quickly as we can.

The CHAIRMAN. You bet. Thank you.

Next panel. Our first witness is Steve Bartlett, president and
CEO of the Financial Services Roundtable. Next, John Sorensen,
president and CEO of the Iowa Bankers Association. The third wit-
ness is James Chessen, chief economist at the American Bankers
Association; and finally, Patrick S. Baird, chairman of AEGON
USA. Thank you.

You each have 5 minutes to speak, roughly, and your prepared
statements will be in the record.

Why don’t you proceed first, Mr. Bartlett?

STATEMENT OF HON. STEVE BARTLETT, PRESIDENT AND CEO,
FINANCIAL SERVICES ROUNDTABLE, WASHINGTON, DC

Mr. BARTLETT. Chairman Baucus and Ranking Member Grass-
ley, I begin my testimony again by thanking Congress, as we have
in the past, and the taxpayers for the capital investments made in
the financial firms under the TARP program.

I reaffirm the commitment of the members of the Financial Serv-
ices Roundtable, and indeed the financial services industry, to
repay those investments in full. Let me say that again: we have re-
paid significant portions of TARP; we are in the process of repay-
ing; and we will repay every dime, as Senator Schumer said ear-
lier, under the TARP program.

That is the law, and we will abide by the law because we support
it. TARP, as has been said, was not a popular program, and yet
TARP helped stabilize the financial system. It allowed financial
firms to maintain the flow of credit to consumers and businesses
during the time the economy was in crisis.

However, the tax that the administration has proposed over the
last couple of months and here today is another matter entirely.
This seems to be a tax in search of a purpose. I have made a list
of some of the purposes I heard this morning. It could be an addi-
tional tax in addition to what is provided in the law. It could be



71

an over-tax to over-pay the TARP losses. It is clearly a premature
tax, as the law provides that that tax would not even be proposed
for an additional 3 years.

It is proposed as a back-door regulatory scheme regarding capital
adequacy. Let me say, we support additional and higher capital
standards in capital adequacy, but not through a taxing system. It
is proposed to be a tax to pay for other programs, including the oil
spill in the Gulf, and a tax to shift, indeed, market share from one
sector of the banking industry to another.

While the purpose of the tax is not clear, what is clear is that
this tax, in its present proposal, is both premature and harmful to
the economy. The industry’s obligation to pay the cost of TARP was
settled when the program was established by law. The Emergency
Economic Stabilization Act, which created the TARP program, re-
quires the administration to submit a report to Congress on TARP
costs 3 years from now, beginning in 2013.

This recoupment program—and I have included a copy of the
statute in my written testimony—is clearly stated. Section 134
says, in part, “Upon the expiration of the 5-year period beginning
on the date of the enactment of the Act, the Director of OMB shall
submit a report to Congress on the net amount. In any case where
there is a shortfall, the President shall submit a legislative pro-
posal that recoups that shortfall from the financial services indus-
try.”

Congress delayed the calculation of the TARP program for 5
years for two very obvious reasons. One is, we do not know the
total size of the losses, if any. Second, it is counterproductive, for
an economy that is just beginning its recovery, to take capital out
of the economy now.

In a letter to Congress, Secretary Geithner acknowledged the un-
certain nature of any estimates of TARP costs and gains when he
said that costs are “highly uncertain and depend on future finan-
cial and economic conditions.” The estimates of the losses in the
last year alone range from $99 billion on the low side to $356 bil-
lion on the high side. I have attached to my testimony nine dif-
ferent official estimates that have changed approximately every 6
weeks. One thing is certain, and that is the net losses will be less
than they are believed to be now at $117 billion.

The Treasury Department also said, on April 2—and these are
their words—“Treasury currently estimates that its programs
aimed at stabilizing the banking system will earn a profit, thanks
to dividends, interest, and early repayments in the sale of war-
rants. Total bank investments of $245 billion in fiscal year 2009
that were additionally projected to cost $76 billion are now pro-
jected to earn a profit.”

The three areas of losses that are in question, roughly one-third,
one-third, one-third, are AIG, HAMP, and the automakers. But it
is also clear that, even in those three, the size of those losses will
likely decline steadily over the next 3 years. So, as I said at the
outset, the members of the Financial Services Roundtable have re-
paid, will repay, and are repaying under the current law.

I would also say, in terms of its economic effect, if you take $900
billion out of the capital system beginning now, particularly in
these economic times, you do reduce lending. If you take $90 billion
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out, you reduce lending; by rule of thumb, approximately $900 bil-
lion would thus further damage the economy.

Mr. Chairman, I have submitted my written testimony and will
submit additional suggestions that can, and should, be done for
Congress to deal with small business lending. In the Roundtable’s
opinion, that is the single most urgent action that the Congress
should be taking now, to make some way overdue and needed re-
forms to increase small business lending. I have included some spe-
cifics in my testimony.

The CHAIRMAN. Thank you, Mr. Bartlett.

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

The CHAIRMAN. Next, Mr. Sorensen?

STATEMENT OF JOHN K. SORENSEN, PRESIDENT AND CEO,
IOWA BANKERS ASSOCIATION, JOHNSTON, IA

Mr. SORENSEN. Thank you, Chairman Baucus, Ranking Member
Grassley, and members of the committee. My name is John
Sorensen. I am president and CEO of the Iowa Bankers Associa-
tion. The IBA exists principally to assist our members in serving
their customers and their communities.

The IBA counts 95 percent of 386 banks, with over 1,600 loca-
tions, as members. The median size of an Iowa bank is $100 mil-
lion in assets. Iowa is principally a community banking State, but
we also have a regional and money center bank presence, rep-
resenting 20 percent of the $64 billion in State-wide deposits.
Towa’s financial diversity has benefitted both consumers and busi-
nesses alike.

One of the local newspapers, the Dubuque Telegraph Herald, re-
cently penned an editorial summarizing the importance of their
local banks to their community. In it they said, “Healthy financial
institutions create and sustain success in all sectors of our commu-
nity. From their loans towards initiatives vital for economic and
civic growth, to their charitable donations, to their leadership in
various community endeavors, our local financial institutions play
a significant role in our success.” Iowa banks in Dubuque, and ev-
erywhere, are weathering the economic fallout from the financial
crisis which they did not contribute to. The larger question may be
whether or not they are able to weather the policy response.

The Senate is working on financial regulatory reform. It is im-
portant work, and necessary. Many lessons have been learned from
the experience of the last 2 years. We should take steps to close
the gaps in financial regulation, better manage risks posed by large
systemically important institutions, and develop a government
housing policy that does not result in undue risk-taking, but most
of all, we should not burden the very institutions who have been
responsibly serving their communities.

The Obama administration now proposes an annual financial cri-
sis responsibility fee on banks, thrifts, and their holding companies
with consolidated assets of over $50 billion. The purpose is to re-
coup the cost of the Troubled Asset Relief Program, or TARP. The
Towa Bankers Association opposes any new tax or fees specifically
targeting the financial services industry, for two principal reasons.
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First of all, the fee will threaten the lending capacity of the
banking industry. Much of our industry has been challenged by ris-
ing delinquencies, declining profitability, and depleted capital lev-
els. A $117-billion tax or fee, on top of the spiraling costs of recapi-
talizing the deposit insurance fund, will further deplete resources
needed to fuel our Nation’s economy and economic recovery.

The Congressional Budget Office, in their March 4 letter to Sen-
ator Grassley, confirmed the costs of the proposed fee would ulti-
mately be borne by varying degrees by an institution’s customers,
employees, and investors. The CBO also predicts the fee would
have a negative impact on the availability of credit to small busi-
nesses. Small businesses are the engine for job growth in our econ-
omy. We should avoid any policy that dampens credit availability
and job creation at this critical time.

In addition, setting a tax to target a specific industry, or even a
set of firms within that industry, sets a very bad precedent. Our
industry would be much better protected, and we believe con-
sumers better served, when bad actors are addressed through ade-
quate regulation rather than through tax policy.

Second, it is clear the American taxpayers will not incur loss in
their bank investments through TARP. Rather, Treasury projects a
double-digit return on bank investments. Although losses are pro-
jected in non-bank TARP investments in AIG and the automobile
industry, even these may subside as the economy improves and we
approach the loss assessment date of 2013 as contemplated by the
Emergency Economic Stabilization Act.

To charge banks for losses generated by non-banks and other ad-
ministration programs would be unfair, and I believe inconsistent
with the spirit of section 134 of the Emergency Economic Stabiliza-
tion Act.

In conclusion, the proposed fee accomplishes little in the way of
altering behavior that caused the financial crisis. The country
would be much better served by focusing on how we maintain a dy-
namic and responsible financial sector where the rules of the game
are consistently applied to all players.

Thank you for your invitation to testify today.

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

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

The CHAIRMAN. Next, Mr. Chessen?

STATEMENT OF JAMES CHESSEN, CHIEF ECONOMIST,
AMERICAN BANKERS ASSOCIATION, WASHINGTON, DC

Mr. CHESSEN. Thank you, Chairman Baucus, Ranking Member
Grassley. My name is James Chessen, and I do appreciate the op-
portunity to be here on behalf of the ABA.

There is no question that the banking industry—indeed, the en-
tire country—benefitted from the extraordinary actions taken in
the fall of 2008. It was a time of considerable stress and required
decisive action to stop the growing anxiety and uncertainty in mar-
kets worldwide.

The programs implemented in this crisis, however, were not well-
articulated and often changed as issues arose. This was particu-
larly true of TARP, which was originally, as the name implied, for
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the purchase of troubled assets. In a matter of days after enact-
ment, everything changed, and the policy shifted to putting capital
in healthy, viable banks under the Capital Purchase Program.

The fact that this was a program for generally healthy banks and
one that promised a significant return to the government was lost
on the public and often mischaracterized. As the economic recession
took hold, the use of TARP funds extended well beyond providing
capital to the banking industry and became a ready source of funds
for dealing with the bankruptcies of non-banks, including General
Motors, Chrysler, and AIG. It is the non-banking part of TARP
where the losses are concentrated.

The CBO, in response to your question, Senator Grassley, ac-
knowledged that for the most part the firms paying the fee would
not be those that were directly responsible for losses realized by
the TARP. Had the TARP been limited to the banking industry,
there would be no losses on that program. President Obama ac-
knowledged this last December when he said, “Assistance to banks,
once thought to cost taxpayers untold billions, is on track to actu-
ally reap billions in profits for the taxpaying public.”

Treasury has already received, as Secretary Geithner said today,
over $20 billion in dividends and warrants and has earned over an
8.5-percent return already, a very good return, as the Secretary ac-
knowledged, by any measure.

Besides the unfairness of paying for losses outside of the banking
industry, the tax would have significant unintended consequences.
The proposed tax of $90 billion to $117 billion means that $90 bil-
lion to 5117 billion cannot be used directly for lending, but that
does not even begin to capture the impact on lending, as $1 of cap-
ital supports up to $10 of new loans. Thus, the total impact could
be nearly $1 trillion in foregone credit over the next 10 years.

Large banks, of course, are directly impacted by this tax, but it
has a much broader impact on smaller banks as well. Because the
proposed tax affects how small businesses fund themselves, it will
inevitably alter all the economics of every way banks fund them-
selves, including the deposit market, the Federal funds market, the
pricing of home loan bank advances, and the short-term repo mar-
ket. All raised the cost of funding loans for community banks. Ulti-
mately, it is the owners and borrowers, particularly small business
borrowers, who often finance by local community banks, and also
finance by large banks, who end up paying for the tax.

There 1s a broader issue that worries community banks. Many
small banks believe that, once the precedent is set to assess an ad-
ditional tax on large banks, it is only a matter of time before the
tax is spread to other smaller banks.

Finally, it is worth noting that the estimates of losses on TARP
continue to decline. That is the reason the law required the TARP
losses to be reported in 2013, so there could be a clearer picture
of the magnitude of those losses and the sources of those losses. It
is too soon to know the extent of the losses from AIG and the auto
companies.

Given the continual downward revisions in expected losses, a dis-
cussion of repayment is premature. In fact, implementing such a
tax now would likely lead to a greater withdrawal of resources in
a shorter period of time than is appropriate or prudent, particu-
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larly given the anemic state of this economy. It is counter to the
efforts to getting this economy going and to lending to small busi-
nesses.

Thank you, Mr. Chairman, Senator Grassley, for the opportunity
to present ABA’s views. I would be happy to answer any questions.

The CHAIRMAN. Well, thank you, Mr. Chessen. That was very in-
teresting.

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

The CHAIRMAN. Mr. Baird?

STATEMENT OF PATRICK S. BAIRD, AEGON USA, LLC,
CEDAR RAPIDS, TA

Mr. BAIRD. Mr. Chairman and Senator Grassley, thank you. My
name is Pat Baird. I am chairman of AEGON USA, and I live and
work in Cedar Rapids, IA. I have spent over 32 years at my com-
pany and in the life insurance industry.

I am here today on behalf of the American Council of Life Insur-
ers, or ACLI. The ACLI represents more than 300 legal reserve life
insurers and fraternal benefit society member companies in the
U.S. These member companies represent over 90 percent of the as-
sets in premiums of the U.S. life insurance and annuity industry.

You should know, as Senator Grassley noted, I was chairman of
the ACLI from October of 2008 until October of 2009, which I be-
lieve is generally acknowledged as the most difficult of times in the
history of the life insurance industry, so that experience, whether
it is wisdom or baggage, I do not know, but I have it.

I appreciate the opportunity to appear before you today to share
our views about the administration’s proposal entitled “Financial
Crisis Responsibility Fee.” At the outset, it is important for you to
know that, while I intend to be very responsive and very open,
there is still a lack of clarity in this bill as regards how it impacts
the life insurance industry.

To that end, some of that clarity, I think, was provided with Sec-
retary Geithner’s comments earlier. Had we had the benefit of
those comments earlier, I think my remarks today probably would
have been different. So I still intend to make this responsive to
you, but it may be a little bit by the seat of the pants, so you will
have to give me a little bit of give on that.

Before any new tax is imposed, it is important to know and iden-
tify what the goal of that tax is. In January, the administration re-
leased its first description of that proposal. At that time, the pro-
posal cited two reasons for the tax. First, to reimburse the Federal
Government for the expected shortfalls in the TARP program. It
has been suggested that life insurers benefitted generally and/or
indirectly from the government’s policies that assisted the economy,
and we agree that this industry did benefit from the government’s
extraordinary action that stabilized the economy.

That argument, though, can be said about many companies, busi-
nesses, individuals, and industries within this country. However,
our industry did not cause this crisis. As Secretary Geithner em-
phasized, those causing the crisis should pay and not those who did
not. We all benefitted from having a stabilized financial system,
but we do not believe that life insurers should be identified as an
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industry that inordinately benefitted, and therefore needs to be
taxed to recoup government funds. Like most of Main Street Amer-
ica, our industry was more of a victim than a perpetrator.

A second reason given is to limit risk-taking or excess leveraging
among large financial firms. Since insurers are prohibited by State
law from engaging in excessive risk-taking, investing, or excessive
leveraging, we do not believe this is justification to impose a tax
on our industry. State investment laws are very clear, and they are
uniform throughout the country. They impose strict limitations on
the types of investments insurers can make.

Given the stated reasons for the tax by the administration, it is
unclear why the life insurance industry has been included. We
have been told by members of Congress and their staff that life in-
surers are included in this proposal because AIG played a signifi-
cant role in the economic downturn and financial crisis. We do not
disagree with that assessment.

However, AIG is a very unique, multi-faceted financial group
with many different financial businesses, including, in part, regu-
lated life insurance companies. These businesses other than life in-
surance constituted a large part of the total AIG, much more so
than any other life insurance group in the U.S. It was primarily
these other financial activities which fell outside regulated life in-
surance companies that resulted in AIG’s role in the financial cri-
sis. For these reasons, we strongly feel that AIG should not, and
cannot, be used as the benchmark for the life insurance industry.

I also have a question as to the fundamental fairness to life in-
surers within the life insurance industry. In this proposal, insurers
are to be included only if consolidated assets exceed $50 billion,
and if within the consolidated group there is an owned bank, thrift,
or broker/dealer. While some insurers may own a bank, thrift, or
broker/dealer, as Secretary Geithner noted, most often they are
very small parts of their total business and are ancillary to their
core business of life insurance.

For example, in my own company of AEGON USA, while we do
not own a bank or a thrift, we do employ broker/dealers as dis-
tribution vehicles for our variable insurance products. For our com-
pany, the total assets of our broker/dealer are one-tenth of 1 per-
cent of the total U.S. consolidated assets, and much less of our
worldwide assets.

Yet, given our understanding of the proposal, the entire AEGON
USA, not one-tenth of 1 percent, would be subject to this tax. Like
you, I heard from Secretary Geithner that perhaps certain broker/
dealers are now to be excluded from this, and that was new to us
today, so please take that into consideration.

Other life insurers may own thrifts to carry out trust services
which are ancillary to the primary nature of our business. To Sen-
ator Kerry’s point, if those are immaterial and, again, ancillary to
the core business of life insurance, we think that should be noted.

It should also be noted that we are concerned this bank tax could
cause competitive distortions among life insurers by imposing a tax
on either those who own a thrift bank or broker/dealer or meet the
$50-billion size requirement. These companies will be competing
with companies who are not subject to the tax, but sell the same
products. We are in a very competitive business. I have not seen
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a tax that picks apart an industry and does not have unintended
consequences.

The Joint Committee on Taxation’s background document on the
tax recognizes these differences between the regulation of insurers
and other financial institutions and notes, among other things, that
those life insurers who are assessed the tax will be at a competitive
disadvantage in their sector of financial services as a result. We do
not believe shifting the competitive field domestically or globally
within an industry, in the manner that the Joint Committee itself
indicated seemed ambiguous or arbitrary, would be the intent of
Congress.

The critical actions taken by the administration and Congress in
2008 and 2009 responded to one of the most precarious economic
situations in our country’s history. The crisis called for precipitous
actions. We all understand and appreciate—and we really do—that
the extraordinary actions taken brought stability and improvement
to all aspects of the economy, including the various segments of fi-
nancial services.

As the Senate reviews the Treasury’s proposal or considers other
proposals, as Secretary Geithner invited you to do, you really need
to understand that the life insurance business is fundamentally dif-
ferent than banking. What is a risky practice within a bank may
be a risk mitigator within a life insurance company. They are to-
tally different businesses.

We urge you to carefully consider whether it is appropriate to
impose this tax on our industry; whether our industry benefitted
from TARP disproportionately to other industries; whether it is
worth the potential competitive disruption and resulting unin-
tended consequences within the industry; and finally, whether a
tax designed for the banking industry can be applied at all to the
very different business of life insurance.

Thank you for the opportunity to be here.

The CHAIRMAN. Thank you, Mr. Baird.

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

The CHAIRMAN. Senator Grassley?

Senator GRASSLEY. I think, Mr. Baird, the question that I was
going to ask, but I will ask it anyway, you just answered. The
President proposes to tax insurance companies based on the riski-
ness of their assets. Your comment on that? I think I expressed my
view to the Secretary, that I think this is just a way of raising
money, that it is not going to deal with the riskiness of one busi-
ness versus another at all, or discipline whatsoever. But let us hear
your comment precisely on my question about taxing insurance
companies based on the riskiness of their assets.

Mr. BAIRD. Senator Grassley, I think it is no doubt possible to
find some way of measuring risk of assets relative to our liabilities.
It is impossible to divorce risk in our business without considering
assets and liabilities together because we match the two together.
I think it is possible, but in no way can you use a bank model to
go after an insurance company and actually tax it based upon its
risk profile. They do not work together.

Senator GRASSLEY. Mr. Sorensen, you heard me express in my
opening comments, and you heard several members of the com-
mittee talk to Secretary Geithner about the possible impact of the
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TARP tax affecting small business lending. Answer how you see it
affecting small business lending from the standpoint of Iowa banks.

Mr. SORENSEN. Yes, Senator. Obviously, in Iowa we have a num-
ber of community banks, so a number of those would not be di-
rectly impacted. But that said, we also have a large bank presence,
and you heard some of the percentages mentioned earlier, about
70-some percent of the overall national marketplace of assets of
larger institutions that would be impacted by this tax. So, anything
that would take those dollars out of the lending community at this
point in time I think could be detrimental to small business lend-
ing.

In addition, the industry, as you know, Senator, is recapitalizing
the deposit insurance fund through a risk-based deposit insurance
methodology, and so in addition to any potential additional tax bur-
den, we would have the recapitalization of the deposit insurance
fund, which also takes dollars, potentially, out of those local com-
munities that would be available for lending. So, again, the com-
bination of the two may be problematic.

Senator GRASSLEY. All right. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

How can we help small business? I think everybody on this com-
mittee wants to figure out some way to give small businesses a
break. We have been talking so far about the potential negative
consequences of this bank tax, such as it is. Do you have any
thoughts on how maybe it could be restructured to give incentive
to banks to make small business loans? What if they got a portion
of it that was a credit for business loans?

I am just trying to think out loud here. Everything is an oppor-
tunity, and I am just trying to see if any of the four of you see an
opportunity here to not just prevent harm to small business, but
maybe affirmatively, positively figure out a way to help small busi-
ness.

Mr. Bartlett? Yes, go ahead.

Mr. BARTLETT. Our group believes that taking action to increase
small business lending is the most important thing that Congress
should be doing today and this summer, and we regret that there
has not been the sense of urgency from the administration to cause
that to happen. We hope to rekindle that urgency.

We have worked both with the Treasury and with Senator War-
ner in particular, as well as other Senators, on a capital assistance
plan that would provide for an enhanced reserve. It is an extra re-
serve to enhance small business lending that we believe, with a
fairly small amount of money, $1 billion or so—each billion dollars
could provide up to $50 billion of additional small business lending.
As Secretary Geithner said, it could be run through the States that
have these funds in place, but they are unfunded, or have very
small funding.

Second is, we have provided to Treasury, SBA, and the Congress
11 specific recommendations of steps that could be taken today by
the SBA to increase SBA involvement in small business lending.

Then third, I must say, Mr. Chairman, many of our companies
have taken steps unilaterally to increase their small business lend-
ing. Bank of America announced an increase of $5 billion in 2010
over 2009; JP Morgan Chase, $4 billion. U.S. Bank is committed
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to a second, third, and fourth look at every small business loan to
try to get it right, and we have also teamed up with some organiza-
tions to send small business owners to places, to incubators, where
they can find ways to obtain additional lending. So we think it is
the number-one issue facing the economy today and needs to be
done.

The CHAIRMAN. I look forward to seeing that list.

Mr. Sorensen or Mr. Chessen, any ideas here?

Mr. SORENSEN. Well, one thing, Senator. Certainly an improving
economy certainly helps the small business environment, and we
are starting to see that happen. Consumers are more confident.
Also, businesses are buying from other businesses, which is an im-
portant step. Probably the programs that our members use the
most would be the SBA programs, and the enhancements you made
to the guarantee, and also the fee reduction changes to the SBA
programs have been very helpful.

The CHAIRMAN. Right. I hear a lot of that in Montana, too. That
is a big difference.

Mr. SORENSEN. Yes. There are also some things being done at the
State level to provide funding in cooperation with lenders to try to
get more small business credit available.

Mr. CHESSEN. And I would say, Mr. Chairman, that a continuing
frustration continues to be the regulatory burden and the pressure
not to make loans. We see added pressure to have greater capital.
We see proposals like this tax that adds an extra cost. We see a
lot of regulatory burden coming, even with the financial package
that is before the Senate now, where we have identified more than
two dozen regulatory burdens for community banks.

All those things add to the cost and uncertainty and end up mak-
ing it more difficult to meet the needs of local businesses and small
businesses everywhere. That is our frustration, particularly with
this tax that is being proposed. Think of all the small business
loans that are not made with a $9-billion yearly tax, not even
counting the consequences of what that means for capital.

The CHAIRMAN. Well, that sort of assumes how banks handle the
tax. I mean, it is hard to know what they are going to do with it.
There is a whole range of possible actions they could take, includ-
ing cutting back on loans, especially to small business. You think
it will all go to cut back on loans?

Mr. CHESSEN. No, I do not think so. You are absolutely right.
Also, with the CBO, to Ranking Member Grassley’s comments, I
think there are many things. I think the first is, investors are like-
ly to take losses. These stocks that are held are widely held. They
are in a lot of people’s pension plans.

I was shocked to know that in the day that this was announced
by the administration, the largest six banks lost $18 billion in mar-
ket capitalization. Investors moved money very quickly. That af-
fected every pension plan that holds these loans. That is the first
impact. It will affect personnel. It could mean staff layoffs in these
banks as a consequence of what happens.

We already have unemployment—banks and other businesses
have already laid off people. It is naive to believe that it does not
get translated into a higher cost of credit or less availability. All
those are possible consequences, and frankly none of those are good
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for all of us as either stockholders or small businesses in this coun-
try.

The CHAIRMAN. Well, you make some good points. The major ef-
fort of this committee in the next month or so is robust small busi-
ness assistance, and I very much hope we can get that passed.

Thank you very much. You all have been very, very helpful.
Thank you.

[Whereupon, at 12:41 p.m., the hearing was concluded.]
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The hearing was convened, pursuant to notice, at 10:10 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Conrad, Grassley, and Bunning.

Also present: Democratic Staff: Bill Dauster, Deputy Staff Direc-
tor and General Counsel; Gabriel Adler, Senior International Trade
and Economic Advisor; Blaise Cote, Research Assistant; Andrew
Fishburn, Detailee; and Mary Baker, Detailee. Republican Staff:
Jim Lyons, Tax Counsel.

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

The CHAIRMAN. The hearing will come to order.

Criticism of the big Wall Street banks is nothing new. Nearly a
century ago, Louis Brandeis wrote, “The goose that lays the golden
eggs has been considered a most valuable possession, but even
more profitable is the privilege of taking the golden eggs laid by
someone else’s goose. Investment bankers and their associates now
enjoy that privilege.” Justice Louis Brandeis.

Ninety-four years later, with the financial crisis of 2008, much
remained the same. Wall Street bankers still took the golden eggs,
and the American taxpayers’ goose got cooked.

The financial crisis of 2008 led to the Great Recession, and the
financial crisis led to President Bush’s bank bailout, the Troubled
Asset Relief Program, otherwise known as TARP.

Today we convene our third and final hearing to consider Presi-
dent Obama’s proposal for a tax to recoup the losses from TARP.
Three weeks ago, we heard from Neil Barofsky, TARP’s Special In-
spector General. He provided an update on TARP. He explained
who had received TARP money and who would probably be able to
pay the money back.

Last week, we heard from Treasury Secretary Geithner. He gave
us details about how the bank tax would be calculated, he told us
to whom it would apply, and he made the case for the tax. We also
heard from a panel of financial industry experts. They outlined
their concerns with paying the tax.

Today’s hearing will help us to address many questions. Who
should pay the tax? What is the best way to structure the tax? How
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can we best ensure that the tax is fair? How can we minimize un-
intended consequences?

Our hearings have demonstrated that the financial crisis had ef-
fects much wider than the direct costs of the TARP program. The
financial crisis resulted in Federal spending to rescue the financial
industry, and it resulted in increases in spending for unemploy-
ment insurance and assistance to help keep folks in their homes.

Today, we hope to further our understanding of the extent of the
economic effects of the financial crisis, and today we hope to learn
the true costs of weathering the economic storm. We also delve
more deeply into the economics of the bank tax, and we will exam-
ine its effects on consumers, on our Nation’s economy, and on our
financial system.

Douglas Elliott, from Brookings, and David John, from The Her-
itage Foundation, will discuss the policy and economic implications
of a bank tax. Edward DeMarco from the Federal Housing Finance
Agency, the overseer of Fannie Mae and Freddie Mac, will give us
an update on the status of these two enterprises. We can ask him
whether the bank tax should apply to Fannie or Freddie. And
Nancy McLernon, from the Organization for International Invest-
ment, will tell us how she thinks a domestic bank tax will affect
U.S. subsidiaries of foreign financial institutions, and she will give
us an update on what the G-20 countries are doing.

When we close our series of hearings today, we will have estab-
lished a solid foundation to build on as we move forward on the
bank tax. There will always be Wall Street bankers taking golden
eggs laid by somebody else’s goose, but let us consider today wheth-
er we can get some of the bounty back for the American taxpayer.

Senator Grassley?

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

Senator GRASSLEY. Thank you, Mr. Chairman.

To repeat something that I think I said at each of the other two
hearings on this tax issue, I want to make crystal clear that tax-
payers should be paid back every penny of TARP losses. The stat-
ute that created TARP said that the President is supposed to pro-
pose a plan in 2013 to repay taxpayers for any losses from TARP.

However, earlier this year, 3 years before he was supposed to
under the statute, the President proposed what he called the Fi-
nancial Crisis Responsibility Fee. Obviously, in 2013 we will have
a much better estimate of the projected TARP losses than we have
now this year, 2010.

The President said that one of the purposes of the TARP tax is
to repay taxpayers for any losses from TARP. I want to make sure
that this actually happens and that it is not just empty rhetoric.
Any losses that result from TARP will increase the deficit, which
has ballooned under President Obama. Therefore, to pay back tax-
payers for any TARP losses, any money raised from the TARP tax
would have to be used to pay down the deficit.

If a TARP tax is imposed and the money is simply spent, that
does not repay the taxpayers one cent of any TARP losses. It is like
getting a raise and saying that you are going to pay down your
credit card with the extra money, but then choosing to spend the
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money instead of paying down the credit card. It should not be any
surprise to learn that your credit card balance did not go down.
Saying you are going to pay down your credit card—in this case,
the deficit—does not do any good. You have to actually do it.

Many people in the Congress—I think primarily of the Demo-
cratic party—are already looking to use the money raised from the
TARP tax for spending under the arbitrary pay-as-you-go rules.
When I tried to get a commitment from Secretary Geithner on this
point, he would not give me one. To me, that was very disappoint-
ing. However, I was encouraged that it sounds like the chairman
of the Ways and Means Committee and I see the TARP tax the
same way.

Martin Vaughan wrote, on May 5th, a Dow Jones Newswires col-
umn titled, “House Panel Chairman: Bank Tax Plan Not Ready for
Prime Time.” The column states, “Levin signaled he doesn’t favor
pairing the bank tax with legislation already pending in Congress,
such as the financial overhaul bill or a separate bill to extend ex-
pired tax breaks. First, he said, the tax should be used for deficit
reduction and not to pay for new spending. ‘At this point, I don’t
think the bank tax is ready to be a pay-for,” Levin said.”

Now, in looking at the President’s TARP tax proposal, which I
understand the President has already felt the need to change, it is
interesting that GM and Chrysler, which are responsible for about
$30 billion of the projected losses of TARP, are not subject to the
President’s proposed tax.

Secretary Geithner said that GM and Chrysler were simply vic-
tims of the financial crisis and therefore should not be subject to
the President’s tax. However, Ford did not take any tax money,
and they survived just fine. In addition, with GM and Chrysler re-
sponsible for such large amounts of tax losses, it seems only fair
that they should be subject to the TARP tax to pay back some of
those losses.

GM and Chrysler were both invited by Chairman Baucus and me
to testify at this hearing and make their case regarding why they
should not be subject to the tax, and both declined. Their silence,
then, is deafening.

Also, Fannie and Freddie are not subject to the tax. We will ex-
plore whether that makes sense at today’s hearing. And hedge
funds are not subject to the President’s proposed tax. Meanwhile,
companies that did not take any TARP money are subject to the
proposed tax.

The President’s proposed tax is so lacking in detail that members
of Congress who are being asked to support it are having a very
difficult time figuring out how it would apply and who would be
subject to the tax.

When I asked CBO to tell me who would bear the burden of the
TARP tax, they said that one of the groups that would bear the
burden of the tax would be consumers. CBO stated in their letter
to me that the President’s tax would reduce small business lending.

Under the new version of the tax proposed by the President,
small business loans would be considered the riskiest assets held
by a bank, and therefore subject to the highest taxes. Considering
the 9.9-percent unemployment rate, the trouble small businesses
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are having getting credit, and the proposed tax hikes on small busi-
nesses, I am very concerned with that aspect of the proposal.

One of the purposes of the tax stated by the President is to re-
duce risky behavior by financial institutions. However, CBO stated
in their letter to me that the TARP tax “would not have a signifi-
cant impact on the stability of financial institutions or significantly
alter the risk that government outlays will be needed to cover fu-
ture losses.”

That is not just me saying it. I hope you all know that the Con-
gressional Budget Office is a nonpartisan organization, and they
have come to that conclusion. If the United States imposes a TARP
tax and other countries do not, it will make our financial institu-
tions less competitive than their foreign competitors. Of the G-20
countries, Australia, Canada, Japan, Russia, and Brazil are op-
posed to a bank tax, and South Africa does not want its banks
taxed either.

So I look forward to today’s testimony, and maybe we can come
to some conclusions. But I guess I am looking for a conclusion that,
if you want to make sure the TARP bailout is paid back, you have
to know exactly how much is owed before you collect it.

The CHAIRMAN. Thank you, Senator.

I would now like to introduce the panel. Our first witness is
David John, who is a senior research fellow at The Heritage Foun-
dation. Thank you, Mr. John, for being here. Next, Mr. Elliott.
Douglas Elliott, economic studies fellow at the Brookings Institu-
tion. Third, Edward DeMarco, Acting Director of the Federal Hous-
ing Finance Agency. Finally, we have Nancy McLernon, president
and CEO of the Organization for International Investment.

As is our regular practice, your prepared statements will auto-
matically be included in the record, and I urge each of you to sum-
marize your statements in about 5 minutes, 5 to 6. We are kind
of easy around here.

So, Mr. John, why don’t you go ahead?

STATEMENT OF DAVID C. JOHN, SENIOR RESEARCH FELLOW,
THE HERITAGE FOUNDATION, WASHINGTON, DC

Mr. JoHN. Thank you for having me. I am not used to going first.
Actually, it is a little overwhelming.

First off-

The CHAIRMAN. Well, do you want the other guy to go first?

Mr. JOHN. No, that is all right, actually. I will take it. I appre-
ciate that. [Laughter.]

Mr. JoHN. First off, let me clarify a little bit of my own termi-
nology. You will find that I use “tax” and “fee” interchangeably,
and I do that for a reason, because I thoroughly believe that this
is not really a fee, this is a tax. In a sense, what the administration
is proposing to do here is to get some of the chairman’s golden eggs
and move them over to the use of the administration and the gov-
ernment rather than returning them to the consumers where they
might have originated.

To a large extent, I think Willie Sutton would be very pleased
with this tax because, faced with a situation where the government
is running massive deficits already, the administration has gone for
its first effort in raising taxes where the money is. Willie Sutton,
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of course, was a bank robber, and when asked why he robbed a
bank, he is supposed to have said—he used to deny it—that that
was why he robbed the banks. I think that taxpayers can be very
justifiably angry with banks, and they can be justifiably angry with
bankers. I know I personally was furious when the 2008 crisis hit.

However, I am not sure that this proposed tax is an appropriate
way to deal with the issue. For one thing, I think, as I say, this
is more raising revenue than it is recouping losses, and I say that,
to repeat what former Chairman Grassley said about the timing.
If this had been proposed in 2013, then I would readily agree that
this was a matter of recouping losses because we would know what
those losses were.

Second, what concerns me much more is that, while I agree that
a 15 basis point tax is not going to be the difference between profit-
ability and non-profitability of any financial institution, the way
{:)he administration has proposed to change it concerns me quite a

it.

First off, as has been noted, loans—commercial loans, and that
is both small business loans and regular commercial loans—do
carry the highest risk-weighting under capital standards. The new
way of doing this tax appears to be tracking the bank capital
standards as a way of applying it.

What is very concerning to me is that this new tax, if you are
trying to recoup the same amount of money, roughly $9 billion a
year for 10 years, is going to be divided very differently according
to financial institutions based on their risk assets.

You cannot simply say it is going to be 15 basis points across the
board after subtracting a few items out. It is likely that the higher-
risk items, which include the commercial loans, may be subject to
30 basis points, may be subject to 25 basis points. We do not have
that information. Until we have that information, I think it would
be irresponsible to make a decision.

There is also an interesting question that in the future there is
an international agreement that we are going to change capital
standards for all financial institutions. This is a rather crucial
move because, the higher the capital standards, the more likely a
financial institution can absorb its own losses and therefore not be
subject to a bailout in the future.

However, is this fee, whatever level it is going to be, going to be
assessed by the bank regulators, which of course is the responsi-
bility of the Banking Committee? Is it going to be assessed by
Treasury? Is there going to be consultation? Will the fee be sub-
tracted from the capital standards? This is especially true if, as the
administration has said, they want to focus most of the money com-
ing from the top six financial institutions. So, I am very concerned
about the way this is structured.

It is also structured in a way that does not apply to insurance
companies and certain other types of financial institutions because
the terminology and the regulatory technology is different. The
whole setup is different.

Finally, there is the question of Fannie Mae and Freddie Mac.
Now, I would love nothing more than to privatize Fannie Mae and
Freddie Mac and reduce their size to as small as possible, but,
until that happens, applying a tax to them is really nothing more



86

than one arm of the government taxing another arm of the govern-
ment, so maybe that should be a secondary level.

Now, I listed a couple of other things in this testimony, pointing
out, as has already been said, that if this were a recoupment fee
it would apply to Chrysler and GM. I find it interesting, since they
clearly qualified as financial institutions to come under the TARP
program in the first place, then clearly they should be subject to
the tax also.

Then there is the question, of course, we are not going to assess
it on the HAMP program, the Housing Affordable Mortgage Pro-
gram, since those people cannot pay their mortgages in the first
place, and therefore we certainly should not apply a fee to them.
But we need to recognize that that is a significant source of losses,
according to CBO, to the overall TARP program.

So, when it comes right down to it, this is an interesting idea,
but it is an unformed idea, and it is a policy mistake. There need
to be an awful lot of questions that are answered, and answered
in significant detail, before this committee or any other should real-
ly give it too much serious consideration.

And then last, but not least, there is a question as to whether
this tax actually is needed at this point or whether it should be
looked at in 2013, as was originally said under the legislation.

Thank you.

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

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

The CHAIRMAN. Mr. Elliott?

STATEMENT OF DOUGLAS ELLIOTT, FELLOW, ECONOMIC
STUDIES, BROOKINGS INSTITUTION, NEW YORK, NY

Mr. ELLIOTT. Thank you for the opportunity to talk about this
important topic. As was mentioned, I am a fellow at the Brookings
Institution, but I should also mention, before that I spent roughly
2 decades as an investment banker, mostly at JP Morgan, with my
clients being financial institutions. At Brookings, I have focused
principally on financial institutions, markets, and their regulation,
and I have several dozen papers on the financial crisis and finan-
cial regulation available.

I strongly support the idea of recovering from the financial indus-
try the losses on the TARP so that taxpayers do not bear the ulti-
mate cost. It sounds like there may be substantial agreement on
that here.

It is difficult to see why it would be more appropriate for the tax-
payers to bear the cost than the industry, barring some substantial
negative effect of imposing the fee. As I will explain, I firmly be-
lieve that the financial industry and the economy could absorb this
relatively small fee without significant negative effects.

I am less wedded to a particular way of imposing the fee, al-
though I do like the general approach the administration has pro-
posed, since it would help in a modest way to achieve other public
policy objectives at the same time. In particular, it is structured to
fall most heavily on the firms that represent the most risk to tax-
payers going forward and that represented the greatest danger
during the crisis.
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It is also tilted away from the core lending activities, which are
generally supported by deposit money which is exempted. It is,
therefore, tilted towards the riskier activities that are less central
to economic growth. These are worthwhile goals, although I do view
them as secondary to the overall objective of repaying the tax-
payers.

Now, opponents legitimately point out that imposing a fee on a
bank is likely to cause some of the costs to be passed through to
the bank’s customers. In particular, they suggest that loans could
become more expensive and harder to obtain. They are right direc-
tionally, but a review of the facts shows that any effect should be
quite small, given the immense size of the financial industry.

The administration is proposing to collect $9 billion a year for a
minimum of 10 years. This compares to a core earnings power for
the banking industry in basically normal times of approximately
$200 billion a year after tax. In addition, non-interest expense,
which is mostly compensation, is another $300 billion a year after
tax.

So, if you add these two together, you would see that the fee
would be less than 2 percent of the $500 billion a year of after-tax
income, plus after-tax expenses, again, which is mostly compensa-
tion. Two percent appears extremely reasonable, given the scale of
aid that we taxpayers have provided the industry. I do, by the way,
see this as a repayment mechanism, not a tax, though I do not care
too much which particular word we use for it.

Now, comparing this on another dimension, banks and thrifts re-
ported $13 trillion of assets to the FDIC. Thus, the industry could
cover the $9 billion fee by charging less than an additional 0.1 per-
cent on each dollar of assets.

Now, in practice, the industry might well absorb, say, half of this
by taking what would be a 1-percent hit to income plus expenses,
and then pass the other half on to customers. If they do that, they
would need to charge approximately 0.05 percent, or 5 basis points,
per dollar of assets as an additional charge. For comparison, the
Fed would never bother with an interest rate move as small as 5
basis points because the effect on the overall economy would be
minor. It usually moves in increments of a minimum of at least 5
times this size.

Now, I notice that industry lobbyists are magnifying the reported
effect by aggregating the 10 years of fees into a total of $90 billion
as a hit to capital, and then indicating that this $90 billion could
have supported $900 billion of lending at a 10:1 ratio of lending-
to-capital.

Now, they are broadly correct; however, they could just as easily
have indicated that the industry could voluntarily support an addi-
tional $900 billion of lending simply by cutting non-interest ex-
pense by 3 to 4 percent for the next 10 years, principally by cutting
compensation. I notice they have not volunteered to do this.

In addition, $9 billion a year for 10 years has a significantly
lower value in today’s dollars than simply multiplying 9 by 10
years. Discounting at a 12.5-percent cost of equity would bring this
figure down to under $50 billion, making the necessary adjust-
ments even smaller.
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In my written testimony, I explain why I believe it is fair for the
banks and the other financial institutions that would be in this to
pay this fee, even though, on a very narrow definition, the taxpayer
will roughly break even on their support of the industry.

The key point is that the government, appropriately, charged
much less for its support than the value that this represented to
the industry, this unprecedented level of assistance. Simply paying
as promised does not automatically wipe the slate clean from a
moral point of view. Making sure that taxpayers do not lose money
from the TARP, taken as a whole, seems only fair and comes at a
very modest cost to the industry in relation to the level of assist-
ance we taxpayers provided. Further, as was noted, Congress has
already specified that the costs should be borne by the industry.

I also addressed some of the specifics of the fee in my written
testimony, but I will leave that for the Q&A period in the interest
of time.

Thank you.

The CHAIRMAN. Very interesting. Thank you, Mr. Elliott.

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

The CHAIRMAN. Mr. DeMarco, you are next.

STATEMENT OF EDWARD DeMARCO, ACTING DIRECTOR, FED-
ERAL HOUSING FINANCE AGENCY (FHFA), WASHINGTON, DC

Mr. DEMARCO. Good morning. Thank you, Mr. Chairman, Rank-
ing Member Grassley, members of the committee. Thanks for the
opportunity to testify on the Financial Crisis Responsibility Fee
and the Nation’s housing and government-sponsored enterprises,
Fannie Mae and Freddie Mac, which I will refer to as “the Enter-
prises,” and the Federal Home Loan Banks.

As this is the Federal Housing Finance Agency’s first appearance
and my own first appearance before this committee, let me begin
by introducing FHFA and myself.

The CHAIRMAN. Well, welcome to your inauguration.

Mr. DEMARCO. Thank you, Mr. Chairman.

FHFA was created on July 30, 2008, upon enactment of the
Housing and Economic Recovery Act of 2008, or HERA. This long-
sought legislation to reform the oversight of the housing GSEs re-
sulted in the joining together of two separate regulators and the
transfer of certain responsibilities and staff from HUD to the new
agency. Just 6 weeks into its existence, FHFA put the Enterprises
in conservatorship. The financial support provided by the Treasury
for the companies in conservatorship came from the HERA statute.

As for myself, I am a 24-year career civil servant. During that
time I have worked at GAO, Treasury, and the Social Security Ad-
ministration, before joining one of FHFA’s predecessor agencies
late in 2006, just as the housing bubble was beginning to burst. I
became FHFA’s Acting Director last September.

You have asked me to comment on the President’s Financial Cri-
sis Responsibility Fee, and in particular whether this fee should be
applied to Fannie Mae and Freddie Mac. We understand that the
administration does not intend for Fannie Mae and Freddie Mac to
be covered by the proposal and, given the Enterprises’ current fi-
nancial condition and financial support from the Treasury Depart-
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ment, I would agree with that view. Subjecting the Enterprises to
the fee would not increase revenue to the Federal Government.

FHFA placed Fannie and Freddie into conservatorship in Sep-
tember 2008, before the creation of TARP. In conjunction with the
conservatorship action, the Treasury Department provided finan-
cial support to the Enterprises through the Senior Preferred Stock
Purchase Agreements (Senior Preferred). The Senior Preferred is
an ongoing, explicit, and irreversible contractual commitment by
the Federal Government to ensure that Fannie Mae and Freddie
Mac can meet their obligations by ensuring the Enterprises main-
tain a positive net worth. Fannie and Freddie have received no
TARP funds. Funding authority for the Senior Preferred, as I said,
has come from HERA.

The Senior Preferred has worked as intended. Investors have
confidence in the Federal Government’s commitment to honor these
obligations, and investors have continued to support U.S. housing
finance through investment in Enterprise securities. As a result,
roughly three out of every four mortgages originated last year were
guaranteed by the Enterprises.

From July 2007 through the end of 2009, combined losses at the
Enterprises totaled $207 billion. During 2009 alone, the Enter-
prises reported net losses of $94 billion. Their financial perform-
ance continues to be dominated by credit-related expenses and
losses stemming principally from purchases and guarantees of
mortgages originated in 2006 and 2007.

Since the establishment of the conservatorships, the combined
losses at the two Enterprises depleted all their capital and required
them to draw over $125 billion from the Treasury Department
through the Senior Preferred. With the first quarter results now re-

orted by the Enterprises, their combined draws will be roughly
145 billion.

With continuing uncertainty regarding economic conditions, em-
ployment, house prices, and mortgage delinquency rates, the short-
term outlook for the Enterprises remains uncertain, and they are
likely to require additional draws under the Senior Preferred.

The Enterprises already have the obligation to pay a 10-percent
dividend to Treasury on draws made under the Senior Preferred.
Today, this quarterly obligation exceeds $1 billion for each com-
pany, and those dividends are effectively being paid by further
draws on Treasury’s Senior Preferred, so we are already moving
money from one government account to another.

In conclusion, the financial state of the Enterprises today makes
them poor candidates for inclusion in a fee proposal because the
Enterprises are projected to have continuing losses that will be
funded by the Senior Preferred. Any additional fee assessments
will add to those losses, resulting in increased draws from Treas-
ury. Applying the fee to the Enterprises would be an exercise in
moving money between government accounts.

Thank you for the opportunity to appear today, and I would be
glad to answer questions.

The CHAIRMAN. Thank you, Mr. DeMarco. Good beginning.

4 [The prepared statement of Mr. DeMarco appears in the appen-
ix.]
The CHAIRMAN. Next, Nancy McLernon.
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STATEMENT OF NANCY McLERNON, PRESIDENT AND CEO, OR-
GANIZATION FOR INTERNATIONAL INVESTMENT (OFII),
WASHINGTON, DC

Ms. MCLERNON. Good morning.

The CHAIRMAN. Good morning.

Ms. MCLERNON. Chairman Baucus, Ranking Member Grassley,
and members of the Finance Committee, thank you for your invita-
tion to testify this morning.

The Organization for International Investment represents the
U.S. subsidiaries of many of the world’s largest international com-
panies, or in-sourcing companies. In-sourcing companies—these are
firms based abroad but investing in the United States—directly
employ over 5 million Americans and support an annual payroll in
the U.S. of over $400 billion. These American businesses generate
6 percent of U.S. GDP, produce almost 20 percent of total U.S. ex-
ports, and pay 12 percent of total corporate taxes.

While OFII member companies include a number of financial in-
stitutions, OFII represents a broad cross-section of industries. On
behalf of these companies, OFII advocates for the fair, non-
discriminatory treatment of U.S. subsidiaries. We undertake these
efforts with the goal of making the U.S. an increasingly attractive
market for foreign investment and the economic benefits it brings.

The global coordination of a financial institution tax is critical to
OFII member companies because they operate across borders. To
that end, ensuring that any fee is structured within agreed-upon
principles with other developed nations and the G-20 is of great
importance and will be the focus of my testimony this morning.

I would like to emphasize four key points. First, the G-20 has
not yet achieved consensus on the form, purpose, or use of a finan-
cial institution tax. Is the purpose to recoup funds? Should it be
used to deter high-risk behavior? Or should the prime focus be on
building a fund to be used for future financial crises?

According to an IMF report sent to the G-20 last month, even
among the G—20 countries that do support a tax there is no con-
sensus about the type. There is also disagreement about which en-
tities should be taxed, whether all banks, large diversified financial
institutions, or insurance companies should be included. In fact,
the G—20 is conflicted on whether such a tax is an appropriate ele-
ment of regulatory reform in the first place.

It is noteworthy, and I think mentioned earlier, that Canada,
Australia, Japan, and other major developed countries do not sup-
port a targeted tax at all and do not intend to adopt one. Likewise,
major emerging markets like China, India, and Brazil are firmly
opposed to burdening their financial institutions with a new sys-
temic tax.

Which leads me to my second point. Before adopting a tax, the
U.S. and its G—20 counterparts need to understand better how the
tax would interact with financial reform initiatives, such as new
capital and liquidity rules.

That is why the leaders of the Financial Stability Board and the
Basel Committee on Banking Supervision have encouraged the
G—20 to undertake further study of these rules before considering
a tax. Thus, the G-20 recently directed the IMF to study the poten-
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tial effects of a tax, and in particular to closely examine the inter-
linkages between a tax and proposed regulatory reforms.

Third, an uncoordinated approach would hamper recovery efforts.
While recovery efforts have been effective to date, we are not yet
clear of this crisis. Introducing a new, uncoordinated tax would cre-
ate a headwind in the face of our economic recovery and discourage
investment.

The G-20 has recognized at each of its summits that uncoordi-
nated, unilateral action encourages arbitrage. Given that financial
markets are global, institutions may respond to a U.S.-only tax
simply by offshoring activities to markets that do not impose the
tax. This would remove significant amounts of capital from the
U.S., which would materially diminish lending and could slow U.S.
economic recovery.

Additionally, if the U.S. moves alone on a tax it would tilt the
competitive playing field against institutions located in the United
States, including U.S. subsidiaries of companies headquartered
abroad.

Finally, if the U.S. nevertheless decides to impose a tax unilater-
ally, it should be structured so that it does not discourage world-
wide investment in the U.S. In particular, a tax on in-sourcing fi-
nancial groups should not be based on their worldwide operations.

Historically, the United States has taxed all in-sourcing compa-
nies on income derived from the U.S. An in-sourcing financial com-
pany’s liability for a financial tax should be similarly limited in
order not to fail a standard of fundamental fairness.

For example, if a U.S. subsidiary of a German-headquartered fi-
nancial institution was taxed in the U.S. on its worldwide oper-
ations, it would face significant double taxation should Germany
decide to tax its own financial institutions. In response, Germany
may decide to even retaliate against U.S. institutions. And what if
France decides to get in the game? You can see how an uncoordi-
nated approach can have a multiplier effect on global institutions.

The threat of double tax on in-sourcing financial institutions
would discourage their investment in the U.S. and impact available
capital. What is at stake? According to government statistics, the
U.S. operations of international companies hold almost 30 percent
of total U.S. commercial and industry loans.

In conclusion, given the possibilities of arbitrage, contradictory
regulations, and adverse competitive impacts, OFII believes the
U.S. should only implement a tax when other major financial cen-
ters are prepared also to adopt comparable measures. Going alone
is not in the United States’ interests in this globally interconnected
economy.

Thank you. I welcome any questions.

The CHAIRMAN. Thank you very much.

[The prepared statement of Ms. McLernon appears in the appen-
dix.]

The CHAIRMAN. Mr. Elliott, I think you hinted, and I would just
like more precise testimony, on how much benefit the banks have
received, given all the assistance that they have been given, wheth-
er it is TARP money that they received, even support for Fannie
and Freddie, which is expected to be about $400 billion.
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The first stimulus bill was about $125 billion. The Recovery Act
authorized $800 billion over 10 years. Add to that the Federal Re-
serve, which put in place a number of emergency credit programs,
which offered up to gl trillion in assistance at the peak of the cri-
sis. Add to that how much the Federal economy contracted. The fig-
ure I have is by about 2 percent of GDP, or $300 billion, in 2009.
Automatic stabilizers are expected to add about 2.5 percent of GDP
to the Federal Government in both 2010 and 2011.

So in all, is it not true that trillions of dollars, Americans’ tax
dollars, were put on the line to reverse the damage caused largely
through the risky investment and lending practices of the financial
institutions? Therefore, the direct cost of the proposed tax is much
less than the cost to the entire economy given the financial col-
lapse.

Mr. ELLIOTT. Yes, I do agree with that. First of all, there is more
in my written testimony, but to answer your question here, it is
difficult to be precise. However, there were trillions of dollars of
taxpayer money put on the line. First of all, guaranteeing Fannie
and Freddie is a guarantee of over $5 trillion of mortgage assets,
just that alone. The Federal Reserve is backing up the securi-
tization market. We put hundreds of billions of dollars directly into
the banking industry, as you know, and did that at a below-market
price, appropriately and deliberately.

We have provided guarantees of hundreds of billions of dollars of
additional debt taken on by the banks under the Temporary Li-
quidity Guarantee Program. We have guaranteed money market
fund assets. I cannot even, in the time we have here, go through
all the programs. It is many trillions of dollars.

It is difficult to know what the value of that was for the industry,
but I have to believe it was well over $1 trillion because, if we had
not taken those actions, the meltdown that was bad enough that
we experienced would have been significantly worse. It would have
come through in securities prices and the values of loans, and these
are very predominantly held by the organizations we are talking
about imposing the fee on.

The CHAIRMAN. And is the same principle true even after, say,
GM pays back some of its TARP money, and even though AIG pays
back some, and I presume that Fannie and Freddie are going to fi-
nally get out of that hole. Given all that, is it true that the bank
tax of roughly $9 billion a year is much less than the benefit that
the banks have received generally because of U.S. taxpayer assist-
ance given to the economy, even after some of those institutions
have repaid those funds back to Uncle Sam?

Mr. ELLIOTT. Absolutely. The likely loss on the TARP is some-
thing in the neighborhood of $90 billion. I think the size of this fee
is roughly appropriate. The value to the institutions we are talking
about imposing the fee on, again, it is difficult to quantify, but I
am confident it was well over $1 trillion if you compare it to the
alternative if we had not taken those actions.

The CHAIRMAN. What do you say to Ms. McLernon’s point, that
my gosh, if we impose this now we are going to be shooting our-
selves in the foot because other countries are not imposing the
same fee?
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Mr. ELL1OTT. Well, I would say two things. First of all, as I am
sure came through in my general testimony, many of the theo-
retical concerns that have been raised are not, to my mind, signifi-
cant practical concerns because the size of this fee is so small com-
pared to the size of the industry.

Second of all—and I have talked to officials of many of these
countries—the countries that are opposed to the tax are the ones
that did not have to rescue their industries or that had to do very
little. To my mind, this is a recoupment mechanism. This is the
same type of thing that is being proposed for the resolution mecha-
nism on the financial reform bill. That is, we will not require any
prefunding, but we will agree that the industry will be charged to
recoup it afterwards. To my mind, that is all that is happening
here, and it was made explicit when Congress passed the Emer-
gency Economic Stabilization Act that established TARP.

So, clearly there are many details to be worked out, there are le-
gitimate arguments on both sides, but the general principle of re-
couping this money starting soon, I think, is a very strong one.

The CHAIRMAN. All right.

Senator Grassley?

Senator GRASSLEY. None of you addressed something that the
President proposed about the tax on the insurance companies. He
is proposing to tax insurance companies based on the riskiness of
their assets. Although the concept of risk-weighting of assets is
common in the banking world, it is not common in the insurance
world. So, I want your opinion of whether or not you agree with
that proposal or if it is misguided.

Mr. ELLIOTT. May I, Senator?

Senator GRASSLEY. Yes, you can.

Mr. EvrLioTT. Risk-weighting of assets is actually quite common
in the insurance industry. When you look at the regulatory struc-
ture, they have a risk-based capital structure that is particularly
relevant for the life insurers, but also applied to property/casualty
insurers, so this is actually not an alien concept to the insurance
industry.

Mr. JoHN. I am going to slightly disagree, in that I agree with
Doug’s general statement, as I usually agree with his general state-
ments. I just do not always agree with his conclusions. But the ap-
plication in the banking industry is very explicit. There is a very
detailed form that financial institutions, regulated by the bank reg-
ulators, must fill out that dictates to them how each asset class
must be treated, et cetera.

You cannot simply lift that out and drop it into the insurance in-
dustry, because they use different accounting methods, they use
different regulatory methods, et cetera. So while I agree with
Doug’s general statement, I think the actual application would be
very difficult and very confusing.

Senator GRASSLEY. All right.

I will ask Mr. John and Mr. DeMarco about what you have
talked about a lot, but I want to get something specific on the
record. The Congressional Budget Office estimates that the Federal
taxpayer bailout of Fannie and Freddie will cost $389 billion by
2019. What responsibility do Fannie and Freddie bear for the fi-
nancial crisis? Since the President’s proposal is meant to target
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those responsible for the financial crisis, should Fannie and
Freddie not be subject to the President’s proposed tax, and I would
say by the year 2013, not right now?

Mr. DEMARCO. Senator, clearly, the collapse of Fannie Mae and
Freddie Mac, their being placed in conservatorship, the Senior Pre-
ferred agreements that Treasury has put in place that have pro-
vided substantial financial support to the companies, have come at
a cost to the taxpayer, and it is clearly a key part—a part—of the
story of the country’s financial crisis of the last few years.

That being said, the recoupment of those expenses, I believe, is
something that needs to be considered in a larger context. I cer-
tainly, as the conservator of Fannie and Freddie, am very much
looking forward to the administration and the Congress getting to-
gether and working on a comprehensive approach to housing fi-
nance reform.

If, in that context, Congress and the administration think it is
appropriate for the country that there be some consideration of the
taxpayer expenses that supported housing finance in the last few
years, I believe that is the context in which to consider that ques-
tion.

As I set forth in my opening statement, to assess this particular
fee at this time to Fannie and Freddie would not accomplish any-
thing in terms of increase in revenue to the government.

Mr. JoHN. I also agree that Fannie and Freddie had a significant
role in causing the 2008 financial crisis. I think, however, that
many other types of institutions that are not subject to this fee,
ranging from the credit rating agencies to, frankly, some of the
monetary policy actions of the Federal Reserve, to a wide variety
of other entities that are out there, had equal roles in causing the
2008 crisis.

That points out to me even further that what this is is not really
anything that is aimed at recouping the cost of the 2008 financial
crisis. This is really nothing more than a tax on significant finan-
cial institutions. I am very concerned that, once the principle has
been established, whether it is 15 basis points across the board or
whether it is risk-weighted, as the administration now proposes,
that it is going to be frightfully easy to raise that to ever-higher
levels in an effort to close an already staggering budget deficit.

Senator GRASSLEY. Does anyone on the panel disagree with what
Ms. McLernon said? I think you said this: if the United States im-
poses a TARP tax and other countries do not, it is going to make
our institutions uncompetitive with foreign competitors. That is
your position, right?

Ms. McLERNON. Well, that it would make the companies that are
invested in this country, including U.S. subsidiaries of foreign com-
panies, uncompetitive with others around the world.

Senator GRASSLEY. All right. And is there any disagreement by
anybody on the panel on that point?

Mr. ELLIOTT. Yes, I do. Not because of the direction, but simply
the magnitude of this is so small compared to the industry that I
do not think it will significantly affect competitiveness.

Senator GRASSLEY. All right. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Grassley.

Next, Senator Conrad?
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Senator CONRAD. Thank you, Mr. Chairman, and thank you for
holding this series of hearings. I think they are very important,
and you have had really excellent witnesses.

As I look back on what happened, it seems to me that it was a
confluence of factors that led to the collapse: an overly loose mone-
tary policy under the control of the Federal Reserve, abnormally
low interest rates from 9/11 going forward, an overly loose fiscal
policy under the control of the Congress and the administration,
massive Federal deficits even in good economic times, coupled with
an air of deregulation that meant there was nobody watching the
store with respect to AIG and derivatives. In addition to that,
subprime loans being made. By the way, Fannie Mae did not make
those loans. Fannie Mae bought them, as did Freddie. In a way,
they were victims of this collapse as much as anything.

That is not to say that there were not serious policy errors that
were made with respect to Fannie and Freddie, because clearly
they did have an implicit Federal guarantee that became explicit.
Really, to hear how big the hole is with respect to all of these ele-
ments is sobering, indeed, and ought to be for all of us.

As I look at it, this overly loose fiscal policy, overly loose mone-
tary policy created the seed bed for bubbles to form. What we got
were a series of bubbles. It was not just a housing bubble. We got
an energy bubble, with oil prices over $100 a barrel. We got a com-
modity bubble, with wheat prices over $20 a bushel, virtually un-
heard of. So you had a series of bubbles form, and when bubbles
burst there is economic wreckage, and we have it in spades.

So the question now is unwinding it all. First of all, we had to
provide enormous liquidity to the system to prevent a global finan-
cial collapse. We came perilously close to that, I believe, but it was
averted. That is something the Federal Reserve deserves some
credit for, the previous administration deserves some credit for, the
current administration deserves some credit for, Congress deserves
some credit for. But we are not out of these woods yet.

So, what more needs to be done? Well, clearly, given the fact that
one in every six workers is either unemployed or under-employed,
we have to continue to provide liquidity, but very soon we have to
{;)ivot and we have to focus on the growing deficit and debt like a
aser.

That takes me to the question of, what are the funding sources
necessary, combined with spending cuts, because both are going to
be necessary? There is going to need to be additional revenue; there
is going to need to be spending cuts. That is going to be tough med-
icine, but it has to be done in the interest of this country, otherwise
we will be Greece sometime in the future.

Mr. DeMarco, Fannie and Freddie continue to make draws, as I
]}Olea(;" it, $145 billion through this quarter? Is that the correct num-

er?

Mr. DEMARcO. That is correct, Senator, with the first quarter fi-
nancials that Fannie reported yesterday and Freddie last week.
When the draws made based on that are done, it will be about
$145 billion combined.

Senator CONRAD. So, if this fee were imposed on Fannie and
Freddie, it might feel good to us—I am kind of attracted to that
part of it—but it is just money going out of one pocket of the gov-
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ernment into the other pocket of the government. Is that not the
case?

Mr. DEMARcoO. That is correct, Senator. It might sort of be akin
to rocking in a rocking chair. It does feel good, but it does not get
you anywhere.

Senator CONRAD. Yes. It does have a certain, I do not know,
rough justice to it that they pay, along with everybody else who has
benefitted by this set of policies, but you do not actually move any-
thing. I mean, you are stationary. You are moving money around,
but it is from one government pocket to another.

Mr. DEMARCO. I mean, certainly, Senator, the shareholders in
both companies have taken their loss in the collapse of the compa-
nies. The executives at the companies have absorbed their losses.
Most of the senior executives at each company are no longer there.
Much of their compensation was in the form of company stock,
which is now not worth much. Frankly, the employees at the com-
panies have taken a hit as well, and for them some of their retire-
ment has also been in company stock.

Senator CONRAD. So, from your standpoint, what does make
sense in terms of filling the hole? Because on the TARP, $700 bil-
lion was authorized. We now know we are going to get over $600
billion of that back. That is the current estimate by CBO, that we
are going to get more than $600 of the $700 billion authorized
back. It leaves a hole of about $90 billion. What do you think would
be the appropriate burden sharing here?

Mr. DEMARCO. Senator, with respect to the broad recoupment of
TARP, I really do feel like that is beyond both my responsibility
and expertise, but I have reviewed not just the statements of the
panelists here with me today, but prior testimony, and I think that
the committee has been given a pretty balanced set of perspectives
on both the pros and cons of this particular fee, the potential unin-
tended consequences.

I would add only that I do think that the actual costs—I mean,
you focused on this $600 billion out of $700 billion being repaid. I
think that the actual cost really is still to be determined, and that
the component parts that make up this $90- or $100-billion pro-
jected gap still are left to be determined. The HAMP program, the
Home Affordable Modification Program, makes up about half of
that, and it is too early to know what the actual ultimate cost of
that will be.

Senator CONRAD. All right. My time has expired.

The CHAIRMAN. Senator Bunning?

Senator BUNNING. Thank you, Mr. Chairman.

Mr. DeMarco, your testimony states that, in the first 2 years of
the housing crisis, losses from Fannie and Freddie totaled $207 bil-
lion. Since that figure only covers losses through 2009, I assume it
does not include the $10 billion recently given to Freddie and the
over $8 billion that was just requested by Fannie Mae.

Mr. DEMARCO. That is correct, Senator. My testimony was re-
quired by the committee before Fannie Mae had filed its first quar-
ter financial statements, so I was not able to provide that in my
written statement.
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Senator BUNNING. Do you have any idea when the open-ended
taxpayer bailout of these GSEs will stop, and will Fannie and
Freddie ever be able to repay the taxpayer?

Mr. DEMARCO. Senator, I do not know what the ultimate cost of
this will be. As I said in my opening remarks, the dividend that
each company owes to the Treasury on a quarterly basis, the
amount of money drawn, already exceeds $1 billion a quarter. So
for this quarter, Freddie owed $1.3 billion in dividend payment,
Fannie owed about $1.5 billion.

Now their draw is about to go up again, so those dividend pay-
ments will go up next quarter. The ability to make those dividend
payments is itself challenging and, as I said in my opening re-
marks, is effectively being paid by taking down yet more money.
So they are struggling to make the dividend payments, and that
says nothing about principal payment to pay down on the approxi-
mately $145 billion that has been drawn.

Frankly, Senator, I think we are all looking forward to the ad-
ministration and the Congress coming to a final resolution about
the future of the country’s housing finance system, and in that con-
text an ultimate resolution of Fannie Mae and Freddie Mac that
will be the final determinant of the kind of question you asked.

Senator BUNNING. In other words, you do not know.

Mr. DEMARCO. Senator, the actual cost, I do not know.

Senator BUNNING. Nor do we. That is why I asked.

Mr. DEMARCO. Senator, I would like to add, though, because I do
think that this is important for both the committee and the public
to understand, that with the two companies in conservatorship,
FHFA, as conservator, is focused on a daily basis on doing every-
thing we can, and working with the companies, to minimize the
losses that are going to be incurred.

A lot of that goes to efforts on foreclosure mitigation to try to find
ways of working through these seriously delinquent loans in a way
that minimizes the cost to the company, and hence to the taxpayer.
But these losses are the realization of losses on mortgages that
were made earlier in this decade.

Senator BUNNING. When you appeared before the Banking Com-
mittee some time ago, I asked you whether an Inspector General
had been appointed for Fannie and Freddie. At that time you stat-
ed that the White House had not responded to your repeated re-
quests for an Inspector General. Is there any ongoing progress you
could report from the White House on this very urgent issue?

Mr. DEMARCO. Senator, I am actually very pleased to report
positive progress on that point. Recently, the White House, in fact,
nominated an individual, a career official at the Justice Depart-
ment by the name of Steve Linick, to be the Inspector General for
the Federal Housing Finance Agency. Mr. Linick’s nomination has
been forwarded to the Banking Committee, and I am looking for-
ward to the Banking Committee acting upon that nomination.

Senator BUNNING. Last week, the Wall Street Journal reported
that 96.5 percent of American mortgages are now government-
backed through GSEs, FHA, or the Veterans Administration. Is
that an accurate number, 96.5?

Mr. DEMARCO. It seems a little high for the current flow of mort-
gages, Senator, but it is clearly quite substantial. So, if it is off, I
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do not suspect it is off by much. That is for new flow. We are talk-
ing about new production.

Senator BUNNING. With the way government-backed mortgages
dominate the market, is there any hope of having a private sector
secondary mortgage market in the United States in the near fu-
ture?

Mr. DEMARCO. I believe that there certainly is the prospect of
getting there, Senator. By the near future, I think that what this
requires is, it requires the administration and the Congress to as-
sess, what is the government’s proper role in the housing finance
system going forward?

Once we know the government objectives and government role,
including the extent to which the Federal Government wants to be
in a credit loss position with respect to mortgages, then we need
to figure out, what are the going-forward institutional arrange-
ments to most efficiently and effectively assure liquidity and sta-
bility in the Nation’s mortgage market.

I personally, Senator, believe that this can be done with private
companies and with private risk equity, but, before we get there,
policymakers do need to make some fundamental determinations
about the appropriate role of the government and the objectives of
the government, the public policy objectives of the government with
respect to housing finance. From there, I believe that we can then
legislate changes that will get us a housing finance system that
will take us into the future.

In the meantime, what we have today, including the FHA,
Fannie Mae, and Freddie Mac, is essentially the country’s housing
finance system, and to ensure stability for our economy, to ensure
our citizens are able to continue to buy homes, sell homes, refi-
nance their mortgages, what we have right now needs to continue
to function in order to provide that stability to our economy.

Senator BUNNING. I have just a couple more questions, Mr.
Chairman, if that is all right with you.

The CHAIRMAN. Go right ahead.

Senator BUNNING. Thank you.

To Mr. John, according to the testimony this committee received,
the administration’s plan to use TARP for mortgage modification
will result in almost a total loss to the Treasury. Would it have
made more sense to consider this program part of fiscal spending
policy rather than part of TARP?

Mr. JOHN. Well, probably it should have. When it comes right
down to it, the TARP program was not really set up to deal with
either the auto industry or individual mortgage modifications. The
House and Senate Banking Committees have tried, on any number
of occasions, to set up ways to modify mortgages, all of which have
been rather stunning in their lack of success. This was just one
more opportunity to give it a try, and it has been about equally
successful.

Senator BUNNING. Ms. McLernon, will international finance
firms be less likely to create jobs in the United States if the admin-
istration’s bank tax is enacted, especially if our trading partners do
not do the same? Are you aware of countries that have already re-
jected the idea of a bank tax?
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Ms. McCLERNON. Yes. Thank you, Senator. There are several
countries that have already rejected a bank tax, and I do think
that having the U.S. act alone will encourage a couple of different
things. Number one, it will encourage offshoring of activities to a
market that does not impose such a tax.

Despite what Mr. Elliott said earlier, regardless of how small it
is, nobody wants to leave themselves vulnerable to double taxation.
No one wants to pay their tax bill twice. If the U.S. acts alone
without seeing the full scope of what G—20 countries can agree to
on underlying principles of a tax, I do think that it will reduce in-
vestment from financial institutions based abroad in the U.S. They
would have a disincentive to invest here

Moreover, many in-sourcing companies among my membership
are within the U.S. to fund their activities here, so it could have
a multiplier effect on the economy overall by reducing the amount
of capital in our market.

Senator BUNNING. And other countries rejecting the idea of
taxes, bank taxes?

Ms. McCLERNON. Yes. Canada, Australia, Japan, and the BRIC
countries, including Brazil, Russia, and India, have expressed
strong reservations about a tax. In addition, Singapore and Swit-
zerland, two non-G-20 countries with major attractive financial
centers, have also voiced concerns.

Senator BUNNING. Thank you, Mr. Chairman, very much.

The CHAIRMAN. Thank you. Thank you, Senator.

It just strikes me that there is just something that does not con-
nect here. If you look at the amount of funds that banks received
and paid back on their losses and compare that with the bonuses
that those same companies paid in those years, they are a little out
of whack.

For example—this is according to a report by New York Attorney
General Andrew Cuomo—in 2008, the nine original TARP recipi-
ents received $225 billion in the first tranche of TARP funds, and
lost a combined $81 billion, and paid $32 billion in bonuses. So in
the same year that these nine institutions lost $81 billion, they still
found a way to give more than 800 employees bonuses exceeding
$3 million each, and almost 4,800 employees bonuses exceeding
$1 million each.

So, if in the worst year our economy faced since the Depression,
the financial industry can create a bonus pool of over $32 billion,
do you believe that the industry would have trouble absorbing a $9-
billion annual tax to pay back the American taxpayer, to pass
along the cost to individuals and small businesses? Mr. Elliott?

Mr. ELLIOTT. No, I do not believe they would have significant
trouble. As I was pointing out, if you look at total compensation
just on commercial banks, that does not include investment banks
as part of that. It does not have investment banking arms of com-
mercial bank operations like JP Morgan. You are talking about
$300 billion, even on an after-tax basis, of non-interest expense, of
which about $200 billion is compensation.

The CHAIRMAN. What about Fannie and Freddie, Mr. DeMarco?
I am a little concerned about the bonuses paid to Fannie and
Freddie executives, current and prior. Was there any recoupment
there?



100

Mr. DEMARCO. Mr. Chairman, when the CEOs of each company
left the companies at the time of conservatorship, and the senior
officers with them left, they took nothing with them. We used au-
thority Congress had given us with respect to golden parachutes.
There, as I mentioned earlier, much of their compensation prior to
conservatorship had been in the form of company stock, and the
stock prices have collapsed, so there has been cost there.

With respect to the current employees, a couple of things I would
point out. The first is that, for the senior officers of the company,
total compensation is down 40 percent from pre-conservatorship
levels. One of the single biggest risks that I deal with, Mr. Chair-
man, with respect to overseeing the companies in conservatorship,
is ensuring that we are able to attract and retain capable talent
to be able to run these two institutions with $5.5-trillion worth of
obligations while we work through the country’s housing crisis and
we consider the future of these companies and the housing finance
system.

The folks who are working at these companies now have a great
deal of uncertainty about the future of their employer, because it
is in the hands of Congress to determine what the post-
conservatorship outcomes will be. In the meantime, there is a great
deal of stress working through the problems of the housing crisis
and the substantial delinquencies that we have.

We have tried very hard as conservator to strike an appropriate
balance, to see substantial reductions in compensation, to restruc-
ture compensation in a much more appropriate way. We have
worked very closely with the Special Master for TARP compensa-
tion in doing that, but we are also working to make sure that we
have appropriate talent still at the companies to be able to operate
them during this time of great uncertainty.

The CHAIRMAN. What about prior executives, 2 or 3 years pre-
ceding the collapse? They paid themselves a lot of money, and that
is also the time when there were some accounting irregularities.

Mr. DEMARCO. Yes, Mr. Chairman, that is correct. Now, with re-
spect to going back to the accounting debacles, one of the prede-
cessor agencies for the Finance Agency, the Office of Federal Hous-
ing Enterprise Oversight, took administrative action with respect
to the CEOs and several of the senior executives at each of those
companies and reached settlements with each of them that did in-
volve the repayment of millions of dollars.

The CHAIRMAN. Frankly, I thought it was an outrage, what they
were paying themselves, given what they were doing at the time,
and as a GSE at the same time.

Mr. DEMARCO. Mr. Chairman, I am not going to disagree. I think
that that is quite true.

The CHAIRMAN. Thank you.

Some raise the question that this fee might impede small busi-
ness loans. I would like one of you to address that. Maybe you, Mr.
Elliott, Mr. John, or somebody, the degree to which this is going
to.

Mr. ELLIOTT. Sure. Probably we each should, since I think we
have somewhat opposing views on this one.

The CHAIRMAN. All right. Why don’t we get both then? Both of
you, then.
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Mr. ELLIOTT. From my point of view, again, we are talking about
such a small figure when you look at what is likely to be passed
through, because I do believe some will be absorbed in terms of a
hit to the shareholders, and very modest compensation reductions.
I think, on average, you are looking at maybe a 5 basis point pass-
through. That is so small, even if it did flow through directly to
small business, they are not going to notice that in terms of, they
are paying 8, 10 percent anyway, possibly higher.

So, there has to be some effect if there is any pass-through; I do
not think it is large. If this were a sufficiently large concern for
you, even though I do not personally believe it needs to be, it is
certainly possible to exempt small business loans or reduce it by 50
percent or something.

The CHAIRMAN. All right.

Mr. John?

Mr. JOHN. I would point out that it is one thing to apply 15 basis
points across the entire banking industry, but the administration
says that they want to focus it on 50 financial institutions and to
get most of the revenue from 6. Among those six, you have some
of the larger commercial lenders.

To the extent that this fee is divided off according to risk levels
using the standard banking capital guidelines, you are going to
find that it is most completely applied, whether that is 15 basis
points, as I said, or 25, or 30, or whatever, to the commercial loans
of all size of those particular financial institutions.

Now, those financial institutions do a substantial amount of di-
rect lending, and in certain cases they will find that specific prod-
ucts are no longer profitable, and therefore they will not offer
them. They are not required to, after all.

But on the other hand, they also provide loans to smaller finan-
cial institutions, and the cost of that, as Doug has said, is going
to likely be passed on to them, so you can expect that there will
be some effect. We do not know precisely what the effect is until
we examine the balance sheets of, in particular, those six major fi-
nancial institutions and get more data from the administration on
precisely how they mean to apply that. But I think it would be a
mistake to just simply assume that there will be no effect whatso-
ever.

The CHAIRMAN. I do not know if anybody is expecting no effect.
Why could they not take some of it out of their bonuses?

Mr. JoHN. Well, the problem with the bonuses is—and I am not
defending the bonuses; I was just as appalled as anyone else—it is
important to remember that in 2008, especially among the initial
TARP recipients, the numbers that you cited there, that a signifi-
cant amount of those bonuses were required by contracts, so it was
not quite the same as most of us have a view of bonuses as some-
thing that is strictly discretionary according to the employer. In
many cases, in financial institutions it is not necessarily discre-
tionary, it is in the contract in some form or another.

Yes, you can move from one thing to another, but that is not the
way financial institutions work. What they will do is to price par-
ticular products. If you increase the marginal cost of a particular
product, which is the way that the administration’s new version of
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this bank tax would be applied, that is going to mean that certain
products are going to be offered less than others.

You cannot just simply say to them, well, what we are going to
do is to tax a certain portion of your compensation. Of course, if
that is your goal, then that would be one way that you could struc-
ture such a tax, but that is not the way this one is being set up.

The CHAIRMAN. Yes. I just wonder sometimes if the way financial
institutions, especially investment banks and large banks, struc-
ture their compensation plans, partly, leads to some of the unneces-
sari{ly risky bets and decisions that some of those institutions
make.

Mr. JOHN. Oh, I am sure it does.

The CHAIRMAN. Just to fatten up their bonuses.

Mr. ELLIOTT. If I might say one thing in that regard, just quick-
ly. A good thing is, given that what the banks usually do is to take
their revenue pool and divide it up between the shareholders and
the employees roughly 50-50, anything that reduces their revenues
net of this fee is almost automatically going to be split to some ex-
tent, with employees taking a substantial portion of it.

The CHAIRMAN. All right. Go ahead.

Ms. MCLERNON. Mr. Chairman, I just wanted to add the point
that, again, despite how small a tax may be in the U.S., we are in
a global market, and companies will be subject, or could be subject,
to tax all over the world if things are not structured in some sort
of coordinated way, which, as I explained earlier, could lead to a
multiplier effect.

So, I do not see how it would not impact small business loans,
the capital markets in general, if things are not done in a coordi-
nated way so that each individual country can act independently,
but within agreed-upon guidelines. The G—20 is set to meet again
in June in Toronto. They have asked the IMF to study this issue,
and I expect some sort of draft report back from them in June.

Given that we do have until 2013, by law, to recoup the funds,
it seems worth it to take the time to see what the IMF says, to see
what the G-20 says, and for the U.S. to show leadership in this
regard. If it acts alone, and then other major countries start to act
alone, we could have a multiplier effect that would affect all busi-
ness loans, not, of course, just small business.

The CHAIRMAN. Well, the U.S. could show more leadership by
leading, by acting. If we sit around and wait for all these other
countries to agree, my guess is, not much is going to happen. A lot
of countries look to the United States for leadership. If the United
States does something, it is reasonable and leads, I think, to a good
chance that other countries will take note of that and try to figure
out a way to do something that is similar, if not exactly the same.
So sometimes you have to step up and lead, but you have to talk
while you are leading and listen while you are leading, but you
have to take some action, too. One could make that argument, it
seems to me.

Ms. McLERNON. Right. I certainly see your point, but there are
different ways to lead. If the U.S. decides unilaterally what piece
of the pie that they want, and other countries want a similar piece,
then that will have an effect on the capital markets that I do not
think that we are looking to have occur. Once again, companies, no
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matter how small, given that we live in a global economy, may just
decide to offshore certain activities out of the U.S.

The CHAIRMAN. Well, if they are small, they are not going to get
hit. They are not going to get hit by this tax.

Ms. McLERNON. Well, I am saying no matter how small the tax.

The CHAIRMAN. But I am talking about, it only hits the largest
companies. It only hits a few companies, not very many. Not very
many. All right.

Mr. DeMarco?

Mr. DEMARCO. Mr. Chairman, thank you. Just one other, some-
what related, observation. This last set of exchanges has really got-
ten to the incidence of the tax, if you will, on certain assets or ac-
tivities that a bank would take if subject to the tax. I would ob-
serve that we are still waiting to see the actual details of the as-
sessment base, but there is another set of institutions FHFA over-
sees, and that is the Federal Home Loan Banks.

The Federal Home Loan Banks provide funding to institutions
that may be subject to this fee, and since the assessment base ap-
pears to be risk-weighted assets minus some specific liabilities (in-
cluding deposits), there is a question about—15 basis points does
not sound like much, and it is not in many contexts, but it cer-
tainly could have an important impact on the relative cost of dif-
ferent types of liabilities on a bank’s balance sheet that might
cause it to alter its funding.

The CHAIRMAN. That is a good point. Also, I think the question
I think either Senator Bunning or Senator Grassley raised about
the effect on insurance companies too, they are different institu-
tions that are affected differently. We have to do the best we can
to make sure that this is tailored and designed the right way that
is fair to everybody.

All right. This has been very helpful. Thank you very much for
the hearing.

The committee is adjourned.

[Whereupon, at 11:28 a.m., the hearing was concluded.]
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Mr. Chairman, Ranking Member Grassley and members of the Committee, my name is
Patrick Baird and I am Chairman of the Board of AEGON USA and Immediate Past
Chairman of the American Council of Life Insurers (ACLI). I am here today on behalf of
ACLI, the trade association for U.S. life insurance companies. The ACLI represents
more than 300 legal reserve life insurer and fraternal benefit society member companies
operating in the United States. These member companies represent over 90% of the
assets and premiums of the U.S life insurance and annuity industry.

I appreciate the opportunity to appear before you today to share our views about the
Administration’s proposal entitled, Financial Crisis Responsibility Fee. The
Administration’s description of the proposal is brief, but as I understand it, the proposed
tax would apply to banks, thrifts, bank and thrift holding companies, brokers and
securities dealers, as well as US companies owning or controlling these types of entities
on January 14, 2010. It is not applicable to those entities with consolidated assets of less
than $50 billion. The fee or tax is applied to liabilities with an exclusion for certain
liabilities at the rate of 15 basis points.

The proposal cites two reasons for the tax: First, to repay the costs incurred by the
Federal government to inject funds into the financial system, guarantee certain types of
securities and purchase securities from weakened financial institutions and second, to
deter excess leverage for the largest financial firms, many of whom were primarily
responsible for the economic meltdown.

Given the stated reasons for the tax by the Administration, it is unclear why the life
insurance industry has been included. Generally the answer we get when we ask the
question why insurers are included in this tax is that AIG played a very significant role in
the economic downturn and financial crisis. We don’t disagree with that assessment.
However, it is important to emphasize that while AIG is an insurance company, AIG
is/was actually a muiti-faceted entity with many business units in addition to its insurance
business, and its life insurance and property casualty business was and remains highly
regulated by the states. Therefore, AIG should not be used as the benchmark for the life
insurance industry.

Life insurers’ primary purpose is to accept and spread risk from policyholders and to
fulfill promises made to policyholders. To meet these obligations, we maintain reserves
and surpluses through conservative and careful investments in full compliance with
existing state laws regulating the industry. This is why during the near meltdown of the
economy, while our industry was negatively impacted like every other in the U.S., life
insurers paid their claims and obligations, and remained stable despite the investment
behavior of others within the financial services community.

As formulated, the tax would apply to those life insurers with assets over $50 billion who
happen to own banks, thrifts or broker-dealers, whether they received Federal assistance
or not. Regardless of the size of their bank, thrift or broker-dealer, the overall assets of a
company would be taken into account on a global basis when determining the amount of
the tax. Because their reserves and statutory surpluses can be very large, a significant
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number of life insurers — not only publicly traded companies, but mutuals, fraternals, and
reciprocals — would be swept into the tax.

As previously stated, life insurers invest carefully in order to have the funds in the future
to pay policyholder obligations. While some insurers may own a bank, thrift or broker-
dealer, these are generally small parts of their business operations. For example, life
insurers engaged in the variable annuity or variable life insurance business often own a
broker-dealer to facilitate the distribution of these contracts, and some life insurers own
thrifts to carry out trust services. We believe these operations are ancillary to the nature
of our business, especially when compared to our primary purpose of insurance, and
therefore are not sufficient basis to lump us together with companies whose primary
purpose is banking. This tax would penalize those companies who have chosen a certain
business model in which to best serve their policyholders.

Life insurers provide a service that sets us apart from all other sectors of the financial
services industry. Life insurers make long-term commitments to their customers to
provide life insurance, disability insurance, long-term care and annuities. Each of these
commitments is substantially different than the obligations undertaken by banks or other
financial institutions. To ensure that insurers have the ability to pay those claims decades
out, life insurers are subject to a system of state regulation that focuses on protecting
consumers through asset-liability matching, cash flow testing, solvency regulation and
state guarantee funds.

The imposition of the tax will create a competitive imbalance within the industry by
imposing a tax on those insurers who have a bank, thrift or broker-dealer. These
companies will be competing with companies who are not subject to the tax but sell the
same products. The Joint Committee on Taxation background document on the tax
recognizes these differences between the regulation of insurers and other financial
institutions and notes, among others things, that those life insurers who are assessed the
tax will be at a competitive disadvantage in their sector of financial services as a result.
We do not believe shifting the competitive field within an industry, in a manner that the
Joint Committee itself indicated seemed ambiguous and arbitrary, would be the intent of
Congress.

When announcing the tax proposal in January, the Administration stated that it sought to
impose the tax to discourage risky financial behavior and speculative leveraging
activities. Since insurers are prohibited by state law from engaging in excess or risky
leveraging, we do not believe this is justification to impose a tax on our industry. State
investment laws are very clear and uniform throughout the country. They impose strict
limitations on the type of investments an insurer can make.

It could be argued that life insurers benefitted generally and indirectly from the
government’s policies that assisted the economy. That argument, though, can be said
about every company and business in the country. We all benefitted from having a
stabilized financial system. We do not believe that insurers should be identified as an
industry that inordinately benefitted and therefore needs to be taxed to recoup
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government funds. Like most of main street America, our industry was a victim of the
recession, not a perpetrator.

The regulatory accounting for life insurers is different than accounting for banks. The
Joint Committee on Tax background document also noted that applying concepts
designed for depository institutions to non-depository institutions would be complicated
and bring significant uncertainty. It stated, “For example, nondepository institutions do
not have a concept of insured deposits or Tier 1 capital. Specifying equivalent concepts
for other financial institutions may be complicated and adversely affect the ease and cost
of administration.”

The critical actions taken by the Administration and Congress in 2008 and 2009
responded to one of the most precarious economic situations that ever faced the country.
The crisis called for precipitous actions. We understand that the extraordinary actions
brought stability and improvement to all aspects of the economy including the various
segments of financial services; however, it is important to note that these benefits were
not evenly distributed within the financial services industries.

In raising these fundamental concerns, we acknowledge that, in addition to AIG, a few of
our members did receive financial support from the federal government during the crisis.
We fully understand the desire of the federal government to recoup taxpayer funds in the
TARP program as provided in the Emergency Economic Stabilization Act (EESA) which
calls for recoupment by 2013. In fact, these companies have either repaid or will have
repaid well in advance of the 2013 statutory date.

As the Senate reviews this proposal, we urge you to carefully consider whether it is
appropriate to impose this new tax on our industry.

Thank you.
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) Senate Finance Committee Hearing
“The President’s Proposed Fee on Financial Institutions Regarding TARP: Part 2”
May 4,2010
Response to a Question for Patrick S. Baird, Chairman, AEGON USA, LLC

Question from Senator Bingaman

1. AsTunderstand, you argue that it is arbitrary to apply the fee to a life insurance company that
happens to own a small bank or thrift, but to exempt an otherwise similarly situated life insurer that
does not have a bank or thrift subsidiary. To be certain, I am sympathetic to that claim. But are you
asking us to ignore the fact that certain life insurance companies did, in fact, receive direct benefits
from TARP? For instance, one of your peer companies acquired a thrift for the express purpose of
qualifying for TARP — and then received $3.4 billion in TARP monies. How would you square your
call not to include life insurance companies owning a bank or thrift in the fee with this fact? And
given that the level of TARP assistance was presumably based on these recipient life insurance
companies’ total assets, rather than just assets of their associated bank or thrift, how would you
justify levying any such fee solely based on bank or thrift assets? )

Response to Question by Patrick S. Baird

It’s important to remember that the purpose of the CPP program was to provide liquidity into stressed
financial services companies on a temporary basis. Because the federal government does not regulate
the insurance industry, Treasury concluded, despite explicit congressional authority; that the only way it
could provide our industry with needed funds and yet maintain oversight into the use of those funds, was
to require life insurers to acquire a bank or thrift. Even with this additional requirement, approximately

25% of the life insurance market in the U.S., represented by foreign owned life insurers, were excluded from the
CPP.

As I stated in my testimony, we fully understand the desire of the Federal government to recoup
taxpayer funds in the TARP program as provided in the Emergency Economic Stabilization Act (EESA)
which calls for recoupment by 2013. In addition to AIG, a few of our member companies did receive
financial support during the crisis and these companies have either repaid or will have repaid well in
advance of the 2013 statutory date. If the reason for the proposed tax is repayment, we urge Congress to
delay consideration of the use of a tax for repayment until 2013,

Another stated reason for the tax is to deter excess leverage for the largest financial firms. Since
insurers are prohibited by state law from engaging in excess or risky leveraging we do not believe a tax
intended to discourage such leveraging should be imposed on the industry. While some insurers may
own a bank or thrift, these entities are generally small parts of their business operations and such
banking operations are ancillary to the nature of the insurance business. During the hearing, Secretary
Geithner himself confirmed that the tax should not be imposed on insurers solely because of their
ownership of a bank or thrift ancillary to its business. The ownership of these entities should not subject
these life insurance firms to a tax designed for banks. Given the structural differences between banks
and insurers, it is difficult to understand how the tax could be imposed on insurers.
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Chairman Baucus, Ranking Member Grassley, and Members of the Committee, I am honored to
appear before you today to discuss SIGTARP’s Quarterly Report to Congress.

There are clear signs that some aspects of the financial system may well be on the path to
recovery. Many of the large banks and Wall Street firms propped up by unprecedented taxpayer
support in the fall of 2008 — including massive infusions under the Troubled Asset Relief
Program {(“TARP”) — have returned to profitability, attracted private-sector capital, and enjoyed
substantially rebounded stock prices. Many of those firms have been able to repay TARP far
sooner than anyone reasonably would have anticipated, resulting in a profit on those particular
investments for the Treasury Department (“Treasury”), and thus the American taxpayer. Even
Citigroup Inc. (“Citigroup”} and Bank of America Corporation {*Bank of America™), firms that
appear to have survived only with extraordinary TARP assistance, have rebounded, with Bank of
America repaying its TARP bailouts in full and Citigroup on the verge of doing the same. All
told, as of March 31, 2010, $205.9 billion has come back fo the taxpayer through repayment of
principal, interest, dividends, cancellation of guarantees, and warrant sales. As a result, although
TARP is still expected to result in a large loss to taxpayers {$127 billion according to the Office
of Management and Budget, as of February 2010), the expected loss is far lower than previous
estimates, and is concentrated in the programs designed to support American International
Group, Inc. (*AIG™) ($50 billion), the automotive industry ($31 billion), and housing ($49
billion}.

Even as Wall Street regains its footing, however, signs of distress on Main Street remain
disturbingly persistent. Although unemployment has eased slightly in recent months, it still
remains muych higher than at any time since 1983. In addition, the long-term nature of
unemployment is unprecedented in recent history — the March 2010 figure for the average
duration of unemployment, 31.21 weeks, is the highest since such measurement began in 1948.
Meanwhile, smaller and regional banks continue to struggle (with 50 closed so far in 2010),
small-business lending remains substantially depressed from pre-recession levels, and the real
estate markets, both residential and commercial, continue to suffer at crisis proportions in many
areas of the country. Questions remain as to whether the real estate markets have truly found
bottom or are headed for further decline. In sum, notwithstanding that the financial system
appears to be stabilizing and record profits are returning to Wall Street, the plain fact is that too
many Americans on Main Street are still in imminent danger of losing their businesses, their
jobs, and their homes.

In light of these circumstances, Treasury has shifted much of TARP’s focus to initiatives
intended to offer economic relief to the broader public. A year ago this March, Treasury
introduced the Making Home Affordable (“MHA”) initiative, which was designed to address the
growing wave of home foreclosures ravaging many areas of the country. The centerpiece of
MHA is the Home Affordable Modification Program (“HAMP™}, which was intended to result in
millions of sustainable mortgage modifications that would aliow homeowners to remain in their
homes by reducing their monthly payments to affordable levels. The Administration has
allocated $75 billion to HAMP, including $50 billion of TARP funds.

Despite Treasury’s efforts, however, the home foreclosure crisis has not abated; indeed, the
situation has continued to deteriorate since HAMP’s rollout. Nearly 2.8 million foreclosures
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were initiated in 2009. More ominously, 2010 is on pace to be even worse: there were more than
932,000 foreclosure filings during the first three months — a 16% increase from the already
staggering rate for the first quarter of 2009. Similarly, for the first quarter of 2010, actual bank
repossessions rose 35% from 2009 levels to nearly 258,000, Unfortunately, HAMP has made
very little progress in stemming this onslaught, resulting in only 230,000 permanent
modifications initiated over the approximately 12 months of the program’s existence. That figure
represents only 8.2% of the foreclosures initiated in 2009 and fewer than just the most recent
quarter’s actual bank repossessions.

A SIGTARP audit report published on March 25, 2010, examined the design and operation of
HAMP in detail. The audit first found that Treasury’s publicly touted measure of success, the
number of short-term trial modification offers that have been made to struggling homeowners,
was largely meaningless, and that Treasury needs to clearly identify the total number of
homeowners it actually intends to help stay in their homes through sustainable permanent
mortgage modifications. The audit also found that the limited results to date stemmed from,
among other things, flaws in HAMP’s design, rollout, and marketing that diminished the
program’s effectiveness in providing sustainable relief to at-risk homeowners. In its original
version, HAMP involved frequent and time-consuming revisions of guidelines that created
confusion and delay; permitted reliance on unverified verbal borrower data that slowed down
conversions to permanent modifications; suffered from insufficient outreach to the American
public about eligibility and benefits; and did not fully address risk factors for re-defaults among
participating borrowers, including negative equity and high total debt levels even after
modification. Without addressing the dangers of re-default, HAMP risks merely spreading out
the foreclosure crisis at significant taxpayer expense. While this may benefit financial
institutions that would not have to recognize the losses from immediate foreclosures, it would do
little to accomplish the Emergency Economic Stabilization Act’s explicit purpose to “help
families keep their homes.”

Although Treasury was initially reluctant to address the issues raised in the audit report regarding
re-default, including a suggestion that only modest changes would be made to the program to
address negative equity, just days after the publication of SIGTARP’s audit report and a
subsequent Congressional hearing discussing the report’s findings, Treasury changed course and
introduced major revisions to HAMP, including new provisions designed to address the plight of
unemployed homeowners and to require consideration of principal write-downs for borrowers
with negative equity. To Treasury’s credit, the program changes appear intended to expand
HAMP participation and improve the rate of permanent modifications, as well as to address the
significant re-default risk driven by homeowners’ negative equity. On the whole, the revisions to
HAMP constitute a potentially important step forward in addressing some of the flaws identified
in SIGTARP’s audit report.

However, the program changes, as announced, also raise several issues that could impede
HAMP’s effectiveness and efficiency. Treasury’s urgency in rolling out the new initiatives,
laudable as it is, risks significant costs in the form of ill-defined goals, incomplete program
guidelines, increased vuinerability to fraud, incentives that may prove ineffective, and the
potential for arbitrary treatment of participating borrowers. SIGTARP has made a series of
recommendations designed to address these issues:
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+ Treasury should identify its participation goals and anticipated costs for each HAMP program
and subprogram and measure success against those expectations in its monthly reports.

* Treasury should launch a broader based fraud awareness campaign for HAMP and include
fraud warnings when it makes program announcements.

* To protect against fraud, Treasury should abandon its differing valuation standards across
HAMP and adopt the Federal Housing Authority’s appraisal standard for all HAMP principal
reduction and short sale programs.

» Treasury should reevaluate the voluntary nature of its principal reduction program, considering
changes to maximize effectiveness, to ensure to the greatest extent possible consistent treatment
of similarly situated borrowers, and to address potential servicer conflicts of interest.

* Treasury should reconsider the length of the three-month minimum term of its unemployment
forbearance program.

In sum, until Treasury fulfills its commitment to provide a thoughtfully designed, consistently
administered, and fully transparent program, HAMP risks being remembered not for catalyzing a
recovery from our current housing crisis, but rather for bold announcements, modest goals, and
meager results.

PROGRAM UPDATES AND FINANCIAL OVERVIEW

TARP consists of 13 announced programs, all of which have been implemented. Six are closing
or have already been wound down. As of March 31, 2010, Treasury had announced programs
involving potential spending of $537.1 billion of the $698.8 billion maximum available for the
purchase of troubled assets under TARP as authorized by Congress. Of this amount, Treasury
had expended or committed to expend approximately $496.8 billion through the 13 implemented
programs to provide support for U.S. financial institutions, the automobile industry, the markets
in certain types of asset-backed securities (“ABS”), and homeowners. As of March 31, 2010, 77
TARP recipients had paid back all or a portion of their principal or repurchased shares for an
aggregate total of $180.8 billion of repayments and a $5 billion reduction in exposure to possible
further liabilities, leaving $387.8 billion, or 55.5%, of TARP’s allocated $698.8 billion available.
In addition to the principal repayments, Treasury has received interest and dividend payments on
its investments, as well as revenue from the sale of its warrants. As of March 31, 2010, $14.5
billion in interest, dividends, and other income had been received by the Government, and $5.6
billion in sales proceeds had been received from the sale of warrants and preferred stock received
as a result of exercised warrants. At the same time, some TARP participants have missed
dividend payments: among participants in the Capital Purchase Program (“CPP"), 104 have
missed dividend payments to the Government, although some of them made the payments on a
later date. As of March 31, 2010, there was $188.9 million in outstanding unpaid CPP dividends.
In addition, three TARP recipients have failed and several others have restructured their
agreements with Treasury, increasing the potential for further losses.
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Planned TARP TARP Repayments TARP Balance Total TARP Available

Expenditures and Reductions in Remaining
Exposure

Notes: Numbers affected by rounding. The "planned expenditures" referenced throughout this report represent the funds
Treasury currently plans to expend for each program, and a majority of those are committed funds (e.g., signed agreements with
TARP fund recipients).

a Repayments include $135.8 billion for CPP, $40 billion for TIP, $4.6 billion for Auto Programs, and a $5 billion reduction in
exposure under AGP.

b Treasury experienced a $2.3 billion loss on some investments under the CPP program

Sources: Treasury, "Transactions Report," 4/2/2010; Treasury, response to SIGTARP data call, 4/12/2010.

OVERSIGHT ACTIVITIES OF SIGTARP

Since SIGTARP’s Quarterly Report to Congress dated January 30, 2010, SIGTARP has actively
sought to fulfill its vital investigative and audit functions. SIGTARP’s Investigations Division
continues to develop into a sophisticated white-collar investigative agency. Through March 31,
2010, SIGTARP has 84 ongoing criminal and civil investigations. Highlights from the last
quarter include important developments in several cases that have been brought as the result of
SIGTARP’s investigations.

The Park Avenue Bank

On March 15, 2010, Charles Antonucci, the former President and Chief Executive Officer of The
Park Avenue Bank, was charged by the United States Attorney’s Office for the Southern District
of New York with offenses including self-dealing, bank bribery, embezzlement of bank funds,
and bank, mail and wire fraud, among others. In particular, Antonucci allegedly attempted to
steal $11 million of TARP funds by, among other things, making fraudulent claims about the
bank’s capital position. These charges mark the first time an individual has been criminally
charged with attempting to steal TARP funds.
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According to the allegations, Antonucci falsely represented that he had personally invested $6.5
million in The Park Avenue Bank to improve its capital position. As set forth in the charges,
however, the funds were actually borrowed from the Park Avenue Bank itself and reinvested as
part of an undisclosed “round-trip” transaction. The complaint further alleges that this fraudulent
transaction was touted by The Park Avenue Bank in support of its application for TARP funds as
evidence of its supposedly improving capital position.

Bank of America

On February 4, 2010, the New York Attorney General charged Bank of America, its former
Chief Executive Officer Kenneth D. Lewis, and its former Chief Financial Officer Joseph L.
Price with civil securities fraud. According to the allegations, in order to complete a merger
between Bank of America and Merrill Lynch & Co., Inc. (“Merrill Lynch™), the defendants
failed to disclose to shareholders spiraling losses at Merrill Lynch. Additionally, after the merger
was approved, it is alleged that Bank of America made misrepresentations to the Federal
Government in order to obtain tens of billions of dollars in TARP funds. The investigation was
conducted jointly by the New York Attorney General’s Office and SIGTARP, and the case
remains pending in New York state court.

SIGTARP also assisted the Securities and Exchange Commission (“SEC”) with its Bank of
America investigation. On February 22, 2010, the Honorable Jed S. Rakoff, United States
District Judge for the Southern District of New York, approved a $150 million civil settlement
between the SEC and Bank of America to settle all outstanding SEC actions against the firm.

Nations Housing Modification Center

On March 19, 2010, Glenn Steven Rosofsky was arrested by agents from SIGTARP and the
Internal Revenue Service, Criminal Investigation Division and charged by the U.S. Attorney’s
Office for the Southern District of California with one count of conspiracy to commit wire fraud
and money laundering and one count of money laundering. A separate information the same day
charged Michael Trap with conspiracy to commit fraud and money laundering. As set forth in the
charges, Rosofsky, Trap, and others operated a telemarketing firm, ostensibly to assist delinquent
homeowners with loan modification services. Operating under the names “Nations Housing
Modification Center” and “Federal Housing Modification Department,” Rosofsky and Trap took
advantage of the publicity surrounding the Administration’s mortgage modification efforts under
the TARP-supported MHA program and are alleged to have used fraudulent statements to induce
customers to pay $2,500 — $3,000 each to purchase loan modification services that were not
actually provided. It is alleged in court documents that the fraud grossed more than $1 million.
Trap pled guilty to the charges listed in his March 19 information the following day. The case
against Rosofsky remains pending.

On the audit side, SIGTARP released its latest audit report on March 25, 2010, which examined
the “Factors Affecting Implementation of the Home Affordable Modification Program.”
SIGTARP has 12 other ongoing audit projects, including 2 new audits that have been initiated
over the past quarter:

+ Application of the HAMP Net Present Value (“NPV”) Test: This audit, which will be
conducted in response to a request from Senator Jeff Merkley and eight other Senators, will
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assess: whether the participating loan servicers are correctly applying the NPV test under the
program; the extent to which Treasury ensures that servicers are appropriately applying the NPV
test per HAMP guidelines when assessing borrowers for program eligibility; and the procedures
servicers follow to communicate to borrowers the reasons for NPV test failure, as well as to
identify the full range of loss mitigation options available to such borrowers.

* Material Loss Review of United Commercial Bank: SIGTARP is participating in a Material
Loss Review of United Commercial Bank, based in San Francisco, with the Office of the
Inspector General of the Federal Deposit Insurance Corporation (“FDIC OIG”). In November
2008, United Commercial Bank received $298.7 million of TARP funds through CPP. On
November 6, 2009, the California Department of Financial Institutions closed the bank and
appointed FDIC as receiver. The objectives of the audit are to (1) determining the causes of the
financial institution’s failure and resulting material loss to the Deposit Insurance Fund; (2)
evaluating FDIC’s supervision of the institution; and (3) determining whether FDIC and
Treasury followed applicable procedures in recommending the bank for CPP funding and in
monitoring its compliance with the securities purchase agreement.

SIGTARP RECOMMENDATIONS ON THE OPERATION OF TARP

One of SIGTARP’s oversight responsibilities is to provide recommendations to Treasury so that
TARP programs can be designed or modified to facilitate effective oversight and transparency
and to prevent fraud, waste, and abuse. In this quarter’s report, we provide updates on existing
recommendations and summarize implementation measures for previous recommendations. We
make a series of recommendations concerning the new HAMP initiatives. We also discuss
Treasury’s introduction, on February 3, 2010, of the Community Development Capital Initiative
(“CDCI”), a new TARP initiative designed to provide up to $1 billion in additional capital to
Community Development Financial Institutions to incentivize lending. In addition to reviewing
CDCY’s provisions in detail, our report details a number of SIGTARP recommendations
designed to improve the transparency of CDCI investments and better safeguard them against
fraud or the failure of participating institutions.

Over the past quarter, Treasury has also announced another new initiative designed to spur
small-business lending, the Small Business Lending Fund (“SBLF”). As announced, although
SBLF will be funded with $30 billion that will be rescinded from TARP, SBLF will not be part
of TARP, but rather will be operated outside of TARP and thus will not be subject to the
executive compensation restrictions and perceived stigma associated with TARP. However,
many of the characteristics of SBLF are the same or very similar to the TARP’s CPP and CDCI:
the economic structure is basically the same, with Treasury providing capital in the form of
preferred equity, and, like CPP and CDCI, the maximum amount of capital available under
SBLF will be a percentage of the institution’s risk-weighted assets. It would also appear that the
application and approval process for new participants will be similar and will involve the same
primary regulators. Even many of the same banks will be participants — SBLF is expressly
being designed so that many CPP participants will be able to convert their CPP capital into SBLF
capital. SIGTARP has estimated that up to 95% of CPP participants could be eligible to convert
to SBLF. In sum, the funds being utilized, the core mechanics, the economic terms of the
program and even many of the participants all stem from TARP’s CPP, Because SIGTARP has
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developed considerable experience and expertise in its oversight of the very similar (and
similarly complex) CPP, particularly in reporting, monitoring, deterring, and investigating fraud,
SIGTARRP has strongly encouraged that SIGTARP be included in the oversight provisions of
Treasury’s legislative proposal concerning SBLF. SIGTARP has sent a letter to Treasury,
attached to our quarterly report, objecting to its stated intent not to include SIGTARP in the
proposed legislation.

Chairman Baucus, Ranking Member Grassley and Members of the Committee, I want to thank
you again for this opportunity to appear before you, and I would be pleased to respond to any
questions that you may have.

Hoymnoare mvave of fraud; waste
asset-relied prograny, please cor

Via Online: WAWSIGEAT
ViaToll Free Phine: 8778
Via Pax: 202-622-4539
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Questions for Mr. Barofsky

Questions from Senator Baucus

1. Which companies have received the most TARP funds? Which of them have paid back the
money? Which of them will never repay the money, and why?

Response: In SIGTARP’s April 20, 2010, Quarterly Report to Congress (the “April Quarterly
Report™)', Tables 2.3 and 2.4 (pages 44-47) identify the debt and equity investments in private
sector firms made under TARP. Those tables provide aggregate figures for participants in the
Capital Purchase Program (“CPP”) and the Public-Private Investment Program (“PPIP”).
Listings of individual participants in those programs may be found for CPP in Appendix D,
Table D.1 (pages 174-201) and for PPIP in Table 2.27 (page 100). Table 3.2 of the April
Quarterly Report (pages 124 to 127) identifies all private sector vendors retained by Treasury for
assistance with various aspects of TARP administration.

With respect to companies that have repaid their TARP investments, for your convenience, we
have attached a file, drawn from Treasury’s most recent publicly available TARP Transaction
Report, detailing TARP participants that have repaid some or all of their public investment as of
May 14, 20102

With respect to which companies will never repay their TARP investments, whether a given
participant will repay Treasury in the future depends on many factors (some at the
macroeconomic fevel, and some specific to each industry and firm) and are impossible to predict
with certainty. The most recent estimates of TARP costs put out by the Office of Management
and Budget and the Congressional Budget Office, however, anticipate losses resulting from the
AIG and auto company investments and thus assume that those investments will not be fully
repaid. With respect to CPP, four participating banks (UCBH Holdings, Inc., Pacific Coast
National Bancorp, Midwest Bank and Trust Co., and CIT Group, Inc.) have failed, and the
taxpayer investment in those institutions is not likely to be recovered. In addition, according to
recent news reports another CPP participant, South Financial Group Inc., was acquired recently
by Toronto-Dominion Bank. As part of that transaction, Toronto-Dominion Bank will pay
Treasury $130.6 million for its CPP preferred share investment in South Financial Group, which
was originally valued at $347 miltion.

2. a. Atthe time President Obama made his proposal he estimated the TARP losses could be
8117 billion. CBO estimates TARP losses will be $109 billion. Do you think the Treasury
and CBO estimates are accurate? Do you think there will be any losses when the final
accounting is done? When will we know the full extent of TARP losses?

'Fora copy please see http://www sigtarp.govireports/congress/2010/April2010_Quarterly Report to_Congress.pdf
*The original data may be found at http//www financialstability. gov/latest/reportsanddocs html,
3 For example, http://online.wsj.com/article/BT-CO-20100517-712033 htm}
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Response: In addition to the estimates you cite, we note Treasury’s May 21, 2010 release of an
updated TARP cost estimate of $105.4 billion.* All of these estimates are just that — estimates
— that are driven principally by underlying assumptions about future events (e.g., the likelihood
of strong profits at TARP participants or prevailing interest rate trends) that cannot be predicted
with certainty. 1t is thus impossible to say definitively at this point how accurate they will
ultimately prove.

TARP will certainly incur some significant costs because not all TARP outlays provide for fater
repayment. The most prominent example of this is the Home Affordable Modification Program
(“HAMP”), for which $50 billion of TARP funding has been allocated. The key terms of that
program provide for payments to loan servicers, investors and homeowners, with no provision
for repayment thercof. With respect to losses on TARP programs that provide for repayment of
public investment, we reiterate that participants’ ability to fulfill those obligations in the future
depends on a range of factors that are impossible to predict with certainty.

The full extent of TARP losses is not likely to be known with any degree of certainty for several
years. Several of the TARP programs are designed to last for years into the future, and whether
and to what extent TARP suffers losses on the AIG and auto company investments, for example,
will depend on whether and how long those companies take fo recover.

b. The Aprii 2010 SIGTARP report states that three sectors are leading to the projected
losses in TARP — AIG, the automotive industry and housing. What losses are expected in
each sector and why are the losses expected? What other businesses or sectors will likely
result in losses and wiat will the expected t of these I be?

Response: The CBO report (published in March of this year) and the Administration estimates
for TARP costs {published by OMB in February and by Treasury in May) cite three principal
drivers of costs to the public under TARP: first, assistance to AIG under the Systemically
Significant Failing Institutions program; second, assistance to automobile manufacturers; and
third, the Home Affordable Modification Program. These figures, drawn from Table 1 on page 3
of the CBO report, are listed below:’

All figures in § billions Cost/{Gain} Cost/{Gain) Cost/{Gain)

per CBO per OMB per Treasury
Assistance to AIG 36 50 45
Assistance to the Automotive Industry 34 31 25
Home Affordable Modification Program 22 49 49
Remaining TARP Funds 23 3 -
Cumutative Other {6} {6} {14)
Total 109 127 105

As noted above, disbursements under HAMP are not designed to be repaid. With respect to the
AIG and auto company investments, which are held in the form of equity investments, the

N http:/Awww. tinancialstability. gov/latest/pr 852120100 htmi,
* http://www.cho.gov/ftpdoes/ 1 12xx/doct 1227/03- 1 7-TARP pdf, with the addition of cotresponding Treasury data
from their May 21 press release.
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Administration and CBO estimates assume that the Government will not be able to recover full
value from those investments over time.

¢. Do you think all businesses receiving TARP funds should be required to repay TARP
Sunds? Should some businesses be exempted from repaying TARP funds? Please explain
your position.

Response: As a general matter, all businesses receiving TARP funds should abide by their
TARP commitments. To the extent that Treasury has designed a program, consistent with its
statutory authority, in which repayment is not contemplated, SIGTARP takes no position on such
a policy decision.

3. a. Have the benefits of the TARP program been limited to the banks, insurance companies
and businesses directly receiving TARP funds?

b. What has been the effect on the financial sector as a whole as a result of TARP rescuing
individual banks, insurance companies and other businesses?

¢. Describe how the TARP program could indirectly benefit a non-TARP recipient.

d. Are the benefits of the TARP program commensurate with the dollars actually paid out,
or is there some sort of multiplier effect?

Response to subsections (a)-(d): The benefits of TARP have not been limited only to TARP
recipients. Although it is difficult to quantify the broader effects of TARP, it appears that the
dramatic steps taken by Treasury and other agencies through TARP and related programs played
a significant role in bringing the system back from the brink of collapse. As such, TARP has
benefitted the broader financial system beyond just the direct recipients.

e. Which TARP programs provided the most benefit to the banks and other financial
institutions covered by the President’s proposal?

Response: CPP has provided by far the largest direct benefit to the banking industry as a whole,
investing $204.9 billion in 707 participating institutions across the nation.’® Other relevant
programs are the Targeted Investment Program (which invested $20 billion of TARP funds in
each of Citigroup and Bank of America), the Asset Guarantee Program (which involved the
commitment of $5 billion of TARP funds towards loss protection to more than $300 billion of
Citigroup assets), and the SSFI program (in which $69.8 billion of TARP funds has been
committed to stabilize AIG).

4. a. The SIGTARP report released last month states that there are 77 institutions that have
paid some or all of their TARP funds back. To what extent are there common
characteristics among these institutions, and what are they?

® Page 75 of the April Quarterly Report.
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Response: One common characteristic is that the institutions that repaid Treasury’s investments
were deemed healthy by their primary regulators. Pursuant to the requirements of the CPP
program, regulators are required to approve each request to repay Treasury’s investment and exit
TARP. According to Treasury’s guidance:”

All institutions seeking to repay CPP will be subject to the existing supervisory
procedures for approving redemption requests for capital instruments. Supervisors will
carefully weigh an institution’s desire to redeem outstanding CPP preferred stock against
the contribution of Treasury capital to the institution’s overall soundness, capital
adequacy, and ability to lend, including confirming that the institution has a
comprehensive internal capital assessment process.

b. Last month’s report also states there are 104 institutions that have missed dividend
payments. To what extent are there common characteristics among these institutions, and
what are they?

Response: There may be many reasons why a bank would decide not to pay dividends to its
preferred shareholders, and SIGTARP has not studied the common characteristics of the 104
institutions that failed to make one or more dividend payment.

¢. Three TARP recipients, CIT, UCBH and Pacific Coast National Bancorp, have failed
since they received TARP funds. Why did they fail? How do their failures affect TARP
losses? What traits do these companies have in common?

Response: Due to substantial financial weaknesses, UCBH and Pacific Coast went into FDIC
receivership in November 2009.% CIT Group also filed for bankruptey that month.” In addition
to these three TARP recipients, Midwest Bank and Trust Co. went into FDIC receivership in
May 2010.'

Pursuant to 12 U.S.C. § 1831o(k), the Inspectors General of these institutions” primary regulators
must perform material loss reviews (“MLR™) of these institutions if their failure resulted in
losses of $25 million or more for their regulators. As noted in the April Quarterly Report,
SIGTARP is participating in the MLR for UCBH. We will of course share our findings with you
when these reports are ready for circulation.

As noted in the TARP transaction table, Treasury’s TARP investments in CIT and Pacific Coast
National were recorded as total losses of $2.3 billion and $4.1 million, respectively. UCBH
remains in bankruptcy proceedings as of May 14. That Joss has not been finally determined, but
is likely to be most or all of the $298.7 million invested. The loss on Midwest’s CPP investment
is also likely to be most or all of the $89.4 million invested in that institution.

7 http://www. financialstability.gov/docs/CPP/FAQ_CPP_guidance pdf

$ Details on the UCBH failure may be found at hitp://www fdic.cow/bank/individual/failed/uch.html. Those for
Pacific Coast National are at http://www.fdic.gov/bank/individual/failed/pacificcoastnatl.htmal.

° The Wall Street Journal’s coverage may be found at http//online.wsi.com/article/SB125700781695721315 html.

' Details may be found at http:/www.fdic.gov/bank/individual/failed/midwestil.html.
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In addition to these four banks, as noted in our response to question 1, the CPP is expected to
record a loss of approximately $216.4 million related to the sale of South Financial Group Inc., a
participating institution, to Toronto-Dominion Bank.

d. How can the repayment data be used to predict which institutions will not be able to
repay their TARP funds so that the amount of TARP losses can more accurately be
estimated?

Response:  Although all five of these institutions failed to make one or more dividends
payments, we have not sufficiently studied the correlation, if any, between dividend payment
failure and collapse to predict the failure of financial institutions and accurately project TARP
losses.

5. In November of 2009, SIGTARP issued a report on AIG counterparty payments on credit
default swaps. What did you discover regarding the financial state of AIG in September
of 2008, AIG’s connection to the rest of the financial industry, and whai might have
happened if AIG had been allowed to fail? Who were the largest recipients of AIG
counterparty payments that were made with TARP funds?

Response: As discussed in SIGTARP’s audit report, Factors Affecting Efforts to Limit Payments
to AIG Counterparties,'’ AlG, through its subsidiary AIG Financial Products (“AIGFP”) offered
a portfolio of products that included credit default swaps (“CDSs”), which are insurance-like
instruments that, in exchange for payments from counterparties (i.e., CDS purchasers), provide
for payments to the counterparties if a defined event occurs with respect to an underlying
security. Under the terms of AIGFP’s CDSs, the counterparties were entitled to require AIGFP
to post collateral when certain events occurred. Such events inciuded a decline in the market
value of the underlying collateralized debt obligations (“CDOs™), which are financial instruments
that entitle the buyer to some portion of cash flows from a portfolio of assets. In addition, if the
credit rating associated with the underlying CDOs were downgraded, AIGFP could also be
required to post collateral.

Beginning in the third quarter of 2007 and continuing through 2008, AIG’s financial condition
deteriorated, causing a decline in market confidence that, in turn, triggered downgrades of AIG’s
credit rating. At the same time, the market value of the CDOs protected by AIGFP’s CDSs
declined. As a result, AIGFP was required to post collateral under the terms of its CDSs.
Typically, AIGFP was required to make payments to its counterparties in amounts equaling the
difference between the market value of the underlying CDO and its par value. By late summer
2008, however, AIGFP did not have the liquidity necessary to post the required collateral and
therefore was on the verge of defaulting on its obligations to its CDS counterparties, which
would likely have forced AlG to file for bankruptcy.

" A copy is available at
hitp:/f/www.siglarp.govireports/audit/2009/Factors Affecting Efforts to_Limit_Payments to AIG_Counterparties.p
df
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On September 16, 2008, the Federal Reserve Board, with the encouragement of Treasury,
authorized the Federal Reserve Bank of New York (“FRBNY”) to make available to AIG an $85
billion revolving credit facility so that it could make the collateral payments and meet other
obligations necessary to avoid bankruptey. It soon became clear, however, that the initial $85
bitlion line of credit had not sufficiently addressed AIG’s liquidity crisis. Accordingly, FRBNY
began to consider further remedial measures.

On November 3, 2008, FRBNY proposed the creation of Maiden Lane [Ii, LLC (“Maiden Lane
1IT™), a special purpose vehicle through which the CDOs underlying AIGFP’s CDSs would be
purchased at market value. On November 6, 2008, AIG formally agreed to the creation of
Maiden Lane 111 and requested that FRBNY engage in discussions with counterparties on its
behalf. On November 10, 2008, the Federal Reserve Board authorized the FRBNY’s
establishment of, and loan to, Maiden Lane I1I. On November 25, 2008, Maiden Lane III was
created and began purchasing the underlying CDOs from the counterparties. Table 2 of the audit
report (page 20) lists the counterparties that received payments from Maiden Lane 1Il; the top
three recipients are Sociéte Générale, Goldman Sachs, and Merrill Lynch.

All of the counterparty payments were made with funds supplied by FRBNY, not TARP.
However, in November of 2008, Treasury purchased $40 billion of newly issued preferred shares
under TARP’s Systematically Significant Failing Institutions program. The proceeds of this
securities sale were used to pay down, in part, the $85 billion FRBNY line of credit.

Although the precise consequences of an AlG failure remain unknowable, Treasury and Federal
Reserve officials have testified that they provided AIG financing because of their concerns that
permitting it to collapse would pose an unacceptable threat to the nation’s financial stability and
economic health."

6. How many insurance companies and other lines of business purchased thrifts in order to
qualify for TARP funds? How did these companies use the funds they received? Are these
businesses going to be able to repay what they received?

Response: SIGTARP’s audit, Additional Insight on the Use of Troubled Asset Relief Program
Funds, includes information concerning the receipt and use of TARP funds by insurance
companies."> SIGTARP found that, in order to qualify for TARP assistance, Hartford Financial
Services Group, Inc. (“Hartford”™), and Lincoln National Corporation (“Lincoln”) purchased the
Federal Trust Bank and Newton County Loan & Savings FSB, respectively. Further, Hartford
used TARP capital to purchase Federal Trust Bank. SIGTARP also found that Hartford invested
94% of its TARP funding in high quality short-term investments or money market funds. For its
part, Lincoln invested 64% of its TARP funding in domestic corporate bonds and mortgage-
backed securities, and invested the complementary 36% in commercial mortgage-backed
securities, commercial real estate loans, domestic bonds and asset-backed securities.

2 See, for example, Federal Reserve Chairman Ben Bernanke’s March 24, 2009 testimony before the House
Financial Services Committee at http://www.federalreserve.gov/newsevents/testimony/bernanke20090324a itm.

' A copy is available at

http://www sigtarp. gov/reports/audit/2009/Additional_Insight_on_Use_of Troubled Asset Relief Program_Funds.
pdf
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As noted in the attached TARP Transaction File, Hartford Financial Services Group repaid its
CPP investment on March 31, 2010. The April Quarterly Report indicates that the TARP
investment in Lincoln National remains outstanding, with no missed dividends.

7. To what extent is it appropriate that TARP recipients whe have paid back their TARP
Junds are paying big bonuses to their executives? Do you think that businesses who
received TARP funds should be subject to restrictions, or at least a policy of constraint,
when deciding the size of bonuses to be paid?

Response: By statute, TARP restrictions on executive compensation are applicable only during
the period “in which any obligation [except for Federal warrant ownership alone] arising from
financial assistance provided under the TARP remains outstanding.”'* Thus, according to the
current governing law, if a financial institution has repaid Treasury’s investment, then executive
compensation restrictions no longer govern its payment of bonuses to its executives. SIGTARP
has taken no position on the policy question of whether that law should be changed.

8. Many small businesses have been unable to obtain financing during the economic crisis,
even from banks who received TARP funds. With the Fed’s rates so low, banks have made
a lot of money on the spread from borrowing at the Fed’s rate and lending on the
overnight markets instead of lending to small businesses.

a. To what extent should banks who received TARP funds be able to use TARP funds for
proprietary trading instead of lending money to small businesses to make payroll and buy
inventory?

Response: Treasury did not impose restrictions on using TARP funds for proprietary trading.
For the sake of providing transparency in the administration of TARP, one of my first
recommendations as Special Inspector General was that Treasury require each participant “to use
best efforts to account for the use of TARP funds, to set up internal controls to comply with such
accounting, and to report periodically to OFS-Compliance on the results, with appropriate
certification.™” Treasury initially declined to require all participants to report on their use of
TARP investments, Later, however, Treasury changed its position and agreed to survey its
recipients’ use of TARP funds and publish the results.’® Initial results of this use of funds survey
should be available soon.

b. What can be done within the TARP program fo get the money moving to small
businesses and out into the economy?

Response: The economic design of TARP programs is outside of SIGTARP’s oversight role.

Y12 US.C.§5221(b).

" See SIGTARP’s February 6, 2009, Quarterly Report to Congress at page 97, which is available at
hitp/iwwwsigtarp.gov/reports/coneress/2009/SIGTARP_Initial_Report to_the Congress.pdf.

' See SIGTARP’s January 30, 2010, Quarterly Report to Congress at page 139, which is available at
htip://www.sigtarp.gov/reports/congress/201 0/January2010_Quarterly Report_to Congress.pdf. Treasury
confirmed its intention to collect use of funds information in a December 9, 2009 letter appended to SIGTARP’s
audit report, Additional Insight on the Use of Troubled Asset Relief Program Funds.
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¢. Have the big financial institutions and businesses used their TARP funds as Congress
intended?

Response: EESA, and Treasury when implementing EESA, imposed very few restrictions on
how TARP funds could be used. SIGTARP has issued two audit reports discussing TARP
participants’ use of their public funding.'” Generally, SIGTARP found that they were able to
account for their use of TARP funds. Further, as discussed in our response to question 8a,
above, Treasury recently implemented our recommendation that it periodically survey TARP
recipients concerning their use of such funds and publish the results.

9. The Administration has proposed a new small business lending program, the Small
Business Lending Fund, which will be funded with $36 billion rescinded from the TARP
program. What is Treasury’s position on giving SIGTARP oversight responsibilities for
this new program? Why should SIGTARP have oversight responsibility for the new Small
Business Lending Fund program?

Response:  Treasury’s proposal for the Small Business Lending Fund did not give oversight
responsibility to SIGTARP, and we believe this is a mistake that will result in a waste of
taxpayer resources and increase fraud vulnerability.

I terms of its basic design and participants, and, SBLF would essentially be, from an oversight
perspective, an extension of TARP’s CPP program. Although the proposed legisfation provides
that SBLF would be established outside of TARP — and thus recipients would not be subject to
TARP’s executive compensation requirements or warrant provisions — the core goals and basic
economic framework for the proposed SBLF are very similar to those of CPP, and the two
programs share a wide range of features:

* Asin CPP, SBLF involves capital investments in the form of preferred shares.

* As in CPP, the maximum amount of an investment under SBLF would be a percentage of
the bank’s risk-weighted assets — for banks with a $1 billion or more in total assets, the
amount available under SBLF (3% of risk-weighted assets), would be the same as under
CPP; banks with $1 billion or less in total assets could receive, under SBLF, as much as
5% of their risk-weighted assets.

¢ The initial SBLF dividend rate (5%) would be the same as the initial CPP dividend rate.

e The application structure would essentially be the same as in CPP, with the banks’
primary reguiators evaluating new SBLF applications.

In fact, many current CPP participants would likely convert their CPP investments to SBLF.
Based on the proposal, which expressly contemplates that CPP participants with total assets of
$10 biltion or less will be eligible to convert to SBLF, SIGTARP expects that up to 95% of the

These reports are available at

http://www sigtarp.gov/reports/audit/2009/SIGTARP_Survey Demonstrates That Banks Can_ P feaningfu
I_Information_On_Their Use Of TARP_Funds.pdf;

bitpy/Awww sistarp sov/reportsfaudit/2009/Additional_Insieht on_Use of Troubled_Asset Relief Proeram Funds.
pdf.
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current CPP participants will be eligible to convert to SBLF; because of SBLFs financially more
attractive and less restrictive provisions, SIGTARP anticipates that the overwhelming majority of
eligible CPP participants will migrate to SBLF.

Due to these similarities, SBLF will present many of the same oversight challenges that CPP has
thus far presented, and, because SIGTARP has already developed the specialized expertise and
resources to address these challenges in connection with CPP, SIGTARP is uniquely qualified to
address them under SBLF. Failing to take advantage of such expertise and existing resources
would not only be a waste of taxpayer money (as another oversight entity would have to expend
substantial investigative and audit resources that SIGTARP already has on board) but would also
unnecessarily expose the program and thus taxpayers to waste, fraud and abuse during the
substantial time period that another oversight entity gets up to speed on the complex program.
Stated another way, SIGTARP is already the “cop on the beat” for CPP; finding a different entity
io police the same kinds of activity for the very similar SBLF would be both duplicative and
potentiaily dangerous.

Disregarding SIGTARP’s substantial commitment and unique expertise in fashioning SBLF
oversight would be a waste of taxpayer resources and would unnecessarily expose SBLF to
waste, fraud and abuse. Even assuming that another oversight agency could find the available
resources to address the challenges posed by SBLF, trying to assemble, from scratch, the
expertise, staff, forensic capability, audit experience and relationships necessary to meet this
responsibility would needlessly duplicate the capabilities SIGTARP has already developed, and
would potentially leave $30 billion of taxpayer funds vulnerable to waste, fraud or abuse for the
significant amount of time another agency would require to develop the necessary expertise,
capabilities and relationships. In other words, SIGTARP could provide vigorous and effective
oversight of SBLF under ongoing initiatives already being conducted by our agency at no
additional expense and without any gap in oversight.

For these reasons, SIGTARP is clearly the most appropriate oversight body for this program to
protect taxpayers from potential fraud in the proposed SBLF, to ensure accountability in its
management, and to ensure continuity of oversight.

10. What challenges is the Treasury Department facing with the HAMP program? What losses
do you expect will result from this program?

Response: SIGTARP’s audit report entitled “Factors Affecting Implementation of the Housing
Affordable Mortgage Program” (“SIGTARP’s HAMP audit™) addresses the effectiveness of
HAMP at reaching participation goals and the challenges that Treasury has confronted in
implementing the program.”® SIGTARP found Treasury had not established meaningful
participation goals for the program—ifocusing on trial rather than permanent modifications—and
that thus far participation had been disappointing, for several reasons:

'8 The audit is available at
bttp:/www.sigiarp sov/reports/audit/20 10/Factors Affecting Implementation_of the Home_Affordable Modificat
ion_ Program.pdf
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» Program rules had not been fully developed by the time the program began. Treasury
thus had to revise guidelines repeatedly, causing participants confusion and delay;

* Treasury’s decision to permit servicers to start trial modifications before receiving
supporting documentation proved to be counterproductive, creating a large backlog of
trial modifications, of which many will never become permanent;

¢ Treasury’s marketing efforts were limited, with an inexplicable absence of its own
television public service announcements a year into the program;

e Treasury did not fully address risk factors for re-defaults among participating borrowers,
including negative equity and high total debt levels even after modification.

As discussed in further detail on pages 134-136 of the April Quarterly Report, Treasury
announced a series of dramatic and substantial revisions to HAMP within days after the release
of SIGTARP’s HAMP audit. The new revisions included:

e A provision that servicers consider principal write-downs at their option as part of the
loan modification process;

e A new program, to be backed by $14 billion in TARP funds and managed by both
Treasury and the Federal Housing Administration (“FHA™), that will enable severely
underwater homeowners to refinance their mortgages so that their total home debt will
not exceed 115% of the home’s value;

s Temporary payment reductions for unemployed borrowers for periods from three to six
months while they seek new employment;

» Increased servicer incentives for permanent loan modifications to compensate them for
costs associated with the revisions to HAMP;

e Expansion of HAMP to include borrowers with FHA loans and borrowers in active
bankruptcy proceedings;

¢ Improved requirements for borrower solicitations;

s Additional assistance for homeowners who lose their homes through a short sale or deed
in lieu.

While the new revisions to HAMP, as a whole, constitute a potentially important step forward
for homeowner relief, to date the haste in rolling out these revisions has impeded their clear and
efficient implementation.  After carefully considering Treasury’s announced revisions,
SIGTARP made a series of additional recommendations, which the April Quarterly Report
discusses on pages 136-144 in greater detail.

As discussed in our responses to questions 2a and 2b, estimates for the total cost of HAMP range
between $22 billion and $49 billion. The key program terms provide for payments to loan
servicers, investors and homeowners, with no provision for repayment thereof.

11. According to the SIGTARP website, the mission of SIGTARP is to advance economic
stability by promoting the efficiency and effectiveness of TARP management. What criteria
do you apply to determine if the TARP program is being run efficiently and effectively?
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Response: Just as no two TARP programs are alike, SIGTARP does not rely on a single yardstick
to evaluate the full range of different programs. However, there are some common measures that
SIGTARP applies:

o Clear documentation of each program’s procedures, along with meaningful, well-defined
controls;

s Decision-makers’ adherence to established procedures and documentation of their

decision-making and required compliance;

Public availability of each program’s details, key decisions, and goals;

Consistent determination of eligibility and treatment of participants in each program;

Transparent accounting of each program’s cost and progress to date against its stated goals;

The presence of robust anti-fraud measures.

. » °

12. To what extent will any TARP losses be the result of waste, fraud or abuse within TARP?

Response: With a program as large as TARP, there is no question that criminals will attempt to
criminally profit from this national crisis. SIGTARP has endeavored to work with Treasury and
the other agencies managing TARP programs to make the TARP programs as safe as possibie
from a fraud perspective. Notwithstanding those efforts, some fraud losses are probably
inevitable. Although it is too early to draw any conclusions about the size of fraud losses,
SIGTARP anticipates that there will likely be a far lower percentage of taxpayer funds lost to
fraud than in the typical Government program.

Question from Senator Grassley

13. General Motors: You testified at the hearing that GM was about to repay approximately
86 billion in TARP debt by drawing down on an equity facility of other TARP money at
Treasury. GM filings at the SEC state that the Treasury TARP loan bore an inierest rate
of 7%. The SEC filings also mention a $2.5 billion loan GM owes their auto union
healthcare plan (VEBA) that bears an interest rate of 9%. The filings say GM expected
the escrow to have a $5.6 billion cash balance after the Treasury TARP debt repayment.
SEC filings refer to the equity facility as “escrowed funds” and state that distributions
from the escrow were subject to certain conditions outlined in the Treasury loan
agreement with GM. Your office has stated in reports that the escrow was subject to
Treasury supervision. We learned after the April 20 hearing that GM had already
requested that it be allowed to withdraw funds from the TARP escrow sufficient to repay
the Treasury TARP loan. Treasury apparently acquiesced in this request because on April
21, 2010, GM announced with great fanfare that it had repaid its debt to the US
government “in full.”

a.  Specifically, what conditions on distribution are set forth in the Treasury credit
agreement with GM?
b. Do you have a copy of the Treasury credit agreement? If so, please provide a copy to

my staff.
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Response: Section 4.2(a) of the Second Amended and Restated Secured Credit Agreement
provides that Treasury may authorize release of the escrow funds in the event that the borrower
has made no material misrepresentations in loan documents; no event of default has occurred;
five days have expired since the borrower supplied written notice concerning the amount of
funds requested for release and why. Treasury has made the credit agreement publicly available,
and it can be accessed at the link footnoted below.'®

. How much money remained in the escrow account after GM withdrew the funds
necessary to repay the TARP loan?

Response: $6.6 billion.

d. How much money was released to GM from the escrow account?
Response: $9.8 billion.

e. Does GM still owe money to the union healthcare VEBA?

[ If the answer to the above question is yes, why did Treasury not require that GM repay
the 82.5 billion union healthcare VEBA loan, bearing 9% interest, before repaying the
Treasury TARP loan, which bore only a 7% rate of interest?

g Alternatively, why did Treasury not require GM to repay the 9% loan to the union
VEBA as a condition to releasing the cash balance in the escrow to GM?

Response: GM’s March 31, 2010 Form 10-Q (Note 12) lists approximately $2.9 billion of
VEBA Notes among its long-term liabilities. We have not examined Treasury’s decision making
with respect to which loan was more appropriate for GM to pay off. We respectfully refer you to
Treasury for an answer.

14, HAMP: Your April 20, 2010, quarterly report discusses recent changes to the Making
Home Affordable Program. Although the announcement of the program trumpeted that
850 billion in TARP funds would be used to help four million homeowners get morigage
modifications, there have been less than two hundred thousand permanent modifications
Jrom about 390 million in incentive payments to banks. There seems to be a pattern. The
banks were handed hundreds of billions almost immediately. But a $15 billion program
Jfor small business loans shrank to a $24 million pilot project, and a $50 billion program to
help homeowners has disbursed only 390 million, primarily to banks, and has a high re-
default rate.

¥ See

hitp://www financialstability. gov/docs/AILF P/Binder 1 %20Second%%620AR%20Credit?%20 A greement%20and %201 -
5%20Amendments%2002-19-

10.pdf?besi scan 2FA4AOBISCOCIBFB=1VmeoZ TiwS/qOWRpwIHOdIXANOMIAAAAQIW/CO==:1&besi_scan
GIBTEAFO40ETF4EBR=X7W +BtahNAjohi 3CnxwUXiZimdwIAAAAZI TvBw==1&besi_scan D92198957E035F0
B=WGySqigF 8 WSwiiNETmF32DVDXIUJAAAANZSICA==&bcsi_scan_filename=Binder] %20Second%20AR%
20Credit%20A greement®o20and%201-5%20 A mendments%2002-19-10.pdf,




131

According to the Congressional Oversight Panel’s April report, even after receiving a
modification to reduce their mortgage payment, the average homeowner in the program
still had a total debt load of nearly 70% of their income. No wonder there are so many re-
defaults.

a, Can you explain what adjustments, if any, Treasury is making to address this issue and
what changes should they make?

b. Why should taxpayers subsidize banks to encourage morigage modifications that are
doomed to re-default?

Response: As reflected in SIGTARP’s HAMP audit, we very much share your concerns about
high back-end debt-to-income ratios and the resulting risks of re-default by participating
homeowners. Accordingly, we recommended that Treasury re-examine HAMP’s structure to
ensure that it is adequately minimizing the risk of re-defaults driven by negative equity, high
non-first-mortgage debt, and other risk factors. Although Treasury was initially reluctant to
address this recommendation and others included in our audit report, it recently changed course
and introduced major revisions to HAMP, including new provisions designed to address the
plight of unemployed homeowners and to require consideration of principal write-downs for
borrowers with negative equity. In the context of these revisions, SIGTARP has outlined follow-
up recommendations in the April Quarterly Report. Pages 140-144 discuss those addressing
unemployed homeowners and principal reductions.

SIGTARP will continue to monitor these developments and in particular whether re-defaults
threaten the program’s effectiveness.

Questions from Senator Hatch

15. Mr. Barofsky, on January 14, 2010, President Obama proposed what he labeled a
“Financial Crisis Responsibility Fee” on financial institutions with over $50 billion in
assets that was designed to raise $90 billion over ten years.

According to the Administration, the purpose of the fee is to recoup an estimated $117
billion of TARP losses (more recent estimates from CBO place the loss figure at $99
billion) and to discourage the risky behavior that led to the financial crisis.

Even though CBO projects $99 billion in losses, Treasury stated on April 2, 2010 that they
estimate that TARP “will earn a profit thanks to dividends, interest, early repayments, and
the sale of warrants. Total bank investments of $245 billion in FY2009 that were initially
projected to cost $76 billion are now projected to bring a profit. Taxpayers have already
received $14 billion through just interest and dividends and that number could be
considerably higher by the end of this year."”

And in December of last year, Secretary Geithner stated before the Congressional
Oversight Panel "We now expect to make - not lose - money on $245 billion of investments
in banks. We estimate that in the aggregate, major bank stabilization programs funded
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through TARP will yield a positive net return of over $19 billion, thanks to dividends,
interest, early repayments, and the sale of warrants. In short, taxpayers are being repaid at
a substantial profit by banks."

* Mvr. Barofksy, where are these losses coming from?
* Do you expect the government will be repaid the full value of the investment in AIG?
o How much did we lose from GM and Chrysler?

Response: We respectfully refer you to our responses to Questions 2a and 2b above, which
address these questions directly.

Questions from Senater Bunning

15. Mr. Barofsky, the Obama Administration has apparently claimed that the proposed bank
tax would be used for deficit reduction, to recoup losses to the Treasury that have resulted
Jrom TARP. If Congress uses a bank tax to pay for new government spending, rather
than reducing the portion of the deficit that was caused by TARP, will this bank tax
actually succeed in recouping TARP losses to the Treasury, or will those losses still exist?

Response: Section 134 of the Emergency Economic Stability Act of 2008 (“EESA™), Public
Law No. 110-343 directs that “...where there is a shortfall, the President shall submit a
legislative proposal that recoups from the financial industry an amount equal to the shortfall in
order to ensure that the Troubled Asset Relief Program does not add to the deficit or national
debt.” The Administration has stated that the recently proposed Financial Crisis Responsibility
Fee is intended to meet this obligation. If the full amount of TARP losses is recouped through
the proposed fee, it would likely meet Section 134’s requirements. At this point, SIGTARP does
not possess information on the proposed fee beyond what has been publicly announced, and has
no additional information regarding any proposed plans to use the recouped funds for a separate
program.

16. Thank you for your testimony about the Administration’s Home Affordable Mortgage
Program (HAMP). You stated in your testimony that “until Treasury fulfills its
commitment to provide a thoughtfully designed, consistently administered, and fully
transparent progranm, HAMP risks being remembered not for catalyzing a recovery from
our current housing crisis, but rather for bold announcements, modest goals, and meager
results.” Would it be fair to say that the HAMP program as currently structured poses a
significant financial risk to taxpayers, without offering much benefit to homeowners?

Response:  Given the $50 billion of TARP funding committed to HAMP, the program
undoubtedly entails a major commitment of taxpayer resources. As discussed in detail on pages
134-138 of the April Quarterly Report, SIGTARP has therefore recommended that Treasury
clearly define meaningful metrics for the success of HAMP and publicly report progress against
them, as well as detajled breakdowns of the program’s costs. These steps are necessary for
Congress and the American public to measure HAMP’s success and critically evaluate whether
the program’s cost is worthwhile.
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17. I understand that in the past you have had severe difficulty getting information from
Treasury, the Fed, and others involved in the TARP program that you have needed to
provide effective oversight of TARP. Are you currently getting all the information you
need in a timely manner, and has anyone placed restrictions on this information that you
JSound to be unnecessary and unhelpful?

Response: SIGTARP generally receives cooperation in its audits and investigations, although [
note the current SIGTARP investigation into the cooperation provided my agency by the Federal
Reserve Bank of New York during research for our November 17, 2009 audit report, Factors
Affecting Efforts to Limit Payments to AIG Counterparties. Otherwise, [ have not so far been in
a position to report, pursuant to 12 U.S.C. § 5231(e}(4)(B), that information or assistance
requested by SIGTARP has been unreasonably refused or not provided. If such an unreasonable
refusal or lack of cooperation occurs, then I will promptly notify the relevant Committees.

Questions from Senator Enzi

18. Under the Administration's proposal, the largest and most leveraged firms are targeted by
assessing a tax on those with 850 billion or more in consolidated assets, excluding FDIC-
assessed deposits and insurance policy reserves. The ten largest financial institutions will
bear the heaviest burden (60%) of the fee. There are a lot of reasons that have been cited
as the impetus for the Administration's preposal.  Is it your belief that one of those
reasons Is the need fo eliminate risky fransactions on the part of large financial
institutions? I have been told that small business loans are risky transactions. Do you
think that the Administration's proposal will limit small business lending at a time when
our economy is still struggling to create jobs?

Response: We have not to date examined Treasury’s or the Administration’s decision making
with regard to the proposed fee or independently researched whether enactment of the proposed
fee would benefit or hinder small business lending.

18. 1t is my experience that once a tax is put into place, it is very difficult to stop collecting that
tax. Assuming that the Administration figures are accurate and $90 billion would be
raised over the course of ten years from this proposed bank tax, is the Administration
planning to work with Congress to sunset this tax once taxpayer dollars are recovered?
I'm skeptical that the proposed tax will actually recoup all of our taxpayer dollars. Do you
actually believe this tax on banks would recoup all of the taxpayer dollars from TARP?

Response: At this point, SIGTARP does not possess information on the proposed fee or the
Administration’s plans for using the proceeds thereof beyond what has been publicly announced.
We must therefore respectfully refer you to Treasury and the Administration for more detail on
specifics of whether and how the Administration plans to incorporate sunset provisions for the
fee.

20. The Administration has indicated that this proposed fee will help stabilize our financial
system and will punish Wall Street’s bad actors. Wyoming is a long way from Wall Street,
but I'm concerned that this proposal will have some far-reaching unintended
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consequences. How can Congress be assured that the proposed bank tax would only
impact financial institutions and not their customers, investors and employees? What
portions of the Administration's proposal will ensure that this tax is not simply passed
along to consumers and small businesses trying to survive in this tough economic climate?

Response: At this point, SIGTARP does not possess information on the proposed fee beyond
what has been publicly announced, nor has it done any independent examination of the effects of
the proposed fee.

21. As I've studied the benefits and problems with this proposal, some individuals have
predicted that implementing this tax would significantly reduce incentives to continue
participating in small businesses lending. It is my understanding that the bank tax, as
proposed, would affect 90% of all bank holding corporations and it is also my
understanding that adding this fee means we will also see large banks fighting community
banks for deposits in order to mitigate the amount of assessed fees. Has the
Administration considered the detrimental impact of this proposal on community banking?

Response: SIGTARP does not possess information on the proposed fee beyond what has been
publicly announced, and we have not to date examined Treasury’s or the Administration’s
decision making with regard to the proposed fee. Again, we must therefore respectfully refer
you to Treasury for more details.

22. The recent financial crisis brought to light areas within our markets that need to be
addressed through financial reform. However, if this tax is to recoup taxpayer dollars or
even create risk aversion, why are financial institutions which never took TARP funds and
did not contribute to the financial crisis also subject to this tax?

Response: We have not to date examined Treasury’s or the Administration’s decision making
with regard to the proposed fee. We must therefore respectfully refer you to Treasury for more
details.

23. As the Treasury Department drafted this proposal, what negative economic impacts were
considered? Because of the structure of the Administration's proposal, do you anticipate
that any industries would lessen their involvement in the financial markets in order to
avoid this tax? If so, can you provide some general examples of where we may see this exit
Jfrom financial markets?

Response: At this point, SIGTARP does not possess information on the proposed fee beyond
what has been publicly announced, nor has it done any independent examination of the effects of
the proposed fee.
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Testimony of Steve Bartlett
Before the Committee on Senate Finance
“The President’s Proposed Fee on Financial Institutions Regarding TARP: Part 2.”
May 4, 2010

Chairman Baucus, Ranking Member Grassley, and members of the Finance Committee, | am
Steve Bartlett, and | am the President and Chief Executive Officer of The Financial Services
Roundtable. Thank you for the invitation to testify on the Administration’s proposed "Financial
Crisis Responsibility Fee.”

The members of the Financial Services Roundtable are committed to repaying our TARP
obligations, and we are particularly encouraged by the following statement made by the Treasury
Department on April 2™

Treasury currently estimates that its programs aimed at stabilizing the banking system
will earn a profit thanks to dividends, interest, early repayments, and the sale of warrants.
Total bank investments of $245 billion in FY2009 that were initially projected to cost $76
billion are now projected to bring a profit. Taxpayers have already received $14 billion
through just interest and dividends and that number could be considerably higher by the
end of this year.

Treasury further estimates that the return to taxpayers on TARP investments in banks is nine
percent. These are amazing developments, and they hardly seemed possible a year ago.
However, other programs under the TARP may result in losses, and it is appropriate to begin
thinking about ways to deal with those costs. The Administration’s approach, however, raises
several significant questions.

First, we have questions about timing. The Emergency Economic Stimulus Act of 2008, which
created the TARP program, requires the Administration to submit a report to Congress in 2013
calculating net TARP gains or losses, and then, in the event of losses, to submit a legislative
proposal to recover such amounts. In writing EESA, Congress realized that it would be years
before we would know the true cost of the TARP program. And today, we simply do not have a
clear picture. Projected TARP losses have been declining rapidly — when the Administration
proposed the fee in January, it estimated that TARP losses would be $117 billion, and it proposed
the level of the tax accordingly. That amount was based in part on a projection that TARP losses
related to investments in AlG would total nearly $50 billion; today, Treasury says those losses are
likely to be “substantially lower.” Estimated losses in other TARP programs are similarly
declining. And as the economy recovers, more banks pay back TARP obligations, and warrants
are sold, taxpayer gains from bank investments will grow. Not only does the Administration
proposed to begin imposing the tax now, in 2010, it does not propose any adjustment to the tax to
reflect continuing improvement in TARP losses,
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Second, we have questions about how this tax interacts with other proposals, domestic and
international, to impose fees and taxes on the financial industry. The International Monetary Fund
is recommending that G-20 nations jointly impose new sector-wide taxes on financial firms to help
pay for the cost of future industry rescue efforts. One tax the IMF is recommending would be
imposed on non-deposit liabilities, precisely the same mechanism proposed by the Administration
in its Financial Crisis Responsibility Fee. It is unclear whether the pending financial services
regulatory reform legislation will include proposals to impose new fees on the financial firms to
create a resolution fund, as both proposals approved by the Senate Banking Committee and the
House of Representatives have done. It will be important for U.S. policymakers to ensure that our
firms are not subject to multiple levels of overlapping taxes. Additionally, it is far from certain that
there is international consensus for imposing a new tax on the financial industry; while countries
may agree that taxpayers should not be exposed to the costs of a future crisis,many countries
disagree such a tax is necessary. Policymakers will need to consider the potential impact on the
international competitiveness of U.S. firms in the event foreign companies are not subjected to
similar requirements.

Third, we do not have a clear understanding of the intended purpose of the tax. The
Administration has stated that the proposed Financial Crisis Responsibility Fee is intended not
only to recoup TARP costs, but also to act as a "deterrent against excessive leverage” in the
financial industry. We do not believe the Tax Code is the best tool for addressing concerns about
financial industry risk. We would submit that marketplace and current regulatory efforts already
are de-leveraging industry balance sheets, and that the pending financial services reguiatory
reform legislation is the better forum to address concerns about systemic financial risk. Further,
international reguiatory bodies are actively discussing new capital, liquidity, and risk management
standards that may have dramatic effects. These are complex issues, and there is every
possibility that a hastily conceived tax may have unintended marketplace consequences. Further,
the Administration’s proposal must not morph into a permanent tax or revenue stream for the
federal government. It must be temporary and limited to recovering TARP losses that are
attributable to the financial industry.

Fourth, we question why the financial industry should be asked to pay for TARP losses
attributable to other industries. We certainly would not expect the other industries to be asked to
pay for any TARP losses attributable to the financial industry. And we hope that TARP losses
from other industries will diminish as their industry, like ours, continues fo recover.

Fifth, we have concerns that the proposed recoupment fee will reduce incentives to manage
TARP investments carefully. We are concerned that TARP dollars might be invested, or simply
spent, from this point forward without proper regard to costs or efficiencies, since the financial
industry in the end would be on the hook to cover losses. The financial industry should not serve
as a blank check for new TARP spending.

Finally, and perhaps most importantly, we have questions about the economic impact of the
proposed fee. The fee would reduce the total supply of credit in the financial system. The fee is
designed to raise $90 billion over 10 years, which means a $90 billion reduction in regulatory
capital. Assuming a 10% leverage ratio, this loss of capital would reduce financial industry lending
capacity by $300 billion, a huge number. The Congressional Budget Office and the Joint
Committee on Taxation also have concluded that customers would absorb some of the cost in the
form of higher borrowing costs. While we do not know the precise impact the tax would have on
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lending and borrowing costs, directionally the resuits are clear. And they are reason for pause.
The Administration’s proposal should not be viewed in isolation as other regulatory and tax reform
policies around the globe will each have effects on the availability of credit throughout the
financial system. The IMF, Financial Stability Board and Basel Committee on Banking
Supervision are engaged in an ongoing effort to assess the cumulative quantitative impact of the
numerous regulatory and tax proposals that are in varying stages of implementation.
Policymakers would be well served to have a better understanding of the interactions and
potential consequences of these proposals and proceed in a thoughtful manner.

Taking these questions and concerns into account, the Financial Services Roundtable does not
support the Administration’s Financial Crisis Responsibility Fee as proposed. We look forward to
working with the members of this committee as you weigh these issues. Given the significant
issues involved, it is important to move carefully.
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Senate Finance Committee Hearing
“The President’s Proposed Fee on Financial Institutions Regarding TARP: Part 2”
May 4, 2010

Responses to Questions for Steve Bartlett, President and CEO, Financial Services
Roundtable

Questions from Senator Hatch

1.

The Administration justifies the fact that its so-called bank tax proposal would hit banks that
have paid back their TARP obligations or that never received TARP money on the grounds
that they hugely benefited from an unprecedented amount of taxpayer intervention. Is this an
accurate rationalization?

Answer: TARP was not designed to benefit the banking industry. It was designed to benefit
the economy as a whole. Banks are financial conduits. They intermediate the flow of funds
between depositors and borrowers. TARP allowed banks to continue to perform that role so
the economy would not collapse into a depression. TARP achieved that goal. Most of the
banks that received TARP funds have repaid those funds, plus more. The industry is
committed to repaying all TARP funds, and the Treasury Department already has predicated
that TARP payments to makes will generate a positive return to taxpayers.

The Administration also argues that the $90 billion plus projected to be raised from this tax
would not necessarily be passed on to the customers of the affected institutions in the form of
higher fees, but that it would simply serve to reduce the amount of executive bonuses
available to be distributed to the few at the top who many believe have been unjustly
enriching themselves while these institutions drove the U.S. economy into the ground. What
do you think of this reasoning?

Answer: Consumers will be impacted by this proposed tax. If you assume that for every 81 in
capital a bank can make $10 in loans, a $90 billion tax would translate into roughly $900
billion in lost loans to consumers and businesses.

One of the factors you mention in your testimony in opposing the proposed tax on financial
institutions is that it could reduce incentives to manage TARP investments carefully. Could
you elaborate on this concern?

Answer: Currently firms have an incentive to repay TARP funds. This incentive flows from
the statutory requirement that the financial industry repay any net losses to taxpayers
associated with TARP. In other words, firms realize that if they repay they will not face any
additional costs. If this “recoupment” provision is replaced with a simple tax the existing
incentive for firms to repay TARP funds may diminish or even disappear.

Why would this proposal not act as a deterrent against excessive leverage in the financial
industry? Is excess leverage among these firms still a valid concern in this stage of the
recovery?



141

Answer: The financial crisis demonstrated a need for stronger capital and liguidity
requirements. However, capital and liquidity is being addressed by US and EU regulators
within the context of so-called Basel IIT negotiations, and those negotiations are expected to
produce new capital and liquidity standards by the end of the year. This tax is not the right
place to address capital requirements.
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Conmvrrres Ox Fe ~ Wiax Baucus, Chairman
NEWS RELEASE - hitpiffinance senate.gov

April 20, 2010

Hearing Statement of Senator Max Baucus {D-Mont.)
Regarding the Proposed Bank Tax and the TARP Program

The Epistle of James says: “See how great a forest a little fire kindles!”
The financial crisis of 2008 kindled a fire that spread through our entire economy.

That fire destroyed more than 8 million jobs. That fire led to more than 6 million foreclosures. And that
fire led to 3 million bankruptcies.

The spark for that fire was lit in the financial industry.
To generate huge profits and big bonuses, the financial sector was playing with fire. Big banks were
writing bad mortgages that they should have known folks were not going to be able to pay. And they

would have known it, if they had done their homework on the loan applications.

Next, big banks bundled good and bad mortgages together and sold them to investors. They called
these bundles “collateralized debt obligations” or “CDOs.” And they called selling them “securitization.”

And then big banks insured the collateralized debt obligations against failure. They called their
insurance policies “credit default swaps.” Credit default swaps allowed the banks to protect their risk
and make big profits even if the mortgages that they were writing went bad. Basically, they hedged
their bets.

Unfortunately, the financial system did not have enough money to cover all its bets.

And now there are charges that big banks may have been both assembling packages of mortgages on
one side and betting against them at the same time.

Then the spark kindled the flame. And suddenly, our nation’s economy was engulfed in the fire.

The Dow plunged, dropping to just above 6,500 in March of 2009. Unemployment rose above 10
percent.
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Then-Treasury Secretary Paulson knew that he had to act. He came to Congress with a proposal to save
the economy. The proposal turned into the emergency law that authorized the Treasury to distribute
almost $700 billion through the Troubled Asset Recovery Program, or TARP.

I knew when we were working on this legislation that we needed to hold the Treasury and TARP
recipients accountable for how the money was spent. TARP was spending hard-earned taxpayer dollars
to save the big banks.

And those big banks had been paying out bonuses worth billions of dollars. Those big banks had
sometimes been rewarding excessive risk taking.

So | proposed that we build right into the law a special, unbiased investigator. This investigator would
ensure the transparency and accountability of TARP funds. That proposal resulted in the Special
Inspector General for the Troubled Asset Relief Program. And that person is sitting before us today, Mr.
Neil Barofsky. Welcome, Mr. Barofsky.

Mr. Barofsky is responsible for overseeing the TARP program. He keeps track of where the money goes,
how it is spent, and whether it is paid back.

And that leads us to the purpose of today’s hearing.

The TARP legislation anticipated that there might be losses. Congress anticipated that the banks might
pay back something less than all of the TARP money.

The most recent estimates anticipate that the Treasury will end up losing about 589 billion. We need to
think about how we are going to get that money back on behalf of American taxpayers.

In January, President Obama proposed a bank fee to recover TARP losses. His fee is estimated to raise
$90 billion over 10 years. It would apply to about the 50 largest financial institutions in the country.

This Committee is going to take some time over the course of several hearings to consider the
President’s proposal and other options to recover TARP losses.

We want to understand the best approach to designing a fee, to whom it shouid apply, and how it might
affect the economy and the markets. We need to learn whether banks will pass it on to consumers, and
how it might affect lending to small businesses. And we need to take into account what European
countries might do as they consider similar levies.

We begin today with Mr. Barofsky. We’ll ask who has benefited from the TARP program, how much
they have repaid, and why some TARP beneficiaries might never be able to pay back the American
taxpayers.

The financial crisis of 2008 kindled a great fire that spread through our entire economy.

Let us examine how widely that fire spread. Let us see who benefitted from our efforts to put out the
fire. And let us try to learn what we can to prevent such further economic fires in times to come.

#it#
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Max Baucus, Chairman
hiipiftinance senate gov

Commvreres On Fy
NEWS BELBASE

May 4, 2010

Hearing Statement of Senator Max Baucus (D-Mont.}
Regarding the Proposed Bank Tax

Thomas Jefferson may have gone too far, when he warned that “banking institutions are more
dangerous . . . than standing armies.”

But in this Great Recession, we have certainly learned that financial institutions can
dramatically affect the economy. Financial institutions have certainly affected each and every
American taxpayer.

It has been nearly two years since the financial crisis hit. The Bush Administration responded
with the Troubled Asset Relief Program, or TARP.

Today, we convene the second of our three hearings to consider President Obama’s proposal
for a tax to recoup the losses from TARP.

TARP helped to keep the financial sector afloat. And there’s a decent argument that the
financial sector received more benefit from TARP than just the dollars that TARP lent them.

Two weeks ago, we heard from Neil Barofsky, TARP's Special Inspector General. He provided an
update on TARP. He explained who had received TARP money, and who'd probably be able to
pay the money back.

Today, our first witness, Secretary Geithner, will describe President Obama’s proposal.
Secretary Geithner will address concerns that the banks are likely to raise. And he can discuss
different ways that the bank tax could be structured.

Our second panel includes a cross-section from the financial sector. It's no surprise that
financial institutions are not enthusiastic about the proposal.

We'll look forward to learning how they think that a bank tax might affect their business. We're
eager to hear their specific concerns.
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We need to understand the best way to design the tax so that it's fair and achieves its purpose.
We need to understand who should pay the tax. And we need to understand what effect the
tax would have on small businesses and the economy.

We need to know if banks will be able to pass the cost of the tax on to customers and small
businesses. And we need to understand the effects of the bank tax on small business lending.

Small businesses suffered when credit dried up during the financial crisis. So we want to make
sure that banks do not harm small businesses when we try to make the banks pay back the
American taxpayer.

We want to learn how a bank tax will affect the economy. We need to know how it might
affect the ability of financial institutions to compete. And we need to learn what kinds of bank
levies other countries are considering.

And so, let us examine the responsibility of financial institutions to bear some of the fiscal
burden created by the financial crisis. Let us try to understand the best way to assess those

burdens. And let us try to figure out the way that’s best for the American economy.

HiH
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NEWS RELEASE
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May 11, 2010

Hearing Statement of Senator Max Baucus {D-Mont.)
Regarding the Proposed Bank Tax

Criticism of the big Wall Street banks is nothing new. Nearly a century ago, Louis Brandeis
wrote:

“The goose that lays golden eggs has been considered a most valuable possession. But even
more profitable is the privilege of taking the golden eggs laid by somebody else’s goose. The

investment bankers and their associates now enjoy that privilege.”

Ninety-four years later, with the financial crisis of 2008, much remained the same. Wall Street
bankers still took the golden eggs. And the American taxpayers’ goose got cooked.

The financial crisis of 2008 led to the Great Recession. And the financial crisis led to President
Bush’s bank bailout, the Troubled Asset Relief Program, or TARP.

Today, we convene our third and final hearing to consider President Obama’s proposal for a tax
to recoup the losses from TARP,

Three weeks ago, we heard from Neil Barofsky, TARP’s Special Inspector General. He provided
an update on TARP. He explained who had received TARP money, and who'd probably be able
to pay the money back.

Last week, we heard from Treasury Secretary Geithner. He gave us details about how the bank
tax would be calculated. He told us to whom it would apply. And he made the case for the tax.

We also heard from a panel of financial industry experts. They outlined their concerns with
paying the tax.

Today's hearing will help us to address many guestions:
Who should pay the tax?

What's the best way to structure the tax?
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How can we best ensure that the tax is fair?
And how can we minimize unintended consequences?

Our hearings have demonstrated that the financial crisis had effects much wider than the direct
costs of the TARP program. The financial crisis resulted in federal spending to rescue the
financial industry. And it resulted in increases in spending for unemployment insurance and
assistance to help keep folks in their homes.

Today, we hope to further our understanding of the extent of the economic effects of the
financial crisis. And today we hope to learn the true costs of weathering the economic storm.

We also will delve more deeply into the economics of a bank tax. And we will examine its
effects on consumers, our nation’s economy, and our financial system.

Douglas Elliott, from The Brookings Institution, and David John, from the Heritage Foundation,
will discuss the policy and economic implications of a bank tax.

Edward DeMarco, from the Federal Housing Finance Agency, the overseer of Fannie Mae and
Freddie Mac, will give us an update on the status of these two enterprises. We can ask him
whether the bank tax should apply to Fannie and Freddie.

And Nancy Mclernon, from the Organization for International Investment, will tell us how she
thinks a domestic bank tax will affect U.S. subsidiaries of foreign financial institutions. And she
will give us an update on what the G-20 countries are doing.

When we close our series of hearings today, we will have established a solid foundation to build
on as we move forward on the bank tax.

There may always be Wall Street bankers taking the golden eggs laid by somebody else’s goose.
But let’s consider today whether we can get some of the bounty back, for the American

taxpayer.

HitH
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Testimony of James Chessen
on behalf of the
American Bankers Association
Before the
Committee on Finance
of the
United States Senate
May 4, 2010

Chairman Baucus, Ranking Member Grassley, and members of the Committee, my name is
James Chessen. I am the Chief Econormist for the American Bankers Association (ABA). T am pleased
to be here today representing ABA to discuss the Administraton’s proposed “Financial Crisis
Responsibility Fee” (or “bank tax”). The American Bankers Association represents banks of all sizes
and charters and is the voice for the nadon’s $13 trillion banking industry and its two million

cmployees.

There is no question that the banking industry — indeed, the entirc country — benefited from the
extraordinary actions taken by policy makers in the fall of 2008. It was a time of considerable stress
and required decisive action to stop the growing anxiety and uncertaintes in markets worldwide.
Unfortunately, the purpose of the programs implemented to deal with the crisis were not well
articulated, and often changed as new issucs arose. "This was particularly the casc cver since the
Troubled Assct Relief Program (TARP) was authorized under the Emergency Leonomic Stabilization
Act (EESA). Originally, the TARP, as the name implies, was for the purchase of troubled assets. Then
in a matter of days after enactment, everything changed and the policy shifted to putting capital in
healthy, viable banks (under the Capital Purchase Program). The fact that this was a program for
generally healthy banks — and one that promised a significant return to the government — was lost

on the public, and worse, often completely mischaracterized as a bailout.

As the economic recession took hold, the use of TARP funds expanded well beyond providing
capital to the banking industry. It became a ready source of funds for dealing with the
bankruptcies of non-banks, including General Motors, Chrysler, and AIG. And yet, while the
program was expanded to non-bank firms — and is where the losses are concentrated — the EESA

requirement that losses be recouped from the financial industry remained. Had the TARP been
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limited to the banking industty, there would be no losses on that program. In fact, President
Obama said in a speech at the Brookings Institution last December that “.. .assistance to banks, once
thought to cost the taxpayers untold billions is on track to actually reap billions in profit for the
taxpaying public.”' According to Herb Allison Jr., Assistant Secretary for Financial Stability, as of April
16, 2010, “TARP has reccived $19 billion in dividends and watrant proceeds from banks.”” Moreover,
according to SNL Financial, the bank-TARP programs have earned an estimated 8.5 percent profit for

taxpayers — a very good return by any measure.”

Besides the unfairness to pay for losses outside the banking industry, the bank tax proposed
would have significant unintended consequences. Payments of $90 billion to $117 billion (as proposed)
mean that $90 billion to $117 billion cannot be used directly for lending. But even that does not begin
to capture the impact on lending as $1 dollar in capital supports up to $10 dollars of new loans — thus

the total impact could well be nearly $1 trillion in foregone credit.

Finally, while the bank tax has direct, and severe, consequences for large institutions, it has a
broader impact on the smaller banks as well. Because the proposed tax covers non-deposit liabilides, it
will affect how large banks fund themselves. This will inevitably alter the economics of alf bank-
funding markets, including the deposit market, the federal funds market, the pricing of Federal Home
Loan Bank advances, and the short-term Repo (repurchase) market — which will raise the cost of
funding loans for community banks. Thus, the tax burden will not be limited to the largest banks, but
will be felt by smaller banks as well. Ultimately, it is the owners and borrowers, particularly small

business borrowers who are often financed by local community banks, that end up paying for the tax.

It is for these reasons that the ABA is opposed to this bank tax or any other fee targeted at the
financial services industry. In the remainder of this testimony, I would like to elaborate on three key

points:

» Taxpayers will make a profit on every bank-TARP progtam;
> The bank tax will have significant unintended consequences; and

> Large banks are directly affected, but smaller banks will also feel the ripple effects.

t Speech at the Brookings Institution, December 8, 2009, hrrp/ /www.whitchouse.gov/ the-press-office /remarks-president-
ob-creation-and-economic-growth

2 Testimony of Herbert M. Allison Jr., Assistant Secretary for Financial Stability, before the U.S. House of Representatives
Committee on Appropriate Subcommittee on Financial Services and General Government, Apzil 22, 2010
hup:/ /www.treas.gov/press/releases/ tg633 itm

3 SNL Financial, “Treasury Reaps 8.5% from TARP,” Aprd 1, 2010.
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I Taxpayers Will Make a Profit on Every Bank-TARP Program

“Treasury now expects to zake — not lose — money on the $245 billion of investments in banks
made through TARP programs,” said Herb Allison, Assistant Secretary for Financial Stability, before
Congtess just two weeks ago. He continued: “This is in sharp contrast to the original 2010 President's
budget estimate that Treasury's investments in the banks would cost taxpayers $79 billion. In fact,
Treasury is being repaid at a very substantial rate.”* As the chart below shows, the real costs have

come from non-bank firms.

TARP Funding & Repayments
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Source: USTreasury, SIGTARP.
Investment data through 4/8/221% report. Dividends through317:2010 report.

The Congressional Budget Office (CBO), in response to your questions Ranking Member
Grassley, acknowledged that “For the most part, the firms paying the fee would not be those that are
directly responsible for losses realized by the TARP.” The CBO went on to say that non-banks, such
as AIG would be subject to the fee, but that “the fee would not apply to the automotive industry,
which account for $47 billion of the program’s estimated total cost of $§99 billion.”

The bank tax is an arbitrary tax on institutions of a certain size without regard to where the
losses actually occutred or the payments made by banks which have provided a significant return to
taxpayers. Moreover, setting a new tax to target an individual industry or set of firms within an industry
sets a very bad precedent and violates the principle of fair taxation.

It is also noteworthy that the estimates of losses on TARP continue to decline every quarter.

This is the reason why the EESA required a report on net TARP losses in 2013, so that there would be

4 April 22, 2010, Op. cit.
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a clearer picture of the magnitude of losses and the source of those losses. It is certainly too soon to
know the extent of losses from the auto companies or AIG, which is where the current losses are
concentrated. Given the continual downward revisions in expected losses, any discussion of repayment
is premature, and in fact, implementing such a tax now would likely lead to a greater withdrawal of
resources in a shorter period of time than is appropriate or prudent, particularly given the anemic state

of the economy.

II.  There are Negative Unintended Consequences of the Bank Tax

A tax of any kind on banks has consequences. The current proposal would apply a tax of
approximately 15 basis points on non-deposit liabilities (except Tier 1 capital) of banks over $50 billion
in assets, This is expected to generate $90 billion over 10 years and $117 billion over 12 years.”® This
means that all non-deposit sources of funds (which many large banks rely on) — such as repurchase
agreements, Federal Home Loan Bank advances, federal funds, and types of secondary capital, such as
subordinated debt, would be relatively more expensive. The magnitude of the proposed bank tax — $90
billion to $117 billion ~ has both direct consequences, particularly on credit availability, and indirect

impacts as banks alter their funding strategy to less costly sources.

»  The Bank Tax Will Reduce Credit Availability
The most immediate — and clearly the most important — impact of the tax is that it immediately
reduces the amount of funds available for lending. A $90 billion to $117 billion tax means a $90
billion to $117 billion reduction in credit. But the impact on credit goes far beyond this, as the
tax drives investor dollars away from banks (1o industries and firms with lower tax burdens). This
is important because $1 of capital supports up to $10 dollars of loans. Therefore, with $90 billion
to $117 billion in taxes sent to Washington over the next decade, it can mean up to $1 triilion
ofloans not made. Moreover, this is more likely to impact small businesses — and the jobs they
create — as they have fewer alternatives than large firms for funding their operations. Such 2 bank

tax is completely counter to efforts to stimulate job creation in this tepid economy.

* Banks already pay significant premiums to the FDIC on total domestic deposits.
® http:// www.whitehouse.gov/sites/default/ files / financial_responsibility fee fact_sheet.pdf
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»  The Bank Tax Drves Capital Out of the Banking Industry
This impact on investors was dramatically illustrated when investor reaction to the announcement
of the tax on January 12, 2010 destroyed $18 billion in market capitalization of the largest banks.
Investors are keenly aware of the government’s efforts to impose greater costs or regulations on
banks and they react quickly to any news, moving money to other industries.
Moreover, the administration argues that a bank tax will be “deterrent against excessive
leverage.”” Excessive leverage is a concern that is best met through direct and targeted means
and not through 2 blunt instrument like the tax code. Even the mere suggestion of a bank tax has
already driven capital away from banks, thereby hurting, not helping the ability of banks to raise
capital levels. Moreover, because the tax applies to other forms of capital, such as subordinated
debt and other Tier 2 capital instruments, investors will shun these instruments as well. This

further hurts the ability of banks to attract capital to backstop their opetations.

»  The Bank Tax Will Severcly Impact Short-term, Low-Risk Repo Market
A very important and flexible market for managing liquidity is the repo, or repurchase, market. In
repo transactions, securities are exchanged for cash with an agreement to repurchase the securities
at a future date. The securities serve as collateral for what is essentially a cash loan and,
conversely, the cash serves as collateral for a securities loan. Because repos are short-maturity
collateralized instruments, they have strong linkages with securities markets. It is a low credit risk
transaction, which means it trades with extremely small spreads. The 15 basis point bank tax
would severely damage this market as it would represent a significant percentage increase in the
cost. The artificially high bid-asked spreads would make cash instruments uncompetitive as
trading vehicles and hedging tools. Driving activity away from cash trading would damage the
liquidity of the Treasury and agency securities market and is cleatly counter to assuring a steady

market in traditional credit delivery channels.

»  The Bank Tax Will Hinder the Federal Reserve’s Monetaty Policy Strategy
Negative impacts for the repo market has serious consequences for the conduct of monetary
policy as it will hinder the Federal Reserve's ability to use reverse repos as a monetary policy tool.
The Fed will have to pay 15 bps higher for the transactions to offset the tax these covered banks

would pay to entice them to participate. Federal Reserve Chairman, Ben Bernanke, noted this

7 hreps/ /wwweustreas. gov/press /releases /19506 hitm
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concern in testimony on February 24, 2010: “And one issue which has arisen is that imposing the

tax on nondeposit liabilities could have some negative consequences for the repo market.”

»  The Bank Tax Will Disrupt the Fed Funds Market
The fed funds market is the primary interbank market, with transactions flowing from banks of all
sizes. Large banks, often the purchaser of funds from smaller banks, would be far less willing to
buy funds if the tax were applied to the purchase. They would only be willing to pay 15 basis
points Jess than normal, reflecting the full cost of the bank tax they would have to pay. In this
low-interest rate environment, such a reduction makes these transactions uneconomical and
thereby unlikely to occur. Simply put, the bank tax will virtually kill fed fund sales from small to

large banks, thereby disadvantaging both sized banks and hurting liquidity options.

»  The Bank Tax Means That Banks with Better Credit Will Pay More
The proposed tax would increase funding costs more for banks with better credit. On a relative
basis, the tax will increase costs of funding more for banks with high credit ratings than those
with lower credit ratings. For example, a higher-rated bank that is able to borrow overnight at 20
basis points will suffer a 75 percent increase in costs from a 15 basis points tax; in contrast, a
lower-rated bank that can only borrow overnight at 50 basis points would suffer a 30 percent
increase in cost. Thus, the bank tax is likely to stop any short-term transactions, particulatly the

lowest risk ones, leaving a greater share of short-term funding with higher-risk credits.

»  The Bank Tax Will Increase the Cost of Mortgage Finance, as Lagge Banks and
Insurance Companies Use Fewer Federal Home Loan Bank Advances
Banks, large and small, use the advances from the Federal Home Loan Banks (FHLBs) to make
housing-related loans. The business model for FHLBs depends on serving institutions of all
sizes, and if large banks withdraw, advance costs for smaller banks will rise. Adding additional
costs of 15 basis points on these funds for large banks will reduce the use of advances. This
means less mortgage liquidity that would be available, and what is available would cost more. The

result Is a decrease in the level of credit ultimately available to homeowners.

8 Transcript of Testimony before the House Committee on Financial Services, February 24, 2010.
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Moreovet, this also has important implications for the financial stability of the FHLBs themselves
(which would have less income and less capital as a consequence), and would impact the
availability and cost of advances for smaller banks (as well as hurt the investments those smaller
banks have in the FHLBs). It could lead to a downward spiral for the FHLBs and their members,
because as borrowing from the FHLBs becomes more expensive, fewer advances will be made.
As fewer advances are made, members will reduce their holdings of the FHLB stock required to

borrow, thus shrinking the System and its ability to provide liquidity to all members.

The Bank Tax Shifts Business to Foreign Competitors

The proposed bank tax must be considered in a larger, global context. First, it is unclear what
action will be actually be taken by other countries. While there is considerable discussion on the
topic, there is no consensus on what, if anything, needs to be done (let alone, whether it can

realistically be implemented consistently across many countries).

Second, if thete are inconsistencies, which seem inevitable, it will lead to competitive issues. For
example, as noted above, the tax squeezes the already tight spreads on many wholesale products
supported by non-deposit liabilides. The 15 basis point tax would make U.S. firms uncompetitive
in low-margin money market and foreign exchange products, which would leave these markets in
the hands of foreign competitors, whose prices are not constrained by the bank tax. While
regional and community banks are not subject to the tax, it is unreasonable to assume that they
could create and replace the large-scale, low-tisk, repo markets that are being disrupted by the tax.
Thus, this leaves foreign banks to take market share from U.S. institutions. It may also encourage
U.S. banks with multi-natonal operations to shift operations from the U.S. to countries with

more favorable tax treatments.

Large Banks are Directly Affected by the Bank Tax, But Smaller Banks
Will Also Feel the Ripple Affects

Large banks with over $50 billion in assets are, of course, directly impacted by this large bank

tax. The tax reduces capital to support loans, raises the cost of funding loans, and disrupts short-term

liquidity markets. But the implications of this tax do not stop with the largest banks. In fact, the costs

and consequences will ripple through the financial services system, imposing costs on all banks and

their customers.
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The previous section discussed the negative consequences on many short-term funding
markets. These impacts raise the cost of funding for smaller banks and, in turn, affect the pricing of
loans that they extend. For example, as large banks seek to minimize the financial burden of non-
deposit funding sources, they will increase competition for deposits. Community banks, which largely
raise deposits from local soutces, have fewer alternatives to raise funds to finance local loans. As the
competition for deposits increase due to the bank tax on non-deposit funding sources, it will be even
more difficult, and certainly more expensive, to finance loans for community banks. This inevitably

will lead to higher costs for borrowers.

Community banks often sell fed funds to larger banks, facilitating effective management of
liquidity and promoting efficient flows of short-term funding. As large banks would have to pay 15
basis points for any such borrowing, the price they are willing to pay for such funds — if they are willing,
given these spreads — is reduced by an equivalent amount. This disadvantages both parties, but
particularly limits the ability of community banks to benefit from this short-term market.

Community banks also utilize FHILB advances. While these advances would still be available,
the increased costs for using advances by large banks means that the income to the FHLBs is reduced
and could impair viability of some of these FHLBs. Since all banks that borrow from the FHLBs must
also hold capital in the system, any impairment of income to the system has consequences to all FHLB-
stockholding banks. It also has consequences for how the advances that are made available are priced.
Thus, the combination of reduced usage of advances by the largest banks, the reduction in income that
reduces the value of the stock owned, and the likely increase in the cost of advances all will make
funding of loans — which generally supports housing market loans — more difficulr and expensive for

community banks

There is a broader issue than just the likely ripple effects that will impair community banks’
ability to meet the needs of their communities. Many small banks believe that once the precedent is set
to assess an additional tax on large banks, it is only a matter of time before the tax is spread to other
banks, It also sets precedents to arbitrarily raise taxes on any specific sector or any specific firm or
group of firms. Thus, an industry-specific tax is not appropsiate and sets a precedent that will affect all
industries, not just the banking industry. It will inevitably affect healthy, well-run firms — whether

banks or other healthy businesses and whether they are lazge or small.
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Conclusion

The banking industry appreciates the extraordinary actions taken by the government to address
the financial crisis. Unfortunately, there continues to be considerable confusion about those programs,
including the expansion of support to non-banks and even non-financial companies. Thete has also
been a failure to recognize the significant returns already provided by the banking industry to taxpayers
and the unfairness created when banks are asked to pay for the losses created by non-banks. Large
banks will clearly bear the brunt should any bank tax be applied, but the consequences go well beyond
the largest banks and will likely affect community banks’ funding costs and the uldmate borrowing

costs for their customers. The ABA, therefore, must oppose such a tax.
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Senate Finance Committee Hearing
“The President’s Proposed Fee on Financial Institutions Regarding TARP: Part2”
May 4, 2010
Responses to Questions for James Chessen, Chief Economist, American Bankers Association

Question from Senator Bingaman

1. You argue that had the TARP been limited to the banking industry, there would be no losses
on that program. While that statement may be true, doesn’t it ignore the enormous total costs
incurred by the government -- and our economy -- due to risky behavior undertaken by
certain banks? Bloomberg estimates that the Fed and Treasury have provided $9.7 trillion in
assistance to banks -- $3 trillion in lending, $5.7 trillion in pledges, and $1 trillion for the two
stimulus bills. And that’s not to mention the impact on American businesses and families.
Furthermore, a recently issued report by Pew finds “U.S. households lost on average nearly
$5,800 in income due to reduced economic growth during the acute stage of the financial
crisis from September 2008 through the end of 2009.” Given the massive costs incurred on
U.S. governments, businesses, and families, how can one justify assertions that a tax raising
less than $100 billion “unfairly” singles out the nation’s largest financial institutions?

Mr. Chessen’s Answer:

There is no question that the banking industry — indeed, the entire country — benefited from the
extraordinary actions taken by policy makers in the fall of 2008. Unfortunately, there continues
to be considerable confusion about the goals of many of the government programs, including the
expansion of support to non-banks and even non-financial companies. There has also been a
failure to recognize the significant returns already provided by the banking industry to taxpayers
— over 8.5 percent to date — and the unfairness created when banks are asked to pay for the losses
created by non-banks. As I emphasized in my prepared remarks, had the TARP been limited to
the banking industry, there would be no losses on that program. TARP funds became a ready
source of funds for dealing with the bankruptcies of non-banks, including General Motors,
Chrysler, and AIG.

There also is a great deal of confusion about the actual outlays versus the potential outlays for
these programs. The numbers often reflect the total possible funding, not the actual funding.
This appears to be the case in the numbers you cited in your question. Moreover, the numbers
often cited typically do not include collateral pledged, monies returned, and profits earned (from
dividends, interest, and the value of warrants).

As I'mentioned in my written statement, the President and Treasury officials have acknowledged
the significant returns to taxpayers from bank-TARP programs. Speaking on the first panel of
this hearing, Treasury Secretary Geithner stated in response to a question that the government
expects to make over $20 billion on the bank-TARP programs. The Federal Reserve, which as
you pointed out provided significant liquidity support for banks, returned $34 billion in revenue
(exceeding costs) in 2009 and is expected to return up to $70 billion in 2010 ~ returns far
exceeding any historic payment made to Treasury. The FDIC emergency programs have raised
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$11.2 billion and, while there will be some costs related to protection of transaction accounts,
they are expected to be small in comparison to the revenue collected.

It is also noteworthy that the estimates of losses on TARP continue to decline every quarter.
This is the reason why the EESA required a report on net TARP losses in 2013, so that there
would be a clearer picture of the magnitude of losses and the source of those losses. Itis
certainly too soon to know the extent of losses from the auto companies or AIG, which is where
the current losses are concentrated.

Questions from Senator Hatch

1. You indicated in your testimony that this bank tax proposal can mean that up to $1 trillion in
loans that would otherwise be made would not be made. Isn’t this an exaggeration? Even if
it is only half this amount, can you estimate the number of jobs that might not be created as a
result?

Mr. Chessen’s Answer:

As Isaid in my prepared remarks, there are two impacts of taking such a huge amount of
resources out of large banks with the proposed bank tax. First, is the immediate consequence
that payments of $90 billion to $117 billion (as proposed) mean that $90 billion to $117 billion
cannot be used directly for lending. Second, is the impact on lending due to the fact that capital
cannot be used to support additional lending. Since $1 of bank capital can support up to $10 in
lending, the simple translation is that it could mean up to $1 trillion in loans not made over the
10-~year period of the tax.

Certainly, it is hard to know precisely what level of lending is ultimately not made, but the
connection is direct and the impact real. Even if it is only half of this amount, as you asked in
your question, the potential impact is very large. For example, the Congressional Budget Office
estimated that the $787 billion stimulus in the American Recovery and Reinvestment Act
“increased the number of full-time-equivalent jobs by 1.8 million to 4.1 million compared with
what those amounts would have been otherwise.” Using that same relationship, the loss of $500
billion in loans would translate into between 1.1 million and 2.6 million in lost jobs over the 10-
year period.

2. You assert in your testimony that it is borrowers, and particularly small business borrowers,
who will end up paying for the proposed tax. Won’t the tax simply come out of the bonuses
of high paid executives of the big financial firms that are directly hit by the tax?

Mpr. Chessen’s Answer:

The proposed bank tax of $90 billion to $117 billion represents an enormous cost that impacts all
bank stakeholders, from employees, to investors, to borrowers. Employees of the bank could be
affected, not only through reductions in salaries and bonuses, but through layoffs as well. Job



159

losses, wage cuts, and restraints on new hires within the banking industry is, of course,
completely counter to Congressional efforts to lower the unemployment rate and revive the
economy.

Stockholders are immediately affected as the value of the stock adjusts to reflect this enormous
cost as investors re-evaluate the income potential and growth potential of these firms. In fact,
the day the Administration announced the proposed bank tax, $18 billion in market
capitalization was lost by the six largest financial firms. Capital moves very quickly as
investors seek better relative returns. At a time when capital remains scarce, imposing a tax on
banks that drives capital away has serious consequences. Every loan made by a bank is backed
by capital. If capital flows out of banks, it means fewer loans will be made.

Borrowers and other customers also end up paying some of the cost of the tax. With capital
moving to other industries and the reality of a large tax payment, some borrowers may not have
access to credit or will have access to credit on terms that would not be as favorable in absence
of the tax. Small businesses, which have fewer alternatives for funding than larger businesses,
would most likely feel the impact of this bank tax more keenly.

While the actual incidence of the tax on each of these is unknowable, what is perfectly clear is
that none of these impacts are good — for employees, stockholders, borrowers, and the economy.

3. Can you elaborate on the idea you presented in your testimony that the bank tax, even at 15
basis points, could make U.S. financial institutions uncompetitive in global markets?

Mr. Chessen’s Answer:

The proposed bank tax must be considered in a larger, global context. First, it is unclear what
action will be actually be taken by other countries. While there is considerable discussion on the
topic, there is no consensus on what, if anything, needs to be done (let alone, whether it can
realistically be implemented consistently across many countries). In fact, Canada, Australia,
Japan, Brazil, and Switzerland have come out publicly against such a tax. If there are
inconsistencies, which seem inevitable, it will lead to competitive issues. Business will flow to
financial firms in countries that do not have the same tax burden.

It is also the case that some foreign banks operating in the U.S. will be subjected to this tax.
Thus, not only does the bank tax make U.S. banks less competitive, it also makes foreign banks
that are subject to the U.S. bank tax less competitive as well versus other foreign banks not
subject to the tax.

Second, in my prepared remarks, I detailed the negative implications on low-margin, low-risk
markets. For example, as noted above, the tax squeezes the already tight spreads on many
wholesale products supported by non-deposit liabilities. The 15 basis point tax would make U.S.
firms uncompetitive in low-margin money market and foreign exchange products, which would
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leave these markets in the hands of those foreign competitors (that are not subject to the tax)
whose prices are not constrained by the bank tax. While regional and community banks are not
subject to the tax, it is unreasonable to assume that they could create and replace the large-scale,
low-risk, repo markets that are being disrupted by the tax.

Thus, this leaves foreign banks (not subject to the tax) to take market share from U.S. institutions
(or from foreign banks in the U.S. that are subject to the tax). It may also encourage U.S. banks
with multi-national operations to shift operations from the U.S. to countries with more favorable
tax treatments.
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Statement of
Edward J. DeMarceo, Acting Director
Federal Housing Finance Agency
Before the U.S. Senate Finance Committee on the

President’s Proposed Fee on Financial Institutions Regarding TARP
May 11, 2010

Chairman Baucus, Ranking Member Grassley, and members of the Committee, thank you for the
opportumty for the Federal Housing Finance Agency (FHFA) to testify on the Financial Crisis
Responsibility Fee and the nation’s housing government-sponsored enterprises (GSEs) ~ the
Federal National Mortgage Association (Fannie Mae), the Federal Home Loan Mortgage

Corporation (Freddie Mac) and the Federal Home Loan Banks (FHI.Bs).

The Emergency Economic Stabilization Act of 2008, the statute that created the Troubled Asset
Relicf Program (TARP), requires the President put forward a plan “that recoups from the
financial industry an amount equal to the shortfall in order to ensure that the Troubled Asset
Relief Program does not add to the deficit or national debt”” In January, President Obama
proposed a Financial Crisis Responsibility Fee that will be levied on the liabilities of the largest
financial firms. The purpose of the fee is both to raise sufficient revenue to offset any budget
cost of TARP and, by levying a fee on the liabilities of the largest financial firms, to provide a

deterrent against excessive leverage.

The Administration proposal has the following key features:

* The fee would be applied to banks, thrifts, bank and thrift holding companies, brokers,
and securities dealers that were eligible for the emergency assistance program put in
place to resolve the crisis. Firms with consolidated assets of less than $50 billion would
not be subject to the fee for the period when their assets are below this threshold.

s The assessable base of the fee would include the worldwide consolidated liabilities of

U.S. financial firms. The fee base would include a broad set of liabilities with a few
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designated exceptions including Federal Deposit Insurance Corporation-assessed deposits
and, for insurance companies, certain policy-related reserves. In addition, adjustments
would be provided to prevent avoidance and to appropriately treat less risky activities,
such as lending against certain high quality collateral.

» The fee rate would be approximately {5 basis points.

We understand that the Administration does not intend for Fannie Mae and Freddie Mac (the
Enterprises) to be covered by the proposal. And as I will explain, given the Enterprises’ current
financial condition and financial support from the Treasury Department, subjecting the
Enterprises to the fee would not increase revenue to the Federal government. While Fannie Mae
and Freddie Mac are not TARP recipients, they are the recipients of substantial government

support.

When the housing bubble burst, the Enterprises’ financial situation deteriorated rapidly, driven
by credit losses and other than temporary impairments on mortgage-backed securities held on
their balance sheets. These losses quickly overwhelmed the relatively low levels of capital that
the Enterprises were required to hold against potential losses. Ultimately intervention was
required because of the inability of the Enterprises to raise new capital and access debt markets
in their customary way. These actions were necessary because the Enterprises’ ability to fulfill
their mission was compromised by their financial condition and their collapse would have had
devastating consequences for the housing finance system and the broader economy due to their

interconnectedness.

Therefore, in September 2008, FHFA placed Fannie Mae and Freddie Mac into conservatorships
— a statutory process designed to stabilize the troubled institutions. In conjunction with that
action, the Treasury Department agreed to provide financial support to the Enterprises through
the Senior Preferred Stock Purchase Agreements (PSPAs). The PSPAs are structured to provide
ongoing financial support to the Enterprises to ensure they remain active participants in the
marketplace. The PSPAs are ongoing, explicit and irreversible contractual commitments by the
Fedcral government to ensure that Fannie Mae and Freddie Mac can meet their obligations.

The PSPAs work by ensuring that the Enterprises maintain a positive net worth. Since the initial



163

establishment of the PSPAs, the Treasury Department twice has increased its financial

comnitment to maintain market confidence in the Enterprises.

The PSPAs have worked as intended. Investors have confidence in the U.S. government’s
commitment to honor these obligations. As a result, investors have continued to support U.S.
housing finance through investment in Enterprise securities. This has been of tremendous
benefit to homeowners, home buyers, local communities, lenders, and pension funds, among
others. To see this benefit, consider that roughly three-quarters of mortgages originated last year
were guaranteed by the Enterprises, with most of the remainder guaranteed by the Federal
Housing Administration or the Veterans Administration. Further, more than four million
houscholds last year lowered their monthly mortgage payment or moved to a more stable
mortgage by refinancing their mortgages with the involvement of the Enterprises. And, while
serious delinquencies continue to rise, we have begun to sece some signs of improvement,

however fragile, in house prices and mortgage performance.

In the first two full years of this housing crisis, from July 2007 through 2009, combined losses at
the Enterprises totaled $207 billion. During 2009 alone, the Enterprises reported net losses of
$94 billion. The Enterprises’ financial performance continues to be dominated by credit-related
expenses and losses stemming principally from purchases and guarantees of mortgages
originated in 2006 and 2007. Since the establishment of the conservatorships, the combined
Josses at the two Enterprises depleted all their capital and required them to draw over $125
bitlion from the Treasury Department under the PSPAs. As conservator and regulator, FHFA is
acting aggressively to assure that Fannie Mae and Freddie Mac are fully supervised for safety
and soundness, are acting to reduce losses, and are undertaking only activities tied to their core
responsibilities.  Nevertheless, with continuing uncertainty regarding economic conditions,
employment, house prices, and mortgage delinquency rates, the short-term outlook for the

Enterprises remains uncertain and they are likely to require additional draws under the PSPAs.

More detailed information on the purpose and status of the conservatorships, as well as FHFA's

views on the future direction of the Enterprises’ business activities while they are in
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conservatorship, is detailed in a letter I sent to Chairmen Frank and Dodd and Ranking Members

Bachus and Shelby in February 2010. This letter is available on the FHFA website (link).

Today the financial state of the Enterprises makes them poor candidates for inclusion in a fee
proposal because the Enterprises are projected to have continuing losses that will be funded by
the PSPAs. Any additional fee assessments will add to those losses, resulting in increased draws
through the PSPAs. Applying the fee to the Enterprises would be an exercise in moving money

between government accounts.

Let me make two related observations. First, the Enterprises already have the obligation to pay a
ten percent dividend to Treasury on draws made under the PSPAs. Today, this quarterly
obligation exceeds $1 billion for each company and those dividends are effectively being “paid”
by further draws on the PSPA. So, we are already moving money from one government account
to another. Second, the Housing and Economic Recovery Act of 2008 required each Enterprise
to allocate 4.2 basis points of the principal balance of new business purchases to support the
Housing Trust Fund established by the legislation. In view of the condition of the Enterprises,
FHFA has used its authority to suspend these contributions. Had FHFA allowed these payments,

they would have been funded entirely by Treasury draws.

Looking ahead, the Enterprises’ operating in conservatorship cannot be a long-term solution. We
are in the midst of a “time-out” to allow careful consideration of the role of the Federal
government in housing finance and the ultimate resolution of the Enterprises. [ believe we are in
the midst of an important national discussion about this issue. As the new roles, responsibilities,
form, and structure of the Enterprises or their successors emerge from this debate, it may be
appropriate to consider subjecting these institutions to a Financial Crisis Responsibility Fee just
as part of the debate will undoubtedly touch on repayment of taxpayer funds used to provide
financial support to the Enterprises. However, in the absence of concluding the debate on
fundamental reform, it would be premature to subject the Enterprises to the Financial Crisis
Responsibility Fee. As [ stated carlier, given the Enterprises’ current financial condition and
financial support from the Treasury Department, subjecting the Enterprises to the fee would not

increase revenue to the Federal government.
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Before closing, let me turn to the Federal Home Loan Banks (FHLBanks). While the
Administration did not propose applying the fee to the FHLBanks, I would like to make some
observations about the potential impact of such a fee. As member-owned cooperatives, the
FHLBanks are owned by two groups of financial institutions: those that would be subject to the
proposed fee and those explicitly not subject to the proposed fee. Consequently, assessing the
fee on FHILBanks would result in some combination of further increasing the fee that would be
assessed on large institutions and imposing the fee on smaller institutions that the Administration
had sought not to assess. Beyond this, there are numerous questions of how such a fee would
affect the FHLBanks, including equity within the System, the availability of System funding, and
the weak financial state of several FHLBanks. In addition, if advances are included in the fee
assessment base for other financial institutions, the current operation and structure of some
FHLBanks could be materially affected. These are important issues that should be fully

considered in the context of overall housing finance reform.

Thank you for the opportunity to appear here today. | would be glad to answer any questions.
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FEDERAL HOUSING FINANCE AGENOY
Office of the Director

February 2, 2010

Honorable Christopher Dodd Honorable Richard C. Shelby
Chairman Ranking Minority Member
Committee on Baonking, Housing, Committee on Banking, Housing,
and Urban Affairs and Urban Atfairs

United States Senate United States Senate
Washington, DC 20510 Washington, DC 20510

The Honorable Barney Frank Honorable Spencer Bachus
Chairman Ranking Minority Member
Committee on Financial Services Committee on Financial Services
United States House of Representatives United States House of Representatives
Washington, DC 20515 Washington, DC 20515

Dear Charmen and Ranking Members:

1 am writing to update you on the conservatorships of Fannic Mae and Freddic Mac (the
Enterprises). Recently there has been considerable speculation regarding how the future
direction of the Enterprises” business activities interacts with their status in conservatorship. A
key motivation for this letter is to provide greater clarity to policymakers and market participants
on the Federal Housing Finance Agency’s (FHFA) plans for the Enterprises’ business activities
while they operate in conservatorship.

The first part of the letter will review the estabhishment and purposes of the conservatorships,
and how the conservatorships are operating. FHFA is focused on conserving the Enterprises’
assets and meeting the goals of the conservatorshup, The second part of the letter describes
FHFA’s views on the future direction of the Enterprises’ business activities while they are in
conscrvatorship, particularly: loan medifications and mitigating credit losses: retained portfolio;
new products; and affordable housing mission,

1700 G Street, N.W., Washington, D.C. 20552-0003 » 202-414-3800 « 202-414-3823 (fax)
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Background
Establishment and Purposes of the Conservatorships

After careful analysis and in consultation with the Secretary of the Treasury and the Chairman of
the Board of Governors of the Federal Reserve System, FHEA placed each Enterprise into
conservatorship on September 6, 2008. At that time and pursuant to the statute, FHFA set forth
the purpose and goals of conservatorship as follows:

The purposc of appomting the Consecrvalor is to preserve and conserve the Company’'s assels
and property and to put the Company in a sound and solvent condition. The goals of the
conscrvatorship are 1o help restore confidence in the Company. enhance its capacity to fultill
its mission, and mitigate the systemic risk that has contributed directly to the instability in the
current market.

Critical to the establishinent ol the conservatorships were the actions taken at the same time by
Trcasury, consistent with its authority granted in the Housing and Economic Recovery Act of
2008 (HERA), to establish three funding facilities. Two of these — the liquidity facility and the
mortgage-backed securities purchase facility — cxpired as scheduled at the end of last year. The
third facility - the Senior Preferrexd Stock Purchase Agreements (PSPAs) - was structured to
provide ongoing financial support to the Enterprises to ensure they remain active participants in
the marketplace. The PSPAs work by ensuring that the Enterprises maintain a positive net
worth, and Treasury’s initial financial commitment was up to $100 billion per company. As
explained at the time of the conservatorships by Treasury Secrotary Paulson:

These agreements support market stability by providing additional sceurity and clarity 1o
GSE debt holders - senior and subordinated -~ and support maortgage availability by providing
additional conlidence to investors in GSE mortgage backed securitics. This commitment will
climinate any mandatory iriggering of receivership and will ensure that the conserved entities
have the ability to fulfill their financial obligations. [t is more cfficient than a one-time
equity injection, because it will be used only as needed and on terms that Treasury has set.

In the face of a potentially catastrophic failure of our nation’s housing finance system, these
actions, along with the Federal Reserve’s decision a few months later to purchase Enterprise debt
and mortgage-backed sccurities, succeeded in maintaining an important measure of stability in
the housing finance market. As ncarly all other non-governmental participants in housing
finance abandoncd the market, the Enterprises in conservatorship, operating with the benelit of
the PSPAs, have cnsured that credit continues to flow to housing.  As evidence ofthis, the
Enterprises’ share in financing or guaranteeing new single-family mortgage production rose from
54 pereent in 2006 to 73 percent in 2008 and 78 percent in 2009 through September. The
Enterprises have also played a significant role in multifamily housing tinance with their market
share growing from 33 percent in 2006 to 79 percent in 2008 and 64 percent in 2009 through
September.



168

In February 2009, the Obama Administration reiterated the importance of the PSPAs in
maintaining market confidence in the Enterprises by announcing an increase in the financial
commitment to each company from $100 billion to $200 billion. The importance ot maintaining
market confidence in the Enterprises was further reiterated with a final adjustment to the
financial commitment under the PSPAs on December 24, 2009, ‘That adjustment increascd the
Treasury’s {inancial commitment to each company to the greater of $200 billion or $200 billion
plus cumulative net worth deficits experienced during 2010, 2011, and 2012, less any net worth
surplus remaining as of December 31, 2012,

Since the establishment of the conscervatarships, Fannie Mae has realized losses o' $111 billion,
and Freddic Mac has realized losses o' $63 billion. These losses bave exhausted the valuc of
cach company’s sharcholder equity and resulted in considerable draws from Treasury under the
PSPAs. To date, Fannie Mae has drawn $59.9 hillion and Freddie Mac has drawn $50.7 billion.
These calls on taxpayer funds are troubling to all of us.

The PSPAs continue to serve their original intent — providing assurance to capital market
investors in Enterprise debt and mortgage-backed securities that continued investments tn such
securities are sound. In that way, the Enterprises remnain a stable source of funds for new home
purchases and refinancings of existing mortgages. However, given the existing taxpayer outlays
and the extraordinary public backing now in place, 1 believe that FHFA owes your committees
and taxpayers a clear view on how the conservatorships are operating to himit losses and
maximize recoveries in the future, 1 will turn to those issues next.

Conservatorship Operationy

As conservator, FHFA has the powers of the management, boards, and sharcholders of the
Enterprises. However, the Enterpriscs continue to operate as business corporations, For
example, they have chief executive officers and boards of directors, and must follow the laws
and regulations governing financial disclosure, including requirements of the Securities and
Exchange Commission. Like other corporate executives, the Enterprises’ executive officers are
subject to the legal responsibility to use sound and prudent business judgment in their
stewardship of thelr companies.

At the inception of the conservatorships, FHFA made clear that the Enterprises would continue
to be responsible for normal business activities and day-to-day operations. FHFA continues to
excreise oversight as safety and soundness regulator and has a more active role as conscrvator.
While FHFA has very broad authority, the focus of the conservatorships is not to manage every
aspeet of the Enterprises’ operations. lnstead, FHEA reconstituted the boards of directors at cach
Enterprise and charged the boards with ensuring normal corporate governance practices and
procedures are in place, The new boards are responsible for carrying out normal board
functions, but they remain subject to review and approval on critical matters by FHFA as
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conservator, The Enterprises are large, complex companies, and this division of responsibilities
represents the most efficient structure for carrying out FHEA's responsibilities as conservator.

The reconstituted boards at each company oversee their respective management teams and are
functioning as boards should. Like FHFA( the boards are focused on conserving assets,
minimizing corporate losses, ensuring the Enterprises continue to serve their mission, oversceing
remediation of identified weaknesses in eorporate onperations and risk management, and ensuring
that sound corporate governance principles are tollowed.

in my vicw, maintaining and, where needed, strengthening these important private sector
disciplines associated with each Enterprise’s corporate infrastructure promotes the goals of the
conservatorships and maximizes the govermment’s options w a post-conservatorship world,
including the opportunity to gain some return for taxpayers in a resolution of these companics.
Any preservation of value in the Enterprises is directly related to maintaining the valuc of the
intangible assets of these companics, including their human resources and business platforms.

There has been substantial exccutive management turnover at cach Enterprise since the
cstablishment of the conservatorships, starting with the replacement of cach Enterprise’s Chiet
fixecutive Officer (CEQ) at the time the conservatorships were announced. At Fannie Mae,
since conservatorship began, there have been two CEOs und new exccutives appointed to head
almost cvery key business unit. Tlight of the cleven highest paid employecs pre-conscrvatorship
arc no longer with the company. At Freddie Muc, since conservatorship, there have been two
CEOs and an Interim CEO. In just the past five months, afler lengthy scarches by the board,
Freddic Mac has added a new Chicf Opcerating Officer and a new Chief Financial Officer. The
four highest paid cmployees at Freddie Mac pre-conservatorship are no longer with the company.

In short, the directors and senior executives tied to the financial collapse at cach Enterprise are
no longer with the companies. The senior exceutives who remain as well as those that were
recently hired are essential to the Enterpriscs fulfitling the important goals of' the
conservatorships. As FHFA has stated since the outset of the conservatorships, it is critical to
retain existing statf, including many senior managers, and critical to attract new executive
management to {ill the vacancies. The challenge of meeting this goal with companies in
conservatorship is immense. ‘The Enterprises operate with an uncertain future that will be the
source of much public dehate. As conservator, 1 helicve it is eritical to protect the taxpayer
interests in the Enterprises by ensuring that each company has experienced, qualiticd people
managing the day-to-day business operations in the midst of this uncertainty. Any other
approach puts a risk the management of more than $5 trillion in mortgage holdings und
guarantees that arc supported by taxpayers through the PSPAs,

1 will now tum to specific actions and issues pertinent to accomplishing the important goals of
the conservatorships.
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Accomplishing Conservatorship Goals Going Forward
Loan Modifications and Mitigating Credit Losses

Conserving the asscts of the Enterprises requires, first and foremost, minimizing their credit
losses from delinquent mortgages. This is and will remain the central goal of FHFA and the
Enterprises.

Furthermore, FHEA operates under a statutory mandate in the Emergency Economic
Stabilization Act 0f 2008 (EESA), Section 110, to “implement a plan that secks to maximize
assistance for homeowners and use its authority to encourage the servicers of the underlying
mortgages, and considering net present value to the taxpayer, to take advantage of the HOPE for
Homeowners Program ... or other available programs to minimize foreclosures.™ This provision
specifies loan moditications and tenant protections as part of the mandate and establishes a
mmonthly reporting requirement for FHFAL Our monthly reports pursuant to this requirement are
sent 1o cach of you and arc on our website under Federal Property Managers Reports at
httpwww. thia.gov/Delault aspx?Page-172.

{n pursuit of the goal of minimizing credit losses and fulfilling this statutory mandate, FHFA
and the Enterprises worked with the Administration a year ago to help develop and implement
the Making Home Affordable program (MHA). The Enterpriges’ participation in MHA s a
critical step to minimizing their eredit losses. Loan modifications are often a lowoer cost
resolution to a delinquent mortgage than is foreclosure. Sumuarly, providing opportunities for
borrowers to refinance into a more affordable mortgage helps mitigate future credit losses. Since
the Enterprises own or guarantee about fulf the mortgages in the country, efforts ke MHA that
provide stahility to borrowers also serve to restore stability to housing markets, which dircetly
beneflits the Enterprises by reducing credit exposure. The Enterprises also will continue to act as
agents for Treasury in implementing the MHA loan modification program. FHFA views this
activity as consistent with the goals of the conservatorship and the EESA mandate.

FITFA will continue to ensure the Enterprises ook to foreclosure alternatives, starting with loan
medifications, to minimize credit fosses. [ have communicated to each Enterprise the need for
rigorous analytics in considering different forms ot loss mitigation to ensure credit losses are
being minimized. Such analysis will also guide the Enterpriscs’ participation in any potential

cw Administration eltorts regarding foreclosure prevention, The Eaterprises” eurrent and future
ctforts surrounding foreclosure prevention will focus on mitigating losses, which is fundamental
to the FHFA’s mandate to conserve assets. And where there is no avatlable, lower-cost
alternative to foreclosure for a particular defaulted mortgage, my expectation is that the
Enterprises will move to foreclose expeditiously.
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Retained Portfolios

The December amendments to the PSPAs included a change to the Enterprises” retained
portfolio limits, Briefly, the change preserves the original PSPA requirement that the Enterpriscs
begin shrinking their retained portfolios by ten percent per year, beginning this year. But, rather
than starting the reduction from the FEntorprises” year-cnd 2009 halances, the reduction now
begins from their maximum allowed balances ($900 biltion) as of year-ond 2009, This means
that cach Enterprise may have a retained portfolio no greater than $810 billion by December 31,
2010, Currently, cach Enterprise is below that amount.

FHFA remains committed to the principle of reducing the retained portfolios as set forth in the
PSPAs. Consistent with the goals of conservatorship and in accord with the recent Treasury
announcement, FHFA does not expeet the Enterprises to be substantial buyers or sellers of
mortgages, with an important exception. As | stated in December, the increased flexibility
provided with the retained porttolio amendment may be important for maintaining the
Tinterprises’ capacity to purchase delinguent mortgages out of guaranteed mottgage-backed
seeurity pools.

Civen the size ol the Enterprises” current outstanding retained portfotios, and the potential
volume of delinquent mortgages to be purchased out of guaranteed mortgage-backed security
pools. it is my expeclation that any nct additions to their retained mortgage portiolios would be
related to this activity, T also cxpect that other private parties will begin to invest in new
Hnterprise mortgage-backed sceurities as the Federal Reserve gradually withdraws its purchase
activity. To aid in complying with the requirements of the PSPA portfolio limitations in light of
these factors, Tam instructing cach Enterprise to develop a detailed plan for how it will manage
its portolio to stay within those hmitations.

New Products

HERA cstablished a requirement that FHFA implement a public review process for new products
that may be undertaken by the Enterprises. In fuly 2009, FHFA published an wterim final rule
implementing this provision. To date, no new product subimission has gone through this process.

After considering the statutory requirement and the goals of conservatorship, T have concluded
that permitting the Enterprises to engage in new products is inconsistent with the goals of
conservatorship. Therefore, T am instructing the Enterprises not to submit such requests under
the rule.

In view of the eritical and substantial resource requirements of conserving assets and restoring
financial health, combined with a recognition that the Enterprises operate today only with the
support of taxpayers, | befieve the Enterprises should concentrate on their existing core
businesses, including minimizing credit fosses. 1 reach this conclusion as various proposals seck
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Finterprise involvement that, even if within charter limitations. could require large expenditures
of funds, entry mnte new business tines with little prior experience, or dedication of personnel
already operating, in a stressed environment. New produets could also require new risk
measuring tools, compliance procedures, and additional oversight from FHEA.

In short, the Enterprises will be imited to continuing their existing core business activities and
taking actions necessary to advance the goals of the conservatorship. This type of limitation on
new business activities is consistent with the standard regulatory approuch for addressing
companies that are inancially troubled. And it is even more pertinent for the Enterprises given
their uncertain tuture and reliance on taxpaver funds.

Affordable Housing Mission

While the Enterprises are in conservatorship, FHEFA expocts them to continue to {ulfill their core
statutory purposes and that includes their support for affordable housing. One set of measures of
the Enterprises” support for aftordable housing comes through the housing goals, which
Congress revised significantly in HERA.

Shortly, FHFA will publish for public comment a proposed rule setting the housing goals for
2000 and 2011, In that rule, FHEFA will establish the framewaork for ensuring that the
Faterprises” participation in the mortgage market wcludes support for the affordable housing
segments of the market, consistent with their mission and with safety and soundness,

FHFA does not intend for the Enterprises to undertake uncconomic or high-risk activitics in
suppott of the goals nor does it intend for the state of conservatorship to be a justification for
withdrawing support from these market segments. Under the conservatorships, the Enterprises
have tightened their underwriting standards to avoid the poor quality mortgages that have
contributed so much to their losses. Maintaining this type of sound underwriting disciphine
going forwvard is imporntant for conserving assets and supporting the Enterprises’ mission ina
sustainable manner.

Concluding Thoughts

i'he Baterprises” operating in conservatorship cannot be a long-term solution. When the
conservatorships and Treasury™s financial commitinent were established in 2008, Sceretary
Paulson described the arrangement as a “time-out™ to allow policymakers to further consider the
role of the Federal government and the Enterprises in the future system of housing fmance.
There arc a varicty of options available for post-conservatorship outcomes, but the only one that
FHEA may implement today under existing law is to reconstitute the two companies under their
current charters.
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| recognize that the Administration and Congress have difficult and important decisions to make
i the coming months on the future structure of the housing finance system. [n my tesimony
betore the Senate Banking Committee last October, | offered some of my own views on this
subject. Going forward, FHEA looks forward to offering its technical assistance to both the
Admmistration and Congress in considering policy alternatives.

The purpose of this letter has been to clarity the goals of the conservatorships and how FHFA is
striving to achicve these goals. 1 also hope that this letter has helped to set the framework for
how the Enterprises are operating in conservatorship as Congress considers the future structure
ofthe housing finance system. | welcome the oppottunity to meet with you personally to further
discuss the matters covered here. As 1 belicve the information contained here is also important
to an improved public understanding of the conservatorships, T will be refeasing this letter this
afternoon.

Yours truly,

Wa,ﬁa%@

Hdward J. DeMarco
Acting Director
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Douglas J. EHiott
May 7, 2010

Testimony Before the Senate Finance Committee:
The Proposed “Financial Crisis Responsibility Fee”

Thank you, Chairman Baucus, Ranking Member Grassley, and members of the Committee, for your kind
invitation to discuss this important, and fairly misunderstood, topic. My name is Douglas Elliott and | am
a Fellow at the Brookings Institution. The views expressed here are my own and do not necessarily
reflect those of the Brookings Institution, which does not normally take “house” positions on policy
issues.

Since | have not previously testified in front of this committee, let me briefly explain my background. |
was an investment banker for almost two decades, primarily at J.P. Morgan. As such, | provided a wide
range of advice and capital raising services to a client base of financial institutions. At Brookings, I have
used the expertise developed as an investment banker to focus on financial institutions, markets, and
their regulation, publishing several dozen papers on the financial crisis and regulatory reform’. The
research is actually a continuation of work that | did from 2003-6 when { founded a small think tank
called the Center On Federal Financial Institutions®, for which | worked as a volunteer until we ran out of
money and | had to return to Wall Street. COFF! focused on the federal government’s own lending and
insurance activities, which were aiready of very considerable size even prior to the financial crisis.
Finally, to save everyone the usual Washington guessing game, let me explain that { am a political
independent and a moderate.

1 am strongly supportive of the overali idea of recovering the losses on the TARP from the financiai
industry so that taxpayers do not bear the ultimate cost. Repayment is self-evidently the right public
policy unless there is a compelling reason not to charge a fee. It is difficult to envision a public policy
rationale for why it would be more appropriate for taxpayers to bear the cost than for the industry that
benefitted directly from the government actions, absent some substantial negative effect of imposing
the fee. As | will explain, | firmly believe that the financial industry and the economy could absorb the
relatively small fee required without significant negative effects.

I am less wedded to a particular way of imposing the fee, although | like the general approach the
Administration has proposed, since it would help in a modest way to achieve other public policy
objectives at the same time. It is structured to fall most heavily on the firms that represent the most risk
to taxpayers going forward and that represented the greatest danger during the crisis. It is also tilted
away from the core lending activities that are generally supported by deposits and towards the riskier
activities that are less central to economic growth. These are worthwhile goals, although | view them as
clearly secondary to the objective of repaying the taxpayers.

Opponents legitimately point out that imposing a fee on a bank, as with any other business, is likely to
cause at least some of the cost to be passed through to the bank’s customers. In particular, they suggest

! My Brookings papers can be found at http://www.brookings.edu/experts/elliottd.aspx
2 My COFFI papers can be found at www.coffi.org
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that loans could become significantly more expensive and harder to obtain. They are right directionally,
but a review of the facts shows that any effect should be quite small, given the immense size of the
financial industry. Also, it is worth noting that taxpayers as a group still deserve their money back even if
some taxpayers ultimately bear a portion of the cost in their capacity as bank customers, especially since
those who end up bearing the greatest burden are also likely to have benefitted the most from the
rescue of the financial system. For example, a business that ends up paying slightly more for a loan going
forward might have been paying much more for loans now if our financial system had melted down
completely.

The Administration is proposing to coltect $9 billion a year for a minimum of 10 years. This compares to
a core earnings power for the U.S. banking industry of approximately $200 billion a year, after-tax’. Non-
interest expense, of which compensation is the main item, is at least $300 billion, after-tax". Thus, the
fee would be less than 2% of after-tax income plus non-interest expense, which appears extremely
reasonable given the scale of aid we taxpayers have provided the industry.

Comparing it on another dimension, banks and thrifts reported $13 trillion of assets to the FDIC, which
does not count considerable investment banking and other non-bank assets. Thus, the industry could
cover the $9 billion fee by charging less than an additional 0.1% on each dollar of assets, on a pre-tax
basis, assuming the fee is not tax-deductible. In practice, the industry might pass along half of this to
customers, or approximately 0.05% per dollar of assets, and absorb the other half by taking a 1% hit to
income plus non-interest expense. For comparison, the Fed would never bother with an interest rate
move this small, because the effect on the overall economy would be minor.

I notice that industry lobbyists are magnifying the reported effect by aggregating the 10 years of fees to
a total $90 billion hit to capital and indicating that this $90 billion could have supported $300 billion of
lending at a 10:1 ratio. They could just as easily have indicated that the industry could support an
additional $900 billion of lending by voluntarily cutting non-interest expense by 3-4% for each of the
next 10 years, principally by cutting compensation. In addition, $9 billion a year for 10 years has a lower
value in today’s dollars than $90 billion. Discounting at a 12.5% cost of equity would bring that figure
down to under $50 billion, making the necessary adjustments even smaller.

Opponents have also argued that the TARP money infused into the banks as additional capital is likely to
be repaid at a net profit to the taxpayers and therefore it is unfair for the financial industry to bear the
cost of the TARP. They are factually correct about the repayments, although the figures are sometimes
exaggerated by looking only at the returns to taxpayers on the banks that have already repaid their aid.
Our problem was never going to be the banks that were strong enough to repay quickly; the losses will
come over time from the weak ones that never make their full payments. Nonetheless, | do expect that

*EDIC figures show that the institutions reporting to it earned approximately $280 billion in 2009 prior to taxes
and excluding loan losses. Adding in earnings for the industry from investment banking and other activities that are
not conducted in entities reporting to the FDIC, subtracting a normal level of loan losses, and adjusting for taxes,
the result is approximately $200 billion a year as a running rate,

* FDIC figures show non-interest expense of $385 billion in 2009. Adding an estimate of investment banking and
non-banking expenses and subtracting taxes implies a figure north of $300 billion, aithough it is hard to be precise.
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the narrowly defined category of capital infusions from TARP into the banks will yield a profit for
taxpayers.

However, | think it borders on the churlish for the banks to focus on such a narrow measure when the
total aid provided by the taxpayers was of far greater value to them than the relatively small cost of the
proposed fee. The banks, and to a lesser extent other financial institutions, were major contributors to
the financial crisis that led to our most severe recession since the Great Depression. Despite this, they
were massively aided by taxpayers, with the government taking unprecedented actions to assist. The aid
that was provided was generally priced well below what the private market wouid have charged for
taking on the same risk. This was appropriate, but it means that merely paying off the aid under the
terms required does not come close to fully compensating taxpayers for the risks they successfully took
to restore the economy.

Besides, we should focus more broadly than solely on the direct benefits of the government’s
extraordinary actions. At the point the government acted so forcefully, trillions of dollars of value had
been destroyed on securities and loans, much of it in the hands of the institutions which would be
paying this fee, Failure of the government to act in the extraordinary manner that it did would have
allowed a further meltdown that would have destroyed trillions of dollars more in value. The industry
should be extremely grateful for this aid, instead of minimizing the nature of the help in order to avoid a
refatively trivial fee. Nor do I think it is in their long-term interests to be perceived as refusing to make
the taxpayers whole.

Let me be clear. I do believe the industry has good arguments on a few of their specific complaints,
particularly the unfairness of asking the banks to pay for the auto rescue. Similarly, in a narrow sense,
they have a reasonable argument for postponing the imposition of the fee until we know the size of the
ultimate losses better. However, | think these arguments are dwarfed in importance by the over-riding
requirement that taxpayers be repaid in total and that it be demonstrated quickly that this will indeed
occur. The proposed fee is so far below the value the governmaent provided to the financial industry that
there should be no quibbling about exactly how this modest figure was calculated.

| should also note that some opponents of the fee make the argument that their particular financial
institutions benefitted from the government’s actions only indirectly, in the same manner as anyone
else living in this country. This notion is misleading. Any large holder of financial instruments is far better
off today than they would have been if the government had refused to put the taxpayers’ money at risk.
It is true that everyone in the economy benefited indirectly, but those with major financial investments
benefitted much more significantly than those who were only affected by the general economy. it would
be reasonable to have a portion of the fee spread much more widely across financial institutions, but we
have to draw the line somewhere and the approach the Administration suggests is reasonable and has
other advantages.

There has also been a movement to have Fannie Mae and Freddie Mac foot their share of the bill. This
would be great in theory, but is impractical. Whatever the technicalities of how the government
accounts for Fannie and Freddie, they are effectively government-owned. The current market value of
the private shareholdings in the two firms is about $2 billion, reflecting the fact that they are likely to
prove totally worthless. The fact that they have value at all is a combination of option value, since a
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miraculous recovery could occur, plus the possibility that they may be paid something for their nuisance
value. If we reconstitute them as public companies in the future by selling them back to the market, the
expected cost of any future fees would just be subtracted by potential buyers from the price they would
otherwise pay us. So, including Fannie and Freddie in the fee would have virtually no net benefit to
faxpavyers.

I will not say a lot about the specifics of the fee, both because | feel less strongly about them than i do
about the broad concept and because | suspect that there will be considerable further changes before
final legislation is finished. Given that we are going to charge a fee, it is reasonable to try to assist with
another important public policy goal, which is to provide disincentives for institutions to act in ways that
present the greatest risks to the public. The Administration’s first step in this direction was to limit the
financial institutions subject to this fee to those that have at least $50 billion in assets. This is sensible,
since institutions smaller than this represent a considerably lower risk of a taxpayer bailout than do the
largest institutions. The exact cut-off, however, is arbitrary and could be moved without great harm.

The second step was to suggest using “risk-weighted assets” as the base figure from which to calculate
the fee. The size of assets makes sense to use as the base, because it is a good measure of the size of a
financial institution and size directly relates to both capacity to pay and the total level of risk
represented by an institution. Using the risk-weighted approach is consistent with the main method for
calculating the risk of an institution for determining minimum capital requirements. The primary risk for
a bank is that the value of its assets declines. Since certain of those assets are riskier than others, risk-
weighting simply uses a higher multiplier for risky assets than for non-risky ones. Thus, a bank with risky
assets will look bigger for purposes of this fee than an otherwise identical bank with lower risk assets.
This does have the effect of modestly tilting the fee towards commerciai lending, including to small
businesses, and away from mortgage lending or holding government debt. However, the total effect on
lending is likely to be small anyway, so the implications of that tilt are not serious and do have the
benefit of reflecting risk levels.

Third, the portion of assets funded by equity and insured deposits would be excluded. This is intended
to provide incentives for banks to support their activities with these more stabie sources of funding and,
to some extent, to counter any likely effects on lending. In practice, deposit money tends to be used to
support loans, particularly at the smaller banks, so excluding deposits from the fee should reduce any
impact on lending. it is also currently true that deposits are subject to FDIC insurance premiums and
therefore this approach avoids charging twice, however the FDIC seems likely to move to charging based
on assets rather than deposits, in which case this point would become moot.

Overall, the structure of the proposed fee seems broadly reasonable, but may need tweaking to avoid
technical difficulties, such as have been raised in regard to repurchase agreements. More importantly,
whatever the method, we should put into place a fee that recovers for the taxpayers the losses they are
currently bearing from the TARP. These losses should fall on the financial industry, not the public.

Thank you for the opportunity to express my views on this important topic.



178

Statement of Treasury Secretary Timothy F. Geithner
Committee on Finanee
U.S. Senate
May 4, 2010

Chairman Baucus, Ranking Member Grassley. Members of the Committee, thank you for the
apportunity to testify before you today regarding the Financial Crisis Responsibility Fee.

On October 3, 2008, Congress gave the Treasury Department authority to stabilize the American
cconomy through the cnactment of the Emergency Economic Stabilization Act (EESA).
Congress included in the legislation a requirement that the President put forward a plan “that
recoups from the financial industry an amount equal to the shortfall in order to ensure that the
Troubled Asset Relief Program (TARP) does not add to the deficit or national debt.”

‘The principle that the cost of putting out a financial fire should be recovered from financial
institutions was adopted by Congress in the aftermath of the savings-and-loan crisis. The FDIC
Improvement Act (FDICIA) required the FDIC to recoup any losses it incurred as a result of
closing failed banks through assessments on banks. This same principle is incorporated into the
financial reform proposals adopted by the House and now being counsidered by the Senate. Both
bills require the financial industry to repay the government for any costs associated with the
resolution of a failing financial institution.

The cost of this economic crisis has been enormous, hitting Americans harder than any downturn
since the Great Depression. Millions have lost their jobs, their businesses, their homes. and their
savings. And the resulting loss of revenue has added substantially 10 our national debt.

The purpose of the Financial Crisis Responsibility Fee proposed by President Obama in January
is to make sure that the direct costs of TARP arc paid for by the major financial institutions, not
by the taxpayer. Assessments on these institutions will be determined by the risks they pose to
the financial system. These risks, the combination of high levels of riskier assets and less stable
sources of funding, were key contributors to the financial crisis.

The fee would be applied over a period of at least ten yecars, and set at a level to ensure that the
costs of TARP do not add to our national debt. One year ago we estimated thosc costs could
exceed half a trillion dollars. However, we have been successful in repairing the financial
system at a fraction of those initial cstimates. The estimated impact on the deficit varies from
$109 billion according 1o CBO to $117 billion according to the Administration. We anticipate
that our fee would raise about $90 billion over 10 years, and believe it should stay in place
longer, if necessary, to ensure that the cost of TARP is fully recouped.

We propose to assess the fee on financial institutions that have over $50 billion in assets and
were eligible for the emergency assistance programs put in place to resolve the crisis. These
firms are U.S.-based bank holding companics, thrift holding companies, certain broker dealers,
as well as companies that control insured depositories and certain broker dealers. The U.S.
subsidiaries of international firms that fall into these categories and are larger than $50 billion
would also be covered. These firms were eligible for, and were the major beneficiaries of, the
Treasury’s capital investments under the TARP, the FDIC’s Temporary Liquidity Guarantee
Program, the Federal Reserve’s Primary Dealer Credit Facility and other Federal Reserve
liquidity facilities.
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We designed the fee so that it would fall most heavily on firms that fund riskier activities with
less stable forms of funding. Firms would pay a fixed percentage of their assets adjusted for risk,
minus their capital, insured deposits. and certain insurance policy reserves. Firms that take on
more risk and fund those activitics with less stable sources of financing would pay more than
firms that arc managed more conservatively. This framework has the significant benefit of
including derivatives and off-balance sheet items not otherwise reflected under conventional
accounting. In this way, the fee targets, and thereby would help discourage, activitics that pose
the most risk to the stability of the financial system.

The fec is designed to limit the risk of any adverse impact on lending. The fee excludes over 99
percent of U.S, banks, which currently provide the majority of small loans to businesses and
farms across the country. 1f covered firms try to pass on the costs of the fee to their borrowers,
they will lose market share to other institutions. The Congressional Budget Office (CBO), in its
review of our proposal, highlighted these advantages by noting that the proposal “would improve
the competitive position of small- and medium-size banks, probably leading to some increase in
their share of the loan market.”

As we work with Congress to design legislation to protect the taxpayer from the costs of this
financial crisis. we recognize that there are a number of possible approaches to meeting the legal
requirement in EESA to cover the costs of the TARP. We will work closely with the Congress
on how best to meet that obligation.

As we do, we arc also working with governments around the world who arc considering similar
efforts. We will meet the legal requirement to recoup TARP’s cost in a way that makes sense for
our couniry. but we want to design the fee in a way that improves the chances that other
gavernments will adopt similar measures. Since the announcement of the proposed lee, a
number of countries have expressed support for the approach embodied in our proposal.

This fee is designed to complement efforts to improve the stability of our financial system by
providing modest incentives against funding riskicr activitics with less stable funding. However,
it is not a substitute for our proposals to put in place much more conservative capital and
liquidity requirements on large institutions. And similarly, higher capital requirements cannot be
a substitute for a fee on risk by large institutions, because they would not contribute resources to
the taxpayer to cover the direct fiscal costs of the crisis.

We believe this fee is an important complement to the financial reforms now on the Senate
Floor. Those reforms will provide better protection for American familics and businesses,
require stronger limits on risk taking by large institutions, bring transparency and oversight to
derivatives markets. and cnable the government to break apart failing lirms with no exposure to
the taxpayer.

Enacting this fee now will make it clear to the American people that they will not have to
shoulder the direct costs of protecting the cconomy from future financial failures.



180

Respouses to Questions for the Record

The Honorable Timothy F. Geithner, Secretary, United States Department of Treasury

Questions from Senator Baucus

I

The Administration’s Budget document states that the fee applies to “brokers, and
securities dealers.” Your written testimony submitted for the May 4, 2010 hearing
states that the tax will apply to “certain broker dealers,” and in your oral testimony you
stated that the tax applies to “primary dealers.” How do you define “primary dealers?”

“Primary dealer” means a broker or dealer designated by the Board of Governors of the
Federal Reserve System or the Federal Reserve Bank of New York as a primary dealer in
government debt instruments. Our current proposal would not apply to a broker-dealer that
is not a primary dealer (unless the broker-dealer falls into one of the other categories of
covered firms).

Because “risk weighted asset” (RWA) is a term specific to banking, how would you
apply it to life insurers?

The regulatory framework for calculating risk-weighted assets can be applied to non-banks.
There are a number of examples of institutions whose primary business is not commercial
banking that have computed risk weighted assets in a manner consistent with U.S, regulatory
guidance. For instance, several non-banks that applied to TARP were required to do so. It
should also be noted that, under the recently enacted Dodd-Frank Wall Street Reform and
Consumer Protection Act some large, non-bank financial companies will already need to
calculate RWA. Under the new law, firms whose distress would pose a threat to U.S.
financial stability would be subjected to Federal Reserve supervision and prudential
standards, including capital standards that require the calculation of RWA.

Would the fee apply to an insurer with assets of $50 billion or more and that owns a
thrift that is used primarily for trust business?

There are a limited number of companies that are large.enough to be potentially captured and
who own such “trust-only” depository institutions. As currently contemplated, these firms
would be covered by the Financial Crisis Responsibility Fee (FCRF) since they own a
depository and would have technically been eligible for extraordinary assistance extended by
the government to address the last financial crisis.

Since the fee is to be assessed on financial institutions that have over $50 billion in
assets that were eligible for relief under programs authorized by the Emergency
Economic Stabilization Act, can you confirm that the fee will be applied only to those
life insurers that own an insured depository institution, thrift or broker dealer?

That is correct — the proposed fee would be applied only to those life insurers that were
eligible for the emergency programs put in place to resolve the crisis. These firms are U.S.-
based bank holding companies, thrift holding companies, primary dealers, as well as
companies that control insured depositories and primary dealers, The U.S. subsidiaries of
international firms that fall into these categories and whose consolidated U.S. assets exceed
$50 billion would also be covered.
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5. Would the fee apply to life insurers who own a depository institution, thrift or broker
dealer if the assets of their depository institution, thrift or broker dealer are not greater
than $50 biltion?

Possibly. The fee would apply to covered institutions with over $50 billion in consolidated
assets.

6. Will there be consensus among G-20 and other countries to impose a bank tax or
similar levy?

What is your role as a world leader with respect to influencing decisions by other
countries on whether to impose a bank tax or levy, and how such a tax or levy would be
structured and used?

What will be the competitive effect on American banks if other countries with major
banking sectors decide not to impose a bank tax?

How would you ensure that American banks were not doubly taxed if they had
branches in foreign countries that also imposed a bank tax?

At the behest of the G-20 Leaders in Pittsburgh, the IMF completed in June 2010 a study of
various policy options for countries to ensure that the financial sector makes a fair and
substantial contribution toward paying for the burden associated with government
interventions to repair the banking system. At its end-June Summit in Toronto, the G-20
Leaders commended the IMF for its work.

The Administration fully supports the decisions the G-20 made at their Toronto Summit,
which were made in light of the IMF’s work:

* The Leaders recognized that the imposition of a levy or fee on banks is one
reasonable approach in a range of policy options, especially for countries which used
government interventions to address the financial crisis.

e At the same time, Leaders explicitly said that some countries may choose not to levy
a bank fee.

* The G-20 Leaders agreed on a set of five principles that, whether using a bank levy or
not, countries’ financial responsibility policies should: protect taxpayers, reduce risks
from the financial system, protect the flow of credit, take into account country-
specific differences, and help promote a level playing field.

¢ The Leaders did not commit to any additional work on IMF proposals.

Tax differences of any kind between jurisdictions are among the many factors that firms
consider in their overall business strategy. In the case of the very large financial institutions
in various countries which will likely be subject to “bank taxes;” the existence of such taxes
is unlikely to play nearly as large a role as factors such as desired market share, servicing
their nonfinancial firm customers abroad, being able to continue to be key players in
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payments systems in important financial centers, the quality of regulation, the reliability of
the legal system, etc. Hence, countries with large, important financial centers are not likely
to see massive out-migration of financial firms and activity in the event they were to institute
a bank tax.

. How do you envision the IRS will interact with the banking regulators to administer
and enforce the bank tax? Will the IRS need more resources and will the IRS need to
recruit new employees with expertise in the banking industry to enforce this tax?

Under the Administration's proposal, liability for the FCRF would be determined on the basis
of information that is reported to, and verified by, appropriate financial regulatory authorities
under applicable non-tax laws. The Internal Revenue Service (IRS) would review these
amounts to determine the accuracy of the tax liability calculation. We would expect those
other regulatory authorities to assist the IRS in examining the tax liability computations made
by the affected financial institutions. As a result, it would not be necessary for the IRS to
develop significant additional expertise with regard to bank regulatory requirements or other
aspects of the financial industry in order to collect the appropriate amount of tax.

. The risk-weighted asset approach would rely on the Basel standards for assigning risk
to bank assets.

How does the Basel Committee determine international capital standards?

The Basel Committee establishes working groups of experts drawn from its members to
develop proposals for capital standards. These proposals are issued for public consultation.
The Basel Committee also engages, through its members, with the banking industry to obtain
quantitative information the Basel Committee can use to analyze the effects of its proposals.
The process of issuing a proposal for comment, collecting and analyzing comments, and
collecting quantitative information for analysis may require more than one round before the
Basel Committee finalizes a standard. A proposal becomes final when it is approved by the
full membership of the Basel Committee.

Basel standards consider small business loans to be quite risky. To what extent do you
agree with what the Basel Committee considers risky or not risky?

The Basel Committee’s Basel II risk-based capital standards are sensitive to the riskiness of a
given loan or obligation. This risk of a loan is judged not only by the borrower’s credit, but
also by the existence of collateral, guarantees or other factors that mitigate risk. The
financial crisis revealed weaknesses in Basel II which underestimated the riskiness of certain
elements, principally dealing with securitizations and large trading portfolios. These
weaknesses are being addressed in Basel III.

What are the possibilities for manipulating the risk-weighting system? Would a bank
tax based on risk-weighted assets create the potential for loopholes?
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A risk-weighting system can be subject to capital arbitrage if the risk weights are not closely
aligned with the underlying risk of the exposure. In the case of Basel I, the risk weight
bucketing approach was not well aligned with the underlying risk of the exposures and led in
some cases to capital arbitrage. One of the key recommendations arising out of the Asian
financial crisis in the 1990s was the need to revise the risk sensitivity of Basel 1. Basel I
sought to address many of these issues. Basel 1II will address flaws that have been observed
in Basel 11, as a result of the lessons learned from the most recent financial crisis, especially
for securitizations and large trading portfolios. It should be noted that the addition of a
leverage ratio requirement under Basel I1I will act as a supplement to the risk weighting
approach and limit the degree of capital arbitrage.

A bank fee that is based on a risk weighted system does not create “loopholes” in the risk-
based capital system. Such a tax would add to the cost of a transaction or loan, thereby
changing a bank’s incentive structure, which is the purpose of a risk-sensitive bank fee.

How will the risk-weighted asset approach be affected by new Basel I and Basel 111
risk-weighting guidelines?

The effects of Base! III will mainly occur by tightening the definition of capital, raising the
overall amount of capital required, and increasing the capital requirements for particular
areas (such as securitization and large trading operations) that have proven to be more risky
than Basel II had provided for.

Basel I and Basel I1I will take into account more factors when looking at the risk of
any given asset, including the credit ratings of the borrower.

a) What discretion will a bank have in determining the risk-weighting of each of its
assets?

The Advanced Approaches of Basel I1 permit the largest and most sophisticated
banks an opportunity to apply models to determine risk weights. The Advanced
Approaches in the U.S. are tightly supervised by the banking regulators, who apply
strict quantitative and qualitative standards to these banks. The Standardized
Approach, which has not yet been adopted by the U.S. banking supervisors, uses a
risk weighting system that is similar to Basel I, but with a more risk sensitive design.

b) Will Basel II and Basel III result in more or fewer loopholes compared to Basel I
standards?

A major reason for developing Basel I was to reduce opportunities for regulatory
capital arbitrage, since the global financial system had significantly evolved since
Basel | was introduced in 1988. The financial crisis revealed weaknesses in Basel 11
which underestimated the riskiness of certain elements, principally dealing with
securitizations and large trading portfolios. These weaknesses are being addressed in
Basel [II. Although the final provisions of Basel IlI have not yet been decided, it is
apparent that it will be a significant improvement over Basel I and Basel 11
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Question from Senator Bingaman

1.

One of the thorniest considerations in designing any bank fee is the base against which
the fee is assessed. If I understand correctly, the primary rationale for the
Administration’s proposed fee is that it constitutes a sort of retroactive insurance
premium for benefits incurred, directly or indirectly, through the TARP program. If
that’s the case, then why not base the fee on the actual level of benefit that inured to a
financial institution through the TARP program, rather than its current assets?
Douglas Diamond and Anil Kashyap of the University of Chicago say policymakers
should do this by levying the fee on each bank above the asset threshold based on the
difference between its assets at the end of August 2008 and its current level. Why
doesn’t the Administration's proposal take this approach?

The FCRF is not intended to be a retroactive insurance premium. Rather, as proposed the
FCRF is designed to recoup certain costs currently borne by the taxpayer that result from the
response to the last financial crisis, including specifically TARP, as required by EESA, in a
way that discourages large financial firms from funding the riskier investments with risky
sources of funding. In this regard, it is appropriate that the fee be applied to firms that were
eligible for the emergency programs put in place to resolve this crisis—particularly
considering the significant indirect benefits of these actions realized by the entire financial
sector, regardless of whether they participated in any particular program. In addition, unlike
alternative, backward looking approaches—like the Diamond-Kashyap proposal—the FCRF
has the advantage of including incentives against financial institutions taking on excessive
size and excessive risk.

Secretary Geithner, you noted in your testimony that a life insurance company with
total assets above $50 billion could be subject to the President’s propoesed fee if it owns a
bank or thrift (and, consequently, it could have been eligible to receive TARP
assistance). But for many such insurers, the bank or thrift represents a very small
share of the company’s total assets. Is it fair to sweep in a life insurer merely because it
has a bank or thrift subsidiary? If the argument is that these companies benefited
indirectly, did they benefit any more than a life insurance company or other financial
company that did not happen to own a bank or thrift? And assuming the cut-off for
taxing companies is going to be owning a bank or thrift, should the fee be assessed
based on the insurer’s total assets, or rather just the bank or thrift assets?

The FCREF is designed to recoup money for the American taxpayers, as required by EESA.
While it is true that many financial firms that were ineligible for emergency programs
nevertheless benefited indirectly from those programs, we believe it is appropriate that the
fee be applied to firms that were eligible for the emergency programs put in place to resolve
the crisis.
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Questions from Senator Grassley

1.

On April 21, 2010, GM and Treasury announced that GM paid back the balance of its
taxpayer TARP loan in full, with interest, years ahead of schedule. It turns out that this
claim was not true. Rather, Treasury allowed GM to use another source of TARP
funds to repay the TARP loaun, but this was not made clear in the press releases or the
TV commercial. The TARP escrow funds used fo repay the loan came from TARP
money Treasury paid for GM stock. The escrow funds were placed under Treasury
supervision for use by GM to pay extraordinary expenses.

GM filings at the SEC state that the taxpayer TARP loan bore an interest rate of 7%
and ran until 2015, The SEC filings also list a $2.5 billion loan GM still owes their auto
union healthcare plan that runs until 2617 and bears an interest rate of 9%.

After GM took $4.7 billion out of the escrow account to repay the TARP loan, Treasury
released the escrow balance of $6.6 billion to GM with no restrictions on GM’s use of
the funds. Treasury did not require GM to repay the 9% union loan before releasing
the $6.6 billion to GM. Therefore, the American taxpayer continues to subsidize this
expensive debt.

GM and Treasury were criticized in the New York Times on Sunday, May 2, for
“employing spin and selective disclosure” regarding the repayment. GM was quoted in
the article saying: “The bottom line is, our strong business performance has put us in
the position that we don’t need these funds,” referring to the cash in the escrow
account.

At the hearing I asked why Treasury did not require GM to repay the 9% union loan
before allowing GM to take the final $6.6 billion from escrow free and clear. You said
that Treasury does not involve itself in the management of GM.

However, the taxpayers remain 61% owners of the company.

The Treasury website says that, with respect to the Government’s ownership interest in
GM, Treasury will be guided by four principles:
* seek to dispose of its ownership interest as soon as practicable
* reserve the right to set upfront conditions to protect taxpayers, promote
financial stability, and encourage growth
* protect the taxpayers’ investment by managing its ownership stake in a hands
off, commercial manner
* vote on core governance issues, including the selection of a company’s board of
directors and major corporate events and transactions

If you truly were protecting taxpayers’ by managing their ownership stake in a
commercial manner, then why, when GM asked permission to use escrow funds to
repay the 7% loan, did Treasury not alse require GM, as an upfront condition, to repay
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the 9% loan? That would have been common sense, as well as sound commercial
practice.

As we have communicated to you in a letter dated April 27, we have provided full disclosure
relating to GM's repayment of our loan.

As you know, Treasury is a reluctant shareholder of GM and does not manage the day-to-day
operations of the company. As a result, Treasury defers to the commercial judgment of
GM’s management and Board of Directors on decisions as to the timing for repayment of its
remaining debt. Treasury’s goal continues to be recovering funds for the taxpayer and
exiting TARP investments as soon as practicable.

The VEBA loan was entered in July 2009 in connection with the restructuring of GM, at the
same time as the terms of Treasury’s loan were largely established. The contracts, including
an intercreditor agreement between Treasury and the VEBA, provide that GM must repay the
VEBA loan and the Treasury loan pro rata in certain situations, but not in the case of the
escrowed funds. By contract, the escrowed funds were required to be applied only to repay
Treasury’s loan if not used for approved expenses; the VEBA loan did not have a right to
repayment from the funds.

As to GM’s decision to repay the Treasury loan before the VEBA loan, there are a number of
reasons other than interest rate that may cause a company to repay one loan over another,
including differing rights to repayment and cash interest payment requirements. We would
note that GM does not have to pay cash interest on the VEBA loan until principal payments
are due, so prepaying the VEBA loan would not have reduced GM’s monthly cash needs in
the same way that paying the Treasury loan did. This fact is partly why the VEBA loan bears
interest at a higher rate than Treasury’s loan.

It is inaccurate to characterize allowing a sizable repayment of the American taxpayer's
investment in GM as anything other than Treasury protecting the taxpayer's investment
consistent with the rights under the contract.

. When you testified before the Committee in February, you promised, in the presence of
the Chairman, to ensure that I would receive all the information I requested on
excessive bonuses and severance payments to AIG executives. Notwithstanding that
this request was made on behalf of the Committee, at a Committee hearing, Treasury
Department lawyers have claimed that I am not entitled to receive “Privacy Act-
protected information” related to particular AIG executives. Although the Privacy Act
allows agencies to provide such information to Congressional Committees, Treasury
has selectively imposed a policy (not contained in or required by the statute) of not
providing information unless a Chairman requests it. This attempt to thwart oversight
of Treasury by Congress is not legally supportable.

Please produce the requested documents and information as soon as possible.
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The Treasury Department is firmly committed to transparency and accountability. In
response to your requests for information about AIG severance payments, Treasury has
provided your office with numerous briefings and relevant documents. The Special Master
for TARP Executive Compensation, Kenneth Feinberg, has sent you four detailed letters. He
also has provided your staff with an in-person briefing, and he has repeatedly offered to meet
with you at your convenience to explain his decisions and how Treasury has fulfilled its
statutory mandate. In regard to the application of the Privacy Act, Treasury follows the legal
guidance of the Department of Justice,

Furthermore, Treasury was supposed to police executive compensation at TARP-
recipients like AIG to ensure that taxpayers didn’t subsidize excessive payments to their
executives. However, Treasury has relied on a provision of the law which
“grandfathered” certain existing contracts and expanded it by regulation to avoid
limiting certain payments to lower-level, but still highly compensated executives. One
in particular is Suzanne Folsom, AIG’s former Chief Compliance Officer. She
reportedly received a $1 million severance payment at the end of 2009. It is my
understanding that she did not have a grandfathered severance contract, but that
Treasury allowed her to be paid anyway. Treasury has refused to provide documents
or information detailing the circumstances surrounding her severance agreement, or
the date and amount of her severance payment.

In addition to the information previously requested regarding Ms. Folsom’s
employment and severance agreement, please explain why Treasury allowed this
executive to receive a reported $1 million payment under a contract that was not
grandfathered?

As you know, I share your frustration about excessive executive compensation. As a result,
Treasury uséd the authority granted by Congress in the Recovery Act to create the Office of
the Special Master (“OSM”) and to empower the office to limit executive pay at companies
that received exceptional taxpayer assistance, such as AIG. Mr. Feinberg’s rulings have had
a dramatic impact upon the general compensation practices of these firms. We generally
limited cash salary to $500,000 and required senior executives to take the remainder of their
pay in stock that must be held over the long term. At AIG in particular, we reduced cash
compensation by over 90% and total pay by over 50%.

The jurisdiction of the OSM, however, is not unlimited. EESA, the Recovery Act, and
Treasury regulations define the mandatory jurisdiction of the OSM. It has jurisdiction to
approve compensation structures and payments to the “top twenty-five” executives of firms
that received exceptional TARP assistance; and it has jurisdiction to approve the
compensation structures, but not individual payments, of the next seventy-five employees of
those firms. Ms. Folsom did not fall within either category. Therefore, AIG did not provide
documents to Treasury regarding her severance payment.
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3. A Global Bank Tax?

The International Monetary Fund has suggested a globally-coordinated bank tax.
Actually, the IMF has proposed two bank taxes — a so-called Financial Stability
Contribution, mainly based on a bank’s balance sheets, to help pay for the cost of
winding down troubled financial institutions. The other proposed IMF bank tax would
be a “Financial Activities Tax”, levied on the sum of profits and compensation of
financial institutions, to help finance the broader costs of a financial crisis.

Your recent counter-part in the UK, the Chancellor of the Exchequer, Mr. Alistair
Darling, has welcomed these IMF proposals for two international bank taxes. Mr.
Darling has gone on to say that a unilateral tax, imposed by just one country, “would
simply risk being undermined.”

Strong allies and trading partners of the US, such as Canada, Australia, Japan, and
India have expressed significant reservations about the proposed IMF global bank tax.

The Wall Street Journal recently (April 30, 2010, “A Global Bank Heist”) stated “Mr.
Geithner ... want{s] a global bank tax because [he] realizefs] that a country-specific tax
could drive financial institutions to less-confiscatory regimes.”

a) Do you support either of the IMF’s suggestions for a global bank tax?

The U.S. fully supports the agreement G-20 Leaders arrived at on this issue at their June
2010 Summit in Toronto. At the behest of the G-20 Leaders in Pittsburgh, the IMF
completed in June 2010 a study of various policy options for countries to ensure that the
financial sector makes a fair and substantial contribution toward paying for the burden
associated with government interventions to repair the banking system. At its end-June
Summit in Toronto, the G-20 Leaders commended the IMF for its work.

- We fully support the G-20’s Toronto Summit decisions, which were informed by the
IMF’s work:

» The Leaders recognized that the imposition of a levy or fee on banks is one
reasonable approach in a range of policy options, especially for countries
which used government interventions to address the financial crisis.

* At the same time, Leaders explicitly said that some countries may choose not
to levy a bank fee.

e The G-20 Leaders agreed on a set of five principles that, whether using a bank
levy or not, should guide countries’ financial responsibility policies: protect
taxpayers, reduce risks from the financial system, protect the flow of credit,
take into account country-specific differences, and help promote a level
playing field.

¢ The Leaders did not commit to any additional work on IMF proposals.

b) Is the Wall Street Journal correct that you want a global bank tax?
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The U.S. is fully on-board with the G-20’s Toronto Summit position, which recognizes
the differences in individual countries® approaches to the financial responsibility issue,
and which therefore does not advocate coordination across countries of a bank tax or
levy.

Is the Chancellor of the Exchequer correct that a unilateral tax, imposed by just one
country, “would simply risk being undermined”?

At the margin, would a US-specific bank tax drive financial institutions to countries
without a bank tax? Why or why not?

Let us suppose for a moment, even though this is unlikely, that all G20 countries
agreed to impose a global bank tax, along the lines of what the IMF has proposed.
However, let us suppose that Hong Kong, one of the world’s leading banking and
financial centers, refased to impose a bank tax. Would this drive tremendous
amounts of banking from the G20 countries to Hong Kong?

Answer responds to Questions 3¢ —e:

Tax differences of any kind between jurisdictions are among the many factors that firms
consider in their overall business strategy. In the case of the very large financial
institutions in various countries which will likely be subject to “bank taxes;” the
existence of such taxes is unlikely to play nearly as large a role as factors such as desired
market share, servicing their nonfinancial firm customers abroad, being able to continue
to be key players in payments systems in important financial centers, the quality of
regulation, the reliability of the legal system, etc. Hence, countries with large, important
financial centers are not likely to see massive out-migration of financial firms and
activity in the event they were to institute a bank tax.

How should the US respond to the concerns of Canada, Australia, Japan, and India
about the propesed IMF global bank tax?

The U.S. fully supports the G-20’s Toronto Summit position, which explicitly recognizes
that some countries will choose not to institute a bank levy.

. Congressional Review Act

Were Congress to enact a bank tax, this presumably would give additional powers to
the Internal Revenue Service. However, I am growing increasingly concerned that the
powers the IRS already has are not used properly. Thus, I have reluctance to extend

still more power to the IRS, such as with a bank tax. Specifically, I have grown

increasingly concerned about IRS’s apparent lack of compliance with the Congressional
Review Act.

a)

Do you agree that the CRA requires that before any rule takes effect, the Federal
agency promulgating such rule must, among other requirements, notify Congress as
to whether the rule is a major rule?
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The CRA states that “[blefore a rule can take effect, the Federal agency promulgating
such rule shall submit to each House of the Congress and to the Comptrofler General a
report containing . . . a concise general statement relating to the rule, including whether it
is a major rule.”

b) Do you agree that the determination of whether a rule is major is made by OMB’s

©)

Administrator of the Office of Information and Regulatory Affairs (OIRA)?

In a memo directed to heads of departments and agencies, the director of
OMB stated:

If the rule is subject to E.O. 12866 review, you should indicate whether you
consider the rale as ‘major’ when you submit both the proposed rule and final
rule for OMB review. If the rule is not subject to E.QO, 12866 review, you
should contact your Desk Officer in OMB’s Office of Information and
Regulatory Affairs (OIRA)} in accordance with your established practice.

- OMB Memo M-99-13 (March 30, 1999)

However, the current General Counsel of the Treasury Department, George
W. Madisen, recently wrote to me that:

The IRS and Treasury complied fully with the CRA in regard to
Notice 2010-2. Pursuant to longstanding agency practice across
several Administrations, the IRS and Treasury generally have
concluded that IRS notices are not *major’ rules under the CRA,
and, in particular, reached that conclusion with respect to Notice
2010-2. Accordingly, the Notice was not submitted to the Office
of Information and Regulatory Affairs for determination of
‘major’ status under the CRA.

- Letter to Chuck Grassley from George W. Madison (April 28,
2010).

The CRA defines the term “major rule” to mean any rule that the Administrator of OIRA
finds has resulted (or is likely to result) in one of three specified criteria being satisfied.
The CRA does not require that agencies submit every rule to OIRA for this
determination, and it has not been the practice of the IRS and Treasury to do sc.

Since enactment of the CRA, how many IRS rules have been designated as
“significant” within the meaning of E.O. 12866?

Pursuant to Office of Management and Budget (“OMB?”) guidance implementing E.O.
12866, and longstanding agreements between OMB and Treasury—only IRS legislative
rules that constitute “significant regulatory actions™ are subject to E.O. 12866 review.
The Government Accountability Office’s Federal Rules Database lists seven rules issued
jointly by the IRS and other agencies that were determined by the other agencies to have
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satisfied this standard and that were submitted by the other agencies to OMB for EO
12866 review. An additional two regulations issued independently by the IRS and
Treasury have been designated as significant regulatory actions under EO 12866.

Since enaciment of the CRA, how many IRS rules have been subject to E.O. 12866
review?

Please see the answer to Question 4(c).

Of the 796 IRS rules published in the Federal Register since enactment of the CRA,
how many were subject to OIRA review?

IRS submissions to OIRA pursuant to E.O. 12866 are addressed in the answer to
Question 4(c). Apart from that process, IRS rules generally have not been submitted to
OIRA for a determination of whether they are “major” under the CRA, because the IRS
and Treasury have taken the position—pursuant to longstanding Treasury practice across
several Administrations—that IRS rules generally are not “major” within the meaning of
the CRA.

Do you believe OMB Memo M-99-13 ever applied to the IRS? Does it now? To the
extent M-99-13 applies to the IRS, wouldn’t this mean that all IRS rules subject to
E.O. 12866 review must receive OIRA review?

We agree that all IRS rules subject to E.O. 12866 review must receive OIRA review for a
determination of whether they are “major” within the meaning of the CRA. As discussed
in the answer to Question 4{c), the Government Accountability Office’s Federal Rules
Database lists seven rules issued jointly by the IRS and other agencies that were
determined by the other agencies to have been subject to E.O. 12866 review and thus also
to OIRA determination of whether they were “major” under the CRA. With respect to the
other two rules issued independently by the IRS and Treasury, one has been determined
by OIRA not to be “major” within the meaning of the CRA, and no determination has
been made on the other, because it has not yet been finalized.

If only OIRA can designate a rule to be “major,” and if every CRA report to
Congress must indicate whether a rule is major or non-major, then doesn’t this
strongly imply that every rule otherwise subject to the CRA must have OIRA
review? Can “longstanding agency practice” change that?

We respectfully disagree. The CRA defines the term “major rule” to mean any rule that
the Administrator of OIRA finds has resulted (or is likely to result) in one of three
specified criteria being satisfied. The CRA, however, does not require that agencies
submit every rule to OIRA for this determination, and imposes obligations on agencies,
not OIRA, to submit rules to Congress. Treasury is responsible for alerting OMB to any
ruling document that reasonably could be expected to have a significant economic
impact, which also would enable OMB to determine whether the ruling document is
“major” within the meaning of the CRA.
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h) The current General Counsel of the Treasury Department, George W. Madison,
wrote: “Notice 2010-2 does not have a prospective effective date. Therefore, a
taxpayer theoretically could rely on the Notice with respect to transactions that
accurred prior to its date of issuance.” Letter to Chuck Grassley from George W.
Madison {(April 28, 2010).

How is this consistent with 5 USC § 801, which states that “Before a rule can take

- effect, the Federal agency promulgating such rule shall submit to each House of the
Congress and to the Comptrolier General a report containing ... a copy of the rule
...”" and various other items? That is, the earliest that section 801 was complied
with regarding Notice 2010-2 was December 18, 2009 — so, how could it have been
effective prior to that date?

The effective date and applicability of a rule are two distinct concepts. The CRA does
not foreclose retroactive application of a rule {as permitted by law), once that rule
becomes effective. For example, a regulation relating to a recently-enacted statute may
apply retroactively under section 7805(b)(2), but the regulation will “take effect”—
meaning it will begin to apply both prospectively and retroactively—only once the CRA
requirements have been met.

i) Please respond to my December 22 and March 15 requests, restated below.
On December 22, 2609 I wrote you asking that:

[Y]ou provide the Finance Committee with all records relating to
communications pertaining to the issuance of Notice 2019-2 between Treasury
officials, Citigroup, Inc., or other Troubled Asset Relief Program (TARP)
participants and/or their representatives. Please also provide a timeline for, and
documentation of, Treasury and IRS discussions and approvals for Notice
2016-2 as well as any discussions about the impact this notice would have on
the tax gap.

On March 15, 2010, I wrote you stating:

Please describe all communications that any officers, employees, or
representatives of Citigroup had in 2009 or 2010 with officers, employees or
representatives of the Treasury Department (including the IRS and Office of
Chief Counsel) concerning section 382

On May 31, 2009, the Obama Administration announced the core principles that guide
Treasury’s management of its ownership interests in private corporations such as
Citigroup—specifically, recovering funds for the American taxpayer and exiting TARP
investments as soon as practicable. Consistent with and in furtherance of these
principles, Treasury and the IRS issued Notice 2010-2 to protect the American taxpayers’
financial interest in Citigroup and to help Treasury exit its investment as soon as
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practicable. As with all of its investments in private entities, Treasury acted in full
accordance with these principles.

5. Housing and Economic Recovery Act

As I understand it, Section 1117 of HERA (PL 110-289) gave Treasury the authority to
purchase obligations and securities of Fannie Mae and Freddie Mac in such amounts at
the Secretary may determine. In response, Treasury established the Preferred Stock
Purchase Agreements (PSPAs) to buy preferred shares, initially capped at $100 billion
for each GSE. This cap was subsequently eliminated and the PSPAs extended through
2012. However, the purchase authority provided under Section 1117 expired at the end
of December 2009. So, what’s the legal basis for Treasury to continue this program?

If the PSPAs are binding contracts, does the language which states ~ the “maximum
amount” means the greater of (1) $200 billion or (2) $200 billion plus the cumulative
total deficiency amount - commit the Treasury to purchase at least $200 billion in
obligations from both Fannie and Freddie?
http://yww.treas.gov/press/releases/2009122415345924543.htm

Section 1117 of the Housing and Economic Recovery Act of 2008 (HERA) gave Treasury
temporary authority to purchase any obligations and other securities issued by Fannie Mae or
Freddie Mac (the GSEs). This statutory provision specifically authorized Treasury to
determine the terms and conditions of any such purchase and the amounts of any such
purchase. This provision also included funding resources for the purchases without any
predetermined limit. In adopting HERA, Congress gave Treasury broad discretion to fashion
financial remedies that would see the GSEs through the current capital markets crisis,
recognizing that the full extent of the capitalization and liquidity needs of the GSEs was
unknown.

Treasury’s authority to purchase GSE obligations and securities under this HERA provision
terminated on December 31, 2009. In September 2008 (i.e., before the sunset date), Treasury
purchased a senior preferred stock certificate from each GSE. The HERA termination
provision did not apply to Treasury’s exercise of rights after the sunset date under a GSE
security purchased before the sunset date, and HERA provides Treasury funds with which to
do so.
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Questions from Senator Hatch

1.

Mr. Secretary, this tax has been designed to raise about $90 billion over ten years. Am
I correct that this amount is viewed as a minimum or a floor by the Administration?

Yes. As proposed, the Fee would run for a minimum of 10 years and be expected to raise
$90 billion over that time.

Can you tell me how much the Administration is now estimating that the total TARP
losses will be? The last figure I heard was about $117 billion.

The $117 billion figure was contained in the 2011 President’s Budget and was based on data
as of November 30, 2009. In the Office of Financial Stability’s Agency Financial Report
released November 15, 2010, the estimated losses associated with TARP are approximately
$45.9 billion, which assumes that the AIG transaction is completed as announced with a
market price equal to that of October 1, 2010. However, the ultimate cost of TARP will
depend on how financial markets and the economy perform in the future.

Two questions. First, is the Administration prepared to insist that this bank tax be
repealed just as soon as the amount of the TARP losses have been recouped?

Second, because there is much talk here in the Senate that some in this body would like
to use the money raised by this tax to offset tax bills that lose revenue to the Treasury,
and the stated purpose of this tax is to make the Treasury whole from TARP losses, is
the Administration willing to assert that it will not support a bill unless every penny
from it is dedicated to reducing the deficit?

As proposed in January by the Administration the FCRF was designed to run for a minimum
of 10 years. If TARP losses were not recouped after 10 years, the fee would run until they
were.

Mr. Secretary, as I understand it, this propoesed tax is essentially applied on an
arbitrary amount of “covered liabilities” of certain financial institutions with more than
$50 billion in assets. Recently, you stated that this tax is not intended to punish Wall
Street. Ithink you said “it makes economic sense because we're doing it in a way that
is, in effect, a tax on leverage, it's a tax on risk in some ways, and it's borne by the
people that benefitted most from the crisis.” Crities have argued that it is not really a
tax on leverage because it is not based on a ratio of debt to equity. And, the tax is
clearly not borne by the entities that benefitted the most from the TARP rescue because
it does not include Fannie Mae, Freddie Mac, GM, and Chrysler. Can the
Administration really tell us that this is not a poorly designed tax?

As proposed by the Administration last January, the FCRF is designed to recoup money for
the American taxpayers, including specifically TARP, as required by EESA, in a way that
discourages large financial firms from financing the riskiest investments with unstable
sources of funding. In this regard, it is appropriate that the fee be applied to firms that were
eligible for the emergency programs put in place to resolve the crisis. Because the fee
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applies to the liabilities of the covered firms, it targets the size and leverage of those firms—
larger firms that rely more heavily on debt—rather than equity or deposit—funding will pay
higher fees. Accordingly, the fee will provide an incremental incentive for many of our
largest, most interconnected firms to reduce their size, leverage, funding volatility, and
overall risk.

. For the past quarter century, broker-dealer financial institutions underwrote,
marketed and sold student loan auction rate securities to their customers. In February
2008, these institutions abruptly and unexpectedly halted all student loan security
auctions. The U.S. Securities and Exchange Commission told Congress these firms
misrepresented to their customers that ARS were safe, highly liquid investments
equivalent to money market funds. While the SEC required broker-dealers to make
smaller investors whole, tens of billions of dollars of student loan auction rate securities
(SLARS) owned by large investors remain illiquid to this day. This situation has
decreased employment, investment and profitability in scores of businesses across
America. Approximately 20 senators have written to Treasury highlighting this
situation and asking the Department to help resolve the problem. Please outline
measures the Department has taken to liquefy SLARS. Specifically, (1) state efforts by
the Department to bring investors, broker-dealers and other stakeholders together to
identify a fair and equitable means to liquefy SLARS at par, or near par levels, (2) state
efforts by the Department to consult with the Securities and Exchange Commission, the
Department of Education and other federal and state government entities to identify a
recommended course of action on SLARS, and (3) identify possible legislative measures
the Department would support to liquefy any remaining frozen SLARS held by non-
financial entities.

The Treasury Department has met with holders of SLARS on various occasions. The
Department has also met with financial institutions and with State Securities regulators
regarding SLARS. Finally, the Department has been in repeated contact with the Department
of Education regarding the market place for student loan securities, including previously
issued SLARS. The Department has not identified any legislative measures that it is
currently supporting regarding outstanding issuances of SLARS.
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Questions from Senator Reberts

1.

In your testimony, you state that you are working with governments around the world
whe are considering similar efforts to assess a tax on banks. You indicated that you
want to design it in a way that improves the chances that other governments will adopt
similar measures.

Recently, Mr. Nout Wellink, chairman of the Basel committee, said that proposals for a
global banking tax are “premature” and that the move “might be a hindrance” to
regulatory efforts to make the financial system safer and more stable by toughening
capital and liquidity rules. Mr. Wellink goes on to say that “I doubt whether this is a
good idea. It’s born out of frustration. There are strong political motives behind it.”

What are your thoughts on these comments? How would the administration’s proposed
bank tax compliment or detract from the work of the Basel committee?

Since the time of Mr. Wellink’s comments, the G-20 has directly addressed the bank fee
issue, as discussed above. In addition, G-20 Leaders highlighted the need for banking
systems around the world to improve the quality and increase the quantity of capital, and
arrived at positions on that issue, and the bank fee issue, that they believe are in no way at
odds with each other.

In the same vein, the Administration’s proposed the Financial Crisis Responsibility Fee is
completely consistent with the G-20 Leaders’ agreement. The fee would deter excessive
leverage among the largest financial firms and is designed to help recover losses borne by the
taxpayer, including specifically the costs of TARP.
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Questions from Senator Enzi

1. This week, the Pension Benefit Guaranty Corporation (PBGC) issued its Annual
Report for 2009. For the first time, the PBGC has developed a Pension Insurance
Modeling System (PIMS) model for multiemployer plans. Using the new PIMS model,
PBGC has calculated that PBGC’s liability with respect to multiemployer plans will
more than quadruple from today’s deficit, $869 million, to a deficit of $4 billion by
2019. As the multiemployer pension system backs more than 10.4 million workers,
what is the Administration’s proposal to reduce the current and anticipated deficit and
in what time frame?

The PBGC Board of Directors is comprised of three members of the Administration, the
Secretaries of the Treasury, Labor, and Commerce. The Board is sympathetic to financial
problems facing multiemployer plans and hopes to find balanced solutions. We need to
ensure that any solutions protect the retirement security of workers and retirees and the
PBGC’s ability to continue to pay guaranteed benefits to all of the workers and retirees
whose defined benefit plans it is responsible for insuring in both the single-employer and
multiemployer programs.

Efforts to address expected future deficits must look at premium levels, payout requirements,
and at the rules under which future pension liabilities are acquired, all of which are set by
Congress. The Board will work with the new PBGC Director to provide Congress with
information and leadership on these important issues.

2. Recently, legislation has been introduced in Congress that would force the PBGC to
accept the partition of certain multiemployer plans. Currently, the PBGC has the
authority pursuant to section 4233 of ERISA to partition plans. Should the PBGC be
forced to partition plans outside of the parameters of current law? Should the PBGC
use monies from PBGC’s Single Employers Trust Fund to offset losses and liabilities in
the multiemployer system?

The Create Jobs and Save Benefits Act of 2010 (S. 3157) has proposed a “qualified
partition,” This would permit a multiemployer plan to spin off into a new plan (“partitioned
plan™) the liabilities and certain assets attributable to employees of employers who have filed
for bankruptcy or who have failed to pay their full withdrawal liability. The proposal would
transfer responsibility to the PBGC for payment of the full benefits of participants transferred
to the partitioned plan as compared to the amount guaranteed by the PBGC under current
law. The rationale for treating the group of participants in the partitioned plan under S. 3157
differently than other participants in other plans when there are not sufficient funds to pay
benefits is not clear. PBGC should not be forced to accept such partitions,

The PBGC Single Employer Trust Fund should not be used to offset losses and labilities in
the multiemployer system because such a policy undermines and destabilizes the single-
employer insurance program. Under current law, the assets and liabilities of the
multiemployer program are segregated from those of the single-employer program. PBGC
reported that its single-employer program had a negative net position “deficit” of $21 billion,
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as of September 30, 2009 (that is, the PBGC Single Employer Trust Fund has more annuity
liabilities than assets). Draining funds from the single-employer program to pay for the full
benefits of participants in the partitioned plan exacerbates the shortfall of resources from
payment of obligations to participants in the single-employer plans trusteed by the PBGC.
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Mr. Barofsky, I want to welcome you here today. You and I are both big believers in oversight,
accountability and transparency. Today we’re discussing what the President calls a Financial
Crisis Responsibility Fee. However, the Assistant Secretary for Tax Policy told the dozens of
people in attendance at a briefing for Senate staff on the President’s fiscal year 2011 budget
earlier this year that the President’s proposed fee is actually an excise tax.

This is similar to the name game that the Administration and Congressional Majority played with
the excise taxes in their health care bill. Although they referred to the excise taxes as fees, the
legislative text clearly states that they are actually excise taxes. 1 will refer to it as the TARP tax,
and not the bank tax as some call it, because the proposal applies not only to banks, but also to
insurance companies, securities brokers, and thrifts, among others.

The statute that created TARP required the President to submit a plan by 2013 to recover any
losses under TARP so that the taxpayers are fully repaid for any TARP losses. However, three
years before it was required, the President proposed this excise tax—the TARP tax. One
problem that surfaced recently is that Congressional Democrats are already reportedly planning
ways to spend the money raised by the proposed TARP tax.

One proposal gaining steam among many on the other side lately is to add the TARP tax to the
financial regulatory reform bill. The Congressional Majority is so strapped for money to pay for
out of control spending that members are looking to the banks and other financial institutions for
money. This reminds me of the story about a reporter asking Willie Sutton, a notorious bank
robber, why he robbed banks. Sutton allegedly said, “because that’s where the money is.” I
cannot emphasize this next point enough, if Congress decides to pass a TARP tax, that money
should only go toward paying down the deficit. Otherwise, the TARP tax wouldn’t even pay for
losses from TARP, it would just enable more taxing and spending by those who want to spend
more.

All economists state that corporate entities don’t actually bear the burden of taxes—people do. I
wanted to know which people would bear the burden of the proposed TARP tax. So I wrote a
letter asking the nonpartisan experts at the Congressional Budget Office and Joint Committee on
Taxation a series of questions.
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The CBO responded to my letter by saying that customers would probably pay higher borrowing
rates and other charges, employees might bear some of the cost, and investors could bear some of
the cost. The CBO also said that the TARP tax “would also probably slightly decrease the
availability of credit for small businesses.” In addition, the CBO said that, “for the most part, the
firms paying the fee would not be those that are directly responsible for loss realized by the
TARP.”

One other item from the CBO letter worth noting is that the TARP tax would not apply to firms
in the automotive industry. That is really odd, since CBO’s March 2010 TARP report states that
the automotive industry accounts for $34 billion of the program’s estimated total cost of $109
billion. Chairman Baucus and I invited GM to testify before our Committee at one of the later
hearings, but GM representatives said they didn’t want to testify. 1 believe GM’s silence is
deafening.

On another TAR-related matter, | want to thank you for investigating the multi-million dollar
severance payments that Treasury is allowing TARP recipients like AIG to pay their departing
executives. As you know, [ have communicated on several occasions with Treasury and the
TARP Special Master for Executive Compensation about this troubling issue, and I have run into
a stone wall. Iam also pleased that you are going to investigate the possible conflicts of interest
on the part of key people at Treasury who worked on the TARP executive compensation
regulations.

Since those regulations helped executives walk away with huge severance payments, we need to
find out if they were drafted by people who used to represent the very executives affected by the
regulations. Treasury claims that all the proper recusals were made, but it has provided none of
the documentation necessary to verify that claim. [ trust that you will be able to get to the
bottom of these important questions and report back to the Committee in the near future.
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1 want to make crystal clear that taxpayers should be paid back every penny of TARP losses.
The statute that created TARP said that the President is supposed to propose a plan in 2013 to
repay taxpayers for any losses from TARP. However, earlier this year, three years before he was
supposed to under the statute, the President proposed what he called a Financial Crisis
Responsibility Fee.

Obviously, in 2013 we will have a much better estimate of projected TARP losses than we have
now in 2010. The President said that one of the purposes of the TARP tax is to repay taxpayers
for any losses from TARP. I want to make sure this actually happens, and that it’s not just empty
rhetoric. Any losses that result from TARP will increase the deficit, which has ballooned under
President Obama. Therefore, to pay back taxpayers for any TARP losses, any money raised
from the TARP tax would have to be used to pay down the deficit. If a TARP tax is imposed and
the money is simply spent, that doesn’t repay taxpayers one cent for any TARP losses. It’s like
getting a raise and saying you’re going to pay down your credit card with the extra money, but
then choosing to spend the money instead of paying down the credit card.

It shouldn’t be any surprise to learn that your credit card balance didn’t go down. Saying you’re
going to pay down your credit card -- in this case, the deficit -- doesn’t do any good. You have
to actually do it. I’ve heard that some of my friends on the other side of the aisle are already
looking to use the money raised from a TARP tax to spend it under their arbitrary pay-go rules.

When 1 tried to get a commitment from Secretary Geithner on this point, he wouldn’t give me
one. That’s disappointing. However, | was encouraged that it sounds like the Chairman of the
Ways and Means Committee and I see the TARP tax the same way. Martin Vaughan wrote a
May 5 Dow Jones Newswires column titled, “House Panel Chairman: Bank Tax Plan Not Ready
For Prime Time.” The column states, “Levin signaled he doesn’t favor pairing the bank tax with
legislation already pending in Congress, such as the financial overhaul bill or a separate bill to
extend expired tax breaks. First, he said, the tax should be used for deficit reduction and not to
pay for new spending. ‘At this point, I don’t think the bank tax is ready to be a pay-for,” Levin
said.”
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In looking at the President’s TARP tax proposal, which I understand the President has already
felt the need to change, it’s interesting that GM and Chrysler, which are responsible for about 30
billion of projected losses in TARP, are not subject to the President’s proposed tax. Secretary
Geithner said that GM and Chrysler were simply victims of the financial crisis, and therefore
shouldn’t be subject to the President’s tax. However, Ford didn’t take any TARP money and
survived just fine. In addition, with GM and Chrysler responsible for such large amounts of
TARP losses, it seems only fair that they should be subject to the TARP tax to pay back some of
those losses. GM and Chrysler were both invited by Chairman Baucus and me to testify at this
hearing and make their case regarding why they shouldn’t be subject to the tax, and both
declined. Their silence is deafening.

Also, Fannie and Freddie are not subject to the tax. We’ll explore whether that makes sense at
today’s hearing. And hedge funds are not subject to the President’s proposed tax. Meanwhile,
companies that did not take any TARP money are subject to the proposed tax.

The President’s proposed tax is so lacking in details that members of Congress that are being
asked to support it are having a very difficult time figuring out how it would apply and who is
subject to the tax. When | asked CBO to tell me who would bear the burden of the TARP tax,
they said that one of the groups that would bear the burden of the tax would be consumers. CBO
stated in their letter to me that the President’s tax will reduce small business lending. Under the
new version of the tax proposed by the President, small business loans would be considered the
riskiest assets held by the banks, and therefore subject to the highest taxes. Considering the 9.9
percent unemployment rate, the trouble small businesses are having getting credit, and the
proposed tax hikes on small business, [ am very concerned with that aspect of the proposal.

One of the purposes for the tax stated by the President is to reduce risky behavior by financial
institutions. However, CBO stated in their letter to me that the TARP tax, quote, “would not
have a significant impact on the stability of financial institutions or significantly alter the risk
that government outlays will be needed to cover future losses.” That’s not just me saying it,
that’s the nonpartisan CBO saying it. If the United States imposes a TARP tax and other
countries don’t, it will make our financial institutions less competitive than their foreign
competitors. Of the G-20 countries, Australia, Canada, Japan, Russia, and Brazil are opposed to
a bank tax, and South Africa doesn’t want its banks taxed. I look forward to hearing the
testimony from the witnesses today.
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Good morning. Tam David C. John, the Senior Research Fellow in Retirement
Security and Financial institutions at The Heritage Foundation. The views I express in
this testimony are my own, and should not be construed as representing any official
position of The Heritage Foundation.

First allow me to clarify a bit of terminology. The proposed “Financial Crisis
Responsibility Fee” is a tax on major financial entities, pure and simple. If it were a fee,
it would be assessed on those who caused the losses to the TARP program. As I will
discuss in a moment, CBO estimates show that losses from the TARP program for the
most part come from other programs and industries. It is also important to remember that
while the top banks all received money from TARP, the largest of them received it under
duress at the insistence of former Secretary Hank Paulson. There is a bit or irony that
certain banks were forced to take taxpayer dollars and are now taxed for taking it.

The “fee” is about revenue raising today

Willie Sutton would be proud. When President Obama announced the details of
the original version of his Administration’s plan, he said, “We want our money back, and
we are going to get it.” The Treasury desperately needs revenue to reduce the nation’s
massive budget deficits. If the Administration wanted to be candid about their reasoning
for placing a “fee” on big banks, they would quote famed bank robber Willie Sutton,
who, when asked why he robbed banks, purportedly answered, “Because that’s where the
money is.”

Taxpayers can be justifiably angry with financial institutions that took huge
amounts of taxpayer dollars and are paying huge bonuses for some of the very behavior
that contributed to the 2008 financial crisis. However, this new tax has nothing to do with
that situation, and its enactment would not discourage such bonuses in the future. Nor
would it change the way that financial institutions operate.

The case for believing that the proposed tax has more to do with raising revenue
than for having anything to do with TARP is reinforced by its timing. Section 134 of the
Emergency Economic Stabilization Act of 2008 required the president to propose a way
to repay TARP’s losses in 2013, and not in 2010. Obviously, we will have a better idea
of those losses then than now, and the major companies that caused those losses, may be
able to repay their share of the losses.

Heow the “fee” would work

The structure of the proposed “fee” has changed since it was first announced back
in January. As announced, the new bank “fee” would apply to all financial institutions
with more than $50 billion in assets. This includes about 50 firms that either own insured
depository institutions or are broker-dealers. About half are banks, with the rest being
insurance companies and other types of financial institutions. About 10-15 are U.S.
subsidiaries of foreign firms, the rest being domestic financial institutions. A key factor
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is that the tax would apply to only the US assets of foreign firms, but it would apply to
worldwide assets of US firms.

The original structure would have required each affected financial institution to
pay an annual fee equal to 0.15 percent of its liabilities. This would be calculated by
taking the firm’s total assets and subtracting both its Tier 1 capital and any deposits that
are insured by the FDIC. Thus, firms that have high levels of insured deposits, such as
those with extensive bank branch networks, would pay less than those that rely largely
upon borrowed money and other assets. About 60 percent of the revenue from the fee is
expected to come from the 10 largest financial institutions.

Now, however, the Administration proposes a sliding scale whereby riskier assets
would result in a higher fee, while lower risk assets would cause a lower fee. A financial
institution would pay a fee that reflects a blend of its asset portfolio rather than a flat fee.
This could cause some interesting problems.

First, since commercial loans have a higher risk weighting than other types of
assets, this fee appears to contradict Treasury Secretary Geithner’s May 4 statement that
“This fee is designed to limit the risk of any adverse impact on lending.” Quite the
contrary, the fee may have the result of discouraging certain commercial loan activity if
the transaction is marginally profitable. Although smaller banks do make significant
loans to large and small business, the result is likely to be a slight reduction in the supply
of loans to commercial borrowers.

Second, the proposed structure only seems to apply to the way that banks are
regulated, as there is no comparable standard that applies to insurance companies and
other types of financial institutions. Further, it would make little sense to tax what is
cffectively another arm of the government, Fannie Mae and Freddie Mac, unless and until
they or substantial portions of them are privatized. Otherwise, the net result appears to be
nothing less than increasing the federal bailouts that both have received.

Third, and most important, the new structure clashes with the inevitable new
capital standards that are to be applied to financial institutions. Given that for banks, the
same structure for determining the proposed tax payments will also be used to determine
increased capital standards, there is a very real question about how the tax will interact
with capital requirement.

Will the combination of the two serve to over increase the impact of the two on
certain asset classes? Will there be any coordination of the two at all, or will two
separate agencies determine tax levels and capital? If there is coordination and tax
payments are subtracted from the new capital standards, the net result would be to take
money that could be used to provide a higher safety margin for the bank, and transfer it to
the Treasury, thus reducing the safety level and making future bailouts more likely.
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Details are very important. These are questions that can be answered, but not
until the details of how this tax will be set and collected are released and studied. Until
then, the committee should delay taking any action.

Additional problems with the proposed “fee.”

Although the Treasury Department claims that the new “Financial Crisis Responsibility
Fee” is intended to recapture losses from the TARP bailout fund, the reality is very
different:

1. First, with one exception, the tax does not apply to the entities that caused most of
TARP’s losses. As of March 2010, CBO estimates that TARP will lose money on
its bailout of AIG, auto companies GM and Chrysler, and the Administration’s
program to help people refinance mortgages. TARP’s other programs actually
showed a small profit. Together, CBO estimates that these three will result in $92
billion of the program’s total $109 billion loss. (Programs benefiting Citibank
and other banks are likely to result in a $7 billion profit to the government.) It is
possible that other TARP programs aimed at the financial sector will sustain
losses in the future, but that is far from certain. Congress is certainly not going to
make those individuals who benefitted from the mortgage refinancing plan repay
the losses of that program. The fee would not apply to Chrysler or GM, either.
The only entity that caused a loss that will be taxed is AIG, but the fee would just
make it harder for the firm to repay its bailout. Until that firm has turned around,
taxpayers will get no benefit from AIG being taxed.

2. Second, the new tax is not designed just to recapture some of the profits that
financial institutions made last year. Since it is styled as a “fee,” it would apply to
both profitable and unprofitable financial institutions. This structure would make
it even harder for undercapitalized financial institutions to rebuild their financial
strength and increase the risk of failure if the economy goes back into recession.

3. Third, despite claims that the tax would be collected only until TARP deficits are
“paid for” (about 10 years), history suggests that the fee will become a permanent
tax upon large financial institutions.

“Because that’s where the money is”

When Congress passed the TARP bill in 2008, it required the Treasury to find a
way to recoup any losses by 2013. The time lag was designed to allow Treasury the
opportunity to see how the program had performed and to assess those who caused the
losses. While the Obama Administration claims that it is fulfilling this requirement three
years early, it is really just seeking a new revenue source to try to pay for some of the
massive deficits caused by their spending programs.

On balance, the new “fee” bears a striking resemblance to the old motivational
technique that called for the beatings to continue until the morale improves. While
Administration officials urge banks and other firms to start lending again, the new tax
would discourage them from taking risks, The “fee” would apply regardless of a firm’s
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profitability and would make it even harder for firms recovering from earlier losses to
rebuild the capital needed to back up lending.

This is the wrong approach to reducing the swollen deficit and would inevitably
cause more problems than it solves. It is a bad idea being used to score political points
and should be dropped.
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Chairman Baucus, Ranking Member Grassley, and Members of the Finance
Committee, I am Nancy McLernon, President & CEO of the Organization for
International Investment (OFI1I). Thank you for the invitation to testify on the
Administration’s proposed “Financial Crisis Responsibility Fee.”

The Organization for International Investment (OFI) is the only business
association exclusively representing the U.S. subsidiaries of many of the world's
largest international companies - or “insourcing” companies. Insourcing companies
directly employ over 5 million Americans and support an annual U.S. payroll of over
$400 billion. These American businesses generate 6 percent of GDP, produce almost
20 percent of total U.S. exports, and pay 12 percent of total corporate taxes.

Many of our member companies are household names with historic and substantial
U.S. operations. The vast majority hail from European Union countries, such as the
United Kingdom, France, Germany, Denmark and The Netherlands, as well as from
Japan, Canada, and Australia. A full membership list can be found at the end of my
testimony.

On behalf of these companies, OF1l advocates for the fair, non-discriminatory
treatment of U.S. subsidiaries in the United States. We undertake these efforts with
the goal of making the United States an increasingly attractive market for foreign
investment, which will ultimately encourage insourcing companies to conduct more
business and employ more Americans within our borders.

While OFII member companies include a number of bank and non-bank financial
institutions such as Barclays, HSBC, Credit Suisse, Swiss Re, Zurich, Allianz and
others, all OFIl members care deeply about the principle of national treatment. Itis
the United States’ adherence to this principle that has made this country the largest
host of foreign direct investment in the world. The United States has a long history
of according national treatment to insouring companies, not merely because of its
obligations to other countries, but because it is in the best interest of the U.S.
economy and its workers.
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The global coordination of financial regulatory reform efforts is particularly
important to OFIl member companies because they operate across borders. To
that end, ensuring that any “Financial Crisis Responsibility Fee” is properly
structured and coordinated with other developed nations that are contemplating
similar actions in the wake of the recent financial crisis is of great importance to
OFI1 and will be the focus of my testimony.

Unilateral U.S. Action Could Have Negative Effects

Were the United States to act alone, or differently than other major financial centers,
on a financial institution tax or other measure such as the proposed Fee, it could
jeopardize not only global businesses such as the ones OFIl represents, but also the
broader U.S. economic recovery efforts.

At three separate summits in the past two years, the leaders of the G20 reaffirmed
their commitment to coordinate financial regulatory reform efforts, avoid
protectionism, and prevent regulatory arbitrage. Coordination will be key on any
sort of targeted tax or Fee. Uncoordinated and unilateral action would encourage
regulatory arbitrage. It would create incentives for the off-shoring of high risk
activities to markets that do not impose a tax on such activities. These dynamics
would undermine the effectiveness of any tax that the United States or any other
country might impose unilaterally.

Moreover, if agreement on imposing such a tax is reached, there also must be
coordination on the scope of a tax in order to prevent multiple taxation on global
financial institutions. If this were not to happen, it would remove significant
amounts of capital from the system, which would materially diminish the needed
lending and could slow worldwide and U.S. economic recovery. While recovery
efforts have been effective to date, we are not yet clear of the crisis. Introducing a
new, uncoordinated tax would create a headwind in the face of our economic
recovery.

Given that financial markets are global, if the United States moves alone on a tax it
would also tilt the competitive playing field against institutions and investors
located in the United States, including U.S. subsidiaries of companies headquartered
abroad. This could discourage investment in the United States and thus further slow
our economic recovery efforts.

Absence of G20 Consensus on Purpose of Financial Institution Tax

Although the G20 has agreed on underlying principles for financial reform, it has not
yet achieved consensus on the form, purpose, or use of a tax such as the proposed
"Financial Crisis Responsibility Fee”. Indeed, the G20 has not yet achieved
consensus on whether a financial institution tax is an appropriate element of
regulatory reform in the first place.
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Last month in Washington, the G20 Finance Ministers discussed developing a global
tax. Clear divisions emerged at the Finance Ministers’ meeting, and G20 countries’
disagreement on the issue continues to be aired in the press. A number of G20
members, including Canada, Australia, Japan, and the BRIC countries (Brazil, Russia,
India, China), have expressed strong reservations about the wisdom of a tax.
Singapore and Switzerland, two non-G20 countries with major, attractive global
financial centers, have also voiced concerns.

Even among those countries that support a financial institution tax or fee, there is
no consensus about the type of such alevy. Areportsentto the G20 last month
from the International Monetary Fund {(IMF) highlighted these differences, and
various approaches were debated at the April G20 meeting in Washington.

While the competing approaches have yet to be fully spelled out, it is clear thata
number of points of disagreement are emerging. For example, there is significant
disagreement about the appropriate use of any targeted tax revenues. The United
States and others have supported the creation of a “work-out” or *resolution” fund
for winding up failing institutions. On the other hand, the United Kingdom and
France, among others, have voiced strong opposition to a dedicated fund, fearing
that it would exacerbate the threat of moral hazard by insuring the financial
markets against their own excessive risk-taking. Not only is there disagreement
about the purposes of or uses for any tax, there is also disagreement about which
entities should be taxed - whether all banks, large diversified financial institutions,
or insurance companies should be included.

Further, this lack of consensus is not limited to G20 discussions. At a recent meeting
of the Economic and Financial Affairs Council (ECOFIN) of the European Union, the
United Kingdom, France and Austria all opposed efforts by the European
Commission to establish a crisis management fund that could be used for the
orderly resolution and winding up of failed financial institutions. In fact, only
Sweden and Germany supported the Commission’s proposal. At the same meeting,
the United Kingdom and France expressed support for a tax on financial
transactions, while Finland, Sweden, and European Central Bank President Jean-
Claude Trichet all opposed such alevy.

As you can see from these examples, there is no consensus even among those
countries or institutions that favor some kind of a tax. It is also noteworthy that
Canada, Australia, Japan and other major developed countries do not support
imposition of a targeted tax at all, and do not intend to adopt one. Likewise, major
emerging markets like China, India and Brazil are firmly opposed to burdening their
financial institutions with a new systemic tax.

In the face of this lack of agreement, the G20 Finance Ministers decided to defer
action until the IMF and other international organizations have time to study more
fully the potential effects of such a tax.
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Interaction of Any Tax with Other Financial Reform Efforts

It is also questionable whether imposing a new tax is the appropriate next step in
financial reform. The leaders of the key institutions charged by the G20 with
formulating the new financial reform rules—Mario Draghi, Chairman of the
Financial Stability Board (FSB), and Nout Wellink, Chairman of the Basel Committee
on Banking Supervision (BCBS)—have encouraged the G20 to undertake further
study and to finalize new capital and liquidity rules before tackling a tax.

Before the G20 meetings, FSB Chairman Draghi warned that “[t]he cumulative
impact on the system of the... proposed reforms will need to be carefully
considered, in order to lessen the risk of unintended consequences and to counter
financial industry claims that the reforms could derail the economic and financial
recovery.” :

Following the G20 meetings, BCBS Chairman Wellink suggested that “[w]hat we
should do first is finalize the [Basel] process ... [Tlhen we can ask ourselves if
national proposals are still necessary and useful.”

Before adopting a tax, the United States and its G20 counterparts need to
understand better how the tax would interact with the other financial reform
initiatives, such as new capital and liquidity rules that are also being considered.

Scope of U.S. Financial Institution Tax

If the United States nevertheless decides to impose a bank tax unilaterally, despite
the known and unknown adverse consequences of uncoordinated action, it is
important that the tax be structured carefully. In particular, a tax on insourcing
financial groups should be based only on their U.S. operations. Ifa U.S. tax were to
be imposed on the worldwide operations of insourcing financial companies, its
negative effect on the competitive and diplomatic position of the United States could
be dramatic.

In particular, because other countries such as the UK. and Germany are considering
their own versions of a targeted tax, there is a critical risk of double (or triple or
more) taxation if each country were to tax worldwide operations. A failure by the
United States to adopt a "water's-edge” limitation on the application of such a tax to
insourcing financial groups would inevitably lead to multiple taxation as soon as any
other country imposes a tax of its own, even if that country limits itself to taxing
activity in that country alone. The problem grows far worse if the other country also
imposes the tax on a worldwide basis, and multiplies with every additional country
that decides to get into the financial institution taxing game.

Historically, the United States has limited the taxation of all insourcing companies to
income derived from, and proportional to, activities that have a nexus to the United
States. It has done so for many reasons, including (i} Constitutional
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considerations, {ii) the principles of international law, (iii) political and diplomatic
imperatives, and (iv} economic theory. For example, U.S. law limits the federal
income taxation of insourcing companies to U.S.-sourced income that is effectively
connected with the conduct of a U.S. trade or business—all items that have an
obvious nexus to the United States. Even the occasional proposals to replace this
system with a worldwide unitary approach have recognized the need to prevent
double taxation by apportioning the tax based on an insourcing companies’ actual
connections to the United States.

Because taxes or fees of the type under discussion do not appear to qualify as
income taxes, neither the U.S. foreign tax credit system nor the double tax mitigation
provisions of U.S. tax treaties would provide any relief from such double or multiple
taxation. Importantly, the resulting disproportionate burden on insourcing financial
companies would tend to discourage overseas financial institutions from
participating in the U.S. lending and capital markets—at a time when both Congress
and the Administration are justifiably concerned about a dearth of liquidity. In
addition, such disparately burdensome treatment might give rise to plausible claims
of prohibited discrimination under the many tax treaties and friendship, commerce
and navigation treaties to which the United States is a party.

An insourcing financial group only benefits from access to the U.S. market, and, in
the case of banks, is only subject to U.S. banking regulation, to the extent of its
activities within the United States. Its liability for a tax should be similarly limited in
order not to fail a standard of fundamental fairness. Thus, it is imperative that if the
United States were to adopt some sort of targeted tax, its application should not be
based on the worldwide operations of insourcing financial groups.

Next Steps

At this stage, further study by the IMF, FSB and BCBS is needed before the G20
countries consider adopting a global tax. In particular, these institutions need to
closely examine the inter-linkages between a tax and other proposed regulatory
reforms. Rather than unnecessarily add to the complexity of current reform efforts,
the U.S. and the G20 should prioritize and complete the immediate - and difficult -
task of establishing new capital and liquidity rules before developing a global tax on
financial institutions.

But even if countries decide to proceed with a targeted tax before these other
reforms are complete, any tax must be coordinated among them. G20 countries
need to come to agreement on the form, purpose, and use of any tax—and that
consensus needs to be reached before any individual G20 country adopts such a tax.
There can still be room for variation across countries as appropriate, but agreement
on the fundamental principles underlying a such a tax is necessary to ensure its
effectiveness.
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Given the possibilities of regulatory arbitrage, duplicative and contradictory
regulations, and adverse competitive impacts, OFII believes that the United States
should implement any tax or other fundamental changes only when other major
financial centers are prepared also to adopt comparable measures on a coordinated
basis. Going it alone is not in the United States’ interests in this globally
interconnected economy.
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Testimony of
John K. Sorensen
On Behalf of the
Iowa Bankers Association
Before the
Senate Committee on Finance

United States Senate

Chairman Baucus, ranking member Grassley, and members of the committee, my name is
John K. Sorensen, President and CEQ of the Iowa Bankers Association. The IBA exists to assist
our members in serving the needs of their customers and communities. The IBA counts 95% of
the 386 banks and thrifts in lowa as members. The median size of an Iowa bank is $100 million in
assets. lowa is ptimarily a community banking state, but we also have a regional and money center
bank presence representing 20% of $64 billion in state-wide deposits. Iowa’s financial diversity has

benefited consumers and businesses alike.

Financial and Economic Envitonment

It is a combination of financial diversity, responsible lending and educated consumers that
have produced more favorable financial and economic results for our state during this challenging
peried. Towa’s home ownership rate, at 74%, exceeds the national average. Just 8% of our existing
mortgage loans are considered subprime and our rate of foreclosure is less than 1% of all loans. Just

9% of our loans have negative equity and our home values have declined just 4% over the past two
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years and are back on the rise. Towans also have the distinction of having the lowest per capita
credit card debt in the country.

Economically, although not without challenges, Iowa has been faring better than most of the
country. Our unemployment rate, at 6.7%, is 4 lowest in the country and well below the 9.7%
national average. And, our personal income was up 5.7% in 2009, Agricultural land values fell
slightly in 2009, reflecting a similar drop in net farm income, although both remain well above
historical averages.

Towa bank performance reflected that of our economy in 2009. Although net income was
down 6% from the prior year, neatly 90% of Iowa banks and thrifts were profitable. Our banks
remain liquid, well capitalized, and ready and able to lend to credit-worthy borrowers. Despite an
uncertain economy, bank lending was off just 2% from 2008 to 2009. And, the recent
enhancements to Small Business Administration loan programs have resulted in 174 loans totaling
$5.7 million during the first five months of the federal fiscal year.

Despite financial and regulatory pressures, Iowa banks have continued their tradition of
providing financial and human resources for economic and community development otganizations.
A 2008 survey of Iowa banks found that bank staff contributed an aggregate 1.6 million hours in
volunteer time and banks contributed another $40 million in financial support to community
organizations.

Traditional Iowa bankers continue their work; leading charitable fundraisers, coordinating
economic development initiatives, sponsoring little league teams, lending to local businesses,
facilitating the dream of homeownership, purchasing local government bonds, and leading financial
literacy efforts at local schools. This work happens, not because of a federal mandate, but because a
bank’s success is tied directly to the creation of a healthy, thriving community. It’s the piece of the

financial system that doesn’t require reform.



217

The Dubuque Telegraph Herald recently penned an editorial summarizing the importance of
their local Towa banks to the community. In it they said:

Healthy financial institutions create and sustain success in all sectors of our community. From their

loans toward inttiatives wital for economic and cvic growth to their charitable donations fo their

leadership in various community endeavors, our local financial institutions play a significant role in

our success. That so many of our institutions have deep roots in this community — with decision-

makers here — has belped the Iri-state area in incalculable ways.

Financial Regulatory Reform

Towa banks are weathering the economic fallout from the financial crisis, the larger question
may be can we weather the policy response.

Bank regulators have already reacted in significant and severe ways to tein in certain
practices and increase disclosures. Since January 1, 2009, the Federal Reserve alone has issued no
less than 31 new or revised regulations. Each carries with it a significant allocation of bank dme and
money and builds upon volumes of existing regulation. This is putting a strain on bank compliance
staff and for smaller banks 1t is becoming a nearly insurmountable burden.

It is particularly frustrating to many bankers who entered the field to creatively help people
achieve their dreams, only to have more of their time devoted to checking the box on the next
mandated procedure. This growing burden threatens the future of community banks and
innovation in the industry.

Financial regulatory reform is important and necessary. Many lessons have been learned
from the experience of the last two years. We should take steps to close the gaps in financial
regulation, better manage risks posed by large systemically important institutions, and develop a
government housing policy that doesn’t result in undue risk-taking. But, most of all, we should not

burden the very institutions who’ve been responsibly serving their communities.
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Proposed “Financial Crisis Responsibility Fee”

The Obama Administration proposes to assess an annual fee on liabilities of banks, thrifts,
bank and thrift holding companies, brokers and security dealers, as well as U.S. holding companies
controlling such entities as of January 14, 2010. The fee, which would apply to firms with
consolidated assets of more than $50 billion, would be approximately 0.15 percent of a firm’s total
Liabililes — excluding deposits subject to assessments of the FDIC and certain liabilities related to
insurance policies (in the case of insurance companies). According to the Administration’s January
14 press release, the fee would be in place for at least 10 years, but longer if necessary to recoup the
costs of the Troubled Asset Relief Program (TARP). The Iowa Bankers Association opposes the
fee proposal for the following reasons:

*  The projected losses in TARP were from non-bank investments. Banks should not have to
pay the cost to support other recipients.

= Actual losses from TARP investments are still unknown.

®  Consumers and small businesses will be impacted by the fee.

®  The fee fails to help community bank competitiveness.

I will address each of these poiats in turn.

I8 Losses from TARP were from non-bank investments.

The Emergency Economic Stabilization Act (EESA) of 2008 was passed by Congress and
signed into law by the President on October 8, 2008. 1t is important to remember that the
legislation contemplated acquisition of troubled assets from financial institudons by the U.S.
Treasury, in order to restore liquidity and stability to the financial system.  As we now know, the
bulk of the TARP program took a very different approach, making preferred stock investments in

healthy financial insttutions to bolster capital and free up dollars for lending. Many believe the
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program was helpful to restoring confidence and stability. If so, the benefits were shared by all
participants in the national and global economy.

Of the $245 billion the Treasuty invested in banks of all sizes through the Capital Purchase
Program (CPP), $176 billion has been repaid and Treasury officials estimate an eventual profit of as
much as $19 billion. As of March, the U.S. government had collected $14.5 billion in dividends,
interest and other income, along with $5.6 billion in warrant proceeds.

At the end of 2009, Treasury issued a press release stating, “Every one of its programs aimed
at stabilizing the banking system.....will earn a profit thanks to dividends, interest, early repayments,
and the sale of warrants.” According to the Treasury, these bank programs: “that were initially
projected to cost $76 billion are now projected to bring a profit of $19 billion”. Treasury also said
that: “profits could be considerably higher as Treasury sells additional warrants during the weeks
ahead.”

The Administration created no less than seven additional programs within TARP to
accomplish various policy goals. The most significant investments were directed to the Automotive
Industry Financing Program (AIFP), AIG and the Home Affordable Modification Program
(HAMP). These non-bank investments amounted to $191 billion. Since the first of the year, the
Administration has announced two additional TARP programs, the Community Development
Capital Inidative (CDCI) to support lending through Community Development Financial
Institutions and the Small Business Lending Fund.

As reported by the Special Inspector General to this committee last week, although TARP is
expected to result in a loss to the taxpayers ($127 billion according to the Office of Management and
Budget as of February 2010), the expected loss is far lower than previous estimates, and is
concentrated in the programs designed to support American International Group, Inc (AIG) ($50

billion), the automotive industry ($31 billion), and housing ($49 billion).
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To charge banks for losses generated by non-banks would be unfair and, T believe,
inconsistent with spirit of section 134 of EESA that costs should be borne by those who benefit

from the program investments.

IL Actual losses from TARP investments are still unknown.

Section 134 of the EESA provides that on October 4, 2013, the Director of the Office of
Management and Budget, in consultation with the Congressional Budget Office, shall submit to
Congress a report on the net amount within TARP. Following such report, the President is to
submit a plan to recoup any shortfall.

The Administration’s “responsibility fee” comes a full three years before the date
contemnplated in the statute to assess losses. With the economy showing signs of gradual
improvement, Treasury is likely to experience a further appreciation from TARP investments and a
correspoﬁding reduction in losses.

The “responsibility fee” proposal also comes prior to a report from the Financial Crisis
Inquity Commission due later this year. The bi-partisan Commission was established to "examine
the causes, domestic and global, of the financial and economic crisis in the United States.” It would
seem logical that any “responsibility fee” be delayed until this panel opines on the root causes of the

crisis.

1. Consumers and small businesses will be impacted by the fee.

The Congressional Budget Office (CBO), in their March 4 letter to- Senator Grassley,
confirmed the cost of the proposed fee would ultimately be borne to varying degrees by an
institution’s customers, employees, and investors. Even in Iowa, where people invest in banks

directly and through their 401k; where two of our largest employers - Wells Fargo and Principal
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Financial Group — are impacted; and many Towans purchase financial products from affected firms;
the impact of the proposed fee will be felt. Nationally, at least 70 percent of all financial assets,
including 64 percent of loans, were attributable to institutions that are members of affiliated groups
with assets over $50 billion.

The CBO also predicts the fee would have a negative impact on the availability of credit to
small business. Small businesses are the engine for job growth in our economy. We should avoid

any policy that dampens credit availabiliey at this critical time.

IV, The fee fails to help community bank competitiveness.

Some view the proposed fee as being helpful to the compettive position of community
banks. Yet, if the fee assessment base were to exclude insured deposits as proposed, any benefit
would be at least partially offset by increased competition for insured deposits as large banks more
aggressively pursue this funding source.

The fee or tax also sets an unwelcome precedent of assessing a “crisis responsibility fee” on
institutions Congress deems responsible for a disruption to the U.S. economy or financial markets.
Such a determination is subjective at best. Assessing blame in a complex and interconnected world
can be difficult enough, let alone when political forces become intertwined. A similar fee on mid-
western banks following the agricultural crisis of the 1980s would have exacerbated the economic
recovery and caused even more community banks to fail.

The proposed fee could also impact the Federal Home Loan Bank (FHLB) system, an
important source of funding for community banks. Large banks subject to the proposed fee
cutrently hold approximately $327 billion in advances, resulting in a fee of $491 million per year on
these advances. Because the fee would not be assessed on deposits and repurchase agreements,

large banks would have an incentive to shift their funding sources away from advances to deposits.
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The shift would increase competition for deposits and reduce earnings at the FHLBs, which are
cooperatively owned by more than 6,000 FDIC-insured community banks. The reduction of
income would also reduce the FHLBanks' contributions (10% of annual earnings) o the Affordable
Housing Program (AHP).

The proposal also arbitrarily applies the fee to an insurance company that happens to have a
small bank subsidiary, but exempts an otherwise similatly situated insurance company that does not

have a bank subsidiary. This is unfair.

Conclusion

Mr. Chairman, Ranking member Grassley, and members of the committee, it is clear
American taxpayers will not incur a loss on their bank investments through the CPP. Rather,
Treasury projects a double-digit return on bank investments. Although losses are projected in non-
bank TARP investments, even these may subside as we approach the EESA loss assessment date in
2013.

The proposed fee accomplishes little in the way of altering behavior that caused the financial
crisis. The country would be much better served by focusing on how we maintain a dynamic and
responsible financial sector where the rules of the game are consistently applied to all players.

Thank you for the invitation to testify today.
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Senate Finance Committee Hearing
“The President’s Proposed Fee on Financial Institutions Regarding TARP: Part 2”
May 4, 2010

Responses to Questions for John K. Sorensen,
President and CEO, Iowa Bankers Association

Questions from Senator Hatch

1. How many banks do you have in lowa that would potentially be hit directly by the proposed
bank tax?

Five.

2. Since most of your banks are community banks, and this proposed tax is targeted at the big
boys, wouldn 't this be a good thing for your community banks? Wouldn't they be able to gain a
competitive edge, as the Administration asserts?

Some view the proposed fee as being helpful to the competitive position of community banks.
Yet, if the fee assessment base were to exclude insured deposits as proposed, any benefit would
be at least partially offset by increased competition for insured deposits as large banks more
aggressively pursue this funding source.

The fee or tax also sets an unwelcome precedent of assessing a “crisis responsibility fee” on
institutions Congress deems responsible for a disruption to the U.S. economy or financial
markets. Such a determination is subjective at best. Assessing blame in a complex and
interconnected world can be difficult enough, let alone when political forces become intertwined.
A similar fee on mid-western banks following the agricultural crisis of the 1980s would have
exacerbated the economic recovery and caused even more community banks to fail.

The proposed fee could also impact the Federal Home Loan Bank (FHLB) system, an important
source of funding for community banks. Large banks subject to the proposed fee currently hold
approximately $327 billion in advances, resulting in a fee of $491 million per year on these
advances. Because the fee would not be assessed on deposits and repurchase agreements, large
banks would have an incentive to shift their funding sources away from advances to deposits.

The shift would increase competition for deposits and reduce earnings at the FHLBs, which are
cooperatively owned by more than 6,000 FDIC-insured community banks. The reduction of
income would also reduce the FHLBanks" contributions (10% of annual earnings) to the
Affordable Housing Program (AHP),
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3. What is wrong with the Obama Administration trying to fulfill its obligation under the TARP
law three years before it is due? Isn’t it smart to be proactive and try to recoup any anticipated
losses as soon as possible?

First of all, losses from TARP were from non-bank investments. The Emergency Economic
Stabilization Act (EESA) of 2008 was passed by Congress and signed into law by the President
on October 8, 2008. It is important to remember that the legislation contemplated acquisition of
troubled assets from financial institutions by the U.S. Treasury, in order to restore liquidity and
stability to the financial system. As we now know, the bulk of the TARP program took a very
different approach, making preferred stock investments in healthy financial institutions to bolster
capital and free up dollars for lending. Many believe the program was helpful to restoring
confidence and stability. If so, the benefits were shared by all participants in the national and
global economy.

Of the $245 billion the Treasury invested in banks of all sizes through the Capital Purchase
Program (CPP), $176 billion has been repaid and Treasury officials estimate an eventual profit of
as much as $19 billion. As of March, the U.S. government had collected $14.5 billion in
dividends, interest and other income, along with $5.6 billion in warrant proceeds.

At the end of 2009, Treasury issued a press release stating, “Every one of its programs aimed at
stabilizing the banking system . . . will earn a profit thanks to dividends, interest, early
repayments, and the sale of watrants.” According to the Treasury, these bank programs “that
were initially projected to cost $76 billion are now projected to bring a profit of $19 billion.”
Treasury also said that “profits could be considerably higher as Treasury sells additional
warrants during the weeks ahead.”

The Administration created no less than seven additional programs within TARP to accomplish
various policy goals. The most significant investments were directed to the Automotive Industry
Financing Program (AIFP), AIG and the Home Affordable Modification Program (HAMP).
These non-bank investments amounted to $191 billion. Since the first of the year, the
Administration has announced two additional TARP programs, the Community Development
Capital Initiative (CDCI) to support lending through Community Development Financial
Institutions and the Small Business Lending Fund.

As reported by the Special Inspector General to this committee last week, although TARP is
expected to result in a loss to the taxpayers ($127 billion according to the Office of Management
and Budget as of February 2010), the expected loss is far lower than previous estimates, and is
concentrated in the programs designed to support American International Group, Inc. (AIG) ($50
billion), the automotive industry (831 billion), and housing ($49 billion).

To charge banks for losses generated by non-banks would be unfair and, 1 believe, inconsistent
with spirit of section 134 of EESA that costs should be borne by those who benefit from the
program investments.
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Actual losses from TARP investments are still unknown. Section 134 of the EESA provides that
on October 4, 2013, the Director of the Office of Management and Budget, in consultation with
the Congressional Budget Office, shall submit to Congress a report on the net amount within
TARP. Following such report, the President is to submit a plan to recoup any shortfall.

The Administration’s “responsibility fee” comes a full three years before the date contemplated
in the statute to assess losses. With the economy showing signs of gradual improvement,
Treasury is likely to experience a further appreciation from TARP investments and a
corresponding reduction in losses.

The “responsibility fee” proposal also comes prior to a report from the Financial Crisis Inquiry
Commission due later this year. The bi-partisan Commission was established to “examine the
causes, domestic and global, of the financial and economic crisis in the United States.” It would
seem logical that any “responsibility fee” be delayed until this panel opines on the root causes of
the crisis.

4. Could you elaborate on why you believe the proposed bank tax would impact the Federal
Home Loan Bank system? Why does the FHLB play such an important role for community banks
and how could this be harmed by this proposal?

See response to question 2 above.
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Statement of the Investment Company Institute on “The President’s Proposed Fee on Financial
Insticutions Regarding TARP” before the Committee on Finance, United States Senate

May 4, 2010

T'he Investment Company Institute appreciates the opportunity to submit its views regardin,
Y % garding
the Administration’s proposed “financial crisis responsibility fee.”

ICI is the national association of U.S. registered investment companies, ICI members manage
total assets of nearly $12 trillion and serve almost 90 million shareholders. Our members include
mutual funds, closed-end funds, exchange-traded funds (ETFs), and unit investment trusts (UITs).

While we understand the policy rationale for the proposed fee, we urge that it be structured and
applied so as to avoid penalizing registered investment companies and their investors, as discussed
below.

The Administration’s proposal is not directed at mutual funds and other registered investment
companies

The Administration has indicated, both in its January 14, 2010 fact sheet summarizing the
proposal and in public statements, that the fee is intended to be levied on the liabilities of the largest,
most highly leveraged financial institutions—namely, those with over $50 billion in consolidared assets.
The January 14, 2010 fact sheet identifies banks and thrifts, insurance and other companies owning
insured depository institutions, and broker-dealers as firms that may be covered by the proposed fee.

These derails suggest that the Administration does not intend for this fee to be assessed on
mutual funds and other registered investment companies. In our view, this is the correct result, because
registered investment companies are not highly leveraged. They are subject to very strict leverage limits
under the Investment Company Act of 1940 and must maintain specified asset coverage ratios even as
the market fluctuates. Mutual funds, for example, can borrow no more than one-third of their assets.
Thus, for every dollar a mutual fund borrows, it must have $2 in equity (resulting in a maximum
leverage ratio of 1.5).

The Administration proposes to levy the fee on the “covered liabilities” of financial firms with
over $50 billion in consolidated assets. “Covered liabilities,” which is defined as assers less Tier 1 capital
and insured deposits, is a banking concepr with little application to mutual funds and other registered
investment companies. Tier 1 capital is, among other things, equity paid in by investors. Mutual funds
are composed virtually entirely of paid in capital, which further supports the conclusion that this fee is
not intended to apply to them.

(227)
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The “financial crisis responsibility fee” should not penalize registered investment companies and
their investors

The stated purpose of the Administration’s proposed fee is to reimburse taxpayers for the
expected shortfall from the Troubled Asset Relief Program (TARP). Mutual funds and other
registered investment companies did not receive government assistance under TARP.

Imposing this fee on mutual funds would defear the purpose of the proposal, by singling out
one class of taxpayers. An estimated 87 million individual investors owned mutual funds in 2009 and
held over 80 percent of the $11.1 trillion in total mutual fund assets at year-end. These individual
investors, many of whom are saving for retirement, would be the ones ultimately to bear costs associated

with recouping the TARP shortfall.

Applying the “financial crisis responsibility fee” to mutual funds would bave a divect and negative
impact on fund investors

If the proposed fee—which the Administration has estimated at 15 basis points—were assessed
on a mutual fund having total net assets over $50 billion, the entire fee would automatically pass
through to sharcholders as a fund expense. The expected impact on mutual fund shareholders would be
as follows:

®  For all murual funds wich assets of $50 billion or more, the average expense ratio (asset-
weighted) is 42 basis points, A 15 basis point fee would result in a 36 percent increase
in costs to sharcholders.

e Expenses for money market funds with assets of $50 billion or more would rise by
nearly 60 percent from an asset-weighted average of 26 basis points to 41 basis points.

*  Expenses for equity mucual funds with assets of $50 billion or more would rise by about
25 percent from an asset-weighted average of 57 basis points to 72 basis points.

e Expenses for bond mutual funds with assets of $50 billion or more would rise by 30
percent from an asset-weighted average of 50 basis points to 65 basis points.

The proposed fee also would eat away at benefits from economies of scale that mutual fund
shareholders reap as funds grow in size. Fund sponsors may have incentives to close funds so that they
do not exceed the $50 billion threshold and cause fund shareholders ro incur higher fund expenses.

" We note thar three facilitics were created to support the money markets, and money market funds in particular. None of
these programs were part of TARP. Only two of the programs were utilized, and each has since been terminared, with ner
proceeds to the government. For example, money marker funds parcicipating in the Treasury guarantee program paid about
$1.2 billion in fees to the Treasury and made no claims.
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Conclusion

We respectfully urge the Committee to ensure that the proposed financial crisis responsibilicy
fee would not be applied ro mutual funds and other registered investment companies. Any other result
would defeat the stated purpose of the proposal, by having a class of ordinary Americans—mutual fund
investors—bear costs associated with the TARP shortfall. For similar reasons, registered investment
company assets should not be included when calculating the consolidated assets of an integrated
financial institution that includes one or more registered investment advisers.
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ASSOCIATION

Statement of John A. Courson
President and Chief Executive Officer
Mortgage Bankers Association
for the Record of the
Committee on Finance
United States Senate
Hearing on

“The President’s Proposed Fee on Financial Institutions
Regarding TARP”

April 20, 2010
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Chairman Baucus, Ranking Member Grassley, and Members of the Committee, thank
you for holding this very important hearing on the impact of the proposed Financial
Crisis Responsibility Fee (FCRF). As you develop policy responses to this issue, the
Mortgage Bankers Association' (MBA) believes that you should consider a number of
key points outlined below.

The Fee

On January 14, 2010, President Cbama proposed assessing a fee on the largest banks
and Wall Street firms as a method for offsetting funds disbursed under the Troubled
Asset Relief Program (TARP). The fee would be in place for ten years and would
provide the U.S. Government up to $117 billion from financial institutions with greater
than $50 billion in consolidated assets. The fee would be assessed at 0.15 percent of
covered liabilities defined as:

Covered Liabilities = Assets minus Tier 1 capital minus
FDIC-assessed deposits (and/or insurance policy reserves, as appropriate)

Covered liabilities would be reported by regulators, but the fee would be collected by the
Internal Revenue Service. Revenues would be contributed to the Treasury general fund
to reduce the deficit.

Direct Impact on Mortgage Market

There are many households that cannot qualify for single family conventional mortgage
loans eligible for delivery into securities issued by Federal National Mortgage
Corporation (Fannie Mae) or Federal Home Mortgage Corporation (Freddie Mac) or for
FHA or VA loans eligible for mortgage-backed securities (MBS) guaranteed by the
Government National Mortgage Association (Ginnie Mae). These households include
but are not limited to foreign national residents and households requiring loan amounts
higher than the Fannie Mae, Freddie Mac or Ginnie Mae maximum levels. They also
include families with prior credit history resulting from past unemployment or large
medical bills needed to fight life-threatening iliness or injury. In the past, these
individuals were served by financial institutions who securitized these loans into private
label residential MBS (RMBS).

" The Mortgage Bankers Association (MBA} is the national association representing the real estate finance industry,
an industry that employs more than 280,000 people in virtually every community in the country. Headquartered in
Washington, D.C., the association works fo ensure the continued strength of the nation's residential and commercial
real estate markets; to expand homeownership and extend access to affordable housing to all Americans. MBA
promotes fair and ethical lending practices and fosters professional excellence among real estate finance employees
through a wide range of educational programs and a variety of publications. lts membership of over 2,400 companies
includes all elements of real estate finance: mortgage companies, mortgage brokers, commercial banks, thrifts, Wall
Street conduits, life insurance companies and others in the morigage lending field. For additional information, visit
MBA's Web site; www.mortgagebankers.org.
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Likewise, many muitifamily housing projects cannot be financed through the Fannie
Mae, Freddie Mac, or Ginnie Mae multifamily programs. Further, much of the funding for
warehouses, office buildings, retail, and other commercial properties has traditionally
been financed using private label commercial MBS (CMBS).

The following are the direct impacts to the mortgage market:

The fee imposes a tax primarily on non-depository liabilities of banks. These
liabilities would include the hundreds of billions of dollars of liabilities that
returned to banks' balance sheets January 1, 2010 as a result of Statement of
Financial Accounting Standards No. 186, Accounting for Transfers of Financial
Assets, an Amendment of FASB Statement No. 140 (FAS 166) and Statement of
Financial Accounting Standards No. 167, Amendments to FASB Interpretation
No. 46(R) (FAS 167). These pronouncements require financial institutions to
include in their consolidated balance sheets assets that they do not own and
liabilities that they do not owe. As a result of the interaction of the proposed
FCRF and FAS 166 and FAS 167, large financial institutions may be discouraged
from entering into new residential or commercial mortgage backed security
(MBS) transactions — especially transactions that would require consolidation of
a securitization’s assets and liabilities on-balance sheet. it would also impose a
stiff tax on liabilities not owed by the bank. MBA believes that assets and
liabilities that are linked, such as MBS transactions, should be excluded from the
proposed FCRF’s assessment base.

The FCRF would dramatically reduce the profitability of private label MBS
servicing. For example, if a bank is required to capitalize under FAS 167 a
securitization liability because of its role as servicer, it would put the mortgage
principal in its consolidated assets and the outstanding MBS in its liabilities. The
primary revenue from these additional assets and liabilities is the servicing fee.
Assuming a normal servicing fee of 0.25 percent, the proposed tax would reduce
that fee by 60 percent.

MBA'’s Other Observations and Concerns

The following are MBA’s other observations and concerns with respect to the proposed

fee:

Ld

Financial institutions already are subject to a pro rata corporate income tax on
their earnings. If a bank’s profits increase, its taxes increase. Assessing the
FCREF on top of the corporate income tax is tantamount to an industry-specific
penalty for being profitable. If the FCRF is intended to serve as a penalty for
inappropriate risk-taking, MBA believes regulatory modifications to financial
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institution risk-based capital standards are a better and more appropriate means
of influencing inappropriate risk taking than ad hoc tax penalties.

¢ If the proposed FCRF is not passed on to consumers, every dollar impact the
FCRF has on bank capital reduces the bank’s lending capacity tenfold. Thus, a
$90 billion FCRF impact could reduce loans to consumers and small businesses
by $900 billion.

e« The tax s likely to reduce new loans available to consumers and businesses as
regional banks fight to keep assets below the $50 billion threshold.

e A significant portion of the potential losses to the Troubled Asset Relief Program
(TARP) fund relate to TARP funds advanced to the automotive industry. Yet
there is no fee on liabilities proposed to recover those losses. Most banks have
paid back the TARP funds with interest, and the U.S. government has earned a
profit on that segment of the TARP. The tax is punitive in nature to large financial
institutions. This comes at a time when economic recovery is dependent on the
health of these industries.

» The FCRF is an ex post facto change to the terms of the TARP agreement
financial institutions entered into with the government. When banks agreed to
participate in TARP, the upside to the U.S. Government was in the form of stock
warrants. TARP recipients did not sign up for the added burden of the proposed
FCRF.

e The imposition of the tax on foreign financial institutions could lead to U.S.
financial firms facing similar taxes around the world, compounding the above
impacts.

In summary, MBA recommends that the Senate Finance Committee should not approve
the proposed FCRF. MBA believes the FCRF wili reduce the availability and increase
the costs of real estate loans to consumers and small businesses. The FCRF also
would discourage large financial institutions from entering into new, private label
commercial mortgage backed securities (CMBS) and residential mortgage backed
securities (RMBS) transactions and significantly reduce the profitability of non-agency
servicing.

MBA appreciates the opportunity to present the above points for your consideration and
we look forward to working with you as you evaluate and implement policy responses.
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