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Subpart A—Minimum Capital

§1750.1 General.

The regulation contained in this
subpart A sets forth the methodol ogy
for computing the minimum capital re-
quirement for each Enterprise. The
board of directors of each Enterpriseis
responsiblefor ensuring that the Enter-
prise maintains capital at alevel that is
sufficient to ensure the continued fi-
nancial viability of the Enterprise and
that equal s or exceedsthe minimum capi-
tal requirement contained in this sub-
partA.

§1750.2  Definitions.

For purposes of thissubpart A, the
following definitions shall apply.

Affiliate meansany entity that con-
trols, is controlled by, or isunder com-
mon control with, an Enterprise, except
as otherwise provided by the Director.

Commitment means any contrac-
tual, legally binding agreement that ob-
ligates an Enterprise to purchase or to
securitize mortgages.

Core Capital—

(1) Means the sum of (as deter-
mined in accordancewith generally ac-
cepted accounting principles) —

(i) Thepar or stated value of out-
standing common stock;

(i) Thepar or stated value of out-
standing perpetual, noncumulative pre-
ferred stock;

(iii) Paid-incapital; and

(iv) Retained earnings; and
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(@ Does not include debt instru-
ments or any amounts the Enterprise
could be required to pay at the option
of an investor to retire capital instru-
ments.

Director means the Director of
OFHEO.

Enterprise means the Federal Na-
tional Mortgage Association and any
affiliate thereof or the Federa Home
Loan Mortgage Corporation and any
affiliatethereof.

Foreign exchangerate contracts—

() Means cross-currency inter-
est rate swaps, forward foreign ex-
change contracts, currency options
purchased (including currency options
purchased over-the-counter), and any
other instrument that givesriseto simi-
lar credit risks; and

(@ Does not mean foreign ex-
change rate contracts with an origina
maturity of 14 calendar days or less and
foreign exchange rate contracts traded
on exchangesthat requiredaily payment
of variation margins.

Interest rate contracts—

() Meanssinglecurrency interest
rate swaps, basis swaps, forward rate
agreements, interest rate options pur-
chased (including caps, collars, and
floors purchased), over-the-counter
options purchased, and any other in-
strument that givesriseto similar credit
risks (including when-issued securities
and forward deposits accepted); and

(@ Does not mean such instru-
ments traded on exchanges that require
daily payment of variation margins.

Mortgage-backed security meansa
security, investment, or substantially
equivalent instrument that represents an
interest in a pool of loans secured by
mortgages or deeds of trust where the
principal or interest payments to the in-

vestor in the security or substantially
equivalent instrument are guaranteed or
effectively guaranteed by an Enterprise.

Multifamily credit enhancement
means any guarantee, pledge, purchase
arrangement, or other obligation or com-
mitment provided or entered into by an
Enterprise with respect to multifamily
mortgagesto providecredit  enhance-
ment, liquidity, interest rate support, and
other guarantees and enhancementsfor
revenue bonds issued by a state or lo-
cal governmental unit (including a
housing finance agency) or other bond
issuer.

1992 Act meansthe Federal Hous-
ing Enterprises Financial Safety and
Soundness Act of 1992, found at Title
X1l of the Housing and Community
Development Act of 1992, Pub. L. 102-
550, 12U.S.C. 4501 et seq.

Notional amount means the face
value of the underlying financial
instrument(s) on which an interest rate
or foreign exchange rate contract is
based.

Off-balance sheet obligation
means a binding agreement, contract,
or similar arrangement that requires or
may requirefuture payment(s) in money
or kind by another party to an Enter-
prise, or that effectively guarantees all
or part of such payment(s) to third par-
ties (including commitments), where
such agreement or contract is a source
of credit risk that is not included on its
balance sheet.

OFHEO means the Office of Fed-
eral Housing Enterprise Oversight.

Other off-balance sheet obliga-
tions means al off-balance sheet obli-
gations of an Enterprise that are not
mortgage-backed securities or substan-
tialy equivalent instruments and that
are not resecuritized mortgage-backed

OFHEO Regulations

February 2003




12CFR §1750.3

securities, such asreal estate mortgage
investment conduits or similar
resecuritized instruments.

Perpetual, noncumulative pre-
ferred stock means preferred stock
that—

() Doesnot haveamaturity date;

(@ Providestheissuer the ability
and the legal right to eliminate divi-
dends and does not permit the accru-
ing or payment of impaired dividends;

(3 Cannot beredeemed at the op-
tion of the holder; and

(4 Has no other provisions that
will require future redemption of theis-
sue, inwholeor in part, or that will reset
the dividend periodically based, in
whole or in part, on the Enterprise's
current credit standing, such as auc-
tion rate, money market, or remarketable
preferred stock, or that may cause the
dividend to increase to a level that
could create an incentive for the i ssuer
to redeem the instrument, such as ex-
ploding rate stock.

Qualifying collateral means cash
on deposit; securities issued or guar-
anteed by the central governments of
the OECD-based group of countries,*
United States Government agencies, or
United States Government-sponsored
agencies, and securitiesissued by mul-

1 The OECD-based group of countries comprises full

tilateral lending institutionsor regional
development banks.

§1750.3  Procedureandtiming.

(@ EachEnterpriseshal filewith
the Director a minimum capital report
each quarter or at such other times as
the Director requires, in hisor her sole
discretion. Thereport shall containthe
information that responds to al of the
itemsrequired by OFHEO inwrittenin-
structions to the Enterprise, including,
but not limited to:

(1) Edgtimateof the minimum capi-
tal requirement;

(2 Estimate of core capital over-
ageor shortfall relativeto the estimated
minimum capital requirement;

(3 Suchotherinformation asmay
be required by the Director.

(b) The quarterly minimum capi-
tal report shall be submitted not later
than April 30, July 30, October 30, and
January 30 of each year.

(¢) Each minimum capital report
shdl be submittedinwriting and in such
other format as may be required by the
Director.

(d) In the event an Enterprise
makes an adjustment to its financial
statements for a quarter or a date for
which the information was requested,

members of the Organization for

Economic Cooperation and Development (OECD) regardless of entry date, as well as countries that
have concluded special lending arrangements with the International Monetary Fund (IMF) associ-
ated with the IMF's General Arrangements to Borrow, but excludes any country that has rescheduled
its external sovereign debt within the previous 5 years. A rescheduling of external sovereign debt
generally would include any renegotiation of terms arising from a country’s mobility or unwillingness
to meet its external debt service obligations, but generally not include any renegotiation to allow the
borrower to take advantage of a decline in interest rate or other change in market conditions. As of
November 1995, the OECD countries included the following countries: Australia, Austria, Belgium,
Canada, Denmark, Finland, France, Germany, Greece, Iceland, Ireland, Italy, Japan, Luxembourg,
Mexico, the Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, Turkey, the
United Kingdom, and the United States; and Saudi Arabia has concluded specia lending arrangements
with the IMF associated with the IMF's General Arrangements to Borrow.
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which would cause an adjustment to a
minimum capital report, the Enterprise
shall filewith the Director an amended
minimum capital report not later than 3
business days after the date of such
adjustment.

() Eachminimum capital report or
any amended minimum capital report
shall contain adeclaration by an officer
authorized by the board of directors of
the Enterprise to make such adeclara-
tion, including, but not limited to apresi-
dent, vice president, or treasurer, that
thereport istrue and correct to the best
of such officer’sknowledge and belief.

§ 1750.4  Minimum capital
requir ement computation.

(@ Theminimum capital require-
ment for each Enterprise shall be com-
puted by adding the following amounts:

(1) 2.50 percent times the aggre-
gate on-balance sheet assets of the En-
terprise;

(@ 0.45 percent timesthe unpaid
principal balance of mortgage-backed
securities and substantially equivalent
instruments that were issued or guar-
anteed by the Enterprise;

(3 0.45 percent of 50 percent of
the average dollar amount of commit-
ments outstanding each quarter over
the preceding four quarters;

(4 0.45 percent of the outstand-
ing principal amount of bondswith mul-
tifamily credit enhancements;

(5 0.45 percent of the dollar
amount of sold portfolio remittances
pending;

(6)(i) 3.00 percent of the credit
equivalent amount of interest rate con-
tracts and foreign exchange rate con-
tracts, except to the extent of the cur-
rent market value of posted qualifying
collateral, computed in accordancewith

appendix A to this subpart;

(i) 1.50 percent of the market
value of qualifying collateral posted to
secure interest rate and foreign ex-
changerate contracts, not to exceed the
credit equivalent amount of such con-
tracts, computed in accordance with
appendix A to this subpart; and

(7) 0.45 percent of the outstand-
ing amount, credit equivalent amount,
or other measure determined appropri-
ate by the Director, of other off-balance
sheet obligations (excluding commit-
ments, multifamily credit enhancements,
sold portfolio remittances pending, and
interest rate contracts and foreign ex-
change rate contracts), except as ad-
justed by the Director to reflect differ-
ences in the credit risk of such obliga-
tionsinrelation to mortgage-backed se-
curities.

(b) Any asset or financial obliga-
tionthat isproperly classifiablein more
than one of the categories enumerated
in paragraphs (a)(1) through (7) of this
section shall be classified in the cat-
egory that yields the highest minimum
capital requirement.

() As used in this section, the
term “preceding four quarters’ means
the last day of the quarter just ended
(or thedatefor which the minimum capi-
tal report isfiled, if different), and the
three preceding quarter-ends.

§1750.5 Removed. 67 FR 19321, April
19,2002.

Appendix A toSubpart A of Part
1750—Minimum Capital
Componentsfor Interest Rateand
Foreign Exchange Rate Contracts

1 Theminimum capital compo-
nents for interest rate and foreign ex-
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change rate contracts are computed on
the basis of the credit equivalent
amounts of such contracts. Credit
equivalent amounts are computed for
each of thefollowing off-balance sheet
interest rate and foreign exchange rate
contracts:

a Interest Rate Contracts

i. Single currency interest rate
swaps.

ii. Basisswaps.

iii. Forward rate agreements.

iv. Interest rate options pur-
chased (including caps, collars, and
floors purchased).

v. Any other instrument that
givesrisetosimilar credit risks(includ-
ing when-issued securitiesand forward
deposits accepted).

b. Foreign Exchange Rate Con-
tracts

i. Cross-currency interest rate
swaps.

ii. Forwardforeignexchangerate
contracts.

iii. Currency options purchased.

iv. Any other instrument that
givesriseto similar credit risks.

2. Foreign exchange rate con-
tractswith anorigina maturity of 14 cal-
endar daysor lessand foreign exchange
rate contracts traded on exchangesthat
require daily payment of variation mar-
ginsareexcluded from the minimum capi-
tal requirement computation. Over-the-
counter options purchased, however,
are included and treated in the same
way as the other interest rate and for-
eign exchange rate contracts.

3 Calculation of Credit
Equivalent Amounts

a. Theminimum capital compo-
nents for interest rate and foreign ex-
change rate contracts are computed on
the basis of the credit equivalent

amounts of such contracts. The credit
equivalent amount of an off-balance
sheet interest rate and foreign exchange
rate contract that is not subject to a
qualifying bilateral netting contract in
accordancewith thisappendix A isequa
to the sum of the current exposure
(sometimes referred to as the replace-
ment cost) of the contract and an esti-
mate of the potential future credit expo-
sureover theremaining life of the con-
tract.

b. Thecurrent exposureisdeter-
mined by the mark-to-market value of
thecontract. If the mark-to-market value
is positive, then the current exposureis
the mark-to-market value. If the mark-
to-market valueiszero or negative, then
the current exposureis zero. Mark-to-
market values are measured in United
States dollars, regardless of the cur-
rency or currencies specified in the con-
tract, and should reflect changesin the
relevant rates, as well as counterparty
credit quality.

c. Thepotentia futurecredit ex-
posure of a contract, including a con-
tract with a negative mark-to-market
value, is estimated by multiplying the
notional principal amount of the con-
tract by acredit conversion factor. The
effective rather than the apparent or
stated notional amount must be usedin
thiscalculation. The credit conversion
factorsare:

Remaining Interest Rate Foreign Exchange

Maturity Contracts Contracts Rate
(percent) (percent)

1 year

or less 0.0 1.0

Over

1 year 0.5 5.0
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d. Becauseforeignexchangerate
contractsinvolve an exchange of prin-
cipal upon maturity, and foreign ex-
change rates are generally more vola-
tile than interest rates, higher conver-
sion factors have been established for
foreign exchangerate contractsthan for
interest rate contracts.

e. No potential future credit ex-
posureiscalculated for single currency
interest rate swaps in which payments
are made based upon two floating rate
indexes, so-called floating/floating or
basis swaps. The credit exposure on
these contracts is evaluated solely on
the basis of their mark-to-market val-
ues.

4. Avoidance of Double Count-
ing

In certain cases, credit exposures
arising from the interest rate and for-
eign exchange instruments covered by
thisappendix A may aready bereflected,
in part, on the balance sheet. To avoid
double counting such exposures in the
assessment of capital adequacy,
counterparty credit exposures arising
from the types of instruments covered
by this appendix A may need to be ex-
cluded from balance sheet assetsin cal-
culating the minimum capital require-
ment.

5. Collateral

a. The sufficiency of collateral
for off-ba ance sheet itemsisdetermined
by the market value of the collateral in
relation to the credit equivalent amount.
Collateral held against a netting con-
tract isnot recognized for minimum capi-
tal standard purposes unless it is le-
gally availableto support thesinglele-
gal obligation created by the netting
contract. Excesscollateral held against
one contract or agroup of contractsfor
which arecognized netting agreement

exists may not be considered.

b. Theonlyformsof collateral that
areformally recognized by theminimum
capital standard framework are cash on
deposit; securities issued or guaranteed
by the centrd governmentsof the OECD-
based group of countries, United States
Government agencies, or United States
Government-sponsored agencies; and
securitiesissued by multilateral lending
institutions or regional development
banks.

6. Netting

a  For purposes of thisappendix
A, netting refersto the offsetting of posi-
tiveand negative mark-to-market values
in the determination of a current expo-
sure to be used in the calculation of a
credit equivalent amount. Any legadly
enforceableform of bilateral netting (that
is, netting with asingle counterparty) of
interest rate and foreign exchange rate
contracts is recognized for purposes of
calculating the credit equival ent amount
provided that the following criteria are
met:

i.  Netting must be accomplished
under awritten netting contract that cre-
ates a single legal obligation, covering
alincluded individua contracts, withthe
effect that the Enterprise would have a
clamtoreceive, or obligeationto pay, only
thenet amount of the sum of the positive
and negative mark-to-market values on
includedindividud contractsintheevent
that a counterparty, or a counterparty to
whom the contract has been validly as-
signed, fails to perform due to default,
insolvency, liquidation, or similar cir-
cumstances.

ii. The Enterprise must obtain a
written and reasoned legal opinion(s)
representing that in the event of alegal
challenge—including one resulting
from default, insolvency, liquidation, or
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similar circumstances—the relevant
court and administrative authorities
would find the Enterprise’sexposure to
be such a net amount under—

A. Thelaw of thejurisdiction in
which the counterparty is chartered or
the equivalent location in the case of
noncorporate entities, and if a branch
of the counterparty is involved, then
also under the law of thejurisdictionin
which the branch is located;

B. Thelaw that governstheindi-
vidual contracts covered by the netting
contract; and

C. Thelaw that governsthe net-
ting contract.

iii. TheEnterprise must establish
and maintain proceduresto ensure that
thelegal characteristics of netting con-
tractsare kept under review in the event
of possible changesin relevant law.

iv. The Enterprise must maintain
in its files documentation adequate to
support the netting of rate contracts, in-
cluding a copy of the bilateral netting
contract and necessary legal opinions.

b. A contract containing awalk-
away clause is not eligible for netting
for purposes of calculating the credit
equivalent amount.2

c. Bynettingindividua contracts
for the purpose of calculating its credit
equivalent amount, the Enterprise rep-
resentsthat it has met the requirements
of thisappendix A and all the appropri-
ate documents are in the Enterprise’s
files and available for inspection by

2 A walkaway clauseis aprovision in a netting
contract that permits a non-defaulting
counterparty to make lower payments than
it would make otherwise under the contract,
or no payment at al, to a defaulter or to the
estate of a defaulter, even if the defaulter or
the estate of the defaulter is a net creditor
under the contract.

OFHEO. OFHEO may determine that
an Enterprise's files are inadequate or
that anetting contract, or any of itsun-
derlying individual contracts, may not
belegally enforceable under any one of
the bodies of law described in this ap-
pendix A. If such a determination is
made, the netting contract may be dis-
qualified from recognition for minimum
capital standard purposes or underly-
ing individual contracts may betreated
as though they are not subject to the
netting contract.

d. The credit equivalent amount
of interest rate and foreign exchangerate
contractsthat are subject to aqualifying
bilateral netting contract iscalculated by
adding the current exposure of the net-
ting contract and the sum of the estimates
of the potential future credit exposures
onall individua contracts subject to the
netting contract, estimated in accordance
with paragraph 3 of thisappendix A. Off-
setting contracts in the same currency
maturing onthesamedatewill havelower
current exposure. Therefore, for pur-
posesof calculating potentia futurecredit
exposure to a netting counterparty for
foreign exchangerate contractsand other
similar contractsinwhich notional prin-
cipa is equivalent to cash flows, totd
notional principd is defined as the net
receiptsfalling dueon eachvaluedatein
each currency.

e. The current exposure of the
netting contract is determined by sum-
ming all positive and negative mark-to-
market values of the individual con-
tracts included in the netting contract.
If the net sum of the mark-to-market
valuesis positive, then the current ex-
posure of the netting contract is equal
tothat sum. If the net sum of the mark-
to-market values is zero or negative,
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then the current exposure of the net-
ting contract is zero. OFHEO may de-
terminethat anetting contract qualifies
for minimum capital standard netting
treatment even though certain indi-
vidual contracts may not qualify. In
such instances, the nonqualifying con-
tracts should be treated as individual
contracts that are not subject to the
netting contract.

f.  Intheevent anetting contract
covers contracts that are normally ex-
cluded from the minimum capital re-
guirement computation—for example,
foreign exchangerate contractswith an
original maturity of 14 calendar daysor
less, or instruments traded on ex-
changes that require daily payment of
variation margin—an Enterprise may
elect consistently either to include or
exclude al mark-to-market values of
such contracts when determining net
current exposure,
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