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Abstract
American International Group, Inc. (AIG), a large insurance company, received a massive
bailout during the financial crisis in response to difficulties centered on the company’s
multifaceted exposure to residential mortgage-backed securities. The company is back on its
feet, albeit in more streamlined form and with a new overseer—the Federal Reserve. This
paper focuses on a piece of the AIG story that is rarely told—the role of the company’s
securities-lending program in imperiling the company and some of its insurance subsidiaries.
The paper argues that regulatory responses to AIG have been inapt. AIG did not need another
regulator, but better risk management. The markets would have conveyed that message clearly
had regulators not intervened to ensure AIG’s survival. This paper adds the missing piece to
the AIG story in an effort to challenge the notion that more regulatory oversight for companies
like AIG will prevent future crises.
JEL codes: G1, G2, G3, H1, H7, K2, N2, N8
Keywords: securities lending, American International Group, AIG, insurance regulation, DoddFrank, financial regulation, market discipline, financial crisis, Federal Reserve, bailout, credit
default swaps, derivatives, insolvency

Securities Lending and the Untold Story in the Collapse of AIG
Hester Peirce

American International Group, Inc. (AIG), an insurance company that has nearly a century of
history and operates in almost every country in the world, was also one of the largest recipients
of the U.S. government’s 2008 financial company bailouts. Beginning in 2007, AIG experienced
severe financial difficulties, centered on the company’s multifaceted exposure to residential
mortgage-backed securities, that escalated through 2007 and into 2008. AIG’s troubles reached a
peak during the early fall of 2008, at the same time that Lehman Brothers failed. During 2008
and 2009, the federal government committed over $180 billion in aid to the company, which
enabled AIG to avoid bankruptcy and—according to some observers—averted an even more
serious financial crisis. Today, the company is back on its feet, albeit in more streamlined form
and with a new overseer—the Federal Reserve.
That AIG is still largely intact is troubling, because its failure was not—as some have
suggested—the result of mistakes by one aggressive unit of an otherwise well-run company. Its
problems ran deeper, including into AIG’s regulated insurance subsidiaries. AIG was wrongly
spared the necessary market discipline for its failures, and many other companies will be, too,
under the new regulatory structure that Congress and the regulators have built in response to the
misconception of AIG’s problems. AIG did not need another regulator. It needed better risk
management, a message the markets would have conveyed in no uncertain terms had regulators
not intervened to ensure AIG’s survival. This paper adds the missing piece to the AIG story in an
effort to challenge the notion that more regulatory oversight for companies like AIG will prevent
another crisis like AIG’s.
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Although some academics, journalists, and other observers have told a more balanced
story,1 the standard, popularly believed, and oft-repeated explanation for AIG’s problems and
subsequent bailout continues to center almost exclusively on the derivatives products sold by
AIG Financial Products (AIGFP).2 Federal Reserve Chairman Ben Bernanke’s conclusion that
“AIG’s financial difficulties stemmed primarily from the loss of liquidity to fund collateral calls
on its unhedged derivatives positions in one part of the company—its Financial Products
Division”—is typical of official accounts of the crisis.3 AIGFP was certainly an important part of
the story. It built a large, unhedged portfolio of credit derivatives linked to subprime mortgage
assets. During 2007 and 2008, as the value of the underlying mortgage assets dropped, AIGFP
faced devastating collateral calls in connection with its derivatives portfolio that threatened
AIG’s liquidity and its credit rating.
Focusing only on this important part of AIG’s demise ignores an equally big piece of the
story: the problems faced by AIG’s life-insurance subsidiaries because of their heavy
participation in the residential mortgage-backed securities market through a large securitieslending program.4 The securities-lending program experienced a run at the height of the crisis,
and AIG could not meet the massive repayment demands. Certain AIG life-insurance
subsidiaries’ capital levels fell dangerously low. Questions about the role of the securitieslending program in AIG’s downfall have not been asked or answered satisfactorily.5 Although
the securities-lending program exposed AIG’s regulated life-insurance subsidiaries to great risk,
in the standard AIGFP-centric narrative, securities lending is little more than a footnote.6
The single-minded focus on AIGFP manifested itself in regulatory-reform debates and
the end product of those debates: the Dodd-Frank Act.7 AIG became the rallying cry for
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derivatives reform, a key component of Dodd-Frank.8 AIGFP was decried for being unregulated,
and so AIG also has been at the root of the push toward systemic oversight.
Allowing the securities-lending portion of the story to slip out of the history books (or to
never slip into them) means that we will not learn from the business and regulatory failures
associated with the securities-lending problems at AIG. Even five years after AIG’s bailout, it is
not too late to learn these lessons and to consider their policy implications. To the credit of the
new Federal Insurance Office, it considered the securities-lending issues briefly in its recently
released report on modernizing the insurance-regulation system mandated by Dodd-Frank.9 The
report’s conclusion—that AIG’s failure “underscored the need to supervise firms on a
consolidated basis”10—misses the true lesson of AIG’s struggles, which is that even heavily
regulated companies run into trouble and must be permitted to fail so that their resources can
move into other private hands that will manage them better.
Section 1 provides a brief overview of AIG and its regulatory framework. Section 2
discusses the problems at AIGFP, which are central to the standard explanation for AIG’s
downfall. Section 3 describes the securities-lending program, the role of which policymakers have
largely ignored in considerations of AIG’s crisis. Section 4 describes the government rescue.
Section 5 discusses the serious threat that the securities-lending program posed to the solvency of
AIG’s domestic life-insurance subsidiaries and the government’s role in rescuing those companies
from insolvency. Section 6 considers the policy implications. Section 7 concludes.

I. AIG: A Highly Regulated Company
AIG got its start in 1919 when Cornelius Vander Starr founded an insurance company in Shanghai,
China.11 By the end of 2007, AIG operated in more than 130 countries with 116,000 employees
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engaged in a broad range of insurance and other financial businesses.12 AIG held nearly $1 trillion
in assets at the end of 2007, which made it the sixth-largest publicly traded company at the time.13
In early 2013, it had fallen to sixty-second place with just over half the assets it held in 2007.14
A key moment in AIG’s history—one that arguably helped to lay the groundwork for the
company’s subsequent troubles15—was the departure of Maurice “Hank” Greenberg in March
2005 in response to investigations by New York attorney general Eliot Spitzer and the Securities
and Exchange Commission.16 Greenberg joined C.V. Starr & Company in 1960, presided over
the reorganization of many of C.V. Starr’s insurance companies into the publicly owned AIG,
and served as chief executive officer during the period when much of the company’s growth took
place, from the late 1960s through his departure in 2005.17
When Greenberg left, AIG insider Martin Sullivan took over as CEO.18 In addition to
adjusting to the departure of its CEO of nearly four decades, the company was faced with
ongoing state and federal investigations, internal control problems, a credit-rating downgrade, a
restatement of the company’s financial statements, and significant updates in the company’s
information-technology systems.19 AIG settled with the Department of Justice, the SEC, and
New York authorities in 2006.20 In June 2008, after large losses and the initiation of a new round
of government investigations, AIG’s board replaced Sullivan with Robert Willumstad.21
At the time of the bailout, AIG was subdivided into four major business segments: (1)
General Insurance, which sold commercial property and casualty insurance, automobile and
other personal insurance, and residential mortgage guaranty insurance; (2) Life-Insurance and
Retirement Services, which sold individual and group life insurance, endowment and accident
insurance, health and accident insurance, and annuities; (3) Financial Services, which included
aircraft leasing, capital markets (including AIGFP), consumer finance, and insurance premium
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finance; and (4) Asset Management, which offered investment products and services for
individuals, pension plans, and institutions.22 AIG conducted these businesses through more than
200 subsidiaries.23 Although it was engaged in other businesses, AIG was primarily an insurance
company, and its insurance operations generated more than ninety percent of the company’s
revenues in 2007.24 There were seventy-one U.S. insurance subsidiaries,25 and the company
maintained a strong overseas presence as well. For example, seventy-nine percent of its lifeinsurance and retirement-services premiums came from outside the United States in 2007.26
Contrary to the standard characterization of AIG as an unregulated entity, it was
regulated by more than 400 domestic and international regulators.27 Most of these regulators—
which included insurance, securities, and banking regulators—were responsible for discrete parts
of the company, rather than for the company as a whole.28 State insurance departments regulated
AIG pursuant to the McCarran-Ferguson Act, which provides for state, rather than federal,
regulation of insurance.29 AIG had more than one hundred foreign insurance regulators.30
Insurers, once licensed to write insurance in a particular state, are subject to that state’s
insurance regulations. State insurance regulation seeks to prevent insurers from “incur[ring] an
excessive risk of insolvency or engag[ing] in market abuses that hurt customers.”31 Accordingly,
state insurance regulators oversee insurers’ market conduct and financial solvency, and typical
state insurance-law requirements include “compliance with investment statutes and regulations
regarding types of permissible investments and diversification and liquidity of investments,
compliance with (minimum) reserving standards and minimum capital and surplus requirements
(including [risk-based capital]), and the restriction of certain reinsurance activities.”32
Although insurance is not federally regulated, states often coordinate their insurance
regulation. The National Association of Insurance Commissioners (NAIC), a voluntary but
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influential organization of state insurance regulators, identified a lead regulator to coordinate
(but not to supplant) the work of all the responsible state regulators, with respect to each type of
insurance that AIG offered.33 Texas was the lead regulator for life insurance, Pennsylvania for
property and casualty insurance, New York for personal insurance lines, and Delaware for
“surplus” or specialized insurance lines.34
The Office of Thrift Supervision (OTS) was the regulator with the broadest authority
over AIG. The OTS became the holding-company regulator of AIG in 1999, when AIG Federal
Savings Bank (AIGFSB) received an OTS charter.35 Even though AIGFSB, with 0.14% of the
company’s assets at the end of 2008, represented a tiny fraction of the overall AIG enterprise,36
as holding-company regulator, the OTS could look comprehensively at AIG.37 Initially, its focus
was on protecting the safety and soundness of AIGFSB, but over time, it more purposefully
undertook enterprise-wide supervision.38 In January 2007, the French banking regulator
recognized the OTS as AIG’s holding-company regulator for the purposes of the European
Union’s Financial Conglomerates Directive, which requires companies to have a consolidates
supervisor.39 This recognition did not alter the OTS’s authority over AIG, but it provided a
framework for minimizing regulatory overlap and facilitating regulatory coordination.40
The OTS coordinated with other regulators and, beginning in 2005, hosted an annual
supervisory college for AIG’s key regulators, including state insurance regulators.41 The OTS
began tailoring its supervisory approach to conglomerates such as AIG in 2003 and formalized this
approach in 2006.42 The OTS evaluated and rated AIG according to its capital, organizational
structure, risk management, and earnings, the so-called “CORE” factors, but deferred to other
regulators with respect to the parts of AIG they regulated.43 The OTS, in its view, for example,
generally “did not have the authority to go in and examine insurance companies that were
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regulated by other regulators.”44 Because “[a]pproximately 85 percent of AIG, as measured by
allocated capital, was contained within entities regulated or licensed by other supervisors,”45 the
OTS relied heavily on other regulators. Table 1 lists some of AIG’s regulators.

Table 1. A Partial List of AIG’s Regulators in 2008
AIG	
  entity	
  

Regulator	
  

AIG	
  Holding	
  Company	
  

Office	
  of	
  Thrift	
  Supervision	
  

domestic	
  insurance	
  companies	
  

state	
  insurance	
  regulators	
  

foreign	
  insurance	
  companies	
  

foreign	
  insurance	
  regulators	
  

AIG	
  Federal	
  Savings	
  Bank	
  

Office	
  of	
  Thrift	
  Supervision	
  

AIG	
  Securities	
  Lending	
  Corp.	
  (after	
  
registering	
  as	
  broker-‐dealer	
  in	
  2006)	
  
AIG’s	
  European	
  operations	
  

Securities	
  and	
  Exchange	
  Commission/	
  
Financial	
  Industry	
  Regulatory	
  Authority	
  
French	
  Commission	
  Bancaire	
  (coordinating	
  supervisor)	
  

Sources: AIG, ANNUAL REPORT ON FORM 10-K FOR THE FISCAL YEAR ENDED DECEMBER 31, 2007, 13 (2008);
CONGRESSIONAL OVERSIGHT PANEL: JUNE OVERSIGHT REPORT: THE AIG RESCUE, ITS IMPACT ON MARKETS AND
THE GOVERNMENT’S EXIT STRATEGY 15–18, 43 (2010), available at http://cybercemetery.unt.edu/archive/cop
/20110402010341/http://cop.senate.gov/documents/cop-061010-report.pdf; SPECIAL INSPECTOR GEN. FOR THE
TROUBLED ASSET RELIEF PROGRAM, AIG REMAINS IN TARP AS TARP’S LARGEST INVESTMENT 12–13 (2012),
available at http://www.sigtarp.gov/Audit%20Reports/AIG_Remains_in_TARP_Mini_Book.pdf.

Although the OTS has been criticized (including from within the OTS) for not overseeing
AIG more vigorously,46 the OTS identified a number of problems at AIG, including riskmanagement issues.47 The OTS took a cursory look at AIGFP’s credit default swap portfolio
during 2007 and planned an in-depth analysis of AIGFP’s subprime exposures during 2008.48 Its
preliminary look resulted in a recommendation “that the company revisit its financial modeling
assumptions in light of deteriorating subprime market conditions.”49 In March 2008, the OTS
downgraded AIG’s CORE rating, and in August, the OTS approved AIG’s remediation plan in
response to that downgrade.50 In September 2008, the OTS placed constraints on AIGFSB’s
activities to prevent the bank from taking actions that might affect its ability to repay depositors
and might result in losses to the deposit insurance fund.51
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The OTS’s focus on subprime exposures came too late, and it does not appear to have
focused specifically on securities lending as a source of liquidity risk. The OTS’s supervision of
AIG appears to have been stymied by shifting responsibility for AIG among OTS divisions and
staff and by inadequate examination personnel.52 Even if it had had more examiners, focusing
only on the issues at AIGFP would have given the OTS only part of the story. The OTS’s
experience with AIG highlights the danger of relying on regulators to timely and
comprehensively identify problems, let alone to craft appropriate solutions for them.

II. AIG Financial Products: One Part of the Story
AIG formed AIG Financial Products, the focal point on which the standard explanation of AIG’s
downfall centers, in 1987, when AIG entered into a joint venture with a number of defectors
from Drexel Burnham Lambert to conduct derivatives transactions.53 After AIGFP’s first CEO,
Howard Sosin, clashed with Greenberg, Tom Savage took over in 1994.54 Among his guiding
principles was avoiding mortgage-related assets.55 In 2002, Joseph Cassano, a long-time AIGFP
employee, became CEO and expanded its product offerings to include the type of credit default
swaps (CDS) that got AIGFP into trouble during the crisis.56
AIGFP began selling CDS in 1998.57 CDS are “a type of credit derivative in which the
credit derivative buyer makes periodic payments to the credit derivative seller, who pays the
buyer if and when a credit loss is incurred in the reference entity.”58 AIGFP’s CDS
counterparties, which were major financial institutions such as Goldman Sachs, generally were
trying to lay off risk from other activities, including transactions with customers. AIGFP was a
desirable counterparty because of the strength of its parent’s credit rating, which was AAA
until early 2005.59
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Among the CDS sold by AIGFP was a portfolio of “super-senior” CDS. This portfolio
included corporate arbitrage CDS,60 regulatory arbitrage CDS,61 and CDS on multisector
collateralized debt obligations (CDOs).62 AIGFP’s problems were concentrated in the latter
category, which AIG began to write in 2004,63 and which accounted for $78.2 billion of the
$527.3 billion in notional value of the super-senior CDS portfolio at the end of 2007.64 The
multisector CDOs were heavily concentrated in U.S. residential mortgage-backed securities
(RMBS).65 A substantial portion of the transactions included subprime exposure.66
The super-senior tranche had the highest priority in the payment waterfall—higher even
than the AAA tranches—and was thus the least likely tranche to bear losses.67 According to AIG,
a tranche only qualified as super senior if “there [was] no expected loss at contract inception,
even under its conservative stress assumptions.”68 As figure 1 depicts, the credit protection that
AIGFP sold was triggered only if losses extended into the super-senior tranche of the underlying
CDOs. AIGFP set what it believed to be a conservative attachment point, the point at which
AIGFP’s payment obligation would arise.69
AIGFP believed that it was selling “significantly out-of-the-money put options that are
insensitive to normal changes in market credit spreads.”70 AIGFP did not hedge these CDS
transactions by entering into offsetting transactions, but relied instead on the expectation that
the underlying securities would never incur losses high enough to trigger a payout by AIGFP.71
AIGFP’s plan was to collect its counterparties’ periodic payments and retain its CDS positions
until the underlying CDOs matured, without having to make any payouts.72 If losses on the
underlying portfolio reached the attachment point—the point at which losses are allocated to
the super-senior tranche—AIGFP would have to purchase the underlying super-senior
securities at par.73
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Figure 1. AIG’s Super Senior Credit Default Swaps
“super senior” risk layer
(AIGFP net notional exposure)
AIGFP attachment point
AAA

realized
credit
losses
allocated
sequentially

A

BB

portfolio made up of
tranches of securitized
residential and
commercial mortgages,
auto loans, etc. and
further separated into
tranches

BBB

equity
Source: Based on illustration in AIG, Residential Mortgage Presentation 42 (Nov. 8, 2007), available at http://media
.corporate-ir.net/media_files/irol/76/76115/Revised_AIG_and_the_Residential_Mortgage_Market_3rd_Quarter
_2007_Final_110807r.pdf.
Note: The illustration does not reflect the collateral payments that AIGFP was required to make to its counterparty
when the underlying securities deteriorated in value or when AIG’s credit rating fell.

Even in the absence of realized economic losses, AIGFP faced potential collateral calls in
connection with the multisector CDS portfolio. Because of AIG’s AAA credit rating at the time
it wrote many of the CDS at issue, AIGFP was not required to post collateral unless certain
triggering events occurred. In the case of the CDS written on super-senior tranches of multisector
CDOs, however, AIGFP’s counterparties had the right to request collateral based on the value of
the underlying security on which the CDS was written.74 In other words, “as CDO values tanked,
AIG was required to post more and more cash collateral.”75 Changes in AIGFP’s or AIG’s credit
rating could also affect collateral payments.76
AIGFP CEO Cassano contended that AIGFP maintained a pool of liquid securities to
meet collateral calls arising from the CDS portfolio,77 but that pool proved inadequate for the
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volume and magnitude of collateral calls that came in during 2007 and 2008. Because AIGFP
was no longer able to fund itself, it had to rely on AIG for liquidity.78 AIG, the executives of
which were not aware of the link between collateral requirements and the value of the underlying
securities, had not prepared for this liquidity demand.79
AIGFP began to receive collateral calls in the summer of 2007, and they continued
into the fall of 2008. Goldman Sachs (Goldman) made the first $1.8 billion collateral call on
July 27, 2007.80 Less than a week later, Goldman reduced its demand to $1.2 billion.81 AIGFP
disputed both the initial and revised collateral calls as well as Goldman’s valuations of the
underlying securities.82 Market illiquidity and AIGFP’s lack of an internal valuation model
complicated AIGFP’s efforts to contest collateral calls.83 Meanwhile, the collateral disputes
with Goldman continued and escalated,84 AIGFP made partial payments,85 and additional
collateral calls came in from other counterparties.86 By the end of July 2008, AIGFP had
posted $16.5 billion in collateral, principally in relation to the multisector CDO portfolio.87 At
the time of AIG’s bailout, demands for collateral from AIGFP’s counterparties were nearly
$24 billion.88
AIG was also posting mark-to-market losses—unrealized losses that are required under
generally accepted accounting principles to be reflected in the income statement and balance
sheet—in connection with its CDS portfolio. In the third quarter of 2007, AIG took a charge to net
income of $352 million for unrealized mark-to-market losses arising from AIGFP’s super-senior
CDS portfolio.89 By the end of 2007, AIGFP’s mark-to-market losses on its CDS on multisector
super-senior CDOs was $11.3 billion on a notional amount of $78.2 billion.90 Figure 2 shows the
notional value of, and the mark-to-market losses on, the multisector CDS portfolio.
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Figure 2. AIG’s Portfolio of Multisector Super-Senior Credit Derivatives
90
80

billions of dollars

70
60
50

net notional value

40

cumulative fair value loss

30
20
10
0
12/31/07

3/31/08

6/30/08

9/30/08

Sources: AIG, Conference Call Credit Presentation Supplemental Materials, at 30 (Feb. 29, 2008), available at
http://media.corporate-ir.net/media_files/irol/76/76115/CallSupplement.pdf; AIG, Conference Call Credit
Presentation, at 34 (May 9, 2008), available at http://media.corporate-ir.net/media_files/irol/76/76115/Conference
CallCreditPresentation_05_09_08.pdf; AIG, Conference Call Credit Presentation, at 24 (Aug. 7, 2008), available at
http://media.corporate-ir.net/media_files/irol/76/76115/FinalConf_revised_08-13-08.pdf; AIG, QUARTERLY REPORT
ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2008, at 121 (Nov. 10, 2008).
Note: The cumulative fair value loss is “AIG’s best estimate of the amount it would need to pay to a willing, able
and knowledgeable third party to assume the obligations under AIGFP’s super senior multi-sector credit default
swap portfolio.” AIG, QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30,
2008, at 121 (Nov. 10, 2008).

AIGFP’s CDS portfolio and attendant collateral calls would have been even larger had
AIGFP continued to sell multisector CDS throughout the housing boom. AIGFP made a
deliberate decision in late 2005 and early 2006 to stop writing CDS on CDOs made up of
subprime securities after employees at AIGFP and risk managers at AIG simultaneously grew
concerned about the residential real estate market.91 These concerns were confirmed by a series
of exploratory meetings in New York, during which AIGFP staff talked with a number of
industry participants.92 A February 28, 2006, AIG email memorialized the decision to stop
writing these types of CDS by “summariz[ing] the message we plan on delivering dealers later
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this week with regard to our approach to the [collateralized debt obligation of asset-backed
securities] business going forward”:
We feel that the [collateralized debt obligation of asset-backed securities] market has
increasingly become less diverse over the last year or so and is currently at a state where
deals are almost totally reliant on subprime/non prime residential mortgage collateral.
Given current trends in the housing market, our perception of deteriorating underwriting
standards, and the potential for higher rates we are no longer as comfortable taking such
concentrated exposure to certain parts of the non prime mortgage securitizations.93
Deals already in the pipeline at that time continued, and AIGFP entered into one additional
transaction.94 Aside from a single attempt to hedge an existing position, AIGFP left the positions
on its books unhedged.95 AIGFP’s concerns with subprime RMBS were not reflected in the
actions of other parts of AIG, including the insurance subsidiaries’ securities-lending program.

III. The Threat Posed by AIG Insurance Companies’ Securities-Lending Activities
Securities lending, which involved AIG’s life-insurance companies, is the largely forgotten part
of AIG’s downfall.96 Securities lending at AIG—as at other insurance companies—was supposed
to be a “low-risk, low-return business.”97 The securities-lending program at AIG, however,
became increasingly aggressive over time. As a consequence, securities lending imperiled both
AIG and certain of its insurance subsidiaries.

A. Background on Securities Lending
Securities lending is a common practice in the financial industry.98 The securities-lending
markets are economically similar to, and interrelated with, the repurchase agreement (“repo”)
markets.99 Both markets enable counterparties to exchange cash for securities. In a repo
transaction, the borrower obtains short-term financing by selling securities with an agreement to
buy them back.100 In a securities-lending transaction, the borrower borrows securities and
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collateralizes them with other securities, a letter of credit, or cash.101 In the United States,
borrowers typically post cash collateral of 102% of the value of the securities borrowed to secure
the loan.102 Lenders ensure that collateral is maintained at that level by daily mark-to-market
margin calls throughout the loan’s duration.103
Securities-lending transactions can be initiated because a borrower needs particular
securities or because the lender needs cash.104 Market participants with large pools of
securities—such as mutual funds, pension plans, and insurance companies—are active securities
lenders.105 Borrowers—such as broker-dealers and hedge funds—use the securities for various
purposes, including in connection with short selling, convertible arbitrage, warrant arbitrage, risk
arbitrage, options trading, and long/short strategies.106 The fees (“rebates”) paid in connection
with the transaction depend on the scarcity, or “specialness,” of the security being lent; the more
readily available the security, the higher the rebate the lender pays to the borrower. One expert
explains the relationship as follows:
The securities lender wants to lend the securities at the lowest rebate rate possible to
maximize their profit, and the securities borrower wants to earn the highest rebate rate
possible for the same reason. If the securities being borrowed are readily available from
multiple securities lenders (most S&P 500 securities are easy to borrow due to their
extensive number of shares outstanding, being widely held, and relatively low short
interest), the rebate rate will likely be close to the cash reinvestment rate . . . . If the
securities are in high demand and not widely held, the laws of supply and demand will
dictate a lower rebate rate be paid to the securities borrower. In the current low interest rate
environment, many securities that are not easy to borrow are resulting in no rebate being
paid to the borrowing broker-dealer or a negative rebate rate where the broker-dealer pays
additional interest to the securities lender for the privilege of borrowing the securities.107
Securities lenders can make money in two ways: from the intrinsic value of the securities
being lent and from the reinvestment of cash collateral.108 In many transactions, securities
lending is primarily an investment activity, in which the reinvestment of cash collateral is the
primary revenue generator.109 The lender typically reinvests the cash collateral it receives from
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the borrower in money-market instruments, repos, or other investments in order to generate a
return.110 As traditionally conceived, securities lending offered the securities lender a little extra
return on its investment portfolio without greatly increasing the risk.111 One constraint on the risk
taken in connection with the reinvestment of cash collateral is the lender’s need to return the cash
collateral at the expiration of the lending transaction.112 Securities-lending transactions are
typically very short in duration and roll over daily.113
The need to have sufficient liquidity to meet demands for cash collateral repayment is in
tension with the incentive to increase reinvestment returns by investing in longer-term, higheryielding investments. The tension is heightened by the involvement of securities-lending agents,
who manage lending and reinvestment for securities lenders.114 Before the financial crisis, the
emphasis on increasing securities-lending income caused some securities lenders to engage in
less-conservative reinvestment practices by investing in less-creditworthy or less-liquid
securities.115 Figure 3 depicts a sample securities-lending transaction.

Figure 3. Sample Securities-Lending Transaction
positive rebate to borrower or
negative rebate to lender

borrower

securities
lender

securities

cash collateral
= 102% to 105%
of securities

cash

return

investment
vehicle
Source: Author’s rendering. This diagram does not include a securities-lending agent or a
broker-dealer, which act as intermediaries between the owner of the securities and the
ultimate borrower. For a discussion of the role of these intermediaries, see JOSH GALPER,
FINADIUM REPORT: THE ROLE OF SECURITIES LENDING IN US FINANCIAL MARKETS 5 (2011).
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B. AIG’s Securities-Lending Program
AIG was an active securities lender. It was an approximately $80 billion participant in a
worldwide market that represents approximately $3.5 trillion in early 2008.116 It began lending
securities in the early 1990s through a third-party lending agent.117 In 1997, AIG commenced the
process of bringing the program in-house by setting up its own agent, AIG Global Asset
Management Holdings Corporation,118 which ran the securities-lending program through its
subsidiaries AIG Securities Lending Corp. (formerly AIG Global Securities Lending Corp.) and
AIG Global Investment Corp.119 AIG’s securities-lending agent lent securities in exchange for
cash.120 The securities-lending and collateral-reinvestment functions were distinct, although both
were carried out by AIG entities.121 On the collateral-reinvestment side, there were people
responsible for investing in long-term securities (including corporate bonds and asset-backed
securities) and others responsible for investing in short-term securities.122 In return for its lending
and reinvestment efforts, AIG’s internal securities-lending agent equally shared the program’s
proceeds with the insurance companies.123
The AIG insurance subsidiaries put securities from their investment portfolios into a
common pool available for lending to banks, broker-dealers, and other financial institutions.124
AIG, with its strong credit rating and $160 billion portfolio of high-quality securities to lend, was
an attractive counterparty.125 Figure 4 shows AIG’s historical credit rating.
AIG’s counterpart borrowers were primarily using the securities in connection with
financing transactions. In the words of an AIG securities lending employee, AIG’s borrowers
“were looking for a quality counterpart with a good return on the cash that could be done on a
one-month basis and maybe [AIG’s] rate was better than the rest of the Street.”126 Borrowers
could be assured that they would get their cash collateral back because “the invested collateral,
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the securities on loan as well as all of the assets of the participating companies [were] generally
available to satisfy the liability for collateral received.”127 In other words, the AIG insurance
companies’ assets were available to make borrowers whole in the event that AIG could not
return borrowers’ cash collateral.

Figure 4. AIG Credit Ratings, June 1990–June 2009
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As figure 5 shows, AIG’s domestic life-insurance and retirement-services unit accounted
for nearly eighty percent of AIG’s securities-lending activities in 2007.

Figure 5. Participation in AIG’s Securities-Lending Program as of December 31, 2007
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Source: AIG, ANNUAL REPORT ON FORM 10-K FOR THE FISCAL YEAR ENDED DECEMBER 31, 2007, 108 (2008).

AIG lent securities to generate cash for reinvestment.128 As an employee involved in the
securities-lending program explained, “We were very much doing sort of a repo-style practice.
We wanted to have use of the cash. We wanted to lock that up so we didn’t have to pay people
back on a regular basis.”129 For this reason, most of AIG’s trades were not open—as is
standard in securities lending—but rather were term loans, most of them for a term of one
month.130 At the end of 2007, 13.7% of the securities loans were one-day tenor.131 The rest of
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the collateral AIG was lending was more readily available “general collateral.”132 The longer
terms gave AIG some measure of security, but a maturity mismatch still existed and left AIG
exposed to liquidity risk.
Before the crisis, AIG’s securities-lending transactions, consistent with the market
standard, were overcollateralized; borrowers generally provided to AIG cash collateral worth
102–105% of the value of the securities borrowed.133 Throughout the loan term, AIG marked the
securities to market daily and made periodic collateral adjustments to ensure that AIG’s overall
book with each borrower was at least 102% collateralized based on then-current market
values.134 That practice changed as the financial crisis swept over AIG and the rest of the
marketplace.

C. AIG’s Exposure to the Troubled Mortgage Markets
AIGFP’s decision to stop taking on exposure to subprime mortgages did not reflect a broader
company trend. Even as AIGFP was paring back its exposure to subprime securities at the end of
2005 and beginning of 2006, other areas of the company were escalating their exposure.135 As
AIG CEO Sullivan explained in a December 2007 conference call, “During 2005, AIG began to
see mounting evidence that lending standards and pricing in the U.S. residential housing market
were deteriorating at a significant pace. Each of our businesses with exposure to that sector saw
the same environment and took corrective action at that time, consistent with their individual
business models.”136 AIG’s insurance companies, for example, were heavily exposed to RMBS,
including late-vintage subprime RMBS, through their investment portfolio.137 As AIG explained
in an August 2007 presentation, it was “very comfortable with the size and quality of its
[residential mortgage] investment portfolios and its operations” and “[t]he exposures to the
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residential mortgage-backed securities market within AIG’s portfolios are of high quality and
enjoy substantial protection through collateral subordination.”138 With respect to its insurance
investment portfolio (which included the securities-lending portfolio), AIG maintained that it had
selected its RMBS carefully, avoided collateralized debt obligations, concentrated on highly
rated securities, and consequently was “reasonably well positioned to withstand even a severe
downturn in the U.S. housing market.”139 Robert Lewis, AIG’s chief risk officer, explained that
the decision to continue buying RMBS for the insurance companies was the result of a reasoned
compromise:
The concerns that we had and discussed in the corporation about the deterioration of
underwriting standards and lending practices in the banking industry were discussed with
the Investment area. . . . [T]he Investment Department, who was tasked with investing
AIG’s cash, and also specifically the securities’ [sic] lending business, they discussed
those concerns with us. And there was a compromise reached. The Credit Committee of
AIG agreed to allow up to a certain amount of investments in residential mortgage
backed, or asset-backed securities, which included residential mortgage-backed
securities. And the tradeoff that the Investment Department determined was to purchase
only the highest quality investments available in the marketplace. And furthermore, their
investment research people were concentrating on trying to select those securities by loan
originators, by sponsors, by managers that they thought had a lower percentage of
concern in the area of underwriting practices in the originating banks. But it was a
tradeoff, a balancing of risk and return opportunity, and there was a tradeoff made.140
As Lewis’s explanation suggests, questions were raised from within and outside AIG
about the company’s exposure to the mortgage markets. Observers noted that some other
insurance companies were reducing their RMBS exposure.141 The firm’s auditor raised concerns
during a November 29, 2007, meeting with AIG top management about “the fact the FP and
AGF in late 2005 were reducing their exposure to subprime while AIG Investments and [United
Guaranty Corporation, a mortgage guaranty provider] were increasing theirs—seemed to show a
lack of cross AIG evaluation of risk exposure to a sector.”142 Kevin McGinn, AIG’s chief credit
officer, later remarked that “all units were regularly apprised of our concerns about the housing
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market. Some listened and responded; others simply chose not to listen and then, to add insult to
injury, not to spot the manifest signs. ‘Nero playing the fiddle while Rome burns’ is my
assessment of that.”143

D. The Unraveling of the Securities-Lending Program
AIG’s insurance companies held RMBS and other asset-backed securities in their investment
portfolios, including in the form of reinvested collateral from securities-lending transactions.
As noted previously, AIG and some other securities lenders became more aggressive in their
cash reinvestment practices over time.144 In the words of the Financial Stability Board, the
reinvestment of cash collateral by securities lenders “can mutate from conservative
reinvestment of cash in ‘safe’ collateral into more risky reinvestment of cash collateral in
search of greater investment returns (prior to the crisis, AIG was an extreme example of such
behavior).”145
AIG increased the percentage of its cash collateral that was invested in asset-backed
securities (ABS). The cap on ABS rose from fifty percent of the reinvestment portfolio in 1999
to sixty-six percent in 2003 and then to seventy-five percent in December 2005.146 The
December 2005 guidelines placed limits on the credit quality of the ABS; generally, ninety-five
percent of the ABS had to have a AAA rating from two credit-rating agencies.147 Author Roddy
Boyd notes a more subtle shift: language about “preserv[ing] principal value and maintaining a
high degree of liquidity” was dropped from the securities-lending prospectus provided to AIG’s
insurance subsidiaries.148 The new objective was “protect[ing] principal value of cash collateral
and maintain[ing] adequate liquidity.”149
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AIG increased the size of its securities-lending program by lending more securities to
generate cash, which it then invested heavily in residential mortgage-backed securities (RMBS).
Figure 6 shows the increasing size of the securities-lending program.

Figure 6. Growth of AIG’s Securities-Lending Program
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One academic article describes the changes as follows:
Securities lending is traditionally a low margin business, but AIG was determined to
make it profitable. There are two ways to increase profit: expand the underlying portfolio
such that sheer volume compensates for low yields, and invest the cash collateral into
riskier securities that provide a marginally higher return. AIG did both: they dramatically
expanded their securities lending portfolio in a few years and invested the majority of
their cash collateral into highly rated RMBS.150
Figure 7 shows the effects of the changes in the composition of AIG’s securities-lending
portfolio. As the figure shows, the portfolio was heavily concentrated in mortgage-backed and
other ABS and had little cash. For example, the figure shows that at the end of 2007, 65 percent
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of the portfolio was in ABS. By comparison, a sample of other securities-lending cashreinvestment programs in 2007 held 26 percent of their investments in asset-backed securities.151

Figure 7. Securities-Lending Portfolio Invested Collateral by Credit Rating and Type
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AIG’s investment arm perceived highly rated RMBS—regardless of temporary drops in
value—to be a good long-term investment. The company explained in August 2007 that it had no
plans to sell its “mortgage related securities and does not depend on them for its liquidity needs.
Temporary market disruptions may have some non-economic effect on AIG through unrealized
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losses. However, the sound credit quality of the portfolios should result in collection of
substantially all principal and interest under any reasonable scenario.”152 AIG’s senior vice
president of investments, Richard Scott, in whose purview securities lending fell, echoed this
optimism several months later:
One of the clear opportunities here is that if you believe, as we do, that the AAA sector of
the RMBS market is money good and if you could truly buy those securities at significant
discounts, there’s a huge opportunity. And there’s a bit of resistance to catching the
falling knife. But on the other hand, we’ve got a long-term view. And if we can buy that
paper at meaningful discounts to par and have high confidence that we’re going to get
paid back over the next three or four years, we should be buying a lot of that.153
Regardless of the long-term prospects of RMBS, the concentration of securities-lending
collateral in RMBS was risky because it gave rise to a maturity mismatch; the term of the RMBS
was longer than that of the securities loans that generated the cash.154 AIG had only a very small
cash cushion to meet redemptions from counterparties that wanted their cash back.155 The ability
of AIG’s securities-lending program to hold on to the RMBS long term depended on the
willingness of the majority of borrowers to keep rolling over their loans and keep posting cash
collateral without altering the loans’ terms. Historically, borrowers had seamlessly and routinely
rolled their loans over, but that behavior changed during the crisis.
In August 2007, as AIGFP was contending with its initial collateral calls on its multisector
CDS portfolio, AIG’s securities-lending program also began to experience problems. Mark
Hutchings, an employee in AIG’s securities-lending arm, explained how the problems first came to
light in August 2007, when “the crisis first raised its head for us here in securities lending”:
I came back from vacation and had never heard before I’d gone on vacation [the term]
“subprime,” and it was suddenly the big issue—how much subprime did we have in our
investment pool? And there was a lot of concern from senior management. And the
strategy straightaway was don’t invest any more of the cash collateral in anything other
than overnight time deposits. We need to raise our threshold of actual cash liquidity. . . .
You can sell investments we already have in our collateral account to raise cash, or we
can lend more securities to give ourselves that cushion of comfort. And again what we’re
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protecting ourselves [from] was a run on the bank—the fact that we do not want to see
everybody suddenly coming in and wanting their money back because clearly we’ve got
it tied up in investments that may or may not be very quickly sold.156
The company took several steps to address what threatened to become a very dire situation: it
lent out additional securities to generate cash, stopped reinvesting the cash collateral it received
in anything other than cash equivalents, and sold securities from the collateral investment pool
that it could sell at no loss or a small loss.157 The additional lending brought the size of the
securities-lending program from $70 billion in August 2007 to its all-time high—$94 billion—in
October 2007.158 AIG repaid redeeming borrowers with the proceeds of the new securitieslending transactions, a situation Boyd likened to “a giant Ponzi scheme.”159
AIG’s attempts to mitigate the securities-lending issues came at a cost. Its borrower
counterparties knew they had AIG “over a barrel”; AIG wanted to hold on to its cash and did not
want to sell the securities in its reinvestment pool.160 It needed to keep lending securities, even at
the higher rebates its counterparties were demanding.161 The balance shifted more and more in
favor of borrowers as the financial crisis deepened and firms became increasingly zealous in
building up their own liquidity. AIG was paying borrowers more for the cash collateral than it
received on its investment of that cash.162
Borrowers also used their leverage to push AIG below the 102% collateralization that
historically had characterized securities-lending transactions. AIG started accepting 100%
collateral. It made this concession even though collateral had to remain at or above 102% to
satisfy participating insurance companies’ regulatory requirements.163 Through its Matched
Investment Program, the AIG holding company made up the difference by placing compensating
funds into the collateral pool.164 It contributed $3.3 billion into the collateral pool through the
end of August 2008 to make up for the undercollateralization and for losses on the securities sold
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by the pool.165 As AIG weakened, borrowers pushed AIG further to ninety-eight and ninety-five
percent, and by September 2008, some parties were posting only seventy-three (Barclays) or
eighty percent (Credit Suisse).166 Even though “all of the assets of the participating [insurance]
companies [were] generally available to satisfy the liability for the collateral received,”167 the
borrowers preferred to keep collateral at a low enough level to be sure that if AIG could not
repay the cash collateral, the proceeds from selling the securities would make them whole. Some
of these collateral levels were so low that AIG had to account for the purported loan transactions
as sales and take the attendant losses.168
AIG was, by no means, the only securities lender to get into trouble during the crisis.169
Other securities lenders also took extreme measures to hold on to cash and prevent borrowers
from running. One market observer described the unenviable position in which AIG and other
lenders found themselves:
[T]he investments that were in those pools were being stressed by the need to sell them
off in order to repay the cash collateral to the borrowers who were lining up in order to
get their cash back, because they were deleveraging. . . . the cash managers for the
securities lending programs in the fourth quarter of ’08 actually went negative intrinsic
value across the board, meaning they were paying borrowers to leave balances in the
pools to avoid having to sell off those assets.170
AIG’s securities-lending program had a reputation for being riskier than most.171 As a result, the
pressures it faced during the financial crisis and the measures it took in response were also
unusual. The consequences of AIG’s emergency liquidity measures and the continuing decline in
the value of the RMBS in which the securities-lending collateral was reinvested are reflected in
figure 8, which shows the gap between the collateral AIG had received and the value of the
securities in which it had invested the collateral. The value of the reinvested collateral fell
dramatically in comparison to what AIG owed borrowers. In the event of a run, AIG would not
be able to rely on selling the reinvested collateral in order to generate cash to return to borrowers.
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Figure 8. Difference between Securities-Lending Payable and Reinvested Collateral
18
16
14

$ billions

12
10
8
6
4
2
0
Dec-05 Mar-06 Jun-06 Sep-06 Dec-06 Mar-07 Jun-07 Sep-07 Dec-07 Mar-08 Jun-08 Sep-08
Sources: AIG, ANNUAL REPORT ON FORM 10-K FOR THE FISCAL YEAR ENDED DECEMBER 31, 2005, at 72–3 (2006);
AIG, QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED MARCH 31, 2006, at 1–2 (2006);
AIG, QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED JUNE 30, 2006, at 1–2 (2006); AIG,
QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2006, at 1–2 (2006); AIG,
ANNUAL REPORT ON FORM 10-K FOR THE FISCAL YEAR ENDED DECEMBER 31, 2006, at 102–3 (2007); AIG,
QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED MARCH 31, 2007, at 1–2 (2007); AIG,
QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED JUNE 30, 2007, at 1–2 (2007); AIG,
QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2007, at 1–2 (2007); AIG,
ANNUAL REPORT ON FORM 10-K FOR THE FISCAL YEAR ENDED DECEMBER 31, 2007, at 130–31 (2008); AIG,
QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED MARCH 30, 2008, at 1–2 (2008); AIG,
QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED JUNE 30, 2008, at 1–2 (2008); AIG,
QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2008, at 1–2 (2008).

The run started in earnest during September 2008.172 As Professor Scott Harrington
points out, AIG could have used sources other than its securities-lending collateral to meet those
demands, but AIG’s company-wide liquidity was stretched thin.173 An impending ratings
downgrade only promised to make liquidity problems across the whole company—including in
securities lending—much worse.174 AIG paid out $5.2 billion in cash to securities-lending
counterparties on a single day—September 15, 2008.175
Not only was the securities-lending program a burgeoning liquidity drain, it was also
taking a toll on AIG’s earnings and the insurance subsidiaries’ capital levels. The company
projected that “the investments were all money-good” and “that it was better to hang on to these
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for the long-term and they would come good in the long-term.”176 In order to generate liquidity,
however, AIG was forced to sell some securities from its cash-reinvestment portfolio and incur
the attendant losses.177 Even for the securities it retained, however, accounting rules required
AIG’s financial statements to reflect the mark-to-market losses—the losses based on the current
price at which the securities would sell.178 If these losses on AIG’s securities-lending
reinvestments became “other than temporary,” accounting rules required that they be reflected in
AIG’s income statement.179
The losses on the securities thus had a follow-on effect on the participating insurance
companies’ capital. As will be discussed later, state insurance regulators require insurance
companies to maintain certain capital levels. In order to keep the insurance subsidiaries in good
regulatory standing, AIG had to make capital contributions to certain insurance subsidiaries.180

E. State Insurance Regulators and AIG’s Securities-Lending Program
Insurance companies’ securities-lending practices are subject to state insurance law. Along with
other investment practices, securities-lending practices can affect the companies’ ability to meet
policyholders’ claims. Some states have specific statutes governing securities lending.181 New
York approved participation by one of its regulated insurance companies in AIG’s securitieslending program.182 Aside from the existence of the program, insurance regulators should have
been aware that the securities-lending program was run for the AIG insurance companies by an
affiliated securities-lending agent.183 Although state insurance regulators had the authority to
look at AIG’s securities-lending program, extensive disclosures were not then explicitly
required, nor did AIG provide them.184 Moreover, the way in which it was run may have
dissuaded some insurance regulators from actively scrutinizing it. As former New York
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insurance superintendent Eric Dinallo pointed out, the pooled nature of the securities-lending
program undermined regulatory accountability:
I do think that a pooled securities lending business is not a wise idea, on reflection,
because I think it leads to sort of regulatory assignment questions. So it was pooled at
the holding company level, and that meant that several states were all somewhat
responsible for it.185
There are conflicting accounts about when the insurance regulators began to notice the
problems in the securities-lending program and what the nature of their response was. Insurance
regulators contend that they started asking questions in 2006,186 and in 2007, they ordered AIG
to wind down the securities-lending program.187 New York’s regulator contends that it was
instrumental in the wind-down of the securities-lending program in 2007.188 No written record
exists.189 Robert Lewis, AIG’s chief risk officer, did not recall the insurance regulators’ concern
or their role in the shrinkage of the securities-lending portfolio.190 The Government
Accountability Office (GAO) found that “[p]rior to mid-2007, state regulators had not identified
losses in the securities-lending program, and the lead life-insurance regulator had reviewed the
program without major concerns.”191
A number of state insurance examinations conducted during 2007 turned up the
securities-lending issue. The reports for some of these exams were not completed until mid2008.192 The first regulator to have raised concerns with the company and with other regulators
appears to have been the Texas Department of Insurance. Reacting to its findings in a joint
examination with certain other regulators commenced in December 2006, the Texas regulator
raised the issue with AIG in October and with other regulators at the OTS’s supervisory college
in November 2007.193 The Congressional Oversight Panel reports that “various state insurance
regulators began working closely with management to develop both short (guarantees) and long
(wind-down) plans to address the regulators’ concerns.”194 The GAO reports that the state
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insurers did not really focus on securities lending until AIG reported the large 2007 losses on
securities lending to them.195 Before that, “the consensus among the state regulators was that the
securities-lending losses, while of concern, did not present imminent danger as long as AIG’s
counterparties did not terminate their lending transactions.”196 Before the 2007 losses came to
light, the AAA rating on the securities in the collateral reinvestment pool may have given the
insurance regulators the same comfort they had given to the company itself.197
State insurance regulators undertook a number of efforts in connection with securities
lending in 2008. In February, AIG and the Texas Department of Insurance discussed a plan for
winding down the securities-lending program over the next one to two years.198 In July 2008,
New York’s insurance department issued generally applicable guidance on securities lending:
It has come to the Department’s attention that some insurers engaged in securities lending
actually have experienced significant losses in the last six to twelve months. Specifically,
cash received as collateral was reinvested into securities whose value has significantly
declined. As we see increased volumes in securities lending activity, we are concerned
that some insurers may not be maintaining adequate collateral and effectively managing
the risks associated with the securities lending function.199
After considering the results of a September 2008 document request, the New York Insurance
Department concluded that AIG’s aggressive securities-lending program was not characteristic
of the rest of the life-insurance industry.200 Also in 2008, insurance regulators began quarterly
meetings with AIG about its securities-lending program.201 In one of these meetings, in August
2008, insurance regulators raised concerns about the AIG holding company’s liquidity and asked
for a briefing at the next meeting.202
As is often the case with regulatory intervention, state insurance regulators’ efforts to
reverse AIG’s poor decisions with respect to its securities-lending program were overtaken by
the market’s attempts to make the company accountable for those decisions. To avert the
market’s chastening, the company turned to the federal government for assistance.
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IV. The Government Rescue
The problems at AIG came to a head when many other financial firms were facing their own
liquidity and solvency problems.203 Fannie Mae and Freddie Mac were placed in receivership in
early September 2008. AIG’s crisis moment came in mid-September 2008, just as Lehman
Brothers was collapsing.

A. Building Troubles
As noted earlier, AIG’s financial strains—with respect both to its CDS portfolio and its
securities-lending program—began in the late summer of 2007. During the latter half of 2007,
“there was a significant effort made by the corporation to model—to try to anticipate how
much liquidity would be needed in stress scenarios in the event that the market continued to
deteriorate.”204 This effort was new for the company, which had previously managed liquidity
in “fiefdoms,” rather than at the holding-company level.205 Compounding difficulties at
AIGFP and in the securities-lending program, in connection with the 2007 audit, AIG’s
auditors identified a material weakness in internal control over financial reporting relating to
the way AIG valued its supersenior CDS.206 In addition, as table 2 shows, AIG was incurring
large losses.
AIG took steps to “shore up [its] balance sheet from a liquidity standpoint, and also try to
replace some of the capital that had been eroded by the unrealized valuation losses that were
being taken.”207 In May 2008, AIG raised $20 billion in capital.208 Nevertheless, rating agencies
were not satisfied that the new capital was a complete solution.209 AIG’s capital and liquidity
challenges were not limited to the problems at AIGFP and the securities-lending issues.210 As
would be expected, AIG’s stock price was suffering, as figure 9 illustrates.
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Table 2. AIG’s Net Income (Loss)
Reporting	
  period	
  
Net	
  income	
  (loss),	
  billions	
  of	
  dollars	
  
2004	
  
9.84	
  
2005	
  
10.48	
  
2006	
  
14.05	
  
1st	
  quarter	
  2007	
  
4.13	
  
2nd	
  quarter	
  2007	
  
4.28	
  
3rd	
  quarter	
  2007	
  
3.09	
  
4th	
  quarter	
  2007	
  
(5.29)	
  
1st	
  quarter	
  2008	
  
(7.81)	
  
2nd	
  quarter	
  2008	
  
(5.36)	
  
3rd	
  quarter	
  2008	
  
(24.47)	
  
4th	
  quarter	
  2008	
  
(61.66)	
  
Sources: AIG, ANNUAL REPORT ON FORM 10-K FOR THE FISCAL
YEAR ENDED DECEMBER 31, 2006, at 24 (2007); AIG, ANNUAL
REPORT ON FORM 10-K FOR THE FISCAL YEAR ENDED
DECEMBER 31, 2007, at 197 (2008); AIG, ANNUAL REPORT ON
FORM 10-K FOR THE ANNUAL YEAR ENDED DECEMBER 31,
2008, at 315 (2009).

Figure 9. AIG’s Stock Price (Adjusted Close), 2007–2012
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Source: http://www.aigcorporate.com/investors/stock_chart.html. Compounding the securities-lending losses for at
least one of the insurance subsidiaries were losses in the value of AIG stock, which it owned. For American Life
Insurance Company (ALICO), AIG stock was approximately thirty-one percent of its reported capital and surplus at
year-end 2007 and, due to the dramatic drop in the stock price, only two percent of its reported capital and surplus at
year-end 2008. Delaware Department of Insurance, Report on Examination of the American Life Insurance
Company as of December 31, 2007, at 38 (June 30, 2009), available at http://www.delawareinsurance.gov
/departments/berg/ExamReports/ALICO2007web.pdf. ALICO’s ownership of AIG stock was grandfathered out of
compliance with the Delaware Insurance Code. Id. at 37–38.
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In response to the losses, the poor performance of AIG’s stock, and concerns from
AIG’s auditors, AIG made management changes at AIGFP and at the holding-company level.
Most significantly, on June 15, 2008, AIG board chairman Robert Willumstad replaced Martin
Sullivan as chief executive officer.211 Willumstad worked on a long-term strategic plan, hired
an outside adviser to assess AIGFP’s RMBS exposure, sought forbearance from the creditrating agencies, looked for pieces of the firm to sell, and halted acquisitions.212 Willumstad
became particularly concerned about the possibility of a run on the securities-lending program:
I had some concern over liquidity in the event of a liquidity crisis, if you will. And that
was largely brought about, in my view anyway, more by securities lending than it was the
credit default swap book. . . . [T]he credit default swap book, the demands for collateral
were going to be based on the valuation of the securities. In the securities lending
business, all it would have required is for the counterparties just to demand their cash
back. It had nothing to do with securities valuation. So any of the counterparties who
could have concluded that, for any number of reasons—their own reason for liquidity
issues (the counterparty’s liquidity issues) or lack of confidence in AIG—counterparties
could have essentially just come in and demanded to have their cash returned to them,
and that would have been the equivalent of a run on the bank and that would have been,
obviously put AIG, into a serious liquidity problem. So it was unrelated to, specifically to
the valuation of the securities, but more to do with either the condition of the
counterparties or their perception of AIG.213
In addition to pursuing private-sector solutions to AIG’s problems, Willumstad looked
for government help. On July 29, 2008, he approached Timothy Geithner, then-president of the
Federal Reserve Bank of New York (FRBNY), to ask, “since the Fed had made the Fed window
available to—after Bear Stearns to Lehman and Goldman Sachs and Morgan Stanley, institutions
that they traditionally had not regulated, would it be possible, if need be, could the Fed make its
Fed window available in a time of crisis to AIG[?]”214 According to Willumstad, Geithner
responded negatively on the grounds that discount-window access could “exacerbate what I was
trying to avoid, which would have been the prospective run on the bank which is what the
securities-lending program effectively would have been if all of the lenders wanted their cash
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back.”215 At this point, Geithner likely had some familiarity with AIG since FRBNY staff had
been monitoring the company since at least October 2007.216
In August 2008, AIG announced a second-quarter loss of $5.36 billion, which brought the
net loss for the first six months of the year to $13.16 billion.217 These losses set AIG back further
in its efforts to shore up liquidity. Analysts issued negative reports, and the rating agencies
started considering downgrading the company.218 Goldman Sachs issued a report
“recommend[ing] investors stay on the sidelines with AIG, as the potential for a capital raise
and/or ratings downgrades becomes increasingly likely.”219 A credit-rating downgrade, among
other things, would have triggered additional collateral calls for AIGFP, would have decreased
AIG’s ability to issue commercial paper, and would have provided an additional reason for
securities-lending counterparties to terminate their transactions.220
AIG continued to pursue both government and private solutions. On September 9, 2008,
Willumstad met with Geithner to ask about becoming a primary dealer in order to gain discountwindow access, an option FRBNY staff had already been considering for AIG.221 Willumstad
also approached, and was rejected by, Warren Buffett.222 Buffet later explained that AIG “needed
more than we could supply by far. I didn’t know the extent of it, but I knew that.”223
During the weekend of September 13, 2008—the so-called “Lehman Weekend,” during
which regulators decided how to react to Lehman’s problems—the gravity of AIG’s problems
also deepened. On Friday, September 12, 2008, Standard & Poor’s put AIG and its subsidiaries
on CreditWatch with negative implications, which indicated that the rating agency would be
watching AIG closely and might lower its rating.224 At a meeting that same day, AIG informed
the FRBNY of its precarious liquidity position, described efforts to find a private-sector solution,
appealed for government help, and applied to be a primary dealer.225 This last avenue to liquidity
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would take too long, so the next day, AIG suggested assistance under section 13(3) of the
Federal Reserve Act, which allows the Federal Reserve to lend to a private company “[i]n
unusual and exigent circumstances.”226
AIG continued to work on other solutions. One of these was a plan crafted with the help
of New York and Pennsylvania insurance regulators, under which liquidity would be moved
from certain insurance subsidiaries to the holding company. Under that plan, $20 billion of liquid
assets (municipal bonds) would be transferred from several AIG property and casualty insurance
companies to the AIG holding company in exchange for illiquid assets, including the stock of
two life-insurance holding companies.227 AIG would use these securities as collateral to borrow
from the Federal Reserve, a plan that seems to have frustrated the Federal Reserve, which would
have preferred for AIG to use the securities to borrow in the private market.228 The life-insurance
companies would become subsidiaries of the property and casualty companies, which would
later sell the life-insurance companies.229 The Governor of New York tentatively approved this
plan on September 15, 2008.230 Had this plan gone forward, it could have imperiled the property
and casualty companies, which would have acquired the massive securities-lending losses of the
life-insurance companies. The state insurance plan had been part of a larger plan, which would
have included AIG’s raising capital from private sources. When it became clear that private
money was not forthcoming, the state insurance plan ceased to be discussed.231
AIG was simultaneously considering private financing options. Among others, privateequity investment firm J.C. Flowers, first on its own and then with the German insurance
company Allianz, looked at possible transactions with AIG.232 AIG secured agreements for $20
billion in bank loans. AIG also arranged for $10 billion from private-equity investors.233 AIG’s
liquidity needs, however, were growing so rapidly over the weekend that the funding sources
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AIG had identified would not provide the money without assurance in the form of a
government guarantee of liquidity from the Federal Reserve that AIG would not file for
bankruptcy.234
After Lehman Brothers filed its bankruptcy petition on the morning of Monday,
September 15, 2008, Geithner convened a meeting of regulators, AIG representatives, and
representatives of JPMorgan Chase, Goldman Sachs, and other firms.235 He told them there
would not be government money for AIG.236
Meanwhile, AIG’s situation grew worse. AIG was unable to borrow money and
“experienced returns under its securities lending programs which led to cash payments of $5.2
billion to securities lending counterparts on that day.”237 The dreaded credit-rating downgrades
came that afternoon, and AIG anticipated more than an additional $20 billion in collateral calls
as a result.238
By the morning of Tuesday, September 16, 2008, it was clear that there would not be a
private-sector loan.239 In the estimation of one of the participating investment banks, AIG did not
have enough assets to back a loan of the size it needed.240 The private banks that looked at AIG
in conjunction with the government concluded that “the value of the company in its entirety was
not necessarily sufficient to cover the liquidity need that the company had.”241 Another potential
liquidity source dried up when state insurance regulators cut off an existing intracompany
funding facility that had allowed the holding company to borrow from the insurance subsidiaries
and demanded repayment of existing loans.242 Presumably, regulators took this step to prevent
the insurance companies from lending money to a holding company that was in such bad shape
that it would not be able to repay the loan.
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B. The Bailout
The Federal Reserve, under the pressure of the developing financial crisis and despairing of a
private solution, stepped in at this point. On the evening of September 16, 2008, the FRBNY
received approval from the Federal Reserve Board to lend $85 billion to AIG through a
revolving credit facility under section 13(3) of the Federal Reserve Act.243 The loan was
collateralized by AIG’s assets, including the stock it held in its insurance subsidiaries and the
assets of its primary non-regulated subsidiaries.244 AIG was expected to repay the loan from the
proceeds of the sales of its assets.245 The government also received preferred securities
convertible into 79.9 percent of the company’s voting shares and the right to veto dividend
payments to other shareholders.246 Table 3 tracks the development of the terms and conditions of
government support to AIG, starting with the initial bailout in September 2008.

Table 3. The AIG Bailout
Date	
  

Sept.	
  2008	
  

Oct.	
  2008	
  

FRBNY	
  loans	
  
$85	
  billion	
  revolving	
  
credit	
  facility	
  (terms:	
  2-‐
year	
  term;	
  3-‐month	
  
LIBOR	
  +	
  8.5%	
  on	
  drawn	
  
funds	
  and	
  8.5%	
  on	
  
undrawn;	
  commitment	
  
fee:	
  2%	
  of	
  loan	
  
principal)	
  in	
  return	
  for	
  
preferred	
  stock	
  
convertible	
  to	
  79.9%	
  of	
  
AIG	
  common	
  stock.	
  
Securities	
  Lending	
  
Agreement:	
  FRBNY	
  
agrees	
  to	
  borrow	
  for	
  
one-‐day	
  terms	
  up	
  to	
  
$37.8	
  billion	
  in	
  
securities	
  from	
  AIG	
  so	
  
that	
  AIG	
  can	
  return	
  
cash	
  collateral	
  to	
  
counterparties.	
  

TARP	
  investment	
  

Special-‐purpose	
  vehicles	
  

	
  

	
  

	
  

	
  

39

Date	
  

Nov.	
  2008	
  

FRBNY	
  loans	
  

Revised	
  terms	
  of	
  credit	
  
facility:	
  $60	
  billion	
  
limit;	
  5-‐year	
  term;	
  
interest	
  rate	
  of	
  3-‐
month	
  LIBOR	
  (with	
  
floor	
  of	
  3.5%)	
  +	
  3%	
  on	
  
drawn	
  funds	
  and	
  0.75%	
  
on	
  undrawn.	
  Lowered	
  
government	
  ownership	
  
to	
  77.9%.	
  

TARP	
  investment	
  

Special-‐purpose	
  vehicles	
  

Treasury	
  bought	
  $40	
  billion	
  in	
  
cumulative	
  preferred	
  stock	
  
(10%	
  coupon);	
  warrants	
  for	
  2%	
  
common	
  stock.	
  Proceeds	
  pay	
  
down	
  FRBNY	
  credit	
  facility.	
  

Maiden	
  Lane	
  II	
  
Created	
  to	
  purchase	
  and	
  hold	
  RMBS	
  
from	
  securities-‐lending	
  portfolio;	
  
funded	
  with	
  $1	
  billion	
  subordinated	
  
from	
  AIG	
  and	
  $19.5	
  billion	
  senior	
  from	
  
FRBNY;	
  any	
  returns	
  on	
  RMBS	
  to	
  be	
  
shared;	
  purchased	
  $39.3	
  billion	
  face	
  
value	
  RMBS	
  from	
  insurance	
  
subsidiaries	
  
Maiden	
  Lane	
  III	
  
Created	
  to	
  purchase	
  and	
  hold	
  up	
  to	
  
$70	
  billion	
  in	
  multisector	
  CDOs	
  from	
  
counterparties	
  with	
  which	
  AIGFP	
  had	
  
CDS	
  contracts;	
  funded	
  with	
  up	
  to	
  $5	
  
billion	
  subordinated	
  from	
  AIG	
  and	
  
$24.3	
  billion	
  senior	
  from	
  FRBNY,	
  and	
  
the	
  $35	
  billion	
  in	
  cash	
  collateral	
  that	
  
AIG	
  had	
  already	
  paid	
  out	
  on	
  these	
  
contracts.	
  

Treasury	
  gave	
  up	
  cumulative	
  
preferred	
  stock	
  received	
  in	
  
November	
  and	
  received	
  $41.6	
  
Creation	
  of	
  two	
  new	
  SPVs,	
  AIA	
  Aurora	
  
Revised	
  terms	
  of	
  credit	
   billion	
  of	
  noncumulative	
  
LLC	
  and	
  ALICO	
  Holdings	
  LLC,	
  as	
  
facility:	
  3-‐month	
  LIBOR	
   preferred	
  stock.*	
  AIG	
  received	
   transition	
  to	
  sale	
  or	
  IPO	
  of	
  two	
  life-‐
March–
(no	
  floor)	
  +	
  3.5%	
  on	
  
right	
  to	
  additional	
  $29.8	
  billion	
   insurance	
  subsidiaries	
  held	
  by	
  the	
  
April	
  2009	
  
drawn	
  funds	
  and	
  0.75%	
   in	
  exchange	
  for	
  additional	
  
SPVs.	
  FRBNY	
  to	
  acquire	
  $26	
  billion	
  of	
  
on	
  undrawn.	
  
300,000	
  shares	
  cumulative	
  
preferred	
  equity	
  in	
  SPVs	
  as	
  payment	
  
preferred	
  stock	
  and	
  warrants	
  
for	
  portion	
  of	
  FRBNY’s	
  loan	
  to	
  AIG.	
  
to	
  purchase	
  up	
  to	
  3,000	
  shares	
  
of	
  common	
  stock.	
  
Treasury’s	
  preferred	
  stock	
  
converted	
  to	
  common	
  stock,	
  
resulting	
  in	
  92.1%	
  government	
  
Extinguishment	
  of	
  
ownership	
  of	
  AIG.	
  AIG	
  obtained	
   FRBNY’s	
  ownership	
  interests	
  in	
  SPVs	
  
Jan.	
  2011	
  
credit	
  facility.	
  
right	
  to	
  additional	
  $2	
  billion	
  in	
  
transferred	
  to	
  Treasury.	
  
exchange	
  for	
  additional	
  
cumulative	
  preferred	
  stock	
  and	
  
warrants.	
  
* This amount was $1.6 billion higher than the November amount to reflect $1.6 billion in missed dividends.
Sources: Board of Governors of the Federal Reserve System, Regulatory Reform: American International Group
(AIG), Maiden Lane II and III, http://www.federalreserve.gov/newsevents/reform_aig.htm (last visited Mar. 21,
2014); CONGRESSIONAL OVERSIGHT PANEL: JUNE OVERSIGHT REPORT: THE AIG RESCUE, ITS IMPACT ON MARKETS
AND THE GOVERNMENT’S EXIT STRATEGY 134–35, 138, 144 & 146 (2010), available at http://cybercemetery.unt
.edu/archive/cop/20110402010341/http://cop.senate.gov/documents/cop-061010-report.pdf; GOVERNMENT
ACCOUNTABILITY OFFICE, TROUBLED ASSET RELIEF PROGRAM: GOVERNMENT’S EXPOSURE TO AIG LESSENS AS
EQUITY INVESTMENTS ARE SOLD 8–13 (May 2012), available at http://www.gao.gov/assets/600/590677.pdf; GAO,
TROUBLED ASSET RELIEF PROGRAM: THE GOVERNMENT’S EXPOSURE TO AIG FOLLOWING THE COMPANY’S
RECAPITALIZATION, 14 (July 2011), available at http://www.gao.gov/new.items/d11716.pdf; SPECIAL INSPECTOR
GENERAL FOR TARP, FACTORS AFFECTING EFFORTS TO LIMIT PAYMENTS TO AIG COUNTERPARTIES 11 (Nov. 17,
2009), available at http://www.sigtarp.gov/Audit%20Reports/Factors_Affecting_Efforts_to_Limit_Payments_to
_AIG_Counterparties.pdf.
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As table 3 indicates, the government revisited the bailout’s terms multiple times as the
nature and depth of AIG’s problems became more evident.247 The need for revisions is not
surprising given the haste with which the government crafted the initial bailout. The big question
leading up to the rescue was whether to bail AIG out, not what the terms of the bailout should
be.248 As the special inspector general for the Troubled Asset Relief Program explained, “[T]he
decision to acquire a controlling interest in one of the world’s most troubled corporations was
done with almost no independent consideration of the terms of the transaction or the impact that
those terms might have on the future of AIG.”249 The FRBNY stated that it simply adopted the
terms of the private deal under consideration over the weekend, except that the loan was $85
billion instead of the $75 billion contemplated in the JPMorgan/Goldman deal.250
The FRBNY and AIG expected that there would be additional steps in the AIG rescue.251
The government’s rescue brought a temporary reprieve from immediate liquidity concerns, but
AIG’s core liquidity challenges remained. The securities-lending program was one of the main
trouble spots.252 Borrowers asked for $24 billion of their cash collateral from September 12
through 30, 2008.253 Nine of the twelve borrowing counterparties left the program completely.254
By the end of September, AIG had borrowed $11.5 billion from the FRBNY credit facility to
provide liquidity in the securities-lending program.255
On October 6, 2008, the Federal Reserve authorized a new program under section 13(3)
of the Federal Reserve Act in order to accomplish the following:
address[] the liquidity strains placed on AIG due to the ongoing withdrawal of
counterparties from securities borrowing transactions and permit[] AIG to use the
remaining amounts of the September Facility for other uses. The Secured Borrowing
Facility will reduce the pressure on AIG to liquidate immediately the portfolio of
residential mortgage-backed securities (RMBS) that were purchased with the proceeds of
the securities lending transactions.256
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Under this authority, the FRBNY essentially stepped into the shoes of the borrowers as they left
the securities-lending program.257 The FRBNY agreed to borrow up to $37.8 billion in
investment-grade fixed-income securities in exchange for cash collateral.258 The facility’s size
allowed for the possibility that all of AIG’s securities-lending counterparties might demand their
collateral back. Having the FRBNY stand in for AIG’s securities-lending counterparties,
however, did not address the falling values of the reinvested securities-lending collateral.259
In early November, AIG announced a loss of $24.47 billion for the third quarter of 2008.260
AIGFP accounted for more than $8 billion of the losses, and the securities-lending losses were
$11.7 billion.261 At the same time, the government eased the terms of the AIG assistance package
and tapped a new source of assistance: the Treasury’s newly approved Troubled Asset Relief
Program (TARP).262 The Treasury made a $40 billion capital injection in exchange for preferred
stock, and the cap on the FRBNY lending facility was dropped from $85 billion to $60 billion.263
Under the restructuring, two new entities—Maiden Lane II and Maiden Lane III—would
address AIG’s securities-lending and AIGFP trouble spots, respectively. Maiden Lane II, a limited
liability company with the FRBNY as its sole member, purchased RMBS with a par value of $39.3
billion from the U.S. life-insurance companies.264 Maiden Lane II was funded with a subordinated
contribution of $1 billion from AIG and $19.5 billion provided by the FRBNY in the form of a sixyear loan. AIG used money received from Maiden Lane II to repay the $19.9 billion in outstanding
obligations to securities-lending counterparties, including the FRBNY, and thus end the securitieslending program.265 In exchange for the payments, the counterparties returned the securities they
had borrowed from AIG.266 Through the Maiden Lane II structure, the government effectively
capped AIG’s responsibility for further losses on the RMBS at $1 billion. Any profits from Maiden
Lane II would be shared with the FRBNY, with AIG entitled to one-sixth.267
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The Maiden Lane III program stopped AIGFP’s collateral calls by purchasing many of
the collateralized debt obligations and terminating the associated CDS.268 The FRBNY put $24.5
billion into Maiden Lane III, and AIG contributed $5 billion. After loan payback, the FRBNY
and AIG would share any proceeds from these securities roughly in proportion to the financing
each provided. Maiden Lane III purchased at par value the CDOs on which AIG had written
CDS. The government’s decision to purchase through Maiden Lane III the CDOs at par value
rather than at a discount attracted a lot of negative attention from politicians, the press, and the
public, who viewed these purchases as windfalls to AIG’s CDS counterparties.269 The intense
criticism associated with this decision likely helped focus the public’s attention on AIGFP and
away from AIG’s securities-lending activities. As figure 10 and table 4 demonstrate, however,
securities-lending payouts also were substantial. The pie chart compares the funds that went to
counterparties of AIG with those that went to securities-lending counterparties. The table
identifies the corporate counterparties that received funds.

Figure 10. Payments to AIG Counterparties

AIGFP
54%

securities lending
46%

Source: AIG, AIG Discloses Counterparties to CDS, GIA and Securities Lending Transactions (Mar. 15, 2009),
available at http://www.aig.com/aigweb/internet/en/files/CounterpartyAttachments031809_tcm385-155645.pdf.
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Table 4. Counterparties That Received Government-Funded Payments from AIG,
September 16–December 31, 2008 (billions of dollars)
Maiden	
  Lane	
  III	
  
payments	
  to	
  AIGFP	
  
TOTAL	
  
CDS	
  counterparties	
  
AIG	
  International,	
  Inc.	
  
0.6	
  
	
  
	
  
0.6	
  
Banco	
  Santander	
  
	
  
0.3	
  
	
  
0.3	
  
Bank	
  of	
  America	
  
4.5	
  
0.2	
  
0.5	
  
5.2	
  
Bank	
  of	
  Montreal	
  
	
  
0.2	
  
0.9	
  
1.1	
  
Barclays	
  
7.0	
  
0.9	
  
0.6	
  
8.5	
  
BNP	
  Paribas	
  
4.9	
  
	
  
	
  
4.9	
  
Calyon	
  
	
  
1.1	
  
1.2	
  
2.3	
  
Citadel	
  
0.2	
  
	
  
	
  
0.2	
  
Citigroup	
  
2.3	
  
	
  
	
  
2.3	
  
Credit	
  Suisse	
  
0.4	
  
	
  
	
  
0.4	
  
Danske	
  
	
  
0.2	
  
	
  
0.2	
  
Deutsche	
  Bank	
  
6.4	
  
2.6	
  
2.8	
  
11.8	
  
Deutsche	
  Zentral-‐Genossenschaftsbank	
  
	
  
1.0	
  
1.0	
  
Dresdner	
  Bank	
  AG	
  
	
  
	
  
0.4	
  
0.4	
  
Dresdner	
  Kleinwort	
  
2.2	
  
	
  
	
  
2.2	
  
DZ	
  Bank	
  
	
  
0.7	
  
	
  
0.7	
  
Goldman	
  Sachs	
  
4.8	
  
2.5	
  
5.6	
  
12.9	
  
HSBC	
  Bank	
  
3.3	
  
0.2	
  
	
  
3.5	
  
ING	
  
1.5	
  
	
  
	
  
1.5	
  
JPMorgan	
  
	
  
0.4	
  
	
  
0.4	
  
KFW	
  
	
  
0.5	
  
	
  
0.5	
  
Landesbank	
  Baden-‐Wuerrtemberg	
  
	
  
0.1	
  
0.1	
  
Merrill	
  Lynch	
  
1.9	
  
1.8	
  
3.1	
  
6.8	
  
Morgan	
  Stanley	
  
1.0	
  
0.2	
  
	
  
1.2	
  
Other	
  
	
  
4.1	
  
	
  
4.1	
  
Paloma	
  Securities	
  
0.2	
  
	
  
	
  
0.2	
  
Rabobank	
  
	
  
0.5	
  
0.3	
  
0.8	
  
Reconstruction	
  Finance	
  Corp.	
  
0.2	
  
	
  
0.2	
  
Royal	
  Bank	
  of	
  Scotland	
  
	
  
0.2	
  
0.5	
  
0.7	
  
Société	
  Générale	
  
0.9	
  
4.1	
  
6.9	
  
11.9	
  
UBS	
  
1.7	
  
0.8	
  
2.5	
  
5.0	
  
Wachovia	
  
	
  
0.7	
  
0.8	
  
1.5	
  
TOTAL	
  
43.8	
  
22.4	
  
27.2	
  
93.4	
  
Source: AIG, AIG Discloses Counterparties to CDS, GIA and Securities Lending Transactions (Mar. 15, 2009),
available at http://www.aig.com/aigweb/internet/en/files/CounterpartyAttachments031809_tcm385-155645.pdf.
Counterparty	
  

Securities	
  lending	
  

AIGFP	
  collateral	
  
postings	
  

Note: The table excludes the $12.1 billion that AIGFP paid to municipalities to satisfy guaranteed investment
agreements (GIAs). Only the top twenty counterparties were listed by name. The summed numbers differ slightly
because of rounding. States, which received $9.5 billion in connection with GIAs, are not listed, but those payments
are included in figure 10.

Even after the restructuring, AIG continued to have problems, which were reflected in a
fourth-quarter loss of $61.7 billion, the biggest quarterly loss in corporate history.270 The
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quarter’s losses brought AIG’s cumulative net losses for 2008 to over $99 billion.271 AIGFP and
the insurance companies contributed $16.2 billion and $18.6 billion respectively to the fourthquarter losses.272 Given AIG’s ongoing difficulties, in March and April 2009 the government
again modified the assistance package to be more favorable for AIG.273

V. The Gravity of the Securities-Lending Problems
Among the beneficiaries of the government’s rescue efforts were a number of AIG’s lifeinsurance subsidiaries, which were under substantial liquidity and capital stress largely as a result
of the losses in the securities-lending programs. The timely inflow of government money makes
it more difficult to contest the claims of those who argue that AIG’s insurance companies were
uniformly sound. Those claims ought to be looked at more closely, not to condemn insurance
regulators, but to serve as a reminder that even regulated entities can run into trouble.

A. AIG’s Regulated Insurance Companies as a Source of Strength
State regulators have claimed that AIG’s insurance companies were financially healthy at the
time of the rescue and, in fact, were the assets against which the Federal Reserve could lend
money to AIG. For example, the then-President of the National Association of Insurance
Commissioners (NAIC) wrote in late September 2008 that “AIG’s 71 state-regulated insurance
companies are financially sound. They have the capital to honor the promises they’ve made to
policyholders, and, as the ‘crown jewels’ of the holding company, their assets are the basis for
the Federal Reserve’s extension of credit.”274 State regulators have argued, as Pennsylvania’s
insurance commissioner Joseph Ario did, that “the reason the federal government decided to
rescue AIG was not because of the insurance companies, which were stable and well
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capitalized,” but “because of the systemic risk created by Financial Products.”275 Dinallo
expressed it this way:
It is important to understand that securities lending did not cause the crisis at AIG. AIG
Financial Products did. If there had been no Financial Products unit and only the
securities lending program as it was, we would not be here today. There would have been
no federal rescue of AIG. Financial Products’ trillions of dollars of transactions created
systemic risk. Securities lending did not.276
State insurance regulators are not alone in making these claims. The Federal Reserve, in
explaining why it used its authority under Federal Reserve Act section 13(3) to rescue AIG after
not using it to rescue Lehman, also has pointed to the soundness of AIG’s insurance subsidiaries.
One criterion governing the use of section 13(3) authority is that the loan be secured to the
Federal Reserve’s satisfaction. Lehman, the Federal Reserve argues, did not have enough
collateral to back a loan.277 Bernanke explains why AIG was different:
These facts distinguish Lehman in a number of critical ways from the [sic] AIG. In
contrast to Lehman, the core operations of AIG were viable and profitable insurance
companies. AIG’s financial difficulties stemmed primarily from the loss of liquidity to
fund collateral calls on its unhedged derivatives positions in one part of the company—its
Financial Products Division. AIG’s problems appeared at the time to be more classical
liquidity needs that were quantifiable in amounts and could be covered with borrowings
secured by valuable available collateral: the shares of stock of profitable insurance
companies and other businesses.278
Again, in another context, Bernanke emphasized the importance of the insurance companies in
justifying the Federal Reserve’s decision to lend to AIG:
Now, fortunately, from the perspective of lender of last resort theory, AIG was taking a
lot of losses in its financial products division. But underlying that, those losses was the
world’s largest insurance company. So, it had lots and lots of perfectly good assets. And
as a result, it had collateral which it could offer to the Fed to allow us to make a loan to
provide the liquidity needed to stay afloat.279
Likewise, AIG, in an effort to preserve its reputation and thus the desirability of its
insurance products, has a clear incentive to keep the focus on AIGFP and distance the insurance
subsidiaries from any problems. The explanation of the crisis on AIG’s website mentions

46

securities lending without reference to the insurance subsidiaries and emphasizes that AIGFP’s
losses did not touch the insurance subsidiaries.280

B. AIG’s Regulated Insurance Companies as a Source of Weakness
A chief aim of insurance regulation is ensuring that policyholders’ claims get paid in a timely
manner. Accordingly, “insurers are required to maintain reserves and capital and surplus at all
times and in such forms so as to provide an adequate margin of safety.”281 State insurance
regulators monitor the adequacy of insurance companies’ solvency.282 To help insurance
regulators fulfill this objective, the NAIC has developed a risk-based capital system “to provide a
capital adequacy standard that is related to risk, raises a safety net for insurers, is uniform among
the states, and provides regulatory authority for timely action.”283 Most state insurance regulators
have adopted the NAIC’s risk-based capital model to assist them in identifying inadequately
capitalized insurance companies.284
The risk-based capital approach “is designed to measure the adequacy of an insurer’s
statutory surplus in relation to the risks inherent in its business.”285 An insurance company’s
total adjusted capital (TAC) is measured annually against the Authorized Control Level RiskBased Capital (ACL), which is determined according to a formula that accounts for the
company’s unique characteristics.286 The goal is to maintain TAC of 200% or more of the
ACL.287 If TAC falls below 70%, which can occur before technical insolvency, a regulator
must take control of the company.288 In between the no-action and seizure levels, there are
three intermediary levels. If TAC is 150–200% of the ACL, the company must submit a
corrective plan.289 If the range is between 100% and 150%, the regulator must, as necessary,
perform examinations and analyses and issue corrective orders.290 Between 70% and 100%, the
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insurance regulator is authorized to take control of the insurer.291 Insurance regulators have
broad discretion to act when there are problems.292 Insurance companies cannot file for
bankruptcy, but state regulators can seize them and wind them down. Ex-post assessments on
other insurance companies absorb the costs of the insolvency.
Figure 11 shows that, in both 2007 and 2008, AIG’s life-insurance companies’ levels of
adjusted capital exceeded 600% of the control level risk-based capital level. However, had it not
been for the capital contributions that came primarily from the federal government to support the
securities-lending program, adjusted capital levels would have fallen well below the critical
200% level.

Figure 11. AIG’s Largest Domestic Life-Insurance/Retirement-Services Companies’
Regulatory Capital and Related Events
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Source: GAO, Troubled Asset Relief Program: Status of Government Assistance Provided to AIG, at 77 (Sept.
2009), available at http://www.gao.gov/assets/300/295521.pdf.
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Under the risk-based capital approach, claims about insurance companies’ solvency are
assessed at the individual insurance company level. With regard to AIG, solvency claims are
often aggregated across all AIG’s insurance companies.293 Professor Harrington points out that
one difficulty of looking at the company in the aggregate is that doing so leaves open “the
question of how fungible the capital held by different AIG subsidiaries would be, so that heavily
capitalized subsidiaries, their resources could somehow make up for any shortfall in a few of the
entities that may have been underfunded.”294 The property and casualty insurance-company
regulators looked at the possibility of transferring assets to the holding company, but ultimately
discontinued even the existing lending facility.295 Accordingly, table 5 considers statutory capital
on a company-by-company basis. Even assuming the insurance companies were well above the
desired TAC ratio of 200% of the ACL at the beginning of 2008, losses were large enough that
most of these companies were at risk of dropping below the ACL—the point at which the
insurance regulator can take control—during 2008 had they not received capital contributions.
Figure 12, based on actuary David Merkel’s painstaking work, compares losses in
securities lending to the year-end surplus of AIG’s largest insurance subsidiaries. The losses
exceeded the 2007 surplus for some of these companies.
At the end of 2008, AIG’s life-insurance companies had adequate TAC under this
framework.296 No corrective action by the company or intervention by the state regulators was
necessary, but likely only because of the FRBNY’s intrayear contributions.297 State regulators’
solvency conclusions seem to depend on the continuing capital infusions from the AIG holding
company, a questionable assumption given the strains in the market and on AIG at the time.298
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Table 5. AIG Insurance Subsidiaries’ Securities-Lending Losses and Statutory Capital
(millions of dollars)

Insurance	
  subsidiary	
  

AIG	
  SunAmerica	
  Life	
  
Assurance	
  Co.	
  
SunAmerica	
  Life	
  
Insurance	
  Co.	
  
AIG	
  Life	
  Insurance	
  
Co.	
  
American	
  Life	
  
Insurance	
  Co.	
  
(ALICO)	
  
American	
  
International	
  Life	
  
Insurance	
  Co.	
  of	
  NY	
  
First	
  SunAmerica	
  
Life	
  Insurance	
  Co.	
  
The	
  United	
  States	
  
Life	
  Insurance	
  Co.	
  in	
  
the	
  City	
  of	
  NY	
  
American	
  General	
  
Life	
  and	
  Accident	
  
Insurance	
  Co.	
  
AIG	
  Annuity	
  
Insurance	
  Co.	
  
American	
  General	
  
Life	
  Insurance	
  Co.	
  
The	
  Variable	
  
Annuity	
  Life	
  
Insurance	
  Co.	
  
(VALIC)	
  
Companies	
  that	
  
exited	
  before	
  
9/30/2008*	
  
AIG	
  	
  
TOTAL	
  

Primary	
  
state	
  
regulator	
  

Statutory	
  
total	
  
adjusted	
  
capital,	
  
12/31/2007	
  

Arizona	
  

$1,222	
  

($425)	
  

$6	
  

$280	
  

$1,317	
  

Arizona	
  

$5,976	
  

($2,281)	
  

$925	
  

$1,725	
  

$4,805	
  

Delaware	
  

$538	
  

($870)	
  

$235	
  

$679	
  

$465	
  

Delaware	
  

$5,307	
  

($470)	
  

$15	
  

$967	
  

$4,332	
  

New	
  York	
  

$662	
  

($771)	
  

$151	
  

$801	
  

$458	
  

New	
  York	
  

$509	
  

($654)	
  

$568	
  

$644	
  

$550	
  

New	
  York	
  

$511	
  

($395)	
  

$3	
  

$456	
  

$305	
  

Tennessee	
  

$620	
  

($977)	
  

$28	
  

$765	
  

$594	
  

Texas	
  

$4,878	
  

($7,109)	
  

$1,596	
  

$6,047	
  

$3,242	
  

Texas	
  

$3,223	
  

($3,790)	
  

$905	
  

$3,084	
  

$2,844	
  

Texas	
  

$3,632	
  

($3,563)	
  

$955	
  

$3,620	
  

$2,940	
  

Various	
  

$13,037	
  

($101)	
  

$2	
  

$915	
  

$11,217	
  

($100)	
  

$1	
  

$9	
  

$(21,505)	
  

$5,390	
  

$19,994	
  

N/A	
  
	
  

N/A	
  
$40,114	
  

Securities-‐
lending	
  
losses,	
  
2008	
  

Capital	
  
contributions,	
  
2008	
  
(pre-‐bailout)	
  

Capital	
  
contributions,	
  
2008	
  
(post-‐	
  bailout)	
  

Statutory	
  
total	
  
adjusted	
  
capital,	
  
12/31/2008	
  

N/A	
  
$33,130	
  

* These companies include American Home Assurance Co., Lexington Insurance Co., New Hampshire Insurance
Co., American General Insurance Co., Delaware American Life Insurance Co., and Merit Life Insurance Co.
Source: American International Group: Examining What Went Wrong, Government Intervention, and Implications
for Future Regulation: Hearing Before the Senate Comm. on Banking, Housing, and Urban Affairs, 111th Cong., 1st
Sess. 43 (2009).
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Figure 12. Realized Securities-Lending Losses vs. Year-End Surplus of AIG’s Largest
Insurance Subsidiaries, 2007

subsidiary

Source: DAVID MERKEL, TO WHAT DEGREE WERE AIG’S OPERATING INSURANCE SUBSIDIARIES SOUND? 4 (2009),
available at http://alephblog.com/wp-content/uploads/2009/04/To%20What%20Degree%20Were%20AIG%E2%80
%99s%20Operating%20Subsidiaries%20Sound.pdf.

Others that have taken a detailed look at the effect of the securities-lending program have
not been as confident about how the life-insurance subsidiaries would have fared. David Merkel,
a life-insurance actuary and former AIG employee, conducted an extensive analysis of reams of
AIG’s statutory data and concluded, “If AIG did not have AIGFP, and no bailout from the US
Government, the company as a whole would have come under severe stress, and some of the life
and mortgage subsidiaries would have gone into insolvency, but the company as a whole would
probably have survived.”299 The Treasury and the FRBNY acknowledged to the Congressional
Oversight Panel that capital may not have been adequate to cover insurance policyholders’
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claims.300 The Congressional Oversight Panel concluded, “The need for capital infusions
suggests that securities lending obligations could have resulted in liquidity or solvency concerns
for some of AIG’s insurance subsidiaries.”301
Table 6 shows the statutory net income and statutory surplus of AIG’s life-insurance and
retirement-services subsidiaries in 2006, 2007, and 2008. The magnitude of the 2008 loss is
noteworthy.302 A note to the financial statements indicates that due to an accounting change
made on October 1, 2008, the 2008 surplus was approximately $7 billion more than it would
have been under the old practice.303

Table 6. Year-End Statutory Surplus and Statutory Net Income
at AIG’s Life-Insurance and Retirement-Services Subsidiaries
(millions of dollars)
Year	
  

Statutory	
  surplus	
  

Statutory	
  net	
  income	
  (loss)	
  

2006	
  
$35,058	
  
$5,088	
  
2007	
  
$33,212	
  
$4,465	
  
2008	
  
$24,511	
  
($23,558)	
  
Sources: AIG, Annual Report on Form 10-K For the Fiscal Year Ended December
31, 2006, at 130 (2007); AIG, Annual Report on Form 10-K For the Fiscal Year
Ended December 31, 2007, at 182 (2008) AIG, Annual Report on Form 10-K For
the Fiscal Year Ended December 31, 2008, at 297 (2009).

AIG acknowledged that “[t]he recognition of other-than-temporary impairment charges
for the securities lending collateral investments placed significant stress on the statutory surplus
of the participating insurance companies.”304 The company also recognized the importance of the
government money in relieving the stress:
Certain subsidiaries also have been dependent on the NY Fed and the United States
Department of the Treasury to meet collateral posting requirements, [to] make debt
repayments as amounts came due, and to meet capital or liquidity requirements at the
insurance companies (primarily in the Life Insurance & Retirement Services segment)
and other financial services operations.305
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A New York Insurance Department examination report recognized that “participants in the
securities-lending program recorded significant capital losses.”306 A broader analysis—reflected
in table 7—showed that the New York life-insurance companies were deeply affected: the three
life-insurance companies had combined TAC of $1.7 billion at the end of 2007 and securitieslending losses in 2008 of $1.8 billion.307

Table 7. Adjusted Capital and Surplus for AIG Life-Insurance Companies Participating in
Securities Lending (billions of dollars)

Percentage	
  
of	
  pool	
  

State	
  

Total	
  
adjusted	
  
capital,	
  
12-‐31-‐2007	
  
(includes	
  
asset	
  
valuation	
  
reserve)	
  

Securities-‐
lending	
  
losses,	
  
2008	
  

Gross	
  cap	
  
(C&S	
  
losses)	
  

Parent	
  
capital	
  
infusions	
  
pre-‐FRBNY	
  

Net	
  surplus	
  
(gap)	
  
before	
  
FRBNY	
  

12-‐31-‐2008	
  
after	
  FRBNY	
  
capital	
  
infusions	
  

3	
  New	
  York	
  
8.4%	
  
$1.682	
  
($1.82)	
  
($0.138)	
  
$0.722	
  
$0.584	
  
$1.901	
  
companies	
  
All	
  AIG	
  
100%	
  
$27.078	
  
($21.305)	
  
$5.773	
  
$5.387	
  
$11.16	
  
$19.069	
  
Source: American International Group: Examining What Went Wrong, Government Intervention, and Implications
for Future Regulation: Hearing Before the Senate Comm. on Banking, Housing, and Urban Affairs, 111th Cong., 1st
Sess. 67 (2009) (statement of Eric Dinallo).

As the chart shows, capital infusions from the AIG holding company and the FRBNY
were critical. A more-than-$700 million capital infusion from AIG brought the company to a
more-than-$500 million net surplus, and the FRBNY provided another capital infusion of $1.9
billion.308
Through February 2009, AIG injected $22.7 billion into the Domestic Life Insurance and
Retirement Services subsidiaries and $4.0 billion into the foreign life-insurance companies.309
Almost all this money came from the government. When compared to the Life Insurance and
Retirement Services’ statutory surplus—$24.5 billion at the end of 2008, down from $33.2
billion at the end of 2007—government funds were meaningful contributors to the insurance
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companies’ ability to meet their statutory capital requirements. Perhaps no less important than
the money was the government’s imprimatur in the form of its pledge to stand behind AIG.

VI. Relearning Regulatory Lessons from AIG
Putting securities lending back into the historical record of AIG’s downfall is important because
that record has served and will continue to serve as a basis for decisions about how the financial
system should be regulated. If the history is wrong, the lessons we draw from it will also be
wrong. Dinallo may be correct in arguing that “as with kindergarten, everything you ever want to
know about the financial crisis you can learn from AIG, across the board.”310 Unfortunately, we
have learned the wrong lessons.
The misuse of AIG’s crisis as an example in the regulatory debate has already happened.
For example, the following recounting of AIG’s crisis has become an oft-repeated mantra in
discussions about derivatives regulation: “The story of AIG is well known. Its subsidiary, AIG
Financial Products, operating out of London, brought down the company and nearly toppled the
U.S. economy.”311 The new derivatives regulatory regime, with its clearinghouses and trading
platforms, is posited as a solution to what happened at AIG.312 Even if AIG’s CDS were the only
cause of AIG’s downfall, Dodd-Frank’s new derivatives-clearing and exchange-trading regime
would not have been an effective solution. The CDS that AIG was writing on super-senior
tranches of multisector CDOs were very different from the standardized derivatives that are
appropriate for central clearing, let alone exchange trading, which requires an even higher level
of standardization than central clearing.
The incomplete history has also been used as an argument for the need to plug the holes
in the financial regulatory framework. This is a lesson that Bernanke highlighted:
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I think if there is a single episode in this entire 18 months that has made me more angry, I
cannot think of one [other] than AIG. AIG exploited a huge gap in the regulatory system.
There was no oversight of the Financial Products Division. This was a hedge fund,
basically, that was attached [to] a large and stable insurance company, made huge
numbers of irresponsible debts, took huge losses. There was no regulatory oversight
because there was a gap in the system.313
The securities-lending side of the story shows that the irresponsibility and losses were not limited
to AIGFP, but were also occurring in the regulated insurance companies. Moreover, the OTS had
authority over AIGFP and had indeed used that authority to look into AIGFP’s activities, albeit
not as rigorously as hindsight would demand.
AIG’s problems also have been used as a basis for the new systemic risk regulatory
framework under Dodd-Frank. The now-defunct OTS called for a systemic risk regulator based
on lessons that it had learned from AIG.314 The Federal Reserve, AIG’s new systemic overseer,
may believe that it will do a better job, but the problems that prevented the OTS from doing a
better job overseeing AIG—shifting personnel and organizational changes within the OTS—
could as easily plague the Federal Reserve. Similarly, the insurance regulators’ failure with
respect to AIG—not timely recognizing the aggressive nature of AIG’s securities-lending
program—could as easily occur at the Federal Reserve, which also overlooked increasing risks
during the last crisis.
AIG’s failings have been used to argue against a federal optional charter for insurance
companies. If, as some contend, insurance regulators outperformed other regulators during the
crisis, the state-based system should be retained.315 Adding the securities-lending piece to the
story might instead lead to calls for an optional federal charter, and perhaps a federal charter
would offer benefits, such as better coordination and lower costs for consumers. But a federal
insurance charter undoubtedly would be accompanied by calls for explicit federal insurance
guarantees.316
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Ultimately, however, AIG’s lessons are not about derivatives, securities lending, or
adjusting regulatory structures so that they finally produce an omniscient, prescient, infallible set of
regulators. AIG’s lessons are much more basic. Adding the securities-lending angle paints a much
different picture of AIG’s difficulties during the financial crisis. AIG was not a well-functioning
company with one unregulated rogue subsidiary. AIG’s problems ran deeper. The company had
many good parts, including many of the insurance subsidiaries, but the liquidity and riskmanagement issues that ran through it suggested that AIG was due for some market discipline.
Just as the market was preparing to mete it out, the government stepped in and rescued
AIG. The government’s assistance allowed AIG to hide from its own bad decisions. AIG was
allowed to survive as a smaller, albeit still very large, corporation. Compounding the moral
hazard created by AIG’s bailout is the systemic regulation that has emerged in response to it.
The systemic regulatory regime that Dodd-Frank embraces further dissuades companies
from making sound business decisions. Instead, it relies on regulators to pull strings all across
the financial system. Regulators will not be guided by what is best for a particular firm, but by
what is purportedly best for the system. Regulated companies will be forced to follow suit and
consider the effects that their actions will have on the financial system, instead of the effects that
their actions will have on their own viability and profitability. The vague guideposts offered by
systemic regulation and the regulators seeking to implement it will only further dissuade
companies from learning the lesson they ought to have learned from AIG’s crisis: if a company
is bad at managing its own risk, the markets will make that company pay and perhaps disappear
in whole or in part.
Not rescuing AIG would have been very difficult for regulators in the midst of the
financial crisis, yet there were many factors militating against rescue. The FRBNY conducted a
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quantitative analysis of AIG’s systemic risk before Lehman’s failure and determined that AIG
was not systemically important.317 Lehman’s failure may have changed the quantitative
analysis and certainly affected the qualitative analysis, but because AIG required multiple
bailouts, systemic importance was not a one-time consideration. The government was legally
obligated to ask itself each time whether AIG needed the additional aid. Bankruptcy was not
off the table after the original rescue.318 Once the FRBNY made the initial loan, one of the
factors that drove it to continue aiding AIG was how not doing so would reflect on its
credibility.319 Sjostrom surmised that the bailout may have been a result of both an
exaggeration by AIG of its own systemic importance and the government’s inability to assess
the propriety of a bailout given its distraction with other firms’ issues, its lack of time to
analyze AIG, and its lack of information about AIG.320
An AIG bankruptcy undoubtedly would have been very painful, but every large
bankruptcy is. AIG’s many good assets would have found buyers. Displaced customers would
have found new insurance providers. Many securities-lending and derivatives counterparties
would have been protected, because they were at least partially collateralized. There would have
been many challenges in connection with individual insurance subsidiaries as insurance
regulators decided how to react. The insurance regulators might have seized the insurance
subsidiaries for which they were responsible.321 Some state guaranty funds likely would have had
to absorb large losses.322 If AIG had filed for bankruptcy, it is also possible that the capital
contributions it made to the insurance companies to make up for securities-lending losses would
have been treated as preferential transfers.323 Bankruptcy would not have been easy or cheap, but
the bailout and its legacy also have been costly and difficult. Efforts to ensure the bankruptcy
regime’s viability for large financial companies could help to reverse that legacy.
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VII. Conclusion
The Financial Stability Oversight Council has designated AIG as “systemic” under Dodd-Frank
and handed it over to the Federal Reserve for special regulation.324 AIG has repaid its loan, and
the Department of Treasury deems it to have been a profitable investment for taxpayers.325 What
is left out of the calculus is the more pernicious cost: the cost of AIG’s bailout on the ability of
markets to discipline errant firms. This cost comes not only directly from the bailout itself, but
indirectly from the regulatory structure that has grown out of AIG.
Leaving one major part of AIG’s crisis out of the history books has influenced the
regulatory dialogue. We have forgotten that AIG’s problems were not isolated to an unregulated
corner of the company engaged in derivatives, but were rampant in AIG’s heavily regulated lifeinsurance subsidiaries. Adding securities lending back into the story should cause us to rethink
solutions that rely on regulators instead of markets to discipline companies that make poor choices.
The lesson we can learn from AIG is not fundamentally about securities lending or
derivatives. It is about getting companies to think about their risks, wherever they may lie. The
fact that the securities-lending issues arose in regulated life-insurance companies should remind
us that merely making sure that every entity has a regulator will not fix the financial markets.
The markets themselves are the regulators, if the government allows them to be. A company like
AIG, with pervasive problems—as the addition of the securities-lending piece shows—was a
perfect candidate for such discipline. The new systemic approach makes the purported good of
the whole financial system the regulatory objective. It thus impairs the ability of companies
(which need to please their regulators) to think strategically about their own risks, something
AIG failed to do. AIG’s crisis was much more complicated than many contend, but the
regulatory response should be less complicated than the one created by Dodd-Frank.
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1

Professor Scott Harrington, for example, explained in an insightful article that assessed the role of insurance
companies in the crisis and the implications for reform, that “[a]lthough AIG’s problems with its CDS portfolio
often are regarded as the sine qua non of its liquidity crisis and federal intervention, it was also threatened by
billions of dollars of collateral calls under its securities lending program associated with its domestic life insurance
subsidiaries.” Scott E. Harrington, The Financial Crisis, Systemic Risk, and Insurance Regulation, 76 J. RISK &
INSUR. 785, 792 (2009). See also RODDY BOYD, FATAL RISK: A CAUTIONARY TALE OF AIG’S CORPORATE SUICIDE
(2011) [hereinafter BOYD] (an entertaining history of AIG’s downfall, which includes a discussion of securities
lending); William K. Sjostrom, Jr., The AIG Bailout, 66 WASH. & LEE L. REV. 943 (2009) [hereinafter Sjostrom],
available at http://law.wlu.edu/deptimages/Law%20Review/66-3Sjostrom.pdf (discussing the securities-lending
aspect of the downfall, but focusing largely on the derivatives aspects of AIG); IRVIN CHAN, THE ROLE OF
REPURCHASE AGREEMENTS AND SECURITIES LENDING IN DISTRESSED FINANCIAL INSTITUTIONS (Honors Thesis for
New York University’s Leonard N. Stern School of Business, 2010) [hereinafter CHAN], available at http://w4.stern
.nyu.edu/uc/honorsprogram/2010/Thesis_2010_Irvin%20Chan.pdf (looking at the role of liquidity pressures
associated with AIG’s securities lending program in AIG’s downfall); DAVID J. MERKEL, TO WHAT DEGREE WERE
AIG’S OPERATING INSURANCE SUBSIDIARIES SOUND? (2009), available at http://alephblog.com/wp-content/uploads
/2009/04/To%20What%20Degree%20Were%20AIG%E2%80%99s%20Operating%20Subsidiaries%20Sound.pdf
(a detailed, expert analysis by a former AIG actuary, which, by focusing on the health of the insurance subsidiaries,
“is meant to be complementary to” the “many attempts to explain the problems at AIG, with most of the attention
paid to AIG Financial Products”). Serena Ng & Liam Plevin, An AIG Unit’s Quest to Juice Profit, WALL ST. J., Feb.
5, 2009, available at http://online.wsj.com/article/SB123380106666350625.html (“Accounts of AIG’s near collapse
have largely focused on soured trades entered into by the company’s Financial Products division. But a close look at
the 2,000-employee AIG Investments unit shows how this part of the conglomerate made gambles that helped
cripple the firm.”); BOB EISENBEIS, AIG: AN INTERESTING HEARING—PART ONE OF THREE (Mar. 18, 2009),
available at http://www.cumber.com/commentary.aspx?file=031809.asp&n=l_mc (emphasizing that AIG’s
problems included credit default swaps, securities lending, and exposure to real estate in the company’s investment
portfolio). See also Mary Williams Walsh, Fresh Details on the Fed Rescue of A.I.G.’s Insurance Units, N.Y.
TIMES, Dec. 1, 2010, available at http://www.nytimes.com/2010/12/02/business/02aig.html?_r=1 (describing why,
in addition to AIGFP, AIG’s insurance subsidiaries needed assistance from the Federal Reserve); René Stulz, Credit
Default Swaps and the Credit Crisis, 24 J. ECON. PERSPECTIVES 73, 83 (2010) (while not mentioning securities
lending specifically, explaining that “even in the case of AIG, credit default swaps were not the only or even the
primary reason for its problems—nor were its credit default swaps the only or the primary reason for its problems—
nor were its credit default swaps the only or even the primary reason why the firm was bailed out. AIG didn’t just
write protection on subprime securitizations, it also borrowed heavily to purchase these securities on its own. In fact,
AIG made even larger losses on its portfolio of mortgage securities on its own.”).
2
The standard explanation of AIG’s downfall has been repeated by the full range of observers, from regulators and
market participants to politicians and the mainstream media. See, e.g., Carl Levin, Senator, Floor Statement in
Opposition to S.A. 814 (Nov. 1, 2011), available at http://www.levin.senate.gov/newsroom/speeches/speech/senate
-floor-statement-in-opposition-to-sa-814/?section=alltypes (“So let me remind us all about AIG. A small unit, based
in London and buried within the bowels of AIG, nearly brought about the collapse of the firm, and with it, the world
economy. They sold a type of derivative called a credit default swap. Lots of them. While they got paid for taking on
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AIG August 2007 Presentation, supra note 65, at 29 (“At inception, the attributes of the underlying collateral assets,
which may include varying quality by external rating, are analyzed and modeled to determine appropriate risk
attachment points so that all transactions have AAA tranches of protection below AIGFP’s attachment point.”) See also
Sjostrom, supra note 1, at 952–59 (providing a very thorough explanation of the mechanics of AIGFP’s CDS).
70
See, e.g., AIG, Conference Call Credit Presentation 33 (May 9, 2008) [hereinafter AIG May 2008 Presentation],
available at http://media.corporate-ir.net/media_files/irol/76/76115/ConferenceCallCreditPresentation_05_09_08.pdf.
71
See, e.g., FCIC Hearing Day 1, supra note 5, at 145 (statement of Robert Lewis, Chief Risk Officer, AIG) (“FP’s
approach to the management of its risk was to structure the credit default swaps so that they would only be triggered
if the underlying losses were severe enough to rise to the highest levels in the tower, a risk that FP determined to be
exceedingly unlikely even under severe economic scenarios.”); id. at 172 (statement of Joseph Cassano, former
Chief Executive Officer, AIGFP) (“I’ve heard this phrase that it’s a one-sided bet, but when you think about the
protections that we built into the contracts through the subordination levels, through the structural supports that we
built into the contracts, and then through the very, very strict underwriting standards we performed, this was
extremely remote risk business.”).
72
See AIG May 2008 Presentation, supra note 70, at 31 (“AIGFP wrote credit derivative protection as a principal
and has the ability and intent to hold its positions until contract maturity or call by the counterparty.”).
73
See AIG 2008 10-K, supra note 22, at 141 (“For CDS transactions requiring physical settlement, AIGFP is
generally required to pay unpaid principal and accrued interest for the relevant reference obligation in return for
physical delivery of such reference obligation by the CDS buyer upon the occurrence of a credit event.”) In this
regard, the physically settled CDS on the super-senior tranches of the multisector CDOs differed from most of
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AIGFP’s other CDS, which were cash-settled, and thus an event of default would have triggered cash payments to
cover actual losses rather than an obligation to purchase the underlying securities. See AIG 2007 10-K, supra note
12, at 100 (“The credit default swaps written by AIGFP on super senior tranches of multi-sector CDOs require, in
most cases, physical settlement following an event constituting a failure to pay in respect of the underlying super
senior CDO securities. The majority of the other credit default swaps are cash settled, whereby AIGFP would be
required upon an event constituting a failure to pay in respect of the underlying super senior CDO securities to make
cash payments to the counterparty equal to any actual losses that attach to the super senior risk layer, rather than to
purchase the reference obligation.”) and 122 (“Under a physical settlement arrangement, AIGFP would be required
to purchase the referenced super senior security at par in the event of a non-payment on that security.”).
74
AIG 2007 10-K, supra note 12, at 122 (“In the case of most of the multi-sector CDO transactions, the amount of
collateral required is determined based on the change in value of the underlying cash security that represents the
super senior risk layer subject to credit protection, and not the change in value of the super senior credit
derivative.”).
75
Sjostrom, supra note 1, at 960.
76
AIG August 2007 Presentation, supra note 65, at 26 (explaining that, with respect to the majority of multisector
CDO and corporate arbitrage credit derivatives, “[t]he amount required for [collateral] posting is affected by AIG
Inc.’s credit rating and that of the reference obligation”).
77
See FCIC Hearing Day 1, supra note 5, at 182 (statement of Joseph Cassano) (AIGFP “managed some
approximately $50 billion in liquid securities. We could liquidate those securities and then use those to . . . pledge as
collateral.”).
78
AIG 2008 10-K, supra note 22, at 51 (“AIGFP had historically funded its operations through the issuance of notes
and bonds, GIA borrowings and other structured financing transactions. AIGFP also obtained funding through
repurchase agreements. In the last half of 2008, AIGFP’s access to its traditional sources of liquidity were [sic]
significantly reduced and it relied on AIG Parent to meet most of its liquidity needs.”).
79
The Financial Crisis Inquiry Commission staff found that, before the collateral calls started coming in, the link
between collateral requirements and the value of the underlying bonds was not widely known among AIG senior
management. See Financial Crisis Inquiry Commission Staff, Documents for the Record, AIG Risk Management
1 (undated) [hereinafter AIG Risk Management Memo], available at http://fcic-static.law.stanford.edu/cdn_media
/fcic-testimony/2010-0630-AIG-Risk-Management.pdf (“Many current and former AIG executives . . . stated
they did not know the contracts required collateral posting based on declines in the market value of the
underlying bonds.”).
80
FCIC REPORT, supra note 6, at 269. The FCIC Report includes an illuminating narrative of AIGFP’s collateral
disputes. See id. at 265–74.
81
Id. at 269.
82
For a discussion of AIG’s collateral disputes with Goldman, see, e.g., The Role of Derivatives in the Financial
Crisis: Hearing Before the Financial Crisis Inquiry Comm’n 13–17 (July 1, 2010) [hereinafter FCIC Hearing Day
2] (statement of David Lehman, Managing Director, Goldman Sachs Group, Inc.), available at http://fcic-static.law
.stanford.edu/cdn_media/fcic-testimony/2010-0701-Transcript.pdf.
83
See id. at 22–29 (questioning by FCIC Commissioner Phil Angelides of Andrew Forster, former Executive Vice
President, AIG) (discussing difficulties of pricing the securities in order to push back against collateral calls).
84
See, e.g., FCIC REPORT, supra note 6, at 270 (reporting that, by the end of November, AIGFP had posted $2
billion in collateral to Goldman).
85
See, e.g., id. at 268 (reporting that, to satisfy Goldman’s initial collateral call, AIGFP posted $450 million in
collateral on August 10, 2007).
86
See, e.g., id. (reporting that, by the middle of September, UBS and Société Générale made collateral calls of $67
billion and $40 billion respectively).
87
AIG, Conference Call Credit Presentation 26 (Aug. 7, 2008) [hereinafter AIG August 2008 Presentation],
available at http://media.corporate-ir.net/media_files/irol/76/76115/FinalConf_revised_08-13-08.pdf.
88
FCIC REPORT, supra note 6, at 344.
89
Press Release, AIG, AIG Reports Third Quarter 2007 Results 1 (Nov. 7, 2007) available at http://media.corporate
-ir.net/media_files/irol/76/76115/releases/110707a.pdf.
90
See AIG, Conference Call Credit Presentation Supplemental Materials 30 (Feb. 29, 2008), available at
http://media.corporate-ir.net/media_files/irol/76/76115/CallSupplement.pdf. AIG attributed the write-down to the
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“volatile market,” but predicted that any realized losses would be immaterial and “[e]xcept to the extent of credit
impairment losses, expect[ed] the unrealized market valuation losses to reverse over the remaining life of the
portfolio.” Id. at 47.
91
See FCIC Hearing Day 1, supra note 5, at 146 (statement of Robert E. Lewis, Senior Vice President and Chief
Risk Officer, AIG) (“[I]n the latter part of 2005 [enterprise risk management] at the corporate level began to get
concerned based on increasingly aggressive bank lending practices, and a housing market that was unduly heating
up. In early 2006, my chief credit officer discussed these concerns with FP’s CEO in London who responded that
FP’s own risk analysis was identifying the same concerns, and that he had decided it was time to shut down.”). See
also Park Interview Part I, supra note 15 (starting at approximately 1:17) and Financial Crisis Inquiry Comm’n Staff
Interview of Gene Park, Former Managing Director, AIGFP, Part II (May 18, 2010) [hereinafter Park Interview Part
II] (starting at beginning), available at http://fcic.law.stanford.edu/resource/interviews#P (discussing how AIGFP
came to the decision to stop writing multisector CDOs). Park’s recounting of events does not include a role for
AIG’s risk management in shutting down the business. See id. (starting at approximately 1:09) (suggesting AIG’s
risk managers were not involved in the decision to shut down the business).
92
See Park Interview Part II, supra note 91 (starting at approximately 7:55).
93
Email from Gene Park, former Managing Director, AIGFP, to Joseph Cassano, former CEO, AIGFP (Feb. 28,
2006) (reprinted in FCIC REPORT, supra note 6, at 201), available at http://fcic-static.law.stanford.edu/cdn_media
/fcic-docs/2006-02-28_AIG_Email_from_Gene_Park_to_Joe_Cassano_Regarding_CDO_of_ABS_Approach.pdf.
94
Park Interview Part II, supra note 91 (starting at approximately 41:00) (discussing 2006 subprime CDS deals).
95
Id. (starting at approximately 1:03:40) (discussing AIGFP’s contemplation of hedge transactions with UBS and its
having entered into a single $150 million index-based hedge in early 2006).
96
As noted earlier, although most accounts of AIG’s downfall give little attention to the company’s securitieslending problems, several careful accounts of AIG’s downfall have identified the important role that securities
lending played. See supra note 1.
97
FCIC Staff Interview with Mark Hutchings, AIG (June 22, 2010) [hereinafter Hutchings Interview] (at
approximately 59:47), available at http://fcic-static.law.stanford.edu/cdn_media/fcic-audio/2010-06-22%20FCIC%
20staff%20audiotape%20of%20interview%20with%20Mark%20Hutchings,%20American%20International%20
Group,%20Inc.mp3. See also NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS, CAPITAL MARKETS SPECIAL
REPORT: SECURITIES LENDING IN THE INSURANCE INDUSTRY (July 11, 2011) [hereinafter NAIC REPORT], available
at http://www.naic.org/capital_markets_archive/110708.htm (“Insurance companies engage in securities lending to
enhance returns on their investment portfolios, loaning out securities that are not actively traded. For most, securities
lending is intended to be a low-risk investment strategy, for insurance companies to earn a modest income through
fees charged to borrowers. Additional income may be generated by investing the cash collateral posted by the
transactions’ borrowers.”).
98
Securities lending got its start in the 1960s and 1970s. Securities Lending and Short Sale Roundtable Before the
Securities and Exchange Comm’n 16–19 (Sept. 29, 2009) [hereinafter SEC Roundtable] (statement of Irving
Klubeck, Managing Director, Pershing LLC), available at http://www.sec.gov/news/openmeetings/2009/roundtable
-transcript-092909.pdf (explaining the growth of securities lending in response to the backlogs associated with paper
stock certificates during the late 1960s and early 1970s). By the late 1980s, securities lending was widespread. See
PAUL LIPSON ET AL., SECURITIES LENDING 3 (Fed’l Reserve Bank of New York Staff Report No. 555, 2012)
[hereinafter LIPSON ET AL.].
99
For a discussion of these markets, see Frank M. Keane, Securities Loans Collateralized by Cash: Reinvestment
Risk, Run Risk, and Incentive Issues, 19 FED’L RESERVE BANK OF NEW YORK CURRENT ISSUES IN ECONOMICS AND
FINANCE (2013) [hereinafter Keane]; LIPSON ET AL., supra note 98; FINANCIAL STABILITY BOARD, SECURITIES
LENDING AND REPOS: MARKET OVERVIEW AND FINANCIAL STABILITY ISSUES: INTERIM REPORT OF THE FSB
WORKSTREAM ON SECURITIES LENDING AND REPOS (Apr. 27, 2012) [hereinafter FSB REPORT], available at
http://www.financialstabilityboard.org/publications/r_120427.pdf; TOBIAS ADRIAN ET AL., REPO AND SECURITIES
LENDING (Federal Reserve Bank of New York Staff Report No. 529, 2013) [hereinafter ADRIAN ET AL.], available at
http://www.newyorkfed.org/research/staff_reports/sr529.pdf.
100
For an analysis of the repo markets, see Darrell Duffie, Special Repo Rates, 51 J. FINANCE 493 (1996).
101
See LIPSON ET AL., supra note 98, at 4–7 (describing each type of transaction). Securities lending can also take
place as part of a program that allows the borrower to borrow from a portfolio of securities. See id. at 7–10.

67

102

See Irving Klubeck, Pershing LLC, submission to the Securities and Exchange Comm’n 1 (Sept. 28, 2009)
[hereinafter Klubeck Submission], available at http://www.sec.gov/comments/4-590/4590-16.pdf (explaining that
securities loans are typically overcollateralized at 102%). Noncash collateral is more common outside the United
States. See SEC Securities Lending Roundtable, supra note 98 (statement of Kathy Rulong, Executive Director,
BNY Mellon Global Securities Lending), at 83.
103
See, e.g., SEC Roundtable, supra note 98, at 91 (statement of Patrick Avitabile, Managing Director, Citigroup)
(explaining that marking collateral to market daily protects the lender).
104
See ADRIAN ET AL., supra note 99, at 2 (“The motivation behind a specific repo or sec[urities] lending transaction
can be either cash or security driven.”). But see Keane, supra note 99, at 4 (“If the rebate rate is equal to or above the
relevant general collateral rate, then the transaction is motivated by the security lender’s desire to borrow money rather
than by the security borrower’s demand for a security. Such a transaction is a ‘securities loan’ in name only.”).
105
See JOSH GALPER, FINADIUM REPORT: THE ROLE OF SECURITIES LENDING IN US FINANCIAL MARKETS 5 (2011)
(discussing beneficial owners that act as lenders in the securities lending markets). See also JOHN DEMBECK,
REGULATION OF SECURITIES LENDING BY U.S. INSURERS 1 (Debevoise & Plimpton Financial Institutions Report 4–
10 2010), available at http://www.debevoise.com/files/Publication/638906aa-d679-4849-b7ee-c86c6a7d0910
/Presentation/PublicationAttachment/53eed247-fa83-4371-b26a-cdc3473662e6/FIReportNovember2010.pdf
(“Securities lending has long been an important component of insurance company investment strategies.”).
106
Leslie S. Nelson, Managing Director, Goldman Sachs & Co., Submission to Securities and Exchange Comm’n 2
(Sept. 29, 2009), available at http://www.sec.gov/comments/4-590/4590-29.pdf (listing strategies in which
securities borrowing plays a role).
107
See Klubeck Submission, supra note 102, at 2. See also Keane, supra note 99, at 3–4 (explaining that the lender
typically pays the borrower, but “for very scarce securities, rebate rates can be zero or negative”). By one estimate,
fewer than ten percent of securities lending transactions involve hard-to-borrow stocks. SEC Securities Lending
Roundtable, supra note 98, at 135 (statement of Shawn Sullivan, managing director, Credit Suisse).
108
See Keane, supra note 99, at 4–5 (discussing the contributions to securities lending earnings from the intrinsic
value of the securities being lent and the net reinvestment returns of the cash being invested).
109
See, e.g., SEC Roundtable, supra note 98, at 13 (statement of William Pridmore, independent consultant), 24–25
(“[I]n the hard-to-borrow stocks, most of the compensation is coming from the intrinsic value of that lending
transaction. For the more readily available securities, the portion of compensation that comes from the intrinsic
value is very small, and most of the return is generated in that spread between where the cash collateral is invested
and the rebate rate.”).
110
See Keane, supra note 99, at 2 (describing collateral reinvestment). See also GALPER, supra note 105, at 19–22
(2011) (presenting data about the nature of cash collateral reinvestments).
111
FSB REPORT, supra note 99 (“Most lend out securities in order to generate additional income on their portfolio
holdings at minimal risk, to help offset the cost of maintaining the portfolio, or to generate incremental returns.”).
112
See, e.g., NATIONAL ASSOCIATION OF INSURANCE COMM’RS, CAPITAL MARKETS SPECIAL REPORT: SECURITIES
LENDING IN THE INSURANCE INDUSTRY—PART 2: SECURITIES LENT (2011), available at http://www.naic.org/capital
_markets_archive/110722.htm (“Securities lending agreements are often intended to be short-term in nature, and
most agreements allow the borrower to return the loaned security(ies) on short notice (and at no penalty) in
exchange for the cash collateral posted to the insurance company. As a result, the insurance company must be able
to liquidate the reinvested collateral on short order to return the cash to the borrower.”).
113
See Keane, supra note 99, at 6.
114
See id. at 2 (explaining the agent’s role) and 6 (discussing how compensation arrangements, in which agents’ fees
increase with reinvestment returns, create an incentive to aggressively seek returns).
115
See, e.g., SEC Roundtable, supra note 98, at 13 (statement of William Pridmore, independent consultant) (“Since
cash was the predominant form of collateral, how that collateral was invested was a prime factor in determining
lending income. Securities lending agents, both custodian and third party, realized they could boost earnings by
taking more risk in the investment of cash collateral. For the most part, it was not done by taking credit default
risk—beneficial owners could and did control that. But rather, the added risk came from taking on liquidity risk.
Frequently beneficial owners did not understand the true dimension of that liquidity risk.”); Keane, supra note 99, at
6 (stating that “anecdotal evidence suggests that excessive risk was a problem in the lead-up to the financial crisis”).
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Matthew Dive et al., Developments in the Global Securities Lending Market, BANK OF ENGLAND QUARTERLY
BULLETIN 224, 224 (3rd Quarter 2011), available at http://www.bankofengland.co.uk/publications/Documents
/quarterlybulletin/qb110303.pdf.
117
AIG did not make extensive public disclosures of the details of how its securities-lending program functioned.
AIG’s auditor raised questions about inadequate disclosure about securities lending. AIG Risk Management Memo,
supra note 79, at 15 (reproducing PricewaterhouseCoopers’ notes of a November 29, 2007, meeting with AIG
management at which one of the concerns raised was “the issues in AIG Investment concerning securities lending
and the fact that if the exposure had been known prior to the q210Q being issued it is highly likely that the
disclosures would have been changed”). The following description of AIG’s securities-lending program therefore
relies heavily on the Financial Crisis Inquiry Commission (FCIC) Staff’s Interview with Mark Hutchings, who
worked on the trading side of AIG’s securities-lending program (i.e., matching securities borrowers with the
securities from AIG’s pool of loanable securities). Hutchings Interview, supra note 97. There is no public record of
interviews by the FCIC or its staff with the AIG employees responsible for deciding how AIG’s securities-lending
collateral was invested. The absence of such interviews in the FCIC’s public records is particularly notable because
the FCIC staff noted its interest in following up with employees who had worked on the investment side of AIG’s
securities-lending program. Id. (starting at approximately 16:20) (Dixie Noonan, Senior Counsel, Financial Crisis
Inquiry Commission, observed, “We’re going to want to talk to someone who was actually involved on the
investment side.”).
118
Hutchings Interview, supra note 97 (starting at approximately 4:23).
119
AIG 2007 10-K, supra note 12, at 3 and 108.
120
Hutchings Interview, supra note 97 (starting at approximately 10:30).
121
Id. (starting at approximately 10:50).
122
Id. (starting at approximately 12:15).
123
See, e.g., AIG Securities Lending Corp., Annual Audited Report on Form X-17A-5 (Mar. 31, 2008), at 3,
available at http://www.sec.gov/Archives/edgar/vprr/08/9999999997-08-018307 (explaining that AIG Securities
Lending Corp. “primarily serves as a non-custodial lending agent for US domiciled AIG companies and AIG
managed funds. Cash collateral from securities borrowing counterparties is directed into a segregated collateral pool
for the securities lenders. The cash in the collateral pool is invested by an affiliate of [AIG Securities Lending Corp.]
in order to generate rebates for the securities borrowers and revenue for the securities lenders. AIG Securities
Lending Corp earns agency fees from the lenders in accordance with a predetermined revenue split agreement.”);
TENNESSEE DEP’T OF COMMERCE AND INSURANCE, REPORT ON EXAMINATION OF THE AMERICAN GENERAL LIFE
AND ACCIDENT INSURANCE COMPANY AS OF DECEMBER 31, 2006, 22 (June 2, 2008) [hereinafter 2006 TENNESSEE
REPORT], available at http://www.tn.gov/commerce/insurance/documents/AGLAICexam123106.pdf (noting that
AIG Securities Lending Corporation was entitled to 50 percent of all fees, compensation, and income received by
the insurance company).
124
Id. (starting at approximately 26:30) (describing the pool); AIG 2007 10-K, supra note 12, at 108 (“Securities are
loaned to various financial institutions, primarily major banks and brokerage firms.”).
125
Hutchings Interview, supra note 97 (starting at approximately 52:10). AIG had approximately $160 billion of
securities available to lend. Id. (starting at approximately 55:15). By comparison, as of March 31, 2011, the entire
insurance industry had $56 billion in securities lent out through securities lending programs. NAIC REPORT, supra
note 97.
126
Hutchings Interview, supra note 97 (starting at approximately 41:20).
127
AIG 2007 10-K, supra note 12, at 108.
128
Id. (“The cash collateral is invested in highly-rated fixed income securities to earn a net spread.”). That is why
Keane opined that AIG’s program was “Securities Lending in Name Only.” See Keane, supra note 99, at 6.
129
Hutchings Interview, supra note 97 (starting at approximately 25:10). See also Keane, supra note 99, at 6 (“AIG
used this form of securities lending as a mechanism for raising cash to support a yield-enhancement reinvestment
strategy with no collateral market purpose, and such use was subject to the same run risk as exists in repo
markets.”).
130
Hutchings Interview, supra note 97 (at approximately 22:45).
131
AIG 2007 10-K, supra note 12, at 108 (reporting that 13.7% of the liabilities were one-day tenor, and the rest
matured within three months). See also Hutchings Interview, supra note 97 (starting at approximately 24:00) (one or
two percent of their loans were “specials”—scarce securities—that were open transactions that expired daily).
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Hutchings Interview, supra note 97 (starting at approximately 25:00).
This collateralization level was mandatory under the AIG securities-lending agent’s agreement with the AIG
insurance subsidiaries. The 105 level was required in cross-currency securities lending. Id. (starting at approximately
20:50).
134
Id. (starting at approximately 23:10 and 32:00).
135
For an overview of the different areas in which AIG was exposed to RMBS generally and subprime RMBS
specifically, see AIG August 2007 Presentation, supra note 65. For example, AIG’s insurance investment portfolio
also contained RMBS and AIG was also a mortgage lender through American General Finance and a mortgage
insurer through United Guaranty. See id. at 4 and 6.
136
Transcript of AIG Investor Meeting Presentation 2 (Dec. 5, 2007) [hereinafter AIG December 2007 Conference
Call] (statement of Martin Sullivan, CEO, AIG), available at http://fcic-static.law.stanford.edu/cdn_media/fcic-docs
/2007-12-05%20AIG%20Conference%20Call%20Transcript.pdf. See also id. at 59 (statement of Robert Lewis,
Chief Risk Officer, AIG) (“Now, AIG is a decentralized organization, and our business executives make decisions
on businesses to achieve risk-adjusted returns over their—in their business models, over their cycles and in their
businesses. What we do at the holding level is to ensure that that’s done with integrity, done with quality and that the
aggregation of those risks do [sic] not rise to anything that would be a concentration of risk at the AIG level.”).
137
By March, 31, 2008, the insurance companies’ investment portfolio included $82.3 billion of RMBS exposure
(approximately 9.7% of AIG insurance companies’ total invested assets), including $21.6 billion in subprime RMBS
exposure and another $23.7 billion in Alt-A RMBS exposure, almost all of which was of vintage 2005 through 2007.
AIG May 2008 Presentation, supra note 70, at 57, 58, 63, and 66. By contrast, AIGFP’s multisector portfolio, by
virtue of when the CDS were written, was weighted toward earlier vintages. See AIG, Residential Mortgage
Presentation 43 (Nov. 8, 2007) [hereinafter AIG November 2007 Presentation], available at http://media.corporate
-ir.net/media_files/irol/76/76115/Revised_AIG_and_the_Residential_Mortgage_Market_3rd_Quarter_2007_Final
_110807r.pdf (“AIGFP stopped committing to writing new ‘Super Senior’ protection that included sub-prime
collateral in December 2005, and thus its total exposure, after deducting all subordination, across all deals to the
vintages of 2006 and 2007 totals just $323 Million”). However, managers of the CDOs on which AIGFP sold CDS
were authorized to substitute later-vintage securities for earlier ones. See COP AIG REPORT, supra note 3, at 31.
138
AIG August 2007 Presentation, supra note 65, at 3 and 35. See also AIG December 2007 Conference Call, supra
note 136 (statement of Martin Sullivan, CEO, AIG) (highlighting the “effectiveness of [AIG’s] risk management
practices” in connection with RMBS and belief that AIG’s “exposure levels [to the housing market] are manageable,
given [AIG’s] size, strength, and financial diversification”).
139
Id. at 39–40 and preceding text (statement of Richard Scott, Senior Vice President, Investments, AIG).
140
FCIC Hearing Day 1, supra note 5, at 244–45.
141
See Lavonne Kuykendall, AIG Comfortable with Mortgage-Market Exposure, MARKETWATCH (Aug. 9, 2007),
available at http://www.marketwatch.com/story/aig-comfortable-with-mortgage-market-exposure (Unlike some other
insurers that had pared back their exposure to subprime RMBS, AIG had increased it, and “Bob Lewis, AIG’s chief
risk officer, said the company doesn’t expect to lose money on any of its residential mortgage-backed securities. ‘It
would take declines in housing values to reach depression proportions, along with default frequencies never
experienced,’ before the company’s AAA- and AA-rated investments would be affected, he said during the call.”).
142
AIG Risk Management Memo, supra note 79, at 15 (reproducing PricewaterhouseCoopers’ notes of a November
29, 2007, meeting with AIG management).
143
See id. at 27 (reproducing email from Kevin McGinn, Chief Credit Officer, AIG, to Paul Narayanan, AIG, Nov.
20, 2007). But see FCIC Staff Interview of Robert Lewis, Chief Risk Officer, AIG (June 15, 2010) (starting around
hour 1:58), available at http://fcic.law.stanford.edu/resource/interviews#L (when asked about the decision by AIG
Investments (AIGI) to invest in RMBS as AIGFP turned away from securities-related to subprime investments,
Lewis downplayed the depth of the risk management staff’s concerns about the securities-lending portfolio and
stated that it was not until sometime in 2008 that McGinn capped the securities-lending portfolio’s exposure to
RMBS); FCIC Staff Interview of Kevin McGinn, Chief Credit Officer, AIG, Part II (June 10, 2010) (starting around
52:00), available at http://fcic-static.law.stanford.edu/cdn_media/fcic-audio/2010-06-10%20FCIC%20staff%20
audiotape%20of%20interview%20with%20Kevin%20McGinn,%20American%20International%20Group,%20
Inc.%20(Part%202).mp3 (explaining that while he had warned AIGI of the problems in the housing market, AIGI’s
securities had relevant distinguishing features as compared to AIGFP’s CDS and AIGI took steps to tighten up the
credit-quality standards of the securities it was purchasing).
133
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See, e.g., Ario Statement, supra note 25, at 9 (“Traditionally securities lending pools operated by insurers
primarily invest in conservative, highly liquid investments, such as treasuries and short-term paper, and include cash
set aside to offset some liquidity risk with these transactions. The AIG securities lending program initially operated
in this more traditional manner; however, as with some other holding company activities, the special unit changed
course and became more aggressive in its management and collateral investment practices to generate additional
revenue for AIG.”).
145
FINANCIAL STABILITY BOARD, SECURITIES LENDING AND REPOS: MARKET OVERVIEW AND FINANCIAL STABILITY
ISSUES: INTERIM REPORT OF THE FSB WORKSTREAM ON SECURITIES LENDING AND REPOS 9 (Apr. 27, 2012),
available at http://www.financialstabilityboard.org/publications/r_120427.pdf.
146
Hutchings Interview, supra note 97 (starting at approximately 61:20). The December 2005 investment guidelines
are available at AIG Risk Management Memo, supra note 79, at 22–25. See also id. at 21 (reproducing a December
5, 2008, memorandum from Kevin B. McGinn to the AIG Credit Risk Committee that identifies, and seeks approval
for, “[s]ignificant changes to the existing [Cash Collateral Investment] policy” that “are reasonable and do not
expose the portfolio to any significant high degree of risk”).
147
AIG Risk Management Memo, supra note 79, at 24–25.
148
BOYD, supra note 1, at 168.
149
AIG Risk Management Memo, supra note 79, at 22 (emphasis added).
150
CHAN, supra note 1, at 28.
151
Dive et al., supra note 116, at 228.
152
AIG August 2007 Presentation, supra note 65, at 35.
153
AIG December 2007 Conference Call, supra note 136, at 43 (statement of Richard Scott, Senior Vice President,
Investments, AIG).
154
See AIG, QUARTERLY REPORT ON FORM 10-Q FOR THE QUARTER ENDED SEPTEMBER 30, 2008, at 143 (November
10, 2008) (“A significant portion of the collateral received was invested in RMBS with cash flows with tenors
longer than the liabilities to the counterparties.”).
155
See Hutchings Interview, supra note 97 (at approximately 39:05) (AIG’s securities-lending program had
approximately four percent in overnight cash).
156
Id. (starting at approximately 37:35).
157
Id. (starting at approximately 39:10). See also AIG 2007 10-K, supra note 12, at 38 (“As a result of the disruption
in the credit markets during 2007, AIG took steps to enhance the liquidity of its portfolios, including increasing the
liquidity of the collateral in the securities lending program.”).
158
See Hutchings Interview, supra note 97 (at approximately 55:30).
159
BOYD, supra note 1, at 228.
160
See Hutchings Interview, supra note 97 (at approximately 36:10).
161
Id. (starting at approximately 40:50).
162
Id. (starting at approximately 45:30).
163
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