
Fannie Mae Timeline 

September 19, 2007  December 21, 2007  February 7, 2008  February 25, 2008 
OFHEO press release re portfolio 

caps and liquidity 
Lockhart quote in American 
Banker Article re tradeoff 

between safety and soundness 
and liquidity 

Lockhart testimony re pressure 
on GSEs to “do more and take on 

more risks” 

Sen. Schumer urges OFHEO to 
remove capital cushion and 

portfolio caps 

OFHEO loosens portfolio 
constraints but reports “it would 
not be prudent at this time to 
allow any major increases in the 
portfolio levels because the 
remediation is not finished, many 
safety and soundness issues are 
not yet resolved, and the criteria 
in the Fannie Mae consent 
agreement and the Freddie Mac 
voluntary agreement have not 
been met.” 
 

Lockhart says, “[t]here’s a real 
tradeoff between safety and 
soundness and [the GSEs’] 
affordable‐housing mission and 
their mission of keeping the 
secondary market liquid. [W]e’re 
encouraging them, obviously, to 
fulfill their mission, but at the 
same time we have to worry 
about safety and soundness.” 
 

During his testimony before 
Senate Banking, Housing and 
Urban Affairs, Lockhart says, “The 
risks are beginning to take their 
toll. Public disclosures indicate 
that Freddie Mac will report 
annual losses for the first time its 
history and Fannie Mae for the 
first time in 22 years. Their 
missions, as well as Congressional 
and many other pressures, are 
demanding that they do more and 
take on more risks in areas new to 
them–subprime and jumbo 
mortgages.” 
 

Senator Schumer urges OFHEO to 
lift portfolio caps and eliminate or 
substantially ease the 30% capital 
surcharge, stating that “with such 
a stringent capital requirement, 
Fannie Mae and Freddie Mac are 
limited in their ability to provide 
the volume of financing needed in 
these troubled times in the 
market.” 
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Fannie Mae Timeline 

February 27, 2008  February 28, 2008  March 3, 2008  March 6, 2008 
Lockhart statement re relieving 

portfolio caps 
News of GSEs losses 

overshadowed by removal of 
growth caps 

 
 

 Nelson email to Treasury re 
concern over GSEs’ credit risk 

Farrell email re GSEs being “part 
of the solution” if OFHEO allows 

change in risk 

OFHEO Director Lockhart issues 
public statement: 
 
“In recognition of the progress 
being made by both companies, 
as indicated by the timely release 
of their 2007 audited financial 
statements, and consistent with 
the terms of the relevant 
agreements, OFHEO will remove 
the portfolio growth caps for both 
companies on March 1, 2008.” 

 

Steel forwards an email to 
Treasury Deputy Assistant 
Secretary for Financial Institutions 
Policy Norton from FRBNY’s 
Alejandro LaTorre, which says 
that the news of the GSEs 
reporting larger than expected 
4Q07 losses was overshadowed 
by OFHEO’s removal of the 
growth caps.  Also written that 
sharper decline in housing 
environment could result in larger 
losses for GSEs.  

 

Michael Nelson, a Managing 
Director at U.S. Structured 
Finance, sends an email to Steel, 
Nason, Ryan and other Treasury 
officials, writing that his company 
had become increasingly 
concerned with the level of credit 
risk at the GSEs 

 

Annaly Capital Management 
Chairman and CEO Mike Farrell 
tells Treasury Undersecretary 
Robert Steel in an email that 
credit markets could be “nearing 
a tipping point” and that the GSEs 
could be “part of the solution … 
so long as Treasury and OFHEO 
are comfortable with the 
prospective change in their risk 
profile.” 
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Fannie Mae Timeline 

March 7, 2008  March 8, 2008  March 8, 2008  March 10, 2008 
Email exchange with Mudd and 
Steel re capital raise in exchange 

for reduction in surplus 

Lockhart Email to Steel re: 
Freddie against raising equity 

Source for Barron’s article re  
accounting fraud 

 
 

Barron’s article re accounting 
improprieties 

Mudd writes to Steel that OFHEO 
having “unrestricted capital 
authority will, as ever, be the 
sticking point.”  Mudd writes to 
Levin, “it’s a time game… whether 
they need us more, sooner to 
show admin action, or if we hit 
the capital wall first.  Be cool.” 
 
 

Lockhart writes in email that 
Freddie board is against raising 
equity, but it may be possible if 
timed with some capital relief. 

Bush Administration economist 
Jason Thomas sends Steel an 
email in which he attaches a 
report identified as the source for 
the March 10, 2008 Barron’s 
article accusing Fannie Mae of 
overstating its financial results 
through accounting improprieties.  

 

Barron’s publishes a highly critical 
article about Fannie Mae, 
suggesting that it is insolvent and 
predicting that the government 
will bail the company out. 
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Fannie Mae Timeline 

March 13, 2008  March 16, 2008  March 16, 2008  March 17, 2008 
Email thread between Steel and 

others at Treasury 
 

Steel email to others at Treasury  Bear Stearns collapse. 
Conference call with Paulson, 
Steel and GSEs re liquidity 

Mudd email to Lockhart, Steel & 
Syron enclosing proposed press 
release re initiative to increase 
mortgage market liquidity 

 
Davis writes to Steel that she 
heard more panic in Levin’s voice 
than she heard when the Board 
made him CFO during the 
accounting disaster.  Concern was 
impact of Carlyle margin calls and 
dumping of 16 billion agency 
CMOs.   

 

Steel writes “[Mudd] expressly 
said, “Lockhart needs to 
ELIMINATE the negative rhetoric.  
I have emailed and called Syron 
and waiting to hear back…I was 
leaned on very hard by Bill Dudley 
to harden substantially the gty.  I 
do not like that and it has not 
been part of my conversation 
with anyone else. I view that as a 
very significant move, way above 
my pay grade to double the size 
of the US dept in one fell swoop.”  

JP Morgan acquires Bear Stearns 
with $30 billion of government 
assistance.  According to 
Paulson’s book, Paulson has Steel 
arrange conference call with GSEs 
and Lockhart to get a deal done to 
calm the markets given the Bear 
Stearns deal.  Steel and Lockhart 
are pushing for deal whereby 
OFHEO will reduce capital surplus 
by $1 for every $2 in capital 
raised. 

Mudd emails Steel proposal that 
OFHEO release capital surplus and 
consent order and GSEs commit 
to invest $300 billion in market 
and to raise capital as needed. 
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Page 5 of 5 
 

March 17, 2008  March 19, 2008  March 19, 2008 
Lockhart email to Mudd, Steel & 
Syron describing proposed press 
release re initiative to increase 
mortgage market liquidity as 

“perverse” 

Final OFHEO press release re 
initiative to increase mortgage 

market liquidity 

Rosner analyst report re deal 
shows panic; why regulators 

shouldn’t be subject to political 
pressure 

 
Lockhart sends email to Mudd, 
Syron and Steel in which he writes 
that the proposed deal‐ to allow 
the GSEs to invest a significant 
portion of their capital in 
mortgages and MBS and that 
GSEs planned to raise capital as 
needed‐ “strikes me as perverse 
as I assume it would seem 
perverse to the markets that a 
regulator would agree to allow a 
regulate to increase its very high 
mortgage credit risk 
leverage…without any new 
capital.” 

 

OFHEO announces an agreement 
with the GSEs to increase liquidity 
to the secondary market in 
addition to the “release of the 
portfolio caps announced in 
February.”  The 30 percent capital 
surplus requirement was 
immediately reduced to 20% and 
the GSEs announced they would 
“begin the process to raise 
significant capital.”  The initiative 
is expected to provide up to $200 
billion in immediate liquidity and 
“allow the GSEs to purchase or 
guarantee $2 trillion of mortgages 
this year.” 

 

GrahamFisher GSE analyst Joshua 
Rosner states that “any reduction 
[in capital] is a comment not on 
the current safety and soundness 
of the GSEs but on the burgeoning 
panic in Washington.” And that 
“We believe that OFHEO director 
Lockhart took this action results in 
the destabilizing of the GSEs, 
OFHEO will go from being the only 
regulator who had prevented 
their charges from getting into 
trouble to a text‐book example of 
why regulators should be shielded 
from outside political pressure.” 
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As another year ends without passage of a bill to reform the government-sponsored enterprises, 
James Lockhart, the director of the Office of Federal Housing Enterprise Oversight, finds himself in 
a position he has tried to avoid - thinking about his agency's future. 

"Hopefully it doesn't have a future," Mr. Lockhart said, only half-joking during a recent inter-
view. "It'll be very tough to manage this agency with one or two hands tied behind your back." 

The OFHEO chief remains optimistic that legislation creating a new, stronger regulatory agency 
will emerge from the Senate early next year. But he is also aware that Fannie Mae and Freddie Mac 
are on track to become timely and current in their regulatory filings in February and that Congress 
may not act before then. 

This scenario would undercut OFHEO's strategy of supervising Fannie and Freddie through 
consent orders and written agreements, which have included a $735 billion cap on their mortgage 
portfolios and a requirement that they hold an extra 30% of capital. 

Mr. Lockhart has long used the GSEs' return to filing timely quarterly and annual reports with 
clean opinions from auditors as the benchmark for beginning talks on easing those restrictions. But 
many observers had hoped that, by the time this occurred, a new agency would be in place to over-
see Fannie, Freddie, and the 12 Federal Home Loan banks. 

Mr. Lockhart appears resigned to easing some constraints if Congress does notact. 

"At the end of February, assuming they've got their ... [financial reports] out on a timely manner 
and with clean opinions and there are not material weaknesses, it is certainly possible that we will 
lift the portfolio caps," he said. "Without legislation, I'm very reluctant to lift the caps, ... but we 
have to live up to the agreements we made with the companies." 

He acknowledged that removing the caps may have little near-term effect because both compa-
nies would still need to raise capital to increase their mortgage holdings. 

"The question does become, 'Does that matter at this point, if they're capital-constrained?'" he 
said. "I'm not sure." 
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Mr. Lockhart is much less willing to remove the extra 30% capital requirement and says he will 
only discuss the matter once the GSEs bring their accounting up to date. 

"The first test to me is to get the financials out, and if they can't get their financials out, there's 
really no reason to have the conversation," he said. "I've told the two companies we'll look at the 
cap when they put out their financials in February, and at that point we'll discuss what the tests are 
to get the 30% removed. ... Both companies would like the 30% removed, and in my view, it would 
be premature. They haven't resolved all their operational problems, and until they do that, especially 
in this market, I don't think it would be a very safe and sound thing to do." 

Mr. Lockhart is considering his options as both GSEs find themselves battered by the subprime 
crisis. Fannie's third-quarter net loss more than doubled from a year earlier, to $1.4 billion, and 
Freddie's nearly tripled, to $2 billion. 

Freddie's third-quarter report also revealed it had just $600 million more than its required capi-
tal. Both GSEs have struggled with capital requirements and have responded by selling preferred 
stock. Mr. Lockhart said both proved unprepared for such a significant housing downturn. 

"Frankly, they could have conserved capital better than they did, in my view, and we've told 
them that," Mr. Lockhart said. "That's why they had to react so quickly and issue such a big amount 
of preferred" stock. 

Despite the GSEs' stumbles, he said, they are doing almost everything they can to help the sub-
prime mortgage market. 

"They can only be as active as the banks themselves that are doing this, and they haven't been as 
active," he said. "There's a real tradeoff ... between safety and soundness and ... [the GSEs'] afford-
able-housing mission and their mission of keeping the secondary market liquid. And we're encour-
aging them, obviously, to fulfill their mission, but at the same time we have to worry about safety 
and soundness." 

Mr. Lockhart also defended the GSEs' right to charge "adverse market" fees on the loans they 
buy during the housing slump. 

"There's a lot of risk in this marketplace, and that's really related to the potential for bigger 
losses, and so from our standpoint as a safety and soundness regulator, we can't say you shouldn't 
raise your fees," he said. "The problem is, everybody so underpriced their product for the last three 
or four years that you really don't know what the right price is. ... I think they're trying to reprice to 
get to the right risk level." 

As the GSEs move closer to emerging from their accounting scandals, they are still hitting some 
bumps. Investors were shaken in November by the way Fannie handled the disclosure of a $670 
million provision for credit losses. 

"The bottom line was not affected, but the way they disclosed it was probably not as forthright 
as it could have been, and that concerned the analysts," Mr. Lockhart said. "The analysts now un-
derstand what happened. But it was a confusing disclosure of a change." 

Mr. Lockhart said hindsight has shown he was right to oppose a proposal offered this fall by 
Sen. Charles Schumer, D-N.Y., and House Financial Services Committee Chairman Barney Frank, 
D-Mass., to temporarily raise the portfolio caps by 10% to ease the housing crisis. 
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"My concern back in September and August when there was a lot of pressure to raise it 10% 
was, frankly, what happened - that there was a lot of credit risk out there that was going to start to 
be reflected and potentially hit their capital," he said. "If we'd increased that 10%, that would have 
been a significant amount of additional capital they would have had to raise." 

From his vantage point, Mr. Lockhart says there is near universal agreement that regulation of 
the GSEs should be reformed, despite tension surrounding proposals to raise the conforming loan 
limit and require Fannie and Freddie to contribute to an affordable housing fund. Though the House 
passed a GSE bill in May, the issue has stalled in the Senate, he said, because it has simply failed to 
become a top priority. 

"We've never sort of gotten it to the front burner," he said. "Other bills have passed and I just 
wish ours was on the front burner but it hasn't made it there." 

In part that is because Senate Banking Committee Chairman Chris Dodd is busy campaigning 
for president. "He is out in Iowa, so obviously he's not spending as much time on this as he normal-
ly would," Mr. Lockhart said. 
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STATEMENT OF OFHEO DIRECTOR  

JAMES B. LOCKHART 
 

Fannie Mae published its timely, audited financial statement for 2007 
today and Freddie Mac anticipates publishing its statement 
tomorrow. These steps constitute an important milestone in 
remediation of their respective operational and control weaknesses 
that led to multi-year periods when neither company released timely, 
audited financial statements.  

Both companies have been operating under regulatory restrictions 
stemming from these past problems. These restrictions include 
growth limits on their retained mortgage portfolios, Consent Orders 
prescribing necessary remediation actions, and required 30 percent 
capital cushions above the statutory minimum capital requirements. 

Mortgage Portfolio Growth Caps  

In recognition of the progress being made by both companies, as 
indicated by the timely release of their 2007 audited financial 
statements, and consistent with the terms of the relevant 
agreements, OFHEO will remove the portfolio growth caps for both 
companies on March 1, 2008.  

Consent Orders 

Both companies have also made substantial progress with respect to 
completing the requirements of their respective Consent Orders. As 
each Enterprise nears completion, OFHEO is working with them to 
undertake a thorough review and validation of the completed work 
and will test the new systems and controls, as needed. To the extent 
that OFHEO finds the Enterprise has fulfilled the requirements of its 
Consent Order and the Enterprise has continued to file timely, 
audited financial statements, OFHEO will lift the Consent Order. 

Fannie Mae has reported to us that its remediation activities under 
the Consent Order are nearing completion. Freddie Mac has 
completed most of the requirements under its Consent Order, but 
still faces the requirement of separating the CEO and Chairman 
position. Although not in the Consent Order, completion of the SEC 



registration process is a critical step.  

OFHEO-Directed Capital Requirements 

Since agreements reached in early 2004, OFHEO has had an ongoing 
requirement on each Enterprise to maintain a capital level at least 30 
percent above the statutory minimum capital requirement because of 
the financial and operational uncertainties associated with their past 
problems. In retrospect, this OFHEO-directed capital requirement, 
coupled with their large preferred stock offerings means that they 
are in a much better capital position to deal with today’s difficult and 
volatile market conditions and their significant losses.  

As each Enterprise nears the lifting of its Consent Order, OFHEO will 
discuss with its management the gradual decreasing of the current 
30 percent OFHEO-directed capital requirement. The approach and 
timing of this decrease will also include consideration of the financial 
condition of the company, its overall risk profile, and current market 
conditions. It will also include consideration of the importance of the 
Enterprises remaining soundly capitalized to fulfill their important 
public purpose and the recent temporary expansion of their mission.  

 ### 

 
OFHEO's mission is to promote housing and a strong national housing finance system by 

ensuring the safety and soundness of Fannie Mae and Freddie Mac. 
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It's perhaps the cruelest of ironies that in the U.S. housing market's greatest hour of need, the major entity 
created during the Depression to bring liquidity to housing, Fannie Mae, may itself soon be in need of bailout. 

Fannie, of course, occupies a curious middle ground between the public and private sector as a result of its 
privatization in 1968 as a Government Sponsored Enterprise, or GSE. While owned by its shareholders, Fannie 
is regulated by a government agency and is able to borrow money cheaply, thanks to an implicit guarantee by 
Uncle Sam. It uses those funds to buy and securitize home loans -- lots of them. At year end, the company 
owned in its portfolio or had packaged and guaranteed, some $2.8 trillion of mortgages, or 23% of all U.S. 
residential mortgage debt outstanding. 

Of late, however, Fannie's prospects have darkened notably. The company (ticker: FNM) lost $2.6 billion last 
year as a surge of red ink in the final two quarters more than wiped out a nicely profitable first half. And by 
late last week, credit-market jitters had penetrated the once-unassailable hushed precincts of the market in 
Fannie debt. 

In the wake of margin calls on collateral at the investment concern Carlyle Capital, yields on guaranteed 
mortgage securities issued by Fannie and its GSE sibling Freddie Mac (FRE) rose to their highest level over 
U.S. Treasuries in 22 years. Likewise credit default swaps, measuring market concerns over the safety of 
Fannie corporate debt, have ballooned out to 2% of the insured amount from 0.5% just four months ago. 

Company executives attribute such concerns to what Fannie CEO Daniel Mudd last month called "the toughest 
housing and mortgage market in a generation." He also said that much of 2007's loss came from reducing to 
market levels the value of derivatives that Fannie uses to hedge its interest-rate risk. And those accounting 
moves should reverse and fatten earnings in the fullness of time once interest rates stop dropping. 

But, if the truth be known, a considerable portion of Fannie's losses also came from speculative forays into 
higher-yielding but riskier mortgage products like subprime, Alt-A (a category between subprime and prime in 
credit quality) and dicey mortgages requiring monthly payments of interest only or less. For example, Fannie's 
$314 billion of Alt-A -- often called liar loans because borrowers provide little documentation -- accounted for 
31.4% of the company's credit losses while making up just 11.9% of its $2.5 trillion single-family-home credit 
book. Fannie was clearly looking for love -- and market share -- in some of the wrong places. 

Likewise, Barron's has found other areas that may bode ill for Fannie's prospects. Its balance sheet is larded 
with soft assets and understated liabilities that would leave the company ill-equipped to weather a serious 
financial crisis. And spiraling mortgage defaults and falling home prices could bring a tsunami of credit losses 
over the next two years that will severely test Fannie's solvency. 

Should Fannie or the similarly hobbled Freddie Mac buckle, the government would no doubt bail them out and 
honor their debt and mortgage guarantee obligations. Fannie common and preferred shareholders would likely 
suffer grievously in such a scenario. 

Fannie, for its part, inists it's more than adequately capitalized to withstand any future stress. The company 
also contends that as a result of tightening its standards and making fewer risky loans, the quality of its book 
of business will improve mightily. 

But some financial leaders aren't so sure. At a conference several weeks back, William Poole, president of the 
St. Louis Federal Reserve Bank, said that the GSEs (clearly a reference to Fannie and Freddie) appeared to be 
insufficiently capitalized to handle the kind of losses suffered by U.S. major banks in the past six months. "I do 
not have any information on the GSEs that the market does not have," he said. "Nevertheless, in assessing 
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the risk of further credit disruptions this year, I would put the GSEs at the top of my list of sources of 
potentially serious trouble." 

And, in commenting on the government's "too big to fail doctrine" for financial institutions, he said: "First, 
firms in trouble ought not to be bailed out, unless the bailout takes a form that imposes heavy costs on 
managers and shareholders." 

Poole has long been skeptical -- correctly it turns out -- of Fannie and Freddie's ability to serve both God (their 
social mission of promoting liquidity and affordability) and Mammon (the shareholder and lush management 
compensation). At Fannie, a generation of Democratic Party insiders, such as James Johnson, Jamie Gorelik 
and Franklin Raines, made substantial fortunes in Fannie's executive suite. As Fannie Mae's top regulator, 
James Lockhart, pointed out in recent congressional testimony, the absence of debt-market discipline (the 
government guarantee makes Fannie and Freddie all but impervious to credit downgrades) makes pell-mell 
growth irresistible to shareholders and managers. Have a hunch, bet a bunch. 

A major scandal erupted at Fannie earlier in the millennium when the company was found to be cooking its 
books to hide a multibillion-dollar loss it had incurred when massive interest-rate bets went awry. Freddie got 
nailed at the same time for setting hedging profits aside in a cookie jar to boost results in subsequent years. 
Yet, the recent lending bets made by Fannie are likely to prove far more damaging. 

On the surface, Fannie's balance sheet looks fine. At year end, the company reported regulatory net worth of 
$45.4 billion, some $3.9 billion higher than the expanded minimum capital of $41.5 billion required by federal 
regulators. But with its extreme leverage -- assets stand at 20 times net worth -- Fannie has little room for 
error. And there appear to be significant problems with the way Fannie has valued both its assets and 
liabilities. 

For example, some $13 billion of its $45.4 billion in net worth consists of deferred tax assets that have value 
only if Fannie can earn enough money in the near future (say $36 billion) to employ them. That hardly seems 
likely. During the housing boom of 2002 to 2006, this tax asset only climbed -- from zero to $8 billion as 
Fannie reported $23 billion in income from 2003 to 2006. 

Last year's $2.6 billion loss compounds the problem, pushing the tax asset to $13 billion. At a minimum, 
accountants may require the company to sharply write down the value of this asset, thus slashing net worth. 
Bank regulators, for example, limit the amount of deferred tax assets for regulatory purposes to the lesser of 
the amount expected to be used within one year or 10% of regulatory capital. So if Fannie were a bank, this 
entire asset would be wiped out.Fannie maintains the value of the asset will be realized over time. 

Another soft asset is Fannie's $8.1 billion of Lower Income Housing Tax Credit partnerships. The partnerships' 
only value, other than helping fulfill Fannie's housing affordability requirements, are the rich tax credits they 
generate from their intended operating losses. The problem is that Fannie hasn't made enough money to 
employ these tax credits. Thus the asset is apt to dwindle away to zero without providing Fannie any benefit. 
Fannie makes no predictions on the future values. 

The story is much the same for the liability side of Fannie's balance sheet. There's an item called guaranty 
obligation, which represents the company's best estimate on what it will have to pay out to make good on any 
mortgage defaults in its $2.4 trillion guaranty book. On its regular balance sheet, Fannie carries the item at 
$15.4 billion, but on its "fair value" balance sheet, which attempts to mark every asset and liability to current 
market value, the guaranty obligations are pegged at $20.6 billion. The problem was, as Morgan Stanley 
analyst Kenneth Posner discovered, Freddie went through the exact same drill with its guaranty obligations' 
fair value and chose to mark them much more aggressively. It valued them at 1.5% of its guaranteed book, 
double the 0.74% of total book that Fannie saw fit to use, even though Freddie's delinquency rate is lower 
than its rival's. 

Had Fannie taken a similar hit, its fair-value net worth would've shrunk by some $20 billion to a paltry $16 
billion, compared with its juiced-up regulatory capital of $45.4 billion. Fannie stands by its estimate and says it 
doesn't know how Freddie arrived at its own. 

Finally, Fannie seemed to have been inordinately easy on itself when, in the fourth quarter, it wrote down its 
$74 billion holdings of privately packaged, non-agency subprime and Alt-A mortgage securities by a mere 6%, 
or $4.6 billion. In addition, Fannie declared that only $1.4 billion of the write-down constituted a permanent 
impairment, something that penalized both Fannie's profits and net worth. The remainder of the write-down 
was deemed a temporary mark-to-market loss that had no such negative impact. 

Had Fannie charged off the remaining $3.2 billion, that would have torched most of the $3.9 billion in excess 
regulatory capital that it held at the end of the fourth quarter. Nearly all the major banks, from Merrill Lynch 
to UBS, have taken much larger percentage write-downs on their holdings of similar mortgage paper, and ran 
virtually all the losses through their income statements. 
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In any event, continued deterioration since year end in indexes like the ABX triple-A index indicate that 
Fannie, based on the different vintages it owns, should conservatively take another $14 billion charge, 
according to Barron's estimates. Fannie Mae says that since it's a long-term investor, it should incur no 
permanent decrease in asset value beyond what it has recognized. 

The very survival of Fannie as a going concern hinges on the size and speed of the credit losses it faces in the 
years ahead. Merrill Lynch's Kenneth Bruce sees Fannie suffering losses on its current book of around $32 
billion over the next decade. Yet, he still expects the company to manage recovery earnings per share of 
between $2.50 to $4 between 2009 and 2011. 

His forecast, however, is based on spirited 8% average annual growth in Fannie's credit book over the decade. 
Although Fannie has just been cleared to deal in mortgages of up to $700,000, from $420,000 now, 8% 
growth could be hard to come by if the company's capital remains stretched. 

In our view, the rapid decline in home prices and soaring level of foreclosures might cause the wave of credit 
losses to hit far sooner and with greater ferocity than many imagine, potentially submerging the income 
Fannie is expecting to harvest from volume growth and higher lending fees. 

A new phenomenon of widespread negative equity -- homeowners owing more on their mortgage than the 
underlying property is worth -- has wrought a sea change in borrower behavior. Borrowers, whether subprime 
or prime, financially stretched or flush with cash, are walking brazenly from their l obligations in stunning 
numbers. 

To be sure, Fannie has a better book of mortgages than most institutions. Fannie requires a layer of credit 
insurance on much of its high-loan-to-value mortgages. The GSEs have long insisted on higher underwriting 
standards on the loans they purchase in the secondary market. 

Yet using conservative default rates of 40% on its $133 billion subprime book, 12.5% on its $314 billion of Alt-
A mortgages and 4% on its remaining $2 trillion of prime home mortgages, Fannie could well be facing 
cumulative credit losses of over $50 billion. That's after assuming Fannie will realize recoveries of 60% on its 
subprime and Alt-A loans and 70% on its prime loans. Should Fannie founder over the next couple of years, 
the government would have no choice but to step in and back all of its debt and guarantee obligations. Too 
much of the paper is owned by our major creditors, such as China and Japan. 

Perhaps, both Fannie and Freddie can go back to the capital markets to raise more equity, as they did last fall 
when both sold a combined $13 billion of preferred stock. Both have said they may take such action should 
circumstances demand it. But with both stocks in steep decline -- Fannie's is down 65% since last fall -- 
offerings would bring punishing dilution and growing investor skepticism. 

Just maybe a bailout of Fannie, in effect a nationalization, would be a good thing. A retooled Fannie could 
pursue its important social mission without the distraction of trying to please Wall Street. Of course, it's 
doubtful if this happens that the shareholders would be along for the ride. 

(see related letter: "Barron's Mailbag: A Toast to Fannie" -- Barron's March 24, 2008) 

--- 

For Barron's subscription information call 1-888-BARRONS ext. 685 or inquire online at 
http://www.barronsmag.com/subscription/subscription.html 
[http://www.barronsmag.com/subscription/subscription.html] . 
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For Immediate Release  
March 19, 2008  
 

 
OFHEO, FANNIE MAE AND FREDDIE MAC ANNOUNCE 

INITIATIVE TO INCREASE MORTGAGE MARKET 
LIQUIDITY 

 

Washington, DC - OFHEO, Fannie Mae and Freddie Mac today 
announced a major initiative to increase liquidity in support of the 
U.S. mortgage market. The initiative is expected to provide up to 
$200 billion of immediate liquidity to the mortgage-backed securities 
market.  
 
OFHEO estimates that Fannie Mae’s and Freddie Mac’s existing 
capabilities, combined with this new initiative and the release of the 
portfolio caps announced in February, should allow the GSEs to 
purchase or guarantee about $2 trillion in mortgages this year. This 
capacity will permit them to do more in the jumbo temporary 
conforming market, subprime refinancing and loan modifications 
areas.  
 
To support growth and further restore market liquidity, OFHEO 
announced that it would begin to permit a significant portion of the 
GSEs’ 30 percent OFHEO-directed capital surplus to be invested in 
mortgages and MBS. As a key part of this initiative, both companies 
announced that they will begin the process to raise significant 
capital. Both companies also said they would maintain overall capital 
levels well in excess of requirements while the mortgage market 
recovers in order to ensure market confidence and fulfill their public 
mission.  
 
OFHEO announced that Fannie Mae is in full compliance with its 
Consent Order and that Freddie Mac has one remaining requirement 
relating to the separation of the Chairman and CEO positions. 
OFHEO expects to lift these Consent Orders in the near term. In 
view of this progress, the public purpose of the two companies, and 
ongoing market conditions, OFHEO concludes that it is appropriate 
to reduce immediately the existing 30 percent OFHEO-directed 
capital requirement to a 20 percent level, and will consider further 
reductions in the future.  
 
Additionally, all parties recognize the need for a world-class 
regulatory structure and have renewed a shared commitment to 
work for comprehensive GSE reform legislation.  



 
“Fannie Mae and Freddie Mac have played a very important and 
beneficial role in the mortgage markets over the last year,” said 
OFHEO Director James Lockhart. “Let me be clear – both companies 
have prudent cushions above the OFHEO-directed capital 
requirements and have increased their reserves. We believe they 
can play an even more positive role in providing the stability and 
liquidity the markets need right now. OFHEO will remain vigilant in 
supervising the safe and sound operations of these companies, and 
will act quickly to address any deficiencies that may arise. 
Furthermore, we recognize the need to ensure that their capital 
levels are strong, protecting them from unforeseen risks as the 
market recovers.”  
 
Fannie Mae President and Chief Executive Officer Dan Mudd said, 
“We are working with our customers, regulators and policy makers 
to minimize foreclosures, increase affordability – and as of today – 
to restore liquidity in the market. This progressive, sustainable plan 
will help bring the stability the market needs.”  
 
Freddie Mac Chairman and Chief Executive Officer Dick Syron said, 
“The recent environment demonstrates the benefits of the GSEs to 
the U.S. economy. This approach allows us to continue to create 
these benefits in a way that balances our mission to provide 
stability, liquidity, and affordability consistent with safety and 
soundness while enhancing the interests of shareholders.”  

 ### 

Link to Lockhart 
statement: http://www.fhfa.gov/webfiles/1494/31908LockhartStatement.pdf 

 
OFHEO's mission is to promote housing and a strong national housing finance system by 

ensuring the safety and soundness of Fannie Mae and Freddie Mac. 
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*** “OFHEO Got Rolled” ***

"There is no dilutive capital raise planned." - Freddie Mac CFO Anthony S. Piszel
(3/13/08)

The fact that the OFHEO announcement follows on the heels of only a couple of days of
intensive dialogue, at the highest levels of the Administration, highlights that current
concerns about the extreme fragility of the financial system are foremost in their minds.
In fact, these discussions (as many of the recent actions by the Fed, Treasury and the
Administration) have occurred without involvement of much of the staff and advisors that
are usually involved in the Administration’s decisions on GSEs. It is critical to remember
however, that none of the actions have addressed the underlying problem of illiquid and
unmarkable assets that continue to be stranded in the sixth level of purgatory.

To highlight the about face by various administration officials, OFHEO stated less than a
month ago: "As each Enterprise nears the lifting of its Consent Order, OFHEO will
discuss with its management the gradual decreasing of the current 30 percent OFHEO-
directed capital requirement. The approach and timing of this decrease will also
include consideration of the financial condition of the company, its overall risk profile,
and current market conditions. It will also include consideration of the importance of the
Enterprises remaining soundly capitalized to fulfill their important public purpose and the
recent temporary expansion of their mission”. We believe that OFHEO Director Lockhart
took this action only after considerable pressure and likely against his best judgment. If
this action results in the destabilizing of the GSEs, OFHEO will go from being the only
regulator who had prevented their charges from getting into trouble to a text-book
example of why regulators should be shielded from outside political pressure.

We view any reduction as a comment not on the current safety and soundness of the
GSEs but on the burgeoning panic in Washington. Within the past 48-hours we have seen
the Administration decide to throw out all the rules in the rulebook in an attempt to
stabilize markets and reduce the risk of systemic contagion. While this approach will fuel
optimism in the near-term, longer term we expect the OFHEO action and other recent
actions to date to fail to achieve their goals.  We also expect that the GSEs will use the
extra capital to try and grow their way out of their problems by playing the spread instead
of doing significantly more business in the higher credit risk markets.

In return for relief from at least a portion of the capital surplus the GSEs will be required
to raise additional capital. Although the press has stated that capital would come in the
form of preferred that was not stated in the OFHEO release. The GSEs have no specific
regulatory limits to their preferred issuance but it has long been understood the rating
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agencies have warned that if more than 25% of GSE capital was in the form of preferred
they would be at risk of downgrade. Given the increasingly routine forbearance by the
rating agencies it is plausible they could get away with such a capital raising approach
however we that the GSEs problems will likely increase the risk of the rating agencies
downgrading the agencies only after they end up in more publicly obvious trouble.

Over the past 72 hours the Fed and the Administration have taken unprecedented steps to
approach market instability. While many are viewing these actions as a positive sign, we
continue to believe that they highlight that the building is shaking from the top to bottom
and, unfortunately, would characterize these actions as short term positive to markets but
unlikely to reverse the broader financial market problems for the medium and long term.
Still, the view in the beltway is now  “Desperate times call for desperate measures” even
where the probability of the success of those measures cannot be estimated.

While it appears that the Administration has been rolled by the GSEs, and Democrats, we
have been told that although no one is comfortable that the GSEs can ultimately manage
their risks, sources tell us the Administrations is of the view that if desperate measures
must risk either the GSEs or FHA, the Administration would rather risk the GSEs. More
than one source has suggested that with less capital than they had a year ago and higher
conforming limits, if one or both of the GSEs blew themselves up the Democrats would
have been responsible for refusing to pass legislation with strong receivership authorities,
bright lines on new products and programs and with strong portfolio limits.

We are in an environment where rumors are rampant so it may be worth offering two
cents on a couple of rumors:

First, while most regional Fed officers would not support the Fed buying up the weak
mortgage paper it has been considered and largely but not fully dismissed. However, it is
an action that would not be taken lightly as it would cause many on the Hill to ask on
what basis the Fed has been granted the right to make such budgetary decisions of
consequence to taxpayers.

Rumors that repeatedly circulate suggesting Treasury will make the GSEs implicit
guarantee explicit are obviously being circulated by those without a clear understanding
of authorities, any such move would take an act of congress. While such a move could
ultimately happen, given the possible future financial condition of the GSEs, we believe
that it would not occur until after one or both GSEs were insolvent and Congress had to
make a decision on how to stabilize them. Remember, only has the authority to choose to
make the agencies explicit guarantees of the Federal Government.
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1- This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or
located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be
contrary to law or regulation or which would subject Graham Fisher or its subsidiaries or affiliated to any registration or
licensing requirement within such jurisdiction. All material presented within this report, unless specifically indicated
otherwise, is under copyright to Graham Fisher & Co. (GF&Co). None of the material, nor its content, nor any copy of it,
may be altered in any way, transmitted to, or distributed to any other party, without the prior express written permission of
Graham Fisher & Co. (GF&Co).

2- The information, tools and material presented in this report are provided to you for information purposes only and are not
to be used or considered as an offer or the solicitation of an offer to sell or buy or subscribe for securities or financial
instruments. GF&Co. has not taken any steps to ensure that the securities referred to in this report are suitable for any
particular investor. The contents of this report are not intended to be used as investment advice.

3- Information and opinions presented in this report have been obtained or derived from sources believed by GF&Co to be
reliable, but GF&Co makes no representation as to their accuracy or completeness and GF&Co accepts no liability for loss
arising from the use of the material presented in this report where permitted by law and/or regulation. This report is not to
be relied upon in substitution for the exercise of independent judgment. GF&Co may have issued other reports that are
inconsistent with, and reach different conclusions from, the information presented in this report. Those reports reflect
different assumptions, views and analytical methods of the analysts who prepared them.

4- Past performance should not be taken as an indication or guarantee of future performance, and no representation or
warranty, express or implied is made regarding future performance. Information, opinions and estimates contained in this
report reflect a judgment at its original date of publication by GF&Co and are subject to change. The value and income of
any of the securities or financial instruments mentioned in this report can fall as well as rise, and is subject to exchange rate
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