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AT A GLANCE 

Follow-up on Freddie Mac's Loan Repurchase Process 

Why FHFA-OIG Did This Evaluation 

In January 2011, the Federal Housing Finance Agency 

(FHFA or Agt.·ncy) announced a settlement with Bank 

of America, in which the bank agret·d to pay 
S l. 35 biJlion to the Federal Home Loan Mortgagt~ 

Corporation (Freddie Mac or Enterprise) to settle 

current and future lo.m repurchase claims. 

FHFA's Ofllce of Inspector General (FHFA-OIG) 

lmdertook an evaluation ofFHFA's oversight of the 

settlement and issued a report on Sl·ptcmber 27, 201 L 

The report raised concerns about tlu: method that 

Freddie Mac used to revit>W non-p('rforming loans tOr 

repurchase claims for Bank of America and more 

generally for other loan sellers. In essence, Freddie 

Mac followed a practice of examining fOr repurchase 

claims those loans that had become non-performing 

within two years of origination or with payment 

problems in the Hrst two years. But the FHFA-OIG 

report fmmd that--for a variety of reasons-Freddie 

Mac's practice effective-ly excluded from tlw 

repurchase daim review process many loans that the 

Enterprist' had purchased or guaranteed during th(~ 

housing boom years of 2005 to 2007, even though 

those loans have bet"n defaulting at high levels. This 

practice limited Freddie Mac's potential recoveries 

from repurchase requests. In addition, Freddie Mat·'s 

internal auditors questioned the governance, business 

rationale, and objectives of the historical f(xecloscd 

loan review process. The FHFA-OIG report 

recommended that FHFA promptly act on concerns 

that had been raised about Freddie Mac's loan review 

process. 

Evaluation Report: EVL-2012-007 

Thi~ report ev,1lna(t·~ Hlh\'s and Fn·ddit· Mac's progres~ 

tlt reforming lhc ln,m review prnn.':':> :'inn· tfw i:<:!'lt.liHT 

of Fll FA. 01(; '" original n·port. 

What FHFA-OIG Found 

HlL'\ and ht•ddit· !\·1.tt' haw .1ctcd on tht· COill't'rn:-> rai:-:ed 

in FllfA OIG's rt'port hy d.dopl.ing a mort· t·xpansin~ loan 

JTVICW pron·s:-. Spct·ifit·all_v, hcddil' MJ.t· dMnged it~ 

policic:: to n·new for pott'nti,tl n•purdta:<:l' daim:: 

~ignific,mtly l.1rgt'r numlwr:-. of loan:< that dt'fauht·d more 

th.m two ~·t•.tr:-: aft'-:r origination. 

it i:< (':'\lilldtl'd that the lllOIT l'Xfl.l!lSIH' Joatl Tl''\'ll'W 

process w1ll gt'rwrJl(' .ulditioH.li rt-co\Trit·~ ranging from 

~0.8 billion to $1.2 hlilion J(lr ln..tn ... :-:dt•t·tt·d lor n·view in 

2012 ,md Sl.l htllio111o $ L+ hillum OV('rall. Rt•causc 

these rt•co\'t•rit·-: had not been antkiJMlt·d and acnmnll'd 

li)r, the .1drlccl rt'\'l'lllll' will incrt'a'lt' Frcclrlit· Mac'" prolh-. 

,md lwncc the .mwunt paid ~o the U.S DeJMrtmenl oftlw 

Trt·.tsury (Trt'Mury). 

What FHFA-OIG Recommends 

fHFA ,md Frt•ddk P.hc ;-;hould {'OntinUl' to carry out tlw 

lo,m n'\'it'\Y .md rel.ttt-d rdi.Km:' th'-·v hrt\'t' initiatt•d sirKl' 

FH L'\ -OH ~ \ origin.1l n'Port was is:'tt\·d. 
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Federal Housing Finance Agency 

Office of Inspector General 

Washington. DC 

PREFACE 

FIIFA-OIG v.as established by the Housing and Economic Recovery Act of2008 (IIFRA). 

which amended the Inspector General Act of 1978. FIIFA-OJ(i is authorized to conduct audits. 

evaluations. investigations. and other activities of the programs and operations ofFIIFA; to 

recommend policies that promote economy and efficiency in the administration of such programs 

and operations; and to prevent and detect fraud and abuse in them. 

This evaluation is one in a series of audits. evaluations. and special reports published as part of 

FIIFA-OJ(i"s oversight responsihilities. It follows a previous evaluation entitled Emluation o( 

the Federal/lousing Finance Agenq ·s Oversight o/Freddie Mac ·s Repurchase Seulement with 
Bank of America tEVL-20 I I -006). issued on September 27. 20 I I. In that report. FHFA-OJG 

raised concerns\\ ith the method that Freddie Mac used to revicv. non-perli.xming loans to 

dctcnnine whether they should have been repurchased by Bank of America. It also generally 

highlighted the potential adverse ramifications of Freddie Mac·s loan review method li>r loans 

originated during the housing boom years of 2005 to 2007. FHFA-OIG recommended that 

FHFA address these concerns. which had also been identified hy Fl IFA sta!T and hy Freddie Mac 

internal auditors. This evaluation tiJJiows up on FHFA ·sand Freddie Mac·s actions to address 

concerns regarding Freddie f\:1ac·s loan review process. 

This evaluation was prepared hy Senior Investigative Evaluator Bruce McWilliams. with 

assistance lrmn David Z. Seide. Director of Special Projects. and Omolola Anderson. 

Statistician. FHFA-OIG appreciates the assistance of all those who contributed to this report. 

George Grob 

Deputy Inspector General fi>r Evaluations 
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BACKGROUND 

About the Enterprises and FHFA 

To fulfill their obligations to provide liquidity to the mortgage finance system. the Federal 

National Mortgage Association (Fannie Mae) and Freddie \1ac (collectively. the Enterprises) 

support the secondary mortgage market. The Enterprises purchase from loan sellers residential 

mortgages that meet their under"riting criteria.' The loan sellers can then usc the sales proceeds 

to originate additional mortgages. The Enterprises can hold the mortgages in their portfcllios or 

can package them into mortgage-backed securities (MilS) that are. in turn. sold to investors. In 

exchange lclr a fee. the Enterprises guarantee that MBS investors will receive timely payment of 

principal and interest un their investments. 

In September 2008. the Enterprises entered conservatorships overseen by FIIFA. II ERA gives 

FHFA hroad authority as the Enterprises conservator to conserve and preserve the Enterprises· 

assets and to control and direct their finances and operations. FHFA has exercised that authority 

hy. among other things. requiring FIIFA approval of certain categories of Enterprise business 

operations such as settlements of claims exceeding $50 million. 

The Bank of America/Freddie Mac Settlement of Repurchase Claims 

During the housing boom years of 2005 to 2007. Freddie Mac purchased large H1lumes of non­

traditional mor1gages lrorn large lenders. including Countrywide Financial Corp. (Countrywide). 

Countrywide. which was purchased hy Bank of America in 2008.2 "as one of the most 

aggressive sellers of non-traditional mortgages. such as limited- or no-documentation. Alt-A. 

intcrc:-tt only. and option ARM loans. 3 Large numbers of non-traditional mortgages ultimately 

defaulted. causing significant credit losses to Freddie Mac. 

If a homeowner defaults on any loan that Freddie Mac owns or guarantees. the Enterprise is 

obligated to absorb or reimburse the unpaid balance of the mortgage. 11: ho"ever. the seller of 

the mortgage loan in question violated representations and warranties provided to Freddie Mac at 

the time of the loan sale. then Freddie Mac has the contractual right to demand that the loan 

seller buy back or repurchase the mortgage loan. Exercising this C<mtractual right is called 

· ·r his report focuses on mortgage loans purchased and guaranteed by Freddie Mac. 

~ Financial Crisis Inquiry (\)mmission. The Financial Crisis Jnquit)' Report. at 250 {Jan. 20 II I (online at http:.r fck­
static.la\\.stanf(lrd.edu!cdn rnedia'fcic-reports--·tcit· final report tllll.pdt). 
1 

Financial Crisis Inquiry Ctlmmission. supra note 2. at 105. 
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issuing a repurchase request and is otlen referred to as a ··put-back." For the purpose of 

determining whether representations and "arran ties haw been violated. Freddie Mac examines 
some. but not all. mortgages it owns or guarantees once they have become seriously delinquent 
(i.e .. become more than 90 days past due). 

The number of repurchase requests issued divided by the numher of loans reviewed is called the 

repurchase rate. As of September 2010. Freddie Mac had made repurchase requests on 59.514-

or 24%--<lfthe 250.833 foreclosed loans that it had revie"ed bet"een 2005 and July 31. 20 I o" 
ll<mever. as of September 8. 20 I 0. Freddie Mac had received reimbursement ft>r only 35.569-

or 14%----<lfthe lllfeclosured loans it hd reviewed. By the end of2010. Freddie Mac·s 

outstanding repurchase claims against all loan sellers totaled $3.8 billion.' 

On January 3. 2011. FIIFA publicly announced that Freddie Mac and Fannie Mae had settled a 

significant number of repurchase claims (current and fi1ture) "ith Bank of America. Bank of 
America agreed to pay $1.35 billion to Freddie Mac to settle existing and potential fi1ture claims 

on 787.000 loans. many of which had been sold by Countrywide. 

FHFA-OIG Evaluation Report 

Shortly atier the Bank of America settlement announcement. FIH .. A-OIG began to evaluate the 

process by which FHFA reviewed and approved the settlement. As part of its evaluation. FIIFA­

OIG staff' had multipk meetings over the course of nine months with senior executives and stall 

at FIIFA and Freddie Mac and reviewed a considerable amount of paper and electronic 

documents. The evaluation culminated on September 27. 2011. when FIIFA-OIG issued its 
report. Fmlua!ion oft he Federal/lousing 1-"inance Age11c1··s (1!-crsight (){1-i·eddie Muc ·s 

Repurdwse ,\'e((/ement u·ith Bank olAmerica.1
' 

The report highlighted a potentially significantllaw in Freddie Mac·s process f(,r reviewing 

defaulted loans ft\r repurchase claims and noted that the flaw could be costing Freddie Mac a 

significant anwunt or money .. In particular. the report fi>und that an I'll FA senior examiner had 

raised significant concerns about Freddie Mac"s Joan review process tOr mortgage repurchase 
claims months prior to the Bank or America settlement. but FHI:A did not timely act on or test 

the ramifications or these concerns. As a result. the loan review process then being used by 

J Fmail from Jordan D. Hershman. Bingham ~kCulchen LLP. to Gary J. Cohen, (ic-neral Counsel. Financial Crisis 
Inquiry Commission {Sept. 21. 20 10) t mtlinc at http:-'- tCic.law.stanford.edL(du...:uments/vicw/1359) 1 see Tab .l: Q< · 
Disposition of Foreclosures by Funding Year and Foreclosure Year). 

' Freddie ~v1ac. 20 I 0 Annual Report (form ifJ-K ). at 5 t Feh. 24. 10 I I l. 

,. FIIFA-(>IG Evaluation Report No. LVL-20 11-006. available at http: :wwv~'.thtaoig.gov_·contcnt:Fiks/E \'L-20 ll-
006.pdf. 
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Freddie Mac could cost bi II ions of dollars of losses that could otherwise he avoided if the 

bnterprisc changed its loan review method. 

Shortcomings Identified in Freddie Mac's Previous Quality Control Process 

( )verdew t?(the Loan Revif!lV Process 

!'he FIIFA-Ol(i report described how Freddie Mac employs a detailed process tor determining 

which non-pcrti>rming loans arc put back to loan sellers. Essentially. a tier a loan is selected ti>r 

review. Freddie Mac's Single-Family Quality Control Department (QC) requests from the seller 

the loan tile li1r the purpose of reviewing it ti1r violations of representations and warranties. 

Some of the reasons that QC could deem a loan in violation of representations and warranties 

and request repurchase by the seller include: fraud or misrepresentation. insufficient income or 

assets. unsupported propcrt) valuation. t1iilurc to comply \Vith contract or program terms. 

inaccurate data. missing documentation. and calculation mistakes. lfQC determines the Joan is 

in breach of a representation or warranty. a repurchase request may be issued to the Joan seller. 

Alany Housing Boom Loans in Dej(wft ( )verlooked 

The FIIFA-OlG report described how a senior FIIFA examiner with signiticant knowledge of 

Freddie Mac operations had discovered a potential flaw with respect to Freddie Mac's review of 

loans in deflmlt. The process that Freddie Mac was using at the time of the Bank of America 

settlement called ftlf primarily reviewing f(>r repurchase claims only those loans defaulting 

\Vithin the first two years ftlllowing origination. 7 

The senior examiner pointed out that the failure to examine most delaultcd loans that were older 

than two years was potentially flawed because of the substantially higher incidence of default 

among housing boom loans two or more years after origination. The senior examiner believed 

that the increase in default rates in later years was due to the expiration of low-interest, teaser­

rate loan features that led to suhstantially higher interest rates. coupled with falling home values 

that prevented the refinancing of loans. 

In addition to tiJllowing a rule of not reviewing most loans defaulting more than two years atier 

origination. prior to mid-20 11. fhrmer Freddie Mat: senior management engaged in a process 

of"ovcrrides'' in which the} elected not to put back meaningful numbers of loans that breached 

., The former process also included review of a relatively small subset of foreclosed loans three to five years after 
origination. This subset was comprised of loans whose borrower<;; missed a substantial number of payments within 
the first two years following origination and were said h) have had a bad pay history or if there were signs ()f 
appraisal or other collateral fraud. But if a borrower on a three or more year old loan was late on only a few 
payments, his/her loan was not reviewed for vinlations of underwriting guidelines. 
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representation and warranties. These former senior managers explained to FHFA-OIG that such 

overrides were carried out, among other reasons. to maintain good business relations with loan 

sellers. 

/.(Wn Re1·iew Process ( 'lmtrol.v ''l.'nsati4(Ic!OrJ' ·· 

Freddie Mac·s Internal Audit Department (Freddie Mac lmernal Audit) conducted its own study 

about how Freddie Mac management chose loans to review. In late June 10 II. Freddie Mac 

Internal Audit concluded that overall controls were .. Unsatisfactory .. and that Freddie Mac·s 

method for determining which loans to review for possible non-conformance with Freddie Mac·s 

underwriting criteria was flawed. 

Afagnitude t~(the Prohlem 

As a result of consistent findings. Freddie Mac Internal Audit and FIIFA-OIG observed that 

Freddie Mac could be missing significant opportunities tor putting back loans. thereby 

sacrificing the recovery of significant amounts of money. In its report. FIIFA-OIG prepared 

the fill lowing chart in an effort to estimate the si/c of potential taxpayer losses. It shows that 

t<'r loans originated in 2006 alone. nearly I 00.000 loans were not reviewed ft1r repurchase claims 

because they did not meet Freddie Mac·s criteria for review. 

Figure I: Loans Purchased by Freddie Mac in 200(, that Entered Foreclosure'' 

No. of Foreclosures 

60,000 

50,000 
Approximately 100~000 Loans 

Net Rev1ewed 

40,000 

30,000 ' ' ! 5 Not Rev1ewed i 
1•Rev~~~ 20,000 

10,000 0-
I 2 3 4 

loan Age at Foreclosure (in years) 

5 

~ .\'r.:u H H· A-OIG. /·. raluation t{the Fcdt'ra//lousm~ Financc .-f,s!l'fiL)" ·...- On!rSiKhl (!/Frcdctit: \lac ·s Repurchase 
.\'etrlemenl 1rith Hank r!f' ·lmerica. at 20. 
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The FIIFA-OIG report further estimated that for the i(>ur years inclusive of2004 to 2007. 

Freddie Mac had not reviewed over 300.000 loans tbr possible repurchase claims. These loans 

had an unpaid principal balance of roughly $50 billion. The report noted that although many of 

these loans arc not likely candidates for repurchase. Freddie Mac"s portf(>lio of housing boom 

loans includes a substantial number of less creditworthy interest only and Alt-A mortgages that 

have higher ti>rec losure rates 9 

Flii-"A-0/(j Re<·ommends lmprovemellls w Freddie .\lac "sLoan Re1·iew· Process 

Like Freddie Mac Internal Audit. FHFA-OIG recommended in its report improvements to 

Freddie Mac"s loan rcvic" process. FIIFA-OIG also recommended that FHFA improve its 

management process. FIIFA-OIG"s specific recommendations were: 

I. FHFA and its senior management must promptly act on the significant concerns 
raised about the loan review process. 

To ensure that Freddie Mac is maximizing its repurchase claim recoveries: 

• FHFA should continue to\\ ithhold approval of Freddie Mac repurchase 

settlements until such time as it is confident that the concerns about the 

Fnll!rprisc·-. loan rcvic\\ process have been resolved. 

• FHJ· A senior management should ensure that Freddie Mac management resolves 

the concerns that prompted their internal auditors to issue an ··lJnsatistaetor) ·· 

audit opinion. 

• FHFA senior management should oversee Freddie Mac"s ··out-ol~sample"" loan 

te~ting and consider independently· validating the testing. 

• FHFA should evaluate whether Fannie Mac and Freddie Mac should adopt 

consistent review practices f()r repurchase claims. 

• FHF A senior management should initiate an independent assessment of 

Enterprise repurchase practices in order to ensure that they are maximizing their 

repurchase claim recoveries. 

• FHFA should issue internal guidance regarding its handling of future repurchase 

settlements. should they arise . 

.. 5)ei.! FHJ· A~OIG. r:,·alualion (~f tlu .. • Federalllousing Finance. lf!L'n£:r ·\- 0\•ersi;du t!/ J.J·eddi~: .\lac's Repurchase 
Sertlement lt'ith Uank (!f'-lmerica. at 20. 
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2. FIIFA must promptly initiate management reforms to ensure more generally 
that senior management is apprised of and timely acts on significant concerns 
brought to its attention. 

FHFA senior management must immediately initiate reforms to avoid the kind of 

management process shortcomings idcntiticd in this evaluation. In particular: 

• Direct ~upervisors must properly and timety address and act upon significant 

concerns brought to their attention (i.e .. resolve or elevate issues that pose 

significant potential risks or document decisions not to do so). 

• Senior managers. regardless of their position within FIIFA. must timely address 

and act on significant concerns. particularly when they receive reports that the 

normal reporting and supervisory process is not \\Orking properly. 

Fl !FA ·s Acting Director must estahlish appropriate goals. principles. and procedures 

at the top of the FHFA organization to guarantee that significant concerns are 

properly and timely addressed and acted tipon. 

At the time the report v.as issued. FIIFA stated that it agreed vvith the lirst recommendation. but 

not with each of the specific action step,. At the same time. FHFA had nut proposed a specilic 

action plan llf its own. l Jnder the circumstances. FI-IF/\-()JG said it would continue to monitor 

the issues discussed in the report and the actions that FIIFA wot1ld be taking. With respect to the 

second recommendation. Fl !FA has announced that it has taken corrective action. Appendix A 

l'Ontains a table summarizing actions taken or unden" .... ay on both of the recommendations. 

Action Taken Since FHFA-OIG Commenced Its Initial Report on Freddie 
Mac's Loan Review Process 

From January through June 2011. prior to publication of its initial report on Freddie Mac's loan 

review process. FHFA-OI<i repeated I) met with senior stafTat both ri !FA and Freddie Mac to 

discuss FI!FA-OIG"s tentative findings concerning Freddie Mac's existing loan review process. 

During this period. Freddie Mac's then-senior management defended the existing loan reviev. 

process in part on the grounds "that past sampling practices arc the best guide tor ft1ture 

policies." and based on the belief that Freddie Mac would not recover enough from a more 

expansive loan review process to otlset the loss of business from loan sellers. 

In late June 2011. shortly atier Freddie Mac Internal Audit released its report. FHFA-OIG issued 

to FI!FA a draft of its report. In early Augt1st 2011. FHFA provided the draft to Freddie Mac. 

Meanv.hile. Freddie Mac had begun its own examination of its loan review process and had 
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begun a limited test examining an additional 2.000 loans that would otherwise not have been 
revic\ved under its existing loan reviev.- rules. 

ReriseJ Loan Re,'iew Afethodvlogy 

In earl) September 2011, Freddie Mac senior management briefed the Enterprise's board of 

directors on FIIFA-OKi's thcn-drati report and the board discussed its ramitications. In 

addition. senior management advised the board of directors that management was working on a 
new. more expansive strategy to revic\v a substantial number of··Jegacy loans" in default. Jrl In 

other words. management planned to review delimited loans regardless of whether the delimits 

occurred within two years of origination. Short!} thcrcatler. on September 27.2011. FllFA-01() 

issued its final evaluation report." On October 4, 20 I I, Freddie Mac senior management 

presented its new loan review strategy to FIIFA and proposed to employ it until it was no longer 

cost eftective to do so. FHFA raised no objection to the proposal. and Freddie Mac was 

permitted to implement the new strategy to review substantially more loans in 2012. In March 

2012. Freddie Mac informed its loan seller/servicers that it had begun phasing in an approach tix 
increasing the number of non-pcrtorming loans that it would review t(>r repurchase claims. 

Thcreatler. in June 2012. loan selleriservicers "ere ini(>nned that beginning in August 2012. they 

Wtluld see a lhrther increase in the number ofnon-peri(Jrming loans sampled by Freddie Mac 

because ''[b]y further expanding the number of loans we arc reviewing. we are able to continue 

to minimize nur losses and the financial risk to taxpayers. related tn loans that did not meet 

contract requirements in place at the time of delivery." 

Similarly. in Freddie Mac's SEC Form 10-(). tiled on August 7. 2012. the Enterprise publicly 

disclosed that: 

During the first half of20 12. we revised our loan sampling methodology. Our 

new methodology expands the coverage of our loan reviews as compared to our 

prior sampling mcthodolugy and may result in higher leveb of repurchase 

requests. We expect that changes in our loan sampling methodology will 

additionally increase our repurchase request volumes with our seller/servicers. 

This new strategy reflects a consensus that emerged among FIIFA-OIG. Freddie Mac Internal 
Audit. and FIIFA ·sand Freddie Mac's senior managers regarding the need to refonn the loan 

review process. This consensus was huilt upon the findings made and evidence compiled h) 

'''··Legacy loans·· retl:-rs to loans originated bctlxe 2009. 

The report received widespread publicity, and Fill· A· 'i Acting Director was questioned by Members of Congress 
a! puhlic hearings ahout the report's findings. 
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FIIFA-OIG. Freddie Mac Internal Audit. and Freddie Mac·s management team and is reflected 

in Freddie Mac internal communications such as the f(lllowing: 

The conclusion from each of these [FHFA-OKi and Internal Audit! reviews was 

that Freddie Mac's ... sample sizes were too small and we were leaving money on 

the table/not protecting taxpayer dollars. [They] requested that we increase our 

NPL [non-perf{mning Joan] sampling ... Freddie Mac received approval to 

implement an increased NPL lnon-pcrl(mning Joan] sample that resulted from 

FHFA's. OJG's. and Internal Audit's review." 

l:,.'stimates r?lPotential Additional Recoveries Ba.•·:ed on Re\·ised .\'ampling Strategy 

FHFA-O!Ci estimates that an additional $2.2 billion to $3.4 billion in repurchase requests will be 

initiated for the legacy loans originated during the housing boom. For loans selected for reviev. 

in 20 I 2 alone. Freddie Mac will save somewhere in the range of $0.8 billion to $I .2 billion by 

making additional repurchase claims. This analysis is premised on, among other things. the 

review of 350.000 additional legacy loans. 

However. the ultimate recoveries will depend on the countcrparties involved. the number of 

loans that will be reviewed. the repurchase rate. resale values. and the amount recovered or saved 

""each loan put back. Freddie Mac has been carefully monitoring its own activities. modifying 

its plans. and updating its estimates of results based on its month-to-month experience in 

reviewing non-performing loans. The final results of Freddie Mac·s revised loan sampling 
strategy will likely not be fully realized at least until 2013 and 2014. Nevertheless. FHFA-O!Ci 

linds that Freddie Mac's new strateg~ is likely to result in substantial recoveries. which 

otherwise would not occur if the loan revie" process had not been changed. 

lrnpact on Taxpayers 

rhe money eventually recovered from the Joan sellers will reduce l'reddie Mac's drav. reyuests . 

lrom Treasury. thereby saving taxpayer money and reducing the federal deficit. Indeed. pursuant 

to the August 2012 amendment to Freddie Mac's preferred stock purchase agreement with 

Treasury. 11 to the extent that the Enterprise's additional recoveries and other revenues general a 

positive net worth. such net \\Orth will be swept/taken by Treasury in lieu of a set dividend 

beginning in 2013. 

i: lnh:rnal email between Freddie \be cmplo~ees in response to a question from a seller..-servicer {June 12. 20121. 

';Sec: http: "\vww.fhfh.g:oV 1\vebfiles-'2420.1-'Fl\;AI. Fl·IFA PSPA 81720 12.pdf 
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,\/ajor Re.fhrms Planned to 1m prow! Fase-l~(-l .'se, 1~/liciem~v, and Fairness 

In its earlier report. FHFA-OIG also recomm~ndcd that FHFA evaluate whether Fannie Mac and 

Freddie Mac should adopt consistent revie"" practices fbr repurchase claims. On January I()_ 

2012. FIIFA issued a directhc to the Enterprises to align their selleriservicer contracts in eight 

different areas. The entire project is known as ··contract Hannonization·· and aims to 

synchronize the process of determining undcr\\Titing violations. the revic\\- practices. repurchase 

rules. and timdines. 
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FINDINGS 

I. FHFA and Freddie Mac have instituted a more thorough and systematic 
loan review process than the one previously used. 

The new loan review process includes reviews of potentially defective loans-originated during 

the housing boom ycars-·in which delimits do not manitest until more than two years alier 

origination. 

2. The new loan review process will likely result in recoveries of between 
$0.8 billion and $1.2 billion for loans reviewed in 2012 and between 
$2.2 billion and $3.4 billion in total. 

The actual amount recovered will depend on such !actors as the number of loans reviewed. the 

percent of defects that warrant put-hacks. and the recovery per loan. 

The revenue obtained from the recoveries will likely lead to higher pro tits f(,r Freddie Mac that 

which in turn will either be paid as dividends to Treasury (in the event that the Enterprisc·s 

operations are protitablc) or reduce the amount of dra\\· requests from TreaSUIJ (in the event that 

operations are unprofitable). In either case. these added recoveries will save taxpayer money. 

Initial results already show substantial recoveries are being achieved. 

CONCLUSION 

FIIFA and Freddie Mac have initiated significant rcf(mns that arc intended to recover losses 

from inappropriately underwritten loans purchased by the Enterprise and will promote avoidance 

of such losses in the future. FHFA-OIG will continue to monitor developments in this area. 

RECOMMENDATION 

FHF A and Freddie Mac should continue to carry out the loan rev icw and related rcf(mns they 

have initiakd since FIIFA-OJ(j's original report was issued. 

FHFA agreed with this recommendation. Its detailed comments arc fl>Lmd in Appendix B. 
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SCOPE AND METHODOLOGY 

The overall objective of this evaluation is to determine what actions FHFA and Freddie Mac 

have taken to implement the recommendations that v.ere included in FIIFA-OIG's evaluation 

report entitled /:'valuation o/the Federal Housing Finance Agenq's Oversight (J/1·reddie Mac's 

Repurchase Setllemenlu ith Bank o{ .. lmerim ( EVI.-20 I 1-006). issued September 27. 20 I I. It 
also aims to identity the savings attributable to such actions. 

The scope of the rcviev. is Freddie Mac's legacy non-performing loans. That is. it examines the 

actions being taken to require loan sellers to repurchase mortgage loans that were purchased b) 

Freddie Mac be!clre it entered into a conservatorship overseen by FIIFA in late 2008. and that 

went into foreclosure or are likely to do so as a result of not meeting Freddie Mac's underwriting 

principles. FIIFA-OIG used internal Freddie Mac documents to understand the results from their 

nc\\ loan review practices. 

This report was prepared under the authority of the Inspector General Act of 1978. as amended. 

and in accordance with the Qualitv Standard' .fiw Inspection and l:'mlualion (Januaf) 20 12 ). 

which \\ere promulgated by the Council oft he Inspectors General on Integrity and Etliciency. 

These standards require FIIFA-OIG to plan and pcrflJrm evaluations that obtain evidence 

sufficient to provide reasonable bases !(lf its tindings and recommendations. HlFA-OIG 

believes that the anal)sis and conclusions contained in this report meet these standards. 

FIIF A-OIG appreciate' the cm>rts of FHFA and Freddie Mac statf in providing in!(Jrmation and 

access to necessary documents tn accomplish this evaluation. 
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APPENDIX A: STATUS OF FHFA'S RESPONSE TO 
FHFA-OIG RECOMMENDATIONS 

Recommendation 
FHFA and its senior management musl promptly act on the significant concerns 
raised about the loan review process. 

• FHFA should continue to withhold approval of Freddie Mac n:purcha.'i-c 

::,ettlcments until such timt c1s it is confident that the concerns ahout the 

Enterprise· s loan review process have been resolved. L I ---------

• FHFA senior management should ensure that Freddie Mac management resolves 

the concerns that prompted their internal auditors to issue an "Unsatisfactory·· 

audit opinion. 

• FHFA senior management should ovt•rsee Freddie Mac's ··ouH>t:sample"loan 
testing and consider independently validating the testing. 

f- ~ llJi A-sh;;-u-ld_e_v~-lt-m-te whether Fannie Mac andl'redd_i_e_M~;;J;;;-uld-a-dopt- --

1 consistent review practices for repurchase claims. 

• FHF A senior management should initiate an independent assessment of l~nterprise 

repurchasl! practices in order to ensure that the)' arc maximizing their repurchase 

claim recoveries. 

• FHFA ~hould issue internal guidance regarding its handling of future repurchase 

settlements. should they arise. 

FHFA must promptly initiate management reforms to ensure more generally 
lhat senior management is apprised of and lim ely acts on significant concerns 
brought to its attention. 
----·---- -----------------------·-----

• FHFA senior management must immediately initiate reforms to avoid the kind of 

management process shortcomings identified in this evaluation. In particular; 

--Direct supervisors must properly and timely address and act upon significant 

concerns brought to their attention (i.e .. resolve or elevate issues that pose 

significant potential risks or document decisions not to do so). 

--Senior managers, regardless of their position within FHFA. must timely address 

and act on signiticant concerns. particularly when they rccieive report<; thut the 

normal reporting and supervisory process is not \vorking properly. 
----------:----: 

• FIIFA's Acting Director must establish appropriate goals. principles. and 
procedures at the top of the PHFA organization to guarantee that significant 

concerns arc properly and timely addressed and acted upon. 

Status 

Completed 

lJndcrway 

llndcrway 

I Jndcr\\'a) 

('omplctcd 

Completed 

Completed 
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APPENDIX B: FHFA'S COMMENTS ON FHFA­
OIG'S FINDINGS AND RECOMMENDATION 

~\ ~ Federal Housing Finance Agency 

ro 

I RO\L 

Sl 1BJH 

DA!l 

ME~IORANIWM 

CA.;:•r!;!.C Ciruh. Dqmt: ln~pccto~ (i.::a:m! fttr h-aluations. HIFA Olt! 

Jon U"cnkc. lkput> llircctm. ll[, "'""of Lmcrrri"' Rcgulat[ml"~-''­
H ll A R.:sptm.st: I\' the h1!1ov.-ur Pn freddie \-lac ~ I oan R•~purchasl· l'rttcess. 
tSl R-1012·012! 

s~p\c:nberl. 2012 

I his m..-morandmn lran:-.miti> the h:dc-ra! f lo';.l$ing hnancc :\genq:'s (Fill-",\) management 
n::.pon:-c 111 thl' rercommendatton in the I· fir.\ ·O!G'!> !i.l);tlV. -.1p report to evalmuc de\ l'ltlpmem~ 

in Frl·ddtc 'V!.dc·~ loan rc·n~''\ prol!es;; since the tssuance o: tb: 2011 HfL\-01< i report on thi.! 

hcdJil· Mac seU!cmcn: ,,f]lli.lll rcpu:dmse daim~ ,1gamst Bank nr America 

•\s nntcd in the fol!n,\·ltp rcpMt. hcJdic ~1ac has. \\ith Jim.:tion .mtl appro,al from !"I H· ·\. 

mstlluted. a num!x.·r of 1mpm\ !.!llh:nts iu its rro::e::-~ ti.Jt rc,·ic\\ J,Mn\. mcludmg. an :ncn·,p,.· m thl' 

volume (}f loan:-> suhjc-~.·t to t1'\ 1<'\-\- Rtlth th .. - ~upervisol} a:1d O.:~lll~~·f\·atorshtp t:.Hicthlll~ <.>(Fit!·:\ 

have 11ccn iliHliH:d ;b .Ippr<)prtate hr th.::rr r~·sp.::cttvc rm~sion~ and auth<,ntrcs. •\s Jc,cribt•d in 

th.: rc:p\lr!. i;rcddi.: \fa.: h<t~ nnde and :.:untinue;; h• i:lmld 1111 -1mpm\cmcnt~ m rl"' ..:omw!s for ;he 
repun:ha,.,.: pru.:..:ss. 

Recommendation: i'lll A and hcddic \lac ~rJ(luld cnntir.ut' !n <.:<~rr~ nut the l~.lrul reqcv. a:1J 

related rel(mm the) h:ne tnitJakd since- Fn.:ddrc ,\lac·~ !ntcmaJ Audit ~tudy and th<.: FHFA-OI<l 

report 1m the Ebnk nf :\meric<~ ">t:trkmer1: 1.\ ith rn.~ddil' \:htL 

A~en9 Re--.pon~t': Fl fl· \agree:. that n.:!Orms current!) in plac.: or unJern·ay \\Jll address, I he 

\\t::;tknessl's id~·ntili\·d h~ ~IIF,\-Cll<.i and Freddit:: :\lac lntcmal Audit AdditiC"mJI step . .,; ill'\.' not 

plann~.--d at thi~ tmw. butll'i noted in the fu!ltl\\-up rc;xm. thn.·~ lUI.!:.ISurcs r..:main in pmgress. as 
deS~..-ribcJ hdm\ 

I I l FHI· '' s;..•mnr maJm).!o,."lncnt -;h,miJ \'JNlf{' that Freddie \.lac management rc~nht:"!i the 

cnm:crns that prompted thc11 !lllt:rtml dudi!or~ to is'luc an"! lnsatisf<lCtory·· audit opimun 

{2 l HH'.\ M:mor managcmcm shmdd initiate •m :ndepend~nt a-;:-...:s<;mcnt uf hut•rprisc 

repun.:hao:.•· prm:tkt::~ in ('lrder ;o ensure th.l! they arc maxin~i.,ing th..:tr repun.::hasc- chum 

rcco\cncs 
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CJnguing supervisory work by the Freddie .\lac ('ore l cam, under 1hc supervision of the 

Freddie 'vtac Exarninerwin-Charge. includes review of quality contml processes, which 

J rddic ?vtac utili:t.:cs in its internal r.:Yie'v of the rreatmcnl of repu.rchao,c claims. An 

dfcctivc ljuality control pwccss is a key element of safe anJ sound opt!rations. This 

work is tmdcrnay tOr the 2.012 examination cydc, and any nc~o·cssary tOllo'A up would 

bl! included in the 2013 examination planning. 

An ''Cnsati~factory" opinion issued by Internal AuJit receives supcrvi~ory attention. 

im:luding review ofthc audit finding and audit workpapers: review of the management 

respons'" t1..1 the audit finding and Board of f)in:dors notification: the action plan 

established hy management to address tht.• deficiencies; execution 11f the action plan: and 

validati<m of rC'sults, including any fol!11W up by Internal Audit. This rcv1cw may 

extend over multiple examination cycles. 

(3,) FlfF A slu,uld. evaluate whether Fannie \1ac and Freddie Yfa.c should adopt consistent 

rcyicw practices for repun.:hast.! claim" 

11tc prim:ipal component of FI IFA 's approach to establishment of reviev. practices that 

art' consistent for Fannil.! Mae and I·reddie .Mac i!'. the contract hannonizatiun initiative 

curn:nt!y in development under the kadcrshlp of the DJVismn of 1-hn1sinp Mi~~ion and 

Ooa!s. I hi! imtiativc will address !he :1ccd for con~istcncy and the appropriate 

paramet::-rs of consi~!cm::. and is expected to be launched hj the end of 2012. 
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ADDITIONAL INFORMATION AND COPIES 

For additional copies of this report: 

Call the 011icc of Inspector General ( FIII'A-OIG) at: 202-730-0880 

Fax your request to: 202-318-0239 

Visit the FIIFA-OIG website at: www.lhfaoi~.guv 

To report alleged fraud. v"astc. abuse. mismanagement. or an)' other kind of criminal or 

noncriminal misconduct relative to FHFA 's programs or operation-;: 

Call our Hotline at: 1-800-793-7724 

Fax your written complaint directly to: 202-.1 18-0.>58 

Email us al: oighotlinc-ctthtltoig.uov 

Write to us at: FIIFA 011ice of Inspector General 

Attn: 011icc of Investigation - I lot line 

400 Seventh Street. S. W. 

Washington. DC 2002.f 
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