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Why SIGTARP Did This Study

The unfolding U.S. financial crisis in fall 2008

resulted in large-scale Federal assistance to

many U.S. financial institutions, such as the

American International Group, Inc. (“AlG”).

Much of this assistance came from the Treasury

Department’s Troubled Asset Relief Program

(“TARP™), with significant assistance also from

the Federal Reserve Bank of New York

(“FRBNY?”). The FRBNY provided the initial

Federal assistance to AIG in the form of an $85

billion secured line of credit in September 2008,

but it did not impose specific restrictions on

executive compensation in connection with its
funding. In contrast, Department of the Treasury

(“Treasury”) officials placed executive

compensation restrictions on AlG personnel as it

made an initial investment of $40 billion in AIG

in November 2008 under authority of the 2008

Emergency Economic Stabilization Act

(“EESA”). Considerable Congressional and

public outcry resulted from AIG making $168

million in retention award payments to a large

group of its employees in March 2009.

Questions existed regarding AIG’s compliance

with executive compensation restrictions and the

extent to which Federal officials had advance
knowledge of the payments. This report
addresses:

o What was the extent of knowledge and
oversight by Federal Reserve and Treasury
officials over AlG compensation programs
and, specifically, retention payments to the
AIG Financial Products (“AIGFP”) unit?

o To what extent were AIGFP retention
payments governed by executive
compensation restrictions or pre-existing
contractual obligations?

« What are the outstanding AIG compensation
issues requiring resolution, and what Federal
Government actions are needed to address
these issues?

What SIGTARP Recommends
SIGTARP recommends that: Treasury and
FRBNY officials work collaboratively on future
compensation decisions affecting both
institutions’ ability to be repaid by AIG for their
federal assistance. SIGTARP also makes
recommendations for improving Treasury
oversight of institutions in which Treasury
makes a substantial ownership investment. (See
body of report for specific details.)

In commenting on a draft of this report, Federal
Reserve Board and Treasury officials stated that
they concurred with SIGTARP’s
recommendations.
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EXTENT OF FEDERAL AGENCIES' OVERSIGHT OF AIG COMPENSATION
VARIED, AND IMPORTANT CHALLENGES REMAIN

What SIGTARP Found

When FRBNY officials began examining AlG’s executive compensation
structure in the fall of 2008, they found a staggeringly complex, decentralized
system consisting of hundreds of separate compensation and bonus plans. Over
time, they identified 620 AIG bonus programs totaling approximately $455
million for 51,500 employees, 13 retention plans allocating about $1 billion to
almost 5,200 personnel, and deferred compensation of approximately $311
million for about 5,400 employees. In early October 2008, FRBNY officials
learned that these programs were about to expend $1 billion in retention, bonus,
and deferred compensation payments. The magnitude of retention awards to
AIGFP was also first discussed with a FRBNY official in early October 2008,
and others soon afterwards. During this time, FRBNY officials began focusing on
compensation issues, especially after learning that AIG’s corporate management
had limited oversight of compensation programs across the company. Treasury
officials also focused on executive compensation provisions while structuring
assistance to AIG in November 2008, but available information indicates that
their monitoring of AIG compensation was often limited to receiving periodic
information largely provided by FRBNY officials. Although broadly aware of the
existence of contractually required retention and bonus payments in November
2008, there is little to indicate that Treasury officials took steps to assess the
totality of AIG’s compensation. Instead, they focused on identifying an
expanded group of executives who would be subject to executive compensation
restrictions. Senior Treasury officials did not become aware of details of the
AIGFP retention payments until late February 2009. Currently, both FRBNY and
Treasury officials are involved in monitoring AIG compensation and changes to
those compensation programs, although not necessarily in concert.

Based on available information, the March 2009 AIGFP retention payments were
consistent with the law in place at the time the payments were made and AIG’s
contractual obligations to the Government. These payments were not prohibited
under EESA and the American Recovery and Reinvestment Act (“ARRA”) and
were subsequently excluded from the executive compensation regulations
announced in the Federal Register in June 2009. Further, the retention awards
were not affected by executive compensation restrictions that were placed on 57
AIG executives as part of the TARP assistance agreement. Several legal opinions
concluded that the retention awards were contractually binding payments.
Nevertheless, the public outcry over the announced retention payments and well-
publicized threats to individual executives, prompted AlG executives to ask
AIGFP to return a portion of the awards voluntarily. Collection has been
incomplete due to certain employees leaving AlG and reported concerns of
employees who remain at AlG regarding the status of future payments under the
AIGFP retention plan.

Employee retention may be affected by AlG’s structuring of future
compensation, which will be informed by the Treasury-appointed Special Master
to review pay decisions under its revised guidelines. Balancing the size of future
payments, many of which are considered contractually required, against the need
to offer incentives to attract and retain key employees is a challenge. Retention
efforts are reportedly heightened in AIGFP, because the Special Master has
informally advised AlG not to pay the full $198 million of the pending promised
retention payments. Meanwhile, FRBNY officials have a great deal of experience
in unraveling AlIG’s compensation structures, and have offered their help; the
Special Master reportedly has recently initiated contact with them following
SIGTARP’s recommendation that he do so.

Special Inspector General for the Troubled Asset Relief Program
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MEMORANDUM FOR: The Honorable Timothy F. Geithner, Secretary of the Treasury
The Honorable Ben S. Bernanke, Chairman, Board of Governors
of the Federal Reserve System
Mr. William C. Dudley, President, Federal Reserve Bank of New
York

SUBJECT: Extent of Federal Agencies’ Oversight of AIG Compensation
Varied, and Important Challenges Remain (SIGTARP-10-002)

We are providing this audit report for your information and use. It discusses the Federal Reserve
and Treasury Department oversight of American International Group, Inc. compliance with
executive compensation restrictions that were imposed as a condition to receiving financial
assistance under the Troubled Asset Relief Program. The Office of the Special Inspector
General for the Troubled Asset Relief Program (“SIGTARP”) initiated this audit due to
significant congressional interest, highlighted by written requests of Senator Charles E. Grassley
and Representative Elijah Cummings who had concerns about retention awards paid to certain
AIG employees in March 2009. SIGTARP conducted this audit as Project 0005 under the
authority of Public Law 110-343, as amended, which also incorporates the duties and
responsibilities of inspectors general of the Inspector General Act of 1978, as amended.

We considered the written comments from the Federal Reserve Board, Federal Reserve Bank of
New York, and Treasury; the comments are addressed in the management comments and audit
response section of the report. Their full responses are included in Appendices G and H.

We appreciate the courtesies extended to the SIGTARP staff. For additional information on this
report, please contact Mr. Barry W. Holman (Barry.Holman(@do.treas.gov / 202-622-4633) or
Jim Shafer (James.Shafer@do.treas.gov / 202-927-9334).

. Barofsky
Special Inspector General
for the Troubled Asset Relief Program



Table of Contents

Introduction

FRBNY Officials Had Early Involvement in AIG Compensation
Decisions, Whereas Treasury Officials Had Far More Limited
Involvement

The March 2009 Retention Payments Were Subject to Pre-existing
Contractual Obligations and Not Executive Compensation Restrictions

AIG’s Continuing Employee Retention and Compensation Issues
Conclusions and Recommendations
Management Comments and Audit Response

Appendices
A. Scope and Methodology
B. Treasury Restrictions on Executive Compensation

C. Timeline of FRBNY and Treasury Officials’ Knowledge of Key AIG
Compensation Matters

D. AIGFP Employee Retention Award Letter
E. Acronyms
F. Audit Team Members

G. Management Comments — Federal Reserve Board and Federal Reserve
Bank of New York

H. Management Comments — Treasury

16

19

22

25

26

28

32
33

34

35

36
37



EXTENT OF FEDERAL AGENCIES’ OVERSIGHT OF
AlG COMPENSATION VARIED, AND IMPORTANT
CHALLENGES REMAIN

O A
D,
~dsspr REVE-

SIGTARP REPORT 10-002 October 14, 2009

Introduction

Between the spring and early fall of 2008, the United States witnessed an escalating crisis in the
financial markets. Some institutions found themselves so exposed that they were threatened with
failure—and some failed—because they were unable to raise needed capital as the value of their
portfolios declined. By September 2008, the ramifications of the financial crisis included:

e the failure of financial institutions, such as Lehman Brothers, that had played critical
roles in the financial markets

e increased losses of individual savings
e diminished corporate investments

o further tightening of credit that would exacerbate the emerging global economic
slowdown

As this crisis unfolded, agencies such as the Federal Reserve and the Department of the Treasury
(“Treasury”) took numerous actions to stabilize financial markets and financial institutions. As
the situation worsened, Congress enacted the Emergency Economic Stabilization Act of 2008
(“EESA™).' This program provided authority for up to $700 billion in aid to financial institutions
under the Troubled Asset Relief Program (“TARP”). Initial TARP investments injected equity
capital into banking institutions, beginning in October 2008, under the Capital Purchase
Program. The overall TARP program subsequently expanded to include many other initiatives.

Even before passage of EESA and the authorization of TARP, the financial crisis of 2008 had
already taken its toll on American International Group, Inc. (“AlG”) — a large, complex,
insurance and financial services institution that had deteriorated rapidly and was unable to access
the capital markets, causing it to potentially fail to meet billions of dollars in obligations. In
particular, AIGFP, an AIG subsidiary, had incurred significant financial losses. In response to
the likely systemic implications and the potential for significant adverse effects on the economy
of a disorderly failure of AIG, and with the encouragement of Treasury, on September 16, the
Federal Reserve Board authorized the Federal Reserve Bank of New York (“FRBNY™) to lend
up to $85 billion to assist AIG in meeting its obligations and to facilitate the orderly sale of some
of its businesses. On October 8, the Federal Reserve announced an additional program under

1p.L. 110-343, October 3, 2008.
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which it would lend up to an additional $38 billion to finance investment-grade, fixed-income
securities held by AIG. This latter assistance was repaid in full by AIG and terminated on
December 12, 2008. On November 10, 2008, the Federal Reserve announced the restructuring of
the Government’s financial support to AIG in order to facilitate its ability to complete its
restructuring process.? Subsequently, in November 2008, Treasury purchased $40 billion of
newly issued AIG preferred shares under TARP’s Systemically Significant Failing Institutions
(“SSFI"") program. The $40 billion took some of the pressure off the initial Federal Reserve line
of credit, allowing the Federal Reserve to reduce, from $85 billion to $60 billion, the total
amount available under the credit facility. As part of this restructuring, AlG agreed to the
imposition of various restrictions with respect to its payment of dividends, its repurchase of AIG
stock, severance payments to senior officials, the payment of bonuses, lobbying, and expenses.

On March 2, 2009, the Federal Reserve announced authorization of up to $8.5 billion in loans
secured by life insurance cash flows from designated blocks of policies established by domestic
life insurance subsidiaries of AlG. Likewise, on April 17, 2009, Treasury established an equity
capital facility, from which AIG will be able to access up to $29.8 billion in return for preferred
shares in AIG. As part of the equity capital agreement, AIG also agreed to the imposition of
various restrictions with respect to its payment of dividends, its repurchase of AlG stock,
severance payments to senior officials, the payment of bonuses, lobbying, and expenses. On
June 25, 2009, AIG and the FRBNY announced that they had entered into an agreement whereby
AIG would reduce its debt to the FRBNY by $25 billion by contributing the equity of two
subsidiaries, American International Assurance Company, Ltd. (AlA) and American Life
Insurance Company (ALICO), to separate special purpose vehicles (SPVs) in exchange for
preferred and common interests in the SPVs. The FRBNY will receive preferred interests in the
AIA SPV of $16 billion and in the ALICO SPV of $9 billion.

In March 2009, the Congress and the public expressed significant concerns over reports of AIG
making approximately $168 million in retention award payments to a large group of its
employees at AIGFP. Questions quickly surfaced over such payments being made by a company
receiving large-scale Government financial assistance, and in particular, payments to staff at
AIGFP, the group whose financial losses largely had led to the need for federal assistance.
Questions also arose concerning the extent to which Federal officials had advance knowledge of
the payments and whether those payments complied with executive compensation restrictions
that had been imposed on AIG as a condition of its assistance from Treasury.

2 As AIG continued to experience problems in the fall of 2008, and, to avoid a credit rating downgrade and to
prevent an AlG bankruptcy, the Federal Reserve authorized FRBNY to lend up to $30 billion to a limited liability
company formed as a Special Purpose Vehicle (“SPV”) that bought assets from AlIG’s counterparties in exchange
for terminating the credit default swap contacts. The SPV, called Maiden Lane 111, LLC (“ML I11”") was funded with
loans from the Federal Reserve and a relatively small equity investment from AIG. ML Il initially borrowed $24.3
billion from FRBNY in the form of a senior loan, which was adjusted to include an additional $0.3 billion at the end
of 2008. AIG also provided $5 billion in equity, for a total of $29.6 billion. These funds were used, in effect, to
purchase CDOs at “par” or face value from AIG’s counterparties. In connection with this purchase, each
counterparty agreed to terminate its credit default swap contracts with AIGFP. No TARP funds were directly used
in the ML |1l transaction. The ML Il transaction will be addressed in an upcoming SIGTARP audit report dealing
with counterparty payments.
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Background

AIG is a global organization employing approximately 106,000 domestic and international
employees and doing business in more than 130 countries as of June 30, 2009. AlIG primarily
offers a broad spectrum of insurance and asset management services, with employees working in
these principal business lines:

e Financial Services

e Asset Management

e Life Insurance & Retirement Services
e General Insurance

The Financial Services business encompasses AIGFP, whose primary business is trading in
derivatives of stocks, bonds, credit, and commodities as well as energy trading and trading in the
foreign exchange markets. Derivatives are financial instruments that “derive” their value from
something else (residential mortgage-backed securities, commercial mortgage-backed securities,
etc.). AIG’s financial woes were largely a result of AIGFP’s position as underwriter of one type
of derivative, credit default swaps,® which sustained substantial losses in 2008. AIGFP’s credit
default swap exposure on multi-sector collateralized debt obligations* alone accounted for
approximately $19 billion of the almost $25 billion in losses AIG announced in the third quarter
of 2008. These conditions led to the Federal Government providing AIG financial assistance in
order to prevent a failure of the company and avoid potential market disruptions as the financial
crisis facing the U.S. and world markets unfolded. The initial funding and subsequent infusions
led to an approximately 80 percent interest in AIG being owned by the Federal Government.®

Federal Requirements for Executive Compensation

Important differences have existed between conditions placed on AIG by FRBNY and the
Treasury Department as they relate to restrictions on executive compensation. FRBNY’s credit

® A CDS is a contract where the seller receives a series of payments from the buyer in return for agreeing to make a
payment to the buyer when a particular credit event outlined in the contract occurs (for example if the credit rating
on a particular bond or loan is downgraded or if it goes into default). It is commonly thought of as an insurance
product where the seller is providing the buyer insurance against the failure of a bond. The buyer, however, does not
need to own the asset covered by the contract, which means it can serve essentially as a “bet” against the underlying
bond.

* A CDO is a financial instrument that entitles the purchaser to some portion of the cash flows from a portfolio of
assets, which may include bonds, loans, mortgage-backed securities, or other CDOs.

> Treasury’s June 17, 2009 report entitled “FINANCIAL REGULATORY REFORM, A New Foundation Rebuilding
Financial Supervision and Regulation,” notes that if a large interconnected bank holding company or other nonbank
financial firm nears failure during a financial crisis, there are only two options: obtain emergency funding from the
U.S. government as in the case of AIG, or file for bankruptcy. It states that neither of these options is acceptable for
managing the resolution of the firm efficiently and effectively in a manner that limits the systemic risk with the least
cost to the taxpayer. It thus recognizes the need for new tools and options for managing financial crises. It states that
among the tools that should be made available to Treasury would be the ability to establish conservatorships or
receiverships for failing firms. Then, in choosing among available tools, the report proposes that Treasury should
consider the effectiveness of an action for mitigating potential adverse effects on the financial system or the
economy, the action’s cost to the taxpayers, and the action’s potential for increasing moral hazard.
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agreement established covenants with which AIG must comply, such as compliance with laws,
use of proceeds, and minimum liquidity thresholds. None of the covenants directly restrict
executive compensation, but FRBNY had flexible authority under its lending agreements with
AIG that stipulated that FRBNY officials shall be “reasonably satisfied in all respects with the
corporate governance of the Borrower.” This lending condition grants monitoring authority to
FRBNY officials over AIG’s operational processes and internal controls.

In contrast, the Treasury Department imposed specific compensation conditions affecting senior
executives employed by all TARP recipients generally, and AlIG specifically in November 2008.
Those conditions and others were guided by requirements explicitly stated or developed pursuant
to authority granted to the Treasury under EESA. For TARP recipients under the initial capital
injection program (known as the Capital Purchase Program), those requirements were generally
related to structuring compensation programs to avoid undue risks that would threaten the value
of financial institutions, to limiting tax deductibility of executive compensation, to limiting
compensation for departing employees, and to provisions for recovering certain payments. See
Appendix B for details concerning these requirements, including changes over time.

After Treasury determined that AIG would require Federal financial assistance above that
previously provided by the Federal Reserve, Treasury, employing authorities available under
EESA, imposed greater compensation restrictions than those imposed on financial institutions
participating in the CPP. Accordingly, Treasury’s agreement with AIG imposed the following
executive compensation conditions that went beyond those placed on CPP participants:

e limits on severance payments, or “golden parachutes,” to Senior Partners®

e restriction of the total bonus, retention payment, and severance payment to any Senior
Partner with respect to 2009 to no more than 3.5 times base salary plus 2008 target
annual bonus

e limits of Senior Executive Officers (“SEOs”) and Senior Partners’ 2008 and 2009 bonus
pools to the average of 2006—-2007 bonus pools paid (excluding quarterly and
supplemental bonus)

e restrictions on payment of bonuses or future cash performance awards to SEOs and
Senior Partners out of TARP funds

e restrictions on payments of electively deferred compensation out of TARP funds

The first four restrictions covered 57 employees, which was far greater than the number subject
to the executive compensation restrictions under the Capital Purchase Program. The last
restriction applied to all AIG employees.

® The executive personnel participating in AIG’s Senior Partners Plan were identified as Senior Partners for purpose
of the November 25, 2008, agreement.
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Objectives

This report addresses the extent to which Federal officials were aware of the magnitude of AIG’s
compensation programs, including the March 2009 AIGFP retention payments, and whether
those payments complied with executive compensation restrictions associated with TARP
assistance. Specifically, the report addresses the following questions:

e What was the extent of knowledge and oversight by Federal Reserve and Treasury
Department officials over AIG compensation programs and, specifically, AIG retention
award payments to its Financial Products group personnel?

e To what extent were AIGFP retention payments governed by executive compensation
restrictions or pre-existing contractual obligations?

e What are the outstanding AIG compensation issues requiring resolution, and what
Federal Government actions are needed to address these issues?

For a discussion of the audit scope and methodology, as well as a summary of prior coverage,
see Appendix A. For information on Treasury’s restrictions on executive compensation and how
they have changed over time, see Appendix B. For a timeline of FRBNY and Treasury officials’
knowledge about key AIG compensation matters, see Appendix C. For an example of the award
letter granting AIGFP employees the retention awards, see Appendix D. For a complete list of
acronyms used in this report, see Appendix E. For the audit team members, see Appendix F. For
copies of management comments from the Federal Reserve Board/FRBNY and Treasury, see
Appendices G and H.
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FRBNY Officials Had Early Involvement in AIG
Compensation Decisions, Whereas Treasury
Officials Had Far More Limited Involvement

This section provides insights regarding the knowledge of FRBNY and Treasury officials about
AIG compensation issues in general and the AIGFP retention program and payments in
particular. In the fall of 2008, AlIG’s compensation structure was being increasingly recognized,
internally and externally, as being so decentralized as to make it difficult to get a complete
overview of all programs and pending payments. Because of its ongoing contact with AlG, the
Federal Reserve staff was in a better position than Treasury officials to appreciate quickly the
challenges Federal entities would face in understanding AlG’s compensation programs. That fall,
after the Federal Reserve had begun providing financial assistance to AIG, but before the
Treasury had begun providing such assistance, FRBNY officials began to raise concerns over
compensation issues with AIG corporate officials. Both FRBNY and AIG corporate officials
have struggled over time to fully understand and document the details of the varied
compensation plans within AIG. Even so, detailed knowledge regarding those plans and future
payments accrued slowly, based on available documentation provided to SIGTARP. Although
FRBNY officials were a periodic source of some information to Treasury staff on AIG
compensation issues, available information indicates that senior Treasury officials, over time,
were not significantly engaged in the oversight of AlG and, as such, did not gain knowledge of
the March 2009 AIGFP payments until shortly before their distribution. Since then, Treasury
officials have become more engaged with AlIG on compensation issues, along with FRBNY'.

Decentralized Decision Making Limited AIG Corporate
Management’s Knowledge of Its Compensation Plans

AIG’s approach to compensation has historically been extremely decentralized. According to
officials at AlIG, its corporate headquarters generally did not control or approve compensation
packages of some of its business units, instead granting authority to those business units to
develop and approve their own compensation programs and payment decisions. Moreover, the
lack of a centralized management information system hampered collection of consolidated
information on such plans.

According to AlG officials, their former long-time CEO, Maurice Greenberg, had managed AIG
for more than 35 years during a time that the company had compensation plans weighted toward
long-term incentives that were payable generally only at retirement. Key employees were
required to remain with AIG until retirement to be vested in their stock-based awards. This
practice was employed to deter employees from leaving the company and is commonly referred
to as a “golden handcuff.” The plans were designed to reward employee longevity. AlG’s
financial losses since late 2007, however, have reportedly erased most of the value of those
potential awards.
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By 2008, AIG officials reported that they were taking steps to update compensation plans based
on then current industry practices and to address the effect of the financial losses on
compensation programs. According to AIG management, they believed that past compensation
plans were not meeting the needs of its employees, that financial losses were reducing the
compensation available to employees at retirement, and that the combination of these were
causing employee retention problems. Some of these plans, including those of AIGFP, were
modified during 2007 and 2008 to provide incentives to retain employees whose deferred
compensation had been significantly reduced by company financial losses. Those changes were
especially significant when, according to AIG estimates, there were losses of at least $5 billion
during each quarter between the fourth quarter of 2007 and the third quarter of 2008. AIG’s
quarterly losses culminated in a loss of approximately $62 billion during the fourth quarter of
2008. During this same time period, AlG officials estimate that AIG employees who held AIG
stock lost more than $1 billion in share value. As of March 2009, AIGFP employees alone
reportedly had lost around $790 million in future compensation tied to the company’s financial
performance. AIG officials stated that AIG’s deteriorating financial performance created
uncertainty about future compensation levels and job stability, so it used its compensation plans
to provide incentives for employees to remain at AlG.

AIG stated that, as of March 2009, its approximately 630 compensation plans covering its
106,000 domestic and international employees’ consisted of bonus payments and retention
awards, plus there were a number of deferred compensation balances accrued by employees. The
plans were designed for both employees of AIG’s business units, or subsidiaries, as well as
employees of AlIG’s corporate holding company.

e Bonus payments.® According to information developed by AIG officials, among the
620 corporate and business unit bonus programs, there were around 51,500
employees participating in 374 plans that allocated about $455 million in awards for
servicg performed during 2008, which could be paid in increments by December 31,
2009.

0 Bonus pool managed by AIG Corporate - According to information obtained
by the compensation consulting practice of Ernst & Young, LLP, the
consultant contracted by FRBNY, employees receiving bonuses through the
corporate bonus pool received payments totaling approximately $122 million
and ranging from approximately $25,000 to just more than $1 million. Data
provided by AlIG shows that about 98 percent of bonuses awarded to corporate
employees were $100,000 or less. According to information provided by AIG

" The number of employees is based on data as of June 30, 2009.

8 Bonus is generally defined as a stock or cash payment for meeting or exceeding performance expectations.
However, the structure of such payments in AIG could vary by facts and circumstances present at individual
business unit and location, nationally and internationally.

° The number of employees and amounts paid and payable under the bonus, retention, and deferred compensation
plans are based on unaudited data received from AIG or unaudited data provided by AIG to Ernst & Young, LLP, as
of March 20, 2009. The number of participants and amounts distributed under the bonus program do not include
approximately 236 plans across AlIG pursuant to which employees earn varying amounts based on sales and
commissions on those sales or the nine plans governing payments required by local governments of the various
countries within which AIG operates. Nor do these numbers reflect plans that pay amounts based on ownership
interests on investments in certain products or real estate investments.
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to Ernst & Young, LLP, approximately 96 percent of the corporate bonus pool
was to be paid by June 1, 2009, with less than $5 million remaining to be paid
by December 31, 2009.

0 Bonus pools managed by business units - Of the approximately $330 million
bonus pool managed by business units in 2008, Ernst & Young, LLP had not
obtained complete details of the amounts remaining to be paid under the
business unit bonus awards as of the date of SIGTARP’s review, due to AlG’s
inability to collect the business unit data. However, AlG officials provided
data on the average bonus scheduled to be awarded to employees in each of by
the various business units. See Table 1 for details.

Table 1: Average 2008 Bonus Payments by AIG Business Unit

(in dollars)

Business Unit Average Award
Financial Services $4,994
Domestic Life and Foreign Life Operations $5,050
Foreign General Insurance Operations $5,074
Property Casualty Group $5,403
Retirement Services Operations $11,889
Asset Management $51,026

Source: AIG responses submitted for the record relating to the March 18, 2009, testimony of Edward Liddy before the House
Financial Services Subcommittee on Capital Markets, Insurance, and Government Sponsored Enterprises.

e Retention payments.'® AIG and FRBNY officials stated that there are 13 corporate and
business unit retention plans as of March 20, 2009, that have allocated awards totaling a
little more than $1 billion to almost 5,200 personnel that could be paid through 2010 or
upon the sale of a business unit.

o Corporate and business unit personnel, excluding AIGFP personnel - According
to information provided to Ernst & Young, LLP, these retention awards total
approximately $617 million for corporate employees and employees in business
units other than AIGFP. The total awards divided across total award recipients
averages approximately $130,000 and ranges from $500 to $4 million for
corporate employees and employees in business units other than AIGFP.
According to information provided to Ernst & Young, LLP, approximately 40
percent of retention awards due to all corporate and personnel in business units
other than AIGFP were paid or to be paid before June 1, 2009, with
approximately $363 million due on or after June 1, 2009 or upon the sale of a
particular AIG business.

19 Retention payments are generally defined as payments for remaining employed until an established date.
However, this definition does not necessarily apply to all of AIG’s retention programs, of which at least one plan
provided payments in the event an employee was subject to an involuntary reduction in force.
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0 AIGFP personnel — According to information provided by Ernst & Young, LLP,
AIGFP retention awards total approximately $475 million and would be
distributed over a period of two years. AIGFP retention awards were reportedly
not designed to reward employees solely based on performance, and the awards
were not necessarily designed to increase with an employee’s level of
responsibility. Rather, the awards were designed to retain all AIGFP employees
who would wind down the complex trades and/or continue AIGFP’s general
operations. Approximately half of the total retention awards were distributed to
around 400 employees in two installments: nearly $69 million in retention awards
in December 2008 and approximately $168 million in March 2009. According to
AIG officials, individual awards paid in March 2009 ranged from $700 for one
File Administrator to more than $4 million for one Executive Vice President, with
total awards divided across total award recipients averaging just over $400,000.
Within that range, AlIG’s data indicates that award amounts varied greatly. For
example, $7,700 was awarded to one Kitchen Assistant, $59,500 to one Assistant
Vice president, $87,500 for one Senior Administrative Assistant, $100,000 to one
Vice President, and $980,000 to one Managing Director. Approximately 62
percent of AIGFP employees received retention awards greater than $100,000,
according to data provided by AIG. The retention awards paid in March 2009
range from as little as 1 percent of a recipient’s base salary to as great as 36 times
base salary. Awards paid in March 2009 averaged 2.5 times total base salary.
Distribution of the remaining $198 million is expected in March 2010, although
the exact total would decrease if there is further loss of employees.

o Deferred compensation.** According to AIG, there was a total of approximately $275
million in deferred compensation payments distributed from 5,200 participant accounts*?
between January 2009 and September 2009 to AIG employees actively employed with
AIG as of December 31, 2008. The deferred compensation balances were established
outside of the approximately 630 compensation programs, the balances had grown over
the years, and were historically not made until retirement or resignation. According to
AIG officials, the $275 million in payments were made prior to these employees retiring
or resigning given the substantial losses in their account balances that occurred due to
AIG’s financial losses. Additional losses to these amounts would likely have occurred
should AIG have gone into bankruptcy, and early payments would avoid that risk.
According to senior AIG officials, because the balances represented compensation
already earned, the deferred compensation payments do not represent discretionary or
performance-based awards. According to an AlG official, employees who were retired as
of December 31, 2008 will continue to receive a distribution from their accounts based on
the terms agreed-upon at their retirement.

AIG’s Chief Human Resource Officer stated that many business units reportedly had authority to
approve compensation plans for most staff on their own. Those plans may or may not have been
reported to corporate headquarters. That same AlG official also stated some units had their own

1 Deferred compensation is generally defined as a voluntary or involuntary deferral of pay to be distributed at a later
date than when earned.

12 According to an AIG official, the number of participant accounts does not represent the number of employees
with a deferred compensation account, as an employee could have multiple deferred compensation accounts.
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Compensation Committees to approve their compensation programs. Per information from AIG
officials, AIG’s corporate-level Compensation and Management Resources Committee approved
corporate compensation programs as well as the compensation decisions for about 20 highly
compensated executive officers, called “purview employees.”

AIG Corporate officials told us that they have been unable to obtain a full understanding of their
compensation plans because AIG does not have an integrated information system to show such
data. According to AIG officials, approximately 60 different payroll systems housed data for the
various plans and there was no integrated system to provide corporate management centralized
compensation information to facilitate oversight. Also, the business units are subject to various
compensation laws governing AIG’s business in more than 130 countries and jurisdictions. AlIG
officials told us that certain foreign governments impose additional compensation laws with
which AIG is required to comply, further adding to the complexity of the various compensation
plans. This autonomy, the lack of a requirement to obtain corporate headquarters’ approval,
disparate compensation information systems, and various compensation regulations hindered the
AIG corporate headquarters from obtaining an aggregate knowledge of compensation decisions.

AIG officials stated that after the March 2009 AIGFP retention payments were made, the
corporate headquarters implemented a policy that all compensation plans would be reviewed by
the Corporate Compensation and Management Resources Committee. However, at the time we
completed our field work, AlG and Federal officials told us that they were still working to obtain
a complete understanding of the many compensation plans implemented by AIG business units.

FRBNY Officials Developed Early Interest in AlIG
Compensation Issues and Provided Periodic Information to
Treasury

Within fifteen days of signing its September 22, 2008, credit agreement with AlG, a team of
FRBNY officers, including Senior Vice Presidents, Vice Presidents, and supervision staff,
moved on-site at AIG to assess the magnitude of the company's funding and liquidity needs, to
understand its financial condition, and to assess broader risk management issues at the company.
According to FRBNY officials, the team's primary focus was on stabilizing the company and
addressing imminent risk issues. On September 19, 2008, FRBNY officials engaged Ernst &
Young, LLP as a consultant to assist in analyzing these risk issues. In the course of its work,
FRBNY officials began obtaining information on the magnitude of pending corporate retention
payments and severance awards. Further questions were triggered shortly thereafter when these
FRBNY officials learned about AIG’s plans to pay more than $1 billion in retention awards,
bonuses, and deferred compensation across its corporate unit and various business units. The $1
billion included three separate retention plans, bonuses for employees working for businesses
that eventually would be sold, deferred compensation balances such as the ones created under a
15-year-old deferred compensation plan, and compensation for certain senior executives to be
paid between September 2008 and June 2009. By mid-fall 2008, FRBNY received
documentation highlighting limited information about additional AlG plans, including at least
$600 million in impending deferred compensation and bonus pools to AIGFP employees, but
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available documentation indicates no further details on the timing of those payments were
disclosed by AIG at that time.

An October 10, 2008, letter from an FRBNY Senior Vice President to AIG’s Vice President of
Global Compensation and Benefits expressed concerns about AlIG’s proposed payments,
including the additional strain these compensation expenses would have on AIG’s already tight
liquidity position, emphasized by AlIG’s recent need for Federal financial assistance. In addition,
FRBNY senior officials questioned the number of employees potentially receiving these
payments, the incentives relative to base salary, and the period over which severance would be
paid. For example, their concerns included the severance benefits for one executive departing in
2008 whose benefits would continue for a two-year term. In October 2008, FRBNY broadened
the engagement scope of Ernst & Young, LLP to compensation issues, and with its assistance,
spent the next several months influencing changes to future compensation decisions, ultimately
resulting in restructuring of the 2008 bonus for Senior Partners. The restructuring made a portion
of the bonus distribution contingent on making sufficient progress in reorganizing the company
and repaying Federal financial assistance, as well as decreasing the 2008 bonus pool 30 percent
below 2007 levels. FRBNY officials’ influence also led to increased oversight of compensation
decisions by AlG’s Compensation and Management Resources Committee.

Knowledge Regarding the Magnitude of AIGFP Retention Plan
Details Unfolded Slowly

Although the FRBNY on-site team had frequent interactions with AIG officials, details of the
magnitude of AIGFP retention awards evolved over a period of several months according to
FRBNY officials. At the end of September 2008, AIG briefed a FRBNY Senior Vice President
about the structure of the AIGFP retention plan. A FRBNY Vice President received a similar
briefing a few days later on October 1, 2008, including details about the total payments. A
broader group of FRBNY officials leading the on-site team, including a Senior Vice President
and Vice President, recall that they were not informed about the magnitude of AIGFP retention
payments until November 11, 2008. Available information indicates Treasury’s Counselor to the
General Counsel’s Office and an Attorney Advisor did not know about the March 2009 proposed
payments until the end of February 2009. Treasury’s Office of Financial Stability Chief
Investment Officer and a Risk Manager also became aware of the retention payment details
around this time based on available information received by SIGTARP. See below for a more
complete discussion regarding the extent of Treasury’s advance knowledge of the retention
payments; also see Appendix C for additional information and timelines associated with
FRBNY’s and Treasury’s knowledge of overall AIG compensation matters.

FRBNY officials, including a Senior Vice President and a Vice President who were leading the
on-site team, identified early-on that derivative transactions executed by AIGFP traders were a
source of risk to AlG’s financial health. FRBNY staff believed, however, that those same traders
were needed to manage and, in some cases, negotiate to end the complex deals. Thus, early
discussions on compensation and retention structures for AIGFP employees began between AlIG
and FRBNY officials. On September 29, 2008, AlG executives met with FRBNY officials to
explain AIGFP compensation and retention plans, including the formal descriptions and
guidelines for the AIGFP Deferred Compensation, AIGFP Special Incentive, and AIGFP
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Employee Retention Plans. The AIGFP 2008 Employee Retention Plan was created in December
2007 to provide incentives for employees to stay at AIGFP in light of the impact that accounting
losses on the derivative transactions would have on employee compensation tied to AIGFP’s
financial performance. FRBNY officials wanted to determine if the AIGFP Employee Retention
Plan was structured in a way that motivated traders to delay selling assets, which would create an
accounting loss, in order to avoid having those losses impact their incentive compensation.
According to a FRBNY Vice President, a telephone call between an AIG senior official and an
FRBNY Vice President on October 1, 2008, reportedly minimized FRBNY officials’ concerns
after AIG reported that the retention plan excluded, or in some cases limited, the impact certain
accounting losses would have on the bonus pool, thus diminishing the incentive of traders to
make decisions not in the best interests of AIGFP simply to avoid a reduction in their retention
awards.

As stated before, the AIGFP retention awards were not necessarily designed as a typical bonus,
based on performance. Rather, as described by AlG, they were designed to retain all of the
employees in the unit that would wind down the complex trades and/or the general operations of
AIGFP. For example, awards went to employees who were not essential to winding down the
trades, such as $7,700 to a Kitchen Assistant, $700 to a File Administrator, and $7,000 to a
Mailroom Assistant. During the same meeting, AIG officials verbally disclosed the retention
amounts of approximately $319 million for 2008 and $333 million for 2009. Each of these award
pools, according to AIG, would be distributed by March 15, 2009 and March 15, 2010,
respectively, over a two-year period to AIGFP employees. Of these amounts, approximately
$100 million each year would be tied to AIGFP’s financial performance and deferred to future
periods, with employees expected to receive a net award amount of more than $200 million for
each of the two award years. FRBNY officials indicate the award balances were not highlighted
as an area of concern at that time, because FRBNY officials were focused on identifying and
understanding other risks that could impact AIG’s ability to repay the financial assistance
provided by FRBNY. Further, while FRBNY officials expressed concern to AlG about the plans
being overly broad, it is unclear whether FRBNY officials knew that the recipients of the
payments would include non-essential AIGFP support employees who could presumably be
replaced easily, such as a Kitchen Assistant and a Mailroom Assistant.

Although there were ongoing discussions between AIG and FRBNY officials between October
1, 2008 and November 11, 2008, available documentation does not indicate additional discussion
or disclosure of AIGFP retention award amounts until November 11, 2008. Earlier, AlG officials
told FRBNY officials on October 24, 2008, that 30% of the AIGFP retention awards would be
accelerated from March 2009 to December 2008 in a broader document summarizing retention
and incentive programs across AIG. No dollar amounts for the AIGFP retention awards,
however, were described in this October 24, 2008, summary. Subsequently, on November 11,
2008, FRBNY and Ernst & Young, LLP, officials were present during a meeting of AIG’s
Compensation and Management Resources Committee where they reportedly heard for the first
time a discussion of the AIGFP retention programs that included specific amounts to be
distributed under the AIGFP Employee Retention Plan.

After spending several months studying AIG compensation, Ernst & Young, LLP was able to
provide to the FRBNY Vice President leading their on-site team a summary of AIG
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compensation programs they had learned about through March 5, 2009, as well as the balances
and general timing of distribution of the AIGFP retention awards based on information provided
by AIG to Ernst & Young, LLP. On February 28, 2009, FRBNY officials e-mailed Treasury’s
internal counsel the amounts and timing of the AIGFP retention awards, noting that the issue had
“garnered press and Congressional attention” and warning that “it will not be easy for Treasury
and the Fed to defend.” The e-mail also promised more detailed information, which was later e-
mailed to Treasury internal counsel on March 5, 2009. Despite the strong language of the e-
mail, a Treasury official told SIGTARP that the e-mail did not raise any flags in Treasury.

Treasury Officials Became More Fully Aware of AIGFP
Retention Payments Shortly Before Their Distribution in
March 2009

While generally aware of the existence of retention awards, available information indicates that
Treasury officials were not aware of the magnitude and timing of the March 2009 AIGFP
retention awards until February 28, 2009. Further, available information indicates that their
broader knowledge and oversight of AIG compensation plans was far less than that of FRBNY
officials and was reliant on what FRBNY officials shared with them. Figure 3 shows a timeline
regarding when both FRBNY and Treasury officials became aware of details surrounding the
AIGFP retention awards.

Figure 3: Timeline of FRBNY and Treasury Officials’ Knowledge of AIGFP Retention Awards
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involvement subsequently became more sporadic. Subsequent turnover of Treasury personnel
left a temporary gap in Treasury oversight. Treasury officials became involved in AIG again in
late October 2008, this time working on structuring terms of Treasury’s $40 billion November
2008 TARP assistance to AlG. Treasury officials began discussions with AlG, via the outside
counsel representing both Treasury and FRBNY, concerning the number of executives who
would be subject to executive compensation restrictions.

Due to the extraordinary nature of the Government’s investment in AlG, Treasury officials
decided to substantially increase the number of AIG executives subject to EESA executive
compensation restrictions beyond the five that would be covered under CPP, and their attention
was quickly focused on identifying these individuals. A final decision was made to place the
restrictions on approximately 70 executives.*® Of that pool, 57 executives actually signed the
November 2008 agreement on compensation restrictions; the others had left the company.
However, available information indicates the decision on the number of executives was made
with Treasury neither directly coordinating with FRBNY officials nor initiating requests for
compensation data that FRBNY officials had gathered. Available documentation and discussions
with available Treasury officials indicate that their primary efforts during this time focused on
developing the executive compensation conditions and identifying the number of executives
subject to those conditions, without an independent, broader assessment of compensation
practices and obligations that would have identified a larger number of highly paid employees.

Available information also indicates that between the fall of 2008 and late February 2009,
Treasury provided little direct oversight and, as a result, had limited knowledge of AIG
compensation plans as a whole. For example, Treasury officials, including the Counselor to the
General Counsel, became aware of at least $600 million in bonus and deferred compensation
for AIGFP employees on October 26, 2008, which did not include any amounts intended for
AIGFP retention awards. According to AIG Senior Vice President, Human Resources, the
deferred compensation was reportedly never actually distributed to AIGFP employees because
they were tied to AIGFP financial performance, which declined to such an extent by the fall of
2008 to eliminate the payments completely. Treasury officials, including the Counselor to the
General Counsel received other details of severance packages for 48 AlG senior executives on
November 7, 2008, as part of determining the compensation conditions to place on AIG
executives. Treasury officials also reportedly had very limited staff time devoted to AIG
compensation issues during that time. As a result, available information indicates the Counselor
to Treasury’s General Counsel and Attorney Advisor did not become aware of the timing and
magnitude of the AIGFP retention payments that would be paid out on March 13, 2009, until late
February 20009.

While senior FRBNY officials were aware of these payments during Secretary Geithner’s term
as President of the FRBNY, there is no indication in documentation received by SIGTARP or in
discussions with FRBNY and Treasury officials regarding to what extent, if any, that Secretary
Geithner was aware of the balances and timing of distribution of the AIGFP retention awards
before March 10, 2009. While available information indicates Treasury officials became aware
of these payments on February 28, 2009, there is no indication they informed Secretary Geithner

3 The 70 executives represented the five senior executive officers as well as 65 other senior executives who
participated in AIG’s Senior Partner compensation plan.
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until March 10, 2009. Once informed, Secretary Geithner reportedly contacted former AIG CEO
Edward Liddy regarding AIG’s compensation plans and his concerns with the magnitude of the
pending AIGFP retention awards. Since that time, and leading up to the appointment of its
Special Master for compensation, Treasury has become more involved with AIG compensation
decisions. In March 2009, Treasury established an equity capital facility, from which AIG would
be able to access up to $29.8 billion in return for preferred shares in AIG. While the deal, which
was not signed until April 17, 2009, required AIG to repay $165 million over a period of five
years in an effort to recoup the AIGFP retention awards, no new executive compensation
restrictions were placed on AlIG and future AIGFP retention award payments went unaddressed.
The deal required AlG to comply with new executive compensation regulations that were later
issued in June 2009. Shortly after the March retention award distributions, AIG officials began
deferring approval of compensation decisions for individuals receiving greater than $250,000 to
Treasury officials, with Treasury rendering a “no objection” decision for cases requiring “acute
and immediate” attention.
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The March 2009 Retention Payments Were
Subject to Pre-existing Contractual Obligations
and Not Executive Compensation Restrictions

This section presents information on the extent to which AIGFP retention payments were
governed by Federal executive compensation restrictions or pre-existing contractual obligations.
Based on available information, the AIGFP retention payments were consistent with the law and
AIG’s contractual obligations to the Government. They were not prohibited under EESA, the
American Recovery and Reinvestment Act of 2009 (ARRA), or the post-ARRA legislative
changes restricting executive compensation payments. Also, these payments were not governed
by executive compensation restrictions that were placed on AIG executives as part of the TARP
assistance agreement. Several legal opinions concluded that the payments were contractually
required. While there was no effort initially to negotiate reductions to the payments, AlG
executives asked Financial Products employees to voluntarily return a portion of the payments
after public outcry over the compensation. Although AIG received a commitment from some
employees to repay a portion of the retention awards, collection has been incomplete due to
certain employees leaving AIG and reported concerns of employees who remain at AIG
regarding the status of future payments under the AIGFP retention plan.

AIGFP Retention Payments Were Not Governed by
Executive Compensation Restrictions

The March 2009 retention payments are not governed by executive compensation conditions
outlined under EESA, Treasury guidelines, or ARRA. First, the March 2009 payments were
retention awards based on 2008 plans, which are outside the scope of executive compensation
restrictions imposed by Treasury. Second, the plans were exempted under ARRA, which
explicitly stated that it did not apply to agreements in place prior to February 11, 2009.
Moreover, Treasury’s June 2009 interim final rules similarly state that payments accrued or
made before June 15, 2009, based on a written employment agreement, are not subject to its
executive compensation restrictions. The AIGFP Employee Retention Plan was offered in
writing to employees during the first quarter of 2008, and all of AIG’s 13 retention plans were
offered to employees before February 11, 2009.

Executive compensation conditions placed on AlG as part of Treasury’s November 2008
agreement applied to 57 AIG executives. SIGTARP examined the listing of the approximately
400 AIGFP personnel receiving the March 2009 retention payments and found that the recipients
did not include any of the 57 persons covered under the TARP agreement restrictions. Moreover,
the AIGFP retention pay recipients were not designated as Senior Executive Officers or Senior
Partners, nor were any of them the five most highly compensated officers or participants in
AIG’s Senior Partners plan—categories of employees covered under Treasury guidelines
applicable to AIG at the time the payments were made.
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Legal Opinions Support Conclusions That the March 2009
Retention Payments Were Contractually Binding

AIGFP employees signed award letters from AlG accepting the terms of the AIGFP 2008
Employee Retention plan. See Appendix D for an example of the award letter. Several
government and private parties reviewed the enforceability of the March 2009 retention
payments, determining that they were legally binding. First, on March 16, 2009, one of AIG’s
outside counsels, Paul Hastings, Janofsky, & Walker, LLP, determined that the payments were
contractually required and furnished this opinion to AIG and FRBNY general counsel. Second,
according to Treasury, in early March 2009, Treasury officials asked another outside counselor,
Davis, Polk & Wardwell, who serves as counsel to both Treasury and FRBNY regarding the AIG
transactions, to discuss measures that could be taken to prevent the payments from being made.
Although they did not provide any written opinion, the outside counsel reportedly communicated
to Treasury officials that the retention awards appeared on their face to be contractually binding.
Third, shortly after the AIGFP retention payments were distributed to employees, the Treasury
Secretary asked the Department of Justice to investigate whether there was a legal basis to
recoup the retention awards. The Department of Justice, on March 27, 2009, concluded that there
was a low likelihood that alternatives to paying the bonuses would have much legal merit.**

While efforts could have been undertaken to achieve pay reductions through negotiations, AlG
senior officials told SIGTARP they did not believe that was an option at the time given the
contractual obligations and the need to retain those employees. Following the public outcry over
the payments made in March 2009 and subsequent congressional legislative efforts to heavily tax
the payments, however, AIG officials noted that options for negotiations became more viable.

Efforts Are Underway To Recoup a Portion of the March
2009 Retention Payments

Following the March 2009 AIGFP payments, subsequent congressional hearings, public outcry
over the retention payments, and extensive media coverage, along with well-publicized threats to
individual employees once details of payments were made public, AIG executives asked certain
AIGFP personnel to return voluntarily a portion of the awards. AIG executives stated that they
asked personnel who received AIGFP retention awards greater than $100,000 to return 50
percent of the award received. According to AlG officials, as of August 31, 2009, there had been
pledges to repay approximately $45 million before taxes and actual repayments of a little more
than $19 million before taxes had been made. These same officials state that additional progress
to recoup the full amount pledged is subject, in part, to reaching agreement on the extent to
which the second portion of the retention awards will be paid, as promised, in March 2010.
Although a senior AIG official states future awards totaling approximately $198 million™ are

1 The Treasury Inspector General is conducting a separate analysis of the legal grounds for AIG bonus payments
and the potential for recouping such payments.

> AIGFP retention awards totaled approximately $198 million as of August 31, 2009. The total that will be paid is
subject to any changes in the terms of the retention agreements, as well as the number of employees present at the
time of distribution.
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supposed to be paid in March 2010 as part of the contractual AIGFP retention agreements, AlG
officials indicated that they are working to propose new compensation arrangements to AIGFP
employees in light of the negative fallout surrounding the March payments. Discussions between
AIG and the Special Master regarding the terms of new compensation agreements are ongoing.
AIG officials state that changes to the terms of the previously agreed-upon retention awards have
created significant compensation uncertainty within AIGFP. As discussed more fully below, this
is just one of the outstanding challenges AIG faces in structuring future compensation decisions
that retain employees and comply with executive compensation regulations.
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AIlG’s Continuing Employee Retention and
Compensation Issues

This section discusses key AIG compensation issues that may affect employee retention and
future decisions by the Special Master. AIG faces difficult challenges in balancing the size and
timing of future compensation payments, some of which are considered by corporate and
government officials to be contractually binding, while also complying with new restrictions on
compensation. According to AIG and FRBNY officials, the loss of key employees in AIGFP
and other business units could damage AlIG’s ability to retain customers and sell some of its
companies, which are essential factors in repaying the Federal Reserve and Treasury.
Recognizing a linkage of past pay decisions to future pay decisions, AlG reportedly has been in
discussions with the Office of the Special Master concerning $198 million in future retention
payments due to AIGFP employees. The complexity of AIG compensation issues are such that
they are likely to require considerable attention of AIG management and Federal officials for
some time to come. FRBNY officials, who have had far more detailed experience in examining
AIG compensation issues than Treasury officials, are reportedly willing to share knowledge
gained regarding AIG’s compensation programs with the Special Master in understanding AIG
compensation structures and retention challenges. The Office of the Special Master reportedly
has recently initiated contact with FRBNY officials following SIGTARP’s recommendation that
he do so.

AIG Cites Unresolved Compensation Challenges To Retain
and Recruit Key Employees

Although new TARP executive compensation regulations issued on June 15, 2009, will bring
some certainty to compensation at AlG, the company reportedly has already lost many
employees. According to AlG officials, these regulations do not resolve the need to structure
compensation to retain and recruit key talent or to maintain a competitive compensation program
relative to peer firms, which are not subject to the new regulations. AIG officials state AIG
businesses not associated with AIGFP retention payments or financial losses generated by
AIGFP credit default swaps have suffered employee turnover because of lost business volume
and the negative stigma now associated with the AIG moniker. As a result of the compensation
uncertainty, AIGFP and other business units reportedly have suffered hundreds of resignations,
which AIG and FRBNY management believe potentially impact the company’s ability to operate
effectively, and ultimately, to repay Federal assistance.

AIG documentation indicates that dozens of Directors and Officers have resigned across the
Commercial Insurance, Worldwide Life Insurance, Investments, and Financial Products
businesses. According to senior AIG officials, the requirement to comply with the compensation
regulations is another challenge they face relative to their competitors. AIG officials stated that
their competitors are successfully recruiting AIG employees, potentially putting those peer firms
not subject to the compensation regulations at a competitive advantage in attracting talent. AlG
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officials have expressed the view that these resignations are affecting the AIG enterprise at large,
but losses are reported to be particularly acute within AIGFP. Losing AIGFP employees is seen
by AIG leadership as a significant risk. Because of their institutional knowledge, these
employees are considered by AIG as key to finishing the unwinding of the complex derivatives
book of business, estimated to be about $1.3 trillion in notional amount as of June 30, 2009. AIG
officials emphasized that effectively retaining and recruiting quality staff throughout their
organization directly relates to AlG’s ability to repay the Federal Reserve and Treasury
Department for the Government’s investments in AlG.

Special Master’s Decisions May Address Some of AIG’s
Compensation Challenges, but AIG Management Must Still
Make Difficult Decisions

The appointment of the Special Master as part of the June 15, 2009, interim final compensation
regulations and his subsequent determinations will clarify some decisions on AlIG’s
compensation, but AIG management will still have to make difficult decisions on compensation
issues that are outside of the regulations’ scope. The Special Master will review the proposed
compensation structures, including payments made pursuant to those structures, for the senior
executive officers and the 20 next most highly-compensated, as well as the proposed
compensation structure for the next 75 most highly-compensated employees. In addition, the
Office of the Special Master stated the Special Master has authority to issue an advisory opinion
with respect to payments outside of his scope if formally requested in writing by a TARP
recipient. The Office of the Special Master states that under the interim final regulations,
though, the Special Master is expressly permitted to consider certain prior payments in the
course of decisions related to prospective compensation structures.

As noted earlier, according to AlG officials, resolution of the prior pay decisions are clearly
linked to future pay decisions. Therefore, upon the Special Master’s appointment, AIG began
discussions with him with respect to the remaining AIGFP employee retention payments as well
as other base pay issues. Although the final outcome of the Special Master’s review and
approval of these payments is not known, there are ongoing discussions between AIG and the
Special Master regarding the amount of the remaining retention payments that will be
distributed. Although the Office of the Special Master indicates AIG has not formally requested
in writing an advisory determination for the remaining AIGFP retention payments, Treasury’s
Special Master has informed AIG management that the total of $198 million should be reduced.
The Office of the Special Master has not indicated by how much this amount is to be reduced.
Further, the Office of the Special Master stated that the Special Master has indicated that full
repayment of $45 million in pledged amounts will be required by those individuals subject to
Special Master review. According to AIG management, collecting repayments for the total $45
million will be difficult because some of the more than 400 employees originally receiving
retention awards and who said they would repay are no longer with the company.

In a letter reportedly sent on July 20, 2009, to the seven firms receiving exceptional TARP

assistance, the Office of the Special Master requested a voluminous amount of compensation
data with respect to the proposed compensation structures and payments for the senior executive
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officers and 20 most highly compensated employees of each recipient. For AlG to gain approval
for its proposed compensation packages that fall within the new regulations, the Special Master
will review whether AIG proposals are consistent with pay at competitor institutions and that
they align with appropriate performance metrics, among other factors. According to the Office of
the Special Master, information on the compensation packages of the senior executive officers
and 20 most highly-compensated executives® was due to the Special Master by August 14,
2009. As of August 31, 2009, AIG received notification from Treasury that their application was
considered substantially complete, thus triggering the beginning of the Special Master’s sixty-
day review. AIG also has to submit information to the Special Master on the compensation
structures for the next 75 most highly compensated employees, which is due within 120 days of
the issuance of interim final regulations.

FRBNY also has a significant stake in the compensation decisions made by the Special Master. It
has developed an extensive body of knowledge and analysis about AlG’s compensation
programs, retention problems, and overall governance as part of its due diligence performed
since signing the credit agreement with AIG in September 2008. FRBNY officials are currently
monitoring AIG management’s efforts to modify and develop future compensation packages that
would require the Special Master’s approval. FRBNY officials told us they are willing to work
with the Special M