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The main components of Treasury Secretary Geithner’s new PPIP to price and remove toxic 
assets from banks’ balance sheets are as follows: 
 
Basic Principles: Treasury will use $75bn - $100bn in TARP money to co-invest along side 
private sector participants and the FDIC as well as the Federal Reserve, to buy $500bn to $1 
trillion of toxic mortgage assets (both residential and commercial) off banks’ books (‘legacy 
assets’) 
 
There are two separate approaches for legacy loans and for legacy securities. At first, Treasury 
will share its $75-100bn equity stake equally between the two programs with the option to shift 
the bulk of financing towards the option with the greater promise of success with market 
participants. 
 
1)      Public-Private Program for Legacy Loans: The FDIC establishes several public-private 
investment funds whose sole purpose will be to purchase and hold specific loan pools put up for 
sale by banks (large and small). The transaction price will be established by the highest bid at an 
auction run by the FDIC, in which a wide array of institutional investors and even individuals 
with a long-term orientation are encouraged to participate. The liabilities of the investment fund 
consist of an equity stake (50% of which provided by auction winner, 50% from Treasury 
TARP), and collateralized debt debt issued by the investment fund and guaranteed by the FDIC 
to finance the remainder of the purchase price (FDIC gets guarantee fee.) Before the auction, the 
FDIC specifies the pool-specific debt-to-equity ratio it is willing to guarantee subject to a 
maximum 6-to-1 leverage ratio. The private investor would then manage the servicing of the 
asset pool - using asset managers approved and supervised by the FDIC - until disposal or 
maturity. 
 
Example: Assuming a 6-to-1 debt-to-equity ratio, the highest bid for a loan pool with $100 face 
value might turn out to be $84. Of this amount, the FDIC would provide $72 in debt guarantees 
whereas the equity stake of $12 would be shared equally between the auction winner ($6) and the 
Treasury ($6). 
 
2)      Legacy Securities Program: The legacy securities program is to be incorporated into the 
Term Asset-Backed Securities Facility (TALF) whose original goal was to provide collateralized 
financing (non-recourse loans) to buyers of newly created consumer loan/small business loan 
ABS. Under the Legacy Securities Program, the eligible collateral for TALF is extended to 
include non-agency RMBS that were originally rated AAA and ouststanding CMBS and ABS 
that are rated AAA. 
 
Example: Under the Legacy Securities Program, up to five Treasury-approved fund managers 
will have a period of time to raise private capital to target the purchase of designated securities. 



Assuming the fund manager is able to raise $100 of private capital for the fund, Treasury will 
provide $100 equity co-investment along side private investors. Treasury will then provide a 
$100 loan to the public-private investment fund. Moreover, Treasury may also choose to provide 
an additional loan of up to $100 to the fund. The investment fund then has $300-$400 at its 
disposal to buy legacy securities at its discretion. As a purchaser of TALF-eligible securities, the 
PPIF would also have access to the expanded TALF program of collateralized Fed loans when it 
is launched. 
 
Assessment 
 
The main sticking points in previous market-based approaches to clear toxic assets from banks’ 
books were threefold: 
 
a)      How to value illiquid assets? 
 
b)      Once a transaction price is established, will banks be willing to sell and take a writedown? 
 
c)      How to induce private investors to purchase legacy assets without unduly wasting taxpayer 
money? 
 
a) Valuation of Illiquid Assets 
 
The theoretical foundations of Geithner’s plan are provided by Lucian Bebchuk from Harvard 
University among others. He explains that “if the underlying market failure is at least partly one 
of liquidity, an effective plan for a public-private partnership in buying troubled assets can be 
designed. The key is to have competition at two levels. First, at the level of buying troubled 
assets, the government’s program should focus on establishing many competing funds that are 
privately managed and partly funded with private capital--and not creating one, large "aggregator 
bank"-- funded with public and private capital and engaging in purchasing troubled assets. 
Second, several potential fund managers should compete for government capital under a market 
mechanism resulting in maximum participation of private capital and minimum costs to 
taxpayers.” 
 
Geithner’s plan seems to follow these guidelines to a large degree. In particular, on the one hand 
the government subsidy allows private investors to bid a higher price than otherwise warranted 
(i.e. the government gives investors the equivalent of a call option.) On the other hand, the fact 
that the private investor is bound to lose its entire equity stake if the asset value deteriorates from 
artificially high valuations provides an incentive to bid conservatively. Both effects together may 
contribute to a reasonable level of price discovery. Similarly, in case of the securities program, 
the prospect of refinancing purchased legacy securities with TALF via a non-recourse loan 
(which is the equivalent of a put option) should incentivize private investors to bid higher than 
otherwise warranted subject to losing the entire equity stake if the value falls. 
 
b) Will banks participate? 
 



A similar purely private solution to get toxic assets off banks’ balance sheets was tried with 
Paulson’s aborted Super-SIV when legacy assets were still marked substantially higher than at 
present. It became clear then that the private sector will require a possibly substantial taxpayer 
subsidy in order to overcome the collective action paralysis. Indeed, in the case of the legacy 
loan example outlined in the Geithner plan with a 6/1 leverage, private investors that invest 7.1% 
(=1/7 * 0.5) of the entire capital (equity and debt) will get 50% of any upside in return. While 
Treasury will also share in any upside by half, any downside beyond the private investors’ equity 
stake is clearly borne by the taxpayers. 
 
While this subsidy to investors provides a powerful incentive to bid prices up in a competitive 
auction, banks stuck with particularly toxic assets or thin capital buffers may still find a potential 
writedown at market-clearing prices prohibitive and some might need to be recapitalized after 
taking the hair cut. FDIC Chairman Sheila Bair has already warned that while this plan will help 
many solvent banks get rid of their toxic assets thus clearing the way for new loans and fresh 
capital some banks are beyond the stage of rescue. Those borderline insolvent banks will likely 
require an additional incentive to sell -or mandatory participation- otherwise they will prefer to 
hold on to their assets, especially in view of the FASB’s prospective easing of mark-to-market 
accounting rules. 
 
For the sake completeness, some commentators would also like to see better safeguards 
established in order to prevent banks and asset managers from potentially colluding in their 
common interest to the detriment of the taxpayer. 
 
c) And taxpayers? 
 
At the end of the day the performance of the toxic legacy assets is driven by the cash flow 
performance of the underlying loans. Keep in mind that among subprime borrowers, serious 
delinquencies and foreclosures have affected about 20% of outstanding loans as of December 
2008 thus impairing the cash flow directed to junior RMBS investors and/or ABS CDOs 
consisting of these junior tranches. While ABX prices responded positively to the prospect of 
increased buyer interest, the ultimate loan value will depend on whether households and 
commercial real estate borrowers will continue making payments in the future. More on that 
below. 
 
As a practical example of the performance of a toxic portfolio, take the Fed’s Maiden Lane 
portfolio with Bear Stearns assets. Cumberland Advisors reported that so far the results aren’t 
promising, and they see no prospect for a profit on the assets. In fact, the portfolio has lost over 
10% of its value, and losses are mounting. At present, losses on that portfolio exceed $4.5 billion 
and the taxpayers’ share is now $3.5 billion. Others point to the low recovery value of IndyMac’s 
mortgage portfolio as a benchmark. 
 
Bottom line: Will it get credit flowing again? 
 
The immediate market reaction (equities and investment grade CDS staged a substantial rally, 
less so high yield CDS) was clearly one of relief that nationalization seems to be off the table for 
now and that the administration is committed to market-based solutions. While the extent of the 



guarantees almost makes one wonder why the involvement of the private sector is needed in the 
first place, it is the involvement of the private sector that creates a context in which price setting 
and discovery happen based on a market mechanism. 
 
An important question at this point is: What should we look at while assessing the plan in the 
months ahead? 
 
Clearly the unfreeze of credit markets would be the first sign of success but we might not see this 
happening before some time. Some of the banks that choose to sell assets and take a writedown 
might be in need of additional capital before they can resume lending. Also, for those institutions 
that are beyond the stage of rescue and effectively insolvent, the plan will likely not be as 
effective in stimulating lending or participation in the first place. 
 
The increase in the supply of credit that will come from institutions that are solvent will be 
important, but will demand be there to do its part?  If the real side of the economy continues to 
deteriorate, it is likely that credit demand might be subdued.  Moreover, a further continued 
deterioration on the real side of the economy would imply new defaults on credit cards, 
consumer loans, auto loans and mortgages that would result in new toxic assets on the balance 
sheets of financial institutions recreating an environment where banks would maintain stringent 
lending standards.  Therefore, the success of the plan is a necessary but not sufficient condition 
to get the economy back on a recovery path.  The success of the fiscal stimulus package in 
sustaining aggregate demand and minimizing job losses and the success in restarting demand in 
the housing sector will be instrumental to put a stop to the negative feedback loop between the 
real and the financial side of the economy. 
 
Moreover, if the negative feedback loop persists, need for further funding will arise.  While it 
will be very challenging to obtain Congress approval for additional TARP money, we should 
point out that the government has set aside an additional $750bn in the FY2010 budget in aid for 
the financial sector. 
 
Hence, taking care of legacy loans and securities is a welcome step forward, especially for 
solvent institutions whose asset values are subject to a substantial liquidity discount. However, 
insolvent institutions might not find as much relief from this plan, and the impact of the plan on 
the real economy might not be enough to pull the economy out of a contraction for good part of 
this year and sluggish growth thereafter.  But by conducting auctions and determining the market 
value of the toxic assets, the Treasury will be implicitly using the private sector to ‘stress test’ 
the financial system to determine which banks are insolvent and therefore will need further 
government intervention. 


