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(1)

OVERSIGHT OF GOVERNMENT SPONSORED
ENTERPRISE ACCOUNTING PRACTICES

THURSDAY, JULY 17, 2003

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,

Washington, DC.
The Committee met at 10:02 a.m., in room SD–538, Dirksen Sen-

ate Office Building, Senator Richard C. Shelby (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY

Chairman SHELBY. The hearing will come to order.
I would like to welcome today’s witness, Mr. Armando Falcon,

the Director of OFHEO. Freddie Mac and Fannie Mae play an inte-
gral role in the national housing market. Through their financing
activities in the secondary mortgage market, the Enterprises bring
capital market liquidity to our housing markets and have contrib-
uted to the unprecedented rate of homeownership in the United
States, with relatively low mortgage interest rates.

As the number of homeowners has grown, so have the Enter-
prises. Collectively, Fannie Mae and Freddie Mac carry an astro-
nomical $1.6 trillion in assets on their balance sheets and have out-
standing debt of almost $1.5 trillion. Much of this debt is held by
banks, and more than 80 bond funds have invested at least half of
their assets in the Enterprises’ debt. In addition, the Enterprises
hold about 45 percent of the total outstanding residential debt.

The investment demand for the Enterprises’ debt is attributable
in part to Fannie Mae and Freddie Mac’s status as Government
Sponsored Enterprises. As such, the Enterprises receive a number
of statutory benefits, including an exemption from State and local
taxes and certain regulatory requirements and the availability of a
line of credit with the U.S. Treasury.

Because of these benefits, Wall Street has assumed the Federal
Government implicitly guarantees the Enterprises’ debt and treats
the Enterprises’ debt as a near equivalent to Treasury notes. The
market belief in this implied guarantee continues, despite explicit
disavowals from the Enterprises and also the Federal Government.

As the Enterprises grew their balance sheets and developed a
more prominent role in the national housing market, Congress cre-
ated OFHEO in 1992 to regulate the safety and soundness of the
Enterprises. OFHEO has created an examination program that
analyzes, among other factors, the Enterprises’ capital reserves,
risk portfolio, risk management, and corporate governance.
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Effective oversight of the Enterprises’ management and oper-
ations is needed to maintain the market’s confidence in the fiscal
health of the Enterprises and the continued growth of the sec-
ondary mortgage market.

On June 4, 2003, OFHEO delivered its annual report to Congress
and declared that its, ‘‘examinations found both enterprises’’—that
is, Fannie mae and Freddie Mac—‘‘to be financially sound and
well-managed.’’

While this report noted the ongoing restatement of Freddie Mac’s
financial statements, OFHEO declared that the ‘‘audit functions of
Freddie Mac are independent and effective.’’

OFHEO also stated in the report that it ‘‘remains satisfied’’ that
Freddie’s board of directors and executive management are taking
the appropriate action to address the accounting problems. This re-
port did not discuss the scope of the accounting problems at
Freddie Mac or any imminent management changes.

Despite OFHEO’s positive pronouncement regarding Freddie
Mac’s audit functions, we have come to learn about troubling
events and issues surrounding Freddie Mac’s accounting policies
and practices.

Although the proper application of Financial Accounting Stand-
ard 133 to Freddie Mac’s derivatives portfolio appears to remain
the primary reason for the restatement, the press release on June
25 clarified that the accounting problems extend beyond the inter-
pretation of an accounting rule. Baker Botts, a law firm, reported
that Freddie Mac lacked sufficient accounting expertise and ade-
quate internal controls and management. As a result, Freddie Mac
personnel made numerous errors in applying the general accepted
accounting principles.

In addition, Baker Botts noted that Freddie Mac knowingly exe-
cuted certain non-GAAP transactions and accounting policies in
order to ‘‘smooth’’ its earnings. I am concerned that Baker Botts re-
ported that Freddie Mac lacked sufficient accounting expertise and
adequate internal controls only a few weeks after OFHEO declared
that Freddie Mac has effective audit functions.

In light of these events, I think it is important for the Banking
Committee to take a critical and deliberative look at OFHEO’s
oversight of the Enterprises. Although we do not yet have the final
conclusions of the ongoing investigations—that will be several
months—we do have sufficient information to examine OFHEO’s
role in the process.

I believe that it is time to analyze the scope and sufficiency of
OFHEO’s regulatory authority over the Enterprises. The public
must have confidence that OFHEO has the necessary authority
and resources to effectively regulate the Enterprises.

To date, Freddie Mac has been cooperative with the Committee
staff. I would expect nothing less and assume that this will con-
tinue to be the case. While I will refrain from judgment until the
various investigations are completed, I expect complete cooperation
with the Committee.

In due course, I believe the public must come to understand the
full breadth of the accounting errors and management decisions
that were made at Freddie Mac. I suspect that upon the completion
of the various investigations into the circumstances surrounding
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Freddie Mac’s restatement, this Committee will hold hearings to
review the findings and the conclusions. I look forward to hearing
Director Falcon’s testimony on this subject today.

Senator Johnson.

STATEMENT OF SENATOR TIM JOHNSON

Senator JOHNSON. I want to thank Chairman Shelby and Rank-
ing Member Sarbanes for convening this oversight hearing on how
the accounting practices at Government Sponsored Enterprises are
regulated. I welcome Mr. Falcon here today.

No doubt the recent accounting problems and the subsequent
personnel changes at Freddie Mac have rightfully come under scru-
tiny by the Office of Federal Housing Enterprise Oversight. Today’s
focus is not on the details of that review but, rather, on whether
the current regulatory structure has lived up to expectations.

I believe that we in Congress need to take a measured approach
on how we proceed in this matter, and it is vital that we not politi-
cize the ongoing review.

That said, I applaud you, Mr. Chairman, for inviting Mr. Falcon,
the Director of OFHEO, to give the Committee an overview of the
regulatory structure in place to oversee accounting practices at the
GSE’s. Earlier this week, Mr. Falcon requested fiscal year 2003
supplemental appropriations to help complete the OFHEO review
of Freddie Mac and to embark on a review of Fannie Mae’s ac-
counting as well. As a Member of both the Authorizing Committee
and the Appropriations Committee, I am committed to ensuring
that OFHEO has the necessary resources and tools to complete a
thorough review and report its findings to Congress in a timely
manner.

The OFHEO report will be an important reference for us as this
Committee considers whether legislative action is needed to restore
confidence in the regulatory structure of the GSE’s. However, it is
critical that we have full information before taking any drastic
steps that could roil the housing markets.

Low interest rates and strong housing markets have played a
major role in keeping our otherwise sluggish economy afloat. We,
in Congress, need to be ever mindful of the importance our housing
markets play in all aspects of our economy. Homeownership is one
of America’s great success stories. Homeownership has become es-
sentially a prerequisite for entrance to middle-class prosperity in
America. Combined, Freddie Mac and Fannie Mae have helped
more than 75 million American families buy homes. Any knee-jerk
reactions on the part of OFHEO or Congress could have unin-
tended negative implications for our economy and for millions of
Americans who have realized the financial and social benefits of
homeownership.

Clearly, Congress will need to take a close look at the accounting
practices that led to the current problems at Freddie Mac, includ-
ing the role of OFHEO in overseeing such accounting. We also need
to take a close look at whether OFHEO has policies in place to de-
termine whether the GSE’s have appropriate internal controls and
expertise to evaluate when advice they receive from an external
auditor may be wrong, especially with respect to complex financial
transactions.
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Mr. Chairman, at 10:30, I have an Appropriations Committee
markup on four very important appropriations bills, and I will ex-
cuse myself at that time. I look forward to Mr. Falcon’s testimony,
and I look forward to working with you and Ranking Member Sar-
banes to see to it that we do justice to this very important issue.

Chairman SHELBY. Senator Enzi.

STATEMENT OF SENATOR MICHAEL B. ENZI

Senator ENZI. Thank you, Mr. Chairman.
Today, we will be learning about a situation that appears to be

very similar to the types of situations that prompted us last year
to pass the Sarbanes-Oxley Act. However, there are significant dif-
ferences in this situation that warrant us to take a step back so
that we can thoroughly understand the facts before taking any ac-
tion, if action is necessary.

Our discussion here today should not be limited to the financial
accounting of certain derivatives transactions, but should include
an in-depth discussion as to whether sufficient regulatory oversight
was present to comprehend those transactions.

Just yesterday, Chairman Greenspan spoke at length about how
financial derivatives have greatly enhanced our Nation’s economy.
Many types of financial entities use derivatives to provide greater
stability to their balance sheets. This is especially important for
the housing industry and, in particular, for Government Sponsored
Enterprises.

As an accountant, I understand and appreciate the need to have
appropriate accounting standards that accurately reflect the bal-
ance sheet of the company. With respect to accounting for deriva-
tives, Financial Accounting Statement 133 extensively details how
companies account for derivatives transactions.

I will be very interested to see the final reports of investigation
underway by the Office of Federal Housing Enterprise Oversight
and the Securities and Exchange Commission, as well as the final
report of the outside independent investigator hired by Freddie
Mac. These reports will give us a greater understanding of the true
nature of the circumstances surrounding the restatement of
Freddie Mac’s financial statements.

With respect as to whether there was sufficient regulatory over-
sight on this matter, I am not convinced that there was. While the
Office of Federal Housing Enterprise Oversight claims that it was
on top of the situation at each step of that process, it presents a
less than compelling argument for its case. It was not too long ago
that the Agency requested and received monies to hire additional
staff. At that time the Agency clearly understood that it had sole
responsibility to oversee the complex financial instruments used by
the Government Sponsored Enterprises. It appears that the regu-
lator placed too much reliance upon the financial statements pre-
pared by Arthur Andersen without having sufficient checks and
balances to review and comprehend the financial statements.

I would greatly appreciate an explanation of how OFHEO is
using the new employees it had been authorized to hire. Just days
ago, the Director of OFHEO wrote to the Senate and House appro-
priators claiming the need for $4.5 million in additional funds to
support the special investigation of Freddie Mac and to commence
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a new review of Fannie Mae’s financial statements. I am very trou-
bled by this action as it indicates a significant weakness in the
Agency’s ability to accomplish its statutory mission. While I fully
support providing the means necessary to help a Federal agency
fulfill its mission, as we did with the Securities and Exchange
Commission, I do not believe that we have been given sufficient in-
formation on how this agency is performing and whether new mon-
ies are justified.

Mr. Chairman, I thank you for holding this hearing.
Chairman SHELBY. Senator Schumer.

STATEMENT OF SENATOR CHARLES E. SCHUMER

Senator SCHUMER. Thank you, Mr. Chairman. I want to thank
you again for holding this series of timely hearings on so many of
the subjects we hear about. This one is particulary important.

The recent disclosure of the Freddie Mac auditing problems has
put back on the front burner the issue of the regulation of Fannie
and Freddie and even the structure of Fannie and Freddie. And I
guess we have three general options to consider:

One is to make Fannie and Freddie just completely free market
enterprises. I would very much oppose that. I think the blend of
private sector strength, knowledge, acumen, and agility and the
Federal Government’s social responsibility, ability to fill in the
cracks where the market just does not do a job—no one since Adam
Smith believes that markets are perfect. I believe the public-pri-
vate blend is the right way to go, and those who want to make
Fannie and Freddie private I think miss that boat. If we can make
them private, we can let private sector people do some of those
functions and compete, and they can do it well.

The second is to leave things as they are regulatorily. If you are
not going to restructure the public-private blend, what do you do
regulatorily? And I think here, I, at least, Mr. Falcon, have some
real doubts about OFHEO’s ability to monitor safety and sound-
ness. These are extremely complicated areas, and at least thus far,
the track record is not terribly good.

So there is a third option, which is to take at least the safety and
soundness aspects of the monitoring of Fannie and Freddie, which
have become more and more important as Fannie and Freddie get
bigger, and maybe even the whole responsibility of Fannie and
Freddie and move it to Treasury. And that to me, at least on its
surface, certainly needs exploration, but it makes some sense.

I think the Government should and can play a role in housing
markets. I think Fannie and Freddie have done a very commend-
able job expanding homeownership in America. I have found in my
State, as I said, when there are particular needs, Fannie and
Freddie move into the gap, which private sector companies would
not do. It is the benefit they gain from some association with the
Federal Government that importunes them to do these things.

But in terms of just the quickness, speed, and complexity of the
new products that Fannie and Freddie are putting out, it seems to
me that in that area, which has effects on our entire financial sys-
tem, Treasury is the most logical place to oversee these. And so
that is something that I think we should explore, and when the
question period comes up, Mr. Chairman, I will be asking Mr. Fal-
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con why that shouldn’t be done. It seems to me the burden has
switched with the recent changes or with the recent things that we
have seen.

So, I thank you again for holding this hearing and hope we can
really begin actively exploring how we can make Fannie and
Freddie—and I think they are very good—make them even better.

Chairman SHELBY. Senator Bunning.

STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. Thank you, Mr. Chairman. I would like to
thank you also for holding this very timely and important hearing
today. I would like to thank Director Falcon for testifying.

Like my colleagues, I am very concerned about what has hap-
pened with Freddie Mac. It is very disconcerting that 3 days before
Freddie’s restatement, OFHEO put out a glowing report on
Freddie. Then after the ouster of Freddie’s executives, OFHEO put
out a letter calling Freddie’s situation a crisis and have asked for
a supplemental appropriation to hire more accountants.

Obviously, everything was not okay when OFHEO put out its re-
port. I read in The Wall Street Journal today that Baker Botts, who
did the investigation of Freddie’s accounting, disputes your pre-
pared testimony. They say they were fully candid with OFHEO.
They even go as far as saying the charge in your testimony was
‘‘a cheap shot and perhaps reflects the advice Director Falcon is
getting from his staff.’’ That is a very disturbing charge.

I also am concerned about the bill language that was sent up.
Some of our friends in the House of Representatives have been
stating that they believe Fannie and Freddie do not have an effec-
tive regulator. They would like to have the Department of the
Treasury, like my good friend from New York has suggested, to
regulate the GSE’s.

Receiving major legislation like we have and requests for supple-
mental appropriations to hire more accounts so you can do your job
give those friends of ours a lot of heavy ammunition.

Director Falcon, I have known you since you worked for Henry
Gonzalez on the House Banking Committee. I know how long you
have been in public service, and I thank you for that service. But
I do not think this will be the most pleasant hearing you have ever
been to.

I also think the man who will follow you will also have a very
tough hearing, largely because of what has happened since Janu-
ary.

Once again, Mr. Chairman, thank you for holding the hearing.
Chairman SHELBY. Senator Sarbanes.

STATEMENT OF SENATOR PAUL S. SARBANES

Senator SARBANES. Thank you very much, Mr. Chairman. This is
a very timely and important hearing. I should note that housing
continues to be a bright spot in an otherwise sluggish economy.
This is because home equity has been a large and continuing
source of funding to fuel consumer demand.

One important reason this has been possible is that the United
States has the deepest, most liquid housing capital markets in the
world. Fannie Mae and Freddie Mac are at the heart of that sys-
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tem—companies that helped to bring $2.5 trillion to finance mil-
lions of homes here in America last year. It is very important to
understand that we are dealing with a major sector of our economy
and we have to be ever mindful of how what we do well impact
upon it.

To address the system’s safety and soundness, Congress created
the Office of Federal Housing Enterprise Oversight, OFHEO. And
our job here, of course, is to make sure that OFHEO has the tools
to do its work, and to make sure that it pursues its work vigorously
and effectively.

Fannie Mae and Freddie Mac have assets of about $1.6 trillion,
nearly double the level they had in 1997. Their retained portfolios
are valued at about $1.4 trillion. Together, the two companies have
outstanding debt equal to about $1.5 trillion, and they have deriva-
tives with a combined notional value of over $1.5 trillion. The size
and complexity of these two companies and the central role housing
plays in our economy makes it all that much more important to en-
sure that OFHEO has the kind of funding and sophistication it
needs to do a good job.

It is in this light that I believe we need to ask whether OFHEO
was sufficiently knowledgeable about the accounting problems as
well as the internal control problems at Freddie Mac. We need to
explore whether or not OFHEO took the appropriate action to ad-
dress these problems, and whether or not it did so in a timely man-
ner. Finally, we should consider whether or not we have given the
regulator the tools it needs to do an effective job.

I should note that Mr. Falcon has been seeking independent
funding over the last few years for OFHEO, parallel to what some
financial regulatory agencies have available to them. This is a sug-
gestion that has been made by a number of people for improving
the regulatory structure for Fannie and Freddie.

I believe as we explore these questions about the activities of
OFHEO, we should acknowledge that some amount of progress has
been made in the nearly 3 years that Mr. Falcon has served as its
Director.

He has, for example, guided the Agency to the completion of the
risk-based capital rule that was many, many years overdue. In
doing so, he resisted considerable pressure to adopt a process
whereby the regulator would set the parameters of the risk-based
capital stress test, but the institutions themselves would develop
and run the actual model. We need to remember the dynamics that
existed in the not too distant past. I believe OFHEO’s decision to
move forward with its own model has contributed to the fact that
the current concerns about Freddie Mac have not, at least to this
point, led to questions about the safety and soundness of that com-
pany.

This is a point worth emphasizing. The concerns that have led
to this hearing today relate to the accounting for derivatives at
Freddie Mac. But the economic effectiveness of those derivatives as
hedges against risk have not at yet been put into question.

Finally, Mr. Chairman, as we examine OFHEO’s efforts, I want
to raise a concern I have about the effectiveness of the Federal
Housing Finance Board. It appears that the Finance Board is seek-
ing to reconfigure the membership and expand the powers of the
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Federal Home Loan Bank System; without regard to its statutory
authority and without regard to the significantly increased risk its
proposed action would bring to the Home Loan Bank System.

As former Bush Administration official, Assistant Secretary of
the Treasury Sheila Bair said, ‘‘The Federal Home Loan Bank Sys-
tem is taking risks for which it is not prepared and inviting scru-
tiny and controversy by forging ahead with activities that far ex-
ceed its Congressional charter and with which it has had no his-
toric experience or expertise.’’

Mr. Chairman, I hope at some time in the near future we might
have an opportunity to examine this issue.

In closing, I want to commend Chairman Shelby for his reasoned
approach to the serious problems that have come to light at
Freddie Mac. There are a number of investigations ongoing by a
number of agencies—OFHEO, the SEC, the Board of Directors of
Freddie Mac itself, and others. And, Mr. Chairman, I think it is
prudent to first spend some time gathering the facts before coming
to the conclusions about what action might or might not be appro-
priate. And I am pleased to join with you in that effort.

Thank you.
Chairman SHELBY. Senator Sununu.

STATEMENT OF SENATOR JOHN E. SUNUNU

Senator SUNUNU. Thank you, Mr. Chairman.
Welcome, Mr. Falcon, and to the extent that you might be taking

consolation in the impending grilling of Mr. Brickell, I note that I
think his confirmation hearing is next week, so you might keep
that in the back of your mind.

This is an important hearing, and I thank the Chairman for set-
ting the time. There are two broad sets of issues that I hope the
Committee is able to spend time on in this and any subsequent
hearings dealing with these issues, these two broad issues that I
hope you will touch on in your testimony.

The first is simply the needs and capabilities of OFHEO. It is
something you have spoken about at length before, not just to this
Committee but to Appropriations Subcommittees as well, and I
know it is important to you and it has taken up the focus of your
time over the years. But it is important that we review those needs
and capabilities given the current situation of personnel needs, fi-
nancial needs, and the expertise, both for accomplishing your ongo-
ing mission, which has been the regulator of the GSE’s, but also
with respect to the current accounting crisis, the accounting prob-
lems at Freddie Mac. We want to understand as deeply as pos-
sible—I certainly want to understand—the extent to which OFHEO
has been properly equipped, is properly equipped, and that any
changes in your organization or the resources and the needs of
your organization are going to address the problems at hand and
be effective at dealing with these problems.

The second set of issues is really looking a little further forward
with some of the comments that Senator Schumer and Senator Sar-
banes made, which is the role of OFHEO and the relationship
OFHEO has to other regulators. The Federal Housing Finance
Board was mentioned. We have the Office of Thrift Supervision,
the OCC, and the Federal Reserve. Obviously, all of these organiza-
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tions are involved in regulating financial services. All of them will
touch on some of the same concerns and needs in industry that
OFHEO has dealt with in the past. And I think it is important that
this Committee begin to assess the relative strengths and weak-
nesses of these different financial regulators. That is obviously
what the legislation Senator Bunning mentioned is trying to do. It
has been put forward in the House. An argument is being made
that we need to look at the organization of these regulatory bodies
and at least consider changes in them in order to make them
stronger. I would assume everyone, whether you are for or against
the changes, the goal should be to make them as strong as possible
and enable them to do their job.

We also want to make sure that these organizations and agencies
are cooperating. I know you are looking into the accounting prob-
lems at Freddie Mac. The SEC is also looking into the accounting
problems at Freddie Mac, and I am sure that the U.S. Attorney’s
office is as well. No matter who the enforcement or regulatory body
is, we want to make sure that in an important investigation like
this there is cooperation and, finally, that this alphabet soup of dif-
ferent regulators is not resulting in unnecessary duplication be-
cause that will limit the effectiveness of these organizations and
perhaps create unintended consequences and a failure of the ability
to do a good job or the allowance that Senator Sarbanes was talk-
ing about, the allowance of organizations to take on more risk than
they are appropriately suited to do.

So, I hope that we can address both of these issues in the hear-
ing, and I very much look forward to your testimony. Thank you
for being here.

Thank you, Mr. Chairman.
Chairman SHELBY. Senator Dole.

COMMENTS OF SENATOR ELIZABETH DOLE

Senator DOLE. Mr. Chairman, in the interest of time, I will sub-
mit my opening statement for the record.

Chairman SHELBY. Without objection, so ordered.
Senator Hagel.

STATEMENT OF SENATOR CHUCK HAGEL

Senator HAGEL. Mr. Chairman, thank you. And, Director Falcon,
thank you for coming before the Committee this morning.

I, too, have a statement, Mr. Chairman, that I will submit for the
record.

Chairman SHELBY. Without objection, it will be put in the record.
Senator HAGEL. Thank you.
I have, as you know, and as does Senator Sarbanes, for the last

7 years on this Committee, been concerned about these issues as
I have listened to my colleagues this morning talk about oversight
responsibilities. Are we moving away from the original missions of
these GSE’s? Are they getting into troubled waters? And, obviously,
we have a number of questions here that we are going to ask you
that directly relate to troubled waters, specifically Freddie Mac.
And I understand you will be also looking at Fannie Mae here
shortly, if you are not already.
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We need to take a long, broad, deep look, not just at your organi-
zation but I think all the GSE’s. And I have suggested that over
the years to the Chairman and to Mr. Sarbanes. So, I welcome Sen-
ator Sarbanes’ thoughts, others, and I will, like all on this Com-
mittee, look forward to your testimony.

I would say also that what Senator Sununu has suggested and
also our colleague from New York I think makes some sense, and
next week, Mr. Chairman, Senators Sununu, and Dole and I will
introduce legislation, very much patterned after the House legisla-
tion, to move OFHEO out of HUD into Treasury, along with a
number of other dynamics that we think would strengthen your or-
ganization, institution, do the things that you, Mr. Director, have
asked for which make some sense to deal with this.

Confidence is the coin of the realm in this business, and you
know that clearly. And before we try and hang too much on you
or your organization, we need to look at the institutional problems
and the structural deficiencies that exist, partly because we have
not kept up with the new challenges and the expanded focus that
these GSE’s have brought to themselves. And I do not think this
Committee and other Committees over the years have paid much
attention to it. So, we appreciate you coming before us. We appre-
ciate what you and your team are doing. And we want to help you
do your job.

With that, Mr. Chairman, I look forward to hearing the Direc-
tor’s comments.

Chairman SHELBY. Senator Corzine.

COMMENTS OF SENATOR JON S. CORZINE

Senator CORZINE. Thank you, Mr. Chairman. I join my colleagues
in thanking you on having this hearing. I think this is an abso-
lutely essential oversight function that we need to perform with re-
gard to the GSE’s. I hope that we do not lose track of how impor-
tant, while we are going to through this process, the GSE’s are to
the provision of liquidity and support for the housing market,
which is one of the most effective in anyone’s conception of the be-
ginning and institution of these institutions.

I have a full statement for the record.
Chairman SHELBY. Without objection, it will be made part of the

record.
Senator CORZINE. And I will save my remarks for the questions.
Chairman SHELBY. Mr. Falcon, your written statement will be

made part of the record in its entirety. You proceed as you wish.

STATEMENT OF ARMANDO FALCON, JR.
DIRECTOR, OFFICE OF FEDERAL HOUSING

ENTERPRISE OVERSIGHT

Mr. FALCON. Thank you, Mr. Chairman. I will try to summarize
my statement, but there is much to cover so I hope you will allow
me to go beyond the normal time frames.

Chairman SHELBY. Go ahead.
Mr. FALCON. Mr. Chairman, Ranking Member Sarbanes, and

Members of the Committee, I appreciate the opportunity to appear
before you. My testimony today will focus on the circumstances
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leading up the Freddie Mac restatement effort and OFHEO’s role
as a safety and soundness regulator.

By the way, thank you, Mr. Chairman and Ranking Member Sar-
banes, for the very responsible and judicious manner in which the
Committee has handled this matter. I also want to assure you of
OFHEO’s full cooperation as the Committee proceeds with its own
oversight of this matter. Given our ongoing investigation, I ask for
the Committee’s understanding if I am restrained in my testimony
as facts are still being verified and circumstances evaluated.

On January 22, 2003, Freddie Mac announced it would reaudit
and restate its financial statements for 2000 and 2001. The com-
pany also announced that its external auditor would delay certifi-
cation of Freddie’s year-end 2002 financial statements until the re-
statement process was complete. Five months later, on June 6, the
board removed the company’s top three officers. OFHEO, the SEC,
and a U.S. Attorney have ongoing investigations of the company
and its accounting practices. These extraordinary actions reflect
the culmination of developments over several years, during which
time OFHEO has fulfilled its safety and soundness mission. I will
begin by describing the major developments in chronological order.

The sequence of events begins in 1999 with preparation for im-
plementation of FAS 133. FAS 133 is not the only accounting rule
involved in this matter, but it plays the most important role.

FAS 133 requires an entity to recognize all derivatives as either
assets or liabilities and reflect those instruments at fair value in
the financial statements.

In 1999 and 2000, OFHEO’s examiners assessed the development
and implementation of Freddie Mac’s plans with respect to several
new significant accounting standards, including FAS 133. That as-
sessment led us and Freddie Mac to the conclusion that the com-
pany needed to strengthen its accounting expertise and financial
reporting internal controls. Freddie Mac addressed these issues
with the adoption of the Financial Reporting Controls Improvement
Plan in late 2000. The goal of the FRCIP was to achieve the same
level of controls in the financial accounting and financial reporting
area that were present across the other areas of the company and
in the operating business units.

In the fourth quarter of 2000 and in the first quarter of 2001,
Freddie Mac entered into several FAS 133 transition transactions.
PricewaterhouseCoopers would later identify these transactions as
being inconsistent with GAAP and in need of correction before the
2002 financial statements could be certified. Thus, the problem we
address today began in 2000.

As 2001 began, FAS 133 took effect. Arthur Andersen certified
each quarter’s financial statements under the new FAS 133 pro-
nouncement as GAAP compliant. Strengthening expertise and re-
ducing the reliance on manual systems were important aspects of
the Improvement Plan introduced in 2000, and in 2001 OFHEO’s
examiners continued to evaluate the progress of the company
against this remediation plan. We continued to press management
to ensure progress continued in implementing the plan. By May
2001, approximately one-third of the plan had been completed.

During this period, OFHEO planned enhancements for its exam-
ination program. In 2000, I decided to create an examination team
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dedicated to accounting matters. In January 2001, we designed a
comprehensive plan to enhance OFHEO’s examination program,
which included such an accounting team. A cornerstone of that
plan was to more than double the size of the examination staff,
adding depth and additional specialized skill sets. A portion of the
funding was first received in 2002.

Late in 2001, Arthur Andersen was under public scrutiny be-
cause of its role as the audit firm in a number of high-profile Fed-
eral investigations. Given these developments, Freddie Mac’s Board
of Directors considered whether they should keep Arthur Andersen
or select a new independent accounting firm. Freddie Mac solicited
OFHEO’s views concerning the retention of Arthur Andersen.
OFHEO opined that, given the circumstances, retention of the firm
created a higher-risk situation for Freddie Mac.

On March 6, 2002, the audit committee chose PwC as Freddie
Mac’s independent public accountants for the year 2002.

I should note that up to this point, the audit opinions of Arthur
Andersen on the consolidated financial statements of Freddie Mac
for 2000 and 2001 did not contain any adverse opinion or dis-
claimer of opinion, nor were they qualified or modified as to uncer-
tainty, audit scope, or accounting principles. As it had done for
years, Arthur Andersen certified the financial statements of
Freddie Mac as having been prepared in accordance with GAAP.

PwC began its audit engagement immediately after being se-
lected by the audit committee. In the course of its audit, PwC initi-
ated a process of identifying various accounting policies and ac-
counting issues to be discussed with Freddie Mac’s management.

In July 2002, PwC identified the allowance for loan and lease
losses as a critical accounting matter that needed to be resolved be-
fore it would certify Freddie Mac’s 2002 financial statements.
OFHEO was actively involved in these discussions.

PwC felt that Freddie Mac was too conservative in its loss esti-
mates and coverage to be consistent with GAAP. Freddie Mac
agreed to reduce the reserve by $246 million, whereupon PwC cer-
tified the second quarter financial statements.

Accounting policies and issues continued to be addressed by
PwC, management, and the board throughout 2002. Progress ap-
peared on track for the certification of fiscal year 2002 financial
statements.

OFHEO continued to evaluate and monitor the status of the ac-
counting policies under discussion between PwC and Freddie Mac.
Examiners continued in 2002 to evaluate progress on the Improve-
ment Plan at least quarterly.

I will move to 2003 now. In mid-January 2003, PwC informed the
audit committee that they would be meeting with representatives
of PwC’s national office about unresolved policy matters in connec-
tion with certification of Freddie Mac’s financial statements. On
Monday, January 20, 2003, PwC notified the audit committee that
they were uncomfortable with certain accounting treatments ap-
plied during the FAS 133 transition, and that until its concerns
were resolved, they would not be able to certify the company’s 2002
financial statements using the accounting policies from prior peri-
ods. Even though the policies had been approved by Arthur Ander-
sen, PwC considered that they were not GAAP compliant. OFHEO
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was made aware of these developments that very day and met with
Freddie Mac officials the following day.

Arthur Andersen was no longer an operating firm at this point.
Thus PwC could not undertake a normal transition pursuant to the
AICPA guidance for successor accountants. Instead PwC would
have to undertake additional substantive testing. The Board of Di-
rectors of Freddie Mac decided that PwC should conduct a reaudit
and restatement of the prior period financial statements.

The net cumulative effect of the new accounting treatments was
an increase in income in prior periods, thus increasing the amount
of capital on a cumulative basis. Further, OFHEO, PwC, and the
audit committee considered the effects of the accounting policy
changes on the fair value statements of Freddie Mac. All the par-
ties involved concluded that there was no meaningful impact on the
fair value statements. This meant the underlying economics for
Freddie Mac’s positions were materially unaffected by the timing
changes in recognizing income under GAAP.

During this time, examiners were on-site at Freddie Mac gath-
ering more information about the issues and the action plan that
was being developed in connection with the reaudit. Freddie Mac
announced the reaudit on January 22, 2003, and that there would
be a delay in the publication of 2002 certified financial statements.

With the restatement, it was clear that a forensic review of the
accounting issues raised by PwC would be appropriate. The law
firm of Baker Botts was retained by the audit committee to per-
form this task. OFHEO’s accounting team began continuous sur-
veillance of the restatement process on January 22, 2003.

In May, OFHEO observed slippage in the restatement process
against established time lines. Since January 2003, PwC and
Freddie Mac have had more than 500 people working on the proc-
ess 6 days a week. There was considerable work that needed to be
done between production of statements and producing the tables
and disclosures to accompany those statements. On May 8, PwC in-
formed the senior board members and counsel that PwC would not
accept the representations of CFO Vaughn Clarke and President
David Glenn and the reasons therefore.

On May 27, OFHEO was briefed on the Baker Botts work for the
audit committee. In response to a question from OFHEO, Baker
Botts expressed no concern regarding inappropriate or improper be-
havior by management. Subsequent to this meeting, OFHEO
learned the very troubling information regarding the conduct and
integrity of management and matters related to the restatement
process, indicating the board’s counsel had not been fully forth-
coming. This lack of candor contributed to my decision on June 7
to initiate an OFHEO investigation rather than wait for the Baker
Botts report.

Mr. Chairman, I will begin a discussion of the key events from
June 4 to June 7 that have drawn so much attention. First, I would
note that the Freddie Mac Board of Directors was holding a regu-
larly scheduled meeting on Thursday, June 5 and Friday, June 6.

On Wednesday, June 4, David Glenn met with the board’s out-
side law firm, Baker Botts, and informed them that he had altered
and, in some cases, could not produce pages from a notebook that
had been requested by the company. That evening, counsel from
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Baker Botts informed the lead outside Director of Mr. Glenn’s con-
fession.

On Thursday, June 5, Freddie Mac’s Board was informed of Mr.
Glenn’s admissions and determined that action was required. The
morning of June 5 OFHEO was informed that Freddie Mac’s Board
wanted an urgent discussion with us when the board concluded its
deliberations. The board’s deliberations continued into the next
day, Friday, June 6.

On June 6, during the day, the board made a decision to separate
from the firm Messrs. Brendsel, Glenn, and Clarke, and on the ap-
pointment of Messrs. O’Malley, Parseghian, Petersen, and
Baumann. The board communicated to OFHEO immediately on the
actions regarding the management changes. Later in the day on
June 6, I was informed about the circumstances surrounding Mr.
Glenn’s termination. I instructed counsel to the board to appear at
OFHEO’s offices on Saturday, June 7, and report to us on all mat-
ters surrounding the management changes.

On the morning of June 7, OFHEO senior staff and I met with
representatives of Freddie Mac’s Board to learn the details of re-
cent events. I would note that much of what was addressed that
day was known to OFHEO and had been subject to the restatement
process. However, new information relating to Mr. Glenn’s actions
and the termination and the replacement of senior management
was given to us for the first time. I was particularly displeased to
learn about the lack of confidence in Mr. Glenn expressed a month
earlier to Freddie Mac by PwC. I considered the disclosures regard-
ing Mr. Glenn to be a clear signal of a breakdown in the integrity
of Freddie Mac’s control environment at the highest levels, and
sent the letter to the board that day, initiating an OFHEO inves-
tigation and taking additional steps.

Having discussed our specific regulatory role over the restate-
ment process at Freddie Mac, I would now like to put it in a more
general context. First, the role of a financial safety and soundness
regulator, and second and more specifically, the Agency’s regu-
latory approach in examining accounting practices and controls.

OFHEO uses a safety and soundness approach in supervising the
Enterprises that is analogous to the Federal Reserve System’s and
the Office of the Comptroller of the Currency’s approach to super-
vising large-and-complex banking organizations. The foundation of
these approaches is that the management of these firms should be
held responsible for monitoring and managing the institution’s
exposure to risk. By looking at the firm’s risk management proce-
dures and internal controls, the safety and soundness regulator as-
sesses whether the firm’s ability to manage risk matches the level
of risk it assumes. In addition, the supervisory process also reviews
the firm’s performance in complying with the company’s own inter-
nal policies as well as other prescriptive requirements.

In short, safety and soundness supervision is directed toward
identifying material problems or emerging problems and seeing
that they are appropriately corrected and the company’s financial
solvency is not threatened. Safety and soundness regulators do not
review accounting policies for conformance with GAAP, nor do we
certify that the company’s financial statements are consistent with
GAAP. We require an independent auditor to certify that a com-
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pany’s financial statements are in conformance with GAAP. We re-
view transactions to ensure that they are consistent with sound
risk management. The work of the independent auditor is to con-
duct its audit and report on the company’s annual financial state-
ments.

In regards to executive compensation, I wrote to the board of di-
rectors on June 7, 2003, indicating that it must explain its ration-
ale for any termination packages for Messrs. Brendsel, Glenn, and
Clarke. Further, I directed the board to inform these individuals
that their termination packages are subject to OFHEO review and
approval, and for any employee discharged for misconduct, that
OFHEO could direct indemnification of Freddie Mac for losses in-
curred. We directed Freddie Mac not to transfer funds, stock, or op-
tions to these three individuals, and Freddie Mac is complying.

Turning now to the OFHEO report to Congress. We reported that
Freddie Mac’s overall internal control framework and the manage-
ment of the internal control framework are effective. We stated,
however, that Freddie Mac’s release of audited financial statements
was being delayed pending a reaudit of past financial statements,
and that Freddie Mac had agreed that certain accounting treat-
ments applied in the past were incorrect. We informed Congress at
that time of our opinion regarding the reaudit. We further advised
Congress that Freddie Mac’s Board of Directors had undertaken ef-
forts to enhance expertise and controls in the area of financial ac-
counting and operational control, that we had evaluated the board’s
and management’s plans in that regard and that we were satisfied
that these actions were appropriate steps to address the situation.

In my view, these statements clearly indicate that although the
overall framework is effective, OFHEO is ensuring that the board
and management devote serious attention and remedial efforts to
the area of financial reporting and related controls. OFHEO activi-
ties in this regard are highlighted in my earlier testimony.

Finally, Mr. Chairman, I would like to bring to the Committee’s
attention an urgent funding matter. Earlier this week, I submitted
a fiscal year 2003 Supplemental Funding Request of $4.5 million
to the Senate and House Appropriations Committees. The re-
quested funds will support two critical objectives. First, the funds
will support the ongoing special investigation of Freddie Mac, and
the investigation is already well under way and is building on in-
formation gathered over the course of the restatement process. Sec-
ond, OFHEO intends to conduct a special accounting review of
Fannie Mae. The special review would independently evaluate the
accounting policies at Fannie Mae and examine whether their im-
plementation is resulting in a high-level of conformance with
GAAP. While I do not have a specific concern about Fannie Mae’s
accounting practices, such a review would be most prudent under
the circumstances.

Mr. Chairman, I know this is an oversight hearing and not a leg-
islative hearing, so if and when the Committee decides to consider
legislation in this area, I have attached some recommendations for
your consideration.

In summary, Mr. Chairman, is this a serious matter? Yes. Is
there a crisis? No. While challenges lie ahead, Freddie Mac re-
mains safe and sound. At the end of our investigation we will
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present all the facts, conclusions, and recommendations for the
Committee’s consideration.

Mr. Chairman, thank you for the opportunity to testify, and I
would be pleased to answer any questions the Committee may
have.

Chairman SHELBY. Thank you. Mr. Falcon, Freddie Mac has re-
ported that it expects the reaudit to increase its earnings for 2000
through 2002 by $1.5 to $4.5 billion. This is a rather large
misstatement to have occurred under your watch. How can the
public be confident that OFHEO is and has been addressing this
problem? How can we be confident that a similar problem will not
occur in the future.

Mr. FALCON. Mr. Chairman, the range of adjustment to earnings
will be in the range from, I think it is, $1 to $4.5 billion.

Chairman SHELBY. That is a spread though.
Mr. FALCON. That is a spread, yes, Mr. Chairman.
Chairman SHELBY. And a lot of money.
Mr. FALCON. That is a lot of money, and that is a cumulative ef-

fect over the 2-year period involved here. It is a serious matter. But
I would note, Mr. Chairman, that these are real earnings. We are
not talking here about hypothetical or manufactured earnings, and
at the end of this process their capital will go up by the amount
of that spread. So this is a serious matter.

Chairman SHELBY. I think their stock has gone up, has it not?
Mr. FALCON. I have not checked today. Mr. Chairman, let me

also say that while this is a significant amount, my primary focus
is the conduct of the company. I think it is important for us to get
to the bottom of all the facts surrounding the conduct of the com-
pany and everyone involved and ensure that we do whatever is
necessary so that this does not happen again.

Chairman SHELBY. Would you describe the scope and the man-
date of your ongoing investigation, and how it differs from the an-
nual examination process? In other words, what are you trying to
determine here in your investigation?

Mr. FALCON. We are trying to determine the circumstances of the
restatement, how these transactions were accounted for in the com-
pany’s financial statements, and the role of individuals involved.
We are also looking to see whether or not there was any inten-
tional misapplication of GAAP in order to further some company
policy. If that is the case, we will certainly take appropriate action
to make sure that we do whatever is necessary so that it does not
happen again, Mr. Chairman.

Chairman SHELBY. When do you think this final report will be
completed?

Mr. FALCON. We would like to complete it by the end of Sep-
tember. We are working very hard to stay on that target. It is also
essential that we do obtain some additional appropriations. That
would help us stick to that goal, Mr. Chairman.

Chairman SHELBY. There are some differences here between your
report and the Baker Botts report, which is the law firm that
Freddie Mac retained to do an inside investigation. Some of us are
troubled that OFHEO declared in its annual report that Freddie
Mac’s accounting functions were, ‘‘effective.’’ Yet Baker Botts has
reported that Freddie Mac lacked sufficient accounting expertise
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and adequate internal controls. Could you explain OFHEO’s, your
basis for reaching your conclusion, and the disparity with the con-
clusions reached by Baker Botts?

Mr. FALCON. Mr. Chairman, I do not think there is a disagree-
ment between us on that point. If there is a misperception based
on our annual report, that we were unaware of problems or that
we were not working to correct those problems, I hope I have dis-
pelled that misperception with my testimony. I have tried to detail
very precisely how going back to the year 2000, we had them work-
ing to correct accounting problems and problems with their inter-
nal controls.

Chairman SHELBY. Senator Sarbanes and I have received a letter
from Baker Botts basically challenging certain statements in your
testimony today. Of course, I will ask this be made part of the
record, and if you have not gotten a copy of it, we will give it to
you.

Mr. FALCON. I have not, Mr. Chairman.
Chairman SHELBY. We will certainly do this now. I think this is

important to you and to the Committee. We will distribute that.
Mr. FALCON. May I address that, Mr. Chairman?
Chairman SHELBY. Sure.
I think Senator Bunning alluded to that earlier.
Mr. FALCON. Yes.
Chairman SHELBY. I am sure he will want to get into it.
Mr. FALCON. Since that time Baker Botts has been cooperating

with us, and they are cooperating fully I think. But at this point
in time they were asked a direct question, Mr. Chairman, ‘‘Are you
aware of any inappropriate conduct on the part of the company?’’
The answer was no. They were further asked, ‘‘Is there anything
that we should know, related to your work up to this date?’’ The
answer was no.

About a month before this conversation, the counsel was fully
aware of circumstances surrounding PwC’s inability to take the
representations of Messrs. Clarke and Glenn. The circumstances
surrounding their conduct is certainly the type of activity that the
regulator would expect to be informed about by Board’s counsel,
Mr. Chairman. I stand by what I have said in my testimony.

Chairman SHELBY. But it is disputed. They dispute what you
say. You realize there is a dispute here?

Mr. FALCON. I accept that, Mr. Chairman.
Chairman SHELBY. Okay. Senator Sarbanes.
Senator SARBANES. Thank you, Mr. Chairman.
I want to go back to a couple of questions that Chairman Shelby

asked, which I thought were right on point.
You make the point that the net cumulative effect of the new ac-

counting treatments for Freddie Mac was an increase in income in
prior years, thus increasing the amount of capital on a cumulative
basis. I think that is in your testimony and you just stated it again
in response to the question.

Mr. FALCON. Yes, sir.
Senator SARBANES. But this really raises the implication that

had the errors resulted in a reduction in prior year income, that
the Enterprise might have been undercapitalized, that would all
have been unbeknownst to the regulator. As you know, the mistake
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that was made, as it turns out, was such that there is an increase
in income in prior years and therefore there is an increase in the
amount of capital. Of course you did not know that. It could have
turned out that there was a reduction in some prior years and
therefore a decrease in capital. As it turned out, it worked in the
right direction, so to speak, but how do we get at the fact that it
was all happening unbeknownst to the regulator?

Mr. FALCON. That is a good question, Senator Sarbanes, and
what we are working to do at OFHEO is to build an in-house team
of accountants. They can take a look at issues like this. While we
could not possibly have the amount of staff necessary to review all
policies and transactions to ensure that the external auditor is ad-
hering to the highest standards of GAAP, we would like to build
the capacity in-house to at least be able, on a selective basis, re-
view some of the major and the perhaps novel issues that come up
in accounting when new standards are brought into effect. I think
that is an important part of our program that we are trying to de-
velop going forward, and we developed this plan beginning in the
year 2001, and last year we began to get the appropriations to staff
up for that expertise.

Senator SARBANES. Do you think that the OFHEO reviews have
been prepared to simply accept the audit functions? In other words,
I gather you are not going behind the auditor; is that correct?

Mr. FALCON. We are ensuring that they do their job pursuant to
industry standards as they work to certify the financial statements,
but we are not taking a qualitative look at the judgments they
make as to whether a particular accounting policy is consistent
with GAAP. We did not try to interpret the GAAP the way they
do. If we did, that is a practice that was, as you know, Senator,
widely discredited in the 1980’s. Regulatory Accounting Principles
accounting is something that we have worked to avoid, not just at
OFHEO but all the safety and soundness regulators.

Senator SARBANES. How do you avoid the situation we just had
here? I mean, you tell us in your June 2002 report to the Congress,
‘‘The audit functions exceed safety and soundness standards.’’ I am
quoting now from your report. ‘‘The internal and external audit
functions have the appropriate independence. The management of
the internal audit department is effective.’’ Then the 2003 report,
this past June, ‘‘The audit functions are independent and effective.
The internal and external audit functions have the appropriate
independence.’’

Now, only a few days after we received the report the Freddie
Mac Board got rid of these chief officers because of lack of progress
on addressing the accounting and internal control problems at
Freddie Mac.

Mr. FALCON. Those statements, Senator, reflect our overall as-
sessment of various risk factors, and we report in the annual report
on our overall assessment of how they are doing for that calendar
year, and we report that in the annual report. My testimony points
out, and our 2002 annual report points out that there is a restate-
ment going on and that we are working on improving deficiencies
in their financial reporting, internal controls, as well as gaps in
their accounting expertise.
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What I think is appropriate and what I take from your com-
ments, Senator, is that we should go back, and as we begin to issue
successive annual reports, that perhaps we should have a lower
threshold of what gets included in this annual report. We have in-
cluded things that we think affect our assessment of the company
overall. Perhaps we should go back and include matters that while
they do not affect our assessment of the company, might be signifi-
cant enough that we should include them anyway in the annual re-
port, and that is what we have to consider doing going forward.

Senator SARBANES. My time is up. I just want to be clear on one
thing. You have an investigation now going on, correct?

Mr. FALCON. Yes, sir.
Senator SARBANES. OFHEO itself has an investigation that was

launched on June 7; is that correct?
Mr. FALCON. Yes, sir.
Senator SARBANES. And are you looking more broadly than the

accounting functions or is it focused on the accounting functions?
I know you cannot go into the nature and scope in a public ses-

sion of your investigation, but can you answer that question?
Mr. FALCON. Yes. It is focused on the accounting transactions

that are at issue here, those issues raised by PwC. It does involve
more than one accounting rule interpretation beyond just FAS 133.
We are looking at those transactions and circumstances involved in
applying GAAP and the role of everyone in the company in these
matters.

Senator SARBANES. And when will that report be submitted?
Mr. FALCON. Our goal is to complete it and submit it to you by

the end of September, Senator.
Senator SARBANES. Thank you.
Chairman SHELBY. Senator Enzi.
Senator ENZI. Thank you, Mr. Chairman.
I do have a series of questions that deal with the request for the

$4.5 billion in additional moneys. I would hope that I could submit
those to Mr. Falcon in writing, because the answers would probably
be more detailed—and probably boring.

Chairman SHELBY. And his answers would be to you and to the
Committee, I trust?

Senator ENZI. Yes; I would be happy to share them, and that
would allow me to ask some other questions. Of course, another
one of them that I am going to submit is: In your testimony, you
discuss that OFHEO has adopted corporate governance principles
similar to those adopted in the Sarbanes-Oxley Act, and I would
like you to describe the exact corporate governance provisions that
you have adopted and the parallel sections in Sarbanes-Oxley. But
I will not ask you to do that while you are here, either; I will be
submitting that one.

In your written testimony, you state that ‘‘OFHEO has been
working with enterprises since 1999 on financial accounting of de-
rivatives transactions.’’ In 2000 and 2001, did OFHEO give any
specific written guidance to the Enterprises on how to account for
derivatives transactions? Did the guidance give details on how to
account for cashflow derivatives transactions? And how many fi-
nancial experts on derivatives did OFHEO employ during those
years? Is that another one for the record?
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Mr. FALCON. Yes. I do not think we have given the Enterprises
any written guidance on the implementation of FAS 133. I will
double-check that, but I am pretty certain. Our role in this is to
oversee the work of the internal controls and the work of the exter-
nal auditor and ensure that if the external auditor has any quali-
fications about their certification that those matters are appro-
priately addressed by the company.

I am sorry, Senator, I do not think I remember the second half
of your question.

Senator ENZI. I will submit that one, too.
In your written testimony, you state that you do not conduct fo-

rensic accounting work unless a need arises, and that you rely on
this auditor, and that you require enterprises to engage forensic
professionals to investigate irregularities when they arise.

How do you determine when an audit statement submitted to
you would require a forensic accounting professional? Prior to this
incident with Freddie Mac, have you ever required an enterprise to
hire a forensic accountant, and what were the circumstances if you
did?

Mr. FALCON. We have not. Certainly the circumstances sur-
rounding the need for a reaudit and restatement of 2 prior years
rose to the level of requiring a forensic review.

I would have to take each circumstance on a case-by-case basis
to determine whether or not one was necessary as additional issues
arose.

Senator ENZI. I will do a follow-up on that one in writing as well,
because we need some more detail on that.

The risk-based regulations established by OFHEO require you to
release a risk-based capital model that the Enterprises can use to
calculate their risk-based capital reserves. In light of these recent
events at Freddie Mac, will you need to reissue the risk-based
model for 2002?

Mr. FALCON. No, we are not expecting that there is a need to do
that. However, if we see any significant changes in the data that
the risk-based capital stress test runs on, we will consider whether
there is a need to rerun the stress test for any particular quarter,
and if there is a need to alter our capital findings with respect to
Freddie Mac. But it is my expectation that that will not be nec-
essary. The risk-based capital stress test runs on data that is not
dependent on the accounting issues involved here; it runs off raw
data, which is not really affected here.

Senator ENZI. But is it showing the information that you need?
Mr. FALCON. Yes. We are getting all the information we need in

order to continue to run our risk-based capital stress test.
Senator ENZI. Okay. I will submit some more questions, if they

are not covered today, Mr. Chairman.
Chairman SHELBY. Senator Corzine.
Senator CORZINE. Thank you, Mr. Chairman.
I want to go back to this gap of $1.5 to $4.5 billion. It sounds

to me like we do not yet have a handle on the issues that are un-
derlying what is determining the problem that actually has come
out in all this discussion.

What is the explanation of such a wide range? It is an extraor-
dinary gap that I find hard to understand how it cannot be
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explained. I could understand at the margin a couple of hundred
million here or there on derivatives—even that is a lot of money—
but $3 billion—I would not understand it in the context of review-
ing the risk management, the performance of a company—any com-
pany. It is mind-boggling to me that there is such a gap in place.

What are some explanations that would allow that to actually
be?

Mr. FALCON. It is a large number. One of the issues related to
this is that under FAS 133, if you designated certain hedges, cer-
tain derivatives as hedging derivatives, they qualify for cashflow
accounting or fair value accounting. Here, they are accounted for
as fair value hedges, and they are assembled in pools. If the pool
gets tainted through inadequate documentation for any derivative
that makes up this pool, the entire pool is tainted, and you have
to unwind, and the entire pool no longer receives the FAS 133 fair
value hedge designation. So that is having a large impact on the
earnings—a cumulative effect on their financial statements. That is
just one of the explanations, but I think one of the largest ones.

Senator CORZINE. The thing I do not understand is that the risk-
based regulatory structure that has been put in place that you all
administer to look at has to look at the particular transactions that
go into the book that is made up. It leads me to wonder why there
were not red flags about that with regard to the pools that you are
talking about in the context that is different than I am hearing this
discussion. It is not just an accounting issue, because these pools
either had certain risk characteristics that fit into the model for
measurement or not.

Mr. FALCON. I guess a point I should make clear, Senator, is that
the economics of these transactions remain sound—most of them,
I should say. From a risk standpoint, these are effective hedges
against the company’s risk. This is an accounting issue as to when
you recognize the income from changes in market value on these
derivatives. So the accounting issues aside, these are sound trans-
actions from a risk management standpoint.

Senator CORZINE. I accept that statement, but the fact is that
they needed to be measured for the risk model to see whether the
risk model was actually working and doing what it is supposed to
do for the purposes of safety and soundness that your oversight is
supposed to derive. So if a particular pool or swaption or whatever
transaction is going up and down in price, it has a different risk-
weighting in a model at some point in time, and I do not under-
stand why there were not red flags thrown out by the risk model
that would indicate that there were underlying accounting prob-
lems. It does that, and it bothers me that there are still $3 billion
of unexplained elements when the risk model needs to be able to
tie to the accounting factors. It does not make sense to me based
on my own understanding of how you put together financial state-
ments and how the risk models would work from my own experi-
ence.

Without being able to explain this $3 billion, it makes me worry
about the risk models, I guess is what I am suggesting, that we are
using for oversight. Is it a concern of yours?

Mr. FALCON. I would like to go back and take a look at it and
make sure we adequately address your concern here. What we do
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look at is the underlying economic purpose of these transactions
and ensure that they are appropriate to hedge against the risk of
the underlying transaction.

I will have to go back and look at to what extent a closer review
of those internal models have helped us identify a problem here.
I will take that back and look at it.

Senator CORZINE. I actually would like to see—and we can do
this at a different time and place—but I would like to understand
why the individual items that are part of the risk management tool
relating to underlying assets—why that was not showing up as a
measurable change in value in the oversight models that you all
use, because it should have been reflective, in my view, in the un-
derlying accounting that is coming out if we are going to have a
comprehensive—but I go back to that I cannot explain in my own
mind how, at least at this stage, we have a $3 billion gap.

Mr. FALCON. Okay.
Senator CORZINE. Thank you.
Chairman SHELBY. Senator Bunning.
Senator BUNNING. Thank you, Mr. Chairman.
Director Falcon, why didn’t you start your investigation when the

original restatement was announced? Why did you wait until
Freddie ousted their top corporate executives?

Mr. FALCON. Senator, we have remained focus on fulfilling our
primary mission here. Our mission is to ensure the safety and
soundness of these two companies. It was my judgment that the
most important task at hand in order to ensure their safety and
soundness was to get this reaudit complete, to get the restatements
done, because it is not a good position for a large company like this
to be in to not be operating without certified financial statements.

We focused our time and energies on making sure this restate-
ment process was brought to a conclusion as soon as possible.

Senator BUNNING. But how big a red flag to you have to have?
Mr. FALCON. Oh, certainly, if the board was not going to under-

take action to get a forensic review going with the use of an outside
counsel—which is a process that is not uncommon for safety and
soundness regulators—we frequently task the board to take certain
actions including the hiring of any outside investigators to look at
issues.

Senator BUNNING. Well, if the board thought it was so essential
to fire the top three officials in the company, why wouldn’t that red
flag be the regulator?

Mr. FALCON. If I had known some of the circumstances that
would emerge later that led to the termination of these three indi-
viduals, I would have started our investigation in January.

Senator BUNNING. If you felt that Freddie’s outside counsel was
not being forthcoming, why did not you start your full investigation
then, instead of waiting until June 7?

Mr. FALCON. It was June 7, Senator, when I concluded that I was
not receiving all the information that I should have been receiving.

Senator BUNNING. It was not until then?
Mr. FALCON. Right.
Senator BUNNING. Your staff briefed the Committee staff earlier

this week. They informed staff that some anonymous letters were
received and then investigated by Baker Botts, who dismissed the
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charges in the letters. Did the charges in those letters have any-
thing to do with what actually happened? If Baker Botts was not
forthcoming as you have stated in your prepared testimony, why
did you then rely on them to investigate the charges in the anony-
mous letters?

Mr. FALCON. That is a subject of our investigation. We are look-
ing at the circumstances surrounding the allegations contained in
those letters.

Senator BUNNING. But why would you give it to someone that
you have criticized in your own testimony today as not being forth-
coming?

Mr. FALCON. As soon as I concluded that they were not being en-
tirely forthcoming, I took action to initiate an investigation.

Senator BUNNING. But you gave the investigation to them.
Mr. FALCON. At a point in time when I thought it was appro-

priate that the board should engage outside counsel to undertake
this, while we focused on ensuring the safety and soundness of the
company through getting the restatement process concluded.

Senator BUNNING. Does it disturb you that 18 months after
Freddie said they would register with the Securities and Exchange
Commission, they still have yet to do so? Would that have anything
to do with the earnings and restatement and all the things that
have come up, that 18 months ago, Freddie Mac said that they
were going to register with the Securities and Exchange Commis-
sion their securities? They still have not done it. Does that raise
a red flag for you?

Mr. FALCON. It cannot happen until this restatement is con-
cluded.

Senator BUNNING. Well, now it cannot, but we are a month later
than June, so instead of having 18 months, they had 17 months
prior to that time.

Mr. FALCON. Up until January of this year, it appeared that the
audit of the 2002 financial statements was on track. It was not
until January 2003 that PricewaterhouseCoopers brought to the
board’s attention these FAS 133 issues and notified the board that
they would not be able to certify those 2002 statements until these
accounting issues were properly resolved.

That is the point in time when it became clear that they would
not be able to register under the 1934 Act because they would have
this restatement process pending; and that triggered a whole se-
quence of events that we have been working on since.

Senator BUNNING. Okay. That was a year after they said they
were going to register with the SEC.

Mr. FALCON. Right. But it was expected that there would be
about a year lead time before they actually registered.

Senator BUNNING. So you are saying that the restatement was
the hang-up?

Mr. FALCON. No. There was a lead time necessary for the SEC
to do its due diligence with the company——

Senator BUNNING. I understand that.
Mr. FALCON. —as preparation for their formal registering with

the SEC under the 1934 Act, and there was an amount of lead time
that needed to occur before they got everything lined up.

Senator BUNNING. A last question, Mr. Chairman.
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Chairman SHELBY. Please go ahead.
Senator BUNNING. Don’t you think that after this mess is cleaned

up, it would be necessary as one of the top priorities to make sure
that Freddie does register with the SEC so there is another body
that looks at exactly what the regulating body is supposed to be
doing?

Mr. FALCON. A regulating body that oversees the work of——
Senator BUNNING. The SEC would be another group of people

that would look at the same thing that you are supposed to be
doing right now in earnings, in statements of earnings, in audited
reports, and things that are required by the Securities and Ex-
change Commission.

Mr. FALCON. The SEC’s requirements are subject to the SEC’s
enforcement and review, but we have our own set of disclosure
standards that we require of the company, and we also oversee
those disclosures and the enforcement of proper disclosures under
our own standards, Senator.

Senator BUNNING. Thank you, Mr. Chairman.
Chairman SHELBY. Senator Stabenow.

STATEMENT OF SENATOR DEBBIE STABENOW

Senator STABENOW. Thank you, Mr. Chairman.
Welcome, Mr. Falcon.
First, I would ask, Mr. Chairman, that my opening statement be

placed in the record.
Chairman SHELBY.Your statement will be made part of the

record without objection.
Senator STABENOW. Thank you very much.
Before asking a question, I just want to step back for a moment

in terms of what is happening in the housing market. We all know
that the housing sector has really been one of the bright spots—
the only bright spot—in a stagnant economy, and that as we look
from the individual’s perspective, they are more likely now to be
counting on the equity in their homes than they are to be counting
on the stock market when it comes to retirement.

So as we look at these broader issues, I know that in the sec-
ondary housing market, Fannie Mae and Freddie Mac have been
very important in providing opportunity for people to be able to
have that home.

So, Mr. Chairman, as we move forward, I would just ask that we
use the same due diligence and deliberation that we have on other
issues before this Committee, where we will take our time to do
this right, to make sure that we are looking seriously at the issues
that are raised——

Chairman SHELBY. You are absolutely right.
Senator STABENOW. —but not doing it in a way, as the Chairman

I am sure would agree, that would undercut our ability to maintain
this very important secondary market, and that we look at the reg-
ulatory system but that we not assume because one piece went
wrong that the entire system is broken. So, I am pleased to be a
part of a discussion about that.

When we talk about the issues that we have today, in your testi-
mony, you point out that safety and soundness regulators do not
review accounting policies for conformance with GAAP, nor do you
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certify that a company’s financial statements are consistent with
those principles.

Do you believe that OFHEO should take a more active role in de-
termining whether or not the GSE’s are following proper account-
ing procedures, or do you believe that should be done by private
auditors? Where do you fall now, looking back at this, and what
role do you think—not only that OFHEO currently has—but what
role do you think you should have as it relates to the GSE audi-
tors?

Mr. FALCON. I think that for us to build up the capacity to, in
effect, certify the financial statements would require a massive in-
crease in the size of the Agency. I think that what is important for
us to do is to be able to have the capacity to look at the implemen-
tation of new standards as they are brought forward by FASB and
have more depth in accounting expertise in our program so that we
can more fully evaluate the implementation of those policies and
look at the interpretations of FASB and be able to just somehow
ensure that they are using the highest standards of GAAP in im-
plementing certainly new standards, at least. But I do not think it
would be efficient for us to try to bring in the amount of staff that
will be necessary to substitute our judgment for the external audi-
tors’ as to what is consistent with GAAP. I do not think we want
to go down the road of imposing regulatory accounting principles.

The integrity of the external audit function has to be ensured
here, and hopefully, through some amount of expertise in the ac-
counting areas, we can build that up in the company—hopefully we
can do so.

Senator STABENOW. So you are really indicating that at this
point, you believe you lack sufficient funds to be able to take that
next step in terms of more aggressive oversight, more specific over-
sight?

Mr. FALCON. We would like additional funding, Senator, so that
we can as quickly as possible continue to build up this expertise
in the Agency. I do not think the lack of the resources has hindered
our ability to fulfill our mission—certainly both companies remain
safe and sound because I think we are fulfilling our mission—but
it would be useful for the Agency to have additional resources. And
beyond that, it would be useful for the Agency to have the ability
to establish its own resource needs and obtain those resources on
a real-time basis. That would require giving the Agency permanent
funding by removing us from the appropriations process, and that
is something, as Senator Sarbanes said, that I have been advo-
cating since I arrived at the Agency.

Senator STABENOW. One other question, Mr. Chairman, as it re-
lates to derivatives.

Chairman SHELBY. Go ahead.
Senator STABENOW. We have been talking about that a lot this

morning, and I am wondering—there are two schools of thought.
One is that use of derivatives is too risky; the other is that they
are important for hedging risk. I am wondering what your position
overall is on these financial tools and whether or not Fannie Mae
and Freddie Mac should be using them.

Mr. FALCON. Derivatives are an integral part of the Enterprises’
interest rate risk management. If they are used as hedging devices
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and not as speculative devices, they are a very useful risk manage-
ment tool. Indeed, Fannie Mae’s ability to manage their risk re-
lated to their retained mortgage portfolio would be difficult and
costly if it were not for the use of derivatives. And the way the En-
terprises use them, I think they are a very appropriate risk man-
agement device.

Senator STABENOW. Mr. Chairman, thank you. I would just say
on a positive note that I think that as we talk about registering
with the SEC, we should note that Fannie Mae has done so on a
voluntary basis, and I would congratulate them for that and hope
that Freddie Mac would be doing the same.

Chairman SHELBY. Thank you.
Senator Sununu.
Senator SUNUNU. Mr. Falcon, you said that despite these ac-

counting irregularities, OFHEO is still confident about the safety
and soundness of both GSE’s; and I believe in an answer to Mr.
Enzi’s question, you indicated that these accounting issues did not
figure into or affect the result or the outcome of the stress test. Is
that correct?

Mr. FALCON. Yes, Senator.
Senator SUNUNU. Then, if that is the case—and I reserve judg-

ment—why do you need more money to beef up all of these
accountants and oversight capability in these areas if they are not
affecting the stress test and have not affected the safety and sound-
ness at all?

Mr. FALCON. First, there is the supplemental. That is necessary
so that we can finish this investigation of Freddie Mac, and I want
to be able to come to this Committee and assure you with the full-
est amount of confidence that there are no issues related to Fannie
Mae’s accounting, and that is why we have included funds for that
in our supplemental request.

Senator SUNUNU. You seem to have concluded, though—and
maybe this is where there is a misunderstanding—have you con-
cluded that any potential issues with Fannie Mae’s accounting will
or will not affect the stress test or the safety and soundness?

Mr. FALCON. Will the—I am sorry, I am not sure I——
Senator SUNUNU. In answer to Senator Stabenow’s question, you

suggested that these accounting issues have not affected the safety
and soundness——

Mr. FALCON. Yes.
Senator SUNUNU. —of either GSE that you oversee; and in re-

sponse to Mr. Enzi’s question, you said these accounting issues do
not affect the stress test. So in this case, what additional informa-
tion do you need to get at or want to get at with regard to account-
ing that the SEC or another regulator will not be able to get at?

Mr. FALCON. For these supplemental funds, we need to ensure
that our internal resources are not spread so thin on this investiga-
tion that we cannot continue with the daily work that we do at the
Agency. In addition, it has been clear to me for a long time now
that the Agency needed to build the depth in at least its examina-
tion program, and we are working to try to do that. Those re-
sources are needed, and we have needed additional resources to
utilize our stress test as an analytical tool.
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It is not just a capital standard. We utilize it through holding
certain variables constant and adjusting others to help us analyze
where the strengths and weaknesses lie in the company. We want
to continue to do more with the stress test to allow it to help us—
it will complement our examinations work and our research work.

Senator SUNUNU. I appreciate that, and that is of great concern
to me, which is why I was somewhat surprised to hear the answer
to Mr. Enzi’s question as to whether or not these accounting issues
affect the performance of the stress test and the risk-based capital
standard.

It would seem to me that should not be the case, that these ac-
counting issues and variations should have had some impact there,
and let me at least lay out what I think the reason would be.

There are a lot of things that I might bluff on or suggest that
I know a little bit about, but FAS 133 is way down on the list. I
know this is a very complicated accounting standard, and I under-
stand the reasons for the standard and the rationale and the im-
portance of marked to market in certain circumstances.

But insofar as I do understand it, Freddie was using or inter-
preting FAS 133 in a way that allowed them to smooth out their
earnings. And you might argue if they did not use it in a particular
way, their earnings would have been much more volatile.

Earnings volatility should affect your perception of safety and
soundness, it seems to me, and should affect the market’s percep-
tion of how an entity would perform in an economically stressful
environment.

Your answer to Mr. Enzi’s question suggested to me that earn-
ings volatility is not part of the stress test or part of the risk-based
capital standard. Is that the case?

Mr. FALCON. The risk-based capital stress test is a snapshot and
point in time based on at the end of each quarter for each company,
and it runs off raw data, millions of pieces of raw data that is ag-
gregated into what we call a risk-based capital report. This risk-
based capital report flows through the stress test, and it produces
a capital requirement.

Now, the issues here with respect to GAAP do not affect the raw
data that the stress test needs to run on. What would be affected,
Senator, is probably the minimum capital standard, but there, be-
cause we will see an increase to earnings, their capital will go up,
and they will actually have a larger surplus under our minimum
capital standard.

Senator SUNUNU. That makes sense, but it did not quite answer
my question. The stress test is carried out over a time series; is
that correct?

Mr. FALCON. Yes.
Senator SUNUNU. So you are projecting into the forward changes

in interest rate and economic information over time. But if a com-
pany had a specific earnings volatility or very high earnings vola-
tility, wouldn’t they perform differently in that time series?

Mr. FALCON. The volatility will show up at the end of each quar-
ter’s statement. As they pull back income from later quarters into
earlier quarters, that will affect each quarter’s earnings statement.
But again, this runs off of raw data.
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The economics of these transactions are still sound, by and
large—there are a few transactions which I cannot get into—but
the economics of these transactions are that they are still sound
risk management practices and that their fair value statements are
not going to change and did not change as a result of this.

So as we have looked at this very closely, this is a serious mat-
ter, but it is a matter of the timing of recognition of income and
not the fact that they do not have this income.

Senator SUNUNU. Thank you, Mr. Chairman.
Chairman SHELBY. Thank you.
Senator Reed.

COMMENTS OF SENATOR JACK REED

Senator REED. Thank you very much, Mr. Chairman, and thank
you for holding this hearing.

We have a very important and fundamental responsibility to en-
sure the safety and soundness of all these GSE’s. That is our job,
and we cannot do it without an effective and vigilant OFHEO in
this case, because it is a day-to-day proposition to monitor the ac-
tivities of these GSE’s, and we have not had that capacity or even
that focus.

We all recognize that the GSE’s have provided extraordinary
benefits to our economy and to our people, and that is not the ques-
tion here at all. The question is really do you have the tools to do
a very important job—and again, we depend upon you to ensure
the safety and soundness—not the stock market value of the com-
panies, not what they are doing, but essentially that we can depend
that these companies are well-run, safe, and sound.

In that context, let me ask—and at this point in the hearing,
most of these questions have been asked, and I apologize; please
indulge me—as I understand it, the major issue here was the fact
that the accounting treatment caused Freddie Mac to essentially
smooth out their earnings so that they would not have the vola-
tility we talked about. And today, you say that your judgment is
that it is safe and sound.

What about the future because of this? I think this was part of
the dialogue that you had with Senator Sununu. I think the future
presumes that you found no systemic problems, and that the deci-
sions that were made with respect to smoothing out will not irrev-
ocably lead to problems in the future. Can you make those conclu-
sions today?

Mr. FALCON. I cannot guarantee you that there will not be prob-
lems in the future, but I think what you can expect to see with the
company is that there will be greater volatility in its quarterly
earnings. That is a result of some of the actions that had to be
taken to unwind some of these FAS 133 designations as hedges for
some of these derivatives.

That is probably the biggest impact that you will see going for-
ward as a result of the restatement.

Senator REED. Now, in a positive light, you are aware of those
potentials, and you are taking steps at OFHEO to anticipate prob-
lems and respond to them; is that correct?

Mr. FALCON. Yes, sir.
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Senator REED. It seems to me that the reason we are here really
is because of the presumption—a rebuttable presumption—that
OFHEO missed some things in this process—and again, I say that
is a rebuttable presumption. But it seems to me that when you get
to the questions of regulatory problems in terms of regulatory
agencies, there are a couple of categories, and I would like just for
the record to run down these categories.

Sometimes it is a lack of expertise; sometimes it is a lack of per-
sonnel and resources, you simply do not have enough people or
computer programmers or consultants that you can hire; sometimes
it is a lack of emphasis or focus by the leadership, and they just
miss the point that was the most critical point; and then, some-
times it is the lack of jurisdiction—you do not have the authority.

Let us go through those. One, lack of expertise—do you think you
have the appropriate expertise in the Agency to deal with this new
world of derivatives and other complicated transactions?

Mr. FALCON. Absolutely, Senator. We would like to add more
depth to these areas, we absolutely have the expertise necessary.

Senator REED. Two, lack of personnel and/or resources.
Mr. FALCON. Again, that gets to the issue about how we would

like to have more depth across the organization. We would like to
bring in more resources and personnel.

Senator REED. Okay. And that is something that is our responsi-
bility to provide; is that correct?

Mr. FALCON. Yes.
Senator REED. Thank you.
Three, lack of emphasis and focus—do you feel that you were

looking at the right things, giving guidance—not you, personally,
but institutional leadership, identifying the right potential prob-
lems and the right areas you had to focus on?

Mr. FALCON. I think we will conduct a self-assessment and deter-
mine whether or not there is anything we could do better. But
when you have a situation where there is a breakdown in integrity,
that is not something that you can always catch right away. Ulti-
mately, you do catch these things through your examination activi-
ties and your ongoing surveillance of the companies. But I think we
were fulfilling our obligations as the regulator.

Senator REED. Finally four, lack of jurisdiction—were there areas
of concern that you saw, but you simply did not have the authority
or the tools to get at them because we had not given you those
tools?

Mr. FALCON. No, I do not think so, Senator. Aside from the re-
source question, it would be helpful to have some clarification to
the Agency’s authorities, but we think that our enforcement powers
are adequate—again, we would like some clarifications—and that
we do have the tools necessary to do our job.

Senator REED. Thank you. Again, let me emphasize how critical
your job is—

Mr. FALCON. Thank you.
Senator REED. —because we assume that these institutions are

being vigorously regulated and that they are safe and sound, and
we depend upon you to ensure that our assumption is real.

Mr. FALCON. Thank you.
Senator REED. Thank you, Mr. Chairman.
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Chairman SHELBY. Senator Hagel.
Senator HAGEL. Mr. Chairman, thank you.
Director Falcon, I have not had an opportunity to look through

the recommendations that you attached to your testimony this
morning, and I look forward to reviewing those recommendations.
The first question I have is about responsibilities of OFHEO, and
in fact this question may be included in your recommendations.

What is your opinion on whether OFHEO should have a broader,
wider responsibility for its oversight responsibilities beyond safety
and soundness to include mission of GSE’s?

Mr. FALCON. The way this works right now, by way of back-
ground, to answer your question, is HUD is the mission regulator,
and they have responsibility for program approval and general mis-
sion authority. And as a safety and soundness regulator, our func-
tion—there is a bifurcation between the two functions. However, it
is the responsibility of every safety and soundness regulator to en-
sure that the companies they regulate are in full compliance with
all the applicable laws and regulations. So where we see a clear
violation of any law or regulation, it is our responsibility to step
in and ensure that that conduct does not happen.

But that is when you are in areas where there is black and
white. In the area of the Enterprises’ charters, there is a great deal
of ambiguity as to what is permissible and what is not. And since
we already have the enforcement responsibility, including if HUD
decided that certain activities could not be engaged in by the com-
panies, we are an enforcement arm, and we would take enforce-
ment action at HUD’s initiation.

Given that we have the responsibility in these areas, I am sug-
gesting just taking it a step further and let us go ahead and resolve
issues where there is ambiguity as well.

Senator HAGEL. And that is included in your recommendations
that you included in your testimony?

Mr. FALCON. We attached them, yes, sir.
Senator HAGEL. Good. Well, I will pursue that, and we will have

other conversations about it, but I thank you.
As I have listened to your testimony and the questions here

today, it is apparent—and you understand this—that we are talk-
ing about something larger than just a straight accounting func-
tion, enforcement function, of your agency to help these GSE’s stay
within the boundaries, obviously, of clear, accountable standards.

One of the questions I would have in that regard is do you think
earnings pressures, coupled with Congressional mandates, people
pushing down on GSE’s sometimes because the mission is afford-
able housing, and the congressional mandates and the pressures,
do you think that that affects or could affect safety and soundness
of these institutions because—I know you understand where I am
going with this—these sometimes are not always the best ingredi-
ents for the most profitable outcome. I am going to follow up with
a couple more questions on this point, but let us resolve this first
with your answer.

Mr. FALCON. The question is would market pressures——
Senator HAGEL. Do all these earnings pressures, coupled with

Congressional mandates, the mission being affordable housing—
and that is not always as profitable as other more private institu-
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tions—do they present more of a risk, less of a risk, or is it neutral
to safety and soundness?

Mr. FALCON. I think that as long as the company maintains the
highest levels of integrity and the intent to stay consistent within
the boundaries of the charters, and as long as the circumstances
are such that they can continue to grow as a company without
needing to step outside the bounds of their charters, it is not clear
to me that the market pressures about meeting earnings expecta-
tions might force them to do something that they would not other-
wise. Let me just leave it at that, Senator.

Senator HAGEL. Let me get into another area, then, that is a bit
attached to this. Lately, we have all noted that the GSE’s have
been purchasing their own mortgage-backed securities. Does that
present more or less of a risk, no impact to these institutions?

Mr. FALCON. It does present additional risk in the form of inter-
est rate risk to the company. If they did not hold mortgages in
their retained portfolio, they would not have that interest rate risk.
It is something that they work to manage very diligently. But the
maintenance of a retained mortgage portfolio does present, in addi-
tion to the credit risk, an interest rate risk component.

Senator HAGEL. Mr. Chairman, I know my time is up, but may
I ask one very short question?

Chairman SHELBY. Go ahead, Senator.
Senator HAGEL. Do you consider stockholder equity to be rel-

evant in considering the financial health of GSE’s?
Mr. FALCON. The level, or the value of shares?
Senator HAGEL. Both—level, value—any stockholder equity in

those institutions.
Mr. FALCON. Shareholder equity is a component of their capital.
Senator HAGEL. So it is very relevant?
Mr. FALCON. Yes, as long as it is a component of their capital,

and they are required to meet minimum capital requirements, yes.
Senator HAGEL. Do you think that is an issue that is a problem

with GSE’s today, Fannie, Freddie?
Mr. FALCON. Their capital levels?
Senator HAGEL. Yes.
Mr. FALCON. I think they are able to withstand some very severe

financial shocks. Our stress test imposes severe swings in interest
rates, the highest possible historical credit losses on the companies.
It is a very robust and stressful test, and it is one that no one else
is subject to. We have devised it in a way pursuant to Congres-
sional specifics in law that it is very stressful, and they meet it.

Senator HAGEL. Thank you very much, Mr. Chairman.
Chairman SHELBY. Thank you, Senator Hagel.
Senator Schumer, I know you have been going back and forth be-

tween Committees.
Senator SCHUMER. Thank you, Mr. Chairman.
I have been going back and forth, and to the witness, I apologize.

We have a lot of doings in Judiciary, so I am trying to run back
and forth.

The first point I want to make—and I just want to underscore
this—is that I could not agree more with Senator Sarbanes in
terms of the importance of housing in today’s economy and the im-
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portance of Freddie and Fannie as unique tools to help that hous-
ing market.

The real question here, the real riddle, is how do we deal with
the oversight function. Fannie and Freddie are extremely impor-
tant not only to the housing market—although they are probably
the two most important entities to that—but also to our whole fi-
nancial structure and markets, because they have such a huge
amount of loans and everything else that they hold.

In fact, a while ago, when we were more sanguine about a budget
surplus, and they thought the 30-year Treasury would go the way
of all flesh—now there is a move to bring it back—some people
talked about Fannie and Freddie being the marker. So very impor-
tant, and I do not want my concerns about the auditing and over-
sight functions here, which are very serious ones, to be misjudged
as, well, let us change the function of Fannie and Freddie. I would
like them to pretty much keep doing what they are doing. You
might twist the dial a little bit here, twist the dial a little bit there,
but I think there needs to be better oversight and better under-
standing of how they integrate with the general financial markets,
and hence, that is why I talked earlier about the Treasury doing
the oversight at least of the auditing function. Treasury does over-
sight of other auditing functions that this Committee might regu-
late here and there, so it is not a unique situation.

My view would be—and I know that Congressman Baker has a
bill to put it into the OTS; I am not sure it belongs in OTS; that
is a path to treat Fannie and Freddie just like another bank—my
view would tend to be that we should have—or we should consider,
because all of this is tentative—maybe a special office in Treasury,
the Office of GSE’s, that would oversee Fannie and Freddie and
maybe some of the other GSE’s as well which might need some
oversight—Home Loan Banks, Sallie Mae, and all these other
places; who knows?

So my question—and I guess it is not even a question, because
you may be the wrong person to ask, Mr. Falcon—but have you
given some thought to any kind of restructuring? Obviously, none
of us is very happy here on either side of the aisle with what has
happened with the recent oversight.

Do you think that OFHEO structurally is the right place for this
auditing and oversight function to be, or would Treasury be a bet-
ter place? Tell me what you think.

Mr. FALCON. I think what is most important here is that you
have a regulator that is independent, that is adequately funded
and that has all the authorities necessary to fulfill their job. As
long as you fulfill those principles, where it resides I do not think
is of much consequence. If you moved OFHEO to Treasury, and you
intended to keep its status as an independent agency, which I
think our lessons from the savings and loan crisis tell us we abso-
lutely want to do, then I do not think it accomplishes much to move
OFHEO from one department to another if the goal is to maintain
independent regulation.

I think that what is absolutely essential here is allowing the reg-
ulator the resources and tools to do its job. Where we are currently
situated works. We operate as an independent agency. We work
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well with HUD whenever there is a need for us to work on issues
where there is overlap.

What I think is important to consider is to just ensure that the
Agency has what it needs. Beyond that, I do not know if just mov-
ing OFHEO anywhere else accomplishes much.

Senator SCHUMER. Well, I had a fourth factor that you need, and
maybe it is subsumed in your three, and that is expertise. These
days, the financial instruments that the GSE’s engage in are way
beyond the understanding of mere mortals. I think it would be a
safe thing to say that there is not a Senator or a Member of Con-
gress who understands these complicated derivatives and hedges,
and if something happens—if Krakatoa explodes 6 years from now,
we can figure out a way to hedge that and make sure that mort-
gages are still paid or whatever—God knows what they do.

So Treasury seems to know these things better than your agency,
and I was not here, and I deeply apologize because I am very inter-
ested in this subject, but we had a very controversial nominee in
the Judiciary Committee. So the question is can OFHEO do this.
And the second question—because there have been things wrong in
the past, and I do not think just saying well, we did not have the
resources is enough here, and I do not think it is going to satisfy
any Member of this Committee—but the second question is does it
make sense to split the functions between two agencies. What
would you think of that—the auditing function, the OFHEO part,
in Treasury somewhere, I would put it—not in OTS—but the mis-
sion part and working with the housing market staying in HUD.
Could that work, or would that provide too many encumbrances?
Give me your view on that.

Mr. FALCON. Well, on the second question, it works now. HUD
is the mission regulator, and we are the safety and soundness regu-
lator. We operate as an independent entity within HUD. So it
works right now, having a bifurcation of the two functions.

But allow me to respectfully disagree with you, Senator, on the
issue of expertise. No one knows these companies better than the
people at OFHEO. The way they use derivatives, the way they
manage the risk, the way they conduct themselves—I think this
agency has a body of expertise that is unmatched relative to these
two companies.

Senator SCHUMER. How did it blow it so badly last month?
Mr. FALCON. The companies are safe and sound. We have ful-

filled our mission. I do not think we blew it. If we were here talk-
ing about two companies that were insolvent, then I would agree
with you——

Senator SCHUMER. They actually misstated their results on the
down side, not the up side, but that would have had effect a year
or two from now the opposite. You must admit that you cannot
have been happy with what happened in the last couple of months.

Mr. FALCON. Absolutely. I am unhappy with a lost paperclip at
the companies. Any slight issue that comes up where it might af-
fect their safety and soundness, we try to get on top of as quickly
as possible.

This is a situation where you had a breakdown in the integrity
at a two levels, a breakdown in the integrity of the internal con-
trols as a result of the conduct of top management of the company,
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and I think you had a breakdown in the integrity of the external
auditing process. I venture to say that but I probably should not,
because our investigation is still ongoing, so let me qualify my
statements there and reserve judgment until we have concluded
our investigation.

But I think we have fulfilled our obligation; the companies are
safe and sound. I do not like the fact that this restatement was
necessary. I do not like the fact that the magnitude of this is high.
But what I am most concerned about is their safety and soundness.
They remain safe and sound. The economics of these transactions
remain sound as a risk management technique.

Senator SCHUMER. Okay. But you are saying that splitting the
function works now, and you could split it in a different way down
the road.

Mr. FALCON. Yes.
Senator SCHUMER. Thank you, Mr. Chairman. I appreciate the

Committee’s indulgence.
Chairman SHELBY. Thank you, Senator Schumer.
Mr. Falcon, Freddie Mac’s restatement includes a review of

Freddie’s accounting policies and practices regarding derivatives—
we have been talking about that this morning—the classification of
debt instruments and the use of reserve accounts.

In the course of OFHEO, your organization’s, examination of the
Enterprises, has OFHEO noticed significant differences between
Freddie Mac and Fannie Mae with respect to these accounting poli-
cies? For example, does Fannie Mae account for its derivatives and
hedging transactions in a manner that is different from Freddie,
and did OFHEO ever recommend a preferred accounting practice?

Mr. FALCON. The two companies have taken a different approach
on the FAS 133 for accounting for derivatives, Mr. Chairman. As
you know, you can take a fair value approach, you can take a
cashflow approach, and a third one for foreign currency risk.

Chairman SHELBY. But is one necessarily better than the other,
or are they just different?

Mr. FALCON. Certainly the approach that Freddie took was more
difficult to implement. They took the fair value approach, which re-
quired that they match the derivatives with the underlying hedge.
Fannie Mae has taken a cashflow approach which will result in
more volatility, and we have seen that since this was implemented.

Chairman SHELBY. Okay. To what extent is your examination
analysis dependent on audited financial statements? In other
words, do you have the means to double-check the accuracy of the
data that you use in the examination process?

Mr. FALCON. Yes, we do, Mr. Chairman.
Chairman SHELBY. Okay. Regarding Fannie Mae, on July 14, you

submitted an appropriations request for $4.5 million to continue
the Freddie Mac investigation and announced the initiation of a
special review into Fannie Mae. Given the similarity between
Fannie and Freddie, both GSE’s, I understand your decision to do
so, but the circumstances surrounding the two companies, however,
appear to be quite different at times. Fannie Mae has not, as far
as I know, announced a pending restatement of its financial state-
ments and has not up until now experienced a significant change
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in management as a result of the restatement process. Is that
right?

Mr. FALCON. Yes.
Chairman SHELBY. Aside from your concerns, have there been

any events or circumstances at Fannie Mae that triggered your re-
view, other than you looking at Freddie Mac and saying, Gosh,
maybe we should look closer at Fannie Mae?

Mr. FALCON. I think whenever we see a problem at one company,
we always look at the other, just to make sure.

Chairman SHELBY. Sure. I did not say not do it; I am just curi-
ous.

Mr. FALCON. Yes, right. But in answer to your question, Mr.
Chairman, we are not aware of any specific concerns that we have
with respect to Fannie Mae.

Chairman SHELBY. Okay. Could you just, for the Committee, give
us a basic outline of the scope and mandate of this special review
and how it would differ, if it does, from a routine examination prac-
tice that you use at OFHEO every day?

Mr. FALCON. It will differ in the respect that we do not, as part
of our routine examination process, attempt to undertake a quali-
tative review of the accounting policies of a company and determine
whether or not the policies are consistent with GAAP. This is a
one-time, unique situation where we are going to, through the use
of these funds and some outside assistance, take a qualitative look
at a high level to ensure that there is the highest conformance with
GAAP.

So that is how this is a departure from our normal examination
process.

Chairman SHELBY. Mr. Falcon, I personally feel that agency ac-
tions and regulations should receive the maximum amount of pub-
lic input as possible. In your proposal, you request that OFHEO be
exempt from the Federal Advisory Committee Act. Clearly, this
would reduce the public oversight of OFHEO’s activities.

Currently, it is my understanding that only two—two—agencies
have this exemption—the Central Intelligence Agency and the Fed-
eral Reserve for the interest rate deliberations with the Federal
Open Market Committee. Why is this exemption authority being
requested by you?

Mr. FALCON. It is also, by the way, Mr. Chairman, being re-
quested by others.

Chairman SHELBY. It has not been granted, though; only two, the
CIA and the Federal Reserve.

Mr. FALCON. Right.
Chairman SHELBY. And you can see why.
Mr. FALCON. It is not critical to the Agency, Mr. Chairman.
Chairman SHELBY. Okay. It is just something you would like to

have, but it is not central to what you do.
Mr. FALCON. Yes, sir.
Chairman SHELBY. How many formal enforcement actions has

OFHEO ever taken against either Freddie Mac or Fannie Mae, or
any other GSE?

Mr. FALCON. We have not had to take any enforcement actions
to date. We have taken one supervisory action. But the Enterprises
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do a good job of responding to any concerns we raise, so things
have not had to rise to the level of an enforcement action to date.

Chairman SHELBY. Currently, you have now and have had en-
forcement powers.

Mr. FALCON. Yes, sir.
Chairman SHELBY. But you have not really exercised them, have

you?
Mr. FALCON. Right. Enforcement powers are usually when all

else fails.
Chairman SHELBY. I will call on Senator Sarbanes, and then I

will wrap up. Thank you.
Senator SARBANES. Thank you, Mr. Chairman.
It is my understanding that since 1997, five individuals have

served in the role of Corporate Controller at Freddie Mac, three as
permanent controllers, and two on an interim or acting basis. Can
you explain the reason for the high turnover and what impact that
might have on the company’s accounting and internal control func-
tions, and is this the thing that OFHEO would note and take into
account in exercising its oversight responsibilities? It seems to me
it would be a matter of concern if you look at a major enterprise
of this sort, and they are bouncing the corporate controller in and
out of there almost every year from these figures, at least.

Mr. FALCON. That is a good question. Stability in that position
I think is important to both companies, and the fact that they have
had such turnover as you referred to in that position, you would
not prefer that there be that kind of turnover.

The circumstances surrounding—I think three of them were per-
manent, and two were interim; at least one case that I can recall
was a promotion, and I am not sure of the circumstances of the
other. It is an area where we would like to see more stability in
the company, Senator.

Senator SARBANES. I take it that your inquiry and that of Baker
Botts are both directed to what happened or in a sense, what went
wrong; is that correct?

Mr. FALCON. Yes, Senator.
Senator SARBANES. I am concerned about what is being done as

we move on and look ahead. In your statement, you say that the
Governance Committee of the Board of Freddie Mac adopted a fi-
nance function governance plan back in mid-May, proposed by the
new executive vice president overseeing the accounting and control
functions at Freddie Mac.

Is that plan being implemented? Is it a strong plan? In other
words, while you are looking at what went wrong, what is being
done to make sure that things are being brought up to standard
now?

Mr. FALCON. That plan incorporates and supersedes the plan
that was adopted previously, toward the end of 2000, and this plan
is designed to take that a step further and ensure that the com-
pany maintains best-in-class standards in the financial reporting
and accounting areas. We are working closely with the company to
ensure that it accomplishes that result.

Senator SARBANES. We will go back and review what happened,
but how much confidence do you have as we move forward that any
gaps have been closed and that we are operating in a—that is

VerDate 11-MAY-2000 18:07 Jun 08, 2005 Jkt 000000 PO 00000 Frm 00040 Fmt 6633 Sfmt 6633 21517.TXT SBANK4 PsN: SBANK4



37

‘‘gap’’ spelled with one ‘‘a’’ in this instance, not with two—that we
are operating according to standards that give us some sense of se-
curity?

Mr. FALCON. I think that with the new focus of the company and
with the creation in this area of accounting in our examination pro-
gram, I cannot guarantee that there will not be issues that arise,
but I think we will be as vigilant as possible to ensure that if
issues do arise, our utmost priority here is to make sure that they
do not affect the safety and soundness of the companies, that they
maintain adequate capital, that their credit and interest rate risk
are properly managed, that their asset quality remains good.

As long as all those fundamentals remain sound, then we expect
that they will be able to withstand issues like this that arise. So
if other instances came up, I think that what we want to make
sure of is that those issues do not threaten their solvency.

Senator SARBANES. Of course, one of the things that has hap-
pened here is that the directors and the audit committee of Freddie
Mac did move to take corrective action against management abuse;
is it correct to have that perception?

Mr. FALCON. Yes, Senator. They replaced top management when
they were confronted with the evidence of problems with the cur-
rent management, and they did take the appropriate action at that
time.

Senator SARBANES. Well, we will have to follow this very closely.
Let me ask one final question. Jerry Knight, a financial columnist
for The Washington Post, wrote on June 30 a column in which he
said, ‘‘We now know that people at Freddie Mac did not understand
their derivatives, and they are among the biggest users of them in
the world.’’

Of course, that is a rather disconcerting statement. And recently,
Warren Buffett and Alan Greenspan have both noted the high con-
centration of derivatives among a relatively small number of finan-
cial institutions. This may raise a concern about systemic risk in
our financial system. The GSE’s are among two of the largest users
of derivatives.

What special steps, if any, has OFHEO taken to limit the likeli-
hood of any systemic problems created by the use of derivatives?

Mr. FALCON. I disagree with the article. These two companies do
understand derivatives; they do understand how to use them as
risk management tools. In the case of Freddie Mac, what they did
not understand how to do properly was account for them, and that
is what we are looking at right now, at accounting issues. These
derivatives remain effective risk management tools, and the eco-
nomics are sound with these derivatives; it is just the accounting.

But we will continue to look at the companies’ use of derivatives.
We assess whether or not they are used as sound risk management
devices and not as speculative devices where they might have an
exposure to changes in interest rates because there is not an offset
on the companies’ balance sheets.

We have a very active oversight program with our examiners
through the use of our capital standards and our research func-
tions. Earlier in the year, we produced a very significant systemic
risk report where we also looked at the big picture implications of
the companies’ derivatives use.
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So, I think we are well on top of issues related to the companies’
use of derivatives, Senator.

Senator SARBANES. Would you say that your expertise and com-
petence within OFHEO with respect to derivatives exceeds the ex-
pertise and competence of the two institutions for whom you are
the regulator?

Mr. FALCON. I would not necessarily want to say who is better
than who, but I think we each have the expertise necessary to ful-
fill our functions and our missions, Senator.

Senator SARBANES. Thank you, Mr. Chairman.
Chairman SHELBY. Thank you.
Some of the testimony today that I have been hearing is trou-

bling. You are the prime regulator, but it seems from the testimony
today that you have been in the dark, that it was not OFHEO that
found something wrong with the accounting problems at Freddie
Mac, but that Freddie Mac internally did this through
PricewaterhouseCooper and disclosed this to you or alerted you to
what was going on. Is that fair?

Mr. FALCON. Yes. PwC identified these issues, yes.
Chairman SHELBY. Okay. I want to go back to something that

Senator Sarbanes mentioned earlier in the hearing. If you were in
the dark—and it seems that you were as a regulator—we have
been probably lucky, all of us, and fortunate that, assuming that
these earnings are going to be upward instead of downward—in
other words, more capital instead of less capital—on Freddie Mac,
assuming that the restatement at the end of the day is between
$1.5 and $4.5 billion upward as the market seems to indicate and
people believe. But you would not have known as the regulator had
it been a huge loss instead of appreciation in value, more money,
and that is troubling because it seems to me that you cannot as-
sume anything. And if you are the primary regulator, I think we
will continue to look at this. We have a hearing next week on the
nomination of your successor, and I am sure we will get into this
some more.

We all realize that GSE’s have done a lot of good, and as you and
others have said, they are strong and well-run. But as the regu-
lator, I am not sure you knew that, or that you knew what was
going on, and if Freddie Mac internally through their accountants
had not disclosed this, would you have ever known? So it is deeply
troubling to us. Are you basically—and I do not mean you individ-
ually—but is OFHEO up to the task, considering the amount of
money that the GSE’s are involved in and how important they are
in the secondary mortgage market to our economy, our housing
market, and everything that goes with it?

I think these are real questions that we will continue, Senator
Sarbanes, to grapple with, and we should.

We appreciate your appearance today.
Mr. FALCON. May I say something, Mr. Chairman.
Chairman SHELBY. Do you want to respond to some of that?
Mr. FALCON. Yes, please. Let me try to explain it this way. If

there were going to be a loss as a result of this restatement, I do
think we would have known——

Chairman SHELBY. Now, wait a minute—how would you have
known if you did not know that there was going to be an upward
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thing? I think the statement that Senator Sarbanes got at earlier
is very important.

Mr. FALCON. Right. The underlying economics of these trans-
actions were sound. These are real earnings. These are not manu-
factured earnings.

Chairman SHELBY. I did not say they were.
Mr. FALCON. Right. But my point is that had there been a loss

here, it would have meant that the economics of these transactions
were not sound, that they were not effectively hedging.

Chairman SHELBY. But sir, how would you have known——
Mr. FALCON. Through our examination process——
Chairman SHELBY. —if you did not know anything about what

was internally going on—I would not say ‘‘anything,’’ but——
Mr. FALCON. Well, we were fully aware of these transactions, and

we were aware of the accounting of these transactions. We had to
examine these transactions to make sure that they were effective
hedging activities.

What we were not second-guessing was what was the proper ac-
counting treatment for these transactions. But if these transactions
were not effective as hedging devices, it would have shown up in
the economics of these transactions, and that poor economics would
have resulted in a loss to the company, and regardless of how you
account for that, we would have picked that up through our exam-
ination program.

Chairman SHELBY. Sir, how would you have known that the fi-
nancials would show a loss if you did not know what was really
going on inside?

Mr. FALCON. We would have been aware of the economics of the
transaction and been able to assess whether——

Chairman SHELBY. But how would you have been aware?
Mr. FALCON. Through our examination program, we look at all

these transactions. We look at them at a transactional level to en-
sure that where they have a certain amount of interest rate risk
or credit risk related to their activities, they are effectively man-
aging that risk. And if we saw there was a mismatch between the
two, it would send a signal to us that something needs to be done
here. And again, that is why these were and are effective economic
hedges for the company. It is a matter of how you recognize the in-
come—do you recognize it over time or do you recognize it all at
once—that depends on the application of the accounting standards.

Chairman SHELBY. Had you ever inquired about all of that?
Mr. FALCON. We were making sure that the company and their

accounting firm were going through the steps that they needed to
follow, applying industry standards for doing their work——

Chairman SHELBY. Didn’t you make a report on about the first
of June about Freddie Mac and Fannie Mae?

Mr. FALCON. I am sorry, Senator?
Chairman SHELBY. About their salaries and everything.
You made a report—didn’t OFHEO have a report on them——
Mr. FALCON. —in our annual report?
Chairman SHELBY. Absolutely.
Mr. FALCON. Yes, Mr. Chairman, we did.
Chairman SHELBY. And you did not mention any of the other

problems.
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Mr. FALCON. Yes, and that is where I would like to assure you,
Mr. Chairman, and the Committee that going forward, I think the
Agency needs to be sure that even if issues do not rise to the level
where we have to qualify our assessment of the company, we will
take a more active look at including more detail in that annual re-
port, and I think you have a right to expect that out of us.

Chairman SHELBY. I think it has been a troubling but also an il-
luminating hearing. Thank you very much.

Mr. FALCON. And you have been fair.
Thank you, Mr. Chairman.
Chairman SHELBY. The hearing is adjourned.
[Whereupon, at 12:21 p.m., the hearing was adjourned.]
[Prepared statements and response to written questions supplied

for the record follow:]
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PREPARED STATEMENT OF SENATOR CHUCK HAGEL

Mr. Chairman, thank you for convening this important and timely hearing, and
welcome to Mr. Falcon—I look forward to your testimony.

There is no doubt that the housing GSE’s have been successful in carrying out
their mission of creating a secondary market for home mortgages. The housing mar-
ket has remained strong through tough economic times, and homeownership is at
an all time high in this country.

Fannie Mae and Freddie Mac are unique institutions that are chartered by Con-
gress, limited in scope, and are imposed with Congressional mandates, yet they are
publicly traded companies with all the earnings pressure that Wall Street demands.
Additionally, Fannie and Freddie enjoy an implicit guarantee by the Federal Gov-
ernment that has aided them in developing substantial clout on Wall Street. With
their influence in the markets, their ability to raise capital at near-Treasury Bill
rates, and their use of the most sophisticated portfolio management tools, Fannie
and Freddie today are no longer simply secondary market facilitators for mortgages.

Freddie Mac’s recent disclosure of management failures and accounting defi-
ciencies resulting in upwards of $4.5 billion in understated earnings precipitated the
need for Congress to exercise its oversight of GSE’s. I have been assured by our
Chairman that today’s hearing will not be the only opportunity we have to address
this issue and other important questions surrounding Government Sponsored Enter-
prises.

It is critical that this further examination includes a look at the extent to which
the GSE’s have strayed from their central job of mortgage securitization. We should
look at how exemption from SEC regulation, State regulation, and income taxes
might create an unfair advantage for GSE’s as they compete with private-sector
companies.

If we are to continue to provide GSE’s with the framework to operate under an
implied Government backing, I believe that they should be held to a higher stand-
ard than private organizations and subject to more scrutiny than the private sector.
Furthermore, I believe it is possible to realign oversight and operating rules for
Fannie and Freddie without jeopardizing the strong housing market that America
enjoys today.

It is my view that the Office of Federal Housing Enterprise Oversight (OFHEO)
could better regulate these financial institutions if it is moved out of HUD and into
the Treasury Department. Treasury currently regulates banks and other financial
institutions through the Office of the Comptroller of the Currency (OCC) and the
Office of Thrift Supervision (OTS), and it has the experience and expertise needed
to supervise Fannie Mae and Freddie Mac—it’s a natural fit.

This reform is important to restoring and maintaining the confidence that inves-
tors and the markets require. In light of the recent problems at Freddie Mac, it is
even more important.

Mr. Chairman, I thank you again for holding this hearing today. It is a good first
step toward awareness of the problems and reform of the system. I look forward to
working with you and this Committee as this issue moves forward.

—————

PREPARED STATEMENT OF SENATOR JON S. CORZINE

Mr. Chairman, thank you for convening this important hearing on oversight of the
accounting practices of Government Sponsored Enterprises (GSE’s). These institu-
tions serve as pillars of America’s housing market by providing liquidity that has
helped make the American Dream of homeownership a reality for millions of fami-
lies.

Having said that, recent developments at Freddie Mac serve as cause for alarm.
The ongoing accounting investigation at the company, the shake-up of its manage-
ment team, and the seeming lack of internal controls are all troubling. Viewed to-
gether, they call into question, and require this Committee to consider, the adequacy
of the regulation provided for Freddie Mac, as well as Fannie Mae, to ensure their
safety and soundness.

The size and complex financial structures of the two organizations—which account
for billions of dollars in mortgage-finance dollars—along with their impact on our
capital markets, on pension and mutual funds, and on individual investors, require
a regulator that is both credible and capable at providing rigorous oversight.

In my opinion, the current state of GSE regulation fails to meet these critical
tests. That is why I have come to the conclusion that GSE oversight would benefit
by moving OFHEO—and its safety and soundness responsibilities—to the Depart-
ment of the Treasury, as a new, separate division with funding authority that moves
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them out of the appropriations process. However, in my view, the underlying hous-
ing mission of the GSE’s—the annual housing goals and oversight of fair housing—
should remain with HUD.

Such a move would instill confidence in investors, our capital markets, and Mem-
bers of Congress that GSE oversight is in the hands of a strong, robust, and credible
regulator.

No doubt, Mr. Chairman, there will be a wide variety of GSE ‘‘reform’’ proposals
floated. As we consider these proposals, I hope we will ensure they do not alter the
structure and regulation of our GSE’s in a manner that undermines the liquidity,
innovation and speed to market of the products they bring to our housing market.
All these features of GSE’s have contributed to making America’s housing finance
system the most successful in the world. And our housing market has been one of
the few positives in this economy.

I want to thank our witness, OFHEO Director Falcon, for joining us and providing
us with his testimony today. I look forward to his thoughts regarding the Freddie
Mac issue, and the current state of GSE regulation.

—————

PREPARED STATEMENT OF SENATOR DEBBIE STABENOW

Thank you, Mr. Chairman. I appreciate your calling this hearing today. Welcome
Mr. Falcon. I am glad that you are here before us and I look forward to hearing
your testimony today.

Mr. Chairman, the housing sector has been one of the few bright spots in a gen-
erally stagnant economy. We are very fortunate to have had an unprecedented level
of homeownership and refinancing activity over the past few years. For most Ameri-
cans, homeownership is a source of personal pride. And, for many of our citizens,
it is not the stock market, but rather the equity they develop in their homes that
becomes their principal sources of savings for retirement. In addition, cashing out
equity has enabled many Americans to reduce their higher interest debt burdens
and continue making personal purchases that boost the economy.

We, in Congress, have always put a premium on homeownership through various
policies we have enacted. There is, however, much more that we should be doing.
I believe that there are several pieces of housing legislation that we should act on
in the 108th Congress. For example, I believe that we should support bipartisan ini-
tiatives such as the housing redevelopment tax credits in S. 875 and S. 198 and the
First-Time Homebuyers’ Tax Credit Act, S. 1175. These bills are stimulative and
would help to keep housing a thriving part of our economy.

I am much less certain, however, that we should rush to pass new legislation af-
fecting the secondary mortgage market. The markets created by Freddie Mac and
Fannie Mae have been critical to increasing the amount of money available to make
mortgages and these markets have helped to reduce the cost of homeownership.
Just because one of the GSE’s is facing some questions about its accounting is not
a sufficient reason to assume the entire regulatory system is broken. Indeed, recre-
ating the Agency rather than fixing any existing problems could, in the short-run,
make the regulator less efficient—something we most certainly do not want to do.

Mr. Chairman, I urge caution. There are modest, but obvious and important steps
Congress can take. We can act to ensure that OFHEO has the resources both in
the short-run and in the long-run to be an effective regulator. I know that senior
staff at OFHEO spend a great deal of resources worrying about whether or not they
will get the annual appropriations that they are seeking. We should make sure they
have a reliable source of funding.

We should also make sure that, as Mr. Falcon’s tenure at OFHEO winds down,
we approve a new Director only if that new Director will be a strong and aggressive
regulator. I would like to see someone who will inspire confidence in the markets
and has widespread support from both sides of the aisle.

I suspect that critics of the good work that Fannie Mae and Freddie Mac do every
day see a unique opportunity in the current controversy at Freddie. I would suggest
that they not get too excited about using this as an opportunity to attack the two
companies on a broad set of unrelated issues. This Committee has a history of being
thorough and cautious about such things. And, no Member on this Committee wants
to do anything that would roil the housing market.

Any major changes to the regulatory framework for Fannie and Freddie should
only be considered after an exhaustive comprehensive exploration of any short-
comings in the existing regulation of the GSE’s.

I want to work with Chairman Shelby and Ranking Member Sarbanes to under-
stand what happened at Freddie Mac and I want to be sure that both GSE’s are
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adequately capitalized, well managed, and can continue to serve an important role
in the housing sector. I hope today’s hearing will be a starting point to accomplish
just that.

—————

PREPARED STATEMENT OF SENATOR JACK REED

I would like to thank Chairman Shelby for scheduling this hearing on Regulatory
Oversight of Government Sponsored Enterprise Accounting Practices. I also would
like to thank Armando Falcon, Director of the Office of Federal Housing Enterprise
Oversight (OFHEO), for joining us this morning.

We are here today to talk about OFHEO’s oversight of the safety and soundness
of Freddie Mac and Fannie Mae, in particular its oversight of Freddie and Fannie’s
accounting practices.

As we all know, the Government Sponsored Enterprises (GSE’s) have played an
invaluable role in creating a stable and liquid secondary mortgage market in our
country, and this has resulted in our country having one of the highest homeowner-
ship rates in the world. Strong and effective oversight of the GSE’s to ensure their
safety and soundness for the public at large is clearly an important part of their
long-term success.

As a result, we need to do everything we can to make sure OFHEO has the staff
expertise and resources it needs to quickly adapt to overseeing new products and
methods at the GSE’s. We need to make sure that OFHEO’s mission is focused, the
lines of authority are clear, it has the tools it needs to thoroughly analyze and
evaluate the GSE’s complicated financial transactions, and that it is well-insulated
from outside influences.

Although the GSE’s have been given certain benefits by the Federal Government,
they also must bear certain burdens. They must be subject to rigorous government
oversight and they must abide by more conservative standards than other financial
institutions in the market.

Needless to say, I look forward to today’s testimony and hope it can clarify some
of this Committee’s concerns about OFHEO’s oversight of the GSEs’ accounting
practices and any potential impacts on the ability of OFHEO to ensure the safety
and soundness of Fannie Mae and Freddie Mac.

—————

PREPARED STATEMENT OF ARMANDO FALCON, JR.
DIRECTOR, OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT

JULY 17, 2003

Mr. Chairman, Ranking Member Sarbanes, and Members of the Committee, I ap-
preciate the opportunity to appear before you. My testimony today will focus on the
Freddie Mac restatement process, OFHEO’s role as a safety and soundness regu-
lator, more specifically, the Agency’s approach to examining accounting practices
and financial controls at the Enterprises, and a status report on the related issues
of Executive Compensation and Corporate Governance. In addition, I have attached
some legislative recommendations for the Committee’s consideration to enhance
OFHEO’s role as safety and soundness regulator.
Introduction

On January 22, 2003, Freddie Mac announced that it would reaudit and restate
its financial statements for 2000 and 2001. The company also announced that its’
external auditor would delay certification of Freddie’s year-end 2002 financial state-
ments. Five months later, on June 7, the board removed the company’s top three
officers. OFHEO, the SEC, and a U.S. Attorney all have ongoing investigations of
the company and its accounting practices. These extraordinary actions reflect the
culmination of developments over several years. Given our ongoing investigation, I
ask for the Committee’s understanding if I am restrained in my testimony, as facts
are still being verified and circumstances evaluated. I will begin by describing the
major developments in chronological order.
Lead-Up to FAS 133 Preparation and Implementation—1999

First, the sequence of events begins with the preparation, in 1999, for implemen-
tation of Financial Accounting Standards Board (FASB) Statement No. 133—Ac-
counting for Derivative Instruments and Hedging Activities (FAS 133). FAS 133 is
not the only accounting standard involved in this matter, but it plays the most im-
portant role. FAS 133 establishes accounting and reporting standards for derivative
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instruments, including certain derivative instruments embedded in other contracts,
(collectively referred to as derivatives) and for hedging activities.

FAS 133 requires an entity to recognize all derivatives as either assets or liabil-
ities in the financial statements and reflect those instruments at fair value. If cer-
tain conditions are met, a derivative may be specifically designated as: (a) a hedge
of the exposure to changes in the fair value of a recognized asset or liability or an
unrecognized firm commitment; (b) a hedge of the exposure to variable cashflows of
a forecasted transaction; or (c) a hedge of the foreign currency exposure of a net in-
vestment in a foreign operation, an unrecognized firm commitment, an available-for-
sale security, or a foreign-currency-denominated forecasted transaction. The ac-
counting for changes in the fair value of a derivative (that is, gains and losses) de-
pends on the intended use of the derivative and the resulting designation.

Under FAS 133, an entity that elects to apply hedge accounting is required to es-
tablish at the inception of the hedge the method it will use for assessing the effec-
tiveness of the hedging derivative and the measurement approach for determining
the ineffective aspect of the hedge. Those methods must be consistent with the enti-
ty’s approach to managing risk.

I would now like to turn to OFHEO’s examination strategy to cover FAS 133 prep-
aration at the Enterprises in 1999. The routine 1999 examination work was con-
ducted at the same time OFHEO’s examiners were expending considerable efforts
to ensure that both Enterprises were prepared for, and all essential systems across
the two companies would be fully compliant with Y2K goals. Because of the critical
nature of Y2K readiness, examiners conducted extensive testing and validation of
systems preparedness. Against this backdrop, the FAS 133 examination strategy re-
quired the examination team to maintain expertise and working knowledge of the
accounting standard and its potential effects on each Enterprise; evaluate and as-
sess the Enterprises timeline for implementation; evaluate the strategy each Enter-
prise was pursuing for its implementation of the accounting pronouncement and
analyze the effects of FAS 133 on financial statements. In addition, our examiners
would continue to evaluate the external accountant’s position on the accounting pol-
icy guidance associated with implementing FAS 133; assess the systems enhance-
ments to conduct hedging and financial reporting under FAS 133; and evaluate and
monitor implementation readiness and event management, including contingency
preparations for the transition.

In the second half of the year, FASB unexpectedly delayed the implementation
date of FAS 133, from January 1, 2000 to January 1, 2001, so that companies could
focus their attention on Y2K.
Transition Period to FAS 133 Readiness—2000

In 2000, OFHEO’s examiners assessed the development and implementation of
Enterprise plans with respect to several new significant accounting standards, in-
cluding FAS 133. At the same time, they reviewed the effectiveness of Y2K efforts
and the effects on the financial safety and soundness of a 20 percent decline in the
volume of originations; an increase in the proportion of Enterprise purchases of sin-
gle-family mortgages evaluated through automated underwriting systems; and the
increased use of sophisticated technology for risk management across the compa-
nies.

In evaluating preparations for the implementation of FAS 133, examiners were
actively evaluating: systems preparation, implementation strategies, impact anal-
ysis, documentation specifications, portfolio management strategies, and the approv-
als from management, the board and the internal and independent external ac-
countants involving FAS 133 implementation. We recognized the substantial
progress that had been made on the preparations and the considerable analysis that
had been performed. Further, we noted the additional efforts that were underway
to deal with the remaining systems and documentation challenges associated with
implementing and operating with FAS 133.

In late 2000, the audit committee approved the Financial Reporting Controls Im-
provement Plan (FRCIP). The FRCIP was designed to address issues affecting finan-
cial accounting and financial reporting that had been identified by the company, its
independent auditors, and OFHEO. The goal of the FRCIP was to achieve the same
level of controls in the financial accounting and financial reporting area that were
present across the other areas of the company and in the operating business units.

OFHEO’s examiners evaluated the FRCIP and Freddie Mac’s progress in com-
pleting the FRCIP in a number of ways. In 2000, examiners evaluated and commu-
nicated with management about the FRCIP itself, ensuring if it was reasonably
designed to address the root causes of the identified weaknesses. Also, in 2000, ex-
aminers assessed the design of the tools both management and the board’s audit
committee intended to use to measure and report progress in implementing the
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FRCIP. On a regular basis, examiners were assessing the progress toward comple-
tion of the FRCIP and communicating our assessments to the company.

In the fourth quarter of 2000 and the first quarter of 2001, Freddie Mac entered
into several transactions to minimize the impact of FAS 133. PwC later identified
these FAS 133 transition transactions as accounting issues needing correction before
the 2002 financial statements could be certified.
Implementation of FAS 133—First Quarter 2001

In 2001, OFHEO’s examiners continued their ongoing evaluation of FAS 133’s im-
plementation and its impact on the Enterprise, with respect to business activities,
risk management strategies, and portfolio management. Among the variety of fea-
tures our examiners were reviewing, were the operational aspects associated with
FAS 133 and the company’s quarterly closing practices. When reviewing the quar-
terly closings, we noted the sign-offs and notations of the company’s auditors. Our
review found no reservations or qualifications associated with Arthur Andersen’s
certification of the quarterly and year-end 2001 financial statements and the con-
formance of those financial statements and disclosures with GAAP.

FAS 133 was implemented in first quarter 2001. Arthur Andersen certified each
quarter’s financial statements under the new FAS 133 pronouncement as GAAP
compliant. At this same time, extensive interpretations continued to be produced on
FAS 133 by FASB.

While OFHEO was conducting its FAS 133-related examination activities, we
were also dedicating examiners to assess the impact of record levels of originations,
new corporate governance standards and record volumes of purchases, and
securitization on both Enterprises safety and soundness. OFHEO examiners were
also evaluating the timeliness and effectiveness of the Enterprises actions to meet
the final Risk-Based Capital Rule.
Need to Strengthen Expertise and Controls—2001

After preparing for FAS 133, the actual implementation of this accounting stand-
ard further highlighted aspects of Freddie Mac’s financial accounting and financial
reporting areas that needed strengthening. It became more apparent to OFHEO and
Freddie Mac that, while the overall control structure for the company was strong,
in the financial accounting and financial reporting area there was an apparent need
to strengthen expertise and reduce the reliance on manual systems. Strengthening
expertise and reducing the reliance on manual systems were important aspects of
the FRCIP introduced in 2000, and examiners continued in 2001 to evaluate the
progress against this remediation plan. We continued to press management to en-
sure progress continued in implementing the FRCIP and maintaining the plan’s im-
plementation remained an important corporate priority.

OFHEO felt the control environment at that point in financial accounting and fi-
nancial reporting was stable, but in need of strengthening. The FRCIP was designed
to address the identified weaknesses and to strengthen the control environment in
the financial control and financial reporting area to a level consistent with the con-
trol environments across the other parts of Freddie Mac. While there were weak-
nesses in the financial accounting and financial reporting area, the manual proc-
esses did mitigate those control weaknesses in the operating process and resulted
in Freddie Mac’s ability to produce reliable financial records. Upon completion of the
work to reengineer the financial accounting and financial reporting process, there
would be a more timely, efficient, and streamlined process that would not depend
upon manual systems to ensure the reliability of financial information.

In context, Freddie Mac maintained effective internal controls in its various busi-
ness areas. The area covered by FRCIP was the financial accounting and financial
reporting area, which represents a subset within the larger finance area, and an
even smaller subset within the overall company.

OFHEO’s examiners continued in 2001 to evaluate progress on the FRCIP at least
quarterly by, for example, analyzing and testing the quarterly progress reports to
the audit committee, internal audit, senior management, and Arthur Andersen, and
evaluating the events reached or expected, major milestones, schedule overruns, and
the level of completion of each project. Examiners concluded that by mid-2001 ap-
proximately one-third of the FRCIP had been completed. As a result of a national
search, Freddie Mac brought in a new Senior Vice President—Corporate Controller,
charged with responsibility for the accounting and control function. This key mile-
stone was achieved in October 2001, and by year-end 2001 Freddie Mac completed
Phase I of the FRCIP, which included reconciliations, and deployment of integrated
and automated cash management, bank account and transactional reconciliations
and billings/receivables functionalities. In 2002, OFHEO’s examiners continued their
ongoing assessments of progress under the FRCIP, and determined that the new ac-
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countability model and Operation Risk Management Unit, when implemented,
would strengthen Freddie Mac’s financial accounting and reporting processes.

Also during this period, OFHEO was planning enhancements for its examination
activities. In 2000, I had meetings with the Chief Examiner, and we outlined plans
for strengthening OFHEO’s examination program. Among our discussions was an
idea to create an examination team dedicated to accounting matters. In January
2001, the Chief Examiner delivered a plan designed to enhance OFHEO’s examina-
tion program. A cornerstone of that plan was to more than double the size of the
examination staff, adding depth and additional specialized skill sets to deal with
complex issues associated involving the supervision of the Enterprises.

The plan to strengthen OFHEO’s examination program included the formation of
a group for specialized examination activities, including a team of accountants. After
receiving this plan in January 2001, I began advocating within the Administration
and with Congress the importance of OFHEO obtaining the resources to begin im-
plementing this plan and enhancing our examination program. In the second-half
of 2002, we were able to start populating our team of accountants with skilled tech-
nicians who would be dedicated to accounting matters at the Enterprises.
New Outside Auditor—2001

Late in 2001, Arthur Andersen was under public scrutiny because of its role as
the audit firm of record in certain high-profile Federal investigations and bank-
ruptcy filings. Given these developments in late 2001 with Arthur Andersen,
Freddie Mac’s Board of Directors and executive management deliberated whether
they should keep that firm or select a new independent accounting firm. Freddie
Mac solicited OFHEO’s views concerning the retention of Arthur Andersen. OFHEO
opined that given the circumstances, retention of the firm created a higher-risk situ-
ation for Freddie Mac.

The audit committee decided to change independent accountants and interviewed
two potential firms in the first quarter of 2002. The Committee decided to switch
to PwC for Freddie Mac’s independent public accountants for the year ending De-
cember 31, 2002. Freddie Mac made a public announcement of this decision on
March 6, 2002. The audit opinions of Arthur Andersen on the consolidated financial
statements of Freddie Mac for the fiscal years ending December 31, 2000 and 2001
did not contain any adverse opinion or disclaimer of opinion, nor were they qualified
or modified as to uncertainty, audit scope, or accounting principles. In separate
management letters, Arthur Andersen shared its concern with senior management
on a number of items that had also been independently noted by OFHEO.
Engagement of PwC—2002

OFHEO evaluated and tracked changes being made through its routine examina-
tion activities in 2002 regarding the engagement of PwC and the work of the audit
committee. PwC began its audit engagement immediately after being selected by the
audit committee. OFHEO examiners had an introductory meeting with PwC man-
agers for the Freddie Mac audit on March 5, 2002. PwC was ratified as the inde-
pendent public accountant at Freddie Mac’s May 2, 2002 Annual Shareholders
Meeting. In the course of its audit, PwC initiated a process of identifying various
accounting policies and accounting issues to discuss with Freddie Mac’s manage-
ment. Both Freddie Mac management and PwC conveyed the nature of these discus-
sions to the audit committee. In the normal course of business, PwC met with the
audit committee in executive session on these matters.
Additional Expertise Added at Freddie Mac—2002

Consistent with OFHEO’s concerns, some important staffing decisions in the fi-
nance area were announced at Freddie Mac during 2002, adding necessary exper-
tise. In June, a new Senior Vice President for Operational Risk Oversight was hired.
On June 18, the board announced the creation of a new senior level executive posi-
tion and national search, for an Executive Vice President of Finance, consistent with
the goals outlined in the FRCIP. The newly created position would be responsible
for the overall finance, accounting, corporate planning, tax, shareholder relations,
and market risk and operating risk oversight functions of the company. The CFO
and the Corporate Controller would continue in their respective roles and they
would report to the new Executive Vice President—when hired. Until the new posi-
tion was filled, the Corporate Controller had a direct administrative reporting line
to the COO and a direct communication line with the audit committee, similar to
the CFO’s reporting line. The current EVP and CFO—Mr. Vaughn Clarke—no
longer had the Corporate Controller reporting through him, and notified the com-
pany of his intentions to leave Freddie Mac. On March 19, 2003, Freddie Mac an-
nounced that Mr. Martin Baumann had filled the newly created EVP of Finance
position.
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ALLL Accounting Matter Identified—2002
OFHEO was actively involved in the discussions that were taking place between

PwC and Freddie Mac regarding the Allowance for Loan and Lease Losses (ALLL).
The ALLL was identified in July 2002 by PwC as a critical accounting matter that
needed to be resolved as they worked toward certifying Freddie Mac’s financial
statements.

A special audit committee meeting was held on July 16, 2002 where PwC raised
the ALLL issue for Freddie Mac—it was too conservative in its loss estimates and
coverage per PwC’s determination under GAAP. PwC felt this matter on the ALLL
needed to be resolved before Freddie Mac’s release of second quarter financial state-
ments on July 23, 2002.

OFHEO and Freddie Mac representatives met on July 22, 2002 to gather informa-
tion about the final size of the adjustments being made to Freddie Mac’s financial
statements. The adjustment was a $246 million reduction in the ALLL. On the same
day, the audit committee had a special meeting to review the final analysis and ap-
prove the adjustment for release to the public in the July 23, 2002 release of finan-
cial statements.

Accounting policies and issues continued to be worked on by PwC, management
and the board throughout 2002. Progress appeared on track for the certification of
fiscal year 2002 financial statements. As of fourth quarter 2002, the ALLL was the
only accounting issue that had risen to the level of PwC expressing reservations to
the audit committee relating to that firm’s ability to certify Freddie Mac’s state-
ments and that had been resolved in July 2002. OFHEO continued to evaluate and
monitor the status of the accounting policies under discussion between PwC and
Freddie Mac during 2002, as well as the actions and decisionmaking by the audit
committee. Examiners continued in 2002 to evaluate progress on the FRCIP at least
quarterly. This included examiners testing selected work products and evaluating
project management and reporting.
Unresolved Accounting Matters under FAS 133—2003

PwC came to the Freddie Mac Board in mid-January 2003 and informed the audit
committee they would be meeting with representatives from PwC’s national office
about unresolved accounting policy matters, related to FAS 133 implementation. On
Monday, January 20, 2003, PwC notified the audit committee that they were un-
comfortable with certain accounting treatments applied during the FAS 133 transi-
tion. Furthermore, until its concerns were resolved, it would not be able to certify
the company’s 2002 fiscal financial statements using the accounting policies from
prior periods, even though the policies had been approved by Arthur Andersen as
GAAP compliant. OFHEO was made aware of these developments on that day and
met with Freddie Mac officials the following day.

The nature of the major accounting issues identified through the restatement
process include:

1. The erroneous accounting treatment of the company’s Securities Sales
and Trading Group (SS&TG) as a third-party broker dealer;
2. Inadequate documentation and testing of certain derivative instruments
and their valuations accounted for as hedge instruments for accounting pur-
poses;
3. The erroneous transfer of mortgage securities out of the ‘‘held-to-matu-
rity’’ and trading accounts;
4. The treatment of mortgage sales transactions as financings;
5. Accounting for certain cash transactions used to manage interest rate
risk as if they were derivatives; and
6. Omitting the recognition of the guarantee fee and credit obligations em-
bedded within sold PC’s.

These transactions are the subject of our investigation, and I will have more to
say about them in my final report.

Because Arthur Andersen was no longer an operating firm at this point, PwC
could not undertake a normal transition pursuant to the AICPA guidance for suc-
cessor/predecessor accountants. Instead, PwC would have to undertake additional
substantive testing. The board of directors determined that PwC should conduct a
reaudit of the prior period financial statements.

OFHEO, PwC, and the audit committee evaluated the nature of the accounting
issues. Among the factors considered was the cumulative effect of the adjustments
flowing from the change in accounting treatments. The net cumulative effect of the
new accounting treatments was an increase to income in prior periods, thus increas-
ing the amount of capital on a cumulative basis. This would also result in consider-
able volatility in those prior periods. Further, OFHEO, PwC, and the audit
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committee considered the effects from the accounting policy changes for any poten-
tial effect on the fair value statements of Freddie Mac. All concluded there was no
meaningful impact on the fair value statements, which meant the underlying eco-
nomics for Freddie Mac’s risk positions were materially unaffected by the timing
changes in recognizing income for the GAAP statements being restated.

Examiners were on-site at Freddie Mac gathering more information about the
issues and the action plan that were being formed to address the reaudit. Freddie
Mac announced the reaudit and the delay in 2002 certified financial statements on
January 22, 2003.

Based upon the reaudit of prior periods, Freddie Mac said it would be restating
2000 and 2001 annual results and quarterly financial results for 2001. Along with
delays in issuing certified 2002 financial results and prior period restatements,
there would be delays in issuing certified quarterly financial statements for the first
and second quarter of 2003. The timeline was to have the restatements done in ap-
proximately 6 months.

The restatement process has involved the reevaluation of over 100 accounting
policies, which resulted in the identification of approximately 20 major issues that
will affect the financial statements.

These accounting changes will result in about half of the company’s derivatives
being marked to market through current period earnings as opposed to being de-
ferred and recorded into earnings over time. In addition, all mortgage securities will
be marked to market either through OCI or current period earnings. In addition,
previously off-balance sheet guarantee fees and obligations relating to approxi-
mately one-half of the guarantee business will now be recorded on balance sheet at
fair value, with changes reported in current period earnings. These changes will
most likely result in increased volatility and decreased future earnings.
Heightened Focus—January 2003 to Present

In mid-January 2003, it was clear that a forensic review of selected accounting
issues raised by PwC would be appropriate. The law firm of Baker Botts was re-
tained by the audit committee to perform diagnostic and forensic work associated
with the restatement process. The scope of Baker Botts’ engagement is to conduct
a review of the facts and circumstances surrounding certain transactions and other
matters related to the restatement process. OFHEO’s plans were to monitor and
consider the work of Baker Botts, while concentrating the Agency’s efforts on the
reaudit and restatement process. When the restatement process neared its comple-
tion, OFHEO would consider the progress and adequacy of the counsel’s review and
determine whether the Agency would need to undertake its own forensic review.

At this point, OFHEO focused on its mission—safety and soundness—and empha-
sized to Freddie Mac the importance of properly concluding the reaudit and pub-
lishing certified financial statements. In addition, OFHEO concurred with the
board’s decision to engage outside counsel for forensic and related work.

OFHEO’s accounting team began continuous surveillance of the restatement
process on January 22, 2003, focusing on: The accounting issues surrounding the
transactions that triggered the reaudit; the accounting policies/issues under consid-
eration—being changed or affirmed; the organization and staffing of the project; the
analysis of the cumulative effect of the restatement process; the preparation of ad-
justments; the methodology for establishing value estimates; the process for running
ledgers and analyzing results; the quality control process; the plan for rolling out
the revised financial statements; and the status of controls being embedded into the
new processes as they are being built. In addition to the ongoing work of the ac-
counting team, there were periodic updates and evaluations on the restatement
process from January on.

February—In February, OFHEO continued its close evaluation of the restate-
ment process. Specifically, OFHEO’s accounting team scrutinized the organizational
structure of the effort, the plan of action, and the resources and the timeline associ-
ated with the work on the restatement process.

March—OFHEO met with the board and its audit committee on March 6. In that
meeting, there was considerable discussion relating to the restatement process, the
reaudit, and OFHEO’s posture toward completing the restatement process. Also in
March, as noted earlier, Freddie Mac announced the hiring of Mr. Baumann as Ex-
ecutive Vice President for Finance. Mr. Baumann was given full responsibility for
the restatement process by the board of directors and for formulating a plan of ac-
tion for the post-restatement environment. Mr. Baumann is reporting directly to the
board of directors until the restatement process is completed.

OFHEO remained engaged during the period the board considered a delay in the
release of first quarter financial results to coincide with the restated financials for
prior periods. On March 25, Freddie Mac announced the restatement process re-
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mained on track. The company’s expectation was still to have the restatement con-
cluded as soon after the close of second quarter 2003 as practical—expecting to re-
state financials by mid-July 2003. Freddie Mac also notified the market they would
not be releasing first quarter financials, rather, they would provide operating statis-
tics and risk measures. The decision to delay first quarter financials was to provide
those 2003 results consistent with the basis upon which the restated financials will
be presented. In the March 25 release, Freddie Mac also identified additional ac-
counting issues.

April—In April, Freddie Mac was moving toward the final stages of a complete
review and affirmation of all the accounting policies. OFHEO continued to evaluate
the work being conducted and the progress against the established timeline. Some
additional accounting items were adding to the complexity of the task. Freddie Mac
brought in third-party vendors to expedite the process after PwC approved the use
of such vendors. On April 29, PwC informed the audit committee that they might
not be able to accept the representations of top management.

May—In May, OFHEO observed slippage in the restatement process against es-
tablished time frames. PwC and Freddie Mac had more than 500 people working
on the process 6 days a week and this work had been continuous since January
2003. They were beginning to complete some of the adjustments. There was consid-
erable work that needed to be done between production of statements and producing
the tables and disclosure to accompany those statements. On May 8, PwC informed
Senior Board members and counsel that PwC would not accept the representations
of Vaughn Clarke and David Glenn.

On May 13, the board’s Governance Committee at its weekly meeting approved
the Finance Function Governance Plan (FFGP) presented by Mr. Baumann. This
plan, superceding the FRCIP, addressed the considerable work that has been done
to reengineer the process and enhance the controls for financial accounting and fi-
nancial reporting. This plan, some of which will take almost 2 years to complete,
is intended to build a finance environment incorporating a high level of professional
standards and compliance that delivers comprehensive and understandable financial
information. The objectives included addressing findings which had arisen during
the restatement process and the work of Baker Botts and PwC.

In late May, OFHEO again observed the challenges against achieving the timeline
with the additional accounting issues that were added in April. However, Freddie
Mac continued to work toward the mid-July target. There were no new issues since
April. Freddie Mac continued to work through all the adjustments and calculated
the valuation estimates for prior periods. Some opportunities to strengthen controls
noted during the restatement process continue being implemented by Freddie Mac.

On May 27, OFHEO was briefed on the Baker Botts work for the audit committee.
The briefing covered the scope of the project, the nature of their forensic work and
perspective on the status of their findings to date. In response to a direct question,
Baker Botts expressed no concerns regarding the management team of inappro-
priate or improper management behavior. Subsequent to this meeting, OFHEO
learned of very troubling information regarding the conduct and integrity of man-
agement in matters related to the restatement process, indicating the board’s coun-
sel had not been fully forthcoming. This lack of candor contributed to my decision
on June 7 to initiate an OFHEO investigation.
Events of June 4 through June 7

Mr. Chairman, I will begin a discussion of the key events of June 4–7, that have
drawn so much attention. First, I would note that the Freddie Mac Board of Direc-
tors was holding a regularly scheduled meeting on Thursday, June 5 and Friday,
June 6.

On Wednesday, June 4, Mr. David Glenn met with the board’s outside law firm—
Baker Botts—and informed them that he had altered parts and had removed pages
from a document that had been requested by the firm. That evening, counsel from
Baker Botts informed the lead outside director of Mr. Glenn’s admission.

On Thursday, June 5, Freddie Mac’s Board was informed of Mr. Glenn’s admis-
sions and determined that actions were required. The morning of June 5, OFHEO
was alerted that the board would have an urgent communication to discuss with us
when the board’s deliberations were concluded. the board’s deliberations continued
into Friday, June 6.

On Friday June 6, during the day, the board made decisions on the separation
from the firm of Brendsel, Glenn, and Clarke and on the appointment of O’Malley,
Parseghian, Petersen, and Baumann. The board communicated to OFHEO imme-
diately on its actions regarding the management changes. Later that evening, I was
informed about the circumstances surrounding Mr. Glenn. I instructed board coun-
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sel to appear at OFHEO’s offices on Saturday, June 7, to advise us on all the mat-
ters surrounding management changes.

On the morning of June 7, OFHEO senior staff and I met with representatives
of Freddie Mac’s Board to learn the details of recent events. I would note that much
of what was addressed that day was known to OFHEO and had been the subject
of the restatement. However, new issues relating to Mr. Glenn and the termination
and replacement of senior management were also presented; particularly the lack
of confidence in Mr. Glenn expressed a month earlier by PwC. I considered the in-
formation regarding Mr. Glenn a clear signal of a breakdown in the integrity of the
Freddie Mac’s control environment at the highest levels and sent a letter to the
board that day initiating an OFHEO investigation.

Following this meeting, as occurred after the meeting on May 27, additional mat-
ters came to light and, again, reflected a lack of candor that concerned me deeply.

In the June 7 letter, I formalized with the board certain actions with respect to
the restatement process. In addition, I tasked a special investigative team to explore
and review accounting practices relevant to the restatement process at Freddie Mac
and, in addition, management’s progress in implementing an action plan that
OFHEO directed the board to provide for the Agency’s formal approval. The inves-
tigative team has also undertaken an investigation of employee misconduct. OFHEO
is moving expeditiously on this review.
The Role of a Federal Financial Safety and Soundness Regulator

Having discussed our specific regulatory role over the restatement process at
Freddie Mac, I would now like to put it in a more general context. First the role
of a financial safety and soundness regulator and second, and more specifically, the
Agency’s regulatory approach in examining accounting practices and controls.

OFHEO uses a safety and soundness approach in supervising the Enterprises that
is analogous to the Federal Reserve System’s and the Office of the Comptroller of
the Currency’s approach to supervising large-and-complex banking organizations.
The foundation of these approaches is that the management of these firms should
be held responsible for monitoring and managing the institution’s exposure to risk.
By looking at the firm’s risk management procedures and internal controls, the safe-
ty and soundness regulator assesses whether the firm’s ability to manage risk
matches the level of risk it assumes. In addition, the supervisory process also re-
views the firm’s performance in complying with the company’s own internal policies,
as well as other prescriptive requirements. In short, safety and soundness super-
vision is directed toward identifying material problems or emerging problems and
seeing they are appropriately corrected before the company’s financial solvency is
threatened.

During the past decade, financial safety and soundness regulators and OFHEO
have endeavored to continuously enhance the examination process to make it more
risk-focused and to make greater use of technological innovations. Increasingly, safe-
ty and soundness supervision stresses the need for financial firms to implement
sound risk management practices for: Active oversight of management by the board;
clearly defined policies, procedures, and authority; comprehensive risk measurement
and reporting systems; and adequate audits and systems of internal controls.

OFHEO’s supervisory activities are designed to assess the Enterprises’ risk pro-
files and require remedies where and when they are appropriate. They encompass
evaluations of each Enterprise’s asset quality, management of interest rate risk, li-
quidity management, capital adequacy, and their risk management strategies and
risk management practices—including their internal controls and governance.

Safety and soundness regulators do not attempt to prescribe ‘‘regulatory account-
ing principles’’ for financial reporting. In fact, when accounting principles were pre-
scribed in the 1980’s by financial regulators, many of those standards were criticized
after numerous financial institutions failed. Congress subsequently expressed its de-
sire for financial safety and soundness regulators to rely upon established account-
ing principles (GAAP) for financial reporting standards (Section 121 of FDICIA). In
OFHEO’s 1992 Act, Congress directed OFHEO to do the same, that is, to pursue
GAAP in their regulatory reporting requirements.

Safety and soundness regulators do not review accounting policies for conformance
with GAAP, nor do we certify that a company’s financial statements are consistent
with GAAP. We expect an independent auditor to certify that a company’s financial
statements are in conformance with GAAP. We review transactions to ensure that
they are consistent with sound risk management. The work of the independent audi-
tor is to conduct its audit and report on the company’s annual financial statements.
The scope of the independent auditor’s engagement must be sufficient to permit the
auditing firm to determine and report upon whether the financial statements are
presented fairly and in accordance with GAAP.
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The internal and external auditors routinely work together in establishing the
scope and frequency of audits to be performed. The independent auditor reviews the
scope and adequacy of the internal auditing program.

Safety and soundness supervision does not replace an internal audit function for
the Enterprises’ Board of Directors. Internal audits are a governance/management
control question. That is, the board of directors and executive management need to
have the internal controls tested and assessed by units without business-line oper-
ating responsibilities, such as an internal audit group. Internal audit provides the
board and the CEO, along with other members of senior management, with assur-
ances concerning the effectiveness of controls.

Safety and soundness regulators do not perform forensic work (investigative work
on what has occurred) unless a need arises. In fact, safety and soundness regulators
frequently cause the board of directors to engage forensic professionals to inves-
tigate irregularities and share the results of their findings with the regulator. Sub-
sequent to the findings from the forensic work, the regulator holds the board ac-
countable for ensuring there are appropriate remediation plans and action items to
address the issues that are identified.
OFHEO’s Approach to Examining Accounting Practices and
Controls Over Financial Reporting

The process of examining an Enterprise’s accounting practices and related inter-
nal controls for financial reporting begins with a thorough study of the strategies
and the techniques the board of directors has adopted to set the company’s course,
and to measure and evaluate management’s performance in implementing the
board’s strategies. This step includes, for example, an evaluation of the board’s com-
mittee structure, oversight practices and reporting conventions, and an assessment
of the effectiveness of the overall control framework at the board level. The exam-
ination process also includes a ‘‘mapping’’ of the corporate structure management
has adopted to facilitate the implementation of the board’s strategies and the
achievement of its objectives pertinent to financial reporting. The objective of the
mapping process is to establish a roadmap of management’s assigned responsibil-
ities, duties, and functions that can then be used to identify key risk points in the
internal control framework for financial reporting that warrant targeted evaluation
and attention due to their potential impact on financial safety and soundness.

Having established an appropriate understanding of the overall control framework
and its risk points by, for example, reviewing relevant policies, procedures, systems,
tools, and management reporting, and by interviewing Enterprise management and
personnel, examiners then sample selected transactions in order to test whether the
framework actually functions as designed and intended. Depending on the nature
of the examiners’ focus, these sampling activities may include evaluations of the ac-
tions of a variety of different participants and their respective roles in the control
framework, including management, technical staff, internal auditors, and inde-
pendent auditors. During the course of their evaluations, examiners apply evalua-
tive standards that reflect the professional standards appropriate for the actions
under review, and reach conclusions that address the Enterprises’ financial safety
and soundness.

OFHEO’s approach to examining accounting practices and internal controls for fi-
nancial reporting should be familiar to the Committee, given that our approach is
built on the same well-established concepts that form the core of applicable provi-
sions of the Sarbanes-Oxley Act of 2002 and the SEC’s regulations implementing the
control-related provisions of that Act. Our examination approach also embraces
fundamental precepts found in widely-recognized control frameworks such as the In-
ternal Control-Integrated Framework published by the Committee of Sponsoring Or-
ganizations of the Treadway Commission (more familiarly known as ‘‘COSO’’), the
Guidance on Assessing Control published by the Canadian Institute of Chartered
Accountants, and the Turnbull Report published by the Institute of Chartered Ac-
countants in England & Wales. Moreover, we regularly consider practices adopted
by other financial safety and soundness regulators, generally accepted auditing
standards, and control-related methodologies and standards propounded by profes-
sional associations such as the Institute of Internal Auditors and the American In-
stitute of Certified Public Accountants, and we enhance our evaluative techniques
as necessary to maintain a position on the leading edge of this evolving field of ex-
pertise.

The Committee has requested information on OFHEO’s role with respect to
approving termination agreements for the executive officers of the Enterprises, in-
cluding involvement in the recent termination agreements of Freddie Mac’s execu-
tive officers. In addition, you sought information on OFHEO’s corporate governance
rule. Details on both follow.
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Executive Compensation
OFHEO has broad authority to consider executive compensation, both as a specific

matter of excessive compensation as well as a factor in the operational integrity of
the Enterprises.

OFHEO draws authority from the explicit and implied authorities of its statute,
the Federal Housing Enterprises Financial Safety and Soundness Act of 1992, PL
102–550, Title XIII; 106 Stat. 3672 (October 28, 1992). At the same time, other
OFHEO authorities are delineated in certain sections of the chartering acts for the
Enterprises.

Excessive Compensation. OFHEO is directed by statute to prohibit the payment
of ‘‘excessive compensation’’ to executive officers; 12 U.S.C. 4513(b)(8). The prohibi-
tion on excessive compensation is tied to compensation that is ‘‘. . .not reasonable
and comparable with compensation for employment in other similar businesses. . .;’’
12 U.S.C. 4518(a). At the same time, OFHEO may not set or prescribe or set a spe-
cific level or range of compensation for such executives; 12 U.S.C. 4518(b).

Termination Benefits. OFHEO has authority to review and provide approval for
‘‘termination benefits.’’ This authority is contained in the charter acts of the two En-
terprises.

For example, in the Freddie Mac charter (Federal Home Loan Mortgage Corpora-
tion Act, 12 U.S.C. 1451 et seq.), Section 303(h)(2) provides that the Corporation
may not enter into any agreement or contract to provide money or other things of
current or potential value in connection with the termination of employment of any
executive officer unless the agreement or contract is approved in advance by
OFHEO; 12 U.S.C. 1452(h)(2). The statute provides for OFHEO to make such deter-
mination based on comparability of such agreements with officers at comparable
companies. The statute covers contracts entered after the date of enactment, but
provides that any ‘‘renegotiation, amendment, or change’’ after such date of enact-
ment to any contract entered into before or after the date of enactment shall be con-
sidered entering into a new agreement or contract that OFHEO should review and
provide its opinion.

In regards to Freddie Mac, OFHEO has undertaken certain actions relating to ex-
ecutive compensation. Specifically, I wrote to the board of directors on June 7, 2003
indicating it must explain its rationale for any termination packages for the individ-
uals leaving the firm, specifically for Brendsel, Glenn, and Clarke. Further, I di-
rected the board to inform these individuals that their termination packages are
subject to OFHEO review and approval and, for any employee discharged for mis-
conduct, that OFHEO could direct indemnification of Freddie Mac for losses in-
curred.

We have directed Freddie Mac not to transfer funds, stock, or options to these
three individuals and Freddie Mac is complying. OFHEO is reviewing now the ter-
mination packages for Brendsel, Glenn, and Clarke.

I want to reiterate what I noted regarding OFHEO’s authority in this area. First,
we review executive compensation as a stand-alone matter, that is: Is such com-
pensation excessive? And, second, as we proceed with the investigation, we look to
the behavior of management and whether it comports with the standards of the cor-
poration, violates any corporate governance rules or otherwise harms or threatens
the safety and soundness of the corporation. If so, OFHEO would consider actions
that would involve compensation, such as ordering restitution.
Corporate Governance

OFHEO has had in place for some time an active program of review for corporate
governance at the Enterprises. Corporate governance is considered to be a major
component of risk management and a fundamental ingredient in the safe and sound
operation of the firms. Corporate governance under the examination program is
composed of separate programs entitled Board Governance, Management Processes
Program, Audit Program, and Management Information Program.

While OFHEO has strong statutory support for its corporate governance regime,
in 2000, the Agency began a program of building up its regulatory infrastructure,
putting in place rules to support its various functions and to strengthen its legal
position. This program included a corporate governance rule. The rule generated a
great deal of interest and OFHEO issued a Final Rule on June 2, 2002, effective
on August 5, 2002.

The rule made clear that corporate governance is a key area of safety and sound-
ness and it directed each of the Enterprises to elect a State law for the purposes
of adhering to a body of corporate law. Both have done so. The rule required the
companies to have committees and that they meet the highest applicable standards;
both have such committees. A quorum of the board is required to transact business
and no proxy voting is allowed; both have such policies. The rule required conflict
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of interest policies; both have such policies. The rule mandated that the board meet
its responsibilities and described the areas of key concern for Board oversight of sen-
ior management. Finally, the rule noted the authority of OFHEO to limit or restrict
indemnification of current or former board members as part of its safety and sound-
ness authority.

OFHEO’s examination team has worked with the Enterprises to see that changes
that were required have been put in place and that the Enterprises continue to ad-
dress other requirements, such as changes mandated in the Sarbanes-Oxley Act.
Legislative Enhancements

I would like to submit for the Committee’s consideration a series of legislative rec-
ommendations to add to OFHEO’s broad authorities and to fill in a number of gaps
between OFHEO’s authorities and those of other financial regulators.

Paramount among these is permanent funding for the Agency. Other financial
safety and soundness regulators are funded through assessments on the institutions
they regulate; so is OFHEO. Only OFHEO, however, must move through the annual
appropriations process. The budget process has had a limiting effect on the Agency’s
resources and may affect our ability to effectively address regulatory issues on a
timely basis.

OFHEO must have more flexibility to respond to important issues, such as
Freddie Mac’s restatement of income, without stretching thin our ability to contin-
ually monitor the significant credit and interest rate risks being managed by the
two Enterprises. The amount of resources needed to address the issues surrounding
Freddie Mac’s restatement is straining our resources. Permanent funding is needed
to ensure that OFHEO can continue to effectively regulate the Enterprises. I am
pleased that the Administration has endorsed this needed change.

The other recommendation I would like to highlight relates to charter compliance.
I believe that the regulatory responsibility for ensuring that the Enterprises remain
in compliance with their charters more properly resides with the safety and sound-
ness regulator. Mission regulation would continue to reside in HUD in the form of
affordable housing goals and fair lending enforcement.

OFHEO has the authority and responsibility for taking an enforcement action
when an Enterprise violates any applicable law or regulation. In fact, under the cur-
rent scheme, if HUD found that a new program was not permissible, HUD would
turn to OFHEO to take any necessary enforcement action. In addition, OFHEO
would take appropriate action if we independently determined that an Enterprise
was in clear violation of its charter. OFHEO should have full authority, including
in areas of ambiguity, for interpreting and enforcing charter compliance.

Without casting any doubt on HUD’s abilities, I simply believe that public policy
would be better served if OFHEO, with its active examination and oversight of the
Enterprises, had full responsibility for charter compliance.

The draft proposal, attached with a summary, strengthens OFHEO with explicit
receivership authority, removal authority, greater facility in hiring examiners, adds
criminal penalties for certain violations of law, provides independent litigation au-
thority and addresses certain gaps in OFHEO’s enabling statute that have been ad-
dressed previously by regulation.
Notes on Recent Events and the OFHEO June 2003 Annual Report
to Congress

Turning now to the OFHEO Report to Congress, we reported that Freddie Mac’s
overall internal control framework, and the management of the internal control
framework, are effective. We stated, however, that Freddie Mac’s release of audited
financial statements was being delayed pending a reaudit of past financial state-
ments, and that Freddie Mac had agreed that certain accounting treatments applied
in the past were incorrect. We informed Congress at the time, of our opinion regard-
ing the reaudit. We further advised Congress that Freddie Mac’s Board of Directors
had undertaken efforts to enhance expertise and controls in the area of financial
accounting and operational control, that we had evaluated the board’s and manage-
ment’s plans in that regard, and that we were satisfied that these actions were
appropriate steps to address the situation. In my view, these statements clearly in-
dicate that, although the overall framework is effective, OFHEO is ensuring that
the board and management devote serious attention and remedial efforts to the area
of financial reporting and related controls. OFHEO’s activities in this regard are
highlighted in this testimony.

With regard to internal controls, our examination program is consistent with ap-
plicable professional standards in that it addresses each Enterprise’s overall inter-
nal control framework; that is, the framework that includes the following categories:
(1) the effectiveness and efficiency of operations; (2) the reliability of financial re-
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porting; (3) compliance with applicable laws and regulations; (4) and safeguarding
the assets of the company. Consider that the term ‘‘internal control’’ encompasses
five interrelated components—the control environment; risk assessment activities;
control activities; information/communication; and monitoring. As you might imag-
ine, companies as complex as Fannie Mae and Freddie Mac develop equally complex
internal control frameworks. These frameworks encompass hundreds, perhaps thou-
sands, of separate controls, including approvals, authorizations, verifications, rec-
onciliations, segregation of duties, systems access limitations, and a myriad of oth-
ers. In short, the integrity of the overall internal control framework is determined
by considering the total picture, and when viewed in its entirety, a framework may
exceed safety and soundness standards even though there are observed weaknesses
or deficiencies in particular controls.

Examples of the application of this principle include practices adopted under
standards established by the American Institute of Certified Public Accountants,
and guidance provided by the SEC in recent rules implementing provisions in the
Sarbanes-Oxley Act that pertain to assessments of internal controls over financial
reporting. Specifically, it is common for an independent auditor to provide an un-
qualified opinion on management’s reports of financial condition even though the
auditor is aware of certain ‘‘reportable conditions.’’ In the vernacular of the inde-
pendent auditor, a reportable condition is a significant deficiency in the design or
operation of the internal control structure that could adversely affect a company’s
ability to record, process, summarize, and report financial data consistent with the
assertions of management in the financial statements. The common practice is for
the auditor to communicate such deficiencies to management in the form of a man-
agement letter, while at the same time allowing its unqualified opinion to stand.
As a separate example, under SEC rules, significant deficiencies that do not rise to
the level of a material weakness do not preclude management from characterizing
its internal controls over financial reporting as ‘‘effective.’’ The SEC guidance pro-
hibits management from deeming its controls effective if there are one or more
material weaknesses; however, the SEC also observes that a material weakness con-
stitutes a greater deficiency than a significant deficiency. In sum, I believe the
standards we have applied in reaching our examination conclusions on internal con-
trols are consistent with those established by both the AICPA and the SEC.

Before I move on, I would like to emphasize a point or two about information flow
and the environment that preceded the publication of our Annual Report to Con-
gress. The results and conclusions of the 2002 annual examination were based on
the information gathered and evaluated during the course of our work during 2002.
That information was supplemented by information obtained by OFHEO during
2003, from early January up to the time of the publication of the Annual Report
to Congress. As I discussed earlier, OFHEO has devoted considerable effort and re-
sources to this matter, and our efforts continue to yield new information. One
should also consider that the board of directors’ internal investigation is being con-
ducted during 2003 as well, and that the board’s investigation may yield new infor-
mation. In addition, the Committee is aware that I initiated OFHEO’s own special
examination on June 7, little more than 1 week before the statutory delivery date
for the Report to Congress; and it is possible that our special examination could give
rise to new findings as well. I raise these facts to emphasize that the date on which
the Report was due fell in the midst of a very fluid environment; nevertheless, I
believe that the examination results and conclusions expressed in the Report to
Congress regarding the overall internal control and framework at Freddie Mac are
appropriate. Certainly, we will have more to say about the controls over financial
reporting, improper earnings management, and corporate governance practices after
the special examination has concluded. I assure you that I will provide the Com-
mittee with a timely notification and description of any substantive changes in our
view of the internal control framework and corporate governance practices once I
have the benefit of the results under the various investigations currently underway.
Supplemental Appropriations

Finally, I would like to bring to the Committee’s attention an urgent funding mat-
ter. Earlier this week, I submitted an fiscal year 2003 supplemental funding request
of $4.5 million to the Senate and House Appropriations Committees.

The requested funds will support two critical objectives: First, the funds will sup-
port the on going special investigation of Freddie Mac. The investigation is already
well underway and is building on information gathered over the course of the re-
statement process. The requested resources are necessary to obtain contract services
for investigative support and forensic accounting experts. Second, OFHEO intends
to conduct a special accounting review of Fannie Mae. The special review would
independently evaluate the accounting policies at Fannie and examine whether
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their implementation is resulting in a high level of conformance to GAAP. While I
do not have a specific concern about Fannie Mae’s accounting practices, such a re-
view would be most prudent under the circumstances.

OFHEO’s goal of concluding the investigation of Freddie Mac expeditiously is de-
pendent on receiving these funds as soon as possible. I would like to ask for the
Committee’s support in obtaining the additional funds.
Conclusion

In summary, Mr. Chairman, is this a serious matter? Yes. Is there a crisis? No.
While challenges remain, Freddie Mac remains safe and sound. At the end of our
investigation, we will present all the facts, conclusions, and recommendations for
the Committee’s consideration. Mr. Chairman, thank you for the opportunity to tes-
tify. I would be pleased to answer any questions you or Committee Members may
have.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM ARMANDO FALCON, JR.

Q.1. I would like to follow-up on my questions about the anony-
mous letters. Your staff briefed Committee staff and informed staff
that some anonymous letters were received and then investigated
by Baker Botts who dismissed the charges in the letters. Did the
charges in those letters have anything to do with what actually
happened at Freddie? What charges were made in the letters? Who
were the letters sent to? Is there any idea of where they came from,
a Freddie employee? An auditor?
A.1. The letters contain a series of charges which can be summa-
rized as allegations of wrongdoing against Freddie Mac that they
overstated their 1999 earnings by several hundred million dollars;
that they commingled cash collateral in violation of security agree-
ments and filed false or misleading financial and regulatory
reports; and that they made a billing error of approximately $6 mil-
lion in the account of Bank of America.

The allegations contained in the letters are not directly related
to the accounting issues that have led to the company’s restate-
ment. The letters were sent to Fannie Mae, and Fannie Mae deliv-
ered them to Freddie. Although the letters indicated OFHEO and
others were copied, we did not actually receive copies. The source
of the letters continues to be unknown, they are anonymous.
Q.2. Can the Committee receive a copy of the letters?
A.2. OFHEO obtained the letters pursuant to a subpoena and con-
fidentiality agreement. We would like to discuss this with the Com-
mittee and try to find a way to satisfy the Committee’s request.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR DOLE
FROM ARMANDO FALCON, JR.

Q.1. Mr. Falcon, when were you informed of the Freddie Mac
Board’s decision to terminate the President and CEO, force the re-
tirement of its CEO and force the resignation of its CFO? When
you were informed and what exactly did the board or its represent-
ative tell you? How did they describe the situation?
A.1. I was informed of the board’s decision to make the manage-
ment changes on June 6, 2003. I was informed that the board had
just concluded its deliberations and decided that a change was nec-
essary in light of issues raised by the restatement.
Q.2. Mr. Falcon, in your testimony you say that Baker Botts told
you of no management problem on May 27. Earlier in your testi-
mony you state that on May 8 that PriceWaterhouseCoopers in-
formed some Freddie Board Members that it ‘‘would not accept the
representations’’ of some employees. This appears to be a key de-
velopment in the reaudit. When and how did you learn of these
PriceWaterhouseCoopers concerns? What did you do when you
heard of these concerns?
A.2. On May 8, 2003, PriceWaterhouseCoopers (PwC) commu-
nicated to Freddie Mac’s Board their unwillingness to accept the
representations about the company’s financial statements from Mr.
Glenn and Mr. Clarke. On May 27, OFHEO’s Chief Examiner was
briefed by Mr. Doty on the status and latest developments in his
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investigation. No mention was made of PwC’s lack of trust in the
two individuals, even when specifically asked if there was anything
else we should know about the restatement and investigation.

OFHEO learned of the communication between PwC and the
board in the June 7 meeting with Freddie Mac’s representatives
that I convened. I considered PwC’s concerns to be a very material
development. Learning about this material development almost 30
days after the information was communicated to the board con-
cerned me deeply. The delay in learning this critical piece of infor-
mation, coupled with other considerations, caused me to formalize
and expedite aspects of our ongoing supervision of Freddie Mac’s
reaudit and restatement process and independently investigate cer-
tain aspects of potential management conduct. The formalization of
our oversight activities and expediting our own independent eval-
uation of the factors causing the reaudit and restatement were re-
flected in my June 7 letter to Freddie Mac’s Board of Directors.
Q.3. Mr. Falcon, I am very interested in the fact that 3 days before
the board’s shakeup OFHEO had publicly approved of the manage-
ment’s treatment of an earnings restatement that had been pend-
ing since January, stating ‘‘we remain satisfied that the board of
directors and executive management are taking the appropriate ac-
tion.’’ How do you reconcile this with your letter that weekend
which stated that the management shake-up ‘‘only goes a part of
the way toward correcting serious problems’’ at Freddie Mac?
A.3. In the 2002 Annual Report to Congress, OFHEO included a
paragraph covering the Freddie Mac reaudit and restatement proc-
ess. The paragraph summarized OFHEO’s assessment of Freddie
Mac’s efforts surrounding: The independent auditor’s decision to
delay its 2002 certification of financial statements, the board of di-
rector’s decision to have prior period statements reaudited and re-
state those earlier periods, and the remediation program to address
control matters in the financial accounting and operational control
area. OFHEO concluded and reported to Congress that Freddie
Mac’s Board and its management took appropriate action to ad-
dress the delay in the 2002 certified financial statements.

When the independent auditor delayed an opinion on the 2002 fi-
nancial statements. OFHEO’s focus was to ensure the company re-
mained committed to getting the restatement process done well
and in a timely manner. In addition, we evaluated a May 2003
Board-approved plan to addresses financial accounting and oper-
ational control weaknesses that superceded the Financial Reporting
Controls Improvement Plan (FRCIP) approved by the board in
2000. Working to ensure that Freddie Mac’s reaudit and restate-
ment process was done well and in a timely manner had been our
priority and remains a key concern as the safety and soundness
regulator.

Beginning June 4, there were two key developments that caused
me to send a letter on June 7 to the Freddie Mac Board of Director.
First, there was the action of a senior Freddie Mac official that led
to his termination, and triggered the board’s decision to force the
separation of two other senior executives on June 6. In tandem
with those decisions, the board installed a new executive manage-
ment team to lead the firm. The second key development was that
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on June 7, I was presented with information suggesting there may
have been past management decisions that resulted in smoothing
the company’s earnings by delaying income into future periods.

Up until June 6, OFHEO had been emphasizing to the board and
its executive management the importance of getting the restate-
ment process done well and in a timely manner. I decided to for-
mally reemphasize this as a regulatory priority on June 7. Fol-
lowing the same rationale, I elevated OFHEO’s routine supervisory
efforts covering Freddie Mac’s remediation plan to address control
weaknesses in the financial accounting and operational control
areas. I wanted to ensure OFHEO’s supervisory priorities would re-
main a key focus of the new executive management team.

Distinct from the supervisory priorities involving the restatement
process and control weaknesses at Freddie Mac, learning about
management practices that may have been intended to manage
earnings and violations of the company’s code of conduct by a sen-
ior executive were troubling. These acts of misconduct by executive
managers represent a serious problem if supported through our in-
vestigation.
Q.4. Mr. Falcon, some have suggested that the safety and sound-
ness responsibilities of OFHEO should be transferred to the Treas-
ury Department. What are your views on this proposal?
A.4. First and foremost, effective safety and soundness oversight
requires the following three elements:
1. Independence from political influence;
2. Permanent finding outside the appropriations process; and
3. Full powers and authority to conduct oversight and take any nec-

essary regulatory action.
With those fundamentals in place, OFHEO would be well-posi-

tioned for long-term success in either HUD or Treasury.
Q.5. Mr. Falcon, in your July 14 letter to the Senate Appropria-
tions Committee. you indicated that OFHEO will now begin an
‘‘independent’’ review of Fannie Mae’s accounting practices. How-
ever, the OFHEO handbook includes a lengthy list of checks which
your examiners are to conduct precisely to review accounting and
audit quality. I know OFHEO is not supposed to be the GSE’s audi-
tor, but your own handbook says that you were monitoring and en-
suring appropriate accounting standards. Please comment on this
apparent contradiction and also explain why OFHEO is only now
undertaking an independent review of Fannie Mae? Please provide
this Committee with a detailed list of dates on which examiners re-
viewed Fannie Mae accounting practices, the nature of this review,
the manner in which it compares with that done by bank exam-
iners, and the reasons why this review was not ‘‘independent.’’
A.5. There is no contradiction between the work outlined in my
July 14 letter and the routine supervisory work conducted by
OFHEO. The special review of Fannie Mae—which will be a com-
prehensive review of their accounting policies and whether their
implementation is resulting in a high level of conformance with
GAAP—is work that will be independent of the routine supervisory
activities at OFHEO. The work proposed in my July 14 letter re-
quires a forensic accounting investigation to ascertain the intent
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behind the way Fannie Mae’s management applies GAAP.
OFHEO’s routine supervisory activities do not include forensic ac-
counting techniques. Similar to the other financial safety and
soundness regulators, OFHEO does not regulate the accounting
used by the Enterprises. OFHEO does advocate the appropriate
application of GAAP by the Enterprises and the publication of ac-
curate and meaningful financial disclosures. Like the depository
regulators, OFHEO regards reputable independent auditors to pos-
sess expertise in accounting. The independent auditor’s certification
of a company’s financial statements and disclosures is intended to
provide assurances that management has fairly presented the fi-
nancial statements in accordance with GAAP. Considering the cur-
rent environment, I want to expedite our special forensic review of
Fannie Mae’s application of GAAP accounting, to answer questions
that may be asked about Fannie Mae.

OFHEO’s approach to reviewing independent audits and finan-
cial reporting is analogous to the other safety and soundness regu-
lators. Allow me to provide more contour for the nature and scope
of that approach. Over the years, there have been two forms of ac-
counting principles that were used by financial firms for the prepa-
ration and reporting of financial condition and results. First, there
were the accounting principles being prescribed by the regulators.
During the 1980’s there were a number of regulatory accounting
principles (RAP) being prescribed. Many of these RAP standards
were roundly criticized after the failures of numerous depository in-
stitutions and Congress expressed its desire for financial safety and
soundness regulators to rely upon the established generally accept-
ed accounting principles (GAAP) for financial reporting standards.
The second and more widely recognized accounting principles are
prescribed by GAAP, arguably a set of principles that are subject
to interpretation and can result in similar transactions receiving
different accounting treatments.

Investors and markets have learned to appreciate that GAAP is
not precise. The accounting principles prescribed through GAAP
were never meant to be rigid, but intended to allow for new busi-
ness structures, as well as, new and innovative transactions.
Therefore, GAAP is flexible to allow for the adaptation to changing
circumstances, and not immune from debates in its application.

Section 121 of FDICIA directs the depository regulators to pur-
sue GAAP in their regulatory reporting requirements. In OFHEO’s
1992 Act, the Congress directed OFHEO to pursue GAAP in its
regulatory activities.

Accounting standards are intended to provide the foundation for
credible financial statements and other disclosures that are the key
means for communicating a firm’s operating result and its overall
health, as well as making transparent the economic value of the
firm. In addition, accounting standards’ are intended to provide the
foundation for disclosing reliable information to the marketplace
which promotes enhanced market discipline. The foundation for
credible financial statements and disclosure has obvious implica-
tions for the supervisor in its oversight of the safety and soundness
of the financial firm.

Many of the accounting standards that have emerged in recent
years deal with the most esoteric accounting policies and trans-
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actions that FASB has prescribed. For instance, under FAS 133 the
application of GAAP for certain transactions may very likely not re-
flect the underlying economics of the transactions.

Fannie Mae and Freddie Mac, like other large financial firms are
required to engage an independent external auditor to audit their
financial statements and disclosures. There are several roles per-
formed by the independent auditor, and key among these roles is
the performance of testing to conclude whether management has
fairly presented the financial statements in accordance with GAAP.
In that regard, the independent auditor provides a level of assur-
ance that the financial statements are free of material
misstatements and renders a final opinion, which carries the ac-
counting firm’s signature. That audit opinion falls into one of three
categories: clean, or ‘‘unqualified,’’ if the records amount to a fair
representation of the company’s underlying economic health;
‘‘qualified,’’ if there are exceptions to an otherwise fair representa-
tion of the financial statements; or a ‘‘disclaimer,’’ meaning the cli-
ent’s recordkeeping is so inadequate that the auditor cannot even
render an opinion. For companies experiencing serious financial
difficulties, the independent auditor is also supposed to state
whether there is ‘‘substantial doubt’’ that the entity can continue
as a ‘‘going concern’’ for a reasonable period of time. Fannie Mae
has always received unqualified opinions on its financial state-
ments from its independent auditors. Freddie Mac has also ob-
tained unqualified opinions on its financial statements from its
independent auditors. The certification of Freddie Mac’s 2002 fi-
nancial statements has been delayed by the firm’s new auditors
pending the reaudit and restatement of prior periods based upon
the new firm’s interpretation for the application of GAAP to certain
accounting transactions.

The importance of the independent auditor’s opinion that is ren-
dered on a firm’s financial statements has been bolstered by court
cases that have established a public responsibility for the inde-
pendent auditor which transcends any employment relationship
with the management and board of directors of the firm being au-
dited. When the independent auditor certifies the public reports of
a company, their ultimate allegiance is to the corporation’s credi-
tors, stockholders, and to the investing public.

Like the depository financial safety and soundness regulators,
OFHEO evaluates the work performed by the auditor and the inde-
pendence of the auditor and the audit work. Through its super-
visory programs, OFHEO has routinely considered the accounting
policies of the Enterprises and tested the accounting practices on
transactions. In our design, implementation and operation of the
risk-based capital test, OFHEO has considered the accounting poli-
cies and practices of each Enterprise. We are required to consider
the accounting treatments used by the Enterprises regularly in the
administration of the risk-based capital test, in addition to care-
fully considering changes or innovations in accounting for trans-
actions. Through our examination program, we routinely conduct
transactional testing which includes a consideration of whether
transactions are being accounted for consistent with the approved
GAAP of the company. In 2002, with the addition of more resources
to our examination program, we added a team dedicated exclu-
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sively to accounting issues. This dedicated accounting team is used
to augment routine examination testing that includes the consider-
ation of accounting policies and practices. As well, this team of ex-
aminers is engaged with the Enterprises’ accountants discussing
and considering the proposed application of GAAP for new FASB
pronouncements. As part of the examination testing, the quarterly
closing and reporting processes are evaluated to determine if there
are procedures employed to achieve GAAP compliance and test to
see there are sign-offs on the financial statements by the inde-
pendent auditors, and whether there are reservations noted by the
auditor.

Like the depository regulators, an effective audit program is key
in a quality risk management framework. We regularly evaluate
the quality of the audit programs, the appropriateness of the audit
work performed and the sufficiency of follow-up on audit findings
in our safety and soundness examinations. When there are defi-
ciencies recognized in aspects of the internal or independent exter-
nal audit programs, the regulator ensures there is remediation for
the deficiency. Generally, the examination activities covering the
audit program covers: A determination of independence, a deter-
mination of professional proficiency; a determination of the appro-
priateness of the scope of work; a testing and determination of the
completeness of audit work performed; an evaluation of manage-
ment of the internal audit; a determination of the quality and suffi-
ciency of follow-up and oversight by the board’s audit committee;
a determination of the appropriateness of the risk assessment proc-
ess employed by auditors; and a determination of the auditors
involvement in new policies, procedures, or practices. For more con-
tour on what examiners are evaluating for the audit programs at
the Enterprises, please refer to the attachment.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM ARMANDO FALCON, JR.

Q.1. Quoting from your June 15, 2003, Office of Federal Housing
Enterprise Oversight (OFHEO) Annual Report to Congress, ‘‘Mes-
sage From the Director,’’ you wrote:

On the occasion of our 10th Anniversary, it is with great pride that I report to
Congress that the Office of Federal Housing Enterprise Oversight has developed
into the strong, capable, and innovative regulator that Congress envisioned when
it created the Agency only a decade ago. OFHEO today is actively and aggressively
fulfilling its mission of ensuring the safety and soundness of Fannie Mae and
Freddie Mac (the Enterprises).

the Enterprises have remained safe and sound through another year of excep-
tional growth in the housing sector of our economy. In a year when more and more
Americans have become homeowners, the public can take comfort in knowing that
OFHEO is on the job, doing its part to ensure the strength and vitality of the Na-
tion’s housing finance system.

Later, on pages 37–38 in Chapter 4 of the report, when reporting
on the Freddie Mac Examination Results and Conclusions, the re-
port states:

[Freddie Mac’s] audit functions are dependent and effective. The Internal and Ex-
ternal Audit Functions have the appropriate independence. Auditors performing the
work possess appropriate professional proficiency. The scope of the audit work is ap-
propriate, and the audit work is complete. The management of the Internal Audit
department is effective. Executive management and the board of directors are ap-
propriately involved with and follow up’ on identified audit issues. The auditor’s risk
assessment process is effective. Internal Audit is appropriately involved in new
products and new initiatives.

If OFHEO is ‘‘actively and aggressively fulling its mission,’’ how
did such accounting inadequacy fail to be addressed in OFHEO’s
examination of Freddie Mac’s operations, especially since the impli-
cations of FAS 133 have been discussed and implemented since
1999? How can the public ‘‘take comfort in knowing that OFHEO
is on the job’’ if it fails to effectively oversee such problems in an
appropriate time frame? How can we be sure that another similar
problem at Freddie, or Fannie for that matter, is not brewing? Why
shouldn’t such problems be discovered, disclosed, and addressed in
real time in order for OFHEO to be an effective regulator that the
public can really trust?
A.1. To begin, the public can take comfort in the fact that OFHEO
has done its job because Freddie Mac’s safety and soundness has
not been called into question. The issues raised, while important,
have not been about Freddie Mac’s financial solvency. There are
two distinct issues under discussion. The first issue involves the
application of generally accepted accounting principles (GAAP) and
the second issue involves questionable motives behind certain man-
agement decisions made during Freddie Mac’s implementation of
FAS 133.

First, there is the issue of accounting adjustments involving
Freddie Mac’s restatement process and PwC’s delayed certification
of Freddie Mac’s 2002 financial statements. I take seriously the
fact that the restatement adjustments will be substantial. I also
take seriously the delay in 2002 certified financial statements. My
concern was the reason OFHEO stressed to Freddie Mac the impor-
tance of completing the restatement process as expeditiously as
possible and the equal importance of getting it done well. But, at
the heart of the restatement process and the size of the adjust-
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ments contemplated, this remains an accounting issue, more spe-
cifically the timing of income recognition. There is not a question
of whether there will be billions of dollars more or less in income
earned by Freddie Mac over the life of the existing transactions.
Rather, the accounting issue involves the period in which those bil-
lions of dollars in income get recognized. In short, the fair value of
the firm is not materially affected by the adjustments. But the
GAAP reported net income in past and future time periods will
fluctuate based upon where the income adjustments are recorded.

Like the other financial safety and soundness regulators,
OFHEO does not regulate the form of accounting used by the En-
terprises. OFHEO does, however, advocate the appropriate applica-
tion of GAAP by the Enterprises and the publication of accurate
and meaningful financial disclosures. Like the depository safety
and soundness regulators, OFHEO regards reputable independent
auditors to possess expertise in accounting. Fannie Mae and
Freddie Mac like other large financial firms are required to engage
independent external auditors to audit their financial statements
and disclosures. A key role of the independent auditor is the per-
formance of testing to conclude whether management has fairly
presented the financial statements in accordance with GAAP.
Freddie Mac obtained unqualified opinions through 2001 from its
prior independent auditor. The new independent auditor’s opinion
on the 2002 financial statements was delayed due to the applica-
tion of GAAP to certain transactions. More specifically, PwC ex-
pressed reservations about the application of GAAP for selected
types of hedge accounting treatments due to the hedge documenta-
tion and the quarterly documentation of hedge effectiveness. While
PwC was not comfortable with the hedge documentation on record,
the prior auditor had been comfortable and signed-off on the ac-
counting treatments and certified the 2001 financial statements.

Freddie Mac’s audit functions are independent. Independence has
been determined using the evaluative standards employed by
OFHEO which incorporate criteria outlined by recognized sources.
To determine the ‘‘independence’’ of the external auditor, exam-
iners: (1) evaluate the ‘‘engagement’’ of the external audit firm to
determine that it is an arm’s-length transaction; (2) assess the ac-
cess the external auditor has to the board (through the audit com-
mittee), including the frequency of meetings the external auditor
has with the audit committee in executive session with no oper-
ating management present; (3) evaluate the terms and conditions
of the ‘‘engagement,’’ and the policies and practices of the external
audit firm against the independence standards and guidelines of
the AICPA (American Institute of Certified Public Accountants),
the NYSE, and the SEC; (4) evaluate the nature and extent of
nonaudit services provided by the external audit firm; (5) evaluate
the expertise and staffing of the external auditor for the engage-
ment; and (6) test the external auditors work papers to determine
if identified matters are appropriately communicated and recorded.
In addition to evaluating the independence of the external audit
function, examiners evaluate other factors in determining the ade-
quacy and sufficiency of the external audit.

In my testimony and in the Annual Report, I noted that for sev-
eral years OFHEO has been working with Freddie Mac to see the
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controls and expertise in the financial accounting and financial re-
porting areas are strengthened. While progress was noted, OFHEO
continues to work with Freddie Mac to see that expertise and con-
trols in the financial accounting and financial reporting areas con-
tinue to improve.
Q.2. Could you describe in detail what expertise the staff of
OFHEO has in effectively evaluating and monitoring the various
complex financial instruments that Fannie and Freddie employ for
their respective operations on a regular basis? How does such ex-
pertise compare to your colleagues at the Treasury, the Federal Re-
serve, and private GSE analysts? Please explain in detail.
A.2. OFHEO has a talented staff of professionals with impressive
and varied backgrounds. Our staff is composed of experienced pro-
fessionals and technicians with many years of experience in regula-
tion, the capital markets, the mortgage markets, in investment
management, in financial analysis, in hedging, in financial engi-
neering, in accounting, and in housing policy and research. Early
in my term as the Director, I sought to increase the funding for the
Agency to build the permanent staff and obtain the depth in
human resources and expertise needed to administer our regu-
latory program. We have made significant progress in obtaining the
staff and expertise to fulfill our mandate, and the multiyear plan
that I am implementing seeks to build even further the depth and
capacity in our personnel. However, there remains considerable
work for a lean staff of professionals to accomplish in our safety
and soundness oversight of these two companies.

OFHEO has deliberately hired seasoned professionals from nu-
merous backgrounds. We have hired from within Government, from
the private sector, and from academia. From the Government
ranks, we have hired from the banking and thrift regulatory agen-
cies (the Federal Reserve System, the Office of the Comptroller of
the Currency, the Office of Thrift Supervision, and the FDIC), from
the GAO, and other Federal Agencies. From the private sector, we
have hired from Wall Street firms, from commercial banking com-
panies, from investment management firms, from consulting firms,
from technology companies, from accounting firms, from invest-
ments banks, and from law firms. From academia, we have hired
college professors and researchers. Through these three channels of
hiring we have assembled an experienced group of professionals
with a variety of technical, managerial, and policy-formulation
backgrounds.

Through the skills sets employed by OFHEO, we have excellent
knowledge of the mortgage and housing markets, the debt markets,
the Enterprises’ lines of business, investment management, hedg-
ing activities and techniques, the derivatives business, interest rate
risk management, credit risk management, counterparty risk man-
agement, liquidity management, accounting, econometrics, and the
legal frameworks for the Enterprises’ business activities.

OFHEO’s collective knowledge and understanding of Fannie Mae
and Freddie Mac is without a doubt much greater than that of any
other entity in the Government or private sector.
Q.3. I realize that Fannie and Freddie have voluntarily decided to
file disclosures on the mortgage-backed securities with SEC, de-
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spite being exempted from doing so by their charters. However, it
is also my understanding that they do not want to register their
debt securities. Would registration of the Enterprises’ debt securi-
ties assist you in being a more effective safety and soundness regu-
lator? Please explain in detail why or why not.
A.3. the Enterprises’ disclosures related to their debt securities
serve an important function. The disclosures promote market un-
derstanding and confidence and result in greater Enterprise access
to the capital markets. Those disclosures are thus important to
safety and soundness and should be mandatory rather than vol-
untary. This is the more important consideration than the actual
act of registration. Accordingly, OFHEO has under consideration a
regulation that would mandate debt disclosures equal to those of
other publicly held companies.
Q.4. In your testimony, you recommend keeping OFHEO as a
quasi-independent regulator housed within HUD. Please describe
in detail how moving OFHEO and/or its oversight authority to the
Office of Thrift Supervision (OTS) or the Department of the Treas-
ury would harm or help OFHEO’s ability to effectively regulate the
GSE’s.
A.4. First and foremost, effective safety and soundness oversight
requires the following three elements:
1. Independence from political influence;
2. Permanent finding outside the appropriations process; and
3. Full powers and authority to conduct oversight and take any nec-

essary regulatory action.
With those fundamentals in place. OFHEO would be well-posi-

tioned for long-term success in either HUD or Treasury.
Q.5.a. In your testimony, you highlight OFHEO’s authority to re-
view executive compensation packages to ensure they are not ‘‘ex-
cessive’’ as allowed in 12 U.S.C. 4518(a), which defines ‘‘excessive’’
compensation as such that is ‘‘. . .not reasonable and comparable
with compensation for employment in other similar businesses.’’
Please describe in detail how you interpret that definition of exces-
sive compensation.
A.5.a. OFHEO carries out the statutory requirement to prohibit ex-
cessive compensation by comparing the compensation received by
senior executive officers at Fannie Mae and Freddie Mac including
all direct and indirect payment of benefits both cash and noncash,
granted to or for the benefit of the executive officer, to that re-
ceived by executives for employment in other similar businesses.

In addition to its ongoing review, OFHEO periodically under-
takes a study to compare compensation provided by each Enter-
prise to executive officers to that provided by similar businesses to
executive officers doing similar work. OFHEO retains an executive
compensation consultant to assist in conducting the comparability
studies. The comparator group for each Enterprise includes pub-
licly held financial institutions or major financial services compa-
nies. The compensation policies of Fannie Mae and Freddie Mac
are compared to a group of similar businesses through the use of
proxy statements and survey data. OFHEO documents the com-
pensation plans of Fannie Mae and Freddie Mac; conducts in-depth
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interviews with Fannie Mae and Freddie Mac executive officers
about the nature of their work and the compensation, received and
examines the reasonableness and competitiveness of the compensa-
tion packages at those firms, as well as the pay mix and the extent
to which compensation is performance-based. The comparability
studies update and complement the ongoing monitoring by OFHEO
of compensation actions taken by the Enterprises as well as com-
pensation developments for executives at similar businesses.
Q.5.b. Based on what you know now, is the compensation for
former Freddie Mac CEO Brendsel, former COO Glenn, and former
CPO Clarke excessive? Please explain in detail. Have you reviewed
the compensation of current Freddie Mac executives? If so are they
excessive, according the above-mentioned definition? Please explain
in detail.
A.5.b. OFHEO now has a special investigation underway which
will address, among other matters, whether the compensation of
former and current executives was excessive under the cir-
cumstances.
Q.6.a. On July 23, 2003, Baker Botts, LLP released a report on its
investigations of Freddie Mac and how Freddie improperly used
various accounting techniques to smooth out earnings. In your tes-
timony, you suggested that the Baker Botts, LLP investigators
were less than cooperative. Why was that the case? Please describe
in detail the extent of their lack of cooperation.
A.6.a. On May 8,2003, PriceWaterhouseCoopers (PwC) commu-
nicated to Freddie Mac’s Board their unwillingness to accept the
representations about the company’s financial statements from Mr.
Glenn and Mr. Clarke. On May 27, OFHEO’s Chief Examiner was
briefed by Mr. Doty on the status and latest developments in his
investigation. No mention was made about PwC’s lack of trust in
the two individuals, even when specifically asked if there was any-
thing else we should know about the restatement and investiga-
tion.

OFHEO learned of the communication between PwC and the
board in the June 7 meeting with Freddie Mac’s representatives
that I convened. I considered this to be a material development.
Learning about this material development almost 30 days after the
information was communicated to the board concerned me deeply.
The delay in learning this critical piece of information coupled with
other considerations caused me to formalize and expedite aspects
of our ongoing supervision of Freddie Mac’s reaudit and restate-
ment process and independently investigate certain aspects of
potential management conduct. The formalization of our oversight
activities and expediting our own independent evaluation of the
factors causing the reaudit and restatement were reflected in my
June 7 letter to Freddie Mac’s Board of Directors.
Q.6.b. Did OFHEO discover the various accounting techniques de-
scribed in the report as being used by Freddie Mac to smooth out
earnings as a part of its ongoing examinations activities? Please ex-
plain in detail why or why not.
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A.6.b. OFHEO’s Special Investigation Unit is looking at these
issues; thus, our report will address them at completion of this in-
vestigation.
Q.6.c. The Baker Botts Report also names the current CEO, Greg-
ory Parseghian, as being intimately involved in the various ques-
tionable transactions that prompted Freddie Mac’s Board of Direc-
tors to dismiss COO Glenn and accept the resignations of CEO
Brendsel and CFO Clarke. What role will OFHEO play in order to
determine the extent of Parseghian’s involvement? Please explain
in detail.
A.6.c. OFHEO’s Special Investigation Unit is looking at these
issues; thus, our report will address them at completion of this in-
vestigation.
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