DEPARTMENT OF HOUSI NG AND URBAN DEVELOPMENT

OFFI CE OF FEDERAL HOUSI NG ENTERPRI SE OVERSI GHT

Adm ni strative Provision

In order to treat the Office of Federal Housing Enterprise Oversight (OFHEO)
simlarly to other financial regulators, the Budget proposes |legislation that would
provide direct funding to OFHEO. This provision puts OFHEO on par with other safety and
soundness regul ators such as the Office of Conptroller of the Currency, the O fice of
Thrift Supervision, the Federal Housing Finance Board, the Federal Reserve Board and the
Nati onal Credit Union Adm nistration. This provision provides the Office with the
flexibility to set resources in response to any rapid changes in the financial condition
of Fannie Mae and Freddie Mac (the Enterprises) or in the markets in which they operate
and serve. The provision is also consistent with the fact that OFHEO is not funded by
taxpayer dollars. Rather, |like other safety and soundness regul ators, OFHEO is funded
t hrough annual assessnents on the institutions that it regul ates

The follow ng docunent summarizes OFHEO s budgetary requirements for fiscal year
2003 and details the workl oad goals the Office plans to achieve during this timefrane.

Sal ari es and Expenses

The Federal Housing Enterprises Financial Safety and Soundness Act of 1992, [P. L
102- 550, Section 1313(a)], Title X Il of the Housing and Community Devel opment Act of
1992 (1992 Act), established OFHEO as an independent office in the Department of Housing
and Urban Devel opment (HUD) to supervise the two | argest governnent-sponsored enterprises
(Enterprises) — Fannie Mae and Freddie Mac. The Act mandates annual exam nations of
Fanni e Mae and Freddie Mac by OFHEO to determ ne the condition of each Enterprise for the
purpose of ensuring financial safety and soundness. The statute also requires OFHEO to
devel op and admi nister capital requirements for the Enterprises and to conduct other
research and financial analysis necessary for effective regulatory oversight.

OFHEO s M ssion St at ement

OFHEO promptes housing and a strong economy by ensuring the safety and soundness of
Fanni e Mae and Freddie Mac and fostering the strength and vitality of the nation’s
housi ng finance system

OFHEO s proposed fiscal year 2003 Budget is essential for the Office to neet the
congressionally mandated m ssion of ensuring the financial safety and soundness of Fannie
Mae and Freddie Mac. The size, scope, and conplexity of the Enterprises’ activities
continue to expand dramatically, as has the range of risks enmbedded in those activities.
In addition, the Enterprises are utilizing technology as a strategic resource by
devel opi ng and appl yi ng sophisticated ri sk managenent techni ques, automated underwriting
and cost control tools for seller/servicers, and comuni cation and product delivery
channel s, with enphasis on the Internet. These business initiatives require a
commensurate increase in staffing and in the application of technol ogy by OFHEO to ensure
effective and efficient supervision of the Enterprises.

Since the creation of OFHEO in 1993, the Enterprises have nore than doubled in size
and have fundanentally shifted their business m x from guarantors of nortgage-backed
securities to asset nanagers, and have correspondi ngly devel oped i nnovative nortgage
debt, and derivative products.

As of year-end 1992, Fannie Mae and Freddie Mac held in portfolio or guaranteed $1
trillion of nortgages representing 30 percent of the $3.3 trillion in U S. residentia
nort gage debt outstanding. |In September 2001, the Enterprises had increased their
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conbi ned portfolio holdings and guarantees to $2.6 trillion, representing 43 percent of
the $6.1 trillion in nortgage debt outstanding

The Enterprises have also realigned their business to enphasize asset managenent
rather than credit guarantee. At year-end 1992, Fannie Mae and Freddie Mac held 19
percent of their book of business in portfolio and guaranteed 81 percent in the form of
nmort gage- backed securities. By Septenmber 2001, the proportion of the book of business
held in portfolio had increased to 44 percent, with a corresponding decline in the
guar ant ee business to 56 percent of the total book of business. This realignnment in
busi ness strategy significantly alters the risk profile of the Enterprises, shifting risk
management from credit guarantee to both credit risk and interest rate risk managenent.

In response to nore anbitious affordable housing goals and the shift in business
strategy, the Enterprises have expanded busi ness products, with increasing sophistication
and conplexity. Fannie Mae and Freddie Mac structured prograns to purchase high | oan-to-
val ue nortgages to support the drive to higher rates of homeownership, promoted the
expansi on of reverse nortgages for elderly honeowners, and devel oped the neans to reach
|l ess credit worthy borrowers. The Enterprises funded their expanded portfolios with
i nnovative debt products, including instruments denom nated in foreign currencies and a
program of regul ar issuances that frequently serves as an alternative to U S. Treasury
securities. Furthernore, to nmanage these assets and liabilities, the Enterprises have
increased their use of derivative instruments froma notional anmount of $72 billion at
year-end 1993 to $1.6 trillion on Septenmber 2001, representing a nore than twenty-fold
increase. Each of these initiatives represents a heightening of the sophistication and
conpl exity enbedded in the risk profiles of Fannie Mae and Freddi e Mac

Dramatic advances in technol ogy represent the foundation for these business
initiatives. The Enterprises enploy cutting-edge risk management techni ques, built on
quantitative nodels, to manage the many alterations of their risk profiles. Automated
underwriting and rel ated technol ogy i nnovati ons by Fannie Mae and Freddi e Mac have
revol utioni zed the nortgage finance process and have led to significant shifts in the
structure of the nortgage finance industry. Conmunication technol ogi es and E-Comrerce
represent further expansion opportunities for the Enterprises to streamine their
busi nesses. These technologies carry with them operational chall enges that not only
permt Fannie Mae and Freddie Mac to |l everage their resources but also heighten their
operational risks.

These devel opnents and trends have chall enged the resources of OFHEO to keep pace
with the Enterprises. An increase in staffing is inperative to ensure that OFHEO has the
capability to assess the consequences of further growth and innovation by Fannie Mae and
Freddie Mac. OFHEO al so nust share with the Enterprises a commtnment to technol ogy that
will permt the Office to |l everage the expertise and skills of its staff. These needs
formthe basis for OFHEO s fiscal year 2003 resource requirenents

BUDGET HI GHLI GHTS

The followi ng table sunmarizes the funding and staffing levels in OFHEO s fisca
year 2001, fiscal year 2002 and the proposed fiscal year 2003 Budgets.

| NCREASE +
ACTUAL ENACTED ESTI MATE DECREASE -
2001 2002 2003 2003 vs 2002
(Dol lars in Thousands)
From Appr opri ati on:
Budget Authority (Assessed to
GSE'S) ..o $22, 000 $27, 000 $30, 843 +$3, 843
Prior Year Recovery ......... al $605 $100 e -$100
Subtotal .................. $22, 605 $27, 100 $30, 843 +$3, 743
Total Cbligations ............ $22, 598 $27, 100 $30, 843 +$3, 743
Unobl i gated Bal ance EOY ......
Qutlays (net) ................ $23, 267 $26, 000 $29, 843 +$3, 843
Ful | -Time Equivalents ........ 105 118 142 +24
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a/ The Office of Managenment and Budget (OWVB) approved OFHEO s request to recover
prior year obligations for re-obligation during fiscal year 2001. OWB
reapportioned $605,000 to OFHEO as an increase in budgetary resources available
to OFHEO during fiscal year 2001. OFHEO has esti mated that about $100, 000 in
prior year obligations will be recovered during fiscal year 2002 and
reapportioned by OMB to OFHEO for re-obligation in fiscal year 2002.

SUMVARY OF PROPOSED 2003 BUDGET

The proposed fiscal year 2003 Budget of $30, 843,000 (includes $843,000 for the
Adm nistration’s proposal to fully fund retirement costs) represents a 14.2 percent
increase fromthe fiscal year 2002 Budget Request of $27,000,000. The proposed fiscal
year 2003 Budget funds OFHEO s existing oversight activities and two initiatives. The
first initiative is to strengthen OFHEO s safety and soundness prograns. This will be
done by bol stering OFHEO s capacity to oversee Enterprise risk nmanagement activities, by
i mproving OFHEO s capacity to anal yze stress test outputs, and by inproving OFHEO s
capacity to anal yze devel opnents in the nortgage and securities markets. |n addition,
OFHEO wi | | expand its data warehouse and inprove the efficiency of using this data to
i mprove the productivity of regulatory staff.

The second initiative is to strengthen OFHEO s infrastructure. This will be done
primarily by creating an integrated adm nistrative and financial nmanagenent systemthat
is Joint Financial Managenent |nprovenent Program conpliant and provides useful
information for management deci si on- maki ng.

Initiative One: Strengthen Safety and Soundness Prograns

OFHEO i s requesting 21 new positions and $1.5 mllion to purchase data and conputer
software and hardware to strengthen its core safety and soundness prograns.

A. Exam nation Program

OFHEO i s seeking ten new exam ners to enhance its Exam nation and Oversi ght
Program The ten new exanmi ners would acconplish the first phase of a 3-year plan to
expand OFHEO s exam nation staff to 66 exami ners. OFHEO has determ ned that a | arger
exam nation staff is needed to fully cover the range of risk activities at both
Enterprises. A larger exam nation staff would also be nore consistent with the amunt of
resources Federal bank regul ators devote to exam ning | arge noney center banks, which are
conparabl e in size and sophistication to the Enterprises.

The ten new exam ners will be used to provide needed depth in the exam nation of
the Enterprises’ core credit, market, and interest rate risk areas to keep pace with
continued rapid growth of the two conpanies. The new examiners will also provide

capacity to expand the scope and depth of the programto include new and enmerging risk
areas including E-Conmerce, comunication networks, internal financial nodels, and risk-

based capital conpliance. Finally, this increased capacity will bolster the programs
infrastructure to ensure that industry “best practices” are used as evaluation criteria
for all risk areas. In addition, OFHEO will augnent its expertise in evaluating

accounting practices at the Enterprises.

In addition to the new exam ners, OFHEO is requesting $400,000 to conduct a
requi rements analysis and to build a prototype of an automated exam nation tool that
OFHEO cal | s the Exam ner Workstation. The Exam ner Workstation will allow exam ners to
create, store and retrieve electronically their exam nation work papers and risk
assessnents, and to have access to Enterprise data and risk nmeasurenent analytics and
reports. The Exam ner Workstation will increase productivity by providing exanm ners with
a conprehensive tool that will enable themto access infornmation necessary to assess risk
froma single software application on their conputer, both onsite and off-site (at the
Enterprises). The Exami ner Workstation is simlar in concept to initiatives being
devel oped at the Federal Reserve and the Conptroller of the Currency.
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B. Capital Adequacy

Three positions are requested to strengthen OFHEO s ability to assess the
Enterprises’ capital adequacy and continue to ensure that the risk-based capital stress
test is effectively capturing risk. These positions will give OFHEO needed capacity to
anal yze and evaluate stress test outputs and conditions in order to informthe Director
on the drivers of changes in risk-based capital requirements. |In addition, OFHEO is
requesti ng $500, 000 to purchase financial software to analyze Enterprise asset/liability
positions and to value securities with option features. These tools will be used to
strengthen OFHEO s anal ytic capacity by | everaging current staff resources to neasure and
anal yze Enterprise risk. Also OFHEO is requesting $165,000 to purchase historical sub-
prime nmortgage performance data froma private vendor. This data will be used to
estimate the risk to the Enterprises and the associ ated required capital from purchasing
hi gher risk sub-prine nortgages

C. Market and Industry Analysis

Three positions are requested to strengthen OFHEO s capacity to stay current
with and analyze the inplications of the rapid changes occurring in the primry and
secondary nortgage markets and securities markets. These positions will be used to
anal yze Enterprise disclosure issues, technological changes, house prices, and securities
and derivatives used by the Enterprises.

D. Information Technol ogy Supporting Safety and Soundness Prograns

Five positions are requested to add required expertise to maintain and expand
OFHEO s data war ehouse and Surveillance and Monitoring System (SAMS). These positions
woul d be used to integrate and maintain additional FHA and sub-prinme nortgage performance
data into OFHEO s existing data warehouse and to sort the data into data sets and reports
that OFHEO exami ners, researchers and nodel ers can productively use

OFHEO i s al so requesting $450,000 for a disk array that conplinments the |arge-
scal e conputer and tape back-up facility approved for fiscal year 2002. This disk array
will allow |l arge data sets to be processed nore quickly, which will inprove the
productivity of OFHEO s researchers and nodel ers

Initiative Two: Strengthening OFHEO s Infrastructure

OFHEO i s al so requesting funding for three new positions to strengthen
adm ni strative progranms and overall program managenment. These positions would strengthen
performance planning, reporting, and ongoi ng managenment to achi eve OFHEO s performance
goal s, inprove human resources support services, and support financial accounting to
ensure snmooth integration of adm nistrative and financial systemns.

In addition, OFHEO is requesting $1.2 mllion to develop and i nplenment an integrated
adm ni strative and financial systemconpliant with Joint Financial Managenment | nprovenent
Program st andards and create a managenent information systemdirectly linked to the
financial system Currently OFHEO i s supported by several other agencies and the
di sparate adm nistrative systenms are not integrated nmaking tracking and control tine-
consum ng and | abor intensive. This configuration does not conply with new Federa
standards and does not nmeet OFHEO s requirenents for efficient operations and readily
usabl e information to support program and nanagenent decisions. OFHEO woul d seek
integrated financial and adm nistrative services froma single federal provider or
impl ement a systemthat has been tested and certified by Joint Financial Managenent
| mprovenment Program nmeeting requirements to be placed on the Government Services Schedul e
for procurenent by Federal agencies.

The request also includes a Reception and Representation Fund of $500. The fund
woul d enable the Director to host nmeetings with industry and other external stakehol ders
to dissem nate informati on and exchange ideas

Fundi ng

The follow ng table summari zes obligations for OFHEO by object class
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| NCREASE +
ACTUAL ENACTED ESTI MATE DECREASE -
2001 a/ 2002 b/ 2003 2003 vs 2002
(Dol lars in Thousands)
Personal Services ............. $14, 023 $16, 755 $20, 741 +$3, 986
Travel and Transportation O
Persons ............. ... .. $117 $302 $417 +$115
Transportation O Things ...... $6 $10 $10
Rent, Communi cati ons, and
Uilities ... ... .. $2, 780 $2, 537 $3, 100 +$563
Printing and Reproduction ..... $115 $232 $158 -$74
Gther Services ................ $3, 256 $2, 094 $4, 884 +$2, 790
Supplies and Materials ........ $157 $328 $346 +$18
Furniture and Equi prent ....... $1, 064 $4, 392 $1, 187 -$3, 205
Land & Structure .............. $1, 080 $450 $0 -$450
Total Obligations ........... $22,598 $27, 100 $30, 843 +$3, 743
a/ Actual obligations include a recovery of $605,000 of prior year obligations
b/ Includes $100,000 anticipated recovery of prior year obligations in fiscal year
2002.
1. CHANGES FROM ESTI MATES | NCLUDED | N 2002 BUDGET
OFHEO received its full fiscal year 2002 budget request of $27,000,000. The

proposed fiscal year 2003 Budget seeks to strengthen safety and soundness activities
t hrough increased exam nation staffing, additional risk and market analysis staffing
addi tional information analysis staffing, and enhanced autonmated tools.

The Enacted Budget for fiscal year 2001 was $3.8 million |l ess than our request
of $25.8 million. OFHEO reallocated resources internally to address priorities and
focus on the risk-based capital rule. This required delaying the devel opment of a
prototype of the proposed Exam ner Workstation; decreasing the resources devoted to the
Surveillance and Monitoring System (SAMS) devel opnent; and elimnating funding for the
integrated adm nistrative and financial systemto bring OFHEO into conpliance with the

Federal Financial Managenment |nprovement Act and Joint Financial Managenment | nprovenment
Program st andards. Each of the initiatives curtailed or elimnated are re-requested in
the fiscal year 2003 Budget.
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ANALYSI S OF | NCREASES AND DECREASES

CURRENT
ESTI MATE ESTI MATE
2002 2003

(Dol l ars in thousands)

Prior-year obligations...................... $22, 598 $27, 100
Esti mates for personal services............. +2,732 +3, 986
Change to travel costs...................... +185 +115
Change to transportation of things.......... +4 +0
Change to rent, communications and utilities -243 +563
Change to printing and reproduction......... +117 -74
Change to other services.................... -1,162 +2, 790
Change to supplies and materials............ +171 +18
Change to furniture and equipment........... +3, 328 -3, 205
Change to land and structure................ - 630 - 450

Total Obligations.................... $27, 100 $30, 843

EXPLANATI ON BY OBJECT CLASS

Personal Services. OFHEO s fiscal year 2002 budget contains funding for 118 FTE
essentially flat with the positions on the fiscal year 2001 staffing plan. The fisca
year 2003 budget supports an increase in FTE of 24, bringing the total to 142. This is
the bare mnimum staff required in fiscal year 2003 to ensure that OFHEO has staffing at
an adequate level to fulfill its safety and soundness m ssion in the oversight of Fannie
Mae and Freddie Mac. The Enterprises continue to grow and to devel op increasingly
conpl ex business practices, which OFHEO nust be able to evaluate in order to fully assess
their safety and soundness. The risk-based capital stress test is a sophisticated too
to neasure specific risks mandated by Congress and OFHEO nust ensure that the tool is
kept up-to-date by effectively capturing changing risks, and conplinent the results of
that tool with qualitative analysis to nake nmore conpl ete safety and soundness
determ nations. Nearly 90 percent of the new positions contribute directly to
strengt hening the oversight capacity of the Office. The balance of the new positions
woul d enhance existing performance planning and reporting, human resources and financi al
management activities. The fiscal year 2003 budget also includes full funding for
retirement costs of $843,000, conpared to past years when these costs were reported in a
governnent-wi de centralized program and not reflected in individual prograns.

Travel. OFHEO is requesting a 38 percent increase in travel to support the
addi tional staff, provide sufficient resources for exam ner related travel and outreach
activities, and fund standard increases in travel costs.

Transportation of Things. OFHEO does not anticipate paying relocation expenses for
new staff. This budget includes shipping costs for OFHEO s supplies and equi pnent.

Rent, Communications and Utilities. The proposed fiscal year 2003 budget reflects
base rent increases for existing space

Printing and Reproduction. OFHEO is projecting that printing costs will decrease in
fiscal year 2003. This is largely attributable to the conpletion of the regulatory
infrastructure and the risk-based capital regulation

Ot her Services. The proposed fiscal year 2003 budget reflects an increase of $2.8
mllion in other services. O the $2.8 million, $1.2 mllion is requested for the
procurement and inplementation of an integrated adm nistrative and financial system
This would include a requirenments anal ysis, system procurenment, data conversion and
impl ementation as well as the creation of a managenment information systemdirectly Iinked
to the integrated system OFHEO is al so seeking $500,000 to purchase software to analyze
Enterprise asset/liability positions and value securities with option features. In
addi tion, OFHEO is requesting $165,000 to secure nortgage information froma comercia
source to strengthen OFHEO s oversi ght program and policy analysis capability. OFHEO
al so needs $400,000 to devel op a prototype of an automated Exam ner Workstation that will
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dramatically increase the analytic capability and efficiency of exam ners onsite at the
Enterprises and in the OFHEO office. The budget continues to fund contract services for
informati on systens and specialist support services and training for OFHEO enpl oyees

Supplies and Materials. The small increase of 5 percent in supplies and materials
represents increases to support new staff and professional publications to support policy
anal ysi s.

Furniture and Equi pment. The 73 percent decrease in the proposed fiscal year 2003
Budget fromthe fiscal year 2002 Budget Request primarily represents the $4 mllion
capital acquisition of a |large conputer system planned for fiscal year 2002. The
proposed fiscal year 2003 budget includes $450,000 for the disk array, an increnenta
cost associated with the fiscal year 2002 capital acquisition. |In addition, it supports
repl acenent of broken and obsol ete equi pment, and continues existing software |icenses
and nmai ntenance agreenents.

Land and Structure. The $1,080,000 in this category for fiscal year 2001 is
primarily the phased replacement of outdated cabling with fiber optic cable. It also
includes the construction of a new conputer roomto house OFHEO s conputer infrastructure
and the construction of office space into work areas for use by exami nation staff. 1In
fiscal year 2002, OFHEO plans to nmke inprovenents to existing space to upgrade |ighting
and office fixtures to inprove the work environment. OFHEO does not anticipate any
addi tional |and and structure expenses for fiscal year 2003

PROGRAM DESCRI PTI ON

1. SCOPE OF ACTIVITY

OFHEO functions as an independent office within HUD, responsible for regulation
of Fannie Mae and Freddie Mac in matters of capital adequacy and financial safety and
soundness. The Office is headed by the Director who is appointed by the President for a
5-year termand is responsible for the overall operation of OFHEO.

The Act requires OFHEO to devel op and maintain a stress test to determ ne risk-
based capital requirements and to conduct other research and financial analysis necessary
for effective regulatory oversight of the GSEs. OFHEO is also required by statute to
conduct annual exam nations of Fannie Mae and Freddie Mac to determ ne the condition of
each Enterprise for the purpose of ensuring their financial safety and soundness. The
exam nations are designed to identify the overall risks in the business activities of the
Enterprises, and to deternmine if those risks are being prudently managed, controlled, and
moni tored. Additional special exam nations nay be conducted as necessary, as determ ned
by the Director.

2. WORKLOAD
A. 2001 Acconplishments
Fol | owi ng are specific acconplishments during 2001:
RUL EMAKI NG
published final risk-based capital regulation
publ i shed proposed and final regulation on executive conpensation

publ i shed proposed regul ation clarifying mninmm standards affecting
corporate governance and internal controls of the Enterprises;

publ i shed proposed regul ation to inplement the pronpt corrective action
provi sions of the 1992 Act and to provide for early supervisory
intervention;

publ i shed proposed flood insurance regul ati ons
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publ i shed proposed and final regulations to clarify policies and
procedures for cal culating and collecting annual assessnment from
Ent erpri ses;

publ i shed proposed and adopted amendnents to Rul es of Practice and
Procedure regardi ng enforcenment proceedi ngs;

published final regulation making inflation adjustment for civil noney
penalty provisions of Rules of Practice and Procedure regul ation;

publ i shed final regulation reorganizing and renunberi ng OFHEO regul ati ons
to accommdate anticipated expansions of regulatory infrastructure;

drafted proposed regul ations inplementing the Rehabilitation Act and
submitted to DOJ for review,

adopt ed OFHEO policy statenment on mninum safety and soundness standards
for the Enterprises;

adopt ed OFHEO policy statenent on Non-Mrtgage Liquidity Investnents; and

adopt ed OFHEO policy statement to provide for periodic review of
regul ations.
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EXAM NATI ON_AND OVERSI GHT

conpl eted the CY 2000 and initiated the CY 2001 annual continuous risk-
based exam nations of the Enterprises to ensure a conprehensive, ongoing
assessnment of safety and soundness

communi cated the results and conclusions of the CY 2000 exam nations to
the Boards of Directors of the Enterprises and to the Congress;

mai nt ai ned the surveillance and nonitoring prograns to ensure a
conprehensive and tinely assessnent of the safety and soundness of the
Ent er pri ses;

hosted and participated in joint neetings of the GSE Exam nati on Counci
to foster comruni cati ons anmong federal agencies that supervise governnment
sponsored enterprises; and

participated in professional devel opment and joint training projects with
ot her federal financial regulatory agencies to maintain and enhance

exam ners’ expertise and to stay abreast of best practices in

exam nati on.

RESEARCH AND POLI CY ANALYSI S

classified each of the Enterprises as "adequately capitalized" each
quarter applying regulatory mninmm capital standards;

continued quarterly publication of OFHEO s House Price |ndex, documenting
changes in hone prices for the nation, each state, the nine census
regi ons, and metropolitan areas

made a full and conplete Report to Congress on OFHEO s activities and the
condition of the Enterprises on June 15, 2001;

conpl et ed i ndependent validation and verification of aspects of the
Fi nanci al Sinul ati on Model

conpl eted the RBC Report specifications for the Enterprises’ data
subm ssion for the risk-based capital cal cul ations

devel oped the RBC stress test nodel

provided the Enterprises and the public with the source code to run the
stress test;

began devel opnment of an anal ytical framework for analysis of Financia
Si mul ati on Model results to informthe Director of risks, trends and
emerging issues related to the financial condition of the Enterprises;

began research and anal ysis of evolving risk factors for eventua
incorporation in the stress test, including credit scoring and subprine
| endi ng;

solicited and received public coment on research questions for a study
of systemic risks related to the Enterprises and conducted research for
the study;

publ i shed a study of nortgage markets and the Enterprises in 2000
i ncluding historical Enterprise data;

conducted research in areas of house prices, housing finance, safety and
soundness regul ation, financial services industry consolidation, and
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Enterprises financial performance. Published five papers in professiona
journals and books; and

continued to nonitor changes to the conparability of executive
conmpensation and reviewed four term nation packages at the Enterprises

OFHEO | NFRASTRUCTURE

received an unqualified (clean) audit opinion on OFHEO s Year 2000
financial report;

initiated i ndependent review of OFHEO s information security program as
mandat ed by the Government |nformation Security Reform Act

conpl eted draft of OFHEO s 5-year Information Technol ogy Pl an

installed hardware and software upgrades to the OFHEO i nformation
technol ogy infrastructure to support mgration to a high-speed network;
and

established facility for secure electronic transm ssion of GSE data.
2002 Pl an
OFHEO has identified the foll owing objectives for conpletion in 2002

EXAM NATI ON_AND OVERSI GHT

conpl ete the CY 2001 and initiate the CY 2002 annual continuous risk-
based exam nations of the Enterprises to ensure a conprehensive, ongoing
assessnent of safety and soundness

conmuni cate the results and conclusions of the CY 2001 exam nations to
the Boards of Directors of the Enterprises and to the Congress;

mai ntain the surveillance and nonitoring programs to ensure a
conmprehensive and tinely assessnent of the safety and soundness of the
Ent er pri ses;

host and participate in joint meetings of the GSE Exam nation Council to
foster conmmuni cations anong federal agencies that supervise government
sponsored enterprises; and

participate in professional devel opnent and joint training projects with
ot her federal financial regulatory agencies to maintain and enhance

exam ners’ expertise and to stay abreast of best practices in

exam nati on.

RESEARCH AND POLI CY ANALYSI S

continue quarterly classification of the capital adequacy of the
Ent erpri ses, applying m nimm capital standards

calculate capital levels quarterly with the risk-based capital stress
test and analyze the results to facilitate the Enterprises’ transition to
the risk-based capital regulatory regine;

continue quarterly publication of OFHEO s House Price |Index, docunenting
changes in hone prices for the nation, each State, the nine census
regi ons, and netropolitan areas

publish a nedian house price index for use by OFHEO and to support HUD
and Treasury prograns;

make a full and conplete Report to Congress on OFHEO s activities and the
condition of the Enterprises by June 15, 2002
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eval uate new prograns proposed by either Enterprise to determine if they
could risk significant deterioration of the financial condition of that
Enterpri se;

devel op and incorporate into the Financial Sinulation Mddel appropriate
stress test treatnents for new Enterprise activities

i mprove the Financial Sinulation Mbddel based on OFHEO s research results
and emergi ng devel opments affecting the Enterprises

continue devel opnment of an analytical framework for analysis of Financia
Si mul ati on Model results to informthe Director of risks, trends and
emerging issues related to the financial condition of the Enterprises;

research and anal yze new risk-nmeasurenment technol ogies for future
incorporation in the stress test;

publish a study of systemc risk related to the Enterprises;

publish a review of nortgage markets and the Enterprises in 2001
including historical Enterprise data;

continue research in the areas of nortgage, housing and securities
mar kets to better understand evol ving and potential future changes in
Enterprise risks; and

conduct a study of the conparability of the executive conpensation at the
Enterprises with conpensation at peer organizations and revi ew
term nation packages at the Enterprises

RUL EMAKI NG

publish final pronpt corrective action and supervisory response
regul ation

publish final corporate governance regulation

publish proposed and final anmendments to the risk-based capita
regul ation

publish proposed and final anmendments to mninmum capital regulation to
acconmmpdat e changes in Cenerally Accepted Accounting Principles and to
clarify reporting requirements and procedures;

publ i sh proposed amendment to mininmum capital regulation to make
supervi sory monitoring of mninmumcapital nore transparent;

publish final flood insurance regulation

publ i sh proposed regul ations related to informati on systenms and
technol ogy practices of the Enterprises

publ i sh proposed regul ation codi fying policies on mninumsafety and
soundness standards;

publish proposed and final regul ations inplenenting the Rehabilitation
Act ;

ascertain need for financial disclosure regulations and publish advance
notice of proposed rule making (ANPR) or proposed regulation if
determ ned appropriate; and

ascertain need for corporate structure regulation and publish ANPR or
proposed regul ation if determ ned appropriate.
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OFHEO | NFRASTRUCTURE

purchase and install |arge-scale server to ensure that OFHEO can produce
the quarterly risk-based capital calculations, quarterly House Price
I ndex, and exam nation and research projects tinely;

purchase and install tape back-up solution to archive stress test runs
i nvolving | arge anmount of data and cal cul ati ons;

continue to develop, inplenment and inprove adm nistrative and i nformation
systenms and policies to support OFHEO s activities using the principles
of the Governnent Performance and Results Act, the Government Managenment
Reform Act, the Information Technol ogy Managenent Reform Act and the
Governnment I nformation Security Reform Act;

continue to seek independent audit of OFHEO s financial statenent and
i npl enent applicable audit recomendati ons fromthe prior year;

establish a direct connection to the National Finance Center (NFC) to
i mprove the efficiency of processing personnel actions;

conpl ete OFHEO s 5-year Information Technol ogy Pl an;

continue to seek independent review of OFHEO s information security
program as mandated by the Governnment |nformation Security Reform Act,
and i nmpl ement applicable recomendati ons fromthe prior year; and

continue to inprove the reliability and availability of the conputer
resources that support the regulatory infrastructure.

2003 Goal s

OFHEO has identified the foll owing objectives for conpletion in 2003:



Office of Federal

Housi ng Enterprise Oversight

EXAM NATI ON _AND OVERSI GHT

restructure the exam nation activities to better align exam nation
resources to existing and enmerging risks at the Enterprises

conplete the CY 2002 and initiate the CY 2003 annual continuous risk-
based exam nations of the Enterprises to ensure a conprehensive, ongoing
assessnent of safety and soundness. For those exam nations, review and
eval uate each of the follow ng program areas

Credit Risk Program — assesses the risk that borrowers and
counterparties will fail to meet their contractual or other
obligations to the Enterprises;

Interest Risk Program — assesses the risk associated with novenents
in interest rates, including changes in: the level of interest

rates; the shape of the yield curve; the level of volatility; and the
rel ationshi ps or spreads anong various yield curves or indices;

Li qui dity Managenent Program — assesses the Enterprises’ ability to
meet its obligations as they come due and to transact the next
incremental dollar of business cost effectively;

I nformation Technol ogy Program — assess the infrastructure, or the
general controls, needed to safeguard data, protect conputer
application prograns, prevent system software from unauthorized
access, and ensure continued conputer operations in case of
unexpected interruptions

Busi ness Process Controls Program — assess the process enployed to
ensure business initiatives and endeavors are considered and
evaluated within a conpl ete business context with particular
attention directed to risk assessnent and risk management franework

Internal Controls Program — Assess the plan of organization, methods
and procedures adopted by managenment to ensure that: goals and

obj ectives are nmet; resources use is consistent with | aws,
regul ati ons and policies; resources are safeguarded agai nst waste

| oss and m suse; and reliable data are obtained, nmaintained and
fairly disclosed in reports

Board Governance Program — assess the manner in which the Boards
di scharge their duties and responsibilities in governing the
Ent erpri ses;

Management Process Program — assess the processes used to drive
behaviors to support the Enterprises’ defined corporate goals,
standards and risk tol erances;

Audit Program — assess the appropriateness of the Enterprises’ Board
and managenment reliance on internal and external audits;

Managenment | nformation Program — assess the effectiveness, accuracy
and conpl eteness of information and reports; and

Model Exposure Program — evaluate the use and operation of interna
model s to determ ne that poor business decisions do not result froma
model that is flawed in its | ogical operations, incorrectly operated
or inappropriately applied

communi cate the results and conclusions of the fiscal year 2002
exam nations to the Boards of Directors of the Enterprises and to the
Congr ess;
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enhance the exam nation programwi th additional depth in existing program
areas, expanded coverage of energing Enterprise business initiatives, and
dedi cated infrastructure positions to ensure the devel opnent and

i mpl ementation of a “best practices” program

devel op a prototype for an Exami ner Wdrkstation, a technology initiative
to combine the risk assessnment process of the exam nation and oversi ght
functions through the use of integrated software

mai ntain the surveillance and nonitoring prograns to ensure a
conprehensive and tinmely assessnent of the safety and soundness of the
Ent er pri ses;

host and participate in joint neetings of the GSE Exam nation Council to
foster conmuni cations anong federal agencies that supervise governnent
sponsored enterprises; and

participate in professional devel opnent and joint training projects with
ot her federal financial regulatory agencies to maintain and enhance
exam ners’ expertise and to stay abreast of best practices in

exam nati on.

RESEARCH AND POLI CY ANALYSI S

continue quarterly classification of the capital adequacy of the
Enterprises, applying regulatory m ninum capital standards

a year after the risk-based capital rule has been published in final
begin quarterly classification of capital adequacy using the risk-based
capi tal standard

continue quarterly publication of OFHEO s House Price |Index, docunenting
changes in home prices for the nation, each State, the nine census
regions, and netropolitan areas

update the medi an house price index devel oped in fiscal year 2002

devel op an additional house price index incorporating data on FHA-insured
| oans;

make a full and conplete Report to Congress on OFHEO s activities and the
condition of the Enterprises by June 15, 2002

devel op and incorporate into the Financial Sinulation Mddel appropriate
stress test treatnents for new Enterprise activities;

i mprove the Financial Sinulation Mbdel based on OFHEO s research results
and emergi ng devel opnments affecting the Enterprises

continue to analyze the risks of the Enterprises and inprove analytic
capacity using the Financial Sinulation Moddel and other analytical tools;

purchase and begi n using new risk-measurement technol ogies to assess
Enterprise risks that may not be captured in the stress test;

publish a review of nortgage markets and the Enterprises in 2002
i ncluding historical Enterprise data;

anal yze the characteristics and performance of sub-prine markets

continue and expand research in the areas of nortgage, housing and
securities markets to better understand evolving and potential future
changes in Enterprise risks; and
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noni tor changes to the conparability of the executive conpensation and
review term nati on packages at the Enterprises

RUL EMAKI NG

publish final anmendments to mninumcapital regulation to make
supervi sory monitoring of mninmumcapital nore transparent;

publish final regulation affecting financial disclosures and reporting
requirenments for Enterprises, if determined to be appropriate;

publish final regulation setting mninum standards for information
systenms and technol ogy policies and practices of the Enterprises

publ i sh proposed regulation to codify regulatory safety and soundness
policy guidance affecting perm ssible activities and investnments of
Ent erpri ses;

track issues arising in the inplenmentation of risk-based capita
regul ation to assess the need for changes to the regulation; and

revise risk-based capital regulation, if needed, to incorporate new
products and inprovenents in risk measurement and any alterations of
| egal standards or regul ations

OFHEO | NFRASTRUCTURE

purchase and install a disk array to accommodate the growth in on-line
data that will be necessary to ensure that OFHEO can produce the
quarterly risk-based capital calculations, quarterly House Price |ndex
and exam nation and research projects tinely;

continue to mai ntain and expand OFHEO s data warehouse to support OFHEO s
risk assessment of the Enterprises. Wth this tine series data, OFHEO s

Surveillance and Monitoring programcan provide a nore robust analysis to
update the risk profiles of the Enterprises

improve the quality and efficiency of OFHEO s current financial and human
resources nanagenment systens by migrating these separate systens into an
integrated system conpliant with JFM P standards, and link to an
executive information systemto support the effective management of OFHEO
resources

continue to develop, inplenment and inprove adm nistrative and i nformation
systens and policies to support OFHEO s activities using the principles
of the Governnent Performance and Results Act, the Governnment Managenment
Ref orm Act, and the Information Technol ogy Managenent Reform Act;

continue to seek independent audit of OFHEO s financial statenent and
i mpl ement applicable audit recommendations fromthe prior year

continue to seek an independent review of OFHEO s information security
program evaluate the results and strengthen controls as necessary;

continue to inprove the reliability and availability of the conputer
resources that support the regulatory infrastructure; and

devel op internal procedures manual describing procedures for such matters
as devel opi ng and processing regul ati ons, holding a hearing, taking an
enforcenment action, and filing reports

3. SUMVARY OF STAFFI NG REQUI REMENTS

All personnel in this office are assigned to Headquarters. OFHEO has no
field offices. The FTE is as foll ows:
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| NCREASE +
ACTUAL ENACTED  ESTI MAT DECREASE -
E
2001 2002 2003 2002 vs. 2003
Full-time Equivalent .................. 105 118 142 24
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