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House of Representatives,
Committee on Oversight and
Government Reform,

Washington, D.C.

The committee met, pursuant to call, at 10:00 a.m., in
Room 2154, Rayburn House Office Building, Hon. Henry A.
Waxman [chairman of the committee] presiding.

Present: Representatives Waxman, Maloney, Cummings,
Kucinich, Tierney, Watson, Lynch, Yarmuth, Norton, McCollum,
Cooper, Van Hollen, Hodes, Murphy, Sarbanes, Davis of
Virginia, Shays, Mica, Souder; Platts, Issa, Bilbray, and
Sali.

Staff Present: Phil Barnett, Staff Director and Chief
Counsel; Kristin Amerling, General Counsel; Stacia Cardille,

Counsel; David Rapallo, Chief Investigative Counsel; Theo
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Chuang, Deputy Chief Investigative Counsel; John Williams,
Deputy Chief Investigative Counsel; Roger Sherman, Deputy
Chief Counsel; Margaret Daum, Counsel; David Leviss, Senior
Investigative Counsel; Karen Lightfoot, Communications
Director and Senior Policy Advisor; Caren Auchman,
Communications Associate; Daniel Davis, Professional Staff
Member; Zhongrui Deng, Chief Information Officer} Rob Cobbs,
Special Assistant; Mitch Smiley, Staff Assistant; Jennifer
Owens, Special Assistant; Brian Cohen, Senior Investigator
and Policy Advisor; Earley Green, Chief Clerk; Jennifer
Berenholz, Assistant Clerk; Leneal Scott, Information Systems
Manager; Larry Halloran, Minority Staff Director; Jennifer
Safavian, Minority Chief Counsel for Oversight and
Investigations; Brien Beattie, Minority Professional Staff
Member; Molly Boyl, Minority Professional Staff Member; John
Cuaderes, Minority Senior Investigator and Policy Advisor;
Nick Palarino, Minority Senior Investigator and Policy
Advisor; Adam Fromm, Minority Professional Staff Member; Todd
Greenwood, Minority Professional Staff Member; Patrick Lyden,
Parliamentarian and Member Services Coordinator; Larry Brady,
Minority Senior Investigator and Policy Advisor; Brian
McNicoll, Minority Communications Director; Benjamin Chance,
Minority Professional Staff Member; and Alex Cooper, Minority

Professional Staff Member.
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Chairman WAXMAN. The committee will please come to
order.

Today is our fourth hearing into the ongoing financial
crisis. Our previous three hearings focused on the private
sector. Our first hearing examined the bankruptcy of Lehman
Brothers. We learned that this investment bank failed after
it made highly leveraged investments that plummeted in value.

Our second hearing examined the fall of AIG. We learned
that this huge insurance company was brought to the brink of
bankruptcy by speculation in unregulated derivatives called
credit default swaps.

Our third hearing, which we held yesterday, examined the
role of credit rating agencies. We learned that these firms
sacrificed their rating standards--and their credibility--for
short-term gains in sales volumes.

Each of these case studies is different, but they share
common themes. In each case, corporate excess and greed
enriched company executives at enormous cost to shareholders
and our economy. In each case, these abuses could have been
prevented if Federal regulators had paid more attention and
intervened with responsible regulations.

This brings us to today’s hearing. Our focus today is
the actions and inaction of Federal regulators. For too
long, the prevailing attitude in Washington has been that the

market always knows best. The Federal Reserve had the
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authority to stop the irresponsible lending practices that
fueled the subprime mortgage market, but it’s long-time
chairman, Alan Greenspan, rejected pleas that he intervene.
The SEC had the authority to insist on tighter staﬁdards for
credit rating agencies, but it did nothing, despite urging
from Congress.

The Treasury Department could have led the charge for
responsible oversight of financial derivatives. Instead, it
joined the opposition. The list of regulatory mistakes and
misjudgments is long, and the cost to taxpayers and our
economy is staggering.

The SEC relaxed leverage standards on Wall Street, the
Offices bf Thrift Supervision and the Comptroller of the
Currency preempted State efforts to protect home buyers from
predatory lending. The Justice Department slashed its
efforts to prosecute white-collar fraud.

Congress is not exempt from responsibility. We passed
legislation in 2000 that exempted financial derivatives from
regulation, and we took too long, until earlier this year, to
pass legislation strengthening oversight of Fannie Mae and
Freddie Mac.

Over and over again, ideology trumped governance. Our
regulators became enablers rather than enforcers. Their
trust in the wisdom of the markets was infinite. The mantra

became government regulation is wrong, the market is
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infallible.

Our focus today is financial regulation, but this
deregulatory philosophy spreads across government. It
explains why lead got into our children’s toys and why
evacuees from Hurricane Katrina were housed in trailers fail
filled with formaldehyde.

Today we will ask our witnesses hard questions about the
regulatory decisions they made and they failed to make, but I
want them to know I value their public service and their
cooperation with the committee. Our committee house stayed
busy in recent weeks, as we have held hearings on the
financial crisis, and I want all the members to know how much
I appreciate their involvement in these hearings.

It’'s not easy to travel to Washington when Congress is
out of session, especially with an election looming. But the
issues we are examining are of immense importance to our
Nation, and I am proud of the work we are doing, and
especially the contribution of members of the committee.

[Prepared statement of Mr. Waxman follows:]

kkkkkkkk INSERT 1-1 ***xkk*x%*
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Chairman WAXMAN. Mr. Davis, I want to recognize you.

Mr. DAVIS OF VIRGINIA. Thank you, Mr. Chairman.

Let me just say yesterday I agreed with your opening -
statement and associated myself with it. Today I am in
disagreement with much of what you have to say.

Of all the hearings we have had so far on the causes and
effects of the economic crisis, I think today’s testimony and
discussion gives us the opportunity to talk for the first
time about the systems and structures meant to maintain
stability and root out abusive practices in'financial
markets.

I hope this distinguished panel will help us cut to the
core of the financial problems we have encountered. At that
core lies Fannie Mae and Freddie Mac: Government-sponsored
enterprises that dominated the mortgage finance marketplace
and gave quasi official sanction to the opaque, high-risk
investments still radiating global toxic shock waves from the
epicenter of their subprime sinkhole. By the way, these were
areas where we did try to regulate in some on our side and
were stopped from the other side of the aisle from bringing
regulation in earlier.

Our earlier hearings have focused on important, but to
be honest, somewhat tangential issues, a unique case bailout,
a bankruptcy, flawed credit ratings, executive compensation,

and the cost of corporate retreats. No one is minimizing or
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defending corporate malfeasance. We share the outrage of
most Americans at the greed that blinded Wall Street to its
civic duty to protect Main Street.

But this committee can take a broader view of the
patchwork of Federal financial regulators built by accretion
after each cyclical crisis and artificially subdivided behind
Congress’ jurisdictional walls. No single agency, by action
or omission, caused this crisis, and no existing agency alone
can repair the damage or prevent the next, some believable,
inevitable, booming and bust.

It wasn’t deregulation that allowed this crisis. It was
the mishmash of regulations and regulators, each with too
narrow a view of increasingly integrated national and global
markets. The words "regulation" and "deregulation" are not
absolute goods and evils, nor are they meaningful policy
prescriptions. The dynamic structure of our markets has made
creating an enduring regulatory system a perennial and
bipartisan challenge.

After the 1933 commercial bank failures, the
Glass-Steagall Act separated investment and commercial
banking activities and established the Federal Deposit
Insurance Corporation, restoring public confidence in the
banking system.

But by 1999, the marketplace had outgrown these

post-depression rules. The increasingly global market led
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the Congress and a Democratic president to adopt the
Gramm-Leach-Bliley Act, repealing Glass-Steagall, and
allowing commercial banks to diversify and underwrite in
trade securities. That was not regulation for deregulation’s
sake. These activities were seen by many as actually
reducing risk for banks through diversification, and allowing
banks to compete in a rapidly globalizing marketplace.

When Enron and other scandals erupted earlier this
decade, Congress respond with Sarbanes-Oxley, putting hew
regulations on public companies. The bipartisan Band-Aid
approach to oversight and regulation continued.

In the past few years, the market, as it tends to do,
changed again. New securities were created and traded and,
once again, analog government was out of sync with the
digital world.

While regulators pushed paper, the quants pushed
electrons, moving money around the globe at the speed of
light. Free markets are constantly evolving and innovating.
Regulators by law, bureaucratic custom or just bad habit tend
to remain static. Modernization to Féderal regulatory
structures have to take account of the new global dynamics to
restore the transparency, confidence and critical checks and
balances necessary to sustain us as a dgreat economic power.

All of our witnesses today voiced some level of alarm

about dangers to the total financial system posed by




HGO0297.000 PAGE 9

190
191
192
193
194
195
196
197
198
199
200
201
202
203
204
205
206
207
208
209
210
211
212
213

214

hyperactive subprime lending and its high yield, high-risk
progeny, collateralized debt obligations, derivatives and
other exotic and other unregulated mortgage backed
instruments.

Some of those were intentionally designed to slip
between existing regulatory definitions. 1Is a credit default
swap an investment vehicle or insurance agreement? Should
they be considered futures contracts regulated by the
Commodities Future Trading Commission or securities under the
purview of the SEC? Today’s testimony should help us begin
to answer these questions and describe the shape and scope of
a modern, flexible, digital regulatory structure for the
future. We need smart regulation that aligns the incentives
of consumers, lenders and borrowers to achieve stable and
healthy markets based on transparency and good faith.

Mr. Greenspan, Mr. Snow, Mr. Cox, I hope you will give
us your thoughts on the core issues that led to this crisis,
and, more importantly, your ideas on a framework for the lean
but supple regulatory approach that can defect, and hopefully
protect, the irrational exuberance, over-the-top risk taking
and consequent collapse that inflicts such damage to our
economic life.

In this political season, the search for villains is
understandable, and, in some respects, healthy.

While we are at it, we might ask ourselves why the
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Congress didn’t convene these hearings last March when market
turbulence first turned toxics. There'’s plenty of blame to
go around as we try to unravel the wildly complex tangle of
people, private companies, government agencies and market
forces that is choking modern capitalism.

We have all played a part in this crisis, and,
hopefully, we have all learned invaluable lessons. But
retribution needs to be tempered by wisdom. There’s an
apocryphal tale by about the great American industrialist,
Andrew Carnegie, that I think explains why. It seems one of
his lawyers made a mistake in drafting a contract that cost
Carnegie $100,000. When he was asked why he didn’t fire the
attorney, Carnegie replied, "Well, I just spend'$100,000
training him."

Well, we are learning some expensive lessons and
hopefully will put them to good use.

Thank you, Mr. Chairman.

Chairman WAXMAN. Mr. Davis--

Mr. MICA. Mr. Chairman, I have a unanimous consent
request.

Chairman WAXMAN. The gentleman will state his unanimous
consent request.

Mr. MICA. Mr. Chairman, I would like to submit for the
record, and also distribute to the members, a copy of a

letter which is signed by myself, in fact, all members that
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are here today, on our side of the aisle, and other leaders
in Congress, requesting the Attorney General of the United
States appoint a general‘counsel, a special prosecutor. As
you recall--

Chairman WAXMAN. The unanimous consent is to put the
document into the record?

Mr. MICA. Yes. If you recall, during the hearing--

Chairman WAXMAN. Over the objection--is there any
objection, because you are not recognized for a speech.

The unanimous consent request--

Mr. MICA. Well, I just wanted to explain that this
hearing is being hijacked.

Chairman WAXMAN. Well, there is objection, and the
gentleman is no longer recognized.

Mr. MICA. vaerage before--

Chairman WAXMAN. We have before us now--

Mr. MICA. Fannie Mae and Freddie Mac. After next week.

Chairman WAXMAN. The gentleman will cease his comments
SO we can go aheéd with our hearing.

Mr. MICA. Thank you for allowing me to successfully put
that thought.

Chairman WAXMAN. We are pleased to welcome for our
hearing today three very distinguished witnesses. Alan
Greenspan, former Chairman of the Federal Reserve Board, Dr.

Greenspan served as Chairman of the Board of Governors of the




HGO297.000 : PAGE 12

265
266
267
268
269
270
271
272
273
274
275
276
277
278
279
280
281
282
283
284
285

286

Federal Reserve system for 18 years.

Under President Ford, Dr. Greenspan was the Chairman of
the President’s Council of Economic Advisors. He also served
as Chairman of the National Commission on Social Security
reform and the Economic Policy Advisory Board under President
Reagan. He currently serves as President of Greenspan
Associates, LLC.

Christopher Cox, Chairman of the Securities and Exchange
Commission; Mr. Cox is currently the Chairman of the
Securities and Exchange Commission. He was sworn in on
August 3, 2005. Mr. Cox was a Member of Congress for 17
years, serving in the majority leadership of the U.S. House
of Representatives. Under President Reagan he served as a
senior associate counsel in the White House.

John Snow, former Secretary of the Treasury. Mr. Snow
ig the former Secretary of the Treasury under President Bush.

Mr. Snow served for 3 yeafs in that position and worked
closely with the White House on a broad portfolio of economic
policy issues. Prior to becoming Treasury Secretary, Mr.
Snow served as Chairman and CEO of CSX Corporation. Mr. Snow
also served at the Department of Transportation during both

the Nixon and Ford administrations.
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STATEMENTS OF ALAN GREENSPAN, FORMER CHAIRMAN OF THE FEDERAL
RESERVE BOARD; CHRISTOPHER COX, CHAIRMAN OF THE SECURITIES
AND EXCHANGE COMMISSION; AND JOHN SNOW, FORMER SECRETARY OF

THE TREASURY

Chairman WAXMAN. We are pleased to welcome the three of
you today. Your testimony will be in the record in its'
entirety. It is the practice of this committee that all
witnesses testify before us do so under oath. So I would
like to request the three of you please to stand and raise
your right hands.

[Witnesses sworn.]

Chairman WAXMAN. The record will indicate that each of
the witnesses answered in the affirmative.

We are here today in this hearing to hear from you and
to be able to question you. I want to thaqk each of you for
coming, because you have an enormous amount to contribute to
our understanding of the financial mess that we are in now,
and to give us our ideas of where we go for the future.

As I said, your prepared statements were going to be in
the record in full.

I am going to recognize each of you. We ordinarily ask

that oral presentations be no more than 5 minutes. We will

keep a clock, but we will not enforce that 5 minutes
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rigorously, but we do want that clock to be there to inform
you that the green light is on for 4 minutes, the orange
light means there’s 1 minute left. When the red light is on,
the 5 minutes has expired.

If you are mindful of that fact, you might then
contemplate winding down, but we will not interrupt any of
the witnesses’ presentations because what you have to say is
so very important, and you are the only three witnesses we
have for today’s hearing.

Dr. Greenspan, we want to start with you. There’s a
button on the base the mike. You are not inexperienced in
testifying before Congress, so I will recognize you to
proceed as you see fit. |

Mr. GREENSPAN. Thank you very much, Mr. Chairman.

Chairman WAXMAN. Pull the microphone a little closer to

you.

STATEMENT OF ALAN GREENSPAN

Mr. GREENSPAN. Thank you very much, Mr. Chairman. I
appreciate having an extra few minutes, because I will run
slightly over. I will try to do it as expeditiously as
possible.

Mr. Chairman, Ranking Member Davis and members of the
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committee, thank you for this opportunity to testify.

Mr. SHAYS. Could you just put the mike a little closer,
Mr. Greenspan. Thank you, that will help.

Mr. GREENSPAN. Thank you for this opportunity to
testify before you this morning. We are in the midst of a
once in a century credit tsunami. Central banks and
governments are being required to take unprecedented
measures. You, importantly, represent those on whose behalf
represent economic policy is made, those who are feeling the
brunt of the crisis in their workplaces and homes. I hope to
address those concerns today.

This morning, I would like to provide my views on the
sources of the crisis, what policies can best address the
financial crisis going forward and how I expect the economy
to perform in the near and long term. I also want to discuss
how my thinking has evolved and what I have learned this past
year.

Ih 2005, I raised concerns that the protracted period of
underpricing of risk, if history was any guide, would have
dire consequences. The crisis, however, has turned out to be
much broader than anything I could have imagined. It has
morphed from one grip by liquidity restraints to one in which
fears of insolvency are now paramount.

Given the financial damage to date, I cannot see how we

can avoid a significant rise in layoffs and unemployment.
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Fearful American households are attempting to adjust as best
they can to a rapid contraction in credit availability,
threats to retirement funds and increased job insecurity.

All of this implies a marked retrenchment of consumer
spending, as households try to divert an increasing part of
their incomes to replenish depleted assets, not only in
401 (k)s, but in the value of their homes as well. Indeed, a
necessary condition for this crisis to end is the
stabilization of home prices in the United States. They will
stabilize and clarify the level of equity in U.S. homes, the
ultimate collateral support for the value of much of the
world’s mortgage-backed securities.

At a minimum, stabilization of home ﬁrices is still many
months in the future. When it arrives, the market freeze
should begin to measurably thaw, and frightened investors
will take tentative steps towards reengagement with risk.
Broken market ties among banks, pension and hedge funds, and
all types of nonfinancial businesses, will become
reestablished, and our complex global economy will move
forward.

Between then and‘now, however, to avoid severe
retrenchment, banks and other financial intermediaries will
need the support‘that only the substitution of sovereign
credit for private credit can bestow. The $700 billion

Troubled Assets Relief Program is adequate to serve that
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need. Indeed, the impact is already being felt. Yield
spreads are narrowing.

As I wrote last March, those of us who have looked to
the self-interest of lending institutions to protect
shareholders equity, myself especially, are in a state of
shocked disbelief. Such counterparty surveillance is a
central pillar of our financial markets state of balance.

If it fails, as occurred this year, market stability is
undermined.

What went wrong with global economic’policies that had
worked so effectively for nearly four decades? The breakdown
has been most apparent in the securitization of home
mortgages. The evidence strongly suggests that without the
excess demand from securitizers, subprime mortgage
originations, undeniably the original source of the crisis,
would have been far smaller and defaulté, accordingly, far
fewer.

But subprime mortgages, pooled and sold as securities,
became subject to explosive demand from.investors around the
world. These mortgage-backed securities, being subprime,
were originally offered at what appeared to be exceptionally
high risk-adjusted market interest rates. But with the U.S.
home prices still rising, delinquency and foreclosure rates
were deceptively modest. Losses were minimal. To the most

sophisticated investors in the world, they were wrongly
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viewed as a steal.

The consequent surge in global demand for U.S. subprime
securities by banks, hedge and pension funds, supported by
unrealistically positive rating designations by credit |
agencies, was, in my judgment, the core of the problem.
Demand became so aggressive that too many securitizers and
lenders believed they were able to create and sell
mortgage-backed securities so quickly, that'they never put
their shareholders’ capital at risk, and, hence, did not have
the incentive to evaluate the credit quality of what they
were selling.

Pressures on lenders to supply more paper collapsed
subprime underwriting standards from 2005 forward.

Uncritical acceptance of credit ratings by purchasers of
these toxic assets has led to huge losses.

It was the failure to properly price such risky assets
that precipitated the crisis. In recent decades, a vast risk
management and pricing system has evolved, combining the best
insights with mathematicians and finance experts, supported
by major advances in computer and communications technology.

A Nobel Prize was awarded for discovery of the pricing
model that underpins much of the advance in derivatives
markets. This modern risk manaéement paradigm held sway for
decades. The whole intellectual edifice, however, collapsed

in the summer of last year, because the data inputted into
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the risk management models generally covered only the past
two decades, a period of euphoria.

Instead, the model has been fitted more appropriately to
historic periods of stress, capital requirements would have
been much higher, and the financial world would be in far
better shape today; in my judgment.

When, in August of 2007, markets eventually trashed the
credit agencies rosy ratings, a blanket of uncertainty
descended on the community. Doubt was indiscriminately cast
on pricing of securities that had any taint of subprime
backlog--backing.

As much as I would have preferred otherwise, in this
financial environment I see no choice but to require that all
securitizers retain a meaningful part of the securities they
issue. This will offset, in part, market deficiencies
stemming from the failures of counterparty surveillance.

There are additional regulatory changes at thié
breakdown of the central pillar of competitive markets
requires in order to return to stability, particularly, in
the areas of fraud, settlement and securitization.

It is important to remember, however, that whatever
regulatory changes are made, they will pale in cdmparison to
the exchange already evident in today’s markets. Those
markets for an indefinite future will be far more restrained

than with any currently contemplated new regulatory regime.
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The financial landscape that will greet the end of the
crisis will be far different from the one that entered it
little more than a year ago. Investors, chastened, will be
exceptionally cautious. Structured investment vehicles,
Alt-A mortgages, and a myriad of other exotic financial
instruments are not now, and are unlikely to ever find
willing buyers.

Regrettably, also on that list are subprime mortgages,
the market for which has virtually disappeared. Home and
small business ownership are vital cbmmitments to a
community. We should thus seek ways to reestablish a more
sustainable subprime mortgage market. This crisis will pass,
and America will reemerge with a far sounder financial
system.

Thank you, Mr. Chairman.

Chairman WAXMAN. Thank you very much, Dr. Greenspan.

[Prepared statement of Mr. Greenspan follows:]

kkkkxkkk* TNQERT 1-2 **xkkxkx*
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Chairman WAXMAN. Mr. Cox.

STATEMENT OF CHRISTOPHER COX

Mr. COX. Thank you, Chairman Waxman, Ranking Member
Davis and members of the committee for inviting me to discuss
the lessons from the credit crisis and the lessons for thé
future of Federal regulation.

I am pleased to join with former Chairman Greenspan and
with former Secretary Snow, who, together, have given more
than 30 years in service to their country.

Chairman WAXMAN. Will you pull the mike a little
closer. Thanks.

Mr. COX. The SEC’s place in the regulatory structure
is, of course, different than the Federal Reserve and the
Treasury.

The SEC sets the rules for disclosure of material
information by public companies. We set the rules for the
securities exchanges and the broker dealers, who trade on
those exchanges, and, above all, the SEC is a law enforcement
agency. |

The lessons of the credit crisis all point to the need
for a strong SEC, which is unique in its arms-length

relationship to Wall Street.
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The genesis of the current crisis, as this committee has
highlighted in recent hearings, was the deterioration of
mortgage origination standards. As the SEC’s former chief
accountant testified at one of your earlier hearings, if
honest lending practices had been followed, much of this
crisis, quite simply, would not have occurred.

The packaging of risky mortgages into complex structured
securities with AAA ratings spread the risks into the
securities markets, and what significantly amplified this
crisis around the globe was the parallel market in credit
default swaps, which is completely unregulated. Credit
default swapsvmultiplied the risk of the failure of bad
mortgages by orders of magnitude. And they ensured that when
housing priées collapsed, the effects cascaded throughout the
financial system.

Like each of you, I have asked myself what I would do
differently with the benefit of hindsight. There are several
things.

First, I think that every regulator wishes that he or
she had been able to predict the unprecedented meltdown of
the entire U.S. mortgage market which was the fundamental
cause of this crisis. Second, although I was not at the SEC
in 2004 when the voluntary Consolidated Supervised Entities
Program was unanimously adopted by the Commission, knowing

what I know now I would have wanted to question every one of
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the program’s assumptions from the start.

In particular, I would have wanted to question its
reliance on the widely used Basel standards for commercial
banks and the Federal Reserve’s 10 percent well-capitalized
standard for bank holding companies. Those standards, as we
have seen, proved insufficient for commercial banks as well.

Third, knowing what I know now, I would have urged
Congress to pass legislation to repeal the credit default
swaps loophole in the Commodity Futures Modernization Act.
Last month, I formally asked Congress to fill this regulatory
gap, and I urged this committee to join in this effort, which
cannot wait until next year.

Fourth, I would have been even more aggressive in urging
legislation to require stronger disclosure to investors in
municipal securities. Individual investors account for
nearly two-thirds of this multi trillion dollar market, and
yet neither the SEC, nor any Federal regulator, has the
authority to insist on full disclosure. Most importantly, we
have learned that voluntary regulation of financial
conglomerates does not work. Neither the SEC nor any
regulator has the statutory authority to regulate investment
bank holding companies, except on a voluntary basis, and that
must be fixed.

The current crisis has also highlighted what does work,

in particular, the SEC’s regulation of broker dealers and its
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protection of their customers. So in strengthening the role
of the SEC, Congress should build on that 74-year tradition,
as well on the agency’s strong law enforcement and its public
company disclosure regime that provides transparency for
investors.

Finally, we have learned that for regulators to make
accurate predictions requires a comprehensive picture of
capital flows, liquidity and risks throughout the system.
But coordination among regulators, which is so important, is
enormously difficult in the current Balkanized regulatory
system.

Here, the organization of Congress itself is part of the
problem. Legislative jurisdiction is split so that banking,
insurance and securities fall within the province of the
House Financial Services Committee, and the Senate Banking
Committee, while futures fall under the Agriculture
Committees in both the House and the Senate. This
long-running turf battle is one of the reasons that credit
default swaps aren’t regulated.

‘But the Congress has overcome these jurisdictional
divides before in urgent circumstances with the appointment
of a select committee. As soon as possible, Congress should
appoint a select committee on financial services regulatory
reform, that includes representatives from all the affected

jurisdictions.
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As you know, I chaired such a committee for 2 years
after 9/11, following which the House created the permanent
Homeland Security Committee.

A select committee could address these urgent questions
from a comprehensive standpoint. It could tackle the
challenge of merging the SEC and the CFTC, which I strongly
support. This would bring futures within the same general
framework that currently governs economically similar
securities.

Mr. Chairman, these are some of the lessons learned
during this crisis and some of the future opportunities, but
just as important is dealing with the current emergency. The
SEC is using our new authority, under the Credit Rating
Agency Reform Act, to strengthen the ratings process. We
have worked With the Financial Accounting Standards Board on
off-balance sheet liabilities, fair-value standards in
inactive markets and bank support for money market funds;

We have, required disclosures of short positions to the

SEC and strengthened investor protections against naked short

selling, and we are working to establish one or more central
counterparties for credit default swaps. Our enforcement
division has over 50 subprime investigations underway, and we
have mounted a nationwide investigation to potential fraud in
the securities of the some of the Nation’s largest financial

institutions.
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This past year, the SEC brought the largest number of
insider trading cases in thé agency’s history and the second
highest number of cases overall. And our recently announced
preliminary settlements with some of the largest financial
institutions on Wall Street will return $50 billion to
investors in auction-rate securities. These will be, by far,
the largest settlements in the SEC’s histories.

Mr. Chairman, the role of the SEC has never been more
important. I am humbled to work side by side with the
dedicated men and women who fight each day for the protection
of America’s investors in our markets. Thank you for the
opportunity to discuss the role of the SEC and the lessons
from the current crisis. I will be happy to take your
guestions.

Chairman WAXMAN. Thank you very much, Mr. Cox. We will
have queétions for you, all three of you, after all of you
have testified.

[Prepared statement of Mr. Cox follows:]

kkkxkkkk* TNSERT 1-3 **kkkkkk*
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Chairman WAXMAN. Mr. Snow. Is your microphone on?

There’s a button.

STATEMENT OF HON. JOHN SNOW

Mr. SNOW. Thank you very much, Mr. Chairman, Ranking
Member Davis, members of the committee, it’s an honor and a
privilege to be here with you today to talk about this issue
of extraordinary importance to the American people.

Millions and millions of Americans now realize that the
health of the financial system isn’t some abstraction, it’s
the stuff of real, day-to-day life for them.

We meet in an extraordinary time. Nowhere that I can
recall, during my adult lifetime, has the financial system
been so deeply troubled, so fractured, frozen.

The consequences of the frozen financial system, of
course, Mr. Chairman, are spilling over td the real economy,
and we now seem to be on a clear path to much slower growth
rates, probably going negative, if they are not negative
already, with significant consequences for the lives of our
citizens, with many jobs put in jeopardy, and the prosperity
of the American people put in jeopardy. But this is a global
problem. This is not just a U.S. problem, as the leaders of

the world now recognize.
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I served, and was honored to serve, at the Treasury
Department from early ‘03 until the middle of ’'06. Treasury
doesn't_have direct regulatory authority, as you know, but it
does have broad policy responsibilities.

One of the key responsibilities of Treasury is to try
and identify risks, the risks that threaten the health and
prosperity of the American people, the risks, the systemic
risks that could produce far-reaching contagion in the
financial system and spill over into the global economy, into
the U.S. economy.

I tried, when I was Treasury Secretary, to keep my eye
on what those risks were, the focus on them. Where we saw
clear visible risks, and some of you saw them as well with--I
am thinking here, of Congressman Shays, where we saw clear
visible risks as in the case of the GSEs, we acted.

I testified before the Congress iﬁ "03. I testified
again in '05. I gave countless speeches, had countless
meetings with members of Congress pointing, out that the GSEs
represented a huge systemic risk, a risk that unfortunately
grew during that period, Mr. Chairman, as they continued to
broaden out, an extraordinary blowout, growth of their own
investment, their own investment portfolios.

I called for a strong regﬁlator. We called for a
disclosure. We called for application of the securities

laws. We called for a regulator who would have authority
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over capital standards. We called for’a regulator who could
limit the growth of their portfolios. We called for a
regulator who could limit the lines of business they could
get into, and, most importantly, to deal with the implied
guaranteef which was at the heart of the problem, the fact
their paper traded like U.S. government paper.

We called for a regulator with the ability to have a
restucturing through liquidation and bankruptcy of those
entities, sending a clear message to the markets that they
weren'’t, quoté, too big to fail.

I think if we had acted then, Mr. Chairman, there may
not have been the need for this hearing today. . I regret I
wasn’t more effective in trying to persuade Congress of the
need for action to deal with the riék that I saw as the
largest and most visible systemic risk at the time.

Beyond Fannie and Freddie, we were also continuously on
the lookout for the problems that could emerge. As I thought
about the problems that could emerge in ‘03 and ‘04, it
became clear to me that we needed a new regulatory system.
We needed to change it.

We have a fractured regulatory system, one in which no
single regulator has a clear view, a 360-degree view of the
risks inherent in the system. We need to change that. We
need to move to a 360-degree view regulatory system.

During my time at Treasury, I commissioned a blueprint
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to put that in place. I am pleased to see that now a version
of that have blueprint is before you, and I hope you will act
on it.

So, basically, Mr. Chairman, where we saw at Treasury in
our policy role, visible risks, as is with the GSEs, we
acted, we called for the strong regulator. Where the risks
where inchoate, where they were not yet clearly visible, we
recognized that a much stronger, mother effective regulatory
system should be put in place.

I look forward to responding to your questions. Thank
you very much.

Chaifman WAXMAN. Thank you very much, Mr. Snow.

[Prepared statement of Mr. Snow follows:]

*kkkkkk*k TNSERT 1-4 **kxkk*xx
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Chairman WAXMAN. We will now proceed to questioning by
the members. Without objedtion, the guestioning of witnesses
will proceed as follows.

Questioning will begin with a 12-minute block of time
for each side with the chairman and the ranking member each
having the right to reserve time for later use.

I will start the questioning.

Dr. Greenspan, I want to start with you. You were the
longest-serving chairman of the Federal Reserve in history,
and during this period of time, you were, perhaps, the
leading proponent of deregulation of our financial markets.
Certainly you were the most influential voice for
deregulation. You have been a staunch advocaﬁe for letting
markets regulate themselves. Let me give you a few of your
past statements.

In 1994, you testified at a congressional hearing on
regulation of financial derivatives. You said are, "There’s
nothing involved in Fedéral regulation which makes it
superior to market regulation." In 1997, you said, "There
appears to be no need for government regulation of
off-exchanged derivative transactions." In 2002, when the
collapse of Enron led to renewed congressional efforts to
regulate derivatives, you wrote the Senate, "We do not
believe a public policy case exists to justify this

government intervention." Earlier this year, you wrote in
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the Financial Times, "Bank loan officers, in my experience,
know far more about the risks and workings of their
counterparties than do bank regulators."

My question for you is simple, were you wrong?

Mr. GREENSPAN. Partially.

Chairman WAXMAN. Be sure the mike is turned on.

Mr. GREENSPAN. Sure. Partially, but let’s separate
this problem into its component parts. I took a very strong
position on the issue of derivatives and the efficacy of what
they were doing for the economy as a whole, which, in effect,
is essentially to transfer risk from those who have very
difficulty--have great difficulty in absorbing it, to those
who have the capital to absorb losses if and when they occur.

These derivatives are working well. Let me put it to you
very specifically.

Chairman WAXMAN. So you don'’t think you were wrong in
not wanting to regulate the derivatives?

Mr. GREENSPAN. Well, it depends on which derivatives we
are talking about. Credit default swaps, I think, have
serious problems associated with them.

But, the bulk of derivatives, and, indeed, the only
derivatives that existed when the major discussion started in
1999, were those of interest rate risk and foreign exchange
risk.

Chairman WAXMAN. Let me interrupt you, because we do
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have a limited amount of time, but you said in your statement
that you delivered the whole intellectual edifice of modern
risk management collapsed. You also said, "those of us who
have looked to the self-interest of lending institutions to
protect shareholders’ equity, myself especially, are in a
"state of shock, disbelief." Now that sounds to me like you
are saying that those who trusted the market to regulate
itself, yourself included, made a serious mistake.

Mr. GREENSPAN. Well, I think that’s true of some
products, but not all. I think that’s the reason why it’s
important to distinguish the size of this problem and its
nature.

What I wanted to point out was that the--excluding
credit default swaps, derivatives markets are working well.

| Chairman WAXMAN. Well, where did you make a mistake
then?

Mr. GREENSPAN. I made a mistake in presuming that the
self-interest of organizations, specifically banks and
others, were such is that they were best capable of
protecting their own shareholders and their equity in the
firms.

And it’s been my experience, having worked both as a
regulator ﬁor 18 years and similar quantities, in the private
sector, especially, 10 years at a major international bank,

that the loan officers of those institutions knew far more
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about thé risks involved and the people to whom they lent
money, than I saw even our best regulators at the Fed capable
of doing.

So the problem here is something which looked to be a
very solid edifice, and, indeed, a critical pillar to market
competition and free markets, did break down. 2And I think
that, as I said, shocked me. I still do not fully understand
why it happened and, obviously, to the extent that I figure
out where it happened and why, I will change my views. ‘If
the facts chaﬁge, I will change.

Chairman WAXMAN. Dr. Greenspan, Paul Krugman, the
Princeton Professor of Economics who just won a Nobel Prize,
wrote a column in 2006 as the subprime mortgage crisis
started to emerge.

He said, "If anyone is to blame for the current
situation, it’s Mr. Greenspan, who pooh-poohed warnings about
an emerging bubble and did nothing to crack down on
irresponsible lending."

He obviously believes you deserve some of the blame for
our current conditions.

I would like your perspective. Do you have any personal
responsibility for the financial crisis?

Mr. GREENSPAN. Well, let me give you a little history,
Mr. Chairman.

There’'s been a considerable amount of discussion about
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my views on subprime markets in the year 2000, and, indeed,
one of our most distinguished governors at the time, Governor
Gramlich who, frankly, is, regrettably deceased, but was
unquestionably one of the best governors I ever had to deal
with--came to my office and said that he was having
difficulties with the problem of what really turned out to be
fairly major problems in predatory lending.

Chairman WAXMAN. Well, he urged you to move with the
power that you as Chairman of the Fed, as both Treasury
Department and HUD suggested, that you put in place
regulations that would have curbed these emerging abuses in
subprime lending. But you didn’t 1isten't§ the Treasury
Department or to Mr. Gramlich.

Do you think that was a mistake on your part?

Mr. GREENSPAN. Well, I questioned the facts of that.

He and I had a conversation. I said to him, I have my doubts
as to whether it would be suc<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>