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Chairman Angelides, Vice Chairman Thomas, and distinguished members of the 
Commission. 

I appreciate the opportunity to testify today. The financial crisis has taken a terrible toll 
on millions of Americans who lost their homes, their jobs, their savings, and their 
confidence in our economy. Better understanding the causes of the crisis is essential to 
protecting our nation's economic future and to effective financial reform. 

I hope my experience - at Goldman Sachs, the National Economic Council, the Treasury 
Department, Citigroup, and as chair ofLISC, our nation's largest inner city development 
organization - can be helpful to this inquiry. 

Let me make two observations relevant to the Commission's work. First, examining 
problems with the benefit of hindsight can be highly useful. During my time at Treasury, 
we addressed two major economic crises: the Mexican crisis, and the Asian crisis. While 
our approaches worked on the whole, we still learned a lot from looking back at what 
happened. 

Second, as policy makers address fmancial reform, it is important to remember that our 
national economic policies enormously affect all of us. For example, President Clinton 
undertook deficit reduction and made critical public investments, and those policies 
contributed to the longest economic expansion in American history. Simply put, policy 
matters. 

With those thoughts in mind, let me tum to the causes of the fmancial crisis: 

While I had thought for some time prior to the crisis that markets, including the market 
for credit, had gone to excess, and that those excesses would, at some unpredictable 
point, lead to a cyclical downturn, this is not what happened. Instead, we experienced the 
most severe financial and economic crisis since the Great Depression. In my view, the 
crisis was not the product of a single cause but of an extraordinary combination of 
powerful factors operating at the same time and feeding each other. 

To name just a few of those factors: market excesses; low interest rates- due notably to 
large capital inflows from trade surplus countries- which contributed to excessive risk­
taking by lenders and excessive borrowing by businesses and consumers; a sharp rise in 
housing prices, also contributing to increased consumer leverage; a subsequent, 
precipitous drop in housing prices; vast increases in the use and complexity of 
derivatives; misguided AAA ratings on subprime-mortgage based instruments; lax and 
abusive mortgage lending practices; shortfalls in regulation; high levels ofleverage in 
financial institutions joined with deteriorating quality in asset purchases; and much else. 



A few market participants or analysts saw the broad picture and the potential for a mega 
crisis. A larger number saw one or some of these factors but no more. Almost all of us 
involved in the fmancial system, including financial firms, regulators, rating agencies, 
analysts, and commentators, missed the powerful combination of forces at work and the 
serious possibility of a massive crisis. We all bear responsibility for not recognizing this, 
and I deeply regret that. 

* * * 
Let me now tum to Citigroup more specifically. My role at Citi, defined at the outset, was 
to engage with clients across the bank's businesses here and abroad; to meet with foreign 
public officials for a bank present in I 02 countries; and to serve as a resource to the 
bank's senior executives on strategic and managerial issues. 

Having spent my career in positions with significant operational responsibility- at 
Treasury and Goldman Sachs - I no longer wanted such a role at this stage of my life, 
and my agreement with Citi provided that I would have no management of personnel or 
operations. 

I remained at Citi until January 2009, and so was present when Citi's problems occurred. 
In my view, there were two primary causes of those problems: 

First, Citi, like other financial institutions, suffered large losses due to the financial crisis. 
I am told that Citi has subsequently analyzed data made public around the government's 
2009 stress tests and estimated that its losses in its business-other than in CDOs-were 
roughly comparable to those of peer firms. 

Second, Citi suffered distinctively high losses as a result of its retention of so-called 
super senior tranches of CDOs. 

I first recall learning of these super senior positions in the Fall of 2007 during discussions 
convened by Chuck Prince with the most senior management of Citi to address issues 
arising out of pronounced market volatility. In a presentation on the fixed income 
business, including the subprime business, I learned that Citi's exposure included $43 
billion of super senior CDO tranches. The business and risk management personnel 
advised that these CDO tranches were rated AAA or above and had de minimis risk. 

My view, which I expressed, was that the CDO business was an arbitrage activity, and I 
believed, perhaps because of my background in arbitrage, that these CDO transactions 
were not completed until the distribution was fully executed. 

That said, it is important to remember that the view that the securities could be retained 
was developed at a time when AAA securities had always been considered money good. 
Moreover, these losses occurred in the context of a massive decline in the home real 
estate market that almost no financial models contemplated, including the ratings 
agencies' or Citi 's. 

While the Board required and received extensive financial and risk reporting, I do not 
recall knowing before September 2007 that these super senior tranches had been retained. 
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I feel confident that the relevant personnel believed in good faith that more senior level 
consideration of these particular positions was unnecessary because the positions were 
AAA rated and appeared to bear de minimis risk of default. 

In October, the rating agencies substantially downgraded these securities, and 
subsequently Citi estimated a fourth quarter loss on its super senior positions of between 
$8 and $11 billion. 

When these estimated losses were announced, Chuck Prince decided to step down. Win 
Bischoffbecame acting CEO, and I stepped in as Chairman of the Board, working with 
employees, clients, and others to stabilize the bank; assisting in raising billions of dollars 
in private capital for the bank during this difficult period; and serving on the CEO search 
committee that led to the selection ofVikram Pandit. 

Ultimately Citi took nearly $30 billion in losses on its super senior CDO positions. Those 
losses were a substantial cause of the bank's financial problems and led to the assistance 
from the U.S. government. 

* * * 
The overriding lesson ofthe financial crisis was that the financial system is subject to 
more severe downside risk than almost anyone had foreseen. It is imperative that private 
institutions and the government act on that lesson. 

Citi -first under Chuck Prince and then under Vikram Pandit- implemented major 
personnel changes, restructured and improved risk management, and raised huge amounts 
of private capital. 

But private solutions are only part of the answer. Financial reform is imperative and 
should include: (1) substantially increased leverage constraints, with one tier based on 
risk models and a second tier based on simpler metrics because models cannot fully 
capture reality; (2) derivatives regulation, reflecting my strong view from my time at 
Goldman Sachs that derivatives can create serious systemic risk and require appropriate 
regulation, as discussed in my 2003 book; (3) resolution authority to avoid the moral 
hazard of"too big to fail;" and (4) consumer protection primarily to protect American 
consumers, but also to protect the financial system. 

I will briefly expand on each of those areas. 

First, leverage requirements must be increased and leverage metrics simplified. I support 
a two-tiered limitation on leverage for systemically important institutions, one defined by 
risk-based models and the second by much simpler measures, since mathematical models 
cannot capture the full range of real world possibilities. In addition, as part of 
constraining leverage, I believe institutions should retain some portion of their off­
balance sheet assets on their books. 

Second, derivatives should be subject to collateral and margin requirements, standardized 
derivatives should be exchange traded, and customized derivatives should have a 
clearinghouse or, at least, greater disclosure requirements. Increasing margin and capital 
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requirements serves the dual purpose of providing companies with a greater cushion in 
the event losses are taken on derivative instruments and of discouraging certain types of 
riskier behavior. Exchanges, clearinghouses, and enhanced disclosure requirements will 
also decrease risk by increasing transparency and allowing companies to better evaluate 
their overall exposure. 

Third, a mechanism must be created for dealing with systemically important non-bank 
financial entities, including bank holding companies that get into trouble. We simply 
cannot have institutions that are "too big to fail" or "too interconnected to fail." Having a 
resolution mechanism for allowing any financial institution to fail is critical to avoiding 
moral hazard, and will increase the stability of our financial system. Also, greatly 
increased capital requirements and the other proposed financial reforms will reduce the 
likelihood of institutions getting in trouble. 

Fourth, we need strong consumer protection, both to protect consumers and to protect the 
financial system. Such protection should include understandable disclosures, suitability 
requirements, and prohibitions on abusive practices and instruments. I also support a 
mechanism for providing personalized advice to the most vulnerable consumers, though I 
understand that the costs of such a reform may be prohibitively high. 

* * * 
I appreciate this opportunity to share my views, and would be happy to answer your 
questions. 
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