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Accountants Missed AIG Group’s Red Flags

PricewaterhouseCoopes LLP (PWC) had been issuing clear audits to AIG for years until accounting problems started rising in the spring of 2005.  Even AIG Board’s Audit Committee, which was responsible in supervising the work of PWC, had issued disclaimers regarding the firm’s accounting standard and PWC’s role in performing the outside audits.  The disclaimers found their way in Ohio’s attorney general’s security fraud accusations of AIG.  The complaints also stated that PWC had known about AIG’s illegal and improper accounting maneuvers but chose to disregard them while issuing false and misleading audit reports.  While the attorney generals were waiting to find more details on PWC’s involvement, AIG delayed its 2004 annual report and issued restatement of financial results dating back to 2000.  As the result, AIG cut down its net worth by $2.7 billion.  This put PWC, a global giant which sought to market itself as an arbiter of corporate governance in an awkward situation.  The firm’s 30 year relationship with AIG was being examined with SEC subpoenaed relating audit documents.  
Some analysts criticized PWC for not catching the problem but some believed that PWC was victims of AIG’s changing internal control standards.  

AIG and PWC’s had decades of relationships.  AIG’s former chief Howard Smith himself spent two decades as auditors at PWC before joining AIG.  AIG’s new CFO, Steven Bensinger, also started his career in PWC.  In the lawsuit filed by Ohio attorney general, PWC’s independence was impaired by the long standing relationship and the $137 Million fees paid from 2000-2003.  The fees were for both audit and “tax consulting” services.  The suit accused PWC for being on high alert when reviewing AIG’s books and for not noting dubious earning smoothing transactions.  
The suit also used AIG’s audit committee’s disclaimers but such statements may not carry significant meanings because audit committees often used similar language to insulate themselves from legal scandals.  In a boost to PWC, AIG issued statements to its investors that both the auditor and board were kept in dark of its accounting maneuvers.  

http://oversight.house.gov/documents/20081007101834.pdf

AIG Audit Committee Meeting Minutes

The meeting of the Audit Committee of AIG’s Board of Directors was held on February 7th, 2008.  The meeting was held as a telephone conference.  The discussion started with updates on rating agencies, in connections with AIG’s proposed filing of Form 8K on current valuation of AIGFP (The London unit that got AIG into the credit default swap problem) super senior CDS portfolio and PWC’s view of material weakness on the valuation process.  Initial discussion showed that company management didn’t believe there will be rating actions from the Form 8-K reporting.  CEO Martin Sullivan also advised the committee that company management’s own assessment on internal control was ongoing and not yet completed.  He also stated that SEC and key insurance regulator in New York, Pennsylvania, and Delaware would be given advance notice on the Form 8-K filing.  

It was stated by Bensinger that the management’s objective was to obtain best estimate of valuation and not necessarily the highest.  

With respect to AIG’s assessment on material weakness existed at December 31, 2007, Bensinger stated that management did not agree with PWC that error in valuation process would not have been found by Enterprise Risk Management Internal Audit during the review process.  It was agreed by Sullivan that there are various way to look at the valuation issues and significant business judgment was required.  It was commented by Benisnger that AIGFP was allowed to determine the portfolio valuation and that AIG experts were also now heavily involved in the process.  It is added that all parties believed there is enough transparency throughout the new valuation process.  It was commented by Sullivan that he was hopeful that AIG’s current rating with the rating agencies were to be maintained.  Any downgrades would trigger collateral calls and negatively affect the security lending program.  
http://oversight.house.gov/story.asp?ID=2211
Oversight Committee Hearing on Cause and Effects of AIG Bailout
The Committee on Government Oversight and Reform conducted a hearing on October 7th to examine the mistakes and financial excesses that lead to the government bailout of AIG.  The hearing focused on the rich payouts enjoyed by the AIG’s top executives, including the pay package of Joseph Cassano, head of AIG Financial Products in London that largely responsible for AIG’s problem.  Joseph Cassano was paid $280 million during the last 8 years while on one million dollar month retainer since leaving the company in March.  The committee was also critical of the fact that after the bailout the company hosted lavish retreats and spa sessions for its top executives in a California luxury resort.  The event cost the company half a million dollar.

During the hearing committee members also blamed the two executives on AIG’s lack of oversight in the risky transactions, especially in the Credit Default Swap (CDS) market.  However, both Martin Sullivan and Robert Williams defended that AIG’s failure was the result of market turbulence and accounting standards in which you need to report market value on the assets the company was holding.  
http://www.propublica.org/feature/was-aig-watchdog-not-up-to-the-job/

Was AIG Watchdog Not Up To The Job?

U.S. regulators responsible for supervising American International Group failed to grasp the impact of provisions in the complex derivative contracts that pushed the world's largest insurance company to the brink of collapse.

Terms of the insurance-like contracts, called credit-default swaps, required AIG to post billions of dollars in collateral in the event of a market slide or credit downgrade.

C.K. Lee, who ran a little-known team in the US Office of Thrift Supervision, or OTS, was responsible in overseeing AIG's finance unit. The job of the OTS was to make sure AIG did not take on too much risk and to assess the overall risk environment for the company and other global financial companies it oversaw. Though Lee's team had red-flagged the AIG unit that handled swaps, sampled some of the contracts and knew about collateral provisions, no one recognized the extent of the risk. They went along with the company's repeated assurances that any risk in the swaps portfolio was manageable because they believe in AIG's huge capital base and securities underlying the swaps had top credit ratings. 

Records show that, for several years before the bailout, numerous problems had surfaced with AIG's derivatives business, among them major accounting errors: however, the OTS never took formal enforcement action.

After all, the OTS, mainly a savings-and-loan regulator, may have been miscast as a watchdog for a huge global conglomerate.

http://www.nytimes.com/2008/09/28/business/28melt.html

Behind Insurer’s Crisis, Blind Eye to a Web of Risk

Although America’s housing collapse is often cited as having caused the crisis, the system was vulnerable because of intricate financial contracts known as credit derivatives, which insure debt holders against default. They are fashioned privately and beyond the ken of regulators

AIG’s London unit was run with almost complete autonomy by Joseph J. Cassano. London unit provided insurance to financial institutions holding C.D.O.’s and other debts in case they defaulted. C.D.O.’s. were pools of loans sliced into tranches and sold to investors based on the credit quality of the underlying securities. Mr. Cassano and his colleagues apparently assumed, they would never have to pay any claims.

Because the London unit was set up as a bank and not an insurer, and because of the way its derivatives contracts were written, it had to put up collateral to its trading partners when the value of the underlying securities they had insured declined. Any obligations that the unit could not pay had to be met by its corporate parent.

Last February, Mr. Cassano resigned after the London unit began bleeding money and auditors raised questions about how the unit valued its holdings. By Sept. 15, the unit’s troubles forced a major downgrade in A.I.G.’s debt rating, requiring the company to post roughly $15 billion in additional collateral — which then prompted the federal rescue.

The government announced its two-year, $85 billion loan to A.I.G., offering it a chance to sell its assets in an orderly fashion and theoretically repay taxpayers for their trouble.

http://www.wikinvest.com/stock/American_International_Group_(AIG)
AIG’s Collapse Due to Credit-Default Swap Portfolio
AIG essentially signed insurance contract on the securities which were depreciated sharply resulted from subprime mortgage collapse. AIG was forced to post hundreds of billions of dollar to collateral calls because it guaranteed those believed to be “almost risk free” securities. As securities deteriorated, clients and investors demanded that AIG put up collateral although AIG believed the “loss” was “unrealized loss” which would be sure to regain lost value when financial storm calm down.
http://www.propublica.org/article/article-aigs-downward-spiral-1114
AIG’s Spiral Downward
During around two years from Aug 2007 to Oct 2008, AIG post no less than $30 billion to pay for unrealized loss from the credit-default swap contracts. A timeline is showing it’s downward: $450 m, Aug 2007; $1.5 b, Oct 2007; $352 m, Nov 2007; $14.7 b, Aug 2008 and so forth.
http://tejustrivedi.blogspot.com/2008/10/mrwillumstad-and-art-of-ignorance.html
Chairman’s Duty
The ex-chairman and ex-CEO of AIG, Mr. Willumstad was questioned by HOC members but showed an ignorance of mess happened in AIG. The person who received extraordinary compensations and made extra earning pleaded ignorance on most of the question related to him. Mr. Willumstad had been chairman of the AIG board since November 2006 but had no idea of the collapse and would like to offset the responsibilities he should play in financial crisis by giving up his severance package.
http://curiouscapitalist.blogs.time.com/2008/11/10/the-governments-aig-dilemma/
The Government’s AIG Dilemma
After a second thought of how vital to rescue AIG, the federal government revised its original bailout deal. However, there’s still a dilemma for federal government that the people in AIG responsible for the financial crisis should be punitively punished but AIG was too important to fail in the market. Regardless, the government should and would like to keep AIG survive through structuring bailout to it till the end of financial crisis. There’s a misunderstanding that AIG is regulated by the NY state instead of government but in fact AIG's main insurance subsidiaries are regulated by NY State Insurance Commissioner Eric Dinall and the regulator responsible for monitoring the parent company's overall safety and soundness is the federal Office of Thrift Supervision.

As a result, the federal government took the approach to rescue AIG through 3 phases while the total amount sent by government would sum up to $150 billion. As part of the agreement, the New York Fed, together with AIG, will purchase the worst-performing securities covered by the credit-default swaps.
