OFFICE OF FEDERAL HOUSING ENT, ERPRISE OVERSIGHT
1700 G STREET Nw WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

March 30, 2007

Honorable Barney Frank
Chairman

Committee on Financial Services
House of Representatives
Washington, D.C. 20515

Re: Notice of Final Freddie Mac Capital Classification at December 31, 2006

Dear Mr. Chairman:

accept the classification or provide a response. Freddie Mac responded that it took no exception
to the proposed capital classification.

statement and annual report issued on March 23, 2007.
As indicated in the enclosures, at December 31, 2006, Freddie Mac’s OFHEO-directed capital

requirement was $33,597 billion, its statutory minimum capital requirement was $25.844 billion, its
critical capital requirement was $13.237 billion, and its risk-based capital requirement was $15.320

risk-based capital requirement by $21.422 billion.



Freddie Mac has maintained a capital surplus in accordance with the capital directive issued by

OFHEO on January 28, 2004. The final capital classification does not alter or amend the capital
directive, '

Separately, OFHEO determined that Freddie Mac’s total capital and qualifying subordinated debt
exceeded the requirements outlined in the agreement dated September 1, 2005.

Please contact me if you have questions or concerns regarding this matter.

Sincerely,

ames B. Lockhart 111
Director

Enclosures



FEDERAL HOME LOAN MORTGAGE CORPORATION
Minimum Capital Level

December 31, 2006

SUMMARY

(Dollars in millions)

COMPONENTS OF THE MINIMUM CAPITAL LEVEL
ON-BALANCE SHEET ASSETS - 20,164
OFF-BALANCE SHEET OBLIGATIONS

MBS and Equivalents 4,981
Commitments 525

OTHER OFF-BALANCE SHEET OBLIGATIONS

Interest Rate and Foreign Exchange Rate Contracts 96
Sold Portfolio Remittances Pending 13
Other Off-Balance Sheet Obligations 65
MINIMUM CAPITAL - Statutory Requirement 25,844
MINIMUM CAPITAL - OFHEOQ-directed Requirement 33,597
CORE CAPITAL 36,170

Note: Totals may not add due to rounding,



FEDERAL HOME LOAN MORTGAGE CORPORATION
Critical Capital Level

December 31, 2006

SUMMARY

(Doliars in millions)

COMPONENTS OF THE CRITICAL CAPITAL LEVEL

ON-BALANCE SHEET ASSETS 10,082
OFF-BALANCE SHEET OBLIGATIONS 3,156
CRITICAL CAPITAL LEVEL ' 13,237
CORE CAPITAL | 36,170

Note: Totals may not add due to rounding.



FEDERAL HOME LOAN MORTGAGE CORPORATION
Risk-Based Capital Level

December 31, 2006

SUMMARY

{Dollars in millions)

STRESS TEST SCENARIO RESULTS
UP-RATE SCENARIO
DOWN-RATE SCENARIO

RISK-BASED CAPITAL LEVEL

TOTAL CAPITAL

15,320
12,934

15,320

36,742

Note: Totals may not add due to rounding.




FEDERAL HOME LOAN MORTGAGE CORPORATION
Qualifying Subordinated Debt

December 31, 2006

SUMMARY

{Doilars in millions)

QUALIFYING SUBORDINATED DEBT PLUS TOTAL CAPITAL RESULTS (.2

TOTAL CAPITAL 36,584
TOTAL QUALIFYING SUBORDINATED DEBT 6,018
TOTAL CAPITAL AND QUALIFYING SUBORDINATED DEBT 42,602

CAPITAL REQUIREMENT FOR 4.0% OF ON-BALANCE SHEET ASSETS
AND 0.45% OF NET MBS/PCs OUTSTANDING : 37,576

1. Totals may not add due to rounding
2. Qualifying Subordinated Debt is defined as subordinated debt that contains the interest deferral feature. The interest deferral
requires the deferral of interest payments for up to $ years if
a) The corporation's core capital falls below 125% of critical capital, or
b) The corporation's core capital falls below minimum capital AND, pursuant to the corporation's request, the Secretary of the
Treasury exercised discretionary authority to purchase the company's obligations under Section 306(c) of the Freddic Mac
Charter Act and Section 304(c) of the Fannie Mae Charter Act



OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT
1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

March 30, 2007

Honorable Barney Frank
Chairman

Committee on Financial Services
House of Representatives
Washington, DC 20515

Re: Notice of Final Fannie Mae Capital Classification at December 31, 2006

Dear Mr. Chairman:

Section 1364 of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992
and 12 CF.R. § 1777.21 require that the Office of Federal Housing Enterprise Oversight
(OFHEOQ) determine the capital classification of the Federal National Mortgage Association
(Fannie Mae) not less than quarterly. On March 7, 2007, OFHEO issued a notice of proposed
action indicating its intention to classify Fannie Mae as adequately capitalized at December 31,
2006, and requesting that Fannie Mae notify OFHEO by March 29, 2007, whether it intended to
aceept the classification or provide a response. Fannie Mae responded that it took no exception to
the proposed capital classification.

Based on capital requirements in effect for the fourth quarter of 2006, OFHEO hereby provides
notice that Fannie Mae is classified as adequately capitalized at December 31, 2006. The final
capital classification is based on Fannie Mae’s best estimates of its financial condition, as
-certified and represented as true and correct by Fannie Mae’s management, but remains subject to
revision during Fannie Mae’s re-audit and accounting restatement process,

As indicated in the enclosures, at December 31, 2006, Fannie Mae’s adjusted’ OFHEO-djrected
capital requirement was $38.131 billion, its adjusted statutory minimum capital requirement was
$29.332 billion, its adjusted critical capital requirement was $15.134 billion, and its risk-based
capital requirement was $26.870 billion. Thus, Fannie Mae’s adjusted core capital of $42.295
billion at December 31, 2006, exceeded the OFHEO-directed capital requirement by $4.163 billion

! The term “adjusted” reflects that Fannie Mae’s minimum capital submissions adjust book capital based upon
estimated accounting change impacts.



and the critical capital requirement by $27.161 billion. Fannie Mae’s total capital of $43.046
billion at December 31, 2006, exceeded the risk-based capital requirement by $16.176 billion.

Further, Fannie Mae has maintained a capital surplus throughout the quarter in accordance with
the Capital Restoration Plan, approved F ebruary 17, 2005, and the Consent Order dated May 23,

2006. The final capital classification does not alter or amend the Capital Plan or the Consent
Order. ’

Separately, OFHEO determined that F annie Mae’s total capital and qualifying subordinated debt
exceeded the requirements outlined in the agreement dated September 1, 2005.

The enclosures summarize OF HEOQ’s calculation of Fannie Mae’s minimum, critical and risk-
baged capital and total qualifying subordinated debt levels at December 31, 2006.

Please contact me if you have questions or concerns regarding this matter,

Sincerely,

Jafies B. Lockhart TIT
Director

Enclosures



FEDERAL NATIONAL MORTGAGE ASSOCIATION
Minimum, Critical and Risk Based Capital Levels
December 31, 2006 :
SUMMARY

(Dollars in millions)

COMPONENTS OF THE MINIMUM CAPITAL LEVEL

MINIMUM CAPITAL LEVEL - Adjusted, Statutory Requirement 29,332
MINIMUM CAPITAL LEVEL - Ad justed, OFHEO-direéted Requirement 38,131
CORE CAPITAL - Adjusted 42,295

COMPONENTS OF THE CRITICAL CAPITAL LEVEL

CRITICAL CAPITAL LEVEL - Adjusted 15,134

CORE CAPITAL - Adjusted 42,295

STRESS TEST SCENARIO RESULTS

UP-RATE SCENARIO 26,870
DOWN-RATE SCENARIO 9,134
RISK-BASED CAPITALLEVEL - 26,870
TOTAL CAPITAL 43,046

Note: Totals may not add due to reunding.



FEDERAL NATIONAL MORTGAGE ASSOCIATION
Qualifying Subordinated Debt

December 31, 2006

SUMMARY

(Dollars iu millions)

QUALIFYING SUBORDINATED DEBT PLUS TOTAL CAPITAL RESULTS (.2

TOTAL CAPITAL
TOTAL QUALIFYING SUBORDINATED DEBT
TOTAL CAPITAL AND QUALIFYING SUBORDINATED DEBT

CAPITAL REQUIREMENT FOR 4.0% OF ON-BALANCE SHEET ASSETS
AND 0.45% OF NET MBS/PCs OUTSTANDING

43,046
7,660
50,705

41,798

1. Totals may not add due to rounding
2. Qualifying Subordinated Debt is defined as subordinated debt that contains the interest deferval feature. The interest deferral
requires the deferral of interest payments for up to 5 years ift
a) The corporation’s core capital falls below 125% of critical capital, or
b) The corporation's core capital falls below minimum capital AND, pursuant to the corporation’s request, the Secretary of the
Treasury exercised discretionary authority to purchase the company's obligations under Section 306(c) of the Freddie Mac
Charter Act and Section 304(c) of the Fannie Mae Charter Act



OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT
1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

March 30, 2007

Honorable Richard C. Shelby

Ranking Minority Member

‘Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, DC 20510

Re: Notice of Final Freddie Mac Capital Classification at December 31,2006

Dear Senator Shelby:

Section 1364 of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992
and 12 C.F.R. § 1777.21 require that the Office of Federal Housing Enterprise Oversight
(OFHEO) determine the capital classification of the Federal Home Loan Mortgage Corporation
(Freddie Mac) not less than quarterly, On February 27, 2007, OFHEO issued a notice of proposed
action indicating its intention to classify Freddie Mac as adequately capitalized at December 31,
2006, and requesting that Freddie Mac notify OFHEO by March 29, 2007, whether it intended to
accept the classification or provide a response. Freddie Mac responded that it took no exception
to the proposed capital classification. ,

Based on capital requirements in effect for the fourth quarter of 2006, OFHEO hereby provides
notice that Freddie Mac is classified as adequately capitalized at December 31, 2006, The final
capital classification is based on Freddie Mac’s financial results, as certified and represented as
true and correct by Freddie Mac’s management, and consistent with the 2006 information
statement and annual report issued on March 23, 2007,

As indicated in the enclosures, at December 31, 2006, Freddie Mac’s OFHEOQ-directed capital

- requirement was $33.597 billion, its statutory minimum capital requirement was $25.844 billion, its
critical capital requirement was $13.237 billion, and its risk-based capital requirement was $15.320
billion. Thus, Freddie Mac’s core capital of $36.170 billion at December 31, 2006, exceeded the
OFHEO-directed capital requirement by $2.573 billion and the critical capital requirement by
$22.933 billion. Freddie Mac’s total capital of $36.742 billion at December 31 , 2006, exceeded the
risk-based capital requirement by $21.422 billion.



Freddie Mac has maintained a capital surplus in accordance with the capital directive issued by

OFHEO on January 28, 2004. The final capital classification does not alter or amend the capital .
directive.

Separately, OFHEO determined that Freddie Mac’s total capital and qualifying subordinated debt
exceeded the requirements outlined in the agreement dated September 1, 2005.

Please contact me if you have questions or concerns regarding this matter.

Sincerely,

es B, Lockhart Il
Director

Enclosures



FEDERAL HOME LOAN MORTGAGE CORPORATION
Minimum Capital Level

December 31, 2006

SUMMARY

{Dollars in millions)

COMPONENTS OF THE MINIMUM CAPITAL LEVEL
ON-BALANCE SHEET ASSETS
OFF-BALANCE SHEET OBLIGATIONS

MBS and Equivalents
Commitments

OTHER OFF-BALANCE SHEET OBLIGATIONS
Interest Rate and Foreign Exchange Rate Contracts
Sold Portfolio Remittances Pending
Other Off-Balance Sheet Obligations
MINIMUM CAPITAL - Statutory Requirement
MINIMUM CAPITAL - OFHEQ-directed Requirement

CORE CAPITAL

20,164

4,981
525

96
13
65
25,844

33,597

36,170

Note: Totals may not add due to rounding.




FEDERAL HOME LOAN MORTGAGE CORPORATION
Critical Capital Level

December 31, 2006

SUMMARY

{Dollars in millions)

COMPONENTS OF THE CRITICAL CAPITAL LEVEL

ON-BALANCE SHEET ASSETS 10,082

. OFF-BALANCE SHEET OBLIGATIONS 3,156
CRITICAL CAPITAL LEVEL 13,237

CORE CAPITAL ‘ 36,170

Note: Totals may not add due to rounding.



FEDERAL HOME LOAN MORTGAGE CORPORATION
Risk-Based Capital Level

December 31, 2006

SUMMARY

(Dollars in millions)

STRESS TEST SCENARIO RESULTS
UP-RATE SCENARIO
DOWN-RATE SCENARIO

RISK-BASED CAPITAL LEVEL

TOTAL CAPITAL

15,320
12,934

15,320

36,742

Note: Totals may not add due to rounding.



FEDERAL HOME LOAN MORTGAGE CORPORATION
Qualifying Subordinated Debt

December 31, 2006

SUMMARY

(Dollars in millions)

QUALIFYING SUBORDINATED DEBT PLUS TOTAL CAPITAL RESULTS (1,2

TOTAL CAPITAL
TOTAL QUALIFYING SUBORDINATED DEBT
TOTAL CAPITAL AND QUALIFYING SUBORDINATED DEBT

CAPITAL REQUIREMENT FOR 4.0% OF ON-BALANCE SHEET ASSETS
AND 0.45% OF NET MBS/PCs OUTSTANDING

36,584
6,018
42,602

31,576

1. Totals may not add due to rounding
2, Qualifying Subordinated Debt is defined as subordinated debt that contains the interest deferral feature. The interest deferral
requires the deferral of interest payments for up to 5 years iff
a) The corporation’s core capital falls below 125% of critical capital, or
b) The corporation’s core capital falls below minimum capital AND, pursuant to the corporation’s request, the Secretary of the
Treasury exercised discretionary authority to purchase the company's obligations under Section 306(c) of the Freddie Mac
Charter Act and Section 304(c) of the Fannie Mae Charter Act




OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT
1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

March 30, 2007
Honorable Richard C. Shelby
Ranking Minority Member
Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, DC 20510

Re: Notice of Final Fannie Mae Capital Classification at December 31, 2006

Dear Senator Shelby:

Section 1364 of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992
and 12 C.F.R. § 1777.21 require that the Office of Federal Housing Enterprise Oversight
(OFHEO) determine the capital classification of the Federal National Mortgage Association
(Fannie Mae) not less than quarterly, On March 7, 2007, OFHEO issued a notice of proposed
action indicating its intention to classify Fannie Mae as adequately capitalized at December 31,
2006, and requesting that Fannie Mae notify OFHEO by March 29, 2007, whether it intended to
accept the classification or provide a response. Fannie Mae responded that it took no exception to
the proposed capital classification.

Based on capital requirements in effect for the fourth quarter of 2006, OFHEO hereby provides
notice that Fannie Mae is classified as adequately capitalized at December 31, 2006. The final
capital classification is based on Fannie Mae’s best estimates of its financial condition, as
certified and represented as true and correct by Fannie Mae’s management, but remains subject to
revision during Fannie Mae’s re-audit and accounting restatement process.

As indicated in the enclosures, at December 31, 2006, Fannie Mae’s adjusted! OFHEO-directed
capital requirement was $38.131 billion, its adjusted statutory minimum capital requirement was
$29.332 billion, its adjusted critical capital requirement was $15.134 billion, and its risk-based
capital requirement was $26.870 billion, Thus, Fannie Mae’s adjusted core capital of $42.295
billion at December 31, 2006, exceeded the OFHEO-directed capital requirement by $4.163 billion

! The term “adjusted” reflects that Fannie Mae’s minimum capital submissions adjust book capital based upon
estimated accounting change impacts.



and the critical capital requirement by $27.161 billion. Fannie Mae’s total capital of $43.046
billion at December 31, 2006, exceeded the risk-based capital requirement by $16.176 billion.

Further, Fannie Mae has maintained a capital surplus throughout the quarter in accordance with
the Capital Restoration Plan, approved February 17, 2005, and the Consent Order dated May 23,
2006. The final capital classification does not alter or amend the Capital Plan or the Consent
Order,

Separately, OFHEO determined that Fannie Mae’s total capital and qualifying subordinated debt
exceeded the requirements outlined in the agreement dated September 1, 2005.

enclosures summarize OFHEO’s caleulation of Fannie Mae’s minimum, critical and risk-
i capital and total qualifying subordinated debt levels at December 31, 2006.

Please contact me if you have questions or concerns regarding this matter.

Sincerely,

James B. Lockhart IT
Director

Enclosures



FEDERAL NATIONAL MORTGAGE ASSOCIATION
Minimum, Critical and Risk Based Capital Levels
December 31, 2006

SUMMARY

{Dollars in millions)

COMPONENTS OF THE MINIMUM CAPITAL LEVEL

MINIMUM CAPITAL LEVEL - Adjusted, Statutory Requirement 29,332
MINIMUM CAPITAL LEVEL - Adjusted, OFHEO-directed Requirement 38,131
CORE CAPITAL - Adjusted 42,295

COMPONENTS OF THE CRITICAL CAPITAL LEVEL

CRITICAL CAPITAL LEVEL - Adjusted 15,134

CORE CAPITAL - Adjusted 42,295

STRESS TEST SCENARIO RESULTS

UP-RATE SCENARIO 26,870
DOWN-RATE SCENARIO 9,134
RISK-BASED CAPITAL LEVEL 26,870

TOTAL CAPITAL 43,046

Note: Totals may not add due to rounding.



" FEDERAL NATIONAL MORTGAGE ASSOCIATION
Qualifying Subordinated Debt

December 31, 2006

SUMMARY

{Doliars in millions)

QUALIFYING SUBORDINATED DEBT PLUS TOTAL CAPITAL RESULTS ¢,

TOTAL CAPITAL . 43,046
TOTAL QUALIFYING SUBORDINATED DEBT 1,660
TOTAL CAPITAL AND QUALIFYING SUBORDINATED DEBT 50,705

CAPITAL REQUIREMENT FOR 4.0% OF ON-BALANCE SHEET ASSETS
AND 0.45% OF NET MBS/PCs OUTSTANDING 41,798

1. Totals may not add due to rounding )
2. Qualifying Subordinated Debt is defined as subordinated debt that contains the interest deferral feature. The interest deferral
requires the deferral of interest payments for up to 5 years if:
g) The corporation's core capital falls below 125% of critical capital, or
b) The corporation's.core capital falls below minimum capital AND, pursuant to the cotporation's request, the Secretary of the
Treasury exercised discretionary authority to purchase the company’s obligations under Section 306(c) of the Freddic Mac
Charter Act and Section 304(c) of the Fannie Mae Charter Act



OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT
1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

March 30, 2007

Honorable Christopher Dodd

Chairman '

Comunittee on Banking, Housing, and Urban Affairs
United States Senate,

Washington, DC 20510

Re: Notice of Final Fréddie Mac Capital Classification at December 31, 2006

Dear Mr. Chairman:

Section 1364 of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992
and 12 C.F.R. § 1777.21 require that the Office of Federal Housing Enterprise Oversight
(OFHEO) determine the capital classification of the Federal Home Loan Mortgage Corporation
(Freddie Mac) not less than quarterly. On February 27, 2007, OFHEOQ issued a notice of proposed
action indicating its intention to classify Freddie Mac as adequately capitalized at December 31,
2006, and requesting that Freddie Mac notify OFHEO by March 29, 2007, whether it intended to
accept the classification or provide a response. Freddie Mac responded that it took no exception
to the proposed capital classification.

Based on capital requirements in effect for the fourth quarter of 2006, OFHEO hereby provides
notice that Freddie Mac is classified as adequately capitalized at December 31, 2006. The final
capital classification is based on Freddie Mac’s financial results, as certified and represented as
true and correct by Freddie Mac’s management, and consistent with the 2006 information
statement and annual report issued on March 23, 2007.

As indicated in the enclosures, at December 31, 2006, Freddie Mac’s OFHEO-directed capital
requirement was $33.597 billion, its statutory minimum capital requirement was $25.844 billion, its
critical capital requirement was $13.237 billion, and its risk-based capital requirement was $15.320
billion. Thus, Freddie Mac’s core capital of $36.170 billion at December 31, 2006, exceeded the
OFHEO-directed capital requirement by $2.573 billion and the critical capital requirement by
$22.933 billion, Freddie Mac’s total capital of $36.742 billion at December 31, 2006, exceeded the
risk-based capital requirement by $21.422 billion.



Freddie Mac has maintained a capital surplus in accordance with the capital directive issued by
OFHEO on January 28, 2004. The final capital classification does not alter or amend the capital
directive.

Separately, OFHEO determined that Freddie Mac’s total capital and qualifying subordinated debt
exceeded the requirements outlined in the agreement dated September 1, 2005,

Please contact me if you have questions or concerns regarding this matter.

Sincerely,

es B. Lockhart II1
Director

Enclosures



FEDERAL HOME LOAN MORTGAGE CORPORATION
Minimum Capital Level

December 31, 2006

SUMMARY

(Dollars in millions)

COMPONENTS OF THE MINIMUM CAPITAL LEVEL
ON-BALANCE SHEET ASSETS
OFF-BALANCE SHEET OBLIGATIONS

MBS and Equivalents
Commitments

OTHER OFF-BALANCE SHEET OBLIGATIONS
Interest Rate and Foreign Exchange Rate Contracts
Sold Portfolio Remittances Pending
Other Off-Balance Sheet Obligations
MINIMUM CAPITAL - Statutory Requirement
MINIMUM CAPITAL - OFHEO-directed Requirement

CORE CAPITAL

20,164

4,981
525

96
13
65
25,844

33,597

36,170

Note: Totals may not add due to rounding,




FEDERAL HOME LOAN MORTGAGE CORPORATION
Critical Capital Level

December 31, 2006

SUMMARY

(Dollars in millions)

COMPONENTS OF THE CRITICAL CAPITAL LEVEL
ON-BALANCE SHEET ASSETS
OFF-BALANCE SHEET OBLIGATIONS

CRITICAL CAPITAL LEVEL

CORE CAPITAL

10,082
3,156

13,237

36,170

Note: Totals may not add due to rounding,



FEDERAL HOME LOAN MORTGAGE CORPORATION
Risk-Based Capital Level

December 31, 2006

SUMMARY

(Dollars in millions)

STRESS TEST SCENARIO RESULTS

UP-RATE SCENARIO

DOWN-RATE SCENARIO

RISK-BASED CAPITAL LEVEL

TOTAL CAPITAL

15,320
12,934

15,320

36,742

Note: Totals may not add due to rounding.




FEDERAL HOME LOAN MORTGAGE CORPORATION
Qualifying Subordinated Debt

December 31, 2006

SUMMARY

(Dollays in millions)

QUALIFYING SUBORDINATED DEBT PLUS TOTAL CAPITAL RESULTS (.2

TOTAL CAPITAL
TOTAL QUALIFYING SUBORDINATED DEBT .
TOTAL CAPITAL AND QUALIFYING SUBORDINATED DEBT

CAPITAL REQUIREMENT FOR 4.06% OF ON-BALANCE SHEET ASSETS
AND 0.45% OF NET MBS/PCs OUTSTANDING

36,584
6,018
42,602

37,576

1, Totals may not add due to rounding

4. Qualifying Subordinated Debt is defined as subordinated debt that contains the interest deferral feature. The interest deferral

requires the deferral of interest payments forup to 5 years ift
a) The corporation’s core capital falls below 125% of critical capital, or

b) The corporation’s core capital falls below minimum capite! AND, pursuant to the corporation's request, the Secretary of the
Treasury exercised discretionary authority to purchase the company's obligations under Section 306(c) of the Freddie Mac

Charter Act and Section 304(c) of the Fannic Mae Charter Act



OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT
1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

March 30, 2007

Honorable Christopher Dodd

Chairman

Commiittee on Banking, Housing, and Urban Affairs
United States Senate

Washington, D.C. 20510

Re: Notice of Final Fannie Mae Capital Classification at December 31, 2006

Dear Mr. Chairman:

Section 1364 of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992
and 12 C.F.R. § 1777.21 require that the Office of Federal Housing Enterprise Oversight
(OFHEO) determine the capital classification of the Federal National Mortgage Association
(Fannie Mae) not less than quarterly. On March 7, 2007, OFHEQ issued a notice of proposed
action indicating its intention to classify Fannie Mae as adequately capitalized at December 31,
2006, and requesting that Fannie Mae notify OFHEO by March 29, 2007, whether it intended to
accept the classification or provide a response. Fannie Mae responded that it took no exception to
the proposed capital classification.

Based on capital requirements in effect for the fourth quarter of 2006, OFHEO hereby provides
notice that Fannie Mae is classified as adequately capitalized at December 31, 2006. The final
capital classification is based on Fannie Mae’s best estimates of its financial condition, as
certified and represented as true and correct by Fannie Mae’s management, but remains subject to
revision during Fannie Mae’s re-audit and accounting restatement process.

As indicated in the enclosures, at December 31, 2006, Fannie Mae’s adjusted] OFHEO-directed
capital requirement was $38.131 billion, its adjusted statutory minimum capital requirement was
$29.332 billion, its adjusted critical capital requirement was $15.134 billion, and its risk-based
capital requirement was $26.870 billion. Thus, Fannie Mae’s adjusted core capital of $42.295
billion at December 31, 2006, exceeded the OFHEO-directed capital requirement by $4.163 billion

! The term “adjusted” reflects that Fannie Mae’s minimum capital submissions adjust book capital based upon
estimated accounting change tmpacts.



and the critical capital requirement by $27.161 billion. Fannie Mae’s total capital of $43.046
billion at December 31, 2006, exceeded the risk-based capital requirement by $16.176 billion.

Further, Fannie Mae has maintained a capital surplus throughout the quarter in accordance with
the Capital Restoration Plan, approved February 17, 2005, and the Consent Order dated May 23,
2006. The final capital classification does not alter or amend the Capital Plan or the Consent
Order.

Separately, OFHEO determined that Fannie Mae’s total capital and qualifying subordinated debt
exceeded the requirements outlined in the agreement dated September 1, 2005.

The enclosures summarize OFHEO’s calculation of Fannie Mae’s minimum, critical and risk-
based capital and total qualifying subordinated debt levels at December 31, 2006.

Please contact me if you have questions or concerns regarding this matter.

Sincerely,

ames B. Lockhart 1T
Director

Enclosures



FEDERAL NATIONAL MORTGAGE ASSOCIATION
Minimum, Critical and Risk Based Capital Levels
Pecember 31, 2006

SUMMARY

(Dollars in millions)

COMPONENTS OF THE MINIMUM CAPITAL LEVEL
MINIMUM CAPITAL LEVEL - Adjusted, Statutory Requirement
MINIMUM CAPITAL LEVEL - Ad justed, OFHEQ-directed Reguirement

CORE CAPITAL - Adjusted

29,332

38,131

42,295

COMPONENTS OF THE CRITICAL CAPITAL LEVEL
CRITICAL CAPITAL LEVEL - Adjusted

CORE CAPITAL - Adjusted

15,134

42,295

STRESS TEST SCENARIO RESULTS
UP-RATE SCENARIO
DOWN-RATE SCENARIO
RISK-BASED CAPITAL LEVEL N

TOTAL CAPITAL

26,870
9,134

26,870

43,046

Note:v Totals may not add due to rounding.



FEDERAL NATIONAL MORTGAGE ASSOCIATION
Qualifying Suberdinated Debt

December 31, 2006

SUMMARY

{Dollars in millions)

QUALIFYING SUBORDINATED DEBT PLUS TOTAL CAPITAL RESULTS ¢,2

TOTAL CAPITAL
TOTAL QUALIFYING SUBORDINATED DEBT
TOTAL CAPITAL AND QUALIFYING SUBORDINATED DEBT

CAPITAL REQUIREMENT FOR 4.0% OF ON-BALANCE SHEET ASSETS
AND 0.45% OF NET MBS/PCs OUTSTANDING

43,046
7,660
50,705

1. Totals may not add due to rounding

2. Qualifying Subordinated Debt is defined as subordinated debt that contains the interest deferral feature, The interest deferral

yequires the deferral of interest payments for up to 5 years if:
) The corporation’s core capital falls below 125% of critical capital, or

b) The corporation's core capital falls below minimum capital AND, pursuant to the corporation’s request, the Secretary of the
Tressury exercised discretionary authority to purchase the company's obligations under Section 306(c) of the Freddie Mac

Charter Act-and Section 304(c) of the Fannie Mae Charter Act




OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT

1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

March 30, 2007

Honorable Spencer Bachus
Ranking Minority Member
Committee on Financial Services
House of Representatives
Washington, DC 20515

Re: Notice of Final Fannie Mae Capital Classification at December 31, 2006

Dear Congressman Bachus:

Section 1364 of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992
and 12 C.F.R. § 1777.21 require that the Office of Federal Housing Enterprise Oversight
(OFHEO) determine the capital classification of the Federal National Mortgage Association
(Fannie Mae) not less than quarterly. On March 7, 2007, OFHEOQ issued a notice of proposed
action indicating its intention to classify Fannie Mae as adequately capitalized at December 31,
2006, and requesting that Fannie Mae notify OFHEO by March 29, 2007, whether it intended to
accept the classification or provide a response. Fannie Mae responded that it took no exception to
the proposed capital classification.

Based on capital requirements in effect for the fourth quarter of 2006, OFHEQ hereby provides
notice that Fannie Mae is classified as adequately capitalized at December 31, 2006, The final
capital classification is based on Fannie Mae’s best estimates of its financial condition, as
certified and represented as true and correct by Fannie Mae’s management, but remains subject to
revision during Fannie Mae’s re-audit and accounting restatement process.

As indicated in the enclosures, at December 31, 2006, Fannie Mae’s adjusted’ OFHEO-directed
capital requirement was $38.131 billion, its adjusted statutory minimum capital requirement was
$29.332 billion, its adjusted critical capital requirement was $15.134 billion, and its risk-based
capital requirement was $26.870 billion. Thus, Fannie Mae’s adjusted core capital of $42.295
billion at December 31, 2006, exceeded the OFHEO-directed capital requirement by $4.163 billion

! The term “adjusted” reflects that Fannic Mae’s minimum capital submissions adjust book capital based upon
estimated accounting change impacts.



and the critical capital requirement by $27.161 billion. Fannie Mae’s total capital of $43.046
billion at December 31, 2006, exceeded the risk-based capital requirement by $16.176 billion.

Further, Fannie Mae has maintained a capital surplus throughout the quarter in accordance with
the Capital Restoration Plan, approved February 17, 2005, and the Consent Order dated May 23,
2006. The final capital classification does not alter or amend the Capital Plan or the Consent

" QOrder.

Separately, OFHEO determined that Fannie Mae’s total capital and qualifying subordinated debt
exceeded the requirements outlined in the agreement dated September 1, 2005.

The enclosures summarize OFHEQO’s calculation of Fannie Mae’s minimum, critical and risk-
based capital and total qualifying subordinated debt levels at December 31, 2006,

Please contact me if you have questions or concerns regarding this matter.

Sincerely,

ames B. Lockhart I11
Director

Enclosures



FEDERAL NATIONAL MORTGAGE ASSOCIATION
Minimum, Critical and Risk Based Capital Levels
December 31, 2006

SUMMARY

{Doltars in millions)

COMPONENTS OF THE MINIMUM CAPITAL LEVEL

MINIMUM CAPITAL LEVEL - Adjusted, Statutory Requirement 29,332
MINIMUM CAPITAL LEVEL - Adjusted, OFHEO-directed Requirement 38,131
CORE CAPITAL - Adjusted 42,295

COMPONENTS OF THE CRITICAL CAPITAL LEVEL

CRITICAL CAPITAL LEVEL - Adjusted 15,134

CORE CAPITAL - Adjusted 42,295

STRESS TEST SCENARIO RESULTS

UP-RATE SCENARIO 26,870
DOWN-RATE SCENARIO 9,134
RISK-BASED CAPITAL LEVEL ' 26,870
TOTAL CAPITAL 43;046

Note: Totals may not add due to rounding.



FEDERAL NATIONAL MORTGAGE ASSOCIATION
Quaslifying Subordinated Debt

December 31, 2006

SUMMARY

{Dollars in millions)

QUALIFYING SUBORDINATED DEBT PLUS TOTAL CAPITAL RESULTS (.2

TOTAL CAPITAL
TOTAL QUALIFYING SUBORDINATED DEBT
TOTAL CAPITAL AND QUALIFYING SUBORDINATED DEBT

CAPITAL REQUIREMENT FOR 4.0% OF ON-BALANCE SHEET ASSETS
AND 0.45% OF NET MBS/PCs OUTSTANDING )

43,046
7,660
50,705

41,798

1. Totals may not add due to rounding
2. Qualifying Subordinated Debt is defined as subordinated debt that contains the interest deferral feature. The interest deferral
requires the deferral of interest payments for up to 5 years if;
a) The corporation's core capital falls below 125% of critical capital, or
b) The corporation’s core capital falls below minimum capital AND, pursuant to the corporation's request, the Secretary of the
Treasury exercised discretionary authority to purchase the company's-obligations under Section 306(c) of the Freddie Mac
Charter Act and Section 304(c) of the Fannie Mae Charter Act




OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT
1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

March 30, 2007

Honorable Spencer Bachus
Ranking Minority Member
Committee on Financial Services
House of Representatives
Washington, DC 20515

Re: Notice of Final Freddie Mac Capital Classification at December 31, 2006

Dear Congressman Bachus:

Section 1364 of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992
and 12 C.F.R. § 1777.21 require that the Office of Federal Housing Enterprise Oversight
(OFHEOQ) determine the capital classification of the Federal Home Loan Mortgage Corporation
(Freddie Mac) not less than quarterly. On February 27, 2007, OFHEO issued a notice of proposed
action indicating its intention to classify Freddie Mac as adequately capitalized at December 31,
2006, and requesting that Freddie Mac notify OFHEO by March 29, 2007, whether it intended to
accept the classification or provide a response, Freddle Mac responded that it took no exception
to the proposed capital classification.

Based on capital requirements in effect for the fourth quarter of 2006, OFHEO hereby provides
notfice that Freddie Mac is classified as adequately capitalized at December 31, 2006. The final
capiial classification is based on Freddie Mac’s financial results, as certified and represented as
true and correct by Freddie Mac’s management, and consistent with the 2006 information
statement and annual report issued on March 23, 2007.

As indicated in the enclosures, at December 31, 2006, Freddie Mac’s OFHEO-directed capital
requirement was $33.597 billion, its statutory minimum capital requirement was $25.844 billion, its
critical capital requirement was $13.237 billion, and its risk-based capital requirement was $15.320
billion. Thus, Freddie Mac’s core capital of $36.170 billion at December 31, 2006, exceeded the
OFHEO-directed capital requirement by $2.573 billion and the critical capital requirement by
$22.933 billion. Freddie Mac’s total capital of $36,742 billion at December 31, 2006, exceeded the
risk-based capital requirement by $21.422 billion.



Freddie Mac has maintained a capital surplus in accordance with the capital directive issued by
OFHEO on January 28, 2004. The final capital classification does not alter or amend the capital
directive, '

Separately, OFHEOQ determined that Freddie Mac’s total capital and qualifying subordinated debt
exceeded the requirements outlined in the agreement dated September 1, 2005.

Please contact me if you have questions or concems regarding this matter.

Sincerely,

Enclosures



FEDERAL HOME LOAN MORTGAGE CORPORATION
Minimum Capital Level

December 31, 2006

SUMMARY

{Dollars in millions)

COMPONENTS OF THE MINIMUM CAPITAL LEVEL
ON-BALANCE SHEET ASSETS
OFF-BALANCE SHEET OBLIGATIONS

MBS and Equivalents
Commitments

OTHER OFF-BALANCE SHEET OBLIGATIONS
Interest Rate and Foreign Exchange Rate Contracts
Sold Portfolio Remittances Pending
Other Off-Balance Sheet Obligations
MINIMUM CAPITAL - Statutery Requirement
MINIMUM CAPITAL - OFHEQ-directed Requirement

CORE CAPITAL

20,164

4,981
525

96
13
65
25,844

33,597

36,170

Note: Totals may not add due to rounding.



FEDERAL HOME LOAN MORTGAGE CORPORATION
Critieal Capital Level

December 31, 2006

SUMMARY

(Dollars in millions)

COMPONENTS OF THE CRITICAL CAPITAL LEVEL

ON-BALANCE SHEET ASSETS 10,082
OFF-BALANCE SHEET OBLIGATIONS 3,156
CRITICAL CAPITAL LEVEL R 13,237
CORE CAPITAL 36,170

Note: Totals may not add due to rounding,



FEDERAL HOME LOAN MORTGAGE CORPORATION
Risk-Based Capital Level

December 31, 2006

SUMMARY

{Dollars in millions)

STRESS TEST SCENARIO RESULTS
UP-RATE SCENARIO
DOWN-RATE SCENARIO

RISK-BASED CAPITAL LEVEL

TOTAL CAPITAL

15,320
12,934

15,320

36,742

Note: Totals may not add due to rounding.




FEDERAL HOME LOAN MORTGAGE CORPORATION
Qualifying Subordinated Debt

December 31, 2006

SUMMARY

(Dollars in millions)

QUALIFYING SUBORDINATED DEBT PLUS TOTAL CAPITAL RESULTS (.2

TOTAL CAPITAL 36,584
TOTAL QUALIFYING SUBORDINATED DEBT ) . 6,018
TOTAL CAPITAL AND QUALIFYING SUBORDINATED DEBT 42,602

CAPITAL REQUIREMENT FOR 4.0% OF ON-BALANCE SHEET ASSETS
AND 0.45% OF NET MBS/PCs OUTSTANDING 37,576

1. Totals may not add due to rounding
2. Qualifying Subordinated Debt is defined as subordinated debt that contains the interest deferral feature. The interest deforral
requires the deferral of interest payments for up 1o 5 years if.
a) The corporation's core capital falls below 125% of critical capital, or
b) The corporation's core capital falls below minimum capital AND, pursuant to the corporation’s request, the Secretary of the
Treasury exercised discretionary authority to purchase the company's obligations under Section 306{c) of the Freddie Mac
Charter Act and Section 304(c) of the Fannic Mae Charter Act




Mnited Dtates Denate

WASHINGTON, DC 20510

April 2, 2007

Mr. Daniel H. Mudd

Chief Executive Officer
Fannie Mae

3900 Wisconsin Avenue, NW
Washington, DC 20016-2892

Dear Mr. Mudd:

As you know, in July 2002, Fannie Mae reached an agreement with the U.S. Department of
Treasury, the Office of Management and Budget (OMB), the Securities and Exchange
Commission (SEC), and the Office of Federal Housing Enterprise Oversight (OFHEO} o
register its common stock and start filing financial reports with the SEC. At the time, SEC
Chairman Harvey Pitt said this agreement was “irrevocable without SEC approval.”

According to a letter from OFHEO Director James Lockhart, Fannie Mae has registered
with the SEC but has still not filed financial statements for 2005 and 2006. What is the
-ason for this non-compliance? Please provide us with a specific timeline as to when

vannie Mae will be current and timely with its SEC reporting.

We understand that Fannie Mae’s special exemption from having to delist from the stock
exchange will end this year. We are very concerned that this exemption sends the wrong
message to our capital markets. Do you anticipate being current and timely with Fannie

Mae’s SEC reporting before December 31, 2007? Have you had any discussions with the
stock exchange or the SEC about getting a further extension?

We would appreciate your timely response to these concerns and questions. Thank you.

Cueeck ey

enator Chyd(ﬂ?fgel

Sisabess The

Senatﬁlizabeth Dole

Sincerely,
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MELVIN L WATT

COMMITTEES
12td DistaicT FINANCIAL SERVICES
NORTH CAROLINA

SUDICIARY

Congress of the Wnited States

1bouse of Repregentatives
Washington, BE 20515-3312

April 13, 2007

The Honorable James B. Lockhart, 111

Director

Office of Federal Housing Enterprise Oversight
1700 G Street, NW '
Washington, D.C. 20552

Dear Mr. Lockhart,

[ write to follow up on testimony you gave on GSE reform before the House
Committee on Financial Services on March 15, 2007. At the Committee hearing, T asked

you a series of questions and expressed concern about White House interference in
OFHEO’s independent evaluations.

Specifically, I asked you to assure me that there are not emails or any other
correspondence reflecting contact between OFHEO and the White House with respect to
financial evaluations or reports that OFHEO has issued or in the shaping of reactions to
proposed legislation. I also asked whether at any point and in violation of any of the non-
disclosure provisions under 18 U.S.C. Section 1905, or any other statute that you are
aware of, OFHEO released any information that it should not have. In responding to both
questions, you stated you have only been in your position of OFHEO Director for nine
months, and, accordingly, were unable to speak on time periods prior to your time of
service. You committed, however, to go back and review and to report your findings and
provide copies of notes, correspondence, telephone records, ete. that would allow us to
make an independent evaluation of your findings.

Almost 30 days have elapsed since the Committee hearing. Before the hearing
~ record is closed, I want to reaffirm your commitment to answer the questions I posed to
you and to provide all related documentation. In preparing your response, please review
the time period of January 2000 to present. In addition to your written response, please
provide copies of any documents reflecting contact between OFHEO and the White

House with respect to GSE regulation, as well as any documents indicating that OFHEQ
released any information in violation of 18 U.S.C. Section 1905.

Peease Resronn To:

' 2236 RavauRN HoUSE OFFice Buwbing ] 1230 West Monencno SraceT [ 20t 8oums Grese Srager
WaBHINGTON, DC 20516~3312 Suive 306 Surre 210
{202) 225-1610 :

CuarLOTTE, NC 28208-5214 GrResNsuoRo, NC 27408
Fax: {202) 225-1512 (704} 344-9950

{330) 275-9850
nc12.public@mall.houss.gov Fax: {704} 344-3971 Fax: {336} 3760651

PRINTED ON REQYCLED PAPER
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As you stated at the hearing, having been an independent regulator in three
government jobs, you understand the importance of independence. I am a very hardy
supporter of a strong and independent regulator. [ hope we can work together to achieve
this goal. Your attention to this matter is greatly appreciated.

Sincerely,

\4\\&0»“\ ’ZE Cb%t\

Melvin L. Watt

MLW/hew
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JOB NO. 0615
DESTINATION ADDRESS 32254254
PSWD/SUBADDRESS

DESTINATION ID

ST. TIME 05/03 10:38
USAGE T 03'21

PGS. 28

RESULT OK

1700 G STREET, NW, WASHINGTON, DC 20352
(202) 414-3800 FAX: (202) 414-3823

*FAX TRANSMITTAL*
To: Terrie Allison Date: May 3, 2007
Office oft Committee on Financial Service Time: 10:14 AM

Facsimile Number: 202.225.4254

From: James B. Lockhart IT1

Telephone No.: 202.414,3801

Office of: Page |

of w73

Notes/Comments:
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1700 G STREET, NW, WASHINGTON, DC 20552
(202) 414-3800 FAX: (202) 414-3823

*FAX TRANSMITTAL*
To: Terrie Allison  Date: May 3, 2007
Office of: Committee on Financial Service Time: 10:14 AM
Facsimile Number: 202.225.4254
From: James B. Lockhart II1 Telephone No.: 202.414.3801

Office of: Page 1 of 297, 23

Notes/Comments:

7 /@W(PyL v rechine

The information contained in this facsimile message (and/or documents accompanying it} is intended for the use of the individual
or entity named above and may contain information that is privileged, confidential, or otherwise protected from disctosure. If the
reader of this message is not the intended recipient or is the employee, or agent responsible for delivering it to the intended
recipient, the reader is hereby notified that any dissemination, distribution or copying of this communication is strictly

prohibited. 1f you have received this message in error, please notify us by telephone immediately and return the original message
to us at the above address via the U.S. Postal Service. Thank you.
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HEARING ON LEGISLATIVE PROPOSALS ON
GOVERNMENT -SPONSORED ENTERPRISE REFORM
Thursday, March 15, 2007

U.S. House of Repregentatives,
Committee on Financial Services,

Washington, D.C.

The committee met, pursuant to notice, at 10:04 a.m., in
Room 2128, Rayburn House Office Building, Hon. Barney Frank
[chairman of the committee], presiding.

Present: Representatives Frank, Bachus, Kanjorski,
Waters, Maloney, Watt, Meeks, Moore of Kansas, Hinojosa,
Clay, Lynch, Miller of North Carolina, Scott, Cleaver, Bean,
Davis, Sires, Hodeé, Ellison, Perlmutter, Murphy, Donnelly,
Baker, Royce, Gillmor, Biggert, Shays, Miller of California,
Hensarling, Garrett, Pearce, Neugebauer, Campbell, Bachmann,

and Roskam.
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997

STATEMENT OF JAMES B. LOCKHART III

Mr. LOCKHARf. Chairman Frank, Ranking Member Bachus,
members of the Committee, and certainly Congressman Shays,
thank you for inviting me here today to discuss the very
important issue of GSE reform and H.R. 1427.

I am grateful to you for your hard work in reaching what
I believe is a balanced approach to needed reforms. It is
time for action.

Housing and home ownership are critical components of -
the Aﬁerican dream and the American economy. Together, the
12 Federal Home Loan Banks, Fannie Mae and Freddie Mac, are
involved in 46 percent of the total mortgage debt outstanding
in this country. Their total debt and guaranteed MBS of $5.4
trillion is larger than the public debt of the United States.

Like all financial institutions, the housing GSEs face a
full range of risk, including mdrke% credit and operationalv
risk, only on a larger and more concentrated scale.

Fannie Mae, Freddie Mac and several of‘the Federal Home
Loan Banks have experienced serious difficulties handling
those risks in the past.

Current remediation efforts will help réduce but noﬁ

eliminate those risks. OFHEO will be making its annual

report to Congress in early April. It will show that Fannie
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998| Mae and Freddie Mac are making progress but still have many

993| problems to correct.

1000 Their, and frankly OFHEO’s performance, fell far short
1001 of what Congress expected. In my view, the most important
1002} lesson learned is the compelling need for legislation.

1003 The new regulator must ensure that the GSEs operate in a
1004} safe and sound manner and support affordable hpusing and BFQL/
1005 liquidity and.% stability of the wmortgage market.

1006 - The new regulator must also understand the GSEs’

1007| accountability to their shareholders to earn a fair return,
1008| and that the GSEs are not subject to the normal market

1009 disciplines;

1010 I am very pleased that there is a general consensus that
1011| the new GSE regulator’s authorities should be similar to

1012] those of bank regulators. Reform must be built on this bank
1013 regulator model.

1014 The new regulator must have regulatory, supervisory and
1015| enforcement powers equivalent to the bank regulators,

1016| including receivership powers. Receivership powers provide
1017| one way to prevent problems in one financial institution from
1018| spilling over to others, and might enhance market discipline.
1019 As Controller General David Walker said, and I quote,
'1020| ‘A single housing GSE regulator will be more objective,
1021| efficient, effective, and prominent than the two separate

1022 bodieg.’"
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1023

1024
1025
1026
1027
1028
1029
1030
1031
1032
1033
1034
1035
1036
1037
1038
1039
1040
1041
1042
1043
1044
1045
1046

1047

It is critical that the new rsgulator respect the
differences and the similarities of the enterprises and the
banks. Just like the bank regulators, the new GSE régulator
ﬁeeds to have both safety and soundness powers, as well as
HUDbgpgission and new product authorities.

It also needs independent litigating and budgeting
authority. OFHEO is the only safety and soundness regulator
that must be congressionally appropriated. Without relief

from the continuing resolution, planned resources and

~critical supervisory areas will have to be cut this year.

Minimum capital rules are lower than other financial
institutions, and the risk based capital rule must be
modernized. The regulator needs authority to édjust both the
minimum and risk based capital requirements through an open
rule making process, supplemented by the ability to respond
quickly to cﬁanging conditions. |

From 1990 to 2005, Fannie Mae’'s and Freddie Mac’s
portfolio’s grew out of control. They grew tenfold}gver $1.4

trillion. Over half their portfoling are invested in their

v

own MBSY, and less than 30 percent meet HUD's affordab%%ﬁﬁy
housing goals. |

H.R. 1427 provides specific guidelines to the regulator
of using an open rule making process to better focus the
portfoliots on their missions while considering the risk.

This process needs to consider their ongoing support of the
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1048

1049

1050

1051

1052

1053

1054

1055

1056

1057

1058

1059

1060

mortgage market.

Last year, in 2006, despite the growth restrictions we
have oﬁ gg%vportfolio%é and stiff competition, their total
book of business including their i ‘ENﬁBS~issue,.grew
eight percent. TE}E+’

It is time to move forward on legislation to create a
new stronger GSE regulator, and assure the safety and
soundness of the housing GSEs and their full dedication to
their'important mission of supporting the iiquidity and
stability of the mortgage market and affordable heusingey

Thank you.

[The statement of Mr. Lockhart follows:]

kkkkkkkkkk INSERTH***kkhkhkh*
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we have certainly pointed that out to themn.

Ms. WATERS. Could you be specific about one of the
remediation means or one area of remediation .that you have
been involved with that has changed the way they operate inv
any appreciable way? |

Mr. LOCKHART. We certainly have a whole series of
different areas we have been involved with.

Ms. WATERS. dJust give me one.

Mr. LOCKHART. Certainly the accounting, the risk

management. They have hired new rigk management teams. We

‘have been working with the risk management teams, market

credit and especially operational risk management teams, and
working with them to improve.

Ms. WATERS. Can you tell me why you think the way the
Board is constructed for the GSEs needs to be changed?

Mr. LOCKHART. At the moment, both Fannie and Freddie’s
Boards do not have any presidéntially appointed directors.
To me, the‘Boards are working very effectivély at the moment.

The process is that they have head hunters that go out
and really get very high quality people. We vet them to make
sure that we think they are acceptable, and then they are
voted in by the shareholders.

The%é/Boards are working extremely hard at these two
companies, giVen the amount of remediation to do, and we

think it is an effective governance structure,.
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1487
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1506
1507

1508

" 1509

1510

1511

Ms. WATERS. You think that for the future, the Boards
should have and keep the presidentiél appointees?

Mr. LOCKHART. I do not think it 1s necessary and there
are some conflicts of interest with presidential appointees,
and qerin to me, the more reaéénable structure is to
have directors elected by the shareholders.

Ms. WATERS. Can you tell me why you believe that you
need not to be reviewed and come under the appropriations
process?

Mr. LOCKHART. The appropriations process is a very
cumbersome process for an agency that has to respond quickly
to problems. We have been in existence for about 15 years, q%v
13 of them, we have had a continuing resolution. That makes
it very hard to plan.

e

At the moment, we are imr last year’s budgeted amount of
$60 million. We asked for $67.5 million. Mgggvof that is
going to the litigation that we really have no control over,
but we have to respond to the judges.

Ms. WATERS. Is‘that not true of all the agencies of
government -that have to go through the appropriations
process? ‘

Mr. LOCKHART. Many of them have similar issues, but I do
not think the same. I Ehink the better analogy is to all the
bank and financial regulators, which do not have to go

through the appfopriations process,
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think you made a statement that we did not have an African
American in management. We actually do.

Ms. WATERS. You found dne?

Mr. LOCKHART. She is very, very talented,acame off Wall
Street. ) -

Ms. WATERS. I know, I just said'you found one. You have
one? O-n-e.

Mr. LOCKHART. One; yes.

Ms. WATERS. Thank you.

The CHAIRMAN. The gentlewoman from Illinois.

Mre. BIGGERT. Thank you, Mr. Chairman. I would like tc'
go back to the affordable housing fund section of the bill.
As I said in my'opening statement that HUD has the
responsibility of establishing a formula to allocate funds to
the states and to‘the tribes. And then they would determine
which organizations receive the funds. Mr. Cornick, the
rfunds then go to the states, what normally would the states
do if that is the administration that goes to--the funds
would go to the states?

Mr. CORNICK. Right, bﬁt under the Home Program, undexr
the Home Program--well, we have a couple. The Home Program
works off of participating jurisdictions. The CDBG program
works off of states as well as off entitlement communities,
et cetera. And so we have a couple of different methods that

substantial sums of HUD money are funneled out to the
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I want to get on to the record here if I can.

First of all, Mr. Lockhart, you are familiar with
gomething called Operation Noriega, have you ever heard that
term before?

Mr. LOCKHART. No, I am not sure I have.

- Mr. WATT. Okay. There were reports circulated that
somebody in the White House had more than a passing interest
in how this new reguiatory framework got formulated and may
have had pretty aggressive interest in the reports that wefe
done evaluating the GSEs performance. I also serve on
Judiciary, and we have seen over the last couple of weeks
reveiations about the administration being engaged in things,
I mean thé White House itself being engaged in things we
thought were in many respects much, much more independent.
Can each of the three witnesses give me assuranceg today that
there is not emails, paper trails, interference from the
White House, either in the reports that_OFHEO has issued up
to this point, the financial evaluations or reports, or in
the shaping of reactions to the legislation here or
legislation in general? Mr. Lockhart first.

Mr. LOCKHART. Certainly, I am an independent regulator.

In fact, I have been an independent regulator in_three jobs

) Vr"_ ' , (ar Fee
in the govermmentéso I un and independence PBGC
—_— we OFH / ——

and Social Securityf and I think it is very important,t&/b
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Mr. WATT. You agree with me then that it would be
inappropriate for somebody in the White House to be
interfering in an independent regulator’'s evaluation of
conduct?

Mr. LOCKHART. I agree with that and certainly in my nine
months there, there has not even been a hint of that.

Mr. WATT. I think this would go back prior to your nine

months there so I am seeking your assurance that that kind of

 inappropriate activity has not taken place to your knowledge

prior to your nine months there, I want you to speak beyond
your nine months there, M¥. Lockhart?

Mr. LOCKHART. Well, again, I can tell you the most
important report we put out since I have been there is the
special examiﬁation of Fannie Mae.

Mr. WATT. I am talking about conduct that may‘have
occurred prior to your being there, Mr. ﬁockhart. You are
hére on behalf of the agency, I am asking you about whether
vou have any knowledge of any emails, any correspondence
whatsoever that may have even come close to the line about
shaping the reports that OFHEO has issued?

Mr. LOCKHART. No, I -am not.

Mr. WATT. Okay. And, Mr. Steel, Mr. Cornick, do you
have any?

Mr. STEEL. No, sir.

Mr. CORNICK. Absolutely not.
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companies, we put out a quarterly capital report, which has

information on them, and we are required by law to put this

annual report to Congress that has information éﬁ)it,‘which
is somewhat different that the other regulators.

Mr. WATT: And can I get your commitment to go back and
review those prior disclosures so that we can be assured that
this independence and this stronger regulation is accompanied
by responsibility that is transparent also?

Mr. LOCKHART. I certainly believe in that, and we will

~certainly look at that. I think it is very, very important

for a regulator not to be political.

Mxr. WATT. Can I just ask him to do one other thing; I
want to ask him a question, to take a closer look at the
provisions of 18 U.S.C., Section 1905 and see whether there
might need to be some clarification in this bill that we are
consideriﬁg that makes those responsibilities of OFHEO more
concrete and transparent so the public has confidence not
only in what the GSEs are doing but in what this stronger,
more indepehdent, more public and powerful regulator is
doing?

Mr. LOCKHART. I certainly will look at that. T have
just been told that is the Trade Secrets Act you are talkingy
about, that cite there, and certainly we will look at it.

Mr. WATT. I think this goes well beyond trade secrets

the way I read thisg.
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way to becoming law.

The question I have for Mr. Lockhart is the legislation
we are considering today, sir, charges the new director with
developing standards by which the enterprises’ portfolio
holdings ‘'‘will be deemed to be consistent with’’ their
mission and safe and sound operations, as you read this
1angua§e, do you believe it would permit the director to set
quantitative standards, that is standards to prescribe a
specific level or range for the portfolio holdings or does it
contemplate standards that are more qualitative in nature?
What sorxrt of considerations should the director take inté
account in assuring the safety and soundness of the GSEs?

Mr. LOCKHART. I think the legislation could set
quantitative, or at least ranges, as well as qualitative
standards. Certainly, I think the legislation/ﬁiévéives very
good guidance to the regulator ééathat it should be looking
at the liquidity of the market and the entities,lit should be
looking at the stability of the marketplace, it should maké
sufe that they are able to securitize Tes, which is -
their biggeét business, and also they should consider the
risk and very importantly affordable housing. Ané-so-f-think

Theloyg s fodh oo ;
-] et~ that the regulator has to
put the regulation out in about 180 days/jl would hope that

it could even be done quicker, and that there could be a

really goocd dialogue about the various factors going forward.
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Mr. GARRETT. Okay.

Mr. CORNICK. Moving to Work at HUD, that is a
(demonstration program that I believe has a 10 year history.

Mr. GARRETT. And then expired and did not morph into
something else? |

Mr. CORNICK. It continues to be reauthorized or
authorized through the appropriations procesgs.

Mr. GARRETT. Okay, so that is an example where we had a
Eemporary program, it was supposed to be temporary--

Mr. CORNICK. Actually, it has always been a
demonstration, it has never grown into a full-fledged
authorized stand-alone program.

Mr. GARRETT. So maybe I should have some concern that
even though both sides here believe that it should be
temporary, it may not be. ny#

Mr. LOCKHART. One example would be the Resolution Trust/
which was winding up the S&Ls. I think if you look at the
President’s proposals, one of the proposals is actually to
put forward a sunset commission to oversee these kinds of
things to make sure that programs that are no longer
necessary, are no longer working, are being shut down and

leﬁm ,  Ariiieotiatfr
in thls governmerrty

Mr. GARRETT. That is something that I would totally
agree with and if we have the agthority in this committee, I

would encourage the chairman--I do not think we do--to. try to

;W




HBAO74.000 PAGE 96

2237
2238
2239
2240
2241
2242
2243
2244
2245
2246
2247
2248

2249

2250

2251
2252
2253
2254
2255
2256
2257
2258
2259
2260

2261

look into sun-setting a number of programs. Going over to a
second area and that is the portfolios. Back in 1890, the

portfolio amounts fgr Fannie and Freddie was $136 billion.

By 2003, they were up to $1.6 trillion.

And the reason I give 2003 data is because that is what
I have in front of me because I understand that for both of
those funds, we do not have total financials until 2004 and
2005.

So my two questions fér you are this, will shrinking
their portfolios reduce systemic risk, (a)? And (b) can you
really answer any of these questions when it comes to
systemic risks and the size of their portfolio since we still
do not even have data that is less than three vears old? And
how do we wmove forward on any of this until we actually have
that data?

Mr. LOCKHART. Well, as the regulator, we do have the
data, some of it may be still estimates but we do have the
data, and we are certainly using that from a regulatory
standpoint. The'repﬁfgzgortfolios have come down about $200
billion since then and that is because the regulator took
action and asked them to put up more capital and the response
was to draw down their portfolios somewhat . Certainly, one
has to consider the size of the portfolioslas part‘of gsafety
and soundnessg, and I think it is an important issue.

The other thing about the portfoliosfglt is just one of
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their‘two businesses,-ande think.tﬁéé is important to
remember‘ggzgét is about only a third of their total book of
business and how they help the mortgage market. The other
two-thirds is their guaranteeing of MBS‘s and those
guarantees have credit risks, just like their portfolio, but
a lot less interest rate risk and operational risk.

Mr. GARRETT. And I think I have time for just more
question. Mr. Steel,vyou have not suggested any limit on the
amount of the GSE obligations that a bank may hold, that was
an idea proposed by the Clinton Treasury Department I believe
and included in some prior versions of this legislation. Do
you ;upport such?

Mr. STEEL. I think the key push for us has been, and
will be, to have a strong regulator. And if we make the GSEs
to be subject to good regulation Qith the right balance of
both the size and the capital required, then that is the
right anecdote for dealing with all the issues.

Mr. GARRETT. Okay, thank you.

The CHAIRMAN. The gentleman from Texas.

Mr. HINOJOSA. Thank you, Mr. Chairman. I want to thank
you and Ranking Member Bachus for bringing this important
issue for us to have this hearing on your bill., The outcome
after this important hearing on reform of enterprises and
Federal Home Loan Banks is very important to my congressional

district, as well ag to my state of Texas. I wish to ask my
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have input on this and then the strong regulator will apply
them over time. And that seems like‘the right prescription
to go with this situation.

Mr. HINOJOSA. Well, T am concerned that if you go ﬁoo
far that the low-income families in regiong like the one I
represent, where over 40 percent are below the national
poverty level, would never be able to own their dream home.
And so I am concerned that you folks just might go a little
bit too far to the right. And I would ask The chérable
Lockhart would you give me your views?

Mr. LOCKHART. Weil, first of all, I think regulatory
review of new products-is not unusual, either hn%ﬁé?banking
or in thedindustry. I am more familiar with the insurance
industry. What is maybe a little different here is the more
public nature of the reviews, but the regulator will put out

a regulation, and certainly if there are private parts that

should not be exposed to the public, that will not be

exposed.

But my view, again, is innovation is critical for these
companies, and I think we have to encourage that. At.the
moment, unfortunately because of their problems, they are not
really capable of innovéting and so what we need to do
aetua%i?yis help get them fixed. And then I think this would
be a very good process going forward to look at major new

products.
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more about this as we move forward because if see enough of
it in the evening news, sometimes it percolates ﬁo.a hearing,
you never can tell?

Mr. LOCKHART. Well, I certainly think that they have
extremely important role in the secondary market and this
legislation that is proposed‘r‘fhinér;ill only strengthen
that role. They not only have a portfolio but, as I said
earlier, they also are the major providers of securitized
MBS’s that back up the mortgage market. So I think this bill
will only strengthen them and strengthen their capability.

Mr. PEARCE. Mr. Cornick, any comments?

Mr. CORNICK. No, gir.

Mr. PEARCE. If we could go just a little bit furtherland
assess the strength--not just the strength of the market but
the activity that goes into the secondary market? I come
from a very poor district, probably $22,000 to $25,000 is our
average ingome and so secondary markets frankly play a very
large role in seeing that people in New Mexico get access, so
what happens if we constrict-the secondary markets
unnecéssarily? Are there elements of the business world that
are going to pick up those loans?

I think that loan pool right now is about $700
million--$700 billion, excuse me; it is almost a trillion
dollars to low-incomers and yet you can see it coming from

the evening news, they think we ought to sdueeze that down
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Mr. CLAY. Thank yod, Mr. Chairman. Thank you for
holding this hearing.  Mr. Lockhart, Chairman Frank’'s
legislation, H.R. 1427, would set the capital levels for
Fannie Mae and Freddie Mac. Congress set the capital levels
in the 1992 legislation as well. While I support giving you
bank-like authority to increase the capital levels when there
is a serious safety and soundness condition, I am very
concerned that you might over-interpret this authority to be
broader and more than we in the Congress intend.

What can you tell the committee today to give us
agsurances that we are all on the same page as to what
authority we are giving to the new regulator and how you
would use that authority if you were the new regulator?

Mr. LOCKHART. The legislation gives the regulator,
through an open rule-making process agatn%/the ability to
look at not only the wminimum capitallrules but alsoAthe
risk-based capital rules. On the risk-based side, the
present rules were in that 1992 legislatione mﬁll/le
model that is built out of it is not very effective and we
will definitely be looking to make it more effective.

On the minimum capital side, there is no doubt that
. . ) :

prevmemant Lot
there are limits in place. f/-TH&y are much iagzifr han,any
other financial institution but there is reason for that.
And there are some other reasons that they ma{Ppotentially

should be higher. As you probably know, at the present time,
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-we have a 30 percent add-on to that given the regulatory
risk, which makes instead of 2.5 percent, 3.25 percent. And
certainly that is a number that we are more comfortable with
at the moment considering the situation.

Mr. CLAY. Let wme get some clarification from you, Mr.
Lockhart. On January 19th, the Wall Street Journal Financial
Services Brief read, and I quote, ‘‘Fannie Mée OFHEO director
reveals a net logs at Fannie Mae.’’ Did you announce Fannie
Mae’s Ehird quarter financial results in mid-January 2007
before Fannie Mae released them to the public and did Fannie
Mae approve your release of this confidential information?

Mr. LOCKHART. We released that information when we put
out the capital report, which is a public document which is
information given to us from Fannie Mae that we are required
to put out guarterly. So we released that in late December.

. And through those numbers it showed that Fannie Mae had a
loss for the third quarter. We will/be capital numbers out
again at the end of this month.

Mr. CLAY. 2nd you are aware of 18 U.S. Code 1905 as far
as not being able to reveal étaﬁements of Fannie Mae?

Mr. LOCKHART. I think it was mentioned to me earlier.

Mr. CLAY. Okay, and your response earlier, I may not
have been here?

Mr. LOCKHART. My response is that the information you

are talking about was already out in the public sphere
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portfolio to be about what?
Mr. LOCKHART‘ é{g&ﬁzﬁqﬁ?e %gi;;géfhome mortgage values
aAe ﬁﬂmﬂ
in-—gert-of the-avérages—itstiket $130,000 o~ $150,000.

Mr. BAKER. In most cases that represents a LTV of 70
percent oxr less by my calculation? |

Mr. LOCKHART. That is correct.

Mr. BAKER. Which means if it is $150,000 and the person
has $50,000 eguity, that is a $200,000 house securing an
$150,000 loan kind of average. So it is not the customary
first-time home buyer that one might assume that these |
enterprises are principally engaged in. They are funding
middie America’s home ownership opportunities. And when you
look at their ability to meet the needs of low-income,
minorities, first-time home buyers, however we choose to
characterize it, in your view have they met or exceeded the
traditional market performance or have they lagged behind the

market?

Mr. LOCKHART. It is a tough issue to say whether they

. O o
have met the market performance. T think—tt—is—am issuelthat
it is hard for them to reach some of the really low income
LA/ erirt A -
affordabiiity.

Mr. BAKER. And that goes to the risk requirement because
when they buy sub-primes, they only take Class A’s, they do
not take the higher risk/lower credit score stuff in oxrder to

minimize their risk so their shareholders know their profit
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authority that they do not know have that this legislation
would provide?
Mr. LOCKHART. Well, I think the legislation really does

make a lot of sense bec?nse they do have a lot of hre—same’’
Hi Bs
similarities. Theggggifacﬂ’have portfolios. In fact, -they<—

Ahaﬂ~pe§%écit03“anﬂ?éwo of them got in very big trouble with

the risk management around those portfolios. So they do have
some-gé—%hérvery similar ty@ér&ssues going forward. They are
all hbusing GSEs, they are all in the marketplace, and it
really makes a lot of sense to me to have one regulator, as
Controller General Walker said, that oversees all the housing
GSEs to try to bring more prominence to the issue and also to
bring more efficiency and more effective regulatin%}'

Mr. SCOTT. Well, how do you see this benefitting the
marketplace?

Mr. LOCKHART.’WE&i;/I think a more efficient regulator
will benefit the marketplace. I think going forward that
Federal Home Loan Banks understand that having a stronger
regulator will help them retain Eheir shareholders and their
business.

Mr. SCOTT. But is not the current regulator doing the
job now? Where are they failihg? I do not see where this
problem is that it is necéssary to take the Federal Home Loan
folks and put them into this. If there was a problem with

‘the current regulator, then I c¢ould see that but nowhere has
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that been pointed out.

Mr. LOCKHART. Well, there are certainly issues gﬁﬁr@r1ﬁ52/

at the moment around the capital and especially the risk

related to the capital of the Federal Home Loan Banks. And,

as I said, there were certainly several that had some
gignificant problems.

Mr. SCOTT. All right, well, let me go to another
question I wanted to agk Secretary Steel. We have been on
this issue of GSE reform and last year the reform iegislation
died in the final hours of the session. And my question is
igs this administration committed, really committed to
negotiating in good faith to quickly finish action on GSE
reform?

Mr. STEEL. I am quite appreciative of that question. I
pledge to you that Treasury, of which I am affiliated, is
committed to that and would like--and is here today in
support of the bill. &And I believe, and you can--really in
some ways the guestion might be better answered by Chairman
Frank ag to the commitment and seriousness 6f intent. Aand I
pledge to you that is exactly why we are here and that we
have worked hard to get to this place and look forward, as
the expression was used I think the chairman, to getting the
ball over the goal line.

Mr. SCOTT. Well, are there areas that this committee is

considering in this legislation that the administration will
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why an institution’s capital requirements might be increased
to address specific concerns, maybe they are not current,
they need remediation, they lack appropfiate controls/ my
question is in those situations would you support returning
to the statutory minimum levels once those conditions have
passeé?

That is the first question. And the second is are there
any circumstances that you would by regulation permanently
increase capital levels above Congress’ mandated statutory
minimum capital levels?

Mr. LOCKHART. -If—yeu—leck-at rhe minimum capital rulest
ﬁ&dxhrwere set 15 years agof:Z;ese companies have changed

pretty dramatically since then, and I think you have to

‘re-look at the minimum capital rules. I am not saying they

have to be increased but I think they need to be re-looked
aﬁ, and pérticularly I think the operational risk that they
have so manifest over the last three or four years may mean
that there may have to be some extra chargei 1t may not be
the 30 percent, it could be lowexr, but going forward I think
there is such a large operational risk component to these two
companies, and they are in the process of remediating it but
it will never go away, so I think it is important as we go
forward to just re-look:at the minimum numbers.

Ms. BEAN. Let me just come back before I go to Mr.

Steel. So you are basically not necessarily supporting going
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back to the original levels once the conditions have been
met?

Mr. LOCKHART. I am not not supporting it at this point
but I think it is certainly an issue that we have to look at
given the large risk that these companies are taking.

Ms. BEAN. Can you be more specific of what specific
instance you would make those increased levelg permanent?

Mr. LOCKHART. Well, I think it would he done through, as
the legislation—gzzﬁiiabaaﬁ¥.thougﬁyan open rulemaking

{ dl'_fc,u;! € W )
process amt there would bepin that process, . _ reasons
for increasing it if that is what we thought was appropriate.

and then we would go back aﬁd forth, and I think we could
get a lot of input from a lot of different players.

Ms. BEAN. Okay. Mr. Steel?

Mr. STEEL. I think really that I approach it in a little
bit of a different lens but I think maybe to an answer that
will speak to the question. I think that the regulator
should be given the right tools and then by dent of the
trangparent rulemaking process, a sense of how people would
like those tools to be applied and then have the judgment .of
the regulator solve the puzzle. And proscribing in advance
whether it should be permahent or not permanent, roll—béck or
not roll-back is the wrong strategy. The regulator, as
developed by the bill, empowered and takes great advice from

the transparent rulemaking process and then has the

N
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responsibility to apply the right capital relative in a
risk-based approach to the assets. |
«Mg. BEAN. If I have a couple of seconds, let me ask a

further question to both of you as well. 1In Chairman Frank's
legislation, H.R. 1427, it charges the new director with
developing standards by which the enterprise’s portfolio
holdings would be deemed to be consistent with their mission
and safe and sound operations. Is YOur reading such that
systemic risk can be interpreted to be a factor or standard
by which the portfolio can be reduced or capped? v

Mr. LOCKHART. My reading of systemic risk is it is part
of a regulator’s job, it is party of safety and soundness,
that you have to make sure that they do not have a problem
that could spread risk to the rest of the financial system.
And so from that standpoint, yes, if they for some reason had
~sg§§fﬁg&§éyin their portfolios that could cause them a
dramatic problem that would spread to the rest of the
financial system, it would have to be considered.

Mr. STEEL. Yes.

Ms. BEAN. Thank you. I yvield back.

Mr. LYNCH. [Presiding] Thank you. Does the gentlemah
from Colorado have a question?

Mr. PERLMUTTER. Thanks, Mr. Chair. And I will get back
to systemic rigk-in a second. This is fo; all three of you,

what do you conesider the role of the director to be with
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respect to goals that are going to be established for
low—income, moderaté——low-income, moderate, four-plexes, all
that sort of stuff? And I am going through this statute just
as you all are and I am on about page 150, okay, what do you
consider the role to be, what do you expect to do if we pass

this legislation?

Mr. LOCKHART. Weli, first of all, it is a well-trodden
path, if_YUU"Wff;jlﬂﬂ)has looked and worked on that‘for many
yvears, and I think they have developed a good program. That
program would actually be brought over to their new
regulatory it would be merged into the new regulator. But
obviocsly the legislation has different rules and so working
with the'legislation, the new regulator wouidveefEaéﬁkfyée
guided by the legislation and work towards making sure that
the two enterprises’/get their affordable housing goals.

Mr. PERLMUTTER. So on an annual basis you would
establish goals?

Mr. LOCKHART. We would establish goals in accordance
with the proposed legislation, vyes.

Mr. PERLMUTTER. And if we added something about
energy-efficient mortgages to this legislation, would you
consider that as being a goal, if we added that as a goal?

Mr. LOCKHART. I had not really thought about that, I
would have to get back to you on that one.

Mr. PERLMUTTER. Okay. There has been a lot of
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What is the minimum capital for Fannie Mae and Freddie Mac

today?

_ | 4
Mr. LOCKHART. The minimum capital/zzgf;géggﬁgdige one

comparable to your 5 percent/?énd many banks hold well over 6
percent, as you kno@ is 2.5 percent. Theyyglso have to hold
.45 percent or 45 basis points against their mortgage- backed
gecurity guarantees.

Mr. PERLMUTTER. And then I heard you say that right now
because of regulatory risks, you are 30 percent above that?

Mr. LOCKHART. Right.

Mr. PERLMUTTER. What is a regulatory risk aﬁd does that "
have anything to do with a systemic risk? \{&};gééfg?hﬁﬁfﬁdﬁ#ﬂ

Mr. LOCKHART. The reason for putting on/Vit was ‘actually?—
kﬁ-ea:yzaperational risk, and it was related to the fact that
these companies could not produce financial statements, their
internal controls were not there, the risk management was not
there, their systems were not there, and they were high risk.

and so that extra 30 percent was put on which makes, I think

I said earlier, 3.25 percent.

Mr. PERLMUTTER. Do you think that the minimum capital
for these organizations needs to be increased or are you okay
with that 2.5 percent except for when there is this
regulatory risk factor?

| Mr. LOCKHART. I think it has to be loocked at.

Mr. PERLMUTTER. That is a good answer, it has to be
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loocked at, considered by you as the director or how will that
minimum capital be determined?

Mr. LOCKHART. Again, the way we would look at it is as
we look at qther ﬁinancial institutions,but*we—mefe~£>
ﬁ&a@%&éﬂé&uﬁgzclook at the risk inherent‘in these two
companies, and we will go through that process. And if we
think there needs to be a change, we would go through an open
rulemaking process and there would be cominents oanﬂgfﬁﬁxgs
then we would go through the normal -process.

Mr. PERLMUTTER. Okay. This gets more to the systenic
risk, and I would like you all three to comment on it, but
gomebody said this is a huge problem, there is a systemic
risk, and I can tell you walking the precincts of Axrvada,
colorado, regulation, re-regulation of Fannie Mae did not
come up once. I had a lot of other things that came up a
number ofhtimes_but not this. What difference does this bill
make to a resident of Arvada, Colorado? How is it going to

save them from something?

Mr. STEEL. Well, I will start I think if that is okay.

T think this is a good example, and I am sure you are right

that this did not come up when you were walking among your
constituents, but this is the right way of dealing with this
before it is a problem. We can look at this and Federal
Reserve chairmen, the laét two, have cdme and talked in this

group to you about this in the House, and we are completely




OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT

1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

April 25, 2007

The Honorable Melvin L. Watt

2236 Rayburn House Office Building
United States House of Representatives
Washington, D.C. 201515-3312

Dear Congressman Watt:

In your letter of April 13, 2007, you asked me to re-assert my responses to the quéstionf;
you posed to me concerning OFHEQ’s independence and protection of proprietary or
confidential information at the March 15 hearing.

As I said at the hearing, during my tenure the White House has not interfered with any
reports OFHEOQ has issued or the financial evaluations contained in those reports. During
my tenure, the key reports were the May 23, 2006 Report of Special Examination of
Fannie Mae and the 2006 and 2007 Annual Reports to Congress.

Since you inquired about actions prior to my tenure as Director, I asked the primary
exarniners who conducted the two special examination reports of Fannie Mae, our
associate director for compliance and our chief accountant, whether they had been the
object of any interference in their work. They indicated they had not been interfered with
either as to the content, direction, or timing of the reports, one issued in September 2004
and the other, as referenced above, in May 2006. Further, they indicated to me that the
final reports — as published — reflected what they found, what the evidence revealed and
did not diverge from their findings. Also regarding annual examination reports prior to
my tenure, [ asked the same question of our examiners-in-charge and they also indicated
that the reports — which are published in our Annual Report to Congress - reflected what
they found, what the evidence revealed and did not diverge from their findings.

One of OFHEO’s three strategic goals is to provide support for reform legislation. As
such, we have had extensive discussions with members of Congress, members of the
Administration, and interested parties. During these discussions, we have welcomed
input and given our opinions but there has been no interference by the White House.

As to release of confidential information, I asked our General Counsel, Alfred Pollard, to
summarize his knowledge of OFHEO’s practices concerning release of information, any
possible violations of law, and OFHEO’s processes for assuring that information is not
improperly released. I have enclosed a copy of that memorandum. You also asked
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whether clarification of 18 USC 1905 might be in order. I do not believe so. The
strictures of the Trade Secrets Act are well known, have been the subject of court review
and are made known throughout the agency as reflected in the enclosed memorandum.

I trust this is responsive to your questions during the hearing. As to other matters raised,
it would be beneficial to meet with you to discuss the information you are seeking.

Sincerely,

Enclosure

cC: The Honorable Barney Frank
Chairman, House Financial Services Committee

The Honorable Spencer Bachus
Ranking Member, House Financial Services Committee



OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT

1700 G STREET NW WASHINGTON DC 20552 (202) 414-3801

OFFICE OF THE DIRECTOR

May 7, 2007

The Honorable William Lacy Clay
U.S. House of Representatives

434 Cannon House Office Building
Washington, DC 20515-2501

Dear Congressman Clay:

I am pleased to respond to your questions from the March 15, 2007 hearing on GSE Reform
before the House Committee on Financial Services.

Question 1. Controls on Release of Information

I agree that it would be inappropriate for OFHEO to “leak” financial information about an
Enterprise to the media. Indeed, any unauthorized release of information at OFHEO could he
grounds for adverse personnel actions. To address media communications, OFHEOQ has strict
policies and requires all media contacts to be handled by our Office of External Affairs. OFHEO
has no need to “leak” information to the media. Our statute, enacted during crises facing the
thrift and banking industries, includes a presumption in favor of disclosure and it is the duty of
the Director to determine what information to release. Ultimately, I am responsible for releases
of information and our statute and internal rules and guidelines reflect that. As to information
printed by the media in 2005, I can confirm that our General Counsel inquired of our staff
regarding unauthorized releases of information and he found no instance of such releases.

You asked what controls OFHEO uses to protect against unauthorized releases of information.
Relevant controls at OFHEOQ are as follows:

OFHEO operates under strict rules and procedures, founded in a range of laws, in regards to any
release of information from the agency, be such release in response to congressional or external
inquiry or upon the decision of the Director. OFHEO maintains, by regulation and internal
guidelines, safeguards necessary and appropriate to protect supervisory information. This
includes information that OFHEO receives or generates that is nonpublic in nature. Such
information may be subject to legal privilege for the agency such as trade secrets and
commercial/financial information privilege, investigative privilege, examination privilege,
deliberative process privilege or any privilege that generally flows from the statutory exemptions
from disclosure under the Freedom of Information Act (FOIA). My experience has been one of
vigorous defense by OFHEO of not releasing information when protected by such privileges and
to do so only with compelling public interest, judicial order or, as provided in statute, with a
determination by the Director to permit such release.
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In many cases, OFHEO brings a potential release of information to the attention of an Enterprise

for its input and to address any concerns that may be voiced. This procedure is set forth in
OFHEO guidelines.

In sum, several federal laws apply. OFHEO has implemented these through regulation, an
Employee Nondisclosure Oath for new employees, a guideline on the release of information,
procedures for consideration of requests to release information and briefings for separating
employees on their ethics obligations after leaving OFHEO including non-disclosure of
information. This information is included as part of our annual ethics briefing for employees and
is included in information security briefings on data and systems integrity.

The following summarize applicable laws and OFHEO implementing regulations and guidelines:

A. Regulations -- OFHEO by regulation and internal guidelines addresses the protocol

for review of information prior to any external release to the public or other government
agencies.

1. Release of Information Regulation (12 CFR 1703) prohibits employees from
disclosing nonpublic information or releasing documents “[e]xcept as authorized

by this part [of the regulation] or otherwise necessary in performing official
duties.”

2. Privacy Act Regulation (12 CFR 1702) applies requirements of the Privacy
Act, 5 USC 552a, to protect personal information held at OFHEO.

B. Guidelines -- OFHEO guidelines provide specific procedures involving senior officers

“of the agency in review of external releases of information or of publications. Reviews
by the Office of General Counsel are required and experienced attorneys are assigned on
an ongoing basis to this function.

‘1. Guideline 105 Releasing Information sets forth OFHEOQ internal policy and
procedures for releasing information to non-OFHEQ persons or organizations, in
response to their requests for information and applies the strictures of FOIA (5
U.S.C. § 552), the Privacy Act (5 US.C. § 552a) and the Trade Secrets Act (18
U.S.C.A. §1905). OFHEO employees are directed to protect vigorously business

information in their possession as well as any information they generate for
OFHEO.

2. Guideline 108 Obtaining and Documenting Prior Management Approval to
Public and/or Present Research establishes internal clearance procedures for
approval to externally release research. The guidance includes review by Office
of General Counsel to consider any potential use of nonpublic information-- even
it is purportedly sanitized by aggregation or is a statistical analysis that arguably
could not be inferred or reconstructed by a third party-- to preclude any adverse
affect on the agency or Enterprises. Also, the clearance process requires review
by senior management for any policy issues or concerns. Research papers cannot
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be released externally (for publication, presentation, or third-party peer review)
without completion of internal clearance and written authorization of the Director.

3. Guideline 109 Management of Information Policy and Procedures for Release
of Information in OFHEO Publications creates a presumption that information
received from an Enterprise is to be reviewed prior to any public release.

C. Procedures -- Several items relating to procedure should be of interest to you. First,
the Office of General Counsel reviews and determines whether information may be
released pursuant to the Director’s statutory authorities and implementing rules, i.e., legal
standards that either prohibit or permit release (Trade Secrets Act, Privacy Act, FOIA). .
This review by OGC may include contact directly with the Enterprises for their input or
direction to the lead author or their supervisor to contact one or both Enterprises.

Second, OFHEO requirements under regulation and guidelines are referenced in the
OFHEO Employee Nondisclosure Oath and apply to current and former employees.
Third, the Enterprises have been encouraged in their information submissions to

characterize information or data as confidential or request confidential treatment where
appropriate.

As to current experience, [ have no suspicion of leaks and have undertaken a policy of
open discussion with the media that seeks to avoid any favoritism or other problems that
selective release of information could engender. Where possible, within OFHEO
guidelines, we may respond to a reporter’s question, however, in general we prefer that
information releases are provided contemporaneously to all relevant media outlets.

I see no need for additional statutory or regulatory direction on this matter. Current law,
made available to OFHEO employees at all times and embedded in our internal
procedures, provide clear guidance as to improper release of information, As the
responsible party, I have set a tone for adherence to those statutes. These laws, as you
know, contain both disciplinary sanctions including possible removal from federal
service and, in certain cases, criminal sanctions.

Question 2. OFHEOQO Culture

While I cannot speak to OFHEQ’s “culture” prior to my arrival, ] am satisfied that current
employees fully understand our responsibilities under law to serve the mission established by
Congress for oversight of Fannie Mae and Freddie Mac. My new Deputy Director, the senior
management team and I are all committed to maintain high standards of regulatory integrity in
private communications with the Enterprises. As to specific actions, I directed staff last year to
review all OFHEO internal materials and external communications with the Enterprises or other
government agencies to assure that we have appropriate reminders of the confidentiality of our
materials and of our communications. That has been put in place with standardized statements in
both. This is a daily reminder of our obligations.

It is not OFHEQO’s mission to assure the value of stock for shareholders or debt for debt holders.
Our mission is to assure safe and sound operations so the Enterprises may meet their
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congressionally-set obligations. Such oversight, as [ have testified, may benefit shareholders in
the long run by assuring the Enterprises are on a solid footing. Additionally, OFHEO has acted
to increase Enterprise disclosures that provide investors a stronger understanding of the

companies and enhances Enterprise access to capital markets to support their mission. This may
benefit shareholders and bondholders as well.

The stock price of an Enterprise is not a consideration, except if we believe the information to be
released may impact trading in the stock, in which case we would release it before the New York
Stock Exchange opens or after it closes in line with stock exchange practices.

Question 3. January Reports of Capital and Profit or Loss

I have reviewed the information released by OFHEO regarding Fannie Mae’s capital numbers
and gains or losses to the company as well as the relationship of this information to 18 USC
1905. There is no violation of law or regulation as OFHEO’s release and commentary on the
release fit within our required capital adequacy determination for the Enterprise. When I said on
January 18, 2007, that both Enterprises had losses in the third quarter of 2006, I was reflecting
information provided in our third quarter capital classification press release of December 28,

2006 (see attached). Freddie Mac, a non-SEC registrant, released their actual third quarter loss
information on January 5, 2007.

The press release does indeed show core capital declining by only $29 million from the second
quarter. However, the press release under a section entitled “Third Quarter Capital Results”
notes in the second paragraph that “Core capital remained unchanged because the positive $1.0
billion core capital restatement adjustment was offset by a $0.8 billion reduction in retained
earnings after a dividend payment of $0.4 billion, and additional ongoing accounting adjustments
to core capital of about negative $0.2 billion.” As retained earnings are basically impacted by
net profits or losses and payment of dividends, it is easy to calculate that the reduction of $0.8

billion of retained earnings was caused by $0.4 billion in dividend payments and $0.4 billion in
losses.

The press release referenced the $1.0 billion restatement capital increase in the second section of
the press release “Effect of 2004 10-K on Core Capital.” If we had not referenced the $1.0
billion number, the previously released restatement number of $1.9 billion would have led the
public to believe that Fannie Mae lost $1.3 billion instead of the actual loss of $.4 billion.

Dividend payments may be easily calculated from Fannie Mae’s quarterly dividend notification
press release even if OFHEO did not refer to dividend amounts in our press release. OFHEQ
publishes core capital numbers as required under the capital classification process. Therefore,
the public may always derive with reasonable accuracy the net income for the Enterprise. The
third quarter release was only different or more complicated because of the 2004 10-K
restatement effect on core capital. Finally, we share drafts of the financial analysis section of the
press release with each Enterprise prior to release to the public. As early as December 14,
Fannie Mae was aware of our intent to release information that would allow the public to
determine that Fannie Mae lost several hundred million dollars. No comment was offered
suggesting a concern with such a release of information.
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Next, I would note that 18 USC 1905, as verified by counsel, addresses trade secrets and
proprietary information. Disclosure of capital positions are mandated for the Enterprises and
once released may be subject to analysis by OFHEO or any other party. My comments
addressed information contained in these reports and provided an understandable calculation that
any party could have made. No proprietary calculation model was employed. Fundamentally, it
is not a “calculation” that 18 U.S.C. 1905 would address in this instance, but rather whether the
information on which a calculation was based should be made public. Here, information was
properly released.

I trust that these responses provide the information you are seeking. I would be glad to further
discuss any of these matters with you.

Sincerely,

/ James B. Lockhart

Director

Enclosure

cc:  The Honorable Barney Frank
Chairman, House Financial Services Committee

The Honorable Spencer Bachus
Ranking Member, House Financial Services Committee
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May 10, 2007

The Honorable Edwin G. Perlmutter
U.S. House of Representatives

415 Cannon House Office Building
Washington, DC 20515-5278

Dear Congressman Perlmutter:

T'am pleased to respond to your questions from the March 15, 2007 hearing on GSE
‘Reform before the House Committee on Financial Services.

During this hearing, you asked about whether energy-efficient mortgages should be
supported by the affordable housing goals established by the GSE regulator under
H.R.1427. Improved energy efficiency has long been a national priority, and
opportunities for energy savings in housing include greater use of insulation, multi-paned
windows, automatic setback thermostats, solar energy systems, reduced window areas,
earth sheltering, heat pumps and more efficient appliances, among others,

Both Fannie Mae and Freddie Mac have had energy-efficient mortgage programs for a
number of years. These programs broaden their underwriting standards in two ways.
First, energy-efficient improvements being made to a property at the time of a loan can be
added to the appraised value or purchase price of the house. This allows for the financing
of the improvements, with the funds held in escrow until the improvements are complete.
Second, the reduced energy costs associated with documented energy saving features of a
house may be taken account in assessing a borrower’s ability to pay by adding the

anticipated monthly savings to the borrower’s income for the purpose of determining
debt-to-income ratios.

Unfortunately, these programs have met with very little success over the years. The
underwriting modifications do not often have a significant effect on the acceptability of a
loan, and the cost of obtaining documentation may offset any benefits. Adding a specific
goal for loans on energy-efficient properties might boost such programs, as might your
amendment to require extra credit for such loans toward meeting other goals. However,
designing such a goal could involve significant difficulties. For example, an increased
number or percentage of energy-efficient loans might promote a large number of very
small improvements or greater expense in documenting existing efficiencies. Problems
of this sort may well be surmountable, but the Enterprises past experience in this area
should perhaps restrain expectations.
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I trust this is responsive to the information you were seeking during the hearing. Please
do not hesitate to contact me should you need to further discuss this issue.

Sincerely,

ames B. Lockhart I1Y
Director

cc:  The Honorable Barney Frank _
Chairman, House Financial Services Committee

Th\e Honorable Spencer Bachus
Ranking Member, House Financial Services Committee
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Wnited States Senate B leceivey

May 15, 2007

The Honorable James B. Lockhart I

Director

Office of Federal Housing Enterprise Oversight
1700 G Street, NW, 4th Floor

Washington, DC 20552

Dear Director Lockhart:

The Fannie Mae Board recently produced a report for your agency which details
the roles that key Fannie Mae employees played in the accounting and
management fraud and failures at Fannie Mae. We ask that you provide the

Senate Banking Committee with a copy of this report and request a full briefing of
its contents.

Congress chartered Fannie Mae and Freddie Mac and granted these Government
Sponsored Enterprises (GSEs) with special privileges to serve a public housing
mission. The Banking Committee has a Congressional oversight responsibility to

ensure that this mission is being served and that the American taxpayer’s interests
are protected. ‘

We look forward to your prompt response to our request.

- Thank you.

Sincerely,

G ez .

Senator Chuck Hagel enator Sununu




