Jantes Wiener
Director

March 8, 2000

Mr. Eobert Weiss

Vice President

Fannie Mae

3900 Wisconsin Avenue, MW
Washington, DO 20016

Dhear Sirs:

This letter briefly summarizes our view on the “workability” of the risk-based capital
regulation proposed in OFHEQ's Second Notice of Proposed Rule-Making.

In arder for the regulation to achieve its principal goal of ensuring that the Enterprises
are financially strong while facilitating the achievement of their housing finance mission, it is
necessary that the regulation be tightly integrated into the Enterprises’ internal business
processes.  This requires that Fannie Mae and Freddie Mac be able to, in a timely fashion,
calculate their risk-based capital requirements for current and Future business. This is necessary
so that at all imes Fannie Mae and Freddie Mac can determine if they are in compliance with
the regulation and what impact future business will have on their capital adequacy.

It is our assessment based upon our extensive working knowledge of the regulation and
the fact that Fannie Mae has not been able to reproduce the capital assignments in the NPR2
that the proposed operation of the rule is not workable. The risk-profile of the Enterprises are
simply too complex for Fannie Mae or Freddie Mac to give data on their on- and off-balance
sheet obligations to OFHEQ and expect OFHEQ to parse this informaton without error. This
means that any calculation by OFHEOQ may be substantially incorrect, thereby creating
unacceptable uncertainty in each Enterprise’s risk-based capital requirements.

We believe that this uncertainty is intrinsic to the current proposed operation of the
regulation. In order for the regulation to satisfy this essential requirement of workability, we
believe changes in the operation of the regulation will be necessary. A potential solution would
be for the Enterprises to run an OFHEO certified model to provide the risk-based capital
requirements. This would eliminate the potential error in data translation.

Sincerely,
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March 6, 2000

Fannie Mae
31900 Wisconsin Avenue, NW
Washington, DC 20016

Dear Sirs:

At the request of Fannie Mae, First Manhattan Consulting Group (FMCG) has
thoroughly analyzed the Office of Federal Housing Oversight's (OFHEO) risk-based
capital allocation model as described in the Notice of Proposed Rulemaking (NPR-2).
From this analysis we conclude that there are several troubling aspects to this model.

In this letter we focus on the issue of operational workability of OFHEO's proposed
regulations, FMCG believes that the currently drafted proposal is likely to have
severe adverse consequences for the GSEs. The causes of likely problems in
operational workability are the complexity of the model and the model’s very large
data requirements. Compounding these problems is the proposed process whereby
OFHEQ, not the GSEs, will run the model that calculates the capital requirement.
These operational workability problems will force the GSEs o maintain an extra
capital cushion, imposing needless additional costs, Furthermore, an overly complex,
cumbersome model will significantly complicate business planning and risk
management.

In this comment letter, FMCG presents its case to support this view by asserting that:

+ Excessive complexity and large data requirements cause significant problems of
operational workability

» (Calculation of the capital requirements by OFHEQ compounds the workability
problem

At the end of this letter we suggest revisions in the proposed approach that would
result in a more workable rule. We also describe another operational workability
problem that occurs during periods of actual credit and/or interest stress that we
believe OFHEO will need to address to be consistent with the 1992 Act and with other
regulators as they define capital adequacy.
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Excessive Complexity And Large Data Requirements Cause Significant
Problems Of Operational Workability

A fundamental challenge in developing stress-test based capital requirements is
achieving an appropriate balance between precision and case of use. The objective is
to develop a model that reflects the real risks of the business with sufficient precision
while at the same time not overly complicating the GSEs' business planning and risk
management Processes.

As has been noted by many commentators, the proposed medel is highly complex,
requiring the input of data on hundreds of thousands of different instruments and
contracts. Complex sub-routines are also used to generate behavioral models that take
the instrument-level input and project cash flows and accounting statements. The
result is a model that makes it very difficult to estimate the impact of changes in
balance sheet composition or changes in external variables (such as interest rates and
inflation) on required capital levels. Thus, in order to evaluate the capital implications
of alternative scenarios, the model will need to be run in its entirety for each different
scenario. As a result, it is likely that problems of operational workability of the model
will adversely affect the ability of GSEs to manage their businesses. Specifically, the
model proposed by OFHEQ is likely to:

a. Compromise the GSEs’ ability to do effective business planning. In the course
of developing their business strategies, the GSEs will want to know the capital
implications of the various alternatives under consideration. The complexity of
the capital model will put very real limitations on the number of alternatives for
which the capital requirements can be determined. As a result, the model as
proposed will constrain the business planning process

b Complicate the GSEs' ability to manage risk. In a similar manner, the
complexity of the capital model will adversely affect the ability of the GSEs to
manage risk. GSEs should determine the capital requirement of each altemative
hedging strategy. The number of hedging strategies that can be considered will,
therefore, be limited. This problem is exacerbated by weaknesses in the
proposed capital model (described in scparate letters) that can result when two
differcnt hedging strategies that achieve the identical risk reduction are
determined to have significant differences in required capital as calculated by
the model

c. Cause the GSEs to invest substantial resources to support the operation of the
model. Each quarterly run of the proposed model to determine the GSEs’
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capital adequacy will require a substantial effort to ensure the integrity of the
input data. A small number of data input errors could have a significant impact
on the capital requirement calculation. (For example, a 700 million yen
transaction could be mis-recorded as a 5700 million transaction, increasing the
capital requirement by a factor of 100 for that single transaction). Given the
complexity of the model, data errors that cause the calculation of required
capital to be a billion dollars or more too high or too low could go unnoticed

This vulnerability to data input errors is made even more difficult by a problem
that is inherent in any capital model. Capital models do not have a built-in
system of checks and balances. In preparing an accounting statement, the assets
must equal the sum of the liabilities and the net worth. If they do not, we know
that an error has been made. There is no corresponding check in a capital
calculation model. The total required capital calculated by the model does not
have any corresponding accounting identity. As a result, each quarter OFHEO
and the GSEs will be forced to double and triple check all of the hundreds of
thousands of instrument-level data elements that are input into the model

An additional need for substantial resources caused by the complexity of the
model will be the resources required to run the model in support of business
planning and risk management as described in the two previous sections. Each
alternative scenario will require a significant effort to set up and run the model.

Calculation Of The Capital Requirements By OFHEO Compounds The Inherent
Workability Problem

The proposed rule establishes a process whereby OFHEQ operates the model and
calculates the capital requirement using input provided by the GSEs. This approach,
as opposed to having the GSEs operate the model provided to them by OFHEO, will
compound the inherent workability problems of the proposed model in the following
Ways:

a. Further complicate the GSEs ' ability to meet the capital requirement. 1f
OFHEOQ operates the model 1o calculate the required capital, an additional
element of uncertainty will be introduced into the process. At the end of the
quarter, the GSEs will not know what OFHEO will report as their required
capital. As a result, the GSEs will be forced to hold a capital cushion to ensure
that they are not judged out of compliance by the OFHEO calculation. This
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additional capital cushion would needlessly increase the GSEs' cost of doing
business

Further increase the cost of model operation. In a previous section we
discussed the burden that the proposed model creates in ensuring the integrity of
the input data. Many years of experience has proven to FMCG the difficulty of
managing data integrity when the responsibility for data input and model
operation 15 divided between two separate units within the same company. Even
more severe problems are likely when this responsibility is divided between the
GSEs on the one hand and OFHEQ on the other

Lead to less timely determinations of capital requirements. The interaction
between the GSEs and OFHEO to identify and rectify data errors, including
inevitable multiple runs of the model, will lead to a less timely determination of
the capital requirement than if the GSEs did the calculations themselves. One
could imagine the difficulty for the GSEs in managing their business if they are
put in the position of having to approach the end of a quarter and still not
knowing the required capital for the previous quarter end.

L L L

To improve operational workability, FMCG recommends that OFHEO revise the
proposed model to make it less complex and less data intensive. In addition, the
process should be revised so that the GSEs operate the model to calculate the capital
requirement. To ensure that OFHEOQ can effectively perform its regulatory functions,
we suggest that the process include the following elements:

-

FARAS 16 D00

The GSEs operate the model provided to them by OFHEQ. For each quarter-
end, the GSEs would submit the model output (capital requirements for each of
the two scenanos) and all data inputs

OFHEQ reviews the reports for accuracy (OFHEQ has ample regulatory powers
and examination capabilities to do this)

OFHEOQ makes the final determination of each of the GSEs' capital
classification and publicly releases the information

OFHEQ could also include in the regulation a requirement that the GSEs
periodically secure third party audits of both their internal contrels and the
overall accuracy and reliability of their calculation process.



First Manhattan Consulting Group

This recommended approach would be similar to that of bank and thrift regulators and
to the approach that OFHEQ uses to determine GSE compliance with the minimum
capital standard.

Application Of The Model During A Period Of Actual Credit And/Or Interest
Rate Stress

A further problem of operational workability that OFHEO did not address in NPR-2 is
the application of the model during an actual period of credit and/or interest rate
stress. Duning an actual stressed time period (when the deterioration of actual credit
quality and/or changes in actual interest rates is of the magnitude contemplated by the
requirements of the stress test, as specified in the 1992 Act), the proposed OFHEOQ
rule still applies ten additional years of stress testing. Were these circumstances to
occur, the proposed rule requires the GSEs to hold capital to cover more than a ten
year period of stress — that is, the time period of actual adverse circumstances plus an
additional ten years.

This is inconsistent with the 1992 Act. Section 1361(a) specifically states, "When
applied to an enterprise the risk-based capital test shall determine the amount of total
capital for the enterprise that is sufficient for the enterprise to maintain positive capital
during a 10-year period in which the following circumstances occur (in this section
referred to as the "stress period’).”

The proposed approach is also inconsistent with the one used by other regulators who
have developed risk-based capital standards; all of them regard the appropriate capital
level as an amount sufficient to convert @ worst-case loss incident.

We sugpest that OFHEO needs to determine how to apply the model during a period
of actual adverse circumstances of the magnimude contemplated by the requirements of
the stress test in such a way as to limit the total period of stress to the ten years
specified in the 1992 Act. The way it is currently proposed, the capital demands on
the GSEs materially increase absolutely and relatively to other regulated financial
firms dunng stressed peniods

Conclusion

In adopting a final rule, the trade-off between calculation precision and operational
workability needs to be carefully thought through. In making an assessment of
operational workability, OFHEQ should take into account more than just the quarterly
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regulatory compliance calculation. The GSEs will also need to use the model in
conjunction with business planning and ongoing risk management. Given these
multiple uses of the model, FMCG recommends that OFHEO seck a betier balance
between calculation precision and operational workability by making the model less
complex, less data intensive, and by altering the proposed process so that the GSEs,
not OFHEOQ, operate the model for purposes of calculating regulatory capital
requirements.

Sincerely,

(6t Than.

Alden L. Toevs
Executive Vice President

FAMA 16 0305
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March G, 2000

Fanmie Mae
3900 Wizconsin Avenue, NW
Washingion, DC 20016

As requested, attached please find an Issue Brief providing our observations regarding the
workability of the Office of Federal Housing Enterprise Oversight’s Notice of Proposed
Rulemaking on Risk-Based Capual.

These observations are based on our review of the proposed rule and are limited 1o this
specific topic. References to the 1992 Act and the proposed rule are provided as a
background to these observations, and do not represent legal commentary,

Sincercly,

Hhe 120

Hank Prybylski
Pariner

Attachment

Ermit & Young wr ix a membsy of Errst & Young Insernational, Led,
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ISSUE BRIEF

WORKABILITY OF THE PROPOSED RBC MODEL

This brief discusses the practical workability of OFHEQ's proposed risk-based capital
siress test model.

STATUTORY REQUIREMENT

Section 1361 of the 1992 Act requires OFHEO to establish a rnisk-based capital test that
“shall determine the amount of total capital for the enterprise that is sufficient for the
enterprise o mainlain positive capital duning a 10-year penod ..." 'dunng which credit
and inlcrest rale shocks are applied.

TREATMENT UNDER PROPOSED REGULATION

OFHEO has proposed a complex modeling approach to calculate the nsk based capital
FOQUITCMETILS OVET a len-year stress penod.

OBSERVATIONS

The complexity of the proposed risk-based capital regulation introduces challenges for
bath OFHEQ and the Enterprises. These panies may find the risk-based capital model
difficult to operate and highly sensitive to key inpul assumptions.

First, the combination of (1) a large number of model inputs, (2) complex predictive
models. and {3) very large interest rate shocks may result in an opaque model that
produces unexpected changes in capital requirements. Users may find it difficult to
understand the key dependencies and interactive effects within the model.

Second, the proposed nisk-based capital model relies on relatively shon observation
periods for determining certain model inputs. The choice of shon observation peniods for
projecting risks over a len-year horizon could result in significant changes in capital
requirements from quarter to quarter. For example, administrative expenses are projected
over the ten-year stress period based on administrative costs for the three months pnor to
the stant of the siress period. Dividends are also projected based on dividend payouts
over the past quarter. Accordingly, capital requirements could vary markedly from
quarter-lo-quarter depending on the activity within the obsérvation penod.

Third, the model complexity increases the administrative workload required for
calculating the capital requirements. The complexity in approach, requirement for
instrument level analysis and external generation will require the development of

' Federal Housing Enterprnises Fimancul Safety and Soundness Act of 1992, Sccoon 1361(a)
FAGE ]
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ISSUE BRIEF

significant reconciliation and review processes to minimize nsk of error. In addition,
these factors may impede the timeliness of capital requirement calculations.

These potential issucs could make the management and planning of capital adequacy a
difficult and time consuming process.

ALTERNATIVES

OFHEQ could consider whether there are altemative approaches thal would improve the
workability of the nisk-based capital model.

PACE 2
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March 1, 2000

Fannie Mae
3900 Wisconsin Avenue, NW
Washington, DC 20016

Dear Sirs:

At the request of Fannie Mae, First Manhattan Consulting Group (FMCG) has
thoroughly analyzed the Office of Federal Housing Oversight's (OFHEO) risk-based
capital allocation model as described in the Notice of Proposed Rulemaking (NPR-2).
From this analysis we conclude that there are several troubling aspects to this model.

[n this letter we focus on the issue of the shape of the U.S. Treasury yield curve.
Specifically, we believe that OFHEQ's interest rate stress test scenarios in its nisk-
based capital allocation model are not “reasonably related to historical experience™ as
stipulated in the Federal Housing Enterprises Financial Safety and Soundness Act of
1992 (Section fa)(2)(D)). While we recognize the degree of arbitrariness necessary in
measuring the historical experience of interest rate movements, we believe that
OFHEO's yield curve specifications are too extreme to be consistent with the intent of
the Statute.

In this comment letter, FMCG presents its case to support a view that OFHEO's
determination of the interest rate scenarios;

+ [s not “reasonably related to historical experience™; and

» Leads to an inaccurate estimate of risk-based capital requirements.

OHFEOQ's Approach Is Not “Reasonably Related To Historical Experience”

The Statute directs the establishment of correlations between the 10-year constant
maturity Treasury (CMT) and all other Treasury instruments (Section 1361(a)(2)(D))
such that the yields on all Treasury instruments other than the 10-year CMT will
change relative to the 10-year CMT “in patterns and for durations in a manner that is
reasonably related to historical experience and are judged reasonable by the Director
[of OFHEOQ)." FMCG's analysis indicates that stress scenarios based on “patterns and
durations that are reasonably related to historical experience™ should not be as
extreme as those selected by OFHEOQ.

FAMA 1B DI-3F |0 0359 3p a2

New York Las Angeles



First Manhattan Consulting Group

OFHEO chose worst-case Treasury yield curve patterns based upon its analysis of
steepening and flattening curve movements over the period 1969 to 1996.' It applied
these yield curve reshapings in conjunction with legislated but unprecedented shocks
to the 10-year CMT in both the up-rate and down-rate scenarios. One has to question
the reasonableness of establishing stress scenarios using the combination of two worst
cases — the size of the shift of the 10-year CMT rate and a simultaneous worst-case
reshaping of the Treasury yield curve around the stressed 10-year CMT rate. The

forced confluence of these two events has a statistical propensity to occur that is
extremely low.

More specifically, FMCG believes OFHEO failed to “reasonably [relate the
movement of interest rates] to historical experience™ when it:

»  Assumed that yield curves are static for the final 9 years of the siress test.
OFHEO recognizes that the Treasury yield curve is “extremely unlikely to
remain constant:" however, it contends that “there are no serious disadvantages
to using such an approach in the stress test”.” FMCG disagrees with the

contention and instead believes that OFHEO’s assumption of a constant vield
curve is problematic because:

- It only considers what the shape of the yield curve would look like
immediately after a substantial change in rates and ignores what the shape of
the yield curve might look like after a sustained period of no new rate
changes. For example, although OFHEQ is right that flat yield curves tend
1o be associated with rising rate environments, OFHEO did not properly
consider that rising rates are relatively short-lived. Likewise, OFHEO has
correctly associated falling rates with “steep™ curves but again failed to
recognize these situations as relatively short-lived. FMCG has found that the
Treasury vield curve has never stayed in a flat or inverted state for longer
than 4 years — and certainly not as long as 9 years as dictated by OFHEQ's
stress test. In addition, FMCG has conducted regression and quartile
analyses on four decades of Treasury rates, consistently replicating others™
findings of a strong tendency for the Treasury curve to revert to a “normal”
shape (i.e., positively sloping with modest steepness). Likewise, standard

' WPR-2 page 239

¥ WPR-2 page 221

" Among others, is Vaticek s model described in "An Equilibrium Charscterization of the Term Structure.” Jowrnal of Financial
Eeonoatics, 1977, pp I TT-188. He bases his model of the yield curve on findings that the yacld curve revens to a “normal”
shape
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conventions employed by ¢xisting and widely accepted financial models of
yield curves' all incorporate yield curve dynamics of mean reversion; and

- Itintroduces stress beyond the bounds set by the Statute. OFHEO's
specification of a flat vield curve in the last 9 years of the up-rate test almost
always will cause the rates on all Treasury instruments with maturities less
than 10 years to climb by amounts larger than those specified by Congress
and remain at those levels for nine years. For example. in the June 1997 test
run by OFHEOQ, the 10-year CMT rate increases by 495 basis points, the
maximum rate stress according 1o the Statute, yet the 3-month CMT
increases by 638 basis points solely on OFHEO's assumptions.” FMCG
believes this is an extreme implementation of the Statute and a questionable
use of the Director's discretion; and

inconsistently applied historical evidence to justify the yield curve shapes for
the up- and down-rate scenarios. It is not at all consistent wath historical
evidence to have the Treasury yield curve in the up-rate scenario settle out to be
flat while the Treasury yield curve in the down-rate scenario maintains a
“normal” — albeit steep — positive slope. FMCG finds that this result stems
from OFHEQ's inconsistent application of historical data in constructing the
yield curves for the up- and down-rate scenarios. While OFHEO relied
exclusively on the largest rat¢ increase in four decades and the subsequent
9-year yield curve 10 justify the up-rate scenario, the down-rate scenario is not
tied to the biggest rate decline in a similar fashion®. Instead, OFHEO simply
chose to use the steepest yield curve ever observed, at least according to its
methodology”®; and

Chose the most adverse 9-vear period (May 1986 to April 1995) to benchmark
its down-raie siress tesi. FMCG’s analysis indicates that contrary to the
reasonableness requirement, OFHEQ carefully sought out and chose this odd
period to benchmark the down-rate scenario. This period is characterized by:

' loha C. Hull, Opesoas, Fatwees, snd Other Devnoatne Secunsies, 4th Ediben, New Jersey Prentce Hall, 1993, pp. $67-577,
The mandard models of yaekd ourves duussod inchode thoee by Heath, Jamow and Morton, Con; Ingerodl and Ross, Vassoek,
Ho and Lee; and Holl amd Whote MNons of these haghly respectod firancial rescanchers have developod yiekd cwrve models that
i their extremes would produce the stretssd eaviroaents proposed by OFHED

* From NPR-2 Supplemontary Documentaton on OFHEC's web tise that descusiees the interest rade stress bodt cakoulansons na
a ol bane 30, 1997

" First Mankastn Comaltmg Group Workeng Paper, ~dn dnafinis of the Shape of the Treamey Yield Corve ™ Aupat 1999, p. 6

¥ NPR-2 page 228
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- Two complete and separate interest rate cycles. Furthermore, the bond rally
in the second cycle, coming late in the 9-year period, included 60% of the
widest spread relationships between 6-month and 10-year rates in recent
history; and

- A start date that immediarely follows the end of the most dramatic bond rally
in the four-decade history. During this rally, the yield on the 10-year CMT
decreased by almost 50% in less than two years

Thus, the data used to establish the “steep™ yield curve for the down-rate
scenario really is a conglomeration of two separate interest rate cycles that was
further distorted by the exclusion of a large rally immediately proceeding the
evaluation period.

OFHEQ's Approach Leads To An Inaccurate Estimate Of Risk-Based Capital
Requirements

OFHEO has devised the two stress tests of Treasury yield curves in a manner that
raises capital requirements to levels above what would be required from a more
careful compliance with the Statute.

o A flat yield curve equal to the Starute’s requirement for the 10-year CMT in the
up-rate scenario is too sustainably flat. Combining this observation with the very
low levels of prepayments that would exist and the inability to rebalance A/L risk
during the stress scenario (see FMCG's comment letter on the model’s treatment of
mortgages) evolves into a situation where the GSEs incur substantially negative
income effects from borrowing at unjustifiably high rates to finance very slow
prepaying and, therefore, lower yielding assets;

* Anupward sloping vield curve in the very low rate environment that results
from the down-rate scenario is too positively sloped. Combining this
observation with the rapid mortgage product prepayments that would occur in
this rate environment and the inability to rebalance A/L risk results in a situation
where an Enterprisc has substantially negative income effects from being forced
to park cash in short-term investments at low rates while expensive liabilities
remain in place; and

FARMLA 16 D120 4
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* Rates which evolve rapidly over one year in a deterministic fashion to static
levels for the next 9 years significantly diminish the value of funding or hedging
with purchased options, an important aspect of managing the nsk of a mortgage
portfolio,

Conclusion

In summary, OFHEO"s approach to constructing yield and rate measures for use in its
stress test scenarios is flawed on several accounts. It fails 10 “reasonably™ relate rates
to historical experience because it neglected to consider the long-term behavior of
interest rates after a shock, chose an extremely adverse benchmarking period, and
inconsistently applied the “historical evidence” to the up-rate and down-rate
SCENarios.

Although FMCG agrees the determination of the shape of the vield curve is arbitrary,
the approach would be more fitting to the intent of the Statute 1f the yield curve was
allowed to evolve over the stress period. Without this change, FMCG believes that
OFHEQO’s current approach would seriously overestimate the amount of capital
required, resulting in greater costs to all mortgage market participants.

Sincerely,

A Toan

Alden L. Toevs
Executive Vice President
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March 1, 2000

Fannie Mae
3900 Wisconsin Avenue, NW
Washington, DC 20016

Dear Sirs:

At the request of Fannie Mae, First Manhattan Consulting Group (FMCG) has
thoroughly analyzed the Office of Federal Housing Oversight’s (OFHEOQ) risk-based
capital allocation model as described in the Notice of Proposed Rulemaking (WPR-2).
From this analysis we conclude that there are several troubling aspects to this model.

In this letter we focus on OFHEQ's determination and use of spreads on non-Treasury
instruments as they relate to the Federal Housing Enterprises Financial Safety and
Soundness Act of 1992. Section 1361(b)2) of the Statute discusses the treatment of
variables not specifically addressed by the Statute, stating that these variables will be
determined at OFHEQ's discretion “on the basis of available information, to be most
consistent with the stress period.” However, we believe that OFHEO's discretionary
treatment of spreads may have failed to adequately relate the effect of the extreme rate
changes required by the stress test scenarios to historical experience.

Simplifying the statistical approach, correcting inconsistencies in the data, and
revising the assumptions regarding the relationship between the spread and interest
rates will result in an improved approach that reflects market reaction to the stress
environment. In this comment letter, FMCG presents its case to support this view by
asserting that OFHEO's current approach to estimating non-Treasury spread
relationships:

« Uses statistical techniques that do not extrapolate well to the extreme rate
changes of the stress scenarios:

¢ Incorrectly models spreads to U.S. Treasuries on a proportional basis; and

+ Uses data from a questionable source.

FAMA 14 02-0 IF D129 5y o
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OHFEO Uses Statistical Techniques That Do Not Extrapolate Well To The
Extreme Rate Changes Of The Stress Scenarios

OFHEO chose to incorporate estimates for all of the necessary interest rate
relationships during the stress test using Autoregressive Integrated Moving Average
(ARIMA) techniques to arrive at a single equation predicting proportional spreads to
CMT rates for each non-Treasury rate. This single equation 15 then used for both the
up- and down-rate scenarios.

The use of a single ARIMA formula 1o describe the spread relationships of each
instrument to a corresponding CMT rate is questionable given:

s The likelihood that the model's predictive powers will break down ai the
extreme values required by the up- and down- rate scenarios. This occurs
because the regression must predict what happens to non-Treasury rates when
Treasury rates change persistently, quickly, and sizably for 12 months, then do
not change thereafter. In contrast, ARIMA processes are designed for fitting
data and predicting more smoothly evolving processes than those associated
with the stress tests. Finally, there are no historical precedents for this extreme
rate change represented in the regression data and therefore, the models are not
likely to produce accurate predictions of non-Treasury rales; and

» The use of a single ARIMA model for both the up and down rate stress scenarios
may skew results. The failure to create ARIMA models for separate application
in up-rate and down-rate scenarios is likely to lead to wider spreads in the up
scenario and tighter spreads in the down scenario than would otherwise be the
case from two independent formulas. This is the case because the ARIMA
models have been designed to predict proportional spreads over Treasury rates.

FMCG believes that employing an alternative to OFHEQ's statistical approach will
yield more reliable results, since the benefits of employing complex models such as
ARIMA are not apparent within the context of the required stress tests. We suggest
using a simple three-year moving average of spreads as a fixed base spread over the
underlying Treasuries and adjusting this spread for increases and decreases in default
risk at the extremes of the scenario. (While a three-year period is somewhat arbitrary,
it 15 long enough to smooth out transitery fluctuations and short enough 1o capture
regime shifts such as a fundamental change in the risk premium between Treasuries
and Agency debt or LIBOR),

FAMA B4 0201 i
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OFHEO Incorrectly Models Spreads To U.S. Treasuries On A Proportional Basis

OFHEO chose to model spreads of non-Treasury instruments in proportion to the
underlying Treasuries, assuming that all spreads would widen when rates increase and
narrow when rates decrcase. FMCG believes this methodology is incorrect.
Theoretical and empirical evidence suggests the relationship between spreads and
rates is inverse rather than proportional. The drivers of this inverse relationship are:

» The value of options. The spreads of securities such as mortgages, asset-backed
securities, and callable agency debt with embedded options will show
substantial tendency to move inversely with the level of the Treasury rates
because of the changing value of the embedded option. As rates increase, the
value of the call options decrease, thus decreasing spread — likewise, as rates
decrease, the value of the call option increases, thus increasing spread; and

*  Default risk. Several studies have found that spreads tend to fall on noncallable
bonds when the level of Treasuries rise and spreads tend to widen when rates
fall.' Attempts to explain this observation have focused on the relationship
between Treasury rate levels and the business cycle. [t has been suggested that
rising rates tend to be associated with expansion and tightening spreads as
investors perceive less risk in the economic environment. Likewise, falling
rates tend to be associated with a contracting economy and widening spreads as
investors perceive more risk of default.”

These two issues taken together argue for narrower spreads in the up-rate scenario and
wider spreads in the down rate scenario than those predicted by OFHEO's uniformly
proportional spread methodology.

OFHEO Uses Data From A Questionable Source

While the Statute acknowledges that estimates of non-Treasury spreads should be
developed “on the basis of available information, to be most consistent with the stress
period” (Section 1361 (b) (2)), spreads should be based on accurate and consistent
historical data, since they are crucial inputs to the determination of risk-based capital.
FMCG believes that there may be superior alternatives to the data currently used by

' Gregory Duffes, “Treasury Yields and Corporate Bond Yield Spreads: An Emperical Analyvsis” Federal Reserve Board,
19, This 13 consisent with the embedded option obsarvalions puest made on morgages

¥ PMOG endermands that & contrary result could ooour dening a periad of inflabon that comesponds with a reocisaon of
depression. However, the data has not shown this result
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OFHEO. In particular, an alternative to the Agency debt series, an important input to
the reinvestment and refunding components, should be sought after because:

e [t has been discontinued. OHFEQ won't be able to calculate capital
requirements according to this proposed rule for any period after May 1999.
After May 1999, a new source for determining spreads will have to be

developed using substitutes for current inputs 1o regression equations that have
become unavailable: and

o The source may not be reliable. OFHEQ uses the Agency data series from Bank
of America which may not be reliable enough to use for calculating risk-based
capital requirements. A better source would be the GSEs themselves, or

perhaps bond pricing service organizations within companies such as Lehman
Brothers or Merrill Lynch.

Conclusion

OFHEQ's methedology generates spread relationships for non-Enterprise and for
Enterprise short-term debt that do not capture the effect of the extreme rate

movements of the stress scenarios. Problems with OFHEQ’s approach include an
unnecessanly complex statistical method, incorrect assumptions regarding the
behavior of spreads in response to rate changes, and possibly unreliable data. The
combined result of these inconsistencies is higher than warranted risk-based capital.
A more appropriate choice would be to use a simple moving-average statistical model
combined with more reliable data. This new approach is more likely to capture the
effect of extreme rate shifts on the spreads of non-Treasury instruments, leading to a
more accurate estimate of required capital.

Sincerely,

(o L Tocun.

Alden L. Toevs
Executive Vice President
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@0 Park Avenue
Sew York, =Y 10016
(2121 3470500
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March 1, 2000

Fannie Mae
3900 Wisconsin Avenue, NW
Washington, DC 20016

Dear Sirs:

At the request of Fannie Mae, First Manhattan Consulting Group (FMCG) has
thoroughly analyzed the Office of Federal Housing Oversight’s (OFHEQ) risk-based
capital allocation model as described in the Notice of Proposed Rulemaking (NPR-2).
From this analysis we conclude that there are several troubling aspects to this model.

In this letter we focus on OFHEO's determination and use of mortgage spreads as
they relate to the Federal Housing Enterprises Financial Safety and Soundness Act of
1992. Section 1361 (b) (2) of the Starute discusses the treatment of variables not
specifically addressed by the Statute, such as mortgage rates, stating that these
variables will be determined at OFHEO’s discretion “on the basis of available
information, to be most consistent with the stress period.”

FMCG believes that OFHEO failed to incorporate “available information™ when it
developed the regression formulas to estimate mortgage rates in the stress scenarios.
Specifically, as with other non-Treasury rates, OFHEQ modeled morgage spreads to
be in a fixed proportion to Treasury rates. This practice results in an absolute
widening of mortgage rates to Treasuries in the up-rate scenario and a narrowing of
mortgage rates to Treasuries in the down-rate scenario. In contrast to OFHEO's
proportional modeling choice, FMCG advocates an approach using fixed base spreads
with adjustments to capmure the true behavior of mortgage spreads in the up- and
down-rate environments. FMCG believes that this change will provide greatly
improved predictions of defaults and prepayments on mortgages.

FMCG supports its contentions of the behavior of mortgage spreads in the stress
scenarios with discussions of:

* The changing value of embedded prepayment options;

* The changing cost of hedging mortgage interest rate risk;

» Industry capacity constraints during large refinance waves; and
* Abnormally high levels of morngage defaults.
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The Changing Value Of The Embedded Prepayment Option

OFHEQ has taken great pains to model the effects of interest rates on the likelihood
that 2 mortgage will be prepaid. This careful treatment has one major and obvious
exception. By modeling mortgage spreads in fixed proportion to Treasury rate levels,
OFHEQ failed to account for the changing value of prepayment options embedded in
mortgage contracts. The following illustrates our point:

¢ Up-rate scenario: The value of the prepayment option would decrease to a very
low value as refinancings would be eliminated and prepayments would slow to
some level akin to the natural rate at which people purchase new homes. This
decrease in the prepayment option value as rates increase leads to a decrease in
mortgage spreads relative to Treasuries — vet, OFHEQO's stress test calls for the
opposite effect; and

» Down-rate scenario: The value of the prepayment option would increase as
people rapidly exercise this option in order to take advantage of cheaper
refinancing opportunities. This increase in the option value as rates decrease
leads to a substantial increase in mortgage spreads relative to Treasuries — vet,
OFHEQ’s stress test calls for the opposite effect.

The Changing Cost Of Hedging Mortgage Interest Rate Risk

Examining the effect of the changing cost of hedging the interest rate risk of mortgages
provides additional insights on how mortgage spreads relate to Treasuries. Similar to the
prepayment option, the cost of hedging the interest rate risk depends heavily on the
speed of prepayments. A mortgage portfolio with faster prepayments is likely to be
more unpredictable and more costly to hedge. [n applying OFHEQ"s stress test

scenarios, the following illustrates how hedging costs affects the behavior of mortgage
spreads in the:

» Up-rate scenario: Since prepayments slow down as interest rates increase, the
cost of hedging for interest rate risk decreases. This cost decrease is reflected in
lower mortgage rates, leading to a decrease in mortgage spreads relative to
Treasuries — yet, OFHEQ's stress test calls for the opposite effect; and

» Down-rate scenarip: Since prepayments speed up &s interest rates decrease, the
cost of interest rate hedges increase. This cost increase is passed on as increased
mortgage costs, leading to an increase in mortgage spreads relative to
Treasuries — yet, OFHEQ's stress test calls for the opposite effect.

FAMA | _03.0) 2
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Industry Capacity Constraints During Large Refinance Waves

In the short run, the mortgage industry has a finite capacity to satisfy a rapid increase
in refinancing demand. The following discusses the effect of industry capacity
constraints during the:

» Llp-rate scenario: Refinancing is likely to slow drastically since opportunities for
the consumer 1o get a lower rate on a mortgage will disappear in a high-rate
environment. Excess industry capacity usually results in price wars until the
industry’s capacity is lowered. Such price wars are likely to lower the spread; and

* Down-rate scenario: Large refinancing waves typically occur when interest rates

decrease rapidly. If the demand for montgage financing surges beyond capacity
constraints, the cost of mortgapes and likewise the spread will increase.

Again, spread moves in an opposite direction 1o the changes in interest rates.

Abnormally High Levels Of Mortgage Defaults

A high level of mortgage defaults increases the niskiness of mortgages. The morngage
rate needs to increase in order to compensate for the extra riskiness caused by a higher
default level. The following discusses the effect of a high mortgage default level in the:

* [ip-rate scenario: An increase in the mortgage rates relative to Treasuries due
to higher default leads to a wider spreads; and

s« Down-rate scenario. Again, an increase in morigage rates relative to Treasunes
due 1o defaults leads to wider spreads.

Thus, regardless of the direction of interest rate change, the increase in the mortgage rate
due to higher levels of default will cause mortgage spreads to widen vs. U.S. Treasuries,
In a Depression-like scenario, regardless of interest-rate levels, a spread increase is
likely — but this default nisk spread is consistent with neither a proportional nor an
inversely proportional Treasury rate increase. The most logical treatment is a uniform
increase in rates — see FMCG's comment letter on the 50 bp spread on Enterprise debt.

Conclusion

The following table summanizes the individual and combined effect of each factor on
the mortgage spread in the stress scenarios:
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Mortgage Spread Over Treasuries Response

Stress test scenario
Up rate Down rate
Noncredit effects
Value of prepayment option MNarrows Widens
Cost of hedging mortgage interest rate nisk Narrows Widens
Industry capacity constraints during refinancing Narrows Widens
Waves
Combined noncredit effect Narrows Widens
Credit-related effects (due to high mortgage Uniform widening not related
default levels) to the level of rates
. A
T
Net overall effect Spreads react in the opposite
direction to Treasury rate
movements

The combined effect of these factors is straightforward. OFHEO cannot logically
model mortgage spreads to be in a fixed proportion to Treasury rates.

Sincerely,

QU Tewn.

Alden L. Toevs
Executive Vice President
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March 1, 2000

Fannie Mae
3900 Wisconsin Avenue, NW
Washington, DC 20016

Dear Sirs:

At the request of Fannie Mae, First Manhattan Consulting Group (FMCG) has
thoroughly analyzed the Office of Federal Housing Oversight’s (OFHEQ) risk-based
capital allocation model as described in the Notice of Proposed Rulemaking (NPR-2).
From this analysis we conclude that there are several troubling aspects to this model,

In this letter we focus on OFHEQ's proposal of adding an additional risk premium of
50 basis points above the modeled requirement to new Enterprise debt borrowed
during the stress period to “reflect the market impact of stress test conditions on the
Enterprises’ costs of borrowing.™" With the addition of this “extra” risk premium,
FMCG believes that OFHEO has gone beyond the intent of the Director’s discretion
allowed by the Federal Housing Enterprises Financial Safety and Soundness Act of
1992, FMCG acknowledges that even though the Statute does not specifically address
the treatment of yield relationships, it is obvious that a choice of treatment is
necessary. However, OFHEQO’s weak justification for and inappropriate
implementation of the additional stress to the GSEs should be reconsidered (Section
1361 (b) (2)).

In this comment letter, FMCG presents its case to support this view by asserting that:
* OFHEO's treatment of Enterprise debt is not historically justifiable;
+ OFHEO's treatment does not accurately reflect the risks faced by the GSEs; and

* Alternatives to OFHEO’s addition of the risk premium would result in more
accurate estimates of required capital.

OFHEQ’s Treatment Of Enterprise Debt Is Not Historically Justifiable

The Statute is silent on the treatment of Enterprise debt yield spreads. In this silence,
OFHEQ has decided to single out Enterprise debt for additional stress during the
stress test by adding an additional 50 basis points to the Enterprise’s debt yields

" NPR-2 page 31
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beginning in the 13th month of the stress period to account for what OFHEO calls
“the effects of the interest rate shock and credit quality deterioration.”

FMCG believes that singling out Enterprise debt for a 50 bp add-on during the stress
period, while at the same time not subjecting all other non-Treasury rates to the same
extra stress is not justifiable because:

¢ Although the historical performance of Enterprise debt during stress periods
indicates that some widening to the Treasury curve is appropriate, OFHEO’s
incremental 50 bp premium is subjective. The widening of Enterprise debt by
50 bp in relation to alf other instruments forces this debt to have a higher
interest rate than the rates of other credits, such as LIBOR, the 1 1th District
Cost of Funds, etc. Enterprise debt has never before traded at rates higher than
these credits. In fact, under conditions of stress there is usually a general flight
to quality that would cause Enterprise debt to tighten relative to other credits;
and

¢ The risk premium applies only to Enterprisc debt, although the debt of other
financial institutions is exposed to the same adverse economic environment. In
fact, OFHEO specifies haircut levels on other credits that point out clearly that
these institutions are defaulting at Depression-cra rates, otherwise its credit
haircuts on these institutions are more unjustifiable than has been argued
elsewhere. OFHEOQ should carry over its reasoning behind the haircuts by
applying it to the GSE borrowing rates, LIBOR, Fed funds, and Prime rates —
subjecting all (or preferably none) to the risk premium.

In addition, looking forward, GSE debt is becoming de facto a preferred safe
investment. U.S. Treasuries are being issued in smaller amounts. Benchmark issues
by both Enterprises are being traded by investors and hedgers alike as the best
alternative. Thus, Enterprisc debt is gaining liquidity. Where will investors and
hedgers turn to should the stress scenario develop — in the future it is increasingly
Enterprise debt; and, if this is logical, is the 50 bp add-on defensible? FMCG would
say it 1s not.

OFHEO’s Treatment Does Not Accurately Reflect The Risks Faced By The GSEs

Under OFHEOQ's proposed model, the effect of the 50 bp risk premium on capital is
most noticeable in the up-rate stress test scenario. Here, liabilities mature more
quickly than assets. The capital test requires the refinancing of maturing liabilities into

FAMA 16 6363 2
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short-term Enterprise liabilities that exceed other short-term rates by at least 50 bp,
even as the Enterprises are protecting taxpayers and, therefore, bond investors from
default in the very scenario where the GSEs are being lowered in credit quality versus
all others. The negative drag of the 50 bp makes eamings more negative and therefore
unnecessarily increases capital versus what logically would be taking place — a
relative improving of the credit risk position.

FMCG believes that the inclusion of the 50 bp add-on to Enterprise debt introduces an
unrealistic bias to OFHEO's model because the risk premium:

s[5 arbitrary. It fails to reflect the risk of the Enterprises as measured by eamings
or capital. OFHEO argues that the GSEs' financial weakness during the stress
test justifies the 50 basis point premium, yet through circular logic, it is the 50
basis |:l-ninl premium that significantly impacts the financial condition in the first
place;

o [s our of context relative to other institutions in the stress test. The risk
premium is applied in spite of the fact that the model requires the Enterprises to
maintain a capital cushion during the stress period at a time that other
institutions are defaulting at historic rates. It is not possible that the market
would single the Enterprises out for incremental riskiness in this situation; and

* Fails to take debt maturity into account. ‘The same premium is applied to all
Enterprise debt in the same amount and at the same time, regardless of maturity.
This is the case even though short-term debt holders are far less likely to face
insolvency of the GSEs than longer-term investors especially given the high
level of capital OFHEQ requires throughout the test,

Alternatives To OFHEOs Addition Of The Risk Premium

In order to more accurately portray the widening of the Enterprise spread under
stressed conditions, FMCG recommends that OFHEO should consider:

* Getting nd of the additional risk premium altogether; or alternatively

*  Altering the treatment of the risk premium by:

' MPR-2 page 234
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- Applying different levels of the risk premium to instruments with different
maturities (i.¢., phase-in the risk premium more slowly on shorter-term debt
than on longer-term debt);

- Applying the risk premium equally to all non-Treasury debt; and

~ Phasing-in the risk premium linearly, akin to the treatment of haircuts.

Conclusion

By arbitrarily adding a 50 bp risk premium to Enterprise debt, OFHEQ introduces
stress beyond that established in the Statute, resulting in greater required capital. The
50 basis points of additional spread widening modeled by OFHEQ are not justified by
historical experience since Enterprise debt is of superior credit quality and is logically
favored during stressed economic conditions. In order to reflect economic reality,
FMCG believes OFHEO should at best eliminate the premium or alternatively phase it
in more gradually and apply it to all non-Treasury debt.

Sincerely,

(U £ Joen.

Alden L. Toevs
Executive Vice President
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fames Wiener
Director

February 15, 2000

Fannie Mae
3900 Wisconsin Avenue, MW
Washington, DC 20016

Dwear Sirs:

This letter summarizes Oliver, Wyman & Company’s view of the appropriateness of the
home price modeling methodology in the risk-based capital standard proposed by the Office of
Federal Housing Enterprise Oversight (OFHEQ).

Based on our own econometric modeling, we believe there are two arcas in OFHEO's
home price methodology that are matenially in error. The first of these, is the inflation
adjustment made to home prices in the up interest rate scenario. The proposed adjustment,
increasing housing price inflation by the interest rale increase in excess of 50 percent,
understates the econometric relationship between home price inflation and interest rates. Our
analysis leads us to conclude that the inflaion adjustment most consistent with the uprate
seenario would be equal to between 75% and 1007 of the interest rate increase.

The second issue with the proposed regulation’s approach to modeling home price
volatility. Home price volatility is intrinsically difficult to measure. [ts estimation (unlike the
mean growth rate) intrinsically depends on assumptions regarding the slochastic process
followed by home prices. This means that without a full specification in the regulation of the
methodology for estimating home price volatility, there is a great degree of uncertainty in
determination of these parameters. OFHEO needs to completely document its methodology.

In addition, the current regulation has differentiated assumptions for home price
volatility across region. Given the uncertainty in estimating these parameters, the fact that these
measures are intrinsically backward looking and do not incorporate material changes in
regional economies and that regional differentiation is counter to the Enterprises’ mission, we
strongly recommend that the housing price volatility parameters be harmonized across regions.

Sincerely,

w..--‘
L AL
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James Wiener
Dvirector

February 15, 2000

JHN Wisconsin Avenue, NW
Washington, DC 20016-2892

Dear Sirs:

This letter briefly summarizes our view on the Second Notice of Proposed Rule-Making
approach to mortgage default and prepayment performance modeling.

The statute requires that the default and severity rates in the stress test be reasonably
related to the benchmark loss experience and requires other characteristics be determined on
the basis of best available to be most consistent with the stress period. There are a number of
methodological approaches taken in OFHEQ's model that we feel are at variance with this

directive.,

Based upon our own econometric analysis, we agree with the criticisms that you have
made of OFHEO's default and prepayment modeling approaches specifically that:

-

FrfeLIT00m

Prepayment speeds need to be calibrated directly to the Benchmark Loss
Expenence

Prepayment speeds in the uprate scenarios need to be adjusted upward to reflect
introduction and enforcement of due-on-sale clauses

The default rate model needs to be modified to
- Correct for the fact that a single adjustment factor to tie to Benchmark
Loss Experience overstates defaults on High LTV Loans

- Capture the relationship between interest rates and default rate not
explained by bumout

The calibration of the components severity (property loss, expense and time in
REQ) should be calibrated consistently from the benchmark loss experience

866 Filth Avenue = New York, New York 10103 = Tel: 212-541-8100 » Fao: 212-541- 8957
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While the issues raised above are of a highly technical nature, they have a significant
impact on risk-based capital requirements and the alignment between capital charges and risk
exposure. They need to be addressed in order to ensure that OFHEO's risk-based capital
regulation promotes prudent risk-laking and enhances safety and soundness.

T 4o

.
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March 6, 2000

Fanmia Mae
3900 Wisconsin Avenue, NW
Washinglon, DC 20016

As requested, attached please find an Issue Brief providing our observations regarding the
treatment of multi-family housing under the Office of Federal Housing Enterprise
Oversight's Notice of Proposed Rulemaking on Risk-Based Capital.

These observations are based on our review of the proposed rule and are limited 1o this
specific topic. References to the 1992 Act and the proposed rule are provided as a
background to these observations, and do not represent legal commentary.

Sincerely,

1%-\1:{]2! L;fjg.'

Hank Prybyviski
Partner

Altachment
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ISSUE BRIEF

MULTI-FAMILY HOUSING

This brief discusses the proposed modeling of the performance of multi-family morgages
dunng the stress period.

STATUTORY REQUIREMENT

The 1992 Act requires the credit losses be projected consistent with losses experienced
dunng a histonical high stress peniod.

For credit nsk, Secuon 1361(a){ 1) requires that:

With respect 10 mortgages owned or guaranteed by the enterprise and other
abliganons of the enterprise, losses ocour throughout the United States at a rate
and sevenity ... reasonably related to the rape and seventy that occurred in
conliguous areas of the United States ... that, for 2 penod of not less than two
years, expenienced the highest raves of default and seventy of the morgage
losses, i comparson with such rates of default and seventy of mortgage losacs
in oaher such arcas for any period of such duration.”

In the following subsection, the Act states that:

Characteristics of the stress peniod other than those specifically set forth in
subsection (a) .., will be those determined by the [OFHED] Director, on the
basis of available information, to be most consussent with the stress period.”

TREATMENT UNDER PROPOSED REGULATION

The proposed regulation relies upon complex siatistical models for projecting losses
during the stress period based on loan characteristics at the start of the stress period and
characteristics projected durning the stress period. The predictive single-family models are
calibrated to credit losses observed during the benchmark period defined by OFHEO.
The multi-family models are calibrated to the economic conditions observed during the
benchmark period.

' Federal Housing Enterprises Financial Safery and Soundness Act of 1992, Section 1361(a}(1)
* Federal Housing Enterprises Financial Safety and Soundacss Actof 1992, Secnion 1261(bNI)
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ISSUE BRIEF

OBSERYATIONS

Limited Multi-Family Data

Unlike single-family mortgages, only limited data were available to support statistical
models for multi-family defaults, loss seventies, and prepayments. The proposad models
appear to place significant reliance upon imputed loan charactenistics for predicting
multi-family mortgage performance during the stress period. The limited historical data
combined with imputed observations provides a weak base for the development of
predictive models.

Change in Business Pracrices

The proposed regulation for multi-family mortgages docs not reflect the significant
changes in the Enterprises’ business practices over the past decade. Fannie Mae's multi-
family loan portfolio did not grow significantly until the carly 1990%s. As a result, the
proposed regulation may not accurately reflect the Entlerprise’s current business
operations. This shortcoming i1s common 1o all static models, but exacerbated by the
significan! changes in the Fannie Mae's multi-family business practices over the pasl
decade.

ALTERNATIVES

As compared to single-family models, multi-family modeling is limited by the lack of
histonical data. While the Enterprises’ mulu-family portfolios have grown in the 19%0s,
default experience is still limited. The proposed regulation could consider expanding its
obscrvation peried 10 include more recent performance.  Allematively, simplified multi-
family models could be considered as an intenim step until a decper data sel is available.
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March 1, 2000

Fanme Mae
3900 Wisconsin Avenue, NW
Washington, DC 20016

Dear Sirs:

At the request of Fannie Mae, First Manhattan Consulting Group (FMCG) has
thoroughly analyzed the Office of Federal Housing Oversight's (OFHEO) risk-based
capital allocation model as described in the Notice of Proposed Rulemaking (NPR-2).
From this analysis we conclude that there are several troubling aspects to this model.

In this letter, we focus on OFHEQ’s treatment of credit risk haircuts applied to cash
flows from credit enhancement counterparties, securities held as assets, and derivative
counterparties during the stress period. FMCG believes these haircuts are excessive
and inconsistent with the intent of the 1992 Federal Housing Enterprises Financial
Safety and Soundness Act. In addition, FMCG believes that OFHEQO's proposed level
and the method of implementation of haircuts fails to reflect historical default
experience as it would pertain to the construction of stress period losses. Finally, in
the case of structured instruments, FMCG believes that OFHEQ fails to give
appropriate credit for standard, contractual risk reduction enhancements.

[n this comment letter, FMCG makes the case that OFHEQ s:

* Final cumulative levels of haircuts by credit grade are too high and not
consistent with the intent of the Statute;

* Interpolation of haircuts fails to capture the transition period an investment
grade asset would experience prior to default;

* Default losses do not take recovery values into account; and

* Structured assels are not given the benefit of their contractual credit
¢enhancements.

FAMLY, & 02-16 B3R b o
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Final Cumulative Levels Of Haircuts Are Not Consistent With The Intent Of
The Statute

Although the Statute does not differentiate or specify the treatment of credit risk from
credit enhancement counterparties, securities held as assets, and derivative
counterparties, it does provide guidance on mortgage credit risk by stating that “losses
occur throughout the United States at a rate of default and severity (based on any
measurements of default reasonably related to prevailing practice for that industry in
determining capital adequacy) reasonably related to the rate and severity that occurred
in [the benchmark loss experience].” Sec. /36/{a)(!). For all other credit losses, the
Statute directs that “losses or gains on other activities ... shall be determined by the
Director, on the basis of available information, to be consistent with the stress period.”
See. 1361(a)4).

OFHEQ based its relative haircuts on the premise drawn from a Moody’s study' that
the ten-year cumulative default rate roughly doubles for each one-level drop in credit
rating. OFHEO states that they chose haircut levels “far more severe than recent

default experience but less severe than Depression-era experience.”

FMCG agrees with Moody's analysis but disagrees with OFHEQ's implementation,
contending that the haircut levels chosen by OFHEOQ are too severe because they:

*  Misapply the observed relationship between default rates and credit rating
changes: Although it is true that the ten-year cumulative default rate roughly
doubles for each one-level drop in rating, the choice of a 10% haircut for AAA-
rated bonds is inappropriately high and, thus, magnifies the default expectations
on the lower-rated credits; and

*  Fail to reflect default experience in the stress period. Contrary to OFHEO's
statement, FMCG believes that the haircuts chosen to create stress period losses
reflect default levels worse than beth Depression-era experience and reasonable
extrapolations of recent default experience. In fact, Hickman’s study of bond
performance prior to 1944 indicates that even in the worst period of the
Depression-era of 1928 to 1939, the ten-year cumulative default rates on
investment grade bonds were still substantially lower than those suggested by
OFHEO’s haircut levels®; and

:I Moody's Special Comment, "Historical Default Rates of Corporate Bond Isswers, 1920=1998." Jonuary 1999, pp. 15-36
MPR-2 p. 251

' W, Braddeck Hickman, Corporete Bond Oualiry and [nvestor Experience. National Bureau of Economic Research, Princeton
Usiveriaty Presi, 1938
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* Fail to reflect prevailing practices in the industry, In NPR-1 OFHEO asserts
that the benchmark loss experience is “roughly comparable to the loss coverage
mqulmmenl.s for double-A rated securities” as determined by the rating
agencics.' However, FMCG analysis indicates that the haircuts are 13 1o 20
times as high as typical loss rates used by large commercial banks in
determining internal capital requirements and 12 to 25 times as high as the
proposed revised BIS regulatory capital requirements®. Thus the haircuts do not
appear to be consistent with the stress period, as characterized by OFHEQ, and
therefore do not appear to conform with the requirements of the Statute to base
“measurements of default reasonably related to prevailing practice for that
industry in determining capital adequacy.”

FMCG recommends that OFHEO adopt lower, more appropriate stress period haircuts
that reflect the lower loss assumptions of large commercial banks and bank regulators
and are based on the benchmark time-period (post-1970).

Interpolation Of Haircuts Fails To Identify A Transition Period

When OFHEO linearly interpolated the 10-year haircuts to determine credit losses from
defaulting obligations, this practice failed to capture an important trend. An analysis of
the one-year default data from the same Moody’s study indicates that five years prior to
default, the median rating of defaulting companies was below investment grade. Thus,
the likelihood of default for investment grade bonds in the first year should be very low
(i.e., statistically speaking, zero). Indeed this is the case illustrated by examining the
maximum values of the one-year default rates from 1970-1998:

Summary of One-Year Default/Haircut Rates by Credit Rating Category
Rating  Number of default  Maximum ene-  OFHEQ's proposed

category OCCUITERCES year default rate one-year haircnt
AAA 0 0.00% 1%
AA 1 0.61% 2%
A 1 0.26% 4%
BBB 9 1.33% 8%

! NPR-1 Federal Register vol. 61, no. 113, June |1, 1996 p. 29598
* Pasel Committee on Banking Supervision, A New Cagital Adequacy Framework,” June 1999, and FMOG nnalytics
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These data clearly demonstrate that observed maximum first-year default rates for
investment grade counterparties are substantially lower than OFHEQ's proposed
haircuts. To bring the one-year haircuts in line with actual default experience, the
level of the 10-year cumulative haircut should be lowered. In addition, modeling
more realistic one-year haircuts may mean the adoption of a nonlinear phase-in of
haircuts — especially for the highest-rated, investment-grade securities.

Defaulted Securities Do Not Take Recovery Values Into Account

The OFHEQ haircuts are based only on default experience but do not account for any
“recovery value,” contrary to the standard (and appropriate) approach that
incorporates measures of loss severity in haircut calculations. FMCG believes that
modeling the “recovery” of payments and liquidated assets would more accurately
portray losses due to counterparty credit risk.

FMCG believes the assumption of a zero recovery rate should be rejected on its merits
and that recoveries should be modeled for all of the obligations owed to Fannie Mae:

»  Morigage credit enhancements. OFHEQ's proposed haircuts measurably
decrease the reimbursement owed to Fannie Mae from private mortgage insurers
(PMI). However, they overstate the potential loss. Housing GSEs are
contractually entitled to capture the various PMI premium payments from the
remaining pool of non-defaulting borrowers should the PMI default on an
obligation from a single loan. Alternatively, the remaining pool of good loans
can be stripped from the defaulting PMI and:

- Transferred to another PMI; or
= Retained as a reserve for future losses

None of this credit support is recognized by OFHEQ; and

*  Securities held as assets. OFHEQ's haircuts are applied directly to the principal
and interest payments in the month of the stress test that they are scheduled to
flow. These cannot be subject to simply a default-based haircut because the
liquidation value of the defaulting assets is most certainly at least partially
recoverable. The haircuts need to reflect this recovery value; and
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¢ Derivative Counterparties. OFHEQ's treatment of derivative counterpartics
fails to identify that any possible losses from default are fully collateralized
through a mark-to-market mechanism and the timely posting of high-quality
collateral. At most, only a few days of adverse market movements would be at
the risk of loss.

In addition to collateral protection, derivative counterparties have other
disincentives to default that virtually eliminate the possibility of credit losses,
such as:

- Significant business relationships outside of the counterparty relationship.
For instance, derivative dealers are often also sellers of mortgages, and
wolld therefore hesitate to jeopardize one relationship with the GSEs by
failing to perform in another; and

- Tight controls by the GSEs that allow them to terminate or modify the terms
of derivative contracts if the counterparty experiences a credit event

Due to the posting of collateral on derivative contracts, losses from them would
be more appropriately characterized as due to fraud or mistakes rather than
credit default, This risk is already accounted for in the statutory 30% add-on of
capital for operations and management risk.

Structured Assets Are Not Given The Benefit Of Their Contractual
Credit Enhancements

Haircuts are currently being applied in an overly uniform fashion to the cash flows
from securitics. Particularly with structured asscts (e.g., asset-backed securities
(ABS), mortgage revenue bonds (MRB), etc.), the economic risks to the GSEs as
investors are mitigated by the structure of the securities as deseribed in the terms of
their contracts. Since these structures greatly increase recovery values in the event of
default, it is not appropriate to haircut these securities in the same way as a plain

vanilla investment security. Instead, a careful modeling of the terms of these
structures 15 in order.

Taking asset-backed securities as a specific example, cach deal’s contractual
obligations should be modeled to reflect very diverse layers of protection against the
risk of default. Among the types of protection against credit risk contractually
guaranteed in an asset-backed security are agreements to accelerate paydowns (e.g.,
using principal repayments te pay down the more senior classes first, hence increasing
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the relative collateral in the structure) and/or obligations by the servicer or issuer to
post additional collateral should certain financial triggers be met. These features are
not reflected in OFHEOs current stylized modeling of asset-backed securities,
leading to an overstatement of credit risk and an understatement of recoveries. FMCG
recommends that OFHEO explicitly model the structures of ABS, MRBs and other
credit enhanced securities to reflect the cashflows from their credit enhancements.
Alternatively, if this is not practical, OFHEO should significantly increase the
recovery rale on these securities.

Conclusion

The haircut levels proposed by OFHEOQ to model the losses associated with the credit
risk exposure from credit enhancement counterparties, securities held as assets, and
derivativé counterparties are not “reasonably related” to common industry practice or
default experience. Among the reasons why OFHEQ's haircuts are inappropriate are
that the level of haircuts overstate worst-case default experience, the recovery value is
not included, collateral protections on derivatives are ignored, and structured products
are not modeled according to their contracts. Correcting for all of these deficiencies
will lead to a more realistic assessment of the losses resulting from mortgage insurers
and other credit risk exposures.

Sincerely,

(W1 oam,

Alden L. Toevs
Executive Vice President
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W Park Avease
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(212 5370500
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March 1, 2000

Fannie Mae
3900 Wisconsin Avenue, NW
Washington, DC 20016

Dear Sirs:

At the request of Fannie Mae, First Manhattan Consulting Group (FMCG) has
thoroughly analyzed the Office of Federal Housing Oversight’s (OFHEO) risk-based
capital allocation model as described in the Notice of Proposed Rulemaking (NPR-2).
From this analysis we conclude that there are several troubling aspects to this model.

In this issue paper, we focus on the aspect of portfolio risk rebalancing as it relates to
the 1992 Federal Housing Enterprises Financial Safety and Soundness Act.
Specifically, we believe that OFHEO’s “no new business™' approach to refunding and
reinvestment in the stress test is an unrealistic and restrictive interpretation of the
underlying Statute. The lack of dynamic rebalancing and hedging during the stress
period not only represents an inappropriate portrayal of the economic risks tied to the
existing book of business but could cause the GSEs to alter their current use of highly
effective asset/liability management practices.

FMCG presents its case to support this view by asserting that OFHEO's approach:
+ Runs counter to the intent of the underlying Statute; and

e Does not reflect industry “best-practice™ risk-management techniques.

' NPR-2 page 296
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OFHEO's Approach Runs Counter To The Intent Of The Underlying Statute

The Statute clearly prevents an Enterprise from engaging in new morigage activity
beyond completing existing commitments except as provided by two future studies
(Section 1361(aj(3}). The Statute also states that the Director shall determine gains
and losses from other activities, including interest rate and foreign exchange hedging
activities, on the basis of available information, to be consistent with the stress period
(Section 1361 (a)i4)).

Beyond the mention of determining gains and losses from other activities, FMCG
notes that the Statute does not provide any specific guidance on refunding and
reinvestment. FMCG believes that OFHEO"s interpretation of the phrase “[n]o other
purchases of mortgages shall be assumed except as provided™ (Section 1361 (a)(3)) is
too restrictive when they allow “no new business.” In their attempt to minimize the
introduction of any new risks in the stress test, OFHEO has actually increased risk
exposures by:

* Restricting the borrowing of new funds only to six-month discount notes and the

lending of excess cash only to a one-month security that carries the yield of a
six-month Treasury; and

+ Restricting an Enterprise from entering into any hedging transactions to
rebalance risk during the stress period despite the reference in the Statute
(Section 1361(a)(4)) that suggests ongoing hedging activities.

Because the GSEs cannot invest in anything other than short-term securities and
cannot enter into any hedging transactions under OFHEOQ’s stipulations, this
effectively negates their ability to bring the risk imbalances that will develop during
the stress test back within prescribed internal limits — limits that both Fannie Mae
and OFHEO expect to be maintained.
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OFHEOQ’s Approach Does Not Reflect Industry “Best Practices”

“Best practice” risk management is generally a dynamic process that involves putting
into place reinvestment/funding rules that allow for portfolio rebalancing and hedging
during any (normal or stressed) situation. FMCG observes that a common “best
practice” is for risk managers to establish a desired duration' range or a “soft limit™
for the overall risk position (e.g., within a half to one vear’s variance). If one of the
“soft limits™ is approached, risk managers will typically respond by adjusting the
funding and hedging mix for the portfolio. In addition to “soft limits,” risk managers
will typically establish duration “hard limits” (e.g., a minimum of 1 year and a
maximum of 5 years).” If one of the hard limits is breached, risk managers are
typically required by boards of directors and regulatory authorities to immediately
initiate a predetermined aggressive rebalancing strategy. The ways that risk managers
can rebalance portfolio risk are by entering into transactions using financial
instruments such as callable bonds, puts, calls, plain vanilla swaps, futures, and
forwards.

The best demonstration that the GSEs can implement an appropriate set of hedging
activities is the low-camings volatility these firms experienced when interest/
prepayment rates were changing suddenly, as in 1990-1992 and 1993-1994. During
these periods, it should be noted, the GSEs experienced continued strong eamings
growth whereas most other morigage lenders like finance companies and regional
banks experienced major setbacks.

FMCG sees adverse implications for the financial well being of the GSEs should
NPR-2 be enacted in its current form. The restrictions, as contemplated, incent the
GSEs to cease using more productive forms of asset/liability management in favor of
a passive strategy where the GSEs would logically substitute ladders of debt issuances
with little or no option features.

Under these restrictions, the GSEs are likely to take these actions because:

¢ A series of issues of non-callable debt that effectively ladders the institution’s
liabilities will best manage “duration drift™ under a no-rebalancing scenario;
and

! Duration i 3 measure of the price volatilsty of 3 fxed income secunty, pontfolio of securities, and entire balance sheets

¥ Mard limits are in place 1o ensere that the market value of shareholders” equity dovs nol change any more slowly than a
Treagary socunty with a ohe-yoal duration and no mare rapadly than a five-yead Treaury

' Duration drift describes the change in the durstion of equity throughout the length of the stress period
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+ The value of the options within a callable bond are effectively worthless during
the rate shocks of the stress test scenarios. The elimination of options makes
debt costs cheaper, which lowers OFHEQ capital requirements and increases net
income.

This passive form of A/L management, while more “efficient” than other strategies
given OFHEO capital tests, would be considered inappropriate in practice by any
well-informed risk manager. That is, OFHEO's capital rules logically force the GSEs
to take inferior risk management actions.

To align the model with industry “best practices,” at a minimum FMCG suggests that
OFHEOQ consider changes that allow an Enterprise to rebalance its asset/liability
positions for the following reasons:

* Instead of trying to avoid new risks by disallowing rebalancing during the stress
test, OFHEQ should recognize that new risks are inherent to any forward
modeling. Changing the model to mandate an appropriate amount of rebalancing
when the portfolio risk passes through previously agreed-upon hard limits will
more closely resemble the reality of voluntary GSE actions in a stressed
operating environment (and/or OFHEO requirements as it would regulate a GSE
in a stressed environment). That is, this proposed change is a logical choice
because any regulator would expect a regulatee to mitigate risks in a stressed
environment to keep within previously agreed-upon hard limits; and

* OFHEOs current choice of funding and reinvestment instruments is
unreasonable; an improved rebalancing strategy would include securities with
both long-term and short-term matunties. However, FMCG recognizes this
suggestion adds a level of complexity not currently present in the model and
makes model replication more challenging. Thus for the purposes of the stress
test, FMCG suggests continuing to follow the current OFHEQ proposed rules
until a previously determined “hard limit™ is breached. At that point the model
should rebalance within the “hard limit™ using a simplified method that would
entail entering into “plain vanilla™ swaps and/or swaptions and fulfilling
bomrowing requirements with intermediate-term non-callable debt such that the
hard limits for interest rate risk are maintained during the stress period.

FMCG believes these suggestions are entirely permissible under the Statute because
although the Statute clearly requires that no new mortgages can be purchased during
the stress test until after OFHEO has acted on the business studies, it is silent on the
treatment of all other assets, liabilities, and hedges (e.g., over-the-counter derivatives).

FARA 16 _00-33 4
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Conclusion

In summary, OFHEO"s restrictions stem from an incorrect presumption that new risks
will be minimized through the proposed restrictive refunding and reinvestment rules.
However, such restrictions only serve to increase the risk exposure. From an industry
“best practices” standpoint, FMCG believes that allowing for asset/liability
rebalancing whenever risk exposures go beyond a pre-established target range is
crucial to any realistic simulation of risk exposure. Furthermore, it is possible to
model this behavior in a way that can be replicated by interested parties. For these
reasons, FMCG believes that OFHEO should reconsider its no-rebalancing
restrictions. To do otherwise motivates inappropriate risk management.

Sincerely,

0ot Js.

Alden L. Toevs
Executive Vice President

FAMA 16_01-25 5 A
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March 6, 20040

Fannie Mae
F000 Wisconsin Avenue, N'W
Washington, DC 20016

As requested, altached please find an [ssue Brief providing our observations regarding the
treatment of administrative expenses under the Office of Federal Housing Enterprise
Oversight’s Motice of Proposed Rulemaking on Risk-Based Capital.

Thesc observations are based on our review of the proposed rule and are limited to this
specific topic. References to the 1992 Act and the proposed rule are provided as a
background to these observations, and do not represent legal commentary.

Sincerely,

#Aﬂ&: D,}L] Mg,

Hank Prybylski

Pariner

Attachment
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ISSUE BRIEF

ADMINISTRATIVE EXPENSES

This brief discusses the treatment of administrative expenses in OFHECQ's proposed risk-
based capital stress west model.

STATUTORY REQUIREMENT

The 1992 Act is silent as to the ircatment of adminisiralive expenses in the siress test
model.

Section 1361(b)(2) of the 1992 Act requires that:

Characterstics of the sress penod other than those specifically set forth in
subsection (a), such as prepayment expericoce and dividend policy, wall be
those determined by the [OFHEQ] Dircctor, on the basis of available
informanion, 1o be most consistent with the sress period.'

While OFHEOQ is given discrction in establishing nsk-based capital calculation
assumptions durning the stress period, these assumptions must be consistent with the stress
period.

TREATMENT UNDER PROPOSED REGULATION

Under the proposed regulation, OFHEO projects administrative expenses during the ten-
year stress penod. These expense projections are based on the administrative expenses
incurred during the previous quarter.’ The regulation assumes thal expenses remain at a
constant percentage of the outstanding ponfolio throughout the entire peniod, effectively
treating all administrative costs as variable. Administrative expenses include not only
cash expenses, but also non-cash expenses, such as depreciation and amortization of fixed
assets.”

OEBESERVATIONS

A significant portion of an Enlerprise’s administrative expenses is associaled with the
development and execution of new business activitics, However, the proposed regulation

' Federal Housing Enterprises Financial Safety and Soundness Act of 1992, Section 1361(b)X2)
* Office of Federal Housing Enterprise Oversight, Second Notice of Proposed Rolemaking, Section 1L
' Office of Federal Housing Enterprive Oversight, Second Notice of Proposed Rulemaking, Section LI
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makes no allowance for administrative expenses associated with new business activitics
when projecting adminisirative costs during the stress period. The proposed use of the
most recent quarter's administrative expense ratio effectively assumes that new business
activitics continue throughout the 10-year stress period.  Accordingly, this treatment is
inconsisient with the regulation’s assumption of no new business.

In addition, the proposed regulation implicitly assumes that administrative expenses vary
only with the level of the outstanding portfolio. As a result, other administrative expenses
that would likely be reduced more quickly in a stress environment arc not taken into
consideration.

Finally, the proposed regulation does not allow adjustments for one-time investments and
cxpenses. The treatment of asset purchases and other one-time charges as a current penod
administrative expense creates a risk capital penalty that may discourage investment. For
cxample, assume Fannie Mae purchases leasehold improvements. This is a one-lime
investment with no future funding obligations. Acecording to OHFEQ simulations, cach
$1 increase in administralive expenses results in a 56 increase in capital costs. As a
result of the above investment, Fannie Mae would be required to hold additional capital
cqual to six times the annual depreciation, even though the investment was not
detnmental to s overall nsk profile and requires no future funding.

This approach may require an Enterprise 1o hold an excessive amount of capital due to
the projected continuation of new business expenses. In addition, reference only to the
most recent quarter’s cost structure could contnibute to high velanlity in the calculated
quarterly capital requirement.

Further, the effective investment penalty may resull in underinvestment in infrastructure,
particularly systems improvements and risk modeling capabilities that could increase
productivity, reduce risk, and reduce administrative expenses in future periods.

ALTERNATIVES

Only those operating expenses that are required for the liquidation of the portfolio could
be included during the stress peried as the Enterprises do not benefit from new business
and nsk management activities dunng the stress period. Depreciation and amortization
could be excluded from the determination of the operating expense calculation base.

* Based on June, 1997 data. See Notee of Proposed Rubemaking 2, Table 21, Page 83,
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Fannie Mag
3900 Wisconsin Avenue, NW
Washington, DC 200146

As requested, attached please find an Issue Brief providing our observations regarding the
treatment of dividends under the Office of Federal Housing Enterprise Oversight's Notice
of Proposed Rulemaking on Risk-Based Capital.

These observations are based on our review of the proposed rule and are limited 1o this
specific topic. References to the 1992 Act and the proposed rule are provided as a
background to these observations, and do not represent legal commentary.

Sincerely,

)LLA:D._}, ’2'71’11-:

Hank Prybyiski
Partner

Attachment
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|ISSUE BRIEF

DIVIDENDS

This brief discusses the ircatmemt of common and prefemred dividend payments in
OFHEO's proposed nsk-based 'l.‘.ElpiHl!I siress test model.

STATUTORY REQUIREMENT

The 1992 Act provides no specific treatment of dividends. However, Section 1361(b)}2)
states that:

Characternstics of the siress peniod other than those specifically set forth in [the
Act], sach as prepayment expenence and dividend polky [which are not
specified in the Act), will be those determined by the [OFHEQ) Director, on the
basis of available information, to be most consistent with the stress perod.”

The risk-based capital regulation must include dividend assumptions that are consistent
with the stress period.

TREATMENT UNDER PROPOSED REGULATION

During the ten-year stress period, preferred dividends are paid as long as the Enterpnise
meets the estimated minimum capital requirements after the dividend payment, regandless
of the level of carnings.’

Common dividends are paid in the first year of the income simulation if the Enterpnse
meets the estimated minimum capital requirements after the dividend payment, regardless
of camings. The dividends paid are the greater of the current dividend payment or the
most recent four quanters’ dividend pavout ratio times simulated eamings. Common
dividends are not paid after the first year of the simulation.’

OBRSERVATIONS

The proposed risk-based capital regulation assumes that in the face of unprecedented
losses, management would assume a dividends-as-usual policy. The continued payment

! Federal Housing Enterprises Financial Safety and Soundness Actof 1592, Secnon 1361{bX 2)
* Oifice of Federal Housing Enterprise Oversight, Second Notwe of Proposed Rulemaking, Section 111134
" Office of Federal Houting Enterprise Oversight, Second Moteee of Proposed Rulemaking, Section 1IL1.3.b
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of preferred stock dividends in the face of mounting operating losses is contrary to
prudent management action.

By projecting preferred dividend paymenis through the stress period, the proposed
regulation effectively requires an Enterpnse to hold a significant amount of capital loday
in order to pay capilal in the form of future dividends. cven though these distnbutions are
discretionary. This requirement is not consistent with other regulatory frameworks.

ALTERNATIVES

The payment of all dividends could cease after the first year of the stress period. This
treatment follows the statutory requirement that dividend policy be “consistent with the
stress penod.”  If operations were disrupted to the extent implied dunng the proposed
stress test, management would undoubtedly review its dividend policy and suspend future
payments to conserve cash. In addivon, preferred and common dividends could be
limited so they do not exceed eamings.

PAGE 2
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Fanme Mac
3900 Wisconsin Avenue, N'W
Washington, DC 200146

As requested, altached please find an Issue Bricf providing our observations regarding the
treaiment of mongage commitments under the Office of Federal Housing Enterprise
Oversight’s Notice of Proposed Rulemaking on Risk-Based Capital.

These observations are bascd on our review of the proposed rule and are limited to this
specilfic topic. References 1o the 1992 Act and the proposed rule are provided as a
background to these obscrvations, and do not represent legal commentary,

Sincerely,

Hank Prybylski
Parmner

Attachment
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ISSUE BRIEF

MORTGAGE COMMITMENTS

This brief discusses the treatment of mongage commitments in OFHEQ's proposed risk-
based capital stress test model.

STATUTORY REQUIREMENT

Section 1361(a} 3 A) of the 1992 Act specifies that during the stress period,

Any contractual commitments of the enterprise to purchase mortgages or saue
securites shall be fulfilled. The charactenstics of resulting mongage purchases,
secufities psucd, and other financing will be consistent with the contractual
terms of such commItments, recent expenience, and the coonomic charactenstics
of the stress penod.”

The 1992 Act does not define “contractual commitment” and is silent as to delivery rates,

TREATMENT UNDER PROPOSED REGULATION

A commitment is defined by OFHEO as “any contractual, legally binding agrecment that
obligates an Enterprise 1o purchase or to secunilize mongages.™  The proposed
regulation includes master agreements and optional commitments in its defimuon of
commitments. The nsk-based capital stress test methodology assumes that 100% of
commitments are delivered in the down-rate scenario and 75% of commitments are
delivered in the up-rate scenario. The proposed regulation also assumes that the
Enterprisc will not collect pair-off fees when mandatory commitments are not delivered.

The proposed regulation establishes the characteristics of the loans delivered under
commitments {e.g., loan-to-value ratio, coupon and term) based on the charactenstics of
the mix of loans securitized by the Enterprise dunng the six months prior to the start of
the stress period.*

! Federal Housing Enterprises Financial Safety and Soundness Act of 1992, Section 1361{a) KA}
* Office of Federal Housing Enterprise Oversight, Second Notice of Proposed Rulemaking, Section
NLAT.GA
' Office of Federal Housing Enterprise Oversight, Second Notice of Proposed Rulemaking, Section
MLATGE
* Office of Federal Housing Enterprise Oversight, Second Notice of Proposed Rulemaking, Section
MATGS
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OBSERVATIONS

Commirment Types
The following distinctions can be made between commitment types:

Master vs. stand-alone. Fannie Mae uses master agreements to structure its
relationships with seller/servicers. These agreements, which can extend up to one

year, typically specify the type and volume of loans 1o be delivered and a ume
period for delivery. Once a master agreement 1s exccuted, the seller/servicer
periodically sells mortgages to the Enterprise by entening inte stand-alone
agreements, which generally range from ten days to three months, and specify the
volume, lean type, and. in cash purchases. the price at which the loans will he
purchased. In summary, the master agreement scts forth the general terms under
which the partics agree to conduct business, while the stand-alone agréements
contain the specifics of particular transactions.

Mandatory vs. optiopal. Mandatory agreements specify the essential 1erms of the
mortgages o be delivered and bind both the seller/servicer and the Enterpnse.

Optional commitments commit the Enterprise to purchase or swap a specified
volume of loans, but do not commit the seller/servicers to deliver any loans.

OFHEO's definition of commitments includes master agreemenis and optional
commilments, as well as those commitments that do not specify a price term in the
agreement,’ and treats each of them as if they were identical 1o stand-alone and
mandatory commitments.

The definition does not distinguish between mandatory and oplional agreements in terms
of their delivery rates. If a commitment is mandatory, a mongage issuer must supply the
agreed upon mongage volume or ¢lse pay a fee, called a pair-off fee. The pair-off fee
creates an incentive for these commitments to be fulfilled.

Lrefivery Rates

The proposed regulation may not accurately reflect the economic characteristics of the
stress period. In 1994, when interest rates rose by 150 basis points over a three-month
peried, mongage volume fell by 30%.° In the up-rate scenario, interest rates rise by a
minimum of 600 basis points over a one-year period, yet OHFEQ proposes that

' Office of Federal Housing Enterprise Oversight, Second Notice of Proposed Rulemaking, Section
LA TG
* Orfice of Federal Housing Enterprise Overuight, Second Notioe of Proposed Rulemaking, Section
NLAT7G3
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commitments fall by only 25%.7 In addition, the assumption that 25% of commitments
will not be delivered while none of the comresponding pair-off fees are collected is not
consisient,

Lo Mix

With regard to loan mix, the proposed regulation determines the charactenistics of
delivered mongages based on the loan mix delivered over the previous six months, as
opposed to those commitments that are currently cutstanding. This could lead 1o
inconsisiencies between the actual mix of commitments oulstanding at the start of the
stress period and projecied mix of commitments exercised during siress penod.  For
example, an Enterpnse could have previously participated in a4 one-time initiative that
would be carried forward into the stress period. Similarly, any current penod imtiatives
would, by definition, be excluded from the capilal requirement.

Because the proposed risk-based capital regulation relics on the loan mix of the previous
six months, the risk-based capital requirement may not reflect the risk associated with
Fannie Mae's portfolio of currently outstanding loan commitments. In addition, the mix
of commitments could change markedly from quarter to quarter as the observation period
changes, lcading to large swings in quarterly capital requirements. Such volatility could
increase the cost of capital and may make it difficult 10 achieve consistent capital
management policics.

ALTERNATIVES

OFHEO appears to have adopted a very general definition of “commitment,” which could
be further refined to reflect the different levels of commitment entailed in cach type of
agreement.

To the extent that the delivery rates for mandatory and optional commitments differ, these
types of commitments could be modeled separately under the regulation. Historical data
could be examined in order 1o determine reasonably accurate delivery rates for different
types of commitments in cach of the two inlerest rale scenanos.  Pair-off fees on these
commitments could also be recognized in the proposed regulation 1o better reflect their
cconomic value,

Loan mix assumptions could be based on actual mortgages outstanding, At a minimum,
the regulation could be adjusted to exclude one-time items from the loan mix.

' Office of Federal Housing Enterprise Onversight, Second Notice of Proposed Rulemaking, Section
LA 7.GE
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As requested, attached please find an Issue Brief providing our observations regarding the
treatment of non-eéarming assets under the Office of Federal Housing Enterprise
Oversight’s Notice of Proposed Rulemaking on Risk-Based Capital.
These observations are based on our review of the proposed rule and are limited 10 this
specific topic. References 1o the 1992 Act and the proposed rule are provided as a
background 10 these observations, and do not represent legal commentary.

Sincerely,

Hank Prybylski
Pariner
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NON-EARNING ASSETS

This brief discusses the treatment of miscellaneous receivables, REQ balances, cleaning
accounts, fixed assets and low income housing tax credit investments (LIHTCIs) i
OFHEQ's proposed risk-based capital stress test model,

STATUTORY REQUIREMENT

The 1992 Act makes no specific mention of non-carming assets.  Section 1361(el2)
states, in general, that specific methods will be defined by the regulation.

Section 1361(b)}2) of the 1992 Act requires that:

Charactenstics of the stress pened other than those specifically set forth in [the
Act], such as prepayment experience and dividend policy [which are not
specified in the Act], will be those determined by the [OFHEQ] Direcror, on the
basis of available information, to be most consistent with the stress period.’

Accordingly, the risk-based capital (RBC) regulation should include non-caming asset
assumptions that are consistent with the stress peniod.

TREATMENT UNDER PROPOSED REGULATION

LIHTCls and fixed assets (e.g., buildings, fumiture and computer equipment) are held
constant at their opening balange throughout the stress peniod.  Miscellaneous
receivables, real estate owned balances, and cleaning accounts are assumed 1o convert to
cash over one month, s1x months and twelve months, respecuvely ?

OBSERVATIONS

The simulation includes depreciation as an administrative expense.’ Because depreciation
reduces asset balances, investment in fixed assets is implied to be on-going and equal 10
the period's depreciation. Therefore, the proposed regulation assumes that fixed asset

! Federal Hounng Enterprises Financial Safety and Soundness Act of 1992, Section 1361(b)2)

* Difice of Federal Housing Emterprise Oversight, Second Notice of Proposed Rulemaking, Section
IV.3.1.52

! Office of Federal Housing Enterprise Oversight, Second Notice of Propoied Rulemaking, Section [111
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mvestments will 1ake place at the same time that the portfolio 15 winding down and is
inconsistent with the regulation's prohibition on the consideration of new business.

The resulting overstatement of fixed asset balances implies the continued issuance of new
debt in order to finance them. Given the difference in rate levels between the up-rate and
down-rate scenanos, the nsk-based capital charges tied to fixed assets could vary
substantially between the two scenanios. This asymmetry seems inappropriale given that
the risk associated with fixed assc1s should not vary markedly across cconomic
cnvironments.

Holding LIHTCls constant regardiess of simulated periedic eamings implies that the
Enterprise would make no altempt to manage or realize the value of the associated tax
benefis.

ALTERNATIVES

The hxed asset balance as calculated in the propesed regulation could decline over ime,
reflecting the on-going depreciation of these assets that is embedded in the administrative
cxpenses line item of the simulated income stalemenl, Depreciation could be estimated
directly, or fixed asscts could be estimated as a constant percenlage of total assets,

The ability of LIHTCls to shield income could be reflecied in those periods where
inpome is available, This treatment would result in declining tax credit balances in
penods where income is modeled.

LIHTCls could also be sold at some point in the simulation, where eamings {and
therefore the economic benefit of holding LIHTCls) become seriously impaired.
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February 15, 2000

Fannie Mae
3900 Wisconsin Avenue, NW
Washington, DC 20014

Dear Sirs:

This letter summarizes our view on the appropriateness of the capital calculation

methodology in the risk-based capital standard proposed by the Office of Federal Housing
Enterprise Oversight (OFHEQ).

The 1992 Federal Housing Enterprises Financial Safety and Soundness Act directed
OFHEQ to create a stress test financial model for purposes of determining each Enterprise’s
risk-based capital requirements. The statute required that the siress test “shall determine the
amount of total capital for the enterprise to maintain positive capital during a 10-year [stress|
period”.  Further, it is explicitly stated that capital should be determined consistent with
generally accepted accounting principles. From a capital calculation standpoint, we interpret
the statutory language to clearly mean that the maximum amount of actual GAAP capital
consiimed during the stress test should be deemed as the amount necessary to maintain positive
GAAFP capital throughout the 10-year stress period.

We believe that OFHEQ has incorrectly implemented the required capital calculation by
applying a present value methodology to an eamings-based GAAP siress test model. The
proposed rule requires that the projected GAAFP capital position for every stress test month be
discounted back to the start of the stress test period using short-term, after-tax borrowing or
reinvestment rates. The resulting minimum discounted capital amount (whether positive or
negative) is then used as the basis for determining how much starting capital is required to
survive the stress test.

This proposed capital calculation approach appears to confuse cash flow standards of
solvency (as directed by statute) with measures more closely tied to an econmomic value
framework. While the latter represents an important tool for risk management practitioners,
this mixture of GAAP financial performance measures with net present value analysis cannot be
viewed as standard industry practice. Eamings-based models that consider the impact of tax
and accounting methods are separate and distinet from market value models. Consequently,
we believe that the proposed risk-based capital regulation should identify the amount of GAAP
capital consumed during the stress lest as the amount required to maintain positive capital
during the 10-year stress period.

) ly,
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