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Summary

As financially impaired banks have retrenched from traditional secured lending to small and
middle-market enterprises (SMEs) to preserve capital and repair balance sheets, a gaping hole in
our financing economy has been shaped. More than eighty percent of this country’s work force is
housed in companies with fewer than 500 employees. Middle-market and smaller companies, the
backbone of the American economy, have lost access to the traditional working capital loans upon
which they have long depended for managing businesses in the ordinary course.

As a consequence to the sudden dearth of capital available in this market, companies that might
otherwise rationalize and survive the current economic downturn are laying off workers -- layoffs
that will result in permanent job losses as, without access to capital, these companies have no
choice but to liquidate. This phenomenon is driving not only permanent job losses, but also the
eclipse of technology and the destruction of transferable industrial knowledge, causing irreparable
damage to the American economy.

The latest report from the Congressional Oversight Panel (“COP”) for TARP confirms that
commercial and industrial lending has been significantly reduced at large bank recipients of TARP
funds. New commitments for commercial and industrial lending at these banks have plunged 45.4
percent since October 2008.1 Decreased demand is the primary reason provided for the steep
descent according to the Federal Reserve Senior Loan Officers Survey.2 However, the collapse in
demand is inextricably linked to reduced credit quality of borrowers. Adding insult to injury,
financial problems at smaller regional banks are on the rise with bank failures for 2009, as of
October 2, standing at 98 banks representing $105.4 billion of assets. These reports, taken
together, do not foretell a bright financing future for SMEs.

The Rescue Loans Program (RLP) will exploit unused TARP funding intended for the Public Private
Investment Partnership (PPIP) to encourage qualified private investors to provide rescue financing
to companies unable to access the bank loan or credit markets. This program will serve to
temporarily plug the lending/financing void left by banks, hedge funds and collateral debt
obligations (CDOs). Access to rescue financing will save many companies that might otherwise
liquidate -- with a direct and immediately quantifiable sustainment of employment -- and will
simultaneously assuage the most urgent and overwhelming threat to our economy, rising
unemployment. The Rescue Loans Program is not a bailout; it is a direct investment in American
jobs.

Program Highlights
e The RLP will function under the existing PPIP.
e The program’s configuration will be built upon structures previously announced in the
existing PPIP Legacy Securities Program.
e The program will require no additional funding from Congress.

1“October Oversight Report,” Congressional Oversight Panel, October 9, 2009. http://bit.ly/3ewMx
2 “July Senior Loan Officer Survey,” U.S. Federal Reserve, August 17, 2009. http://bitly/cUpXW



¢ The RLP will save jobs, in a manner that can be immediately effective and quantified, by
means of a combined private and public sector solution.

e The private sector equity will absorb the entire first loss, in advance of both the government
loans and the government equity contribution, significantly reducing taxpayer risk.

e The government program will be temporary and will be replaced with both private sector
and bank financing as the credit markets recover.

Rising Unemployment Poses the Greatest Threat to Economic Recovery

Prior to the financial crisis of last fall, available credit had reached the pinnacle of historic levels.
However, with the implosion of this nation’s financial system, a vast overcorrection has ensued,
leaving smaller and mid-sized companies with nowhere to turn. The Wall Street Journal recently
reported that loan portfolios at the 15 largest banks contracted 2.8 percent in the second quarter of
2009.3 The systematic liquidation of our middle-market economy threatens to further shrink the
U.S. and global economies and to drive permanent unemployment rates to heights not witnessed in
generations.

The implosion of credit markets began as a Wall Street crisis but rapidly spread to Main Street,
paving a path of destruction along its way. Credit markets seized and the global economy appeared
to stand on the precipice of collapse. Governments rapidly intervened with myriad programs
designed to slow the pace of damage. The TARP buttressed struggling financial companies.
Liquidity programs were originated to resuscitate moribund credit markets. And new programs,
such as the TALF and PPIP, were designed to thaw frozen credit markets and to inspire the private
market purchase of so-called toxic assets, respectively.

These programs succeeded, to varying degrees, in their respective ambitions to prime the pumps of
specific financial markets. Although the grave risk of impending financial collapse may be behind
us, the economy remains fragile under the weight of significant pressure. The fall-out from the
crisis of last autumn has given way to the new and dangerous threat of extremely high
unemployment and permanent job losses, a prospect more frightening than others to most Main
Street Americans. Absent an immediate rescue solution, unemployment could peak in excess of 12
percent with underemployment levels already approaching 20 percent, exacerbating demand
destruction and further economic deterioration.

Credit Starvation to Middle-Market Companies Drives Job Losses

For large companies, credit conditions have tightened, but capital is clearly available.
Improvements in commercial paper, equity and high-yield bond and loan markets have allowed
large companies to rationalize expenses and operate, despite deep declines in revenues. For very
small companies, SBA loans can often be accessed. However, the vast middle-market between the
two -- “the tween market” where approximately 40 percent of Americans are employed -- has fallen
through the cracks of myriad programs designed to reignite credit markets.

The often ignored middle-market, defined in a recent survey of this sector by Forbes Insight and
CIT as U.S. companies with revenues between $25 million and $1 billion, includes 106,000
businesses that employ 32 million persons with revenues in excess of $6 trillion. According to the
survey, 60 percent of middle-market companies affirm that the credit market freeze has been
detrimental to their businesses while nearly one out of three (29%) assert dissatisfaction with
access to loans. The outlook for the future, in the view of those surveyed, was no brighter - 78

3 “Loans Shrink as Fear Lingers,” The Wall Street Journal, July 27, 2009. http://tinyurl.com/ntvfnc



percent either foresee a further deterioration in the ability to secure financing (27%) or anticipate
that the current dearth will remain steady (51%).4

Middle-market companies depend on working capital loans from banks to operate their businesses
in the ordinary course -- to finance inventory purchases and to fund payroll and other operating
expenses. In every business there are timing differences between the spend of capital to
manufacture and deliver a product or service and the payment for those goods or services by
customers. For most middle-market companies, access to credit ranges from scarce to none.
Battered by a perfect storm of declining revenues and a dearth of credit, companies are liquidating
and terminating their work force by the hundreds of thousands each month.

The needs and performance of large companies garner significant attention, but their total labor
comprises only a very small percentage of our nation’s total employment. Companies with more
than 500 workers employ approximately 17 percent of America’s workers. Small and mid-sized
companies, on the other-hand, employ more than 83 percent. Middle-market companies, those
with more than 50 but fewer than 500 workers, employ 39 percent of workers yet account for 44
percent of job losses - more than any other group.>

In a normal recession, job losses, while painful, are anticipated and even necessary. Recessions cull
the weakest companies, creating room for the strongest and most innovative to thrive. The process
of creative destruction is perceived as integral to the successful performance of free market
economies. However, this economic collapse is by no means a normal recession. Too many job
losses are a result of changes in bank lending strategies and not directly linked to underlying
economic forces. Companies that in previous recessions would have achieved work-out solutions
and forbearance from banks, or rescue financing from alternative lenders, now alarmingly find
themselves without capital and with nowhere to turn but towards layoffs and liquidation. The
economy is not in the process of cyclical creative destruction, but rather in the deadly grasp of
secular, irreparable economic devastation.

The Solution - SME Rescue Loans

The most direct and rapid solution to stem job losses is to incent private enterprise to originate and
monetize rescue-financing loans for struggling smaller and middle-market companies.

Funding

The Rescue Loan Program (“RLP”) will access unutilized TARP funds already set aside for PPIP.
Treasury originally intended that $75-$100 billion of TARP funds be used for PPIP programs to
purchase toxic loan assets from bank balance sheets. Yet, as of today, only $30 billion has been
allocated for use in the PPIP Legacy Securities Program. The PPIP Rescue Loan Program will
initially use $30 billion for equity and debt investments, leaving available an additional $15-40
billion of the funds originally contemplated for PPIP.

Structure

The RLP will be structured based upon similar constructions to those announced in the existing
PPIP programs. Pre-selected investment managers will raise a minimum of $150 million in equity
capital, which will then be used along with $50 million of equity contributed by the Treasury.
Private sector equity capital will serve as the first loss layer to both the loans and equity capital

4“U.S. Middle Market Outlook 2009: Navigating the Credit Crunch,” Forbes Insight, August 2009.
http://tinyurl.com/07a63h

5 ADP National Employment Report, June 2009. http://www.adpemploymentreport.com/



provided by the taxpayer. While the taxpayer will share in the returns, private investors -- not the
taxpayers -- will bear the majority of the risk. Additional leverage, of up to four times equity, will
then be provided by TARP funds. It will be required that at least $15 million (or 10%) of equity in
the Rescue Loan Investment Partnership (RLIP) originates from direct investment by the
investment manager’s firm or partnership.

Loan Eligibility

The RLP will be available to companies who have been turned down by banks, whose loans are in
default with banks, whose reserves on loans have increased over 10% in the last 12 months or
companies who require debtor-in-possession financing during bankruptcy restructuring. All loans
will need to be senior secured, to pay current interest and stand first in right of payment.

Investment Managers

Eligibility requirements for the RLP will be less narrow than other PPIP programs in order to
include many talented smaller managers and to encourage small and minority firms to participate.
Investment firms, who manage a minimum of $1 billion of gross alternative investment assets, to
include distressed debt, distressed lending or distressed private equity, will be eligible for
application and, provided that criteria are met, 20% of firms chosen will be small or minority-
owned. All firms must demonstrate that the capability necessary to originate, monetize and service
such loans can be performed in-house.

How the Rescue Loan Program Works

Step 1: Treasury selects investment managers through a competitive application process.

Step 2: Approved managers raise a minimum of $150 million in equity capital (10% from firm).

Step 3: Treasury invests 25% of additional equity capital to resultin a 75%/25% ratio of equity.

Step 4: Equity receives leverage of 4 to 1.

Step 5: Private capital serves as a first loss layer to the equity provided by the taxpayer.

Step 6: The investment manager will then originate, service and monetize the loan portfolio and
the timing of its disposition on an ongoing basis. Eligible asset managers will be approved
by and subject to oversight by the Treasury.

Program Risk

In order to most accurately analyze the risk to repayment of government funds, the matrices included
on pages 6 and 7 highlight returns to equity under specified default and recovery rates. To help
place such risk in perspective, S&P, in May 2009, stated that its preliminary estimate for its 12-
month trailing speculative-grade default rate rose to 9.2 percent in June, its highest level so far this
year and that they expected “the speculative-grade default rate to escalate to a mean forecast of
14.3 percent by May 2010, but it could reach as high as 18.5 percent if economic conditions are
worse than expected.”s

An S&P report dated January 2009 states that recovery rates on senior secured loans have
historically had little correlation with the underlying credit ratings of borrowers as senior secured
loans are most often structured to offset default risk with high recovery rates. The report further
noted that recovery rates on borrowers with ratings at the lower end of the spectrum would likely
still provide the same high recovery rates as borrowers with superior ratings. The average

6 “Defaults Surged to ‘Massive’ Half-Trillion Dollars,” Bloomberg News, May 13, 2009. http://tinyurl.com/1x9dus



recovery rate on senior secured loans during the years 1998 to 2008 was 82%, with future
recovery rates anticipated on average to be 78%.7

Our sample rescue loan portfolio, on the following page, assumes a default rate of 30 percent,
significantly higher than the worst case default rate scenario of 18.5 percent contemplated by S&P.
Additionally we assume recovery rates on defaulted loans of 60%, significantly lower than those
predicted than S&P. Even using these very conservative assumptions, our model portfolio produces
returns to the taxpayer at very low risk.

7 “More than A Year into The Credit Crunch, Lenders Confront Diminished Recovery Prospects,” S&P, January 7, 2009.
http://tinyurl.com/mc645k



Sample Rescue Loan Investment Partnership (RLIP)

Loan Portfolio Size: $1 billion

TARP Financing: $800 million

Equity Capital: $200 million

Private Capital: $150 million ($15 million from investment manager)
Government Equity Capital: $50 Million

* The example provides for 40 loans of $25 million to individual borrowers.

¢ The loans will pay interest at LIBOR plus 800.

¢ The portfolio will borrow funds at LIBOR plus 100.

* The spread is significant, so as to absorb losses based on risk of rescue loans.

* In this example, we assume a 30% default rate on loans, 15% in years one and two, divided
equally among 24 months.

* Recovery rates on the defaulted loans are assumed at 60%.

» In this example, equity upside is $48 million split 75%/25% between private and public or
$36 million and $12 million respectively.

* Complete financial details provided in the matrix included on pages 6 and 7.

Rescue Loans Program Structure
Sample 51 Billion Portfolio

TARP Funds Private Investor

Financing: $800 million Equity: $150 million
Equity: $50 million
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Rescue Loan Investment Partnership
e (Managed By Private Investment Firm)

Financing: $800 million
Equity: $200 million

Interest
Payments
(LIBOR + 800)
Principal
ayments

P

Portfolio of Investments

ASSUMPTIONS:

* 30% default rate on loans, 15% in years one and two, divided equally among 24
months.

* Recovery rates on the defaulted loans assumed at 60%.




