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Chairman Bachus, Ranking Member Frank and Members of the Committee:

Thank you for inviting me to appear before you to discuss the Report of the Financial
Crisis Inquiry Commission. As a member of that Commission, I voted to adopt the Report and
agree with its conclusions, which have been discussed by former Chairman Angelides in his

testimony.

In my testimony, I will describe several conclusions of the Commission about specific

components of the financial system that contributed significantly to the financial meltdown.

1. The Commission concluded that collapsing mortgage-lending
standards and the mortgage securitization pipeline lit and spread
the flame of contagion and crisis.

Many mortgage lenders became so eager to originate loans that they took borrowers’
qualifications on faith, often with a willful disregard of the borrowers’ ability to pay. The
Federal Reserve and other regulators were aware of the increase in irresponsible lending,
including predatory and fraudulent practices, but failed to act effectively to restrict such
behavior. The securitization process led lenders and securitizers to believe that they were able to
pass the risk of these toxic mortgages to investors in mortgage-backed securities and
collateralized debt obligations (CDOs). However, the financial crisis revealed that in fact a

number of systemically important institutions remained significantly exposed to them.

2. The Commission concluded that over-the-counter (OTC) derivatives
contributed significantly to this crisis.

After being deregulated by federal statute in 2000, the OTC derivatives market grew
exponentially to almost $673 trillion in notional amount on the eve of the crisis in June 2008.
The unregulated market was characterized by uncontrolled leverage, lack of transparency, lack of
capital and margin requirements, speculation, interconnections between firms, and concentration
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of risk in systemically important institutions. Derivatives known as credit default swaps fueled
the securitization frenzy by encouraging investors in mortgage-rélated securities to believe they
were protected against default. Credit default swaps were also used to create synthetic CDOs
which were merely bets on real mortgage securities. Such bets significantly amplified the losses
from the collapse of the housing bubble. Insurance giant AIG’s sale of credit default swaps
without adequate capital reserves brought it to the brink of failure and necessitated its rescue by
the government, which ultimately committed more than $180 billion because of concerns that
AIG’s collapse would trigger cascading losses throughout the financial system. In addition, the
existence of millions of OTC derivatives of all types created interconnections among a vast web
of financial institutions through counterparty credit risk, exposing the system to contagion and

helping to precipitate the massive government bailouts.

3. The Commission concluded that the failures of credit rating agencies
were essential cogs in the wheel of financial destruction.

Without the high ratings issued by credit rating agencies, the mortgage-related securities
at the heart of the crisis could not have been marketed and sold in such vast quantities. The
credit rating agenc;ies issued top ratings to tens of thousands of mortgage securities, which
reassured investors and allowed the market to soar, and then downgraded them, wreaking havoc
across markets and firms. The agencies’ rating failures resulted from pressure by financial firms
that paid for the ratings, the use of flawed computer models, the desire to increase or maintain

market share and the absence of meaningful public oversight, among other things.

The Committee has asked for my -assessment of the- Dodd Frank Act-inlight of the-
Commission’s conclusions. As we have testified, the Commission found that widespread
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féilures in financial regulation and supervision along with dramatic breakdowns in corporate
governance and risk management were key causes of the financial crisis. In my view, the Dodd
Frank Act is an important response to those problems, and its full and speedy implementation
should reduce risks to the financial system. I urge policy makers and regulators to examine the
Commission’s Report to ensure that the causes of the crisis are adequately addressed in order to

protect the American public.

Thank you very much.
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