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Conclusion
Many point to the bankruptcy of New Century Financial Corporation
as
the “official”
“official” beginning
crisis. It
It would
as the
beginning of
ofthe
the most
most recent
recent subprime
subprime crisis.
be
difficult
to
trace
this
subprime
crisis
back
to
a
particular
date
be difficult to trace this subprime
date or to
any single
single event.
event. However,
However,ininhindsight,
hindsight,itit is
is clear
clear that
that the
the failure
failure of
any
was just
just aa symptom
symptom of
of the underlying problems
subprime lenders
lenders was
problems rather
rather
problems. At
At this
than the root cause
cause of these
these problems.
this point,
point, we
we have
have witnessed
witnessed
numberof
of other
otherprofoundly
profoundly painful
painful symptoms,
symptoms, including
including the
the failfailquite a number
of the country’s
country’s largest
largestthrifts,
thrifts, the
the failure
failure of a global insurure of some
some of
ance
giant, the
the failure
failure of a significant number
the failure
failure of
ance giant,
number of banks,
banks, the
several
investment banks,
banks, and
and plummeting
plummeting stock
The government
government
several investment
stock prices.
prices. The
has
taken
a
number
of
unprecedented
steps
to
combat
these
has taken a number of unprecedented steps to combat these problems.
problems.

Treasury has
hasinjected
injectedapproximately
approximately$250
$250billion
billionof
of capital
capital into
into fifiThe Treasury
Deposit Insurance
Insurance Corporation
Corporation (FDIC)
(FDIC)
nancial institutions, the Federal
Federal Deposit
has expanded
expanded guarantees
guaranteesfor
for bank
bank liabilities,
liabilities, and
has
and the
the Fed
Fed has
has cut
cut rates
rates
and has
has introduced
introduced aa number
number of
of credit
credit and
and other
other facilities intended
and
intended to
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provide liquidity
liquiditytotodifferent
differentsegments
segments of
ofthe
themarket.
market.However,
However, despite
despite
all of
of these
these emergency
emergency actions, the economy continues
continues to weaken.
weaken. Financial institutions continue
continue to
to write
write down
down the
the value
valueof
of their
their “troubled”
“troubled”
assets.
Lingering concerns
assets. Lingering
concerns about
about the
the value
value of
ofthese
theseassets
assets have
have proven
proven
to
stronger than
government’s emergency
measures. In
In the
the face
face of
of
to be
be stronger
than the
the government’s
emergency measures.
concerns
regarding
the
stability
of
the
largest
financial
institutions,
loan
concerns regarding the stability of the largest financial institutions, loan
modification
modificationprograms
programs and
and other
other mortgage
mortgage mitigation
mitigationhave
have taken
taken aa back
back
seat
to other
other emergency
emergency measures.
measures.Discussions
Discussions of
of alternative
alternative approaches
seat to
approaches
to
been deferred
deferred for
for better
better times.
times.
to mortgage
mortgage finance
finance also
also have
have been
In a
recent speech,
speech,Federal
FederalReserve
ReserveChairman
ChairmanBen
BenBernanke
Bernankenoted
notedthat
In
a recent
that
“The
proximate
the turn
turn of
of the
housing cycle
cycle in
in the
“The
proximatecause
cause of
of the
the crisis
crisis was
was the
the housing
the
United
States
and
the
associated
rise
in
delinquencies
on
subprime
mortUnited States and the associated rise in delinquencies on subprime mortgages,
which imposed
imposed substantial
substantial losses
losseson
on many
many financial
financial institutions
gages, which
and
and shook investor confidence in the
the credit
credit markets.
markets. However,
However, although
although
the
the subprime
subprime debacle
debacle triggered the crisis,
crisis, the
the developments
developments in the
the U.S.
U.S.

mortgage
market were
were only one aspect
of a much larger and more enmortgage market
aspect of
compassing
credit
boom,
the
impact
of
which
compassing credit boom, the impact of whichtranscended
transcended the
the mortgage
mortgage
market
affected adversely
adversely many
many other
other forms
forms of
market and
and affected
ofcredit.”1
credit.”1 To
To the
the casual
casual
observer, it
it may
may seem
seem inexplicable
inexplicable that
that mortgage
mortgage delinquencies
delinquencies and
and foreforeobserver,
closures would
would be
be the
the triggering
triggering event
that would
would precipitate
prolonged
closures
event that
precipitate aa prolonged
financial crisis.
financial
crisis. ItIt certainly
certainlytook
tookmany
manypolicymakers
policymakersby
bysurprise.
surprise. Indeed,
Indeed,

it may
may be
be difficult
difficulttotoconnect
connect the
the origination
origination of
ofone
one mortgage
mortgage loan by
a local bank in Middle
Middle America
America totoaaWall
WallStreet
Street investment
investment bank sellsome or
or all
all of their
ing complex
complex financial
financial instruments
instruments (that
(that derive
derive some
their value
value
from mortgage
to other
other financial
financial intermediaries.
is this
this
from
mortgage loans)
loans) to
intermediaries. However,
However, itit is
connection
and
the
gradual
shift
over
the
last
two
decades
of
the
credit
connection and the gradual shift over the last two decades of the credit
risk relating
loan originations
originations from
from depositary
institutions to
risk
relating to
to mortgage
mortgage loan
depositary institutions
to
Wall
Street
and
beyond
that
lies
at
the
center
of
the
financial
crisis.
Wall Street and beyond that lies at the center of the financial crisis.
In
domino effect
the downdownIn order
order to
to understand
understand the
the domino
effect that
that characterizes
characterizes the
turn
in
the
housing
market
and
the
rise
in
delinquencies
and
foreclosures,
turn in the housing market and the rise in delinquencies and foreclosures,
it is
to understand
understand the
theevolution
evolution of
of housing
housing finance.
finance. Part
Part II below
below
it
is essential
essential to
explains the
the securitization
securitization finance
the breakdown
breakdown of
of the
the modmodexplains
finance model,
model, and
and the
el that resulted
in
the
financial
crisis.
Part
II
provides
a
brief
summary
resulted in
Part II provides brief summary
of the
to the
the financial
financial crisis.
crisis. Part
of
the government’s
government’s responses
responses to
Part III
IIIdiscusses
discusses aa
number
of
factors
that
have
contributed
to
the
crisis.
Part
IV
is
intended to
to
number of factors that have contributed to the crisis. Part IV is intended
resume the
the dialogue
dialogue commenced
commenced by
by regulators
regulators in
in early
early 2008
2008 (before
resume
(before the
the
bleakest days
days of
of the
the crisis)
crisis) regarding
regarding alternatives
alternatives to
to securitization.
securitization.
bleakest

PARt
seCURItIzAtIon
ModeL
Part I:I:tHe
The
Securitization
Model
This section
section explains
explains the
the process
process by which
which Joe
Joe the
the Homeowner’s
Homeowner’s
mortgage
mortgage loan is financed
financed (or more
more correctly,
correctly, was
was financed)
financed) through
through sese© 2009 Thomson
ThOMSON Reuters
ReUTeRS
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curitization,
breakdown in
in this
this
curitization, the
the securitization
securitization finance
finance model,
model, and
and the
the breakdown
securitization
system.
securitization system.

A. Presecuritization
Presecuritization,
Joe the
the Homeowner
Homeowner would
would visit
visit his
Presecuritization, Joe
his local
local bank
bank (one
(one
of many banks that Joe
Joe the
theHomeowner
Homeownermight
might visit)
visit) to take out a mortgage
loan. The
The local
local bank
bank would finance
the origination of
gage loan.
finance the
of mortgage
mortgage
loans through its deposit-taking activities and
possibly
through
a wareand
house
line
of
credit.
The
local
bank
might
be
constrained
in
its
new
morthouse line of credit. The local bank might be constrained in its new mortgage origination
origination activities if
if ititwere
gage
were not
not able
able to
to raise
raise additional capital.
The local bank
bank would
would hold
hold mortgage
mortgage loans
loans on
on its
its balance
balance sheet,
sheet, which
would require
require that
that the
the bank
bank maintain
maintain adequate
adequate capital levels
levels to support
support
these liabilities.
liabilities. Because
the local
local bank
bank held
held the
the mortgage
mortgage loans
loansitit origiorigithese
Because the
nated on
on its books, the
the local bank was
was motivated
motivated to make
make certain that
that it
nated
undertook aa careful
careful review
review of
of each
each mortgage
mortgageprior
prior to
to its
its origination.
origination. Of
course,
this
meant
that
homeowners
with
more
stable
incomes
better
course, this meant that homeowners with more stable incomes and
and better
credit
histories
invariably
would
have
more
reliable
access
to
mortgage
credit histories invariably would have more reliable access to mortgage
financing
with weaker
credit histories.
financing than
than homeowners
homeowners with
weaker credit
histories.
As aa result of the
the extremely
extremely high
high value
value placed
placed on
on home
home ownership in
this country,
severalentities
entities to
to facilitate
facilitate and
and proprothis
country, the
the government
government created
created several
mote
home
ownership
through
mortgage
lending.
These
include
Ginnie
mote home ownership through mortgage lending. These include Ginnie
Mae,
Mae, and
and Freddie
Freddie Mac.
Mac. Government
Government agencies,
agencies, like
like Ginnie
Ginnie
Mae, Fannie
Fannie Mae,
Mae, or government
sponsored
entities
(GSEs),
like
Fannie
Mae
and
government sponsored entities (GSEs),
Fannie
and
Freddie
Mac,
purchase
or
insure
mortgage
loans
that
conform
to
certain
Freddie Mac, purchase or insure mortgage loans that conform to certain
established underwriting
underwriting standards.
In functioning
functioning as
buyer for
for already
established
standards. In
as aa buyer
already
originated mortgage
loans or pools
originated
mortgage loans
pools of
of mortgage
mortgage loans,
loans, these
these entities
entities
“free up”
of banks
so that
that the
the banks
bankshave
havethe
theliquidity
liquidity
“free
up”the
thebalance
balance sheets
sheets of
banks so
necessary to
to originate
originate additional
additional new
necessary
new mortgage
mortgage loans.
loans.
The
GSEs
issue
securities
the
income
of
which
is derived
derived from
from pools
The GSEs issue securities the income of which is
pools
and other
other financial
financial intermediarof home
home mortgages
mortgages originated by banks and
ies. Fannie
Fannie and
and Freddie
Freddie guaranteed
guaranteed many
many of
of the
the mortgages,
mortgages, thus
thus making
making
ies.
the first securitizations
securitizations possible.
possible. In 2006,
2006, Ginnie
Ginnie Mae
Maeguaranteed
guaranteed the
the
underlying approximately 4%
mortgages underlying
4% of
of all
all mortgage-backed
mortgage-backed securisecuriissued in
in 2006. Fannie
Fannie Mae
Mae and
and Freddie
Freddie Mac
Mac accounted
accounted for
for 40% of
ties issued
mortgage-backed securities
mortgage-backed
securities issued
issued in
in 2006.2
2006.2

B. Securitization
securitization33
GSE-sponsoredsecuritization
securitizationwas
wassoon
soonfollowed
followed by the
GSE-sponsored
the developdevelopment of private
private securitizations,
securitizations, or
or securitizations
securitizations packaged
packaged by private
private
financial institutions.
financial
institutions. Securitization
Securitizationresulted
resulted in
in doubling
doublingthe
the share
share of
of the
the
mortgage debt
debt held outside the GSEs
GSEs in each
U.S. mortgage
each of 2003,
2003, 2004,
2004, and
and
4 In a securitization, a financial intermediary, usually an investment
2005.4
In a securitization, a financial intermediary, usually an investment
2005.
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bank
bank referred
referred to
to as
as aa depositor,
depositor, pools
pools together
together mortgage
mortgage loans
loans and
and sells
sells
these
mortgage loans
loans to
to a
these mortgage
a special
special purpose
purpose vehicle.
vehicle. As
As discussed
discussed below,
below,
the special purpose
purpose vehicle is generally organized as
as aa trust. The trust
then issues
issues and
and sells
sells securities
securities(publicly
(publicly or privately) to
to investors.
investors. The
financial
offering of
financial intermediary
intermediary underwrites
underwrites the
the offering
of the
the securitization
securitization trust
securities
persecurities to
to investors.
investors. The
The return
return on
on the
the securities
securities depends
depends upon
upon the
the performance
of
the
underlying
mortgage
loans.
Essentially,
these
are
“passformance of the underlying mortgage loans. Essentially, these are “passthrough
structured to
to provide
provide that
that
through securities.”
securities.” Pass-through
Pass-through securities
securities are
are structured
a portion of
of the
thepayments
payments on
on the
the underlying
underlyingmortgage
mortgage loans
loans isispassed
passed
through
through to
to the
the holders
holders of the
the securitization
securitization trust
trust securities.
securities. Interest
Interest paypayments
underlying mortgage
ments on the underlying
mortgage loans
loans are
are used
used to pay
pay interest
interest on
on the
the
securitization
trust
securities.
Principal
payments
are
used
to
pay
down
securitization trust securities. Principal payments are used to pay down
the principal
principal on
on the
the securities.
securities. The trust is
is structured
structured as
as a bankruptcyremote
vehicle.
Investors
in
the
mortgage-backed
securities
remote vehicle. Investors in the mortgage-backed securities depend
depend on
on
the
payments on
on the
the underlying
underlying mortgage
the payments
mortgageloans
loans and
and do
do not
not have
have recourse
recourse
to the original
original mortgage
mortgage lender or to the
the depositor in the
the event of payment
investors are
are subject
subjectto
toall
all of
of the risks relating to
ment defaults. The investors
to the
the
mortgage
loans,
including
prepayments
(which
reduce
the
term
of
their
mortgage loans, including prepayments (which reduce the term of their
mortgage-backed
security) and
mortgage-backed security)
and defaults
defaults (which
(which reduce
reduce the
the payments
payments on
on
their
mortgage-backed
security).
their mortgage-backed security).

Through the securitization process,
theoriginal
original loan
loan originator,
originator, aa loprocess, the
cal
bank
or
a
mortgage
lender
not
organized
as
a
bank,
gets
paid once
once it
it
cal bank or a mortgage lender not organized as a bank, gets paid
sells
a
mortgage
loan
to
be
pooled
for
securitization.
The
loan
originator
sells a mortgage loan to be pooled for securitization. The loan originator

is not exposed
to the
the underlying credit risk associated
with the
exposed to
associated with
the mortgage
loan. The
The mortgage
mortgage loan
loan is removed
gage loan.
removed from the originator’s books
books
and
becomes an
anasset
assetofofthe
thesecuritization
securitization trust.
trust. This
This separation
separation of
of credit
credit
and becomes
risk has
been
referred
to
as
“moral
hazard.”
Mortgage
loan
originators
has been referred to as “moral
gradually
their loan
loan underwriting
underwriting standards
to originate
originate
gradually eased
eased their
standards and
and began
began to
mortgages
to
borrowers
according
to
lower
underwriting
standards.
mortgages to borrowers according to lower underwriting standards.

The once personal
personal process
processof
of originating
originating a mortgage
mortgage loan to a new
borrower,
like
Joe
the
Homeowner,
became
less
personal and
and less
less rigrigborrower, like Joe the Homeowner, became less personal
orous.
From
the
perspective
of
the
local
bank,
securitization
provided
orous.
perspective of
bank, securitization provided
an alternative means
means of
of financing new mortgage loan originations. The
local bank could originate
and had
had the
the option
option to sell
originate mortgage
mortgage loans
loans and
bundles
loans for repackaging into a securitization. Banks
bundles of mortgage loans
could
and securitize
securitize them
them immediately,
immediately, eliminating
eliminating
could originate
originate mortgages
mortgages and
the need
to
fund
those
assets
on
a
long-term
basis.
Mortgage
financneed
those assets on a
basis.
ing began
to
depend
on
the
capital
markets—as
mortgage
originators
began depend
the capital markets—as
increasingly
on securitization (instead
increasingly depended
depended on
(instead of new
new bank
bank deposits)
deposits)
to finance new
new originations. Investors
Investors could
could invest
investdirectly
directly or
or indirectly
indirectly
in
in mortgage-backed
mortgage-backed securities.
securities. As aa result of the
the securitization
securitization process,
process,
large
large pools of capital
capital were
were committed to
to home
home mortgage
mortgage finance, which
© 2009 Thomson
ThOMSON Reuters
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lowered
lending costs.
costs. In
In 2006,
2006, for example,
the ratio of
lowered lending
example, the
of mortgagemortgagebacked
securities to
backed securities
to total
total mortgages
mortgages was
was over
over 50%.5
50%.5
For a securitization,
securitization, the mortgage
mortgage loans
loans are
are required
required to have
have consistent
terms
and
characteristics.
Pools
of
mortgage
loans
are
sistent terms and characteristics. Pools of mortgage loans are grouped
grouped
based
on their characteristics.
The consistency
consistency of
of the
the terms
terms facilitates
based on
characteristics. The
the
creation of
of securities
issued by
by the
the securitization
securitization trust
trust to
to investhe creation
securities to
to be
be issued
investors.
securitizations, the
the underlying mortgage
tors. For
For GSE
GSE sponsored
sponsored securitizations,
mortgage loans
loans
had
had to be originated
originated in conformity
conformity with
withtheir
theirunderwriting
underwritingstandards.
standards.
For
mortgage loans
loans had
had to
to be
be origiorigiFor private securitization
securitization standards,
standards, the mortgage
nated
in conformity
nated in
conformity with
withcertain
certainmarket
marketstandards.
standards. This need
need led both
to an increasing commoditization of
of the
the mortgage
mortgage origination
origination process
process
and
also
to
many
new
entrants
into
the
mortgage
loan
origination busiand also to many new entrants into the mortgage loan origination
business,
including entities that were not regulated
ness, including
regulated depositary
depositary institutions.
Securitization inevitably
inevitably led
led to
to more
more concentration
concentration of
of mortgage
mortgage finance
in
in fewer
fewer financial
financial institutions.
institutions. The
The financial
financial intermediaries,
intermediaries, fewer
fewer than
than aa
dozen
investment banks
banks (compared
(compared to
to thousands
thousands of
of local banks),
dozen large investment
banks),
played
the key
key role
role in securitizations.
played the

C. Innovation
As discussed
above, the
thebasic
basicsecuritization
securitization structure
structure is
is quite
quite simple.
simple.
As
discussed above,
Mortgage loans
loans are
are pooled into
into aa trust,
trust, and
and the
the trust
trust issues
issues trust securisecurities to
to investors.
investors. For
For tax
tax purposes,
purposes, itit is
is important
important that
trust be
considties
that the
the trust
be considered aa “pass-through”
“pass-through” entity
ered
entityso
so that
that the
the entity
entityisisnot
notsubject
subjecttotoaaseparate
separate

level of tax
tax at
at the
the entity
entity level.
level. AAseparate
separate tax at the trust level would
make
the
structure
uneconomic.
Most
securitizations
make
structure uneconomic.
securitizations are structured to
comply with
with the
the REMIC
REMIC(Real
(RealEstate
Estate Mortgage
Mortgage Investment
Investment Conduit)
6 In order to qualify as a
rules.6
In order to qualify a REMIC, all
all of
ofthe
theinterests
interests must
must consist
consist
rules.
of one
of regular
and only
only one
of
of
one or
or more
more classes
classes of
regular interest
interest and
and one
one and
one class
class of
residual interest.
interest. The
The trust
trust is
is not
not intended
intended to
to be
be an
an “active”
“active” entity that
residual
exercises any
any discretion. Consequently,
exercises
Consequently, securitization transactions
transactions are
are
“hardwired”
so
that
the
trust
essentially
is
a
static
pool
of
mortgages.
An
“hardwired” so that the trust essentially is a static pool of mortgages. An

entity that initially
initially qualifies
qualification if aa
qualifies as
as a REMIC may lose
lose its qualification
sufficiently large portion of
its
mortgages
are
“significantly
of its mortgages are “significantly modified.”
as indicative
indicative of active
Modifications to
to the
the mortgages
mortgages would be
be seen
seen as
active
management rather
rather than
than passive
passive investment.
investment. As
As we
we discuss
discuss below,
below, only
only
management
limited modifications
certain limited
modifications are
are permitted.

The security issued
by the securitization
securitization trust may be structured
issued by
structured in
order
to
meet
investor
demands.
Over
time,
investment
banks
order to meet investor demands. Over time, investment banks became
became
more and
and more
more creative
creative and
and structured
structured securities
securities that
that had
had features
features that
that
Also, aa semet investor
investor demand—for
demand—for example,
example, interest-only
interest-only payments.
payments. Also,
securitization trust
trust may
may issue
issue multiple
multipleclasses
classes of
of trust
trustsecurities.
securities. These
These
various classes
classes(or
(or tranches)
tranches)ofofsecurities
securitiesmay
maydiffer
differ in
in terms
terms of
of their
various
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ranking
junior), or
ranking in
in bankruptcy
bankruptcy (more
(more senior,
senior, or
or more
more junior),
or may
may differ
differbased
based
on the rights to payment
or to timing of
payment or
of payments.
payments. By varying
varying the
the seseniority,
niority, the
the collateralization
collateralizationand
andthe
thepayment
payment features,
features, investment
investment banks
banks
could
could custom
custom tailor
tailorsecurities
securities totomeet
meetinvestor
investorneeds.
needs. These
These securitizasecuritization
(or resecuritized)
resecuritized) and
and combined
combined
tion trust
trust securities
securities could
could be
be repackaged
repackaged (or
with
Over time,
time, more
more complex
complex securisecuriwith other
other mortgage-backed
mortgage-backed securities.
securities. Over
ties were developed,
such as
ascollateralized
collateralized debt
debt obligations
obligations (or
(or CDOs)
developed, such
and
structured investment
investmentvehicles
vehicles(or
(orSIVs),
SIVs), all
all of which may
and structured
may contain
mortgage-related
The securities
securities issued
issued in
in private
private semortgage-related securities
securities as
as assets.
assets. The
securitizations
curitizations are
are rated
rated by
by rating
ratingagencies,
agencies, and
and the
the ratings
ratings are
are supposed
supposed
to reflect the credit quality and probability of
of default
default or
or credit
credit losses
losses in
connection
with
an
investment
in
the
securities.
connection with an investment in the securities.

d.
and Subprime
subprime
D. Housing Boom and
Until
Until recently,
recently, housing
housing prices
prices in
in the
theUnited
UnitedStates
States had
hadincreased
increased
steadily.
Facedwith
with increasing
increasing housing
housing prices
prices and
and the
the availability
availability of
steadily. Faced
credit, mortgage originators (perhaps
(perhaps moral hazard
hazard also played a part)
began
originating more
more loans
loans to borrowers
began originating
borrowers with weak
weak credit histories.
histories.
Some
mortgage loans
loans required
required little
little to
Some mortgage
to no
no down
down payment.
payment. The loans include
subprime mortgage
mortgage loans
loans or
or Alt-A
Alt-A mortgage
These borrowborrowclude subprime
mortgage loans.
loans. These
ers
were
more
susceptible
to
economic
downturns.
From
2001
to
ers were more susceptible to economic downturns. From 2001 to 2006,
2006,
the
volume of
of subprime
subprime and
and Alt-A
Alt-A mortgage
soaredfrom
from $0.2
$0.2 triltrilthe volume
mortgage loans
loans soared
7 However, given the backdrop of rising home prices, if
lion
to
$3
trillion.7
lion to $3 trillion. However, given the backdrop of rising home prices, if
these
borrowers faced
faced economic
economic difficulties,
difficulties, they
these borrowers
they were
were able
able to
to refinance
refinance
their mortgages
or
sell
their
homes
and
pay
off
their
mortgages.
mortgages
homes and pay off
mortgages. Many
of
borrowers entered
into variable
of these
these borrowers
entered into
variable rate
rate mortgages
mortgages (adjustable
(adjustable rate
rate
mortgages,
or
ARMs)
that
required
low
down
payments.
Lulled by
mortgages, or ARMs) that required low down payments. Lulled
by what
what
seemed
like continual increases
seemed like
increases in housing prices,
prices, borrowers
borrowers believed
believed
that
they would
would be
to refinance
refinance their
their mortgages.
mortgages. Once
Once housing
housing pricpricthat they
be able
able to
es
began falling
falling in
es began
in 2006
2006 and
and 2007,
2007, defaults
defaults and
and foreclosures
foreclosures rose,
rose, and
and
adjustable
mortgages began
began to
to reset.
reset. Lenders
Lenders cut
cut back
back on
on new
new mortgage
mortgage
adjustable mortgages
lending,
were limited.
limited.
lending, and
and refinancing options were
Mortgage defaults in turn
led
to
foreclosures.
turn led to foreclosures. Subprime
Subprime loans
loans have
have
accounted
for
over
half
of
the
foreclosures
begun
since
2006.8
Housing
accounted for over half of the foreclosures begun since 2006.8 Housing
prices continued
continued to
fall. The
prices
to fall.
The value
value of
of mortgage-related
mortgage-related securities
securities also
also bebegan to
to decline.
holders of
of mortgage-backed
gan
decline. As
As we
we discussed
discussed above,
above, holders
mortgage-backed seseexposed to
to the
the risk
risk of defaults on the underlying mortgages.
curities are
are exposed
mortgages.
Naturally, the
the mortgage-backed
mortgage-backed securities
securities decline in
in value
value as
as mortgage
mortgage
defaults increase.
Similarly, the
defaults
increase. Similarly,
the value
value of
of securities
securities related
related to
to mortgages,
mortgages,
including CDOs
result. Declines
Declines in
value
including
CDOsand
andSIVs,
SIVs,also
alsodeclines
declinesas
as aa result.
in the
the value
with a small
of portfolios
portfolios ofofmortgage-related
mortgage-related securities
securities concentrated
concentrated with
number of financial institutions
institutions led
led to
to write-downs
write-downs by
by these
these institutions.
securities were
were included
included in,
in, or reTo the extent that mortgage-related
mortgage-related securities
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packaged
into, other
other financial
financial products,
the value
value of
of those
those financial
financial prodprodpackaged into,
products, the
ucts eroded.
eroded. Depositary
Depositary and
and other
otherfinancial
financial institutions
institutions could no longer

rely on
on securitization
securitization to
to provide
provide balance
balance sheet
sheet liquidity. To
To the
the extent
extent
that
in the
based on
on pledges
pledges of
of mortgagemortgagethat credit
credit had
had been
been advanced
advanced in
the past
past based

backed or mortgage-related
securities,financial
financial institutions
institutions now debacked
mortgage-related securities,
demanded new
new or
or additional
additional collateral.
collateral. This
This required
required financial
financial institutions
manded
andcurtail
curtail their
their lending
lending activities.
activities. Many institutions that
to deleverage
deleverage and
were highly leveraged
were
leveraged could not withstand the write-downs, the credit
and the
the stock
stock price declines.
declines. With
With write-downs
constraints, and
write-downs came
came aa loss
loss
in the underlying health
of investor
investor confidence
confidence in
health of the
the institutions
institutions and
and
falling stock
falling
stock prices.
prices.

e.
E. Mortgage Modification
Prior to the
the crisis, a majority
majority of
of all
allhome
homeloans
loans in
inthe
the United
UnitedStates
States
were securitized.
securitized.This
This fact
fact has
hasresulted
resultedininadditional
additionaldifficulties
difficulties or
or imwere
pediments to
to mortgage
mortgagemodification
modification efforts.
efforts. Many
Many financial institutions
pediments
are considering mortgage
mortgage modification plans,
are
plans, either
either as
as a means
means of addressing class
class action
action lawsuits
lawsuits or
or as
as aa means
meansof
of improving
improving the return on
dressing
on
their investments.
investments. From an
an economic
economic perspective,
perspective, it may
may be
be most
most costcostmodify their
effective to permit borrowers
borrowers to modify
their existing
existing mortgage
mortgage loans
loans instead
of
foreclosing
on
their
homes.
In
connection
with
any
foreclosure
stead of foreclosing on their homes. In connection with any foreclosure
proceeding,
bank will
will incur
In adproceeding, aa bank
incur legal
legal and
and other
other administrative
administrative costs.
costs. In
addition,
dition, once
once the
the bank
bank has
has foreclosed
foreclosed on
on the
the property,
property, the
the bank
bank may
may have
have
very limited
options
other
than
continuing
to
hold
the
property
until the
limited options other
housing
market improves.
housing market
improves.

If
If the
the mortgage
mortgage loans
loans are held in
in aa securitization
securitization trust,
trust, there
there are
are a
number of
of legal
to loan
loan modification.
modification. As
briefly above,
number
legal hurdles
hurdles to
As discussed
discussed briefly
above,
significant tax impediment. Most
there is aa significant
Most securitizations
securitizations are
are structured
structured
to comply with the REMIC rules. To
To qualify
qualify initially
initially as
REMIC, “subas aa REMIC,

stantially
all” of
“qualified mortstantially all”
ofthe
theREMIC’s
REMIC’sassets
assets must constitute
constitute “qualified
gages”
and
“permitted
investments.”
The
terms
of
a
qualified
gages” and “permitted investments.” The terms of a qualified mortgage
mortgage
cannot
be changed
changedby
bythe
theREMIC
REMIC absent
absent an
anexception.
exception.IfIf aa “qualified
“qualified
cannot be
mortgage” is “significantly
“significantly modified”
modified”and
and the
the modified obligation is not
a “qualified
“qualified replacement
mortgage,”
the
modified
obligation will
will not
replacement mortgage,” the modified obligation
not be
be
a qualified mortgage.
If enough
mortgage. If
enough of
of its
its mortgage
mortgage loans
loans are
are modified,
modified, aa
9 Under the REMIC rules, certain
trust
as aaREMIC.
REMIC.9
Under the REMIC
trust may
may lose
lose its status
status as
changes
would not be considered
significant modifications. The rules
changes would
considered significant
expressly
permit the following
following modifications:
expressly permit
modifications:(1)
(1)changes
changes in
in the
the terms of
an
obligation occasioned
default;
an obligation
occasioned by
by default
default or
or aa reasonably
reasonably foreseeable
foreseeable default;
(2)
(2) assumption
assumption of the
the obligation;
obligation; (3)
(3)waiver
waiverofofaadue-on-sale
due-on-sale clause
clause or
or aa
due
clause; and
and (4)
(4) conversion
conversion of an
due on encumbrance
encumbrance clause;
an interest
interest rate
rate by
by aa
mortgagor pursuant
pursuant to
to the
the terms
terms of
of aa convertible
convertible mortgage.
mortgage.AA REMIC
REMIC
will
will be
be subject
subject to
to aa penalty
penalty tax ifif ititenters
enters into
intoaatransaction
transaction that is a
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prohibited
prohibited transaction.
transaction. A prohibited
prohibited transaction
transaction may
may arise
arise as
as a result of
a mortgage
mortgage modification. Clearly, these
exceptions would
would not permit a
these exceptions
widespread
mortgage modification
modification program.
widespread mortgage
program.
Given the
importance
of
stemming
the importance of stemmingforeclosures,
foreclosures, Congress
Congress adopted
adopted
a bill
subject to reset.
bill freezing
freezing adjustable
adjustable rate
rate mortgages
mortgages subject
reset. In conjunction with
with the
the bill,
bill,the
theIRS
IRSissued
issuedRev.
Rev. Proc.
Proc. 2007-72,
2007-72, which provided
provided
that,
certain conditions,
conditions, the
the IRS
IRS will
will not
REMIC’s stathat, under certain
not challenge
challenge aa REMIC’s
status for U.S. federal income tax purposes
purposesin
in connection
connectionwith
with “fast-track
modifications”
modifications” of
ofcertain
certainsubprime
subprime mortgage
mortgage loans
loans under
under a framework
recommended
by the
theAmerican
AmericanSecuritization
Securitization Forum.
Forum. A
A fast-track
fast-track modimodirecommended by
fication program is a program
that permits
permits servicers
servicersto
to modify
modify eligible
program that
troubled
to certain
Specificaltroubled mortgage
mortgage loans
loans subject
subject to
certain broad
broad parameters.
parameters. Specifically, the IRS stated
stated that:
that: (1)
(1) itit will
will not
notchallenge
challenge aa securitization vehicle’s
vehicle’s
qualification
REMIC on
modifications are
qualification as
as aa REMIC
on the
the grounds
grounds that
that the
the loan modifications
are

not permitted
under the
theREMIC
REMIC rules;
rules; (2)
(2) it will
permitted under
willnot
notcontend
contend that
that the
the
loan modifications are prohibited transactions
under
the
REMIC
transactions under the REMIC rules;
and
and (3) it will
willnot
notchallenge
challengeaa securitization
securitization vehicle’s
vehicle’s qualification
qualification as
as a
REMIC
on
the
grounds
that
the
loan
modifications
resulted
in
a
deemed
REMIC on the grounds that the loan modifications resulted in a deemed
reissuance
of the
the REMIC
REMIC regular
in
reissuance of
regularinterests.
interests. The
The Rev.
Rev. Proc.
Proc. was
was issued
issued in
an
effort
by
the
Treasury
and
the
IRS
to
stem
foreclosures
by
removing
an effort by the Treasury and the IRS to stem foreclosures by removing
barriers
imposed by
by tax
tax laws,
laws, arguably
arguablytoo
toorestrictive
restrictiveinin light
light of prebarriers imposed
prevailing
vailing economic
economic and
and market
marketcircumstances,
circumstances, to
to broad-based
broad-based mortgage
mortgage
modification
modificationplans.10
plans.10
Rev.
Proc. 2008-47
2008-47 issued
issuedin
inJuly
July 2008
2008provides
providesthat
thatthe
theIRS
IRSwill
will not
not
Rev. Proc.
challenge
the
tax
status
of
a
REMIC
or
assert
that
a
REMIC
is
engaged
challenge the tax status of a REMIC or assert that a REMIC is engaged
in aa “prohibited
“prohibited transaction”
transaction” when
when certain
certain mortgage
mortgage loans—primarily
adjustable
rate
mortgages
with
teaser
rates—held
byaaREMIC
REMIC are
are modimodiadjustable rate mortgages with teaser rates—held by
fied
by
freezing
rates
prior
to
their
reset
in
accordance
with
the
American
fied by freezing rates prior to their reset in accordance with the American
Securitization Forum’s “Streamlined Foreclosure
Foreclosure and
and Loss
Loss Avoidance
Avoidance
Framework
Rate Mortgage
Mortgage Loans”
Framework for Securitized
Securitized Subprime
Subprime Adjustable Rate
(issued
in July
Rev. Proc.
(issued in
July 2008).
2008). The
The Rev.
Rev. Proc.
Proc. amplifies
amplifiesand
and supersedes
supersedes Rev.
Proc.
2007-72.
Despite this
this limited
limited tax relief,
2007-72. Despite
relief, aa number
number of
of other
other serious
serious tax
questions
remain that
that may
may create
create disincentives
disincentives for
for mortgage
mortgage modificaquestions remain
tion
tion programs.
programs.
Aside from
from the
the tax
taxconsiderations,
considerations, there
there are
are other impediments
impediments to
implementing mortgage
modification
programs.
From
aa securitization
mortgage
programs.
securitization
perspective,
a
mortgage
modification
may
require
the
mortgage
perspective, a mortgage modification may require the mortgage loan
loan serservicer
vicer to
to take
take certain
certain actions—for
actions—for example,
example, the
the servicer
servicer may
may be
be required
required
to determine whether
in order to
whether aa default is “reasonably
“reasonably foreseeable”
foreseeable” in
proceed
with a modification program.
proceed with
program. A servicer
servicer may
may be
be reluctant
reluctant to
take
action. In
In most
most securitizations,
securitizations, the
the documentation
documentation (usually
(usually the
the poolpooltake action.
ing and servicing agreement)
will require
agreement) will
require that
that security
security holders
holders approve
approve
certain
certain actions.
actions. A widespread
widespread mortgage
mortgage modification plan
plan generally
generally
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would
consent of
of security
security holders,
holders, which
which may
may be
bedifficult
difficult and
would require
require the
the consent
and
mortgage modifications
modifications will
will recostly to obtain. In addition, the actual
actual mortgage
including mortgage-related
quire compliance
compliance with
with applicable
applicable state
state laws, including
mortgage-related
disclosure statutes.
disclosure
statutes.

PARt
GoveRnMent’s
ResPonse
to tHe to the
Part II:
II:tHe
The
Government’s
Response
FInAnCIAL
FinancialCRIsIs
Crisis
There
are frequent,
frequent, and
and often
often daily,
daily, changes
changesin
in the
theregulatory
regulatory environenvironThere are

ment
reaction to
to the
the current
current banking and financial
ment and
and governmental
governmental reaction
markets
crisis.
The
following
discussion
markets crisis. The following discussion is summary
summary in
in nature
nature and
and addresses
only
the
principal
government
initiatives.
This
discussion
dresses only the principal
initiatives. This discussion does
does
the terms
termsof
of the
the AIG,
AIG, Citigroup, or
not address
address the
or auto
auto industry-related
industry-related
bailout
bailout measures.
measures.

A. Housing and economic
Economic Recovery
Recovery Act
Act of
of 2008
2008
On July 30,
2008,
President
George
Bush
signed
the
Housing and
30, 2008, President George
and
11
Economic
Recovery Act
Act of 2008
an omnibus
omnibus housing
housing bill
bill
Economic Recovery
2008 (HERA),11
(HERA), an
combining
combining regulatory
regulatory reform of
of GSEs,
GSEs, modernization
modernization of
of the
the Federal
Federal
Housing Administration
Administration (FHA),
(FHA),and
and provisions
provisions to help troubled borrowers.
The Federal
FederalHousing
Housing Finance
FinanceRegulatory
RegulatoryReform
Reform Act
Act of 2008 creers. The
ated
the
FHFA,
a
new
combined
regulator
for
Fannie
Mae,
Freddie Mac,
Mac,
ated the FHFA, a new combined regulator for Fannie Mae, Freddie
and
the
Federal
Home
Loan
Banks.
The
power
granted
to
the
FHFA
inand the Federal Home Loan Banks. The power granted to the FHFA includes
the
authority
to
establish
capital,
management,
and
risk
standards,
cludes the authority to establish capital, management, and risk standards,
to
orders, to
to put
put aa reguto enforce
enforce its
its directives
directives through
through cease
cease and
and desist
desist orders,
regulated entity into
into receivership,
receivership, and
and to review
review and
and approve
approve new product
offerings.
offerings. The
The affordable
affordable housing
housing component
component of
of the
the GSEs
GSEs mission
mission was
was
expanded,
aswas
wasthe
theconforming
conformingloan
loanlimit.
limit.
expanded, as
The
new temporary
temporary
created aa new
The HOPE
HOPE for
forHomeowners
Homeowners Act
Actofof200812
200812 created
program within
within FHA
FHAdesigned
designedtotorefinance
refinancedistressed
distressed mortgage
mortgage loans.
loans.
The program was scheduled
to begin
begin October
October 1, 2008, and expire on
scheduled to
September
30, 2011. The government
September 30,
government estimated
estimated that 400,000
400,000 househouseholds
from the
holds would benefit
benefit from
the program.
program.
The
Prevention Act
Act of
modernizesmany
many aspects
aspectsof
The Foreclosure
Foreclosure Prevention
of 200813
200813 modernizes
of
FHA
FHA loan limit,
limit, authorizing
FHA lending,
lending, including
including increasing
increasing the FHA
authorizing $3.92
$3.92
billion
billion ininsupplemental
supplemental Community
Community Development
Development Block Grant
Grant Funds
Funds
provided
hit by foreclosures,
foreclosures, providing
providing funds for
provided to communities
communities hardest
hardest hit
housing
counseling,
and
modifying
loan
disclosure
requirements.
housing counseling, and modifying loan disclosure requirements.

B. Conservator Appointed
Appointed for
for Fannie
Fannie Mae and Freddie Mac
7, 2008,
2008, the
the FHFA,
FHFA, working with
On September
September 7,
with Treasury
Treasury and
and the
the
Federal Reserve,
Reserve,put
put Fannie
Fannie Mae
Mae and
and Freddie
Freddie Mac into
Federal
into conservatorconservator© 2009 Thomson
ThOMSON Reuters
ReUTeRS
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ship.14
TheCEOs
CEOsof
of each
eachof
of the
the GSEs
GSEs were
were replaced
replaced with
with CEOs apship.14 The
pointed by the
the FHFA.
FHFA. At
Atthe
thesame
sametime,
time,Treasury
Treasuryannounced
announced several
several
steps
to increase
increaseinvestor
investorconfidence
confidenceininthe
theGSEs
GSEsand
andimprove
improveliquidity
liquidity
steps to
in
in mortgage-related
mortgage-related products.
products.
Treasury
agreed
to
provide up
up to
to $100
$100 billion
billion of
GSE.
Treasury agreed to provide
of support
support to
to each
each GSE.
In exchange
exchange for this
this commitment,
commitment, Treasury
Treasury received
received preferred
preferred stock
stock
with
with aa more
more senior
senior liquidation
liquidationpreference
preference than
than the
the GSEs’
GSEs’ outstanding
outstanding
preferred stock or common
common stock.
stock. Treasury
Treasury also received
received aa warrant to
purchase
79.9% of
Treasury established
established aa secured
secured lending
lending
purchase 79.9%
of each
each GSE.15
GSE.15 Treasury

credit facility,
facility, available
available to
to Fannie
Fannie Mae,
Mae, Freddie
Freddie Mac
Mac and
and the
the Federal
Federal
Home Loan Banks. The
The facility
facility acts
liquidity back-stop
acts as
as aa liquidity
back-stop to provide
funding
Beginning in
in 2010,
funding and
and liquidity,
liquidity,expiring
expiringininDecember
December2009.16
2009.16 Beginning
2010,
the GSEs
GSEs will
will be
required
to
pay
a
commitment
fee
for
the
facility,
be
a commitment fee for
facility, at
at a
rate
to
be
determined.
Finally,
Treasury
announced
a
program
to
purrate be determined.
announced a program
chase
mortgage-backed securities
securities issued
issued by
by the
the GSEs
GSEs in
in order
order to
to provide
provide
chase mortgage-backed
17
additional market
program also
is set
to expire
expire
additional
market liquidity.17
liquidity. The
The purchase
purchase program
also is
set to
in
in December
December 2009.
2009.

FHFA announced
that the
the primary
primary mission of the GSEs
at this time
announced that
GSEs at
is “to
“to proactively
proactively work
workto
toincrease
increase the availability
availability of
of mortgage
mortgage finance,
finance,
including
including by
by examining
examiningthe
theguarantee
guarantee fee
fee structure,
structure, with
with an
an eye
eye toward
toward
mortgage
The GSEs
GSEs received
received authority
authority to
their
mortgage affordability.”18
affordability.”18 The
to increase
increase their
holdings of
through the
the end
of mortgage-backed
mortgage-backed securities
securities through
end of 2009
2009 and,
and,
thereafter,
are required
required to
to reduce
reduce their
their holdings
holdings by
thereafter, are
by 10%
10% per
per year.
year.
All
taken under
under the
theauthority
authority of
of the
the HERA.
HERA.
Allof
ofthese
these actions
actions were
were taken

C. Emergency
emergency Economic
economic Stabilization
stabilization Act
Act of
of 2008
2008
On
Bush signed
signed into
into law
On October
October 3,
3, 2008,
2008, President
President Bush
law the
the Emergency
Emergency
Economic
Stabilization
Act
of
2008
(the
“Act”
or
EESA),19
which authoEconomic Stabilization Act of 2008 (the “Act” or EESA),19 which
authorized the Treasury
Treasury Secretary
Secretary (“Treasury”)
(“Treasury”) to
to establish
establish the Troubled Assets
Relief Program (TARP). The Act gives
sets Relief
gives broad
broad authority to
to Treasury
Treasury
to purchase,
manage, modify,
modify, sell, and insure the troubled
purchase, manage,
troubled mortgagemortgagerelated
assetsthat
thattriggered
triggered the
the current
current economic
economic crisis,
crisis, as
well as
other
related assets
as well
as other
“troubled
EESA includes
includes additional provisions directed at bol“troubled assets.”
assets.” EESA
stering
economy, including:
including: (1)
stering the
the economy,
(1) assistance
assistance to homeowner provisions
requiring
each
of
the
FDIC,
the
conservator
requiring each of the FDIC, the conservator of
of Fannie
Fannie Mae
Mae and
and Freddie
Freddie
Mac
and
the
Federal
Reserve
Board
(“Federal
Reserve”),
in
Mac and the Federal Reserve Board (“Federal Reserve”), in their
their capaccapacity
ity as
as direct or
or indirect
indirect property
propertyowners,
owners, to
to maximize
maximizeassistance
assistance to homeowners;20
(2)authority
authority for
for the
Reserve Banks
Banks to
to pay
meowners;20 (2)
the Federal
Federal Reserve
pay interest
interest
21
(3) amendments
amendmentsto
to the
the HOPE
HOPE for
on depository institution
institutionbalances;21
balances; (3)
22 (4) a temporary increase in
Homeowners Program;
Program;22
Homeowners
(4) a temporary increase in FDIC insurance
insurance
coverage from
from $100,000
(5)
coverage
$100,000 to
to $250,000
$250,000 through
throughDecember
December31,
31,2009;23
2009;23 (5)
reports and
and studies
studies on
on crisis-related
crisis-related topics
topics from
from the
the CompCompreports
the Treasury,
Treasury, the
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troller
troller General,
General, the
the Congressional
Congressional Oversight
Oversight Panel,
Panel, and
and the
the Securities
Securities
24 (6) reports by the Federal Reserve
and
Exchange
Commission
(SEC);24
and Exchange Commission (SEC); (6) reports by the Federal Reserve
relating to any actions
under existing
existing authority
authority to
to Congress
Congress relating
actions taken
taken under
make loans directly to
to individuals,
individuals,partnerships,
partnerships,ororcorporations;25
corporations;25 and
and
(8) SEC
SEC authorization
authorization to
to suspend
suspend mark-to-market accounting
accounting requirements
ments for
for any
any issuer
issuer or
or class
class or
or category
categoryofoftransactions.26
transactions.26

d.
D. troubled
TroubledAssets
Assets Relief Program
The Act permits
permits Treasury
Treasury to
to establish
establish programs
programs to buy and
and to
to insure
insure
financial institutions’
The outstanding
outstanding program
program obligaobligafinancial
institutions’troubled
troubledassets.27
assets.27 The
tions will
will be
be $700
$700 billion,
billion,subject
subjecttotothe
therequirements
requirements and limitations
set forth
forth in
Initially, Treasury
program
set
in the
the Act.28
Act.28 Initially,
Treasury announced
announced aa purchase
purchase program
that
permits
the
government
to
purchase
or
insure
troubled
assets
of fifithat permits the government to purchase or insure troubled assets of
29 Under the Act, a financial institution was broadly
nancial institutions.29
institutions. Under the Act, a financial institution
defined as
any institution
institution established
defined
as any
established and
and regulated
regulated under
under U.S.
U.S. laws
laws and
and
30 including, but not limited to,
having
significant
operations
in
the
U.S.,30
having significant operations in the U.S., including, but not limited to,
any
savings association,
association,credit
credit union,
union, security broker or
any bank, savings
or dealer
dealer or
31 Consistent with the Act’s requirements for protecinsurance
company.31
insurance company.
Consistent with the Act’s requirements for protection of
of the
thetaxpayers’
taxpayers’ investment,
investment, Treasury must acquire securities
securities of
each
financial institution
The type
type of
of security
security
each financial
institutionthat
thatsells
sellstroubled
troubledassets.32
assets.32 The
and
structure of
of the
investment depends
dependson
onwhether
whetherthe
thefinancial
financial instituinstituand structure
the investment
tion
has
publicly
traded
securities.
tion has publicly traded securities.
The troubled
purchase and
and insurance
insurance programs
programs terminate
terminate on
on DeDeThe
troubled asset
asset purchase
33 Upon written certification to Congress identifying the
cember
31, 2009.
2009.33
cember 31,
Upon written certification to Congress identifying the
expected
cost, Treasury
Treasury may
may extend
extend the
the programs
programsuntil
until October
October 3,
3, 2010,
expected cost,
2010,
34
provided
the
extension
is
necessary
to
achieve
the
goals
of
the
provided the extension is necessary to achieve the goals of the Act.
Act.34
Treasury
two categories
of assets
from finanfinanTreasury is
is authorized
authorized to
to purchase
purchase two
categories of
assets from
cial institutions.
institutions. The
The first
first includes
includes residential
residential or
or commercial
commercial mortgages
mortgages
and
any securities,
securities, obligations
obligations or
on, or
or
and any
or other
other instruments
instruments that
that are
are based
based on,
35
related
to,
such
mortgages.35
To
qualify,
an
asset
must
have
been
related to, such mortgages. To qualify, an asset must have been originated
originated
or
issued
on or
Treasury must
must make
make aa determidetermior
issued on
or before
before March
March14,
14,2008.36
2008.36 Treasury
nation
under
the
program
that
purchase
of
the
asset
promotes
financial
nation under the program that purchase of the asset promotes financial
market
Atthe
thetime
time the
theTARP
TARPwas
wasannounced,
announced,Treasury
Treasuryofficials
market stability.37
stability.37 At
officials
stated
that,
through
these
direct
purchases
of
mortgage-related
assets,the
stated that, through these direct purchases of mortgage-related assets,
the
government
would provide
provide aa source
sourceofofliquidity
liquidity for financial
government would
financial institutions.
institutions.
On
On November
November 12,
12, 2008,
2008, Secretary
Secretary Henry
Henry Paulson
Paulson announced
announced that
that other
other
TARP programs
were being
being evaluated
evaluatedbut
butthat
that itit was
was unlikely that
programs were
that any
any
funds
to purchase
mortgages or
or mortgage-related
mortgage-related assets.
funds would
would be
be used
used to
purchase mortgages
assets.
Second,
Treasurycan
caninclude
includeother
otherfinancial
financial instruments
instruments if,
if, after
after conconSecond, Treasury
sultation with
with the
theChairman
Chairmanofofthe
theFederal
FederalReserve,
Reserve, Treasury
Treasury makes
makes a
written
to promote
promote financial
financial
written determination
determinationthat
thatthe
thepurchase
purchase is
is necessary
necessary to
markets
markets stability, and that determination is provided to
to the
the appropriate
appropriate
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congressional
Treasury announced
announced the
thedevelopment
development of
of the
congressional committees.38
committees.38 Treasury
the
TARP
Capital
Purchase
Program
as
part
of
this
authority.
TARP Capital Purchase Program as part of this authority.

e.
tARP Capital
E. TARP
CapitalPurchase
Purchase Program
1. General Program Requirements
On October
14, 2008,
2008, in
in a joint
October 14,
joint statement
statement with the FDIC and
and the
the
Federal
Reserve,
Treasury
announced
the
Capital
Purchase
Program.39
Federal Reserve, Treasury announced the Capital Purchase Program.39
As discussed
above,as
asaaresult
resultof
of write-downs,
write-downs, market
market volatility,
volatility, and
discussed above,
and
eroding
investor
confidence,
the
stocks
of
financial
institutions
eroding investor confidence, the stocks of financial institutionshad
had been
been
consistently losing value. Financial institutions
institutionswere
were not
notable
able to
toaccess
access
the
public
markets
in
order
to
raise
much
needed
capital.
This
the public markets in order to raise much needed capital. This program
program
was
intended to
to provide
provide aa direct capital infusion
was intended
infusion and
and enable
enable financial
institution
institution participants
participants to
to use
use these
these funds to increase
increase their lending acactivities.
tivities. Program
Program participants
participantsare
are subject
subject to
to executive
executive compensation
compensation and
and
corporate
requirements.
corporate governance
governance requirements.
Treasury
earmarked
thefirst
first$250
$250billion
billion from
from the
the Act
Act for the proTreasury earmarked the
gram and
and allocated
allocatedthe
thefirst
first$125
$125billion
billion to nine
nine major
major financial
financial institutions.
The first
first nine
nine institutions
institutions included:
included: Bank
Bank of
of America,
America, The
The Bank
Bank of
of
tions. The
New
York
Mellon,
Citigroup,
Goldman
Sachs,
J.P.
Morgan
Chase,
MerNew York Mellon, Citigroup, Goldman Sachs, J.P. Morgan Chase, Merrill
Through
rillLynch,
Lynch,Morgan
MorganStanley,
Stanley,State
State Street
Street Corp.,
Corp., and
and Wells
Wells Fargo.
Fargo. Through
December
31,
2008,
the
Treasury
made
direct
investments
in
214
finanDecember 31, 2008, the Treasury made direct investments in 214 financial institutions.
The terms of the program are
standardized.Any
Any financial
financial institution
institution
are standardized.
may
elect to participate
notifying its
After
may elect
participate by notifying
its federal
federal banking
banking agency.
agency. After
notification of
an
election
to
participate,
Treasury
will
consult
with
the
of an
Treasury will
the
appropriate
regulator
and
determine
eligibility
and
allocations.
For
this
appropriate regulator and determine eligibility and
purpose,
Treasurydefined
definedqualified
qualifiedfinancial
financialinstitutions
institutions (QFIs)
(QFIs) to
to inpurpose, Treasury
clude
banks,
savings
associations,
bank
holding
companies,
and
savings
clude banks, savings associations, bank holding companies, and savings
and
loan holding
that are
are U.S.
U.S. entities
entities not
not conconand loan
holding companies,
companies, in
in each
each case
case that
trolled
by
a
foreign
bank.
U.S.
entities
are
those
organized
under
the
laws
trolled by a foreign bank. U.S. entities are those organized under the laws
of the United States,
any state,
state,the
theDistrict
Districtof
of Columbia
Columbia or
or any
any territory
territory
States, any
or
possession
of
the
U.S.
Bank
holding
companies
and
savings
and
loan
or possession of the U.S. Bank holding companies and savings and loan
holding companies
areeligible
eligible only
only if they
companies are
they engage
engage only in permitted
permitted
activities under section
section4(k)
4(k) of
of the
theBank
BankHolding
Holding Company
CompanyAct
Act(BHCA)
(BHCA)
or have
depository institution subsidiary that is the
have aa depository
the subject of an
an application under section
section 4(c)(8)
4(c)(8) of
of the
the BHCA.
BHCA.

2. Capital
Capital Purchase
PurchaseProgram
Programfor
forPublicly
PubliclyTraded
traded Financial
Institutions
Institutions
Under
Capital Purchase
PurchaseProgram
Programfor
forpublicly
publicly traded
traded financial
financial instiinstiUnder the
the Capital
tutions,
amount is
is 1% of the
tutions, the minimum subscription
subscription amount
the institution’s risk© 2009 Thomson
ThOMSON Reuters
ReUTeRS
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weighted
assetsand
andthe
themaximum
maximumamount
amountisis the
thelesser
lesserofof$25
$25billion
billion or
weighted assets
or
40 Each participating financial institution
3%
of
risk-weighted
assets.40
3% of risk-weighted assets. Each participating financial institution issues
issues
securities to
to Treasury,
Treasury, including
including senior
warrant.
securities
senior preferred
preferred stock
stock and
and aa warrant.

The senior preferred
preferred stock:
stock: (1) qualifies as
Tier 1 capital for regulaas Tier
regulatory
purposes;
(2)
is
senior
to
common
stock
and
to the
the instiinstitory purposes; (2) is senior to common stock and pari
pari passu
passu to
than junior
junior preferred stock), (3)
tution’s existing preferred stock (other than
pays aa 5%
5% dividend
dividend for the
pays
the first
first five
five years
years and
and aa 9% dividend
dividend thereafter,
thereafter,
cumulative dividends (unless
(unless the
the financial
financial institution
institution is
(4) has
has cumulative
is bank
bank that
that
is not a subsidiary of aa holding
holding company),
company), (5)
(5) pays
pays dividends quarterly

beginning February
February 15,
15, (6)
(6) permits
permits Treasury
Treasury to
to elect
elect two
two directors
directors if
if
beginning
dividends
are
not
paid
for
six
consecutive
quarters,
(7)
is
nonvoting
(but
dividends are not paid for six consecutive quarters, (7) is nonvoting (but
for limited
for
limitedclass
class voting
votingrights
rightson
onmatters
matters that
that could
could adversely
adversely affect the
class),
(8)
is
callable
at
par
after
three
years
(and
otherwise
class), (8) is callable at par after three years (and otherwise redeemable
redeemable
with the
the proceeds
proceeds of an
an offering
offering of
ofreplacement
replacement equity
equity securities
securities that
that
provide Tier
Tier 11 capital);
capital); (9) restricts
restricts the
the ability
ability of a financial institution
provide
its common
common dividends
dividends until
until the third
to increase
increase its
third anniversary
anniversary of
of TreaTreasury’s investment
investment (unless
Treasury has
has transferred
transferred the
the investment);
investment); (10)
(10)
sury’s
(unless Treasury
requires
the
issuer
to
obtain
Treasury’s
consent
for
any
share
requires the issuer to obtain Treasury’s consent for any share repurchases
repurchases
other than
than in
in connection
connection with
with aa benefit
plan or
or in
in the
of
other
benefit plan
the ordinary
ordinary course
course of
business
consistent
with
past
practice
until
the
third
anniversary
of
the
business consistent with past practice until the third anniversary
investment; (11)
(11) is
investment;
is transferable
transferable by
by Treasury;
Treasury; (12)
(12) must
must be
be covered
covered by
by aa
filed by the financial institution
shelf registration statement
statement filed
institution as
as soon
soon as
as
practicable and
and be
be subject
subject to
to piggyback
piggyback registration
registration rights;
practicable
rights; and
and (13)
(13) was
was
funded by
funded
by Treasury
Treasury by
by December
December 31,
31, 2008.
2008.
In
connection
with
each
investment,
warrants to
to
In connection with each investment,Treasury
Treasury also
also receives
receives warrants
purchase common
common stock
stock with
with an
market price
price equal
equal to
to 15%
15% of
of
purchase
an aggregate
aggregate market
the senior
senior preferred
preferred instrument.
instrument. The
The warrant
warrant exercise
exercise price
price will
will be
the
be equal
equal
market price
price of
of the institution’s common
to the
the 20-day
20-day average
average market
common stock
stock
prior to
prior
to issuance.
issuance. The
The warrants
warrants are
are immediately
immediatelyexercisable
exercisable and
and have
have aa
10-year term. The
The financial
financial institution
institution must
must file
fileaa registration
registration statement
statement
as
soon
as
practicable
after
the
investment,
grant
piggyback
registration
as soon as practicable after the investment, grant piggyback registration
rights to
and apply
apply to
to list
list the
the underlying
underlying common
rights
to Treasury,
Treasury, and
common stock
stock on
on the
the
relevant exchange.
exchange.There
Thereare
arelimitations
limitations on
on Treasury’s
Treasury’sability
ability to
to transfer
relevant
transfer
exercise price
price is subject to reduction upon
warrants and the warrant exercise
upon the
the
successful completion
completion by
by the
thefinancial
financialinstitution
institution of an
an offering
offering of equity
successful
securities generating
generating Tier
Tier 11 capital.
capital.
securities

3. Capital
Capital Purchase
PurchaseProgram
Programfor
for Private
Private Institutions
Institutions
On November
standard form
form term
On
November 17,
17, 2008,
2008, Treasury
Treasury released
released aa standard
term sheet
sheet
Program for
detailing the
the terms and conditions of
of the
the Capital
Capital Purchase
Purchase Program
financial institutions
As with
with the terms
terms for
for pubfinancial
institutionsthat
thatare
are privately
privatelyheld.41
held.41 As
lic
lic institutions,
institutions,the
the terms
terms of
of the
the program
program for
for private
private institutions
institutionsare
are stanstan© 2009 Thomson
ThOMSON Reuters
ReUTeRS
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dardized.42
Anyprivately
privatelyheld
heldfinancial
financial institution
institution could
to
dardized.42 Any
could have
have elected
elected to
notifying its
participate by notifying
its primary
primaryfederal
federalbanking
banking agency
agency by
by DecemDecem43 After receipt of the notifications of
2008.43
After receipt of the notifications of election to participate,
ber 8, 2008.
Treasury is required to consult with
Treasury
with the
the appropriate
appropriate regulators
regulators and
and deAs of this
this time,
time, Treasury
Treasury has
has not
termine eligibility
eligibilityand
andallocations.44
allocations.44 As
announced
the
final
funding
date.
announced the final funding date.
The
of the
Plan for
for private
private QFIs
QFIs are
are similar
similar to
The terms
terms of
the Capital
Capital Purchase
Purchase Plan
to
those
those for public
public QFIs.
QFIs. The
The principal
principal differences
differences between
between the
the public
public and
and
private
investment programs
programsreflect
reflectthe
thelimited
limited liquidity
liquidity associated
with the
private investment
associated with
the
securities
of
private
QFIs.
The
terms
of
the
private
Capital
Purchase
securities of private QFIs. The terms of the private Capital Purchase Plan
Plan
assume
thatTreasury
Treasurywill
will hold
hold the
the securities
securities for
for aa longer
longer period
period of
of time.45
assume that
time.45
As with the Capital Purchase Program for public QFIs, the minimum

As with the Capital Purchase Program for public QFIs, the minimum

subscription
amount is 1% of
subscription amount
of risk-weighted
risk-weighted assets,
assets, and
and the maximum
amount
is
the
lesser
of
$25
billion
or
3%
of
risk-weighted
The
amount is the lesser of $25 billion or 3% of risk-weightedassets.46
assets.46 The
Treasury
investment
is
structured
as
an
investment
in
senior
preferred
Treasury investment
as an investment
stock
warrants exercisable
exercisable for
for preferred
preferred stock.
stock.
stock and
and warrants
The
to Treasury
Treasury (“Treasury
(“Treasury Preferred”)
Preferred”) will:47
The preferred
preferred stock
stock issued
issued to
will:47
(1) qualify
as
Tier
1
capital;
(2)
rank
senior
to
common
stock;
(3)
rank
qualify as
(2) rank senior
pari passu
with
existing
preferred
stock
(other
than
junior
preferred
passu with existing preferred stock
preferred
stock);
dividend of
9%
stock); (4)
(4) pay
pay aa dividend
of 5%
5% per
per year
year for
for the
the first
first five
five years,
years, and
and 9%
per year
year thereafter;
thereafter; the
the dividend
dividend will
will be
be cumulative
cumulative unless
unless the financial
institution is
is aa bank
bank that is not a subsidiary of a holding company;
company; (5)
pay
beginning February
February 15;
15; (6) have
pay quarterly dividends
dividends beginning
have aa liquidation
preference
may be
agreed to
preference of
of $1,000
$1,000 per
per share
share or
or such
such other
other amount
amount as
as may
be agreed
to
based
on
the
available
authorized
preferred
shares
of
the
QFI;
(7)
permit
based on the available authorized preferred shares of the QFI; (7) permit

Treasury
to elect
elect two
two directors
directors if
if dividends
dividends are
are not
not paid
paid for
for six
six dividend
dividend
Treasury to
periods
(subject
to
the
provisions
described
below);
(8)
have
limited
votperiods (subject to the provisions described below); (8) have limited voting
ing rights;
rights; (9)
(9)be
be redeemable
redeemable during
during the
the first
firstthree
threeyears,
years, using
using proceeds
proceeds
of
offering of
provide Tier
Tier 1
1 capital,
capital,
of an
an offering
of replacement
replacement equity
equity securities
securities that
that provide
subject to the approval
approval of
of the QFI’s primary
primary federal
federal bank
bank regulator
regulator and
and
callable
and (10)
(10) require
require that
that the
the QFI
QFI facilitate
facilitate the
by
callable thereafter;
thereafter; and
the transfer
transfer by
Treasury
of
the
Treasury
Preferred.
Treasury of the Treasury Preferred.
There
is no
no express
express right
right for
for the
other securities
securities of
of
There is
the QFI
QFI to
to repurchase
repurchase other
the QFI held by
by Treasury at fair market
market value,
value, upon redemption of the
Treasury
is the
the case
casewith
with securities
securities issued
issued under
under the
the Capital
Capital
Treasury Preferred,
Preferred, as
as is
Purchase
Program
by
public
QFIs.
Treasury’s
right
to
elect
two
direcPurchase Program by public QFIs. Treasury’s right to elect
tors ends,
for
noncumulative
Treasury
Preferred,
upon
the
payment
ends,
noncumulative
Preferred, upon
payment in
full
full of
ofdividends
dividendsfor
forfour
fourconsecutive
consecutiveperiods.
periods.However,
However, the
the term
term sheet
sheet
provides
of cumulative
cumulative Treasury
Treasury Preferred,
the right
right ends
provides that,
that, in
in the
the case
case of
Preferred, the
ends
upon
payment of
of the
thedividend
dividend “for
“for all
upon payment
all prior
prior dividend
dividendperiods.”
periods.”Treasury’s
Treasury’s
prior
of equity
equity securities
or trust
trust
prior consent
consent is
is required
required for
for any
any repurchases
repurchases of
securities or
preferred
securities other
other than
than in
in connection
connection with
with a benefit plan in the
preferred securities
the
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ordinary course
consistent with
with past
past practice
practice until
until the 10th
course of business
business consistent
of the third
third anniversary
anniversary of the
the program (instead of
anniversary for the
the public Capital
lic
CapitalPurchase
Purchase Program)
Program) unless,
unless, prior to
to the
the 10th
10th anniversary
anniversary date
date
(instead of the third
(instead
third anniversary
anniversary date
date for
for the
the public
publicCapital
CapitalPurchase
Purchase
Program), all
Warrant Preferred
Preferred (described
(described
Program),
all of
of the
the Treasury
Treasury Preferred
Preferred and
and Warrant
below)
are
redeemed
or
Treasury
has
transferred
all
of
the
Treasury
below) are redeemed or Treasury has transferred all of the Treasury PrePreferred and Warrant Preferred to third
third parties.
parties. Treasury’s
Treasury’s consent
consent is reholders of common
quired for
for any
any increase
increase in dividends payable
payable to the holders
Following the third
stock until the
the third
third anniversary
anniversary of the
the investment.
investment. Following
anniversary and
shall be
anniversary
and prior
prior to
to the
the 10th
10th anniversary,
anniversary, Treasury’s
Treasury’s consent
consent shall
be
required for
for any
any increase
increase in
in aggregate
aggregate dividends
dividends payable
payable to the
the holders
holders
of
of common
common stock
stock greater
greater than
than 3%
3% per
per annum;
annum; provided
provided that
that no
no increase
increase
in common
dividends
may
be
made
as
a
result
of
any
dividend
common dividends
made as a result of any dividend paid in
common
any stock
stock split
split or
or similar
similar transaction.
restrictions
common shares,
shares, any
transaction. These
These restrictions
lapse if all
lapse
all of
ofthe
theTreasury
Treasury Preferred
Preferred and
and Warrant
Warrant Preferred
Preferred (as
(as defined
defined
below) are
or Treasury
Treasury transfers
transfers all
all of
of the
below)
are redeemed
redeemed or
the Treasury
Treasury Preferred
Preferred
and Warrant
Warrant Preferred
Preferred to
to third
third parties.
parties. With
With respect
to the
the public
public Capital
Capital
and
respect to
Purchase
Program,
Treasury’s
consent
is
not
required
to
increase
diviPurchase Program, Treasury’s consent is not required to increase dividends
payable
on
the
common
stock
after
the
third
anniversary
of
dends payable on the common stock after the third anniversary the
date of investment.
date
investment. From and
and after the 10th anniversary
anniversary of the investdate, the
the QFI
QFI shall be
be prohibited
prohibited from paying
ment date,
paying common dividends
any equity securities
securities or
or trust preferred securities
or repurchasing
repurchasing any
securities until
all equity
in whole
whole or
all
equity securities
securities held
held by
by Treasury
Treasury are
are redeemed
redeemed in
or Treasury
Treasury
has
transferred
all
of
such
equity
securities
to
third
parties.
The
public
has transferred all such
securities to
Capital
Purchase
Program
has
no
similar
provision.
Capital Purchase Program has no similar provision.
Treasury Preferred
Preferred is not subject to any contractual transfer reThe Treasury
strictions, but the
that the
the Treasury
Treasury Preferred
Preferredwill
will
the term
term sheet
sheet specifies
specifies that
not be subject to any
pre-existing
stockholders’
agreements
or
similar
any pre-existing stockholders’ agreements or
arrangements
restricting transfer.
transfer.Treasury
Treasurywill
will agree
not to effect any
arrangements restricting
agree not
any
transfer of the
Preferred that
that would
would cause
cause the
the QFI
QFI to be retransfer
the Treasury
Treasury Preferred
the periodic
periodic reporting requirements
quired to
to become
become subject to the
requirements of
of SecSection 13
13 or
or 15(d)
15(d) ofofthe
theSecurities
SecuritiesExchange
Exchange Act
Act of
of1934,
1934,as
asamended
amended
(the “Exchange Act”).
Act”). IfIfthe
theQFI
QFIotherwise
otherwisebecomes
becomes subject to the Exchange
Act
reporting
requirements,
the
registration
of the
change Act reporting requirements, the registration requirements
requirements of
the
public
Capital
Purchase
Program
will
be
imposed,
including
that
the
QFI
public Capital Purchase Program will be imposed, including that the QFI
will file
will
fileaashelf
shelfregistration
registrationstatement
statementcovering
covering the
the Treasury
Treasury Preferred
Preferred
as promptly
promptly as
and the
the Treasury
Treasury Preferred
Preferredwill
will be
as
as practicable and
be subject
subject to
piggyback registration rights.
For
so long
long as
asTreasury
Treasuryholds
holdsany
anyequity
equity securities
securities of
of the
the QFI,
QFI, the
the QFI
QFI
For so
subsidiaries will
will not
and its subsidiaries
not enter
enter into
intotransactions
transactions with
withrelated
related persons
persons
unless (1)
(1) such
such transactions
transactions are
are on
on terms
terms no
no less
less favorable
favorable to
to the
the QFI
QFI and
unless
andsubsidiaries
its
than could
could be
be obtained
obtainedfrom
from an
an unaffiliated
unaffiliated third party
subsidiaries than
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and
(2) have
been approved
approvedby
by the
the audit
audit committee
committee or
or comparable
comparable body
body
and (2)
have been
of
of independent
independent directors of the QFI.

In connection
the private
privateQFI
QFI will
will issue
connection with each
each investment,
investment, the
issue to
Treasury
of Treasury
Treasury warrants
warrants to
to purchase,
purchase, upon
upon net
net settlement,
settlement, shares
shares of
Treasury
48 There is a limited exception to the rePreferred
(Warrant
Preferred).48
Preferred (Warrant Preferred). There is a limited exception to the requirement
issue the
thewarrant
warrantoutlined
outlined in
in the
theTreasury’s
Treasury’sQ&A
Q&A for
for certiquirement to issue
fied
fied Community
Community Development
Development Financial
Financial Institutions
Institutionswhere
where the
the Treasury
Treasury
investment
that it intends
Treasury announced
announced that
intends
investment is $50
$50 million
millionororless.49
less.49 Treasury
to exercise
Treasury agreed
agreed
exercise the warrants
warrants immediately
immediatelyupon
uponclosing.50
closing.50 Treasury
of the warrants
warrants issued
issuedto
to itit by public QFIs.
to defer exercise
exercise of
QFIs. The Warrant Preferred
Preferred will
will be
rant
be identical
identicaltotothe
theTreasury
Treasury Preferred
Preferred except
except that
that the
the
Warrant
Preferred
will
immediately
pay
dividends
at
a
rate
equal
to 9%
Warrant Preferred will immediately pay dividends at a rate equal to
9%
per annum
annum and
and may
may not
not be
be redeemed
redeemed until
until all
all of
of Treasury
per
of the
the shares
shares of
Treasury
51 The warrants issuable by private QFIs
Preferred
have
been
redeemed.51
Preferred have been redeemed. The warrants issuable by private QFIs
differ in
For
differ
incertain
certainrespects
respects from
fromthe
thewarrants
warrantsissuable
issuableby
bypublic
publicQFIs.52
QFIs.52 For
example,
warrants issued
by public
public QFIs
for shares
of
example, the
the warrants
issued by
QFIs are
are exercisable
exercisable for
shares of
common
common stock
stock and
and are
are subject
subject to
toexercise
exercise restrictions.53
restrictions.53

4. Capital
Capital Purchase
PurchaseProgram
Programfor
for Subchapter
subchapter S-Corporations
s-Corporations
On
standard form
form term
On January
January 14,
14, 2009,
2009, Treasury
Treasury released
released aa standard
term sheet
sheet
detailing the terms and
and conditions
conditions for
for its direct investment
investment in financial
institutions
subchapter S-corporations
S-corporations(“S-Corps”)
(“S-Corps”) pursuinstitutions organized
organized as subchapter
ant
The terms
terms of
of the
the investments
investments are
are
ant to
to the
the Capital
CapitalPurchase
Purchase Program.54
Program.54 The
standardized.
Any
qualified
financial
institution
may
elect
to
participate
standardized. Any qualified financial institution may

in the Capital Purchase
Programby
bynotifying
notifying its primary federal
Purchase Program
federal bank55 The eligibility criteria for S-Corps
ing agency
by
February
13,
2009.55
S-Corps
agency
February
2009. The eligibility criteria
are
substantially the
as those
thosefor
for the
the private
private bank
bank program.
program. For
are substantially
the same
same as
For the
the
S-Corps
institution must
S-Corps program, the
the institution
must be
be aa corporation
corporationthat
thathas
has made
made aa
valid election
of Chapter
election to
to be
be taxed
taxed under
under subchapter
subchapter SS of
Chapter 1 of the
the U.S.
U.S.
Internal
As of
of January
16, 2009,
2009, Treasury
Treasury
January 16,
Internal Revenue
Revenue Code
Code (the
(the “Code”).56
“Code”).56 As
has
not announced
announced the
the final
final funding
funding date
has not
date for
for the
the Capital
Capital Purchase
Purchase ProProgram
for
S-Corps.
gram for S-Corps.
principal terms
for S-Corps
The principal
terms of
ofthe
the Capital
CapitalPurchase
Purchase Program
Program for
S-Corps are
are
consistent
established for
for public QFIs
consistent with those
those established
QFIs and
and private
private QFIs.
QFIs. The
The
principal differences
differences of
of the
the Capital
Capital Purchase
Purchase Program
Program for S-Corps
S-Corps reflect the
restrictions
applicable
to
S-Corps.
For
example,
the
the restrictions applicable to S-Corps. For example, the securities
securities
to
be
to
to be offered
offered are
are subordinated
subordinated debentures
debentures and
and warrants
warrants as
as opposed
opposed to
preferred
Under the
the Code,
Code, S-Corps
S-Corps may
may issue
issue only
only
preferred stock
stock and
and warrants.57
warrants.57 Under
one
class of
of stock.
by S-Corps
one class
stock. The
The subordinated
subordinated debentures
debentures issued
issued by
S-Corps are
are
expressly
subordinated to
to claims
expressly subordinated
claims by
by depositors
depositors and
and general
general and
and secured
secured

creditors
dependingon
on the
the type
type of S-Corp
creditors or to
to senior
senior indebtedness,
indebtedness, depending
in
addition, the
the government
government is
is not
not an
an eligible
eligible stockholder
stockholder
in question.58
question.58 InInaddition,
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of
S-Corps will
will be
of an
an S-Corp.59
S-Corp.59 S-Corps
be subject
subject to
to the
the executive
executive compensation
compensation
requirements
to
which
any
direct
seller
of
assets
under TARP
TARP would
would be
requirements to which any direct seller of assets under
be
60
subject, including
including public
subject,
publicand
andprivate
privateQFIs.60
QFIs.
The
by S-Corps
The securities
securities issued
issued by
S-Corps that
that are
are banks
banks or
or savings
savings associaassociations qualify
as
Tier
2
securities.
The
securities
issued
qualify as Tier 2 securities. The securities issued by S-Corps that
are
top-tier bank
bank holding
holding companies
or top-tier
top-tier savings
and loan
loan holding
holding
are top-tier
companies or
savings and
companies
(Holding
Companies)
qualify
as
Tier
1;
however,
prior
companies (Holding Companies) qualify as Tier 1; however, prior to
to any
any
closing of
offering by
S-Corp, it
it will
for the
the appropriappropriclosing
of an
an offering
by an
an S-Corp,
willbe
benecessary
necessary for
agency to
to issue
issuean
aninterim
interim final
final rule
ate federal banking agency
rule designating
designating the
the
61
senior securities
senior
securities to
to be
be issued
issued to
to Treasury
Treasuryas
as Tier
Tier11capital.
capital.61

F.
Insurance Program
Program
F. Insurance
The Act requires
develop aa program
program to provide insurrequires that Treasury develop
ance
on troubled
troubled assets,
assets,ininorder
orderto
tominimize
minimize the
the potential
potential ongoing
ongoing negaance on
negative
onfinancial
financial institution
institution balance
On OcOctive impact
impact of
ofthese
these assets
assets on
balance sheets.
sheets. On
tober 14, 2008, Treasury
Treasury solicited public comment
comment on
on such
such a program.
On
Treasury issued
its report
report establishing
Asset
On December
December 31,
31, 2008,
2008, Treasury
issued its
establishing the
the Asset
Guarantee
Program.
Guarantee Program.
The Asset
Program will
will provide
Asset Guarantee
Guarantee Program
provide guarantees
guarantees on troubled
assets
heldby
by “systemically
“systemically significant
significant financial institutions that
assets held
that face
face
a high risk of
due in
in large
large part
part to
to aa portfolio
portfolio
of losing
losing market
market confidence
confidence due
of distressed
illiquid assets.”
distressed or illiquid
assets.” Treasury
Treasury noted its expectation
expectation that the
guarantee
program would
would not
not be
be made
made widely
widely available.
guarantee program
available.
To be eligible
eligible for
forthe
theguarantee,
guarantee, the
the troubled
troubledasset
asset must
must have
have been
been
originated
will provide
originated prior to March
March 14,
14, 2008.
2008. Treasury
Treasury will
provide protection
protection
against
specified losses
on each
each asset.
asset.Such
Suchprotection
protection may
may be
be structured
against specified
losses on
structured
in aa manner
manner similar to the
the Citigroup
Citigroup transaction,
transaction, with
with one
one party
party (e.g.,
(e.g.,
Citigroup)
Citigroup)assuming
assumingthe
thefirst
firstloss
lossposition,
position,and
andTreasury
Treasuryassuming
assuming aa secsecondary
or
other
loss
position,
which
may
represent
all
or
a
portion
of
ondary or other loss position, which may represent all or a portion of the
the
losses
arising in connection with
losses arising
with the
the assets.
assets. The premium charged
charged by
Treasury
Treasury for
for this
this loss
loss protection
protectionmay
may be
be paid
paid through
throughthe
the issuance
issuance by
by the
the
financial institution
Additionally, the financial
institution to
to Treasury
Treasury of securities.
securities. Additionally,
institution
institution would
would be
be subject
subject to portfolio
portfoliomanagement
management guidelines for the
covered
covered assets.
assets.
The
the unique
unique accounting
accounting for
for the
The report
report on
on the
the program
program notes
notes the
the guarguarantee,
which
is
mandated
by
the
Act.
The
guaranteed
troubled
asset’s
full
antee, which is mandated by the Act. The guaranteed troubled asset’s full
value
reduces
the
funds
available
for
use
under
the
TARP,
offset
by
the
value reduces the funds available for use under the TARP, offset by the
value of any
any cash
cash premium
premium received
received by
by Treasury.
Treasury. Noncash
Noncash premiums,
such
as preferred
preferredstock,
stock,will
will not offset the reduction of
such as
of available
available TARP
resources.
As aa result,
result, Treasury
Treasury will
will evaluate
resources. As
evaluateon
onaacase-by-case
case-by-case basis
basis the
the
troubled
to be
becovered
coveredby
bythe
theinsurance
insuranceprogram
programin
inorder
orderto
to miniminitroubled assets
assets to
mize
mize the
the impact of
of this
this program
program on
on otherwise
otherwise available
available TARP funds.
funds.
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Treasury
also noted
noted its
its ongoing
ongoing efforts
Treasury also
efforts to
to continue
continue to
to evaluate
evaluate the
the dede-

velopment
programs.In
In doing
doing so,
so, Treasury
Treasury will
will be
velopment of other insurance
insurance programs.
be
guided
guided by two
two factors.
factors. The
The first
first isis the
the TARP
TARP accounting
accounting for
forguarantees:
guarantees:
the
impact to
the impact
to available
available TARP
TARP funds
funds isis the
the same
same for
for insuring
insuringan
anasset
asset as
as
for
In addition,
addition, in
in order
appropriate
for purchasing
purchasing an
an asset.
asset. In
order to
to determine
determine the
the appropriate
premium
premium for
foraacomplex
complexsecurity,
security,such
suchas
asan
anasset-backed
asset-backed security,
security, TreaTreasury
As a
sury must
must undertake
undertake aa detailed
detailed analysis
analysis of
of the
the related
related asset.
asset. As
a result,
result,
broad-based
auctions or
or other
other programs
programs to
to offer
offer insurance
to large
large groups
broad-based auctions
insurance to
groups
of
troubled
assets,
even
asset
classes,
would
not
properly
price
therelated
of troubled assets, even asset classes, would not properly price the
related
premiums,
outcome inconsistent
inconsistentwith
with prudent
prudent allocation
allocation of TARP repremiums, an outcome
resources
and with
with protection
protection of
technical
sources and
of the
the taxpayers’
taxpayers’ investment.
investment. These
These technical
difficulties
likely to
difficulties are
are likely
to limit
limitthe
the utility
utilityofofthe
theinsurance
insurance program.
program.

G. Mortgage Loss
Loss Mitigation
Mitigation and
and Homeowner Protection
The Act’s purpose
statement requires
requiresthat,
that,in
in implementing
implementing its propurpose statement
grams,
Treasury consider:
consider: the
the protection
protection of
the preservation
preservation
grams, Treasury
of home
home values,
values, the
of
homeownership
and
the
stabilization
of
communities.
The
Act includes
includes
of homeownership and the stabilization of communities. The Act
62
specific
specific provisions
provisions that
that encourage
encourage foreclosure
foreclosure mitigation
mitigationefforts.62
efforts.

Treasury
coordinate with
with the
the FHFA, and
Treasury must coordinate
the Federal
Federal Reserve,
Reserve, the
and
the
the FDIC
FDIC (together
(together with
withTreasury,
Treasury, the
the “Federal
“Federal property
property managers”),
managers”),
each
in its
each in
its capacity
capacity as
as an
an owner
owner of
of mortgages
mortgages and
and mortgage-related
mortgage-related sesecurities,
curities, to
to identify
identifyopportunities
opportunitiesfor
forthe
thepurchase
purchase of
ofclasses
classes of troubled
troubled
assets
thatwill
will improve Treasury’s
Treasury’sability
ability to
to improve
improve loan
loan modification
assets that
and
the
restructuring
process.
Modifications
of
existing
and
process. Modifications of existing mortgages
mortgages are
are
encouraged
through
use
of
the
HOPE
for
Homeowners
Program,
as well
well
encouraged through use of the HOPE for Homeowners Program, as
as
rate reductions,
reductions, principal
principal write-downs,
as by effecting term extensions,
extensions, rate
increases
in the
theproportion
proportion of loans within
within aa pooled
increases in
pooled structure
structure allowed
allowed to
to
be
modified, or
or removal
removal of
of other
other limitations
limitations on
be modified,
onmortgage
mortgage modifications.63
modifications.63
With respect
respect to multi-family
multi-familydwellings,
dwellings,the
thefederal
federalproperty
propertymanagers
managers
are
required
to
ensure
continuation
of
existing
rental
are required ensure continuation
rental subsidies
subsidies and to
undertake
modifications that provide for
for sufficient cash
flow to maintain
undertake modifications
cash flow
decent
and safe
safe conditions
conditions at
decent and
at the
the property.64
property.64
Additionally, Treasury must consent, where appropriate, to any rea-

Additionally, Treasury must consent, where appropriate, to any rea-

sonable
This includes requests
related to
sonable loan modification
modificationrequests.65
requests.65 This
requests related
individual
and principal
principal
individualloans,
loans, including
includingterm
termextensions,
extensions, rate
rate reductions
reductions and
write-downs,
relatedto
to pools
pools of
of mortgages,
mortgages, including
including
write-downs, as
as well
well as
as requests
requests related
amending
to permit
permit an
increased proportion
proportion of
in a
pool to
to
amending contracts
contracts to
an increased
of loans
loans in
a pool
66 Treasury
be
modified
or
other
removal
of
limitations
on
modifications.66
be modified or other removal of limitations on modifications. Treasury
its many purposes,
purposes, including
including these
foreclosure mitigation
mitigation
must balance
balance its
these foreclosure
efforts and
efforts
and helping
helping homeowners,
homeowners, with
withprotecting
protectingtaxpayer
taxpayerresources
resources and
and
providing stability
providing
stabilityand
and preventing
preventing disruption
disruption to
to the
the financial
financial markets.
markets.
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H. Bailout-Related
Bailout-Relatedtax
TaxChanges
Changesand
andImpacts67
Impacts67
The Act contains aa number
number of
of significant tax provisions,
provisions, particularly
in
The disdisin the
the area
area of
of employee
employee benefits
benefits and
and executive
executivecompensation.68
compensation.68 The

cussion below
below summarizes
summarizesbriefly
briefly the
the tax provisions directly related to
cussion
the TARP.
the
TARP.

1. Gain
Gain on Fannie/Freddie
Fannie/Freddie Preferred
Preferred Stock
stock
Gain or
cerGain
or loss
loss realized
realized by
by banks,
banks, savings
savings and
and loan
loan associations
associations and
and certain other
other specified financial institutions
institutions on
on Fannie
Fannie Mae or Freddie
Freddie Mac
preferred stock
stock held
held on
on September
September 6, 2008, or sold
sold or
or exchanged
exchanged on or
after
January
1,
2008,
and
before
September
7,
2008,
is
as ordiordiafter January 1, 2008, and before September 7, 2008, is treated
treated as
69
nary
rather
than
capital
gain
or
loss.69
nary rather than capital gain or loss.

2. Employee
employee Benefit and Executive
executive Compensation
70
Provisions70
Provisions
The
Act
number of
of significant
The Act contains
contains aa number
significantemployee
employee benefit
benefit and
and execuexecutive
tive compensation
compensation provisions,
provisions, some
some that
that apply
apply to
to employee
employee benefit
benefit plans
plans
generally,
and some
some that
that apply
apply only to
generally, and
to the
the executive
executive compensation
compensation arrangements
of financial
financial institutions
institutions that
rangements of
that participate
participate in
in TARP.
TARP.

(a) Treasury
treasury secretary
Secretary to
to Consider
Consider Protecting some
Some but
not
Not All
Allemployee
Employee Benefits
Benefits
Pursuant
to TARP,
TARP,Treasury
Treasuryisis required
required to
to take
take various
various criteria
criteria into
Pursuant to
consideration,
including
the
purchase
of
troubled
assets
from
certain
consideration, including
purchase
troubled assets
certain
tax-qualified
plans
holding
such
assets.
For
this
purpose,
the
plans
tax-qualified plans holding such assets. For this purpose, the plans that
that
are eligible for
are
for protection
protection include
include 401(k)
401(k)plans,
plans, defined
defined benefit
benefit pension
pension
plans, 403(b) plans,
and qualified 457 plans of governmental
plans,
plans, and
governmental and taxexempt
entities.
exempt entities.

(IRAs) and
Individual Retirement
Retirement Arrangements
Arrangements (IRAs)
and Section
Section 409A arrangements are
arenot
noteligible
eligible for
for protection under this provision. Section
rangements
409A arrangements
409A
arrangements generally include unfunded
unfunded deferred
deferred compensation
compensation
plans, but
but may
may also
also include
include severance,
changein
incontrol,
control, and
and other
other simisimiplans,
severance, change
lar arrangements.
lar
arrangements.

(b) Treasury
treasury secretary
design
SecretaryGiven
GivenBroad
BroadPower
Power over Design
and Operation
operation of Certain
Certain Financial
Financial Institutions’
Institutions’
executive
Executive Compensation Arrangements
of TARP are subject
Financial institutions taking advantage
advantage of
subject to new
limitations on
of troulimitations
on executive
executive compensation.
compensation. Where
Where direct
direct purchases
purchases of
aremade
madefrom
fromaafinancial
financial institution
institution under
bled assets
assets are
under TARP where
where no
no
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bidding
are available
available and
andTreasury
Treasuryholds
holdsaameanbidding process
process or
or market
market prices
prices are
meaningful
ingful equity
equity or
or debt
debt position
position in
in the
the institution,
institution,Treasury
Treasury has
has authority to

restrict the executive
compensationthe
theinstitution
institution affords
affords to its senior
executive compensation
senior
71 The Act permits Treasury to limit compensation paid
executive
officers.71
executive officers.
The Act permits Treasury to limit compensation paid

to a senior
senior executive
executiveofficer
officerof
of aafinancial
financialinstitution:
institution: (1)
(1) to
to prohibit
prohibit incentives
centives for executive
executive officers
officers to
totake
takeunnecessary
unnecessary and
and excessive
excessive risks
risks
that
threaten
the
value
of
the
financial
institution;
(2)
prohibit
any
golden
that threaten the value of the financial institution; (2) prohibit any golden
parachute
paymentsto
to the
the institution’s
institution’s senior
senior executive
executive officers;
officers; and
and (3)
(3)
parachute payments
provide
for
the
recovery
of
any
bonus
or
incentive
compensation
paid
provide for the recovery of any bonus or incentive compensation paid to
to
a
senior executive
executive officer
officer that
on statements
statementsof
ofearnings,
earnings,gains,
a senior
that was
was based
based on
gains,
or
other
criteria
that
are
later
proven
to
be
materially
inaccurate.72
or other criteria that are later proven to be materially inaccurate.72

In
where Treasury
Treasury determines
determines that
that the
the purpose
purpose of
of the
the Act
Act is
In cases
cases where
is best
best
met
through
auction
purchases
of
troubled
assets,
and
where
such
purmet through auction purchases of troubled assets, and where such purchases
in the
the aggregate
aggregateexceed
exceed$300
$300million,
million, Treasury
Treasury is
is required
required to
to proprochases in
hibit
with aa senior
hibit any
any new
new employment
employment contract with
senior executive
executive officer that
provides
parachute upon
upon involuntary
involuntary termination, bankruptcy
provides aa golden parachute
filing,
filing,insolvency,
insolvency,ororreceivership.73
receivership.73

(c) Tax
tax Law
Affecting executive
LawChanges
Changes Affecting
Executive Compensation
In addition
addition to
to giving
givingTreasury
Treasury power
power over
over the
the design
design of
of executive
executive
compensation
and benefit
benefitplan
plan provisions
provisions of
of financial institutions parcompensation and
ticipating
ticipating in
in the
the TARP,
TARP, the
the Act
Act also
also makes
makes tax
tax law
law changes
changes that affect
such
institutions:
such institutions:

(i) Limitation
Limitation ofofEmployer’s
Employer’sDeduction
Deduction for
forCompensation
Compensation over
over
$500,000.
With respect
to an
an employer
employerfrom
from which
which more
more than
than $300
$300 milmil$500,000. With
respect to
lion
lion in
introubled
troubledassets
assets is
is acquired
acquired under
under TARP (other
(other than
than an
an employer
employer
whose
only sales
of troubled
under the
the Act
Act are
whose only
sales of
troubled assets
assets under
are direct
direct purchases),
purchases),
no deduction is allowed to the
the employer for
for executive
executive remuneration
remuneration of
74 that exceeds $500,000 in any taxable year.75
a
covered executive
executive74
a covered
that exceeds $500,000 in any taxable year.75 InInadaddition,
dition, any
any deferred
deferred compensation
compensation that an
an executive
executive earns
earns in any
any year
year
cannot
be
deducted
in
a
subsequent
year
(when
it
is
ordinarily
cannot be deducted in a subsequent year (when it is ordinarily paid to
the
executive) to
to the
the extent
extent it
it exceeds
$500,000 in
in the
the year
year in
in which
which such
the executive)
exceeds $500,000
such
deferred compensation
was
earned,
reduced
by
the
amount
compensation was earned, reduced by the amount of taxable
taxable
pay
pay the
the executive
executive received
received in
inthe
thesame
same year.76
year.76
(ii) Limitation of Employer’s Deduction for Severance Pay Equal to

(ii) Limitation of Employer’s Deduction for Severance Pay Equal to

or in
Pay. The
TheAct
Act limits
limits the
in Excess
Excess of
of Three
Three Times
Times Employee’s
Employee’s Base Pay.
deductibility to
to an
an institution
institution participating
participating ininthe
theTARP
TARPfor
forseverance
severance
payments
executiveswho
whoare
areinvoluntarily
involuntarily termipayments itit makes
makes to covered
covered executives
nated
from employment
by the
the financial
financial institution, or who
nated from
employment by
who terminate
terminate
their employment in connection with any bankruptcy,
bankruptcy, liquidation,
liquidation, or receivership
or
ceivership of
of the
the institution
institutionand
andwho
whoreceive
receiveseverance
severance pay
pay that
that equals
equals or
exceeds
three times
times the
An executive’s
exceeds three
the employees’
employees’base
base amount.77
amount.77 An
executive’s base
base
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amount
way as
under existing
existing golden
amount is
is calculated
calculated in
in the
the same
same way
as under
golden parachute
parachute
rules
and
generally
means
the
executive’s
average
compensation
from
rules and generally means the executive’s average compensation from

trigthe institution
institution over
over the
the five
five most
most recent
recent years.
years. Once an executive
executive triggers this rule by
gers
by receiving
receiving compensation
compensation equal
equal to, or
or exceeding,
exceeding, three
three
baseamount,
amount, the
the amount
amount that
that is
is not
not deductible to
times the
the executive’s
executive’s base
to
the institution
institution isisthe
the
theamount
amountofofseverance
severance pay
pay that
that equals
equals or
or exceeds
exceeds the
the
executive’s base
amount (not
(not three
executive’s
base amount
three times
times the
the executive’s
executive’s base
base amount).78
amount).78
addition,
In
addition, ififan
anexecutive
executivereceives
receivesseverance
severance pay
pay equal
equal to,
to, or
or exceedexceedamount, Treasury
Treasury is
is authorized to
ing, three
three times
times the
the executive’s
executive’s base
base amount,
implement regulations
tax on
covimplement
regulations that
that would
would also
also impose
impose an
an excise
excise tax
on the
the covered
executive
equal
to
20%
of
any
severance
pay
s/he
receives
equal
to
ered executive equal to 20% of any severance pay s/he receives equal to
79
or
exceeding
the
executive’s
base
or exceeding the executive’s base amount.
amount.79
On October 14, 2008, Treasury and the Internal Revenue Service (the

On October 14, 2008, Treasury and the Internal Revenue Service (the

clarifying certain technical points about
about
IRS) issued
issued Notice 2008-94,80
2008-94,80 clarifying
81
the
application
of
these
new
sections
162(m)(5)
and
280G(e).81
the application of these new sections 162(m)(5) and 280G(e).

3. Extension
extension of
of Discharge
discharge of
of Mortgage
Mortgage Debt
debt
current exclusion
exclusion from
from taxable
taxableincome
incomeof
ofthe
thefirst
first$2
$2million
million of
The current
discharge of
of mortgage
debt relating
relating to
primary residence
is
discharge
mortgage debt
to aa taxpayer’s
taxpayer’s primary
residence is
extended through
through the
the end
end of
of 2012.
2012.
extended

I. Treasury’s
treasury’s temporary
TemporaryGuarantee
Guarantee Program
Program for
for Money
Market
Market Funds
Funds
Following the
Following
the Lehman Brothers’
Brothers’ bankruptcy filing
filingon
onSeptember
September 15,
2008, aa money market mutual
mutual fund
fund reported
reported that
that the
the fund’s
fund’s share
share value
value
fell
below
$1
as
a
result
of
the
loss
in
value
of
its
holdings
of
Lehman
fell below $1 as
loss value
Lehman
Brothers’
Money market
market funds
funds began
began reporting
reporting sigsigBrothers’ commercial
commercialpaper.82
paper.82 Money
nificant increases
in
withdrawals
as
investors
moved
money
to
FDICincreases in
as investors moved money to FDICinsured
insured bank deposits.
deposits. On September
September 19,
19, 2008,
2008, Treasury
Treasury announced
announced
the
establishment
of
a
Temporary
Guaranty
Program
for Money
Money Market
Market
the establishment of a Temporary Guaranty Program for
83 The program was intended to stabilize money market funds by
Funds.83
Funds. The program was intended to stabilize money market funds by ininsuring
the holdings
holdings of
of retail
retail and
institutional nongovernment,
suring
the
and institutional
nongovernment, nonagency
nonagency
publicly offered
publicly
offered Rule
Rule2a-7
2a-7 money
money market
market mutual
mutual funds.
funds. Treasury
Treasury made
made
billion available
Exchange Stabilization
Stabilization Fund
$50 billion
available from
fromthe
theassets
assets of the
the Exchange
Fund
to guarantee
the payment
paymentto
toinvestors
investorsof
ofany
anyparticipating
participating money
money market
market
to
guarantee the
fund with
value that
that falls
falls below
below $1.
fund
withaa net
net asset
asset value
$1. Relief
Reliefunder
under the
the guarantee
guarantee
program will
will be
triggered
once
a
participating
fund’s
board
of
directors
be triggered once
fund’s
acts
to
liquidate
the
fund
and
it
is
determined
that
holders
would,
acts to liquidate the fund and it is determined that holders would, absent
absent
the
program, receive
the guarantee
guarantee program,
receive less
less than
than $1
$1 per
per share.
share.
On September
On
September 29,
29, 2008,
2008, Treasury
Treasury opened
opened the
the Temporary
Temporary Guarantee
Guarantee
Program, providing coverage
to holders
holders for
for amounts
amounts held
held in
in participatProgram,
coverage to
ing money
money market
market funds
funds as
as of
of the
the close
close of
ofbusiness
business on
on September
September 19,
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2008.84
Most large
large money
money market
market fund
fund managers
entered the
the Temporary
Temporary
2008.84 Most
managers entered
Guarantee Program,
Program, in
in order
order to boost
Guarantee
boost investor confidence.
confidence. On NovemNovemTreasury extended
extended the
the Guarantee
GuaranteeProgram
Programuntil
untilApril
April 30,
ber 24, 2008,
2008, Treasury
30,
2009. Treasury
Treasury may
may extend
the Guarantee
Guarantee Program
Program until
until September
2009.
extend the
September 18,
18,
2009;
however,
no
decision
has
been
made
to
extend
the
Guarantee
Pro2009; however, no decision has been made to extend the Guarantee Program beyond April
April 30,
30, 2009.
2009. As
As of
ofNovember
November24,
24,2008,
2008,the
the Guarantee
Guarantee
Program covered
covered over
over $3
$3 trillion
trillion of
Program
ofassets.
assets.

While
Program was
wasinitially
initially authorized
While the
the Temporary
Temporary Guarantee
Guarantee Program
authorized ununder
the
Act,
as
noted
above,
the
Act
requires
that
any
costs
associated
der the Act, as noted above, the Act requires that any costs associated
with
with
the Guarantee
Guarantee Program
Program be
be reimbursed
reimbursed from
from Act
Act authorized
the
authorized amounts.
amounts.

J. Federal Reserve
ReserveBoard
BoardInitiatives
Initiatives
During
Reserveinjected
injectedtrillions
trillions of
of dollars
dollars into
During 2008,
2008, the
the Federal
Federal Reserve
into the
the
financial system
through aa number
numberof
of liquidity
liquidity facilities
system through
facilities implemented
implemented
principally
principally ininreliance
relianceon
onthe
theFederal
Federal Reserve’s
Reserve’s authority under
under section
section
13(3)
of
the
Federal
Reserve
Act,
which
is
available
only
in
“unusual
13(3) of the Federal Reserve Act, which is available only in “unusual and
and
exigent
included expansion
expansion of
of the
Term
exigent circumstances.”
circumstances.” These
These measures
measures included
the Term
Auction
Securities Lending
Lending Facility,
Auction Facility,
Facility, establishment
establishment of
of the
the Term Securities
establishment
of the
the Asset
Asset Backed
Backed Commercial
Commercial Paper
Paper Money
Money Market
establishment of
Fund
Liquidity Facility,
Fund Liquidity
Facility,establishment
establishment of
ofthe
the Commercial
Commercial Paper
Paper Funding
Facility,
Securities Loan
Loan FacilFacility, establishment
establishment of the
the Term
Term Asset Backed Securities
ity,
and
creation
of
the
GSE
MBS
purchase
program.
This
section
ity, and creation of the GSE MBS purchase program. This section sumsummarizes
the principal
principal liquidity
Bank of
marizes the
liquidityprograms.
programs. The
The Federal
Federal Reserve
Reserve Bank
New York played
played an
an instrumental
instrumental role
role in
in the bailout of AIG;
AIG;however,
however, a
discussion
AIG bailout
discussion of the
the AIG
bailoutisisbeyond
beyond the
the scope
scope of this
this discussion.
discussion.
On March
March 11,
11,2008,
2008,the
theFederal
FederalReserve
Reserve announced
announced an
an expansion
expansion
of its
The new Term Securities
its securities
securities lending
lendingprogram.85
program.85 The
Securities Lending
Facility
billion of
Facility (TSLF)
(TSLF)provides
provides up
up to $200 billion
ofTreasury
Treasury securities to primary dealers
secured
for
a
term
of
28
days
(rather
dealers secured for a
28 days (rather than
than overnight,
overnight, as
as
in the
previously
existing
program)
by
a
pledge
of
other
securities,
the
program)
a pledge other securities, including
cluding federal
federal agency
agency debt,
debt, federal
federal agency
agency mortgage-backed
mortgage-backed securities
securities
and
non-agencytriple-A
triple-A rated
private-label residential
residential MBS.
MBS. On May 2,
and non-agency
rated private-label
2,
2008,
Reserve expanded
expanded the
the range
rangeof
of collateral
collateral that
2008, the
the Federal
Federal Reserve
that may
may be
be
pledged
in the
Schedule 22 TSLF
TSLF auctions
auctions to
to include
include triple-A
triple-A rated
pledged in
the Schedule
ratedassetasset86 On July 30, 2008, the TSLF was extended through
backed
securities.86
backed securities. On July 30, 2008, the TSLF was extended through
January
January 30,
30, 2009.87
2009.87
On
announced the
the authorization
authorization
On March
March 16,
16, 2008,
2008, the
the Federal
Federal Reserve
Reserve announced
of a lending facility
designed
to
improve
the
ability
of
primary
facility designed
of primarydealers
dealers
to
to provide
provide financing
financing to
toparticipants
participantsininthe
thesecuritization
securitizationmarkets.88
markets.88 The
The
facility as
facility
as initially
initiallyannounced
announced was
was authorized
authorized for six
six months,
months, although it
was later
later extended
through January
was
extended through
January 30,
30, 2009.
2009. The
The interest
interest rate
rate charged
charged
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ThOMSON Reuters
ReUTeRS

Document hosted at
http://www.jdsupra.com/post/documentViewer.aspx?fid=f9ccb1a6-bf8a-441a-90f0-b5fd22267b0f

a
ON Securitization
SeCURITIzaTION and
aND the
The FINaNCIaL
A POSTMORTeM
Postmortem on
Financial CRISIS
Crisis

181

for
of the
Bank of
of
for use
use of
the facility
facilityisisthe
thediscount
discountrate
rateat
at the
the Federal
Federal Reserve
Reserve Bank
89
New
New York.
York.89
On July
announced that
that it
it had
On
July 13,
13, 2008,
2008, the
the Federal
Federal Reserve
Reserve announced
had granted
granted
the Federal
Federal Reserve
ReserveBank
Bankof
of New
New York
York the
the authority to lend to
to Fannie
Fannie
90 Any lendMae
and
Freddie
Mac
should
such
lending
prove
necessary.90
Mae and Freddie Mac should such lending prove necessary. Any lending would
would be
be at
at the
the primary
primary credit
credit rate
rate and
and collateralized
collateralized by U.S.
U.S. government
and
federal
agency
securities.
The
authorization
was
ernment and federal agency securities. The authorization was intended
intended
to supplement Treasury’s
Treasury’s existing
existing lending
lending authority and
and to
to help
help ensure
ensure
ability of
Freddie Mac
Mac to
to promote
promote the
theavailability
availability of
the ability
of Fannie
Fannie Mae
Mae and
and Freddie
in financial markets.
home mortgage credit during aa period of
of stress
stress in
markets.
On
September
14,
2008,
the
Federal
Reserve
announced
several iniiniOn September 14, 2008, the Federal Reserve announced several
tiatives to provide additional support to financial markets, including enhancementsto
toits
its existing
existing liquidity
liquidity facilities.91
The collateral
collateral eligible
eligible to
hancements
facilities.91 The
to
be
pledged
at
the
Primary
Dealer
Credit
Facility
(PDCF)
was
expanded
be pledged at the Primary Dealer Credit Facility (PDCF) was expanded
types of
of collateral that may be
be pledged
pledged in
in the
the tritrito match closely the types
of the two major
party repo systems
systems of
major clearing
clearing banks.
banks. Previously, PDCF
collateral had
limited to
collateral
had been
been limited
to investment-grade
investment-grade debt
debt securities.
securities. The
The FedFedalso expanded
expandedthe
the collateral
collateral that
that may
may be
be pledged
pledged for the
eral Reserve
Reserve also
TSLF to
Previously, only
only
TSLF
to include
includeall
allinvestment-grade
investment-gradedebt
debtsecurities.92
securities.92 Previously,
Treasury securities,
securities, agency
agency securities,
securities, and
andAAA-rated
AAA-rated mortgage-backed
Treasury
mortgage-backed
and asset-backed
asset-backed securities
securities could
could be
be pledged.
pledged. These
Thesechanges
changesrepresented
and
a significant
significant broadening
arepresented
broadening in
in the
the collateral
collateralaccepted
accepted under
under both
both programs.
programs.
Schedule
2
TSLF
auctions
were
increased
to
weekly
from
bi-weekly,
Schedule 2 TSLF auctions were increased to weekly from bi-weekly, and
and
the amounts
amounts offered
offered were
were increased
increasedto
toaatotal
totalof
of$150
$150billion,
billion, from
from a
total
the
a total

of $125
billion.
$125 billion.
The Federal
Reserve also
alsoadopted
adoptedan
aninterim
interim final
final rule
rule that
The
Federal Reserve
that provides
provides aa
limitations in
temporary exception
exception to the limitations
in section
section 23A
23A of
ofthe
the Federal
Federal ReRe93 It allows all insured depository institutions to provide liquidserve Act.
Act.93
serve
It allows all insured depository institutions to provide liquidity to
typically funded in the tri-party
tri-party repo
ity
to their
their affiliates
affiliates for
forassets
assets typically
repo market.
This
exception
is
subject
to
various
conditions
necessary
to
promote
ket. This exception is subject to various conditions necessary to promote
safety
and
soundness
and
expires
on
January
30,
2009,
unless
extended
safety and soundness and expires on January 30, 2009, unless extended
by the
by
the Federal
Federal Reserve.94
Reserve.94
On
announced the
the creation
creation of
On October
October 7,
7, 2008,
2008, the
the Federal
Federal Reserve
Reserve announced
the
Commercial Paper
published updatand published
updatthe Commercial
Paper Funding
Funding Facility
Facility(CPFF),95
(CPFF),95 and
ed
As the credit
ed program terms
terms and
and conditions
conditions on
on October
October 14,
14,2008.96
2008.96 As
crisis
of commercial
commercial paper
encountering increascrisis continued,
continued, issuers
issuers of
paper were
were encountering
increasing
ing difficulty
difficultyininaccessing
accessingthe
the market
market to
to issue
issue new
new commercial
commercial paper
paper or
to refinance
portions of
of the
the approximately
approximately $1.5
$1.5trillion
trillion of
refinance portions
of commercial
commercial
paper
currently outstanding
paper currently
outstandingas
as ititbecomes
becomes due.
due. The
The CPFF
CPFF is
is structured
structured as
as
a
credit facility
facility to
a credit
toaa special
special purpose
purpose vehicle
vehicle (SPV)
(SPV) authorized
authorized under
under secsection
tion 13(3)
13(3)of
ofthe
theFederal
Federal Reserve
Reserve Act.
Act. Treasury
Treasury made
made aa special
special deposit
deposit at
at
the
Federal Reserve
Reserve Bank
Bank of
of New
New York
York in
the Federal
in support
support of
ofthe
theCPFF.
CPFF. The
The FedFederal
Reserve is
is committed
committed to lend
eral Reserve
lend to
to the
the SPV
SPV at
at the
the target
target federal funds
funds
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rate.
Draws on
on the
the CPFF
CPFF will
will be
with recourse
to
rate. Draws
be on
on an
an overnight
overnight basis,
basis, with
recourse to
the SPV and secured
secured by
by all
all assets
assetsof
ofthe
theSPV
SPV.
The
SPV
will
be
limited
. The SPV will be limited
in the
the amount of commercial
commercial paper
paper that itit may
may purchase
purchase from a single
eligible issuer;
issuer; it will
willbe
belimited
limitedtotothe
thegreatest
greatest amount
amount of
of commercial
commercial
paper
outstanding on
on any
January 11 and
and August
August 31,
31, 2008,
paper outstanding
any day
day between
between January
2008,
less
any
amount
of
the
issuer’s
outstanding
commercial
paper
less any amount
the issuer’s outstanding
paper held by
investors
Purchasesof
ofcommercial
commercial paper
paper by
by the
the SPV
SPV
investors other
other than
than the
the SPV.
SPV. Purchases
will
cease
on
April
30,
2009,
unless
the
Federal
Reserve
Board
agrees
to
will cease on April 30, 2009, unless the Federal Reserve Board agrees to
extend
the facility.
facility. The Federal
Reservewill
will continue to fund the SPV
extend the
Federal Reserve
after
after that
that date
date until
untilthe
theSPV’s
SPV’sassets
assets mature.97
mature.97
Commercial
by the SPV must
least A1/
A1/
Commercial paper
paper purchased
purchased by
must be
be rated
rated at least
P1/F1
multiple NRSROs,
P1/F1 by a major NRSRO and,
and, ifif rated
rated by multiple
NRSROs, is
is rated
rated at
at
least
A1/P1/F1 by
by two
two or
or more
more major
major NRSROs.
NRSROs.Non-ABCP
Non-ABCP issuers
issuerswill
will
least A1/P1/F1
be
charged an
an unsecured
unsecured credit
credit surcharge
surcharge of
of 100
100 basis
basis points
points per
per annum
annum
be charged
unless
they can
can either
either provide
provide collateral
collateral for
for the
unless they
the commercial
commercial paper
paper that
that is
is
acceptable
to the
the New
New York
acceptable to
York Fed
Fed or
or obtain
obtain an
an endorsement
endorsement or
or guarantee
guarantee
of
of its
its obligations
obligationsthat
thatisisacceptable
acceptable to
to the
the New
New York
York Fed.
Fed. Previously,
Previously, the
the
Federal
Reservehas
hasindicated
indicatedseveral
severalways
waysininwhich
which non-ABCP
non-ABCP comFederal Reserve
mercial
mercial paper
paper may
maybe
be secured.98
secured.98

K. FdIC
temporary
FDICGuarantee
Guarantee of debt
Debt and
and deposits:
Deposits: Temporary
Liquidity
LiquidityGuarantee
Guarantee Program
On
On October
October 14,
14, 2008,
2008, the
the FDIC
FDIC announced
announced the
the creation
creation of
of the
the TemTemporary Liquidity
Guarantee
Program
(TLGP)
as
part
of
the
larger
Liquidity Guarantee
as
of the larger and
and
continuing government
government effort
effort totostrengthen
strengthen confidence
confidence and
and encourage
encourage
liquidity
The FDIC
FDIC announced
the proproliquidityininthe
thenation’s
nation’sbanking
bankingsystem.99
system.99 The
announced the
gram in aa joint
statement
with
Treasury
and
the
Federal
Reserve
joint statement with Treasury and the Federal Reserve in a
coordinated
effort to
coordinated effort
to unfreeze
unfreeze interbank
interbank lending,
lending, encourage
encourage lending
lending and
and
100 The TLGP is a voluntary
enhance
confidence
in
the
banking
system.100
enhance confidence in the banking system. The TLGP is a voluntary
time-limited program
and time-limited
program funded
funded through
through special
special fees without reliance
reliance
on taxpayer
TheTLGP
TLGPconsists
consistsof
of two
two components:
components: aa tempotempoon
taxpayer funding.101
funding.101 The
rary guarantee
guarantee of newly
newly issued
issued senior
senior unsecured
unsecured debt
debt (Debt
(Debt Guarantee
Guarantee
and aa temporary
temporary unlimited guarantee
of funds in noninterestProgram) and
guarantee of
noninteresttransaction accounts
accountsatatFDIC-insured
FDIC-insured institutions
institutions (“Transaction
bearing transaction
102 Financial institutions participating
Program”).102
Account Guarantee
Guarantee Program”).
Financial institutions participating in
the
TLGP may
the TLGP
may participate
participate in
in the
the Capital
CapitalPurchase
Purchase Program.
Program.
On October 23, 2008, the Board of Directors of
of the
the Federal
Federal Deposit
Insurance
Corporation announced
announced that
that itit had
had approved
approved an
an interim
interim rule
Insurance Corporation
(the
“Interim Rule”)
(the “Interim
Rule”)under
underthe
theFDIC’s
FDIC’ssystemic
systemicrisk
riskexception
exceptionprocess
process to
103 The Interim Rule was effective immediately, but the
govern
TLGP.103
govern the
the TLGP.
The Interim Rule was effective immediately, but the
FDIC
for the 15-day
15-day period
period folfolFDIC indicated
indicated that
that comments
comments would
would be
be taken for
lowing
On NoNolowingpublication
publicationofofthe
theInterim
InterimRule
Ruleininthe
theFederal
FederalRegister.104
Register.104 On
vember
2008, the
the Board
Board of
of Directors
Directors of the
FDIC approved
vember 21, 2008,
the FDIC
approved the final
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rule
covers timely
timely
rule for
for the
the TLGP
TLGP(“Final
(“FinalRule”).105
Rule”).105 The
The FDIC
FDIC guarantee
guarantee covers
payment
of
interest
and
principal
upon
an
uncured
payment
default.106
payment of interest and principal upon an uncured payment default.106
The Final
that the
the guaranteed
guaranteeddebt
debtisisbacked
backedby
bythe
thefull
full faith
faith
The
Final Rule
Rule states
states that
and credit
credit of
andhas
hasaa20%
20%risk
risk weighting.108
and
ofthe
theUnited
UnitedStates107
States107 and
weighting.108

1. Overview
overview
As
the TLGP
TLGP consists
consists of
of two
two programs:
the Debt
Debt GuarAs noted
noted above,
above, the
programs: the
Guarantee
Program
and
the
Transaction
Account
Guarantee
Program.109
The
antee Program and the Transaction Account Guarantee Program.109 The

TLGP
have been
been in
in place since the FDIC’s
TLGP guarantees
guarantees have
FDIC’s announcement
announcement
on October
14, 2008.
All eligible
October 14,
2008. All
eligibleentities
entities were
were included
included automaticalautomatically.110
Eligibleentities
entitiesnot
notinterested
interestedininparticipating
participating were
were required
required to
to opt
opt
ly.110 Eligible
out.111
Duringthe
thefirst
first 30
30 days
days no
no fees
fees were
were assessed
assessedon
oneligible
eligibleentities,
out.111 During
entities,
and
on eligible
eligible entities
and no
no fees
fees are
are to
to be
be assessed
assessed on
entitiesthat
thathave
haveopted
opted out.112
out.112
The FDIC
its Web
Web site
site aa list
list of
of those
entities that
that opted
opted out
out
The
FDIChas
has posted
posted on
on its
those entities
of either
either or
or both
both components
components of
of the
the TLGP
TLGP so
so that
that potential
potential lenders
lenders and
and
can determine which entities
transaction account depositors can
entities have
have opted
opted
113
out
of
the
one
or
both
components
of
the
out of the one or both components of the TLGP.
TLGP.113

2. Eligible
eligible entities
Eligible entities
Eligible
entities include (1) FDIC
FDIC insured
insured depository institutions, (2)
U.S. bank
bank holding companies
and financial
financial holding companies
with at
U.S.
companies and
companies with
least one
one operating
operating insured
insured depository
depository institution
institution subsidiary,
least
subsidiary, and
and (3)
(3) U.S.
U.S.
savings and
and loan
loan holding
holding companies,
with at
operating insured
savings
companies, with
at least
least one
one operating
insured
depository
only in
in activities
activities that
depository institution
institutionsubsidiary,
subsidiary, that
that either
either engage
engage only
that
are
permissible
for
financial
holding
companies
to
conduct
under
are permissible for financial holding companies to conduct under section
section
4(k)
4(k) of
of the
the BHCA
BHCAororhad
hadatatleast
least one
one insured
insured depository
depository subsidiary
subsidiary that
that
was
the
subject
of
an
application
under
section
4(c)(8)
of the
the BHCA
BHCA
was the subject of an application under section 4(c)(8) of
pending
FDIC-insured branches
branchesof
offoreign
foreign entientipending on
on October
October 13,
13, 2008.114
2008.114 FDIC-insured
ties
not eligible
ties are
are not
eligibletotoparticipate
participateininthe
theDebt
DebtGuarantee
GuaranteeProgram.115
Program.115

3. Debt
debt Guarantee Program
The
Program provides
provides an
an FDIC
FDIC guarantee
on newly
newly
The Debt
Debt Guarantee
Guarantee Program
guarantee on
issued
senior
unsecured
debt
instruments
issued
by
participants.
The
issued senior unsecured debt instruments issued by
guarantee
covers
debt
issued
from
October
14,
2008,
through
June
guarantee covers debt issued from October 14, 2008, through June 30,
30,
2009,
expires upon
upon the
earliest to
to occur
opts
2009, and
and expires
the earliest
occur of
of (1)
(1) the
the date
date the
the issuer
issuer opts
116 The aggregate
out,
(2)
the
maturity
of
the
debt,
or
(3)
June
30,
2012.116
out, (2) the maturity of the debt, or (3) June 30, 2012. The aggregate
debt aa participant may
newly issued
issued senior
senior unsecured
unsecured guaranteed
guaranteed debt
may have
have
outstanding may
The
outstanding
may not
notexceed
exceed the
the issuance
issuance cap
cap for
forthat
thatparticipant.117
participant.117 The
issuance
cap is
is 125%
125% of
of that
that participant’s
participant’s outstanding
issuance cap
outstanding debt
debt on
on September
September
30,
30, 2008,
2008, that
that was
was scheduled
scheduled to
to mature
matureon
onororbefore
beforeJune
June30,
30,2009.118
2009.118
The estimated
estimated amount
amount of
of eligible
eligible entity
entity qualifying
The
qualifyingsenior
seniorunsecured
unsecured debt
debt
outstanding as
outstanding
as of
of June
June 30,
30, 2008,
2008, was
was $1.4
$1.4 trillion.119
trillion.119
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(a) Definition
definition of
debt
of senior
Senior Unsecured
Unsecured Debt
The Debt
Debt Guarantee
Guarantee Program
Program covers
covers senior
senior unsecured
unsecured debt
debt issued
issued
on
The Final
on or
or after
after October
October 14,
14,2008,
2008,and
andprior
priortotoJune
June30,
30,2009.120
2009.120 The
Rule
debt with
with aa maturity
maturity of
if issued
Rule excludes
excludes debt
of30
30days
days or
or less,
less, if
issued after
after the
the
121
opt-out
opt-out date.
date.121
The FDIC
FDIC has
has stated
stated that the program
program “is not
not designed
designed to encourencourage
the development
development of
of or
or to promote innovative or complex
age the
complex sources
sources of
funding
theliquidity
liquidity of
funding but
but to
to enhance
enhance the
of the
the inter-bank
inter-bank lending
lending market
market and
and
senior
bank debt
TheFinal
Final Rule
Rule provides
provides aa nonnonsenior unsecured
unsecured bank
debt funding.”122
funding.”122 The
exclusive list
exclusive
list of
ofsenior
seniorunsecured
unsecured debt
debt instruments
instruments covered
covered by
by the
the guarguar123 Senior
antee, as
aswell
well as
asaanonexclusive
nonexclusivelist
list of
of excluded
excluded debt.
debt.123
antee,
Senior unsecured
unsecured
borrowing, denominated
denominated in
in either U.S. dollars
debt includes unsecured
unsecured borrowing,
or a
evidencedby
bywritten
written agreement
agreement(includ(includor
a foreign
foreign currency,
currency, that124
that124 isisevidenced
ing aa trade
trade confirmation);
confirmation); has
has a specified
specified and
and fixed principal amount
amount
to be paid in full
fullon
ondemand
demand or
or on
on aa date
date certain;
certain; is
is noncontingent
noncontingent and
and
contains no
no embedded
options, forwards,
forwards, swaps,
or other
other derivatives;
derivatives; is
is
contains
embedded options,
swaps, or
subordinated to
to any
any other
other liability;
liability; and
not by
by its
its terms
terms subordinated
and (after
(after December
December
5, 2008)
with aa stated
maturity of
5,
2008) is
is issued
issued with
stated maturity
of more
more than
than 30
30 days.
days. The
The debt
debt
may pay
pay interest
interest at
at aa fixed
fixed or
or floating
floating rate.
The floating
floating interest
must
may
rate. The
interest rate
rate must
basedon
onaasingle
singleindex
indexof
of aaTreasury
Treasurybill
bill rate,
rate, the
the prime
prime rate,
rate, or
or LILIbe based
BOR.125
Seniorunsecured
unsecureddebt
debtincludes,
includes, but
but is
is not
not limited,
BOR.125 Senior
limited,to:126
to:126 federal
federal
funds
funds purchased;
purchased; promissory notes;
notes; commercial
commercial paper;
paper; unsubordinated
unsubordinated
unsecured
notes,including
including zero-coupon
zero-coupon bonds;
bonds; U.S.
U.S. dollar
dollar denominated
unsecured notes,
denominated
certificates
owed to
to an
an insured
insured depository
depository institution,
institution, an
an incertificates of deposit owed
sured
credit union
union as
as defined
defined in
in the
the Federal
FederalCredit
CreditUnion
Union Act
Act or
or aa foreign
foreign
sured credit
bank;127
U.S.dollar
dollardenominated
denominateddeposits
depositsinin an
an international
international banking
bank;127 U.S.
facility
of
an
insured
depository
institution
owed
to
facility of an insured depository institution owed toan
an insured
insured deposidepository
institution
or
a
foreign
bank;
and
U.S.
dollar
denominated
tory institution or a foreign bank; and U.S. dollar denominated deposits
deposits
on the
the books
books of
of foreign
foreign branches
of U.S.
U.S. insured
insured depository
depository institutions
institutions
on
branches of
that
are
owed
to
an
insured
depository
institution
or
a
foreign
that are owed to an insured depository institution or a foreign bank.
bank.
Senior unsecured
any
Senior
unsecured debt
debt as
as defined
defined in
in the
theFinal
FinalRule
Ruleexcludes:128
excludes:128 any
obligation
obligations from
from guarobligation with
withaastated
stated maturity
maturityofofone
onemonth;129
month;129 obligations
guarantees
orother
othercontingent
contingentliabilities;
liabilities; derivatives;
derivatives; derivative-linked
derivative-linked prodantees or
ucts; debts
debts that
that are
are paired
paired or
or bundled
bundled with
with other securities; convertible
debt;
debt; capital notes;
notes; the unsecured
unsecured portion of
of otherwise
otherwise secured
secured debt;
debt;
negotiable
certificates of deposit; deposits
denominated in
in foreign
foreign curnegotiable certificates
deposits denominated
rency
rency and
and or other
other foreign
foreign deposits
deposits (except
(except those
those otherwise permissible
in the
the rule);
rule); revolving
revolvingcredit
creditagreements;
agreements; structured
structured notes;
notes; instruments
that
for trade
any funds
funds that
that are
are used
used for
trade credit;
credit;retail
retaildebt
debtsecurities;130
securities;130 any
that are,
are,
regardless
of form,
form, swept
swept from
from individual,
individual, partnership,
regardless of
partnership, or
or corporate
corporate accounts
at insured
insured depository
depository institutions;
institutions; and
and loans
loans from
from affiliates,
counts held at
including
subsidiaries, and
andinstitution
institution affiliated parties.
including parents
parents and
and subsidiaries,
parties.
The FDIC
most of the securities
that financial
financial instituFDIC has
has excluded
excluded most
securities that
tions
as part
part of
of their
their Tier
Tier 11 issuances.
This may
may result
result in
in an
an inconincontions issue
issue as
issuances. This
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sistency
with the
financial instituinstitusistency with
the Capital
Capital Purchase
Purchase Program
Program because
because aafinancial
tion should
be
motivated
to
issue
Tier
1
replacement
capital
to
redeem
should be motivated to issue Tier 1 replacement
to redeem

a portion of
common stock
stock warrant
warrant that
that is
is part
part of the
of the
the Treasury’s
Treasury’s common
the
Capital
Purchase
Program.
Debt
will
not
be
guaranteed
if
the
Capital Purchase Program. Debt will not be guaranteed if the proceeds
proceeds
are
to prepay
Under the
the Final
Final
are used
used to
prepay outstanding
outstanding nonguaranteed
nonguaranteed debt.131
debt.131 Under
Rule,
the
proceeds
from
the
issuance
of
FDIC-guaranteed
debt
may
Rule, the proceeds from the issuance of FDIC-guaranteed debt may be
be
issued to prepay
other FDIC-guaranteed
FDIC-guaranteed debt,
debt, but
but may not be used
issued
prepay other
used to
prepay outstanding
outstanding nonguaranteed
prepay
nonguaranteed debt.
debt.

(b) Long-Term
Long-term nonguaranteed
Nonguaranteed debt
Debt Program
Program for
for
Participating entities
Entities
If aa participating
If
participating entity
entitywants
wants the
the option
option to
to issue
issue long-term
long-term nonguarnonguaranteed senior
senior unsecured
unsecured debt
debt at
at any
any time,
time, and
and before
before issuing
issuing guaranteed
anteed
guaranteed

debt
up to its cap
debt up
cap amount,
amount, it had
had the option to elect
elect to do
do so
so through
through

FDICconnect on
FDICconnect
on its
its election
electionform
formon
onororprior
priortotothe
theopt-out
opt-outdeadline.132
deadline.132
Upon making an
an election,
election, the
the participant
participant was
was required
required to pay
pay aa nonrefundable fee.133
Long-term nonguaranteed
nonguaranteed senior
senior unsecured
unsecured debt
debt must
must
fundable
fee.133 Long-term
mature after
mature
after June
June 30,
30, 2012.134
2012.134

(c) Master
Master Agreement
Participants
Participants in
in the
the Debt
Debt Guarantee
Guarantee Program
Program were
were required
required to
to execute
execute

a master
agreement(“Master
(“Master Agreement”)
Agreement”) no
no later
later than
master agreement
than the opt-out
opt-out
deadline
and to
to provide
provide aa copy
copy to
to the
the FDIC
FDIC no
deadline and
no later
later than
than 10
10 days
days therethereafter.135
TheMaster
MasterAgreement
Agreementfacilitates
facilitates the
the payment
payment guarantee
by the
after.135 The
guarantee by
the
FDIC
other things,
things, requires
requires that
that the
the participant
participant provide
provide nonoFDIC and,
and, among
among other
tice, within
day,of
of any
any failure
failure to pay interest
interest on
on or
or prinwithin one
one business
business day,
cipal
participant also
also must
must appoint
appoint
cipal of
ofany
anyindebtedness
indebtedness when
when due.136
due.136 AAparticipant
a
representative
that
will
make
claims
for
payment
under
the
guarantee
a representative that will make claims for payment under the guarantee
on
No document
document governing
governing guaranteed
on behalf
behalf of
ofthe
thesecurity
securityholders.137
holders.137 No
guaranteed
debt may
may provide for automatic
automatic acceleration
acceleration of debt upon a default by
the
participant while
the participant
while the
the FDIC
FDICguarantee
guarantee is
is in
in effect
effect or
or while
whileguarantee
guarantee
payments
are
being
made
by
the
FDIC
(default
is
not
limited
in this
this propropayments are being made by the FDIC (default is not limited in
138
vision
to
payment
vision to payment defaults).
defaults).138

(d) notice
Notice Requirements
Requirements
Participants
are required,
required,following
following the
the opt-out
opt-out date,
date, to
to notify the
Participants are
the

FDIC
each
FDICthrough
throughFDICconnect
FDICconnectofof
eachissuance
issuanceofofguaranteed
guaranteeddebt.139
debt.139 ParPar-

required to use
ticipants in
in the
the Debt
Debt Guarantee
Guarantee Program are
are required
use the Final
prescribed disclosure
disclosure language
languageinin all
all written materials
Rule’s prescribed
materials provided
to lenders
or creditors
to
lenders or
creditors when
when issuing
issuing either
eitherguaranteed
guaranteed or
or nonguaranteed
nonguaranteed
140 A participant may be issuing nonguaranteed debt either as part
debt.140
debt.
A participant may be issuing nonguaranteed debt either as part of
of long-term
the
long-term nonguaranteed
parthe
nonguaranteed debt
debt program
program or
or for
forissuances
issuances after
after the
the par141
ticipant
its issuance
cap.141
The
disclosures
are
onlyrequired
ticipanthas
has reached
reached its
issuance cap.
The
disclosures
are
only
required
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in
of debt
in respect
respect of
debt that
that is
is eligible
eligible for
forthe
theguarantee;
guarantee; the
the participant
participant does
does
not
to provide
not have
have to
provide disclosure
disclosure when
whenissuing
issuingineligible
ineligibledebt.142
debt.142

4. The
the transaction
TransactionAccount
Account Guarantee
Guarantee Program
Deposits
Deposits in
in aa participant’s
participant’s noninterest-bearing
noninterest-bearing deposit
deposit transaction
transaction acaccounts
will be
fully by
counts will
be guaranteed
guaranteed fully
by the
the FDIC,
FDIC,regardless
regardless of
of the
the amount
amount on
on
143 This guarantee is separate from, and in addition to, the coverdeposit.143
deposit. This guarantee is separate from, and in addition to, the coverage
provided under
age provided
under the
the FDIC’s
FDIC’sgeneral
generaldeposit
depositinsurance
insuranceregulations.144
regulations.144
The
The estimated
estimated amount
amount of
of uninsured
uninsured noninterest-bearing
noninterest-bearing transaction
transaction acaccount
count deposits,
deposits, prior
prior to
tothe
theTLGP,
TLGP,was
was between
between $400
$400 and
and $500
$500 billion.145
billion.145

5. Fees
Feesfor
forthe
theTLGP
tLGP
The
are expected
expectedtotofully
fully fund
fund the
the TLGP,
TLGP, with
with no
on taxThe fees
fees are
no reliance
reliance on
tax146 All fees and assessments will be held by the FDIC in a
payer
funding.146
payer funding. All fees and assessments will be held by the FDIC in a
separate
accountand
andwill
will not
not be
beincluded
includedin
in the
theDeposit
DepositInsurance
InsuranceFund.147
separate account
Fund.147
If
collectedunder
underthe
theTLGP
TLGP are
are insufficient
insufficient to
to
If the
the fees
fees and
and assessments
assessments collected
cover
the cost
cost of
of the
the program,
program, the
the FDIC
FDIC will
will impose
cover the
imposean
an emergency
emergency special
special
148
assessment
oninsured
insureddepository
depositoryinstitutions.
institutions.148
Because
the special
Because
the special
assessassessment on
assessment
is
required
by
statute
to
be
based
on
the
financial
institutions’
liabiliment is required by statute to be based on the financial institutions’ liabilities,
rather than
than deposits,
deposits,larger
largerfinancial
financial institutions
institutions will
will bear
ties, rather
bear the
the greater
greater
burden
asthey
theytypically
typically maintain
maintain aa higher proportion
burden of the
the assessment
assessment as
of
All financial
financial institutions
institutions
of liabilities
liabilitiesthan
thansmaller
smaller financial
financialinstitutions.149
institutions.149 All
whose
deposits
are
insured
by
the
FDIC
will
be
subject
to
any
whose deposits are insured by the FDIC will be subject to any special
special asas150
sessment,irrespective
irrespectiveof
of their
their participation
participation in
Manycommusessment,
in the
the TLGP.150
TLGP. Many
community
banks
not owned
owned by
by holding
nity
banks and
and banks
banks not
holding companies
companies expressed
expressed concern
concern
during
the
rulemaking
comment
process
that
if
there
were
shortfall, ininduring the rulemaking comment process that if there were aa shortfall,
sured
depository
institutions
would
bear
a
disproportionate
burden
sured depository institutions would bear a disproportionate burden because
because
holding companies
holding
companies would
would not
notbe
be subject
subject to
to the
the special
special assessment.151
assessment.151 As a
As
a
result
comments, the
the FDIC
FDIC created
surcharge for
for certain
certain holdholdresult of
of these
these comments,
created aa surcharge
ing
companies
participating
in
the
Debt
Guarantee
Program,
as
described
ing companies participating in the Debt Guarantee Program, as described
below.152
thereare
areexcess
excess
funds
remaining
terminationofofthe
theprofunds
remaining
atatthethetermination
below.152 IfIfthere
pro153
gram,
would be
in the
the Deposit
Deposit Insurance
Insurance Fund.
gram, they
they would
be deposited
deposited in
Fund.153

6. Payment
Payment of
of Claims
Claims
Under
Debt Program,
Program,upon
uponthe
theultimate
ultimate failure
failure of the
Under the
the Guaranteed
Guaranteed Debt
the
issuer
of guaranteed
guaranteeddebt
debttotopay
payinterest
interestororprincipal,
principal,the
theFDIC
FDIC will
will make
issuer of
make
154
the
required payment.
payment.154
If the
FDIC
paying
interest
and
principal
If the
FDIC
is ispaying
interest
and
principal
onon
debt
the required
debt
that
remains
outstanding
after
June
30,
2012,
it
will
have
the
right
to
elect
that remains outstanding after June 30, 2012, it will have the right to elect
to
to
make
final payment
of all
through
make aa final
payment of
all outstanding
outstanding principal
principal and
and interest
interest due
due through
the
date of
of final
final payment,
without incurring
the date
payment, without
incurringaaprepayment
prepayment penalty.155
penalty.155
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L.
L. Private
Private equity
EquityInvestments
InvestmentsininBanks156
Banks156
issued guidelines
guidelines for
On September
September 22, 2008, the
the Federal
Federal Reserve
Reserve issued
noncontrolling, minority
noncontrolling,
minorityinvestments
investmentsininbanks
banks and
and bank
bank holding compacompa157
nies.157
Theguidelines
guidelinesclarify
clarifyand
andliberalize
liberalize the
theconditions
conditions under
under which
which
The
nies.
investor can
can make
make aa minority
minority investment
an investor
investment in aa banking
banking organization
organization
without being
without
beingregulated
regulatedas
as aa bank
bank holding
holdingcompany
companyunder
underthe
theBHCA.158
BHCA.158
intended to
to facilitate
facilitate private equity fund investment
The guidelines were intended
investment
in the
in
the financial
financial services
services sector.
sector.

1. BHCA
BHCA Framework
Under
BHCA, an
to control
control a
banking organiorganiUnder the
the BHCA,
an investor
investor is
is deemed
deemed to
a banking
zation if it:
it: (1)
(1) directly
directlyor
orindirectly
indirectlyowns
owns25%
25% or
or more
more of
of any
any class
class of
voting securities
voting
securities of the
the banking organization; (2) controls the
the election of
a majority of
of the
the board
board of
of directors
directors of
of the
the banking
banking organization; or (3)
otherwise exercises
controlling influence
management or
or polipoliotherwise
exercises aacontrolling
influence over
over the
the management
cies of
The Federal
Federal Reserve
Reserve guidelines
guidelines deal
deal
cies
of the
the banking
bankingorganization.159
organization.159 The
with the
with
the third
third prong
prong of
ofthis
thistest—by
test—byaddressing,
addressing, in
in general
general terms, which
investments do
do not
not constitute
constitute the
theexercise
exerciseofofaacontrolling
controlling influence.
influence. UlUlinvestments
timately, aa determination
timately,
determination of whether
whether a particular minority
minority investment
investment
exercise of
of “controlling
“controlling influence”
involves the exercise
influence”by
byan
aninvestor
investordepends
depends
on all
all the
circumstances of
of each
investment, but
but the
the guidelines
guidelines
on
the facts
facts and
and circumstances
each investment,

are helpful in that
are
that they
they provide
provide aa degree
degree of predictability that
that should
should
encourage minority
minority investment.
encourage
investment.

2. Prior
Prior Policy Statement
statement
The
prior policy
wasissued
issuedinin1982,
1982,ininthe
thecontext
The prior
policystatement
statement in
in this
this area
area was
context
of
stakeholder
investments
by
out-of-state
banks
seeking
to
prepare
forthe
of stakeholder investments by out-of-state banks seeking to prepare for
160
the
advent of
of interstate
interstate banking.
banking.160
The
1982
policystatement
statement
provided
The
1982
policy
provided
imporadvent
imporreference points
pointsfor
for controlling
controlling influence
involving aa
tant
reference
influence determinations
determinations involving
broad range
of proposed
Over time,
broad
range of
proposed investments.
investments. Over
time, the
the Federal
Federal Reserve
Reserve has
has
grappled with many “controlling
grappled
“controllinginfluence”
influence”issues
issues not
not contemplated
contemplated by
the 1982
1982 policy
policy statement,
which has
resulted in
in staff-developed
staff-developed policy
policy in
in
the
statement, which
has resulted
the area.
area.The
Thediscussion
discussionbelow
belowsummarizes
summarizesthe
thegeneral
generalguidance
guidanceprovided
the
provided
by the
by
the policy
policystatement
statement with
withrespect
respecttotoarrangements
arrangements that
that have
have been
been parparticularly sensitive
in controlling
ticularly
sensitive in
controlling influence
influence determinations.
determinations.

3. Director
director Representation
Representation
The Federal
Reserve generally
generally has
has regarded
regardedboard
boardparticipation
participation by
The
Federal Reserve
by an
an
with between
investor with
between 10%
10% and
and 24.9% of
of the
the voting
voting shares
shares of aa banking
organization as
indicative of
Underthe
thenew
newpolicy,
policy,aaminority
minority
organization
as indicative
of control.161
control.161 Under
investor
generally will
will be
investor generally
be permitted
permittedtotohave
have aa single
singlerepresentative
representative on
an organization’s
board of
of directors without
organization’s board
without being
being deemed
deemed to
to exercise
exercise
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controlling
controlling influence
influence over
over that
that organization.
organization. The
The policy
policystatement
statement also
also
permits a minority
minority investor
investor in
in an
an organization
organization to elect two directors of
that organization’s
organization’s board,
board,subject
subjecttotothe
thefollowing
following conditions: (1) board
representation
must be
beproportionate
proportionateto
to the
theminority
minority investment;
representation must
investment; (2) no
no
more
than 25%
25% of the
can be
be controlled
controlled by
by the
the minority
more than
the board
board seats
seats can
investor;
investor; and
and (3)
(3) another
another shareholder,
shareholder, approved
approved by
by the
the Federal
Federal Reserve,
Reserve,
must
Without regard
must control the
the banking
banking organization.
organization. Without
regard to
to the
the number of
board
held, no
no minority
minority investor’s
board seats
seats held,
investor’s board
board representative
representative can
can serve
serve
as
Chairman
of
the
Board
or
chairman
of
any
committee
without
raising
as Chairman of the Board or chairman of any committee without raising
control
control concerns.162
concerns.162

4. Determinations
determinations of Control
An
to exercise
exercise control
control over
over aa banking
banking organization
organization
An investor
investor is
is deemed
deemed to
ifif ititcontrols
25%
or
more
of
any
class
of
voting
securities
of
controls 25% or more of any class voting securities that banking
organization.163
TheBHCA
BHCA does
doesnot
notaddress
addressexplicitly
explicitly the
the holding
holding
ing organization.163 The
of nonvoting equity (or a combination of voting
and
nonvoting
equity).
voting and
In
that holding
holding 25%
25% or
or
In the
the 1982
1982 policy
policy statement,
statement, the
the Board
Board suggested
suggested that
more of the total equity of
of aa banking
banking organization
organization would be indicative
of control.164
Thepolicy
policy statement
statementrelaxed
relaxedthe
thestandards
standardsfor
forholding
holding nonnonof
control.164 The
large equity
equity invoting equity,
equity, while
while continuing
continuingto
toexpress
express aa belief that
that a large
vestment (regardless
(regardlessof
of voting
voting power)
power) may
may provide
provide an
an investor
investor with
with conconvestment
trolling influence
trolling
influenceover
overthe
the organization.
organization. Under
Under the
the new
new policy
policy statement,
statement,

a minority
minority investor
controlling influence
influence if
if
investor will
willnot
notbe
be seen
seen to exercise
exercise controlling
its
investment
meets
the
two
following
criteria:
(1)
its
total
equity
investits investment meets the two following criteria: (1) its total equity investment does
does not
not exceed
exceedone-third
one-thirdof
of the
the total
total equity of the
the organization;
and
(2)
it
does
not
own
15%
or
more
of
any
class
of
voting
of
and (2) it does not own 15% or more of any class of voting securities
securities of
165
the
the organization.
organization.165
In
In the
the context
context of
of investment
investment ininnonvoting
nonvotingshares,
shares,the
the Federal
Federal Reserve
Reserve
also
discusses
situations
under
which
rights
to
convert
nonvoting
also discusses situations under which rights to convert nonvoting shares
shares
into
will be
into voting
voting shares
shares will
be deemed
deemed to
to trigger
trigger control
control issues.
issues.

5. Controlling
Controlling Influence
Minority
Minority investors
investors often
often seek
seek to protect
protect their
their investments
investments by communicating to management
and/or
to
the
board
their
views about how
management and/or to the board
best
to
enhance
the
value
of
the
organization.
Thus
a
minority
best to enhance the value of the organization. Thus a minority investor’s
investor’s
board
might seek
board representative
representative might
seek to
to advocate
advocate changes
changes in
in management;
management;
new
strategiesfor
for the
theorganization;
organization;capital
capitalor
orliquidity
liquidity policies;
new strategies
policies; mergers
mergers
or
acquisitions; or
or acquisitions;
or other
other major
major corporate
corporate policies
policies or
or decisions.
decisions. Under
Under the
the
policy
advocacy in
in and
andof
of itself
itself will
will not
with conpolicy statement,
statement, advocacy
not be
be equated
equated with
controlling
trollinginfluence
influenceas
as long
long as
as decision-making is left
left to
to an
an organization’s
organization’s
166
board,
shareholders or
or management,
the case
case may
may be.
be.166
board, shareholders
management, as
as the
Nonetheless,
Nonetheless,
could be
be inferred
inferred if
if advocacy
werelinked
linkedtotoexplicit
explicit or
or implicit
implicit
control
advocacy were
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threats
to divest,
divest, sponsor
sponsor proxy
proxy solicitations or take
threats to
take other
other actions
actions that
might coerce
coerce a banking organization or its
its management
management to take
take a particular course
ticular
course of action.
action.

6. Other
other Indicia
Indicia of
of Control
Control
In
past, aanoncontrolling
noncontrolling minority
proIn the
the past,
minorityinvestor
investorgenerally
generallyhas
has been
been prohibited from
conducting
any
material
business
transactions
or
having
from conducting any material business transactions
having
material
relationshipswith
with the
the banking
banking organization
organization in
in which
which it
it
material business
business relationships
167 However, in the past, business relationships that are
has
invested.167
However, in the past, business relationships that are limhas invested.
limited both
quantitatively and
been allowed
allowed ifif the
the minorminorited
both quantitatively
and qualitatively,
qualitatively, have
have been

ity investment
closer to
to 10% than
than to
to 25%.
25%. Such
Such relationships
relationshipswill
will
ity
investment were closer
basis to determine
continue to
to be
be reviewed
reviewed on
on aa case-by-case
case-by-case basis
determine whether
whether
they might
they
might involve
involveaacontrolling
controllinginfluence.168
influence.168
Precedent
and the
the 1982
1982 policy
policy statement
also recognize
recognize that
that controlcontrolPrecedent and
statement also
ling
imposition by
ling influence
influence might
mightbe
be exercised
exercised through the imposition
by the
the investor
investor
of
In this
this regard,
regard,
of particular
particularcovenants
covenantsaccompanying
accompanyingthe
theinvestment.169
investment.169 In
there
has been
beenparticular
particular concern
concern about
about covenants
covenantsthat
thatmight
might affect
affect hirthere has
ing, firing,
firing,executive
executive compensation,
compensation, engaging
engaging in new
new business
business lines,
lines,
making substantial
changes in
in operations,
operations, raising
raising additional
additional capital or
substantial changes
otherwise
otherwise retaining,
retaining, disposing
disposing of
of or
or acquiring
acquiringmaterial
materialcorporate
corporateassets.
assets.
On
the
other
hand,
covenants
that
are
protective
of
the
essential
characOn the other hand, covenants that are protective of the essential characteristics
minority investor
teristics of
of the
the security
security held
held by
by the
the minority
investorgenerally
generallyhave
have been
been
viewed
as
permissible.
As
the
policy
statement
makes
clear,
these
would
viewed as permissible. As the policy statement makes clear, these would
include,
that might
might prohibit
of senior
senior
include, for
for example,
example, covenants
covenants that
prohibitthe
the issuance
issuance of
securities
or
the
incurrence
of
senior
borrowings
that
might
adversely
afsecurities or the incurrence of senior borrowings that might adversely affect
of the
the security
security in
in which
which the minorminorfect the
the existing rights or
or preferences
preferences of
ity
invested. Covenants
Covenantsthat
thatprovide
provideinformation
information rights
ity investor
investor has
has invested.
rights to
to an
an
investor
investor also
also do
do not
not necessarily
necessarily trigger
triggercontrol
controlconsiderations.170
considerations.170
These
guidelines should
should ease
easethe
thepath
pathfor
for action
action on
on pending
pending applicaapplicaThese guidelines
tions that involve
involve controlling
controllinginfluence
influencedeterminations
determinationsand
andencourage
encourage
minority
minority investment
investment in
in banking
banking organizations
organizations at a time when capital in
the
industry is
In particular,
particular, the
guidelines provide
conthe industry
is sorely
sorely needed.
needed. In
the guidelines
provide aa constructive
framework for
for private
equity funds
funds to invest
structive framework
private equity
invest in the
the financial
financial
services
services sector.
sector.

M.
M. Recent
Recent IRs
IRSand
andtreasury
TreasuryGuidance171
Guidance171
During
During the
the last
last year,
year, the
the Internal
InternalRevenue
Revenue Service
Servicehas
has issued
issued aa wave
wave

to the credit crisis.
of guidance
guidance in response
response to
crisis. This
This guidance
guidance is unprecunprecedented in
in that it, in
edented
in effect,
effect, relaxes
relaxes the
the rules of
of the
the Code
Code to
to adjust
adjust to
to the
the
financial crisis.
beganin
inlate
late2007
2007with
with narrow
narrow technical
technical
financial
crisis. These
These changes
changes began
guidance aimed
aimed at
municipal bonds
mortgage investment
investment
guidance
at municipal
bonds and
and real
real estate
estate mortgage
conduits (REMICs).
conduits
(REMICs).By
Bylate
lateSeptember,
September,the
the IRS
IRSrelaxed
relaxed the
the Code’s
Code’s loss
loss
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trafficking
theacquisition
acquisition of
of failfailtraffickingrules,
rules, apparently
apparently in
in order
order to
to encourage
encourage the
ing
The following
following discussion
briefly summarizes
most signifisignifiing banks.
banks. The
discussion briefly
summarizes the most
cant
rulings and
by the
the IRS.
IRS.
cant rulings
and guidance
guidance issued
issued by

1. Section
section 382-Related Guidance—Preservation
Guidance—Preservation of Tax
tax Losses
Losses
In general, section
section 382
382 of
of the
the Code
Codelimits
limits the
the ability
ability of a corporation
that undergoes
an “ownership
“ownership change” to use
undergoes an
use its
its prechange
prechange net operating losses
losses (NOLs) and
and “net
“net unrealized
unrealized built-in
built-inlosses”
losses”(NUBILs).172
(NUBILs).172
In
occurs if
if the
(by value)
value) of
of
In general,
general, an
an ownership
ownership change
change occurs
the percentage
percentage (by
stock
of
the
loss
corporation
owned
by
any
one
or
more
5%
shareholdstock of the loss corporation owned by any one or more 5% shareholders
(by value)
value) has
increased by
by more
more than
than 50%
50% compared
compared to
to their
their lowest
lowest
ers (by
has increased
percentage
ownership in
ownership change
percentage ownership
in the
the prior
priorthree
three years.
years. Such
Such an
an ownership
change

can
result from an acquisition of
can result
of outstanding
outstanding stock of
of the
the loss corporation (whether
(whether taxable or in
in aa tax-free
tax-free acquisition)
acquisition) or
oran
an issuance
issuance by the
loss
corporation
of
new
stock
for
additional
capital.
If
a
loss
corporation
loss corporation of new stock for additional capital. If a loss corporation
undergoes
an
ownership
change,
postchange
use
of
its
prechange
NOLs
undergoes an ownership change, postchange use of its prechange NOLs
and
NUBILs
is
generally
subject
to
an
annual
limitation
(the
Section
and NUBILs is generally subject to an annual limitation (the Section 382
382
Limitation)
Limitation)equal
equal to
to the
the product
product of
of the
the fair
fair market
market value
value of
of its
its outstandoutstanding stock
multiplied by aa
stock immediately
immediately before
before the
the ownership
ownership change,
change, multiplied
statutorily
statutorily prescribed
prescribed interest
interest rate
rate (the applicable long-term tax-exempt
tax-exempt
rate).
This
interest
rate
is
currently
4.65%
but
is
adjusted
monthly
rate). This interest rate is currently 4.65% but is adjusted monthly based
based
on
on market
market rates.
rates.
Two
recent Internal
Internal Revenue
Service (IRS)
(IRS) Notices
to help
Two recent
Revenue Service
Notices designed
designed to
help
failing
banks
may
(1)
permit
a
corporate
acquiror
to
acquire
a
bank’s
failing banks may (1) permit a corporate acquiror to acquire a bank’s
built-in
built-in losses
taxable inbuilt-in loan
loanlosses
losses and
and use
use those
those built-in
losses against
against its taxable
come,
and (2)
(2) ease
easethe
theapplication
applicationof
ofpotential
potential tax
tax loss
losscarryover
carryoverlimitalimitacome, and
tions
tions for
for corporations
corporations that
that raise
raise additional capital
capital by
by issuing
issuing new
new stock.
stock.
These
Notices should
should make
make more
more attractive
attractive the
the acquisition
acquisition of
These Notices
of U.S.
U.S. banks
banks
with
underwater
mortgages
and
investment
in
distressed
banks.
with underwater mortgages and investment in distressed banks.

(a) Notice
notice 2008-78—Capital Contributions
Contributions to
to Loss
Loss
Corporations
As described
above, the
the Section
Section 382
382 Limitation
Limitation is determined
described above,
determined by
valuing
valuing aa corporation’s
corporation’s stock
stock immediately
immediately before
before the
the ownership
ownership change.
change.

Capital
the total value of
Capital contributions
contributions that increase
increase the
of the
the outstanding
outstanding
stock
could
have
the
effect
of
increasing
the
annual
limitation
stock
have the effect of increasing the annual limitation and,
and, ifif
made
ratably
by
existing
shareholders,
could
reduce
the
likelihood
made ratably by existing shareholders, could reduce the likelihood that
that
other
other stock transactions
transactions would constitute
constitute an ownership
ownership change.
change. Accordingly,
section 382(l)
382(l) of the
cordingly, to
to prevent
prevent these
these potential abuses,
abuses, section
the Code
Code
presumes
(exceptas
asprovided
providedin
in regulations)
regulations) that
that capital
capital contributions
presumes (except
made
within aa two-year
are part of a
made within
two-year period
period ending
ending on
on the
the change
change date are
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tax
plan and,
and, therefore,
therefore, excludes
excludessuch
suchcapital
capitalcontributions
contributions in
in
tax avoidance
avoidance plan
Section 382
382Limitation.
Limitation.
determining the Section
On
September
26,
2008,
the
IRS issued
issuedNotice
Notice 2008-78,
2008-78, I.R.B.
I.R.B. 20082008On September 26, 2008, the IRS

41 (Notice 2008-78),
that itit will
will waive
2008-78), in which itit announced
announced that
waive the
the prepresumption that a capital contribution within
the
two-year
prechange
within the two-year prechange period is
Notice 2008-78
2008-78 instead
instead provides
provides
riod
is part
partofofaatax
taxavoidance
avoidanceplan.173
plan.173 Notice
and circumstances
circumstancestest
testfor
for determining
determining whether
whether the
the contribution
contribution
a facts and
is for
for tax
tax avoidance.
avoidance. The Notice
Notice also
also provides
provides four
four safe
safe harbors
harbors under
under
which aa contribution
motive.
which
contributionwill
willnot
notbebedeemed
deemedtotohave
have aa tax
tax avoidance
avoidance motive.
A
A contribution
contributionwill
willnot
notbebeconsidered
consideredas
as part
part of
of aa plan
plan for
for tax
tax avoidance
avoidance
if:
(i)
the
contribution
is
made
by
a
person
who
is
neither
if: (i) the contribution is made by a person
aa controlling
shareholder174
(determinedimmediately
immediatelybefore
beforethe
thecontribution)
contribution) nor
nor aa
shareholder174 (determined
175 (ii) no more than 20% of the total value of the loss
related
party,175
related party, (ii) no more than 20% of the total value of the loss corpocorporation’s outstanding
outstanding stock
stock is
is issued
issuedin
in connection
connectionwith
with the
the contribution,
contribution,
(iii)
or substantial
(iii)there
therewas
was no
no agreement,
agreement, understanding,
understanding, arrangement,
arrangement, or
substantial
negotiations
at the
the time of the contribution
negotiations at
contribution regarding
regarding aa transaction
transaction that
would
(iv) the
ocwould result
result in
in an
an ownership
ownership change,
change, and
and (iv)
the ownership
ownership change
change occurs
more
than
six
months
after
the
contribution.
A
contribution
also
will
curs more than six months after the contribution. A contribution also will
not
considered as
aspart
partof
ofaaplan
planfor
for tax
tax avoidance
avoidanceif:
if: (i)
(i) the
the contribucontribunot be
be considered
tion is
made
either
by
a
related
party
(provided
that
no
more
than
10%
is made
of the
the total
total value
value of
of the
the loss
loss corporation’s
corporation’s stock
stock is issued
issued in connection
with
party, and
and (ii)
(ii)
with the
the contribution),
contribution),or
orby
byaaperson
person other
other than
than aa related
related party,
in
or
in either
either case,
case, there
there was
was no
no agreement,
agreement, understanding,
understanding, arrangement,
arrangement, or
substantial
negotiations at
at the
the time
time of
of the
the contribution
contribution regarding
substantial negotiations
regarding aa transtransaction
would result
and (iii)
(iii) the
action that
that would
result in
in an
an ownership
ownership change,
change, and
the ownership
ownership
change
occurs
more
than
one
year
after
the
contribution.
change occurs more than one year after the contribution.

(b) Notice
notice 2008-83—Built-in Loss Limitations
Limitations of
of Banks
On September
30, 2008,
2008, the
the IRS issued
September 30,
issued Notice 2008-83,
2008-83, 2008-42
2008-42
I.R.B. 11 (Notice
2008-83),
in
which
it
announced
that
losses
(Notice 2008-83), in which it announced that losses and
and dedeductions
(including any
any
of aa bank177
bank177 (including
ductions attributable
attributabletotoloans
loansororbad
baddebts176
debts176 of
deduction
for
a
reasonable
addition
to
a
reserve
for
bad
debts
by
a
bank)
deduction for a reasonable addition to a reserve for bad debts by a bank)

after the date of an
under section
section 382
382 of the
an ownership
ownership change
change under
the Code
Code
and
that are
are otherwise
otherwise allowable
allowable will
will not
and that
not be
be treated
treated as
as built-in
built-in losses
losses
or
Accordingly, Notice
Notice
or deductions
deductions attributable
attributable to
toaaprechange
prechange period.178
period.178 Accordingly,
potential barrier
barrier to acquisitions of strug2008-83 effectively removes
removes aa potential
gling banks
losses and
and to
to equity
equity infusions
gling
banks that
that have
have unrecognized
unrecognized loan losses
by prospective
by assuring
that the
the IRS
IRS does
does not
not intend
intend to
to chalchalby
prospective investors
investors by
assuring that
lenge
the
use
of
unrecognized
losses
to
offset
future
taxable
income
after
lenge the use of unrecognized losses to offset future taxable income after
an
ownership
change
occurs.
an ownership change occurs.

(c) Impact
2008-83179
Impactofofnotice
Notice2008-78
2008-78and
andnotice
Notice
2008-83179
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Notice
bank (as
(as well
well as
as other
other corporations)
corporations) may
may
Notice 2008-78
2008-78 means
means that
that aa bank

now raise
raise capital without creating
creating aa concern
concern for
for existing
existing stockholders
stockholders
and
that the
the value
value of the
and potential investors
investors that
the corporation’s
corporation’s tax “assets”
“assets”
(i.e., the built-in
built-in losses)
automatically will
will be
losses) automatically
be impaired by excluding the
new capital from the Section
Section 382
382Limitation
Limitation calculation if
if circumstanccircumstances
should force
force aa change
changein
in ownership
ownershipwithin
within the
the following
following two
es should
two years.
years.
Notice 2008-83
issue stock
stock to raise new capital
2008-83 means
means that banks can
can issue
without
subsequently recognized
recognized on
on troubled
troubled mortmortwithoutaa concern
concern that
that losses
losses subsequently
gages,
including
those
arising
from
sales
under
the
TARP,
will
be
treated
gages, including those arising from sales under the TARP, will be treated
as
NUBILs for
as NUBILs
forpurposes
purposesofofsection
section382
382ofofthe
theCode.180
Code.180
In
that an
an acquiring
acquiring corporation,
corporation, e.g.,
In practice,
practice, Notice
Notice 2008-83
2008-83 means
means that
e.g.,
a bank holding company
company (acquiror), can
can acquire a bank owning underwater
preservation transaction
or
water mortgages
mortgages in
in aa basis
basis preservation
transaction (e.g.,
(e.g., aa stock
stock sale
sale or
tax-free
reorganization),
sell
the
mortgages
(including
to
Treasury
under
tax-free reorganization), sell the mortgages (including to Treasury under
the
TARP), and
those losses
losses recognized
recognized on
on the
the sale
saleto
to offset
offset fufuthe TARP),
and then
then use
use those
181
ture
income
of
the
Acquiror
or
other
members
of
its
affiliated
group.181
ture income of the Acquiror or other members of its affiliated group.

(d) Additional
Additional Provisions
Modifying section
Provisions Modifying
Section 382
382
treatment (notice
Treatment
(Notice2008-76,
2008-76, notice
Notice2008-84,
2008-84, and
notice 2008-100)
Notice
2008-100)
On
announced in
in Notice
On September
September 29, 2008, the IRS and
and Treasury announced
2008-76
that
they
will
issue
regulations
under
section
382(m)
providing
2008-76 that they will issue regulations under section 382(m) providing
that
the “testing
“testing date”
1.382-2(a)(4))
that the
date” (as
(as defined
defined in
in Regulations
Regulations section
section 1.382-2(a)(4))
does
not
include
any
date
on
or
after
the
date
on
which
the
United States
does not include any date on or after the date on which the United
States
(or an agency
or
instrumentality
thereof)
acquires,
in
a
“Housing
agency or instrumentality thereof) acquires, in a “Housing Act
Acquisition,”
Acquisition,” stock
stock or
or an
an option
option to
to acquire
acquire stock
stock in
in aa corporation.
corporation. The
regulations
6, 2008.
2008.
regulations were
were applicable
applicable after
after September
September 6,
On the same
the IRS and Treasury
issued Notice
Notice 2008-84,
2008-84, in
same day,
day, the
Treasury issued

which they
that they
they will
they announced
announced that
willissue
issue regulations
regulations under
under section
section
382(m)
providing
that
the
“testing
date”
does
not
include
any
of
382(m) providing that the “testing date” does not include any date
date as
as of
the
close of
of which
more-than-50 %
% interest
interest in
in
the close
which the
the United
United States
States owns
owns aa more-than-50
a
section
382
loss
corporation.
The
regulations
are
applicable
to
any
taxa section 382 loss corporation. The regulations are applicable to any taxable
year ending
ending after
after September
25, 2008.
2008.
able year
September 25,

Finally, on October
October 14,
14, 2008,
2008, the
the IRS
IRS and
and Treasury
Treasury issued
issued Notice
2008-100, providing very
favorable
guidance
regarding
the
application
very favorable guidance
of section
382
to
loss
corporations
whose
instruments
are
acquired
by
section 382 to loss corporations whose instruments are
Treasury
pursuant
to
the
Capital
Purchase
Program
under
the
Act.
The
Treasury pursuant to the Capital Purchase Program under the Act. The
Notice generally provides (1) that
of stock of a loss corporation
that shares
shares of
acquired
Treasury pursuant
to the
the Capital
Capital Purchase
Program shall
shall not
not
acquired by
by Treasury
pursuant to
Purchase Program
be
considered to
to have
causedTreasury’s
Treasury’sownership
ownership in
in the
the loss
loss corporacorporabe considered
have caused
tion
owned on any
tion to
to have
have increased
increased over
over its
its lowest
lowest percentage
percentage owned
any earlier
earlier
date,
outstanding for
date, but, subject to certain exceptions,
exceptions, are considered
considered outstanding
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purposes
of calculating
calculating the
of other
other 5%
5% shareholdshareholdpurposes of
the ownership
ownership percentage
percentage of
ers
on
a
testing
date;
(2)
that
once
shares
of
stock
acquired
by
ers on a testing date; (2) that once shares of stock acquired by Treasury
Treasury
pursuant to
to the
redeemed by
by the
the corporacorporapursuant
the Capital
Capital Purchase
Purchase Program
Program are
are redeemed
tion, such
are not
not treated
treated as
ashaving
having ever
everbeen
beenoutstanding
outstanding for
for purpurtion,
such shares
shares are
poses of
of measuring
measuring ownership
ownership shifts
shifts of
poses
of any
any 5%
5% shareholder
shareholder on
on any
any testtesting date
on or
or after
after the
the redemption;
redemption; (3)
(3) that
preferred stock
ing
date on
that any
any preferred
stock acquired
acquired
by
Treasury
pursuant
to
the
Capital
Purchase
Program
is
treated
stock
by Treasury pursuant to the Capital Purchase Program is treated as
as stock
described
in
section
1504(a)(4)
for
all
federal
income
tax
purposes
described in section 1504(a)(4) for all federal income tax purposes (and
(and
is, therefore,
therefore, carved
carved out
out of
of the
the definition
definition of “stock”
“stock” for
forpurposes
purposes of
of secsection 382(k)(6)(A);
tion
382(k)(6)(A);(4)
(4)that
thatwarrants
warrantsacquired
acquiredby
byTreasury
Treasury pursuant
pursuant to
to the
the
Capital Purchase
Program shall
shall be
as options
options (and
(and not
not as
stock)
Capital
Purchase Program
be treated
treated as
as stock)
for all
options acquired
Treasury
for
all federal
federalincome
incometax
taxpurposes
purposes and
and that
that options
acquired by
by Treasury
will not
will
notbe
bedeemed
deemed exercised
exercised for purposes
purposes of section 382; and (5) that
capital
corporation pursuant
to
capital contributions
contributions made
made by
by Treasury
Treasury to
to aa loss
loss corporation
pursuant to
the
Capital
Purchase
Program
shall
not
be
considered
to
have
been
the Capital Purchase Program shall not be considered to have been made
made
as
part of
of aa plan
plan for
for purposes
purposes of
of section
section 382(l)(1)
382(l)(1) of
as part
of the
the Code.
Code.

Treasury and
and the
the IRS intend to
The Notice states
states that Treasury
to issue
issue regularegulations setting
forth
the
rules
provided
in
the
Notice,
but
that
taxpayers
setting
the rules provided in the Notice, but that taxpayers
may
may rely on
on the
the Notice
Notice unless
unless and
and until
until there
there isis additional
additional guidance.
guidance.
Additionally,
the
Notice
states
that
any
future
guidance
contrary
Additionally, the Notice states that any future guidance issued
issued contrary
will not
to that provided in the Notice will
notapply
apply to
toinstruments
instruments acquired
acquired by
Treasury (1) prior to
to the
the publication of
of the
the contrary
contrary guidance
guidance or (2) pursuant to
to binding
binding written contracts
enteredinto
into prior
prior to the
the publication
publication of
suant
contracts entered
the contrary
contrary guidance.
the
guidance.

2. Money
Money Market
Market share-Price
Share-Price Guarantee
In Notice
Notice2008-81,
2008-81,Treasury
Treasuryannounced
announced the
the Temporary
Temporary Guarantee
Guarantee
Program to enable
enable money market funds
funds to
to maintain
maintain stable
stable $1
$1 per
per share
share
assetvalues
valuesand
andsaid
saidthat
thatparticipation
participationinin the
theprogram
programwill
will not be
net asset
be
treated as
as aa federal
federal guarantee
guarantee that
that jeopardizes
jeopardizes the
the tax-exempt
tax-exempt treatment
treatment
treated
of payments
payments by “tax-exempt money market funds” (i.e., money
money market
funds
holding
enough
of
their
total
assets
in
tax-exempt
bonds
to be
be elielifunds holding enough of their total assets in tax-exempt bonds to
182
gible
to
pay
section
852(b)(5)
exempt
interest
dividends).182
gible to pay section 852(b)(5) exempt interest dividends).
In Notice
thatthey
theywill
will
Notice 2008-92,
2008-92, the
the IRS
IRS and
and Treasury
Treasury announced
announced that
not
that participation
participation in
not assert
assert that
in the
the Temporary
Temporary Guarantee
Guarantee Program
Program by
by an
an
“insurance-dedicated
money
market
fund”
(a
fund
with
beneficial
inter“insurance-dedicated money market fund” (a fund with
ests
held by investors permitted under
ests held
under Regulations
Regulations section 1.817-5(h)
(1))
causes
a
violation
of
the
section
817(h)
diversification requirements
(1)) causes a violation of the section 817(h) diversification
requirements
in the
of a
segregated asset
assetaccount
accountinvesting
investing in
in the
the fund,
fund, or
or that
that the
the
in
the case
case of
a segregated
fund’s participation
the holder
holder of
of a
variable contract
contract supported
by
fund’s
participationcauses
causes the
a variable
supported by
segregated asset
assetaccount
accountinvesting
investingin
in the
the fund
fund to
to be
be treated
treated as
asan
anowner
aa segregated
owner
of the
of
the fund.183
fund.183
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3. Borrower’s
Borrower’s Default
default on
on Securities
securitiesLoan
LoanDoes
doesNot
notTrigger
trigger
taxable
Taxable event
Event to
to Lender
Lender (notice
(Notice2008-63)
2008-63)
Under a securities loan agreement,
agreement, aa borrower
borrower typically
typically borrows sesecurities from
a
lender
and
posts
collateral
to
secure
its obligation
obligation to refrom a lender and posts
secure its
turn
The initial
initial transfer
turn identical
identical securities.
securities. The
transfer of
of securities
securities to
to the
the borrower
borrower
and
the
return
of
identical
securities
to
the
lender
upon
termination
and the return
securities
lender upon termination of
the securities
securities lending
lending agreement
agreement generally
generally do
do not
not result
result in
in any gain or
loss
to
the
lender
for
U.S.
federal
income
tax
purposes,
provided
loan
loss to the lender for U.S. federal income tax purposes, provided the
the loan
agreement
meets
certain
specified
requirements
under
section
1058.
If,
agreement meets certain specified requirements under section 1058. If,
upon a borrower default, the
the lender
lender applies
applies the
the collateral
collateral to
to purchase
purchase
securities
are identical
identical to
the lender
lender would
securities that are
to the
the securities
securities borrowed, the
be
required to realize gain, ifif any.
be required
any. In
In most
most situations,
situations, losses
losses would be
be
expected
to be
be disallowed
disallowed as
as aa result
result of
of the
the application
application of
expected to
of the
the wash
wash sale
sale
rules. On September
September 29, 2008,
2008, the
the IRS
IRS published
publishedRevenue
Revenue Procedure
Procedure
2008-63
2008-63 to
to preserve
preserve nonrecognition
nonrecognition treatment
treatment and
and restore
restore symmetrical
results
TheRevenue
RevenueProcedure,
Procedure,effecresults in
in the
the case
case of
of gains
gains and
and losses.184
losses.184 The
effective
for
for taxable
taxable years
years ending on or after
after January
January 1, 2008, provides that
ifif aa borrower
as aa direct or
borrower defaults
defaults under
under aa securities
securities loan
loan agreement
agreement as
indirect result of its
bankruptcy
(or
the
bankruptcy
of
an
its bankruptcy
the
an affiliate)
affiliate) and
and
the
lender
applies
the
collateral
to
purchase
identical
securities
the lender applies the collateral to purchase identical securities as
as soon
soon
as
after the
the default
default (but not more than 30
as is commercially practicable
practicable after
days
following
the
default),
then
the
transaction
will not
recognition
days following the default), then the transaction will
not be
be aa recognition
event
for U.S.
event for
U.S. federal
federalincome
incometax
taxpurposes
purposestotothe
the lender.185
lender.185

4. Relief
Relief for
for Auction-Rate Securities
securities
Since the 1980s,
1980s, closed-end
closed-end funds,
funds, corporations,
corporations, municipal
municipal authorities and student
student loan organizations
organizations have
have issued
issued auction-rate
auction-rate securities
securities
(ARSs), typically in
in the
the form
form of
ofbonds
bonds with
with long-term
long-term maturities
maturities or
or as
as
preferred
stock. The
The interest
interest or dividend rate on ARSs is
preferred stock.
is determined
determined
by
already holding
holding
by aa Dutch auction
auction mechanism
mechanism through which investors
investors already
ARSs and investors
seeking to
to acquire
acquire ARSs
ARSs indicate
indicate their interest
investors seeking
interest in
holding,
holding, purchasing
purchasing or
or selling
selling the
the ARSs
ARSs at
at specified
specified rates.
rates. Auctions are
are
typically
typicallyheld
heldevery
everyseven,
seven, 28,
28, 35,
35, or
or 49
49 days,
days, but
but with
with respect
respect to
to some
some
ARSs the auctions can
can occur
occur daily or at
at longer
longer intervals
intervals such
such as
as every
six
ARSs are
are beneficial
beneficial as
as they
they can
can provide
provide financfinancsix months.
months. For
For issuers,
issuers, ARSs
ing
ing at
at rates
rates that
that are
are lower than
than variable
variable rate
rate debt
debt instruments.
instruments. To
To invesinvestors, ARSs
ARSs are
are attractive
attractiveas
astheir
theiryield
yield is
is typically
typically higher than the
the yield
on deposits
deposits or money market funds. The ARS market currently
currently has
has an
an
estimated
size of
of aa few
few hundred
hundred billion
billion dollars.
estimated size
dollars. Lately,
Lately, as
as aa result of the
the
current credit crunch, there has
been little
little or no interest
has been
interest in
in purchasing
purchasing
ARSs resulting in wholesale
wholesale auction failures. Upon an auction failure,
the
interest or
or dividend
dividend rate
on the
the ARS
ARS defaults
defaults to
to aa maximum
maximum rate
that,
the interest
rate on
rate that,
generally,
an above-market
above-market rate
rate at
at original
original issuance
that
generally, is
is intended
intended to
to be
be an
issuance that
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is intended
to compensate
compensateholders
holdersofofthe
theARS
ARSfor
forthe
theilliquidity
illiquidity of the
intended to
securities.
to the
now
securities. However,
However, due
due to
the credit
credit crisis,
crisis, some
some of
ofthese
these rates
rates are
are now
viewed
as
below
market,
causing
ARSs
to
become
even
more
illiquid.
viewed as below market, causing ARSs to become even more illiquid.

In response
to the
the illiquidity
illiquidity problem,
response to
problem, the
the IRS
IRS issued
issued Notices 2008187
27186
and2008-41,
2008-41,187
providing
guidancetotoissuers
issuersofoftax-exempt
tax-exemptbonds
providing
guidance
27186 and
bonds
that
wish
to
either
convert
their
outstanding
bonds
from
that wish to either convert their outstanding bonds from ARSs
ARSs to
to bonds
bonds
with
a
fixed
or
floating
interest
rate
to
maturity
or
to
purchase
their
with a fixed or floating interest rate to maturity or to purchase their own
own
ARSs from
notices, under
under certain
certain limited
limited
ARSs
from the
the market.
market. Pursuant
Pursuant to
to these
these notices,

circumstances,the
theconversion
conversionofofaa tax-exempt
tax-exemptARS
ARSto
to aa bond
bond with
with a
circumstances,
fixed or floating
interest
rate
will
not
result
in
a
reissuance
for
U.S.
fedfloating interest
will not result in a reissuance
eral
income
tax
purposes,
and,
in
applying
the
tax-exempt
bond
rules,
eral income tax purposes, and, in applying the tax-exempt bond rules, an
an
issuer may
may purchase
purchase its
its own
own tax-exempt
tax-exempt ARS
ARS without
without such
reissuer
such purchase
purchase resulting in
sulting
in aa retirement
retirement of
of the
the bonds
bonds for
for U.S.
U.S. federal
federal income
income tax
tax purposes,
purposes,
which could
which
couldpotentially
potentiallyresult
resultininadverse
adversetax
taxconsequences
consequences to
to the
the issuer.
issuer.
With
respect
to
ARSs
issued
as
preferred
stock,
in
order
to
preserve
With respect to ARSs issued as preferred stock, in order to preserve
their status
as“equity”
“equity” for tax purposes,
status as
purposes, itit is particularly important that
investors
not
be
viewed
as
having
the right
right to
investors not be viewed as having the
to put
put the
the ARSs
ARSs to
to the
the issuer
issuer
on demand.
Notwithstanding,
some
had
proposed
that
holders
of such
demand.
some
proposed
such
pursuantto
toaaliquidity
liquidity facility
facility agreement,
ARS be
be permitted to sell, pursuant
agreement, their
sharesto
toaaliquidity
liquidity provider
shares
provider upon
upon aa failed auction.
auction. This
This would
would broaden
broaden
the market for
for potential
potential ARS
ARSinvestors
investors as
as tax-exempt
tax-exempt money
money market
market
funds (frequently referred
referred to
to as
as 2a-7
2a-7 funds) would
would subsequently
subsequently be allowed to
ARSs under
under the
the 1940
1940 Act
Act from
from issuers
themlowed
to purchase
purchase ARSs
issuers that
that are
are themselves RICs.
RICs. Under
Under the
theproposal,
proposal,the
theliquidity
liquidity provider
provider would
would try
try to sell
selves
the ARSs (including by
by participating
participatingininsubsequent
subsequent auctions).
auctions). Further,
Further,
the issuer
issuer would
would be
required to
the stock
stock after
after aa specified
specified period
period
the
be required
to redeem
redeem the
of time
time ififthe
the liquidity
liquidityprovider
providerisisunable
unabletotosell
sellthe
theARSs.
ARSs. The
The proposal
proposal
was designed
designed to
to permit
permit new
new investors
investors to
to invest
invest in
in ARSs.
ARSs.
was
188
In
the IRS
IRS issued
issued Notice
Notice 2008-55,
2008-55,188confirming
confirmingthat
thatititwill
will
In response,
response, the
not challenge
challenge the
theequity
equity characterization
characterizationof
ofthe
theARSs
ARSsififaaliquidity
liquidity facilfacility
were entered
entered into.
into. As
As aa
ity agreement,
agreement, such
such as
as the
the one
one described
described above,
above, were
result, payments
payments on the ARSs should still
still be
be characterized
characterized as
as exemptexemptinterest
interest dividends (to
(to the
the extent
extent of
of the
the issuer’s
issuer’s exempt
exempt interest)
interest) and
and not
not
as
taxable interest,
interest, which
which would
the ARSs
ARSs
as taxable
would have
have been
been the
the consequence
consequence ifif the
were
instead treated
treated as
as debt
debt for
for U.S.
U.S. federal
federal income tax purposes.
were instead
purposes. In
general,
the
notice
only
applies
if,
among
other
requirements,
ARSs
general, the notice only applies if, among other requirements, the
the ARSs
are
issued
by
closed-end
funds
that
are
RICs
and
that
invest
exclusively
are issued by closed-end funds that are RICs and that invest exclusively
in
ARSs were
outstanding on
on February
February
in taxable
taxable or
or tax-exempt
tax-exempt bonds,
bonds, the
the ARSs
were outstanding
12,
2008
(or
issued
after
that
date
to
refinance
ARSs
that
were
outstand12, 2008 (or issued after that date to refinance ARSs that were outstanding
and the
the liquidity
liquidity provider
ing on
on that
that date)
date) and
providerisisunrelated
unrelated to
to the
the issuer.
issuer.
The IRS’s
IRS’s latest
latest installment
installment of
of relief provisions for the
the ARS market
market
provides
guidance to holders of ARSs in light
provides guidance
lightof
ofrecent
recentannouncements
announcements
by Wall Street
Street firms
firms that
that they
theywill
will buy back
back billions
billions of dollars worth of
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ARSs
ARSs from
from aggrieved
aggrieved investors.
investors. On
On September
September 29,
29, 2008,
2008, the
the IRS
IRS issued
issued
189 providing assurance to investors in the
Revenue
Procedure
2008-58,189
Revenue Procedure 2008-58, providing assurance to investors in the
auction rate
securities market
market that
that the
theIRS
IRS will
will not
auction
rate securities
not challenge
challenge certain
certain tax
tax
positions
taken
with
regard
to
settlement
of
potential
legal
claims
positions taken with regard to settlement of potential legal claims related
related
to such
securities.
to
such securities.
Rev.
Proc. 2008-58
2008-58 focuses
focuses on
onARS
ARS holders
holders that
that have
havethe
theright
right during
during
Rev. Proc.

a specified
specified “window period”
period”totocause
cause an
an issuer
issuer to buy
buy back
back the
the ARSs
for par
amount
in
order
to
settle
potential
legal
claims
against
par amount in order to settle potential legal claims against the issuer
(e.g., that
that the
the issuer
issuer did
did not
not properly
properly disclose
the potential
potential that
suer (e.g.,
disclose the
that the
the
190 Alternatively, the ARS holder may borARSs
would
become
illiquid).190
ARSs would become illiquid). Alternatively, the ARS holder may borrow the par amount
ARSs from the issuer
prior to the window
amount of the ARSs
issuer prior
period,
while
securing
the
“loan”
with
the
ARSs.
Rev.
period,
securing the “loan” with the ARSs. Rev. Proc.
Proc. 2008-58
2008-58
also
contemplates
a
scenario
in
which
the
ARS
holder
does
also contemplates a scenario in which the ARS holder does not
not exercise
exercise
the settlement
settlement right,
right, in which case
the ARS holder would continue to
case the
receive
payment under
under the
the maximum
maximum penalty
continued aucreceive payment
penalty rate
rate upon
upon aa continued
auction
tion failure
failureor
orreceive
receive aa return
return that
that would
wouldfluctuate
fluctuatebased
based on
on the
the auction
auction
rate-setting
ultimately affecting
rate-setting process,
process, ultimately
affectingthe
theholder’s
holder’seconomic
economicreturn.191
return.191
If
window period,
If the
the ARS
ARS holder
holder were
were to
to hold
hold the
the security
security after
after the
the window
period, the
the
ARS
all voting
voting rights
ARS holder
holder would
would continue
continue to
to be
be entitled
entitled to
to exercise
exercise all
rights asassociated
with the
sociated with
the security
security and
and to sell the security to a third party.
party.
The IRS stated
stated that
thatitit will
will not
the following
following positions: (1)
not challenge
challenge the
that
the
taxpayer
continues
to
own
the
auction
rate
security upon
that the taxpayer continues to own the auction rate security
upon acceptaccepting
(or
“opting
into”)
the
settlement
offer
until
the
tender
of
security;
ing (or “opting into”) the settlement offer until the tender of the
the security;
(2)
not realize
realize any
any income
income as
result of
of accepting
accepting
(2) that
that the
the taxpayer
taxpayer does
does not
as aa result
the
settlement
offer
and
does
not
reduce
the
basis
of
ARSs
from
itsorigiorigithe settlement offer and does not reduce the basis of ARSs from its
nal
purchase
price;
and
(3)
that
the
taxpayer’s
amount
realized
from
nal purchase price; and (3) that the taxpayer’s amount realized from the
the
sale
of ARSs
ARSs during
during the
the window period to the party offering
sale of
offering the
the settlesettlement
ment is
is the
the full
fullamount
amountofofthe
thecash
cashproceeds
proceedsreceived
receivedfrom
fromthat
thatparty.192
party.192
Rev.
Proc. 2008-58 applies to taxpayers
Rev. Proc.
taxpayers that accept
accept settlement
settlement offers
prior to
settlement offers
offers in
in which the
to June
June 30,
30, 2009,
2009, and
and have
have such
such settlement
the
window
window period
perioddoes
does not
not extend
extend beyond
beyond December
December 31,
31, 2012,
2012, where
where such
such
relevant
ARSs were
were purchased
purchasedprior
prior to
to February
February 14,
14, 2008.
2008. Significantly,
Significantly,
relevant ARSs
a
revision to
Proc. 2008-58
2008-58 on
on September
September 29,
29, 2008,
2008, clarifies
clarifies that
the
a revision
to Rev.
Rev. Proc.
that the
relief
relief provisions
provisions would still
stillapply
apply even
even ifif an
an ARS
ARS holder
holder is
is not
not required
to
claims in connection
to release
release claims
connection with
withthe
thesettlement.
settlement. The
The new
new Rev.
Rev. Proc.
Proc.
serves
to eliminate
eliminate some
some uncertainty
uncertainty for
for the throngs of ARS
serves to
ARS investors
investors
that
that will
willface
facevarious
varioustax
taxissues
issuesas
as aa result
result of
of these
these settlements.
settlements.

5. Facilitating
Facilitating Intercompany
Intercompany Liquidity
Liquidity
In general,
provisions in the Code
Code applicable
applicable to
to aa controlled
controlled forgeneral, the provisions
eign
corporation (CFC)
eign corporation
(CFC)may
may result
result in
in phantom
phantom income
income inclusion
inclusionto
toaa U.S.
U.S.
shareholder
that owns
owns 10%
10% or
or more
more of
of the
the voting
voting stock
stock of
of the
CFC under
shareholder that
the CFC
under
certain circumstances.
Code section
section 956
956 provides
provides for
for such an income
circumstances. Code
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inclusion
investment of
of earnings
in U.S.
property,
inclusion when
when aa CFC
CFC makes
makes an
an investment
earnings in
U.S. property,
which
includes
certain
loans
by
the
CFC
to
related
U.S.
persons.193
The
which includes certain loans by the CFC to related U.S. persons.193 The
Treasury had
had previously
previously announced
announcedin
in Notice
Notice 88-108 that final
IRS and
and Treasury
issued under
undersection
section956
956will
will exclude an
an obligation
obligation from the
regulations issued
the
within 30
purview of
of section
section 956 where the obligation is collected within
30 days
days
from the
Tofacilitate
facilitateliquidity
liquidity in
in the
the near
near term,
term, on
on
from
the time
time ititisisincurred.194
incurred.194 To
announced in
in Notice 2008-91
October 10, 2008, the IRS and
and Treasury announced
will issue
that they will
issue regulations
regulations providing
providing that,
that, for
forsection
section 956
956 purposes,
purposes,
choose to
to exclude
exclude an
anobligation
obligation held
held by the
the CFC
CFC that would
would
a CFC may choose
be an
an investment
investmentinin“United
“United States
Statesproperty”
property” ifif the obligation
otherwise be
is collected
The exclusion
exclusion
is
collected within
within60
60days
days from
fromthe
thetime
timeititisisincurred.195
incurred.195 The
does
not
apply
if
the
CFC
holds
for
180
or
more
calendar
days
during its
its
does not apply if the CFC holds for 180 or more calendar days during
taxable
year
obligations
that
would
be
an
investment
in
“United
States
taxable year obligations that
investment in “United States

property,”
60-day rule.
rule. Additionally, a CFC
property,” without regard
regard to the new 60-day
may
apply
Notice
2008-91
or
Notice
88-108,
but
not both.
both. Notice
Notice 2008may apply Notice 2008-91 or Notice 88-108, but not
200891 applies
for
the
foreign
corporation’s
first
two
taxable
years
applies
the foreign corporation’s first two taxable years ending
ending
after
after October
October 3,
3, 2008.196
2008.196

6. Assessing
Assessingthe
theGovernment’s
Government’s Responses
Responsesto
to the
the Crisis
Crisis
intended to address
addressthe
thefinancial
financial credit
credit crisis
crisis by proThe TARP was
was intended
viding balance
sheetliquidity
liquidity for
viding
balance sheet
for financial
financial institutions.
institutions.As
Asdiscussed
discussed in
Part I, as aa result
result of the subprime crisis and
falling
housing
and falling housing prices,
prices, the
value
of
mortgage-backed
securities
held
by
financial
institutions
fell.
value
mortgage-backed securities held by financial institutions fell.
These
securities
became
illiquid.
Financial
institutions
were
forced
to
These securities became illiquid. Financial
were
write down
the
value
of
their
mortgage-backed
securities
portfolios.
down the value of their mortgage-backed securities portfolios. It
became
more and
and more
more difficult
difficult to
mortgage-backed securities
securities
became more
touse
use these
these mortgage-backed
as
collateral
to
secure
financing
from
anyone
other
than
the
lender
of last
as collateral to secure financing from anyone other than the lender of
last
Reserve.The
Thestocks
stocksof
of financial
financial institutions
resort, the
the Federal
Federal Reserve.
institutions became
became
increasingly volatile
volatile as
as investors
investors lost confidence that many of these
these institutions would
stitutions
wouldhave
have sufficient
sufficientcapital
capitaltotoweather
weatherthe
the storm.
storm. Names
Names such
such
as Bear
Bear Stearns,
Stearns, Lehman
Lehman Brothers,
Brothers, IndyMac,
IndyMac, Washington
Washington Mutual, and
as
and
Wachovia became
well-recognized metaphors
for inadequate
capital and
Wachovia
became well-recognized
metaphors for
inadequate capital
and

liquidity. Every
liquidity.
Every part
partofofthe
themarket
marketthat
thatdepended
depended on
oncredit
creditadvances,
advances,
even if the
even
the market
market segment
segment was
was not related
related to
to mortgages
mortgages or mortgagemortgageseized up.
up. For
For example,
example, in the
related securities, seized
the auction
auction rate
rate securities
securities
there were
were few
few if any
about credit quality. Nonemarket, there
any real concerns about
theless,
starting in
in February
2008, auctions
auctions began
began to
to fail
fail as
the brokerbrokertheless, starting
February 2008,
as the
dealers
that
provided
liquidity
stopped
participating
in
the
regular
dealers that provided liquidity stopped
in the regular aucauctions.
Market
participants
were
concerned
about
counterparty
risk. The
tions. Market participants were concerned about counterparty risk.
The
interbank
lending market
froze.
interbank lending
market froze.
intended to
to provide
provide financial
financial institutions
institutions with
Originally, TARP was intended
liquidity by
Treasury) for
for the
the most
mostilliquid
illiquid mortliquidity
by providing
providingaa buyer
buyer (the Treasury)
gage-backed
and asset-backed
securities. These
were abangage-backed and
asset-backed securities.
These purchases
purchases were
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doned
doned in favor of
of direct
direct capital
capital injections
injections ininbanks
banksthat
thatwere
weredeemed
deemed
“healthy.” The capital infusions were
were intended to stabilize the banking
system
and provide
provide necessary
necessary capital
capital so
so banks
bankscould
could resume
resumetheir
their mortmortsystem and
gage
gage lending activities.
activities. However,
However, Treasury
Treasury did
did not
not impose
impose any
any express
express
requirements
(other than
thanin
in connection
connectionwith
with the
the Citigroup
Citigroup bailout) that
requirements (other
capital
capital provided
provided through
through the
the Capital
CapitalPurchase
Purchase Program
Program be
be used
used in conconnection with
with mortgage lending activities or loan modification
modification programs.
programs.
Understandably,
many banks,
banks, facing
facing aa progressively
progressively deteriorating
deteriorating situasituaUnderstandably, many
tion
and
the
prospect
of
additional
write-downs,
did
not
use
these
funds
tion and the prospect of additional write-downs, did not use these funds
to
and consumer
consumer loans.
loans. Also,
Also, in
in retrospect,
that
to make
make business
business and
retrospect, itit appears
appears that
many
of
the
“healthy”
banks
that
were
recipients
of
the
capital
injections
many of the “healthy” banks that were recipients of the capital injections
were
not in
in particularly
particularly good
were not
good health.
health.
Reserve relaxed
relaxedmany
many of
of the
the requirements
requirements that
that had
had limlimThe Federal
Federal Reserve

ited private
private equity
equity investment
investment in regulated
regulated financial institutions.
institutions. Tax
Tax
changes
were
implemented
that
created
incentives
for
investments
changes were implemented that created incentives for investments in
distressed
financial institutions
institutions or acquisitions
distressed financial
acquisitions of
of distressed
distressed financial
institutions. However,
there
has
been
limited
investment
However, there has been
investment and acquisition activity
(other
than
government
supported
activity (other than government supported mergers).
mergers). Market parparticipants in the private equity arena
arena continue
continueto
toface
facetheir
theirown
ownliquidity
liquidity
constraints.
Moreover, the
the number
number of
of recent
bank failures may be too
constraints. Moreover,
recent bank
chilling
chilling for
foreven
even an
an opportunistic
opportunistic buyer.
buyer. In 2008,
2008, 25 banks
banks with over
over
$300
failed. The
The FDIC’s
FDIC’s list
list of “problem”
$300 billion in
in total
total assets
assets failed.
“problem” banks
banks
continues
continues to grow. Private
Private equity funds must
must answer
answer to their
their investors
investors
and,
in unsettled
times, tend
tend to experience
high redemptions.
redemptions. Also,
Also, inand, in
unsettled times,
experience high
vestors
may be
be made
madeanxious
anxious by
by an
aninvestment
investmentin
in aabank.
bank.With
With continucontinuvestors may
ing announcements
of additional
additional write-downs
write-downs by
by financial institutions,
announcements of
significant
of private
in financial
financial institutions
significant numbers
numbers of
private investments
investments in
institutions seem
seem
unlikely in
the
near
term.
Potential
private
equity
investors
are likely
in the near term. Potential private
investors are
to sit itit out
outon
onthe
thesidelines,
sidelines, waiting
waitingfor
forthese
theseassets
assets to reach
reach a bottom,
waiting
for
government
assistance
in
connection
with
an
acquisition and
waiting for government assistance in connection with an acquisition
and
waiting
for
redemptions
to
approach
more
normal
levels.
waiting for redemptions to approach more normal levels.
The FDIC’s Temporary
Liquidity Guarantee
Temporary Liquidity
Guarantee Program,
Program, which guarguarantees
the
liabilities
of
qualified
financial
institution
participants,
antees the liabilities
financial institution participants, was
was
intended
to
restart
interbank
lending.
intended to restart interbank lending. Financial
Financial institutions
institutions have
have availed
availed
themselves
of the
themselves of
the guarantee
guarantee program
program and
and have
have issued
issued guaranteed
guaranteed debt
debt
securities
in
the
public
markets.
In
fact,
the
investment
grade
debt market
market
securities in the public markets. In fact, the investment grade debt
currently
to be
be comprised
comprised principally
principally of
currently seems
seems to
ofgovernment
governmentguaranteed
guaranteed
securities.
Nonetheless,the
thefinancial
financial institution
institution participants continue to
securities. Nonetheless,
face
demands. The
The Temporary
Temporary LiLiface regulatory
regulatory capital
capital and
and balance
balance sheet
sheet demands.
quidity
quidity Guarantee
Guarantee Program
Program does
does not
not address
address these
these concerns,
concerns, although
although
itit has
been providing
providing “capital”
“capital” to
of write-downs. In
has been
to offset
offset aa new series
series of
the face of these
pressures,financial
financial institutions
institutions have
have not
not significantly
significantly
these pressures,
increased
their business
business and
and consumer
consumerlending
lending activities.
activities.
increased their
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The emergency
which began
began with proposed
emergency government
government measures,
measures, which
proposed
purchases
of
troubled
assets
and
then
morphed
into
direct capital
capital injecinjecpurchases of troubled assets and then morphed into direct
tions,
have
not
yet
stabilized
our
financial
institutions.
All
of
these
actions
tions, have not yet stabilized our financial institutions. All of these actions
intended to
to provide
provide liquidity
liquidity and
were intended
and liquidity
liquidityininturn
turnwas
wassupposed
supposed to
lead to
to new
no direct
direct nexus
lead
new mortgage
mortgage lending.
lending. However,
However, there
there has
has been
been no
nexus
between the
the assistance
assistanceand
andmortgage
mortgagelending
lending or
or mortgage
mortgage mitigation.
mitigation.
between
The “toxic”
“toxic” mortgage-related
sheets—awaiting
The
mortgage-relatedassets
assets remain
remain on
on balance
balance sheets—awaiting

additional
additional write-downs,
write-downs, which will
willfurther
furthererode
erodeinvestor
investor confidence.
confidence.
These
losses or
or foreThese efforts also
also have
have not directly
directly addressed
addressed mortgage losses

closures.
Depositary institutions
institutions have
have no
no new
closures. Depositary
new alternative
alternative method
method to
finance
finance their mortgage
mortgage loan originations.
originations. There
There are
are those
those who despair
despair
over the
the fact
fact that
that no
no single
single initiative or
series
of
initiatives
has
thus
far
or series initiatives has
provided us
us with
with aa financial
financial crisis
crisis magic
magic bullet
bullet or “eureka” cure. While
While
this
this is
is true,
true, itit isis equally
equallytrue
truethat
thatthere
there isis no
no authoritative
authoritativebasis
basis to
to gauge
gauge
how
much
more
unsettled
the
capital
markets
would
be
in
the
absence
of
how much more unsettled the capital markets would be in the absence of
these
initiatives.
What
has
become
apparent
is
that
the
current
financial
these initiatives. What has become apparent is that the current financial
crisis
or factor.
factor. Part
III discusses
numcrisis is
is not
not the
the result
result any
any single
single event
event or
Part III
discusses aa number
of
the
factors
that
have
contributed
to
the
crisis.
ber of the factors that have contributed to the crisis.

PARt
FACtoRs
ContRIBUtInG
to
Part III:
III:otHeR
Other
Factors
Contributing
to
tHe
CRIsIs
theFInAnCIAL
Financial
Crisis
stream of explanaOver the
the last
last 18
18 months,
months, there
there has
has been
been aa steady
steady stream
explanations of the origins of
of the
the financial
financial crisis.
crisis. Short
Short selling,
selling, or
or the
the practice
practice
of selling
selling aa security
security that
that the
the seller
seller does not own at the time of sale
sale but
intends to
to purchase
at aa lower
lower price,
price, is
is aa time-honored
time-honored securities
securities trading
trading
intends
purchase at
technique that
that has
has been
beenidentified
identified as
asaafactor
factor contributing
contributing to the finantechnique
cial crisis.
crisis. The
The frequency
frequency and
and extent of the
the failures of
of rating
rating agencies
agencies to
identify accurately
with certain
identify
accurately the
the risks
risks associated
associated with
certain issuers
issuers and certain
securities, especially
especially with
with complex
securities,
complexmortgage-backed
mortgage-backed securities,
securities, are
are also
also
understood
to have
have contributed
contributed to
to the
the financial
financial crisis.
been widely
widely
understood to
crisis. As
As has
has been
reported,
rating
agencies
often
did
not
appreciate
fully
the
risks
inherent
reported, rating agencies often did not appreciate fully the risks inherent
in
failed to
to
in certain
certain mortgage-backed
mortgage-backed securities
securities and
and failed
to disclose
disclose the
the extent
extent to
which
these
securities
had
been
subjected
to
“stress
testing”
that
would
which these securities had been subjected to “stress testing” that would
reveal
potential risk of default.
reveal potential
default. The fact is that while
while ratings
ratings could
could have
have
served
as
an
early
warning
regarding
the
effect
of
a
decline
in
served as an early warning regarding the effect of a decline in the
the houshousing market
market on
on existing
existing mortgage-backed
mortgage-backed securities,
securities, this
this did
did not
not happen.
happen.
Fair value accounting, or mark to market accounting, is a methodology
that attempts
based on
on what
what the
the assets
assetsmight
might be
be sold
sold for
for
that
attempts to
to value
value assets
assets based

in current
current markets.
markets. In the
the context
context of our
our current
current market,
market, the
the problem
problem
with
to be
be aa functionfunctionwith fair
fairvalue
valueaccounting
accountingisisquite
quitebasic.
basic.IfIfthere
thereceases
ceases to

ing market,
market, fair
fair value
value accounting
accounting principles
principles generally
generally require
require that the
the
institution write
these new
new writwritinstitution
writedown
downthe
thevalue
valueofofthe
theassets.
assets. However,
However, these
values frequently
frequently bear
bear no
no relationship
relationship to
to the
the intrinsic
intrinsic value of
ten down values
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the
assets.The
Theimpact
impactof
offair
fair value
value accounting
accounting on
on financial
financial institutions,
institutions,
the assets.
especially
those
institutions
holding
large
portfolios
of
mortgage-backed
especially those institutions holding large portfolios of mortgage-backed
and
asset-backed securities,
securities, has
has been
been devastating
devastating and
and likely
likely has
and asset-backed
has exacerexacerbated
the current
current financial
financial crisis. Following
Following announcements
AIG and
bated the
announcements by AIG
and
various
monoline insurers
to credit
credit derivatives,
derivatives,
various monoline
insurers regarding
regarding their
their exposures
exposures to
shell-shocked
were quick
quick to
to blame
blame credit
credit derivatives,
derivatives, especially
especially
shell-shocked investors
investors were
credit
(CDSs),for
for contributing
contributing to the
the financial
financial crisis. MarMarcredit default
default swaps
swaps (CDSs),
ket
participants
and
regulators
alike
were
troubled
by
the
fact
that
there
ket participants and regulators alike were troubled by the fact that there
was
limited awareness
regarding the
the actual
actual size
size of
of the
the credit
credit derivatives
was limited
awareness regarding
derivatives
market.
Regulators
also
became
increasingly
concerned
market. Regulators also became increasingly concerned as
as they
they detected
detected
a
correlation between
public announcements
a correlation
between CDS
CDS prices
prices and
and subsequent
subsequent public
announcements
related
to the
the failures
failures of
of various
various financial
financial institutions.
institutions. Finally, regulatory
related to
shortcomings
blamed for
for the financial
financial crisis.
shortcomings were blamed

A. Short
short selling
Selling
In 2008,
2008, the
the SEC
SEC took
took aa series
series of
of dramatic
dramatic actions
actions aimed
aimed at
at restorrestoring investor
confidence
in
the
financial
markets
and
curbing
perceived
investor
the financial markets and curbing perceived
improper shorting activities.
activities. Between
Between July
July and
and October
October 2008, the SEC
issued
series of
of emergency
emergencyorders
ordersprohibiting
prohibiting naked
naked short
short selling
selling in
issued aa series
the
stocks of
of financial institutions
the stocks
institutions and
and requiring
requiring disclosure
disclosure of
of short
short sales
sales
by
by institutional
institutionalinvestment
investmentmanagers.
managers.The
Theemergency
emergency orders
orders were
were issued
issued
in
to aa perception
perception that
that excessive
excessiveshorting
shorting might
might trigger a
in response
response to
a marmarket stampede
away
from
the
securities
of
the
financial
institutions.
The
stampede away from the securities of the financial
last of the emergency
orders
prohibiting
short
selling
in
specific
stocks
emergency orders prohibiting
in specific stocks
expired
2008. The
The SEC
SEC is
is actively
actively monitoring short selling
expired in October 2008.
activities
abusive short
short selling
selling practices
practices through
through
activities and
and is
is seeking
seeking to
to reduce
reduce abusive
a
a combination of
of regulation
regulation and
and enforcement.
enforcement.

Permanent
Prohibitions on Naked Shorting
Permanent Prohibitions
On
17, 2008,
On September
September 17,
2008, the
the SEC
SEC adopted,
adopted, under
under its
its emergency
emergency auauthority,
three
rules
that
permanently
prohibit
naked
short
selling.197
thority, three rules that permanently prohibit naked short selling.197

Accelerated
Closeout Requirement.
Requirement.First,
First, the
the SEC
SEC adopted
Accelerated Closeout
adopted a new
rule,
to Reg
Reg SHO,
SHO, dramatically
dramatically reducing
amount
rule, Rule
Rule 204T
204T pursuant
pursuant to
reducing the
the amount
of
time
a
broker
has
to
close
out
a
short
position.
The
rule
requires
of time a broker has to close out a short position. The rule requires that
that
short sellers
and their broker-dealers
deliver securities
securities by
by the
the close
close of
sellers and
broker-dealers deliver
business
on the
the settlement
settlement date
date (three
(three days
daysafter
afterthe
thesale
saletransaction
transactiondate,
business on
date,
or T+3) and
penalties for
for a failure to
and imposes
imposes penalties
to do
do so.
so. Pursuant
Pursuant to Rule
204T(b), ifif aa short
short sale
sale violates
violates this
this closeout
closeout requirement,
requirement, any brokerdealer
acting on
on the
the short
shortseller’s
seller’sbehalf
behalfwill
will be
be prohibited
prohibited from
from making
dealer acting
further short
are both
both loshort sales
sales in
in the
the same
same security
security unless
unless the shares
shares are
cated
and pre-borrowed.
pre-borrowed.The
The prohibition
prohibition on the broker-dealer’s
activity
cated and
broker-dealer’s activity
applies
applies not only to short
short sales
sales for the
the particular
particular naked
naked short seller, but
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to all
all short
short sales
sales in
in that
that security
security for
forany
anycustomer.
customer. Rule
Rule 204T
204T became
became
18, 2008,
2008, and
andthe
theinterim
interim final
final temporary rule is
effective on
on September
September 18,
is
effective through
Comments were
were due
dueby
byDecember
December 16,
effective
throughJuly
July31,
31,2009.198
2009.198 Comments
16,
2008, and
and the
the SEC
SEC expects
expectstotofollow
follow with
with further rulemaking.
rulemaking. The SEC

has
releasednon-binding
non-binding interpretive
interpretive guidance
guidance in
in the
the form
form of
of Frequently
Frequently
has released
Asked
Asked Questions,
Questions, or
or FAQs,
FAQs, regarding
regardingthe
theapplication
applicationofofRule
Rule204T.199
204T.199

Exceptions
Exceptions to
to the
the Closeout
Closeout Requirement.
Requirement. Second,
Second, the
the SEC
SEC adopted
adopted
proposed amendments
amendmentstotoReg
RegSHO
SHO eliminating
eliminating the
the “options market
proposed
market
maker exception.”
maker
exception.”On
OnOctober
October17,
17,2008,
2008,these
theserules
rulesbecame
becamefinal.200
final.200 The
The
options
market
from the
closeout requirement
requirement
options
market maker
maker exception
exception excepted
excepted from
the closeout

any fail-to-deliver position
any
position in
in aa threshold
threshold security
security attributable
attributable to short
sales
by
a
registered
options
market
maker
if,
and
to
sales by a registered options market maker if, and to the
the extent
extent that,
that, the
the
short
sales
were
effected
by
the
registered
market
maker
to
establish
or
short sales were effected by the registered market maker to establish or
maintain a hedge
hedge on options positions
positions created
created before the security was
was
designated aa threshold
threshold security.
security.As
As aaresult,
result,options
options market
market makers
makerswill
will
designated
treated in the
way as
as all
all other market
be treated
the same
same way
market participants,
participants, and
and are
are rerequired to
new hard
hard T+3
T+3 closeout
closeout requirements.
requirements. Any
Any market
market
quired
to abide
abide by
by the
the new
maker to
to which
which aa fail-to-deliver
maker
fail-to-deliverposition
positionatataaregistered
registered clearing
clearing agency
agency
is
attributable
must
provide
a
written
attestation
to
the
market
on which
which
is attributable must provide a written attestation to the market on
it
is
registered
to
the
effect
that
the
fail-to-deliver
position
at
issue
it is registered
fail-to-deliver position at issue was
was
established
solely
for
the
purpose
of
meeting its
its bona
fide market
market makmakestablished solely for the purpose of meeting
bona fide
ing obligations,
obligations, and
and describing
describing the
the steps
steps the
the market
market maker
maker has
has taken
taken to
deliver securities
deliver
securities to
to its
its registered
registered clearing
clearing agency.
agency.
Rule 10b-21 Relating to Naked
Naked Short Selling. Finally,
Finally, the
the SEC’s
SEC’s adopted
Rule
10b-21
under
the
Securities
Exchange
Act
of
1934.201
Rule
opted Rule 10b-21 under the Securities Exchange Act of 1934.201 Rule
10b-21 is
is aimed
aimed at
at short
short sellers,
sellers,including
including broker-dealers
broker-dealers acting
acting for
for their
their
10b-21
own accounts,
broker or
or dealer,
own
accounts, who
who deceive
deceive specified
specified persons,
persons, such
such as
as aa broker
dealer,
ability to
about their intention or ability
to deliver
deliver securities
securities in
in time
time for
for settlement,
settlement,
then fail to
and then
to make
make delivery
delivery by
bythe
the settlement
settlement date.
date. The new
new rule adaddresses
the
SEC’s
concern
that
some
short
sellers
have
made
deliberate
dresses the SEC’s concern that some short sellers have made deliberate
misrepresentations to
to broker-dealers,
broker-dealers, who
who are
are permitted to
misrepresentations
to reasonably
reasonably
rely
on
customer
assurances
regarding
identified
borrow,
that
rely on customer assurances regarding identified borrow, that they
they have
have
obtained aa legitimate source
source of
of shares,
shares, about their ownership
ownership of
of shares,
shares,
or that
are long
long sales
sales (when
(when they
they are
arein
in fact
fact short).
short). Rule
Rule 10b10bor
that their
their sales
sales are
to highlight
highlight the
21 is intended to
the specific
specific liability
liabilityofofpersons
personsthat
that engage
engage in
abusive short
short selling
selling as
part of
of aa manipulative
manipulative scheme.
abusive
as part
scheme.

Position Reporting
On September
18, 2008,
order tempotempoOn
September 18,
2008, the
the SEC
SEC issued
issued an
an emergency
emergency order
rarily requiring
their new
rarily
requiringthat
that certain
certain institutional
institutionalmoney
moneymanagers
managers report
report their
new
of certain publicly
specified circumshort sales
sales of
publicly traded
traded securities
securities under specified
202
stances.202
Theorder
orderwas
wasamended
amendedon
onSeptember
September21,
21,2008,
2008, to
to require
require
The
stances.
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electronic
reporting of
electronic reporting
of the
the information
information on
on Form
Form SH,
SH, and
and on
on October
October 18,
18,
2008, the SEC
SEC issued
issued an
an interim
interim final temporary rule extending
extending the reporting
On September
September24,
24,2008,
porting requirement
requirementthrough
throughAugust
August31,
31,2009.203
2009.203 On
2008,
204
the
SEC issued
issued FAQs
FAQs204
provideguidance
guidanceononthe
thepreparation
preparationand
andfiling
totoprovide
the SEC
filing
of
indicated that
that for
for purposes
of reporting
reporting under
of Form
Form SH.
SH. The
The FAQs
FAQs indicated
purposes of
under the
the
order,
are required
required to
to aggregate
gross short
short sales
sales across
acrossall
all acorder, managers
managers are
aggregate gross
accounts,
strategies and
and funds.
funds. Any
Any manager
manager subject
subject to
to the
the order
order is
is required
counts, strategies
required
to provide the
reports
on
the
first
business
day
of
every
calendar
the reports on the first business
of every calendar week
week
immediately
following
a
week
in
which
it
effected
short
sales.205
immediately following a week in which it effected
short
sales.205

B. Credit
Credit Rating
RatingAgencies
Agencies
Actions of
of nationally
nationally recognized
recognized statistical
statistical ratings
ratings (NRSROs),
(NRSROs), or
credit
rating
agencies,
have
been
identified
as
a
contributing
factor in
in the
credit rating agencies, have been identified as a contributing factor
the
financial
crisis.
The
July
2008
SEC
Summary
Report
of
Issues
Identified
financial crisis. The July 2008 SEC Summary Report of Issues Identified
in the
the Commission
Commission Staff’s Examinations of Select
Select Credit Rating
Rating AgenAgencies206
foundthat
thatratings
ratings assigned
assigned to
to mortgage-backed
mortgage-backed and mortgagemortgagecies206 found
related
securities backed
backed by
by subprime
subprime loans
loanswere
werebased
basedon
onlimited
limiteddilidilirelated securities
gence
gence of the underlying
underlying assets
assets and over-reliance
over-reliance on statistical models,
models,
without
of
withoutdisclosure
disclosuretotoinvestors.
investors.As
Asaa result,
result,the
the SEC
SEC proposed
proposed aa series
series of
rules
designed
to
enhance
the
regulatory
framework
for
NRSROs
and
to
rules designed to enhance the regulatory framework for NRSROs and to
remove
references
to
ratings
throughout
the
SEC’s
rules.
remove references to ratings throughout the SEC’s rules.
On December
3, 2008,
final rules
December 3,
2008, the
the SEC
SEC approved
approved final
rules relating
relating to
NRSROs
and proposed
proposed additional
additional NRSRO
NRSRO rules but did not
NRSROs and
not take
take action
on the rule proposals relating to removal of
of references
references to credit ratings
in
SEC
rules
and
forms.
The
new
rules
include
new prohibited
prohibited conflicts
conflicts
in SEC rules and forms. The new rules include new
of interest,
new
disclosure,
and
new
reporting
and
new
recordkeeping
interest, new disclosure,
reporting and new recordkeeping
requirements.
In addition to
requirements. In
to the
the proposed
proposed rules on which no
no action
action has
has
been
taken and
and the
the re-proposed
re-proposedrules,
rules,additional
additional rulemaking
rulemaking from the
been taken
SEC
expected as
as the
the SEC
SEC continues
continues to
to develop
develop its
its NRSRO exSEC can
can be expected
examination
amination and
and oversight responsibilities.
The
SEC proposed
proposed requiring
requiring that
NRSROs disclose
disclose ratings
ratings
The SEC
that issuer-paid
issuer-paid NRSROs
history
history information
informationfor
forall
allcredit
creditratings
ratingsdetermined
determinedafter
afterJune
June 25,
25, 2007,
2007,
no
later than
than 12
12 months
months after
after ratings
ratings action
action is
is taken,
taken,and
andininan
anXBRL
XBRL forforno later
mat.
Also proposed
proposed is
is aarule
rulethat
thatitit would
would be
beaaprohibited
prohibitedconflict
conflict of
of interintermat. Also
est
for an
an NRSRO
NRSRO to
to rate
rate aa structured
structured finance
financeproduct
product the
therating
rating of
of which
which
est for
is
being
paid
for
by
the
product’s
issuer,
sponsor,
or
underwriter,
unless
is being paid for by the product’s issuer, sponsor, or underwriter, unless
information
information about
about the
the product
product provided
provided to
to the
the NRSRO
NRSRO to
to determine
determine and
and
monitor
the
rating
also
is
made
available
to
NRSROs
not
to isismonitor the rating also is made available to NRSROs not retained
retained to
sue
sue aa credit rating. The
The proposal
proposal is intended
intended to
to provide
provide transparency
transparency in
the
and to encourage
competition from
the ratings
ratings process
process and
encourage competition
from subscriber-paid
subscriber-paid
NRSROs.
Also pending
rules to
to eliminate
to
NRSROs. Also
pending are
are the
the proposed
proposed rules
eliminate references
references to
ratings
of NRSROs
within the
forms.
ratings of
NRSROs within
the SEC’s
SEC’s rules
rules and
and forms.
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C. Fair Value
value Accounting
Accounting issues
an important
important part
in 2008,
most
Accounting
issues were
were an
part of
of the
the debate
debate in
2008, most
notably the impact of fair
fair value
value and
and mark-to-market
mark-to-market accounting
accounting on the
balance sheets
sheetsof
of financial
financial institutions.
institutions. As numerous
financial instrubalance
numerous financial
ments
began
losing
market
value
and
the
financial
institutions
ments began losing market value and the financial institutions holding
them
began making
making write-downs,
write-downs, aa vicious
vicious spiral
spiral of
of write-downs, fire
them began
sales
establishing
lower
market
values,
and
further
sales establishing lower market values, and further write-downs
write-downs began.
began.
IMF recently
The IMF
recently estimated
estimated total global
global losses
losses in securitizations of aptrillion, with
proximately $1.4 trillion,
withonly
onlyhalf
halfhaving
havingbeen
been written
written down
down as
as of
December 2008.
2008. The
The clamor
clamor resulted
resulted in
in the
theAct
Act giving
giving the
the SEC
SEC authority
authority
December
mark-to-market accounting and
to suspend
suspend mark-to-market
and mandating an SEC study of
the issue.
the
issue.
The debate over fair value and mark-to-market accounting resulted

The debate over fair value and mark-to-market accounting resulted

in Congress
in
Congress mandating
mandating aa study
study and
and report
report by
by the
the SEC
SEC that
that was
was released
released
Thetarget
targetof
of the
the debate
debate was
was Financial
Financial AcAcon December
December 30,
30, 2008.207
2008.207 The
counting
(FAS 157).
157). Fair
Fair value
value
counting Statement
Statement 157,
157, Fair
FairValue
Value Measurements
Measurements (FAS
and
mark-to-market accounting,
and mark-to-market
accounting,however,
however, are
are not
not new
new and
and FAS
FAS 157
157 was
was
adopted
to
address
inconsistent,
and
sometimes
conflicting,
guidance
for
adopted to address inconsistent, and sometimes conflicting, guidance for
defining
and
implementing
fair
value
measurements
across
existing
fair
defining and implementing fair value measurements across existing fair
value
pronouncementsby
bycreating
creatingaauniform
uniform definition
definition of fair
value pronouncements
fair value
value and
and
providing a framework for
for implementing
implementing it.
it.FAS
FAS157
157became
became effective
for
for the
the first
first financial
financial reporting
reportingperiod
periodafter
afterNovember
November 15,
15, 2007,
2007, and
and the
the
timing
crisis threw
threw itit into the spotlight.
timing of
of the
the change
change during the crisis
Fair
is defined
“the price
Fair value
value is
defined as
as “the
price that
that would
would be
be received
received to
to sell
sell an
an asasset
or paid
paid to
to transfer
transfer aaliability
liability in
market
set or
in an
an orderly
orderly transaction
transaction between
between market
participants
date.” FAS
FAS 157
157 establishes
fair value
participants at
at the
the measurement
measurement date.”
establishes aa fair
value
hierarchy
value. AsAshierarchy for
for financial
financialstatement
statement preparers
preparers to
to use
use to
to measure
measure value.
sets
and
liabilities
subject
to
fair
value
accounting
that
are
actively
tradsets and liabilities subject to fair value accounting that are actively traded
can be
be valued
valued at
at their
their trading,
trading, or
or market,
market, price.
price. Assets
Assets and
andliabilities
liabilities
ed can
subject
to
fair
value
accounting
where
no
active
market
exists
are
valued
subject to fair value accounting where no active market exists are valued
based
on
management
assumptions
and
internal
models
for
determining
based on management assumptions and internal models for determining
the exit price of
andliabilities.
liabilities. Although
Although itit does
of such
such assets
assets and
does not require
reporting
asaabasis
basisfor
forfair
fair value
value reporting
reporting
reportingentities
entitiestotouse
use distressed
distressed sales
sales as
in an
an otherwise inactive market,
market, FAS 157 does not define what constitutes
distressedsale,
sale,ororan
aninactive
inactivemarket.
market.Many
Manyfinancial
financial institutions
institutions
tutes aa distressed

facing large scale
write-downs if
if fair
scale write-downs
fair value
value were
were to
to be
be based
based on market prices in illiquid
markets
disagreed
with
auditors
who
illiquid markets disagreed with auditors who believed
believed that
write-downs should
bought
write-downs
should reflect
reflectthe
the prices
prices at
at which
which the
the securities
securities were
were bought
or sold,
those prices
prices reflected
reflected objective
objective price
or
sold, as
as those
pricemeasurements.
measurements. Because
Because
there is
is no
no objective
objective standard
for determining
there
standard for
determining when
when aa market
market price
price does
does
when aa market
marketisissufficiently
sufficiently illiquid
illiquid that
not reflect fair value, i.e., when
that the
the
financial statement
use the
the next
next hierarchy
hierarchy level
level of
of FAS
financial
statement preparer
preparer can
can use
FAS 157
157
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to determine fair
fair value,
value, many
many auditors
auditors and
and financial
financialstatement
statement preparpreparers
were unwilling
unwilling to
ers were
to deviate
deviate from
fromthe
the market
market price
price as
as the
the measure
measure of
fair
under FAS
FAS157
157left
left financial
financial institutions
institutions
fair value.
value. The lack of guidance
guidance under
holding mortgage-backed
securitiesor
or auction
auction rate
rate securities
securities writing
writing
mortgage-backed securities
down
or liabilities
liabilities to
down the
the value
value of
of such
such assets
assets or
toless
less than
than the
the present
present value
value
of
of the
the principal
principaland
andinterest
interestamounts
amountsowed,
owed, even
even when
when such
such payments
payments
were
current and
management had
had no
no expectation
expectation or
or belief
belief that
that the
the credit
credit
were current
and management
of
the
issuer
had
deteriorated.
of the issuer had deteriorated.

The SEC
SEC report
report on
on fair
fair value
that neither
neither FAS
FAS 157,
157, nor
nor fair
fair
The
value concluded
concluded that
value
accounting generally,
the cause
causeof
of U.S.
U.S. bank
bank failures
failures in
in 2008.
value accounting
generally, was
was the
2008.
The
report provided
for improvements
to existing
The report
provided recommendations
recommendations for
improvements to
existing acaccounting
practices
but
did
not
call
for
the
suspension
of
FAS
157 or
or fair
fair
counting practices but did not call for the suspension of FAS 157
value
accounting generally.
generally. Additionally,
Additionally, in
value accounting
inaa joint
jointstatement
statementreleased
released on
on
September
30, 2008, the SEC
September 30,
SEC and
and the
the FASB
FASB issued
issued guidance
guidance to
to assist
assist

reporting entities
and liabilities
liabilities
entities in determining the fair
fair value
value of
of assets
assets and
in
in inactive
inactive markets,
markets, accounting
accounting for
for the
the effect
effect of
of disorderly,
disorderly, or
or distressed
distressed
transactions,
and determining
determining if
if losses
are other
other than
than temporary
temporary impairimpairtransactions, and
losses are
ment
(OTTI)
or
the
result
of
a
temporary
impairment.
The
OTTI
ment
or the
a
The OTTI guidance
related to
to reviewing
reviewing the
the decline
decline in
in the
value of
of assets
andliabilities,
liabilities,
ance related
the value
assets and
the period of time for
which
the
decline
existed,
the
period
of
time
until
for which the
existed, the period of time until
anticipated
recovery,
and
whether
or
not
the
holder
of
the
asset
or
liabilanticipated recovery, and whether or not the holder of the asset or liability
ability to
ity has
has the ability
to retain
retain its
its investment
investment until
untilthe
the anticipated
anticipated recovery.
recovery.
The
FASB
also
has
been
working
closely
with
the
IASB
to
ensure
The FASB also has been working closely with the IASB to ensure that
that
any
guidance relating
relating to
to fair
fair value
is consistent
consistent with
with fair
any guidance
value is
fair value
value guidance
guidance
under
IFRS, including
December 24,
24, 2008,
2008,
under IFRS,
includingaarecent
recent proposal
proposal released
released on
on December

to revise
revise fair
fair value
value disclosure
disclosure requirements
requirements under
under Financial Accounting
107, Disclosures
Disclosures About
About Fair
Fair Value
Valueof
ofFinancial
Financial Instruments
Instruments
ing Standard
Standard 107,
(FAS
107), to
to bring
bring FAS
107 in
in line
line with
(FAS 107),
FAS 107
with recent
recent guidance
guidance provided
provided by
by the
the
IASB
and
IASB for
forIFRS
IFRS7,7,Financial
FinancialInstrument
InstrumentDisclosures.208
Disclosures.208 The FASB and
the
IASB are
working on
plan for
for accounting
accounting
the IASB
are also
also working
on aa broader
broader convergence
convergence plan
principles generally,
which
they
hope
to
have
completed
by
2011. This
generally,
they hope have
plan
is
in
line
with
the
convergence
goals
of
the
SEC
and
its
IFRS
plan is in line with the convergence goals of the SEC and its IFRS roadroadmap.
The FASB
FASB is
is also
alsoworking
working to
to align
align impairment models,
map. The
models, not only to
simplify
simplifyexisting
existingU.S.
U.S. GAAP
GAAPimpairment
impairmentmodels,
models,but
butalso
also to
to achieve
achieve its
its
goal
goal of
of global
global convergence.
convergence.

d.
D. Credit
Credit derivatives
Derivatives
A
A popular
popular belief
belief echoed
echoed by politicians,
politicians, regulators,
regulators, and financial pundits
in particular, credit
dits throughout
throughout 2008
2008 is
is that
that credit derivatives—and,
derivatives—and, in
default swaps
(CDSs)—were major
major contributors
contributors to
to the
the current global
swaps (CDSs)—were
financial crises.
of risk relatcrises. Credit derivatives
derivatives isolate specific aspects
aspects of
ing
and/or entities and
and transfer
transfer that
that risk.
risk. In a
ing to
to referenced
referenced bonds and/or
a CDS,
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the credit risk associated
with one or more
a protection buyer transfers
transfers the
associated with
reference assets
assetsor
orentities
entitiesto
to the
the protection
protection seller by assuming
assuming the
the risk
reference
of the
the occurrence
occurrence of one or more
more credit
credit events,
events, like the
the occurrence
occurrence of

a bankruptcy
event.AA CDS
CDS functions
functions like
like aa put
put option on a bond.
bankruptcy event.
bond. A
protection
protection buyer
buyer may
may actually
actually own
ownthe
thereference
reference asset
asset (a
(a covered
covered CDS)
or
exposureto
to itit through
through derivatives
derivatives contracts
contracts or
or itit may
may not.
not. Many
or have
have exposure
compare
a
CDS
to
an
insurance
contract.
However,
under
an
compare a CDS to an insurance contract. However, under an insurance
insurance
contract, payment
payment is
is conditioned on the beneficiary suffering an
an actual
loss,
which
is
not
the
case
with
CDS.
Prior
to
the
growth
of
credit
deloss,
case with CDS. Prior the
rivatives, credit was
an
area
of
risk
for
which
there
was
no
tailored
risk
was an area of risk for
was no tailored
management
product, with
with loan
and participations being
management product,
loan assignments
assignments and
the dominant vehicles. As a result, credit risk
was limited
limited
risk management
management was
and
the
credit
markets
were
dominated
by
depositary
institutions.
and the credit markets were dominated by depositary institutions.
The CDS market has
been referred
referred to
to as
as aa “black
“black hole.” Last
has been
Last year,
year,
when
insurer
AIG
first
disclosed
that
it
held
more
than
$440
billion
when insurer AIG
disclosed that it held more than $440 billion of
credit
swap
trades
linked
to CDS,
CDS, market
market participants
participants realized
lack
credit swap trades linked to
realized that
that aa lack
of
transparency
had
obscured
the
actual
size
of
CDS
exposures.
CDSs
of transparency had obscured the actual size of CDS exposures. CDSs
trade
over the
the counter
counter and
and between
between institutions.
institutions. There
There is
is currently no
trade over
exchange
or
clearing
house.
CDSs
tend
to
be
highly
customized.
As a
exchange or clearing house. CDSs tend to be highly
result, it may
be
difficult
to
assess
market
value
and
to
quantify
actual
may be difficult to assess
and
actual
CDS
As with
with other
of the
the financial
financial markets,
the CDS
CDS
CDS exposure.
exposure. As
other segments
segments of
markets, the
market
has been
beenaffected
affectedby
bythe
thecredit
credit crisis.
crisis. The
The few
few financial
financial instimarket has
tutions that are
are still selling
selling protection
protection are
are demanding
demanding to be
be paid more
more
to take on risk because
becomingmore
moredifficult
difficult for them to offset
because itit isis becoming
the
with their own
the risk associated
associated with
own positions.
positions. The amount of margin
margin that
that
dealers
require that
that their counterparties
dealers require
counterparties post
post on CDSs
CDSs has
has more than
than
doubled.
At the
time, financial
financial institutions
doubled. At
the same
same time,
institutionshave
have been
been disappearing
disappearing
and
those that
that remain have
have been
beenconsolidating,
consolidating, reducing
reducing the
the number of
and those
actual
actual CDS
CDS dealers.
dealers.
Many
have noted
noted that
thatthe
theavailability
availability of CDSs
Many market
market observers
observers have
CDSs may
may
have
encouraged banks
banks and
andinsurers
insurersto
to take
takeon
onmore
morerisk
risk than
than they
they could
could
have encouraged
actually
in recent
recent months
months by
by the
the
actually handle.
handle. The
The CDS
CDS market
markethas
has been
been tested
tested in
occurrence
of credit
credit events
relating (but
(but not
not limited)
limited) to
occurrence of
events relating
toBear
BearStearns,
Stearns, the
the
GSEs,
and Lehman.
Lehman. During
During this
GSEs, and
this period,
period, CDS
CDS auctions
auctions have
have functioned.
Nonetheless,
federal and
and state
state regulators
regulatorshave
havecalled
called for
for CDS market
Nonetheless, federal
oversight.
or would have
have authority
authority for
oversight. It is
is not
not clear
clear which regulator
regulator has
has or
this.
“insurance conconthis. ItIt also
also is
is not
not clear
clear whether
whether CDSs
CDSs would
would be
be deemed
deemed “insurance
tracts.”
In
recent
weeks,
the
SEC
has
granted
approvals
and
exemptions
tracts.” In recent weeks, the SEC has granted approvals and exemptions
enabling the creation of an
(and effectively a single counteran exchange
exchange (and
party)
to
trade
and
clear
CDS.
Several
other
yet
party) to trade and clear CDS. Several other exchange
exchange operators
operators have
have yet
to
be
approved.
to be approved.
A
of the
the negative
negative attention
attention that
that credit
credit derivatives
reA consequence
consequence of
derivatives have
have received,
whether or
or not
not justified,
justified, is
credit derivatives
ceived, whether
is that
that the
the U.S.
U.S. credit
derivatives markets
markets
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will
in 2009.
On
willundergo
undergosubstantial
substantial regulatory
regulatoryand
and operational
operational changes
changes in
2009. On
November
the President’s
President’sWorking
Working Group
Group on
on Financial
Financial MarNovember 14, 2008, the
kets
(PWG), which
Chairs of
of the
kets (PWG),
whichincludes
includesthe
theTreasury
Treasury Secretary
Secretary and
and the
the Chairs
the
Federal
Reserve, the
theSEC
SECand
andthe
theCommodity
Commodity Futures
FuturesTrading
Trading CommisCommisFederal Reserve,
sion (CFTC),
of initiatives
(CFTC), announced
announced a series
series of
initiatives to
to strengthen
strengthen oversight
oversight
and
the
infrastructure
of
the
over-the-counter
derivatives
market.
Among
and the infrastructure of the over-the-counter derivatives market. Among
those
initiatives,
the
PWG
stated
that
its
top
near-term
OTC
derivatives
those initiatives, the PWG stated that its top near-term OTC derivatives

priority
priority isis “to
“tooversee
oversee the
the successful
successful implementation
implementation of central
central councounterparty services
for credit default swaps.”
In furtherance
furtherance of
of that
that priorservices for
swaps.” In
ity, the FRB, the
the CFTC,
CFTC, and
and the
the SEC
SEC entered
entered into a Memorandum
Memorandum of
Understanding
framework for
for
Understanding on
on November
November 14,
14, 2008,
2008, that
that establishes
establishes aaframework
cooperation,
information sharing
cooperation, coordination, and
and information
sharing on
on issues
issues relating to
to
central
counterparties
(CCPs)
for
CDSs.
central counterparties (CCPs) for CDSs.
CCPs,
as regulated
regulated entities,
entities, address
addressaafundamental
fundamentalconcern
concernwith
with credcredCCPs, as

it derivatives:
derivatives: counterparty credit risk that
that contributes to systemic risk.
More
More specifically,
specifically, ififcredit
creditexposures
exposures are
are concentrated
concentrated in aa specific market
participant
and
that
market
participant
ket participant and that market participant fails,
fails, such
such failure
failure could
could have
have
a
disproportionate
effect
on
the
overall
market.
In
a
CCP
arrangement,
a disproportionate effect on the overall market. In a CCP arrangement,
the
buyer and
and seller
seller of
of a
credit default
their respective
the buyer
a credit
default swap
swap novate
novate their
respective trades
trades

to the CCP promptly after
after entering
entering into
into the
the contract
contract through a clearing
system.
As aa result, the
the CCP
CCP becomes
becomesthe
thecounterparty
counterparty to
to all
all parties of
system. As
credit default swaps
that itit clears,
thereby substituting
substituting its
its creditworthicreditworthiswaps that
clears, thereby
ness
andliquidity
liquidity for the
and liquidity
liquidity of
ness and
the creditworthiness
creditworthiness and
ofthose
those parties.
parties.
The
use
of
CCPs
also
would
facilitate
greater
market
transparency
The use of CCPs also would facilitate greater market transparency and
and
provide regulators
to trade
tradeand
andposition
positioninformation
information for the
regulators with access
access to
purpose
of monitoring
purpose of
monitoring market
market trends
trends and
and preventing market manipulation
tion and
and insider trading.

e.
E. Regulatory Reform
Although
intensely focused
focused on
on emergency
emergencyinitiainitiaAlthoughregulators
regulatorshave
have been
been intensely
tives that will
stem
the
financial
crisis,
there
has
been
an
acknowledgwill stem the financial crisis, there has been an acknowledgment
that, at
at least
least in
in part,
part, regulatory
regulatory shortcomings
shortcomings may
have contributed
contributed
ment that,
may have
to the financial crisis.
crisis. In
Inparticular,
particular,there
there isisaaconsensus
consensus that, in many
many
respects,
regulation has
has not
not kept pace
pace with market
respects, regulation
market developments
developments since
since
the
establishmentof
of our
our current
current regulatory
regulatory framework.
framework. Globalization
Globalization of
the establishment
the capital market,
market, improvements
improvementsin
in information
information technology
and inforinfortechnology and
mation
exchange,
development
of
more
sophisticated
risk
diversification
mation exchange, development of more sophisticated risk diversification
products
(including securitization,
products (including
securitization, increased
increased use
use of
of leverage,
leverage, developdevelopment of innovative
innovative financial products
products with
with insurance,
insurance, banking,
banking, securisecurities,
futures components)
the convergence
convergence of
of financial
financial services
ties, and
and futures
components) and
and the
services
providers
and products
have all become
providers and
products have
become factors
factors since
since the regulatory
regulatory
framework
in place.
framework was
was set
set in
place.
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In March
the Blueprint
March 2008,
2008, Treasury
Treasury Secretary
Secretary Paulson
Paulson released
released the
209
for aa Modernized
(the“Blueprint”).
“Blueprint”).
Modernized Financial
Financial Regulatory
RegulatoryStructure209
Structure (the
The
approach to
to regulatory
regulatory reform, proposThe Blueprint
Blueprint takes
takes aa three-step
three-step approach
proposing short-term
that could be
short-term and
and intermediate-term
intermediate-term recommendations
recommendations that
be
implemented
as well
well as
implemented under
under the current regulatory
regulatory system,
system, as
as offering aa
framework for an
an “optimal”
“optimal”regulatory
regulatorysystem.
system. The
The financial
financial crisis
crisis has
has
deepened
sincepublication
publicationof
of the
theBlueprint
Blueprint and
and the
theBlueprint
Blueprint identified
deepened since
priorities
events that
that had
hadtranspired
transpired only
only through
through early
early 2008.
2008.
prioritiesbased
based on
on the
the events
Since,
have been
been aa number
number of
of other
other reports
Since, there
there have
reports and
and recommendations
recommendations

regarding
regulatory reform. On January
regarding regulatory
January 8, 2009, the GAO published
published
A
Framework
for
Crafting
and
Assessing
A Framework for Crafting and Assessing Proposals
Proposals to Modernize the
the
Outdated
(the“Framework”).
“Framework”). The
Outdated U.S.
U.S. Financial
Financial Regulatory
Regulatory System210
System210 (the
The
Framework
reviews the
the historical
historical underpinnings
underpinnings of
of our current strucFramework reviews
ture
and
outlines
the
rationale
for
significant
reform
ture and outlines the rationale for significant reform intended
intended to
to prevent
prevent
future crises.
The Act required
crises. The
required aa number
number of
of studies
studies regarding
regarding various
various
oversight
functions. As
As required
oversight functions.
required by the Act, on
on January
January 20, 2009,
2009, the
Congressional
to release
its report
report on
on recCongressional Oversight
Oversight Panel
Panel is
is scheduled
scheduled to
release its
recommended
reforms to
to the
the financial
financial regulatory structure. This
This will
will be
ommended reforms
be the
the
latest,
but not
not the
the last,
last, outline
outline for
for a
new and
and improved
improved regulatory
regulatory regime
regime
latest, but
a new
for
for our
our financial
financial system.
system.

PARt
to seCURItIzAtIon
Part Iv:
IV:ALteRnAtIves
Alternatives
to Securitization
The financial crisis
crisis has
has made
made clear
clear the
the need
need to consider
consider alternative
alternative
means
of
financing
mortgage
loan
originations.
As
discussed
in Part
Part I,
I, in
in
means of financing mortgage loan originations. As discussed in
United States,
the United
States, mortgage finance relied heavily
heavily on
on the
the GSEs
GSEs (Fannie
(Fannie
Mae and
Freddie Mac),
Mac), on
to the
Federal Home
Home Loan
Loan
Mae
and Freddie
on local
local bank
bank access
access to
the Federal
and on
on aa thriving securitization
Bank system, and
securitization market.
market. There
There are fundamental issues
with the
While the
legislamental
issues with
the GSEs.
GSEs. While
the crisis
crisisresponse
response measures
measures legislanewcentral
centralregulator
regulatorwith
with oversight
oversightresponsibility
responsibility for
tion establishes
establishes aanew

market participants
participants generally
generally regard
regard this
this as
as only
only an
an interim
the GSEs,
GSEs, market
measure.
They
consider
the
future
of
Fannie
Mae
and
Freddie
Mac to
measure. They consider the future of Fannie Mae and Freddie Mac
to be
be
uncertain.
The
costs
associated
with
the
use
of
the
Federal
Home
Loan
uncertain. The costs associated with the use of the Federal Home Loan
Banks
them more
more expensive
expensive than
than other
other current
current financing
financing alternaalternaBanks makes
makes them
tives. Finally, the crisis
has
revealed
that
the
securitization
model
may
crisis has revealed that
well be too broken
broken to
to fix—at least
too
broken
to
fix
without
significant
least too broken to fix
regulatory
regulatory change.
change. Much
Much of
ofthe
the dialogue
dialogue on
on regulatory
regulatoryreform
reformhas
hasbeen
been aa
reaction
to
crisis.
Although
there
is
an
appropriate
emphasis
on
creating
reaction to crisis. Although there is an appropriate emphasis on creating
that will
will mitigate
a regulatory system
system that
mitigatesystemic
systemicrisk
riskand
andenhance
enhance market
market

considerably less
less discussion
discussionof
of the
the future
future of
integrity, there
there has
has been
been considerably
has been
beenlittle
little discussion of the
the capital markets.
markets. For
For example,
example, there has
the
“resale” or
stakein
in financial
financial institutions.
“resale”
or eventual
eventual transfer
transfer of Treasury’s
Treasury’s stake
has been
beenlittle
little discussion
regarding the
the effect
effect on how the capital
There has
discussion regarding
markets might
might continue
markets
continue to
to remain
remain central
central to
to mortgage
mortgage finance.
finance. This
This secsec© 2009 Thomson
ThOMSON Reuters
ReUTeRS
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tion
few alternatives
alternatives to
to mortgage
mortgage finance
finance that
that would
would rely
rely on
tion discusses
discusses aa few
on
the
capital
markets.
the capital markets.

A. Covered Bonds
Covered
bonds are
are debt
debt instruments
instruments that
that have
recourse both
both to
to the
the isisCovered bonds
have recourse

suing entity or to an affiliated group
group to which
which the
the entity
entity belongs.
belongs. Upon
an issuer
default,
bondholders
also
have
access
to
a
pool
of collateral
issuer
bondholders also have access to a pool of
called the cover pool. The
The cover
cover pool
pool remains
remains on
on the
theissuer’s
issuer’s balance
balance
sheet
but is
is segregated
segregatedfrom
from the
the issuer’s
issuer’s other
other assets.
assets.The
Thecover
coverpool
poolususheet but
usually
of high
including residential
ally consists
consists of
high quality
qualityassets,
assets, including
residential mortgage
mortgage loans,
loans,
public
used. The
The assets
assetsare
public debt
debt or
or ship
shiploans,
loans, though
thoughother
otherassets
assets may
may be
be used.
are
subject
replaced should
should they
they fail
fail to
subject to various criteria and
and must
must be
be replaced
to meet
meet
those
criteria.
Typically,
the
cover
pool
provides
for
overcollateralization
those criteria. Typically, the cover pool provides for overcollateralization
to
the value
value of
of the
the covered
covered bond
bond holders’
holders’ claim
claim in
in the
of
to preserve
preserve the
the event
event of

the issuer’s
insolvency. Covered
Covered bond
bond holders
holders usually have
issuer’s insolvency.
have a security
interest
in,
and
therefore
a
privileged
or
preferential
claim
interest
therefore a
claim against,
against, the
cover
pool in
insolvency.
cover pool
in the
the event
event of
of the
the issuer’s
issuer’s insolvency.
In
Europe,
most
jurisdictions
have
bond legislation
legislation that
that proproIn Europe, most jurisdictions have covered
covered bond
vides
a
statutory
preference
in
bankruptcy
for
covered
bond
holders.
vides
preference
bankruptcy for covered bond holders.
Covered
bonds that
that are
are not
not issued
issued pursuant
pursuant to
to statutes
statutes imposing
imposing special
Covered bonds
special
bankruptcy
are not
not entitled
entitled to prefbankruptcy protection
protection for
for covered
covered bond
bond holders
holders are
erential
erential risk
riskweighting
weightingbybythe
theEuropean
EuropeanCentral
CentralBank.211
Bank.211 To
To compensate
compensate
for
relied on
on conconfor the
the lack
lack of
of legislation,
legislation,totodate,
date,issuers
issuers in
in the
the U.S.
U.S. have
have relied
tractual arrangements
arrangements to create
create synthetically covered
covered bond
bond structures.
structures.
The
The basic
basic requirement for covered
covered bonds
bonds is a statutory or
or aa contractual
contractual
framework to ring
fence
the
cover
pool
from
unsecured
creditor
claims
ring fence the
from unsecured
and
to ensure
ensure payment
payment to
to covered
covered bond
bond holders.
holders. Until
Until recently,
and to
recently, there
there was
was
little
guidance
in
the
U.S.
as
to
how
the
FDIC
would
treat
covered
little guidance in the U.S. as to how the FDIC would treat covered bonds
bonds
in
in aa receivership
receivership scenario.
scenario.

On
the FDIC
FDIC issued
its Final
covOn July
July 15,
15, 2008,
2008, the
issued its
Final Policy
Policy Statement
Statement on
on cov212
ered
bonds.212
The
FDIC
intended
for
the
Policy
Statement
to
clarify
for
ered bonds. The FDIC intended for the Policy Statement to clarify for
investors
how
the
FDIC
would
respond
if
it
were
appointed
conservator
investors how the FDIC would respond if it were appointed conservator
or receiver
receiver for
for aa depositary
depositary institution
institutionthat
thathad
hadissued
issued covered
covered bonds.
bonds.
The Final
Final Policy
the specific
specific
The
Policy Statement
Statement “define[s]
“define[s]the
the circumstances
circumstances and
and the

covered bonds
bondstransactions
transactionsfor
forwhich
whichthe
theFDIC
FDIC will
will grant
covered
grant consent
consent to
expedited access
accessto
to pledged
pledgedcovered
coveredbond
bondcollateral.”
collateral.” On
On July
July 28,
expedited
28, 2008,
2008,
Treasury announced
announcedthe
the publication
publication of
of its Best
Treasury
Best Practices
Practices for U.S.-covU.S.-covered bonds,
bonds, intended
intended to
ered
to further
furtherpromote
promotecovered
coveredbond
bond issuances.213
issuances.213
The Final Policy Statement
confirms that
that the
theFDIC
FDIC will,
will, when acting
Statement confirms
as
conservator or
or receiver,
receiver, consent
consent to
to aa covered
covered bond
bond holder’s
holder’s exercise
exercise of
as conservator
of
its
its rights
rights to
to collateral
collateral ifif(1)
(1)the
the bank
bank is,
is, and
and remains,
remains, in monetary default
for
days after
after the
the obligee delivers a written
written request
for at
at least
least 10
10 business
business days
request
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to
FDIC to
to the
the FDIC
to exercise
exercise its
its contractual
contractual rights
rights or
or (2)
(2) the
the FDIC
FDICas
as conserconserprovides written
written notice of repudiation of aa contract to
vator or receiver
receiver provides
the covered
bond obligee
as aa result
result of
of such
the
covered bond
obligee and
and does
does not
not pay
pay damages
damages as
such
repudiation within
of such
notice. In
In both
both
repudiation
within10
10days
days after
after the
the effective
effective date
date of
such notice.
casesthe
theconservator
conservatoror
orreceiver
receiverneed
neednot
notbe
beinvolved
involvedin
in order
order for the
cases
covered
bond holder
holder to
investor
covered bond
to exercise
exercise its
its rights.
rights. This
Thisstatement
statement eased
eased investor
concerns
about
how
long
it
would
take
to
access
the
collateral
concerns about how long would take to access the collateral in the
the
event
of aa bank’s
bank’s insolvency—removing
insolvency—removing covered
bonds from
from the
event of
covered bonds
the 90-day
90-day
automatic
under the
the Federal
Federal Deposit
Deposit Insurance
Insurance Act.
Act.
automatic stay
stay under

The Final Policy
Policy Statement
Statement narrowly
narrowly defines
defines covered
covered bonds
bonds as recourse
debt
obligations
of
an
insured
depositary
institution
with a term
course debt obligations of an insured depositary institution with
of
greater
than
one
year
and
not
exceeding
30
years,
secured
directly or
or
of greater than one year and not exceeding 30 years, secured directly
indirectly by
indirectly
by perfected
perfected security
security interests
interests in
in aa pool
pool of
of mortgage
mortgage loans
loans or,
or,
10% of
of the collateral,
collateral, by AAA-rated
AAA-rated mortgage
not exceeding
exceeding 10%
mortgage bonds.
bonds.
The Final Policy Statement
placesstrict
strictlimits
limits on
on the
the collateral
collateral eliStatement places
gible for inclusion
in
the
cover
pool.
Only
“eligible
mortgages”
inclusion in the
“eligible mortgages” (defined
as performing mortgages
on one-to-four
one-to-four family
family residential
as
mortgages on
residential properties,
properties,
underwritten at
on documented
documented income)
income) may
may
underwritten
at the
the fully
fullyindexed
indexedrate
ratebased
based on
be used
as collateral.
collateral. The
The FDIC
FDIC permits
permits cover
cover pool
pool substitution
be
used as
substitution with
cash, Treasury,
Treasury, and
andagency
agencysecurities.
securities.The
TheFDIC
FDIC declined
declined to
cash,
to expand
expand the
the
assets
acceptable
for
inclusion
in
the
cover
pool,
believing
that
many
assets acceptable for inclusion in the cover pool,
many
assets
(including second-lien
second-lien home
home equity
equity loans
and home
home equity
equity lines
assets (including
loans and
lines
of credit,
credit, credit
credit card
card receivables,
receivables, mortgages on commercial properties,
public sector
sector debt, and student
student loans)
loans) would be
be subject
subject to
to substantial
substantial
volatility while
unsuitable for
for supporting
supportingadditional
additional“li“livolatility
whileothers
others would
would be
be unsuitable
quidity for
quidity
forwell-underwritten
well-underwrittenresidential
residentialmortgages.”
mortgages.”The
TheBest
Best Practices
Practices
establish aa standard
standard framework
framework for
though
establish
for U.S.-covered
U.S.-covered bond
bond issuances,
issuances, though
they
are
not
binding.
The
additional
standards
from
Treasury
are
intendthey are not binding. The additional standards from Treasury are intended to work in conjunction
conjunction with
with the
the Final
Final Policy
Policy Statement.
Statement.
In addition
forth in
Final Policy
In
addition to
to the
the requirements
requirements set
set forth
in the
the Final
Policy Statement,
Statement,
Practices recommend
recommendthat
thatcollateral
collateralhave
haveaamaximum
maximumLTV
LTV of
the Best Practices
80% at the
the time
time of inclusion in order
to
be
eligible
for
the
cover
order be
for the cover pool.
In addition,
no
single
Metro
Statistical
Area
should
make
addition, no single Metro Statistical Area should make up
up more
more than
20%
of
the
cover
pool
and
negative
amortization
mortgages
should
20% of the cover pool and negative amortization mortgages should not
not
be included.
included. All
All mortgages
be first lien only,
be
mortgages in the cover
cover pool should
should be
only,
and issuers
issuers should
should maintain
maintain overcollateralization
overcollateralization of
of at
at least
least 5%
5% of the
and
the
outstanding principal
principal amount
at all
all times,
times, counting
counting
outstanding
amount of
of the
the covered
covered bonds
bonds at
only the 80% portion of
of the
the LTV.
LTV.
The Best
Best Practices
Practices specifically
specifically contemplate
eiThe
contemplate covered
covered bond
bond issuance
issuance eibankruptcy-remote SPV
SPV or
or directly
directly by
ther through aa newly created,
created, bankruptcy-remote
by the
the
depository institution
institution and/or
and/or aa wholly
whollyowned
ownedsubsidiary.
subsidiary. The
The Best
Best PracPractices also
also clarify
clarifythat
thatcovered
covered bonds
bonds may
may be
be issued
issued either
either as
as registered
registered
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securities
or pursuant
pursuant to
to an
an exemption
exemption from
from the
the registration
registration requirements
requirements
securities or
of
to
of the
the Securities
Securities Act.
Act. This
Thismeans
means that
that covered
covered bonds
bonds could
could be
be issued
issued to

institutional investors
investors or possibly
possibly to institutional
institutionaland
and accredited
accredited invesinvestors
in
the
United
States.
tors in the United States.

•

Market resiliency in
in Europe—While
Europe—While covered
covered bonds still reprerepresent
an
interest
in
residential
mortgage
securities
(assuming
sent an interest in residential mortgage securities (assuming the
the
structure established
by U.S.
U.S. regulators),
regulators), the
bond marmarstructure
established by
the covered
covered bond
resiliency during the credit
ket in
in Europe
Europe has
has demonstrated
demonstrated aa resiliency
crisis
crisis which
whichsuggests
suggests that
that investors
investors may
may view
viewthese
these securities
securities as
as
more
akin
to
corporate
debt
or,
at
least,
as
hybrids.
more akin to corporate debt or, at least, as hybrids.

•

Dual recourse
obligation—In aa securitization, an investor only
recourse obligation—In
has recourse
recourse to
to the
the SPV that issues
and to that
has
issues the securities
securities and
assets,which
which include
include the asset
pool and
and its cash
SPV’s assets,
asset pool
cash flows.
By contrast,
bonds are
aredual
dual recourse
recourseobligations—with
obligations—with
By
contrast, covered
covered bonds
recourse
to
the
issuing
entity
and,
upon
a
default,
recourse to the issuing entity and, upon a default, recourse
recourse to
to the
the
cover pool.

•

On balance
balance sheet—From
sheet—From the
the investor’s
investor’s perspective,
perspective, covered
covered
bonds
remain on balance
sheet, aligning
aligning the
the interests
bonds remain
balance sheet,
interests of the
the
mortgage
originator (covered
bond issuer)
issuer) more
more closely
closely with
mortgage originator
(covered bond
those
of securities
holders, which
which may
may lead
lead to
to improved
improved mortthose of
securities holders,
gage
origination practices.
gage origination
practices. This is not the
the case
case in a securitization, in
in which
which the
the fate
fate of
of the
the issuing
issuing SPV is often remote from
that
that of
of the
the issuer.
issuer.

•

•

•

High
High quality
qualityassets—Along
assets—Alongthese
these lines,
lines, the
the cover
cover pool in aa covered
bond
offering
consists
of
high
quality
assets,
to
ered bond offering consists of high quality assets, as
as opposed
opposed to
securitization, in
in which assets
assetsofofvarying
varyingquality
quality will
will comprise
a securitization,
comprise
the SPV’s
the
SPV’s assets.
assets.
Regulatory protection—Covered
protection—Covered bonds
bonds generally
generally are
are issued
issued by
depositary institutions that
that are
are regulated
regulated entities subject to supervision by
by domestic
domestic banking
banking authorities,
authorities, which
whichalso
alsoensures
ensures
that regulators
regulators would step in ififaasafety
safetyand
andsoundness
soundness issue
issue
were
to arise.
were to
arise.

Funding
covered bonds
bonds provide
provide aa
Funding alternative—For
alternative—For issuers,
issuers, covered
means of
of funding mortgage
means
mortgage originations and
and provide
provide aa security
security
that can be pledged
or
presented
in
order
to
obtain
advances
pledged
presented
order to obtain advances
from the
if the
from
the Fed window. Even if
the securitization market were to
reopen, covered
coveredbonds
bondswill
will provide
provide an
an important
important funding alterreopen,
native to public or
or private
private label
label or
or agency
agency securitizations.
securitizations.
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B. Collateralized Debt
debt
Currently, the
the FDIC’s
FDIC’s Debt
DebtGuarantee
Guarantee Program
Program covers
covers senior
senior unseunsecured debt
debt issued
issued on
on or
or after October
October 14, 2008,
2008, and
and prior to June
cured
June 30,
2009, for aa three-year
the FDIC an2009,
three-year period through 2012. Recently,
Recently, the
announced that
that it
it was
considering extending
nounced
was considering
extending the
the maturity
maturity on
on the
the guarantee
guarantee
program to include debt
debt that
that has
has a 10-year term. In
In its
itsannouncement,
announcement,
the FDIC
FDIC explained
that
the
guarantee
would
apply
to
debt that is supexplained that the guarantee would
ported by collateral
collateral provided
provided that
that the
the proceeds
proceeds from
from the
the debt
debt issuance
issuance
are used
used to
to support
support consumer
consumerlending.
lending.The
The FDIC
FDIC said
said its board would
are
propose rule
rule changes
in order
order to
to implement
implement these
Without the
propose
changes in
these measures.
measures. Without
the
information, itit would
benefit of any
any additional details
details or other information,
wouldseem
seem that
that
the FDIC
FDIC guarantee
would provide
of a
covthe
guarantee would
provide for
foraa government
government guarantee
guarantee of
a covered bond.
bond. The
The underlying
underlying assets
securing the
the debt
debt may
may not
not be
be required
required
ered
assets securing

to be
be mortgage
mortgage loans,
loans, but the concept
concept is basically the same.
same. Eligible
financial
institutions
will
be
able
to
issue
and
sell
to
investors
financial institutions will be able to issue and sell to investors securities
securities
that
are backed
backed by
by collateral
collateral and
and in
in addition
addition are
guaranteed.Although
Although it
it
that are
are guaranteed.
is not clear
clear whether
whether the
the collateral
collateral must
mustbe
bemortgage-related;
mortgage-related; however,
however,
the proceeds
proceeds must
must benefit
benefit consumer
consumer lending.
lending. This
This may
may serve
serve to
to kick
kick start
the
start
the covered
covered bond
bond market
market in
in the
the United
United States
Statesand,
and,while
whileadmittedly
admittedly only
only
the

may prove
prove an
an interesting
interesting alternative
alternative to governa temporary measure,
measure, may
government guarantees
of certain
certain mortgage
mortgage loans.
ment
guarantees of
loans.

C. TARP
tARP Purchases
and/or Sales
sales of
ofTreasury
treasury stakes
Purchases and/or
Stakes
Although direct
were initially
initially proposed
Although
direct purchases
purchases of troubled
troubled assets
assets were
proposed
and subsequently
subsequentlyruled
ruled out
out by
by Secretary
SecretaryPaulson
Paulsonininfavor
favorof
of other
other prioriprioriand
clear that
that the
the “troubled
“troubled assets”
that remain on finanties, it has
has become
become clear
assets” that
cial
are aa continuing
continuing source
source of
of concern.
concern. With
With
cial institution
institutionbalance
balance sheets
sheets are
each
new
earnings
announcement,
comes
an
announcement
of
additional
each new earnings announcement, comes an announcement of additional
write-downs
securities. A
A new
new write-down
write-down announcement
write-downs related
related to
to these
these securities.
announcement
causes aa chain reaction—counterparties
causes
reaction—counterparties become
become increasingly nervous
nervous
about the
the financial
financial health
health and
andviability
viability of the reporting institution; other
about
other
institutions that
same or
orsimilar
similar securities
securitiesin
in their
their own
own portfolios
portfolios
institutions
that hold
hold the
the same
are forced
forced to
are
to analyze
analyze whether
whether this
thisnew
newvaluation
valuationassessment
assessment has
has created
created
“market price”
the institution’s
institution’s stock
aa “market
price”for
forthe
theassets;
assets; speculation
speculation causes
causes the
stock
price
to
drop
and
become
more
volatile;
rating
agencies
now
scarred
price to drop and become more volatile; rating agencies now scarred by
by
their experiences
judgments regarding
regarding the ratings
experiences make
make conservative
conservative judgments
ratings
of the
the institution
institution is forced
the institution’s
institution’s outstanding
outstanding debt securities;
securities; the
forced
further since
since capital
capital raising
raising options
options (that
(that do
do not involve
to deleverage
deleverage further
government assistance)
assistance)are
arelimited;
limited; and
government
and on
on and
and on.
on. Recent
Recent government
government
havetacitly
tacitly acknowledged
acknowledged the
the toxicity
toxicity of
bailout announcements
announcements have
of these
these
In each
each of the
troubled assets.
assets. In
the most
most recent
recent bailout
bailout plans,
plans, Treasury
Treasury has
has
provided for
on aa segregated
segregatedor
orspecific
specificpool
poolof
of asprovided
for guarantee
guarantee or
or insurance
insurance on
as-
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sets.
As discussed
discussedin
in Part
Part II
II above,
above, under
under the
the Act,
Act, Treasury
Treasury is
is required
required to
to
sets. As
account
for
insurance
on
assets
as
it
would
for
a
direct
purchase
of
the
account for insurance on assets as it would for a direct purchase of the asassets.
Given this
this dynamic
dynamic and
and the
the need
needtotostabilize
stabilizefinancial
financial institutions,
institutions, it
it
sets. Given
would
seem
sensible
to
reconsider
actual
direct
purchases
of
troubled
aswould seem sensible to reconsider actual direct purchases of troubled assets.
Ultimately, the
from sales
of these
troubled assets,
assets,whether
sets. Ultimately,
the proceeds
proceeds from
sales of
these troubled
whether
through
or auctions
or otherwise,
aside in
in fund
fund
through repackaging
repackaging or
auctions or
otherwise, could
could be
be set
set aside
to
could be
used to
to capitalize
capitalize a
to support
support consumer
consumer lending
lendingor
orthese
these assets
assets could
be used
a
government
created bad
bad bank.
bank. In
In the
the future,
future, the
Treasury stakes
stakes in
in varivarigovernment created
the Treasury
ous
financial institutions
institutions (those
acquired through
through direct
direct capital
capital injections,
injections,
ous financial
(those acquired
either
hoc basis)
basis) could
could
either through
through the
the Capital
CapitalPurchase
Purchase Program
Program or
or on
on an
an ad
ad hoc
be
transferred to
to the
the bad
bad bank
bank or
or sold
sold with
with the
used to
to fund
fund new
new
be transferred
the proceeds
proceeds used
business
and
consumer
business and consumer loans.
loans.

d.
D. Gse
GSE Reform
Reform
The
The future of
of Fannie
Fannie Mae
Mae and
and Freddie Mac is quite uncertain.
uncertain. As discussed
in Part
Part I above,
GSEs have
have historically
historically played
cussed in
above, the GSEs
played an important
role
in facilitating
facilitating home
buying conforming
role in
home ownership
ownership by
by buying
conformingmortgage
mortgage loans
loans
from
number of
of proposals
from banks.
banks. Prior
Prior to
to the
the financial
financialcrisis,
crisis,there
there were
were aa number
proposals
to
overhaul the
the regulation
regulation of
entities. Both
Both entities
investigated
to overhaul
of these
these entities.
entities were
were investigated
for their
their accounting
accounting practices
practices and found to
to have
have engaged
engaged in improper
financial reporting and
controls. At
At
and ineffective reporting and
and disclosure controls.
various
times,
regulators
have
noted
that,
due
to
the
private/public
nature
various times, regulators have noted that, due to the private/public nature
of these
these entities, conflicts of
of interest
interest have
have arisen.
arisen. Many
Many commentators
commentators
also
have
noted
that
Fannie
and
Freddie
represented
disproportionately
also have noted that Fannie and Freddie represented aadisproportionately
large
percentage of
of the
the mortgage
mortgage market
market in
in the
the United
United States.
It was
large percentage
States. It
was rereported that Fannie
Fannie and
and Freddie
Freddiehad
hadpurchased
purchased$4.9
$4.9trillion
trillion of
of the
the mortgages
outstandingas
asof
of the
the end
endof
of 2007.
2007. Even
Even as
as housing
housingprices
pricesfell
fell in
in
gages outstanding
recent
years, the
the GSEs
GSEs continued
continued to
to increase
their purchases
of mortrecent years,
increase their
purchases of
gages.
As the
the subprime
subprime crisis
gages. As
crisis became
became more
more severe,
severe, the
the GSEs
GSEs played
played an
an
essential
part in
in the
mortgage market.
market. The
The only
only securitizations
essential part
the mortgage
securitizations that
that have
have
been
conducted in
in recent
recent months
months are
are those
thoseinvolving
involving the
However,
been conducted
the GSEs.
GSEs. However,
their continued
required capital
capital and
continued operations
operations required
and the GSEs
GSEs found themselves
thinly capitalized.
market
selves thinly
capitalized. Their
Theirstocks
stocks were
were subjected
subjected to
to the
the same
same market
volatility
volatilitythat
thataffected
affected the
the stocks
stocks of other financial institutions.
As discussed
in Part
Part II above,
discussed in
above, in July
July 2008,
2008, HERA
HERA created
created aa new
new
single
HERA also
single regulator
regulator for
for the
the GSEs,
GSEs, the FHFA. HERA
also made
made aa number of
other
significant changes
to the
the housing
housing finance
financesystem,
system,including
including giving
giving
other significant
changes to
Treasury
authority to
obligations and
of the
GSEs. In
In
Treasury authority
to purchase
purchase obligations
and securities
securities of
the GSEs.
September
2008, the
FHFA was
conservator, and
senior
September 2008,
the FHFA
was appointed
appointed as
as the
the conservator,
and senior
management
is replaced
replaced at
at each
each of
of Fannie
Fannie Mae
Mae and
and Freddie
Freddie Mac.
Mac. When
When
management is
the
conservatorship was
plan was
back
the conservatorship
was announced,
announced, aa plan
was announced
announced to
to scale
scale back
the
size of
of the
the two
two GSEs
GSEs beginning
beginning in
in 2010.
2010. The
The delayed
delayedstart
startof
ofthis
thisrollrollthe size
back
intended to permit the
back was intended
the GSEs
GSEs to
to support
support the
the mortgage
mortgage market
market
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through
through this
this period
period of
of dislocation.
dislocation.Also
AlsoininSeptember
September 2008,
2008, Treasury
Treasury anannounced
a
program
to
purchase
mortgage-backed
securities
of the
nounced a program to purchase mortgage-backed securities of
the GSEs
GSEs
in the open market in order to stabilize trading. This was followed by a

direct injection of
of capital
capital into
into the
the GSEs
GSEs in
in November
November 2008. Most recently, in
program to
to
cently,
in December
December 2008,
2008, the
the Federal
Federal Reserve
Reserve announced
announced aa program
purchase
GSE
securities
in
the
open
market
in
order
to
promote
liquidpurchase GSE securities in the open market in order to promote liquidity. Additional
Additional government
government intervention
intervention and
and support
support for
for the
the GSEs
GSEs may
be
required
before
we
see
the
end
of
this
financial
crisis.
Looking
be required before we see the end of this financial crisis. Looking to
to the
the

GSEs will
will remain private/public entifuture, it is
is not
not clear
clear whether the GSEs
(with all
will have
ties (with
all of
ofthe
the conflicts
conflictsthat
that entails)
entails) nor
nor that
that the
the GSEs
GSEs will
have an
essential role
role to
to play
play in
in the
market.
essential
the postcrisis
postcrisis mortgage
mortgage market.

PARt
Part v:
V:ConCLUsIon
Conclusion
By the
in print,
print, the
will be
By
the time
time this
this article
article appears
appears in
the President-elect
President-elect will
be the
the
President, there
there will
will be
many other
President,
be aa new
new Secretary
Secretary of
of the
the Treasury,
Treasury, and
and many
other
financial policy
policy positions
positions will
willhave
have been
been filled.
filled. The
The policy
policymakers
makers come
come
to
their
new
positions
at
a
time
of
urgent
priorities.
The
United
to their new positions at a time of urgent priorities. The United States
States is
is
neither at the beginning nor the end
end of the financial crisis.
crisis. The housing
housing
markets,
the capital
capital markets,
markets, and
and corporate
corporate America
America are
in decline.
decline. There
There
markets, the
are in
has been
been aawidespread
widespreadloss
lossof
of confidence
confidence in
in the
the financial
financial sector,
the ememhas
sector, the
ployment outlook
to decline.
ployment
outlook isisbleak,
bleak, and
and consumer
consumer spending
spending continues
continues to
decline.
The problems in the
the financial
financial and
and housing
housing markets
markets actually
actually developed
developed
over
a
long
period
of
time
and,
unfortunately,
can
be
expected
over a long period of time and, unfortunately, can be expected to
to take
take aa
long period of
time
to
resolve.
Already
discussion
has
turned
from
staof time to resolve. Already discussion has
stabilization
measures
to
stimulus
proposals.
This
may
be
precipitous,
parbilization measures to stimulus proposals. This may be precipitous, particularly when
measures taken
taken to
to date
ticularly
whenas
asdiscussed
discussed above,
above, the
the emergency
emergency measures
date
have not
not address
addressthe
thefinancing
financingof
of mortgage
mortgage loan
loan originations
originations and
housing
have
and housing
more broadly.
broadly. Effective
Effective regulatory
regulatory reform
reform relating to housing
housing fifinance more
nance
will
be
necessary
to
restarting
lending.
Moreover,
it
will
nance will be necessary to restarting lending. Moreover, it willbe
beessenessential
to
providing
a
viable
alternative
to
the
broken
securitization
tial to providing a viable alternative to the broken securitization model.
model.
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Treasury Releases
Releases Capital
Purchase
Program Term
Term (Jan.
(Jan.14,
14,2009),
2009), available
available at
at http://www.treas.gov/press/releases/
http://www.treas.gov/press/releases/
Purchase Program
hp1354.htm.
hp1354.htm.

56.
56. See
See U.S.
U.S. Department
Department of
ofthe
theTreasury,
Treasury, TARP
TARPCapital
CapitalPurchase
Purchase Program
Program
(Subchapter
Corporation) Term
Term Sheet
Sheet(“S-Corp
(“S-Corp Term
Term Sheet”),
Sheet”), available
available at
athttp://www.
http://www.
(Subchapter SS Corporation)
treas.gov/initiatives/eesa/docs/scorp-term-sheet.pdf.
treas.gov/initiatives/eesa/docs/scorp-term-sheet.pdf.

57.
57. See
See U.S.
U.S. Department
Department of
ofthe
theTreasury,
Treasury, TARP
TARPCapital
CapitalPurchase
Purchase Program
Program
(Subchapter
Corporation) Term
Term Sheet
Sheet(“S-Corp
(“S-Corp Term
Term Sheet”),
Sheet”), available
available at
athttp://www.
http://www.
(Subchapter SS Corporation)
treas.gov/initiatives/eesa/docs/scorp-term-sheet.pdf.
treas.gov/initiatives/eesa/docs/scorp-term-sheet.pdf.

58.
58. See
See U.S.
U.S. Department
Department of
ofthe
theTreasury,
Treasury, TARP
TARPCapital
CapitalPurchase
Purchase Program
Program
(Subchapter
Corporation) Term
Term Sheet
Sheet(“S-Corp
(“S-Corp Term
Term Sheet”),
Sheet”), available
available at
athttp://www.
http://www.
(Subchapter SS Corporation)
treas.gov/initiatives/eesa/docs/scorp-term-sheet.pdf.
treas.gov/initiatives/eesa/docs/scorp-term-sheet.pdf.

59.
decedents’
59. Eligible
Eligibleshareholders
shareholdersofofS-Corps
S-Corpsinclude
includeindividuals,
individuals,
decedents’estates,
estates,estates
estates
of individuals
individuals ininbankruptcy,
bankruptcy,certain
certaintrusts
trustsand
and tax-exempt
tax-exempt organizations.
organizations. In
In general,
general, aa
government
will not
government will
not qualify
qualifyas
as an
an eligible
eligibleS-Corp
S-Corpshareholder.
shareholder.

60. See
SeeU.S.
U.S.Department
Department ofofthe
theTreasury,
Treasury, TARP
TARPCapital
CapitalPurchase
Purchase Program
Program Term
Term
Sheet,
available at
at http://www.ustreas.gov/press/releases/reports/document5hp1207.pdf;
http://www.ustreas.gov/press/releases/reports/document5hp1207.pdf;
Sheet, available
U.S.
Program (Non-Public
(Non-Public QFIs,
U.S. Department of the
the Treasury,
Treasury, TARP Capital Purchase
Purchase Program
excluding
Corps and
and Mutual
Mutual Organizations)
available at
athttp://www.ustreas.
http://www.ustreas.
excludingSS Corps
Organizations)Term
Term Sheet,
Sheet, available
gov/press/releases/reports/term%20sheet%20%20private%20c%20corporations.pdf.
gov/press/releases/reports/term%20sheet%20%20private%20c%20corporations.pdf.
61. See
SeeU.S.
U.S.Department
Department ofofthe
theTreasury,
Treasury, TARP
TARPCapital
CapitalPurchase
Purchase Program
Program Term
Term
Sheet,
available at
at http://www.ustreas.gov/press/releases/reports/document5hp1207.pdf;
http://www.ustreas.gov/press/releases/reports/document5hp1207.pdf;
Sheet, available
U.S.
Program (Non-Public
(Non-Public QFIs,
U.S. Department of the
the Treasury,
Treasury, TARP Capital Purchase
Purchase Program
excluding
Corps and
and Mutual
Mutual Organizations)
available at
athttp://www.ustreas.
http://www.ustreas.
excludingSS Corps
Organizations)Term
Term Sheet,
Sheet, available
gov/press/releases/reports/term%20sheet%20%20private%20c%20corporations.pdf.
gov/press/releases/reports/term%20sheet%20%20private%20c%20corporations.pdf.

62. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 109.
109.
63. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 109.
109.
64. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 109.
109.
65. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 109(c).
66. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 109(c).
67. See
Morrison
Bulletin “Bailout
See Morrison&&Foerster
Foerster LLP’s News Bulletin
“Bailout Bill
BillTax
Tax Provisions:
Provisions: An
Executive Summary” at http://www.mofo.com/news/updates/files/14546.html.
68. See
Seee.g.
e.g. Pub.
Pub. L.
L. No.
No. 110-343,
110-343, § 302.

69. Pub.
Pub.L.
L.No.
No.110-343,
110-343, § 301(f).
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70.
70. See
See Morrison
Morrison &&Foerster
Foerster LLP’s
LLP’s News
News Bulletin “Economic
“Economic Stabilization
Stabilization Act:
Employee Benefits
Employee
Benefits and
and Executive
Executive Compensation”
Compensation” atathttp://www.mofo.com/news/
http://www.mofo.com/news/
updates/files/14549.html.
updates/files/14549.html.
71.
71. For
For purposes
purposes of these
these rules
rules aa “senior
“senior executive
executive officer” is
is defined
defined as
as an
an
individual
individualwho
whoisisone
one of
ofthe
the top
top five
fivehighest-paid
highest-paidexecutives
executives of
of aa public
public company
company whose
whose
compensation
is required
required to
to be
under the
the Exchange
Exchange Act,
Act, as
as well
well as
nonpublic
compensation is
be disclosed
disclosed under
as nonpublic
company
counterparts. Pub.
Pub.L.
L. No.
No. 110-343, § 111(b)(3).
company executive counterparts.
72. Pub.
Pub.L.
L.No.
No.110-343,
110-343, § 111(b)(1)(B).
73.
will
73. Pub.
Pub. L.
L. No.
No.110-343,
110-343, §§ 111(c).
111(c). ItIt isis not
not clear
clear how
how “golden
“golden parachute”
parachute” will
be
be defined
defined for purposes
purposes of this
this provision,
provision, but
butthat
thatquestion
questionmay
maybe
beanswered
answered under
under
regulations that Treasury
Treasury isis directed
directedto
to issue
issuewithin
within two
two months
months following
following enactment
enactment of
the
Act. The
The provision
provision described
the Act.
described in
in this
this paragraph
paragraph expires
expires on
on December
December 31,
31, 2009,
2009, unless
unless
extended
by certification
certification by
extended by
by Treasury
Treasury to
to Congress.
Congress.
74. For
Forpurposes
purposes of
of this
thisrule,
rule,aa“covered
“coveredexecutive”
executive” includes
includes the
the chief
chief executive
executive
officer,
officer, the
the chief
chief financial
financialofficer,
officer,and
andthe
theother
otherthree
three most
most highly
highlycompensated
compensated executive
executive
officers for
for the
the taxable
taxable year.
year. Any individual
individualwho
whoisisconsidered
considered aa covered
covered executive
executive for
any
year retains
retains that
that status
status for
for all
all succeeding
years. Pub.
Pub.L.
L. No.
No. 110-343,
110-343, §
§ 302(a).
302(a).
any year
succeeding years.
75. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 302(a).
302(a).
76. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 302(a).
302(a).
77. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 302(b).
78. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 302(b).
79. Pub.
Pub.L.
L.No.
No.110-343,
110-343, §§ 302(b).
80. See
SeeInternal
InternalRevenue
Revenue Service,
Service, Guidance
Guidance for
for Sections
Sections 162(m)(5) and
and 280G(e)
280G(e)
of the
Code, Nov.
Nov. 3,
3, 2008,
2008, http://www.irs.gov/irb/2008-44_IRB/ar08.
http://www.irs.gov/irb/2008-44_IRB/ar08.
the Internal
Internal Revenue
Revenue Code,
html.
81. See
SeeInternal
InternalRevenue
Revenue Service,
Service, Guidance
Guidance for
for Sections
Sections 162(m)(5) and
and 280G(e)
280G(e)
of the
Code, Nov.
Nov. 3,
3, 2008,
2008, http://www.irs.gov/irb/2008-44_IRB/ar08.
http://www.irs.gov/irb/2008-44_IRB/ar08.
the Internal
Internal Revenue
Revenue Code,
html.
82.
A1.
82. Blanton,
Blanton,Money
Moneymarket
marketfunds
fundsbattered,
battered,Boston
BostonGlobe,
Globe,Sept.
Sept. 18,
18, 2008,
2008, at
at A1.
83.
U.S.
Department
of
the
Treasury,
Press
Release:
Treasury
Announces
Guaranty
83. U.S. Department of the Treasury, Press Release: Treasury Announces Guaranty
Program
Program for Money
Money Market
MarketFunds,
Funds,Sept.
Sept.19,
19,2008,
2008,http://www.treasury.gov/press/
http://www.treasury.gov/press/
releases/hp1147.htm.
releases/hp1147.htm.
84.
Announces Guaranty
84. U.S.
U.S.Department
Departmentofofthe
theTreasury,
Treasury,Press
PressRelease:
Release: Treasury
Treasury Announces
Guaranty
Program
http://www.ustreas.gov/press/
Program for Money
Money Market
MarketFunds,
Funds,Sept.
Sept.29,
29,2008,
2008,
http://www.ustreas.gov/press/
releases/hp1161.htm.
releases/hp1161.htm.
85. Board
Federal
BoardofofGovernors
Governorsofofthethe
FederalReserve
ReserveSystem,
System,Press
PressRelease—Federal
Release—Federal
Reserve
and other
other central
to address
liquidity
Reserve and
central banks
banks announce
announce specific
specific measures
measures to
address liquidity
pressures
in funding
funding markets,
markets, Mar.
Mar. 11,
11, 2008,
2008, http://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
pressures in
press/monetary/20080311a.htm.
press/monetary/20080311a.htm.
86. Board
Federal
BoardofofGovernors
Governorsofofthethe
FederalReserve
ReserveSystem,
System,Press
PressRelease—Federal
Release—Federal
Reserve,
European Central
Central Bank,
Bank, and
and Swiss
Reserve, European
Swiss National Bank
Bank announce
announce an
an expansion
expansion
of liquidity
liquiditymeasures,
measures,May
May2,2,2008,
2008,http://www.federalreserve.gov/newsevents/press/
http://www.federalreserve.gov/newsevents/press/
monetary/20080502a.htm.
monetary/20080502a.htm.
87. Board
Federal
BoardofofGovernors
Governorsofofthethe
FederalReserve
ReserveSystem,
System,Press
PressRelease—Federal
Release—Federal
Reserve
announcessteps
stepstotoenhance
enhancethe
theeffectiveness
effectiveness
existingliquidity
liquidity facilities,
facilities,
Reserve announces
ofofitsitsexisting
July 30,
30, 2008,
2008, http://www.federalreserve.gov/newsevents/press/monetary/20080730a.
http://www.federalreserve.gov/newsevents/press/monetary/20080730a.
htm.
88. Board
Federal
BoardofofGovernors
Governorsofofthethe
FederalReserve
ReserveSystem,
System,Press
PressRelease—Federal
Release—Federal
Reserve
announcestwo
twoinitiatives
initiatives designed
designedtoto bolster
bolster market
market liquidity
liquidity and
Reserve announces
and promote
promote
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orderly market
market functioning,
functioning,Mar.
Mar.16,
16,2008,
2008,http://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/monetary/20080316a.htm.
press/monetary/20080316a.htm.

89. Board
Federal
BoardofofGovernors
Governorsofofthethe
FederalReserve
ReserveSystem,
System,Press
PressRelease—Federal
Release—Federal
Reserve
announcestwo
twoinitiatives
initiatives designed
designedtoto bolster
bolster market
market liquidity
liquidity and
Reserve announces
and promote
promote
orderly market
market functioning,
functioning,Mar.
Mar.16,
16,2008,
2008,http://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/monetary/20080316a.htm.
press/monetary/20080316a.htm.

90. Board
BoardofofGovernors
GovernorsofofthetheFederal
FederalReserve
ReserveSystem,
System,Press
PressRelease—Board
Release—Board
grants
Federal Reserve
Reserve Bank
Bank of
of New
New York
York the
the authority
authority to
Mae and
and Freddie
grants Federal
to lend
lend to
to Fannie
Fannie Mae
Freddie
Mac
lending prove
July13,
13,2008,
2008,http://www.federalreserve.gov/
http://www.federalreserve.gov/
Mac should
should such
such lending
prove necessary,
necessary, July
newsevents/press/other/20080713a.htm.
newsevents/press/other/20080713a.htm.

91. Board
Federal
BoardofofGovernors
Governorsofofthethe
FederalReserve
ReserveSystem,
System,Press
PressRelease—Federal
Release—Federal
Reserve
Board announces
announcesseveral
severalinitiatives
initiativestotoprovide
provide additional
additional support
support to financial
Reserve Board
markets,
including enhancements
itsexisting
existingliquidity
liquidity facilities,
facilities, Sept.
markets, including
enhancements totoits
Sept. 14,
14, 2008, http://
www.federalreserve.gov/newsevents/press/monetary/20080914a.htm.
www.federalreserve.gov/newsevents/press/monetary/20080914a.htm.
92. Board
Federal
BoardofofGovernors
Governorsofofthethe
FederalReserve
ReserveSystem,
System,Press
PressRelease—Federal
Release—Federal
Reserve
Board announces
announcesseveral
severalinitiatives
initiativestotoprovide
provide additional
additional support
support to financial
Reserve Board
markets,
including enhancements
itsexisting
existingliquidity
liquidity facilities,
facilities, Sept.
2008, http://
http://
markets, including
enhancements totoits
Sept. 14,
14, 2008,
www.federalreserve.gov/newsevents/press/monetary/20080914a.htm.
www.federalreserve.gov/newsevents/press/monetary/20080914a.htm.

93. Board
BoardofofGovernors
GovernorsofofthetheFederal
FederalReserve
ReserveSystem,
System,Transactions
Transactions Between
Between
Member
and Their
Their Affiliates,
Affiliates, Sept.
14, 2008,
2008, available
availableat
athttp://www.federalreserve.
http://www.federalreserve.
Member Banks
Banks and
Sept. 14,
gov/newsevents/press/monetary/monetary20080914a1.pdf.
gov/newsevents/press/monetary/monetary20080914a1.pdf.

94. Board
BoardofofGovernors
GovernorsofofthetheFederal
FederalReserve
ReserveSystem,
System,Transactions
Transactions Between
Between
Member
and Their
Their Affiliates,
Affiliates, Sept.
14, 2008,
2008, available
availableat
athttp://www.federalreserve.
http://www.federalreserve.
Member Banks
Banks and
Sept. 14,
gov/newsevents/press/monetary/monetary20080914a1.pdf,
4.
gov/newsevents/press/monetary/monetary20080914a1.pdf, at
at 4.

95. Board
BoardofofGovernors
GovernorsofofthetheFederal
FederalReserve
ReserveSystem,
System,Press
PressRelease—Board
Release—Board
announces
creationof
of the
the Commercial
Commercial Paper
PaperFunding
FundingFacility
Facility (CPFF)
(CPFF) to help provide
announces creation
liquidity
liquidity to
to term
term funding
funding markets,
markets, Oct.
Oct. 7,
7, 2008, http://www.federalreserve.gov/
http://www.federalreserve.gov/
newsevents/press/monetary/20081007c.htm.
newsevents/press/monetary/20081007c.htm.
96.
additional
96. Board
BoardofofGovernors
Governorsofofthe
theFederal
FederalReserve
Reserve System,
System, Board
Board announces
announces additional
details regarding the
the Commercial
Commercial Paper
Paper Funding
Funding Facility
Facility (CPFF), Oct. 14, 2008, http://
www.federalreserve.gov/newsevents/press/monetary/20081014b.htm.
www.federalreserve.gov/newsevents/press/monetary/20081014b.htm.

97.
Bank of New
97. Federal
Federal Reserve
Reserve Bank
New York,
York, Commercial
Commercial Paper
Paper Funding
Funding Facility:
Facility:
Program
Terms and
and Conditions,
Conditions, Oct. 14,
Program Terms
14, 2008,
2008, http://www.newyorkfed.org/markets/
http://www.newyorkfed.org/markets/
CPFF_Terms_Conditions.html.
CPFF_Terms_Conditions.html.

98.
Bank of New
98. Federal
Federal Reserve
Reserve Bank
New York,
York, Commercial
Commercial Paper
Paper Funding
Funding Facility:
Facility:
Program
Terms and
and Conditions,
Conditions, Oct. 14,
Program Terms
14, 2008,
2008, http://www.newyorkfed.org/markets/
http://www.newyorkfed.org/markets/
CPFF_Terms_Conditions.html.
CPFF_Terms_Conditions.html.
99. See
Deposit Insurance
Insurance Corporation,
Corporation, FDIC
FDIC Announces
SeePress
Press Release,
Release, Federal
Federal Deposit
Announces
Plan to Free
Free Up
Up Bank
Bank Liquidity
Liquidity (Oct.
(Oct. 14,
14, 2008),
2008), available
available at http://www.fdic.gov/news/
news/press/2008/pr08100.html.
news/press/2008/pr08100.html.
100.
PressRelease,
Release,Federal
FederalDeposit
DepositInsurance
InsuranceCorporation,
Corporation, Statement
Statement by
by Federal
100. See
See Press
Federal
Deposit
Insurance
Deposit
Insurance Corporation
Corporation Chairman
Chairman Sheila
Sheila Bair;
Bair;U.S.
U.S.Treasury,
Treasury, Federal
Federal Reserve,
Reserve,
FDIC Joint
Joint Press
Press Conference,
Conference, Oct. 14, 2008,
2008, available
available at
at http://www.fdic.gov/news/
http://www.fdic.gov/news/
news/press/2008/pr08100a.html.
news/press/2008/pr08100a.html.

101.
See Press
Press Release,
Release,Federal
FederalDeposit
DepositInsurance
InsuranceCorporation,
Corporation, FDIC
FDIC Announces
101. See
Announces
Plan to Free
Free Up
Up Bank
Bank Liquidity
Liquidity (Oct.
(Oct. 14,
14, 2008),
2008), available
available at http://www.fdic.gov/news/
news/press/2008/pr08100.html.
news/press/2008/pr08100.html.
102.
Temporary Liquidity
Liquidity Guarantee
102. See
See Temporary
Guarantee Program,12
Program,12 C.F.R.
C.F.R. § 370 (2008), available
available
at http://www.fdic.gov/news/board/08BODtlgp.pdf.
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103. See
PressRelease,
Release,Federal
FederalDeposit
DepositInsurance
InsuranceCorporation,
Corporation,FDIC
FDIC Issues
Issues Interim
Interim
103.
See Press
Rule to
Implement the
Temporary Liquidity
Liquidity Guarantee
Rule
to Implement
the Temporary
GuaranteeProgram,
Program, Oct.
Oct. 23,
23, 2008,
2008, available
available
at
http://www.fdic.gov/news/news/press/2008/pr08105.html.
at http://www.fdic.gov/news/news/press/2008/pr08105.html.
104.
PressRelease,
Release,Federal
FederalDeposit
DepositInsurance
InsuranceCorporation,
Corporation,FDIC
FDIC Issues
Issues Interim
Interim
104. See
See Press
Rule
Implement the
Temporary Liquidity
Liquidity Guarantee
Rule to
to Implement
the Temporary
GuaranteeProgram,
Program, Oct.
Oct. 23,
23, 2008,
2008, available
available
at
http://www.fdic.gov/news/news/press/2008/pr08105.html.
at http://www.fdic.gov/news/news/press/2008/pr08105.html.
105.
PressRelease,
Release,Federal
FederalDeposit
DepositInsurance
InsuranceCorporation,
Corporation,FDIC
FDIC Issues
Issues Interim
Interim
105. See
See Press
Rule
Implement the
Temporary Liquidity
Liquidity Guarantee
Rule to
to Implement
the Temporary
GuaranteeProgram,
Program, Oct.
Oct. 23,
23, 2008,
2008, available
available
at
http://www.fdic.gov/news/news/press/2008/pr08105.html.
at http://www.fdic.gov/news/news/press/2008/pr08105.html.

106.
Temporary Liquidity
Liquidity Guarantee
370.3(a) (2008).
(2008).
106. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.3(a)

107.
Temporary Liquidity
Liquidity Guarantee
C.F.R. §§ 370.5(h)(2).
370.5(h)(2).
107. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.

108.
SeeAppendix
Appendix A:
A: 12
12 C.F.R.
C.F.R. 325,
325, “Statement
“Statement of
of Policy
Policy on
on Risk-Based
Risk-Based Capital.”
Capital.”
108. See
109.
See
Temporary
Liquidity
Guarantee
Program,
12
C.F.R.
§
370
(2008).
109. See Temporary Liquidity Guarantee Program, 12 C.F.R. § 370 (2008).
110.
Temporary Liquidity
Liquidity Guarantee
64179, Oct.
Oct. 29,
2008.
110. See
See Temporary
Guarantee Program,
Program, 73
73 Fed
Fed Reg.
Reg. 64179,
29, 2008.

111.
See Temporary
TemporaryLiquidity
Liquidity Guarantee
Program, 73
73 Fed
Fed Reg.
Reg. 64179,
64179, Oct. 29,
111. See
Guarantee Program,
29,
2008;
Liquidity Guarantee
2008; Temporary Liquidity
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370 (2008).
112.
Temporary Liquidity
Liquidity Guarantee
370.6 (2008).
(2008).
112. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.6

113.
SeeTemporary
TemporaryLiquidity
Liquidity Guarantee
Program, 12
12 C.F.R.
C.F.R.§§370.5(h)(1)(i)
370.5(h)(1)(i) to
to (ii).
(ii).
113. See
Guarantee Program,
114.
See
Temporary
Liquidity
Guarantee
Program
Frequently
Asked
Questions
(last
114. See Temporary Liquidity Guarantee Program Frequently Asked Questions (last
updated
Jan. 12,
12, 2009), p.
updated Jan.
p. 2,2,available
availableatathttp://www.fdic.gov/regulations/resources/
http://www.fdic.gov/regulations/resources/
TLGP/faq.html.
115.
branches of
of foreign
foreign banks
that are
are insured
insured by
by the
theFDIC
FDIC are
areeligible
eligible
115. However,
However, U.S.
U.S. branches
banks that
for the
Temporary Liquidity
Liquidity Guarantee
the Transaction
Transaction Account
Account Guarantee
Guarantee Program. See
See Temporary
Guarantee
Program
12, 2009),
2009), p.3,
Program Frequently
Frequently Asked
Asked Questions
Questions (last
(last updated
updated January
January 12,
p.3, available
available at
at
http://www.fdic.gov/regulations/resources/TLGP/faq.html.

116. See
See 12
12 C.F.R.
C.F.R. §§ 370.3(d); Temporary
Temporary Liquidity
Liquidity Guarantee
Guarantee Program,
Program, 73
73 Fed.
Fed.
Reg.
64179, 64181
64181 (Oct
(Oct 29,
29, 2008).
2008).
Reg. 64179,
117.
Temporary Liquidity
Liquidity Guarantee
12 C.F.R.
C.F.R. §§ 370.3(b)(1)
370.3(b)(1) (2008).
(2008).
117. See
See Temporary
Guarantee Program,
Program, 12
118.
Temporary Liquidity
Liquidity Guarantee
C.F.R. §§ 370.3(b)(1).
370.3(b)(1).
118. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.

119.
See Statement
Statementof
of Richard
Richard Brown, Chief
119. See
Chief Economist,
Economist, Federal
Federal Deposit
Deposit Insurance
Insurance
Corporation,
Briefing on
Liquidity Guarantee
Corporation, Technical
Technical Briefing
on the
the Temporary
Temporary Liquidity
Guarantee Program,(October
Program,(October
14,
2008), available
available at
athttp://www.fdic.gov/regulations/resources/TLGP/101408_am.html.
http://www.fdic.gov/regulations/resources/TLGP/101408_am.html.
14, 2008),

120. See
SeeTemporary
TemporaryLiquidity
Liquidity Guarantee
Program,12
12C.F.R.
C.F.R.§§370.2(f)(1)(i)
370.2(f)(1)(i) to
to (ii)
(ii)
Guarantee Program,
(2008).
121.
Temporary Liquidity
Liquidity Guarantee
Program, 12
12 C.F.R.
C.F.R. §§370.2(e)(1)(ii)
370.2(e)(1)(ii) (2008).
(2008).
121. See
See Temporary
Guarantee Program,
122.
See
Temporary
Liquidity
Guarantee
Program,
73
Fed.
Reg.
72244,
72260
122. See Temporary Liquidity Guarantee Program, 73 Fed. Reg. 72244, 72260 (Nov.
(Nov.
26,
26, 2008).
123.
Temporary Liquidity
Liquidity Guarantee
370.2(e)(3).
123. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.2(e)(3).
124. See
SeeTemporary
TemporaryLiquidity
Liquidity Guarantee
Program, 12
12 C.F.R.
C.F.R.§§370.2(e)(1)(i)(A)
370.2(e)(1)(i)(A) to
Guarantee Program,
(D) (2008).
125.
Temporary Liquidity
Liquidity Guarantee
370.2(e)(2).
125. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.2(e)(2).
126.
See
Temporary
Liquidity
Guarantee
Program,
12
C.F.R.
§
370.2(e)(3).
126. See Temporary Liquidity Guarantee Program, 12 C.F.R. § 370.2(e)(3).
127.
The
term
“foreign
bank”
does
not
include
a
foreign
central
or other
other similar
similar
127. The term “foreign bank” does not include a foreign central bank
bank or
foreign
foreign government
government entity
entity that
that performs
performs central
central bank
bank functions
functions or
or aa quasi-governmental
quasi-governmental
international
financial institution such
the IMF
IMF or
international financial
such as
as the
or the
the World
WorldBank.
Bank.References
References to
debt owed
owed to
to an
an insured
insured depository
depository institution,
institution, an
an insured
insured credit
credit union,
union, or foreign bank
mean
owed to
to the
the institution
institution solely
mean owed
solely ininits
itsown
owncapacity
capacityand
andnot
notas
asagent.
agent. See
See Temporary
Temporary
Liquidity
LiquidityGuarantee
GuaranteeProgram,
Program, 73
73 Fed.
Fed. Reg.
Reg. 72254,
72254, 72260
72260 (Nov.
(Nov. 26, 2008).
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128.
Temporary Liquidity
Liquidity Guarantee
370.2(e)(5) (2008).
(2008).
128. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.2(e)(5)

129.
This recognizes
that certain
certain instruments
instruments have
have stated
statedmaturities
maturitiesof
of “one
“one month”
month”
129. This
recognizes that
but
term of
of weekends,
but have
have aa term
of up
up to
to 35
35days
days because
because of
weekends, holidays,
holidays, and
and calendar
calendar issues.
issues.

130.
The FDIC’s
FDIC’s updated
Frequently Asked
Asked Questions
Questions clarifies
clarifies that
that retail debt
130. The
updated Frequently
debt
securities
are those
those debt
debtinstruments
instruments the
themarketing
marketing of
of which
which is
to retail
retail investors,
investors,
securities are
is targeted
targeted to
typically
with
small
denominations.
It
does
not
include
debt
securities
purchased
typically with small denominations. It does not include debt securities purchased in the
the

secondary
market by
by retail
retail investors
investors ifif the initial
secondary market
initial marketing
marketing was
was targeted
targeted to nonretail
nonretail
investors.
investors.

131.
Temporary Liquidity
Liquidity Guarantee
370.3(e)(1) (2008).
(2008).
131. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.3(e)(1)
132.
Temporary Liquidity
Liquidity Guarantee
370.3(e)(1) (2008).
(2008).
132. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.3(e)(1)
133.
Temporary Liquidity
Liquidity Guarantee
12 C.F.R.
C.F.R. §§
§§ 370.3(e)(1),
370.3(e)(1), 370.6(f)
370.6(f)
133. See
See Temporary
Guarantee Program,
Program, 12
(2008).
134.
Temporary Liquidity
Liquidity Guarantee
370.3(g).
134. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.3(g).

135.
Temporary Liquidity
Liquidity Guarantee
135. See
See Temporary
Guarantee Program
Program Frequently
Frequently Asked
Asked Questions
Questions (last
updated
Jan. 12, 2009),
updated Jan.
2009), p.22,
p.22, available
available atathttp://www.fdic.gov/regulations/resources/
http://www.fdic.gov/regulations/resources/
TLGP/faq.html.
136. See
See Master
Master Agreement
Agreement for
for Temporary
Temporary Liquidity
Liquidity Guarantee
Guarantee Program,
Program, Section
Section
4.03,
available at
at http://www.fdic.gov/regulations/resources/TLGP/master.pdf.
http://www.fdic.gov/regulations/resources/TLGP/master.pdf.
4.03, available

137. See
See Master
Master Agreement
Agreement for
for Temporary
Temporary Liquidity
Liquidity Guarantee
Guarantee Program,
Program, Section
Section
4.03,
at http://www.fdic.gov/regulations/resources/TLGP/master.pdf,
http://www.fdic.gov/regulations/resources/TLGP/master.pdf, at
4.03, available
available at
at Terms
Terms
Annex A.
138. See
See Master
Master Agreement
Agreement for
for Temporary
Temporary Liquidity
Liquidity Guarantee
Guarantee Program,
Program, Section
Section
4.03,
at http://www.fdic.gov/regulations/resources/TLGP/master.pdf,
http://www.fdic.gov/regulations/resources/TLGP/master.pdf, at
4.03, available
available at
at Terms
Terms
Annex A.

139. See
SeeTemporary
TemporaryLiquidity
Liquidity Guarantee
Program, 12
12 C.F.R.
C.F.R.§§ 370.6(b)(1)
370.6(b)(1) to
to (2)
Guarantee Program,
(2008).
140.
Temporary Liquidity
Liquidity Guarantee
C.F.R. §§ 370.5(h)(2)
370.5(h)(2) to (3).
140. See
See Temporary
Guarantee Program,
Program, 12 C.F.R.
141.
Temporary Liquidity
Liquidity Guarantee
C.F.R. §§ 370.5(h)(2)
370.5(h)(2) to (3).
141. See
See Temporary
Guarantee Program,
Program, 12 C.F.R.
142.
Temporary Liquidity
Liquidity Guarantee
C.F.R. §§ 370.5(h)(2)
370.5(h)(2) to (3).
142. See
See Temporary
Guarantee Program,
Program, 12 C.F.R.
143.
143. A
A “noninterest-bearing
“noninterest-bearingtransaction
transactionaccount”
account”isisdefined
definedas
as aa transaction
transaction account,
account,
such
as aa corporate
corporate checking
checking account,
account,that
thatallows
allows for
for an
an unlimited
unlimited number of
such as
of deposits
deposits
and
Liquidity Guarantee
and withdrawals at any time.
time. See
See Temporary
Temporary Liquidity
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R.
§
370.4(a).
§ 370.4(a).

144. See
See Press
PressRelease,
Release,Federal
FederalDeposit
DepositInsurance
InsuranceCorporation,
Corporation,FDIC
FDIC Board
Board of
Directors Approves TLGP
TLGP Final Rule (Nov. 21, 2008), available
available at
at http://www.fdic.gov/
http://www.fdic.gov/
news/news/press/2008/pr08122.html.
news/news/press/2008/pr08122.html.

145. See
SeeTechnical
TechnicalBriefing
Briefing on
on the
the Temporary
Temporary Liquidity
Liquidity Guarantee
Guarantee Program,
Program, PM
Session
Session (October
(October 14,
14, 2008),
2008), available
availableatathttp://www.fdic.gov/regulations/resources/
http://www.fdic.gov/regulations/resources/

TLGP/101408_pm.html.

146. See
See Press
PressRelease,
Release,Federal
FederalDeposit
DepositInsurance
InsuranceCorporation,
Corporation,FDIC
FDIC Board
Board of
Directors Approves
Approves TLGP
TLGP Final Rule, Nov. 21, 2008, available
available at
at http://www.fdic.gov/
http://www.fdic.gov/
news/news/press/2008/pr08122.html.
news/news/press/2008/pr08122.html.
147.
Temporary Liquidity
Liquidity Guarantee
147. See
See Temporary
Guarantee Program,
Program, 73
73 Fed.
Fed. Reg.
Reg. 72244,
72244, 72257
72257 (Nov.
(Nov.
26,
26, 2008).
148.
Temporary Liquidity
Liquidity Guarantee
370.8 (2008).
(2008).
148. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.8
149. See
See 12
12U.S.C.A.
U.S.C.A.§§1823(c)(4)(G)(ii)
1823(c)(4)(G)(ii) (2008).
150. See
See 12
12U.S.C.A.
U.S.C.A.§§1823(c)(4)(G)(ii)
1823(c)(4)(G)(ii) (2008).
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151. See
Temporary Liquidity
Liquidity Guarantee
151.
See Temporary
Guarantee Program,
Program, 73
73 Fed.
Fed. Reg.
Reg. 72244,
72244, 72251
72251 (Nov.
(Nov.
26,
26, 2008).

152.
Temporary Liquidity
Liquidity Guarantee
C.F.R. §§ 370.6(c)(3)
370.6(c)(3) (2008).
152. See
See Temporary
Guarantee Program,
Program, 12 C.F.R.

153. See
See Press
PressRelease,
Release,Federal
FederalDeposit
DepositInsurance
InsuranceCorporation,
Corporation,FDIC
FDIC Board
Board of
Directors Approves TLGP
TLGP Final Rule (Nov. 21, 2008), available
available at
at http://www.fdic.gov/
http://www.fdic.gov/
news/news/press/2008/pr08122.html.
news/news/press/2008/pr08122.html.
154.
Temporary Liquidity
Liquidity Guarantee
370.12(b)(1).
154. See
See Temporary
Guarantee Program,
Program, 12
12 C.F.R.
C.F.R. §§ 370.12(b)(1).

155.
Temporary Liquidity
Liquidity Guarantee
12 C.F.R.
C.F.R. §§ 370.12
370.12 (b)(2)
(b)(2) (2008)
(2008)
155. See
See Temporary
Guarantee Program,
Program, 12

156.
SeeMorrison
Morrison &
& Foerster
LLP’s News
156. See
Foerster LLP’s
News Bulletin
Bulletin “Federal
“Federal Reserve
Reserve Board
Board
Liberalizes
Liberalizes Rules for
for Investments
Investments In
In Banks”
Banks”atathttp://www.mofo.com/news/updates/
http://www.mofo.com/news/updates/
files/14497.html.
157. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf.
press/bcreg/bcreg20080922b1.pdf.
158. 12
U.S.C.A. §§
158.
12 U.S.C.A.
§§ 1841
1841 to
to 1849.
1849.
1841(a)(2)(A) to (C).
159. 12 U.S.C.A. §§ 1841(a)(2)(A)
160. 12
225.143.
160.
12 C.F.R.
C.F.R. §§ 225.143.
161. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf.
press/bcreg/bcreg20080922b1.pdf.
162. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf.
press/bcreg/bcreg20080922b1.pdf.
163. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf, at
press/bcreg/bcreg20080922b1.pdf,
at 9.
9.
164. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf, at
press/bcreg/bcreg20080922b1.pdf,
at 8.
8.
165. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf, at
10.
press/bcreg/bcreg20080922b1.pdf,
at 10.
166. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf, at
at 11-12.
11-12.
press/bcreg/bcreg20080922b1.pdf,
167. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf, at
13.
press/bcreg/bcreg20080922b1.pdf,
at 13.
168. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf, at
13.
press/bcreg/bcreg20080922b1.pdf,
at 13.
169. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf, at
13.
press/bcreg/bcreg20080922b1.pdf,
at 13.
170. 12 C.F.R.
C.F.R. §§ 225.144,
225.144, available
availableatathttp://www.federalreserve.gov/newsevents/
http://www.federalreserve.gov/newsevents/
press/bcreg/bcreg20080922b1.pdf, at
13.
press/bcreg/bcreg20080922b1.pdf,
at 13.
See “Tax
“Tax Talk”
Talk” published
171. See
published by Morrison
Morrison&&Foerster
FoersterLLP,
LLP, Volume
Volume 1,
1, Issue
Issue 3.
3.
NUBILs are
recognized in
in the five-year period after
172. NUBILs
are generally
generally losses
losses that are
are recognized
the ownership
ownership change
but that
the
change but
that are
are attributable
attributable to
to unrealized
unrealized prechange
prechange declines
declines in
inasset
asset
values. Certain
Certain deductions
periods that
that are
are attributable
attributable to periods
values.
deductions during postchange
postchange periods
periods
date are
are treated
treatedas
asrecognized
recognizedNUBILs
NUBILs under
under section
section 382(h)(6)(B),
382(h)(6)(B),
before the change
change date
therefore limited.
limited.
and therefore
173. Notice
173.
Notice 2008-78
2008-78 states
states that
that the
the IRS
IRS and
and the
the Treasury
Treasury intend
intend to
to issue
issue regulations
regulations
to implement the
mayrely
rely on
on the
the Notice
Notice until
until
the rules described
described in the Notice. Taxpayers
Taxpayers may
further
further guidance
guidance is
is issued.
issued.
174. With respect
respect to a public
public company,
company, aa controlling
controllingshareholder
shareholder is
is aa shareholder
shareholder
that owns at
at least
least 5%
5% (directly
(directly or indirectly)
indirectly) of
ofany
anyclass
class of
of stock
stock outstanding
outstanding and who
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actively
or operation
operation of
of the
actively participates
participates in
in the
the management
management or
the corporation
corporation (e.g.,
(e.g., aa corporate
corporate
director).

175.
A related
party generally
generally would
would include
include (but
(but would
would not
not be
be limited to),
175. A
related party
to), as
as
determined
immediately after
after the
the capital
capital contribution:
contribution: (1)
(1) an
an individual
individual or trust owning
determined immediately
more than 50% of the stock (by value) of the loss corporation, (2) a corporation that is
a member
member of
of the
the same
same “controlled
“controlled group” (meaning
generally 50%
50% affiliation
affiliation by vote
(meaning generally
vote
or value) as the loss
loss corporation, and
and (3) a partnership
partnership or an S
S corporation ifif the
the same
same
persons
own aa greater
greater than
than 50%
50% interest
interest in
in both such
persons own
such partnership or S
S corporation
corporation and
and
the
loss corporation.
corporation. A
A related
party may
the loss
related party
may include
include certain
certain coordinated
coordinated groups.
groups.

176.
The Notice
Notice does
does not
not define
define the
the term
term “loans”; however,
176. The
however, it should
should be
be broad
broad
enough
enough to include debt interests
interests in securitization vehicles as
as well as direct interests
interests in
residential
appear that
that the
the Notice
Notice would
would apply to
residential or
or commercial
commercial mortgages.
mortgages. It does
does not appear
to
most
derivative positions.
positions.
most derivative
177. In order to qualify
qualifyfor
forthe
thetreatment
treatment described
described in
in Notice
Notice 2008-83,
2008-83, the
the taxpayer
taxpayer
must
be aa bank
bankas
asdefined
definedininsection
section581
581of
ofthe
theCode
Codeimmediately
immediately before
before and
andimmediately
immediately
must be
after
after the
the ownership
ownership change.
change.

178.
that it
it may
benefit
178. No
No effective
effective date
date is
is specified
specified in
in the
the Notice,
Notice, so
so itit appears
appears that
may also
also benefit
banks
that have
already had
an ownership
ownership change.
banks that
have already
had an
change.

179.
See Morrison
Morrison &
& Foerster
LLP’s News
News Bulletin
Bulletin “Notice
“Notice 2008-83:
179. See
Foerster LLP’s
2008-83: The
The IRS
IRS Offers
Offers
Reassurance
TroubledBanks”
Banks”at
athttp://www.mofo.com/news/updates/files/14544.html.
http://www.mofo.com/news/updates/files/14544.html.
Reassurance totoTroubled

180. Preexisting
Preexisting NOLs
NOLs would be
be subject
subjectto
to the
theSection
Section382
382Limitation,
Limitation, ifif sufficient
shares
to constitute
constitute an
ownership change
shares to
an ownership
change were
were issued.
issued.

181.
would still
still be
subject to
to the
theSection
Section382
382Limitation
Limitation
181. Preexisting
Preexisting NOLs
NOLsof
ofthe
the target
target would
be subject
(assuming
that the
the acquisition
acquisition results
results in
in aa greater
greaterthan
than50%
50%shift
shift in
in the
the ultimate equity
(assuming that
ownership
should displace
displace the
the consolidated
consolidated return
return
ownership of
of the
the target).
target). Section
Section 382
382 of
of the
the Code
Code should
regulations’
limitation on
return limitation
limitation year
regulations’ limitation
onbuilt-in-losses
built-in-losses(via
(viathe
theseparate
separate return
year rules),
rules), so
so
that the treatment
treatment provided by Notice 2008-83
2008-83 should
should apply
apply whether
whether the
the target
target bank is
merged
into the
acquiror (or
disregarded entity
entity of
of the
acquiror) or
merged into
the acquiror
(or aa disregarded
the acquiror)
or remains
remains in
in existence
existence
as
consolidated subsidiary
subsidiary of
of the
acquiror.
as aa consolidated
the acquiror.

182.
182. Notice 2008-81,
2008-81, 2008-41
2008-41 I.R.B. 852.
852.
183.
Notice 2008-43,
I.R.B. 748.
183. Notice
2008-43, 2008-15
2008-15 I.R.B.
748.
184.
Rev.
Proc.
2008-63,
2008-42
I.R.B. 946.
184. Rev. Proc. 2008-63, 2008-42 I.R.B.
946.
185.
Proc. 2008-63,
2008-63, 2008-42
2008-42 I.R.B.
I.R.B. 946.
185. Rev.
Rev. Proc.
946.

186.
Notice 2008-27,
I.R.B. 543.
186. Notice
2008-27, 2008-10
2008-10 I.R.B.
543.
187.
187. Notice 2008-41,
2008-41, 2008-15
2008-15 I.R.B. 742.
742.

188.
188. Notice 2008-55,
2008-55, 2008-27 I.R.B. 11.
11.
189.
Proc. 2008-58,
2008-58, 2008-41
2008-41 I.R.B.
I.R.B. 856.
189. Rev.
Rev. Proc.
856.
190.
Proc. 2008-58,
2008-58, 2008-41
2008-41 I.R.B.
I.R.B. 856.
190. Rev.
Rev. Proc.
856.
191.
Proc. 2008-58,
2008-58, 2008-41
2008-41 I.R.B.
I.R.B. 856.
191. Rev.
Rev. Proc.
856.
192.
Proc. 2008-58,
2008-58, 2008-41
2008-41 I.R.B.
I.R.B. 856.
192. Rev.
Rev. Proc.
856.

193.
193. I.R.C. §§ 956.
956.
194.
194. Notice 88-108,
88-108, 1988-40
1988-40 I.R.B. 18,
18, 1988-2
1988-2 C.B.
C.B. 446.
446.

195.
Notice 2008-91,
I.R.B. 1001.
195. Notice
2008-91, 2008-43
2008-43 I.R.B.
1001.
196.
Notice 2008-91,
I.R.B. 1001.
196. Notice
2008-91, 2008-43
2008-43 I.R.B.
1001.
197.
No. 34-58572,
34-58572, Sept.
Sept. 17,
17, 2008,
2008, is
is available
available at
at http://www.sec.gov/
http://www.sec.gov/
197. SEC
SEC Release
Release No.
rules/other/2008/34-58572.pdf.
rules/other/2008/34-58572.pdf.
198.
No. 34-58773,
34-58773, Oct.
Oct. 17,
198. SEC
SEC Release
Release No.
17, 2008.
2008.
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199.
23, 2008,
2008, is
is available
available at
at http://
http://
199. Guidance
Guidance Regarding
Regarding Temporary
Temporary Rule
Rule 204T,
204T, Sept.
Sept. 23,
www.sec.gov/divisions/marketreg/204tfaq.htm.
200. SE
No. 34-58775,
34-58775, Oct.
Oct. 17,
17, 2008.
2008.
200.
SE Release
Release No.
201. SEC
No. 34-58774,
34-58774, Oct.
Oct. 17,
201.
SEC Release
Release No.
17, 2008.
2008.
202. SEC
No. 34-58591,
34-58591, Sept.
18, 2008.
2008.
202.
SEC Release
Release No.
Sept. 18,
203. SEC
No. 34-58785,
34-58785, Oct.
Oct. 18,
203.
SEC Release
Release No.
18, 2008.
2008.
204. Guidance
the Commission’s
Commission’s Emergency
Emergency Order
Order Concerning
Concerning Disclosure
Disclosure
204.
Guidance Regarding
Regarding the
http://www.sec.gov/divisions/marketreg/
of Short
Short Selling
Selling (Sept.
(Sept. 24,
24, 2008)
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