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Our Vision

To be a first-rate independent oversight organization in the federal government by acting as a catalyst for
effective management, accountability, and positive change in the Federal Housing Finance Agency (FHFA or
Agency) and bringing enforcement actions against those, whether inside or outside of the federal government,

who waste, steal, or abuse government funds in connection with the Agency, Fannie Mae, Freddie Mac, or any
of the Federal Home Loan Banks.

Our Mission and Core Values

The Federal Housing Finance Agency Office of Inspector General’s (OIG) mission is to provide independent,
relevant, timely, and transparent oversight of the Federal Housing Finance Agency that promotes accountability,
integrity, economy, and efficiency; advises the Director of the Agency and Congress; informs the public; and

engages in robust enforcement efforts to protect the interests of the American taxpayers.

Integrity and Excellence

We strive to maintain the highest level of integrity, professionalism, and excellence in our work. We follow
the facts—wherever they go, without fear or favor; report findings that are supported by sufficient evidence in
accordance with professional standards; and recommend actions tied to our findings. Our work is risk-based,
credible, and timely.

Semiannual Report to the Congress - October 1, 2014-March 31,2015 V



Accountability

We play a vital role in promoting the economy and efficiency in the management of the Agency and view
our oversight role both prospectively (advising the Agency on internal controls and oversight, for example)
and retrospectively (by assessing the Agency’s oversight of Fannie Mae, Freddie Mac, and the Federal Home
Loan Banks and its conservatorship of Fannie Mae and Freddie Mac). The U.S. taxpayers have invested
$187.5 billion into Fannie Mae and Freddie Mac; our oversight role reaches third parties (such as lenders and
servicers) who deal with those entities to ensure that they are satisfying their obligations to these entities and

that taxpayer monies are not wasted or misused.

Transparency

We emphasize transparency in our oversight work to the fullest reasonable extent to foster accountability in use
of taxpayer monies and program results. We seek to keep the Agency’s Director, members of Congress, and the
American taxpayers fully and currently informed of our oversight activities, including problems and deficiencies

in the Agency’s activities as regulator and conservator and the need for corrective action.

Report fraud, waste, or abuse by visiting www.thfaoig.gov/ReportFraud or calling (800) 793-7724.

Vi Federal Housing Finance Agency Office of Inspector General



01G’s Accomplishments from 2010 to Present

42/

Work

111
Reports

228

Recommendations

474

Investigations

241

Subpoenas

567

Indictments/Charges®

327

Convictions/Pleas

43

Regulatory Activities

6

Additional Actions

a12 SIRs have been produced, of which 5 have been published publicly and 7 remain privileged due to their investigative content.

o

@ @ Systemic

Implication
Reports (SIRs)

Evaluations Al White Papers Investigations
Surveys
Reports by Subject Area
[ I
N
Al FannieMae

Conservatorship and
Enterprise Oversight

Conservatorship
10 Evaluations

3 Evaluation Surveys
5 White Papers

Credit Risk
12 Audits
4 Evaluations
1 White Paper
1SIR

Interest Rate Risk
2 Evaluations

1 Evaluation Survey
1 White Paper

Operational Risk
4 Audits
4 Evaluations
1SIR

Real Estate Owned
2 Audits
1 White Paper
1SIR

Housing Mission and Goals
2 Evaluations

Mortgage Servicing
9 Audits
6 Evaluations
1SIR

FHLBank System
Oversight

Advances
2 Evaluations
1 Evaluation Survey

Credit Risk
2 Audits
3 Evaluations
1 Evaluation Survey
1SIR

FHFA Internal
Operations

Conservatorship
Audit

Operational Risk
18 Audits
2 Evaluations
1 Evaluation Survey

Housing Mission and Goals
1 Evaluation

"Superseding indictments are included in this total.
°Other is comprised of funds put to better use, questioned costs, unsupported costs, and fines.
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$4 billion

Restitutions

$2.8 bhillion

Recoveries

$32.6 billion

Financial Settlements

$1.6 billion
Other®
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A Message from the Inspector General

I am pleased to present OIG’s ninth Semiannual Report to the Congress, which
covers our activities and operations from October 1, 2014, to March 31, 2015.

This is my first semiannual report since being confirmed by the Senate

on September 18, 2014, and taking the oath of office shortly thereafter.
During this first reporting period, I focused on assessing OIG’s strengths,
weaknesses, challenges, and opportunities to best position OIG to fulfill its
critical mission to provide in-depth oversight coverage and risk management.
Our goal is clear: to protect the taxpayers’ interests by acting as a catalyst for
effective management and positive change at FHFA and accountability for the
Enterprises in FHFA’s conservatorship.

To maximize OIG’s effectiveness, we engaged in discussions with FHFA, the
Enterprises, and stakeholders and reviewed reports and risk assessments and

identified four areas that present the highest levels of financial, governance, and
reputational risk: conservatorship operations, Enterprise supervision, nonbank

Laura S. Wertheimer
sellers, and information technology security. For each risk area, we developed a Inspector General of the
Federal Housing Finance Agency

work plan to test the effectiveness of current controls, which is now underway.

Recognizing that the effectiveness of OIG oversight turns on our ability to identify new and emerging areas of risk,
[ created an Office of Risk Analysis. That Office, staffed with professionals across OIG, will assist in our efforts to
detect and analyze new and emerging risks and provide sophisticated assessments of such risks, which, in turn, will
guide our work plan and inform our approach. My experience leading internal investigations in the private sector
taught me that remedial recommendations to address deficiencies require meaningful follow-up and oversight. To
that end, I created an Office of Compliance to assess the Agency’s efforts to implement remedial recommendations
and conduct validation testing. I expect that both of these new offices will enhance OIG’s ability to stimulate
positive change in critical areas and promote economy, efficiency, and effectiveness at FHFA.

As part of its mission, OIG engages in robust enforcement efforts. OIG’s Office of Investigations opened 44
cases and had 277 ongoing investigations of individuals and organizations during this reporting period. To
date, 567 defendants have been charged with crimes investigated by OIG, of which 327 were convicted or pled
guilty and 222 were sentenced. OIG continued its active role in the Residential Mortgage-Backed Securities
(RMBS) Working Group, which was established to hold accountable those responsible for misconduct that
contributed to the financial crisis through the pooling and sale of RMBS. Since 2012, OIG’s investigations
with our law enforcement partners have led to civil settlements totaling more than $32.6 billion, a significant
step in corporate accountability and in bringing money back to victims and the U.S. government.

OIG’s efforts to fulfill its duty to maximize the efficiency of FHFA programs and operations is made possible
by its ongoing commitment to integrity, transparency, and accountability. Its accomplishments during this
reporting period are a credit to the dedicated and hardworking professionals I now have the privilege to lead.

Laura S. Wertheimer

Inspector General

April 30, 2015
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Executive Summary

Overview

The Federal Housing Finance Agency (FHFA

or Agency) was created on July 30, 2008, when

the President signed into law the Housing and
Economic Recovery Act of 2008 (HERA).* HERA
charged the newly created FHFA to serve as regulator
of Fannie Mae and Freddie Mac (the Enterprises)
and of the Federal Home Loan Banks (FHLBanks),
abolished the Office of Federal Housing Enterprise
Oversight and the Federal Housing Finance

Board, and transferred mission supervision of the
Enterprises from the Department of Housing and
Urban Development (HUD) to FHFA, thereby
consolidating all supervision of the Enterprises

and the FHLBanks (collectively, the government-
sponsored enterprises, or the GSEs) within FHFA.
HERA vested FHFA with supervisory authorities
comparable to those of other federal financial safety
and soundness regulators and enhanced resolution
authority. In addition to its supervisory role of safety
and soundness, FHFA is tasked under HERA with
supervision of the Enterprises’ efforts to meet HERA’s
housing goals and to fulfill the obligations of their

respective charters.

Among its other provisions, HERA temporarily
granted the Department of the Treasury (Treasury)
unlimited investment authority in the Enterprises.
Less than two months later, FHFA placed the

*Terms and phrases in bold are defined in
Appendix A, Glossary and Acronyms. If you
are reading an electronic version of this
Semiannual Report, then simply move your
cursor to the term or phrase and click for
the definition.

Enterprises into its conservatorship in an effort to
stabilize the residential mortgage finance market.
Concurrently, the U.S. entered into Senior Preferred
Stock Purchase Agreements (PSPAs) with

each Enterprise to ensure that each maintained

a positive net worth going forward. Under these
PSPAs, U.S. taxpayers, through Treasury, injected

a total of $187.5 billion over the course of 2008

to the present. At that time, conservatorship was
intended to be a “time out” during a period of
extreme stress to stabilize the mortgage markets and
promote financial stability. Now in their seventh year,
FHFA’s conservatorships of the Enterprises are of
unprecedented scope, scale, and complexity.

HERA also amended the Inspector General Act
of 1978 to establish an Office of Inspector General
(OIG) for FHFA. OIG began operations on
October 12, 2010, when its first Inspector General
was sworn in. OIG is dedicated to promoting the
economy, efficiency, and effectiveness of the programs
and operations of FHFA; preventing and detecting
fraud, waste, and abuse in FHFA’s programs and
operations; reviewing and commenting on pending
legislation and regulations; and bringing civil,
criminal, and administrative actions against those,
whether inside or outside of the government, who
commit fraud, waste, or abuse in connection with
the programs and operations of FHFA. We are
dedicated to protecting the American taxpayer by
conducting audits, evaluations, compliance testing,
and investigations that promote economy and
efficiency in the management of FHFA programs
and operations. We view our oversight role both
prospectively (by advising FHFA on issues relating
to internal controls and fraud prevention) and
retrospectively (by assessing the effectiveness of
FHFA activities over time and recommending

improvements).

2 Federal Housing Finance Agency Office of Inspector General



Because FHFA serves a unique role as both
conservator and regulator of the Enterprises, OIG’s
responsibilities necessarily include oversight of FHFA
actions, when it acts as conservator, to determine
whether FHFA is fulfilling its statutory duties and
responsibilities and safeguarding taxpayers. Our
oversight role also reaches the Enterprises, recipients
of $187.5 billion in taxpayer monies, to ensure

that they are satisfying their obligations under the
authority delegated to them in the conservatorships,
and third parties (such as lenders and servicers).
Through oversight, transparent reporting of results,
and robust enforcement, OIG seeks to be a voice
for, and protect the interest of, those who have
funded Treasury’s investment in the Enterprises—the

American taxpayers.

This Semiannual Report discusses OIG operations
and FHFA developments from October 1, 2014,
to March 31, 2015. During this reporting period,
OIG directed its resources toward those areas of
greatest risk to the Agency. Our revised Audit and
Evaluation Plan identifies the four largest areas

of risk to the Agency and the work streams that
we intend to follow to assess each of those risks.
We continued our vigorous civil, criminal, and
administrative enforcement activities against those,
inside and outside of government, who waste, steal,
or abuse taxpayer monies involving Agency or

Enterprise operations.

Semiannual Report to the Congress -

Section 1: Oversight Strategy,
Organizational Structure, and
Accomplishments

This section provides a brief overview of OIG’s risk-
based strategy, organization, and oversight activities,
including reports and investigations during this

reporting period.

It also discusses numerous OIG investigations that
resulted in indictments and convictions of individuals
responsible for fraud, waste, or abuse in connection
with programs and operations of FHFA and the
Enterprises, and in fines and restitution orders

totaling more than $34.6 million.

Section 2: FHFA and GSE
Operations

This section describes the organization and
operations of FHFA, the Enterprises, and the
FHLBanks, as well as key developments for each
during the reporting period.

It also details the Enterprises’ financial results. While
the Enterprises continued to be profitable, net
income in 2014 was substantially lower than in 2013,
and their future profitability is not assured.

October 1, 2014-March 31, 2015 3



Section 1: Oversight Strategy, Organizational
Structure, and Accomplishments

OIG began operations on October 12, 2010. It

was established by HERA, which amended the
Inspector General Act. The primary mission of

the OIG for FHFA is to conduct independent
audits, evaluations, and investigations to promote
economy and efficiency and to prevent and detect
fraud, waste, abuse, and mismanagement in the
programs and operations of the Agency, including its

conservatorship of the Enterprises.

OIG’s operations are funded by annual assessments
that FHFA levies on the Enterprises and the
FHLBanks pursuant to 12 U.S.C. § 4516. For fiscal
year 2015, OIG’s operating budget is $48 million,
with 150 full-time-equivalent staff.

Risk-Focused Strategy

OIG’s mandate is broad and comprehensive,
involving oversight of the full scope of the Agency’s
programs and operations and of its conservatorship
of the Enterprises. Our work plan is dynamic

and will adapt to a changing risk profile. To

best leverage our resources to strengthen OIG’s
oversight, we determined to focus our resources

on programs and operations that pose the greatest
financial, governance, and/or reputational risk to the
Agency, the Enterprises, and the FHLBanks. After
discussions with FHFA, the Enterprises, and different
stakeholders to seek input on the largest risks, as well
as a review of reports prepared by FHFA and third
parties, and risk assessments performed in key areas
related to FHFA’s mission, and hotline complaints,

we identified the areas of greatest risk:
» FHFA’ ongoing work as conservator;

» FHEFA's rigor in conducting examinations in its

role as regulator of the Enterprises;

» FHFA’ oversight of the Enterprises’ controls for
smaller or nondepository financial institution
mortgage sellers (nonbank sellers); and

» FHFA’s oversight of the information technology
(IT) security at the Enterprises and the
FHLBanks.

With a shared understanding of the greatest risks, we
took a hard look at the Audit and Evaluation Plan
and identified numerous issues within each risk area
that should take precedence over projects planned

in OIG’s then-pending work plan. Our audit and
evaluation functions developed work plans to assess

the adequacy of the controls for each of the risks.

Audit and Evaluation Plan

The results from our strategic planning process led us
to revise the Audit and Evaluation Plan to focus on
risks facing the Agency and the GSEs. This risk-based
approach, detailed in our Audit and Evaluation Plan
of February 2015, focuses on four areas that OIG
believes present high levels of financial, governance,

and reputational risk to FHFA and the GSEs:

* Conservatorship Operations. Since
September 2008, FHFA has administered two
conservatorships of unprecedented scope and
undeterminable duration. As conservator, the
Agency has expansive authority to make business
and policy decisions for two large, complex
companies that dominate the secondary mortgage
market and the mortgage securitization sector
of the U.S. housing finance industry and thus
influence and affect the entire mortgage finance
industry. Given this environment, OIG’s work
will include: (1) assessing the conservator’s

governance practices, internal controls,

4 Federal Housing Finance Agency Office of Inspector General



decision-making process, and follow-up activities;

and (2) evaluating selected conservator-sponsored
initiatives. These efforts have commenced and
will assist OIG in assessing whether FHFA is
fulfilling its statutory duties and responsibilities

as conservator and safeguarding taxpayers.

Enterprise Supervision. FHFA’s Division of
Enterprise Regulation (DER) is responsible for
supervision of the Enterprises to ensure their safe
and sound operation. DER is responsible for
designing a comprehensive, risk-based supervisory
strategy, conducting ongoing monitoring

or targeted examinations of risk areas, and
monitoring Enterprise remediation of deficiencies
identified during examinations. Consistent with
DER’s examination structure, OIG has planned

a series of evaluations: (1) assessing DER’s
processes for identifying risks; (2) reviewing its
targeted examinations and ongoing monitoring;
and (3) evaluating its verification of the
Enterprises’ remediation activities. These efforts
have commenced and will assist OIG in assessing
whether DER fulfilled its statutory duties and

responsibilities and safeguarded taxpayers.

Nonbank Sellers. The Enterprises have been
acquiring an increasing portion of their single-
family business volume directly from nonbank
sellers, which may not have the same financial
strength, liquidity, or operational capacity as
their larger depository institution counterparties.
As a result, the Enterprises face increased risk
that these counterparties could fail to perform
their obligations. Accordingly, OIG has planned
a series of audits: (1) analyzing the risks posed
by the increased nonbank business volume;

(2) evaluating the adequacy of FHFA’s oversight

of the Enterprises’ controls for nonbanks;

and (3) studying the Enterprises’ controls

for nonbanks. These efforts are intended to
assess whether FHFA and the Enterprises

have sufficiently mitigated the increased risk
posed by nonbank sellers. In January 2015,

OIG commenced the first audit of the series

that will analyze the Enterprises’ exposure to
nonbank sellers and the steps that FHFA and the
Enterprises have taken to assess the risk posed by

nonbank sellers.

* IT Security. The Enterprises’ computer systems,
software, and networks may be vulnerable to
cyber attacks, breaches, unauthorized access,
misuse, computer viruses or other malicious
codes, or other attempts to harm them or misuse
or steal confidential information. Among other
things, a breach of an Enterprise’s security
system could disrupt its business operations or
result in the unauthorized disclosure or misuse
of confidential and other information. Our
work will include assessing whether FHFA has
provided sufficient oversight of: (1) Fannie
Mae’s implementation of controls to ensure the
protection of personal information processed
and stored on its information systems; and
(2) selected FHLBanks’ vulnerability in scanning
and patching procedures for business-critical

information systems.

Our revised Audit and Evaluation Plan explains

the risks on which our audit and evaluation teams
are focusing and the work that is underway or will
commence shortly on each of the work streams.
The plan is available at www.thfaoig.gov/Reports/
AuditAndEvaluationPlan. The work plan for each
identified risk has been designed to produce reports

Semiannual Report to the Congress - October 1, 2014-March 31, 2015 5
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that can be generated promptly both to increase
transparency and to improve the programs and
operations of the Agency without compromising the
rigor of the methodology.

To set the stage for this risk-based platform, we
prepared four white papers, of which three have been
published, to provide a baseline of information. The
three published white papers are listed below and
relate to one or more of the key risks. Summaries of

the papers start on page 11.

* The Continued Profitability of Fannie Mae and
Freddie Mac Is Not Assured,

» FHFA’s Conservatorships of Fannie Mae and
Freddie Mac: A Long and Complicated Journey;

and

» Cyber Security: An Overview of FHFAs Oversight
of and Attention to the Enterprises Management of
Their IT Infrastructures.

A fourth white paper, which explains the Enterprises’
new 97% loan-to-value (LTV) loan purchase
programs, is scheduled to be issued shortly. In that
white paper, we review the history of high LTV
programs offered by both Enterprises, examine
whether the new guidelines further FHFA’s stated
rationale for them, and identify the risks associated
with high LTV loans and the controls put into place

to address those risks.

As part of our strategic planning process, we
recognized the need for better organizational
alignment with priorities of the office. We have taken
steps to improve internal efficiencies by encouraging
greater collaboration across our offices because
nothing is more powerful and productive than

when we work collaboratively. Regardless of cross-
divisional efforts, reports published by the Office of
Audits will continue to adhere to the Government
Auditing Standards, commonly referred to as the

“Yellow Book,” and reports published by the Office
of Evaluations will continue to adhere to the Qualizy
Standards for Inspection and Evaluation, commonly
referred to as the “Blue Book.” We are also requiring
additional employee training in a number of critical

areas.

Additionally, we established two new offices—the
Office of Risk Analysis (ORA) and the Office

of Compliance and Special Projects (OCo)—to
strengthen OIG’s oversight. Both will enhance OIG’s
ability to stimulate positive change and promote

economy, efficiency, and effectiveness at FHFA.

Our office is charged with rigorous oversight of
FHFA's exercise of its critical conservatorship
responsibilities and of its regulatory duties in order

to protect the taxpayers $187.5 billion invested in
the Enterprises and safeguard against the potential

$5 trillion in taxpayer exposure from the mortgages
owned or guaranteed by the Enterprises. To exercise
rigorous oversight of the Agency, we must identify
emerging risks and be sufficiently nimble to revise
our work plan as new risks emerge and existing risks
become well-controlled. The newly established Office
of Risk Analysis will use data mining, quantitative
data, and analysis of data and relevant information to
identify and monitor emerging and ongoing areas of
risk. The identification, analysis, and prioritization of
risk areas will allow us to utilize resources strategically
and realign our Audit and Evaluation Plan, in real

time, to address those risks.

The newly created Office of Compliance and Special
Projects is tasked with two missions. First, this

office will be responsible for assessing the status of
recommendations made to FHFA in all OIG audits,
evaluations, and systemic implication reports and
reviewing actions taken by FHFA to address such
recommendations. The Office of Management and

Budget (OMB) provides policies and procedures to

6 Federal Housing Finance Agency Office of Inspector General



agencies for resolving audit and evaluation findings
and taking corrective action on recommendations.
According to OMB’s policies and procedures,

audit and evaluation recommendation follow-up

is a shared responsibility of Agency management
officials and OIG because corrective action taken by
Agency management on OIG findings and resolved
recommendations is essential for improving the
effectiveness and efficiency of Agency operations.
Agencies are required to establish systems to

ensure the prompt and proper resolution and
implementation of monetary and nonmonetary OIG

findings and recommendations.

To accomplish these objectives from the OIG
perspective, this newly created office has identified
all recommendations made to FHFA by OIG

and categorized each one by intended outcome,
recommended action, and Agency response. It

has begun to conduct validation testing to analyze
whether the recommendations closed by OIG were
fully implemented with appropriate remedial steps
as represented by FHFA. It will prepare and submit
reports, to be published on OIG’s website, setting
forth the results of its validation testing. OCo will
also work closely with other offices when they are
drafting recommendations to ensure that proposed
recommendations yield concrete deliverables that
will be susceptible to future validation testing.
Additionally, OCo will undertake special projects,
such as congressional requests, to examine emerging
issues and deliver prompt, actionable reports to the

Congress.

Leadership

On May 22, 2014, President Barack Obama
nominated Laura S. Wertheimer to the position of
FHFA Inspector General; she was confirmed by the
Senate on September 18, 2014, and sworn in shortly

thereafter. Prior to becoming Inspector General,

Ms. Wertheimer was a partner at a law firm where
she led numerous independent internal investigations
on behalf of audit, governance, and special board
committees of publicly traded companies. She also
represented public companies, professional service
partnerships, and corporate directors and officers

in regulatory investigations and enforcement

proceedings under the federal securities laws.

OIG consists of the Inspector General, senior staff,
and OIG offices, principally: the Office of Audits,
Office of Evaluations, Office of Investigations, and
the Office of Compliance and Special Projects.
Additionally, OIG’s Executive Office, which includes
the Office of Chief Counsel and the Office of Risk
Analysis, provides organization-wide supervision,
and the Office of Administration and the Office of
Internal Controls and Facilities provide organization-

wide support.

OIG’s Organizational Structure

OIG pursues its mission through six primary
offices—Executive, Risk Analysis, Audits,
Evaluations, Investigations, and Compliance and
Special Projects. The primary offices are supported
by an Office of Chief Counsel and administration

function.

Executive Office

The Executive Office (EO) provides leadership
and programmatic direction for OIG’s offices and

activities.

EO includes the Office of Chief Counsel (OC),
which serves as the chief legal advisor to the Inspector
General and provides independent legal advice,
counseling, and opinions to OIG about its programs

and operations. OC also reviews audit and evaluation
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reports for legal sufficiency and compliance with
OIGs policies and priorities. Additionally, it reviews
drafts of FHFA regulations and policies and prepares
comments as appropriate. OC also coordinates with
FHEFA’s Office of General Counsel and manages
OIG’s responses to requests and appeals made under
the Freedom of Information Act and the Privacy Act.

The Office of External Affairs is also within EO, and

it responds to inquiries from members of Congress.

The Office of Communications is also within EO, and
it responds to inquiries from the press and public.

OIG’s Equal Employment Opportunity Program
is also within EO, and it oversees equitable

opportunities in the workplace per federal code.

Office of Risk Analysis

To exercise rigorous oversight, we must identify
emerging risks and revise our work plan as new risks
emerge and existing risks are well-controlled. Our
newly established Office of Risk Analysis (ORA)

will use data mining, quantitative data, and analysis
of data and relevant information to identify and
monitor emerging and ongoing areas of risk. The
identification, analysis, and prioritization of risk areas
will allow us to utilize resources strategically and
realign our Audit and Evaluation Plan, in real time,

to address those risks.

Office of Audits
The Ofhice of Audits (OA) is tasked with designing

and conducting independent performance audits

with respect to the Agency’s programs and operations.

Our revised Audit and Evaluation Plan explains the
work streams underway to test whether the existing
controls are sufficient to mitigate or reduce the
identified risks. In addition, OA undertakes projects
to address statutory requirements and stakeholder

requests. For example, the Improper Payments
Information Act of 2002 (IPIA), as amended by the
Improper Payments Elimination and Recovery Act of
2010 and the Improper Payments Elimination and
Recovery Improvement Act of 2012, requires OIG to
audit FHFA’s compliance with IPIA during fiscal year
2014. On or before May 15, 2015, OA will publish

a report detailing FHFA’s compliance with IPIA
during fiscal year 2014. OA commenced two audits
in March 2015 that are also required by statute:

the Federal Information Security Management Act
of 2002 (FISMA) directs OIG to audit whether
FHFA’s and OIG’s information security programs
and practices meet FISMAs security requirements.
Additionally, with respect to stakeholder audit
requests, in January 2015, OIG announced a
congressionally requested audit to assess FHFAs
oversight of the Enterprises’ internal controls over
contractors maintenance of foreclosed properties in

the Enterprises’ inventories.

Under the Inspector General Act, inspectors general
are required to comply with the Government
Accountability Office’s (GAO) Yellow Book. OA
performs its audits and attestation engagements in

accordance with the Yellow Book.

Office of Evaluations

The Office of Evaluations (OE) conducts

program and management reviews and makes
recommendations for improvement where applicable.
OE provides independent and objective reviews,
studies, survey reports, and analyses of FHFA’s
programs and operations. The Inspector General
Reform Act of 2008 requires that inspectors general
adhere to the Blue Book, issued by the Council of
the Inspectors General on Integrity and Efficiency
(CIGIE). OE performs its evaluations in accordance
with the Blue Book.
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Office of Investigations

Staffed with special agents, investigators, analysts,
prosecutors, and attorney advisors, the Office of
Investigations (OI) supervises and conducts criminal
and civil investigations into those, whether inside or
outside of government, who waste, steal, or abuse
government monies in connection with programs

and operations of the Agency and the GSEs.

While OI also pursues wrongdoers within the Agency
and within the GSEs, it has focused and will continue
to focus on third parties that contract with the
Enterprises to sell and service loans. Those who make
misrepresentations to the Enterprises in connection
with loans that the Enterprises buy or guarantee may
violate several criminal statutes, and we investigate

these potential crimes vigorously.

Ol also takes the lead in responding to referrals made
to OIG’s hotline through telephone, email, website,
and in-person complaints, abiding by all applicable
whistleblower protections set forth in the Inspector
General Act. Our hotline is staffed by a third-party
vendor to protect the anonymity of the callers

and provides easy access for individuals to report
concerns, allegations, information, and evidence of
violations of criminal and civil laws in connection
with programs and operations of the Agency. During
this reporting period, our hotline has received and
analyzed 1,117 contacts. When OI determines that
a full investigation is not warranted, it works closely
with OA and OE to determine whether an audit or

evaluation project is advisable.

To maximize criminal and civil law enforcement, OI
works closely with other law enforcement agencies,
including the Department of Justice (DOJ), the Office
of the Special Inspector General for the Troubled Asset
Relief Program (SIGTARP), the Postal Inspection
Service, the Federal Bureau of Investigation (FBI), the

Department of Housing and Urban Development
Ofhice of Inspector General (HUD-OIG), the Secret
Service, IRS-Criminal Investigation (IRS-CI), and

state and local law enforcement entities nationwide.

Office of Compliance and Special Projects

The newly created Office of Compliance and Special
Projects (OCo) is staffed with lawyers and individuals
from OA, OE, and OI and is responsible for
conducting validation testing to determine whether
the OIG recommendations agreed to by FHFA, or
the controls adopted by FHFA to respond to OIG
reports, were fully implemented by the Agency.

These seasoned professionals will jointly apply their
expertise to test whether the Agency’s representations

regarding remediation have been fulfilled.

Office of Administration
The Office of Administration (OAd) manages and

oversees OIG administration, including budget,
human resources, financial management, and IT.

For human resources, OAd develops policies to
attract, develop, and retain exceptional people,

with an emphasis on linking performance planning
and evaluation to organizational and individual
accomplishment of goals and objectives. OAd
coordinates budget planning and execution and
oversees all of OIG’s procedural guidance for financial

management and procurement integrity.

Office of Internal Controls and Facilities

The Office of Internal Controls and Facilities
(OICF) manages and oversees safety, facilities, and
internal controls. OICF administratively supports
the implementation of OIG’s Internal Management
Assessment Program, which requires the routine
inspection of each OIG office to ensure that it
complies with applicable requirements.
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OIG’s Strategic Plan

OIG’s Strategic Plan for fiscal years 2015-2017 sets
out OIG’s goals and objectives to ensure the integrity,
transparency, effectiveness, and soundness of FHFA’s
operations and the operations of the organizations
that FHFA oversees. OIG will continue to monitor
events; make changes to the Strategic Plan as
circumstances warrant; and strive to remain relevant
regarding areas of concern to FHFA, the GSEs,
Congress, and the American people.

Within the Strategic Plan, OIG has established
several goals that will be used as a blueprint for OIG’s
oversight of FHFA and independent reporting.

Strategic Goal 1—Promote FHFA’s Effective
Oversight of the GSEs’ Safety and Soundness and
Housing Missions

OIG will promote effective risk oversight by FHFA,
assess FHFA's oversight of the GSEs’ housing mission
and goal responsibilities, and assess the effectiveness
of FHFA’s operations.

Strategic Goal 2—Promote FHFA’s Effective
Management and Conservatorship of the
Enterprises

OIG will assess FHFA’s and the Enterprises’

plans and progress on their strategic goals; assess
FHEAs effectiveness in controlling the costs of the
conservatorships; and detect and deter fraud, waste,

and abuse.

Strategic Goal 3—Promote Effective FHFA
Internal Operations

OIG will detect and deter fraud, waste, and abuse.

Strategic Goal 4—Promote Effective OIG Internal
Operations

OIG will maintain workforce expertise and
collaboration to meet goals, maintain access and data
security protocols with FHFA and the GSEs, and
ensure reporting processes are useful to stakeholders.
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OIG’s Oversight Activities During
the Reporting Period

OIG actively strives to fulfill its mission through
audit, evaluation, and compliance projects and
reports and through investigations. Our Audit and
Evaluation Plan sets forth the audit and evaluation
projects that are either underway or will be launched
in the next few months. During this semiannual
period, OIG released three white papers and five

reports, which are summarized below.

White Papers

Cyber Security: An Overview of FHFA’s Oversight
of and Attention to the Enterprises’ Management
of Their IT Infrastructures (WPR-2015-003,
March 31, 2015)

The Enterprises are the two largest institutions issuing
mortgage-related securities in the U.S. secondary
mortgage market. They store, process, and transmit
financial data and personally identifiable information
(PII) in connection with their mission to support

this market. As events over the past year have shown,
other organizations holding similar types of data have
sustained significant cyber attacks. Recent history
demonstrates the diversity and danger of cyber attacks
for institutions worldwide. Cyber criminals appear
particularly keen on stealing customer information
(like names, addresses, phone numbers, account
numbers, passwords, user IDs, dates of birth, or Social
Security numbers), trade secrets, or other confidential
information and compromising the credentials of

a legitimate user to commit financial fraud. Some
hackers have motivations other than theft; for example,
cyber attackers skilled in I'T as well as with the controls
systems and production processes of an iron plant in
Germany exploited vulnerabilities in the computer
system to cause a blast furnace to explode and destroy
the plant. National Security Agency Director Rogers
has reported that over the past few years, cyber
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threat actors have become more adept at gaining the
technology needed to launch crimes against critical
U.S. infrastructures in an effort to selectively shut
down parts of the power grid and other utilities.

A November 2014 report from the international
standard-setting Committee on Payments and Market
Infrastructures warned that stock exchanges, settlement
systems, and clearing houses around the world have
become increasingly vulnerable to cyber attacks,

and a sophisticated cyber attack could interrupt or
destabilize financial markets. Because of the significant
financial, governance, and reputational risks that could
flow from a cyber attack on the Enterprises, OIG
determined that cyber security is a significant risk.

OIG prepared this white paper to summarize

the types of known cyber threats in the current
environment and assess the possible risks to the
Enterprises from such threats. We also provided an
overview of the Enterprises’ cyber risk management
practices to prevent and detect cyber attacks. In its
work plan, OIG intends to review FHFA’s oversight
of the Enterprises’ I'T security and study the GSEs’
controls for I'T security to evaluate whether controls

over IT security are sufficiently robust.

FHFA’s Conservatorships of Fannie Mae and
Freddie Mac: A Long and Complicated Journey
(WPR-2015-002, March 25, 2015)

In 2008, FHFA placed Fannie Mae and Freddie
Mac in conservatorship. Since that time, the
Enterprises have required $187.5 billion in financial
support from Treasury in order to avert insolvency
and receivership. These conservatorships are now
in their seventh year. The FHFA Director has
asserted that conservatorship “cannot and should
not be a permanent state” for the Enterprises

and, under his stewardship, FHFA will continue
the conservatorships until a new housing finance
system is put into place by Congress. At present,
the conservatorships are of unknown duration and

the Enterprises, as necessary, will rely on Treasury
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for financial support if they are not able to sustain
profitability in the future. Given the taxpayers’
enormous investment in the Enterprises and the
Enterprises’ critical role in the secondary housing
finance market, OIG determined that FHFA’s
administration of the conservatorships constituted a

critical risk.

In this white paper, OIG outlined the history of these
conservatorships and FHFA’s evolving management
of them. We then summarized findings of prior OIG
reports that reviewed conservatorship decisions and
practices. Last, we outlined OIG’s planned work in
the coming year to assess the conservator’s governance
practices, internal controls, decision-making process,

and follow-up/compliance activities.

The Continued Profitability of Fannie Mae and
Freddie Mac Is Not Assured (WPR-2015-001,
March 18, 2015)

The Enterprises’ financial conditions have stabilized
and market conditions have improved since 2008.
They returned to profitability in 2012; however,

the level of earnings they experienced in 2013 and
2014 is not sustainable over the long term. The lack
of consensus in Congress about what the nation’s
mortgage finance system should look like and what
role, if any, the Enterprises should play in it means
the Enterprises will continue to operate under
FHEA’s conservatorship until these issues are resolved.
The outsized financial results reported by the
Enterprises in 2012 and 2013 led some to conclude
that the Enterprises would remain profitable for

the foreseeable future. OIG recognized the many
challenges faced by the Enterprises that affect their
profitability and understood that, if these challenges
caused losses that resulted in a negative net worth
for an Enterprise, then that Enterprise would be
obligated to obtain an injection of additional taxpayer
monies. OIG prepared this white paper to explain
the challenges faced by the Enterprises affecting their

profitability and to caution that future profitability

was not assured.

In the white paper, OIG explained that nonrecurring
events were a significant driver of earnings in 2013
and 2014 and are unlikely to drive future earnings.
Core earnings from the Enterprises’ business
segments—single-family guarantee, multifamily, and
investments—comprised only 40% of net income in
2013 and 55% in 2014 (see Figure 1, below).

Going forward, the Enterprises will have to rely on
their guarantee fee business segments and mortgage-
related investment portfolios for earnings, and those
sources are subject to uncertainty. The Enterprises
must reduce the size of their retained investment
portfolios over the next few years pursuant to

the terms of their agreements with Treasury and
additional limits from FHFA. Declines in the size

of these portfolios will reduce portfolio earnings

over the long term. These portfolios have been the
Enterprises’ largest source of earnings in the past.
Additionally, legislation from Congress and directives
by FHFA, as the Enterprises’ conservator, have raised
the Enterprises’ guarantee fees, the primary source
of revenue for their single-family guarantee business
segments. However, the Enterprises have cautioned

that any income growth from guarantee fees may not

Figure 1. The Enterprises’ Core Earnings and
Nonrecurring Items 2012 to 2014 ($ billions)
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completely offset the loss in income from the retained
portfolios. Further, as policy perspectives change, the
Enterprises’ fees could be reduced in the future.

The housing finance system is in the midst of

a period of significant uncertainty, and those
uncertainties relate to key market drivers such as
home mortgage rates, home prices, credit standards,
and other rates (e.g., short-term and long-term
swap rates) that impact the Enterprises’ financial
performance. Future profitability will be determined
by how these drivers change and to what degree.

For instance, fluctuations in interest rates introduce
volatility into the Enterprises’ derivatives portfolios.
The Enterprises report changes in the value of their
derivatives portfolios as fair value gains or losses,

and those changes impact financial performance.

For example, Fannie Mae reported fair value gains
on derivatives of $3.3 billion in 2013 and fair value
derivative losses of $5.8 billion in 2014, a swing of
more than $9 billion.

While OIG cannot predict whether additional
Treasury investments in either Enterprise are a
reasonable possibility in the near future, we recognize
that significant uncertainties concerning the level of
guarantee fees the Enterprises will be able to charge,
when combined with the winding down of their
investment portfolios and loss of interest income and
possible losses on the derivatives portfolios, mean
that the Enterprises’ future profitability is far from

assured.

Reports

FHFA’s Oversight of Two Mission-Related
Requirements for Federal Home Loan Bank Long-
Term Advances (ESR-2015-005, March 31, 2015)

OIG closed an evaluation of FHFA's oversight of
two mission-related requirements for long-term
advances—a community support requirement for
advances with original maturities greater than one

year and a residential housing finance requirement
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for advances with original maturities greater than
five years. OIG’s review identified instances in which
FHFA’s implementation of the community support
requirement fell short of the Agency’s regulatory
requirements. In particular, FHFA’s regulations
require the Agency to review FHLBank members
approximately every two years to determine whether
they meet community support standards to FHFAs
satisfaction. However, FHFA failed to conduct

one biennial review cycle and failed to include all
FHILBank members subject to community support
review in its most recent review cycle. Although
these deficiencies have not been fully remediated,
FHFA has represented to us that it is in the process
of addressing them. OIG intends to monitor
developments on these issues and will subsequently
test whether FHFA has fulfilled its responsibility

to remediate deficiencies. We also conducted a
limited review of FHFA’s oversight of the residential
housing finance requirement and found no material

noncompliance.

FHFA’s Oversight of Governance Risks Associated
with Fannie Mae’s Selection and Appointment

of a New Chief Audit Executive (EVL-2015-004,
March 11, 2015)

FHFA has established a delegated approach to
managing the Enterprises’ operations. For this
governance model to succeed, FHFA must be
confident that the Enterprises’ directors and

board committees are fulfilling their delegated
responsibilities. This evaluation report reviewed the
process used by Fannie Mae’s Audit Committee

in September 2013 to select a new Chief Audit
Executive (CAE), a duty delegated to it by FHFA
under the conservatorship, and assessed whether the
process was sufficiently robust to satisfy FHFA that
the Audit Committee was properly executing its risk

oversight function.

Effective corporate governance is a critical element of

operational risk management. The Audit Committees
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of the boards of directors of the Enterprises have
frontline governance responsibilities, which include
oversight of the Internal Audit functions. At

Fannie Mae, the CAE directs the Internal Audit
Department, which is a critical element of Fannie
Mae’s risk management controls. Pursuant to the
Sarbanes-Oxley Act of 2002 and as expressly codified
in Fannie Mae’s governance documents, its Internal
Audit function is tasked with providing independent,
objective assurance of the Enterprise’s governance,

risk management, and control processes.

OIG found that the process used by Fannie Mae’s
Audit Committee to select a candidate to fill the
important and challenging CAE position was
haphazard. We found that the numerous governance
failures of the Fannie Mae Audit Committee with
respect to the CAE selection and management

of his conflicts called into question whether that
Committee sufficiently understood its governance
obligations under the law and the conservatorship
and was prepared to responsibly exercise its fiduciary
duties. Absent diligence and commitment by all
members of the Audit Committee to exercise their
delegated oversight responsibilities, we cautioned that
FHFA’s continued reliance on that Committee was

questionable.

OIG recommended that FHFA: (1) implement a
sufficiently robust internal communications process
to ensure that the FHFA Director is informed

of significant issues and concerns that require

the Director’s decision; (2) require the Audit
Committee to hold meetings related to its oversight
responsibilities and fully document, in meeting
minutes, its discussions, deliberations, and actions
at each meeting; (3) conduct a comprehensive
evaluation of the Audit Committee’s effectiveness
and assess the adequacy of the criteria and processes
Fannie Mae’s Board of Directors uses to populate
each board committee and rotate committee
membership; and (4) direct the Audit Committee to

align its meetings to address priority issues and risks.

FHFA agreed with these recommendations.

Women and Minorities in FHFA’s Workforce
(EVL-2015-003, January 13, 2015)

On March 24, 2014, nine members of the House

of Representatives asked OIG to conduct a review

of diversity and related workplace issues at FHFA.
Similar requests were sent to the Consumer Financial
Protection Bureau, Treasury, the Federal Deposit
Insurance Corporation (FDIC), the Federal Reserve,
the National Credit Union Administration, and the
Securities and Exchange Commission (SEC).

To address the request, OIG analyzed workforce and
diversity data available from FHFA for the period

0f 2011-2013, including performance rating results,
promotions for minority and female employees,

and employee satisfaction results. In the course of
this evaluation, OIG found that the Agency did not
have an adequate human resources data collection
system with which to provide detailed information
necessary to conduct certain analyses. Where FHFA’s
human resources data systems provided sufficient
data, OIG analyzed that data. FHFA is in the process
of transitioning to a new data system that Agency
ofhicials said will improve the quality of the data.

OIG also reviewed the operations of the Office of
Minority and Women Inclusion (OMWTI) and its
role within the Agency. OIG found that OMWI
had carried out statutorily mandated reporting
requirements, conducted diversity training, and
initiated a number of other efforts to increase
diversity. However, FHFA has not acted on some
of OMWT’s proposals concerning diversity and

workforce issues.

OIG recommended that FHFA: (1) test the new
human resource system to ensure that it will
provide data sufficient to enable the Agency to
perform comprehensive analyses of workforce issues;

(2) regularly analyze Agency workforce data and
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assess trends in hiring, awards, and promotions;

(3) adopt a diversity and inclusion strategic plan; and
(4) research opportunities to partner with inner-city
and other high schools, where feasible, to ensure

compliance with applicable law.

FHFA agreed with OIG’s recommendations and
identified specific actions to address them. FHFA
expects implementation of its new Human Resource
Information System (HRIS) to be complete by
September 2015. FHFA also represented that OMW]I
and the Office of Human Resources Management
(OHRM) will review FHFA’s workforce data in
2015 and expand the analysis after implementation
of the new HRIS is complete. FHFA also agreed

to adopt a diversity and inclusion strategic plan by
September 30, 2015. Finally, OMWI and OHRM
will meet to explore partnering with inner-city and

other high schools.

Impact of the Federal Reserve’s Quantitative

Easing Programs on Fannie Mae and Freddie Mac
(EVL-2015-002, October 23, 2014)

OIG assessed the effects of the Federal Reserve’s
Quantitative Easing (QE) programs on the

Enterprises’ recent financial performance and the
potential implications for the Enterprises of the
Federal Reserve’s December 2013 decision to reduce
its mortgage-backed securities (MBS) purchases.

As part of its effort to respond to the financial crisis
and its aftermath, the Federal Reserve purchased over
$2.3 trillion of the Enterprises MBS through 2013
under its three QE programs and related initiatives.
The Federal Reserve initiated the QE programs to,
among other things, lower interest rates and thereby
stimulate growth in the housing markets and the

broader economy.

The QE programs likely contributed considerably

to lower long-term mortgage rates, resulting in a
mortgage refinancing surge from 2009 through mid-
2013.In 2012 and 2013, the Enterprises benefited
financially from the combination of the surge in
mortgage refinancings and a sharp increase in their

MBS guarantee fee rates (see Figure 2, below).

From 2011 to 2013, the Enterprises realized a
$4 billion increase in annual guarantee fee revenue

from new single-family MBS issuances, most of

Figure 2. Volume of Mortgage Origination and Refinancing 2008 to 2014

$600 -

$500 -

$400 -

$300 -

$200

Origination Volume ($ billions)

$100 -

$0 -

- 6.5
. 6.0
)
[
- 55 8
)
2
-50 3
[1]
- 45 %
(/)]
°
- 40 8
E
3.5
9 ” > 30
N N N
X X Y

B Home Purchases

Home Refinances ==30 Year Mortgage Rates

Semiannual Report to the Congress -+ October 1, 2014-March 31, 2015 15


http://www.fhfaoig.gov/Content/Files/EVL-2015-002_1.pdf
http://www.fhfaoig.gov/Content/Files/EVL-2015-002_1.pdf
http://www.fhfaoig.gov/Content/Files/EVL-2015-002_1.pdf

which is attributable to refinanced mortgages. The
Enterprises should generally expect to benefit from the
increased guarantee fee revenue over the lifetime of the
securities but are subject to certain risks. For example,
an improving economy and the Federal Reserve’s
decision in late 2013 appear to have contributed to
higher mortgage rates, which, in turn, contributed to
significant reductions in the Enterprises’ guarantee fee
revenues on MBS issued in 2014. The Federal Reserve’s
continued tapering and the eventual reduction of its
massive MBS portfolio could have an adverse impact
upon the Enterprises’ financial performance. Under
other scenarios, however, an improving economy

and higher home prices could be of benefit to the
Enterprises’ financial performance. FHFA has a
responsibility to monitor these issues and risks, as well

as their implications for the Enterprises.

Evaluation of the Division of Enterprise
Regulation’s 2013 Examination Records: Successes
and Opportunities (EVL-2015-001, October 6,
2014)

This report evaluated FHFA's policies and practices
for creating and maintaining examination documents
and workpapers in compliance with the Federal

Records Act and FHFA’s records management policy.

The report reviewed the documentation of 28
targeted examinations conducted by FHFA’s Division
of Enterprise Regulation (DER) in 2013. In each
case, OIG found that DER staff complied with the
Agency’s recordkeeping policies and procedures.
However, OIG also found that DER’s recordkeeping
practices have limitations that impede the efficient
retrieval of workpapers by FHFA examiners, other
FHEFA personnel, and outside oversight entities such
as OIG. Specifically, OIG found that DER maintains
no index or directory for the universe of workpapers,
examination teams within DER use different
document naming conventions, and electronic folders

do not adhere to a cohesive, common structure.

Accordingly, OIG recommended that DER adopt
a comprehensive examination workpaper index and
standardize electronic workpaper folder structures
and naming conventions between DER teams.
FHFA agreed to perform a cost-benefit analysis on

implementation of the recommendation.

Recommendations

A complete list of OIG’s audit and evaluation

recommendations is provided in Appendix B.

Investigations: Criminal, Civil,
and Administrative

Depending on the type of misconduct uncovered
during OIG investigations, the investigations may
result in criminal indictments, civil complaints, trials
resulting in judgments and decisions, administrative
sanctions and decisions, and/or negotiated plea or
settlement agreements. Criminal charges filed against
individuals or entities may result in plea agreements
or trials to verdict, incarceration, restitution, fines,
and penalties; civil claims can lead to settlements or
verdicts with restitution, fines, penalties, forfeitures,
assessments, and exclusion of individuals or entities
from participation in federal mortgage programs.
During the semiannual period, OIG special

agents conducted numerous criminal, civil, and
administrative investigations, which resulted in the
filing of criminal charges against 72 individuals, the
conviction of 72 individuals, and 74 sentencings, as
well as the imposition of fines and restitution awards.
In several investigations, OIG investigative counsels
were appointed as Special Assistant U.S. Attorneys
(SAUSAS) and prosecuted the criminal cases. Figure 3
(see page 17) summarizes the results obtained during

this reporting period from our investigative efforts.

OIG has developed and intends to further
strengthen close working relationships with other
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law enforcement agencies, including DOJ and U.S.
Attorneys offices; the Secret Service; the FBI; HUD-
OIG; the Federal Deposit Insurance Corporation
Office of Inspector General; IRS-CI; SIGTARP;

the Financial Crimes Enforcement Network; state
attorneys general; mortgage fraud working groups;
and other federal, state, and local law enforcement
agencies nationwide. OI also works closely with
Fannie Mae’s Mortgage Fraud Program and with
Freddie Mac’s Fraud Investigations Unit.

OIG also develops public-private partnerships

where appropriate. We delivered 29 fraud awareness
briefings to different audiences to raise awareness of
OIG’s law enforcement mission and of fraud schemes
targeting FHFA programs.

Investigation Highlights

Although much of the investigative work during this
reporting period remains confidential, there have
been significant public developments in a number
of OIG investigations. We now discuss some of
these developments, categorized by subject matter.
For a description of additional recent investigative

developments, see Appendices E-K.

Investigations: Civil Cases

During the reporting period, OIG continued to
actively participate in the Residential Mortgage-Backed
Securities (RMBS) Working Group established by the
President in 2012 to investigate those responsible for
misconduct contributing to the financial crisis through
the pooling of mortgage loans and sale of RMBS. The
Working Group is a collaborative effort of dozens of
federal and state law enforcement agencies. Among
other things, we have briefed other law enforcement
agencies on the operation of the RMBS market,

reviewed evidence produced by various parties for

Figure 3. Criminal and Civil Recoveries from
October 1, 2014, Through March 31, 2015

Criminal Civil
Investigations Investigations
Fines® $638,581 $-
Settlements $- $-
Restitutions $34,034,537 $-
Total $34,673,118 $-
Charges 72
Convictions 72
Sentencings 74

2Fines include criminal fines, seizures, forfeiture and special
assessments, and civil fines imposed by federal court.

members of the Working Group, assisted with witness

interviews, and provided strategic litigation advice.

We continue to work closely with U.S. Attorneys’
offices around the country and with state attorneys
general to investigate allegations of fraud committed
by financial institutions and individuals. Since the
inception of the working group, DOJ has negotiated
civil settlements worth $32.65 billion (FHFA

also negotiated a settlement with JPMorgan for

$4 billion). OIG’s investigative efforts in support of
the RMBS Working Group are ongoing.

Investigations: Criminal Cases

Ol is staffed by a team of highly trained special
agents, prosecutors, and investigative support staff
who conduct investigations related to programs
overseen by FHFA. Collectively, they encompass
OIG's statutory law enforcement component, and
they investigate criminal allegations throughout
the United States. In addition to the investigative
outcomes described in Figure 3 (see above), OI
supported six federal and local criminal trials. Six
OIG investigative counsels are SAUSAs appointed
by DOJ and are serving in judicial districts across the
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United States. OIG SAUSAs work closely with U.S.
Attorneys’ offices to develop cases for trial and try the

cases to verdict.

For ease of review, we group our criminal
investigations during this period into the categories
described below. In each category, we describe the
nature of the crime and include a few highlights of
matters investigated in each category. For a summary
of all publicly reportable investigative outcomes

for each category during this reporting period, see
Appendices E-K.

Condo Conversion and Builder Bailout
Schemes

In these types of schemes, sellers or developers
typically solicit investors with good credit who

want low-risk investment opportunities by offering
deals on properties with no money down and other
lucrative incentives, such as cash back and guaranteed
and immediate rent collection. The sellers fund these
incentives with inflated sales prices set by complicit
property appraisers. The fraudsters conceal the
incentives and the true property values from the
lenders, defrauding them into making loans that are
much riskier than they appear. When the properties

go into foreclosure, lenders suffer large losses.

Below, we provide some highlights of OIG
investigative work during this reporting period in
this category. (See Appendix E for a summary of all
publicly reportable investigative outcomes in this

category.)

Cay Clubs Real Estate Ponzi Scheme, Key West,
Florida

A joint OIG investigation with IRS-CI, the U.S.
Immigration and Customs Enforcement’s Homeland
Security Investigations, and the SEC found evidence
that Cay Clubs Resorts and Marinas, which operated
17 resort-style hotels/condominiums in the United

States, was allegedly a Ponzi and securities fraud

scheme. Because the scheme needed a constant
inflow of cash from new buyers to keep afloat, its
operators allegedly lured those new buyers with

large purchase incentives and allegedly gave buyers
leaseback incentives and $35,000 furniture packages
but concealed these incentives from lenders and from
the Enterprises. The operators also allegedly used
undisclosed insider sales to fraudulently pump sales
volumes and prices, lure more buyers, and inflate

prices.

The scheme is estimated to have defrauded more than
$300 million from 1,400 investors, FDIC-insured
banks, and the Enterprises, which lost $7 million.
After the scheme collapsed, the owners and principal
executives, Dave Clark and Cristal Coleman, fled the
country. Criminal charges were filed against Clark
and Coleman, who were subsequently apprehended

and are incarcerated pending trial.

Two insiders, Barry Graham, director of sales

for Cay Clubs, and Ricky L. Stokes, director of
investor relations, were charged with criminally
conspiring to fraudulently inflate the prices of Cay
Clubs units through insider sales. The complaint
alleged that Graham and other insiders specifically
purchased units from Cay Clubs without disclosing
their affiliation with Cay Clubs and used the
insider condominium purchases to “set the bar” for
subsequent artificially inflated appraisals and on
marketing materials to make it appear to investors
that the Cay Clubs units were rapidly increasing in

price.

During this reporting period, defendants Graham
and Stokes pled guilty and each was sentenced
to 5 years in prison followed by a 3-year term of

supervised release.
$20 Million Straw Buyer Fraud in Florida

A joint OIG and HUD-OIG investigation identified
evidence of a scheme by a number of individuals

to identify residential real estate properties in and
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around Miami-Dade County, which were purchased
using straw buyers and fraudulent mortgages.

The principal operators allegedly recruited mortgage
brokers, straw buyers, and others to create fraudulent
mortgage applications and false supporting
documents. They used some of the mortgage
proceeds to cover the straw buyers’ closing costs, pay
kickbacks to scheme participants, and make initial
mortgage payments, and pocketed the remainder of
the funds. When many of these properties went into
foreclosure, the scheme collapsed, defrauding lenders
of almost $20 million. The Enterprises together lost
more than $10.8 million.

During this reporting period, eight of the
conspirators pled guilty and were sentenced to prison
terms ranging from 51 months to home confinement
and to pay restitution. Three conspirators, who
declined to plead, were found guilty on all counts
after a jury trial.

Fraud Committed Against the Enterprises,
the FHLBanks, or FHLBank Member
Institutions

Investigations in this category involve a variety of
schemes that target Fannie Mae, Freddie Mac, the
FHLBanks, or members of FHLBanks.

Below, we provide some highlights of OIG
investigative work during this reporting period in
this category. (See Appendix F for a summary of all
publicly reportable investigative outcomes in this

category.)

Identity Theft by a Fannie Mae Insider, Dallas,
Texas

A joint OIG investigation with the Secret Service

and the U.S. Attorney’s Office for the Northern
District of Texas, based on a whistleblower tip, found
evidence that a Fannie Mae employee used her lawful
access to Fannie Mae records to steal PII of more
than 1,000 Fannie Mae customers and others, which
she provided to two individuals, Anthony Minor and
Tilisha Morrison. These individuals, in turn, recruited
co-conspirators to walk into banks and withdraw cash

from the accounts of Fannie Mae customers whose
PII had been stolen.

Minor was arrested in a Dallas hotel room, which he
had paid for with a fake credit card manufactured
using the stolen PII. A search of his hotel room
found fake identity documents, counterfeit checks, a
computer containing templates for fake government
documents, and a $900 bottle of Dom Pérignon. In
September 2014, a jury convicted him of conspiracy,
bank fraud, and several other crimes. He was

Morrison, with Minor over her left shoulder,
withdrawing cash from an ATM.
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$900 bottle of Dom Pérignon
purchased with stolen credit card.

Equipment seized at the hotel during the
arrest of Minor.
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sentenced during this reporting period to 16 years in

prison and ordered to pay $88,131 in restitution.

Five other individuals involved in this scheme were
also sentenced to prison terms ranging from time

served to 4 years.

Computer Intrusion by Former Fannie Mae
Employee, Virginia

A joint investigation with SIGTARP, with significant
assistance from Fannie Mace’s Investigations Division,
found evidence that an I'T term employee of Fannie
Mae, Sathish Kumar Chandhun Rajendran, who
had been terminated by Fannie Mae, subsequently
used administrator credentials in his possession to
repeatedly interfere with Fannie Mae servers and
partially disable the CheckMyNPV.com website.
That website allowed individuals to check on their
eligibility to participate in the Home Affordable
Modification Program. His actions caused

damage and loss to Fannie Mae in the amount of
approximately $69,000. Rajendran pled guilty to
criminal charges and, during this reporting period,
was sentenced to 3 years of supervised probation, 50
hours of community service, forfeiture of his laptop
computer, ordered to pay $69,638 in restitution, and
agreed to write and publish an online article detailing
his offense, its seriousness, the effect on himself and
his family, and why others should not engage in

similar behavior.

Loan Origination Schemes

Loan or mortgage origination schemes are the most
common type of mortgage fraud. These schemes
typically involve falsifying buyers’ income, assets,
employment, and credit profile to make them more
attractive to lenders. These schemes often use bogus
Social Security numbers and fake or altered documents
such as W-2 forms and bank statements to defraud
lenders into making loans they would not otherwise
make. Typically, perpetrators pocket origination fees or

inflate home prices and divert proceeds.

Below, we provide some highlights of OIG
investigative work during this reporting period in
this category. (See Appendix G for a summary of all
publicly reportable investigative outcomes in this

category.)

Falsified Loan Application Scheme in San Diego,
California

A joint OIG investigation with the FBI, IRS-CI, and
the U.S. Attorney’s Office for the Southern District

of California found that a mortgage loan officer, who
acted as a broker, was part of a conspiracy to defraud
mortgage lenders by creating and submitting false
loan applications. This conspiracy involved solicitation
of borrowers through ads on television and other
media, efforts to persuade borrowers to sign blank
loan applications, completion of loan applications
with false information and documentation to make
the applications successful, and submission of the

false applications to federally chartered financial
institutions, including FHLBank members. As a result
of this conspiracy’s efforts, the loan officer obtained

at least $2.2 million in mortgage loans through

fraud, many of which subsequently defaulted and
inflicted losses on the mortgage lenders and secondary

purchasers, including the Enterprises.

The loan officer, Donald V. Totten, and three
members of the conspiracy had previously pled

guilty. Defendant Totten was sentenced to 30 months
in prison, 3 years of supervised release, and was
ordered to pay $717,496 in restitution. His three
co-conspirators, sentenced in February 2015, received
prison terms ranging from 4-10 months and terms

of supervised release ranging from 3-5 years, and one
was ordered to pay restitution of $25,746.

Bogus Home Improvement Schemes in Maryland

A joint OIG investigation with HUD-OIG, the
Department of Homeland Security Immigration
and Customs Enforcement, Treasury Office of the
Inspector General, and the Secret Service found that
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two Maryland real estate agents operated fraudulent
schemes in which they and others added the cost of
bogus home improvements to mortgages obtained
with stolen identities and falsified application
documents, diverted the improvement fees garnered
to puppet construction companies at settlement, and
pocketed the proceeds. One agent used an accomplice
to create false credit histories for the stolen identities,
and the accomplice falsely reported to credit rating

agencies that the false identities received lines of credit.

The defendants diverted $1.3 million in funds from
more than $8.2 million in fraudulently obtained

loans. The Enterprises lost more than $1.2 million,

and the Federal Housing Administration (FHA) and
conventional lenders lost $3.5 million.

During the reporting period, the principal defendant,
real estate agent Edgar Tibakweitira, was sentenced
to 57 months in prison, and real estate agent
Phanuel “Peter” Ligate was sentenced to 5 months in
prison. (Both had previously pled guilty.) Five other
participants in the scheme received sentences ranging
from 33 months in prison to a period of home
confinement. All seven were ordered to pay various
amounts of restitution. In addition, the accomplice
who reported false lines of credit, Carmen Johnson,

was convicted by a jury.
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Opverall, this investigation resulted in the convictions
of 12 people. An OIG SAUSA assisted in prosecuting
the defendants.

Short Sale Schemes

Short sales occur when a lender allows a borrower
who is “underwater” on his/her loan—that is, the
borrower owes more than the property is worth—
to sell his/her property for less than the debt

owed. Short sale fraud usually involves a borrower
intentionally misrepresenting or not disclosing
material facts to induce a lender to agree to a short

sale to which it would not otherwise agree.

Below, we provide some highlights of OIG
investigative work during this reporting period in
this category. (See Appendix H for a summary of all
publicly reportable investigative outcomes in this

category.)
Short Sale Scheme in California

An OIG joint investigation with IRS-CI found
evidence that Minerva Sanchez, a licensed real estate
agent, persuaded Agustin Simon, a tax preparer and
bookkeeper she represented, that he sell his home

in a short sale using her son as the straw buyer.
Sanchez, along with Simon and the straw buyer,

made misrepresentations to financial institutions,

including false statements that the transaction was
“arm’s length” and false statements concerning the
parties’ hidden agreement that the seller would
provide the straw buyer with purchase money for
the short sale and ultimately regain ownership

of his home following the short sale. Simon was
sentenced to 15 months’ incarceration, 60 months
of supervised release, and was ordered to pay
$421,372 in restitution joint and severally. Sanchez
was sentenced to 21 months in prison, 36 months of
supervised release, and was ordered to pay $421,372
in restitution joint and severally. In addition, a

final order of forfeiture was issued for the property

involved in the transaction.
Sale Scheme in Northern Illinois

An OIG joint investigation with the FBI found evidence
that a licensed attorney allegedly worked with a real
estate agent and a straw buyer to obtain bank approval
for a fraudulent short sale using a falsified HUD-1
Settlement Statement and a false non-arm’s length
transaction affidavit. After the short sale transaction
closed, the lawyer directed the straw buyer to deed the
property into a trust controlled by the lawyer. Both

the lawyer and the real estate agent allegedly made
material false statements to a Freddie Mac investigator in
connection with this short sale transaction.

The Simon property put into short sale, which was ultimately forfeited.
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During this reporting period, the lawyer pled guilty to
wire fraud affecting a financial institution and the real
estate agent was charged via a superseding information

with wire fraud affecting a financial institution.
Short Sale Scheme in New Jersey

An OIG joint investigation with the New Jersey
Office of the Attorney General Division of Criminal
Justice found evidence of a conspiracy by three
individuals and an entity controlled by one of

the individuals to defraud lenders of more than

$1.2 million in a short sale flipping scheme involving
four properties. Among other things, individuals
allegedly made fraudulent misrepresentations on
uniform residential loan applications and settlement
forms and omitted material facts, including the
existence of straw buyers and an undisclosed financial

interest in the transactions.

During this reporting period, two of the individuals
were sentenced to probation terms and one was
ordered to pay restitution of $20,000. A third pled
guilty to first degree money laundering, and an entity
he controlled and used to facilitate the fraud pled
guilty to second degree theft by deception.

Loan Modification and Property
Disposition Schemes

These schemes prey on desperate homeowners.
Businesses advertise that they can secure loan
modifications, provided that the homeowners pay
significant upfront fees. Typically, these businesses
take little or no action, leaving homeowners in a

worse position.

Below, we provide some highlights of OIG investigative
work during this reporting period in this category. (See
Appendix I for a summary of all publicly reportable

investigative outcomes in this category.)
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Six Indicted in Utah Loan Modification Case

A joint OIG investigation with SIGTARP, IRS-CI,
the FBI, and the Office of Inspector General Board of
Governors of the Federal Reserve System Consumer
Financial Protection Bureau found evidence that
more than 10,000 struggling homeowners were
approached by a Utah telemarketing operation

to use the services of lawyers who allegedly had a
90% success rate in obtaining loan modifications

and purportedly offered a money-back guarantee.
Victim homeowners were led to believe that the
lawyers would complete the applications for loan
modifications. In some instances, customers lost their
homes to foreclosure when the loan modifications

were not obtained.

On February 25, 2015, six individuals were named
as defendants in a 40-count indictment alleging
conspiracy, mail fraud, wire fraud, telemarketing
fraud, conspiracy to commit money laundering, and

money laundering.
California Foreclosure Delay Scheme

A joint OIG investigation with the FBI found
evidence of a foreclosure-delay/eviction-delay scheme
involving at least 237 bankruptcies, including
homeowners whose mortgages were owned by
Fannie Mae. The scheme allegedly targeted distressed
homeowners by promising to delay foreclosures

and evictions for up to 36 months in exchange for
an initial cash payment and subsequent monthly
payments. As part of this scheme, the conspirators
allegedly caused a series of fraudulent bankruptcies to
be filed to delay the foreclosures and evictions, and
false deeds of trust to be recorded.

In December 2014, one conspirator was sentenced
to 120 days’ incarceration or electronic monitoring,

5 years of supervised release, and ordered to pay a
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small fine. In January 2015, another conspirator pled
guilty to conspiracy and was sentenced to 30 days’

imprisonment and 3 years of supervised release.

Property Management and REO Schemes

The wave of foreclosures following the housing crisis
left the Enterprises with a large inventory of real
estate owned (REO) properties. This large REO
inventory has sparked a number of different schemes
to either defraud the Enterprises, who use contractors
to secure, maintain and repair, price, and ultimately
sell their properties, or defraud individuals seeking to
purchase REO properties from the Enterprises.

Below, we provide some highlights of OIG investigative
work during this reporting period in this category. (See
Appendix J for a summary of all publicly reportable

investigative outcomes in this category.)
Fraudulent REO Scheme Charged in Chicago

An OIG investigation found evidence that Scott
Goldstein, who claimed to be the CEO of a
venture capital firm, marketed his services to
sell Enterprise REO properties at significantly
reduced prices. Goldstein allegedly advised

investors that their investments in REO properties

were low-risk and would earn short-term returns
as high as double the amount invested and he
allegedly fabricated documents on Freddie Mac
letterhead claiming to have access to Freddie
Mac’s REO properties through a “10 Block”
program. Goldstein, however, was not authorized
to sell Freddie Mac’s REO properties and neither
Enterprise has a “10 Block” program.

In December 2014, Goldstein was indicted for wire

fraud and mail fraud in Illinois.
False REO Escrow Scheme, California

A joint OIG investigation with the Stanislaus
County District Attorney’s Office found evidence
that two escrow companies falsely claimed to have
the right and authority to sell REO properties
owned by the Enterprises at significant discounts.
These companies referred potential purchasers to
legitimate Fannie Mae and Freddie Mac websites
to select REO properties and then allegedly
directed these purchasers to deposit funds with the
escrow companies and misrepresented that these
funds would be used to purchase REO properties

at a discount.
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In December 2014, an owner of one of the escrow
companies was charged in a criminal complaint with

grand theft and commercial burglary.

Adverse Possession Schemes

Adverse possession schemes use illegal adverse
possession (also known as “home squatting”) or
fraudulent documentation to control distressed

homes, foreclosed homes, and REO properties.

Below, we provide some highlights of OIG
investigative work during this reporting period in
this category. (See Appendix K for a summary of all
publicly reportable investigative outcomes in this
category.)

Deed Theft Scheme in California

An OIG investigation found evidence that 12
California properties, of which 10 were owned by
the Enterprises, were stolen by individuals who
recorded phony deeds. Three individuals allegedly
identified properties that were owned free and

clear without mortgages or other encumbrances,
recorded fake deeds, and sold the properties using the
internet and other means of remote communication
to conceal their identities and the fraud. During

the investigation, OIG alerted the four largest title
insurance companies about the scheme to prevent
further recording of false deeds.

During this reporting period, two individuals,
Mazen Alzoubi and Daniel Deaibes, were arrested
and charged with mail fraud. A third individual,
Mohamad Daoud, was arrested in December 2014
while attempting to flee the country. Deaibes has
since pled guilty in March 2015.

As a result of this investigation, OIG recommended
to FHFA that the GSEs strengthen the requirement
they impose on their property servicers to give notice
at the first indication of any attempt to obtain control
of GSE-owned property.

Semiannual Report to the Congress -

Recidivist Squatter and “Sovereign Citizen”

Imprisoned in Tennessee

A joint OIG investigation with the Shelby County
Sheriff’s Office found evidence that a self-proclaimed
“sovereign citizen,” with prior convictions for
squatting on and claiming ownership of HUD and
Fannie Mae-owned properties, was occupying a
Fannie Mae property in Memphis, Tennessee for
which he had submitted a fake quit claim deed.

This “sovereign citizen” pled guilty to theft of
property in October 2014 and was sentenced to 8

years in prison.

Investigations: Administrative
Actions

Many OIG investigations result in administrative
referrals to other entities for action based upon the
results of OI’s investigative work. For example, a
guilty plea of participation in a bank fraud scheme
by a licensed real estate agent or attorney or certified
public accountant may result in a referral to a state
licensing body for disciplinary actions. By the same
token, participation by a real estate professional in
mortgage fraud may result in a referral to HUD for
possible suspension or debarment from participation
in federal mortgage programs. A summary of OIG’s
referrals during the reporting period is captured in
Figure 4 (see below).

Ol also investigates allegations of administrative
misconduct by FHFA employees and contractors.
The results of such allegations are reported to FHFA

or other agencies with jurisdiction for further action.

Figure 4. Administrative Actions from October 1,
2014, Through March 31, 2015

Administrative Actions

Suspension/Debarment Referrals 150
Referral to FHFA Suspended Counterparty 59
Program
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Regulatory Activities

Pursuant to the Inspector General Act, OIG is
authorized to assess whether proposed legislation,
regulations, and policies related to FHFA are efficient,
economical, legal, and susceptible to fraud and abuse.
During the semiannual period, FHFA sought OIG
review on three final rules it published, two proposed
rules, a draft policy, and an advisory bulletin, and OIG

provided substantive comments on two:

* Proposed Rules. FHFA sought OIG review of
a preliminary draft proposed rule concerning
indemnification payments, for which it had not
sought public notice and comment. Because this
preliminary draft has not been published in the
Federal Register and FHFA continues to consider
OIG’s comments as it revises its draft rule, this
comment process is ongoing and disclosure could
adversely affect internal Agency deliberations. OIG
will report on the substance of its comments once

the Agency publishes the draft proposed rule.

* Advisory Bulletin. FHFA promulgated an
advisory bulletin (AB 2015-01) on FHLBank
Fraud Reporting (published on FHFA’s website on
February 12, 2015). On review of that bulletin,
OIG noted that it contained no mechanism
to notify OIG simultaneously with FHFA
upon the suspicion or discovery of fraudulent
activity and alerted FHFA of that omission.
FHFA acknowledged the value of simultaneous
reporting and notified the FHLBanks that FHFA
would “automatically notify FHFA-OIG by
email when an FHLBank posts a document to
the immediate notifications or SAR [suspicious

activity report] filing notifications folder.”

During the last reporting period, OIG reported that
it considered the applicability of the government-

wide suspension and debarment program and

provided FHFA with its assessment. FHFA
responded that it disagreed with OIG’s assessment
that the government-wide suspension and debarment
program applied to it and declined to follow FHFA’s
recommendation to implement it. FHFA continued
to refrain from implementing that program during
this period.

OIG previously reviewed the applicability of

the Program Fraud Civil Remedies Act of 1986
(PFCRA) to FHFA and opined to FHFA that it

was subject to PECRA. At the beginning of the last
reporting period, FHFA responded that it planned to
implement PFCRA and/or issue draft regulations; no
implementation or draft regulations occurred during

this reporting period or the prior reporting period.

Suspension of Counterparties
Referrals

FHEFA has adopted a Suspended Counterparty
Program under which it issues “suspension orders
directing the regulated entities to cease or refrain”
from doing business with counterparties (and

their affiliates) who were previously found to have
“engaged in covered misconduct.” Suspension of such
counterparties is warranted to protect the safety and
soundness of the regulated entities. For purposes of

the program, covered misconduct means:

Any conviction or administrative sanction
within the past three (3) years if the basis of
such action involved fraud, embezzlement,
theft, conversion, forgery, bribery, perjury,
making false statements or claims, tax evasion,
obstruction of justice, or any similar offense,

in each case in connection with a mortgage,
mortgage business, mortgage securities or other

lending product.
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During this reporting period, OIG made 59 referrals
of counterparties to FHFA for consideration
of potential suspension under its Suspended

Counterparty Program.

Public and Private Partnerships,
Outreach, and Communications

The Enterprises and the FHLBanks play a critical role
in the U.S. housing finance system and recent history
has shown that financial distress at the Enterprises and
deteriorating conditions in U.S. housing and financial
markets threatened the U.S. economy. American
taxpayers put their money and confidence in the
hands of regulators and lawmakers to restore stability
to the economy and decisions were made to invest
$187.5 billion in the Enterprises. The continuing
outsized role of the Enterprises and FHLBanks in
housing finance demands constant supervision and
monitoring. A fundamental part of OIG’s mission in
protecting taxpayers is independent and transparent
oversight of Agency programs and operations, which
both acts to hold responsible individuals accountable

and identifies lessons to be learned for the future.

Our focus on risk-based oversight demands that we
are sufficiently nimble to evaluate the sufficiency

of existing controls to mitigate known risks and to
identify new and emerging risks and the systems

in place to control those risks. We have created an
internal resource, ORA (discussed above), to assist

in those efforts, and we actively cultivate different
constituencies, including potential whistleblowers,
Agency officials, members of Congress, and the wider
oversight community, and forge public and private

partnerships to further our understanding of critical

risks.

Highlights of our efforts during this reporting period

include:

Semiannual Report to the Congress -

Anonymous Hotline

OIG actively promotes its anonymous hotline in
multiple ways, including its website, posters, emails
targeted to FHFA and GSE employees, and public
reports. During this reporting period, the hotline
received 1,117 contacts, which included: reports
of alleged misconduct that were referred to OI

for potential civil and/or criminal investigation;
reports of alleged wrongdoing in connection with
other agencies that were referred to the appropriate
resource; requests for assistance on housing-related

issues; and complaints on OIG-related issues.

Close Coordination with Other Oversight
Organizations

OIG shares oversight of federal housing program
administration with other federal agencies, including
HUD, the Department of Veterans Affairs, the
Department of Agriculture, and Treasury’s Office

of Financial Stability (which manages the Troubled
Asset Relief Program); their inspectors general; and
other law enforcement organizations. To further

the oversight mission, we coordinate with these
entities to exchange best practices, case information,
and professional expertise. During the reporting
period, OIG made numerous presentations to law
enforcement agencies, mortgage fraud working
groups across the country, and individual federal
agencies responsible for investigating mortgage fraud,
such as HUD-OIG, the FBI, the Secret Service, and
the DOJ Antitrust Division.

We continued our active participation in the
coordinated oversight activities during this reporting
period:

* RMBS Working Group. OIG continued its
significant role in the RMBS Working Group.

(See discussion at “Investigations: Civil Cases,”

page 17).
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* CIGIE. OIG actively participates in several
CIGIE committees and working groups.

o 'The Inspection and Evaluation Committee
continued its work on a pilot “peer review”
program for inspection and evaluation units
in the inspector general community. The peer
review is designed to assess organizations” work
under CIGIE’s Blue Book (January 2012)
and to promote credibility of such work by
validating the organizations’ work processes
and evaluating their objectivity, independence,

and rigorous adherence to applicable standards.

o 'The Investigation Committee advises the
inspector general community on issues
involving criminal investigations, criminal
investigations personnel, and establishing
criminal investigative guidelines. During
this semiannual period, the committee
continued coordination with DOJ regarding
implementation of the electronic recording
policy. Additionally, OIG hosted the
Investigations Information Technology
Subcommittee, which is comprised of criminal
investigators from across the inspector general
community. The Inspector General provided
opening remarks for the meeting, which focused
on the unique aspects of standardizing processes

for investigating computer-related crime.

» Council of Inspectors General on Financial
Oversight. The Council of Inspectors General
on Financial Oversight (CIGFO) was created
by the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010 (Dodd-
Frank) to oversee the Financial Stability
Oversight Council (FSOC), which is charged

with strengthening the nation’s financial system.

OIG is a permanent member of CIGFO, along
with the inspectors general of Treasury, the
EDIC, the SEC, and others. By statute, CIGFO
audits FSOC each year. This year, OIG is
leading the CIGFO audit of FSOC’s monitoring

of interest rate risk to the financial system.

Private-Public Partnerships

Housing finance professionals are on the frontlines
and often have a real-time understanding of emerging
threats and misconduct. We speak regularly with
officials at the FHLBanks and the Enterprises to
benefit from their insights; made presentations

to industry groups, including the International
Association of Financial Crimes Investigators and the
Real Estate Alliance of Livermore, California; and
focused on fraud trends and emerging schemes in the
mortgage industry. We also speak with homeowners’

groups and associations.

Congress

To fulfill its mission, OIG works in close partnership
with Congress and is committed to keeping it fully
apprised of our oversight of FHFA. OIG provided
information and briefings to key congressional
committees and offices. Briefing topics included
recommendations from OIG reports and FHFAs
progress in implementing them, themes emerging in
OIG’s body of work, OIG’s organization and strategy,

and areas of ongoing work.

Additionally, we endeavor to inform Congress
through responses to numerous technical assistance
and information requests, as well as replies to formal
written inquiries from members of Congress on

various topics.
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Section 2: FHFA and GSE Operations

Overview

In this section, we summarize the role of the GSEs
in housing finance, FHFA and its relationship with
these GSEs, the 2014 financial results of the GSEs,
and selected FHFA and GSE activities.

The Enterprises

The Enterprises are publicly held financial institutions
that were created by Congress with dual purposes:

to enhance the liquidity and stability of the U.S.
secondary mortgage market and to affirmatively
“facilitate the financing of affordable housing for low-
and moderate-income families in a manner consistent
with their overall public purposes.” Their charters,
drafted by Congtess, provide important competitive
advantages that, taken together, were viewed by many
as implying U.S. taxpayer commitment to prevent
default on their financial obligations. Consequently,
the Enterprises could issue debt to fund their
operations near Treasury rates and thereby assumed
dominant positions in the residential housing finance
market.” Although a number of commentators
warned about structural problems within the

Enterprises, those concerns went unheeded.

In 2007 and 2008, as the housing crisis intensified,
Fannie Mae and Freddie Mac became financially
distressed. Their concentrated exposure to U.S.
residential mortgages combined with high leverage
proved unsustainable in the face of a large nationwide
decline in home prices and the associated spike in
mortgage defaults. The federal government passed
HERA, signed into law on July 30, 2008, which,
among many other provisions, temporarily gave
Treasury unlimited investment authority in the two
Enterprises, created FHFA, and charged it with

responsibility for the effective supervision, regulation,
and housing mission oversight of Fannie Mae,
Freddie Mac, the FHLBanks, and the FHLBanks’
Office of Finance.

Less than two months later, on September 6, 2008,
FHFA placed Fannie Mae and Freddie Mac into
conservatorships, taking control of the Enterprises
to conserve their value, maintain their operations,
provide assurances to holders of their debt and
mortgage-backed securities (MBS), and lower and
stabilize the cost of mortgage finance. Simultaneously,
Treasury exercised its authority under HERA “to
purchase any obligations and other securities” issued
by the Enterprises and began to purchase preferred
stock pursuant to the Senior Preferred Stock
Purchase Agreements (PSPAs) in order to allow the
Enterprises to continue their key role in the housing
market. Under the PSPAs, Treasury committed to
provide funds to the Enterprises as necessary to
prevent their liabilities from exceeding their assets,
subject to a cap.® To date, U.S. taxpayers have
invested $187.5 billion into the Enterprises under

these agreements.

The Enterprises’ Roles in Housing Finance

Fannie Mae and Freddie Mac are limited by their
charters to operate in the secondary “conforming”
mortgage market. That means that neither Enterprise
can lend money to households directly in the primary
market, nor deal in mortgages with balances above
“conforming loan limits.” Conforming loan limits
have been adjusted over time, and for 2015, the
national limit for single-family properties is $417,000
but can be as high as $625,500 in high-housing-cost
areas. The charters for both Enterprises authorize
them to purchase mortgages with loan-to-value (LTV)
ratios that exceed 80% (i.e., the unpaid principal
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balance of the mortgage exceeds 80% of the value of

the property). If that occurs, the loan must include

mortgage insurance or another credit enhancement.

The Enterprises’ activities can be grouped into

two broad categories. One category—the credit
guarantee business—involves the creation of MBS
by purchasing a pool of single-family conforming
mortgages from originators—typically banks, credit
unions, mortgage companies, and other financial
institutions—and packaging them into securities
that receive cash flows from the mortgage pools.
Residential loans purchased by the GSEs from

loan originators create liquidity for loan originators
who can then make additional loans. Fannie Mae
or Freddie Mac guarantees the investors in these
MBS the timely payment of principal and interest
regardless of defaults and losses on the underlying
loans in the pool. In return for this guarantee, the
Enterprises receive a monthly “guarantee fee” out of

the borrower’s interest payment.

The second category—the portfolio investment
business—involves holding and financing assets on
their balance sheets, including whole mortgages,
their own MBS, MBS purchased from others, and
fixed-income securities. Both GSEs use financial
derivatives, such as interest rate swaps, to help
manage the market risk associated with their

investment portfolios.

Enterprises’ Market Share of the
Secondary Mortgage Market

Since entering conservatorships in September

2008, the Enterprises have bought and guaranteed
approximately three out of every four mortgages
originated in the United States. After losing market
share to nonagency competitors from 2004 through
2007, the Enterprises have regained dominant
positions in the residential housing finance market
(see Figure 5, below).* Consequently, taxpayers face

considerable financial risks and exposure from their

Figure 5. Primary Sources of MBS Issuances from 2000 to 2014 ($ trillions)
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Figure 6. Overview of FHFA’s and the Enterprises’ Roles
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activities, given that Treasury effectively guarantees
their financial obligations.

FHFA’s Dual Role as Conservator
and Regulator of the Enterprises

On September 6, 2008, FHFA used its authorities
granted under HERA to place the Enterprises into
conservatorships. Since then it has served a dual

role as both conservator and regulator (see Figure

6, above). When FHFA acts in either role, it must
balance the inherent tensions between managing the
Enterprises as conservator and supervising them as

safety and soundness regulator.
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As conservator, FHFA possesses all rights and

powers of any stockholder, officer, or director of the
Enterprises. FHFA may operate the Enterprises,
conduct all of the Enterprises’ business activities, take
actions necessary to preserve and conserve their assets
and property, put the Enterprises in a sound and
solvent condition, and carry on their business. These
powers position FHFA to potentially control every
aspect of the Enterprises’ conservatorships.

FHFA administers the conservatorships through
a combination of: communications with the
Enterprises’ respective boards of directors and
management; a multiyear strategic plan for the

conservatorships that defines general goals and
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initiatives; annual conservatorship Scorecards that
focus on the Enterprises’ short-term objectives

to further the conservator’s strategic goals; and
governance practices and organizational infrastructure
that support these activities. According to FHFA,
the Director meets regularly with the Enterprises’
respective CEOs to discuss business activities and
emerging issues and meets with the boards of directors
to review the state of the conservatorships and key
business matters. The FHFA Director recently testified
that FHFA is involved in “virtually every decision”
that Fannie Mae and Freddie Mac make.

As regulator, the Agency’s mission is to ensure that
the Enterprises operate in a safe and sound manner
and that their operations and activities contribute

to a liquid, efficient, competitive, and resilient
housing finance market.” FHFA accomplishes its
regulatory mission by performing on-site supervisory
examinations and off-site monitoring of the
Enterprises, issuing regulations and policy guidance,
and providing oversight of the Enterprises’ housing

mission and goals.®

Figure 7. Enterprises’ Combined Losses from
2007 to 2011 and Combined Profits from 2012
to 2014 (S billions)
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Enterprises’ Financial
Performance

For the years ended December 31, 2008, through
December 31, 2011, the Enterprises posted total
combined losses of $258 billion. The Enterprises
returned to profitability in 2012 and have remained
profitable in 2013 and 2014. However, while their
profits for the past three years reached historic levels,
they are still less than the Enterprises’ combined
losses between 2007 and 2011 (see Figure 7, below).

In 2013, the Enterprises reported record profits of
$132.6 billion in net income; this was followed by
lesser profits of $21.9 billion in 2014 (see Figure

8, below). To be sure, the Enterprises benefitted
from improvements in the housing market and
declines in their delinquent loans. However,

more importantly, the Enterprises’ profitability
during these two years was significantly driven by
nonrecurring sources, events that they do not expect
to occur again in the future—specifically, the release
of valuation allowances against deferred tax
assets and settlements of disputed representation
and warranty claims, and of legal claims relating to

nonagency MBS.

Figure 8. Enterprises’ Annual Net Income (Loss)
2006 to 2014 ($ billions)
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Profits reported by the Enterprises for the year ended
December 31, 2014, were significantly lower than
in 2013 and slightly lower than in 2012, when they
first returned to profitability (see Figure 8, page 33).
Fannie Mae reported net income of $14.2 billion
for the year ended December 31, 2014, compared
with net income of $84 billion for the same period
in 2013.” Freddie Mac reported net income of

$7.7 billion for the year ended December 31, 2014,
compared with net income of $48.7 billion for the
same period in 2013.®

The significant differences between 2013 and
2014 reported net income are explained largely

by nonrecurring events. In 2013, nonrecurring
events accounted for $79 billion—60%—of the
$132.6 billion in net income. Results for 2014
reflected that nonrecurring sources comprised 45%
of net income, for a total of $10 billion, which is

a significant decline from the $79 billion in 2013.
Figure 9 (see below) illustrates that nonrecurring
sources contributed significantly to the Enterprises’
financial performance in 2013 and 2014.

Earnings from Business Segments

After nonrecurring events are backed out of the
2013 and 2014 results, profitability in both years

Figure 9. The Enterprises’ Core Earnings and
Nonrecurring Items 2012 to 2014 ($ billions)
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was driven in significant part by income from the
business segments in the Enterprises, primarily from
net interest income from the retained portfolios and

guarantee fees.

Net Interest Income

Historically, net interest income from the Enterprises’
retained portfolios has been the most significant
driver of revenue. Net interest income is the
difference, or spread, between the interest income
earned on the assets in the retained portfolio

and the interest expense associated with the debt
that funds those assets. The Enterprises’ retained
portfolios grew over 700% between 1992 and 2008,
and net interest income became the largest source
of earnings. The Enterprises’ combined retained
portfolios were $192 billion as of the end of 1992
and grew to $1.6 trillion as of 2008. The PSPAs,
however, require the Enterprises to reduce the size
of their retained portfolios by 15% per year until
they reach $250 billion by 2018. Fannie Mae’s net
interest income for the year ended December 31,
2014, was $20 billion, compared with $22.4 billion
for the same period in 2013—an 11% decrease;
Freddie Mac’s net interest income for the year ended
December 31, 2014, was $14.3 billion, compared
with $16.5 billion for the same period in 2013—a
13% decrease. The decreases in the Enterprises’ net
interest income mirror the continued downsizing of

their retained mortgage portfolios.

Guarantee Fees

As the Enterprises’ net interest income has diminished,
guarantee fee income has assumed a larger role as

the primary driver of the Enterprises’ net income.
The Enterprises charge and receive guarantee fees

in exchange for their agreement to guarantee the
timely payment of principal and interest to investors
that purchase their MBS. The guarantee fee (called
“management and guarantee fee” by Freddie Mac)
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Figure 10. Fannie Mae’s Average Annual Guarantee Fees 2000 to 2014
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covers projected credit losses from borrower defaults
over the life of the loans, administrative costs, and a
return on capital. To calculate the guarantee fee, the
Enterprises use proprietary costing models to estimate
expected credit losses based on selected loan attributes
(such as borrower credit score and LTV) and estimate
required capital based on a desired rate of return. As we
explained in our 2013 report, the fees set and collected
by the Enterprises for their single-family MBS business
had not been sufficient to cover the losses from
defaulted loans.” From 2008 to 2011, the Enterprises
posted total combined losses of $258 billion, the
biggest element of which was roughly $215 billion in
losses from single-family credit guarantees.'

In 2012, in response to a 2011 legislative mandate
and an FHFA directive, the Enterprises nearly
doubled their combined average guarantee fees to 50
basis points. The intent of the then-FHFA Acting
Director in requiring the Enterprises to raise their fees
was to reduce their dominance in housing finance

(by increasing private sector investment) and limit

taxpayer risks associated with their activities.

Semiannual Report to the Congress -

However, on January 8, 2014, FHFA’s new Director
suspended planned guarantee fee increases, which
were scheduled to take effect in March and April
2014, pending further evaluation."" In June 2014,
FHFA sought public comment on the optimum level
of guarantee fees required to protect taxpayers from
credit losses on Enterprise MBS and implications

for mortgage credit availability.'” The comment
period ended on September 8, 2014." As of the end
of the semiannual period, FHFA had not lifted its

suspension on guarantee fee increases.'

Due to recent guarantee fee increases, Fannie Mae’s
combined single-family and multifamily guarantee
fee income for the year ended December 31, 2014,
was $13 billion, compared with $11.7 billion for
the same period in 2013—an 11.2% increase.
Freddie Mac’s combined single-family and
multifamily guarantee fee income for the year ended
December 31, 2014, was $5.4 billion, compared with
$5.1 billion for the same period in 2013—a 5.6%
increase.”” These increases can be explained by the
large volume of loans acquired by the Enterprises

in 2008-2013 with higher guarantee fees, which are
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gradually replacing the inventory of loans acquired

prior to 2008 with lower guarantee fee income.

As the Enterprises continue to reduce the size of
their retained investment portfolios over the next few
years and the net interest income correspondingly
decreases, guarantee fees will become an even more
significant driver of earnings. Yet, the Enterprises
have cautioned that any income growth from
guarantee fees may not completely offset the loss in

net interest income from the retained portfolios.

Changes in Rates and Other Factors
Resulted in Changes to the Fair Value of
the Derivatives Portfolios

The Enterprises, like many financial institutions,

use derivatives to hedge against various risks, such

as fluctuating interest rates and prepayment risks
associated with their investments in mortgage loans
and mortgage-related securities.'® They use a variety
of derivative instruments, including interest rate
swap guarantees, options, and short-term default
guarantee commitments as an integral part of their
risk management strategies.'” Derivative instruments
are recorded at fair value and marked-to-market in
the Enterprises’ financial statements to reflect changes
in the value of these instruments due to changes in,
for example, short- and long-term swap rates, interest
rates, yield curves, implied volatility, and mortgage
spreads. The Enterprises report changes in the value
of their derivatives portfolios as fair value gains

or losses, and the impact of those changes affects
financial performance. For example, Fannie Mae
reported fair value gains on derivatives of $3.3 billion
in 2013 and fair value losses of $5.8 billion in 2014, a
swing of more than $9 billion. Freddie Mac reported
fair value gains on derivatives of $2.6 billion in 2013
and fair value losses of $8.3 billion in 2014, a swing
of roughly $10.9 billion.'® Derivative losses in 2014
were caused primarily by long-term interest rate

decreases during the year."”

Treasury’s Investments in the
Enterprises

Since the conservatorships began in 2008 through
March 31, 2015, the Enterprises have received a total
of $187.5 billion from Treasury as an investment in
their preferred stock. As we explain in our white paper,
the PSPAs, as amended, commit Treasury to invest

as much as the Enterprises needed to cover quarterly
net worth deficits from 2010 to 2012, and then for
future years, subject to a cap.”® Each quarter, FHFA
determines whether the liabilities of each Enterprise
on its financial statement exceed its assets and, upon
making such a determination, requests on behalf of
that Enterprise a “draw” from Treasury under the
applicable PSPA. Fannie Mae last requested a draw
from Treasury in 2011, and Freddie Mac last requested
a draw in 2012. As of December 31, 2014, Fannie
Mae had $117.6 billion in commitment available (i.e.,
potential future investments by Treasury), and Freddie
Mac had $140.5 billion in commitment available.

The PSPAs initially required the Enterprises to pay
dividends on Treasury’s investments at an annual
rate of 10%, totaling about $19 billion per year by
2012, an amount greater than the highest combined
annual profit that the Enterprises ever earned prior
to 2012. That fixed percentage dividend payment
frequently required the Enterprises to draw additional
funds from Treasury in order to pay the quarterly
dividend back to Treasury, further increasing
Treasury’s investment. As of December 31, 2012, the
Enterprises had paid $55 billion in dividends.

In August 2012, FHFA and Treasury agreed to

a third amendment to the PSPAs that, among
other things, replaced the fixed dividend rate the
Enterprises were required to pay with a quarterly
sweep of every dollar of net worth above an
applicable capital reserve amount.” The third

amendment also reduces the Enterprises’ capital
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reserve until it is eventually eliminated in 2018.*
According to Treasury, the amendments would
“make sure that every dollar of earnings” the
Enterprises generate would be “used to benefit
taxpayers,” “support the continued flow of mortgage
credit,” and “help expedite the[ir] wind down.”*
As of March 31, 2015, the cumulative Treasury
dividend payments on the senior preferred stock by
the Enterprises have exceeded their draws: Fannie
Mae has paid Treasury a total of $136.4 billion and
Freddie Mac has paid $91.8 billion, for a total of
$228.2 billion (see Figure 11, below).*

Several pending lawsuits by Enterprise shareholders
challenge the legality of the third amendment sweep
of all profits to Treasury and are being litigated in
federal courts.

Additional Government Support
for the Enterprises

As we explained in our 2014 evaluation report,
the Federal Reserve took a number of steps to spur

economic recovery beginning in 2007, including QE
programs.” Through its QE programs, the Federal
Reserve purchased Treasury securities and MBS in

order to lower interest rates and ease credit conditions.

Pursuant to the first QE program, which began

in November 2008 and ended in March 2010,

the Federal Reserve purchased approximately

$1.1 trillion of Enterprise MBS and $135 billion
of their debt. The second QE program from the
Federal Reserve focused on the purchase of longer-
term Treasury securities. Beginning in 2011, the
Federal Reserve reinvested the proceeds from sales
of mature Enterprise MBS and prepaid MBS into
new purchases of Enterprise MBS, which it called
“reinvestment purchases.” In September 2012, the
Federal Reserve began another QE program in which,
among other things, it committed to purchasing new
MBS at a pace of $40 billion per month. Between
October 2011 and September 2014, the Federal
Reserve purchased $1.3 trillion in Fannie Mae and
Freddie Mac MBS.?® Through the time period of
these different programs, the Federal Reserve became
the predominant purchaser of Enterprise MBS.”

Figure 11. Enterprises’ Treasury Draws and Dividend Payments Due Under PSPAs ($ billions)
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Among other things, the Federal Reserve’s demand
for MBS issuances likely contributed considerably
to the significant decline in long-term mortgage
interest rates in 2008 through mid-2013, which
spurred a dramatic increase in mortgage refinancings.
The Enterprises’ increased purchases of refinanced
mortgages coupled with their higher guarantee fees
contributed to their improved financial performance
in 2012 and 2013 (the refinanced mortgages subject
to increased guarantee fees replaced older mortgages
subject to lower fees).”® In late 2013, however, the
Federal Reserve decided to taper its MBS purchases,
contributing to an uptick in interest rates and a
decline in mortgage refinance volume. Due to the
resulting decrease in mortgage refinance purchases
and MBS issuances, the Enterprises expected to earn
lower guarantee fee revenue on MBS issuances in
2014 compared to 2013.

Future of the Conservatorships

When then-Secretary of Treasury Paulson announced
the conservatorships in September 2008, he
explained that the following period of time was
meant to be a “‘time out’ where we have stabilized the
GSEs,” during which the “new Congress and the next
Administration must decide what role government in
general, and these entities in particular, should play
in the housing market.”” The FHFA Director has
echoed that view in recognizing that conservatorship
“cannot and should not be a permanent state” for

the Enterprises. However, putting the Enterprises
into conservatorships has proven to be far easier

than ending them, and the “time out” period for the
conservatorships is now in its seventh year. As we
discussed in our recent white paper, FHFA’s current
strategy is to keep the Enterprises in conservatorship
until Congress passes housing reform legislation.
Absent congressional action or a change in FHFA's

strategy, the conservatorships will continue.*

In spite of their record profits in 2013 and 2014,
the financial risks that the Enterprises represent
under the PSPAs have not been ameliorated. The
third amendment to the PSPAs, which requires the
Enterprises to sweep all profits to Treasury, prevents
them from building up positive capital (save for a
small net worth “buffer” that diminishes to zero in
2018). As we explained in detail in our recent white
paper, the lack of a capital cushion to buffer losses,
combined with decreasing net interest income,
uncertain guarantee fee income, and challenges
posed by home mortgage rates, homes prices, credit
standards, and other rates (e.g., short- and long-
term swap rates), means that the Enterprises” future

financial performance is uncertain.”

FHLBank System

The FHLBanks are GSEs, federally chartered but
privately capitalized and independently managed

by boards of directors. The 12 regional FHLBanks
together with the Office of Finance, the fiscal agent of
the FHLBanks, comprise the FHLBank System. All
FHLBanks and the Office of Finance operate under
the supervisory and regulatory framework of FHFA.*
FHFA’s stated mission with respect to the FHLBanks
is to provide effective supervision, regulation, and
housing mission oversight to promote the FHLBanks’
safety and soundness, support housing finance and
affordable housing, and facilitate a stable and liquid
mortgage market.” Figure 12 (see page 39) provides
a map of the districts of the 12 FHLBanks. As
discussed in the GSE Activities section (see page 40),
FHFA recently approved the merger of the Seattle
and Des Moines FHLBanks, which will result in 11
FHLBanks.

The FHLBank System was created in 1932 to improve
the availability of funds for home ownership, and its

mission is to support residential mortgage lending and
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Figure 12. Regional FHLBanks
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related community investment through its member
financial institutions.** The 12 FHLBanks fulfill

this mission primarily by providing secured loans
known as advances to their members, resulting in
increased credit availability for residential mortgages,
community investments, and other housing and

community development services.”

The FHLBanks are cooperatives that are owned
privately and wholly by their members. Each
FHLBank operates as a separate entity within a
defined geographic region of the country, known
as its district, with its own board of directors,
management, and employees. Each member of

an FHLBank must purchase and maintain capital
stock as a condition of its membership.** FHLBank
members include financial institutions such as
commercial banks, thrifts, insurance companies,

and credit unions.?”
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their members with advances, which they do through
raising funds in the capital markets by issuing debt,
known as consolidated obligations, through the
Ofhice of Finance.?® In the event of a default on a
consolidated obligation, each FHLBank is jointly
and severally liable for losses, which means that
each individual FHLBank is responsible for the
principal and interest on all consolidated obligations
issued by the FHLBanks.* Like the Enterprises, the
FHLBank System has historically enjoyed benefits
(e.g., debt costs akin to those associated with Treasury
bonds) stemming from an implicit government

guarantee of its consolidated obligations.*’

FHLBanks’ Combined Financial
Performance

The regional housing markets affect the FHLBanks’

demands for advances from member institutions
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to fund residential mortgage loans. During 2014,
FHLBank members’ borrowing increased, due in

part to growth in economic activity, which resulted

in a stable environment for debt issuance. Further,
during this period, the demand for advances
continued to increase due to high member borrowing,
particularly by large-asset members. However, as

the average balances of advances and investments
increased, the yields on interest-earning assets and the
average balances of mortgage loans decreased, which

contributed to the overall decline in interest income.*!

The primary source of each FHLBanK’s earnings is
net interest income, which is the interest earned on
advances, investments, and mortgage loans, less the
interest paid on consolidated obligations, deposits,
and other borrowings.” Fluctuations in short-term
interest rates affect the FHLBanks’ interest income
and expense because a considerable portion of the
FHLBanks’ assets and liabilities are either directly or
indirectly tied to short-term interest rates.*

The FHLBanks combined net interest income
increased from $3.4 billion in 2013 to $3.5 billion

Figure 13. FHLBanks’ Net Income for the
Years Ended December 31, 2014, and 2013
($ millions)

2014 2013

Interest Income $8,032 | $8,398
Interest Expense (4,510) (4,998)
Net Interest Income 3,522 3,400
Reversal of (Provision for)
Credit Losses 21 £
Other—than—Temporary (15) (15)
Impairment Losses?
Derivative and Hedging Gains (148) 116
(Losses)
Other Income (Loss) 180 (72)
Total Non-interest Expense (1,046) (943)
Total Assessments (269) (293)
Net Income $2,245 | $2,512

“Private-label MBS accounted for the FHLBanks’ other-
than-temporary impairment losses for the years ended
December 31, 2014, and 2013.

in 2014, as shown in Figure 13 (see below).*
The following summarizes trends in key financial
indicators for the FHLBanks.%

Decrease in Interest Income

Returns on interest-earning assets are largely derived
from interest income on advances, investments,
prepayment fees, and mortgage loans. For the year
ended December 31, 2014, interest income decreased
from $8.4 billion to $8 billion—a 4.4% decline

compared with the same period in 2013.%

Interest Expense

During the year ended December 31, 2014, interest
expense declined from $5 billion to $4.5 billion—or
9.8%—compared with the same period in 2013.
The decrease was driven by lower yields on new
consolidated obligations and the cumulative effect
of redemptions and refinancings of higher-yield
consolidated obligations in the low interest rate

environment.?’

Derivative and Hedging Activity

The FHLBanks are exposed to interest rate risk
primarily from the effect of interest rate changes on
their interest-earning assets, as well as the funding
sources for these assets. The goal of the FHLBanks

is not to eliminate interest rate risk entirely but to
manage it within appropriate limits. To achieve this
goal, the FHLBanks use derivatives (e.g., interest
rate swaps, options, and swaptions), which help
reduce funding costs, maintain favorable interest rate

spreads, and manage overall assets and liabilities.*

Net losses from derivative and hedging activities
were $148 million for the year ended December 31,
2014, compared with net gains of $416 million for
the same period in 2013—a substantial change.”
The net losses from derivatives and hedging
activities for the year ended December 31, 2014,

were due primarily to changes in the fair value of
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Figure 14. FHLBanks’ Retained Year-End
Earnings 2007 Through 2014 ($ billions)
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derivatives not designated as hedging instruments
(e.g., economic hedges). Changes in the fair value
of derivatives not designated as hedging instruments
are recognized in current period earnings. Changes
in the fair value of derivatives that qualify as
hedging instruments (i.e., fair value hedges and
cash flow hedges) and the assets and liabilities they
hedge are recognized in current period earnings or

accumulated other comprehensive income.”

Retained Earnings

As shown in Figure 14 (see above), the FHLBanks’
combined year-end retained earnings, which are
profits not distributed to members via dividends,
have increased every year for the last seven years and
now exceed $13 billion as of December 31, 2014.5!
In the near-term and with existing dividend practices,
retained earnings should continue to increase as long
as the FHLBanks are profitable and subject to the
Joint Capital Enhancement Agreement provisions
adopted by the FHLBanks in 2011. The agreement
calls for the FHLBanks to set aside 20% of their net
income into a separate, restricted retained earnings
account.’® The joint capital enhancements help to
provide members with access to liquidity during

times of economic stress, create an additional buffer
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to absorb FHLBank losses, provide protection on
members’ capital investments, and provide additional
assurance that the FHLBanks will meet their

consolidated obligations.”

Selected FHFA and GSE Activities

Over this semiannual period, there were several
significant FHFA and GSE developments related to:
FHFA and GSE performance; lending guidelines
on down payments; housing trust funds; changes in
nonperforming loan sale requirements; minimum
financial eligibility requirements for the Enterprises’
seller/servicers; super priority liens; REO property
sales; conforming loan limits; guarantee fees; the
adopted risk retention rule; the merger of the
FHLBanks of Des Moines and Seattle; and FHFA’s
proposed revisions to FHLBank membership
eligibility requirements. Highlights of these

developments are summarized below.

FHFA and GSE Planning and
Accountability

FHFA Strategic Plan for FY 2015-2019 and
Performance and Accountability Report

In November 2014, FHFA released its FHFA
Strategic Plan: Fiscal Years 2015-2019, which sets the
Agency’s priorities as regulator and conservator of

the Enterprises and regulator of the FHLBanks. The
Strategic Plan contains three strategic goals, each with
three performance goals. They include:

* Ensure safe and sound regulated entities. The
performance goals for this objective are to
assess the safety and soundness of regulated
entity operations, identify risks to the regulated
entities and set expectations for strong risk
management, and require timely remediation of

I'iSk management Weaknesses.
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* Ensure liquidity, stability, and access in housing
finance. The performance goals are to ensure
liquidity in mortgage markets, promote stability
in the nation’s housing finance markets, and
expand access to housing finance for qualified
financial institutions of all sizes and in all

geographic locations and for qualified buyers.

* Manage the Enterprises’ ongoing
conservatorships. The performance goals are to
preserve and conserve assets, reduce taxpayer
risk from Enterprise operations, and build a new

single-family securitization infrastructure.**

FHFA reported that its Strategic Plan reflects the
priorities outlined for the Enterprises in the 2014
Strategic Plan for the Conservatorships of Fannie Mae
and Freddie Mac, which the Agency released in May
2014. Prior to its release, FHFA requested input on
the draft Strategic Plan from members of Congress,
the public, and interested stakeholders.*

FHEFA also released its Fiscal Year 2014 Performance
and Accountability Report assessing its activities as
regulator of the GSEs in 2014. FHFA said it received
an unmodified or “clean” audit opinion on its fiscal
year 2014 financial statements from GAO. The Fiscal
Year 2014 Performance and Accountability Report
contained 26 measures designed to evaluate FHFA’s
progress. It said 14 performance goals had been met
in 2014, 5 had been partially met, 6 had not been

met, and 1 had no baseline for comparison.*®

2015 Scorecard for the Enterprises and Common
Securitization Solutions

In January 2015, FHFA released its 2015 Scorecard
for Fannie Mae, Freddie Mac and Common
Securitization Solutions, which outlined how the
Agency will assess progress in the forthcoming year.
The Agency said the 2015 Scorecard is designed to
further the goals outlined in FHFA’s 2014 Strategic
Plan for the Conservatorships of Fannie Mae and
Freddie Mac. The three major goals highlighted in

the 2015 Scorecard were: (1) maintaining credit
availability and foreclosure prevention activities in
a safe and sound manner for new and refinanced
mortgages to foster what it termed liquid, efficient,
competitive, and resilient national housing finance
markets; (2) reducing taxpayer risk by increasing
the role of private capital in the mortgage market;
and (3) building a new single-family securitization
infrastructure for use by the Enterprises and
adaptable for use by other participants in the
secondary market in the future.”

FHFA’s Progress Report on the Implementation of
Its Strategic Plan for Enterprise Conservatorships

In March 2015, FHFA issued a Progress Report

on initiatives outlined in its 2014 Strategic Plan for
the Conservatorships of Fannie Mae and Freddie Mac
and the 2014 Scorecard for Fannie Mae, Freddie Mac
and Common Securitization Solutions. The Progress
Report summarizes major Enterprise activities
undertaken in 2014 toward achieving FHFA’s
conservatorship expectations under the Scorecard.
Enterprise initiatives in support of each of FHFA’s
three strategic goals for the conservatorships are

also described. Additionally, the report details
progress in advancing access to credit; continuing
and enhancing loss mitigation and foreclosure
prevention efforts; reducing risk to taxpayers by
increasing the role of private capital in the mortgage
market; and furthering the development of the
Common Securitization Platform (CSP) and a

single security structure.’®

Mortgage Industry Standards

During the first few years of the conservatorships,
FHFA sought to “preserve and conserve assets,
ensure market stability and liquidity, and prepare the
Enterprises for an uncertain future.” Some argue
that FHFA’s narrow focus on financial performance
of the Enterprises thwarted, to some degree, the
GSEs’ ability to satisfy the affirmative obligations
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under their charters to support affordable housing.®
In 2014, FHFA launched two initiatives to address
the affordable housing mandate.

97% LTV Option
One of the priorities and goals in FHFAs 2014

Scorecard was to “work to increase access to mortgage
credit for creditworthy borrowers, consistent with the
full extent of applicable credit requirements and risk-
management practices.” In internal guidance to the
Enterprises on how to execute the Scorecard goals,
FHEFA directed the Enterprises to develop guidelines
setting forth the terms on which they would purchase
loans with LT'Vs as high as 97%, with the objective
of increasing liquidity in the mortgage market,
consistent with safety and soundness. In October
2014, the FHFA Director announced that the
Enterprises were working with FHFA to develop
guidelines to lower barriers and restrictions on

borrowers who lacked access to home loans.®!

In December 2014, the Enterprises and FHFA
announced that the Enterprises would begin offering
97% LTV products in the near future.®* Fannie Mae
subsequently launched its program in December
2014, and Freddie Mac launched its program in
March 2015. The 97% programs offered by each
Enterprise, which target—but are not limited to—
borrowers with incomes at or below the area median
income, have many significant similarities and some

differences. Program similarities include:

* Limited to fixed-rate mortgages and cannot

include 40-year or interest-only terms;
* Require loans to be full documentation;

* Require credit enhancement, such as private

mortgage insurance;

* Can be used for purchase loans or for refinancing
existing loans with a limited cash-out of the lesser

of 2% or $2,000 to cover potential changes or
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discrepancies in closing cost calculations from

origination to closing;

* Permit a borrower to finance up to a total
LTV of 105%, including closing costs, when
the borrower receives assistance through an

acceptable affordable housing program;
* Allow down payments to be gifted;

* Do not require a borrower to maintain a cash
or liquid assets reserve after down payment and

closing costs; and
* Require borrowers to be owner-occupants.®
Program differences include:

* Underwriting: Fannie Mae will only accept loans
underwritten through its automated system;
Freddie Mac will accept loans that are manually

underwritten;

* First-time home buyers: For new loans (not
refinancings), Fannie Mae requires one borrower
to be a first-time home buyer; Freddie Mac does
not; and

* FICO score: Fannie Mae requires a minimum
FICO score of 620; Freddie Mac requires
a minimum score of 660 for manually
underwritten loans and a minimum score of 680

for refinancings.*

The FHFA Director recently testified that the
Enterprise guidelines “enable creditworthy borrowers
who meet stringent criteria and can afford a
mortgage, but lack the resources to pay a substantial
down payment plus closing costs, to get a mortgage

with a three percent down payment.”®

Housing Trust Funds

On December 11, 2014, FHFA directed the
Enterprises to begin setting aside for, and allocating

funds to, the Housing Trust Fund (HTF) and the
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Capital Magnet Fund (CMF), which were established
by HERA. FHFA determined that the Enterprises’
financial condition no longer warranted the
suspension of their set asides and allocations because
their financial conditions had stabilized sufficiently
and “reasonable projections indicate” that they will

remain profitable for the foreseeable future.*

HTF is administered by HUD; it is intended to
provide grants to states to increase and preserve

the supply of rental housing and to increase
homeownership for low-income families. Similarly,
CMF is administered by Treasury and is designed
to facilitate a competitive grant program to increase
investment in the development, preservation,

rehabilitation, and purchase of affordable housing.”

Pursuant to HERA, HTF and CMF are funded

by set asides of 4.2 basis points for each dollar of
unpaid principal balance of new single-family and
multifamily business that the Enterprises generate
each year. However, in recognition of FHFA’s
regulatory supervision of the Enterprises, HERA
authorizes FHFA to temporarily suspend the annual
set asides upon a determination that they would
contribute to the Enterprises’ financial instability,
cause them to be classified as undercapitalized, or
prevent them from completing a capital restoration
plan. FHFA temporarily suspended the set asides on
November 13, 2008.8

HERA also requires FHFA to issue regulations
prohibiting the Enterprises from passing the cost of
the set asides on to lenders. Thus, the Enterprises must

absorb this new expense in their existing earnings.®

Nonperforming Loan Sale Requirements

In March 2015, FHFA announced enhanced
requirements for sales of nonperforming loans
(NPLs) by the Enterprises. The enhanced NPL
sale requirements are intended to reduce risk to
taxpayers by transferring it to the private sector,

reduce Enterprise losses, and improve borrower and

neighborhood outcomes by providing alternatives

to foreclosure whenever possible. The requirements
draw upon Freddie Mac’s experience with two pilot
sales of NPLs in 2014 and early 2015; these sales
had an aggregate value of approximately $1 billion
in unpaid principal balance. The loans included in
NPL sales will generally be severely delinquent—
typically more than one year past due. The enhanced
NPL sale requirements cover: bidder qualifications;
modification requirements for servicers; loss
mitigation waterfall requirements that include
foreclosure as the last option in the waterfall; REO
sale requirements that encourage sales to individuals
who will occupy the property as their primary
residence or to nonprofits; subsequent servicer
requirements; and bidding transparency. In addition,
reporting by NPL buyers and servicers on borrower
outcomes will be required after the transactions close,
which should allow the Enterprises to document

whether the desired outcomes are being achieved.”

Minimum Financial Eligibility Requirements for
the Enterprises’ Seller/Servicers

In January 2015, FHFA proposed minimum
financial eligibility requirements that all sellers and
servicers will be required to comply with in order to
do business with the Enterprises. They will include
such things as net worth, capital ratio, and liquidity
requirements. The new criteria were designed to
provide consistent application of the criteria for
mortgage seller/servicers doing business with the
Enterprises. Fannie Mae and Freddie Mac have

had somewhat similar net worth requirements for
seller/servicers in the past that were based on loans
guaranteed by the respective agency only. Fannie
Mae also had a capital ratio requirement. The new
rules expand the net worth requirement to cover all
agency-guaranteed (Fannie Mae/Freddie Mac/Ginnie
Mae) loans, include a capital ratio requirement for
Freddie Mac, and introduce a liquidity requirement
for both Enterprises. FHFA said it expected to finalize
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the requirements in the second quarter of 2015 after
reviewing industry and stakeholder feedback, and
that the requirements would be effective six months
after they are finalized. Seller/servicer compliance
with the minimum financial requirements will be

monitored on a quarterly basis.”!

Super Priority Liens

In December 2014, FHFA continued to express
concerns about actions taken at the state level

that threaten the first-lien status of single-family
loans owned or guaranteed by the Enterprises. The
concerns involved energy retrofit financing programs
structured as tax assessments and the granting

of priority rights in foreclosure proceedings for

homeowner associations.”?

The Agency continued to single out retrofit efforts
such as the Property Assessed Clean Energy (PACE)
program, which often provides loans as first liens
and is available in California and a number of
other states. FHFA said that while it supported
energy retrofit programs in principle, PACE loans
move existing Enterprise mortgages to a second-
lien position and thus could increase the risk of

loss to the Enterprises and to taxpayers. It warned
homeowners with a first-lien PACE loan that they
cannot refinance their existing mortgage with a
Fannie Mae or Freddie Mac mortgage. It also said
that anyone wanting to buy a home that already has
a first-lien PACE loan cannot use an Enterprise loan
for the purchase, which it cautioned could reduce
the marketability of the house.”

FHFA also said that in some jurisdictions, liens

for unpaid homeowner association dues had been
deemed to be senior to preexisting mortgage liens
on a homeowner’s property. As a result, FHFA
intervened in two lawsuits in Nevada, in November
and December 2014, in an effort to obtain a ruling
that homeowner associations’ foreclosure sales

are invalid because they try to reduce Enterprise
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property rights. The Agency asserted that federal law
precludes involuntary extinguishment of liens held
by the Enterprises.”*

REO Property Sales
In November 2014, FHFA directed the Enterprises

to change requirements relating to sales of existing
REO. The change allows the Enterprises to sell
existing properties they own to any qualified
purchaser at the property’s fair-market value; this
changes the way homeowners who have been through
foreclosure can repurchase their homes. In the past,
the Enterprises had required homeowners who had
been through foreclosure and wanted to buy back
their homes to pay the full amount owed on the
mortgage instead of the fair-market value, which

was often lower. The change also applies to a third
party buying the property on behalf of the previous
owner. However, the policy change is limited to REO
inventory of single-family homes as of November 25,
2014, and certain exclusions may apply and will be
handled by the Enterprises on a case-by-case basis.
FHFA described the adjustment as a policy change
that should help reduce property vacancies and

stabilize home values.””

Conforming Loan Limits

In November 2014, FHFA announced that the
maximum conforming loan limits for mortgages
acquired by the Enterprises in 2015 would remain
at $417,000 for single-family homes in most of the
United States. Under a formula stipulated in HERA,
FHFA can increase the conforming loan limit in
certain high-cost areas where local median home
values exceed the baseline national limit, with a
maximum possible limit of $625,500. FHFA raised
the limits in 2015 in 46 counties where increases

in home values had taken place. These counties are
located in California, Colorado, Massachusetts,

Maryland, Tennessee, and Washington.”®
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Guarantee Fees

In November 2014, FHFA released an analysis that
showed that guarantee fees increased in 2013 at

a higher rate than in the previous four years. The
Agency is required by law to provide an annual
assessment of guarantee fees, which are paid to the
Enterprises in return for guaranteeing payment of
principal and interest on investor-held MBS. The
2014 report said guarantee fees increased to an
average of 51 basis points in 2013—as loans acquired
by the Enterprises in 2008-2013, with higher
guarantee fees, gradually replaced loans acquired prior
to 2008 with lower guarantee fees—compared to an
average of 36 basis points in 2012 and 22 basis points
in 2009. Among the other findings of the assessment,
fee increases in 2012 led to reduced differences in
pricing between small and large lenders, as measured
by the dollar volume of loans sold to the Enterprises
in 2013, and reduced pricing differences between
30-year and 15-year fixed-rate loans. The analysis
also said that the percentage of loans sold by extra-
large lenders decreased from 60% in 2010 to 49%

in 2013, while the percentage of loans sold by extra-
small lenders increased from 8% to 19%.”

The FHFA Director suspended increases in the
guarantee fees that had been announced in December
2013 pending a review. FHFA then asked for input
from the public about guarantee fee policy and

implementation.”®

Risk Retention Rule

In October 2014, six federal agencies approved a
final rule requiring sponsors of securitizations to
retain part of the credit risk in the transactions.
Securitization takes place when financial institutions
bundle loans such as mortgages into bonds and

sell the bonds to investors. Dodd-Frank requires
securitizers of loans to retain a portion of the risk

should the underlying loans not be repaid. The final

rule adopted by the six agencies calls for securitizers
of asset-backed securities (ABS) to retain no less than
5% of the credit risk of the assets collateralizing the
ABS being issued and it also contains prohibitions
against hedging or selling the retained risk. As
mandated by Dodd-Frank, the rule exempts
securitizations of qualified residential mortgages, as
defined by section 129C of the Truth in Lending
Act, from the risk retention requirement. The final
rule will be effective one year after publication in

the Federal Register for residential mortgage-backed
securitizations and two years after publication for all
other securitization types. The rule was issued jointly
by the Board of Governors of the Federal Reserve
System, HUD, the FDIC, FHFA, the Office of the
Comptroller of the Currency, and the SEC.”?

FHFA Approval of Merger of FHLBanks of
Des Moines and Seattle

On October 31, 2014, in order to remain financially
sound and better positioned in the marketplace,

the FHLBanks of Des Moines and Seattle filed an
application with FHFA to merge.*” On December 19,
2014, FHFA approved the merger application with
conditions, and beginning on January 15, 2015,

each eligible member of the two FHLBanks voted to
ratify the decision to merge. This was a majority vote
that ended on February 23, 2015.%' On February 27,
2015, the FHLBanks of Des Moines and Seattle
announced that members ratified the merger
agreement.®” The merger is expected to close once the
FHLBanks have satisfied the conditions of FHFA’s
December 2014 approval of the merger application
and FHFA has accepted the continuing FHLBank’s
organization certificate.*® Pending this final FHFA
approval, the combined FHLBank will be based out
of Des Moines, while a regional office will remain in
Seattle.** The FHLBanks anticipate that the merger
will be finalized in mid-2015.%
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FHFA’s Proposed Revisions to FHLBank
Membership Eligibility Requirements

In October 2014, FHFA extended for 60 days the
comment period on a proposed rule concerning
membership in an FHLBank. The new deadline for
comment was January 12, 2015. The proposed rule
requires each applicant and member to hold 1% of
its assets in home mortgage loans on an ongoing basis
rather than on a one-time basis, defines “insurance
company” to exclude captive insurers from FHLBank
membership, sets requirements for reviewing an
insurance company’s audited financial statements,
and clarifies the standards by which an insurance

company’s place of business is identified.
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Appendices

Appendix A:
Glossary and Acronyms

Glossary of Terms

Back Office Systems: Back office systems are
those related to the inner workings of a business or

institution.

Bankruptcy: A legal procedure for resolving debt
problems of individuals and businesses; specifically, a
case filed under one of the chapters of Title 11 of the
U.S. Code.

Basis Points: A hundredth of 1 percentage point.
For example, 1 basis point is equivalent to 1/100 of 1

percentage point.

Bonds: Obligations by a borrower to eventually
repay money obtained from a lender. The buyer of
the bond (or “bondholder”) is entitled to receive

payments from the borrower.

Capitalization: In the context of ba