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FINANCIAL AUDIT

Federal Housing Finance Agency's Fiscal Years 2011
and 2010 Financial Statements

What GAO Found

In GAO’s opinion, FHFA’s fiscal years 2011 and 2010 financial statements are
fairly presented in all material respects. GAO also concluded that FHFA had
effective internal control over financial reporting as of September 30, 2011. GAO
found no reportable instances of noncompliance with the laws and regulations it
tested.

FHFA's fiscal year 2011 financial statements include costs for the FHFA Office of
Inspector General (OIG), which make up approximately 10 percent of FHFA's
fiscal year 2011 costs. While the OIG was established in 2008 by the enactment
of HERA, the Inspector General was not confirmed by the U.S. Senate until
October 2010. Therefore, there were no OIG costs to be reported in FHFA's
fiscal year 2010 financial statements.

In early September 2008, Fannie Mae and Freddie Mac were placed into
conservatorship by the Director of FHFA, with the stated intent to stabilize these
entities. The assets, liabilities, and activities of the two entities, Fannie Mae and
Freddie Mac, are not reflected in FHFA'’s fiscal years 2011 and 2010 financial
statements, based on determinations by the Office of Management and Budget
(OMB) and the Department of the Treasury (Treasury) that they do not meet the
criteria for inclusion in the financial statements of the U.S. government or the
Treasury under federal accounting concepts, though Treasury records an asset
for its investments in the two entities and a liability for future payments to these
entities on its financial statements. Specifically, OMB and Treasury concluded
this because the entities are not currently reflected in the federal government’s
budget and because the conservatorship arrangement is considered to be
temporary. FHFA management concurred with this conclusion. Should
circumstances change, this conclusion would need to be revisited.

From early September 2008 through September 30, 2011, Fannie Mae and
Freddie Mac have received about $169 billion in direct financial support from
Treasury in exchange for Treasury’s purchase of the entities’ senior preferred
stock. Additionally, Fannie Mae and Freddie Mac are requesting $7.8 billion and
$6.0 billion, respectively, in additional support from Treasury due to losses
sustained for the quarter ended September 30, 2011. Over the longer term,
Congress and the executive branch face difficult decisions on how to restructure
the entities and promote housing opportunities while limiting the risks to
taxpayers and the financial markets.

GAO noted matters involving FHFA'’s internal control that were less significant
than a material weakness or significant deficiency, but which nonetheless merit
management’s attention. GAO will be reporting separately to FHFA management
on these matters.
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November 15, 2011

The Honorable Tim Johnson

Chairman

The Honorable Richard C. Shelby

Ranking Member

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

The Honorable Spencer Bachus
Chairman

The Honorable Barney Frank
Ranking Member

Committee on Financial Services
House of Representatives

This report presents the results of our audits of the financial statements of
the Federal Housing Finance Agency (FHFA) as of, and for the fiscal
years ending, September 30, 2011 and 2010. These financial statements
are the responsibility of FHFA. This report contains our (1) unqualified
opinions on FHFA'’s financial statements, (2) opinion that FHFA'’s internal
control over financial reporting was effective as of September 30, 2011,
and (3) conclusion that our tests of FHFA’s compliance with selected
provisions of laws and regulations disclosed no instances of reportable
noncompliance during fiscal year 2011.

The Housing and Economic Recovery Act of 2008" established FHFA as
an independent agency empowered with supervisory and regulatory
oversight of the housing-related government-sponsored enterprises:
Fannie Mae, Freddie Mac, the 12 federal home loan banks, and the
Office of Finance. The Act requires FHFA to annually prepare and submit
financial statements to the Director of the Office of Management and
Budget (OMB) and requires GAO to audit the agency’s financial
statements.

" Pub. L. No. 110-289, 122 Stat. 2654 (July 30, 2008). The law gave the Director of the
FHFA authority over Fannie Mae, Freddie Mac, the federal home loan banks, and the
Office of Finance. The 12 federal home loan banks and the Office of Finance, whose
primary function is to issue and service all debt securities for the banks, make up the
Federal Home Loan Bank System.
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FHFA continues to carry out its responsibilities as conservator of Fannie
Mae and Freddie Mac to ensure that these entities continue to meet their
mission requirements of providing liquidity and stability to the secondary
market for residential mortgages, participate in programs such as the
Home Affordable Modification Program to help borrowers at risk of
foreclosures, and take actions to reduce costs to taxpayers and attain
solvency. FHFA placed both entities into conservatorship in September
2008 in the wake of their deteriorating financial conditions with the
objective of stabilizing them. From September 2008 through September
30, 2011, the entities have received about $169 billion of direct financial
support from the Department of the Treasury (Treasury). Additionally,
Fannie Mae and Freddie Mac are requesting $7.8 billion and $6.0 billion,
respectively, in additional support from Treasury due to losses sustained
for the quarter ended September 30, 2011. FHFA, OMB, and Treasury
maintain that the conservatorship arrangement is not intended to be
permanent. Over the longer term, particularly with continuing uncertainty
about future economic conditions, Congress and the executive branch will
face difficult decisions on how to restructure Fannie Mae and Freddie
Mac and promote housing opportunities, while limiting the risks to
taxpayers and ensuring the stability of the financial markets. It will be
necessary for Congress to reevaluate the roles, structures, and
performance of Fannie Mae and Freddie Mac and to consider options to
facilitate mortgage finance while mitigating safety and soundness and
systemic risk concerns.

We are sending copies of this report to the Chairman of the Federal
Housing Finance Oversight Board, the Secretary of the Treasury, the
Secretary of Housing and Urban Development, the Chairperson of the
Securities and Exchange Commission, the Director of the Office of
Management and Budget, and other interested parties. In addition, this
report will be available at no charge on GAO’s website at
http://www.gao.gov.

If you or your staff have any questions concerning this report, please
contact me at (202) 512-3406 or sebastians@gao.gov. Contact points for
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our Offices of Congressional Relations and Public Affairs may be found
on the last page of this report.

i ) AR

Steven J. Sebastian
Director
Financial Management and Assurance
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Opinion on Financial
Statements

To the Acting Director of the Federal Housing Finance Agency

In accordance with the Housing and Economic Recovery Act of 2008
(HERA), we are responsible for conducting audits of the financial
statements of the Federal Housing Finance Agency (FHFA). In our audits
of FHFA'’s fiscal years 2011 and 2010 financial statements, we found

« the financial statements are presented fairly, in all material respects,
in conformity with U.S. generally accepted accounting principles;

« FHFA maintained, in all material respects, effective internal control
over financial reporting as of September 30, 2011; and

« no reportable noncompliance with laws and regulations we tested.

The following sections discuss in more detail (1) these conclusions; (2)
our conclusions on FHFA’s Management’s Discussion and Analysis and
other accompanying information; (3) our audit objectives, scope, and
methodology; and (4) agency comments and our evaluation.

FHFA'’s financial statements, including the accompanying notes, present
fairly, in all material respects, in conformity with U.S. generally accepted
accounting principles, its assets, liabilities and net position as of
September 30, 2011 and 2010, and its net costs, changes in net position,
and budgetary resources for the fiscal years then ended.

As discussed in note 1B of the financial statements, FHFA'’s fiscal year
2011 financial statements include, for the first time, the activities and
transactions of the FHFA Office of Inspector General (OIG). While HERA
established an OIG for FHFA, the Inspector General was not confirmed
by the U.S. Senate until October 2010. Therefore, FHFA's fiscal year
2010 financial statements do not include costs for the OIG. The activities
and transactions of the OIG represented approximately 10 percent of
FHFA's fiscal year 2011 costs.

As discussed in note 1A of the financial statements, FHFA'’s fiscal years
2011 and 2010 financial statements do not include the assets, liabilities,
and activities associated with Fannie Mae and Freddie Mac. In early
September 2008, less than 2 months after FHFA'’s establishment, the
then Director of FHFA placed Fannie Mae and Freddie Mac into
conservatorship under the authority of the Federal Housing Enterprises
Financial Safety and Soundness Act of 1992, as amended by HERA.
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Opinion on Internal
Control

FHFA’s goal in placing the two entities into conservatorship was to
stabilize them with the objective of maintaining normal business
operations and restoring safety and soundness. From early September
2008 through September 30, 2011, about $169 billion in direct financial
support from the Department of the Treasury (Treasury) has been
provided to Fannie Mae and Freddie Mac. Additionally, Fannie Mae and
Freddie Mac are requesting $7.8 billion and $6.0 billion, respectively, in
additional support from Treasury due to losses sustained for the quarter
ended September 30, 2011. Shortly after Fannie Mae and Freddie Mac
were placed in conservatorship, the Office of Management and Budget
(OMB) and Treasury determined that the assets, liabilities, and activities
of these entities would not be included in the consolidated financial
statements of the federal government or those of the Treasury, although
Treasury records an asset for its investment in Fannie Mae and Freddie
Mac and a liability for future payments to the two entities in its financial
statements. In making this determination, OMB and Treasury concluded
that because the entities were not listed in the section of the federal
government’s budget entitled “Federal Programs by Agency and
Account,” and because the nature of the conservatorships and the federal
government’s ownership and control of the entities were considered to be
temporary, the entities did not meet the conclusive or indicative criteria for
inclusion in the federal government’s or Treasury’s financial statements.’
OMB reaffirmed this conclusion with respect to fiscal years 2009, 2010
and 2011. FHFA management concurred with this conclusion.
Consequently, FHFA did not include the assets, liabilities, and activities of
Fannie Mae and Freddie Mac in its fiscal years 2011 and 2010 financial
statements. Should circumstances change, such as the inclusion of
Fannie Mae and Freddie Mac in the federal budget or a determination
that the current degree of federal control and ownership of the entities is
other than temporary, this decision would need to be revisited.

FHFA maintained, in all material respects, effective internal control over
financial reporting as of September 30, 2011, that provided reasonable
assurance that misstatements, losses, or noncompliance material in
relation to the financial statements would be prevented or detected and
corrected on a timely basis. Our opinion is based on criteria established

" The conclusive and indicative criteria used in deciding what to include as part of a
financial reporting entity is included in Statement of Federal Financial Accounting
Concepts No. 2, Entity and Display.
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Compliance with
Laws and Regulations

Consistency of Other
Information

under 31 U.S.C. § 3512 (c), (d), commonly known as the Federal
Managers’ Financial Integrity Act of 1982 (FMFIA).

During fiscal year 2011, FHFA made progress in addressing internal
control deficiencies that we noted during our audits of FHFA'’s fiscal year
2009 and 2010 financial statements. These deficiencies involved matters
related to accounting and monitoring procedures, access controls, and
information security management that remained unresolved at the
conclusion of our fiscal year 2010 audit. Although FHFA has made
progress in addressing those deficiencies, not all actions were completed
as of the completion of our fiscal year 2011 audit. During our fiscal year
2011 audit, we also identified additional deficiencies in accounting
procedures and controls over FHFA'’s information security. We do not
consider the remaining deficiencies from our fiscal years 2009 and 2010
financial audits, and those found during our fiscal year 2011 audit,
individually or in the aggregate, to constitute material weaknesses or
significant deficiencies.? We have communicated these matters to
management and, where appropriate, will report on them separately.

Our tests of FHFA’s compliance with selected provisions of laws and
regulations for fiscal year 2011 disclosed no instances of noncompliance
that would be reportable under U.S. generally accepted government
auditing standards. The objective of our audit was not to provide an
opinion on overall compliance with laws and regulations. Accordingly, we
do not express such an opinion.

FHFA’s Management’s Discussion and Analysis and other accompanying
information contain a wide range of information, some of which is not
directly related to the financial statements. We did not audit and we do
not express an opinion on this information. However, we compared this

2 A material weakness is a deficiency, or a combination of deficiencies, in internal control
such that there is a reasonable possibility that a material misstatement of the entity’s
financial statements will not be prevented or detected and corrected on a timely basis. A
significant deficiency is a deficiency, or combination of deficiencies, in internal control that
is less severe than a material weakness, yet important enough to merit attention by those
charged with governance. A deficiency in internal control exists when the design or
operation of a control does not allow management or employees, in the normal course of
performing their assigned functions, to prevent or detect and correct misstatements on a
timely basis.

Page 6 GAO-12-161 FHFA's Fiscal Years 2011 and 2010 Financial Statements



Objectives, Scope,
and Methodology

information for consistency with the financial statements and discussed
the methods of measurement and presentation with FHFA officials. On
the basis of this limited work, we found no material inconsistencies with
the financial statements, with U.S. generally accepted accounting
principles, or with OMB Circular No. A-136, Financial Reporting
Requirements.

FHFA management is responsible for (1) preparing the financial
statements in conformity with U.S. generally accepted accounting
principles, (2) establishing and maintaining effective internal control over
financial reporting and evaluating its effectiveness, and (3) complying with
applicable laws and regulations. FHFA management evaluated the
effectiveness of FHFA’s internal control over financial reporting as of
September 30, 2011, based on the criteria established under FMFIA.
FHFA management’s assertion based on its evaluation is included in
appendix I.

We are responsible for planning and performing the audit to obtain
reasonable assurance and provide our opinion about whether (1) FHFA’s
financial statements are presented fairly, in all material respects, in
conformity with U.S. generally accepted accounting principles, and (2)
FHFA management maintained, in all material respects, effective internal
control over financial reporting as of September 30, 2011. We are also
responsible for (1) testing compliance with selected provisions of laws
and regulations that have a direct and material effect on the financial
statements and (2) performing limited procedures with respect to certain
other information accompanying the financial statements.

In order to fulfill these responsibilities, we

e examined, on a test basis, evidence supporting the amounts and
disclosures in the financial statements;

« assessed the accounting principles used and significant estimates
made by management;

« evaluated the overall presentation of the financial statements;

« obtained an understanding of the entity and its operations, including
its internal control over financial reporting;

« considered FHFA'’s process for evaluating and reporting on internal
control over financial reporting that FHFA is required to perform by
FMFIA;
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« assessed the risk that a material misstatement exists in the financial
statements and the risk that a material weakness exists in internal
control over financial reporting;

« evaluated the design and operating effectiveness of internal control
over financial reporting based on the assessed risk;

« tested relevant internal control over financial reporting;

« tested compliance with selected provisions of the following laws and
their related regulations: 31 U.S.C. § 3902 (a), (b), (f) — Interest
penalties under the Prompt Payment Act; 31 U.S.C. § 3904 —
Limitations on Discount Payments Under the Prompt Payment Act; 5
U.S.C. § 5313 — Positions at level II; 12 U.S.C. § 4515 — Personnel;
12 U.S.C. § 4517(h) — Appointment of accountants, economists, and
examiners; Continuing Appropriations Act, 2011, as amended by
Continuing Appropriations and Surface Transportation Extensions Act,
2011; Presidential Memorandum on Freezing Federal Employee Pay
Schedules and Rates That Are Set by Administrative Discretion, 75
Fed. Reg. 81829 (Dec. 29, 2010); Federal Employees' Retirement
System Act of 1986, as amended; Social Security Act of 1935, as
amended; Federal Employees Health Benefits Act of 1959, as
amended; 12 C.F.R. Part 1206 — Assessments; and Federal Housing
Enterprises Financial Safety and Soundness Act of 1992, as amended
by the Housing and Economic Recovery Act of 2008; and

« performed such other procedures as we considered necessary in the
circumstances.

An entity’s internal control over financial reporting is a process affected by
those charged with governance, management, and other personnel, the
objectives of which are to provide reasonable assurance that (1)
transactions are properly recorded, processed, and summarized to permit
the preparation of financial statements in conformity with U.S. generally
accepted accounting principles, and assets are safeguarded against loss
from unauthorized acquisition, use, or disposition, and (2) transactions
are executed in accordance with the laws governing the use of budget
authority and other laws and regulations that could have a direct and
material effect on the financial statements.

We did not evaluate all internal controls relevant to operating objectives
as broadly established under FMFIA, such as those controls relevant to
preparing statistical reports and ensuring efficient operations. We limited
our internal control testing to testing controls over financial reporting. Our
internal control testing was for the purpose of expressing an opinion on
the effectiveness of internal control over financial reporting and may not
be sufficient for other purposes. Consequently, our audit may not identify
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Agency Comments

all deficiencies in internal control over financial reporting that are less
severe than a material weakness. Because of inherent limitations, internal
control may not prevent or detect and correct misstatements due to error
or fraud, losses, or noncompliance. We also caution that projecting any
evaluation of effectiveness to future periods is subject to the risk that
controls may become inadequate because of changes in conditions, or
that the degree of compliance with the policies or procedures may
deteriorate.

We did not test compliance with all laws and regulations applicable to
FHFA. We limited our tests of compliance to selected provisions of laws
and regulations that have a direct and material effect on the financial
statements for the fiscal year ended September 30, 2011. We caution that
noncompliance may occur and not be detected by these tests and that
such testing may not be sufficient for other purposes.

We performed our audit in accordance with U.S. generally accepted
government auditing standards. We believe our audit provides a
reasonable basis for our opinions and other conclusions.

In commenting on a draft of this report, the acting Director of FHFA stated
that he was pleased to accept the audit findings that FHFA'’s fiscal years
2011 and 2010 financial statements were presented fairly, that it
maintained effective internal control over financial reporting, and that
there had been no instances of reportable noncompliance with laws and
regulations tested. The acting Director also commented the agency would
continue to work to enhance its internal controls and ensure the reliability
of its financial reporting, its soundness of operations, and public
confidence in its mission.

The complete text of FHFA’'s comments is reprinted in appendix Il.

i ) AR

Steven J. Sebastian
Director
Financial Management and Assurance

November 9, 2011
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Management’s Discussion and Analysis

MISSION

Provide effective supervision, regulation, and housing mission oversight of

Fannie Mae, Freddie Mac, and the Federal Home Loan Banks to promote their

safety and soundness, support housing finance and affordable housing, and

support a stable and liquid mortgage market.

FHFA Values

ACCOUNTABILITY

We foster responsibility on the part of individual
employees and divisions through defined
delegations of authority. We align our actions and
resources with our mission and respond promptly
and proactively to emerging risks. We adhere to a
predictable, risk-based supervision pragram. We
use agency resources and authorities efficiently and
effectively to achieve our mission and goals.

RESPONSIVENESS

We cooperate, collaborate, and communicate within
FHFA, with other government agencies, Congress,
and the public. We respond promptly to external
requests and regularly disseminate information
about the housing industry and markets. We
promptly address and clearly communicate issues,
decisions, and conclusions to the regulated entities.

INDEPENDENCE

We are the independent regulator of Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks.
Our evaluations of the regulated entities are
unbiased and free from external influence.

Page 10

INTEGRITY

We adhere to the highest ethical and professional
standards. We treat the regulated entities, the
public, policy makers, and other stakeholders fairly
with impartiality and respect. We apply consistent
treatment to and among the housing regulated
entities and base our decisions on the merits of
their current actions and conditions.

PROFESSIONALISM

We maintain a highly skilled, dedicated, and diverse
workforce. We promote equal opportunity and
advancement on the basis of merit. We recognize
employees who demonstrate competence and
effectiveness in their decisions and actions and
whose results serve the agency's mission and the
public interest. We judge the requlated entities
against defined industry standards through a
disciplined examination approach.
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Management’s Discussion and Analysis

8 Federal Housing Finance Agency

Strategic Goals and Resource Management Strategy

The housing government-sponsored enterprises (GSEs) — Fannie Mae,
Freddie Mac, and the FHLBanks — operate in a safe and sound manner
and comply with legal requirements

STRATEGIC GOAL 1 -
SAFETY AND SOUNDNESS

STRATEGIC GOAL 2 - The housing GSEs support a stable, liquid, and efficient mortgage market
HOUSING MISSION including sustainable homeownership and affordable housing

FHFA preserves and conserves the assets and property of the Enterprises,
ensures focus on their housing mission, and facilitates their financial
stability and emergence from conservatorship

STRATEGIC GOAL 3 -
CONSERVATORSHIP

RESOURCE MANAGEMENT FHFA has the personnel, resources, and infrastructure to manage
STRATEGY effectively and efficiently to achieve its mission and goals

Alignment of Resource Allocation with Strategic Goals

In FY 2010, FHFA began tracking resource allocations and program costs according to strategic goals. Figure 1 illustrates
the costs that FHFA expended during FYs 2010 - 2011 to accomplish its three strategic goals. Figure 2 shows the number
of full-time equivalent employees working on each goal. Resources associated with the Resource Management Strategy
were allocated across the strategic goals proportionately.

Figure 1 » Actual Dollars Figure 2 » Actual Full-Time Equivalent
FYs 2010 and 2011 (in Millions) FYs 2010 and 2011
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Management’s Discussion and Analysis

Management’

ceountability Repart 9

FHFA at a Glance

HISTORY

The Housing and Economic Recovery Act of 2008
(HERA) merged the Office of Federal Housing Enterprise
Owersight, the Federal Housing Finance Board, and
certain staff from the Department of Housing and Urban
Development (HUD) to create the Federal Housing
Finance Agency (FHFA). FHFA is responsible for oversee-
ing the financial safety and soundness and housing mis-
sion compliance of the housing government-sponsored
enterprises (GSEs). The GSEs include Fannie Mae, Freddie
Mac, the 12 FHLBanks and their joint Office of Finance.

FHFA participates in a number of interagency initiatives

to improve the effectiveness of financial market over-
sight, including the Financial Stability Oversight Council
(FSOC) and the Financial Stability Oversight Board. The
FHFA Director is appointed by the President, subject to
Senate approval. The Director represents the agency on the
FSOC and chairs the Federal Housing Finance Oversight
Board. Currently, FHFA is headed by Acting Director

Edward J. DeMarco.

LEGISLATION

In accordance with the Federal Housing Enterprises
Financial Safety and Soundness Act of 1992 as amended
by HERA, FHFA was appointed conservator of Fannie Mae
and Freddie Mac (the Enterprises) on September 6, 2008,
Legislation authorizing conservatorship of the Enterprises
and FHFA's regulatory powers for the FHLBanks is

described below.

Federal Home Loan Bank Act

In 1932, the conditions in the housing sector and the
closely related savings and loan industry were dire.
President Herbert Hoover responded with the first federal
regulation of the housing and savings and loan industry—
the Federal Home Loan Bank Act.

The FHLBank System was created by the Act to support

mortgage lending and related communit

The System is now composed of 12 FHLBanks, more than
8,000 member financial institutions, and the System's
fiscal agent, the Office of Finance. Each FHLBank is a sepa-
rate, government-chartered, member-owned corporation.
The 12 FHLBanks are jointly and severable liable for sys-
tem debt and obligations. The Act was amended by HERA,
and the System is under the supervision of its mission and
safety and soundness regulator, FHFA.

Safety and Soundness Act as amended by HERA
The Safety and Soundness Act, as amended by HERA,
specifies two conservator powers, stating that the agency
may “take such action as may be:

(i) Necessary to put the regulated entity in a sound
and solvent condition; and

(ii} Appropriate to carry on the business of the
regulated entity and preserve and conserve the
assets and property of the regulated entity.”

As conservator, FHFA holds authority over the man-
agement, boards, and shareholders of the Enterprises,
However, the Enterprises continue to operate as busi-

ness corporations. For example, they have chief executive
officers and boards of directors, and must follow the laws
and regulations governing financial disclosure, including
requirements of the Securities Exchange Commission.
Like other corporate executives, the Enterprises’ executive
officers have legal responsibility to use sound and prudent
business judgment in their stewardship of their companies.

While FHFA has very broad authority, the focus of the
conservatorships is not to manage every aspect of the
Enterprises’ operations. Instead, FHFA reconstituted the
boards of directors and charged them with ensuring that
normal corporate governance practices and procedures are
in place. The boards are responsible for carrying out nor-
mal board functions, but they are subject to FHFA review
and approval on critical matters. This division of responsi-

bilities represents the most efficient structure for carrying

Page 12
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Management’s Discussion and Analysis

out FHFA's responsibilities as conservator. ® To consolidate its entire Washington, D.C.-based

A : . . . staff under one roof, FHFA has signed a lease for
FHFA is working with management to determine the ' &

strategic direction for each of the Enterprises. To fulfill its
obligations as conservator, the agency has final decision-

a new headquarters building. Currently, FHFA
personnel are housed in three separate buildings.
Build-out of the new office space began in FY 2011
and will be completed in FY 2012, FHFA plans to
move to the new headquarters in January 2012.

making authority in areas that have significant effects on
operational, market, or credit risk; major accounting deter-
minations, including policy changes, significant mergers

or acquisitions; and any other matters FHFA believes are ® The Office of Congressional Affairs and
strategic or crucial to the Enterprises. Communications handled 229 congressional
Emergency Economic Stabilization Act of 2008 inquiries, 1,602 nonconsumer general public
FHFA also operates under a statutory mandate in the inquiries, and 1,200 consumer inquiries in FY
Emergency Economic Stabilization Act of 2008. This 2011

legislation established the Troubled Asset Relief Program .

FHFA had 453 employees in FY 2010 and 519
employees at the end of FY 2011. In FY 2012,
the agency is budgeted to fill approximately 100

positions.

(TARF) to maximize assistance for homeowners and mini-
mize foreclosures. That mandate specified loan modifica-
tions and tenant protections, and established a monthly
reporting requirement for FHFA.

® The total budget for FY 2011 was $167.4 million
2011 PROFILE in lieu of $169.4; the FY 2010 budget was $128.6
million.
® During each calendar year (CY), FHFA completes
reports of examination for Fannie Mae, Freddie
Mac, each of the 12 FHLBanks, and the Office FHFA Employees
of Finance, and presents these reports of (By Specialized Areas)
examination to the respective boards of directors.

The scheduling of examination fieldwork and the

reviews of the reports of examination may vary Budgeted Budgeted
from year to year. Eraminations 284 241 20

® FHFA restructured its examination and policy
staff in FY 2011 to enhance consistency and

Other Mission 47 110 129

collaboration in the examination and supervision Ofg_ce :tf the 23 23 30
irector

of the FHLBanks and the Enterprises and to
consolidate principal policy, research, and analysis 39 42
functions into the Division of Housing Mission T . 5
and Goals. Certain key positions were filled Technology
[.hmughnu[ FY ?0.1 1; the new structure should be (e 106 59 72
fully operational for the next examination cycle.

548 519 620
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Figure 3  FHFA Principal Organization Units

Organization

FHFA is an independent government agency with a work-
force that includes highly skilled examiners, economists,
financial and policy analysts, attomneys, and subject matter
experts in banking, technology, accounting, and legal
matters. In FY 2011, FHFA restructured its examination,
examination policy, and housing and regulatory policy
functions to enhance the efficiency and effectiveness of its
supervision of the regulated entities and improve coordi-
nation and consistency in examination and policy func-
tions throughout the agency (see Figure 3).

The organizational changes allow FHFA to carry out a
financial institution supervision program that is more
uniform and consistent across the 14 regulated entities.
The changes include the establishment of a Division of
Examination Programs and Support to provide services
(including specialized risk assessments) to the core exami-
nation and supervision teams in the Division of Enterprise
Regulation and the Division of Federal Home Loan Bank
Regulation. The expanded Division of Housing Mission
and Goals focuses on regulatory policy matters involving
the supervision of the regulated entities, the Enterprise
conservatorships, loss mitigation activities and foreclosure

alternatives, public reporting on the activities of FHFA's
regulated entities, affordable housing, the state of the
secondary mortgage market, and activities required by
statutory changes, including HERA and the Dodd-Frank
Wall Street Reform and Consumer Protection Act of 2010.

These changes allow FHFA to build on the strengths of
examination programs for both the Enterprises and the
FHLBanks by integrating examination resources and stan-
dards. The changes place the agency in a better position

to monitor safety and soundness at each regulated entity
and to provide critical support to FSOC, Congress, and the
Administration on matters involving the country’s hous-
ing finance system and possible changes to that system.

The Office of Inspector General (OIG) is responsible
for conducting independent and objective audits, evalua-
tions, and investigations to help FHFA fulfill its mission;
keeping the FHFA Director, Congress, and the American
public up-to-date and fully informed about problems and
deficiencies relating to FHFA programs and operations;
and working collaboratively with FHFA staff and program
participants to ensure the success of the agency’s program
goals. OIG was established by HERA and commenced
operation in October 2010,
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The Office of Ombudsman is responsible for consider-
ing complaints and appeals from any regulated entity, the
Office of Finance, or any person who has a business rela-
tionship with a regulated entity or the Office of Finance
concerning any matter relating to FHFA's regulation and
supervision of that entity or the Office of Finance, Neither
FHFA nor any of its employees may retaliate against a
regulated entity, the Office of Finance, or a person for
submitting a complaint or appeal to the ombudsman. The
office was created by regulation under HERA and com-
menced operation in March 2011,

The Office of Minority and Women Inclusion (OMWI)
is responsible for all matters of diversity in employ-

ment, management, and business activities at FHFA.
OMWI ensures that FHFA is in compliance with Equal
Employment Opportunity and protects against illegal
work place discrimination. OMWT] ensures that minorities,
women, service-disabled veterans, and persons with dis-
abilities are fully included in any and all job and business
opportunities created as a part of the federal government's
efforts to reform and strengthen the banking system and
the financial services industry.

The Division of Enterprise Regulation is responsible
for supervising the Enterprises to promote their safe and
sound operation, The division oversees and directs all
Enterprise examination activities, (|ﬂw]c}|:s examination
findings, and prepares the sections of the Annual Report to
Congress that describes the condition and performance of
each Enterprise. By means of annual examinations and a
continuous on-site presence, the division monitors and
assesses the amount of risk the Enterprise assume, the
quality of risk management, and compliance with regula-
nons.

The Division of Housing Mission and Goals is respon-
sible for FHFA policy development and analysis, oversight
of housing and regulatory policy, and oversight of the
mission and goals of the Enterprises, and the housing
finance and community and economic development mis-
sion of the FHLBanks. In support of FHFA's mission and
the Director’s responsibilities as a member of the Federal
Housing Finance Oversight Board, the Financial Stability
Oversight Board, and FSOC, the division also oversees

and coordinates FHFA activities that involve data analysis,
market surveillance, systemic risk monitoring, and analy-
sis affecting housing finance and financial markets.

The Diivision of FHLBank Regulation is responsible
for supervising the FHLBanks and the Office of Finance
to promote their safe and sound operation. The division
oversees and directs all FHLBank examination activi-
ties, develops examination findings, prepares reports of
examination, and prepares portions of the annual report
to Congress on the condition and performance of the
FHLBanks. The division monitors and assesses the finan-
cial condition and performance of the FHLBanks and the
Office of Finance and tests their compliance with regula-
tions and the quality of their risk management through
annual on-site examinations, periodic visits, and ongoing

off-site monitoring and analysis.

The Division of Examination Programs and Support
is responsible for supporting FHFA examination activi-
ties across all its regulated entities and for developing and
maintaining a consistent examination program that is
applied by all supervision offices, The division develops
examination policy and provides management oversight
and support for the risk area exam teams (credit, market,
operational risk, and risk modeling) and the Office of the
Chief Accountant. The division also has lead responsibil-
ity for examiner training, including development of an

examiner accreditation program for FHFA examiners.

The Office of the General Counsel advises and supports
the Director and FHFA staff on legal matters related to

the functions, activities, and operations of FHFA and the
regulated entities; it supports supervision functions, regu-
lations writing, and enforcement actions, when warranted.
The office also manages the Freedom of Information and
Privacy Act programs. The ethics official advises, coun-
sels, and trains FHFA employees on ethical standards and
conflicts of interest, and manages the agency’s financial
disclosure program.

The Office of Chief Operating Officer oversees the
agency’s day-to-day operations, including facilities man-
nt, contingency |J]:1|1|1ing, continuity :1I'(Jpara[inns,

al and strategic planning and budgeting, hiring
and human resources management, information technol-
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ogy, quality assurance, internal and external communica-
tions, and coordination with the FHFA Office of Inspector
General. This office is responsible for overseeing the
agency's relocation to new office space in 2012. The office
leads preparation of reports on strategic planning and
accountability, and develops recommendations for long-
term improverents in agency operations.

The Office of Conservatorship Operations assists the
FHFA Acting Director, as conservator, in preserving and
conserving Fannie Mae's and Freddie Mac's assets and
property. The office ensures that the Enterprises focus on
their mission— providing stability, liquidity, and afford-
ability to the housing market.

The Office of Congressional Affairs and
Communications is the liaison and coordinator of all
communications between Congress and FHFA, and is
responsible for coordinating contact and communication
with all external parties, including the public, media, trade
associations and other regulators. The office coordinates
legislative analysis within the agency, conducts outreach
to congressional offices on legislative matters, and moni-
tors legislative activity; it coordinates some FHFA activities
with arms of Congress such as the Congressional Budget
Office and the Government Accountability Office; and it
coordinates the communications activities of Fannie Mae
and Freddie Mac while they are under conservatorship.
The office also coordinates with internal offices to draft,
edit, and produce the Annual Report to Congress and other
agency publications; produces the House Price Index
(HPI) report in conjunction with the Office of Policy
Analysis and Research and handles HPI-related media

and public inquiries; and maintains FHFA's website and
intranet.

The Housing Government-
Sponsored Enterprises

FANNIE MAE AND FREDDIE MAC

In the primary mortgage market, financial institutions
make mortgage loans directly to homebuyers, This process
begins when a potential homeowner or borrower applies
for a mortgage loan from a lender. Once the loan is origi-

untalsility Report 13

nated, the lender either holds the loan in its own portfolio
or sells it.

Mortgage-backed securities (MBS) are traded in the sec-
ondary mortgage market. Fannie Mae and Freddie Mac
(the Enterprises) acquire mortgages and issue MBS in the
secondary market (see Figure 4).

Since 2008, the Enterprises have operated under conser-
vatorship. The FHFA Director is the conservator, aided
by the FHFA Office of Conservatorship Operations.

The Department of the Treasury support the Enterprises

through preferred stock purchase agreements established
when the Enterprises entered conservatorship; they are
designed to ensure that each Enterprise maintains a posi-
tive net worth. The stock purchase agreements require a

10 percent reduction in the Enterprises’ retained portfolios
each year. At the inception of the conservatorships, FHFA
madle clear that the Enterprises would continue to be
responsible for normal business activities and day-to-day
operations. FHFA exercise oversight as safety and soundness
regulator while serving a more active role as conservator.

Although FHFA has very broad authority, the focus of

the conservatorships is not to manage each aspect of the
Enterprises’ daily operations. Instead, FHFA reconstituted
the boards of directors at each Enterprise and charged the
boards with ensuring that normal corporate governance
practices and procedures are in place. The boards are
responsible for carrying out normal board functions, sub-
ject to FHFA review and approval on critical matters. To
manage the work of overseeing the Enterprises’ conserva-
torships and to assist the FHFA Director, FHFA created the
Office of Conservatorship Operations in 2008.

FEDERAL HOME LOAN BANKS

The FHLBanks were created by Congress in 1932, The

System includes 12 district banks, each serving a desig-
nated geographic area of the United States, and the Office
of Finance, which issues consolidated obligations to fund
the banks. The FHLBanks are member-owned coopera-
tives; they provide a reliable source of liquidity to member
financial institutions that demonstrate a commitment

to housing finance. FHLBanks make loans, known as
advances, to member institutions and housing associates,
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such as state housing agencies. Those loans are underwrit-
ten on the basis of the borrower’s ability to repay and are
collateralized by whole mortgage loans, securities, and
other real estate related collateral. Advances are the largest
category of FHLBank assets. By providing advances and
other credit-related products to their members, FHLBanks
increase the availability of credit for residential mortgages.

The FHLBanks offer members certain other services as
well, such as letters of credit, lines of credit, correspon-
dent banking (which includes security safekeeping, wire
transfers, and settlements), cash management, and deriva-

tive intermediation. Some FHLBanks have an acquired
member assets program to purchase mortgages from their
members. The volume of loan purchases is low relative

to advances, and acquired member assets balances have
generally declined over the past five to seven years. The
FHLBanks also offer their members several housing and
community investment programs, such as the Affordable
Housing Program, under which a member receives a sub-
sidy from an FHLBank that is used, typically in conjunc-
tion with an affordable housing sponsor, for the purchase,
construction, or rehabilitation of housing for low- and
moderate-income households, Support is provided under

Figure 4 * FHFA Oversight and Conservatorship Roles — Fannie Mae and Freddie Mac
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the Affordable Housing Program for both multifam-
ily rental properties and single-family home ownership
projects.

The FHLBanks fund their operations mainly through the
sale of debt instruments known as consolidated obliga-
tions; these are joint and several obligations sold to the
public through the Office of Finance, Consolidated obli-
gations are not obligations of the United States, and the
LS. government does not explicitly guarantee them.

As a condition of membership in an FHLBank or to

obtain an advance, an institution purchases capital stock

in that bank. Only member institutions can purchase

the capital stock in an FHLBank, and, with the exception
of certain housing associates, only member institutions
can borrow from an FHLBank. Membership is limited

to regulated depository institutions (banks, thrifts, and
credit unions), insurance companies, and community
development financial institutions engaged in residential
housing finance (see Figure 5). Each FHLBank district
comprises whole contiguous states, including the District
of Columbia and LS. territories; the districts range in size
from two to nine states (see Figure 6).

Figure 5 « FHFA Oversight Role - FHLBanks
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Figure & » Federal Home Loan Bank Districts
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Performance Highlights
by Strategic Goal

Safety and Soundness
Examinations

On-site safety and soundness examinations are the prima-
ry tool used to assess the financial condition, performance
and operations of the regulated entities. During FY 2011,
FHFA completed safety and soundness examinations of
each regulated entity and delivered a report of examina-
tion to each entity's board of directors, The report of
examination contains the agency’s examination findings, a
composite rating for the regulated entity, and component
ratings for principal areas of risk and risk management,
and highlights issues that require the board's attention.

On-site examinations are supported by off-site monitor-
ing and analysis conducted by FHFA financial analysts,
economists, and accountants. These analyses complement
the on-site examinations through simultaneous structured
analyses across a group of entities, which help identify
trends across multiple institutions or anomalies in the
activities of one relative to the others, Off-site monitor-
ing and analysis help set the scope of examinations and
assessments of the entities’ safety and soundness.

In FY 2011, FHFA began restructuring its examina-

tion divisions to unify and standardize its supervisory
approach. The restructuring will result in a unified super-
vision program with guidelines, examination standards,
and a common rating system; this will establish a com-
mon language to describe the risk and condition of the
GSEs. FHFA also expanded its efforts to attract and hire
additional supervision staft to increase examination
Tesources,

and
ces

Restructuring FHFA Safe
Soundness and Mission O

During FY 2011, FHFA announced a restructuring of the
agency's safety and soundness and mission offices, includ-
ing the establishment of an integrated supervision struc-
ture and a revamped housing mission and policy division.

Changes in the supervision program structure were
designed to promote greater uniformity and consistency
in the examinations of Fannie Mae, Freddie Mac, and
the FHLBanks. The new ho
on policy matters involving the Enterprise conservator-

1g mission team is focused

ships, including loss mitigation activities, public reporting
on the activities of FHFA's regulated entities, affordable
housing, the state of the secondary mortgage market, and
activities related to the Dodd-Frank Act.

With these changes, FHFA is building on the strengths
of its examination programs by integrating resources

and standards. The integration and realignment of
FHFA's supervision and examination resources includ-
ing core teams headed by examiners-in-charge for the
two Enterprises, specialized risk teams for the Enterprises
and the FHLBanks, and a dedicated housing mission and
policy team will enhance FHFA's consistency in monitor-
ing safety and soundness at each regulated entity and will
enable the agency to deploy examiners to areas of great-
est need. The changes will also provide critical policy,
research, and analytical support to FSOC, the Federal
Housing Finance Oversight Board, Congress, and the
Administration on matters involving the country’s hous-
ing finance system.
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The new structure is designed to improve the efficiency
and effectiveness of operations agency-wide and to ensure
a clear alignment of the agency's supervisory and hous-
ing mission and its policy responsibilities. HERA requires
FHFA to have two statutorily designated supervision
positions: the Deputy Director of the Division of Federal
Home Loan Bank Regulation and the Deputy Director of
the Division of Enterprise Regulation as well as a Deputy
Director for Housing Mission and Goals. The restructur-
ing adds another supervisory position: Deputy Director
for Examination Programs and Support. The Supervision
Committee (composed of the four deputy directors)

will coordinate and monitor implementation of FHFA's
annual examination programs and mission oversight.

FHFA has also enhanced its quality assurance programs
for examination and supervision of the Enterprises and
FHLBanks. The restructuring created an integrated Office
of Quality Assurance that reports directly to the chief oper-
ating officer. This office will provide independent, internal
review of the supervision offices’ activities to ensure compli-

ance with FHFA's examination standards and work plans.

Creation of the Office of
Ombudsman

FHFA's Office of Ombudsman, created by regulation
pursuant to requirements in HERA, commenced operation
in March 2011. The office ensures that complaints and

appeals are considered in a fair and timely manner; con-
ducts independent inquiries and acts as a neutral facilita-
tor or mediator to help resolve complaints and appeals;
and submits findings of fact and recommendations to the
FHFA Director on complaints and appeals that have not
been resolved through facilitation or mediation.

During FY 2011, the Office of Ombudsman received

132 complaints, of which 106 were individual consumer
complaints referred to the Office of Congressional Affairs
and Communications. Five alleged fraud were referred to
the Inspector General. Eleven were against institutions not
regulated by FHFA; they were referred to the appropriate
federal regulators of those institutions, such as the ULS.
Office of the Comptroller of the Currency (OCC) and the
Federal Deposit Insurance Corporation (FDIC). Of the 10
remaining complaints, 6 are under review by the ombuds-
man and 4 have been closed out.

Resolution Funding Corporation
Obligations Completed

In August 2011, FHFA certified that the FHLBanks had
satisfied their obligation to make payments related to

the Resolution Funding Corporation (REFCORP). The
FHLBanks were paying 20 percent of their net earnings to
REFCORP for bonds issued from 1989 to 1921 to help
pay for the costs associated with an earlier resolution of
failures of savings and loan institutions.

RESTRICTED RETAINED EARNINGS ACCOUNT

The July 2011 payment to REFCORP successfully com-
pleted the FHLBanks' statutorily required payments ahead
of the original schedule. The completion of these pay-
ments prompted the FHLBanks to amend their capital
structure plans pursuant to a joint capital enhancement
agreement announced at the end of February. The purpose
of this agreement is to strengthen the capital position of
the FHLBanks by reallocating income to build restricted
retained earnings at each FHLBank.

Under the agreement, each FHLBank will allocate 20 per-
cent of its net quarterly income (approximately equal to
the previous REFCORP obligation) to a separate restricted
retained earnings account. Each FHLBank will build a
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separate restricted retained earnings account in this fash-
ion until that account equals 1 percent of the outstanding
consolidated obligations for which it is the primary obli-
gor. The banks may not pay dividends out of these special

accounts until the accounts reach a specified level.

FHFA approved each of the FHLBanks" modified capital
plans, allowing them to implement the provisions of the
agreement. These capital plans should enhance the banks’
capital by building retained earnings which will, in wrn,
enhance the safety and soundness of the individual banks

and of the FHLBank system.

Supervisory Enforcement Actions

During FY 2011, two FHLBanks were subject to formal
enforcement actions, The Chicago FHLBank addressed
certain requirements in a cease and desist order previously
imposed by FHFA. The FHLBank of Seattle agreed to a
new consent order. FHFA's actions with regard to these
orders are described below,

FHLBANK OF CHICAGO C&D ORDER

On September 23, 2010, the Chicago FHLBank submitted
a proposed market risk management and hedging frame-
waork, the Income and Market Value Risk Framework: Income
Guidelines and Market Value Limits and Guidelines. FHFA
did not object to the bank’s implementing this proposed
framework, FHFA's non-objection satisfied Article 111 - the
final article that required affirmative action by the bank -
of the October 10, 2007, consent order.

The Chicago FHLBank must satisfy the remaining out-
standing operating articles until FHFA terminates the
order, These include complying with Article II, which pro-
hibits the bank from repurchasing or redeeming capital
stock and Article V, which prohibits the bank from declar-
ing or paying dividends without prior written approval. On
September 30, 2011, FHFA terminated Article | of the order,
which had required the bank to maintain (1) a capital-to-
asset ratio of 4.5 percent, and (2] capital stock plus subor-
dinated debt of at least $3.6 billion, effective as of the date
the bank implements its capital structure plan on January
1, 2012. The bank previously satisfied Article 111, as noted
above, and Article IV by submitting a capital structure plan
within 120 days of the effective date of the order.

1 and Analysis o 2011 Performance and

coountability Repor

FHLBANK OF SEATTLE CONSENT ORDER

The Seattle FHLBank has been classified as undercapital-
ized since March 31, 2009, based on FHFA rules subpart A
of part 1229 Capital Classifications and Prompt Corrective
Action and under authority of section 1364(c){1)(A)

of the Safety and Soundness Act of 1992, The Seattle
FHLBank board of directors stipulated to and FHFA issued
a consent order on October 25, 2010, to resolve outstand-
ing capital and supervisory issues. The order prohibits the
bank from paying dividends and repurchasing or redeem-
ing capital stock without prior FHFA approval. It requires
the bank to develop plans o mitigate risk posed by its
devalued private-label MBS portfolio; increase advances
as a percentage of bank assets; improve collateral risk
management; equitably repurchase capital stock; revise

its compensation practices; and remediate examination
findings.

The consent order also prohibits the Seattle FHLBank
from purchasing loans under its acquired member asset
program and requires the bank to meet time-tables and
requirements mandated by FHFA. The consent order
requires the bank to meet timetables and requirements
mandated by FHFA. The consent order and associated
supervisory mandates constitute the bank's capital restora-
tion plan and fulfill FHFA's April 19, 2010, requirement
(imposed pursuant to the prompt corrective action rule)
that the bank develop a plan acceptable 1o FHFA. The
requirement called for a business plan with steps the bank
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would take to resume timely repurchases and redemp-
tions of member capital stock and to refocus its business
on advances that support housing finance and community
development. FHFA staff closely monitors and evaluates

the Seattle FHLBank's progress under the plan.

Credit Characteristics of the
Enterprises’ New Single-Family
Business

The credit quality of new single-family business remained
high during FY 2011, after changes in underwriting
required by FHFA as conservator. Enterprise purchases of
non-traditional and higher risk mortgages were very low
during the period, and the average Fair Isaac Corporation
(FICO) credit score remained high compared with the
preconservatorship period. For example, average FICOs
for new business in the first half of CY 2011 were 760

at Fannie Mae and 753 at Freddie Magc; this compares

favorably with average scores in CY 2007 of 716 and 718
respectively.

The percentage of new business with loan-to-value ratios
greater than 90 percent increased to 9 percent in the first
half of CY 2011, from 7 percentin CY 2010. Much of this
increase can be attributed to refinance activity, includ-
ing refinancing of loans with loan-to-value ratios above
100 percent as part of the Home Affordable Refinance

Program (HARP).

For details on the credit characteristics of the Enterprises’
new single-family business, see FHFA's Conservator’s Report
on the Enterprises” Financial Performance.

Refinement to Executive Incentive-
based Compensation

During FY 2011, FHFA reviewed and provided feedback 1o
the 12 FHLBanks on their 2011 incentive compensation
plans and payouts on the 2010 plans. Consistent with
Advisory Bulletin 2009-AB-02, Principles for Executive
Compensation at the Federal Home Loan Banks and the
Office of Finance, and FHFA feedback on earlier ICPs,

many FHLBanks have made significant improvements
to their incentive compensation plans, These include the

following:

® [ncreased percentage of incentive-based
compensation that is deferred and contingent on
performance over several years.

® Eliminated performance measures tied directly to
dividend payment.

® Reduced weight and refined performance measures
related to income and profitability.

® [ncreased weight on performance measures related
to risk management and mitigation.

* Increased use of outcome-oriented performance

measures.,

® [Increased use of target performance levels that
reflect a reasonable assessment of the entity's

financial condition and prospects.

® Design and implementation of separate incentive
compensation structure for staff engaged in risk
management and compliance and audit functions.

* Explicitly stated requirements for “clawback” or
reduction in incentive compensation.

HERA requires FHFA to ensure that compensation at the
regulated entities is reasonable and comparable to com-
pensation for employment in similar businesses involving
similar duties and responsibilities. In response to FHFA
feedback in 2011, the boards of directors at two FHLBanks
lowered incentive-based payouts for their executives.
FHFA feedback also resulted in the board of directors at
another FHLBank lowering potential incentive awards for
their executives.
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STRATEGIC GOAL 2

Loss Mitigation Efforts

Reducing the Enterprises’ losses through foreclosure pre-
vention activities has been an important priority for FHFA,
Foreclosure prevention activities include home retention
programs and foreclosure alternatives that allow borrow-
ers a graceful exit when they cannot or do not want to
remain in the home. Foreclosure prevention activities are
intended to reduce the Enterprises’ losses resulting from
borrower defaults and minimize the effect of foreclosures
on borrowers, communities, and neighborhoods. Since
the first full quarter in conservatorship, the combined
completed foreclosure prevention actions totaled nearly
1.9 million for the Enterprises as of August 2011.

Home retention programs aimed at helping borrowers
stay in their homes include workout activities such as loan
modifications, repayment plans, and forbearance plans.
During FY 2011, the majority of foreclosure prevention
activities focused on home retention solutions. As of
August 2011, loan modifications total 345,888; repay-
ment plans, 171,898; and forbearance plans, 35,475.

Foreclosure prevention activities offer alternatives such as
short sales and deeds in lieu of foreclosure. A short sale
involves the sale of a mortgaged property at a price that
nets less than the amount due on the mortgage. A deed in
lieu of foreclosure involves a loan for which the borrower
voluntarily conveys the property to the lender to avoid a
foreclosure proceeding. During FY 2011, the number of
short sales was 99,344, and deeds in lieu of foreclosure
were 8,038 as of August 2011,

FHFA has required the Enterprises to pursue the Home
Affordable Modification Program (HAMP), designed to
help homeowners avoid foreclosures by modifying loans
to a level that is affordable now and sustainable over

the long term. If HAMP modifications are not available,
proprietary loan modifications that reduce interest rates,
extend mortgage terms, and provide for principal forbear-

ance to help borrowers who are having difficulty affording
mortgage payments, can be an option,

HARP is another home retention program. HARF focuses
on mortgages that Fannie Mae and Freddie Mac already
hold in their portfolios or guarantee through their MBS;
it provides unique flexibilities around the level of credit
enhancement required on loans with loan-to-values great-
er than 80 percent. Borrowers who are current on their
mortgages can refinance into a lower mortgage payment
or a more sustainable mortgage without requiring addi-
tional credit enhancement {generally private morigage
insurance) to refinance. Without these credit enhance-
ment {lexibilities, borrowers whose home equity has
declined and who have current loan-to-value in excess of
80 percent would be unable to refinance. In March 2011,
FHFA extended HARP from June 2011 o June 2012,

FHFA is carefully reviewing the mechanics of the program
to identify possible enhancements that would reduce
barriers for borrowers already eligible to refinance using
HARP. Loan- level price adjustments, representations and
warranties, and valuation requirements are being considered.

Since HARP's inception, the Enterprises had completed
approximately 1.6 million streamlined refinances out-
side of HARP and 6 million standard “rate and term”
refinances as of August 2011. These efforts represent loss
mitigation efforts consistent with the goals of the conser-
vatorships and with helping families retain their homes.
As of August 2011, the number of HARP refinances since
inception was 893,755,

FHFA Contributions to Dodd-Frank
Act Implementation

The Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010requires changes that, among other
things, affect the oversight and supervision of financial
institutions. The Act does not directly address broader
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issues associated with housing finance reform, such as the
future role of Fannie Mae and Freddie Mac. However, key
provisions affect Fannie Mae, Freddie Mac, the FHLBanks
and FHFA's oversight functions; and the structure and
workings of mortgage finance and securitization. Others
add to the agency’s responsibilities in other areas,

One set of activities associated with implementing the
Dodd-Frank Act involves the Financial Stability Oversight
Council. The Act created FSOC to provide coordinated

oversight of the 11.S. financial system. The council is

Financial Stability Oversight Council

The Financial Stability Oversight Council (FSOC) is
chaired by the Secretary of the Treasury, and includes
10 voting members at the forefront of financial
regulation. Voting members include leaders from the
following organizations:

® |U.S. Department of Treasury,

® Federal Housing Finance Agency,

® Federal Reserve Board,

® (ffice of the Comptroller of the Currency,

® Federal Deposit Insurance Corporation,

® National Credit Union Association,

® Securities and Exchange Commission,

® 1.5, Commaodity Futures Trading Commission,
® Consumer Financial Protection Bureau,

® An independent, presidentially appointed member
with expertise in insurance.

The FSOC also includes five non-voting members: the
Director of the Office of Financial Research, Director of
the Federal Insurance Office, a state banking supervisor,
a state securities commissioner, and a state insurance
commissioner.

chaired by the Secretary of the Treasury and includes

the nation's top financial regulators including the FHFA
Director. As a voting member of this key interagency regu-
latory and coordinating body, the FHFA Director ensures
the agency’s important role in discussions involving the
workings of, and risk to, the LS. financial system. FSOC is
organized under a committee structure and FHFA partici-
pates on all the committees,

In FY 2011, FHFA created the Office of Systemic Risk and
Market Surveillance to help the FHFA Director carry out
ongoing FSOC responsibilities, FHFA's support to FSOC
during FY 2011 included the following:

*  Assisting with the completion of FSOC's first
i]II[Ill'(l] “"l]()l‘[;

* Analyzing emerging threats to financial institutions
and markets;

® [ssuing proposed rules and further consideration of
the process for designating systemically important
nonbank financial companies;

® [ssuing final rules on designating systemically
important financial market utilities;

* Consulting on forthcoming heightened prudential
standards;

® Consulting on FDIC and Federal Reserve Board
orderly liquidation rules; and

® Participating in the completion of FSOC studies on
the Volcker Rule, concentration limits, and secured
creditor haircuts.!

The Dodd-Frank Act required a number of agencies,
including FHFA, to establish an Office of Minority and
Women Inclusion (OMWTI) that, is responsible for all
agency matters related to diversity in management,
employment and business activities, including contract-
ing. FHFA established its OMWT in February 2011. The
implementation of the Dodd-Frank Act has brought about
many challenges for FHFA over the past year. However,
it has also provided FHFA with a direct opportunity to
participate in many important policy issues that will
shape the future of financial regulation and has further

¥ i financial terms, a haircut is 3 discount of & percentage of the par value of a financial asset used as collateral or a discount on the value that the creditor would receie on

resolution of the institution.
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integrated the work of FHFA with that of the other federal

financial regulators.

Joint Studies and Relationships

FHFA has participated in the many joint studies, joint
rulemakings, and consultations required by the Dodd-
Frank Act, including several that resulted from FHFA's
role as a voting member of FSOC. In addition, FHFA has
participated in joint studies focused on housing finance
reform and efforts o resolve continuing market distress
generated by the financial crisis. During FY 2011, FHFA
participated in major studies mandated by the Dodd-
Frank Act and coordinated and published by FSOC. As a
voting member of FSOC, FHFA provided staff to partici-
pate in drafting and evaluating each of these studies. In
addition, FHFA participated in the preparation of FSOC's
2011 annual report.

Section 619 of the Dodd-Frank Act mandated a study on
the ‘Volcker Rule,” which restricts the activities of feder-
ally insured financial firms with respect to proprietary
trading and ownership of hedge funds or private equity
funds. Those prohibitions are intended to reduce conflicts
of interest, exposure to high-risk assets or high-risk trad-
ing strategies, and threats to the safety and soundness of
individual banking entities or the financial stability of the
United States. The study includes 10 recommendations

to the banking agencies for full implementation of the

Volcker Rule.

Section 622 of the Dodd-Frank Act establishes a concen-
tration limit that generally prohibits a financial company
from merging or consolidating with or acquiring another
company if the resulting company’s consolidated liabili-
ties would exceed 10 percent of the aggregate consolidated
liabilities of all financial companies at the end of the cal-
endar year preceding the transaction, The study highlights
FSOC's consensus that the concentration limit will reduce
the risk to U.S, financial stability created by increased
concentration arising from mergers, consolidations, and
acquisitions invelving the largest U.S. financial compa-
nies. Like the Volcker Rule study, the concentration limit
study includes recommendations for its effective imple-
mentation. Section 215 of the Dodd-Frank Act required
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FSOC to determine whether allowing regulators in a
resolution proceeding to treat a portion of fully secured
creditors’ claims as unsecured (“secured creditor haircuts™)
would promote market discipline and taxpayer protection.
The report evaluated arguments for and against such hair-
cuts and concluded that the combination of the orderly
liquidation authority in Title I and the new supervisory
framework in Title 1 of the Dodd-Frank Act can effectively
be used to achieve the goals of market discipline and
taxpayer protection without instituting secured creditor
haircuts.

FHFA also helped produce FSOC's first annual report,
which was released in July 2011. The report cites real
estate related exposures among the significant risks for
many financial institutions and recommends continued
efforts to strengthen and encourage the return of private
capital to the housing finance system.

FHFA worked with HUD, the Department of the Treasury,
the National Credit Union Administration, FDIC, and
Fannie Mae, and Freddie Mac to publish a study of the
standardized net present value model central to HAMP.
That model was developed to identify troubled loans that
would likely gain value from payment-reducing modifica-
tions, The study discusses the development and structure
of the model; describes the responsiveness of the model
to key characteristics, such as loan-to-value ratio and the
borrower's credit score; and gives new evidence on the
relationship between HAMP modification performance
and key borrower and modification characteristics. The
study concludes with a discussion of model limitations
and suggestions for further refinement of the model.

Joint Rulemakings Associated with
the Dodd-Frank Act

FHFA participated in three joint rulemakings required by
the Dodd-Frank Act, each of which resulted in a Notice of
Proposed Rulemaking published in the Federal Register.
These proposed rules are intended to address sources of

risk that contributed to the recent financial crisis.

The agency proposed a credit risk retention rule jointly

with HUD, FDIC, the Federal Reserve System, and OCC,
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FHFA Regulations Published in FY 2011

Proposed Voluntary FHLBank Mergers
PROPOSED 75 FR 72751 (Nov. 26, 2010) 12 CFR Part 1278, Subchapter D
Private Transfer Fees

76 FR 6702 (Feb. 8, 2071) 12 CFR Part 1228

Incentive-Based Compensation Arrangements (joint Dodd-Frank Act rulemaking)
76 FR21170 (Apr. 14, 2011) 12 CFR Part 1232

Credit Risk Retention for Asset-Backed Securities (joint Dodd-Frank Act rulemaking)
76 FR 24090 (Apr. 29, 2011) 76 FR 34010 (Jun. 10, 2011) 12 CFR Part 1234

Margin and Capital Requirements for Covered Swap Entities (joint Dodd-Frank Act rulemaking)
76 FR 27564 (May 11, 2011) 76 FR 37029 (Jun. 24, 2011) 12 CFR Part 1221

Prudential Management and Operations Standards
76 FR 35791 (Jun. 20, 2011) 12 CFR Part 1236

Advance Notices of Proposed Rulemaking Members of Federal Home Loan Banks

ADVANCE NOTICES
OF PROPOSED 75 FR 81145 (Dec. 27,2010) 12 CFR Part 1263

RULEMAKING Alternatives to Use of Credit Ratings in Regulations
76 FR 5292 {Jan. 31, 2011) 12 CFR Parts 1220, 1266, 1267, 1269, 1270, 1273

Use of Community Development Loans by Community Financial Institutions To Secure
Secured Lending by Federal Home Loan Banks to Members and Their Affiliates;

Transfer of Advances and New Business Activity Regulations

75 FR 76617 (Dec. 9, 2010) 12 CFR Parts 1264, 1266, 1269, and 1272

Federal Home Loan Bank Housing Goals
75 FR 81096 (Dec. 27, 2010) 12 CFR Part 1281

Minority and Women Inclusion

75 FR 81395 (Dec. 28, 2010) 12 CFR Part 1207
Portfolio Holdings

75 FR 81405 (Dec. 28, 2010} 12 CFR Part 1252
Office of the Ombudsman

76 FR 7479 (Feb. 10, 2011) 12 CFR Part 1213
Minimum Capital

76 FR 11668 (Mar. 3, 2011) 12 CFR Part 1225
Debt Collection

76 FR 17331 (Mar. 28, 2011} 12 CFR Part 1208
Federal Home Loan Bank Liabilities

76 FR 18366 (Apr. 4, 2011} 12 CFR Part 1270

Federal Home Loan Bank Investments
76 FR 29147 (May 20, 2011) 12 CFR Part 1267

Record Retention for Regulated Entities and Office of Finance
76 FR 33121 (Jun. 8, 2011) 12 CFA Part 1235

Conservatorship and Receivership

76 FR 35724 (Jun. 20, 2011) 12 CFR Parts 1229 and 1237
Freedom of Information Act Implementation (Interim final)
76 FR 29633 (May 23, 2011) 12 CFR Part 1202

Privacy Act Implementation (Interim final)

74 FR 33907 (Jul. 14, 2011) 12 CFR Part 1209

Rules of Practice and Procedures
76 FR 53596 (4ug. 26, 2011) 12 CFR Part 1209
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Among other things, the proposed rule defines a "quali-
fied residential mortgage.” Qualified residential mortgages
are exempt by law from an otherwise mandatory require-

ment that sponsors of MBS retain at least 5 percent of the

credit risk associated with any securitization pool.

The second proposed rule would establish margin and
capital requirements for swap dealers and major swap
participants regulated by a prudential regulator,? defined
as the Federal Reserve System, OCC, FDIC, FHFA, and the

Farm Credit Administration.

The third proposed rule would require the reporting of
incentive-based compensation arrangements by a covered
financial institution and would prohibit certain arrange-
ments. A covered financial institution would be barred
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from providing excessive incentive-based compensation
or incentive-based compensation that could expose the
institution to inappropriate risks and to material financial
loss, FHFA proposed the rule jointly with OCC, FDIC, the
Federal Reserve System, the Office of Thrift Supervision,
the National Credit Union Administration, and the
Securities and Exchange Commission.

The Dodd-Frank Act also calls for extensive consultations

among regulatory agencies, either directly or through
FSOC. FHFA has participated in numerous consultations
about proposed rules to implement various sections of the
Act. FHFA continues to consult with HUD and Treasury
on such issues as the future of the ULS, housing finance
system, conforming loan limits, and protecting taxpayers.

* Section 721 of the Dodd Frank Act provides a long, complex definition of the term "swap” and section 712 charges the Securities and Bxchange Commission (SEC) and the

Commodity Futures Trading Commission with further refining that term and related terme.
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STRATEGIC GOAL 3

FHFA preserv
their housing m

Enhancing Public Understanding of
Financial Performance

In October 2010, FHFA released projections of the finan-
cial performance of Fannie Mae and Freddie Mac. The
purpose of this report was to alert the public to possible
future Treasury draws by the Enterprises under speci-
fied scenarios, using consistent assumptions for both
Enterprises, The projected credit losses in each scenario
reflect possible further losses on the Enterprises’ pre-con-
servatorship mortgage business,

These projections are intended to give policymakers and
the public useful snapshots of potential outcomes for the
taxpayer support of the Enterprises, The results of these
projections reflect the potential effects of a limited set

of hypothetical changes in house prices, a key variable
driving credit losses for the Enterprises. As of June 2011,
the Enterprises have drawn $169 billion from the U.S,
Department of the Treasury under the terms of the pre-
ferred stock purchase agreements, as amended, between
Treasury and each of the Enterprises. Since releasing the
projections, FHFA has reported actual performance against
the projections in its quarterly conservatorship reports.
FHFA updated the projections themselves in a report
released in October 2011.

Joint Servicing Compensation
Initiative

FHFA announced a joint servicing compensation Initiative
in January 2011, FHFA directed Fannie Mae and Freddie
Mac, i
alternatives for future mortgage servicing compensa-
tion for their single-family mortgage loans. The goals of
the joint initiative are to improve service for borrowers,

coordination with FHFA and HUD, to consider

reduce financial risk to servicers, and provide flexibility for
guarantors to better manage nonperforming loans, while
promoting continued liquidity in the mortgage securi-

ties market. Part of the goal of this initiative is to con-

nd conserves the assets and property of the Enterprises, ensuring focus an
ion, and facilities their financial stability and emergence from conservatorsh

sider changes to the compensation structure that would
improve competition and liquidity in the market for mort-
gage servicing. On September 27, 2011, FHFA released the
Alternative Mortgage Servicing Compensation Discussion
Paper. The agency is seeking public comment on two
alternative mortgage servicing compensation structures

detailed in the paper.

Servicing Alignment Initiative

FHFA announced a servicing alignment initiative in April
2011. This initiative is designed to produce a single,
consistent set of protocols for servicing Enterprise mort-
gages from the moment they first become delinquent. The
initiative responds to recent problems with the servicing
of delinquent mortgages and simplifies the procedures for
mortgage servicers by giving them just one set of proce-
dures to follow, whether the mortgage is owned by Fannie
Mae or Freddie Mac.

Portfolio Reductions—Preferred
Stock Purchase Agreements

In 2008, when FHFA placed Fannie Mae and Freddie Mac
in conservatorship, the agency entered into separate senior
preferred stock purchase agreements with the Department
of the Treasury. Under the agreements, the Treasury
agreed to acquire preferred stock from each Enterprise

in amounts that will ensure each Enterprise maintains

a positive net worth and avoids a statutory requirement
that it be put in receivership following an extended period
of negative net worth. One of the conditions attached to
Treasury's funding commitment under the preferred stock
agreement was that each Enterprise reduces its holdings of
mortgage assets, starting in 2010, by 10 percent each year

until those holdings reach a balance of $250 billion.

The preferred stock agreement originally limited Treasury's
financial commitment to the Enterprises to $100 billion
each. In May 2009, Treasury amended the agreement to
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increase the amount of its financial commitment to each
Enterprise to $200 billion. Later that year, the Treasury
reaffirmed its financial commitment to the Enterprises by
agreeing to provide for each Enterprise, as of any determi-

nation date, the greater of:
e $200 billion; or

® 5200 billion plus the cumulative total of deficiency
amounts determined for calendar quarters in
calendar years 2010, 2011, and 2012, less any
surplus amount determined as of December
31, 2012, and, in the case of either (a) or (b},
less the aggregate amount of funding under the
commitment before this date.

The preferred stock agreement initially limited the size of
each Enterprise’s mortgage asset portfolio to a maximum
balance of $850 billion at year end 2009. A later amend-
ment increased the amount to $200 billion for that year
and changed the portfolio reduction requirement so that
the 10 percent reduction is based on the maximum allow-
able size of the portfolios rather than the actual size of an

Enterprise’s portfolio.

HERA required FHFA to establish criteria, by regulation,
governing the portfolio holdings of the Enterprises. The
regulation aims to ensure consistent safe and sound
operations of the Enterprises and to ensure that the
portfolio holdings are backed by sufficient capital. FHFA's
final regulation, issued December 28, 2010, adopted the
portfolio holdings criteria established by the preferred
stock purchase agreements, which may be amended from
time to time, as the standard that governs the Enterprises’
holdings of mortgage assets.

The maximum allowable amount of mortgage assets
each Enterprise could own as of December 31, 2010, was
$810 billion. Despite large purchases of delinquent loans
12010, the portfolio
balances of both Enterprises were below the maximum
level. At year end 2010, Fannie Mae had mortgage assets
of $789 billion and Freddie Mac had $697 billion. As of
September 2011, Fannie Mae's mortgage assets totaled
$720 billion and Freddie Mac's totaled $685 billion. The
portfolio limit for each Enterprise as of the end of CY for
2011 was $729 billion (see Figure 7).

from their respective MBS trus
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The final regulatory criteria incorporate preferred

stock agreement portfolio limits agreed to by the LS,
Department of the Treasury and FHFA as conservator.

The Safety and Soundness Act requires the FHFA Director
to monitor the portfolio of each Enterprise and order an
Enterprise to dispose of or acquire any asset under terms
and conditions determined by the Director to be consis-
tent with the Safety and Soundness Act or the authoriz-
ing statute of the Enterprise. FHFA's portfolio holdings
regulation will remain in effect until it is amended or until
the Enterprises are no longer subject to the preferred stock
purchase agreements, Changes to the portfolio limits or to
criteria related to the limits can be made by amending the
AGTeEInents.

Request for Information on Real
Estate Owned Properties

In August 2011, FHFA, Treasury, and HUD issued a
request for information on ways to dispose of real estate
owned properties. While the Enterprises have considered
various approaches to disposing of these properties, the
request for information represents an opportunity to
consider new approaches, including those that include
both the Enterprises and FHA. By taking this collaborative
approach, the three agencies are seeking ways to improve
returns to taxpayers and bring greater stability to local
housing markets. FHFA is currently reviewing the nearly
4,000 submissions in response to the RFI to determine
how they meet the needs and economic conditions of
local communities. FHFA is encouraged by the apparent
collaboration among for-profit and not-for-profit organi-
zations in submitting proposals. FHFA expects the public
responses to help form the basis for strategies that would
be implemented in FY 2012,
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Figure 7 » Maximum Allowable Enterprise Mortgage Asset Holdings
(Year-End 2010-2021)
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Source: FHFA
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Management Challenges

HFA and the Enterprises are facing challenging

times as the housing market continues to

struggle. FHFA will continue to work with the
Enterprises to support a stable and liquid housing finance
market. Implementation of the Dodd-Frank Act presented
both challenges and opportunities for FHFA during FY
2011. The agency had to reallocate staff and consider
various structural issues to meet its responsibilities. The
Dodd-Frank Act gave FHFA the opportunity to participate
directly in many important policy issues that will shape
the future of financial regulation, and it has more closely
integrated the work of FHFA with other federal financial

regulators.

The following challenges that FHFA faced in 2011 included:

Enhancing Examinations

RESTRUCTURING

Since FHFA's establishment in 2008, its examination divi-
sions had operated under policies and practices in place
in predecessor agencies. During FY 2011, FHFA restruc-
tured its examination divisions to unify and standardize
its supervisory approach for the regulated entities, while
meeting the statutory requirements for separate divisions
of Enterprise regulation and FHLBank regulation. The
restructuring has allowed the agency to respond to the
unique characteristics of the FHLBanks and to develop

a unified supervision program, supervision guidelines,
examination standards, and a common rating system.

Standardization allows FHFA to establish consistent
standards for assessing the risk and financial perfor-
mance of the Enterprises and the FHLBanks and allows for
adegree of integration among staff responsible for examin-
ing the Enterprises and those responsible for examining the
FHLBanks. The restructuring will help FHFA meet its core
supervisory responsibilities in a consistent and efficient
fashion while supporting cross-training of staff and increased
flexibility to deploy resources in areas of greatest need.

INCREASED CAPACITY

FHFA's examination program is the primary means by
which the agency monitors the GSE's financial condi-
tion and operations. Currently, the program faces many
challenges, particularly with respect to its capacity to meet
multiple responsibilities as the regulator of the GSEs,
conservator of the Enterprises, and a participant in efforts
to respond to the housing crisis and prepare for the future

of housing finance.

To enhance its capacity in this area, FHFA has undertaken
iatives, including restructuring its examina-

numerous
tion program and using personnel with diverse skills and
backgrounds to work collaboratively on examinations and
to bring new insights, different thought processes, and a
wider range of analytical approaches to examination and
supervision. FHFA has attracted and recruited examiners,
accountants, financial :malysls, and economists o over-
come any examination capacity constraints and aug-
mented its capacity by using expert contractor support on
two horizontal exams (the Real Estate Owned Contractor
Risk Assessment and the Home Affordable Modification
Program Operational Risk Assessment). The agency is
also expanding the use of out-stationed examiners and
telework to fill critical positions with as much hiring
flexibility as possible. FHFA has advertised in financial
periodicals, posted hiring information on websites, and
conducted outreach with organizations representing
minorities, women, and veterans.

FHFA has also begun enhancements to staff training and
development, including development of an examiner
accreditation program. The agency’s accreditation program
will leverage other federal financial regulatory agency
programs, which consist of classroom training, on-the-job

training, and practical examination experience.
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Fulfilling FHFA's Role as
Conservator

As conservator of the Enterprises, FHFA holds the powers
of the management, boards, and shareholders, while each
Enterprise handles its own day-to-day business. FHFA
reconstituted the boards of directors at each Enterprise in
2008 and charged them with ensuring that normal cor-
porate governance practices and procedures are in place.
The boards are responsible for carrying out normal board
functions, subject to FHFA review and approval on critical
matters.

A challenge for FHFA is to minimize executive manage-

ment turnover while also recruiting new senior leadership

as warranted. Key positions are filled with competent,
skilled professionals who have the experience to help the

agency meet the goal of conserving Enterprise assets.

REDUCING LOSSES

As conservator, FHFA must conserve and preserve the
assets of the Enterprises; for example, by decreasing credit
losses from delinquent mortgages and expanding the
pool of eligible businesses. To accomplish this, FHFA has
implemented the Making Homes Affordable (MHA] pro-
gram, which includes HAMF and HARP. These programs
help borrowers refinance into more affordable mortgages
that enable them to stay in their homes while also directly
benefiting the enterprises by reducing credit exposure.

HAMP allows a borrower’s payment to be reduced o a
more affordable amount through an interest rate reduc-
tion {down to 2 percent), a term extension (up to 480
months), or principal forbearance. In addition, incentives
are offered to borrowers, servicers, and investors for pro-
gram participation and for successful payment history.

Enterprise participation in HAMP and HARP are consis-
tent with conserving and preserving assets to the extent
that loan refinancing and modification (particularly on
underwater or delinquent loans) can offer lower cost alter-
natives to foreclosure. Foreclosure prevention stabilizes
the housing market and decreases risk for the Enterprises.
Since the first full quarter in conservatorship in 2008, the
combined completed foreclosure prevention actions total
nearly 1.9 million loans for the Enterprises as of August

2011. These programs have provided options for families
to avoid foreclosure, although not to the extent originally
anticipated.

FILING SUIT TO RECOVER LOSSES

In September 2011, FHFA filed lawsuits against 17 banks
after concluding that a portion of the losses incurred by
the Enterprises on private-label MBS was attributable to
misrepresentation and other improper actions by certain

named firms and individuals.

Over a period of several years before conservatorship, each
Enterprise bought hundreds of billions of dollars worth

of MBS packaged and sold by large financial institutions.
FHFA has found that the mortgages backing many of these
securities had characteristics that differ from representa-
tions in securities filings.

Under securities laws, the seller has a legal responsibil-
ity to accurately represent the characteristics of the loans
backing securities. The Enterprises did not have access to
the loans underlying these securities and relied on the
security issuer to accurately describe the mortgages back-

ing the security in sales materials,

FHFA has consistently made clear its intention to seek
recovery for losses that are the legal responsibility of oth-
ers, but it previously sought informal remedies short of
filing legal complaints. The agency has now taken formal
action to carry out its responsibility as conservator under
the broad authority granted by HERA. The U5, legal
system addresses alleged securities misrepresentations
through securities laws and traditional common law.
FHFA is pursing these legal remedies. Any dollar recovery
will reduce taxpayers’ ultimate losses from the Enterprises’

financial difficulties.

Remediatin%Weaknesses at the
Housing GSEs in a Weak Housing
Market

FHFA continues to face challenges in remediating weak-
nesses at the housing GSEs, particularly in a housing
market that has yet to stabilize. External factors such as the
economy, the job market, and consumer confidence are
plaguing the housing market and impeding its growth.
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To remediate weaknesses at the GSEs, FHFA has worked
with the Enterprises to greatly strengthen their underwrit-
ing standards and improve the risk sensitivity of their
pricing. FHFA also announced a joint servicing com pensa-
tion initiative that will improve service for borrowers and
reduce financial risk to servicers and a servicing alignment
initiative that will simplify the process for mortgage ser-
vicers by giving them just one set of procedures o follow.

{For additional information on these initiatives, see the
Performance Highlights section on page 26.) FHFA has
also participated in numerous joint studies and relation-
ships with the Treasury, HUD, the Federal Reserve, FDIC,
and OCC to prepare rulemakings and studies to strength-
en the housing market. {For specific information on these
various joint studies, see the Performance Highlights sec-

tion on page 23.)

The housing GSEs have also faced challenges in correcting
identified weaknesses and strengthening various aspects
of their operations and risk management practices. As
financial institutions foc

*d on housing finance, each

has direct and indirect exposure to a record level of serious
mortgage delinquencies. FHFA's challenge is to promote
financially safe and sound operations at the Enterprises
and the FHLBanks while overseeing activities that provide
affordable housing and sound housing finance practices.

Achieving the Agency’s Housing
Mission

As supervisor of the regulated entities, FHFA is responsible
for ensuring that the Enterprises and the FHLBanks fulfill
their housing finance missions, Several issues affect the

regulated entities” ability to carry out their mission:

® LUncertainty about the future of the Enterprises in

conservatorship;

® Board and management turnover at the
Enterprises;

® Quarterly operating losses at the Enterprises;

® [Limited private securitizations of mortgage-related
securities and the expanded role of the Federal

Housing Administration;

® [nvestment losses among certain FHLBanks; and
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® Declining demand for advances at all FHLBanks.

Support for affordable housing is a core statutory require-
ment for the Enterprises and the FHLBanks. However, this
mandate should reflect the Enterprises’ current conserva-
torship status and the depressed state of housing markets
in much of the country. FHFA has tied affordable hous-
ing goals to the amount of affordable housing actually
produced in the primary market. FHFA intends for the
Enterprises and the FHLBanks to reflect the overall market,
not to undertake economically adverse or high-risk activi-
ties in support of a particular housing goal.

FHFA does not intend to use the conservatorships to
justify withdrawing support from important affordable
housing responsibilities or certain housing market seg-
ments. However, the agency believes that creating condi-
tions conducive to a more stable and sustainable system
of housing finance will contribute to mission achievement
while supporting safety and soundness for the regulated
entities,

Encouraging the Recovery of
Housing and Housing Finance

FHFA is currently constrained by law to conserve and
protect Enterprise assets, Conservatorship allows the
Enterprises to continue serving their public purpose

while lawmakers determine the ultimate resolution of
the conservatorships and the future legal structure for
housing finance. After three years, there is still no clear
indication as to what institutional structures will replace
the Enterprises and their position in housing finance. This
provides a challenge for FHFA regarding the Enterprises’

ongoing activities and future business strategies,

FHFA is taking several steps to encourage the return of
the private sector to housing finance. For example, FHFA
has directed the Enterprises to work on initiatives to
improve their internal operations, mitigate credit losses,
and ensure continued liquidity in the market. FHFA has
also announced several initiatives such as the Uniform
Mortgage Data Program, joint servicing compensation,
and servicing alignment. These initatives should improve
liquidity in the housing finance market.

FHFA hopes to encourage the return of the private sec-
tor and establish an environment for the return of deep
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liquid markets for borrowers, lenders, and investors. With
improved transparency, standardization, and accountabil-
ity, American families will have greater access to simple,
straightforward products that will protect them from sud-
den financial shocks and help them build equity in their
homes.

Housing Finance Reform

In February 2011, the U.S. Department of the Treasury
issued a white paper that described three options for hous-
ing finance reform - they were among the first to be wide-
ly discussed that addressed the future structure of hous-
ing finance. The first option proposed that the nation's
housing should rely mostly on the private sector, except
for federal assistance targeted at creditworthy low-and
middle-income borrowers. The second option proposed
government assistance for certain borrowers but included
a "backstop mechanism” in case additional credit was
needed during a housing crisis. The third option pro-
posed federal assistance for certain borrowers and federal
reinsurance for some private mortgage securities (the U.S.
government would pay shareholders of those securities if

private guarantors went bankrupt).

FHFA is continuing to contribute expertise on housing
finance reform proposals through congressional testimony,
speeches, and public documents. In addition, FHFA has
collaborated with Executive Branch departments, congres-
stonal staff, industry participants, and other financial regu-
latory agencies to identify and develop ideas and options

that would redefine the structure of housing finance.

FHFA will continue to adhere to the goals of conservator-
ship, focusing on programs that can promote the recovery
of the housing market and developing conditions that
encourage a more stable system of housing finance.

Pricing and Risk Sharing

During FY 2011, FHFA submitted its third Report to
Congress on the single-family guarantee fees charged by
the Enterprises. That report noted that in recent years the
Enterprises have steadily increased guarantee fees and
reduced the extent of cross-subsidization in their pricing

of credit risk. FHFA anticipates that the Enterprises will
continue the gradual process of increasing single-family
guarantee fees in FY 2012, which will place them in a
more stable and sound financial condition and move their
pricing closer to levels that would likely exist in a private,
competitive market. Changes in Enterprise pricing in FY
2012 may address issues of cross-subsidization, geo-
graphic differences in credit costs, and pricing differentials
among lenders.

FHFA is considering ways the Enterprises can share
single-family mortgage credit risk with the private sec-

tor, in support of the goals of reducing the Enterprises’
long-term risk exposure and strengthening their financial
condition. Possible approaches include expanded use of
mortgage insurance and securities structures that would
allow a portion of the credit risk of mortgages acquired by
the Enterprises to be sold off. Execution of such transac-
tions would have the added benefit of providing feedback
on the Enterprises’ guarantee fee pricing decisions. If the
market price to absorb a portion of the Enterprises’ risk
exposure was greater than the guarantee fee they charged,
that would suggest how much their guarantee fees would
have to rise 1o attract private capital and align their pricing
with the private sector.

Page 35

GAO-12-161 FHFA's Fiscal Years 2011 and 2010 Financial Statements




Management’s Discussion and Analysis

Management's Discussion and Analysis » 2011 Parformance and Accountability Report 33

FY 2011 Performance

Summary

his section describes FHFA's strategic and

performance planning framework as well

as the seven key performance measures that
most closely reflect the agency’s achievements and desired
outcomes by strategic and performance goal. (For a
comprehensive list of performance measures, see pages 53
through 73.) FHFA's performance measures are rated as:

i Target Met; or
™ Target Not Met.

FHFA determines performance goals to be met if targets
for all performance measures have been achieved. Coals
are counted as not met if at least one target performance
measure has not been achieved. In FY 2011, FHFA had 29

performance measures. The agency met or exceeded 25 of
its measures and failed to meet 4 performance measures,
Figure 8 shows the overall results.

Although the agency met over 80 percent of its perfor-
mance measures, FHFA did not meet 4 performance mea-
sures in FY 2011. Specifically, performance measure 1.1.1,
relating to safety and soundness, requires an improvement
in at least one component examination rating for each

of the two Enterprises, The objective was not satisfied at
either Fannie Mae or Freddie Mac. The stressed economy
and poor performance in the mortgage market continue to
hinder the Enterprise’s operations. Additionally, because
of the uncertainty regarding the future of the Enterprise,
they are faced with turnover in key areas, particularly risk

Figure 8 » Key Performance Indicators for FY 2011
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management. FHFA will continue to monitor remedia-
tion activities but will increase examination ratings only
for sustainable and material im provements in their opera-
tions.

Performance measure 2.2.3 was not met. This target
pertains to finalizing rules that require the Enterprises

to serve the manufactured housing and rural housing
segments of the market and to preserve multi-family
affordable housing. This measure was not met because
the rulemaking did not meet the target date of July 15,
2011, However, the final rule has completed the internal
clearance process and is under management review,

FHFA also did not meet performance measure 3.1.1,
although it made progress. Specifically, FHFA required
the Enterprises to submit plans to reduce the size of
their mortgage portfolios. While both Fannie Mae and
Freddie Mac submitted plans, those submissions did not
meet FHFA standards. FHFA will continue to work with
the Enterprises to submit plans that target the specific
requirements to FHFA's satisfaction. FHFA continued its
review of miscellaneous other assets on the Enterprises’
books, assessing quarterly asset inventory submissions.
FHFA has not yet identified specific disposition plans as
a result of these quarterly inventories. Fannie Mae did
submit an acceptable plan for assets identified for dispo-
sition owing to charter compliance questions.

Finally, FHFA did not meet performance measure 3.1.2,
which required the agency to review Enterprise assets,
partnerships, contracts, and litigation activities. Although
the measure was partially completed, FHFA received the
third quarter's inventory report this reporting period,
completed an analysis of non mission assets, and
reviewed litigation activities for the third quarter. Upon
completion of the review, FHFA determined that further
procedures and analysis would be needed to comprehen-
sively review all aspects of this performance measure. As
a result, FHFA is beginning the process of automating
the transmission of the inventory report and performing
other procedures to analyze the inventory.

FHFA significantly improved its performance during FY
2011, despite continued disruption in the housing and
financial markets. In addition, the agency’s forthcom-
ing strategic plan for FY 2012-2016 will further refine its

performance goals and measures to better represent the
organizational and legislative changes that have affected
the agency over the past few years. (See the Other
Accompanying Information section, page 104 for a list
of our performance measures that were either changed or

deleted for FY 2011.)

Strategic Planning Process

FHFA sets long-term and annual goals and monitors
progress throughout the year. The agency assesses its
record in meeting its performance measures through
quarterly performance tracking meetings, which include
the senior executive leadership team. These quarterly
meetings are normally chaired by the Acting Director.
FHFA staff prepare performance reports and discuss the
agency's record relative to its performance measures, The
meetings highlight the agency’s record to date and the
challenges for the future, with a focus on how to meet
targets and ensure successful performance in support of
the mission.

FHFA’s FY 2011 Annual Performance Plan was developed
and released in March 2011. It includes 29 performance
measures and 14 performance goals to support 3 strategic
goals and 1 resource management strategy. This section
describes the agency’s performance against its FY 2011
Annual Performance Plan, which outlined the means and
strategies to achieve the annual performance goals and

related measures for the past year.

FHFA is in the process of updating the current strate-

gic plan for 2009-2014. The FY 2012-2016 strategic

plan aligns with FHFA's major reorganization as well

as the requirements of the Dodd-Frank Act and the
Government Performance and Results Modernization Act
of 2010. The plan sets out the agency’s mission, vision,
values, and strategic goals through FY 2016. It details the
outcomes the agency is seeking to achieve, the means
and strategies that will be used to accomplish those out-
comes, and the performance measures that will be used
to gauge the agency’s progress.
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Overview of FHFA's Seven Key
Performance Measures

HFA identified seven of the 29 FY 2011

performance measures as key performance

measures — these are measures that are
critical to the achievement of our strategic goals and
objectives. These key performance measures represent
each of the agency’s three strategic goals and the resource

management strategy. The following tables summarize

STRATEGIC GOAL 1 1

housing GSEs operate in a s.

FHFA's actual performance during FY 2011 as compared
to established targets for our seven key performance
measures, The tables for FHFA's seven key performance
measures organized by strategic and performance goal
show FHFA's accomplishments as they relate to each
parfurm ance g()al and measure. For FY 2011, FHFA met or

exceeded six of the seven key performance measures.

and sound manner and comply with legal requirementss

The focus of Strategic Goal 1 is to promote the safety and
soundness of housing government-sponsored enterprises
(GSEs) through prudential supervision and regulation.
(The Performance section of this report includes a list of all
measures associated with this goal.)

Table 1 summarizes the key performance measures for
safety and soundness of the housing GSEs. During FY
2011, FHFA conducted risk-based supervision and exami-
nations on the housing GSEs to evaluate condition and

performance, risk, risk management, governance, and

planning. The purpose of the examinations is to ensure
that the regulated entities operate in a financially safe and
sound manner and take appropriate steps to remediate
any deficiencies. One key performance measure was an
improvement in one or more component examination
ratings at each Enterprise. This measure was not met. One
reason for the failure was that both Enterprises operated in
a mortgage market that was under profound and contin-
ued stress as a result of earlier underwriting shortcomings
that have led to mortgage delinquencies and foreclosures
unprecedented in more than 75 years.

KEY PERFORMANCE MEASURE 1.1.1
Each Enterprise improves in one or more component ratings.

TARGET: September 30, 2011 NOT MET {7}

KEY PERFORMANCE MEASURE 1.2.1

Each FHLBank is rated "2" or better or, operating under an
acceptable performance improvement plan within 180 days of a
rating downgrade to below “2".

MET

TARGET: Quarterly
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STRATEGIC GOAL 2

The housing GSEs support a stable, liquid, and efficient mortgage market including
sustainable homeownership and affordable housing.

The focus of the second strategic goal is the housing mis- measures for the housing mission. During FY 2011, the
sion of FHFA. As the supervisor for the housing GSEs, housing GSEs met or exceeded the required liquidity
FHFA has a critical responsibility to foster a well-func- levels. Fannie Mae was not in compliance at the end of the
tioning, stable, and liquid housing finance system. Only last fiscal year, but came into compliance during the first
through effective supervision can FHFA ensure that the quarter of FY 2011 and has maintained its standing. FHFA
entities serve as a source of liquidity to homeowner and continued to provide information, such as the House Price

rental housing markets at an efficient and reasonable price.  Index, to promote an efficient secondary mortgage market.
The performance section of this report includes a list of all

See Table 2 which summarizes the key performance measures associated with Strategic Goal 2.

TABLE 2 » Key Performance Measures for the Housing “I‘dﬂl

PERFORMANCE GOAL 2.1 KEY PERFORMANCE MEASURE 2.1.1

FHFA ensu - ing ¢ Licuidity levels at Fannie Mae and Frecldie Mac meet or exceeds required
st li =ffici - cet. levels or is brought into compliance within five business days.

TARGET: Quarterly MET iy

KEY PERFORMANCE MEASURE 2.1.2

Liquidity levels at FHLBanks meet or exceeds required levels or is brought
into compliance within five business days.

TARGET: Quarterly MET it

PERFORMANCE GOAL 2.3 KEY PERFORMANCE MEASURE 2.3.1

Each FHLBank is rated "2" or better or, operating under an acceptable
performance improvement plan within 180 days of a rating downgrade to
below "2".

TARGET: Quarterly MET it
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STRATEGIC GOAL 3

FHFA preserves and conserves the assets and property of the Enterprises, ensures focus ot
housing mission, and tes their financial stability and emergence from conservatorship:

The focus of Strategic Goal 3 is on conservatorship of Enterprise assets while preparing for future housing

the Enterprises. As conservator, FHFA's role is to foster finance markets under conditions different from those of

improvement in the Enterprise financial condition, under-  the past. To accomplish this overall goal, FHFA continued
writing practices, and operational capacity so they can to pursue loan modification activities and other loss mit-
fulfill their role in the nation’s housing finance system. gation strategies designed to reduce preventable foreclo-

sure. The performance section of this report include a list i
of all measures associated with Strategic Goal 3.

Table 3 summarizes the key performance measure that
demonstrates FHFA's goal to preserve and conserve the

KEY PERFORMANCE MEASURE 3.3.1

Number of loan madifications and foreclosure alternatives
completed by the Enterprises.

TARGET: 400,000 MET i

Page 40 GAO-12-161 FHFA's Fiscal Years 2011 and 2010 Financial Statements




Management’s Discussion and Analysis

38 Federal Housing Finance Agency

RESOURCE MANAGEMENT STRATEG

FHFA has the personnel, resources and infrastructure to manage effectively and efficiently to'8
its mission and goals.

The focus of the Resource Management Strategy is to Table 4 summarizes the key performance measure that
anticipate what is required to create and sustain an infra- demonstrates FHFA's use of its resources. The performance
structure that is responsive to mission-critical program section of this report includes a list of all measures associ-

management. FHFA ensures effectiveness and efficiency in ated with the Resource Management Strategy.
this area through the recruitment, retention, and reward-
ing of a diverse, highly skilled staff.

TABLE 4 + Key Performance Measure Demonstrating FHFA's

PERFORMAMCE GOAL 4.3 KEY PERFORMANCE MEASURE 4.3.2

se financial and risk management Total FHFA resources allocated directly to supervision of the
housing GSEs - Strategic Goals 1 and 2.

TARGET: 100% per quarter MET iy

Program Evaluations independent external evaluation conducted this fiscal
year.

FHFA reviews its strategic plan annually to ensure that

strategic and outcome goals are being met, Through FHFA's OIG began operations in October 2010, OIG

quarterly performance tracking meetings with senior conducted an FY 2011 assessment addressing the Acting

leadership, FHFA reviews the progress of its performance Director’s most Serious management issues. '[S“_E the

measures and verifies and validates performance data to Other Accompanying Information section of this report. )

ensure reliability and accuracy. FHFA did not have an As of September 2011, OIG had completed the following

evaluations of FHFA:
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EVALUATION

Program Evaluations

SUMMARY

SUMMARY OF FHFA'S RESPONSE

Evaluation of
FHFA's Oversight
of Fannie Mae's
and Freddie
Mac's Executive
Compensation
Pregrams — March
2011

FHFA coordinated with the U.S. Department
of Treasury and outside consultants to
develop the Enterprises’ compensation
programs. FHFA lacks key controls necessary
to monitor the Enterprises’ ongoing
executive compensation decisions under

the approved package, and FHFA has not
been sufficiently transparent to the public
on the Enterprises’ executive compensation
programs, but it does report relevant
information in public securities filings.

FHFA agreed to (1) study how federal support
for the Enterprises and their conservatorship
status may facilitate their capacity to meet
certain performance goals; (2) regularly

menitor and evaluate metrics associated with
recruitment and retention of employees and
consicler appropriate compensation levels; (3)
establish formal approach for reviewing the
Enterprises’ performance measures and self-
assessment data; (4) strengthen its executive
compensation document storage systems; and
{5) consider options for improving executive
compensation transparency. FHFA did not agree
to assess disparities in compensation among the
Enterprises and government personnel because
private sector compensation scales are most
useful for comparison.

Evaluation of
FHFA's Exit
Strategy and
Planning Process
for the Enterprises’
Structural Reform —
March 2011

The Administration's February 11, 2011,
proposal recommends that FHFA implement
several steps under its regulatory authority
in the short to medium term to significantly
reduce the Enterprises’ dominant position

in the housing finance system. OIG views
FHFA's potential implementation of its
regulatory authorities under this propesal

in the short- to medium-term as an area of
significant risk if not managed effectively.

FHFA agreed with the draft evaluation's
recommendations in its written comments. The
Administration’s white paper recommends a
gracual transition to greater private capital
participation in housing finance. FHFA has already
begun implementing several options to help this
transition.

Evaluation of
FHFA's Role

in Negotiating
Fannie Mae's and
Freddie Mac's
Responsibilities in
U.S. Department
of Treasury's MHA
Program — August
20m

OIG found no evidence that, in developing
and impl iting MHA pregrams. Treasury
has compromised FHFA's independence as
the Enterprises’ conservator and regulator.
Since FHFA did not play an active role

in reviewing and negotiating Treasury's
Financial Accounting & Advisory Services
(FAAS) with the Enterprises. OIG found that
FHFA's conservatorship interests would
have been better served if FHFA had played
a greater role during the negotiation and
review of the FAASs,

FHFA agreed to engage the Enterprises and
the U.5. Department of Treasury in discussions
aimed at establishing more specific resclution
procedures.

Evaluation of
FHFA's Examination
Capacity -
September 2011

OIG identified shortfalls in FHFA's
examination coverage, particularly in the
areas of Real Estate Owned and default-
related legal services. FHFA has too few
examiners overall to ensure the efficiency
and effectiveness of its examination program.
It sometimes has to scale back planned
examination work and require additional time
to complete examinations. FHFA has sought
to address these challenges.

FHFA concurs with OIG's recommendations to (1)
assess examination shortfalls/ quality; (2) monitor
development/ implementation of an examiner
acereditation program; (3) consider usinf?:; details;
and (4) report ex lly on its prog

FHFA does not-concur with any references to

its quality of examinations and states that the
report does not provide any proof to support
CIG's comment. FHFA also does not coneur
with the report’s reference to the quality of its
examination staff.

Page 42

GAO-12-161 FHFA's Fiscal Years 2011 and 2010 Financial Statements




Management’s Discussion and Analysis

40 Fadaral Housing Finan

FY 2011 Financial Summary

or FY 2010 and FY 2011, FHFA achieved an
undqualified {clean) opinion from the GAO
on its annual financial statements. GAO
noted no material weaknesses or significant deficiencies
in FHFA's internal controls and cited no instances
of noncompliance with laws and regulations. In
accordance with the Office of Management and Budget's
{OMB) Circular No. A-123, Management's Responsibility for

Internal Control, FHFA continued to assess the effectiveness

of its internal controls annually. FHFA received, for the
third consecutive year, the Certificate of Excellence in
Accountability Reporting (CEAR) award for its FY 2010
Performance and Accountability Report from the Association
of Government Accountants. The CEAR is awarded

presented to agencies that have demonstrated excellence in
integrating performance and accountability reporting.

Source of Funds

HERA authorizes FHFA to collect annual assessments

from its regulated entities to pay its costs and expenses
and maintain a working capital fund. Under HERA,
annual assessments are levied against the Enterprises and
the FHLBanks to cover the cost and expenses of the agen-

cy's operations for supervision of the regulated entities.

FHFA calculates the assessments for each Enterprise by
determining the proportion of each Enterprise’s assets
and off-balance sheet obligations to the total for both
Enterprises and then applying each of the Enterprise’s
proportion (expressed as a percentage) to the total bud-
geted costs for regulating the Enterprises. FHFA calcu-
lates the assessments for each of the 12 FHLBanks by
determining each FHLBank's share of minimum required
regulatory capital as a percentage of the total minimum
capital of all the FHLBanks and applying this percent-
age to the total budgeted costs for regulating the banks,
Assessments are paid semiannually on October 1 and
April 1. FHFA collected :
during FY 2011, which included a £2.5 million special
assessment on the Enterprises related to conservatorship
activities and a $29 million assessment for costs related

ssments of $200.6 million

to the establishment and operations of an Office of

Inspector General.

Analysis of Financial Statements

The principal financial statements present FHFA's

financial position, net cost of operations, changes in net
position, and budgetary resources for fiscal years 2011
and 2010. Financial statements and notes for fiscal vears
2011 and 2010 appear on pages 75-101. Highlights

of the financial information presented in the principal
financial statements follow,
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BALANCE SHEET

The Balance Sheet presents, as of the end of the fiscal
year, the recorded value of assets and liabilities retained
or managed by FHFA. The difference between the

assets and liabilities represents FHFA's net position.

The Balance Sheet reflects total assets of $100.8 mil-
lion, an 82 percent increase over FY 2010. The increase
is primarily due to a $15.4 million increase in Fund
Balance With Treasury due to the collection of assess-
ment funds related to the establishment and operations
of an Office of Inspector General and a $27.4 million
increase in Investments due to an increase in assess-
ments for a larger FY 2011 operating budget. FHFA's total
liabilities increased by $6.7 million, a 38 percent increase
over FY 2010. The increase is primarily due to an increase
in unfunded leave and accounts payable associated with
the establishment of an Office of Inspector General, As

a result, FHFA's net position as of September 30, 2011,
was $76.4 million, a $38.5 million increase over the
$37.9 million net position as of September 30, 2010. The
increase in net position is due to FHFA collecting funds in
excess of operating costs for the year (see Figure 9).

Figure 9 * Assets and Liabilities
(Dollars in Thousands)
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d Analysic * 2011 Performance and Accountability Report

STATEMENT OF NET COST

The Statement of Net Cost presents the components

of FHFA's net cost, which is the gross cost incurred less
any revenues earmned. FHFA's FY 2011 total program

net (income)/costs, as reflected on the Statement of Net
Cost, were -$33.4 million (or net revenue) as compared
to the -$14.6 million in FY 2010. This change reflects
the increase in gross costs and earned revenue needed to
carry out i

mission as reflected in its FY 2011 operating
budget. The operating budget increase between fiscal
years is the result of increased mission costs and the
establishment and operations of an Office of Inspector
General. However, during the course of the year, FHFA
did not fully expend its FY 2011 earned revenue, thereby
resulting in an excess of revenue over cost. FHFA's costs
for FY 2011 were less than expected and budgeted for,
resulting in a surplus. FHFA issues a credit for unobli-
gated funds as of September 30, 2011, against next year's
assessment to the regulated entities (see Figure 10).

Consistent with the Government Performance and
Results Act of 1993, the Statement of Net Cost is report-
ed by FHFA's strategic goals, FHFA tracked resource
allocations and program costs to the strategic goals
(responsibility segments) developed for FHFA's stra-
tegic plan. Strategic Goals, 1 - Safety and Soundness;

2 - Affordable Housing; and 3 - Conservatorship, guide
program offices 1o carry out FHFA's vision and mission.
FHFA has a Resource Management Strategy, which is
distributed proportionately to Strategic Coals 1-3 based
on the percentage of direct costs of each goal to the total
direct costs for FHFA. FHFA places a significant empha-
sis on Strategic Goal 1, Safety and Soundness, which
comprises a major portion of the total program costs,
FHFA-OIGC allocated their costs to FHFA's Resource
Management Strategy.

11

Page 44

GAO-12-161 FHFA's Fiscal Years 2011 and 2010 Financial Statements




Management’s Discussion and Analysis

Figure 10 # Total Net
(Income from)/Cost of Operations
(Dollars in Thousands)

I&ﬁ,ﬂu

Seplember 2010 Seplember 2011

I Stralegic Goal 1 + Safety and Soundness
0 Similegic Goal 2+ Alfordable Housing
_— Stralegic Goal 3 + Conservatorship

STATEMENT OF CHANGES IN NET POSITION

The Statement of Changes in Net Position presents those
accounting items that caused the net position section of
the Balance Sheet to change from the beginning to the
end of the reporting period. Financing sources increase
net position. FHFA's financing source is imputed financ-
ing from costs absorbed on FHFA's behalf by other

Federal agencies. Net income from/cost of operations

impacts net position.

FHFA's net position as of September 30, 2011, was $76.4
million, a $38.5 million increase over the $37.9 million
net position as of September 30, 2010. The increase in
net position is due to FHFA collecting funds in excess of
operating costs for the year. FHFA's cumulative results
of operations for the period ending September 30, 2011,
increased $38.0 million, due primarily to net income
from operations of $33.4 million (see Figure 11).

Figure 11 # Statement of Changes
in Net Position

(Dollars in Thousands)
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of Dperafions Cost of Dperalions Sources Balances

Seplomber 2010
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STATEMENT OF BUDGETARY RESOURCES

This statement provides information about the provision
of budgetary resources and their status as of the end of
the reporting period. FHFA's total budgetary resources
as of September 30, 2011, was $253.6 million, a $98
million increase over the $155.6 million total budgetary
resources as of September 30, 2010 The 2011 budgetary
resources were primarily comprised of $200.6 million
in assessments, $29 million in spending authority from
offsetting collections, $22.7 million in unobligated bal-
ance brought forward from FY 2010, and $1 million in
recoveries of prior year unpaid obligations. The increase
in budgetary resources is the result of increased mission
costs and the establishment and operations of an Office
of Inspector Ceneral. Obligations incurred increased
$93.1 million to $225.9 million in FY 2011. Gross out-
lays increased $64 million to $186.9 million in FY 2011
(see Figure 12).
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Figure 12 # Statement of Budgetary
Resources Comparisons
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Limitations of the Financial
Statements

FHFA management has prepared its fiscal years 2011 and
2010 financial statements from the books and records

of the agency in accordance with the requirements of

the Office of Management and Budget Circular A-136,
Financial Reporting Requirements, as amended. The finan-
cial statements represent the financial position and results
of operations of the agency pursuant to the requirements
of Chapter 31 of the U8, Code section 3515 (b). While
these statements have been prepared from the agency’s
books in accordance with the formats prescribed by
OMB, the statements are in addition to the financial
reports used to monitor and control budgetary resources,
which are prepared from the same books and records.
These statements should be read with the understanding
that they are for a component of the 1.8, government, a
sovereign entity.

Internal Controls

During FY 2011, FHFA adhered to the internal control
requirements of the Federal Managers Financial Integrity
Actof 1982 and the guidance provided by OMB Circular

A-123. FHFA's Executive Committee on Internal Controls
(ECIC) met quarterly to oversee internal controls and
provide recommendations to the FHFA Acting Director
on the effectiveness of FHFA's internal controls,

In 2011, the ECIC members were the Deputy Chief
Operating Officer who served as the Chairman, the Chief
Financial Officer who served as the Vice-Chairman,

the Chief Information Officer, the Deputy Director

for Enterprise Regulation, the Deputy Director for

Bank Regulation, the Deputy Director for Examination
Programs and Support, the Deputy Director for Housing
Mission and Goals, the General Counsel, and the
Associate Director Office of Quality Assurance. The
Chairman and Vice Chairman invited other FHFA execu-
tives when appropriate. ECIC also established senior
assessment teams to review specific areas when needed.

During FY 2011, pursuant to its obligations under OMB
Circular A-123, FHFA monitored and assessed the follow-
ing three areas:

RELIABILITY OVER FINANCIAL REPORTING

FHFA's Office of Budget and Financial Management
assessed the agency’s financial reporting controls accord-
ing to the requirements outlined in OMB Circular A-123,
Appendix A.

COMPLIANCE WITH LAWS AND REGULATIONS

Assessment teams from FHFA divisions and offices identi-
fied the significant laws and regulations that relate to the
operations for their respective offices. Assessment teams
documented the actions that demonstrated compliance,
and the agency’s Office of General Counsel reviewed all
submissions.

EFFECTIVENESS AND EFFICIENCY OF
OPERATIONS

Assessment teams from FHFA divisions and offices
reviewed controls over operations using the criteria
outlined in the GAO Internal Control Management and
Evaluation Tool. Division and office managers and the
Office of Budget and Financial Management reviewed the
reports of the assessment teams.
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ECIC reviewed documentation from all three areas. In
compliance with the FMFIA requirements, the Acting
Director, on the basis of a recommendation from ECIC,
provided reasonable assurance that internal controls over
the effectiveness and efficiency of operations, compliance
with applicable laws and regulations, and financial report-
ing as of September 30, 2011 were operating effectively
and that no material weaknesses or significant deficiencies
were found in the design or operation of the internal con-
trols. This assurance can be found in the “Management's
Discussion and Analysis” section of this report and meets
the FMFIA reporting requirement for internal controls,

The FHFA-OIG began operation in mid-October 2010
and adhered to the internal control requirements of
FMFIA and the guidance provided by OMB Circular
A-123. In order to ensure compliance, the FHFA-OIG
formed an ECIC and established a senior assessment
team headed by the Chief of Staff to assess the internal
controls of the OIG. The assessment team included par-
ticipants from each office within the FHFA-OIG. Based
on its review of the internal control assessments, O1G's
ECIC provided reasonable assurance that OIG offices
have developed and maintained effective internal controls
for FY 2011, and no significant deficiencies or material
weaknesses have been identified.

The Office of Counsel, under the Chief Counsel’s direc-
tion, is FHFA-OIG's principal authority on legal matters
pertaining to FHFA-OIG activities, duties, and authori-
ties. The Office of Counsel works to ensure that all
FHFA-OIG activities are conducted in accordance with
applicable legal requirements, Starting with the creation
of FHFA-OIG in mid-October 2010, the Office of Counsel
has developed rules, policies, and procedures to ensure
full FHFA-OIG compliance with such requirements.
Although these efforts continue, no FHFA-OIG office
identified substantive deviations from full compliance
with those legal authorities to which it is subject. Based
on these factors and the controls assessments performed
at each OIG office, the FHFA-OIG ECIC members deter-
mined that the FHFA-OIG's A-123 efforts provide reason-
able assurance that FHFA-OIG complies with laws and
regulations applicable to FHFA generally, and to FHFA-
OIG specifically. The FHFA-OIG ECIC recommended

the Inspector General sign an assurance statement to the

FHFA Acting Director recommending an unqualified
statement of assurance relative to the two areas assessed
by the OIG; effectiveness and efficiency of operations,
and compliance with laws and regulations.

Federal Management System and
Strategy

Section 1106(g)(3) of HERA requires FHFA to implement
and maintain financial management systems that comply
substantially with federal financial management systems
requirements, applicable federal accounting standards,
and the .S, Government Standard General Ledger at

the transaction level. FHFA, including FHFA-OIG, uses
the Bureau of the Public Debt for its accounting services
and that agency's financial management system which
includes (1) a core accounting system—QOracle Federal
Financials; (2) three feeder systems—PRISM (procure-
ment), GovTrip (travel), and Citdirect (charge card); (3)
a reporting system— Discoverer; and (4) an inventory
tracking system. FHFA is responsible for overseeing the
Bureau of the Public Debt's performance of accounting
services for the agency. A financial oversight document
outlines the assignment of activities between FHFA and
the Bureau of the Public Debt. The financial management
system includes manual and automated procedures and
processes from the point at which a transaction is initi-
ated 1o issuance of financial reports. The system meets
the requirements of HERA Section 1106({g)(3). FHFA

also uses the National Finance Center, a service provider
within the Department of Agriculture, for its payroll and
personnel processing. FHFA has streamlined accounting
processes by electronically interfacing data from charge
cards, investment activities, the CovTrip travel system, the
PRISM procurement system, and the National Finance
Center payroll system to FMS,

Federal Information Security
Management Act

Title I1I of the Electronic Government Act of 2002,
titled the Federal Information Secu

ity Management Act

(FISMA), requires all federal agencies to develop and

implement an agency-wide information se:

urity pro-

gram. The program provides the framework to protect the
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agency’s information, operations, and assets. During FY
2011, OMB issued guidance requiring federal agencies to
continuously monitor the security posture of informa-
tion systems to enable timely decision making regarding

identified vulnerabilities and threats. To accomplish this,
agencies automate security-related activities and acquire

tools that correlate and analyze security-related information.

The FHFA-OIG is required to review the agency's informa-
tion security program annually and report the results o
OMB as required by FISMA. FHFA's information security
program activities during FY 2011 reflect efforts focused
on enhancing the agency’s continuous monitoring com-
pliance program. Such compliance requires FHFA to pro-
actively monitor the security posture of its information
technology infrastructure through the implementation of
operational, management, and technical controls, includ-
ing automated security tools and supplemental resources
for monitoring activities. The tools and activities include
certifying and accrediting information systems before they
become operational, reviewing system logs and configu-
ration management activities, and performing periodic
vulnerability scans.

Other FY 2011 information security program act
included implementing a new intrusion detection system,
updating information security policy with comprehen-
sive procedures, and performing annual security control

S

assessments of FHFA information systems, including
FMS. FHFA maintained security certification and accredi-
tation on 100 percent of all major systems in production
and provided security awareness training through a new
automated learning management information system to
all FHFA employees and contractors. FHFA also addressed
security-related weaknesses for systems noted in the prior
year FISMA review as well as mitigating vulnerabilities
identified during certification and accreditation.

The FY 2011 FISMA review concluded that FHFA gener-
ally has a sound risk management framework for its
information security program. Although FHFA's informa-
tion security program had a number of strengths, includ-
ing but not limited to its information system security
training, system-level planning, risk assessment, access
authorization, and continuous control monitoring, the
audit identified security practices that can be improved.

ion and Analysis * 2011 Perfarmance anc

Specifically, FHFA had not:

® Finalized, disseminated, and implemented an
organization-wide information security program
plan that defines such key requirements as
security-related roles and responsibilities and
security program controls;

® Updated the agency’s policies and procedures to
address completely all of the NIST-recommended
components within the control families applicable
to FHFA information systems;

® Developed, disseminated, and implemented
an information categorization policy and

methodology;

¢ |mplemented adequate procedures for tracking
and monitoring correction of weaknesses
or deficiencies through Plan of Action and
Milestones;

* [mplemented adequate procedures for ensuring
remediation of wealnesses noted in network

vulnerability assessments.

All of the findings have been addressed and remediation

efforts are underway.

Management Report on
Final Action

As required under amended Section 5 of the Inspector
General Act of 1978, FHFA must report information

on final action taken by management on certain audit
reports. FHFA-OIG has not identified any disallowed
costs or funds put to better use for FY 2011. Additionally,
FHFA does not have any audit reports without final actions but
with management decisions over one year old for FY 2011,

Erroneous Payments

The Improper Payments Information Act of 2002 requires
that agencies (1) review activities susceptible to signifi-
cant erronecus payments; (2) estimate the amount of
annual erroneous payments; (3) implement a plan to
reduce erroneous payments; and (4) report the estimated

amount of erroneous payments and the progress to
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reduce them. The Act defines significant erroneous pay-
ments as the greater of 2.5 percent of program activities or
$10 million.

FHFA has implemented and maintains internal control
procedures that ensure disbursement of federal funds for
valid obligations. FHFA has identified no activities sus-
ceptible to significant erroneous payments that meet the
Act's thresholds,

Prompt Pay

The Prompt Payment Act requires federal agencies to
make timely payments to vendors and improve the cash
management practices of the government by encourag-
ing the use of discounts when they are justified. This

also means that FHFA must pay its bills within a narrow
window of time. In FY 2011, the dollar amount subject 1o
prompt payment was $44.2 million. The amount of inter-
est penalty paid in FY 2011 was $222, or 0.00050 percent,
of the total dollars disbursed.

Figure 13 * Summary of Financial Statement Audit and Management Assurances

Table 1: Summary of Financial Statement Audit

AUDIT OFINION

UNCUALIFIED

RESTATEMENT
Material Weaknesses BgLnrl:;g New
Total Material Weaknesses 4] 1]

Pacbiad Corsafdatad E_r:d’rg
] 4] o

s Beginning
Material Weaknesses Balance New
Total Material Weaknesses 1] (4]

et - Ry ™ o Ending
Balance
0 0 0 1]

STATEMENT OF ASSURANCE

Beginning
Non-Conformances b New
Total Non-Conformances 0 (1]
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Message From The
Chief Financial Officer

iscal year 2011 has been a very challenging but rewarding year. The

Federal Housing Finance Agency (FHFA) continued to grow to match

its responsibilities for regulating the Housing GSEs and to manage the
conservatorships of Fannie Mae and Freddie Mac. A significant part of FHFA's growth
has been the creation and rapid growth of the Office of Inspector General (OIG).
Since OIG is an independent entity of FHFA with a budget of $29 million, FHFA is
required to prepare a set of consolidated financial statements for FY 2011.

Even with this added complexity, | am pleased to report that FHFA once again
received an ungualified audit opinion on its financial statements from Government
Accountability Office (GAO). In its financial audit report, GAO concluded that 1)
FHFA's Fiscal Year 2011 financial statements are fairly presented in all material respects; 2) FHFA had effective
internal control over financial reporting; and 3) there were no reportable instances of noncompliance with the
laws and regulations it tested.

In addition to a clean audit opinion, FHFA received the Certificate for Excellence in Accountability Reporting
(CEAR) award for its Fiscal Year 2010 Performance and Accountability Report (PAR) from the Association of
Government Accountants, the third straight year FHFA has received this prestigious award. The CEAR award is
given to government agencies that received unqualified audit opinions on their financial statements and pro-
duced PARs that achieved the highest standards in communicating results and demonstrating accountability.

We are very proud of our accomplishments and are constantly striving to improve how we communicate finan-
cial and performance information to the public. For example, in this year’s PAR we organize our highlights and
accomplishments by strategic goal. This will make it easier for the public to assodiate our activities to the achieve-
ment of our strategic plan. To make the document itself more user friendly, we have provided hyperlinks directly
to documents referred to in the text, and a reader can go directly from the table of contents to any section of the
PAR with a simple click of the mouse.

Finally, the commitment of senior management and staff to maintain effective programs of internal control over
agency activities provides the solid foundation necessary for the continued successes achieved by the agency.

Sincerely,

Vi

Mark Kinsey
Chief Financijl Officer
November 10,
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Federal Housing Finance Agency -
1625 Eye Street, N.-W., Washington, D.C. 20006-4065
Telephone: (202) 408-2500
Facsimile: (202) 408-1435
www.fhfa.gov

October 12, 2011

Federal Managers® Financial Integrity Act
Statement of Assurance
Fiscal Year 2011

The Federal Housing Finance Agency (FHFA) management is responsible for establishing and
maintaining effective internal control and financial management systems that meet the objectives
of the Federal Managers® Financial Integrity Act (FMFIA).

FHFA conducted its assessment of the effectiveness of internal control over the effectiveness and
efficiency of operations and compliance with applicable laws and regulations in accordance with
OMB Circular A-123, Management’s Responsibility for Internal Control. Based on the results of
this evaluation, FHFA can provide reasonable assurance that its internal control over the
effectiveness and efficiency of operations and compliance with applicable laws and regulations
as of September 30, 2011 was operating effectively and that no material weaknesses were found
in the design or operation of the internal controls.

In addition, FHFA conducted its assessment of the effectiveness of internal controls over
financial reporting, which includes safeguarding of assets and compliance with applicable laws
and regulations, in accordance with the requirements of Appendix A of OMB Circular A-123.
Based on the results of this evaluation, FHFA can provide reasonable assurance that its intcrnal
controls over financial reporting as of September 30, 2011 were operating effectively and no
material weaknesses were found in the design or operation of the internal controls over financial
reporting.

In accordance with the requirements of FMFIA, FHFA's financial management systems are
substantially in compliance with the requirements for federal financial management systems as
presented in A-127, Financial Management Systems as of September 30, 2011.

Mﬂ Dgﬂ%ébubu /0‘[3—20/£
Edward J. DeMatko Date
Acting Director
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FEDERAL HOUSING FINANCE AGENCY

Consolidated Balance Sheets
As of September 30, 2011 and 2010

(in Thousands)
2011 2010
Assets:
Intragovernmental
Fund Balance With Treasury (Note 2) $ 16,445 $ 1,000
Investments (Note 3) 78,252 50,878
Accounts Receivable (Note 4) 19 -
Prepaid Expenses - 307
Total Intragovernmental 94,716 52,185
Accounts Receivable (Note 4) 5 &
Property, Equipment, and Software, Net (Note 5) 5,569 2,397
Prepaid Expenses 49 873
Total Assets $ 100,781 $ 55461
Liabilities:
Intragovernmental
Accounts Payable $ 1,221 $ 430
Payroll Taxes Payable (Note 6) 1,219 799
Total Intragovernmental 2440 1,229
Accounts Payable 6,601 4,358
Other {Note 6) 15,300 12,018
Total Liabilities $ 24,350 $ 17,605
Net Position:
Cumulative Results of Operations $ 76,431 $ 37,856
Total Net Position $ 76,431 $ 37,856
Total Liabilities and Net Position $100,781 $ 55461

The accompanying notes are an integral part of these financial statements.
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FEDERAL HOUSING FINANCE AGENCY

Consolidated Statements of Net Cost/(Income)

For the Fiscal Years Ended September 30, 2011 and 2010
(in Thousands)

2011 2010
Program Costs by Strategic Goal :
Safety and Soundness:
Gross Costs $ 125,961 $ 95,870
Less: Eamed Revenue (135,297) (89,272)
Net Safety and Soundness (Income from)/Cost of Operations $ (9,336) $ 6598
Affordable Housing:
Gross Costs $ 17,240 $ 16,031
Less: Eamed Revenus (38,054) (26,819)
Net Affordable Housing (Income from)/Cost of Operations $ (20,814) $ (10,788)
Conservatorship:
Gross Costs $ 24,200 $ 16,663
Less: Eamed Revenue (27,432) (27,111)
Net Conservatorship (Income from)/Cost of Operations $ (3,232) $ (10,448)
Total Gross Program Costs $167,401 $128,564
Less:Total Eamed Revenue (200,783) (143,202)
Net (Income from)/Cost of Operations $ (33,382) $ (14,638)

The accompanying notes are an integral part of these financial statements.
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FEDERAL HOUSING FINANCE AGENCY
Consolidated Statements

of Changes in Net Position

For the Fiscal Years Ended September 30, 2011 and 2010
(in Thousands)

Cumulative Results of Operations:
Beginning Balances $ 37,856 $ 18411

Other Financing Sources (Non-Exchange):

Imputed Financing Sources 5,193 4,807
Total Financing Sources 5,193 4,807
Met Income from/(Cost) of Operations 33,382 14,638
MNet Change 38,575 19,445
Cumulative Results of Operations $ 76,431 $ 37,856
Net Position $ 76431 $ 37,856

The accompanying notes are an integral part of these financial statements.
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FEDERAL HOUSING FINANCE AGENCY

Combined Statements of Budgetary Resources

For the Fiscal Years Ended September 30, 2011 and 2010
(in Thousands)

Budgetary Resources:
Unobligated Balance:

Unobligated Balance Brought Forward, October 1 $ 22,743 $ 9,857
Recoveries of Prior Year Unpaid Obligations 1,033 2,693
Budget Authority
Appropriation - Assessments 200,623 143,028
Appropriation - Investment Interest 66 72
Spending Authority From Offsetting Collections
Collected 20,075 104
Change In Receivables From Federal Sources 19 (3)
Change In Uniilled Customer Orders Without Advance From Federal Sources 2 -
Subtotal 229,792 143,201
Total Budgetary Resources $ 253,568 $ 155,551
Status of Budgetary Resources:
Obligations Incurred (Note 10)
Direct $ 225,802 $ 132,707
Reimbursable 94 101
Subtotal 225,896 132,808
Unobligated Balance
Exempt From Apportionment 27,672 22,743
Total Status of Budgetary Resources $ 253,568 $ 155,551
Change in Obligated Balance:
Unpaid Obligations, Brought Forward, October 1 $ 29,135 $ 21,968
Uncollected Customer Payments From Fecleral Sources, Brought Forward, October 1 - (3
Total Unpaid Obligated Balance, Net 29,135 21,965
Obligations Incurred Net 225,896 132,808
Gross Outlays (186,945) (122,948)
Recoveries of Prior Year Unpaid Obligations, Actual (1,033) (2,693)
Change In Uncollected Customer Payments From Federal Sources (28) 3
Obligated Balance, Net, End of Period
Unpaid Cbligations 67,053 29,135
Uncollected Customer Payments From Federal Sources (28) -
Total, Unpaid Obligated Balance, Net, End of Period $ 67,025 $ 29,135
Net Outlays:
Gross Outlays $ 186,045 $122,048
Offsetting Collections (29,075) (104)
Distributed Offsetting Receipts (200,689) (143,100)
Net Outlays $ (42,819) $ (20,256)

The accompanying notes are an integral part of these financial statements.
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FEDERAL HOUSING FINANCE AGENCY

Notes to the Financial Statements
For the Years Ended September 30, 2011 and 2010

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A. Reporting Entity

The Federal Housing Finance Agency (FHFA) was established on July 30, 2008, when the President signed into law

the Housing and Economic Recovery Act of 2008 (HERA). FHFA is an independent agency in the Executive branch
empowered with supervisory and regulatory oversight of the twelve Federal Home Loan Banks (FHLBanks), Federal
National Mortgage Association (Fannie Mae), and Federal Home Loan Mongage Corporation (Freddie Mac), all of which
are referred to as regulated entities, FHFA is responsible for ensuring that each regulated entity operates in a safe and sound
manner, including maintenance of adequate capital and internal control, and carries out their housing and community
development finance missions.

HERA provided for a FHFA Office of the Inspector General (FHFA-OIG). As of April 2011, the FHFA-OIG maintained its
own Agency Location Code and set of books. The Inspector General Act of 1978, as amended, sets forth the functions and
authorities of the FHFA-OIG. The reporting entity for purposes of financial statements includes FHFA and FHFA-OIG.

Under the authority of the Federal Housing Enterprises Financial Safety and Soundness Act of 1992, as amended by HERA,
FHFA placed Fannie Mae and Freddie Mac under conservatorship on September 6, 2008, to stabilize the two entities

with the objective of maintaining normal business operations and restoring safety and soundness. FHFA, as conservator,
assumed the power of stockholders, boards, and 2 FHFA delegated to Fannie Mae and Freddie Mac certain
business and operational authority. FHFA personnel monitor the operations of the enterprises.

In September 2008, after Fannie Mae and Freddie Mac were placed in conservatorship under the FHFA, the Office of
Management and Budget (OMB) determined that the assets, liabilities and activities of the companies would not be
included in the financial statements of the federal government. For fiscal year 2008, OMB and the Department of the
Treasury (Treasury) concluded that Fannie Mae and Freddie Mac did not meet the conclusive or indicative criteria for

a federal entity contained in OMB Circular A-136, Financial Reporting Requirements, and Statement of Federal Financial
Accounting Concepts No. 2, Entity and Display, because they are not listed in the section of the federal government's budget
entitled “Federal Programs by Agency and Account,” and because the nature of FHFA's conservatorships over Fannie

Mae and Freddie Mac and the federal government’s ownership and control of the entities is considered to be temporary.
Treasury reaffirmed this position for fiscal year 2009, with which FHFA concurs. OME continued to hold this view in the
President’s fiscal year 2010, 2011 and 2012 budget submissions to Congress. Consequently, the assets, liabilities, and
activities of Fannie Mae and Freddie Mac have not been consolidated inte FHFA's financial statements. However, Treasury
records the value of the federal government's investments in Fannie Mae and Freddie Mac in its financial statements as a
General Fund asset.

Both Fannie Mae and Freddie Mac, as represented by FHFA as their Conservator, entered into separate agreements with
Treasury known as the Senior Preferred Stock Purchase Agreements (Agreements) on September 7, 2008, These two
Agreements are identical and have since been amended three times, on September 26, 2008, May 6, 2009 and December
24, 2009. The Agreements commit Treasury to provide funding for each Enterprise up to the greater of: (1) $200 billion;

or (2) $200 billion plus the cumulative total of draws for each calendar quarter in 2010, 2011 and 2012 minus any
amount by which the assets of the Enterprise exceed its liabilities on December 31, 2012, This funding is to ensure that
each Enterprise maintains a non-negative Net Worth, thereby avoiding a statutory requirement that an Enterprise be put in
receivership following an extended period of negative Net Worth. Under the Agreements, each Enterprise submits a request
for any needed draw amount once their finandials (to be published in their 10-K or 10-Q)) are finalized. The Enterprise
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also submits a statement certifying compliance with Agreement covenants, which include limits on portfolio size and indebtedness.
FHEA, in its role as Conservator, reviews any request for a draw and certifies that the request is available for funding under the
agreement. FHFA then sends a letter to Treasury requesting the draw amount prior to the end of the current quarter. Because of third
quarter losses announced in early November 2011, Fannie Mae is requesting $7.8 billion and Freddie Mac is requesting $6.0 billion
in additional draws on their Agreements with Treasury.

FHFA as Conservator also issues an order to the Enterprises each quarter requiring each Enterprise to pay dividends to Treasury as
required by the Agreements. Additionally, the Agreements require each Enterprise to obtain Treasury approval for the disposition of
assets, except under certain circumstances. FHFA as Conservator reviews these requests. Fannie Mae and Freddie Mac draws on their
Agreements with Treasury are summarized below. Such draws are reported in Treasury’s finandial statements.

Enterprise Draws on Treasury Agreements

(Dollars In Billions)
Fannie Mae
September 30, 2008 $ - S 138
December 31, 2008 15.2 308
March 31, 2009 18.0 6.1
June 30, 2009 10.7 -
September 30, 2009 15.0 -
December 31, 2008 15.3 -
March 31, 2010 8.4 106
June 30, 2010 15 1.8
September 30, 2010 25 0.1
December 31, 2010 26 05
March 31, 2011 8.5 -
June 30, 2011 51 15
Cumulative Draws $ 1038 $ 652

B. Basis of Presentation

FHFA's principal statements were prepared from its official financial records and general ledger in conformity with accounting
principles generally accepted in the United States and follow the presentation guidance established by OMB Circular A-136
“Financial Reporting Requirements,” as amended. The statements are a requirement of the Government Management Reform Act of
1994, the Accountability of Tax Dollars Act of 2002, and HERA. These financial statements are in addition to the financial reports
prepared by FHEA, pursuant to OMB directives, which are used to monitor and control budgetary resources. As required by HERA,
the financial statements of FHFA are audited by the U.S. Government Accountability Office (GAO). The financial statements include
the activities and transactions of the FHFA-OIG. The total columns reflect consolidated totals net of intra-entity transactions, except
for the Statement of Budgetary Resources (SBR), which is presented on a combined basis. While HERA established the FHFA-OIG in
July 2008, the first FHFA Inspector General was appointed in October 2010. Therefore, fiscal year 2010 does not include FHFA-OIG
activity. The financial statements have been prepared to report the financial position, net cost of operations, changes in net position,
and the status and availability of budgetary resources of FHFA. Unless specified otherwise, all amounts are presented in thousands.
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C. Basis of Accounting

Transactions are recorded on both an accrual accounting basis, and a budgetary basis. Under the accrual basis of accounting,
revenues are recognized when earned, and expenses are recognized when a liability is incurred, without regard to receipt or payment
of cash. Budgetary accounting facilitates compliance with legal requirements and controls over the use of federal funds. FHFA's
financial statements conform to accounting principles generally accepted in the United States for federal entities as prescribed by the
standards set forth by the Federal Accounting Standards Advisory Board (FASAR). FASAR is recognized by the American Institute of
Certified Public Accountants as the body designated to establish generally accepted accounting principles for federal entities. Certain
assets, liabilities, earned revenues, and costs have been classified as intragovernmental throughout the financial statements and
notes. Intragovernmental is defined as transactions made between two reporting entities within the federal government,

D. Revenues, Imputed & Other Financing Sources

Operating revenues of FHFA are obtained through of the regulated entities. The agency’s acting Director approved the
annual budget in August 2011 and 2010. By law, FHFA is required to charge semi-annual assessments to the entities, Assessments
collected shall not exceed the amount sufficient to provide for the reasonable costs associated with overseeing the entities, plus
amounts determined by the acting Director to be necessary for maintaining a working capital fund.

FHEA develops its annual budget using a ‘bottom up’ approach. Each office within the agency is asked to bifurcate their budget
request between the amount of resources needed for the regulation of Fannie Mae and Freddie Mac and the resources needed for
the regulation of the twelve FHLRanks. The office requests are then aggregated (with overhead costs distributed proportionately) to
determine the total expected costs associated with regulating Fannie Mae and Freddie Mac and the total expected costs associated
with regulating the FHLBanks. These two totals, along with any expected collection for the working capital fund, comprise the fiscal
year budget for the agency. Additionally, FHEA levied a special assessment for conservatorship activities on Fannie Mae and Freddie
Mac during fiscal year 2011.

Fannie Mae and Freddie Mac pay a pro rata share of their portion of the total assessment based on the combined assets and off-
balance sheet obligations of each enterprise. Each FHLBank's share of their portion of the total assessment is based on the dollar
value of its capital stock relative to the combined dollar value of all FHLBanks capital stock, Assessment letters are sent to the
entities 30 days prior to the assessment due dates of October 1st and April 1st. Assessments received prior to due dates are available
for investment but are unavailable for obligation. These assessments are recorded as deferred revenue.

Additionally, the FHFA Inspector General was appointed in October 2010. The FHFA-OIG developed budget estimates for Fiscal
Year 2011 and FHFA assessed the Regulated Entities in January 2011 and April 2011 to cover the costs of the OIG operations.
OIG costs were allocated between the regulated entities and were based on the same percentages used for FHFA's assessment
notifications,

Federal government entities often receive goods and services from other federal government entities without reimbursing the
providing entity for all the related costs. In addition, federal government entities also incur costs that are paid in total or in part
by other entities. An imputed financing source is recognized by the receiving entity for costs that are paid by other entities. FHFA
recognized imputed costs and financing sources in fiscal vears 2011 and 2010 as prescribed by accounting standards. FHFA
recognizes as an imputed financing source the amount of pension and post-reti t benefit exp for current employees
accrued on FHFA's behalf by the Office of Personnel Management (OPM).

E. Use of Estimates

The preparation of the accompanying financial in accordance with 11.8. generally accepted accounting principles requires
management to make certain estimates and assumptions that affect the reported amounts of assets, liabilities, revenues, and
expenses. Actual results could differ from those estimates.
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F. Earmarked Funds

FASAB's Statement of Federal Financial Accounting Standards (SFFAS) No. 27 “Identifying and Reporting Earmarked Funds”
established certain disclosure requirements for funds defined as “earmarked.” SFFAS No. 27 states that “(e)jarmarked funds are
financed by specifically identified revenues, often supplemented by other financing sources, which remain available over time.
These specifically identified revenues and other financing sources are required by statute to be used for designated activities, benefits
or purposes and must be accounted for separately from the Government's general revenues.” The standard also presents three
required criteria for an earmarked fund. Based on the standard’s criteria, FHFA determined that it has no earmarked funds.

G. Fund Balance with Treasury

The U.S. Treasury (Treasury) processes cash receipts and disbursements on FHFA's behalf. Funds held at the Treasury are available to
pay agency liabilities and finance authorized purchase obligations. FHFA does not maintain cash in commercial bank accounts or
foreign currency balances.

During the year, increases to FHFA's Fund Balance with Treasury are comprised of semi-annual assessments, investment interest,
collections on reimbursable agreements, civil penalty monies, and Freedom of Information Act (FOIA) request fees. FHFA is not
authorized to retain civil penalty monies or FOIA fees, and as such, records these as custodial liabilities (see Note 14. Incidental
Custodial Collections).

HERA provides authority for FHFA to maintain a working capital fund. The working capital fund is defined in FHFA's Assessment
Regulation as an account for amounts collected from the regulated entities to establish an operating reserve that is intended to
provide for the payment of large or multivear capital and operating expenditures, as well as unanticipated expenses. The balance in
the working capital fund will be evaluated annually.

H. Investments

FHFA has the authority to invest in U.S. Treasury securities with maturities suitable to FHFA's needs. FHFA invests solely in 1.5,
Treasury securities, which are normally held to maturity and carried at cost. Investments are adjusted for unamortized premiums or
discounts. Premiums and discounts are amortized and interest is accrued using the level-yield, scientific method of effective interest
amortization over the term of the respective issues.

I. Accounts Receivable

Accounts receivable consists of amounts owed to FHFA by other federal agencies and the public. Amounts due from federal agencies
are considered fully collectible and consist of interagency agreements. Accounts receivable from the public include reimbursements
from employees, civil penalty assessments and FOIA request fees. An allowance for uncollectible accounts receivable from the public
is established when either (1) management determines that collection is unlikely to occur after a review of outstanding accounts and
the failure of all collection efforts, or (2) an account for which no allowance has been established is submitted to the Department of
the Treasury for collection, which takes place when it becomes 180 days delinquent. Based on historical experience, all receivables
are collectible and no allowance is provided.

J. Property, Equipment, and Software, Net

Property, Equipment and Software is recorded at historical cost. It consists of tangible assets and software. Based on a review of
capitalization policy thresholds of 22 other agencies, FHFA implemented new capitalization thresholds beginning in June 2011. The
new capitalization thresholds are being applied prospectively.
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Under FHFA's Oversight Procedures for the [dentification of Capitalized Assets, revised June 2011, the following are the
capitalization thresholds:

Furniture and Equipment % 50,000
Leasshold Improvements $ 250,000
Software: Internally Developed $ 500,000
Software: Off-the-Shelf $ 200,000
Capltalized Leases $ 250,000
Bulk Purchases $ 250,000

Prior to the revision in June 2011, the capitalization thresholds were as follows:

Furniture and Equipment $ 25000
Leasehold Improvements $ 25000
Intermal Use Software $ 25,000
Capitalized Leases $ 25000
Bulk Purchases $ 250,000

Depreciation is calculated using the straight-line method over the estimated useful life of the asset. Applicable standard
governmental guidelines regulate the disposal and convertibility of agency property and equipment. The useful life classifications for
capitalized assets are as follows:

Description Useful Life (Years)
Fumniture, Fixtures, and Equipment 3
Automated Filing Storage Systems 15
Internal Use Software 3

A leasehold improvement’s useful life is equal to the remaining lease term or the estimated useful life of the improvement,
whichever is shorter. FHFA has no real property holdings or stewardship or heritage assets. Other property items, normal repairs and
maintenance are charged to expense as incurred.

K. Advances and Prepaid Charges

Advance payments are generally prohibited by law. There are some exceptions, such as reimbursable agreements, subscriptions and
payments to contractors and employees. Pavments made in advance of the receipt of goods and services are recorded as advances or
prepaid charges at the time of prepayment and recognized as expenses when the related goods and services are received.

L. Liabilities

Liabilities represent the amount of funds that are likely to be paid by FHFA as the result of a transaction or event that has already
occurred.

FHFA reports its liabilities under two categories, Intragovernmental and With the Public. Intragovernmental liabilities represent
funds owed to another govemment agency. Liabilities With the Public represent funds owed to any entity or person that is nota
federal agency, including private sector firms and federal employees. Each of these categories may include liabilities that are covered
by budgetary resources and liabilities not covered by budgetary resources.
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Financial Section * 2011 Performance and Accountability Repart

Liabilities covered by budgetary resources are liabilities funded by a current appropriation or other funding source. These consist
of accounts payable and accrued payroll and benefits. Accounts payable represent amounts owed to another entity for goods
ordered and received and for services rendered except for employees. Accrued payroll and benefits represent payroll costs eamed by
employees during the fiscal vear which are not paid until the next fiscal year.

Liabilities not covered by budgetary resources are liabilities that are not funded by any current appropriation or other funding
source. These liabilities consist of accrued annual leave, deferred rent, and the amounts due to Treasury for collection and accounts
receivable of civil penalties and FOIA request fees. Annual leave is eamed throughout the fiscal vear and is paid when leave is
taken by the employee; the accrued liability for annual leave represents the balance earned but not yet taken. The Department of
Labor (DOL) is the central paying agent for all workman compensation claims filed under the Federal Employees Compensation
Act (FECA). Accrued FECA represents the amount FHFA is to reimburse DOL for claims paid to FHFA employees. No liability is
recorded for future workman compensation as of September 30, 2011 and 2010, as FHFA's methodology for estimating the future
workman compensation as prescribed by DOL determined that the liability would be negligible. Deferred rent is the difference at
year-end between the sum of monthly cash disbursements paid to date for rent and the sum of the average monthly rent calculated
based on the term of the lease. This determination and recording of deferred rent is applicable only to the lease agreement on the
property at 1750 Pennsylvania Avenue that commenced in 2005 (see Note 7. Leases).

M. Employee Leave and Benefits

All full-time FHFA emplovees are entitled to accrue sick leave at a rate of four hours per pay period. Annual leave is accrued

based on years of creditable federal service and military service, with the following exceptions: Former Office of Federal Housing
Enterprise Oversight (OFHEO) employees hired between April 25, 2005 and July 30, 2008 accrue annual leave based on years of
creditable federal and military service as well as years of relevant private sector experience (HERA abolished OFHEO when FHFA
was established in July 2008). Additionally, FHFA employees hired into mission critical positions after May 2011 accrue annual
leave under this same formula. For most employees, annual leave may be accrued up to 240 hours each year. The FHFA executive
employees equivalent to the Senior Executive Service (SES) employees may accrue annual leave consistent with the rules for SES
level employees. Accrued annual leave is treated as an unfunded expense with an offsetting liability when earned. The accrued
liability is reduced when the annual leave is taken. Any unused annual leave balance is paid to the employee upon leaving federal
service, based on the employee's earnings per hour. There is no maximum limit on the amount of sick leave that may be accrued.
Upon separation, any unused sick leave of Civil Service Retirement System (CSRS) plan employees is creditable as additional time
in service for the purpose of calaulating an employee's retirement annuity. Credit is given for sick leave balances in the computation
of annuities upon the retirement of Federal Employees Retirement System (FERS)-covered employees effective at 50% beginning in
fiscal year 2010 and 100% beginning in fiscal year 2014.

Health Benefits and Life Insurance: FHFA, through programs established for all agencies by the federal government, offers its
employees health and life insurance coverage through the Federal Employees Health Benefits Program and Federal Employees
Group Life Insurance Program. The cost of each is shared by FHFA and its employees. In addition, all employees have 1.45% of
gross eamings withheld to pay for future Medicare coverage.

N. Retirement Plans

FHFA employees participate in the retirement plans offered by OPM, which consist of CSRS, CSRS — Offset, or FERS (FERS is
provided under calculations for both regular emplovees as well as law enforcement employees in the Office of the Inspector
General). The employees who participate in CSRS are beneficiaries of FHFA's contribution, equal to 7% of pay, distributed to the
employee’s annuity account in the Civil Service Retirement and Disability Fund. Prior to December 31, 1983, all employees were
covered under the CSRS program. From January 1, 1984 through December 31, 1986, employees had the option of remaining under
CSRS or joining FERS and Social Security. Employees hired as of January 1, 1987 are automatically covered by the FERS program.
Both CSRS and FERS employees may participate in the federal Thrift Savings Plan (TSP). FERS employees receive an automatic
agency contribution equal to 19 of pay and FHFA matches any employee contribution up to an additional 4% of pay. For FERS
participants, FHFA also contributes the employer’s matching share of Social Security.

FERS employees and CSRS - Offset employees are eligible to participate in the Social Security program after retirement. In these
instances, FHFA remits the employer’s share of the required contribution, which is 11.7% for FERS and 7% for CSRS.
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FHEA expenses its contributions to the retirement plans of covered employees as the expenses are incurred. FHFA reports imputed
(unfunded) costs with respect to retirement plans, health benefits and life insurance pursuant to guidance received from OFM.
These costs are paid by OPM and not by FHFA. Disclosure is intended to provide information regarding the full cost of FHFA's
program in conformity with generally accepted accounting principles.

FHFA does not report on its financial nts information pertaining to the reti plans covering its employees. Reporting
amounts such as plan assets, accumulated plan benefits, and related unfunded liabilities, if any, is the responsibility of OPM as the
administrator.

In addition to the TSP, FHFA offers a supplemental 401(K) plan that is administered by T. Rowe Price. All CSRS employees are
eligible to contribute to the 401(K). Only FERS employees contributing at least 3% to the TSP are eligible to participate in the
401(K). All eligible employees that participate may contribute up to 10% of their bi-weekly salary on a pre-tax basis while FHFA
will match contributions up to 3% of the employee's salary. Qualified employees may participate in the TSP and/or FHFA's 401(K)
Savings Plan, up to the Intemal Revenue Code limitations established for salary deferral and annual additions.

O. Contingencies

Liabilities are deemed contingent when the existence or amount of the liability cannot be determined with certainty pending the
outcome of future events, FHFA recognizes contingent liabilities, in the accompanying balance sheet and statement of net cost,
when they are both probable and can be reasonably estimated. FHFA discloses contingent liabilities in the notes to the financial
statements when a loss from the outcome of future events is more than remote but less than probable or when the liability is
probable but cannot be reasonably estimated.

NOTE 2. FUND BALANCE WITH TREASURY

Fund Balance with Treasury consists of an Operating Fund and a Working Capital Fund. FHFA did not use the funds in the Working
Capital Fund during fiscal years 2010 or 2011. Beginning in fiscal year 2010, the funds in the Working Capital Fund were fully
invested. Fund Balance with Treasury (FBWT) account balances as of September 30, 2011 and 2010 were as follows:

Fund Balances:
Operating Fund 16,445 1,000
Total $16445 $ 1,000
Status of Fund Balance With Treasury:
Unobligated Balance

Puallable 27872 22743
Obligated Balance Not Yet Disbursed 67,025 29,135
Investments (78,252)  (50,878)
Total $16445 $ 1,000

(See Note 11. Legal Arrangements Affecting Use of Unobligated Balances)
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NOTE 3. INVESTMENTS

Investments as of September 30, 2011 consist of the following:

{Dollars in Thousands) 0 ::’rrr:a:rz: SI':I'I’-JI R;‘:tf; ::‘; e Ive: i}:’dm‘ rﬂ: E{I:t
Discount Disclosure
Infragovernmental Securities:
Non-Marketable
Market-Basad $ 78,252 - - $ 78,252 § 78,252

Investments as of September 30, 2010 consist of the following

Gz Merest  Investments kel
(Dollars in Thousands) 0 (Premiurm) Rerl';FJ':IJIP JT‘M N
Discount i
Infragovernmental Securities:
Non-Marketable
Market-Basad $ 50,878 - - $ 50,878 % 50,878

Non-marketable, market-based securities are Treasury notes and bills issued to governmental accounts that are not traded on any
securities exchange, but mirror the prices of marketable securities with similar terms. FHFA is currently investing in one-day centificates
issued by the U5, Treasury. There were no amortized preminms/discounts or interest receivable on investments as of September 30,
2011 or 2010. Interest earned on investments was $66 thousand and $72 thousand for fiscal vears 2011 and 2010, respectively.

NOTE 4. ACCOUNTS RECEIVABLE

Accounts Receivable balances as of September 30, 2011 and 2010 were as follows:

(Dollars in Thousands) 2010
Intragovernmental
Acounts Receivable $ 19 $ -
With the Public
Accounts Receivable 5 ]
Total Accounts Receivable $ 24 $ 6

There are no amounts that are deemed uncollectible as of September 30, 2011 and 2010.
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NOTE 5. PROPERTY, EQUIPMENT, AND SOFTWARE, NET

Schedule of Property, Equipment, and Software as of September 30, 2011 (Dollars in Thousands):

Equipment 5 13958 § 5 3,084
Leasehold Improvements 6,974 6,902 72
Capital Lease 22 22 -
Intermal-Use Software 038 29,286 1,030
Software-in-Development - - -
Construction-In-Progress 1,383 - 1,383
Total $ 52663 $ 47084 $ 5569

Schedule of Property, Equipment, and Software as of September 30, 2010 (Dollars in Thousands):

Accumulated

Acquisition K Net

Maor Class Cost Book Value

eCiaton
Equipment $ 10,844 $ 9,975 % 869
Leasehold Improvements 6,940 6,674 266
Capital Lease 22 22 -
Intemal-Use Software 29,267 28,521 746
Software-in-Development 370 - 370
Construction-in-Progress 146 - 146
Total $ 47,589 $ 45192 $ 2397

The change in capitalization thresheld resulted in an immaterial change to the fiscal year 2011 financial statements.

NOTE 6. OTHER LIABILITIES

The other liabilities for FHFA are comprised of FECA liability, unemplovment insurance liability, payroll accruals, deferred lease
liability and unfunded leave. Payroll accruals represent payroll expenses that were incurred prior to yvear-end but were not paid.
Other liabilities not covered by budgetary resources consist of unfunded annual leave, compensatory time, and deferred lease
liability. As of September 30, 2011 and 2010, other liabilities not covered by budgetary resources were $9.5 million and $7.9
million, respectively. Intragovernmental liabilities not covered by budgetary resources were $1,408 for unfunded Federal Employees’
Compensation Act (FECA) liabilities in Fiscal Year 2011, and $0 in Fiscal Year 2010.
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Other Liabilities as of September 30, 2011 consist of the following:

{Doltars in Thousands) on Gurre Total

Intragovernmental Liabilities

Payroll Taxes Payable $ 799 $ - % 799
Total Intragovernmental Other Liabilities $ 799 $ = $ 799
With the Public

Accrued Funded Payroll and Unfunded Leave $ 11,961 $ - $ 11,961

Deferred Lease Liabllities 57 57
Total Public Other Liabilities $ 12018 $ = $ 12018

Other Liabilities as of September 30, 2010 consist of the following:

Funded and Unfunded FECA Liability $ 3 $ - $ 3

Payroll Taxes Payable S 1216 - S 12186
Total Intragovernmental Other Liabilities $ 1,219 $ = $ 1219
With the Public

Accrued Funded Payroll and Unfunded Leave § 15309 3 - § 15309
Total Public Other Liabilities $ 15300 $ - $ 15309

NOTE 7. LEASES

Operating Leases

1700 G Street NW

FHFA has an occupancy lease with the Office of the Comptroller of the Currency (OCC) at 1700 G Street NW, Washington, DC,
that covers office space and building services, including utilities, security guards, janitorial services, mail delivery, use of the loading
dock, garage parking and building operation and maintenance. The initial term of the lease was for five years beginning in 1993,
with the option to renew for three 5-vear terms with OFHEO. This lease was transferred to FHEA with its creation. FHEA has
exercised the third of the three option terms. FHFA provided notification of its intent to terminate the lease.

FHFA may terminate the lease agreement with OCC in whole or in part. In the event of termination at FHFA's discretion, FHFA
would be required to pay two months’ rent. If either party ceases to exist or merges with another entity by operation of law, either
party may terminate the rental agreement. In the event of termination under this provision, neither party is liable for further costs,
fee, damages or other monies due to the termination, except for payments through the date of the termination. Because of this
termination clause, no deferred rent is established for this lease, nor is disclosure of minimum future lease payments required under
Financial Accounting Standard Board Statement No. 13.

1750 Pennsylvania Avenue NW and 1625 Eye Street

FHFA leases office space in Washington, DC at 1750 Pennsylvania Avenue NW and 1625 Eve Street NW. The lease terms of 1750
Pennsylvania Avenue NW expire on January 31, 2012. The lease terms of 1625 Eye Street expire on June 30, 2015, FHFA-OIG also
leases office space in 1625 Eye Street NW. The FHFA-OIG lease terms at 1625 Eye Street NW expire one year after the occupation
date, January 24, 2011, with optional renewal periods for up to two years. Leases at both locations are non cancellable. Contingency
space at an undisclosed location is also leased, with the lease expiring on March 31, 2012. Total rental pavments for the fiscal years
ended September 30, 2011 and 2010 were $6.1 million and $4.9 million, respectively.
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400 7th Street SW — Constitution Center

FHEFA entered into a lease for office space at 400 7th Street SW Constitution Center on January 31, 2011, FHFA will take occupancy
in January 2012, FHFA does not have the right to terminate the lease for the convenience of the government. FHFA may only
exercise a one-time early termination at the end of the 10th yvear, contingent upon FHFA having less than 400 emplovees in the
Washington DC area and representing that it reasonably believes it will have less than 400 employees in the DC area in the future.

The minimum future payments for these leases (except for 1700 G Street, NW and 1750 Pennsylvania Avenue) are as follows:

(Dollars in Thousands)

Amount
Flscal Year
2012 $ 15286
2013 19,462
2014 19,852
2015 19,260
2016 16,676
Thereafter 93,143
Total Future Payments $ 183679

NOTE 8. COMMITMENTS AND CONTINGENCIES

FHEA did not have any material commitments or contingencies that met disclosure requirements as of September 30, 2011 and
2010,

NOTE 9. PROGRAM COSTS

Pursuant to HERA, FHFA was established to supervise and regulate the fourteen regulated entities. The regulated entities include
Freddie Mac, Fannie Mae and the twelve FHLEanks. FHFA tracks resource allocations and program costs to the strategic goals
(responsibility segments) developed for FHFEA's strategic plan. Strategic Goals, 1 - Safety and Soundness; 2 - Affordable Housing;
and 3 - Conservatorship, guide program offices to carry out FHFA's vision and mission. FHFA has a Resource Management Strategy,

which is distributed proportionately to Strategic Goals 1 - 3 based on the percentage of direct costs of each goal to the total direct
costs for FHFA. FHFA-OIG allocated their costs to FHFA's Resource Management Strategy. FHFA's revenue was provided by the
Regulated Entities through assessments. FHFA-OIG received their funding through a $29 million expenditure transfer from FHFA.
FHFA-OIG's revenues for fiscal year 2011 were $0 and total expenses were $17.3 million.

Program costs are broken out into two categories — “Intragovernmental” and “With the Public”. Intragovernmental costs are costs
FHFA incurs through contracting with other federal agencies for goods and/or services, such as rent paid to OCC, payroll processing
services received from the Department of Agriculture and imputed financing costs for post-retirement benefits with OPM. With the
Public costs are costs FHFA incurs through contracting with the private sector for goods or services, payments for employee salaries,
depreciation, annual leave and deferred rent expenses. Revenue is comprised of assessments, investment interest, and miscellaneous
revenue. Intragovernmental expenses relate to the source of goods and services purchased by the agency and not to the classification
of related revenue. Such costs and revenue are summarized as follows:
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(Dollars In Thousands)

Safety and Soundness
Intragovernmental Costs $ 27,364 § 1,703
Public Costs 98,597 74167
Total Program Costs 125,561 95,870
Less: Intragovemmental Eamed Revenue 108 108
Less: Public Eamed Revenue 135,189 80,164
Net Safety and Soundness Program (Income)/Costs (9,336) 6,598
Affordable Housing
Intragovernmental Costs 4216 3,759
Public Costs 13,024 12,272
Total Program Costs 17,240 16,081
Less: Intragovemmental Eamed Revenue 30 33
Less: Public Eamed Revenue 38,024 26,785
Net Affordable Housing Program (Income)/Costs (20,814) (10,788)
Conservatorship
Intragovernmental Gosts 2,683 1,926
Public Costs 21517 14,737
Total Program Costs 24,200 16,663
Less: Intragovemmental Eamed Revenue 22 1
Less: Public Earned Revenue 27,410 27,078
Net Conservatorship Program (Income)/Costs (3.232) (10,448)
Total Intragovernmental costs 34,263 27,388
Total Public costs 133,138 10178
Total Costs 167,401 128,584
Less: Total Intragovernmental Earned Revenue 160 174
Less: Total Public Earned Revenue 200,623 143,028
Total Net (Income)/Cost $ (38382 $ (14839
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NOTE 10. APPORTIONMENT CATEGORIES OF OBLIGATIONS INCURRED

All obligations incurred are characterized as Category C, Exempt from apportionment (i.e. not apportioned), on the Statement of
Budgetary Resources. Obligations incurred and reported in the Statement of Budgetary Resources in fiscal years 2011 and 2010
consisted of the following:

{Dollars in Thousands) 2011 2010
Direct Obligations, Category C ~ $ 225802 § 132,707
Reimbursable Obligations,

Category C a4 101

Total Obligations Incurred $ 22589 $ 132,808

NOTE 11. LEGAL ARRANGEMENTS AFFECTING USE OF UNOBLIGATED BALANCES

HERA requires that any balance that remains unobligated at the end of the fiscal year, except for amounts assessed for contribution
to FHFA's working capital fund, must be credited against the next year's assessment to the regulated entities. As of September 30,
2011 and 2010, the unobligated balance was $27.7 million and $22.7 million. The portion of the fiscal year 2011 unobligated
available balance that will be credited against the regulated entities’ April assessments is $14.7 million with the remaining $9
million retained in the working capital fund and $4 million retained in the FHFA-OIG account. (see Note 2. Fund Balance With
Treasury)

NOTE 12. BUDGETARY RESOURCE COMPARISONS TO THE BUDGET OF THE UNITED STATES
GOVERNMENT

Statement of Federal Financial Accounting Standards No. 7, “Accounting for Revenue and Other Financing Sources and Concepts
for Reconciling Budgetary and Financial Accounting”, calls for explanations of material differences between amounts reported in
the Statement of Budgetary Resources and the actual balances published in the Budget of the United States Government { President’s
Budget). The President’s Budget that will include fiscal year 2011 actual budgetary execution information has not vet been
published. The President’s Budget is scheduled for publication in February 2013 and can be found at the OME Web site: hittp://
wnw whitehouse.govfomby. The 2012 Budget of the United States Government, with the “Actual” column completed for 2010, has
been reconciled to the Statement of Budgetary Resources and there were no material differences.

NOTE 13. UNDELIVERED ORDERS AT THE END OF THE PERIOD

For the fiscal vears ended September 30, 2011 and 2010, budgetary resources obligated for undelivered orders amounted to $52.7
million and $20.6 million, respectively.

NOTE 14. INCIDENTAL CUSTODIAL COLLECTIONS

FHFA's custodial collections primarily consist of Freedom of Information Act requests and civil penalties assessed. Custodial
collections are reflected in Fund Balance with Treasury during the year. While these collections are considered custodial, they are
neither primary to the mission of the agency nor material to the overall financial statements. FHFA also collects civil penalties
assessed against the regulated entities. FHFA's custodial collections are $3,385 for the year ended September 30, 2011. Custodial
collections totaled $288 for the year ended September 30, 2010. There were no civil penalties assessed or collected in fiscal year
2010 or 2011. Custodial collections are transferred to the Treasury General Fund on September 30 and are not reflected in the
financial statements of the agency.

NOTE 15. RECONCILIATION OF NET COST OF OPERATIONS TO BUDGET

FHEA has reconciled its budgetary obligations and non-budgetary resources available to its net cost of operations.
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ars in Thousands) 2010

Resources Used to Finance Activities:

Budgetary Resources Obligated

Obligations Incurred $ 225,896 $ 132,808
Spending Authority From Offsetting Collections and Recoverles {30,138) (2,794)
Obligations Net of Offsetting Collections and Recoveries 195,760 130,014
Offsetting Receipts (200,689) {143,100}
Net Obligations (4,929) (13,086
Other Resources
Imputed Financing From Costs Absorbed By Others 51493 4,807
Net Other Resources Used to Finance Activities 5163 4,807
Total Resources Used to Finance Activities 264 (8,279)

Resources Used to Finance Items Not Part of the Net Cost of
Operations:

Change In Budgetary Resources Obligated For Goods,

Services and Benefits Ordered But Not Yet Provided (32,083) (7,729)
Resources That Fund Expenses Recognized In Prior Perlods (55) (84)
Resources That Finance the Acquisition of Assets {5,226) {a75)
Total Resources Used to Finance ltems Not Part of Net Cost of Operations (37,364) (8,788}

Total Resources Used to Finance the Net Cost of Operations (37,100) {17,067)

Components of the Net Cost of Operations That Will Not
Require or Generate Resources in the Current Period:

Components Requiring or Generating Resources in Future Periods

Increase In Annual Leave Liability 1,862 581
Other 2 1
Total Components of Met Cost of Opergllons That Will Require or 1864 582
Generate Resources In Future Periods !
Components Not Requiring or Generating Resources
Depreciation and Amortization 2,164 2,200
Other (110) (353
TutaIG?;r:g?;w;eliooljr::st Cost of Operations That Will Not Require or 2,054 1,847
Total Components of Net Cost of ﬂperatlans_That Will Not Require or 3718 2429
Generate Resources In The Current Period ! !
Net (Income from)/Cost of Operations $ (33382) $ (14,638)
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Appendix I: Management’s Report on Internal
Control over Financial Reporting

» Federal Housing Finance Agency
1625 Eye Street, N.W., Washington, D.C. 20006-4065
Telephone: (202) 408-2500
Facsimile: (202) 408-1435
www.fhfa.gov

Management’ ntrol over Financial

The Federal Housing Finance Agency’s (FHFA) internal control over financial reporting is a
process effected by those charged with governance, management, and other personnel, the
objectives of which are to provide reasonable assurance that (1) transactions are properly
recorded, processed and summarized to permit the preparation of financial statements in
accordance with U.S. generally accepted accounting principles and assets are safeguarded against
loss from unauthorized acquisition, use, or disposition; and (2) transactions are executed in
accordance with the laws governing the use of budget authority and other laws and regulations
that could have a direct and material effect on the financial statements. -

FHFA management is responsible for establishing and maintaining cffective internal control over
financial reporting. FHFA management evaluated the effectiveness of the agency’s internal

control over financial reporting as of September 30, 2011, based on the criteria established under
31 U.S.C. sec. 3512 (c), (d) (commonly known as the Federal Managers’ Financial Integrity Act).

Based on that evaluation, we conclude that, as of September 30, 2011, FHFA’s internal control
over financial reporting was effective.

Federal Housing Finance Agency

Edward J. DeM
Acting Director

Pt

Mark A. Kinsey
Chief Financial O

October 12, 2011
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Appendix II: Comments from the Federal
Housing Finance Agency

(196244)

FEDERAL HOUSING FINANCE AGENCY
Office of the Director

November 9, 2011

Mr. Steven J. Sebastian

Director, Financial Management and Assurance
U.S. Government Accountability Office

441 G Street, NW

Washington, DC 20548

Dear Mr. Sebastian:

Thank you for the opportunity to respond to the Government Accountability Office’s (GAQ)
draft audit report titled, Financial Audit: Federal Housing Finance Agency’s Fiscal Years 2011
and 2010 Financial Statements, GAO-12-161. This report presents GAO’s opinion on the fiscal
vears 2011 and 2010 financial statements of the Federal Housing Finance Agency (FHFA). The
report also presents GAQO’s opinion on the effectiveness of FHFA's internal controls as of
September 30, 2011 and GAO’s evaluation of FHFA’s compliance with laws and regulations.

1 am pleased to accept GAO’s unqualified opinion on the FHFA financial statements and to note
that there were no material weaknesses or significant deficiencies identified during the fiscal
year 2011 audit. The GAO reported that: the statements and notes were presented fairly, in all
material respects; FHFA had effective internal controls over financial reporting; and there were
no reportable instances of noncompliance with laws and regulations tested by GAO.

FHFA will continue to work to enhance our internal controls and ensure the reliability of our
financial reporting, soundness of operations, and public confidence in the agency’s mission. We
appreciate your support of these efforts. In addition, we would like to acknowledge the
dedicated GAOQ staff that worked with FHFA to meet the reperting deadline for our audited
financial statements and notes.

If you have any questions relating to our response, please contact Mark Kinsey, Chief Financial
Officer, at (202) 414-3811.

Sincerely,

M&M&@

Edward J. DeMarco
Acting, Director

1700 G Street, N.W., Washington, D.C. 20552-0003 * 202-414-3800 » 202-414-3823 (fax)

Page 71 GAO-12-161 FHFA's Fiscal Years 2011 and 2010 Financial Statements




GAO’S Mission The G_ove_rnment Accountability foice, the audit, evaluation, and o
investigative arm of Congress, exists to support Congress in meeting its
constitutional responsibilities and to help improve the performance and
accountability of the federal government for the American people. GAO
examines the use of public funds; evaluates federal programs and
policies; and provides analyses, recommendations, and other assistance
to help Congress make informed oversight, policy, and funding decisions.
GAO’s commitment to good government is reflected in its core values of
accountability, integrity, and reliability.

R : The fastest and easiest way to obtain copies of GAO documents at no
Obtalnlng Coples of cost is through GAO’s website (www.gao.gov). Each weekday afternoon,
GAO Reports and GAO posts on its website newly released reports, testimony, and

: correspondence. To have GAO e-mail you a list of newly posted products,
Testlmony go to www.gao.gov and select “E-mail Updates.”

Order by Phone The price of each GAQO publication reflects GAQ’s actual cost of
production and distribution and depends on the number of pages in the
publication and whether the publication is printed in color or black and
white. Pricing and ordering information is posted on GAQ’s website,
http://www.gao.gov/ordering.htm.

Place orders by calling (202) 512-6000, toll free (866) 801-7077, or
TDD (202) 512-2537.

Orders may be paid for using American Express, Discover Card,
MasterCard, Visa, check, or money order. Call for additional information.

. Connect with GAO on Facebook, Flickr, Twitter, and YouTube.
Connect with GAO Subscribe to our RSS Feeds or E-mail Updates. Listen to our Podcasts.
Visit GAO on the web at www.gao.gov.

To Report Fraud, Contact:

Waste. and Abuse in Website: www.gao.gov/fraudnet/fraudnet.htm
) E-mail: fraudnet@gao.gov

Federal P rograms Automated answering system: (800) 424-5454 or (202) 512-7470

: Ralph Dawn, Managing Director, dawnr@gao.gov, (202) 512-4400
Cong?essmnal U.S. Government Accountability Office, 441 G Street NW, Room 7125
Relations Washington, DC 20548
Public Affairs Chuck Young, Managing Director, youngc1@gao.gov, (202) 512-4800

U.S. Government Accountability Office, 441 G Street NW, Room 7149
Washington, DC 20548
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