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What's New

This 2009 update reflects the new agency created by the Housing and Economic Recovery Act
of 2008 (HERA). The Federal Housing Finance Agency (FHFA) was formed by combining the
former Federal Housing Finance Board, the Office of Federal Housing Enterprise Oversight
(OFHEO), and the housing mission staff from the Department of Housing and Urban
Development. This Supervision Handbook of the former OFHEO incorporates those
organizational changes.

This handbook is applicable to the supervision of the Enterprises (Fannie Mae and Freddie Mac)
by the FHFA Division of Enterprise Regulation, the former OFHEO Office of Supervision. All
references in this handbook to the supervision program of the FHFA apply only to the
supervision of the Enterprises. The FHFA Division of Federal Home Loan Bank Regulation, has
separately published an Examination Manual applicable to the supervision of the Federal Home
Loan Banks. The supervision programs of the FHFA Division of Enterprise Regulation and
Division of Federal Home Loan Bank Regulation, although similar, reflect the unique
characteristics of the regulated entities.

On September 7, 2008, Fannie Mae and Freddie Mac were placed in conservatorship by the
FHFA. As noted in the statement of Director James Lockhart, pervasive weakness in the
financial condition and operations of the Enterprises were compounded by adverse market
conditions. The Director made the determination that the Enterprises could not continue to
operate in a safe and sound manner and fulfill their critical public mission without government
intervention.

The restoration of the Enterprises to a safe and sound condition is one of the critical objectives
of the conservatorship. The supervision program of the FHFA Division of Enterprise Regulation
continues to identify and address safety and soundness issues with the board and management
of the Enterprises. This Supervision Handbook describes the framework for the supervision
program of the FHFA Division of Enterprise Regulation.

Background

The principal duties of the Director of the FHFA established by the Housing and Economic
Recovery Act of 2008 (HERA) are to oversee the prudential operations of each regulated entity
and to ensure that each regulated entity operates in a safe and sound manner, including:

e maintenance of adequate capital and internal controls;

e the operations and activities of each regulated entity foster liquid, efficient, competitive,
and resilient national housing finance markets (including activities relating to mortgages
on housing for low- and moderate-income families involving a reasonable economic
return that may be less than the return earned on other activities);

e each regulated entity complies with this title and the rules, regulations, guidelines, and
orders issued under this title and the authorizing statutes;

e each regulated entity carries out its statutory mission only through activities that are
authorized under and consistent with this title and the authorizing statutes; and
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e the activities of each regulated entity and the manner in which such regulated entity is
operated are consistent with the public interest.

FHFA's Director has implemented this statutory authority as it relates to the Division of
Enterprise Regulation by establishing a comprehensive supervisory program to examine the
overall safety and soundness of the Enterprises.

FHFA has committed, through its 2006 — 2011 Strategic Plan, to strengthen its regulatory
infrastructure to enhance the supervision of the Enterprises. FHFA is providing this handbook
to improve the transparency of supervision processes, apply uniform standards to both
Enterprises, and clarify FHFA’s expectations of them. Publishing this updated handbook also
facilitates the establishment of an internal quality assurance function to maintain consistent
application of the supervisory standards and examination practices across Enterprises and to
ensure that appropriate policies are followed.

This handbook explains the philosophy and methods used by the FHFA Division of Enterprise
Regulation in carrying out its mission. The first version was published in January 2007 and
updated July 2008. The handbook will continue to be amended over time to improve the
oversight provided to the Enterprises and to ensure that FHFA continues to meet its statutory
mission.
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Supervision Principles

FHFA has identified principles for ensuring the safety and soundness of the Enterprises. The
core supervision principles are the basis for FHFA's supervision program described throughout
this handbook.

1.

FHFA applies uniform supervision standards to ensure conclusions about the Enterprises
are derived from logical and consistent processes.

FHFA uses resources efficiently by focusing on those areas of highest risk to the
Enterprises.

FHFA relies upon the collaborative work of dedicated staff with specialized skills,
knowledge, and experience.

FHFA employees rely upon regular interaction with Enterprise management and staff to
complete their work.

FHFA considers new information and evolving risks on an ongoing basis.

FHFA verifies that the Enterprises have established risk limits and have implemented risk
management systems appropriate to their level of risk.

FHFA attempts to anticipate issues that could exacerbate the condition of the
Enterprises.

FHFA uses regular written communication with the Enterprises to promote a common
understanding of supervisory issues and the transparency of the supervision program.
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Chapter 1 — Division of Enterprise Regulation Supervisory Regime

The Housing and Economic Recovery Act of 2008 established FHFA as an independent entity
(Pub.L. 110-289). FHFA’s primary mission is ensuring the prudential operational of the Federal
National Mortgage Association (Fannie Mae), the Federal Home Loan Mortgage Corporation
(Freddie Mac), and the twelve Federal Home Loan Banks. FHFA issues regulations to
implement HERA and carry out its mission regarding Fannie Mae and Freddie Mac. Regulations
covering topics such as corporate governance, executive compensation, risk-based capital, and
safety and soundness can be found on the FHFA web site www.fhfa.gov.

FHFA also issues guidances that provide additional detail on supervision of specific areas of the
Enterprises and these can also be found on the web site.

The supervisory guidances issued by OFHEO and remaining under FHFA include:

e December 1, 2000 Non-mortgage Liquidity Investments

e December 19, 2000 Minimum Safety and Soundness Requirements

e April 2, 2001 Regulatory Review

e December 19, 2001 Safety and Soundness Standards for Information

e February 20, 2004  Conforming Loan Limit Calculations

e February 22, 2005 Reportable Legal Proceedings

e November 8, 2006  Examination for Corporate Governance

¢ November 8, 2006  Examination for Compensation Practices

e November 8, 2006  Examination for Accounting Practices

e September 12, 2007 Standards for Capital Management Practices

e October 22, 2007 Revised Proposed Guidance on Conforming Loan Limit Calculations
e January 10, 2008 Examination of Mortgage Fraud Programs

e March 26, 2008 Conforming Loan Limit Calculations

e April 21, 2008 Standards for Enterprise Use of the Fair Value Option
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Supervision Program Functions

FHFA's risk-based safety and soundness Enterprise supervision program is the responsibility of
the Division of Enterprise Regulation. The Deputy Director of the Division of Enterprise
Regulation provides oversight and ensures coordination among all of the FHFA mission-critical
Enterprise supervisory functions. These functions include accounting and disclosure, capital
adequacy, compliance, examination, financial analysis, policy research, and supervision
infrastructure. Each of these functions contributes to a comprehensive assessment of the capital
adequacy and safety and soundness of the Enterprises.

Accounting and Disclosure

The accounting and disclosure function advises the FHFA staff on all accounting-related
matters. This function develops policies for accounting and financial disclosure and monitors
the accounting standards that affect the Enterprises. The work is coordinated with the other
supervision functions to provide an overall view of the Enterprise.

Capital Adequacy

The capital adequacy function assesses capital using various quantitative measures and
evaluates how well the Enterprises measure and manage their capital. Capital adequacy
evaluations include whether the Enterprises meet statutory and any additional FHFA capital
requirements. Through the examination process, FHFA determines whether capital is
maintained and managed commensurate with the Enterprises’ risk profiles.

Examination

The examination function plans and conducts examinations of the Enterprises, prepares and
issues reports of examination summarizing the financial condition and management practices of
each Enterprise, and seeks preventative and corrective actions as appropriate. The examination
function complements its on-site examination activities with off-site financial safety and
soundness monitoring. Special reviews are conducted to focus on specific issues of concern in
coordination with other supervision functions at the request of the Director. Examiners monitor
and report on compliance with enforcement actions.
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Financial Analysis

This function provides FHFA senior management with quantitative and comparative financial
analysis and reports about the Enterprises, some of which FHFA may disclose publicly. This
function monitors, analyzes, and reports on the Enterprises’ historical and projected financial
performance. Current and emerging risks to the Enterprises’ financial performance are
identified in reports to FHFA management. Measures of financial performance include historical
and projected earnings, retained earnings, stockholders’ equity, and fair value of net assets as
defined in accordance with Generally Accepted Accounting Principles (GAAP), non-GAAP
measures of financial performance related to the Enterprises’ fair value, and financial measures
of business risk. Analysis is based on public and non-public information and management
reports. This function also provides ad-hoc analysis of emerging issues as requested by FHFA
management.

Supervision Infrastructure

This function serves to develop, formalize, and issue the policies and procedures for the Division
of Enterprise Regulation. It coordinates a quality assurance program to ensure the work of the
Division of Enterprise Regulation complies with policies, guidelines, and standards and is
conducted effectively and efficiently. This function also develops and maintains Examiner
Workstation (xWorks), the automated records management, document storage, and workflow
system used within the Division of Enterprise Regulation to capture Enterprise submissions,
supervision work products, and other authoritative literature.
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Chapter 2 - The Risk-Oriented Supervisory Approach

FHFA recognizes that the Enterprises are in the business of taking risks in order to earn a
reasonable rate of return. Under a risk-oriented supervisory approach, FHFA does not attempt
to prevent risk-taking, but rather determines if the risks are reasonable and well managed. This
includes review of how well the Enterprises identify, measure, understand, and control risks.
When any of these elements of risk management is deficient, FHFA directs Enterprise
management to take corrective action. In all cases, FHFA's primary concerns are that the
Enterprises operate in a safe and sound manner, maintain adequate capital, and obtain
adequate compensation for the risks taken.

From a supervisory perspective, risk is defined as the potential for loss. The absolute level of
risk in any area is not necessarily a concern, so long as that level of risk is managed effectively.
To put risks in perspective, FHFA decides whether the risks an Enterprise undertakes are
warranted. Generally, a risk is warranted when it is identified, measured, monitored, controlled,
and backed by adequate capital. It should be within the Enterprise’s capacity to withstand the
financial distress that such risk could cause. When risks are unwarranted (e.g., not identified,
measured, monitored, controlled, or backed by adequate capital), FHFA communicates to the
Enterprise’s management and the board of directors the need to mitigate or eliminate the
unwarranted risks. Appropriate Enterprise actions may include reducing exposures, increasing
capital, and strengthening risk management processes.

Risk Management

Risk management is a program to identify, measure, monitor, and control risk. Each Enterprise
must tailor its risk management system to its needs and circumstances. Key elements of a
sound risk management system include:

e Identifying Risk: 1t is important to understand both existing risks and risks that may arise
from new or potential business initiatives. Risk identification should be a continuing
process, and should occur at the transaction, portfolio, business line, and Enterprise level.
Proper identification is critical to ensure that risks are appropriately addressed.

e Measuring Risk. Accurate and timely measurement of risk is essential to effective risk
management systems. A risk measurement system is critical to an Enterprise’s ability to
control and monitor risk levels. Complex risks require more sophisticated tools to accurately
measure and quantify risk. Enterprises should periodically test to make sure that the
measurement tools it uses are accurate. Risk measurement systems should assess the risks
of both individual transactions and portfolios. The Enterprises must ensure that risks are
appropriately measured across the entire entity.

e Monitoring Risk: Enterprises should monitor risk levels to ensure timely review of risk
positions, limits, and exceptions. Monitoring is essential to ensure that management’s
decisions are informed and are appropriately implemented across the Enterprise.
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Monitoring reports should be frequent, timely, accurate, informative, and appropriately
distributed.

e (Controlling Risk: The Enterprise should establish and communicate risk limits and
tolerances through policies, standards, and procedures that clearly define responsibility and
authority. Strong risk controls should cover all product lines and services. The board of
directors should approve operational standards (including limits) and hold management
accountable for operating within them. The board and management should maintain a
strong system of internal controls. The Enterprise should manage risk through prompt and
accurate decision making, and conduct reviews to ensure the effectiveness of decisions.
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Chapter 3 - GSE Enterprise Risk Ratings

FHFA has implemented a unique safety and soundness rating system to evaluate the condition
of the Enterprises. The rating system reflects the statutory mission of FHFA as it relates to
regulation of the Enterprises. This rating system is known as the GSE Enterprise Risk rating.
GSE stands for Governance, Solvency, and Earnings. The term Enterprise Risk includes
credit risk, market risk, and operational risk. There is also an overall composite summary
rating.

The ratings are highly interdependent. Ratings are assigned based on the collaborative work of
all functions and offices within the Division of Enterprise Regulation. Ratings are approved by
the Director of FHFA. The GSE Enterprise Risk ratings provide for additional focus on financial
performance and a new broader measure of capital adequacy not limited to the consideration of
statutory requirements. The ratings scheme is streamlined to provide a more direct
stratification of the condition of the Enterprises.

The Composite rating considers all of the factors affecting the condition of the Enterprise. In
addition, individual ratings evaluate the following components:

e Governance — comprises accounting, board, compensation, compliance, enterprise wide risk
management, external audit, internal audit, management, model processes, reputation, and
strategy

e Solvency — a rating that incorporates the quantitative measurements of available capital in
relation to the risks facing the Enterprise, the sufficiency of the capital planning, and other
capital management tools in light of the risks and future capital requirements

e Farnings — comprises all aspects of earnings and financial analysis including the soundness
of the business model, adequacy of earnings to build and maintain capital, and the quality
of earnings

Enterprise Risk

e (Credit Risk — comprises accounting, counterparty, credit models, multifamily, portfolio
credit, and single family

e Market Risk — comprises accounting, interest rate, liquidity, and market models
e Operational Risk — comprises accounting, financial reporting, information technology,

internal controls, and operational models

The Office of Policy Analysis and Research will also issue an annual Systemic Risk white paper.
This white paper will be a review of the Enterprises and the mortgage markets including
consideration of?:
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Areas of rapid growth;

New products;

Changes in underwriting standards and practices;

Changes in market share; and

Changes in the macro-economy that could influence the housing and mortgage markets.

FHFA will not issue a rating for systemic risk.

Safety and Soundness Ratings

The new risk structure uses a single streamlined set of ratings that includes the evaluation of
both the quantity of risk and quality of risk management. The same ratings are used for the
risk assessments and in conclusions letters issued at the conclusion of a supervisory activity
such as a targeted examination. For each rating category, FHFA will assign one of the following
Safety and Soundness Ratings:

No or Minimal Concerns
Limited Concerns
Significant Concerns
Critical Concerns

The safety and soundness rating is FHFA’s judgment about the condition of the Enterprise.
Even if many elements of risk are acceptable and well managed, FHFA may assign a significant
or critical concern rating due to the serious nature of the risk in just one sub-area or product.
Assigning the safety and soundness ratings requires the application of supervisory judgment
and is not a mathematical or statistical exercise. In addition, while ratings may be downgraded
by FHFA based on potential for problems or concerns, ratings are upgraded only based on
sustained, demonstrated performance. Plans for improvement alone would not support a rating
upgrade. Only fully institutionalized corrective actions provide sufficient support for improved
ratings. Processes are institutionalized when they are implemented consistently across the
Enterprise and are supported by infrastructure and feedback mechanisms that support
continuous improvement and compliance.
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The following table illustrates how the FHFA Division of Enterprise Regulation considers its
supervisory findings, and management’s response to those findings, when assigning safety and
soundness ratings to the Enterprises. The same ratings are used for the high-level GSE
Enterprise Risk ratings and for individual area conclusion letters. The last column indicates the
potential FHFA supervisory response to a particular rating and is not an indication that FHFA
must make any particular supervisory response.

FHFA Assessment of

Results in
Rating

Management
Response to
Deficiencies

Scope Of
Deficiencies

Vulnerability &
Business Operation

e Risk is low or well

the normal managed . identify and Limited
e Business operation
course of : correct Concerns
business 155 il
deficiencies weaknesses

. e Uncertain
e Risk is moderate or willinaness or
Require il Ll el abilit;? to
Red managed o
significant « Business operation correct Significant
remediation P deficiencies Concerns

may be vulnerable
efforts : X e May not self-
to disruptions identify

. )
Potential for losses weaknesses

Note this table is provided only to illustrate certain distinctions between ratings and is not a
comprehensive rating guide.
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Composite Rating

The assigned composite GSE Enterprise Risk rating summarizes FHFA's view of the condition of
the Enterprises. This composite rating incorporates the underlying component ratings into an
overall assessment.

No or Minimal Concerns Composite Rating

Enterprises with this rating are sound in every respect; any findings or comments are of
a minimal nature and are handled in a routine manner by Enterprise management. Such
Enterprises are likely to withstand external economic and financial disturbances or
uncertain business conditions. As a result, such Enterprises give no cause for
supervisory concern. The overall strength and financial capacity of the Enterprise are
unquestioned.

Limited Concerns Composite Rating

Enterprises with this rating have moderate weaknesses correctable in the normal course
of business. The Enterprise generally self-identifies any problems or areas of concern.
The nature and severity of deficiencies are not considered material and such Enterprises
are stable and able to withstand business fluctuations quite well. While areas of
weakness could develop into conditions of greater concern, the supervisory response is
limited to the extent that minor adjustments are resolved in the normal course and
operations continue to be satisfactory.

Significant Concerns Composite Rating

Enterprises with significant concerns exhibit a combination of more than moderate
financial, non-financial, operational or compliance weaknesses. The Enterprise may not
have initially recognized these weaknesses. Adverse market conditions combined with
uncertainty as to the effect of continued adverse conditions on an Enterprise’s safety
and soundness may result in significant supervisory concerns. When weaknesses relate
to financial condition, such Enterprises may be vulnerable to adverse business conditions
and could easily deteriorate if concerted action is not effective in correcting the areas of
weakness. When weakness relates to an elevated level of risk, the Enterprise must
address that level as well as the risk management practices. An Enterprise that is in
non-compliance with laws and regulations may also be accorded this rating. Generally,
these Enterprises give cause for supervisory concern, because the weaknesses require
more than normal supervision to ensure that deficiencies are addressed in a timely
manner. FHFA may enter into a consent order or formal agreement with the Enterprise
to ensure the Enterprise takes the appropriate corrective action.
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Critical Concerns Composite Rating

Enterprises with critical safety and soundness concerns exhibit severe financial, non-
financial, operational or compliance weaknesses. For example, the Enterprise may not
be a timely filer of financial statements, or may require a significant restatement of
previous financial statements. When weaknesses relate to financial condition the
Enterprise is vulnerable to adverse business conditions that could result in further
deterioration. An Enterprise that is in non-compliance with laws, regulations, or
regulatory enforcement actions may also be assigned this rating. Enterprises with this
rating require more than normal supervision to ensure deficiencies are addressed (e.g.,
prompt corrective action or formal enforcement action). Enterprise management may
be unwilling or unable to implement all necessary corrective actions. FHFA will typically
pursue a consent order or formal agreement with the Enterprise to ensure appropriate
corrective action is taken. The Enterprise may be classified as critically undercapitalized.
The unsafe and unsound conditions may be so critical as to require recapitalization or
other financial restructuring. In the absence of immediate corrective measures, these
situations could result in government action such as conservatorship.
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Governance Rating
The Governance rating comprises the following areas:

Accounting — The risk that accounting policies related to financial and regulatory reporting
processes and internal control over financial reporting may not prevent or detect errors or
misstatements. If effective, an Enterprise’s process over financial reporting utilizes policies that
provide reasonable assurance that financial statements fairly present, in all material respects,
financial position, results of operations, and cash flows in conformity with generally accepted
accounting principles.

Board - Board risk is the exposure arising from deficiencies in leadership or effectiveness
exhibited by the board. This risk is demonstrated by the adequacy of the Enterprise’s limits,
policies, processes, personnel, and reports. The adequacy of board supervision of independent
oversight functions, including internal and external audit, enterprise wide risk management, and
compliance are also considered in assessing overall board supervision.

Compensation — The general compensation scheme used in the Enterprise as well as the
specifics of compensation packages provided to senior executives. The alignment of
compensation incentives with good governance practices is also considered.

Compliance — The risk arises from violations of, or nonconformance with, laws, regulations, or
ethical standards. It also includes the risk arising from the potential that unenforceable
contracts, lawsuits, or adverse judgments can disrupt or otherwise negatively affect operations.
Compliance risk can result in exposure to fines, penalties, or punitive damages resulting from
supervisory actions as well as private litigation.

Enterprise-wide risk management — A process that enables the board and management to
effectively deal with uncertainty, opportunity, and associated risk including:

e Ensuring the Enterprise's risk appetite and strategies are consistent with its capital and
quality of risk management,
enhancing the rigor of the Enterprise's risk-response decisions,
reducing the frequency and severity of unanticipated operational events and losses,
identifying and managing multiple and cross-enterprise risks, and
improving the effectiveness of the Enterprise's capital deployment.

External audit — The risk that the audit does not provide an independent and objective view of
the reliability of an Enterprise’s financial statements. The external auditor’s objective in an
audit of financial statements is to form an opinion on the financial statements taken as a whole.
When planning and performing the audit, the external auditor considers the financial
institution’s internal controls over financial reporting. Generally, the external auditor
communicates any identified deficiencies in internal control to management and communicates
significant deficiencies to management and the audit committee, which enables management
and the Board to take appropriate corrective action. The examiner’s determination of whether
the external auditor was independent and objective in forming an opinion about the Enterprise’s
financial statements helps to assess overall quality of risk management. For an Enterprise
registered with the SEC, the external auditor must provide an opinion on the effectiveness of
Enterprise’s internal control over financial reporting as well as an opinion on management'’s
assessment of internal control over financial reporting
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Internal audit - An accurate assessment of audit is crucial to the proper supervision of the
Enterprise. The examiner’s determination influences whether the overall audit program can be
used to leverage FHFA resources, guide the setting of the work plans for the Enterprise, and
help to assess the overall quality of risk management. The Examiner’s assessment of internal
control will include determining the scope and appropriateness of the external auditor’s ability
to leverage off of the work of internal audit.

Management - Management risk is the exposure arising from deficiencies in leadership or
effectiveness exhibited by management. This risk may be evident in the adequacy of the
Enterprise’s policies, processes, personnel, and reports. The adequacy of independent
oversight functions, including internal and external audit, enterprise-wide risk management, and
compliance are considered in assessing overall management risk.

Model processes — This is an assessment of the process used to validate the models and
periodically review all elements of the modeling process, including assumptions and risk
measurement techniques. The internal models must be audited, validated, and free from the
undue influence of a particular individual or division. Models should be reconciled to source
data to ensure data integrity and validity of principal assumptions. The board and senior
management should review parameters used in the model periodically. The workings of and
the assumptions used in the internal models must be adequately documented.

Reputation - Risk arises from the potential that an Enterprise’s business practices generate
adverse public reaction that cause a decline in the franchise value, expose the Enterprise to
costly litigation, or otherwise adversely affect revenue, expenses, or capital.

Strategy - Risk arises from poor business decisions or improper implementation of business
decisions. This risk is a function of understanding of the external environment and the
strengths and weaknesses of the Enterprise in relations to that environment, the compatibility
of the strategic goals, the business strategies developed to achieve the goals, the resources
deployed against the goals, the quality of implementation, and monitoring the results of the
strategy.

FHFA considers the following when assessing Governance for the purpose of assigning a safety
and soundness rating. FHFA weighs the significance and scope of supervisory findings when
making the assessment.

¢ Understanding of, and management of, risks inherent in the Enterprise’s activities

e Board approval of business strategies, limits, and significant policies

e Board oversight of management’s actions to implement strategies, limits, and policies
e Board review of decisions to ensure they are producing the desired results

e Enterprise compliance with laws, regulations, standards, and FHFA directives

e Management response when the business strategy or environment changes

e Independence of the risk management oversight functions (including audit, compliance,
and ethics)

e Policies, limits, and exception reporting

e Documentation, review, and validation of models
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e Infrastructure review and feedback mechanisms to support continual improvement in
processes and procedures across the organization

¢ Any other relevant information that has come to FHFA's attention
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Solvency Rating

The Solvency rating incorporates a quantitative measurement of available capital in relation to
the risks facing the Enterprise, as well as an assessment of the sufficiency of the Enterprise’s
capital planning processes and other capital management resources available to the Enterprise
in light of risks, exposures, and future capital obligations.

Background - Maintaining the solvency of the Enterprises is essential to assure public
confidence in their ability to meet the market needs for which they were chartered.

FHFA expects the Enterprises to maintain capital commensurate with the nature and extent of
risk to their portfolios and their ability to identify, measure, monitor and control these risks.

The effect of all risk exposures on the Enterprise’s financial condition should be considered
when evaluating the adequacy of capital and the solvency exposure of the Enterprise. The
types and quantity of risk inherent in an Enterprise’s activities, as well as their ability to manage
these risks, will determine the extent to which it may be necessary to maintain capital at levels
above required statutory minimums to properly reflect the potential adverse consequences that
these risks may have on the Enterprise’s capital. The supervisory process continually assesses
whether the Enterprise’s level of capital is sufficient to permit it to operate as a viable
institution.

Definitions of Capital - The definitions of Enterprise capital (core capital and total capital) and
the methodology to determine the capital requirements are stated in statute. Both a minimum
leverage ratio and a risk-based stress test are statutorily required. The Director of FHFA may
also use discretionary authority to increase the required capital levels above the statutory
requirements when risks warrant. When the discretionary authority is used, the additional
capital requirements are communicated in writing to the Enterprises. FHFA may also evaluate
other measures of available and needed capital, such as fair value of equity and economic
capital, to supplement the statutory requirements. To the extent these other measures are
used in determining capital adequacy, FHFA communicates to the Enterprise the rationale and
support for the determination.

Assessment of Solvency - The assessment of solvency risk at the Enterprises is multi-faceted.
FHFA assesses solvency using both a quantitative perspective using various measures and a
qualitative perspective, which uses examination techniques to understand how the Enterprises
measure and manage their capital position. More specifically, FHFA assesses capital as follows:

e By statute (12 USC 4614), FHFA is required to classify the enterprises on a quarterly
basis as: adequately capitalized, undercapitalized, significantly undercapitalized, or
critically undercapitalized. These classification categories are defined in statute based
upon the relationship of the required level of statutory minimum, statutory risk-based
capital, or other FHFA-mandated capital requirements compared to the existing capital
on their books. The classification is made public on a quarterly basis.
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e By examination, FHFA determines whether capital is maintained and managed
commensurate with the Enterprise’s risk profile from both a current and prospective
view. The supervisory processes involve both a quantitative and qualitative assessment
of capital and results in a rating for Solvency.

FHFA considers the following when assessing Solvency for the purpose of assigning a safety
and soundness rating to an Enterprise. FHFA weighs the significance and scope of supervisory
findings when making this assessment.

e Capital cushions are sufficient to ensure that losses projected under a reasonable range
of stress scenarios will not jeopardize the Enterprise’s ability to meet statutory,
regulatory, and internal capital requirements

e Enterprise projections of future available capital levels are appropriately sophisticated,
fully integrated with business and economic plans/analysis, and reflect the ongoing
ability of the Enterprise to meet capital measures/requirements under all likely scenarios
over a reasonable (two-year) horizon

e Strategies for capital deployment and returning capital to shareholders are clearly
articulated, incorporate a long-range versus short-term capital adequacy assessment,
are supported by well-defined analysis, and are consistent with meeting anticipated
statutory, regulatory, and internal capital requirements

e Capital planning and projections are supported by multiple fully integrated models and
stress scenarios

e Sources of additional capital, as well as flexibility in managing the balance sheet, provide
the ongoing ability to respond and react quickly to changing risks and market conditions
without unduly jeopardizing future capital options

¢ Any other relevant information that has come to FHFA's attention

Public Disclosure of Capital Position and Classification - On a quarterly basis, FHFA is required
by statute to classify the Enterprises capital adequacy and disclose those classifications. As
required by statute, FHFA communicates to the Enterprises a proposed classification and a final
classification. FHFA also sends appropriate notice of the final classification to appropriate U.S.
Senate and House of Representative members. A public disclosure of the quantitative positions,
as well as the capital adequacy conclusion, is also made. FHFA provides a historical history of
the capital positions on its web site for public reference.

Suspension of Capital Classifications During Conservatorship

The Director has determined that it is prudent and in the best interests of the market to
suspend capital classifications of Fannie Mae and Freddie Mac during the conservatorship, in
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light of the United States Treasury’s Senior Preferred Stock Purchase Agreement. FHFA will
continue to closely monitor capital levels, but the existing statutory and FHFA-directed
regulatory capital requirements will not be binding during the conservatorship. For more
information see the October 9, 2008 news release at www.fhfa.gov.

The Solvency rating of the Enterprise is disclosed and discussed within the annual Report of
Examination. FHFA does not include proprietary information in its capital classification related
public disclosures.
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Earnings Rating

Evaluation of earnings includes assessment of the level of earnings, trends and stability, the
quality and sources of earnings, and the ability to provide for adequate capital through retained
earnings. Consideration is also given to the level of expenses in relation to operations, the
adequacy of the budgeting systems, forecasting processes, and management information
systems in general. The level of exposure due to credit, market, and operational risk is also a
factor in the analysis of earnings.

FHFA considers the following when assessing Earnings for the purpose of assigning a safety and
soundness rating. FHFA weighs the significance and scope of supervisory findings when making
this assessment.

e The level of earnings, including trends and stability

e Earnings exposure to credit and market risk factors

e The level of expenses in relation to operations

e The quality and sources of earnings and the role of assumptions and accounting policies
e The ability to provide for adequate capital through retained earnings

e Any other relevant information that has come to FHFA's attention
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Enterprise Risk Rating Components

The GSE Enterprise Risk ratings assigned for Credit Risk, Market Risk, and Operational Risk
incorporate consideration of both the quantity of risk in the Enterprise and the quality of risk
management.

Quantity of Risk

Quantity of risk is an assessment of the risk inherent in the current activities of and external
environment faced by the Enterprise. For example, the quantity of risk associated with a given
activity may be indicated by the volume of on- and off-balance sheet items that the activity
represents, or by the portion of revenue for which the activity accounts, or by the fair value of
the assets and obligations related to that activity. Activities that are new to an Enterprise or for
which exposure is not readily quantified may also represent high risks that should be evaluated.

A number of analytical techniques and metrics may be used to estimate the quantity of risk
exposure. For example, to assess the quantity of credit risk in loans and commitments, the
level of past-due loans, internally classified or watch list loans, nonperforming loans, and
concentrations of credit should be considered. In addition, as part of the assessment of credit
risk, the adequacy of the overall loan loss allowance can be evaluated by considering trends in
past due, problem, and nonperforming loans; historic charge-off levels; and the coverage of
nonperforming loans by the loan loss allowance. The measurement of the quantity of market
risk involves proprietary interest rate process models and prepayment models that may be
applied, for example, to evaluate value-or earnings-at-risk. Measurement of the q