TARP Update:
Current Opportunities
and Pitfalls

January 21, 2010

Agenda
Introduction
 Presentation
 Lily Fu Claffee, Jones Day
 R. Christopher Cook, Jones Day
 Chip MacDonald, Jones Day




Patrick J. Long, Keefe, Bruyette & Woods

Questions and Answers ― (anonymous)
 Slides ― now available on front page of Securities Docket
> www.securitiesdocket.com
 Wrap-up


Webcast Series



Series of webcasts ― every other week
www.securitiesdocket.com/webcasts

Panel
Lily Fu Claffee

R. Christopher Cook
Bruce Carton

Chip MacDonald

Patrick J. Long

TARP – New Developments and Current Issues
January 21, 2010
R. Christopher Cook
christophercook@jonesday.com
(404) 879-3734

Chip MacDonald
cmacdonald@jonesday.com
(404) 581-8622
5

Overview
•
•
•
•

The current status of various TARP programs
TARP recipients’ obligations
Why TARP recipients should consider exit strategies
Potential False Claim Act and legal risks for TARP
recipients
• The future of TARP
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Summary of TARP Program
• 12 separate programs involving up to almost $3 trillion of public
and private funds. SIGTARP Quarterly Report to Congress (April 21, 2009)
• TARP I programs included:
– The Capital Purchase Program (CPP)
– The Systematically Significant Failing Institutions Program
(SSFIP), used for AIG
– The Targeted Investment Program (TIP), used for Citigroup
and Bank of America
– The Automotive Industry Financing Program (AIFP), used for
General Motors and Chrysler
– The Term Asset-Backed Lending Facility (TALF), done in
conjunction with the Federal Reserve Bank of New York
– Asset Guarantee Program (AGP), used for Citigroup
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TARP II—Financial Stability Plan
• Financial Stability Plan programs included:
– Supervisory Capital Assessment Program (SCAP) or
stress test and Capital Assistance Program (CAP)
– Preferred to common equity conversions for Citigroup
– Public-Private Investment Program (PPIP)
– Make Home Affordable Program (MHAP)
– The Automotive Industry Financing Program (AIFP),
used for General Motors and Chrysler
– Auto Supplier Support Program (ASSP)
– Warranty Commitment Program
– Expanded TALF to including Consumer & Business
Lending Initiative and Unlocking Credit for Small
Business to provide the financing to private investors to
help unfreeze and lower interest rates
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Status of TARP Programs
—as of Jan. 12, 2010
•

•

•

•

CPP: Total authorized $250.0 million. Total invested amount: $204.9 billion
(29.2% of all TARP), total repayment: $121.9 billion (59.5% of total
investment), warrant proceeds: $4.0 billion. Total current investment: $83.0
billion. Treasury has received $11.6 billion in dividdend payments through
by November 30, 2009 (56 institutions failed to make TARP dividend
payments due on November 15, 2009)
• 738 financial institutions participated, and 68 institutions have made at
least partial repayment (61 of these banks completely repaid TARP
funding and 40 of the 61 banks disposed the warrants for $4 billion)
AIFP: Total initial investment amount: $81.3 billion (11.6% of total)
(including investments in GMAC on December 30, 2009), repayments: $3.2
billion from GM. Total current investment: $78.2 billion
• GMAC, GM, Chrysler FinCo. and Chrysler.
ASSP: Total original commitments: $5 billion (0.7% of total) which was later
reduced to $3.5 billion.
• GM Supplier Receivables, LLC and Chrysler Receivables SPV LLC
TIP: Total initial investment: $40 billion, total repayment: $40 billion (5.7%
of total). Total current investment: $0.
• Citigroup, Inc. and Bank of America Corporation
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Status of TARP Programs
—as of Jan. 12, 2010
•

•
•

•

•

AGP: The Treasury issued $5 billion of guarantees of Citigroup’s assets to Citigroup in
exchange for $4.0 billion of preferred stock, which was later exchanged for trust preferred
securities. The FDIC also issued guarantees of the next $10 billion of losses on assets to
Citigroup for $3.0 billion of preferred stock exchange for trust preferred securities. The
guarantees were terminated on Dec. 23, 2009 and the FDIC agreed to retain $800 million
of trust preferred securities for potential liabilities under TLGP and to transfer the trust
preferred securities to the Treasury at the end of Citigroup’s participation in the FDIC’s
TLGP. Total current investment: $0
Consumer & Business Lending Initiative: Total investment: $20 billion (2.9% of total)
• TALF LLC, a SPV created by the Federal Reserve Bank of New York
SSFIP: Initial investment: $69.8 billion (10.0% of total). On April 17, 2009, Treasury
exchange its cumulative preferred for non-cumulative preferred with the same amount
• AIG
PPIP: Total original investment: $30 billion (4.3% of total); total payment: $200 million in
connection with UST/TCW Senior Mortgage Securities Fund, L.P.’s liquidation. Current
investment: $29.8 billion
• Various public and private partnerships. Legacy securities only. No legacy assets
MHAP: Total initial investment: $23.6 billion (3.4% of total), total capital adjustment based
on the total amount allocated to the program and individual servicer usage for borrower
modifications: $11.9 billion. Total current investment: $35.5 billion
• 103 financial institutions participated
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Status of TARP Programs
— as of Jan. 12, 2010
• CAP: Following the release of the SCAP results in May 2009,
the 19 participating institutions were able to raise more than
$61 billion of common equity through public offerings and $69
billion of non-TLGP debt. No investment has been made under
CAP
• Total TARP Outlays: Cumulatively $320 billion (45.7% of
total).
• Profits and Losses: The current projected losses from TARP
is about $42 billion. However, the Treasury announced on
December 23, 2009 that profits from TARP had been at least
$16 billion at that time, much of this without realization of
warrant profits.

11

TARP Recipients that have Failed or
Been Reorganized in Bankruptcy
•

Three financial institutions that received TARP funding failed or have
filed for bankruptcy protection in 2008-2009:
• United Commercial Bank failed on November 6, 2009 (the holding
company received $298.7 million on November 14, 2008)
• Pacific Coast National Bancorp. failed on November 13, 2009
(the holding company received $4.1 million on January 16, 2009)
• CIT Group Inc. received $2.3 billion on December 31, 2008 and
filed for bankruptcy protection on November 1, 2009. The
Treasury investment was extinguished and replaced by contingent
value rights on December 10, 2009. Contingent value rights give
the Treasury to rights to receive residual value if the prebankruptcy debt holders recover the full value of their debt from
newly issued debt and shares. If the new securities did not go up
in value enough to pay off all the old debt holders in 60 days from
November 1, 2009, the contingent value rights become worthless
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Other Treasury Transactions with CPP
Recipients
•

•
•
•

•

Citigroup Inc.: Treasury made three separate investments in Citigroup under CPP, TIP and AGP for a
total of $49 billion
•
On July 23, 2009 and July 30, 2009, the Treasury exchanged $25 billion of investment in preferred
stock to Series M Common Stock Equivalent which may be converted to common stock upon
stockholder approval of sufficient authorized shares and a warrant to purchase shares of Series M.
On July 30, 2009, the Treasury also exchanged all its TIP and AGP preferred stock for trust
preferred securities. On September 11, 2009, Series M converted to 7.7 billion shares of common
stock and the warrant was terminated which resulted in the Treasury holding a 34% ownership
interest in Citigroup
•
On December 23, Citigroup repurchased $20 billion of TIP and AGP trust preferred securities from
the Treasury. The Treasury cancelled $1.8 billion of trust preferred securities that were issued
under AGP. The Treasury continued to hold $5.3 billion in Citi trust preferred securities, original
warrants to buy Citi common stock issued as part of the CPP, TIP and AGP and 7.7 billion common
shares or 27% of Citi’s total outstanding common stock as of December 31, 2009
Popular, Inc.: Treasury participated in a securities exchange, in which Treasury exchanged its $935.0
million of CPP preferred stock in the bank holding company for a new series of trust preferred securities
on August 24, 2009
Superior Bancorp Inc.: Treasury exchanged its $69.0 million of preferred stock for like amount of trust
preferred securities on December 11, 2009
Midwest Banc Holdings Inc. and Anchor BanCorp.: Midwest Banc Holdings Inc. announced on
December 3, 2009 the receipt of a letter from the Treasury indicating a willingness to exchange $84.8
million of CPP preferred stock for Midwest common stock pending the company’s exchange of certain
outstanding depositary shares for common shares. Anchor BanCorp. announced on December 1, 2009
that a private-equity firm, Badger Capital LLC, planned to invest $400 million into the Company, subject
to the Treasury agreeing to convert its $110 million of CPP preferred shares into common shares. Both
transactions are still on-going
Exchange for Bank Holding Company Shares. Treasury exchanged preferred stock of banks with
newly formed bank holding companies’ preferred stock in three transactions. The original recipients
were seaside National Bank & Trust, Orlando, Florida, WashingtonFirst Bank, Reston, Virginia, and
The Victor Bank, Limerick, Pennsylvania
13

Treasury’s Role as Common Stock
Holder
• AIG: The Federal Reserve Bank of New York (FRBNY) as a
condition of secured loans it provided to AIG, created the AIG
Credit Facility Trust to hold the convertible preferred shares it
held which represented a 77.9% voting interest in AIG. The
Trust holds these shares ―for the benefit of the U.S. tax payer‖
• Citigroup: Treasury obtained 7.7 billion of common shares
(34%) in Citigroup after Citigroup requested that Treasury’s
initial investment in CPP preferred shares be converted to
common shares to strengthen the bank’s capital structure, but
the ownership was reduced after Citigroup repaid $20 billion of
its TARP TIP and AGP funding
• Chrysler and GM: Treasury owns 9.85%of the common equity
in the restructured Chrysler and 60.8% of the common equity,
plus $2.1 billion in preferred stock in the restructured GM
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Treasury’s Role as Common Stock
Holder—Cont.
•

Treasury’s Principles as Shareholder: Treasury has been directly
administrating the shares it owns and developed principles in its role
as a shareholder. These principles, as described by Treasury,
include:
– acting as a ―reluctant shareholder‖ and not owning equity
stakes in companies any longer than necessary
– not interfering in the day-to-day management decisions of a
company in which it is an investor
– ensuring a strong board of directors
– exercising limited voting rights
Therefore, while Treasury has not been involved in the day-to-day
operations of these companies as a result of its ownership stake, it
has established conditions for receiving assistance and routinely
monitored the companies’ operations—for example, setting limits on
executive compensation and voting on certain limited matters
15

TARP Recipients’ Obligations
•

•

Compensation limitations for all TARP recipients:
• No Bonus Payment. TARP recipients are prohibited from paying or accruing any bonus
payments with respect to covered employees (covered employees range from one
employee to SEOs plus up to 20 most highly compensated employees (MHCEs)
depending on the amount of TARP funding).
• Permitted Bonus. However, there are certain exceptions for the bonus prohibition
including long-term restricted stock and payments made under ―valid employment
contracts‖ in effect as of February 11, 2009. Such valid employment contracts may be
interpreted broadly to include equity-based compensation plans, awards and bonus
programs documented in written plans.
• Restricted Stock Vesting. No restricted stock or units may vest before the second
anniversary of the grant date of the stock or units and such stock may not become
transferable until TARP funding is at least partially repaid.
• Clawback. A TARP recipient must ensure that any bonus payment made during TARP
period to a SEO or any of the next 20 MHCEs is subject to clawback, if the bonus payment
was based on inaccurate financial statements or performance metric criteria.
• No Golden Parachute Payment. TARP recipients are prohibited from making any ―golden
parachute payment,‖ including payments upon a change in control.
• No Tax Gross-ups. TARP recipients are prohibited from paying to any of its SEOs or next
20 MHCEs gross-ups or other reimbursements for the payment of taxes.
• Limited Deductions. TARP recipients may not deduct more than $500,000 on a specific
SEO during the entire period when Treasury holds an equity or debt position in the financial
institution.
Additional compensation limitations for firms received “exceptional assistance.”
• Special Master. The Special Master (Pay Czar) will review the compensation of the firms
that received exceptional TARP funding (AIG, Citigroup, Bank of America, Chrysler, GM,
GMAC and Chrysler Financial. Bank of America subsequently repaid TARP funding.
Citigroup repaid $20 billion and therefore was no longer deemed to be a beneficiary of
"exceptional assistance" under TARP beginning in 2010.)
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TARP Recipients’ Obligations
•

•

Governance Requirements:
• TARP recipients must adopt a luxury expense policy
• TARP recipients need to have a compensation committee of independent
directors, unless they received less than $25 million in TARP funding and are
not registered with the SEC
• At least every six months, the compensation committee must discuss, evaluate
and review with the senior risk officers any risks in the compensation plans that
would threaten the value of the TARP recipient
Enhanced Disclosure Requirements:
• ―Say on Pay‖ requirement
• Broader disclosure obligations regarding compensation consultants than
existing securities law
• TARP recipients need to disclose perquisites or other personal benefits with a
total value over $25,000 for each SEO and up to 20 MHCEs with details
• The compensation committee must provide a narrative description identifying
each SEO compensation plan and each employee compensation plan
reviewed to explain how the features that would pose unnecessary risks have
been limited or eliminated
• SEC-registered TARP recipients must include compensation committee
certification regarding reviews on compensation plans in their annual report on
Form 10-K, annual proxy statement or information statement
on Schedule 14C. For TARP recipients not registered with the SEC,
the certification needs to be provided to Treasury and their primary
federal regulatory agency
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TARP Recipients’ Obligations
•

Reporting Obligations
• Within 120 days, the CEO must certify that the compensation committee
reviewed with the institution’s senior risk officers, within 90 days following
such acquisition that the SEO incentive compensation arrangements do
not encourage excessive risk-taking
• Within 135 days of the completion of the first fiscal year of TARP
participation, the CEO must certify as to the identity of the SEOs and
compliance with compensation-related requirements imposed by TARP
participation
• Within 135 days of each subsequent fiscal year, the CEO must provide
the same certifications, plus an additional certification that the institution
has actually limited its deduction to $500,000 for each SEO
• Each participant must keep appropriate records to substantiate the
certification requirements for at least six years after the date of
certification
• For 7 TARP recipients receiving exceptional financial assistance, they
need to submit initial request for approval of compensation structures for
and payments to each SEO and MHCEs to the Special Master
• Each month, Treasury asks banks participating in the CPP to provide
information about their lending activities and publishes the results in
two reports, referred to as the Monthly Lending and Intermediation
Snapshot and the Monthly Lending Report
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New Financial Crisis Responsibility Tax
• On January 14, 2010, the President proposed a
financial crisis responsibility fee that would require
financial firms with more than $50 billion in
consolidated assets, including U.S. subsidiaries of
foreign firms, to pay 15 basis points of covered
liabilities per year starting from June 30, 2010 and
would last at least 10 years.
• Covered liabilities=Assets - Tier 1 capital – FDICassessed deposits
• Unintended consequences
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Additional Regulatory Obligations of
TARP Recipients
• Federal Reserve’s Supervisory Letter SR 09-4,
dated February 24, 2009, and revised March 27,
2009 which puts emphasis on TARP recipients and
provides greater clarity on the priority of dividend
payments on Tier 1 capital instruments and the
repurchase of capital instruments issued by bank
holding companies under government investment
programs (such as CPP).
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Why Repay TARP in Whole or in Part?
•

•

250 institutions have expressly indicated that they did not intend to seek TARP
capital and more institutions have never applied or considered the possibility of
participating in TARP
For institutions that participated in TARP, the reasons for repayment are:
• Dividend savings
• Improve earnings per common share
• Avoidance of TARP ―scarlet letter‖ taint
• Demonstrate financial strength
• Avoid TARP restrictions and reporting obligations
• Reduce potential FCA and other government claims
• Improve competitiveness
– Customers
– Employees and potential employees
– Capital market
• Satisfy regulators that you have a capital plan to retire and avoid reliance on
TARP
• Avoid uncertain policy shift that may affect TARP recipients
21

The TARP Repayment Process
•
•
•

•
•

•

The Federal Reserve must approve all redemptions of preferred stock that are
included in Tier 1 capital, including TARP preferred
In order to redeem TARP preferred, the Federal Reserve must make a positive
recommendation to Treasury
The Federal Reserve has indicated that it would consider the following:
• Capital adequacy and quality of capital;
• Source of repayment; and
• Stress tests, if available
The Reserve Banks and Board staff are involved
After repaying their TARP preferred, institutions also have the right to
repurchase the warrants issued to Treasury for their appraised market value.
Specifically, the bank wishing to repurchase warrants will hire an independent
advisor that will use standard industry practices to value the warrants and will
present the offer to Treasury. TARP warrants can be auctioned, also (only 3
out of 40 banks which disposed their warrants have used auction method)
Treasury officials have used a sometimes uneven and evolving process to
determine an acceptable "fair value" for the warrants that Treasury holds. WSJ,
Treasury Makes Banks Pay a TARP Premium, January 20, 2010

22

What’s Ahead for TARP?
• End dates
• Treasury’s exit strategy

False Claims Act Risk for TARP Fund Recipients
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Increased government enforcement
activity is likely
• Exponential increases in federal outlays
• TARP: Up to almost $3 trillion public/private
according to SIGTARP
• Stimulus: $787 billion
• Heath care reform: $1.5 trillion/10 years?
• Legislative expansion of liability
• FERA 2009
• New prosecutors and agents
• Popular sentiment
25

Historical approaches to combating fraud
and abuse in government programs
•
•
•
•

False Claims Act and civil actions by DOJ
Qui tam actions under the FCA
Inspector General investigations
Administrative proceedings, including exclusion,
debarment and civil monetary penalties
• Criminal investigations and prosecutions
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The False Claims Act
• 31 U.S.C. § 3729 et seq.
• Enacted in 1863; amended 1986 and 2009
• Applies broadly to:
• Submitting or causing submission of ―false
claims‖
• Making ―false statements‖ to get or keep
government money
• Government’s primary civil anti-fraud mechanism
• Treble damages plus penalty of $5,500 to $11,000
per claim
27

Qui tam (whistleblower) lawsuits
• Private person (a ―relator‖) can bring a FCA lawsuit
on behalf of the United States
• Filed under seal while DOJ investigates
• After investigation, DOJ can intervene; allow relator
to go forward alone; or dismiss
• If case is successful, relator can claim attorneys
fees plus a share of the recovery
• 25-30% if the government declines to intervene
• 15-25% if the government intervenes
28

FCA lawsuits have cost billions
• According to DOJ, FCA recoveries from1986 to 2008
totaled $21.6 billion.
• Health care (DHHS): $14.3 billion
• Defense (DOD): $4 billion
• Other ―client agencies:‖ $3.3 billion
• Relators made billions off these industries
• Health care: $1.63 billion
• Defense: $322 million
• All other: $264 million
Source: http://www.usdoj.gov/opa/pr/2008/November/fraud-statistics19862008.htm
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Fraud Enforcement and Recovery Act of
2009 (―FERA‖)
• Enacted May 20, 2009
• Explicitly targets TARP and stimulus spending
• Extends False Claims Act to cover certain private
transactions involving federal funds
• Expands FCA liability generally
• Appropriates over $500 million for anti-fraud
enforcement over two years
• Amends criminal code provisions regarding fraud and
money laundering
• Extends whistleblower protections
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Prior to FERA, FCA did not apply to
indirect recipients of federal money
• Before FERA, FCA liability limited to claims made ―to
the government‖ and false statements designed to
obtain money ―from the government‖
• FCA did not cover claims to federal grantees, such
as Amtrak. U.S. ex rel. Totten v. Bombardier
(D.C. Cir. 2005)
• A unanimous Supreme Court agreed that ―false
statements‖ were covered only if defendant intended
the government to rely on them. Allison Engine Co.
v. U.S. ex rel. Sanders (S. Ct. 2008)
31

After FERA, many indirect recipients of
federal funds have FCA exposure
• FERA removes requirement that false claim be
―presented to‖ the federal government.
• Now may be covered if the money sought from a
contractor or grantee is to be used ―on the
Government’s behalf or to advance a Government
program or interest‖
• Arguably now covers many private transactions
involving federal money in some way
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After FERA, intent to obtain money from
the government is eliminated
• FERA removes language relied upon by Supreme
Court in Allison Engine
• Purports to extend liability to false statements made
to get a false claim paid regardless whether
defendant intended government to rely on the claim
• Arguably extends FCA to false statement made to
private parties, if federal funds are involved
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Consequences of these expansions
remain unclear
• FERA does not specify the degree of connection
required between federal funds and a ―false claim‖
• The statute does not define ―advanc[ing] a
Government program or interest‖
• The law does not specify who receives recovery
• Government brings the lawsuit
• But grantee may have suffered the loss
• Most importantly, no one knows how far the FCA will
supplant existing fraud and contract law between
private parties
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FERA expands exposure under for
―reverse false claims‖
• FCA has long applied to fraudulently failing to return
money to the federal government
• Previously, FCA liability premised on false
statements or other affirmative fraudulent acts
• FERA expands ―reverse false claims‖ liability
• False records and statements made to grantees
and contractors now covered
• ―Improperly‖ retaining overpayments violates
FCA even when no false statement or record is
used
35

FERA expands ―reverse false claims‖ to
liabilities that are not ―fixed‖
• FERA specifies that a duty to repay the government
need not be fixed for FCA liability to attach
• A subtle but potentially far-reaching amendment
• Accelerates the point at which recipients of federal
funds must decide if a repayment is due
• For example, interim payments under Medicare
• Combined with ―reckless disregard‖ standard, this
amendment could spawn numerous suits
• Will turn on meaning of ―improperly‖ retaining
overpayments
36

FERA expands FCA in other ways
• ―Materiality‖ is defined broadly as having a ―natural
tendency‖ to influence the government
• Protected activity by whistleblowers is extended to
pre-lawsuit activity
• ―Relation-back‖ to sealed lawsuits allows
government to keep cases secret for years or even
decades
• Relators given access to defendant’s documents in
government investigative files
• Sealed filings can be shared with state and local law
enforcement authorities
37

FERA pays for more fraud investigations
• Appropriates $532 million over two years to fund
scores of new agents, prosecutors and investigations
• $140 million to FBI and $180 million to DOJ
• Remainder to postal inspectors, HUD Inspector
General, Secret Service and SEC
• Funds may be used only for investigating and
prosecuting ―financial crimes and crimes against
Federal assistance programs, including mortgage
fraud, securities and commodities fraud, financial
institution fraud, and other frauds related to Federal
assistance and relief programs.‖
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FERA gives DOJ new enforcement
authority
• Expands power to issue Civil Investigative Demands
(CIDs) for testimony and documents
• Allows government to conduct one-sided
discovery before intervention
• No longer requires Attorney General to sign
• DOJ already is issuing, or threatening to issue, these
new CIDs
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FERA amends criminal statutes
• Adds stimulus and TARP funds to criminal false
claims statute. (18 U.S.C. § 1014)
• Adds ―mortgage lending businesses‖ to the list of
financial institutions for which it is a crime to submit
a false statement or loan application. (18 U.S.C. § 1014)
• Adds ―commodities‖ to general securities fraud
statute. (18 U.S.C. § 1348)
• Technical definition of ―proceeds‖ in the money
laundering statutes. (18 U.S.C. § 1956)
40

Direct FCA exposure from TARP
• TARP money is conditional and specific to a purpose
• TALF:
• Application, loan agreements, representations
• CPP:
• Deal documents: applications, term sheets, securities
purchase agreements
• Recipients make representation and disclosures, file
reports and adopt restrictions on executive compensation
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Possible indirect sources of exposure
under TARP after FERA
• Investors in public-private auctions of ―toxic assets‖
• Valuation issues likely to arise
• Counter-parties to TARP fund recipients (AIG, banks,
auto manufacturers)
• Suppliers, contractors, investors
• All indirect recipients of federal funds
• Parties negotiating loan or other concessions
• Parties to mortgage modification transactions
• Recipients of SIGTARP inquiries
42

Additional FCA risk under TARP
• Program details continue to change and evolve
• Valuation issues relating to ―troubled assets‖ are
inherently uncertain
• Subject to allegations of fraud after the fact
• Possible allegation of government overpayment
• Public interest and political profile are high
• Congressional and political winds shift rapidly
• For example, executive compensation at AIG
• Policy accusations such as ―banks are not
lending enough‖
43

Addressing possible FCA exposure
• Identify all representations, calculations and claims
made with respect to TARP-related business
• Ensure meticulous accuracy
• Avoid loopholes or any appearance of taking
advantage of the system
• Advise counterparties of all assumptions and all
relevant facts
• Recognize that all ambiguities are likely to be
resolved in the government’s favor
44

Create contingency plans for subpoenas
or interview requests
• Examine document retention policies before any
investigation is suspected
• Do not destroy documents ahead of a subpoena
(remember Arthur Anderson)
• Advise employees how to respond to a subpoena or
request for interview
• Requests should be referred to legal
• Careful not to prohibit communications with law
enforcement, as that could be misconstrued
45

Create contingency plans for searches
• Searches of businesses remains rare (Colonial and
Taylor Bean)
• Subpoenas more common
• But advance planning is important in the unlikely
event
• Employees should know to:
• Contact legal immediately
• Obey all direction from law enforcement
• Do not obstruct the search
• Request a copy of the warrant
• Keep track of what is seized
46
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General Information and Limitations
This presentation, and the oral or video presentation that supplements it, have been developed by and are proprietary to Keefe,
Bruyette & Woods, Inc. (“KBW”) and were prepared exclusively for the benefit and internal use of the recipient. Neither this
printed presentation, nor the oral or video presentation that supplements it, nor any of their contents, may be used, reproduced,
disseminated, quoted or referred to for any other purpose without the prior written consent of KBW.
The analyses contained herein rely upon information obtained from the recipient or from public sources, the accuracy of which has
not been independently verified, and cannot be assured by, KBW. In addition, many of the projections and financial analyses
herein are based on estimated financial performance prepared by or in consultation with the recipient and are intended only to
suggest a reasonable range of results for discussion purposes. This presentation is incomplete without the oral or video
presentation that supplements it.
Neither KBW nor any other party makes any representation or warranty regarding the information contained herein and no party
may rely on such information. The information contained herein will not be updated or corrected based on any additional
information. This information should not be construed as, and KBW is not undertaking to provide, any advice relating to legal,
regulatory, accounting or tax matters.
KBW prohibits employees from offering, directly or indirectly, favorable research, a specific rating or a specific price target, or
offering or threatening to change research, a rating or a price target to a company as consideration or inducement for the receipt of
business or compensation.
This presentation is protected under applicable copyright laws and does not carry any rights of publication or disclosure.
KBW is a registered broker-dealer and a member of the Financial Industry Regulatory Authority. KBW is a wholly-owned
subsidiary of KBW, Inc. KBW, Inc. through it subsidiaries KBW, Keefe, Bruyette & Woods Limited and KBW Asset
Management, is a full service investment bank specializing in the financial services industry.
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TARP Exchanges

Overview of TARP-to-Trust Preferred Exchange Concept
 The U.S. Treasury potentially agrees to exchange the preferred stock issuance under the Capital Purchase Program (“CPP”) for

newly issued trust preferred securities with the same financial terms


Continuance of a 5% coupon for the first 5 years and a 9% coupon thereafter



The interest payments on the trust preferred security are agreed not to be tax deductible

 The newly issued trust preferred security is booked on the balance sheet at fair market value



Since prevailing trust preferred coupon rates would be issued in the mid-teens, the fair market value of the trust preferred
is approximately cut in half given the considerably more favorable coupon terms with the government



The difference between the fair market value and the extinguishment of the preferred under the CPP is booked as a onetime accounting gain to common equity.



The gain is amortized over the life of the newly issued trust preferred security or until the security is redeemed

 The exchange boosts the Company’s tangible common ratios at the expense of lowering the Company’s total equity.

51

TARP-to-TruP Considerations
Benefits

Considerations

 Increases tangible common ratios and tangible book

 One-time accounting benefit amortizes over the life of the

value

instrument


 Viewed by regulators as positive in conjunction with a

Repayment of trust preferred results in a reversal of the
accounting gain

holistic capital plan
 Investors recognize that it is not a true common equity raise
 Combines interest of all stakeholders as part of broader

restructuring plan

 Conversion potentially sends mixed signals

to equity

investors about the bank’s health
 Temporary solution that promotes capital flexibility
 Stigma in the market that TARP conversions are only
 Possible positive stock price reaction

relevant for weaker banking institutions
 Risk that the U.S. Treasury may reject the exchange proposal

due to capital strength and access to private markets
 May exceed Tier 1 capacity for regulatory purposes
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Popular, Inc.
Case Study: TARP-for-TruP Exchange

Company/Transaction Highlights:

Ticker/Exchange:

BPOP/NASDAQ

Subject Securities:

$935mm Series C CPP 5% Perpetual Preferred Stock

Security Offered in Exchange:

$935mm Trust Preferred Securities ("TruPs")

Coupon Rate of new TruPs:

5.00% until 12/5/13, 9.00% thereafter

Fair Value of New TruP:

Estimated based on the rate at which Popular management believes it
would need to offer to issue new BPOP trust preferred securities into the
public markets. Fair value calculated based on market yields of
outstanding BPOP trust preferred securities and stated 5% / 9% dividend
structure of the new TruPs.

 Popular, Inc. is a $36bn asset full service financial
services provider based in Puerto Rico with operations in
Puerto Rico, the United States, the Caribbean and Latin
America.
 On August
Popular announced that it had agreed to
exchange all $935mm of its shares of CPP Series C
preferred stock for $935mm of newly issued trust
preferred securities (―TruPs‖)

Balance Sheet Impact:

10th,

 The new TruPs have the same coupon rate of 5% until
12/5/13 and 9% thereafter
 The ―tarp-for-trup swap‖ created a one-time gain of
approximately $491mm by calculating the difference
between the book value of the Series C preferred stock
being retired and the fair value of the new TruPs based
on where Popular would be able to issue new trust
preferred securities into the public market, estimated to
be $409.6mm
 The interest payments on the new Trust Preferred
Securities was agreed to be equal to that of the Series C
preferred stock, on the basis that the new TruPs would
NOT be tax-deductible by the corporation

Actual
6/30/09
Assets
Cash and due from banks
Money market, investment and trading securities
Loans, net
Other assets
Goodwill and other intangibles
Total Assets
Liabilities
Total deposits
Borrowings
Other Liabilities
Total Liabilities
Shareholders' Equity
Preferred Stock
Common Stock
Surplus
Accumulated Deficit
Accumulated other comprehensive loss
Treasury stock
Total Shareholders' Equity
Total Liabilities + Shareholders' Equity

$

$

$

$

$

$
$

661,852
9,220,272
23,702,670
2,258,387
655,611
36,498,792

26,913,485
5,587,225
1,098,381
33,599,091

$

(12,500)
1,000
12,500
1,000

$

(2)

$

(3)

(2)

$

$
409,611
$

1,487,000
2,820
2,185,757
(659,165)
(116,700)
(11)
2,899,701 $
36,498,792

Pro-Forma
Actual
6/30/09 (1)

Exchange of
Series C CPP
Preferred Stock

(4)

409,611

$

(900,000)

(5)

491,389

(6)

(408,611)

$

(1)

Exclusive of financial impact of public exchanges of Series A and B preferred stock and other TruPs.

(2)

Fee to U.S. Treasury.

(3)

Capitalization of new trust.

(4)

Fair value of new TruPs.

(5)

Redemption of Series C preferred @ book value.

(6)

Difference between book value of Series C preferred stock and estimated fair value of new TruPs.

1,000

$

$
$

649,352
9,221,272
23,702,670
2,270,887
655,611
36,499,792

26,913,485
5,996,836
1,098,381
34,008,702

587,000
2,820
2,185,757
(167,776)
(116,700)
(11)
2,491,090
36,499,792
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Superior Bancorp
Case Study: TARP-to-TruP Exchange

Company/Transaction Highlights:


Reconciliation of Shareholders Equity to Tangible Equity:

Superior Bancorp is a $3.2 billion thrift holding company
headquartered in Birmingham and the second largest bank holding
company in Alabama.

Reconciliation of Shareholders Equity
to Tangible Equity



On December 14, 2009, Superior Bancorp announced that it had
completed an exchange of $69 million of its Preferred Stock held by
the U. S. Treasury for an identical amount of Superior's newly
issued Trust Preferred Securities (“TruP”).

Total shareholders equity (GAAP)
Less: Preferred issuance
Less: Intangible assets
Tangible equity (Non-GAAP)

$244,730
(63,868)
(17,784)
$163,078

$203,350
0
(17,784)
$185,566



As a result of this exchange transaction, Superior will record an
accounting gain of approximately $22.5 million after tax, reflecting
the net benefit of the favorable interest rate terms of the newly
issued Trust Preferred Securities compared to current market rates

Total assets (GAAP)
Less: intangible assets
Total tangible assets (Non-GAAP)
Tangible equity to tangible assets

$3,226,570
(17,784)
$3,208,786
5.08 %

$3,212,938
(17,784)
$3,195,154
5.81 %



On a pro forma basis, this accounting gain will increase Superior's
tangible common equity by approximately $1.93 per common share
outstanding to $15.22 per share as of September 30, 2009, and the
Corporation’s tangible common equity ratio will increase from
5.08% to 5.81%.

Reconciliation of Shareholders Equity
to Tangible Common Equity
$244,730
(63,868)
(8,646)
(17,784)
$154,432

$203,350
0
(8,646)
(17,784)
$176,920

11,624
$13.29

11,624
$15.22

Total shareholders equity (GAAP)
Less: Liquidation value of preferred stock
Less: Warrants
Less: Intangible assets
Tangible common equity (Non-GAAP)
Common shares outstanding
Tangible book value per share (Non-GAAP)

Source: Company 8-k filing and press release.

9/30/2009
Historical

9/30/2009
Pro Forma
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TARP Warrant Valuation

Overview of the Treasury Warrant Valuation Process
 After redeeming TARP, the issuer has 15 days to decide if they will repurchase the warrant and submit a

determination of fair market value to the Treasury

 The Treasury will respond in 10 days with whether they accept the valuation or not

 If not accepted, the Company can try and submit a new determination of value that the Treasury will accept,

invoke the appraisal process defined in the warrant agreement or decline to repurchase the warrants

 If the Treasury and the issuer cannot agree on the value, the Treasury will sell the warrants in an auction to

the public
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Treasury Warrant Valuation Assumptions
 The Treasury utilizes three methodologies to evaluate the fair market value of the warrants


Market quotes – solicited from market participants



Asset manager valuation – provided by independent firms contracted by the Treasury to value the
warrants



Treasury valuation – based on a model that the Treasury runs internally

 The internal Treasury model is based on a binomial model for American-style options

 The Treasury has indicated the following are key inputs in their internal model:


Stock price – 20 day average prior to the valuation



Risk-free rate – interpolated from the Treasury yield curve to match the life of the warrants



Dividend yield – normalized dividend yields for the underlying stock over the past 10 years



Volatility – blended based on recent volatility and historical volatility for the past 10 years



Illiquidity discount – compensates for the fact that the underlying stock may be illiquid and the nontraditional nature of the warrants
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Questions?

Thank You
Thank you for attending this webcast.

